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The State of Islamic Finance: Post-crisis and
Future Prospects
Abbas Mirakhor
and
Edib Smolo

Abstract
The main purpose of this paper is to trace epistemological roots of
conventional and Islamic finance. Based on an extensive literature review,
this paper aims to highlight, explain, and discuss an ideal conventional and
Islamic financial system. The ideal conventional financial system is discussed
in light of various writings by Smith and Arrow, based on Arrow-Debreu
model. On the other hand, the Islamic financial system is discussed in light of
Qur‘anic verses based on which the system is built.
The findings show that the present Islamic finance industry evolved from
conventional finance to address a market failure in conventional finance in
terms of unmet market demand for Islamic finance products. However, since
most practitioners in Islamic finance were bankers and market players from
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the conventional background, they developed, more often than not, products
that are similar to conventional ones albeit with Shari‘ah compatibility.
Hence, the focus was primarily on avoiding riba while ignoring the first part
of the verse 275 of surah al-Baqarah which first ordains exchange contracts.
Although the crisis had limited impact on IFI, it is due to the similar nature
between the two that IFI is also subjected to the shocks in the conventional
financial system. A way forward would be to move towards more risk-sharing
products which indicate a robust link between the strength of the financial
system and economic growth.
Keywords: epistemology, Arrow-Debreu, conventional finance, Islamic
finance, Shari‗ah-compliant, financial crisis, risk-sharing, uncertainty,
debt, interest
JEL Classification: D80, G0, N01, P51
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1. Introduction
Simply stated, epistemology deals with the question of what we know about a
phenomenon and how do we know it. For precision, it is helpful to clarify
terms used currently in discussions of Islamic finance. The practitioners use
the term Islamic finance industry to refer to their activities in designing and
trading “Shari‟ah-compliant” ways and means of financing. Taxonomically,
industries in an economy belong to a sector and sectors belong to subsystems
which in turn belong to a larger system.

For example, airplane

manufacturing industry belongs to airline-industry sector which, in turn,
belongs to the transportation subsystem and this belongs to an overall system.
Similarly, a bank belongs to a banking industry which belongs to the
financial sector which belongs to the financial subsystem which belongs to
the larger economic system which, finally, belongs to an overall sociopolitical-economic system. What then of Islamic finance industry? It was the
conventional finance subsystem that gave birth to the present Islamic
finance industry.
Before the inception of Islamic finance industry, there was what could be
called a “market failure” in the conventional financial system. There was
substantial unmet demand for Shari‟ah-compliant financial products. Islamic
finance industry grew out of the conventional finance to meet this demand.
Muslim scholars writing mostly since the 1970s about Islamic finance
focused on development of an Islamic finance system; they not only
emphasized elimination of riba contracts but urged their replacement with
risk-sharing contracts. The practitioners, most of whom had been operating in
the conventional finance, were however interested in developing ways and
means of finance that, while Shari‟ah compatible, would be familiar to and
accepted by market players in the conventional finance. The former
emphasized Profit-Loss Sharing (PLS), the latter focused on traditional
methods of conventional finance centred on risk transfer and risk shifting. In
doing so, all financial instruments of conventional finance became subject to
replicating, retrofitting and reverse engineering for Shari‟ah compatibility.
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This paper argues that there are two ideal financial systems based on risk
sharing, conventional and Islamic, and one actual conventional system
focused on risk transfer. There are two industries within the actual system;
conventional and Islamic finance industries. The paper then proceeds to
discuss the epistemology and the main characteristics of each of the two ideal
systems. Finally, the paper will discuss the present state of Islamic finance,
challenges it faces, and prospects for the future.

2. Epistemology of Conventional and Islamic Finance
2.1. An Ideal Conventional Financial System
An overall socio-political-economic system gives rise to an economic system
out of which grows a system of financing to facilitate production, trade and
exchange. The idea of the contemporary conventional economic system is
usually traced to Adam Smith‟s conception of an economy as envisioned in
his book, the Wealth of Nations. What has been ignored until recently,
however, is the fact that, from an epistemological point of view, Smith‟s
vision of the economy is embedded in his vision of a moral-ethical system
well-described in Smith‟s book: The Theory of Moral Sentiments (Mirakhor
& Askari, 2010; Mirakhor & Hamid, 2009; Mirakhor & Krichene, 2009).
Whereas conventional economics considered Smith‟s notion of “invisible
hand” as a coordinator of independent decision of market participants, in both
The Theory of Moral Sentiments and in the Wealth of Nations the metaphor
refers to the design of the Supreme Creator
who arranged the connecting principles such that the actions of
all those seeking their own advantage could produce the most
efficient allocation of resources, and thus the greatest possible
wealth for the nation. This is indeed a benevolent designer
(Evensky, 1993).
Smith contended that the objective of the Devine Design must have been
the happiness of humans “when he brought them into existence. No other end
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seems worthy of that supreme wisdom and divine benignity which we
necessarily ascribe to him ....” (Smith, 2006, pp. 186-189). Major
contribution of Smith in his Theory of Moral Sentiments is to envision a
coherent moral-ethical social system consistent with the Supreme Creator‟s
design and how each member of society would enforce ethical positions.
Recognition of human frailties led Smith to recognition of need for an
organic co-evolution of individual and society in a stage-wise process of
accumulation of ethical system of values from one generation to next. While
it is possible for any given society to move forward or stagnate and even
regress, the benevolence of the invisible hand of the “Author of nature”
guides the totality of humanity in its movement toward the ideal human
society. Compliance with and commitment to a set of values – virtues of
prudence, concern for other people, justice and benevolence – would insure
social order and cohesion (Mirakhor & Askari, 2010; Mirakhor & Hamid,
2009; Smith, 2006).

2.1.1. Smith and Arrow
It was not until the second half of the last century when attempts were made
to present a particular conception of Smith‟s vision of the economy. This
conception saw the economy as a market system guided by the “invisible
hand” toward smooth functioning, coordinating “autonomous individual
choices in an interdependent world” (Evensky, 1993). Two such attempts
were the works of Arrow and Debrau (1954) and Arrow and Hahn (1971) that
sought to show “that a decentralized economy motivated by self-interest”
would allocate resources, such that it “could be regarded, in a well-defined
sense, as superior to a large class of possible alternative dispositions .…”
(Arrow & Hahn, 1971, pp. vi-vii). These attempts focussed primarily on
Smith‟s idea of a decentralized market economy but in the process it was
abstracted from much of the well-spring of his thoughts represented by the
societal framework emphasizing moral-ethical values envisioned in The
Theory of Moral Sentiments.

6
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The work of Arrow-Debreu (1954) is fundamentally about optimal risk
sharing in a decentralized market economy. It addresses the question of how
best to allocate risk in an economy. The answer is that risk should be
allocated to those who can best bear it. The work is abstracted from the
underlying institutional structure was envisioned by Adam Smith in The
Theory of Moral Sentiments and The Wealth of Nations. It appears that
Arrow-Debreu took for granted the existence of such institutions as property
rights, contracts, trust, rule of law, and moral-ethical values. Two key
assumptions of this work were complete contracts and complete markets. By
the former it was meant that it was possible to design contracts such that all
contingencies were covered. The latter assumption meant that there was a
market for every conceivable risk. Crucially, all future payoffs were
contingent on specific outcomes. Arrow-Debreu model did not include fixed,
predetermined rates of interest as payoffs to debt contracts. Subsequent to his
seminal work with Debreu, Arrow made it clear that, while not stated
explicitly in his work with Debreu and with Hahn, he envisioned it “possible
that the process of exchange requires or at least is greatly facilitated by the
presence of several ... virtues (not only truth, but also trust, loyalty and justice
in future dealings .... The virtue of truthfulness in fact contributes in a very
significant way to the efficiency of the economic system … ethical behaviour
can be regarded as socially desirable institution which facilitates the
achievement of economic efficiency in a broad sense” (Arrow, 1971, pp. 345346). For example, if the institution of trust is strong in an economy, the
universe of complete contracts can be replicated by simple contracts entered
into by parties stipulating that terms and conditions of the contracts would be
revised as contingencies arise. Arrow himself was to place emphasis on trust
as the lubricant of the economy (Arrow, 1974). Despite Arrow‟s attention to
some important elements of the institutional structure that were integral to
Smith‟s vision of an economy, such as its value system, the economics
profession developed its own vision of that economy focusing primarily on
two concepts of “invisible hand” and “self-interest.” The first was mentioned
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only once in The Wealth of Nations (see Smith, 1976, p. 456) and the manner
in which the second was used by economists has been referred to by Vivian
Walsh (2000) as “vulgar … misunderstanding” of what Smith meant by “selfinterest”. This “narrowing” of Smith‟s view has been subject to rather sharp
criticism by Amartya Sen (Sen, 1977, 1987) who suggests that: “Indeed, it is
precisely the narrowing of the broad Smithian view of human beings in
modern economics that can be seen as one of the major deficiencies of
contemporary economic theory. This impoverishment is closely related to the
distancing of economics from ethics” (Sen, 1987).
A careful reading of Moral Sentiments and The Wealth of Nations
provides immense support for Sen‟s position. Even beyond Sen‟s spirited
criticism of economists‟ misunderstanding of Smith‟s self-interest motive is
the latter‟s insistence on the need to comply with “general rules of
conduct” that
are the commands and laws of the Deity (the God), who will finally
reward the obedient, and punish the transgressor of their duty ….
When the general rules which determine the merit and demerit of
actions comes thus to be regarded as the laws of an all-powerful
being, who watches over our conduct, and who, in a life to come,
will reward the observance and punish the breach of them – they
necessarily acquire a new sacredness from this consideration. That
our regard to the will of Deity ought to be the supreme rule of our
conduct can be doubted of by nobody who believes his existence. The
very thought of disobedience appears to involve in it the most
shocking impropriety. How vain, how absurd would it be for man,
either to oppose or to neglect the commands that were laid upon him
by infinite wisdom and infinite power? How unnatural, how
impiously ungrateful not to reverence the precepts that were
prescribed to him by the infinite goodness of his Creator, even
though no punishment was to follow their violation! The sense of
propriety, too, is here well supported by the strongest motive of selfinterest. The idea that, however, we may escape the observation of

8
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man, or be placed above the reach of human punishment, yet we are
always acting under the eye and exposed to the punishment of God,
the greatest avenger of injustice, is a motive capable of restraining
the most headstrong passions, with those at least who, by constant
reflection, have rendered it familiar to them (Smith, 2006,
pp. 186-189).
Consideration of the above quotation as well as the rest of The Moral
Sentiments leads to, at least, three observations. First, this is the Smith that
has been ignored by the economics profession. The Smith of economics is the
author of the self-interest motive that is the basis of utility and profit
maximization at any cost to the society, including the impoverishment and
exploitation of fellow human beings. Even his most ardent of supporters,
Amartya Sen, has ignored the Smith of the above quotation. Second, Smith
makes clear in his Theory of Moral Sentiments that compliance with the rules
prescribed by the Creator and with the rules of the market was essential to his
vision. Third, it is also clear that Smith considers the internalization of rules –
being consciously aware of ever-presence of the Creator and acting
accordingly – as crucial to all human conduct, including economics. Smith
succinctly and clearly shares some of the fundamental institutional
scaffolding of Islam: belief in One and Only Creator; belief in accountability
of the Day of Judgement; belief in the necessity of compliance with the rules
prescribed by the Creator; and belief that justice is achieved with full
compliance with rules. To paraphrase Sen, no space need be made artificially
for justice and fairness; it already exists in the rules prescribed by the
Law Giver.

2.1.2. Arrow-Debreu Economy
An economy in which there are contingent markets for all commodities –
meaning that there are buyers and sellers who promise to buy or sell given
commodities “if and only if” a specified state of the world occurs – is called
an Arrow-Debreu economy. In such an economy, it is the budget constraint
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of the participants that determines how much of each contingent commodity
at price prevailing in the market they can buy. Since these commodities are
contingent on future states, they are risky. Therefore, the budget constraint of
individuals determines the risk-bearing ability of each market participant.
Arrow himself recognized that requiring such a market is unrealistic.
“Clearly, the contingent commodities called for, do not exist to extent
required, but the variety of securities available on the modern markets serve
as a partial substitute” (Arrow, 1971). Such securities, referred to as Arrow
Securities whose payoffs could be used to purchase commodities, would
reduce the number of markets required while replicating the efficiency of risk
allocation of complete contingent markets. Associated with complete markets
are complete contracts. These are agreements contingent on all states of
nature. In the real world, all contracts cannot cover all future contingencies.
Therefore, they are said to be incomplete contracts and may indicate
inefficiencies in exchange. However, as suggested above, optimal contracts
can be devised provided there is mutual trust between the parties to the
contract. That would be simple contracts with provisions for modification of
terms and conditions should contingencies necessitate a change.
A compelling case can be made that in so far as the financial instruments
are Arrow Securities, i.e., their payoff is contingent on the “state of nature”,
that is, depend on the outcome, not fixed, predetermined, and represent risk
sharing, this ideal system would have many characteristics of an ideal Islamic
system (Mirakhor, 1993). However, not all Arrow Securities would satisfy
Shari‟ah requirements as some may well represent contingent debt contracts
to deliver a fixed predetermined amount of money if a given state of world
occurs. These may not, therefore, represent an ownership claim either. Shares
of common stock of open corporations do meet these requirements. They are
residual ownership claims and receive a return contingent on future
outcomes; they are “proportionate claims on the payoffs of all future states”
(Fama & Jensen, 1983). These payoffs are contingent on future outcomes.
Stock markets that are well-organized, regulated and supervised are efficient
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from an economic point of view because they allocate risks according to the
risk-bearing ability of the participants. In essence, this is the contribution of
Arrow-Debreu model of competitive equilibrium (Arrow, 1971; Arrow &
Debreu, 1954), according to which, efficient risk sharing requires that the risk
of the economy is allocated to market participants in accordance with their
“respective degree of risk tolerance” (Hellwig, 1998).

2.1.3. From Ideal to Actual: Conventional Finance
As mentioned earlier, what Arrow-Hahn and Arrow-Debreau set out to do
was analytically rigorous demonstration of the proposition that an “imposing
line of economists from Adam Smith to the present have sought to show that
a decentralized economy motivated by self-interest … would be compatible
with a coherent disposition of economic resources that could be regarded, in a
well-defined sense, as superior to a large class of possible alternative
disposition .…” (Arrow & Hahn, 1971, pp. vi-vii). But, as Evensky suggests,
“the Smithian story told by Arrow and Hahn – who are representatives of
modern economists – is an abridged edition. The spring that motivates action
in Smith‟s story has been carried forward, but much of the rest of his tale has
been forgotten” (Evensky, 1987, 1993). It can be argued, as Arrow himself
seems to imply (1971), that the “rest of ” Smith‟s “tale” would have been his
vision of the institutional infrastructure (rules of behavior) that is envisioned
in The Theory of Moral Sentiments, and, as such, abstracting from them
would be unlikely to change the outcome of the mathematical analysis of
Arrow-Debreu and/or Arrow-Hahn. Furthermore, had actual finance
developed along the trajectory discernible from these works, i.e., steps taken
toward completion of markets and of contracts, keeping in mind the overall
institutional framework for the economy as envisioned by Adam Smith, the
result might have been emergence of conventional finance different from the
contemporary system. That system would instead be dominated by
contingent, equity, risk-sharing financial instruments.
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Perhaps the most influential factor in derailing that trajectory is the
existence and the staying power of a fixed, predetermined rate of interest for
which there has never been a rigorous theoretical explanation. All, so called,
theories of interest from the classical economists to contemporary finance
theories explain interest rate as the price that brings demand for and supply of
finance into equilibrium. This clearly implies that interest rates emerge only
after demand and supply forces have interacted in the market and not ex ante
prices. In fact, in some theoretical models there is no room for a fixed, ex
ante predetermined rate of interest. For example, introducing such a price
into the Walras or Arrow-Debreu-Hahn models of general equilibrium (GE)
leads to the collapse of the models as they become over determined (see
Cowen, 1983, pp. 609-611).
Even though no satisfactory theory of a positive, ex ante fixed rate of
interest exists, all financial theory development post Arrow-Debreu-Hahn
assumed its existence in the form of a risk-free asset, usually Treasury Bills,
as a benchmark against which the rates of return of all other assets,
importantly equity returns, were measured. These include theories such as the
Capital Asset Pricing Model (CAPM), Modern Portfolio Theory (MPT); and
the Black-Scholes option pricing formula for valuing options contracts and
assessing risk. For all practical purposes, the assumption of a risk-free rate
introduced an artificial floor into the pricing structure of the real sector of the
economy, and into all financial decisions. It can be argued that it is the
existence of this exogenously imposed rate on the economy that transformed
Arrow-Debreu vision of a risk-sharing economy and finance. The resulting
system became one focused on transferring or shifting of risk rather than
sharing it. Such a system needed strong regulation to limit the extent of both.
However, further developments in finance theory provided analytic rationale
for an ideologically aggressive deregulation. One was the Modigliani-Miller
Theorem of neutrality of capital structure of firms. In essence this theorem
asserted that the value of a firm is independent of its capital structure.
This implied that since firms want to maximize their value and since

12
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Modigliani-Miller showed that the value of the firm is indifferent whether the
firm debt finances or equity finances its capital structure, firms would prefer
to incur higher debt levels for the firm rather than issue additional equity.
Hence, the risk of additional debt would be shifted to other stakeholders
(Jensen & Meckling, 1976).
Another was the development of the Efficient Market Hypothesis (EMH)
that claimed that in an economy similar to that of Arrow-Debreu, prices
prevailing in the market contained all relevant information so that there
would be no opportunity for arbitrage. The implication was that if market
efficiency is desirable, then markets should be allowed to move toward
completion, through innovation and financial engineering, in order to create a
financial instrument to allow insurance against all risks. For this to happen, it
had to be demonstrated that it is possible to develop such a wide array of
instruments, and that regulation had to become passive or even regressive to
allow an incentive structure to induce innovation. The latter was initiated in
almost all industrial countries in the 80s and continued with an accelerated
pace until the 2007-2008 crisis. The former had already been demonstrated
by the theory of spanning developed in late 1960s and early 1970s showing
that one basic financial instrument can be spanned potentially into an infinite
number of instruments (see Askari, Iqbal, Krichenne, & Mirakhor, 2010;
Askari, Iqbal, & Mirakhor, 2008). These developments coupled with the high
magnitude of leverage available from money-credit creation process
characteristic of a fractional reserve banking system represented an explosive
mix that reduced the vision of Adam Smith to the rubble of post crisis 20072008. The Arrow-Debreu vision of an economy in which risk was shared was
first transformed into an economy in which the focus became risk transfer but
which quickly transformed into one in which risks were shifted, ultimately, to
tax payers (Mirakhor & Krichene, 2009).
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2.2. An Ideal Islamic Finance System
The ideal Islamic finance points to a full-spectrum menu of instruments
serving a financial sector imbedded in an Islamic economy in which the
institutional “scaffolding” (rules of behaviour as prescribed by Allahswt and
operationalized by the Noble Messenger, including rules of market behaviour
prescribed by Islam) is fully operational (Chapra, 2000; Iqbal & Mirakhor,
1991). The essential function of that spectrum would be spreading and
allocating risk among market participants rather than allowing it to
concentrate among the borrowing class. Islam proposes three sets of risksharing instruments:
1) mu‘amalat risk-sharing instruments in the financial sector;
2) redistributive risk-sharing instruments which the economically more
able segment of the society utilize in order to share the risks facing
the less able segment of the population; and
3) the inheritance rules specified in the Qur‟an through which the
wealth of a person at the time of passing is distributed among
present and future generations of inheritors.
As will be argued here, the second set of instruments is used to redeem
the rights of the less able in the income and wealth of the more able. These
are not instruments of charity, altruism or beneficence. They are instruments
of redemption of rights and repayment of obligations.
The spectrum of ideal Islamic finance instruments would run the gamut
between short-term liquid, low-risk financing of trade contracts to long-term
financing of real sector investment. The essence of the spectrum is risk
sharing. At one end, the spectrum provides financing for purchase and sale of
what has already been produced in order to allow further production. At the
other end, it provides financing for what is intended or planned to be
produced. In this spectrum there does not seem to be room provided for
making money out of pure finance where instruments are developed that use
real sector activity only as virtual license to accommodate what amount to
pure financial transactions. There are duyun and Qardh Hassan that are non-
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interest based debt but only to facilitate real sector transactions in terms of
consumption smoothing for those who have experienced liquidity shock. This
is a case when a financier shares liquidity risk with the firms or consumers
for whom the risk is materialized or who use non-interest borrowing as an
insurance against liquidity shocks.
It may be argued plausibly that in a modern complex economy, there is
need for a variety of ready-to-use means of liquidity, and so long as
instruments – being developed – are, in the judgement of Shari‟ah scholars,
permissible where is the harm? Usually, this argument starts with the
reasoning that financial instruments that serve short-term, trade-oriented
transaction contracts, such as murabaha, are permissible. From there, the
argument goes that any instrument with connection, no matter how tenuous,
to the real sector transactions is also permissible. It is worth noting that
transaction contracts permissible in Islam and the financial instruments
intended to facilitate them are not the same thing. Islamic real sector
transactions contracts (‗Uqud) that have reached us are all permissible.
However, it is possible that a financial instrument designed to facilitate a
given permissible contract may itself be judged non-permissible. As the
proliferation of derivative instruments in the period of run up to the global
financial crisis demonstrated, the number of financial instruments that have
some relation, even if only nominal, to a real sector transaction is limited
only by the imagination of financial engineers. This is the essence of the
theory of spanning developed in finance in the late 1960s and early 1970s
which led to the design and development of derivatives (see Askari, et al.,
2010; Askari, et al., 2008). It is possible that a financial instrument may have
weaker risk-sharing characteristic than the Islamic transaction contract it
intends to serve.
Since Islamic finance is all about risk sharing, then the risk characteristics
of a given instrument needs to become paramount in decisions. One reason,
inter alia, for non-permissibility of the contract of Al-Riba is surely due to
the fact that this contract transfers all, or at least a major portion, of risk to
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the borrower. It is possible to imagine instruments that on their face are
compatible with the no-riba requirement, but are instruments of risk transfer
and, ultimately, of shifting risk to tax payers. An example would be a
sovereign ijarah sukuk based on the assets subject of ijarah but creditenhanced by other means, say collateral. All costs taken into account, such a
sukuk may well be more expensive and involve stronger risk transfer
characteristic than a direct sovereign bond (Mirakhor & Zaidi, 2007). Clearly,
a judgement call needs to be begged of the financiers and financial engineers
when they design and develop an instrument to consider its risk-sharing
characteristic. This is a call with which fiqh alone should not be
overburdened. Financiers and financial engineers should assure of the risksharing characteristics of instruments they present to fuqaha for approval.
InshaAllah (if God wills), fiqh will catch up with modern finance as well as
with the intricacies of risk and uncertainty.
It appears that at the present, the energies of financiers and financial
engineers are focused on the design and development of instruments to
accommodate the low-end of time and risk-return, liquid transactions.
Without effort at developing long-term investment instruments with
appropriate risk-return characteristics, there is a danger of emergence of pathdependency where the market will continue to see more – albeit in greater
variety – of the same. That is more short-term, liquid and safe instruments.
This possibility should not be taken lightly. After all, as mentioned earlier,
since early 1970s finance has been quite familiar with the theory of spanning.
According to this idea, an infinite number of instruments can be “spanned”
out of a basic instrument. This is what led to the explosion of derivatives
which played an influential role in the recent global financial disaster. At one
point it was estimated that in 2007, the total financial instruments, mostly
derivatives, in the world was 12.5 times larger than the total global GDP.
Similar development could be awaiting Islamic finance if the ingenuity of
financial engineers and the creative imagination of Shari‟ah scholars continue
to serve the demand-driven appetite for liquid, low risk, and short-term
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instruments. In that case, the configuration of Islamic finance would have
failed to achieve the hopes and aspirations evoked by the potential of the
ideal Islamic financial system.

2.2.1. Epistemology of an Ideal Islamic Finance System
The fountainhead of all Islamic thought is the Qur‟an. Whatever the theory of
Islamic knowledge may be, any epistemology, including that of finance, must
find its roots in the Qur‟an.
First, the starting point of this discussion is therefore Verse 275 of
Chapter 2 of the Qur‟an, particularly the part of the Verse that declares
contract of Al-Bay‘ permissible and that of Al-Riba non-permissible.
Arguably, these few words can be considered as constituting the organizing
principle – the fundamental theorem as it were – of the Islamic economy.
Most translations of the Qur‟an render Al-Bay‟ as “commerce” or “trade”.
They also translate “Al-Tijarah” as “commerce” or “trade”. Consulting major
lexicons of Arabic (such as Lisan Al-Arab, Mufradat Alfaz Al-Qur‘an, Lane‘s
Arabic Lexicon, Al-Tahquiq fi Kalamat Al-Qur‘an Karim, among others)
reveals that there is substantive difference between Al-Bay‘ and At-Tijarah.
Relying on various verses of the Qur‟an (e.g. verse 254: chapter 2; 111:2; 2930:35; 10-13:61) these sources suggest that trade contracts (At-Tijarah) are
entered into in the expectation of profit (ribh). On the other hand, Al-Bay‘
contracts are defined as “Mubadilah Al-Maal Bi Al-Maal”: exchange of
property with property. In contemporary economics it would be rendered as:
exchange of property rights claim. These sources also suggest a further
difference in that those who enter into a contract of exchange expect gains
but are cognizant of probability of loss (Khisarah).
It is worth noting also that all Islamic contractual forms, except spot
exchange, involve time. From an economic point of view, time transactions
involve a commitment to do something today in exchange for a promise of a
commitment to do something in the future. All transactions involving time
are subject to uncertainty and uncertainty involves risk. Risk exists whenever
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more than one outcome is possible. Consider for example a contract in which
a seller commits to deliver a product in the future against payments today.
There are a number of risks involved. There is a price risk for both sides of
the exchange; the price may be higher or lower in the future. In that case the
two sides are at risk which they share once they enter into the contract
agreement. If the price in the future is higher, the buyer would be better off
and the price risk has been shed to the seller. The converse is true if the price
is lower. Under uncertainty, the buyer and seller have, through the contract,
shared the price risk. There are other risks that the buyer takes including the
risks of non-delivery and quality risk. The seller, on the other hand, also faces
additional risks including the risk that the price of raw material may be higher
in the future, and transportation and delivery cost risk. This risk may also be
lower. Again, these risks have been shared through the contract. The same
argument applies to deferred payment contracts.
Second, it may appear that spot exchange or cash sale involves no risk.
But price changes post-completion of spot exchange are not unknown. The
two sides of a spot exchange share this risk. Moreover, from the time of the
classical economists it is known that specialization through comparative
advantage provides the basis for gains from trade. But in specializing, a
producer takes a risk of becoming dependent on other producers specialized
in production of what he needs. Again, through exchange the two sides of a
transaction share the risk of specialization. Additionally, there are
pre-exchange risks of production and transportation that are shared through
the exchange. It is clear that the other contracts at the other end of the
spectrum of Islamic contracts, i.e. mudharabah and musharakah, are risk
sharing transactions. Therefore, it can be inferred that by mandating Al-Bay‘,
Allahswt ordained risk-sharing in all exchange activities.
Third, it appears that the reason for the prohibition of the contract of AlRiba is the fact that opportunities for risk sharing are non-existence in this
contract. It may be argued that the creditor does take risk – the risk of
default. But it is not risk taking per se that makes a transaction permissible. A
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gambler takes risk as well but gambling is haram. Instead what seems to
matter is opportunity for risk sharing. Al-Riba is a contract of risk transfer. As
Keynes emphasized in his writing, if interest rate did not exist, the financier
would have to share in all the risks that the entrepreneur faces in producing,
marketing and selling a product (Mirakhor & Krichene, 2009). But by
decoupling his future gains, by loaning money today for more money in the
future, the financier transfers all risks to the entrepreneur.
Fourth, it is clear that by declaring the contract of Al-Riba nonpermissible, the Qur‟an intends for humans to shift their focus to risk sharing
contracts of exchange.
It appears – and Allah knows best – that it can be inferred from the above
discussion that there are two types of contracts involving time;
1)

contracts over time (or on spot) involving trade in which there is
expectation of gain (ribh); and

2)

contracts over time involving exchange in which there is
expectation of gain or loss (Khisarah).

The latter must refer also to contracts of investment with uncertain
outcome in terms of gain or loss. This, of course, does not mean that
mudharabah and musharakah could not be used for longer-term trade in
expectations of profits to be shared and for long-term investment as was the
case for centuries in the Muslim world as well as in Europe in the Middle
Ages. Borrowed from Muslims and known as commenda in Western Europe,
mudharabah became quite popular as means of financing long-term trade and
investment (Al-Hassani & Mirakhor, 2003; Brouwer, 2005; Fischel, 1933;
Mirakhor, 1983; Udovitch, 1967, 1970). Lopez (Lopez, 1976) suggests that
there is a consensus among Medieval historians that the commenda was of
the highest importance and contributed greatly to the fast growth of trade and
investment which led to economic change and growth in Europe.
Commenda‟s contribution to industrial development of Ruhr Valley in
Germany and in building railroads in Europe were particularly pronounced
(Mirakhor, 1983). Therefore, what needs emphasis is that Al-Bay‘ covers
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long-term investment contracts that allow the growth of employment and
income and expansion of the economy. The focus of At-Tijarah and all its
financing instruments is trade of commodities already produced. In effect,
Islam meets the financing needs of trade as well as the requirements of
resource allocation, investment, production, employment, income creation,
and risk management.
Given the above, major economic implications follow. First, as the
definition of Al-Bay‘ indicates, it is a contract of exchange of property. This
means that the parties to exchange must have property rights over the
subjects of contract antecedent to the exchange. Second, parties must have
the freedom not only to produce what they wish but also with whom they
wish to exchange. Third, parties must have freedom to contract. Fourth, there
must be means of enforcing contracts. Fifth, exchange requires a place for the
parties to complete their transactions, meaning a market. Sixth, markets need
rules of behavior to ensure an orderly and efficient operation. Seventh, the
contract of exchange requires trust among the parties as to commitments to
perform according to the terms and conditions of exchange. Eighth, there
must be rules governing the distribution of proceeds. Ninth, there must be
redistributive rules and mechanisms to correct for pattern of distribution
emerging out of market performance. These are rules that govern the
redemption of the rights of those who are not parties to the contract directly
but who have acquired rights in the proceeds because, one way or another,
they or their properties have contributed to the production of what is the
subject of exchange. These implications are briefly discussed below.
2.2.1.1. Contracts and Trust
Basically, a contract is an enforceable agreement. Its essence is commitment.
Islam anchors all socio-political-economic relations on contracts. The fabric
of the Shari‟ah itself is contractual in its conceptualization, content and
application. Its very foundation is the primordial covenant between the
Creator and humans (see verses 172-173: chapter 7). In an unambiguous
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verse (152:6), the Qur‟an urges the believers to fulfil the covenant of Allah.
This is extended to the terms and conditions of all contracts through another
clear verse (1:5) in which believers are ordered to be faithful to their
contracts. They are ordered to protect faithfulness to their covenants and what
has been placed in trust with them as a shepherd protects sheep (8:32; also
34:17; 172:2; 91-92:16). Thus, believers do not treat obligations of contracts
lightly; they will take on contractual obligations only if they intend fully to
fulfil them. Hence, their commitments are credible.
Contracts are means of coming to terms with future risks and uncertainty.
They allocate risks by providing for future contingencies and set obligations
for each party and each state in the future as well as remedies for breach of
contracts. Generally, there are three motives for entering into a contract:
sharing of risk, transfer of risk, alignment of incentives, or to minimize
transaction costs. Mudharabah, musharakah, and the purchase of equity
shares are examples of risk sharing. Entering into an insurance contract is an
example of transferring risks for a fee to those who can better bear them. Risk
shifting occurs when the risks of a transaction or a contract between two
parties are shifted to a third party. This concept was discussed by Jensen and
Meckling (1976) in the context of corporate managers resorting to debt
finance instead of issuing additional equity, thus shifting the risk of debt
burden to other stakeholders. To align incentives, one party (usually the
principle) enters into a contract with another (an agent) through which
incentives are created for the latter to take actions that serve their jointsurplus maximization objective (Hart & Holmstrom, 1987). Contracts that are
designed to reduce transaction costs are usually aimed at establishing stable,
long-term relationship between parties in order to avoid ex ante information,
search and sorting costs as well as ex post bargaining costs (Goldberg, 1985).
There is an organic relationship between contract and trust. Without the
latter, contracts become difficult to negotiate and conclude and costly to
monitor and enforce. When and where trust is weak, complicated and costly
administrative devices are needed to enforce contracts. Problems are
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exacerbated when, in addition to lack of trust, property rights are poorly
defined and protected (Sheng, 2009). Under these circumstances, it becomes
difficult to specify clearly the terms of contract since transaction costs – that
is search and information costs, bargaining and decision costs, contract
negotiations and enforcement costs – are high. Consequently, there is less
trade, fewer market participants, less long-term investment, lower
productivity and slower economic growth. Weakness of trust creates the
problem of lack of credible commitment which arises when parties to an
exchange cannot commit themselves or do not trust that others can commit
themselves to performing contractual obligations. Empirical research has
shown that where the problem of lack of commitment exists and is
significant, it leads to disruption in economic, political and social interaction
among people. Long-term contracting will not be possible and parties to
exchange opt for spot market or very short-term transactions (see for example
Keefer & Knack, 2005). Considering these issues, one can appreciate the
strong emphasis that the Qur‟an [as well as the Messenger (sawaws)] has placed
on trust, trustworthiness (see Verse 27, Chapter 8 and 57:4) and on the need
to fulfil terms and conditions of contracts, covenants, and promises one
makes. These rules solve the problem of credible commitment and trust, thus
facilitate long-term contracts. To illustrate the importance of trust, consider
the role of complete contracts in the neoclassical theory of competitive
equilibrium (Arrow, 1971). A complete contract fully specifies all future
contingencies relevant to the exchange. In the real world a vast majority of
contracts are incomplete. This requirement, therefore, is considered too
stringent and unrealistic. Not only ignorance about all future contingencies
make writing complete contracts impossible, even if all future contingencies
are known, it would be nearly impossible to write a contract that can
accommodate them all. However, if the parties to a contract trust each other,
they can agree to enter into a simple contract and commit to revising its terms
and conditions as contingencies arise.
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2.2.1.2. Markets
A major reason for a contract of exchange is that the parties to the contract
wish to improve upon their own pre-contract welfare. For this to happen,
parties must have the freedom to contract. This, in turn implies freedom to
produce which calls for clear and well-protected property rights to permit
production and sale. To freely and conveniently exchange, the parties need a
place to do so, i.e., a market. To operate efficiently, markets need rules of
behavior and clear unambiguous rule-enforcement mechanisms to reduce
uncertainty in transaction. Markets also need free flow of information. To
reinforce the efficiency of market operations, trust has to be established
among participants, transaction costs to be minimized, and rules established
to internalize externalities of two-party transactions. Sheng (2009, p. 9)
suggests that: “Successful markets all share three key attributes: the
protection of property rights, the lowering of transaction costs and the high
transparency.” To achieve these attributes, preconditions and infrastructures
are needed including:
1) freedom of market participants to enter and exit the market, to set
their own objectives within the prescribed rules, to employ ways and
means of their own choosing to achieve their goals, and to choose
whomever they wish as their exchange partner;
2) an infrastructure for participants to access, organize and use
information;
3) institutions that permit coordination of market activities;
4) institutions to regulate and supervise the behaviour of market
participants; and
5) legal and administrative institution to enforce contracts at reasonable
costs.
Both the Qur‟an and Sunnah place considerable emphasis on the rules of
behavior. Once instated in Medinah, as the spiritual and temporal authority,
the Messenger(sawaws) exerted considerable energy in operationalizing and
implementing the property rights rules, the institutions of the market, the
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rules of exchange and contracts as well as rules governing production,
consumption, distribution and redistribution. He also implemented rules
regarding the fiscal operations of the newly formed state as well as
governance rules. Specifically regarding markets, before the advent of Islam
trade had been the most important economic activity in the Arabian
Peninsula. A number of dynamic and thriving markets had developed
throughout the area. Upon arrival in Medina, the Messenger of Allah
organized a market for Muslims structured and governed by rules prescribed
by the Qur‟an, and implemented a number of policies to encourage the
expansion of trade and strengthen the market. Unlike the already existing
market in Medina, and elsewhere in Arabia, the Prophet prohibited
imposition of taxes on individual merchants as well as on transactions. He
also implemented policies to encourage trade among Muslims and nonMuslims by creating incentives for non-Muslim merchants in and out of
Medina. For example, travelling non-Muslim merchants were considered
guests of the Muslims and their merchandise were guaranteed by the Prophet
against (non-market) losses. The market was the only authorized place of
trade. Its construction and maintenance was made a duty of State. As long as
space was available in the existing one, no other markets were constructed.
The Prophet designated a protective area around the market. No other
construction or facility was allowed in the protective area. While trade was
permitted in the area surrounding the market in case of overcrowding, the
location of each merchant was assigned on a first-come, first-served basis but
only for the duration of the trading day (Mirakhor & Hamid, 2009).
After the conquest of Mecca, rules governing the market and the behaviour
of participants were institutionalized and generalized to all markets in
Arabia. These rules included, inter alia, no restriction on inter-regional or
international trade, including no taxation on imports and exports; free
movement of inputs and outputs between markets and regions; no barrier to
entry to or exit from the market; information regarding prices, quantities and
qualities were to be known with full transparency; every contract had to fully
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specify the property being exchanged, the rights and obligations of each party
to the contract and all other terms and conditions; the state and its legal
apparatus guaranteed contract enforcement; hoarding of commodities were
prohibited as were price controls; no seller or buyer was permitted to harm
the interests of other market participants; for example, no third party could
interrupt negotiations between two parties in order to influence the outcome
in favor of one or the other party; short changing, i.e. not giving full weights
and measure, was prohibited; sellers and buyers were given the right of
annulment depending on circumstances. These rights protected consumers
against moral hazard of incomplete, faulty or fraudulent information.
Interference with supply before market entrance was prohibited as they
would harm the interests of the original seller and the final buyer. These and
other rules – such as trust and trustworthiness as well as faithfulness to the
terms and conditions of contracts – reduced substantially transaction costs
and protected market participants against risks of transactions (Mirakhor &
Hamid, 2009).

3. Achieving the Ideal: Uncertainty, Risk and Equity Markets
Now that we have discussed epistemologies of both conventional and Islamic
finance, it is time to discuss how we can achieve the ideal having in mind the
uncertainty and risks involved in everyday life.
Uncertainty is a fact of human existence. Humans live on the brink of an
uncertain future. Uncertainty stems from the fact that the future is unknown
and therefore unpredictable. If severe enough, it can lead to anxiety, decision
paralysis and inaction. Lack of certainty for an individual about the future is
exacerbated by ignorance of how others behave in response to uncertainty.
Yet, individuals have to make decisions and take actions that affect their own
as well as others‟ lives. Making decision is one of the most fundamental
capabilities of humans; it is inexorably bound up with uncertainty. Facing an
unknown and generally unknowable future, individuals make decisions by
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forming expectations about payoffs to alternative courses of action. They can
do so using subjective estimates of payoffs to actions based on personal
experiences. Alternatively, the person can use known probability techniques
to form an expectation of returns to an action. Either way, the expected
outcomes will form an expression in terms of probability of occurrence of
consequences to an action. In other words, uncertainty is converted into risk.
Risk, therefore, is a consequence of choice under uncertainty. Generally,
“even in the most orderly societies the future is by no means certain. Even if
an individual or organization has defined goals they must reflect their attitude
toward risk. In some cases risk may be evaluated statistically … when a
population is large enough, some odds can be calculated with fair accuracy as
is exemplified by some calculations in life insurance area. In general,
however, many of the aspects of uncertainty involve low probability or
infrequent events” (Shubik, 1978, p. 124). This makes decisions difficult and
actions risky.
Risk exists when more than one outcome is possible. It is uncertainty
about the future that makes human lives full of risks. Risk can arise because
the decision maker has little or no information regarding which state of
affairs will prevail in the future, the person, nevertheless, makes a decision
and takes action based on expectations. Risk can also arise because the
decision maker does not or cannot consider all possible states that can prevail
in the future. In this case, even if the decision maker wants to consider all
possible states of the future, there is so much missing information that it is
impossible to form expectations about payoffs to various courses of action.
This situation is referred to “ambiguity.” If severe enough, this type of
uncertainty too leads to reluctance or even paralysis in making decisions.
People adopt various strategy of “ambiguity aversion.” One strategy is to
exercise patience and postpone making decisions until passage of time makes
additional “missing” information available. The Qur‟an has many references
to the need for patience so much so that in a number of verses it is said that:
“Allah is with those who are patient and Allah loves those who are patient‖.
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Question may arise how can existence of uncertainty and its
overwhelming influence in human life be explained within the context of
Islamic thought? Why is life subjected to so much uncertainty necessitating
risk taking? Since Allahswt is the Creator of all things why create uncertainty?
A full discussion of possible answers is beyond the task of this paper. Suffice
it to say that in a number of verses the Qur‟an makes reference to the fact that
this temporary existence is a crucible of constant testing, trials and
tribulations (see for example verse 155: chapter 2 and 2:76). Not even the
believers are spared. In verse 2 of chapter 29 the Qur‟an asks: “Do humans
think that they will be left alone when they say: we believe, and they therefore
will not be tested?” The fact that this testing is a continuous process is
reflected in verse 126 or chapter 9: Do they not see that they are tried every
year once or twice? Even then, they do not turn repentant to Allah, not do
they remember‖ (see also verse 155: chapter 2). To every test, trial and
tribulation in their life-experience, humans respond and in doing so they
demonstrate their measure of being self-aware and Allah-conscious. If the
response-action is in compliance with the rules of behavior prescribed by the
Supreme Creator, that is it is Ahsanu ‗Amala, the “best action” (verse 7:
chapter 11), meaning completely rule compliant, then the trial becomes an
occasion for self-development and strengthened awareness of Allahswt. Even
then, uncertainty remains. No one can be fully certain of the total payoff to
one‟s life within the horizon of birth-to-eternity. Muslims are recommended
not to ever assume they are absolutely certain of the consequences of their
action. They are to live in a state of mind and heart suspended between fear
(khawf) of consequences of their actions and thoughts, and the hope (raja‘) in
the Mercy of the All-Merciful Lord the Creator. All actions are risky because
the full spectrum of future consequences of action is not known. The Qur‟an
refers to this idea of uncertainty by suggesting that “… at times you may
dislike a thing when it is good for you and at times you like a thing and it is
bad for you. Allah knows and you do not (verse 216: chapter 2).
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3.1. Risk Sharing
It follows from the above discussion that it would be difficult to imagine the
idea of testing without uncertainty and risk. Statistician David Bartholemu
(2008) asserts that: “It could be plausibly argued that risk is a necessary
ingredient for full human development. It provides the richness and diversity
of experience necessary to develop our skills and personalities” (p.230). He
speculates that: “The development of human freedom requires that there be
sufficient space for that freedom to be exercised. Chance seems to provide
just the flexibility required and therefore to be a precondition of free will”
(p.200). Further, he suggests that: “… we value our free will above almost
everything; our human dignity depends upon it and it is that which sets us
apart from the rest of the creation. But if we are all individuals free, then so is
everyone else, and that means the risks created by their behaviour, foolish or
otherwise, are unavoidable. To forgo risk is to forgo freedom; risk is the price
we pay for freedom (pp. 239-240). While life and freedom are gifts of the
Supreme Creator to humans, and uncertainty and risk are there to test and try
humans to facilitate their growth and development, humans are not left
unaided to face the uncertainty of life to suffer its consequences. Books,
Prophets and Messengers have brought guidance on how best to make
decisions and take actions to mitigate the risks of this life and to improve the
chances of a feliticious everlasting life. Islam, in particular, has provided the
ways and means by which uncertainties of life can be mitigated. First, it has
provided rules of behaviour and taxonomy of decisions – actions and their
commensurate payoffs in the Qur‟an. Complying with these rules reduces
uncertainty. Clearly, individuals exercise their freedom in choosing to
comply or not with these rules. That rules of behaviour and compliance with
them reduce uncertainty is an important insight of the new institutional
economics. Rules reduce the burden on human cognitive capacity,
particularly in the process of decision making under uncertainty. Rules also
promote cooperation and coordination. Second, Islam has provided ways and
means by which, those who are able to, mitigate uncertainty by sharing the
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risks they face by engaging in economic activities with fellow human beings
through exchange. Sharing allows risk to be spread and thus lowered for
individual participants. However, if a person is unable to use any of the
market means of risk sharing because of poverty, Allahswt has ordered a
solution here as well: the rich are commanded to share the risks of the life of
the poor by redeeming their rights derived from the Islamic principles of
property rights. Islam‟s laws of inheritance provide further mechanism of risk
sharing.
Individuals in a society face two types of risks. The first is the result of
the exposure of the economy to uncertainty and risk due to external and
internal economic circumstances of the society and its vulnerabilities to
shocks. How well the economy will absorb shocks depends on its resilience
which will in turn depend on the institutional and policy infrastructure of the
society. How flexibly these will respond to shocks will determine how much
these risks impact individual lives when they materialize. The second type of
risk individuals face relates to the circumstances of their personal lives.
These include risks of injuries, illness, accidents, bankruptcies or even
change of tastes and preferences. This kind of risk is referred to as
idiosyncratic and when they materialize, they play havoc with people‟s
livelihood. This is because often the level of their consumption that sustains
them is directly dependent on their income. If their income becomes volatile
so will their livelihood and consumption. Engaging in risk sharing can
mitigate idiosyncratic risk and allow consumption smoothing by weakening
the correlation between income and consumption such that should these risks
materialize, and the shock reduce income, consumption and livelihood of the
individual, do not suffer correspondingly.
It is important to note a nuanced difference between risk taking and risk
sharing. The former is an antecedent of the latter. The decision to take risk to
produce a product precedes the decision on what to do with the risk in
financing the project. The decision to share the risk in financing does not
increase the risks of the project but reduces the risks for individuals involved
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in financing it as it is spread over larger number of participants. It is also to
be noted that the Islamic contract modes that have reached us are all bilateral
real sector contracts. What the contemporary Islamic finance industry has
accomplished is to:
1)

multilateralize the bilateral contracts as the latter move from the real
sector to the finance sector, and

2)

employ instruments of risk transfer available in the conventional
finance but made them Shari‟ah-compatible.

Instruments of Islamic finance allow risk sharing and risk diversification
through which individuals can mitigate their idiosyncratic risks. On the other
hand, mandated levies, such as zakat, are means through which the
idiosyncratic risks of the poor are shared by the rich as an act of redemption
of the former‟s property rights in the income and wealth of the latter. Other
recommended levies, beyond those mandated, such as Sadaqat and Qardh
Hassan, too play the same role. They help reduce the poor‟s income –
consumption correlation. In other words, the poor are not forced to rely on
their low (or no) level income to maintain a decent level of subsistence living
for themselves and their families. It is possible that at some point in time
even these levies can be instrumentalized to be included in the full-spectrum
Islamic finance menu of instruments for risk sharing. In the event, Islamic
finance becomes a risk manager of the society. Its instruments of risk sharing
will help blunt the impact of economic shocks, disappointments and suffering
on individuals by dispersing their effects among a large number of people. It
will have instruments of finance available for all classes of people to allow
them to reduce their idiosyncratic risks and smooth their consumption. It will
ensure that innovators, entrepreneurs, small and medium size firms have
access to financial resources without the need to take all risks on themselves
or, alternatively, abandon productive projects altogether. It will have
instruments of insurance that not only provide protection against health and
accident risks but also insure against risks to livelihood and home values to
protect people‟s long-term income and livelihood. Such a full-spectrum
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Islamic finance can then truly be said to have “democratized finance” without
transferring risks of any venture to a particular class or to the whole society.
This would be in sharp contrast to the results of the “democratization of
finance” project which led to the recent global financial crisis of the
conventional system in which the risks of financial innovations were shifted
away from financiers. Consequence was that while the gains of this
“democratization of finance” project were privatized, its pains were
socialized (Sheng, 2009).

4. Summary and Conclusion
This paper has sought to trace the epistemological roots of conventional and
Islamic finance. The reason for interest in the two fields is that, the paper
contends, the present Islamic finance industry has evolved over the past three
decades from conventional finance to address a market failure in
conventional finance in terms of unmet market demand for Islamic finance
products. Most practitioners of Islamic finance were bankers and market
players well familiar and often well established in conventional finance
sector. Their focus was, and is, to develop financial instruments familiar to
conventional finance market albeit with Shari‟ah compatibility as an
objective. Their ingenuity combined with active and creative imagination of
leading Shari‟ah scholars has managed to develop a rich array of synthetic
and structured products all of which, in one form or another, are replicated,
retrofitted or reverse engineered from the conventional finance. This vast
array – composed of simple instruments such as lease-purchase to exchange
traded funds (ETFs) to leverage buy outs (LBOs) – are Islamic in so far as
attempt is made to ensure avoidance of riba. This paper contents, however,
that this is only meeting the second half of the part of verse 275 of chapter 2
of the Qur‟an in which Allahswt first ordains exchange contracts and, second,
heswt prohibits Al-Riba contracts. The paper argues that this approach has
further entrenched the present Islamic finance industry within the
conventional financial system rendering Islamic finance industry a new asset
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class within the conventional system. The Islamic finance industry could
have taken a different course as a number of pioneer scholars had defined a
trajectory for its development based on risk sharing (profit-loss sharing or
PLS.) In the event, it was the conventional finance that gave Islamic finance
industry its take-off platform, thus making the study of the epistemology of
conventional finance relevant.
It was argued that it is an economic system that gives rise to a financial
system. Therefore, to understand the knowledge of the origin of a financial
system one needs to understand the epistemology of its economic system. In
case of the conventional economy, the practitioners in the field of economics
trace its epistemology to Adam Smith. It was the genius of Kenneth Arrow
and his principle co-authors, Gerard Debreu and Frank Hahn, who attempted
to provide an analytically rigorous proof of what they saw as the vision of
Smith for an economy. However, numbers of contemporary scholars,
including Amartaya Sen, consider the neoclassical understanding of Smith‟s
vision as distorted and an inadequate representation of the latter‟s works. The
paper argued that Smith‟s vision of the institutional infrastructure of the
economy, i.e. moral-ethical rules governing behaviour prescribed by “the
Author of nature” echoes some of the important rules prescribed by Allah swt
in the Qur‟an and operationalized by His Beloved Messenger. There is some
tantalizing evidence from Arrow in the mid-70s that suggest that he had
thought those ethical-moral rules are crucial to the efficient operation of the
economy.
The economy-finance nexus defined by Arrow-Debreu-Hahn general
equilibrium models were risk-sharing conceptualizations in which securities
represented contingent financial claims on the real sector. Equity share claims
represent first best instruments of risk sharing and satisfy characteristics
required by Arrow Securities. It would appear that had the financial markets
in industrial countries developed their financial sector along the lines
suggested by Arrow-Debreu-Hahn model, they could have had much more
efficient risk sharing and, perhaps, avoided the crises that have plagued
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conventional financial system. A number of post-mortem analyses of the
recent crisis have developed constructive insights that may help steer the
conventional system away from high credit, high leverage, and high debt
which are the ultimate causes of all financial crises (Reinhart & Rogoff,
2009). Almost all of the many recommendations for reform of the
conventional system – from the Stiglitz Report (Stiglitz, 2010), at one end,
and The Squam Lake Report (The Squam Lake Group, 2010), at the other end
of the spectrum of thought among financial-economic scholars and
practitioners – include some form of control, direct or indirect, on credit,
debt, and leverage within the financial system, including higher capital
adequacy requirement. Some have gone beyond these recommendations and
have suggested reform of the fractional reserve banking system and deposit
insurance (Kotlikoff, 2010). It is likely that if such reforms are implemented
reliance on debt-creating flows within the conventional system will decline in
favor of greater equity. Basel III has already taken steps – albeit not as
significant as scholars such as Stiglitz or Hellwig demanded – to enhance
capital adequacy requirements, impose limits on leverage and curtail
proprietary trading of the banks. Whether these changes are sufficient to
induce the conventional system to move away from its overwhelming
dominance by interest-based debt contracts, risk transfer and risk shifting or
it will take a more severe bouts with crises before it does so remains
to be seen.
A healthy debate is in progress regarding the future direction of Islamic
finance. This paper suggests a way forward that all countries would have to
follow anyway to develop an effective financial system. The paper has
argued that risk sharing is the objective of Islamic finance. Theoretical and
empirical research has shown a robust link between the strength of the
financial system and economic growth (Askari, et al., 2010).
The progress of Islamic finance over the last three decades is well
recognized. In the course of its evolution thus far, the market has developed
an array of short-term, liquid, low-risk instruments. While instruments of
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liquidity are needed in the market so are instruments of long-term investment.
What is of concerns is that very little or no effort is spent developing
instruments that can serve the long-term, less liquid, higher-return
investments that have greater potential for generating employment, income
and economic growth. There is a strong perception that Islamic finance is
focusing on developments of relatively safe instruments with debt-like
characteristics promising maximal return with minimal risk in the shortest
possible time. It is thought that this is what is driving Islamic finance.
Currently, this is a major apprehension. Concentrating market energies on
these types of instrument has possible detrimental effects. There is the
possibility of repeatedly reinventing the same short-term, liquid, safe
instruments with only a small difference in fine tuning, slicing and dicing risk
for purpose of product differentiation. Theory of spanning which provided
the analytic basis for development of the derivatives market assures that this
process can be never ending. The theory argues that one basic instrument can
be spanned into an infinite number of derivatives. If the resources of the
market are taken up by investment in these types of instruments, the economy
is deprived of financing for long-term investment on risk-sharing basis.
There is a perception that the demand-driven market values safety and
this is the reason why longer-term riskier Islamic finance instruments are not
being developed. While the market should have instruments to meet shortterm, low risk, and liquid trade financing demand, it would be unfortunate if
the future evolution of Islamic finance focuses only on short-termism at the
cost of neglecting investment needs of the real sector. While instruments
developed so far emphasize safety, the recent crisis in the conventional
system as well as the turmoil in the sukuk market demonstrate that no one
instrument is immune to risk and that it is unrealistic to perpetuate a myth
that safety with high returns in financial markets is possible. There is always
risk. The question is how to allocate it to those who are in the best position to
bear it and how to build system resilient to absorb shocks emanating from
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materialization of risk. The answer must surely lie in a system that provides
full-spectrum menu of risk sharing instruments.
A related concern is that by focusing solely on short-termism, there is the
possibility of emergence of path dependency. Economic changes generally
occur in increments. Growth of markets and capital formation are path
dependent. That is, later outcomes are partly a function of what has inspired
in the earlier rounds of economic and financial exchange (Sheng, 2009).
Once path-dependency sets in, change becomes difficult. At times, path
dependency is exacerbated by insularity and silo mentality generated by a
perception that all is well with established way of doing things therefore no
change is required. There is a concern that such path dependency may well
emerge that conveys a message that short-termism, safety and liquidity, as
well as no riba, are all in Islamic finance. The thrust of this paper is that this
is not so. Islamic finance is more about risk spreading and risk sharing. It
suggests that, for those who are able to participate in the financial sector,
Islamic finance provides risk sharing through mua‘malat. For those unable,
due to poverty, to utilize instruments of Islamic finance to mitigate risk,
financially able are commanded to share the risks of the less able through the
redistributive instruments prescribed by Islam. Thus the financially more able
have to share the risks to the life of the poor not as an act of charity but as a
duty of redeeming a right of the less able; a right that is a direct result of the
property rights principles of Islam. Finally, inheritance laws are also means
of risk sharing.
It can be argued that one must not lose sight of the fact the Islamic
finance is a new industry. After centuries of atrophy, it has begun operating at
a noticeable level of commercial significance only recently. In the process, it
is competing against a path-dependent financial system centuries old. It is
making a serious attempt to return to its roots but systematically and within
the framework of present day economic, social and financial reality. This
would suggest that in time, Islamic finance will develop a full-spectrum
menu of instruments to serve all risk-return appetites.
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The global financial crisis revealed the weaknesses of the global financial
architecture on one side and provided an opportunity for Islamic finance to
show its inherent strengths and qualities on the other. Notwithstanding the
limited impact of the global financial crisis on IFI, there are many lessons
from the crisis that should be learned and commensurate steps taken within
the IFI in order to make it more resilient to similar shocks. This is an
opportune time when IFI should reduce reliance on debt-like products and
move closer to equity-based, risk-sharing instruments.
Having said that, the paper suggests that lack of available equity
instruments within the menu of Islamic finance instruments is akin to a
market failure; creating a strong ground for government intervention.
Additionally, the paper suggests that the introduction of Islamic finance at the
global level represents a remedy for the failure of financial markets to meet a
strong demand for Islamic instruments. It took a top-down, government
commitment, dedication, and investment of resources, particularly in the case
of Malaysia, to correct this market failure. Once again, government
intervention can remedy the current failure of the market to develop longterm, more risky, higher return equity instruments. Some 65 years ago Domar
and Musgrave (1944) argued that “if the government fully shared in gains
and losses, it can actually encourage risky investment” (Stiglitz, 1989).
InshaAllah Ta‘ala (if the highest God wills)!
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Abstract
Analyzing central bank communication during financial crises, we draw on a
surprisingly informative parallel between management of natural disasters
such as earthquakes on one hand, and the corresponding communication
infrastructure and social interaction during financial turmoil, on the other.
The role of social and emotional behavior thereof points to the importance of
interpersonal communication for the dissemination of central bank
information in a turbulent context. Overall, our research results inform
central banks‘ attempts to coordinate the desideration of monetary policy,
prudential supervision and financial stability in a framework that takes into
account social and psychological challenges in the financial markets and the
society.
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“I can calculate the motion of heavenly bodies, but not the madness of people”
Isaac Newton, Master of the Mint
“We have never successfully modeled the transition from euphoria to fear.”
Alan Greenspan, Fed. Chairman

Introduction
During the last two decades, central bank communication and transparency
became undisputable conditions of effective monetary policy. Central banks
seek to create a climate of confidence by communicating strategically on
their policy goals, rules and operations, with the financial markets and the
general public. Central bankers aggregate private information and in-depth
macroeconomic knowledge, making it available to their audiences and thus
being accountable for the impact they create on the socio-economic
landscape and heterogeneous agents‟ behavior. Central bank communication
partially responds to the natural asymmetries of information, it builds
reputation, often making the difference between a monetary authority that
earns public trust and one that fails to do so, despite adequate policymaking.
Nevertheless, transparency has its challenges, particularly in times of
financial turmoil, when market participants become hypersensitive and can
fundamentally misinterpret central bank signals. Crowding out of private
information, conflicts between different policy objectives, time inconsistencies
or moral hazard are some of the evils that could threaten the performance of a
central bank talking to its various audiences. On the other hand, a monetary
authority with a low profile or inadequate media exposure, risks losing the
context of influence and the attentiveness of a public already detached from
public affairs.
With a limited room for maneuver in monetary terms, sometimes facing
the zero bound constraint; central banks have to rely systematically on the
ability to affect public perceptions and market sentiments. However, even if
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the society derives great benefits from openness and transparency, policy
makers tend to remain secretive and secluded from public exposure. In the
case of central bankers, there are additional challenges, given the usual lack
of newsworthiness of monetary policy and the low level of financial literacy
among the general public. Consequently, a vicious circle or a „spiral of
silence‟ result: policymakers become more taciturn, whereas their audiences
become more complacent, inattentive and vulnerable to noise. Therefore,
beyond the dilemma of secrecy versus disclosure and the legal prescriptions
of transparency, it is necessary for central banks to gain more social attention,
enhance their context of influence and stimulate a robust demand for central
bank information if policy actions are to be facilitated through verbal
interventions.
Studying these challenges we point out that we are studying mental and
social rather than physical phenomena. Therefore, the Platonic idea that
“knowledge is nothing else than perception” leads our inquiry into the
psychological foundations of economic behavior and the contextual nature of
knowledge. Our contribution to existing literature is twofold:
Firstly, we use a multi-disciplinary approach to disentangle several
problematic contingencies of central bank communication, analyzing from
this perspective the role of complex phenomena such as public opinion,
perceptions, beliefs, framing, subjective probability, rhetoric, persuasion,
cognitive limits and distortions, psychological and cultural biases etc. The
result is a survey of theory and practice in central bank communication, from
the perspective of political science, social-psychology and media studies.
Secondly, we attempt to draw on more psychological realism to central bank
communication in the context of financial crises, using a parallel with risk
management in the case of natural disasters.
The core part of the paper focuses on central bank communication and
social interaction in times of crises or turbulent market conditions. A review
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of several relevant theories is followed by observations on recent
developments of communication practices with impact on financial stability.
In this context, we draw on a surprisingly informative parallel between risk
management related to natural disasters such as earthquakes, respectively the
corresponding communication infrastructure and practices during financial
crises. The role of social and emotional behavior thereof points to the
importance of interpersonal communication for the dissemination of central
bank information in a turbulent context.

1. Theoretical Considerations
In the case of a potential or actual financial crisis, central bank
communications are involved in both prevention and reaction to the crisis as
the central bank assumes the role of lender of the last resort. The inescapable
reality of asymmetric information that occasionally leads to bubbles, panics
and bank runs, requires the intervention of the central bank with a multitude
of instruments, including communications, especially when the economic
fundamentals are good. Bagehot1 describes the role of understanding between
the central bank and the public when a panic erupts:
A panic, in a word, is a species of neuralgia, and according
to the rules of science you must not starve it. The holders of the
cash reserve must be ready not only to keep it for their own
liabilities, but to advance it most freely for the liabilities of
others (…). There should be a clear understanding between the
Bank and the public … that they will replenish it in times of
foreign demand as fully, and lend it in times if internal panic as
freely and readily, as plain principles of banking require.2

1. Walter Bagehot (1826-1877) was a British businessman and journalist whose book Lombard
Street is a reference text on how to cope with financial crises and includes the Bagehot
Principles. Lombard Street is actually a compilation of articles that Bagehot wrote for The
Economist during the 1850‟s.

2. Ibid.
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The public‟s confidence that the central bank will intervene to supply the
financial system with liquidity can reduce the destructive effect of systemic
turbulences and can prevent their evolution towards financial crisis. But when
the information is asymmetric (e.g. the borrower knows more about his
current situation and future prospects than the lender), moral hazard and
adverse selection can arise, threatening the functioning of the market.
Therefore, transparency rules and practices help to bridge the gap of
asymmetric information and sustain confidence. Eichengreen (2002) reviews
the efforts to create transparency in the banking system,1 as a measure to
prevent financial crises, although he is rather skeptical about the capacity of
enhanced transparency and disclosure to face the crisis‟ threats.
However, the line is very thin between transparency that creates
confidence and provision of information that increases uncertainty or creates
information overload. Angeletos and Werning (2004), apply the rationale of
Morris and Shin (2002) to currency crises, bank runs, debt crises or financial
crashes, arguing that in such circumstances, public information leads even
more dramatically to the collapse of informational multiplicity. People tend
to progressively ignore alternative sources when they observe fundamentals
with small enough idiosyncratic noise, relying predominantly on public
information. If a crisis emerges in this context, the lack of informational
multiplicity negatively affects coordination capacity and reactivity, creating
informational asymmetries and adverse selection.
In a model of currency crises with self-fulfilling expectations, Metz
(2003) and Geraats (2005) show that if the fundamental state of the economy
is good, the probability of a currency crisis decreases in the precision of
public information, but increases in the precision of private information. In
case of bad fundamentals, however, more precise public information
increases the likelihood of a crisis, whereas more precise private information

1. He looks at the impact of the workings of the International Accounting Standard Board, the
Basel Committee on Banking Supervision, OECD, IMF etc.
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leads to a lower crisis probability. In a world where “we will never have a
perfect model for risk,”1 relying unilaterally on a limited number of
information sources can put the market participants at peril.
Although transparency would normally reduce volatility in the financial
markets, central bank announcements about interventions in a turbulent
context might prove to be a double-edged sword for financial stability.
Although there is some evidence that historical transparency of a central bank
can predict future performance in crisis management (Fry, Julius and
Mahadeva, 2000), maintaining such transparency in the case of emergency
refinancing for ailing banks might create anxiety and even panic in the
markets (Fergusson, 2002).
Despite crucial reconsiderations of central banks‟ role in the twenty-first
century (Issing, 2005), a more fundamental change of paradigm still seems to
be unfolding. In a testimony to the Congress, in October 2008, after the
collapse of Lehman Brothers and the eruption of the financial crisis
throughout the global economy, a perplexed Allan Greenspan confessed
about a fundamental trembling in his own thinking:
Well, remember what an ideology is. It‟s a conceptual framework
with the way people deal with reality. Everyone has one. You have
too. To exist you need an ideology. The question is whether it is
accurate or not. And what I‟m saying to you is yes, I have found a
flaw. I don‟t know how significant or permanent it is. But I have
been very distressed by the fact.” The congressman questioning
him asked: “In other words, you found that your view of the world,
your ideology, was not right. It was not working?” Greenspan
replied: “Absolutely. Precisely. You know that‟s precisely the
reason I was shocked; because I have been going for forty years or
more with very considerable evidence that it was working
exceptionally well.2 The fundamental question is what was actually
1. Financial Times, March 2008.
2. Washington Post, October 23, 2008.
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wrong in the policy design that created the global crisis, and,
furthermore, what should be changed in the philosophy of central
banks in order to avoid, if possible, such unfortunate outcomes.
The question is not only a technical one and even not only an
institutional1 one. It is probably a more profound need for a change
in paradigm about the role of central banks in relation with the
political system and the citizen.
As policy makers and managers of expectations, central banks are not
only addressing specific technical issues in the monetary field, but they affect
the very way people cope with their economic and even political reality. It is
abundantly clear that economic considerations are consequential to the
citizens not only for their financial decisions but also as they form their
vision about the economic and political spheres. If a monetary policy regime
systematically and consistently affects spending and saving decisions, it
creates an attitudinal endowment that will lead to political biases vis-à-vis
policy makers.
Indeed, independence of central banks from the political power was
rightfully considered a condition for monetary policy effectiveness. Central
banks ought to be independent from power politics in order to earn the
confidence of the public and acquire legitimacy. We say that during the last
two decades, the process of setting central banks free from political control,
created the context for more legitimacy, trustworthiness and policy
performance.
Not only that systematic progress in transparency and communication
paved the way for a more vigorous direct relationship between central banks
and the citizen, but a certain adjustment of the balance of power within the
political systems, enhanced to some extent by the recent financial turmoil,
sets the scene for a new philosophy about what central banking means for the
1.The Larosiere report suggests that more integrated supervision should be part of solution in
dealing with systemic risks in the banking sector.
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polity. Many of the traditional political institutions see their authority and
credibility eroded. Despite a lack of political accountability, authority flows
to a large extent in the hands of central banks as they could become flagships
during financial turmoil. And in this posture, they have to assume new roles.
In a crisis context, the central bank could have more responsibility to
communicate with the public than the government has.
If

monetary

policy

effectiveness

requires

transparency

and

communication, it is because the policy maker has to be trustworthy and to
establish a context on influence in order to attain certain policy objectives. A
policy maker that is not elected but, nevertheless, has the power to affect
systematically people‟s lives and attitudes is a statesman of a different breed.
The mystique or monetary policy stems probably from this unique status of
central banks in modern societies, where they are independent from the
political games but still have a great power that emanates from a sort of droit
divin or political fiat, that confers them prevalence and a high profile in the
political arena. As Karl Brunner put it in “The Art of Central Banking”1:
Central banking has been traditionally surrounded by a peculiar
and protected political mystique. The political mystique of
Central Banking was, and still is to some extent, widely
expressed by an essentially metaphysical approach to monetary
affairs and monetary policy-making…. The mystique thrives on
the pervasive impression that Central Banking is an esoteric art.
Access to this art and its proper execution is confined to the
initiated elite. The esoteric nature of the art is moreover
revealed by an inherent impossibility to articulate its insights in
explicit and intelligible words and sentences. Communication
with the uninitiated breaks down.
Political and esoteric as they are, central banks risk sometimes to remain
in an ivory tower, from where the impedimenta in communicating with the
public can fundamentally disrupt the management of a financial crisis.
1. Quoted by Issing (2000).
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Therefore, the communication skills of the bank, backed by an adequate
approach to risk management, should direct the flow of information to the
public in such a way that a rightful balance is obtained between transparency
and protective secrecy.

2. Some Empirical Evidence
Talking to the markets in times of crises is an even greater challenge for the
central banker. “Finding the right words at the right time, with respect to
monetary policy as well as financial stability, remains at the core of the art of
central banking” remarked Tommaso Padoa-Schioppa, speaking to a
Frankfurt audience after the financial turbulences of the dotcom crisis. Not
only finding the right words but also the right personality at the right time is a
matter of utmost importance in communicating to an unsettled audience.
As the sub-prime crisis was unfolding in the US, the solution of a “bailout” plan, as thoughtful as it may have been conceived, sounded dreadful to a
distressed public that would have been less contemptuous to hear for example
about a “rescue plan”. Not only the nuances in wording but also the role of
personalities in shaping perceptions could make an important difference. A
refreshing Barack Obama and his well choreographed interventions helped
the American public and the financial markets restore confidence in a rather
quick recovery. After the presidential inauguration of Obama, the Dow Jones
Industrial Average spectacularly surged. A month later, after the Senate
successfully passed the stimulus package proposed by the Obama
administration, the hesitant words of the Treasury Secretary, Timothy
Geithner, failing to inspire confidence in that sense of being in command,
sent the DJIA down at unprecedented levels since the start of the crisis. In the
aftermath of Geithner‟s speech, Loyd Blankfein, CEO and chairman of
Goldman Sachs declared: In my 26 years at Goldman Sachs, I have never
seen a wider gulf between the financial services industry and the public.1

1. Testimony to the Financial Services Committee of the US House of Representatives.
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When the news about the Bank of England providing Northern Rock with
liquidity went to the public, the run on deposits was inevitable. This is the
reason for which, the well established transparency principles of the Bank of
England are bypassed by the total secrecy about the amounts and the subjects
of such operations. Classic cases of bank runs after central bank
announcements of emergency lending are observable in all major financial
crises in the last decades. As a consequence, during the current crisis, due to
the reputational risks, many banks refused to make use of the liquidity made
available by the lender of last resort. Roth (2008) provides some solutions for
central bank intervention to support banks in trouble without inducing
reputational risks:
1) communicate about exceptional lending in a way that trivializes it;
2) adopting silence as the sole effective communication strategy; or even
3) changing transparency rules about central bank actions in a context of
financial turmoil.
The communication problem when it comes to the operations of a lender
of the last resort in times of crises becomes relevant also in the case of
international financial institutions such as the IMF. The long track record of
the IMF in helping countries to solve their liquidity problems is still subject
to debate1 about how to avoid market perceptions vis-à-vis possible default
risks. However, the IMF‟s statements during recent crises had a huge impact
on the stock markets, whereas the G7 „oral interventions‟ had done a lot in
influencing forex markets (Fratzscher, 2004).
On the other hand, it is interesting to observe that despite IMF‟s rather
poor historical performance with its macro stabilization policies, markets and
1. Joseph Stiglitz, a notorious critic of the IMF and the World Bank, argues that the two
institutions failed many times to assess the real situation, particularly in the South-Asian
crisis in 1998. Stiglitz illustrates this relativism in terms of discourse:
By January 1998, things had gotten so bad that the World Bank's vice president for
East Asia, Jean Michel Severino, invoked the dreaded r-word (recession) and d-word
(depression) in describing the economic calamity in Asia. Lawrence Summers, then
deputy treasury secretary, railed against Severino for making things seem worse than
they were, but what other way was there to describe what was happening?
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audiences in developing countries listen to its discourse. Lohmann (2003)
observes that, indeed, developing countries follow IMF rules, not so much
because they desire an IMF loan, but because the IMF endorsement opens the
door to economically more important loans. Furthermore, the lack of
compliance with IMF programs doesn‟t hurt the signaling value for IMF
agreements. Lohmann finds two reasons for this paradox. Firstly, the poor
record of IMF conditionality can be interpreted as a sign of flexibility;
therefore accommodation can be a condition of policy performance.
Secondly, the „audience cost‟ of IMF activities is rather low. The electorate
in the member countries does not care that much about IMF, plus they don‟t
have the information or attention to keep track of it. In conclusion, the IMF‟s
relative lack of transparency and communication (accountability), coupled
with a significant degree of ignorance on the side of the public, is finally
beneficial, as we will see in the following examples. In Lhomann‟s words, a
well-functioning institution is neither fully transparent nor accountable not
totally independent and secretive.
Suspicion that the country is in serious trouble may cause the markets to
abruptly curtail its provision of credit, thus creating a vicious circle that could
create self-fulfilling pessimism about the IMF intervention. Extremes like
imposing a fine for the use of the word “crisis”, as it was proposed recently
by a Lithuanian politician who argued that politicians who used this word in
public speeches should pay a fine of 29 Euros, should clearly be avoided, at
least for their ridiculousness in the eyes of the public. At the other end of the
communicational spectrum, the eagerness of the media to come up with
panicky headlines about the collapse of the global financial markets should
also be criticized. Invoking sleeping demons has often lead to self-fulfilling
prophecies.
In countries that passed recently to democracy and free markets, as it is
the case in Central and Eastern Europe, the public is less experienced in
reading the lips of government officials or interpreting macroeconomic
fundamentals. Therefore, in this part of the world, panic is easily unleashed
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by isolated events that should otherwise melt in the broader economic and
political trends.
The mechanism of perceptions is not new, as described by Gai and Shin
(2003) in a similar situation that occurred during the South-East Asian crisis
in 1997, involving the IMF and the Central Bank of Thailand. After the
eruption of the Thai financial crisis, in the period leading to the abandonment
of the Baht‟s peg to the dollar on July 2, 1997, the Thai authorities‟ figures
for foreign reserve holdings were exaggerated by the inclusion of dollar
holdings needed to settle forward and swap positions in dollars put in place to
support the peg. When IMF assistance was requested in July, one of the
conditions that the IMF imposed was the publication of foreign reserve losses
as a result of the crisis. As the IMF package was announced on August 20,
the announcement was accompanied by the revelation that 23 billion USD of
the Thai reserves were tied up with the settlement of swap and forward
contracts. The immediate result was that the Thai baht crashed. The central
bank and the IMF itself recognized the mistake and the fact that this episode
could have been avoided with more attention paid to the consequences of the
announcement.

3. Social Behavior During Natural Disasters and Financial
Crises
In response to the recent global financial crisis, there is an increased interest
for reconsidering the role of central banks in providing financial stability. In a
number of countries, central banks are given a more prominent role as a
consequence of the financial crisis, based on the idea that there are multiple
synergies between monetary policy and financial supervision.
Restoring and maintaining financial stability can become in certain
circumstances the main function of a central bank. In such situations, the
policy and communication focus is temporarily transferred to such objectives
as containing the damage to the financial sector and limit the impact on the
real economy. One of the main and challenging tasks in terms of
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communication is to restore confidence, by reducing asymmetric information
and uncertainty in financial markets. It could even be argued that in a crisis
episode, the initial imperative of avoiding the panic and maintaining
confidence is essentially a communication issue. If needed, emergency
measures follow, in order to reinforce public‟s trust that the central bank is
capable to restore financial stability, while the initial stock of confidence
allows for grater operational flexibility during crisis management (Gai and
Shin, 2003).
However, there are important risks associated with central bank
transparency when pursuing financial stability, given the bank‟s reputational
risks and the risk of creating self-fulfilling prophecies (Shiller, 2000; Enoch,
2006), conflicts that can emerge between different policy objectives
(Winkler, 2002; Greenspan, 2003; Sibert, 2007; Stern, 2007; Corbo, 2010),
information overload and crowding out (Morris and Shin, 2000), noise
(Cruijsen, Eijffinger and Hoogduin, 2008), decrease of vigilance (Turner,
2010), moral hazard (Goodhart and Illing, 2002), misperceptions, etc., as we
will discuss further down in this section.
In the economic literature of the past decade or so, the role for central
bank communication as a financial stabilization tool, is grosso modo
overlapping with the comprehensive case for transparency. In general, most
arguments in favor of transparency can be extrapolated to the central bank‟s
pursuit of financial stability; inasmuch uncertainty is of the essence in
monetary policy, as Alan Greenspan remarked: Uncertainty is not just an
important feature of the monetary policy landscape; it is the defining
characteristic of that landscape.1 Not only that transparency is considered as
a mean to prevent market volatility but, reciprocally, central bank opacity is
invoked as one of the conditions for the formation of bubbles.
Blinder (1999) suggests that the emergence of bubbles can be traced back
to central bank‟s lack of transparency and predictability:

1. Greenspan (2003)

54

Money and Economy, Vol. 6, No. 3, Spring 2012

A central bank that is inscrutable gives the markets little or no way to
ground these perceptions [about monetary policy] in any underlying
reality – thereby opening the door to expectational bubbles that can
make the effects of its policies hard to predict.
The argument is also developed by Eusepi and Preston (2007) in a
simple model of output gap and inflation determination, providing evidence
that in the case of no communication, policy rules that implement optimal
policy under rational expectations frequently lead to self-fulfilling
expectations.
There is also a wide range of counter-arguments to transparency that
apply to financial stability. The line of thinking inaugurated by Morris and
Shin (2000), predicts that too much transparency is detrimental for financial
stability, on two grounds. Firstly, too much information provided by the
central bank decreases the perceived quality of private sector forecasts and
decreases private agents‟ motivation to seek alternative sources of
information. Secondly, as Cruijsen, Eijffinger and Hoogduin (2008) suggest
too, the financial stability reports published by various central banks contain
a lot of information which might complicate it for private agents to see the
forest for the trees. In the same logic of risks for financial stability posed by
excessive transparency, Turner (2010) provides an additional argument which
goes in line with Morris and Shin (2002) and Cruijsen et al. (2008), in the
sense of central bank information crowding out private information and
decreasing agents‟ vigilance. The stabilization measures of central banks
coupled with communication aimed at maintaining confidence in the markets
can create misperceptions about the management of the crisis and moral
hazard problems.
Analyzing the Federal Reserve‟s expansionary monetary policies after
2001, Turner (2010) finds evidence that they fuelled an "extraordinary
appetite for risk" in global financial markets. When the Fed policy reversed,
the “too-well-announced” path of interest rate increases (termed by Alan
Greenspan with the famous „measured pace‟, starting in 2004) created
adverse behavior in the financial markets. Too predictable increases in
interest rates encouraged excessive leverage and risk exposures in the
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financial markets. Similar communication risks associated with the reversal
of the monetary policy stance appeared in the Fed‟s exit strategy after the last
crisis episode. In a statement for the House Financial Services Committee,
Fed Chairman Ben Bernanke recently1 hinted that the gap between the
discount rate and the Fed funds rate might see a modest rise “before too long”
as part of the “normalization of lending.” Despite his emphasis that such a
move would not signal any change in the policy outlook and that
exceptionally low rates would be warranted for an extended period, his
address had substantially affected investors' confidence in the stock market.
To avoid the risks of misperceptions, Chailloux et al. (2008) provided
several general principles of central bank communication for financial
stability, after the first stages of the 2007–08 financial market turbulence:
1) more information needs to be provided ex-ante, including details on
operational aspects;
2) information should be delivered in a timely manner and more
frequently;
3) insisting on the consistency of operations with the policy objective is
essential to anchor inflation expectations.
The first two principles are commonplace in the general case for
transparency. The third one reveals the conflicting of pursuit of financial
stability and price stability, also discussed by Greenspan (2003), Winkler
(2002), Sibert (2007), Stern (2007), Corbo (2010). Related to the last
principle, it is important to observe that during the past two years, the Fed
and the ECB officials repeatedly underlined that the liquidity provided in
response to the crisis would not undermine the price stability objective.
Particularly in the emerging markets, central banks were recently confronted
with the urgency of providing massive liquidity in the context of a
generalized loss of confidence between banks. In these cases, communication
with the markets is crucial both for re-establishing confidence and to avoid
building inflationary expectations. Moreover, as Enoch (2006) points out, it is
important for the central bank to ponder the risks of disclosure when
1. February 10, 2010.
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providing liquidity for a particular financial institution, because even
admitting to work on financial stability issues may cause self-fulfilling
prophecies and moral hazard. In these cases it is preferable for the central
bank to try to "buy time" to resolve a situation (e.g. finding a buyer for a
distressed bank).
Another relevant example in this sense was provided by Jean-Claude
Trichet, speaking on 21 June before the European Parliament, to propose
automatic budgetary sanctions for states with high deficit and debt levels, as a
measure to restore confidence in the Eurozone. As some government officials
have been commenting that expulsion from the Eurozone could be envisaged
as the ultimate solution for overspending states, ECB watchers expected
comments to be made in the speech. However, the ECB president didn‟t
make any hint on this topic, not even ruling out the idea, as even admitting
the discussion could have undermined financial stability.
In an attempt to systematize central banks‟ efforts to provide for financial
stability, Gai and Shin (2003), discussing central bank transparency as a
means to reduce asymmetric information and uncertainty in financial
markets, distinguish between two main channels of communication in the
case of a crisis episode:
a) Ex-ante central bank communication, that takes place before any
specific distress or problems with the financial systems are known;
the instruments of this type of communication are for example the
regular financial stability reports or reviews;
b) Ex-post disclosure, when the central bank has a policy of disclosing
sensitive information, either about the financial conditions of an
individual entity or about systemic fragility.
As mentioned before, there is extensive economic literature focused
primarily on the design of policy measures directed to financial stability,
although less on central bank communication and perceptions accompanying
them. The mainstream economists‟ account of financial crises used to be
based on the rational expectations hypothesis, maximization of stable utility
functions and information shocks, theories which are called into question as
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they failed to predict the current global crisis and even to explain ex post,
some of its mechanisms. Therefore, given the critique to the current practical
manifestations of central bank communication during the crisis, it is useful to
look at behavioral approaches that could provide complementary
understanding of the related issues.
New approaches to understand the mechanisms of financial crises and to
offer solutions for financial stability, take into account emotional reactions to
ambiguity and uncertainty, swings of confidence and trust due to herd
behavior, social interactions, shifts in morale and other psychological, social
and cultural forces. If the multitude of these factors and their role for
financial stability requires an extensive analysis, our focus in this section will
be centered on the relevance of these behavioral factors for central bank
communication in the context of financial stability. The implications of the
behavioral approach will be treated in conjunction with the approaches of
mainstream economics, as they will be considered to be complementary and
not in contradiction with the postulates of the rational expectations
framework. We look at psychological implications of central bank
communication during financial crisis in a multi-disciplinary conceptual
frame that draws on a variety of studies from earthquake warnings to media
and broadcasting goals.
In one of the recent applications of behavioral theories to financial
stability, Shiller (2010) criticized the fact that political leaders and
policymakers failed to acknowledge the social-psychological nature of the
financial crisis, pointing out that the "irrational exuberance" speech of Alan
Greenspan in 1996 had only a short-term effect on stock markets, given its
singularity among central bank reactions. Similarly, at a recent conference of
the Institute for New Economic Thinking in Cambridge, Markus
Brunnermeier, pointing out the role of emotional and cognitive factors,
suggested that policymakers should do more about warning of bubbles
publicly, thus helping asset prices become more attached to their underlying
fundamentals (Brunnermeier, 2010).
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In order to analyze the communication process that occurs between a
central bank and its audiences during a financial crisis we will turn to the
patterns of behavior manifested in an essentially similar situation of
uncertainty and crisis: an earthquake. Attempts to draw parallels between
economic crises and physical phenomena like disasters or contagions have
been recently undertaken using quantitative methods by Didier Sornette1, an
earthquake scientist and financial expert, and also by Dirk Helbing from ETH
Zurich (Swiss Federal Institute of Technology), where he heads “Coping with
Crises in Complex Socio-Economic Systems.” Especially after the failure of
mainstream economists to forecast the sub-prime bubble, physicists working
on economic crises gained some prominence. From a physics background,
Dirk Helbing proposes a multi-disciplinary approach for a better scientific
understanding of economic and financial phenomena, including different
types of crises.2
These attempts are justified by important similarities between natural
disasters and financial crises. Given the qualitative nature of central bank
communication and the difficulty to quantify its underlying phenomena, the
parallel with the risk management of natural disasters is helpful on one hand
to observe factual evidence about agents‟ behavior and on the other hand to
draw lessons intended to improve authorities‟ reactions in such instances:
a) Earthquakes, like financial crises, are low-probability events, „black
swans‟, that occur more or less randomly and display a high degree of
uncertainty; however, their distribution in time and space follows certain
probabilities: there are regions in the world where local tectonic structures
create conditions for more frequent seismic activity (like Chile or Japan), as
there are historical periods when earthquakes seem to be more frequent;
similarly, it has been observed that countries in transition, emerging
1. In 2003 he published “Why Stock Markets Crash - Critical Events in Complex Financial
Systems” at Princeton University Press.
2. A European research initiative, called Future ICT (www.futurict.eu ) brings together
scientists from physics, economics, social, computer, engineering sciences to address these
issues. A similar project has been initiated by George Soros who established the Institute
of New Economic Thinking (INET) to which Dirk Helbing also contributed.
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economies are more prone to bubble-burst cycles and that periods of political
instability and social unrest are usually correlated with market volatility;
Goodhart and Illing (2002) observe that financial crises tended to be a
common phenomenon during the nineteenth century and at the beginning of
the twentieth century, in many countries; they also point out that the
experience with frequent bank runs and currency crises, provided the ground
for increasing effectiveness of central bank reactions; but despite centuries‟
experience, earthquakes and financial crises remain idiosyncratic phenomena
that are rather difficult to predict;
b) Predicting earthquakes is as controversial and complicated as
forecasting financial crises; early optimism was based on the conviction that
seismologists were close to find a theoretical model that would adequately
account for the various signs often observed before an earthquake, allowing
quantitative analysis of the specific place, time and magnitude of the
expected event. One important basis of prediction is the so-called uplift,
which is:
the manifestation of a gradual buildup of earthquake producing
stresses which should serve to give a renewed sense of urgency in
preparing for the large earthquake that someday inevitably will
occur in this region.1
c) Enthusiasm over earthquake as well as financial crises prediction was
moderated by anxiety regarding potentially unsettling social and economic
effects of warning the public about a coming disaster. Especially if the
warning involved significant period in advance of the predicted period of the
event, the disruption in the social and economic life and the costs (real estate
values would decrease and insurance costs would increase; in a more radical
perspective the cost can be even outright economic recession, as suggested by
Turner et al. (1986) would exceed the benefits from knowing when to expect
1. Rendering of a body of earth scientists at the California Earthquake Prediction Evaluation
Council (CEPEC).
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an earthquake. If the announcements suggested low risks, the denial and
apathy would render the prediction inconsequential. On the other hand, a
false alarm would undermine the credibility of a subsequent valid prediction.
In a striking similarity with central banks‟ announcements on financial
stability, it is interesting to observe that in the case of a city council meeting
in California to discuss the imminence of an earthquake (Turner, Nigg and
Paz, 1986), the communiqué at the end of the meeting showed concern that a
straightforward warning would create panic whereas a negative verdict would
give the public a false sense of security.1 It is also indicative to notice that at
the insistence of the state Governor, the meeting was open to the press. In this
respect, relevant for the information processing is that journalists who could
not understand the essentially technical discussion often featured the most
controversial exchanges and the most negative statements made during the
meeting. This aspect is helpful to explain how the lack of understanding
fosters negativism and distorted behavior during financial crises, thus
creating the need for clarity in central bank communication.
d) There is an inherent communication problem in the case of scientific
predictions given that usually there are no direct lines of communication
between the scientist who study earthquake uplifts and the general public,
which creates the room for distortions and misperceptions; media, state
officials and the rumors are the paths through which the information from the
scientists emanates to the public. Consequently, television, radio, newspapers
and the internet (the new medium par excellence for spreading the rumors)
are crucial in determining what information the public receives, the
seriousness and the comprehensibility of this information. As an illustration
1. The main conclusion of the meeting was: “After limited study of the data, theory and
methods of analysis involved, the Council did not conclude that the probability of an
earthquake in the area in question is significantly higher than the average for similar
geological areas of California. Nevertheless, the data are sufficiently suggestive of such an
increased probability as to warrant further intensive study and testing …. It remains
possible that a moderate or major earthquake could occur at any time, as is true for many
other geologic areas of California.”
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of this danger for financial markets, in a recent interview1 Herman van
Rompuy, president of the European Union criticized financial markets for
being too heavily influenced by “rumors and prejudices”. He said: The
markets were too indulgent in the first decade, but now they overreact a lot of
time to small incidents.
e) One of the effects of the news about a possible earthquake is the
decrease of property values in the concerned area. Therefore a preoccupation
both of authorities and people affected is to secure reimbursement for these
losses as a result of announcements.2 In the financial markets, the Credit
Default Swaps (CDS) function in a similar manner.
f) In areas with persistent high earthquake risks, authorities put in place
architectural on one hand and on the other hand educational efforts to prevent
damage for the population; similarly, the subprime crisis raised awareness for
the need for a better financial architecture and for more effective educational
efforts in preparing the public to deal with modern financial instruments and
financial information etc.
Based on the usefulness of this type of comparisons, we will now proceed
to analyze the patterns of behavior associated with disaster situation and the
processing of hazard knowledge by the concerned public. For a better
organization of the analysis the discussion will be focused primarily on the
general public, secondly on media and finally, what interests us most, the
reaction of authorities to the previous phenomena, essentially in terms of the
fundamental aspects of communication under conditions of uncertainty,
which are relevant to our behavioral approach to central bank
communication.
As pointed out by Mileti and Darlington (1997), the mobilization of a
community to prepare for and to deal with a disaster such as an earthquake is
deeply affected by the social meanings and social representations embedded
in existing social structures and relations. Another important component of
1. Financial Times, June 14, 2010.
2. During that period, California Senator Alan Cranston proposed a $150 earthquake
preparation bill, given special urgency because of the uplift. The bill was debated and
passed in the U.S. Senate but was subsequently defeated in the House of Representatives.
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behavior in disastrous situations is that the interpretation of meanings and
information is not strictly cognitive but includes affective components into
more of a feeling than an intellectual image (Turner, Nigg and Paz, 1986).
Disaster studies that inform our behavioral approach emphasize from an
inter-actionist perspective the construction of reality and the role of
communicated symbols that emerge during disasters.
The role of symbols increases with the level of perceived ambiguity and
uncertainty which results in the fact that individuals attach higher importance
to the legitimacy of information sources (Seligman et al., 1996). Legitimation
is not only important for the processing of hazard knowledge but also to the
construction of social representations, which in turn have to be legitimized. A
communication issue that emerges in contemporary societies is that whereas
in traditional societies communication took place in interpersonal networks,
in contemporary societies, information is primarily circulated in a
communication environment dominated by media discourse, where
legitimation is more difficult (Seligman et al., 1996). The role of the
legitimating process is to reinforce people‟s attempts to define an ambiguous
social situation. Ball-Rokeach (1973) distinguishes between pervasive
ambiguity and focused ambiguity. Pervasive ambiguity occurs when
individuals or collectives are unable to define a social situation, whereas
focused ambiguity occurs in the difficulty to determine appropriate strategy
of action to deal with a known situation. The relevance of this distinction is
that pervasive ambiguity includes a stress management component, where
emotions play a central role, demanding a particular style of communication.
The type and level of ambiguity also determine the information seeking
behavior (Mileti and Darlington, 1997).
In an effort to identify common patterns of behavior in emergency
situations, Mileti and Sorensen (1990) reviewed more than 200 studies of
warning systems and warning responses, to provide an ample assessment of
communication of emergency public warnings in cases like: hurricanes,
tornadoes, floods, earthquakes, nuclear attacks, tsunamis, volcanoes etc. They
find that the characteristics of the population receiving the warning are
clearly reflected in the subsequent behavior of the respective population.
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These include social characteristics such as gender, ethnicity and age, social
setting characteristics, psychological characteristics such as fatalism or risk
perception, and knowledge characteristics such as experience or education.
Most findings are in line with Turner et al. (1986) who argue that the
same experiences have very different effects on different populations, which
justifies preparedness programs and communication strategies to be designed
in a manner sensitive to these differences. Culture and status variables relate
to awareness and to fear in opposite directions. Thus, women, young adults
and less educated individuals tend to have low earthquake awareness but high
levels of fear and concern. On the other hand it is interesting to notice that
experience with earthquakes does not enhance awareness and fear directly.
(Seligman et al., 1996) observe that in transition countries pervasive
ambiguity is higher, which favors informal communication. Most importantly
and conclusive for our concern is that high general levels of involvement in
informal communication on one hand accompany a less discriminating use of
communication sources and on the other hand enhance both awareness and
fear. The lack of authoritative or legitimate information sources enhances
informal communication insofar as people are already inclined to rely
primarily on friends, family or neighbors to obtain information and advice
(Mileti and Darlington 1997):
Under circumstances in which people wonder what is happening in
their world and question the information they receive, communication
takes on characteristics quite different from those in normal times.
More reliance is placed on informal and unconventional channels.
Even though the news may be available from sources usually relied
on, such as radio and television, individuals seek to confirm and
supplement this news by exchanging information with one another.
The reference we made in the previous section to all-encompassing
concepts like background, or social representations, is useful for the
behavioral approach to economic uncertainty and the central bank response to
possible types of agents‟ behavior in such situations. Our hypothesis is that
central bank communication is suboptimal, particularly in a crisis situation, if
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it ignores cognitive and emotional components of collective behavior. In a
reference to these components, Allan Greenspan admitted that “we have
never successfully modeled the transition from euphoria to fear,”1 the failure
of economic models to predict agents‟ behavior under uncertainty being to a
large extent due to the difficulty of modeling psychological processes under
market stress.
The utility of the behavioral approach resides in its attempt to include
such variables in the economic models. One hypothesis that we already
discussed in the previous sections is that framing matters for economic
behavior. The importance of „framing effects‟ as widely acknowledged
mainly due to the work of Kahneman and Tversky (1979) has found in social
psychology a similar strain in the idea of a definition of the situation, or
„Thomas theorem‟: If men define a situation as real, it is real in their
consequences.2 Blumer (1969), following Thomas and Herbert Mead,
formulated the theories of symbolic interactionism, claiming that people
interact with each other by interpreting or defining each other‟s actions
instead of simply reacting automatically to those actions. Their response is
thus based on the meaning that they attach to such actions.
An illustration of the importance of perceptions for financial stability is
the fact that during the initial phase of the recent Greek sovereign debt crisis,
the financial press was trying to discern the spin or „pep talk‟ 3 from the
material policy measures proposed with the rescue package, given that, for
example, the French newspaper Le Monde quoted an Elysee official saying
that: Si nous disons les choses assez fortement, nous n‘aurions rien a faire. 4
Similarly, developing the argument of self-fulfilling prophecy about the
capacity to restore financial stability, Hank Paulson, US Treasury secretary
accounts in his memoirs that he told the Senate Banking Committee in July

1. Editorial in FT, March 27, 2009.
2. W. I. Thomas and D. S. Thomas, The Child in America: Behavior Problems and Programs,
Alfred A. Knopf, New York, 1928.
3. Robert Shiller suggests that at the origin of the crisis lies a social-psychological
phenomenon, over-confidence that was not properly managed by leaders. The collapse of
confidence is identified as the fundamental cause of the financial crisis.
4. Le Monde, February 13, 2010.
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2008: If you have a bazooka in your pocket and people know it, you probably
won‘t have to use it.1
The meaning derived from social interaction, is mediated by the use of
symbols and finally modified through interpretation. As we will discuss later,
both the social interactions and the interpretation are relevant for agents‟
behavior during crises. As Moscovici (1988) points out, social
representations create information which feeds back into collective behavior.
This is one of the mechanisms that creates contagion and herd behavior.
Social representation becomes even more important in a crisis situation
insofar their role is to familiarize us with the „strange‟, according to the
categories of our culture.
Turner et al. (1986) find that people refer what they hear and see in mass
media to locally based opinion leaders or experts when forming their
representation about the phenomenon. In this process, personal relationship
or relations invested with high degree of familiarity supply the needed
credibility of sources which is complementary to the impersonal or
questionable authority of media spokespersons. Like other communication
theories, this insight was developed from the study of public opinion on
political issues. If not necessarily the informational content but rather the
confidence in the central bank message is the main factor of effectiveness in
achieving financial stability. Therefore, it is helpful to identify the
determinants of central bank credibility in a context of market distress.
Cukierman and Meltzer (1986) identified two measures for the credibility of
central bank announcements: firstly, average credibility which is inversely
related to the distance between the current announcements and the public‟s
beliefs; secondly, marginal credibility, measuring the extent to which one
unit change in announced targets affects expectations. Both measures are
inversely correlated with the relative noise in announcements, i.e. the noisier
the announcement the longer it takes to build-up and deplete the stock of
credibility.
Noise is also negatively affecting disaster warnings. Mileti and Sorensen
(1990) find that earthquake warnings are more credible if they are
1. Financial Times, February 13, 2010
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pronounced with confidence and certainty in tone, while Enoch (2006)
emphasizes that during financial crises it is crucial to avoid „mixed messages‟
and to refine the heavily nuanced messages. As for the average credibility in
the case of disaster alerts, Mileti and Sorensen (1990) show that because
people have different views of credibility, it is usually desirable for messages
to come from multiple channels or sources: scientists, engineers, public
officials, volunteer disaster organizations, or community opinion leaders.
Another factor increasing the effectiveness of warnings to alert the public is
the frequency of message dissemination, given that a single warning is not
sufficient to get people believe and respond.
Familiarity of communication seems key to the diffusion of information
and interpretation by the various audiences. First, experts with a familiar
discourse manage more effectively to raise awareness and understanding of
the people that would otherwise be ignorant about the issue at stake. Second,
once a circle of lay people grasp the message delivered through a familiar
discourse, they become a reservoir of people who appreciate the significance
of the phenomenon, being thus able to disseminate the message through
interpersonal communication, thus increasing common knowledge (Turner et
al., 1986). This crucial observation is a key example of social behavior that
informs economic theories. Gai and Shin (2003) argue that common
knowledge is achieved only in a scenario where all market participants
understand the full picture and are certain that everyone has grasped it.
In reality, however, common knowledge is transmitted also through
interpersonal communication, from dispersed reservoirs of such knowledge
to the less informed agents. In the end, interpersonal communication between
agents with different knowledge and different rational beliefs creates a
landscape where agents can retain different models of the world (Winkler,
2002) which can help to resolve multiplicity problems (Morris and Shin,
2000). As Winkler puts it: “In some sense, agents who know less, may “know
more,” i.e. have less difficulty in choosing and co-coordinating their actions.”
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The authoritative communication during emergency situations is largely
influenced by the pervasive role of the media. Media interpretation of events
or media discretion about a specific issue determines how the public
perceives and understands hazard information. As Otmar Issing put it:
These days, no significant institution- whether public or private,
central bank or a sports club-can survive without a press office.
Media advisers are ubiquitous: They thrive on the belief that, if need
be, even poor results can be given a positive spin, while incontestable
successes will fail to have the desired effect if not communicated in the
right way (Issing, 2004).
Turner et al. (1986) identify two important problems in the way
communication is altered by the media. First, media have a problem in
communicating

technical

information

that

is

seldom

popularly

comprehensible in its original form. Second, media are confronted with the
problem of stating the implications of disaster or emergency news for
individual and collective action. There is also an inherent difficulty in
summarizing public or authoritative pronouncements without bias, which
results sometimes in higher uncertainty generated by media reports.
The problem is complicated further by cases of perceived unreliability of
media reports, which often affects the credibility of the sources. The
consequence in these cases can be that interpersonal discourse takes the
primary role as source of information (Seligman et al.,
1996) which could impede the task of the central bank to communicate
effectively with a public that looses faith in the bank‟s authority and capacity
to manage the crisis. Another substantial and perceptive problem is that
media spokespersons rarely manage to convey expertise and authority, which
creates the need for central bank governors or board members to appear in
person more frequently in the media.
The above perspectives over the role of public‟s perceptions and behavior
on one hand and the role of media on the other, allows insights about the
central role of authorities in crisis management. One important observation
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about the reactions of authorities during disasters is observed by Nigg (1982)
in her investigation of earthquakes, in that organizations usually take longer
to react to the new information and events than do individuals and families.
Turner et al. (1986) established that in the case of seismologists‟ warnings
about earthquake uplifts it took usually one to two months after the
announcement of the uplift for the principal state agencies to launch their
communication to the public. The resulting lags of authoritative
communication

are

to

be

filled

basically

through

interpersonal

communication and especially rumors (Shibutani, 1966). In all cases, the
ambiguity fosters uncertainty and distorts perceptions.

4. Behaviorally Informed Policy Making and Communication
In the case of central banks‟ public reaction to potentially threatening factors
to financial stability, there are inherent tradeoffs. Given the importance of
preventing the formation of bubbles, highlighted by the costs of the current
crisis, central banks have to choose between responding aggressively or
conservatively to potential bubbles. The lags mentioned above in the case of
earthquake warnings, could be the sign of a more conservative approach to
communication with the public, which nevertheless has its justifications.
Correspondingly, in the case of the central bank it can be the strategy to
temporize the reaction in order to find the appropriate solution (Enoch, 2006).
An aggressive communicational response could of course have a greater
success in preventing the bubbles but may also cause instability in financial
markets and increase macroeconomic volatility (Amato and Shin, 2003).
Responding conservatively may entail less controversy, but may be less
effective in tackling the bubble. Corbo (2010), drawing lessons from the
current crisis, observes that political will is a crucial orientation for the
central bank when designing the response to the build-up of bubbles or the
“clean-up” when the crisis has erupted. To overcome the political drawback,
central banks can ensure and convey adequate leadership by cooperating with
other agencies (Corbo, 2010) and/or they could assume and explain the
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political underpinnings of policy decisions in case of emergency (e.g. as ECB
president explained the dangers posed by the sovereign debt crisis to the
political construction of the Eurozone), as we will discuss later in
this chapter.
The political dimension is often observable in the style of communication.
Using the notions of pervasive versus focused ambiguity proposed by BallRokeach (1973) to analyze the role of media and authorities in shaping the
definition of situation under uncertainty, Yan (2004) discusses the case of
SARS (Severe Acute Respiratory Syndrome) as it was handled by authorities
in China and Hong Kong respectively Comparing the style of communication
and the informational content of the announcements pronounced by China‟s
authoritarian media system with the more responsive media system in Hong
Kong, Yan (2004) finds that the lack of familiarity and responsiveness of
China‟s authorities led to a poorer awareness and higher levels of panic. The
case is a good illustration of what Enoch (2006) emphasizes in the case of
central bank communication: If a strategy cannot be communicated
effectively, it cannot be implemented effectively.
The familiarity of discourse is associated with a more egalitarian and
more human contact with the general public, thus creating the context for a
less intellectual and more comprehensible orientation towards the resolution
or cooperative approach during emergency situations. Mileti and Sorensen
(1990) rank source familiarity among the important factors determining
public‟s responsiveness to warnings, other determining characteristics being
credibility, consistency and clarity. The source familiarity corresponds to
what Salmon (2007) calls the „exchange value on the social market‟ pointing
to the same importance of message design that has the potential of further
dissemination through interpersonal communication. Other accompanying
characteristics are narrative competence, contextualization and moralities.
Habermas (1993) based his theory of communicative action on his „validity
claims‟ that follow the same line: empirical truth, moral rightness,
authenticity, personal sincerity and not least important, aesthetic value. They
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are fundamental for conveying to the audience the „inherent telos‟ 1 of a
speech, which is the practical stance oriented toward reaching understanding.
One way for the authority to obtain the convergence between
communication practices and the population‟s habitus is to mix the use of
official channels of communication with more informal channels. The
informal briefings used by some central bank officials, as observed by
Summers (2009), represent an important toll of communication when the
official channels would not reach the targeted audience or the dissemination
has to follow informal patterns. Following the argument of informal
communication, Gai and Shin (2003) even suggest that a central bank should
engage in „whistle-blowing‟ to deter financial markets euphoria without
building up a context of fear. The communication strategy in these cases of
critical importance given the risk of creating rather than preventing market
stress through whistle-blowing or informal dissemination of warnings is:
Blow it too soon, and the central bank is accused of venturing into
judgement too quickly when the uncertainties are too large to allow
such presumptions. Blow it too late, and the central bank is accused of
failing in its duties, and allowing imbalances to develop.
A conclusive argument suggested by studies of communication under
conditions of uncertainty and stress like earthquakes, suggests that
particularly in a crisis situation, the central bank faces a fundamental
impossibility of solving the communication problem in a rational
expectations framework while being simultaneously transparent and credible.
The inherent difficulty of being transparent and maintaining credibility
while pursuing all policy objectives is further enhanced by the supervisory
role that central banks are entrusted with following the recent financial crisis.
In a considerable number of countries central banks began to combine
monetary policy with financial supervision, which leads to synergies through
informational gains on one hand, but on the other hand creates additional
difficulties for communication. One important risk is that supervision in a
1. purpose (Greek)
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transparent framework could create a reputational risk for the central bank,
ultimately affecting the effectiveness of its monetary policy and its
credibility.
Reputational risk emerging from communication on financial stability
were recently illustrated by the efforts of the European Central Bank to
implement the measures designed to contain the Greek debt crisis, while
attempting to convince the markets and the public about the consistency of its
stance with the Treaties and its mandate. The ECB has been notoriously
criticized for being opaque in its financial stability role (Sibert, 2009), which
increased the suspicions, and temporarily the panic, about possibly
unpredictable policy decisions vis-à-vis the purchase of Greek bonds.
However, a positive effect of communication is expected from the recent call
by the European Commission President Jose Manuel Barroso, at the end of
the EU Council meeting on 17th of June, made to European leaders to allow
the results of stress tests currently being carried out on the European banks,
to be made public on a "bank-by-bank" basis. Recognizing the role of
transparency as a stabilizing factor in the current context of mistrust among
European banks is an important step towards dispersing market concerns.
Our hypothesis, in line with the previous behavioral considerations, is
that assuming a political posture is beneficial for central bank communication
in a context of financial instability. Furthermore, this is a way to circumvent
the inconsistency triangle of communication and the subsequent reputational
risks. One of the reasons is that the public perceptions regarding a potential
loss of independence are outweighed in terms of credibility by gains from the
public‟s perceptions of more effective leadership. One question is whether
the sense of leadership could not be better communicated through more direct
forms of public disclosure like having the policymaking committee‟s
discussions televised or broadcasted (Huang, 2007). There are some
arguments that allowing cameras into the policy meeting room would provide
a clearer picture and conclusive information about the deliberation and the
policymaking process. However, there is again the inherent risks of
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information overload and information crowding out, insofar more
transparency does not necessarily translate in better understanding (Morris
and Shin, 2002; Issing, 2005). The argument against broadcasting policy
meetings is developed by Issing (2005), who argues that simple access to the
policy discussions does not increase public‟s understanding of the underlying
reasons of decision making, which are practically impossible to grasp at a
glance on TV:
Does not one also need to know why one member voted one way and
why another member voted the other way? Is it perhaps due to
differences in the underlying economic philosophies — a Keynesian as
opposed to a monetarist approach? Or maybe it is simply due to
different levels of preparation for the meeting? Would not there then
also be a need to televise the preparatory meetings of the
policymakers with their staff? Likewise, what are the preparations for
these preparatory meetings? Where would the cutoff point be?
Noise, information overload or cognitive limits seem to be sufficient
arguments to water down the plead for broadcasting as a mean to increase
understanding of monetary policy. Furthermore, apart from being short of
utility for the public, TV exposure could impede on the policymaking process
itself, by inhibiting committee members from overtly debating certain
sensitive issues, particularly if financial stability is at stake.
Raymond Kuhn, a scholar of political communication and media policy
observed:
Neither partisan control of broadcasting nor the ability to perform
well on radio and television guarantees electoral success. Yet it would
be jejune to argue convincingly that broadcasting exerted no influence
on the electorate at all.
Despite its statutory independence from the political sphere, a democratic
central bank needs to pay attention to its media presence, particularly given
the need to convey a sense of leadership during crisis situations. A familiar
figure of central bank governor or board member explaining on TV the
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dynamics of a financial crisis and the central bank‟s measures to manage it,
would be beneficial both for the effectiveness of policy operations and for the
bank‟s reputation. An interesting effect of familiar style of communication is
accounted by Shiller (2010) who points to the crucial importance and the
enormous success of the „fireside chats‟ used by president Franklin D.
Roosevelt in the wake of the Great Depression. In these informal, cordial,
seemingly one-on-one conversations, the president explained regularly on
national radio, among another issues, the danger of bank runs, the importance
of confidence in the banking system and the fact that the fear was the greatest
danger for the economy. In 1933, when referring to the risk of bank runs he
uttered: The success of our whole great national program depends, of course,
upon the co-operation of the public — on its intelligent support and use of a
reliable system, which points to the fact that to a large extent the crisis was
the result of a coordination failure (Sibert, 2007). In his March 4 th inaugural
address he pronounced the famous phrase: The only thing to fear is fear itself
making the suppression of fear and the willingness to support the economy a
moral obligation.1 Fireside chat pleas from leaders have been used also
effectively during national emergencies by Winston Churchill, John F.
Kennedy and others.
Displaying unambiguous position in support of stability measures
sometimes requires the central bank to adopt a political posture, as it was
evident in the case of the ECB during the recent months. Jean-Claude
Trichet, assumed a quasi-political role as guardian of the Eurozone in a
speech in Munich, declaring that “what we need most at this time is a strong
sense of direction”2 and that Europe needed a “giant step forward”3 in the
way economic policy operated. As an increasing number of economists
question the viability of the monetary union without a strong version of
political union, the ECB is gradually assuming a political role that is crucial
for avoiding further deterioration of financial stability. Even if the ECB
initially rejected the idea of outright asset purchases, by fear of endangering
1. Barack Obama and Gordon Brown are among those who used exactly the same phrase
in similar situations.
2. Keynote speech at the 9th Munich Economic Summit, April 29, 2010.
3. Ibid.
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its own independence, the decision to buy Greek bonds was finally made,
with all the political consequences and the critique that followed.
In an illustration of the need to communicate a strong sense of leadership,
the ECB president and the US Treasury secretary, Timothy Geithner,
published in the same issue and on the same page of Financial Times 1 two
editorials, respectively: "Europe has mapped its monetary exit” and “Stability
depends on more capital.” The respective pull quotes for the two
articles were:
Our fellow citizens can have full confidence in the determination and
ability of the ECB to deliver price stability” and “Regulation should be
designed to ensure stability of the system, not just the solvency of
individual institutions.”
Scott, Schultz and Taylor (2010) criticize this type of bailouts on grounds
of increasing perceptions that the central banks are losing independence and
creating room for moral hazard, but Taylor, commenting on the very decision
of the ECB to buy Greek debt, acknowledged that ECB credibility was at
stake when it had to choose between compromising on independence of
facing threats to the stability of the monetary union.2
More frequent and more personalized media exposure, particularly on
television where a sense of familiarity can be conveyed better, would provide
central bank officials‟ discourses with a higher persuasiveness and better
dissemination. Also, more personalized communication tools, such as the
open letter that the Bank of England governor uses to write to the Chancellor
of the Exchequer whenever economic conditions are disrupted, are useful to
increase visibility and familiarity of central bank statements (Buiter, 2008).
With such open letters, media visibility and, in general, a more public
persona of the governor, the general public would be better and more timely
informed, while a more familiar and egalitarian discourse would facilitate
understanding of the emergency situation and of the issues at stake. The
current crisis and the experience from crisis management in the case of
natural disasters provide evidence that media proficiency is the key for the
1. Financial Times, September 4, 2009.
2. Financial Times, May 11, 2010.
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convergence between authorities‟ rhetoric and the public‟s habitus.
Furthermore, a two-way communication with the public (Kosuke and
Takeshi, 2009) offers the central bank the possibility to finely tune its
messages, optimize its communication and increase its reputation.
Furthermore, better knowledge of central banks about the general
public‟s biases and attitudes, acquired through regular surveys, as conducted
by the Bank of England (Barnett, Oomen and Bell, 2009) or De
Nederlandsche Bank, would improve central bank communication and would
provide the background for timely signals and better signaling effects during
emergency situations. Better knowledge about public attitudes could also
improve central bank rhetoric aimed at removing the stigma and the blame
that some time the public attaches to the central bank role in financial crisis.
The last but not the least, the reputational gains from a clearer political
posture, either symbolic or real, would outweigh the perceived losses in terms
of central bank independence. Monetary policy in ordinary times is more
separable from the political sphere, but in emergencies central bankers have
to coordinate with politicians and adopt some of their rhetoric if the
credibility of the status is to be maintained. Because, ultimately, as Tomaso
Padoa-Schioppa remarked:
When we say that a currency is a ‗safe haven‘, we refer not only to the
quality and credibility of its central bank, but to the solidity of the
whole social, political and economic structure to which it belongs.
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Determining the driving forces of economic growth has a paramount
importance in economic studies. Early studies suggested physical capital
accumulation as the main driving force of growth. However, the recent
studies try to resolve the flaws of neo classical school on growth by
expanding the concept of capital equipment and machinery to a wider range
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prevailed recently. The present study, using Hausman, Pritchett and Rodrik
(2005) methodology, aims to investigate the impact of rules and regulation
reforms of developmental plans on the acceleration of Iran economic growth
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Introduction
Examining the different aspects of economic growth has two important
outcomes; 1) increases the knowledge of policy makers in policy choice and
adoption, and 2) makes prediction of economic growth by using models
based on theoretical framework.
In economic literature a considerable number of studies paid attention to
investigation of the driving factors of economic growth. Accelerating
sustainable economic growth is one of the main policy concerns in
economics. For many years, economists have been trying to find out why
some countries grow faster than the others using various econometric
approaches. The policy prescriptions derived from Barro and Salai-Martin
(1995), and Hall et al. (2001) can be summarized under three general
principles: open economy, healthy money systems and appropriate property
rights.
Even though, majority of the empirical studies have consensus on the
definition and how to measure the dependent variable, i.e. economic growth,
but they deal differently with the definition, selection and measurement of the
explanatory variables, especially institutional factors, which are believed to
affect economic performance. Some of the studies put more emphasis on
democracy, social capital and political stability and rights, especially in
developing countries as main driving forces of economic growth (e.g. Helli,
1994). Some others examined the role of bureaucratic efficiency and
corruption (Mauro, 1995) or unofficial institutions like intrapersonal trusts
and civil organizations.
In this study, we focus mostly on a group of various factors such as
economic environment policies, and political situations. We identify the role
of rules and regulations on accelerating economic growth, in Iran using
Hausman et al. (2005) methodology.
In this context, the following hypothesis will be tested:
 Development plans‟ rules and regulation reforms have positive and
significant impact on accelerating economic growth. These plans also
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have significant effects alongside other factors including trade
relation, economic openness, real exchange rate, investment and
inflation.
The organization of this paper is as follows. First, the theoretical
background of the study will be presented. In section two, the experimental
strategies of the economic growth and domestic policies will be discussed.
Then an overview of the development plans before and after Iran revolution
will be provided. Section four reviews the empirical studies. First a review of
the trend of accelerated growth will be presented in section five, and then the
economic growth model will be estimated using Probit, Logit and Gombit
models. Final section presents the results of the study and its policy
recommendations.

1. Theoretical Framework
In economic literature, the investigation of the economic growth driving
forces has attracted significant attentions from the economists. The
emergence of technical economic growth models has been very important.
The earliest growth model emerged was the model of “Harrod-Dommar”
(HD) which originated from Keynes economic thoughts and was designed for
the developed economies who faced with lack of enough aggregate demand
at that time. This model tries to answer the question that what are the
requirements for sustainable growth with full employment (Mir, 1994). This
model has been recognized for years as the only model for long-term growth.
Another well-known model is the Dozenbery‟s growth model. Under this
model, sustainable growth is attainable and in a given time, exogenous
factors like population, government expenditures and taxes, and financial
institutions can impact on the endogenous variables of the model. In addition,
structural change, and income fluctuations are determined by capital stock
adjustment process. This model just like HD model originated from the
Keynes economic school (Tafazoli, 1996). However, the economic growth
theories advanced more significantly by the studies of Solow and Swan.
The Neoclassical model of Solow (1956) shows that in equilibrium,
output growth should be equal to the growth rate of two exogenous variables,
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population and technological progress. Under this model, the government
policies can affect growth temporarily and in transition from one equilibrium
position to another. This model is also on the premise that if capital has free
mobility, then over time a convergence trend happens between countries in
such a way that rich countries grow slower than the poor countries, known as
“catch-up” theory (Bergostrom, 1998).
More recently, “endogenous growth models” inspired by growth models
of Ramsey, New-classics and new-Keynesians have emerged under which
macroeconomic is built on the microeconomic basis. These models tend to be
based on Arrow (1962) study. Since Schumpeter emphasized on temporary
monopoly power as innovation driving force, these models sometimes are
known as Neo-Schumpeterian growth models (Cheng and Dinopoubs, 1992).
These models from Jones‟ view are classified into two groups, AK 1 and
R&D. As mentioned before, the early theoretical studies mainly emphasized
on the role of physical capital as factor of growth, while in new growth
models, introduced by economists like Paul Romer in late 1990s, more
attention is paid to the research and development as one main factor of
economic growth.
In these models, the role of institutional factors in economic growth has
attracted more attention. The proponents of these models believe that Neoclassical growth models ignore the role of institutions in economic growth
and predict that in the long-term, equilibrium growth among countries will be
equal; however, it will be different only due to labor force participation.
Endogenous growth models are based on the premise that institutional factors
and government policies can affect economic growth systematically.
The views of institutional economists in explaining the causes of
economic growth differs among countries and can be explained by the
following production function:

1.The AK production function model is a special case of a Cobb–Douglas production function
with constant returns to scale:
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in which Y represents the level of output, I represent institutions, K and L are
physical capital and labor force and h is the know-how of working with the
new capital by the labor force. As it is clear from this simple model, even
economies with equal K, L and h might have different economic growth due
to different economic institutions. Under these growth models, the economic
infrastructures including government and its rules and regulations, and the
institutions can be the success factors of long-term economic growth, through
preparing favorable environment for the business to work.
Theoretically, the conventional exogenous and endogenous economic
growth models in exploring the relationship between growth and
macroeconomic variables need to explain the change in location of the
growth trend (see diagram 1). In Neo-classical growth model, growth
accelerates in time T, but ultimately converges to the growth rate of the
previous period (unless as Jones noted that technology as a gift from the
heaven exogenously advances). Therefore, in these models in order to
identify the affecting variables, it needs to track the changes occurred in time
T or before. In other words, identifying the turning point in growth and
addressing this question that what factors led to that growth, would be
quite useful. In this context, if the data and information are investigated
without paying attention to those turning points, the whole analysis would
be inaccurate.
Usually, regression models of economic growth are linearly presented,
however, it is possible that due to changes in rules and regulations, these
models be non-linear, in which they would not present an accurate
understanding of the reality. The early studies in this regard are those from
Pritchet (2000) and David and Papell (1998) which used statistical methods
in identifying the changes, as well as studies by Jones and Olken (2005), and
Jerzmanowski (2005).
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Diagram1: The Effect of Economic Improvement on Growth under
Neoclassical and Endogenous Growth Model Frameworks
Lny
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In this study, an empirical method is used in a general equilibrium
framework of identifying production and its dynamics. In order to overcome
the difficulties of the conventional estimation models of growth, following
the study by Hausman, Pritchet and Rodrick (2005) an identifying filter of
accelerated growth of economy of Iran will be introduced. Then, the main
characteristics of accelerated growth and the factors that are correlated with it
will be discussed.

2. Experimental Strategies of Economic Growth and Iran’s
Domestic Policies
The growth performance of the economy of Iran for the last half a century is
disappointing. Gross Domestic Product (GDP) of Iran in 1959-1976 period
witnessed an increasing pattern, but decreasing after that until 1981. Then for
a short period of time, it experienced an increase but again in year 1986
dropped. This decreasing pattern continued until 1988. In post-war era, GDP
started to increase significantly up to 1992. After this year, the increasing
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trend continued but slowed down until 1380. After 1380, the trend increased
steeply. In year 2008, the growth rate sharply fell to 2.3 percent.
GDP per capita, increased significantly during 1966-1976. After that until
1988, it slowed down to reach its minimum in 1988. After 1988 the growth
rate got momentum and with some fluctuations increased until 2008. In fact,
GDP per capita in 2008 was well below its level in 1976. The variations of
Iran economic growth has been presented in graph 2. As it can be seen from
the graph, it has had noticeable fluctuations during 1960-2006. This shows
that economic growth significantly depends on price of oil and oil revenue.
Diagram 2: Iran Economic Growth Trend (Percent)

In the above graph after adding a trend line, it can be seen that the trend
line has a negative slope from the mid of 70s decade to early 90s. Based on
this observation, the fluctuation periods can be grouped into the followings:
pre-oil shock era (1959-1970), first oil shock era (1970-1976), revolutionwar-sanction era (1976-1988), economic reforms era (1989-2005), and
second oil shock era (2006-2009). The growth rate of per capita GDP during
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first era, i.e. 1959-1970 was about 6.8 percent, followed by 8.8 percent for
1970-1976 and 4.4 percent during 1976-1988.
The growth rate during the post-war Development Plans periods, i.e.
during 1989-2005, was 3.7 percent, on average. As it can be seen the
economic performance during the early half of 1970s, when the oil price was
high, was significant, while during first half of the 1980s, when the price of
oil dropped, was very low.
Lower growth rate during the post-war development plan period
compared to 1360s and 1370s is interesting and requires more detailed
analyses. After 1989, even though the growth rate was increasing, was not
significant. In general, the economic growth performance of Iran in post-war
development plan era was disappointing (Jahangard, 2007).
From another view, the investigation of the policies and the economic
environment at macro level can reveal interesting points about the overall
environment in which the economic growth happened. The period that Iran
has had development plans can be classified into seven periods.
Period one: during this period, 1963-1972, there is serious tendency
towards industrialization. The main steps taken in this period are, land
reforms, establishing modern institutions towards industrial development
such as organization for industrial management, organization for expansion
and renovation of industries, industrial expansion financing bank, Tehran
Stock Exchange Organization, Chamber of Commerce and Mining and
Industry (Nili et al. 2003).
Period two:

import substitution strategy (1973-1977). During this

period, along with higher oil prices in 1974, the strategy for import
substitution has been intensified by the government. One of the main
outcomes of this strategy was formation of dependent capitalism based on oil
revenue and imported technology from developed countries. One interesting
point about this period is that despite pursuance of the import substitution
strategy, not only the importation of capital, intermediate and consumption
goods did not decrease, but their import balance increased over time (Zonouz,
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2000). During this period, due to higher oil prices, both investment and
output growth was higher than period one and big industries with imported
technology were created and established in Iran.
Period three: First Self-sufficiency strategy (1978-1988): this period
starts with the Iran revolution in 1978 and ended with the ceasefire between
Iran-Iraq in 1988. During this period, due to aggravation of political conflicts
with the west, huge capital outflows, reluctance of the multinational
companies for investment in Iran and huge control of the economy by the
government, the import substitution strategy

was abound on and

self-

sufficiency strategy was pursued. Lack of importing technology for building
capital equipments coupled with scarcity of foreign exchange damaged some
industries capacity due to war which impacted adversely on capital
accumulation in manufacturing sector. Agriculture sector was placed at the
center of self-sufficiency strategy. During this period, industrial efficiency
compared to the pre-revolution Fifth Development Plan dropped sharply,
such that in 1988 it stood at 40% (Zonouz, 2000).
Period four: second import substitution strategy (1989-1995): at the
beginning of this period, a manufacturing sector was inherited with obsolete
technology, bankruptcy of significant number of firms, very low income per
capita, and highly monopolized market structure. Economic liberalization and
adjustment of relative prices provided the environment for economic growth.
Over-utilization of foreign funds, political conflicts with the west and
therefore high risk evaluation, high inflation due to over-drawing of bank
funds by the government and implementation of the expansionary policies to
support the activities in the economy are the main features of this period (Nili
et al. 1382). During this period, utilization rate of the industrial capacity
increased. The government policy reforms gave incentives to private and
public sectors for investment and as a result the capital accumulation rate
started to increase.
Period five: second Self-sufficiency strategy (1996-1998): high inflation
rate coupled with increasing foreign debts led to abandonment of
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liberalization policy prescribed by IMF and self-sufficiency strategy adopted
again by the policy makers. Constrained imports due to balance of payments
deterioration and low level of working capital once again resulted in underutilization of the capacities and therefore the level of investment decreased.
In addition, stabilization of exchange rate by the government decreased the
level of exports (Nili et al., 2003).
Period six: economic reforms (1999-2004): during this period, the lack of
developmental institution and required mechanisms in previous plans for
achieving economic growth were identified and some reforms were taken
place including: preparation for national economy immunization to the oil
market shocks through establishing exchange reserve account, gradual
replacement of non-tariff barriers with tariffs and preparing the ground for
gradual decrement of the tariffs to the level that prepare the ground and meet
the requirements for engaging in WTO negotiations, establishing private
banks in free economic zones and reinforcing the stock market (launching
regional and commodity stock markets) and establishing non-banking
financial system in order to de-monopolize the banking network and building
more favorable ground for investment, establishing private insurance
companies in various lines of businesses, adoption and implementation of the
law supervising the foreign investments, new tax laws, abolition of collateral
for commodity exports, decentralized policy implementations, and adoption
of comprehensive social security system (Jahangard, 2006).
Period seven: high oil revenues (1384-1388): during this period, and
despite the existence of 20 years Outlook Document ,covering 1384-1404,
and fourth Development Plan, the type of the government approach in
implementation of these documents has been completely different due to
unprecedented fluctuations in oil prices in global markets. Over-withdrawal
of exchange reserve account by the government, sharp increase in
government expenditures and high dependency of government revenues on
oil and gas export, sharp increase in liquidity, stabilization of the price of the
some groups of oil derivatives, and rationing some of the oil derivatives,
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increase in house prices, stabilization of exchange rate and high inflation,
drop in stock trading in stock exchange market, and deterioration of business
environment are the main characteristics of economic performance in this
period.
In sum, from the trend and analyzing the recent experiences it can be
observed that economy of Iran is highly dependent on exchange revenues
from oil exports, which, in turn, can be interpreted as lack of having a
specific strategy or not implementing (mis-implementing) the existing
strategies. Observing high economic growth fluctuations in various periods is
a witness to this fact.

3. Analyses of the Objectives and Policies of Developmental
Plans in Iran
The first thought on planning in Iran goes back to the establishing of
“Economic Council” in 1937. The first meeting of this council was held in
1937 and the 10th and the last meeting held in the same year. After 6 years, in
year 1944 government established “Economic Supreme Council”. In 1945, a
commission was formed to provide a general planning scheme in Melli Bank
of Iran. In 1946, the Board of Ministers adopted forming a “board for
providing development map of Iran” in order to prepare a multi-year plan.
This board handed in its first report known as “first draft of first 7-year
development plan” to the Prime Minister in that year. In 1948, “Planning
Bureau Division” was established to prepare a detailed 7-year plan for the
government. This office later on was renamed as “Temporary Planning
Organization”. Finally, in 1948, “the official bill of implementing the 7-year
plan” with the amount of 21 billion Rials has been adopted by the “National
Council Parliament”. Due to nationalization of oil in 1951 and stoppage of
the oil exports revenues, major part of the plan‟s funds was spent by the
government. After Coup D‟etat in 1953, and following resuming oil exports,
there was a need to implement a new development plan. As a result, in 1955,
this plan was implemented.
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The second development plan (1955-1962) adopted by “National Council
Parliament” in 1955. The available budget for this plan amounted to 84
billion Rials. In 1960 and after adopting the banking and monetary law, the
Central Bank was established and the monetary policy of the country was
separated from the commercial banking of Melli Bank Iran. This plan, like
the first one, did not have any quantitative objectives. However, the third
development plan was prepared integrally and comprehensively. Its duration
decreased from 7 to 5 years and its budget amounted to 222.4 billion Rials. In
this plan, the actual growth rate of GDP was 8.8 percent compared to 6
percent as set in the plan. By taking into account the population growth, the
rate was 6 percent.
Along with the implementation of the third plan, the land reforms were
put in place in year 1963 that prepared the ground for industrial development
of the economy. The fourth development plan (1968-1972) was a 5-year plan
with a budget amounted to 568 billion Rials. During this plan, the actual
growth rate of GDP stood at 13.1 percent compared to 9.4 percent target in
the plan. Both third and fourth development plans implemented during the
years when there was determined intention for industrialization.
The fifth development plan was a five-year plan spanning 1973-1977
period with a budget of 3369 billion Rials. In the first three years of the plan,
the GDP growth rate remained high at 16.6, 16.7 and 18.6 percent,
respectively; however, they remained well below the plan‟s target of 25%.
After the revolution, the growth rate of GDP of the fifth development
plan on average was 15% excluding oil sector and was 8.3% including oil
sector. The fifth development plan was concurrent to the first “import
substitution strategy”. Overall, the period after revolution can be divided into
two distinguished periods: 978-1988 and post-1988. In the first decade after
the revolution, the GDP growth rate was negative at -1.95 percent, mainly
driven by reduction in output and exports of oil, and the inflation rate stood at
18.9%. Also, due to high population growth rate of 3.9%, the GDP per capita
growth rate dropped significantly. . During this period which also the first
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“self-sufficiency strategy” adopted, two major laws have been adopted on
banking industry including nationalization of banks in year 1979 and
implementation of the Islamic banking in year 1983.
For post-1988 (post-war) period, the first comprehensive cultural, social
and economic development plan was adopted by the “Islamic Consultation
Parliament” in 1989 spanning 5-year period of 1989-1993, which was later
extended one more year to 1994. Developmental budget of the plan was 8189
billion Rials, its current budget was 20776.5 billion Rials, and the budget for
government incorporations and entities was 5666.8 billion Rials. Overall,
during this plan, GDP at 1988 constant prices grew 7.3% annually on average
which was lower than the target rate of 8.1%. The major policies
implemented during this period were: privatization of the government
companies, importation of some “basic need items” without transferring
foreign exchange, gradual abolition of tariff and non-tariff barriers in
importing most of the capital goods, increasing the list of the allowed
imported items vis-à-vis exported items, establishing exchange support fund
for non-oil exports, and abolition and decreasing the exchange certificate of
deposits. This period was concurrent to the fourth economic policy making of
the second “import substitution strategy”. In last year of the plan, i.e. 1993,
along with the continuation of economic adjustment and structural changes
towards

market-based

economy,

the

single-rate

policy

for

dollar

implemented. In addition, in 1990, the Labor law has been adopted.
The second cultural, social and economic development plan started in
1995 and ended at 1989. The current and development budget amounted to
114483 and 75837 billion Rials, respectively. The projected growth rate was
5.1%, while the actual figure was 3.8%. During this plan, some efforts have
been made towards improvement of tax system performance such as
expanding the tax base and preparing the draft of the Value added tax (VAT).
In 1994 and early 1995, stabilization and control of foreign exchange and
commercial policies replaced the adjustment policies prescribed by the World
Bank and IMF. From 1995 the control policies and double-rate policy for
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dollar including export exchange rate alongside with float exchange rate
have been implemented. This plan was almost concurrent to the second
“self-sufficiency strategy”.
The third development plan was adopted in 1990 by the “Islamic
Consultation Parliament”. At first, the economic reforms were started. The
average GDP rate was about 5.4% which was 0.6% lower than target rate.
Reforming the direct tax laws, establishing the Tax Affairs Organization,
preparation

and

compiling

of

VAT,

preparation,

adaptation

and

implementation of government service fees pooling law, reforming
commercial system, establishing exchange reserve fund, and implementing
the single-exchange rate for dollar were the main activities undertaken by the
government during this plan.
The fourth cultural, social and economic development plan was compiled
for 2005-2009. This period corresponds to the high oil prices in international
markets. One of the main features of this plan was embedding this plan in the
“20 years long-term outlook document” framework. The document for this
plan was compiled with the main objectives as: development of the base
knowledge, equality-based, and interactive with the world, providing the
national security, keeping the Iran-Islamic culture and identity, effective
governance and establishing elite government. Generally speaking, the highaimed objectives of this plan is obvious; comparing the target rate of growth
with the actual rate shows that the average annual GDP growth rate in the
first three-year of the plan, i.e. 2005-2007, was about 6.3% which is much
lower than the target rate of 7.4%.
To summarize, it can be seen that, increasing dependency to fluctuated oil
revenues is a common feature of all the development plans in Iran, and
therefore, achieving the targets of the plans depend strongly on oil revenues.
Due to oil price fluctuations all the developmental plans have not succeeded
in achieving the sustainable economic growth.
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4. Literature Review
During recent years, considerable changes have happened among the views
of economists in regard to the main driving forces of the economic growth,
with special reference to the studies that focused on roles of institutions
including rules and regulations and their components on economic growth.
This concentration led to renaissance of institutional schools and laid the
ground for new institutional economics. In this regard, study done by North
and Thomas (1994) can be considered as the pioneer study in which
institutions are the necessary conditions for economic growth. However,
there is huge body of literature in this field. For instance, some seminal
studies on the effects of factors such as rules and regulations and economic
policies are Acemoglu et al. (2001, 2002), Rodrik (2004), and Hausman,
Pritchett and Rodrick (2005). In these studies, the focus is on institutions and
distinction is made between institutions and policies. In these studies
institutions are mainly defined as property rights, rules and regulations, interpersonal trusts and social arrangements. Hall and Jones (1999) and Acemoglu
(2001) concluded in their studies that institutions are very critical factors for
long-term growth and wealth of nations; countries with better political and
economic institutions in the past are today‟s rich countries.
Hausman, Pritchett and Rodrick (2005) in their study claim that if the
researchers are interested in identifying the key factors influencing growth,
they need to find the factors affecting the time of the accelerated growth. In
other words, they need to identify the turning point in growth. Using this
methodology and PENN World data, they examined one accelerated growth
during 1957-1997. After identifying accelerated growth, they categorized the
explanatory variables into three groups: external shocks, political change and
economic reforms. Using statistical analyses, they examine the relationship
between accelerated growth and potential determining factors. They
concluded that accelerated growths are mainly due to non-conventional
factors. Then, after using Probit and Tobit probability models, in which a
dummy variable was defined as another explanatory variable to take one in
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time of accelerated growth and zero otherwise, they observed that majority of
the accelerated growths have not been associated with major changes in
economic policies, institutional arrangements, political situations or external
shocks. Even though, the conventional factors affect the time of the growth,
but generally speaking these factors are not good predictors for starting time
of growth. Djankov et al. (2006) in their study titled as “regulations and
growth” try to answer this critical question that “why some countries grow
faster than the others”. They examined the effects of rules and regulation
governing the business activities on economic growth in 135 countries and
concluded that countries with better and more favorable rules and regulations
experienced faster growth. They also concluded that improving the business
rules and regulations from the worst to the best case will lead to 2.3 percent
increase in annual growth rate.
Jalilian et al. (2000) in their study titled as “The effect of rules and
regulations on growth in developing countries” investigate the role of
supervision and governing regimes on economic growth and development by
examining the role of quality and capacity of governing institutions. Using
two distinct econometric modeling, they found significant positive
relationship between supervision quality and economic performance.
A review of the empirical studies on economic growth in Iran shows that
the majority of the studies in the past mainly dealt with conventional factors
of economic growth, i.e. physical capital, and labor; however, in more recent
years, institutional factors such as government and social capital have been
included in the models. In this regard, studies at different levels and with
various indicators have been conducted and also various methodologies have
been used to examine the role of social capital on economic growth. Some
examples are Rahmani et al. (2006, 2007), Safdari et al. (2008), and Rannani
et al. (2008) which each used distinct measures of social capital. As
mentioned before, social capital concept covers various components such as
trust, norms, etc. and in order to examine the role of social capital more
accurately, one needs to investigate the roles of each components separately.
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For instance, Rahmani et al. (2007) investigates the effect of trust on
economic growth.
In Rahmani et al. (2007) study, a short review on the concept of trust and
its impact on economic growth in a generalized model framework were
conducted. Then, using survey data from national Scheme of Ministry of
Islamic Culture and Guidance, Statistical Center of Iran and Central Bank,
the effect of trust on economic growth in 28 provinces of Iran was examined.
For estimating the models for 28 provinces over 2000-2003 the spatial
econometrics in Matlab was used. The result of this study shows that
including the variable of bounced1 cheques as an indicator for fall in trust, the
explanatory power of the model increases by 4 percent. It is concluded that
this variable has significant negative impact on economic growth; put it
another way, trust has positive impact on economic growth.
In another study, Amiri and Rahmani (2006) examine the effect of inter
and intra-group social capital on economic growth in Iran‟s provinces during
2000-2003. They claim that intra-group social capital by increasing
interactions will increase trust, and decrease transaction costs and
rent-seeking which in turn affect economic growth positively. In a similar
vein, inter-group interactions and within families and friends who means less
time for inter-group interactions and interactions with outsiders of the family
and friends circle will reduce the economic growth. Examining this model for
the provinces reveals that the results of the model are “sensitive” to social
capital measure choice for inter- and intra-groups. To explain, if the intragroup interactions are measured by the average number of subscribed people
in associations and groups in the capital of provinces, it has positive impact
on economic growth, and inter-group social capital has negative impact. But
if the number of organization and associations per capita are considered as
measure of intra-group interactions, then intra- and inter-group social capitals
both have positive impacts on economic growth.

1. Dishonored
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Samadi (2008) examines the effect of protecting property rights (as an
important economic institution) on Iran‟s economic growth. He utilized an
endogenous growth model consistent with Iran‟s economy. He estimated the
model using Two-Stage Least Squares (TSLS) over 1059-2002 period. The
results of the Garigori-Honson co nintegration test shows that there is causal
long-term relationship between the variables (with and without the variable
representing the protection of property rights), which in turn shows that
protecting the property rights and other variables in the model have long-term
effect on real output in Iran. The results of the estimation excluding the
property right protection variable shows that the stock of capital and foreign
exchange oil and gas revenues have positive impacts on economic growth,
while number of employees and human capital do not have significant
impact. The results including property rights protection variables, however,
show that protecting property rights has positive and significant impact on
economic growth. Inclusion of these variables improved the significance of
the other variables in the model as well. The implication is that improving the
quality of institutions such as protecting property rights has meaningful
impact on economic growth. The author recommends that institutional
analyses need to be considered as a complement in analyzing Iran economy.
In this regard, one recommendation is to define individual property rights
more clearly and adequate efforts need to be made to protect individual
property rights. This has a compound effect on the economic variables.
A review of the empirical studies on economic growth reveals that there
is huge spectrum of studies over various periods of time and distinct
econometric methodologies. Generally, there is no consensus among the
researchers on the factors affecting economic growth directly. The effects of
savings, private sector investment, human capital, taxes, non-oil exports,
financial development, monetary, fiscal and commercial polices, inflation,
income distribution, and education on economic growth are mixed. However,
there are some consensuses on the positive impact of foreign direct
investment (FDI), export diversifications, imports, R&D expenditures,
information and communication technologies (ICT), and energy, and
negative impact of foreign exchange rate and exchange rate policies, unstable
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export revenues, population growth and finally “institutional constraints” on
economic growth.
Another notable point is that some of the researchers have questioned the
applicability of endogenous growth models in Iran‟s economy, while the
majority of conducted studies have used this methodology. The main point
coming out of all the studies is that institutions are vital part of economic
analyses. Without building the needed institutional infrastructures, physical
capitals are not capable of guaranteeing a considerable rate of growth.

5. Model Estimation and Interpretation of the Results
In this section first using Hausman, Pritchett and Rodrick (2005)
methodology, the time of the accelerated growth in economy of Iran over
1959-2007 period is extracted. Then using regression analyses, those
variables correlated with growth during transitional periods will be
determined. Next, the effects of external shocks, political changes and
economic reforms in developmental plans on economic growth will be
examined. At the end, using Probit, Logit and Gombit probability models, we
examine that how good are the explanatory variables in predicting the time of
incident of accelerated growth.

5.1. Calculation and Estimation of the Periods of Accelerated
Growth in Iran’s Economy
As mentioned before, following Hausman, Pritchett and Rodrick (2005)
methodology, a filter is used to identify the accelerated growth in Iran
economy. This filter has the three following features, in which
represents growth rate in time t for time horizon of n,

represents change

in growth rate in time horizon of n, and y represents gross domestic product
per capita:
1.
2.

percent per year
percent per year
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However, this measure is arbitrary. And the average of growth rate in
next period should be higher than highest growth of output in previous
period:
3.

{ }

Following Hausman, Pritchett and Rodrick (2005) methodology, and
arbitrarily for Iran, the time horizon 5 years is considered, that means n is 4.
The main reason behind considering 5 year is that most of the Iran‟s
developmental plans were 5-year plans. In this regard, the economy can have
more than one period of accelerated growth provided that the distance
between them is more than 5 years. If the period for accelerated growth
is numerous that means that accelerated growth occurred following
small changes.
Based on the three conditions it can be seen that for 5-year period two
accelerated growth can be observed, and if the time horizon reduces to 3year, the number of accelerated growth jump up to 4 and if the time horizon
increases to 8-year, only one period of accelerated growth can be observed. 1
Based on n=4, Iran witnessed accelerated growth in 1967 and 2003, i.e. preand post-revolution third development plans. In pre-revolution third
development plan, the main changes that occurred were:

integration of

planning organization to government, and becoming the main body
responsible for management of economic affairs in the economy. 2 As
1. If time horizon of 3-year is chosen, then the starting of accelerated growth are associated
with 1965, 1969, 1993 and 1382, i.e. pre-revolution second and third development plans
and post-revolution first and third development plans. However, If time horizon of 8-year is
chosen, then Iran only had accelerated growth in 1973.
2. The main objectives of this plan were: 1) establishing and development of industries capable
of generating more income, 2) prepare the ground for building iron industries,
petrochemical, machinery, aluminum industries, tractor-building plants and pipe industries,
3) development of infrastructure, and education and training and health services. This plan
has been prepared in three levels, macro, sectoral and projects with the target rate of 6
percent growth per year. Its secondary objectives were job-creation, more equitable
distribution of income, and providing the opportunities for individual capabilities. The land
reforms started in 1962 which was not part of this plan. These reforms prepared the
necessary grounds for economic activities in manufacturing and therefore industrial
development of Iran‟s economy (Toufigh, 2006, pp. 55-56, and Beheshti, p. 197)
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mentioned before, the third post-revolution development plan aimed at
economic reforms in the areas of commercial and business systems, foreign
exchange market, money market, taxes, and labor market.
Hausman et al. (2005) for stability or instability of growth considered two
thresholds. However, in our study, considering the convergence of growth
models, Iran as a developing country, and the average growth rate of the
economy over half a century, we chose 2.5 as threshold. Based on this
measure, the two-period of accelerated growth, 14, 2 and zero percent growth
cases can be considered as high, normal and negative growth, respectively. In
this context, the occurred accelerated growth in year 1967, Iran experienced
high growth rate, and this growth continued in the following years. However,
for the second period of accelerated growth in 2003, Iran economy started
with a normal growth, and then high growth occurred. This shows that the
patterns of the starting of the accelerated growth are different.
Before detail investigation and usage of regression analyses, one critical
question remains to answer; what factors are associated with accelerated
growth. In this regard, reviewing the average value of some of the variables
during two transitional periods, namely t-1,t, t+1, i.e. value of variables in the
time of accelerated growth and comparing the values of the same variable in
4 previous and future years can be helpful. Another approach can be
identifying the variables with high correlation with growth during one
transitional period (4-years here) and compared it with 4-years ago.
The results of both of these two approaches are presented in table below.
For this, we examined the relationship between starting of accelerated growth
using both methodologies with investment, exports, and imports, openness
degree of the economy, inflation, exchange rate, and trade relation.
According to the table 1, under first approach, accelerated growth is
associated with imports at 96 percent; i.e. accelerated growth has positive and
significant relationship with imports. However, no significant relationship
with the other variables is observed. This shows that accelerated economic
growth in Iran has happened during the time of solving macroeconomic crises
in the economy.

Table 1: Correlation of Variables with Accelerated Growth
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Another approach in which instead of the time of starting accelerated
growth, we compare the variables for a five-year accelerated growth with the
starting time of accelerated growth. Under this approach, all variables except
inflation and trade relation have positive and significant relationship with
accelerated growth. Exports, openness of the economy, investment, and real
exchange rate have positive and significant relationship; however, trade
relation and inflation have positive but insignificant impact on the timing of
accelerated growth.
These results do not necessarily present the causal relationship between
these variables and accelerated growth. However, the finding that accelerated
growth requires investment, exports, and competitive exchange rate is of
great importance. Therefore, it can be claimed that accelerated growth not
only depends on total factor productivity (TFP) improvements and increases
in import capacity, but also on increasing in exports and investments and
competitive exchange rate.

5.2. Estimation of the Roles of Explanatory Variables on
Accelerated Economic Growth in Iran
In economic literatures, exploring the factors driving economic growth is
highly important; historically it started from physical capital and labor and
extended to R&D expenditures, human capital, technology and institutions
and rules and regulations, and social capital. Now, we ask this question that
to what extent explanatory variables can explain the growth? The explanatory
variables included are external shocks, domestic economic reforms and
political situation.
a) External shocks (DTOT): trade relation represents external shocks and
defined as a dummy variable taking one for year t, i.e. from the start time of
the accelerated growth to t+4, and zero otherwise. Inflow and outflow of
capital is an alternative that can be used as a proxy for external shocks.
However, since this variable is endogenous and needs more caution in model
specification, we decided not to use this variable.
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b) Political changes (DENDWAR): a dummy variable represents the
revolution and Iran-Iraq ceasefire, in which it takes one for revolution and
ceasefire occurrence years and zero otherwise.
c) Economic reforms (ECONLIB): in defining this variable, we follow
the movements toward economic liberalization and more open economy. A
dummy variable is defined, taking one for the years the economy moved
toward more open economy and zero for the remaining years.
These variables can project transitional growth partly. The results using
OLS have been presented in table 2 below. According to the results, there is
no significant relationship between economic growth and trade relation.
However, the results show that there is significant and positive relationship
between political situation and economic reforms with economic accelerated
growth.
Table 2: Model Results for Iran Economic Growth During
1959-2007
Variable
External shocks
Political changes
Economic reforms
R-squared

coefficient

t-statistics

0.291141

0.165667

7.975184

2.817275

4.191141

2.107946

0.442307

5.3. Probability Models’ Estimation and Interpretation
Now, in order to conduct more detailed statistical analyses and also
determine the power of prediction of the variables we use Probit, Logit and
Gombit models. Under these models, a dummy variable appears on the lefthand side which is known as Quantitative dependent Variable Model
(QDVM). It has been used in economic growth empirical models in recent
years. As mentioned in theoretical section, according to the Hausman et al.
(2005) study, theoretically the conventional endogenous and exogenous
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economic growth models need to be capable of identifying the relationship
between growth and macroeconomic variables (diagram 1).
Our dependent dummy variable takes the value of 1 in times close to the
occurrence of accelerated growth and zero otherwise. Explanatory variables
are three groups as before. In estimating the coefficients, the methodology of
probability models are used. The simplest method under these models is
Linear Probability Model (LPM) which has some drawbacks including
heteroskedastcity of error terms which can be treated using FGLS technique.
Another drawback of the LPM method is that there is no guaranty that the
coefficients lie in 0-1 domain. To avoid these flaws, we use Probit and
Logit under which the distribution functions are normal and Logistic
distributions, respectively.
In table 3, the results of all three probability models including Logit,
Probit and Gombit are presented. In order to choose among the models, we
can consider the maximum value for LL function, and also Schwarz-Bayesian
and Akaike criteria. The values for all these three criteria show the
superiority of Logit over the others.
Table 3: Estimation Results of Accelerated Economic Growth for
Probability Models
Title
Intercept
External shocks
Economic reforms
Number of observations
LL statistics
SBC statistics
AIC statistics
Marginal effect

Logit

Probit

Gompit

-6.39

-3.83

-3.35

(-2.35)

(-2.60)

(-2.17))

-7.93

-4.71

-4.56

(-2.35)

(-2.60)

(-2.17)

9.48

5.7

5.6

(-2.133)

(-2.24)

(-2.01)

49

49

49

-15.161

-14.8841

-14.4836

-20.99

-20.77

-

-18.16

-17.88

-

0.6953

0.1326

-
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The results of the all models, especially Logit model, show that in Iran
economy external shocks have negative significant impact on occurrence of
accelerated economic growth. Economic reforms through development plans
in pre- and post-revolution third development plans have led to occurrence of
accelerated economic growth. Its effects are significant at 95% confidence
interval.

6. Conclusion
In this study we examined the effects of rules and regulations on accelerated
economic growth. Following Hausman et al. (2005), a filter for identifying
the accelerated growth was introduced. The results deriving from the filter
identified two accelerated economic growth considering two five-year
periods; 1967, the third pre-revolution development plan, and 2003, the third
post-revolution cultural-social-economic development plan.
By examining the correlation between the starting time of growth and its
past 4-year period and investment, export, import, economic openness,
inflation, exchange rate, and trade relation, we concluded that growth
acceleration has positive and significant relationship with imports, but
insignificant for the other variables. That means that growth acceleration has
been experienced during the periods with exceptionally low macroeconomic
imbalances in Iran.
Under the second approach, in which instead of the starting time of
growth acceleration, the variables for a period of 5-year compared with the
starting time of growth acceleration, except for trade relation and inflation, all
other variables had significantly affected growth acceleration positively. In
addition, the correlation coefficient between export, economic openness,
investment and real exchange rate and growth acceleration was positive and
significant, but it is insignificant for the trade relation variable. However, the
model estimation shows positive and significant for trade relation variable.
With regard to inflation, the estimated coefficient is positive but insignificant.
Overall, based on these results it can be claimed that accelerated growth not
only depends on total factor productivity (TFP) improvements and increases
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in import capacity, but also on increasing in exports, investments and more
competitive exchange rate.
At the end, Logit, Probit and Gombit models have been used. The results
of all of these three models show that in Iran economy, growth acceleration is
affected adversely by the external shocks, through the channel of high
dependency of the economy to the revenues gained from crude oil exports. In
addition, the results show that economic reforms embedded in development
plans, specifically in the third pre- and post-revolution development plans,
have led to growth acceleration.
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Abstract
The paper highlights gaps in key areas of legislation, regulation and
supervision, standard-setting of Shari‘ah-compliance and pinpoints areas
where improvement is desirable to ensure stability in the Islamic banking and
finance sector. The comparative analysis focuses on 11 selected Muslim
countries (Malaysia, Iran, Bahrain, Saudi Arabia, Pakistan, Turkey,
Indonesia, Sudan, Kuwait, U.A.E and Jordan) and two non-Muslim countries
(Singapore and the United Kingdom). The findings suggest that the
legislation for Islamic financial institutions in most countries is formulated in
the image of conventional banking. Some countries lack proper legal
framework with some notable issues including the lack of a dedicated Islamic
banking law (Saudi Arabia), few laws relating to corporate governance
(Iran, Bahrain, Kuwait, U.A.E). However, to date, most of countries follow
the regulations of their domicile as well as International Accounting
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Standards (IAS). The paper also suggests that due to various difficulties to
harmonize Islamic banking practices, facilitating cluster or regional
convergence may be the first step towards greater harmonization for this
sector.
Keywords - Islamic banking, regulation, supervision, Shari‘ah
JEL classification: G24, M41, M42.

All findings, interpretations, and conclusions are solely of the authors‟ opinion
and do not necessarily represent the views of the institutions.
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1. Introduction
Those who devour usury will not stand except as stands one whom
the Evil one by his touch hath driven to madness. That is because
they say: Trade is like usury but Allah hath permitted trade and
forbidden usury. - The Quran (Al-Baqara): Surah 2, Verse 275.
In the early revival of Islamic bank, theorists in most Muslim countries
foresaw that the investment and financing activities of the Islamic bank
would be based on the legal concepts of profit and loss sharing (PLS) and
Shari‘ah principles.1 These theorists contended that the Islamic bank
provides its extensive financial resources to the borrowers on a risk sharing
basis, unlike the interest-based financing in which the borrower assumes all
risks.2 However, after more than three decades Islamic banks have firmly
established in market niches, and they heavily rely on trade-related modes of
finance or Shari‘ah-compliant transaction (Iqbal and Molyneux, 2005; Lewis
and Algaud, 2001; Yousef, 2004).3
Over the course of its development, the laws and rules have been
established, elaborated upon and refined by Islamic scholars and economists
in order to adapt to the evolving economic environment, in particular, the
Shari‘ah principles. Even though the sales-based modes are different from
interest-based financing and are allowed by the Shari‘ah, the socio-economic
benefits of the Islamic system of financial intermediation may not be realized
fully until the share of PLS modes rises substantially in total financing. 4 The
practical problems associated with this financing have led to its gradual
decline and to a steady increase in the utilization of what some refer to as
1. Modern commercial banking is based on interest which is against the Shari‘ah (Islamic
law). There are four verses in Qur‘an mentioning about the prohibition of Riba‘: Ar-Rum
30:39, An-Nisaa 4:161, Al-i-'Imran 3:130, Al-Baqarah 2:275.
2. Appendix 1 shows the differences in the nature of contract under the Islamic financial
intermediation. See Appendix 4 for definitions of Islamic terminology.
3. Shari‘ah is the legal framework within which the public and private aspects of life are
regulated for those living in a legal system based on fiqh (Islamic principles of
jurisprudence) and for Muslims living outside the domain.
4. See Chapra (2000) and Mills and Presley (1999) for a discussion of the socio-economic
benefits of the Islamic system of financial intermediation.
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financing mechanisms with pre-determined returns, and which are thus
somewhat akin to interest (Saeed, 1996).1
There are several points pertaining to Islamic banking characteristics that
are worth noting:2 i) neither the capital value nor the return on investment
deposits is guaranteed by Islamic banks; ii) Islamic bank appears to be better
poised to absorb external shock than conventional bank given the structure of
their balance sheets and the use of PLS; iii) Islamic banks are not expected to
reduce credit risk by systematically requiring a collateral or other guarantees
as a pre-requisite for granting PLS facilities; iv) a critical difference between
the two permissible systems of operation - banks‟ assets and liabilities are
fully integrated; and v) bank liabilities are divided into demand deposits and
investment deposits.3
The purpose of this paper is threefold: i) review the regulatory
framework, key regulatory institutions and regulatory issues of Islamic
banking; ii) evaluate the current status of the regulatory framework of Islamic
banking in 11 selected countries and identify areas that merit increased
attention; and iii) examine the strengths and weaknesses of banking
regulatory systems in selected countries with a view to have a better
understanding of common strengths, problems and areas of global concern.
This paper is set out as follows: Section 2 evaluates the recent
development. Section 3 dedicated to discuss the legal frameworks. Section 4
analyses the consequences of the approach to regulation and supervision.
Section 5 identifies the guiding Islamic principle with respect to Shari‘ah
regulation and governance. Finally, Section 6 provides concluding remarks
and recommendations.

2. Recent Developments of Islamic Banking Industry
Initiative to finance enterprises based on interest free principle can be traced
as early as 1940s in Pakistan and the Indian subcontinent. Later, in 1963, one
1. Even for the Islamic Development Bank (IDB), more than 70% of its total financing was on
Murabaha basis (IDB Annual Report).
2. Table 1 provides a synoptic comparison of Islamic and conventional banking frameworks
with respect to its common characteristics
3. Errico and Farakhbash (1998)
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pioneering experiment for Islamic finance was that in Mit Ghamr in the Nile
valley in Egypt but it closed down for various reasons. The same experiment
has been introduced in few other countries such as India, Pakistan and the
Philippines but did survive for long.1 During the 1970s, a number of private
interest-free banks came into existence in North Africa and the Middle East.
Currently, Islamic banking practices have spread to over 60 countries of the
world (Figure 1) and these include many secular countries of Europe, North
America and South East Asia with approximately US $ 895 billion of assets
in 2009 (Table 1).2
Estimates vary of the size and growth rates of assets held internationally
under Islamic financial institutions, but suggest that Islamic finance is a
rapidly growing industry. While it represents a small proportion of the global
finance market (estimated at 1%-5% of global share), the Islamic finance
industry has experienced double-digit rates of growth annually in recent years
(estimated at 10%-20% annual growth).3 A survey of the global Islamic
financial institutions shows that Shariah-compliant assets rose from US$947
billion in 2009 to US$1,041 billion in 2010.

1. It was during the oil phenomenon in 1973 that the Government of Philippines established
by decree the Philippine Amanah Bank with all its pretension as a Muslim bank if not
strictly an Islamic bank. Despite of the amendment, however, from day one of its operation
in 1973 until it was abolished in February 1990; it was paying and charging interest in
violation of Islamic banking principle.
2. Islamic finance including banking is practiced in, but not limited to, the following
countries: Albania, Algeria, Australia, Azerbaijan, Bahamas, Bahrain, Bangladesh, British
Virgin Islands, Brunei, Bosnia-Herzegovina, China, Canada, Cayman Islands, North
Cyprus, Denmark, Djibouti, Egypt, France, Gambia, Germany, Guinea, Italy, India,
Indonesia, Ireland, Iran, Iraq, Ivory Coast, Jordan, Kazakhstan, Kuwait, Kenya, Lebanon,
Luxembourg, Liberia, Malaysia, Mauritania, Morocco, Maldives, Netherlands, Niger,
Nigeria, Oman, Pakistan, Palestine, Philippines, Qatar, Russia, Saudi Arabia, Senegal,
Singapore, South Africa, Sri Lanka, Sudan, Singapore, Switzerland, Tunisia, Turkey,
Trinidad & Tobago, Thailand, United Arab Emirates, United Kingdom, United States
and Yemen.
3. David Oakley, Shannon Bond, Cynthia O‟Murchu, and Celve Jones, “Islamic Finance
Explained,” Financial Times, May 30, 2008. Jennifer Jacobs, “Special Focus: Islamic
Finance Gains Ground,” The Edge Malaysia, October 25, 2010.
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Table 1: Islamic Finance by Country* (Banking, Takaful, Fund & other
Assets, $bn) in 2009
Total

Banks

Takaful

Inv. firms

Others

of firms

Iran

314.9

310.92

3.67

0.31

---

22

S. Arabia

138.2

136.01

2.2

---

0.03

25

Malaysia

102.6

96.69

3.8

---

2.15

39

UAE

85.6

84.18

1.4

0.03

0.01

22

Kuwait

69.1

56.32

0.14

12.63

---

37

Bahrain

44.9

42.71

0.42

1.73

---

34

Qatar

34.7

32.4

0.4

1.87

0.01

18

Turkey

22.6

22.56

---

---

---

4

UK

19.0

18.95

---

---

---

22

Bangladesh

9.4

9.17

0.15

0.05

---

16

Sudan

9.3

9.06

0.2

---

---

---

Egypt

7.2

7.21

0.01

---

---

3

Indonesia

7.2

6.84

0.38

---

---

26

Pakistan

6.2

6.2

---

---

---

23

Syria

5.5

5.53

---

---

---

3

Jordan

5.0

4.8

0.08

0.16

---

10

Brunei

3.3

3.31

---

---

---

6

Other countries

10.3

9.46

0.49

0.06

0.3

38

Total

895.0

862.32

13.34

16.84

2.5

348

*Includes only those firms submitting data to the Banker's survey
Source: The Banker, 2010
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The rapid growth of Islamic banks internationally and operating beyond the
domestic jurisdictions require the establishment of its own financial
infrastructure to give support for the stability and performance of the Islamic
financial industry. The establishment of these institutions is necessary to
bring the infrastructure of the Islamic financial industry up to the
international standards. There are three main arguments for the needs of these
institutions: 1) development of rules and principles that comply with the
Shari‘ah needs of the Islamic finance in the form of accounting and auditing
standards, regulatory rules for various types of institutions, business rating
methods, transparency measures and code of

ethical conduct; 2)

implementation mechanism of the rules and principles in term of active
monitoring and supervision; 3) coordination of the rules and principles across
countries, between market players, standard setting body, regulatory and
supervisory institutions.
As figure 2 shows, to date, there are nine major international
infrastructure institutions namely Islamic Development Bank (IsDB),
Accounting and Auditing Organization for Islamic Financial Institutions
(AAOIFI), International Islamic Financial Market (IIFM), General Council of
Islamic Banks and Financial Institutions (GCIBAFI), International Islamic
Financial Market; Liquidity Management Centre (LMC), International
Islamic Rating Agency (IIRA), International Financial Services Board
(IFSB); International Islamic Centre for Reconciliation and Commercial
Arbitration (IICRCA); International Islamic Liquidity Management (IILM);
Arbitration Center for Islamic Banks and Financial Institutions (ARCIFI);
and International Islamic Liquidity Management Corporation (IILMC) that
actively support the development of the Islamic finance industry with various
degrees of mandates and roles.
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The growth opportunities and challenges facing the development of the
Islamic banking have raised public policy issues including legislation and
regulatory framework in many countries they operate. Islamic bank overdependence on trade and commodity financing instruments has limited their
choice of maturity structure, as a major portion of such financing is of shortterm maturity. The theoretical model expects financial intermediaries to
participate in a full range of maturity.1 Banks are reluctant to indulge in PLS
instruments due to their inherent riskiness, additional monitoring costs and
lack of transparency in markets (Van Greuning and Iqbal, 2007). Further
growth and development of the Islamic financial system thus, requires a
uniform regulatory and a supportive legal framework. The existing
framework that based on Western banking model may create difficulties in
the longer-term for the Islamic bank to operate efficiently.
Given the slow pace of innovation since the emergence of Islamic
finance in 1970s, the Islamic finance industry is in a great need to continue to
innovate, especially in the area of risk and liquidity manage- ment (Karim
and Archer, 2002). Thus far, the market has offered the same traditional
instruments geared towards short- and medium-term maturities, but yet to
handle the maturities at the extreme (Figure 3). For example, the use of
securitization and derivatives, if implemented with care, may help to reduce
risk exposures of Islamic finance institutions and improve their credit ratings.
Although the application of derivatives and securitization in Islamic finance
remained controversial because of speculation and uncertainty, there have
been active consultations between scholars and industry professionals
to produce derivatives that considered to be Shariah-compliant in
recent years.2

1. The theoretical model of Islamic banking is closer to the universal banking model, in which
the bank is not restricted to the business of extending credit only but it also gets actively
involved in trading and owning the shares in other businesses.
2. Moody's Investor Services, "Moody's: Islamic Industry Faces Need for Innovation,
Including Its Own Derivative Products," press release, April 6, 2010, http://www.moodys.
com/cust/content/content.ashx?source=StaticContent/Free%20Pages/Products%20and%20S
ervices.Downloadable%20Files/Derivatives%20in%20Islamic%20Finance%20Needs%20In
novation.pdf.
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Figure 2 Evolution of the Global Islamic Financial Architecture
Institutions

Source: Authors‟ illustration
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Figure 3: Sukuk Global Issuance (US$bil)

3. Legal Framework of Islamic Financial Institutions
Many Muslim majority countries have not yet enacted specific legislation to
authorize Islamic banks while most non-Muslim countries do not have
specific laws and legislation for Islamic banking. There are few of the
selected countries that have made significant efforts to regulate Islamic banks
separately from conventional banks such as Malaysia, Iran, Sudan, Indonesia
and Pakistan. Iran has taken steps to move their entire banking system
entirely toward Shari‘ah-based banking system (Iqbal and Mirakhor, 1987).
Pakistan and Sudan while initially attempted to move their entire banking
system to Islamic banking, have backed off and have mixed systems that
include Islamic and conventional banks. Bahrain, Saudi Arabia,
U.A.E, Kuwait, Turkey, and Jordan operate Islamic banking alongside
conventional banking.
The legal practice governing Islamic banks varies across the selected
countries as shown in Table 3.1 Islamic bank and financial institutions
1. The Islamic law can be sourced from Qur‘an, Hadees, Ijma‘a, and Ijtiha‘d
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generally operate under three different regulatory regimes: self-regulation
through constitutional limitation (i.e. Al-Baraka International Bank); private
regulation through government private legislation (i.e. Jordan Islamic Bank);
and public regulation through national legislation. Under the public
regulation, Islamic banks operate mainly in three types of operating
environments: 1) countries whose constitution requires the banking system to
be fully Islamic; 2) countries having specific enabling Islamic banking
legislation; and 3) countries that has no specific enabling legislation but have
specific regulation and/or provisions under general financial market
regulation for Islamic finance. For example, Indonesia, Iran, Malaysia,
Pakistan, Sudan, Turkey, UAE and Yemen have enacted Islamic banking
laws to facilitate the infrastructure of Islamic banking. However, these laws
may not always fully take into account unique characteristics of Islamic
banking; for example, in Malaysia, the Islamic Banking Act, 1983 refers to
Islamic banking business as „lending business‟ whose aims and operations do
not involve any element which is not approved by the religion of Islam. For
other Muslim countries, such as Saudi Arabia and Jordan, no laws have been
enacted to regulate Islamic banks. They therefore operate under the same
laws governing conventional banks.

Table 2: Islamic banks in western countries & offshore centers
Number located in each country
UK
US
Australia

22
10
4

Switzerland
France
Canada
Cayman Islands
Germany
Ireland
Luxemborg
Russia

4
3
1
1
1
1
1
1

Source: The Banker. 2010

Comparative Analysis of Islamic Banking …

125

Table 3: Overview of Types of Islamic Banking System
ISLAMIC BANKING SYSTEM
Pure Banking System Countries whose constitution requires the banking system to be
fully Islamic:
Iran, Sudan, Pakistan (1985-2001)
Dual Banking System Countries having specific enabling Islamic banking legislation:
Malaysia, Brunei, Indonesia
Parallel Banking
System

Countries that has no specific enabling legislation but have
specific regulation and/or provisions under general financial
market regulation for Islamic finance:
UAE, Saudi Arabia, Kuwait, Pakistan (since 2001),
Jordan, Bahrain, Singapore, UK.
ISLAMIC BANKING STRUCTURE

Islamic Window to
Islamic Subsidiary

Badr, Emirates Islamic Bank, First Gulf Bank, RHB Islamic
Bank, ABN AMRO, HSBC Amanah, AFFIN Islamic, Arab
Banking Corporation

Conventional Banks
to Islamic Banks

Bank Aljazira, Sharjah Islamic Bank, Dubai Bank, Kuwait
International Bank, Bank Muamalat, Meezan Bank, Kauthar
Bank

New Islamic Banks

NOOR Islamic Bank, Albaraka Banking Group, Alinma Bank,
Kuwait Finance House, The Bank of Khyber, Asian Finance
Bank

The legal requirements influence the variety of structural forms of
institutions that offer Islamic financial services. These restrictions range from
allowing conventional banks to open an Islamic window within an existing
subsidiary or branch, to setup a full Islamic bank from conventional bank
subsidiaries or to establish new Islamic banks (Table 4). However, the most
dominant has been to allow mixed banking whereby Islamic banking coexists
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alongside conventional banking. For an Islamic finance window, the bank
operates a window within a conventional bank where customers can access
Islamic-finance products. Islamic windows are more prevalent in non-Muslim
countries (Muslim minority) and in the developed countries. In the Middle
East and large Muslim population countries, Islamic subsidiaries and new
Islamic banks are more common. In many cases this may be a more cost
efficient way for an existing bank to enter. Conventional banks with
considerable customer bases might decide to establish an Islamic subsidiary.
This could allow a bank to offer a wider range of Shari‘ah-compliant banking
products the Islamic market.
A fully Islamic banking system only permits Shari‘ah-compliant
financial services. It is in countries with a predominantly Muslim population
that a tendency towards full Islamization is more likely to develop. Two
notable examples of this trajectory among the countries are Iran, Sudan and
Pakistan. Iran‟s transition towards a fully Islamic financial system started
with the enactment of the 1983 Usury Free Banking Law, which abolished
interest-based banking operations. Similarly, Sudan pursued the full
Islamization of its financial system with the promulgation of the 1992
Banking Law, which aimed at eliminating interest from banking, as well as
from all government transactions.1 On the other hand, Pakistan has taken the
same step for full Islamization of its financial system but has been declared
un-Islamic by Pakistan's Islamic court, (the Federal Shariat Court) in 1991.
In order to provide the legal foundations for the regulation and
supervision of Islamic banks, it is necessary that either the general banking
laws or specific laws pertaining to Islamic banks define in detail the nature of
these banks and their specific operating relationship with the central bank and
other conventional banks if applicable. Such a legal framework should
contain provisions relating to licensing, permissible modes of financing and
state clearly power to address compliance with laws and regulations. In
1. Since the signature of the Comprehensive Peace Agreement in January 2005 between the
Government of Sudan and the Sudan People's Liberation Movement (SPLM), conventional
banks have been allowed to operate.in this country.
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particular, such provisions should determine which enterprises may call
themselves Islamic banks, collect deposits and carry out banking practices on
the basis of Islamic principles. Moreover, laws should state clearly that the
central bank (or a separate supervisory authority) has the authority and all
necessary powers to supervise Islamic banks and conventional banks.
To date, although a few of the selected countries have specific legislation
for Islamic banks to regulate Islamic banks, while most of the countries have
specific provision under general legislation and specific regulation (with the
exception of Saudi Arabia and Turkey). For example, Malaysia has specific
enabling legislation for Islamic banking (IBA, 1983) with respect to
licensing, financial requirements and duties, ownership, supervision and
management, restriction of business, and powers of supervision and control
over Islamic banks. Similarly, Indonesia has also passed a new Islamic
banking law in 2008 that will allow commercial banks to be converted into
Shari‘ah-compliant ones and for foreign entities to set up Islamic banks in
cooperation with Indonesian partners. However, in Jordan, Islamic banks are
dealt under the common banking law similar to convention banks with
specific provisions with respect to definition of Islamic bank and banking
activities, objectives, condition and restrictions to comply in the operation,
calculation of investment risk and liquidation, Shari‘ah supervisory board,
tax, account and financial statement.
The legislation and laws enacted in these countries make Islamic bank
binding to both conventional and Shari‘ah legislation. These institutions
carry out their banking activities in accordance with the provisions of
Shari‘ah as well as the provisions of conventional laws with the exception of
Iran and Sudan. The use of the term „banking business‟ in most legislation
does not represent the true nature of Islamic banking, in other words, it does
not include the foundation and fundamental principles of the practice of
Islamic banking. Some of these legislations merely state that the conduct of
banking business in accordance with the provisions of Islamic law but did not
require to incorporate the provisions by law and in the memorandum of
association to make it binding for the Islamic bank that it must be Shari‘ah
compliant.
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Table 4: Applicable Islamic Banking Laws
Country
Malaysia

Iran
Bahrain

S. Arabia
Pakistan

Turkey

Laws and Legislations
Islamic Banking Act, 1983
Central Bank of Malaysia Act 2009
Banking and Financial Institution, 1989 (S.32; S.124)
Government Funding Act, 1983
Development Financial Act, 2002 (S. 129)
Takaful Act 1984
Usury-Free Banking Operations Law, 1983
Central Bank of Bahrain, 2006
Central Bank of Bahrain, Rulebook, Manama, 2010: Section CA-3
Decree No.64, 2006
Saudi Arabia Banking Law, 1966: Article 10.1
Saudi Arabian Banking Law, 1966
Banking and Financial Services Ordinance, 1984
Banking Control Department Circular No. 13, 1984
Modaraba Companies and Modarabas Ordinance, 1980
Modaraba Companies and Modaraba Rules, 1981
Banking and Financial Services Ordinance, 1984
Banking Tribunals Ordinance, 1984
Banking Companies Ordinance 1962 (S.32 (1), 2002)
Presidential order to the local Council of Islamic Ideology, 1977
Decree No. 18112, dated 22/7/1983
Decree No. 70 for the establishment of banks
Decree No. 83/7506 dated 16/12/1983 for the
establishment of Special Finance Houses in Turkey

Indonesia

Banking
Banking
Banking
Banking

Sudan

Comprehensive Peace Agreement (CPA)
Banking Business Regulation Act, 1991
Central Bank of Sudan Act 2002 (amended in 2006)
Central Bank of Kuwait Law No. 32 1968: Section 10
Central Bank of Kuwait Law No. 33 1968 (amended 2003)
Central Bank of Kuwait Law, Article 86
Central Bank of Kuwait Law, Article 93
Dubai Islamic Finance Centre Islamic Finance Law
Federal Law No.5, 1985
Federal Law No.6, 1985
Federal Law No. 10, 1980
Dubai Law No. 9, 2004
Banking Law No. 28, 2000
MAS Notice 640
MAS Notice 613
MAS Notice 626
MAS Notice 637
MAS Notice 612
Banking Act (S. 29)
Banking Act (S.33)

Kuwait

UAE

Jordan
Singapore

U.Kingdom

Act
Act
Act
Act

No.21, 2008
No. 23, 1999 (amended Act 3, 2004)
No. 72, 1992
No. 7, 1992 (amended Act 10, 1998)

Financial Services and Markets Act 1999
Finance Acts 2007
Finance Acts 2006
Finance Acts 2005
Finance Acts 2003

Source: Official country websites and central bank annual reports.
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There are various examples from the legislation in the selected countries
that do differ on specific provision with respect to definition of Islamic bank.
In Malaysia, Islamic Banking Act, 1983 (S.2) defined Islamic bank as “a
company which carries on Islamic banking business and holds a valid
license”, while in Jordan, Banking Law No. 28, 2000 (S.2) described Islamic
bank as “a company license to engage in banking activities, in accordance
with the regulations and principles of Islamic jurisprudence and any other
activities and operations pursuant to the provisions of this law”. Furthermore,
in Kuwait, Law No. 30, 2003 (S.2, 86) and Law No. 32, 1968 defines Islamic
banking as “the banks that provide banking business and any activities
considered by the Law of Commerce or by standard practice as banking and
which are in accordance with rules of the Shari‘ah”. It seems that most
definitions under the legislation pertaining to Islamic bank do not include
and clearly define the scope and the nature of Islamic bank recognized by
the Shari‘ah.
In some countries, Islamic and conventional banks are not on a level
playing field with regards to numerous legal and tax restrictions that make it
difficult for Islamic banks to compete. Conventional banking laws also
narrow the scope of activities of Islamic banking within conventional limits.
An appropriate institutional and tax framework is a basic requirement for
establishing sustainable Islamic financial institutions. For example, in many
jurisdictions, Islamic real estate financing through the diminishing
musharaka technique leads to a double taxation, with conveyance duty on the
acquisition of the real estate. Although tax framework for Islamic financial
services industry is not comprehensive (piecemeal or ad-hoc basis), in most
of the countries, some form of tax neutrality and exemptions have been
granted for Islamic finance transactions such as in Malaysia and Turkey. In
addition, non-Muslim countries, such as Singapore and the U.K., have
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taken the lead in abolishing legislation that places Islamic finance
at a disadvantage.
The other aspect of legislation pertaining to Islamic bank is that most of
the legislation does not specify point of reference for contentious issues such
enforceability. Most of the legislation did not include a provision on a clear
and specific point of reference with respect to different fatwa (legal verdict)
which constitute a disagreement and impacted the progress of the institutions
(as in the case of Pakistan), differences in understanding and interpreting
fatwas, the provisions of the legislation itself and the sequence that must
followed by a competent judge in considering the dispute before him and the
relevant mechanism of tarjih (preference) and takhayyur (selection).
Furthermore, in analyzing the issues pertaining to enforceability under the
Shari‘ah, provisions of contracts in Shari‘ah-compliant transaction, it
necessary to consider a number of factors: i) existing law including case law
in common law jurisdictions; ii) current transactional practice relating to the
construction and drafting of contracts in Shari‘ah-compliant transactions in
different jurisdictions; iii) current transactional practice with respect to legal
opinions; and iv) matters of certainty and predictability in Shari‘ah-compliant
transactions in different jurisdictions (DeLorenzo and McMillen, 2007).
Most of Islamic finance cases fall under jurisdiction of non-Shari‘ah
court as in the case of Malaysia, Kuwait, UAE, Turkey, Jordan and
Bahrain (Singapore and the U.K have similar arrangement). However,
in the case of Saudi Arabia, it refers to Banking Dispute Settlement and
in the case of Indonesia, it refers to Shari‘ah court. In Malaysia, the
issue of jurisdiction and the legal framework for Islamic bank has long been
debated.1 The Islamic finance cases are decided in civil courts not Shari‘ah
1. The case of Arab Finance Malaysia Berhad v Taman Ihsan Jaya and Ors [2008] 5 MLJ
where the High Court ruled that the profit derived from Bay Bithaman Ajil (BBA) facility is
unlawful and illegitimate as it involves element of interest and therefore IFIs may only
claim the principal amount of financing.
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courts and Islamic law has no relevance in cases invoking mu‘amalat.1 Based
on this interpretation, Islamic law has no general application to other persons
or legal person such as banks and financial institutions.2 Since the civil court
hears Islamic banking matters, those matters will, without doubt, be governed
by principles of English common law or civil law.3 Many cases have been
decided that deny Shari‘ah court the power to hear Islamic finance cases.
Recently, under the Central Bank of Malaysia Act 2009, the court or the
arbitrator shall take into consideration any published rulings of the SAC or
refer the matter to the SAC for its ruling if a question concerning a Shari‘ah
matter arises in any proceedings relating to Islamic financial business. The
SAC‟s rulings are binding on the courts and arbitrators. On the other hand,
Islamic finance legal dispute is handled by Shari‘ah court in Indonesia
(Islamic religious court). Indonesia Law No. 3, 2006 for regulation and Law
No. 7, 1989 regarding religious judicial court, clearly stated that all dispute
within Shari‘ah economy must be settled in Shari‘ah court. However,
Shari‘ah court is still ill equipped to handle legal dispute satisfactorily
and religious judges are up to standard in handling Shari‘ah banking
dispute cases.

1. This is due to the fact that the civil courts‟ jurisdiction laid down in List 1 (Federal List) of
the 9th Schedule of Federal Constitution includes civil, criminal procedures, contracts, lex
mercatoria (inclusive of banking and financial laws), etc. In contrast, the Shari‘ah courts‟
jurisdiction is laid down in Para 1 of List 11 (State List) of the 9th Schedule of the Federal
Constitution, in essence lays down the matter under the state list, inclusive of family law,
personal law, divorce, waqf, succession and the religion of Islam.
2. There is a principle of construction expression of unius est exclusion alterus (the express
mention of one thing implies the exclusion of another) in common law.
3. This has been decisively ruled in Bank Kerjasama Rakyat Malaysia v Emcee Corporation
(2003) CLJ, 625. In addition, the case of Shamil Bank of Bahrain v Beximco
Phamarceuticals Ltd [2004] 1 Llyod‟s Rep 1, in Bahrain.
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4. Approach towards Islamic Banking Regulation and
Supervision
In designing and implementing financial regulation and supervision for
Islamic banking institutions, the challenge is to enforce a framework that
takes into account the unique characteristics of Islamic banking business,
without being a regulatory burden and restricting its growth potential or
providing arbitrage opportunities between the conventional and Islamic
financial systems. This is important to ensure the stability of the overall
financial system. Hassan and Chowdhury (2004) and Chapra and Khan
(2000) list the reasons for regulation and supervision for Islamic banks: i)
systemic considerations; ii) protecting the interest of demand depositors; 1 iii)
supporting the integration of Islamic financial institutions in the international
financial system; and iv) ensuring Shari‘ah-compliant. However, the lack of
aggregate data makes it virtually impossible to compare Islamic banks across
countries, which, together with the absence of common reporting and
accounting standards, complicates the work of supervisors.
Most studies (Archer and Karim, 1997; Archer, Karim and Al-Deehani,
1998; and Errico and Farrabaksh, 1998) agree for the need of a regulatory
framework that encourages greater disclosure of information and
strengthened the accounting standards. It is necessary that either the general
banking laws or specific laws pertaining to Islamic banks define in detail the
nature of these banks and their specific operating relationship with the central
bank and other conventional banks. Such legal framework should contain
provisions relating to licensing, permissible mode of financing and the power
to address compliance with laws and regulations clearly. Such provision
should determine which enterprises may call themselves Islamic banks,
collect deposits and carry out banking practices on the basis of Islamic
principles. Moreover, the laws should state clearly that central bank (or
supervisory authority) has the authority and all necessary powers to supervise
Islamic banks and conventional banks.
1. Introducing regulation to protect depositors is less compelling than in conventional finance.
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Table 6: Two Windows Balance Sheet of Islamic Bank
Liabilities

Assets

The mix of contracts on the liability

A wider variety of assets and

side

financing mixes. Products can be
either PLS based, or based on
markup pricing

Demand deposit: Guaranteed but no

Equity based PLS of Mudarabah

return at all, the purpose is amanah

and Musharakah, holding of equity

(safekeeping)

of companies

Investment deposit (PSL account):

Sales

Not guaranteed, no fixed return

Murabahan,

based

assets

Ijarah,

through

Salam

and

Istis'na
Quasi equity nature of investment

Murabahan trade financing

deposit (account) due to PLS system
Shareholders' equity
Reserves:

Profit

Fee-based services
equalization

reserves, investment risk reserves

Presence

of

risk

sharing

and

absence on interest

Errico and Farakhbah (1998) noted that to develop an appropriated
regulatory framework, Islamic banking supervision should also be designed
to ensure: i) legal foundations for the supervision of Islamic banks are in
place; ii) investment and other risks are dealt with adequately taking into
account the financing through PLS adds additional risks and element of
complexity; and iii) adequate information is disclosed to allow the
supervisory authorities to exercise a more effective prudential supervision
and to enable the public to make reasonably investment decisions. On a
similar note, Karim (2001) argues that the structure and processes of Islamic
banks do not readily fit in with those of conventional universal banking
which combines both commercial and investment business. This seems to
have resulted in supervisory bodies adopting different approaches to regulate
Islamic banking. Islamic banks are facing immense challenge due to
competition from conventional banks, excessive presence of complex
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financial instruments and atypical asset-liability structure.1 Islamic banks are
different than the conventional banks that Islamic banks bear certain
additional risks associated with ownership of assets underlying some Islamic
modes of operation and transactions. However, the study by Noraini, Archer
and Karim (2009) on the perceptions of the nature of risks found that Islamic
banks are mostly exposed to similar types of risks to those in conventional
banks, but there are differences in the level of the risks. Thus, for Islamic
bank to operate in a system, which is designed for interest bearing
instruments, brings many complexities.
In practice, the nature of Islamic banking products and the risks attached
to it such as risk management, corporate governance and disclosure have
arisen where Islamic banks operate side-by side with conventional banks.
Islamic financial intermediation is basically different from the prevailing
practices of the conventional financial institutions (see Table 6). El-Hawary,
Grais and Iqbal (2004) mentioned four aspects of differences. The first
difference appears in the significant deviation of the structure of assets. On
the asset side of the balance sheet, as expected, a clear preference for assetbacked securities (based on trade finance) is evident. The second difference is
the choice and application of accounting policies that affect the allocation of
income between shareholders and account holders or between different
classes of account holders. In its essence, Islamic finance would be consistent
with clear barriers in the deployment of assets between those funded by
demand deposits, general investment accounts, special investment accounts
and equity. The third difference between practice and principles, related
somewhat to the preceding issues, is the status of investment accounts and the
fourth difference stems from the governance rights granted to investment
account holders.
In the majority of countries where Islamic banks operate, in general, the
same regulatory framework applies to both conventional and Islamic banks
with some degree of variations (see Table 4). This regulatory framework
1. The asset and liability sides of Islamic banks have unique risk characteristics.
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tends to follow standards and guidelines established by the Basel Committee
on Banking Supervision. In Malaysia, Islamic banks and conventional banks
with Islamic banking windows observe similar prudential standards as
imposed on conventional banks such as the minimum risk weighted capital
ratio (RWCR), standards for corporate governance and risk management,
financial disclosures and know your customer policy. The principles of
prudent management and enhanced operational efficiency are inculcated
through the minimum risk weighted capital adequacy requirement. In
addition, strict compliance with the tenets of Shari‘ah would also ensure that
the Islamic financial institutions are managed on the basis of a high degree of
prudence, ethics and integrity. However, these standards are not always
applicable in Islamic banking framework in the same way as in other banking
systems (see Appendix 3 for bank best practices for regulation and
supervision).
In practice, most Islamic banks appear to operate as part of a single
regulatory framework, albeit one which recognizes the important differences
between Islamic and conventional banks. For instance, all banks in Bahrain
are regulated and supervised by the Bahrain Monetary Authority (BMA). The
BMA has a department dedicated to Islamic banks, just as it has separate
departments which focus on insurance and mutual funds. But there appear to
be no calls from Islamic financiers in Bahrain to take the regulation and
supervision of Islamic banks out of the purview of the BMA. Similarly, in
Malaysia, which runs parallel Islamic and conventional banking systems,
Islamic banks are inspected by the same officials who inspect conventional
banks. Again, there appear to be no calls from Islamic bankers in Malaysia
for supervision of Islamic banks to be done by a discrete team of inspectors
specialized only in Islamic matters.
In the early years, as Islamic banks are taking shapes in a rapidly
changing financial environment with diverse complications around the globe,
most Islamic banks have to resort to developing their own accounting
solutions for their new products, rendering comparisons across institutions

Comparative Analysis of Islamic Banking …

137

difficult, and sometimes even giving the impression of lack of transparency.
Current levels of transparency in Islamic finance practice vary substantially
between Islamic financial institutions. This depends on the jurisdiction where
they operate and the organizational structure of the Islamic financial
institutions as to whether it is a window, subsidiary, a universal institution or
fully-fledged Islamic bank. The increasing market orientation of banks has
also necessitated changes in the approach to regulation and supervision.
Hence, the need for a body of accounting standards purposely designed to
reflect the specificities of Islamic products became even more pressing as
new and more complex instruments were being marketed in various
jurisdictions.
In terms of accounting standards application for Islamic banks, to date
most Islamic banks follow the regulations of their domicile such as
International Accounting Standards (IAS). However, there are three main
areas of difference between financial accounting standards developed for
Islamic banks and conventional banks: i) the treatment of investment
account; ii) the concept of substance over form; and iii) the time value of
money (Ashruff, 2002). In addition to IAS, standards prepared by AAOIFI
have been implemented to the accounting framework for Islamic banks in the
selected Countries.1 Accounting standards prepared specially for Islamic
banks will provide better accounting practices that are in line with Islamic
financial products. They will also ensure reliability of financial statements
and comparability. In those jurisdictions where Islamic finance is still
nascent, regulators and financial institutions should familiarize themselves
with the standards set by the AAOIFI, and apply them to the maximum extent
possible.2
1. The AAOIFI has published twenty three Financial Accounting Standards (FAST 1–23), as
well as standards for Islamic insurance companies, auditing standards, governance
standards and codes of ethics for accountants, auditors and employees of Islamic financial
institutions.
2. According to Deloitte Islamic Finance leaders survey in the Middle East (2010) 93% of
Islamic Finance leaders believe that the AAIOFI‟s accounting standards are sufficient to
ensure best practice and transparency in financial reporting.
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The application of tested accounting and auditing conventions could
alleviate the burden on supervisors facing the new challenges imposed by
Islamic banking. Furthermore, the pursuit of international consistency would
not only ease the task of supervising internationally active institutions, but it
would also ultimately favor the regulated institutions, as Islamic transactions
would become better understood, and thus more attractive for Muslim and
non-Muslim investors across the world. It would additionally foster the
integration of Islamic institutions into the international financial community.
However, the current AAOIFI standards and the supervisory disclosure rule
do not cover the quantitative risk measures such as probability of default and
value-at-risk. For instance, Sundarajan (2004) has suggested quantitative
methods for risk measurement such as PaR (profit-at-risk) to quantify the risk
of the investors/depositors based on the historical profits and volatility of
returns in order to enhance the Islamic bank regulatory framework.
As mentioned above, the fact that supervisory bodies in different
countries tend to rely on their own Shari‘ah experts may result in
contradictory statements regarding the acceptability of a given instrument.
Thus, financial products that are permissible in some countries could be
deemed as non-Islamic in others. Such disparity could discourage the crossborder use of Islamic products and constrain the potential growth of this
industry. It could also result in pernicious regulatory arbitrage. However, the
task of formulating a framework that addresses the peculiar risks associated
with Islamic banking is being undertaken by the Islamic Financial Services
Board (IFSB), which serves as an international standard-setting body for
regulatory and supervisory agencies.1 In this respect, to date, the IFSB has
issued ten prudential standards on risk management, capital adequacy,
corporate governance, disclosure to promote transparency and market
discipline, conduct of business, Shari‘ah governance, supervisory review
process, governance for takaful and collective investment schemes, and
capital adequacy for sukuk, securitisation and real estate.
1. Most of the countries are member of IFSB.
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For supervisor in countries where Islamic bank and conventional bank
operate hand-in-hand, applying the Basel II provision has been very
challenging. In 2005, IFSB has largely adopted a complex Basel II capital
adequacy standard and simplified it into comprehensible and plausible
standard based on Shar‘iah with minor differences in methodology. Instead
of starting with standard approach for credit risk management and followed
by indicator approach for management of operational risk, IFSB deviated
from the structured and sequential approach of Basel II to capital adequacy. 1
The implementation of revised IFSB standard is not without hurdles, while
the problems are mostly stemmed from inadequate expertise and poor
legal framework.
Basel II requires Islamic banks to meet legal and regulatory standards as
specified in Basel II.2 Some opine that Islamic banks should not be subject to
all regulatory measures specified by Basel II, but they should be subject to
regulations similar to corporations due to the participation of the investments
depositors in the risk of Islamic banks (Hassan and Chowdhury, 2004). There
are several reasons for Islamic banks to comply with the Basel II regulations.
Islamic banks are at the early stage of growth and their sizes are normally
small to medium. In order to gain international recognition, Basel II
compliance becomes a cornerstone. Also, as long as AAOIFI and IFSB
suggestions can be added to the Basel II, the regulatory framework will bring
standardization for Islamic banks.

1. IFSB issued IFSB-2: Capital Adequacy Standard for Institutions (other than Insurance
Institutions) offering only Islamic Financial Services (Pillar 1 of Basel II), IFSB-5:
Guidance on Key Elements in the Supervisory Review Process of Institutions offering
Islamic Financial Services (excluding Islamic Insurance (Takâful) Institutions and Islamic
Mutual Funds) (Pillar 2 of Basel II) and IFSB-4: Disclosures to Promote Transparency and
Market Discipline for Institutions offering Islamic Financial Services (excluding Islamic
Insurance (Takâful) Institutions and Islamic Mutual Funds) (Pillar 3 of Basel II).
2. According to Deloitte Islamic Finance leaders survey in the Middle East (2010) shows that
97% of Islamic finance leaders in favor of the Basel guidelines as relevant to Islamic
Finance industry.
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The new Basel regulatory framework aims to establish greater market
discipline which is necessary for the stability of international financial
system. This is also required for the purposes of leveling the field. Chapra
and Khan (2000) suggest that the Islamic financial system realize this by
participation of the risks by the banks and the depositors, directly or
indirectly. Such a sharing of risks should help motivate depositors to choose
carefully the bank in which they place their deposits and to demand greater
transparency in the affairs of the bank they choose (Chapra and Khan, 2000).
Promoting market discipline through greater transparency and disclosure is
suggested as the third pillar of Basel II.1
Alternatively, AAOIFI standard for capital adequacy ignored the agency
role played by bank, separation of restricted and unrestricted PLS accounts
and difference between PLS accounts and deposits with any potential claim.
Some contend that Islamic financial institutions should not be subject to only
the corporate regulations due to risk sharing between investment depositors
and Islamic banks. Separate capital adequacy standards may be applied for
PLS accounts and current accounts in order to establish comparability (Khan
and Ahmed, 2001, Chapra and Khan, 2000). Moreover, Muljawan, Dar and
Hall (2004) suggest that the amount of PLS accounts should not exceed the
combined amount of equity capital and the mark-up amount of trade related
credit instruments. However, the argument is invalidated since the failure of a
financial institution affects the health and stability of entire financial system
and the economy at large.
Despite new approaches and systems for ongoing Islamic financial
institutions supervision in order to be better equipped to face newly created
manifold challenges presented by financial innovation and globalization,
there is no theoretically optimal system or standard for the structure and
process of regulating and supervising Islamic financial institutions. At the
1. Six categories are identified for financial disclosure and transparency: financial
performance, financial position, risk management strategies and practices, risk exposure,
accounting policies and basic business, management and corporate government
information (Hassan and Chowdhury, 2004).
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time being, most of the supervision of Islamic banks is based on the
CAMELS standard set by the Basel Committee to judge and evaluate the
functions and performance of Islamic banks and Islamic financial
institutions.1 However, the rating system cannot qualify as an adequate and
appropriate system in interpreting the accurate performance of the Islamic
banking system since there is no single component in it to measure the
Shari‘ah compatibility of the functions of a bank in an Islamic framework.
From the secular point of view, if judged through the CAMELS rating
system, the health of an Islamic bank would be visualized but its Shari‘ah
compatibility would not be determined. Moreover, the present framework of
CAMELS rating may not include all aspects of Islamic banking if it is to be
as for the explanation and spirit of Shari‘ah. Though all features of CAMELS
are not repugnant or contradictory to the Shari‘ah stance, there should be
some separate provisions to make it conducive and proper to analyze the
whole operation of the Islamic banks. However, the present evaluation
technique (CAMELS) is not enough to evaluate an Islamic bank as to how far
it is Islamic in its all-out operations.
In many jurisdictions in which Islamic banks operate, central banks are
their main regulators and supervisors. Almost all these central banks, with the
exception of very few, regulation policies and tools are based on the business
model of conventional banks (borrowing and lending). Central banks and
supervisors are always concerned that banks have adequate capital to meet
their obligations and preserved the financial stability. Since most banking
system only allows deposit-taking activities to be carried out by the bank, the
use of profit sharing investment account, restricted or unrestricted (PSIAs) in
Islamic banking model (offering both safekeeping and investment products)
has become the main issue for regulating Islamic bank in most of the
countries and became more pressing issue for non-Muslim countries. This is
the fact that the use of PSIAs did not meet the legal definition of deposits.
Neither the customers‟ capital nor any return on it is guaranteed by the bank.
Hence, PSIAs are not „capital certain‟ and are, essentially, investment
1. CAMELS rating system stands for capital adequacy, asset quality, management quality,
earnings, liquidity and system for internal control.
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products. Islamic banks, therefore, do not meet the criteria to be classified as
depositary institutions as required by banking regulations in the majority
of countries.
This has proven to be a severe problem when the issue of authorizing
Islamic banks in countries which do not have any specific laws and
provisions for regulating Islamic banks such as the Singapore and the United
Kingdom. In the case of the Islamic Bank of Britain (IBB) in United
Kingdom, the regulator would not authorize IBB to operate if it used
unrestricted PSIAs as its substitute for conventional deposits. Instead, IBB is
obliged to offer a product that was contractually „capital certain‟, so that
although the returns are based on profit sharing, the PSIA holders are not
required to accept shares of losses provided the bank remained solvent, but
could (if they so choose, for religious reasons) volunteer to accept them. This
arrangement allows the bank‟s customers (or those who so wished) to be
Shari‘ah compliant, but the bank‟s unrestricted investment accounts (being
contractually „capital certain‟) are not themselves Shari‘ah compliant, and
hence neither isthe bank, even though it is permitted to call itself the Islamic
Bank of Britain.
Archer and Karim (2009) suggested that in order to mitigate the
regulatory issue of mobilizing the funds of PSIA, separate fund management
companies should be established and owned by either the Islamic bank as
subsidiary or by the same group. The so called “cross-sectoral” approach sets
guidelines for Islamic financial institutions by combining banking, securities,
and insurance regulations. This would make it clear that PSIA are not
banking products, but rather it is investment products. There would be no
unrestricted PSIA with funds comingled with other funds of the bank,
including those of current account. Instead, there would be a form of PSIA
designed for savers unwilling to risk their capital but seeking only a modest
return. Such PSIA could benefit from takaful cover to protect the capital, the
premiums being paid by the PSIA holders. All the investment products
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offered by the fund management company would be regulated by the
securities market regulator.
As part of the safety net arrangement of the Islamic banking system to
protect the capital arising from PSIA issue, some of the selected countries
have implemented or plan to implement Islamic Deposit Insurance (IDI)
which aims at protecting insured Islamic deposits. Table 7 provides the
salient features of the governance and structure of IDI in selected Countries.
The BMA implements a post-funded deposit protection scheme for both
conventional and Islamic banking units. By virtue of its fully fledged Islamic
banking system, the deposit insurance scheme in Sudan is also fully Islamic.
In Turkey, initially the system is managed by the Participation of Banks of
Turkey. In Jordan, the deposit insurance system is also applicable to Islamic
deposits, but no Islamic banking unit has decided to join the system.
According to a survey by International Association of Deposit Insurers
(2010) the main concern for most of the countries implementing IDI are those
related to skills, expertise, knowledge, investment tools, infrastructure
and Shari‘ah.

5. Shari’ah Regulations and Compliance
To date, the application of Shari‘ah principles varies among countries. The
Shari‘ah principles adopted by Islamic banks can be divided into four
categories, namely, (i) profit and loss sharing, (ii) fees based, (iii) free
services, and (iv) ancillary principles. Not all Islamic financial institutions
have listed all categories of Shari‘ah principles which govern their banking
operations. Most commonly principles used by Islamic banks are musharaka,
mudaraba, murabaha, ijara and qard hasan. In the case of Iran, for example,
they have five principles in the profit and loss category, namely, civil
partnership, legal partnership, direct investment, mozaarah and mosaqat,
while in Pakistan which has applied the Shari‘ah principles such as equity
participation, participation terms certificate, mudaraba certificate and rent
sharing. Furthermore, there are some variations among Islamic banks in the
use of qard hasan principle. In Jordan, qard hasan loan is given for purposes
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in various fields to enable the beneficiaries to start independent lives, while in
Malaysia; several products are using this principle for government investment
certificate, benevolent loan, credit card and charge card.
The key factor differentiating Islamic financial institutions is the need to
demonstrate full compliance with Shari‘ah in all activities (including nonfinancial activities), whether this is to internal stakeholders such as
employees or external stakeholders such as customers and shareholders.
Among the questions involving Shari‘ah committees is whether there should
be a separate specialized “Shari‘ah audit” function - independent of the
internal audit function - in order to support the basis of the Shari‘ah
committee opinion. If so, who or what body would provide the industry
guidelines governing Shari‘ah operations, scope, and standards? Should
external auditors be expected to provide an opinion on compliance with the
Shari‘ah guidelines and rulings issued by an Islamic bank‟s Shari‘ah
supervisory board? Hence, Shari‘ah regulation and supervision underpins
confidence and signifies a real commitment on the part of management to the
principles of transparency and accountability as regards Shari‘ah compliance.
Internationally, there are continued debates among Shari‘ah scholars on the
regulations and compliance to the Shari‘ah principles.
From micro level perspective, there is the need to achieve consensus
among these scholars regarding whether certain transactions or activities are
Shari‘ah compliant. This need to achieve consensus has, in the past, caused
difficulties among practitioners and customers, and it has had the effect of
restricting the concept of Islamic finance in many parts of the world market.
At a macro level, the industry has access to only a handful of acknowledged
and accredited scholars who have the necessary combination of
understanding of Shari‘ah and knowledge of banking operations and
products. This limited availability can restrict product innovation. Generally,
there are four major approaches which have been adopted by most of these
countries regulating Islamic financial institutions to ensure compliance: 1)
standardized products defined by the government; 2) products approved by
Shari‘ah Board of regulatory authorities; 3) products based on international
Shari‘ah standards adopted by regulatory authorities; and 4) products
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approved individually by Shari‘ah Supervisory Boards of respective Islamic
financial institutions.
There is also persistent debate within the industry, the need for a
standardized Shari‘ah regulation and supervisory framework, which would
provide an essential foundation for future growth, as well as a level playing
field for Shari‘ah-compliant products and conventional finance. If the Islamic
financial industry can meet these challenges head-on can it hope to really
capitalize on the undoubted opportunities of a huge global market. On the
other hand, without this standardization, the industry is left exposed to
“Shari‘ah arbitrage” as institutions, bankers, and consumers seek to find the
opinion that suits their objectives.1 Demonstrating compliance with Shari‘ah
can be difficult as different institutions have different governance models by
which they set, measure, and monitor their compliance. These varying
governance models have added a level of operational risk for any Islamic
financial institution.
Achieving Shari‘ah compliance is of crucial importance for integrity and
credibility of Islamic banking and finance; and the Shari‘ah board is a key
element of the structure of Islamic banks to ensure the compliance within the
business of Islamic financial institutions. By carrying the responsibility of
ensuring that all offered products and services are fully compliant with the
principles of Shari‘ah, Shari‘ah board contributed to the public awareness
about the philosophical basis and the concept of Islamic banking and finance.
Adawiah (2007) suggests that Shari‘ah compliance process needs to fulfill
seven identification processes to ensure the credibility and quality of
Shari‘ah compliance governance (see Figure 4).2 Furthermore, Shari‘ah
compliance is not just restrictive in regard to investment in companies with
unacceptable business; it also includes a promotion of investment in
businesses that contribute to the ethical values of Islam and purification of
bad profits by distributing them to charity for the welfare of the community
as a whole.
1. The re-engineering of conventional financial products and structuring them according to
Shari‘ah.
2. In Malaysia, Shari‘ah compliance only covers three parts of the identification process.

Table 7: Islamic Deposit Insurance
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Figure 4: Shari’ah Compliance and Governance

Source: Adawiah (2007)

The role of the Shari‘ah board involves the reviewing and overseeing of
all potential new product offerings. It has a significant investigatory function
to interpret different financial concepts and determine whether or not this
they include non-permissible transactions such as riba. It also provides the
necessary expertise to create alternative framework of banking services
which conform to the principles of Islam. The board continually adapts itself
to the rapidly changing financial environment to apply the original Islamic
philosophy to contemporary problems, while at the same time requiring the
greatest adherence to the political, social and economic precepts of Islam.
Board‟s members are in charge of the review, the approval, and supervision
of all Shari‘ah product offerings. Therefore, the board should work closely
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with product development teams, legal department, tax advisors and
compliance departments to offer practical advice as to how to legitimate or
amend conventional structures in order to make them Shari‘ah compliant
without compromising or deviating from the Shari‘ah essentials and without
being diluted in the conventional banking system.
According to AAOIFI standard, Shari‘ah Board should be an
independent body of specialized jurists in Islamic commercial jurisprudence.1
It may also include other experts in areas of Islamic financial institutions with
knowledge of Islamic jurisprudence relating to commercial transactions.
Board members with specialized knowledge of particular aspects can work
very effectively on sub-boards related to particular initiatives or projects.
Their important duties include analyzing unprecedented situations in the
bank‟s transactional procedures or those reported by different departments
and even the customers. This is to ensure Shari‘ah compliance before the
bank develops any new products or implements any new procedure. Its role is
also to analyses contracts and agreements concerning the bank‟s transactions
and to ensure Shari‘ah compliance in the implementation of all banking
transactions, correcting any breaches and preparing regular reports on the
bank‟s balance sheet with respect to its Shari‘ah compliance.
The fatwas and rulings of the Shari‘ah supervisory board are binding on
board of directors of the Islamic financial institution. The board should also
supervise Shari‘ah training programs for the Bank‟s staff. Shari‘ah boards
exist in all individual Islamic banks in the selected Countries (Table 10), but
also in global institutions like Islamic Fiqh Academy of the OIC, the IDB and
in national central banks of some countries. All these committees have issued
a large number of fatwas covering many of the current practical problems of
Islamic banks. Islamic financial institutions must ensure that Shari‘ah boards
should have a high level of autonomy and independence, protecting them
from commercial pressures to enhance the credibility of their institutions and
of the Islamic banking system in its alternative approach. It has become a
1. AAOIFI, Auditing Standard for Islamic Financial Institutions, No.4 stated “Every Islamic
financial institutions shall have Shari‘ah supervisory board….[T]he Shari‘ah supervisory
board is entrusted with the duty of directing, reviewing and supervising the activities of the
Islamic financial institution in order to ensure that they are in compliance with Shari‘ah
rules and principles”.
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common practice in Countries for Islamic banks to appoint their own board
of Shari‘ah scholars. Nevertheless, since expertise in these matters is still
relatively scarce in some countries, different Islamic banks often share the
same scholars.
There are many ways to regulate the governance of Shari‘ah advisors and
board (SSBs) in Islamic financial institutions (Table 8). Authorities in all
Countries have implemented the terms of reference in order to set the right
precedence to the industry by establishing SSBs. For example, several
countries (such as Kuwait, Jordan, Lebanon, and Thailand) have regulated the
competence and composition of SSBs, as well as related rules governing
appointment, dismissal, and qualifications of SSB members (Grais and
Pellegrini 2006). However, no country is known to regulate the Shari‘ah
jurisprudence to be used by SSBs in judging Shari‘ah compliance (though
countries like Jordan and Kuwait do impose SSB member unanimity or
majority vote requirements) (Grais and Pellegrini 2006).
To date, authorities in all countries have implemented the terms of
reference in order to set the right precedence to the industry by establishing
SSBs. For example, several countries (such as Kuwait and Jordan) have
regulated the competence and composition of SSBs, as well as related rules
governing appointment, dismissal, and qualifications of SSB members (Grais
and Pellegrini 2006). However, no country is known to regulate the Shari‘ah
jurisprudence to be used by SSBs in judging Shari‘ah compliance (though
countries like Jordan and Kuwait do impose SSB member unanimity or
majority vote requirements) (Grais and Pellegrini 2006). It would appear that
the single harmonized Shari‘ah governance structure is more favorable
amongst industry leaders with 57% of the Islamic finance leaders agree that
„A single Shari‘ah Supervisory Council in any one jurisdiction‟ is better for
industry growth.1 This Shari‘ah governance structure which had been notably
implemented in Malaysia, Sudan and Pakistan can also resolve the bottleneck
of Shari‘ah expert and advice in term of quality and quantity.

1. Deloitte Islamic Finance Leaders‟ survey in the Middle East, Biannual Survey, Issue 1
(2010).
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El-Gari (2010) argues that strong Shari‘ah governance would lead to a
lively Shari‘ah discourse with the widest possible participation and the
broadest acceptance. He suggested steps to ensure strong Shari‘ah
governance to include i) Shari‘ah decisions must always be supported by a
body of evidence; ii) Shari‘ah declarations must always be capable of being
defended by those who issued them with the same vigor with which they
were issued; iii) Shari‘ah decisions must be feasible taking into consideration
circumstances as they are.; iv) empowering the power of voting; v)
procedures for the reversal of fatwas because Shari‘ah scholars are not
infallible and they do make mistakes which have to be retracted and
corrected; vi) ethics of disagreement where Shari‘ah scholars must learn to
tolerate and respect opposing views which are also valid under the Shari‘ah;
vii) greater consultation because Shari‘ah discourse is not the exclusive
preserve of the scholars; and viii) a fatwa must remain personal and the
scholar's whose signature appears on any document or fatwa must remain
accountable for that fatwa.
Table 8: Regulation and Government of Shari’ah Advisor/Board

Source: Adapted from Grains and Pellegrino (2006); official country websites
and central bank annual reports.
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Malaysia is ahead in terms of the Shari‘ah governance for the Islamic
financial services industry.1 The Central Bank of Malaysia Act 1958 provides
for the setting up of the Shari‘ah Advisory Council which plays the role of a
Shari‘ah apex body.2 The Islamic Banking Act 1983 and the Takaful Act
1984 provide for the establishment of the institutional Shari‘ah body at the
Islamic banking and takaful industries. The body will refer to the Shari‘ah
Advisory Council for its resolutions on a Shari‘ah issue. Indonesia has
moulded its Shari‘ah governance system after the Malaysian module in their
recently legislated Shari‘ah Banking Act. The Indonesian Council of Ulema
has a National Shari‘ah Board responsible for issuing fatwas which are
considered binding on the remaining Shari‘ah boards. The Shari‘ah boards of
individual banks have to refer to the National Shari‘ah Board for the final
fatwas. The national board includes the highest authorities in Shari‘ah.
However, Shari‘ah board members of individual banks have to be highly
qualified in order to understand the fatwa, the source of the fatwa and to
produce contracts and agreements in compliance with the fatwa.
Although the independence of the SSBs from management is highly
essential, in most of the countries, some Shari‘ah scholars sit on the SSBs of
more than one financial institution. This association with multiple Islamic
financial institutions may be seen as strength in as much as it could enhance
SSBs independence in respect of a particular institution. However, it does
give the particular individual access to proprietary information of other,
possibly competing institutions. There are confidentiality concerns and
potential conflicts of interest if inside information from one financial
institution is used by another (Wilson, 2009). Thus, SSB members may find
themselves in another type of potential conflict of interest. The concern is

1. Bank Negara Malaysia (BNM) is set to implement a new model, the Shari‘ah Governance
Framework (SGF), due to be operational in 2011. The new SGF model is based on four
new Shari‘ah functions in Shari‘ah risk management control, Shari‘ah review
(compliance), Shari‘ah research, and Shari‘ah audit.
2. Bank Negara Malaysia, (2004). Guidelines on the Governance of Shariah Advisory
Committee for the Islamic Financial Institutions.
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that members of the SSB may legitimize dubious operations to ensure that
they remain active on the board.1
Vizcaino (2009) shows that three specific scholars are members of 26%
of all Shari‘ah boards in the GCC. There is also differing levels of activity
between scholars (from a total of 121 studied): approximately 56 scholars
holding less than board positions, whereas the top 10 scholars hold on
average more than 25 board positions.2 Arising from this issue, recently,
Malaysia has passed new Shari‘ah Governance Framework for Islamic financial
institutions to deal with this issue by discouraging jurists from sitting on the

SSB of more than one Islamic financial institution.

7. Concluding Remarks and Recommendations
The rapid development of Islamic finance adds considerable variety and
choice of Islamic financial instruments not only for Muslim but also nonMuslim giving Islamic finance a pluralist flavor. However, the absence of
truly global Islamic financial system based on Shari‘ah principles means that
the continued growth and development of Islamic banking and finance is
somewhat haphazard. After more than 30 years in existence, Islamic financial
markets remain segmented and differ considerably across nations. This has
arisen out of divergent interpretation of Shari‘ah, differing domestic legal
system, different regulatory approaches and recourse to different financial
instruments.
The removal of legal obstacles does not seem to have received due
attention so far from regulatory authorities in most of the countries. The
analysis shows that the laws with respect to financial institutions are
formulated in these countries in the image of conventional banking before the
initiation of Islamic finance. The other aspect of legislation pertaining to
1. Kahf, M. (2009) argues that there are incomplete fatwas on many issues on Islamic banking
which have been accepted without due consideration.
2. According to Funds@Work, there are 1,141 overall Shari‘ah advisory board positions
available in 28 countries. The average board size is 3.33 scholars per board, across the
entire universe. Perhaps more importantly, the Top 10 scholars hold 450 out of 1,141 board
positions that are available and represent 44 percent of the universe. Two Shari'ah
advisories sit on a staggering 85 boards while another on 79 boards.
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Islamic bank is that most of the legislation does not specify point of reference
for contentious issues such enforceability. For instance, many countries are
governed by the common law with the exception of few. This puts firms
using the Islamic modes of finance as well as Islamic banks at a
disadvantage. The integration of these two traditions is really necessary in the
context of Islamic banking and finance. This harmonization makes valuable
contributions to the Islamic banking growth.
Compliance with Shari‘ah also carries great importance for Islamic
banks. The reason for existence for Islamic banks is to offer Shari‘ah
compliant products. While each of the products should comply with Shari‘ah,
the bank overall should comply as well. The fact that customers of Islamic
banks expect Shari‘ah compliance, regulation should be extended to check
for such compliance. Standardized fatwas and centralized Shari‘ah boards
indeed help standardized operations between Islamic banks and increase
public confidence. Shari‘ah governance adds additional values to the existing
corporate governance framework in Islamic financial institutions. The
replication and transformation of conventional financial products into their
corresponding Islamic finance analogues have important implications for the
regulation and supervision of Islamic financial institutions.
To bridge these gaps and improve and adopt best practices, the analysis
recommends that Islamic financial institutions should focus on seven key
priorities: i) designing appropriate legal framework for Islamic banks and
Islamic financial institutions; ii) reviewing the existing legislation and
continuously revising relevant laws to assimilate with the Shari‘ah principles;
iii) creating an effective, efficient and robust regulatory structure; iv)
implementing the AAOFI, IFSB and Basel II legal and regulatory standards;
v) managing and monitoring the risk-return structure of Islamic finance; vi)
centralizing Shari‘ah council/committee, supervisor and verdicts; vii)
ensuring tax neutrality and exemptions for Shar‘iah-compliant transactions;
viii) setting-up Shari‘ah compliance audit framework and audit program.
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Appendix 3: A Review of Regulatory Best Practices and Major
Recommendations as Suggested by Major International Organizations
Recommendation For Management and Control
Firm's internal risk controls should be made more robust and should
take systemic risk into account. Corporate boards need to take more
responsibility for their firms' risk management practices.

FSA

G30

CEBS



















Liquidity risk should be regulated within and across entities,
operational units, and currencies. Banks should develop a system
which monitors the flow of funds among their operational units.

BCBS

IIF

Banks should distinguish between their encumbered and
unencumbered assets, regulate their collateral position, and locate
where their collaterals are held so as to be able to mobilize them in a
timely manner







Banks should hold high quality liquid assets as insurance and be able
to raise funds by these assets without any legal, regulatory, or
operational obstruction.







Banks should monitor the main factors which affect the banks' ability
to raise funds, and daily regulate their intraday liquidity positions.







Increase the quantity and quality of the overall bank capital.





Sources and tenor of funding should be diversified. Banks should
maintain strong relationships with their funding providers.


Create counter-cyclical capital buffers, Capital levels to increase in
booms and decrease in recessions.





FSA

G30

Recommendation For Stress Testing
Stress testing should be conducted on a regular basis, with different
durations and severity levels. The central bank’s emergency lending
facilities should be included in the crisis scenarios in stress testing.
Recommendation For Contingency Planning

G30

Contingency plans to clearly outline the exact policies to follow during
a financial crisis should be put in place.
Recommendation For Public Disclosure
Banks' liquidity position information should be regularly disclosed to
the public. This includes the Information on banks' liquidity risk
tolerance, their types of liquidity risk, and the liquidity measurements
and stress testing assumptions.

FSA

IFSB



















BCBS

IIF

IMF

IFSB





CEBS

BCBS

IIF

IMF

IFSB







CEBS

BCBS

IIF

IMF

IFSB









CEBS



FSA






Bank executives' salaries should be based on incentives and a riskadjusted system to minimize the tendency of over-risk taking.

IMF

G30

Note: Financial Services Authority (FSA); Committee of European Banking Supervisors (CEBS); Basel Committee on
Banking Supervision (BCBS); Institute of International Finance (IIF); International Monetary Fund (IMF); Islamic Financial Services Board (IFSB)
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Financial Soundness Indicators
with Emphasis on Non-performing Loans
in Iran’s Banking System
Parastoo Shajari
and
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Abstract
This paper analyzes the financial soundness indicators in Iran`s banking
system. In the first part it emphasis on asset quality measure by the nonperforming loans ratio. The non-performing loans grew rapidly in last
decade in Iran‘s banking system and it reached higher than 25 percent of
total loans in 2010. We conclude that NPLs increase have impact on real
part of economy in the concept of credit crunch and bank lending decline
when NPLs exceeds a specific level of total loans. This paper also analyzes
the relationship between three financial soundness indicators (asset quality,
capital adequacy and profitability) and key macroeconomic, bank-specific,
and structural variables. The results show that asset quality and capital
adequacy are influenced by business cycle. Lending interest rate over two
previous years has a negative effect on asset quality. Capital adequacy is
affected by short term deposit interest rate and changes in the exchange rate.
Profitability fluctuates with inflation rate and NPLs ratio.
Keyword: financial soundness indicators, non-performing loans, capital
adequacy, profitability, credit crunch
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1. Introduction
Financial soundness indicators (FSIs) were introduced after financial crisis in
the late 1990s. FSIs provide better tools to assess the strengths and
vulnerabilities of financial system. In 2001 the IMF Executive Board
endorsed a list of core and encouraged Financial Soundness Indicators.
IMF and World Bank have promoted the measurement and use of FSIs,
particularly

in

the

context

of

the

Financial

Sector

Assessment

Program (FSAP).
There are many studies which analyze the determinations of banking
crises

and

they

focus

on

the

endogenous

relationship

between

1

macroeconomic indicators and the financial sector . Some other empirical
works focus on the relationship between macroeconomic variables and
indicators of financial instability , in the period of time including the time of
banking crises, over a sample of countries (but not necessarily limited to
crisis time)2. Rita Babihuga (2007) analyzes the relationship between selected
macroeconomic and financial soundness indicators (FSIs) using a newly
assembled panel dataset of FSIs for 96 countries covering the period 19982005. This analysis shows that FSIs fluctuate strongly with both the business
cycle and the inflation rate. Short term interest rates and the real exchange
rate also emerge as important determinants.
One of the most important financial soundness indicators is asset quality
and usually in the literatures it is measured by the NPLs ratio and the first
part of this paper is focused on NPLs ration in Iran`s banking system. The
banking system in Iran has faced rapid growth of non-performing loans over
the past decade. According to official statistics, from 2004 NPLs raised well

1. Caprio and Klingebiel (1996), Gonzalez-Hermasillo, Pazarbasioglu and Billings (1997),
Demirguc-Kunt and Detragiache (1998), Eichengreen and Rose (1998), Hardy and
Pazarbasioglu (1998) and Kaminsky (1999) consider the role of macroeconomic variables
in explaining specific time of banking crises.
2. Radelet and Sachs (1998), Chang and Velasco (1998) consider the adverse consequences of
macroeconomic stabilization on a weak financial sector.
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over10 percent of total loans and in 2010 it reached up to 50 billion dollars
(more than 25 percent of total loans).
There are many empirical evidences showing that the percentage of nonperforming loans is often associated with bank failures and also financial
crisis1. In the case of Iran, NPLs growth had no explicit sign of turmoil on
banking sector (or creates no bank runs) because of the government supports.
However it can be early sign of serious vulnerability in baking indictors
that‟s to say to bring a serious challenge about banks management and asset
quality in Iran. Moreover, when NPLs increase, the real economy can be
affected through the context of the credit crunch. This paper shows that the
deterioration of balance sheets acted to reduce bank lending when NPLs
exceeds a specific level of total loans in Iran.
This paper also focuses on three financial soundness indicators (FSIs),
asset quality, capital adequacy and profitability. FSIs are modeled as a
function of bank specific, macroeconomic and structural variables in Iran
during the period 1979-2009. The core FSIs reflect asset quality and are
measured by the ratio of non-performing loans, capital adequacy (the ratio of
capital to assets), and profitability (the return on assets, ROA). In fact this
paper tries to show which factors among the bank-specific, macroeconomic
and structural variables determine the FSIs in Iran.
We found that the cyclical component of real GDP has a positive
relationship with capital adequacy and asset quality. Inflation, imports, and
management instability have also significant and positive effect on nonperforming loans. Loans interest rate over the previous two years has a
negative effect on NPLs. The changes in exchange rate have a negative effect
on capital adequacy. NPLs and deposit interest rate have a negative and
significant effect on profitability.
Section II is divided in five parts; 1. NPLs definition, 2. The determinant
of NPLs, 3. NPLs in Iran‟s banking system, 4. NPLs and banking crisis, and
1. A. Demirgüç-Kunt and E. Detragiache (2005).
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5. The effect of NPLs in real economy. Section III discusses empirical
methodology and estimation results of three financial soundness indicators.
Section IV is the conclusion.

2. Non-performing Loans
2.1. Definitions of NPLs
Non-performing loan is defined as a loan that is not earning income when the
bank can no longer anticipate the full payment of principal and interest which
are past due by 90 days or more, or at least 90 days of interest payments have
been capitalized, refinanced or delayed by agreement. According to IIF and
BIS1 report NPLs are categorized:
 Substandard: Payment in doubt (over due by more than 3 months up to
6 months). Banks make 10% provision for the unsecured portion of
loans.
 Doubtful: Payment improbable (over due by more than 6 month to 1
year). Banks make 50% provision for doubtful loans.
 Loss: Virtually uncollectable (over due by more than 1 year). Banks
make 100% provision for loss loans.
This classification is based on the BIS documents and this system has
been changed over different countries and they chose other approaches to
classify their loans. Some countries are shortening the period for unpaid loans
when they become past due, in order to prevent the losses starting to
aggravate.
In Iran the loans classification has been made in four levels; passed,
matured loans (over due more than 2 months to 6 months), substandard
(principal and interest loan become past due more than 6 months to 18
months) and doubtful loans (principal and interest loan become past due more
than 18 months). The two last levels are considered as non-performing loans

1. Institute of International Finance and Bank for International Settlements
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and as we can see, in Iran, non-performing loans classification is less rigid
from the BIS criteria.
2.2. The Determinants of NPLs
There are many literatures in order to analyze the determinants of NPLs in
different countries. Keeton and Morris (1987) examine the losses by 2,470
insured commercial banks in the United States (US) over the period 1979-85.
They find that local economic conditions along with the poor performance of
certain sectors explain the variation in loan losses recorded by the banks. The
study also reports that commercial banks with greater risk appetite tend to
record higher losses.
In 1991, Sinkey and Greenwalt investigate the loan loss-experience of
large commercial banks in the US from 1984 to 1987. They argue that both
internal and external factors explain the loan-loss rate (defined as net loan
charge offs plus NPLs divided by total loans plus net charge offs) of these
banks. They show a significant positive relationship between the loan-loss
rate and internal factors such as high interest rates, excessive lending, and
volatile funds. Keeton (1999) analyze the impact of credit growth and loan
delinquencies in the US from 1982 to 1996. It shows a strong relationship
between credit growth and impaired assets. This paper finds that rapid credit
growth, associated with lower credit standards, contributed to higher loan
losses in certain states in the US. Bercoff et al. (2002) study the fragility of
the Argentinean Banking system over the 1993-1996 period and they find
that NPLs are affected by both bank specific factors and macroeconomic
factors. Salas and Saurina (2002) investigate the determinants of problem
loans of Spanish commercial and saving banks covering the period 19851997. They find that real GDP growth, rapid credit expansion, bank size,
capital ratio and market power explain variation in NPLs. Moreover, Jimenez
and Saurina (2005) study the Spanish banking sector from 1984 to 2003. It
provides evidence that NPLs are determined by GDP growth, high real
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interest rates. In commercial banks in India, meanwhile, Rajan and Dhal
(2003) use panel regression analysis and they show that macroeconomic
conditions which is measured by GDP growth and financial factors (such as
maturity, cost and terms of credit, banks size, and credit orientation) have
significantly impact on NPLs. Inaba et al. (2003)1 examine the
interrelationship between the increase in NPLs and real economic
performance in Japan since the 1990s. This study shows that the deterioration
in firms‟ balance sheets due to the collapse of land prices was responsible for
the increase in NPLs and they argue that the increase in NPLs, in its turn,
distorted real economic performance via malfunctioning in the banking
sector. Both a “credit crunch” and “forbearance lending” took place, and
these caused a decline, through the banking sector, in the efficiency of
economic resource allocation. For several Sub-Saharan African countries,
Fofack (2005) attributes the strong association between the macroeconomic
factors and non-performing loans to the undiversified nature of some African
economies. The result shows that economic growth, real exchange rate
appreciation, the real interest rate, net interest margins, and inter-bank loans
are significant determinants of NPLs in these countries. Hu et al. (2006)
examine the relationship between NPLs and ownership structure of
commercial banks in Taiwan covering the period 1996-1999. They show that
banks with higher government ownership recorded lower non-performing
loans. Khemraj and Pasha (2009)2 attempt to ascertain the determinants of
non-performing loans in the Guyanese banking sector. They find that the real
effective exchange rate has a significant positive impact on non-performing
loans. This shows that an appreciation in the local currency leads to higher
non-performing loan portfolios of commercial banks. They show that GDP
growth is inversely related to non-performing loans and banks with relatively
1. Nobuo, Inaba, Takashi Kozu, Takashi Nagahata, and Toshitaka Sekine (2003) “Nonperforming Loans and the Real Economy: Japan‟s Experience”, presented at the BIS
Central Bank Economists Meeting, October 2003.
2 Tarron, Khemraj, and Sukrishnalall Pasha, (2009).
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higher interest rates and excessive lending is likely to incur higher levels of
non-performing loans.

2.3. NPLs in Iran`s Banking System
Non-performing loans growth accelerated to 104 percent in 2004-05 from 30
percent in 2002-03 and it reached 50 billion dollars in 2009-2010 (figure 1,
2). The growth of NPLs in Iran in last five years was around 70 percent and it
has exceeded to more than 10 percent of total loans between 2004 -2006. As
we can see, the accumulation of NPLs is still high and NPLs maintain its
upward trend.
Figure 1: Non-performing Loans
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2.4. Non-performing Loan and Banking Crisis
The direct consequence of large amount of NPLs is banks failure. In fact the
asset quality is a statistically significant predictor of insolvency (e.g.
Dermirgue-Kunt, 1989; Barr and Siems, 1994). The failing banking
institutions always have high level of non-performing loans prior to failure
(Hou, 2007). Even if the exceed of NPLs above the critical point doesn‟t lead
to bank failure, there is negative relationship between the non-performing
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loans and performance efficiency [Kwan and Eisenbeis (1994), Hughes and
Moon (1995), Resti (1995)].

Figure 2: Non-performing Loans Growth (%)

The beginning of a banking crisis can be indicated by two types of
events, I) bank run lead to closure, and II) there is no bank run but there is
merging, takeover or large scale government assistance to financial institute.1
Demirguc-Kunt and Detragiach (2005) present two other conditions as singe
of banking crisis; when the ratio of non-performing assets to total assets in
the banking system exceeded 10 per cent and the cost of the rescue operation
was at least 2 per cent of GDP.
Other literatures also widely accept that the percentage of NPLs is often
associated with bank failures and financial crises in the developing and
developed countries. In East Asia and Sub-Saharan African countries high
non-performing loans lead to several financial and banking crises. The recent
financial crisis in United State was also attributed to the rapid default of subprime loans/mortgages.
1 Reinhart and Kaminsky (1999).
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In order to determine the banking crisis, many studies focus on the role of
the macroeconomic variables and its impact on banking system.1 Some
studies analyze the banking crisis trough the link between macroeconomic
variables and financial soundness indicators. Cihak and Schaek (2005)
integrate financial soundness indicators in an early warning model of banking
crises to assess if FSIs may have impact in predicting banking crises.2 As we
can see in figures 3 and 4, in Iran, non-performing loans to total loans has
been exceeded from 10 percent in 2003-04, and NPLs to total asset has been
exceeded from 10 percent in 2008-09.
Figure 3: Non-performing Loans to Total Loans
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1 Caprio and Klingebiel (1996), Gonzalez-Hermasillo, Pazarbasioglu and Billings (1997),
Demirguc-Kunt and Detragiache (1998), Eichengreen and Rose (1998), Hardy and
Pazarbasioglu (1998) and Kaminsky (1999).
2 Podpiera (2004), Wong (2005) and Cihak et al. (2005).
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Figure (4) Non-performing Loans to Total Assets
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NPLs increase seems to have no great impact such as bank run or
merging in Iran‟s banking system, but it cans show the fragility of banking
system and the lack of efficient banking supervision. Consequently it‟s
important to analyze NPLs because it can be considered as an indicator of
financial vulnerability and can be a good sign for the future turbulence in
banking system.

2.5. Effect of NPLs on Real Economy
Non-performing loans can cause economic stagnation problems. NPLs
growth in the real economy can be sign of unprofitable or inefficient
enterprises, hence the sign of improvement in economic situation could be
decline of NPLs. Otherwise, if NPLs increase, the resources are locked up in
unprofitable sectors and consequently it has a negative impact on the
economic growth and decline the economic efficiency (Hou, 2007).
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Credit crunch could establish a link between NPLs and real part of
economy. In this situation, banks don‟t accept to take new risks and credit
crunch could happen. A “credit crunch” is a disequilibrium phenomenon and
it leads to credit rationing where loans are allocated via non-price
mechanism. If this situation continues, eventually, it could impose additional
pressure on the performance of the monetary policy.
The theoretical models try to explain the conditions that banks squeeze
their credits. Krueger and Tornell (1999) analyze the credit crunch in Mexico
after the 1995 crisis. They argue that banks with bad loans reduce their
capacity to provide fresh fund for new projects. Krugman (1998) and
Kobayashi and Kato (2001) show that a change in bank`s risk preferences
makes them softer about providing additional loans. Agung et al. (2001) use
the macro and micro panel data analyzes to study credit crunch in Indonesia
after the crisis. They show that credit crunch happened in August 1997, one
month after the contagion effects of the exchange rate turmoil in Thailand
spreading to Indonesia. Sakuragawa (2002) argues that a bank without
sufficient loan loss provision has an incentive to cover its true balance sheet
in order to assure the minimum capital requirement. Hou (2007) uses the
threshold regression technique on the large panel data set of commercial
banks from 19 countries. He found that there are some evidences that NPLs
have non-linear effects on banks‟ lending behavior.
In general, NPLs increase makes the banks to decrease their lending and
decline their asset with higher risk. Consequently, this situation has direct
impact on investors who need fund in order to develop their business, and
then has indirect impacts on economic growth.
In Iran even the NPLs has been exceeded more than 10 percent of total
loans in the past few years and it seems necessary to analyze whether NPLs
have negatively affected banks.
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Figure 5: Loan Growth and NPLs (normalized)

Between 1977 and 2005 the trend of the NPLs to total loans and the trend
of credit growth are smooth and almost change in the same direction. After
2007-2008 this trend has been changed. From 1990 to 2007 the average credit
growth rate was more than 32 percent. This rate have started to decline after
2007- 2008 and it decreased to 12 percent in 2009.
The empirical model is specified to capture the credit supply side factors.
Normally, the supply of loans is determined by banks‟ lending capacity and
factors that influence banks‟ willingness to provide credit. In this paper, nonperforming loans are also taken into consideration. Based on credit crunch
view, the NPLs should have a negative effect on loans, implying that the
higher NPLs in a bank‟s portfolio, the less credit that the bank can and is
willing to supply.
In order to see whether the NPLs can cause any lending squeeze, we
study the Iran‟s banking system balance sheet. In the balance sheet, assets are
mainly composed of commercial loans and other earning assets; while on the
liability side, deposits and capital are the main components. Thus, the loan
growth is affected by deposit, capital and other earning assets growth and
also non-performing loans to total loans.
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Before estimation of the model we use the granger causality test in order
to see whether NPLs is useful to determined banking loans.
Sample: 1979-2009
Lags: 2
Null Hypothesis:
NPL does not Granger Cause Loans growth
Loans growth does not Granger Cause NPL

Obs

F-Statistic

Probability

30

3.55170

0.04807

0.30037

0.74318

Simple test using NPLs and loans growth show that the null hypothesis is
rejected in the first row and it would seem that values of NPLs help to predict
loans growth rate.
In order to analyze the role of NPLs on real part of economy and to check
for the credit crunch in Iran`s banking system, we adopt combination of the
framework used by Hou et al. (2007) and Inaba et al. (2005). The basic
model is as follows:
Lgr is the loan growth rate, D is the deposit growth rate, C is the capital
growth, OEG is the other assets growth rate, Ir is the weighted rate of loans
according to their allocations to different sectors and NPL is the ratio of nonperforming loan to total loans.
NPLs square have a significant and negative relationship with bank
lending growth. That means when NPLs increase from specified limit, it has
negative effect on the bank`s lending. Mathematical calculations show that
the critical point for NPLs is 11.25, when it starts to have a negative effect on
banks' lending level. Loans interest rate has no significant effect on banks‟
lending. As we can see in the figure 6, the real loans interest rate (and also
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real deposit interest rate) is almost negative1. This fact can explain why there
is no significant relationship between credit growth and loans interest rate.
Table 1: Estimation1 Results for Bank Lending Growth Function
(1979-2009)
Independent Variables

Estimation 1

Estimation 2

Estimation 3

constant

-4.278
(-1.04)

-2.66
(-0.77)

-2.916
(-0.99)

deposit growth rate

0.2707
(2.05)*

0.2878
(2.01)**

0.288
(2.02)**

capital growth

0.0017
(0.20)

0.0035
(0.38)

0.0028
(0.35)

nonperforming loans

3.104
(2.02)*

3.6738
(3.109)***

3.6721
(3.08)***

-0.136
(-2.14)***

-0.1633
(-3.35)***

-0.159
(-3.17)***

loan(t-1)

0.246
(1.81)*

0.2496
(2.06)*

0.262
(2.04)*

interest rate

0.337
(0.64)

nonperforming loans^2

other assets growth rate

1.959e-05
(0.17)

R-sq

0.76

0.81

0.80

DW

1.938

1.872

1.89

1. GMM method of estimation. T-statistic in the parentheses; *significant at 10%, **
significant at 5%, ***significant at 1%.

1 It is interesting to mention that due to the difficulties to access public banks facilities with
the low fixed rate, there is tendency toward the private banks in the past years. In 2005 the
interest rate approved by central bank was 17 percent for private banks but in reality the
private banks gain more than 22 percent with new formula in their calculation method.
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Figure 6: Real Loans and Deposit Interest Rate
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3. Financial Soundness Indicators
In order to analyze the financial soundness indicators in Iran`s banking
system we consider banking, macro and structural variables. Three core
soundness indicators are asset quality measured by ratio of nonperforming
loans to total loans, capital asset measured by the ratio of capital to asset and
profitability measured by return on asset. Before our estimation we examine
the stationarity of the time series used in our estimation. We use the GMM
estimation and the idea is to choose the parameter estimates so that the
theoretical relation is satisfied as “closely” as possible. The theoretical
relation is replaced by its sample counterpart and the estimates are chosen to
minimize the weighted distance between the theoretical and actual values.
GMM is a robust estimator in that it does not require information of the exact
distribution of the disturbances. To achieve more appropriate and reliable
results we consider three estimations for each financial indicator based on
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significance of each independent variable and if the independent variable is
not significant in the first estimation it has been eliminated in the further
assessments. In our estimation, we pay special attention to two target
variable, business cycle and inflation, in order to see the effect of the
financial indicators on the macroeconomic.

3.1. Asset Quality
This paper analyzes the relationship between NPLs and key macroeconomic,
structural and bank specific variables in Iran in the period 1979-2009. In
order to model the determinants of NPLs we employ combination of reduced
form model of Jimenez and Sausina (2005) and also the approach adopted by
Demirguc Kunt and Huizinga (2000).
The equation is as follows:

The nonperforming loans as a ratio of total loans (NPLs) is a function of
business cycle (bc), annual changes in the inflation rate (P), loans interest
rates (ir) (is the weighted rate of loans according to their allocations to
different sectors), imports (m), unemployment rate (unemr) and total loans to
asset (la). We also create a variable for quality of banking management,
called “management instability” (ms)1, and measured as the number of
changes in the chairman of the board and managing director in 11 banks in
Iran through one year)2. As instruments we choose second lag of NPLs and
first lag of business cycle and imports.

1 We control two other dummies such as the corruption perception index and the high
inflation (when its rate rose by more than 20 percent) accompanied with large budget deficit
as index of central bank independence.
2. Rita. Babihuga (2007) use BCP index (measuring the quality of regulatory supervision)
from FSAP reports, IMF as industry variable (this data isn‟t available for Iran).
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Table 2: Estimation1 Results for Non-performing Loans Function
(1979-2009)
Independent
Variables

Estimation 1

Estimation 2

Estimation 3

Constant

8.8707
(1.21)

0.2032
(-1.24)

0.4559
(0.717)

Business cycle

-8.64E-05
(-2.41)**

-5.54E-06
(-4.08)***

-5.59E-05
(-4.36)***

Import

0.0002
(10.39)***

8.46E-05
(4.40)***

8.41E-05
(4.48)***

Management
instability

0.2050
(1.83)*

0.241
(2.09)*

0.1249
(2.32)**

Inflation

0.0173
(0.39)

0.0133
(0.42)

Unmpl

-0.6828
(-1.63)

Interest rate

-0.7359
(0.53)

Interest rate(-2)

-0.144
(-2.92)***

-0.1505
(3.32)***

Npl(-1)

0. 9605
(10.80)***

0.969
(11.7)***

0.76

0.94

0.94

1.7

1.86

1.82

R-sq
DW

1. GMM method of estimation. T-statistic in the parentheses; *significant at 10%, **
significant at 5%, ***significant at 1% .

Our estimations show that business cycle has negative effect on NPLs
and confirm that the Asset quality will improve in economic booms. The
effect of the inflation is ambiguous and it depends on whether inflation is
anticipated or not. Our result shows that inflation has no significant effect on
asset quality. The average annual inflation between 1979 and 2009 was 19.36
in Iran and this shows that economy has faced mostly high inflation rate in
these years. Therefore inflation rate in Iran is mostly predictable for the
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borrowers. There is no significant relationship between unemployment and
NPLs1 in Iran. Loans interest rate over the previous two years has negative
and significant effect on NPLs. Loan interest rate would make loans
repayments more difficult for the borrowers. The imports show strong,
significant and positive effect in our three estimations which mean that it has
negative effect on asset quality. In other words, it shows how higher imports
deteriorate the domestic product which leads to inability of producer to pay
back their depts. The management instability (measured as the number of
changes of chairman of the board and managing director) is associated with
lower asset quality. We also control for exchange rate fluctuation but we
haven`t seen any significant relationship between asset quality and exchange
rate changes.

3.2. Capital Adequacy
To assess the determinant of the bank capital ratio, we employ the
methodology developed by Shrieves (1992) and used also by many
researchers as Babihuga (2007). The changes in the bank capital ratio is
composed of two components, a prudential adjustment and factors exogenous
to the bank and each bank has aimed at a certain target capital ratio.
ΔCRt = ΔdCRt + εt

(1)

where ∆CR is the observed change in the capital ratio ∆dCR is the prudential
change, and ε is the exogenous random shock. The banking system may not
be able to adjust their aimed capital ratio and risk levels rapidly; therefore,
the prudential changes in capital ratio are proportional to the difference
between the objective level and the level existing in period t-1.
ΔdCRt = ρ (ΔCR*t - ΔCRt-1) + εt

(2)

1. Higher unemployment rate in many countries has negative effect on borrower ability to
repay and affecting negatively asset quality.
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In the long run, CAR tends to the optimal CAR*, ρ is the speed of
adjustment and CAR*t indicates the target capital ratio in period t, which is
not directly observable. When we replace equations (1) into equation (2) the
observed changes in the bank capital ratio can be written as:
ΔCRt = ρ (ΔCR*t – ΔCR t-1) + εt

(3)

The equation (3) shows that observed changes in the capital ratio in
period t are a function of the target capital ratio, lagged capital and any
random shocks.
Therefore, in order to estimate capital adequacy we control certain
macroeconomic variables and a range of bank specific determinants. We also
include a control variables, such as the size of banking system (size)
measured as the log of total assets in the banking system. The equation is as
follows:

The capital ratio variation (CR) is a function of business cycle (bc),
annual changes in the inflation rate (P), the annual changes in exchange rate
(ex), deposit interest rate (ir) and lagged capital ratio (CR-1). As instruments
we choose second lag of capital and changes in capital and first lag of
business cycle.
One period lag of capital ratio means the cost of increasing capital or
adjustment cost, therefore higher cost of adjusting capital means that banks
will hold a capital buffer. Our results show the positive relationship between
business cycle and capital ratio, despite of the theories which emphasis that in
recession banks take precautionary measures and they hold more capital and
higher capital to asset ratio to maintain regulatory requirement. Short term
interest rate has positive and significant effect on capital ratio which means
the effect of loans interest rate is dominate. The changes in exchange rate
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have negative and significant effect on capital ratio. Inflation and size of
banking system show no significant relationship with capital ratio.
Table 3: Estimation1 Results for Capital Adequacy Function (1980-2009)
Independent Variables

Estimation 1

Estimation 2

Estimation 3

Constant

-0.009
(-1.03)

-0.017
(-1.30)

-0.015
(-1.23)

Business cycle

8.12E-07
(1.79)*

1.33E-07
(1.80)*

1.17E-07
(2.18)**

Inflation
Long term deposit interest
rate

-3.54E-5
(0.74)

-8.28E-05
(-0.95)

-0.0001
(-0.20)

Short term deposit interest
rate

0.004
(2.04)*

0.002
(1.82)*

Ca(-1)

0.748
(13.62)***

0.699
(12.65)***

0.7202
(13.25)***

Exchange rate

-2.14E-06
(-3.27)***

-2.23E-6
(-3.15)***

-1.02E-6
(-2.75)**

Size

0.0004
(0.71)

R-sq

0.76

0.80

0.80

DW

1.92

1.80

2.11

1. GMM method of estimation. T-statistic in the parentheses; *significant at 10%, **
significant at 5%, ***significant at 1% .

3.3. Profitability
We considered our model on the base of framework which was used by
Babihuga (2007), Abreu and Mendes (2002) and Demirguc-Kunt and
Huizinga (1999). Profitability is modeled as a function of macroeconomic
variables, bank specific determinants and credit risk. We also include the
annual changes in banking system loans
The equation is as follows:
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The capital ratio variation (CR) is a function of business cycle (bc),
annual changes in the inflation rate (P), changes in total loans
annual
changes in non-government deposit (D), nonperforming loans (NPLs) and
deposit interest rate (ir). As instruments, we choose first lag of loans interest
rate and non-government deposit interest rate.
Our results show no significant relationship between business cycle and
profitability which means that there is no relationship between economic
booms and higher profitability. The effect of inflation on profitability is
strongly positive. Higher inflation brings higher interest margins and
consequently more profitability and banking system profit from the
inflationary situation. Interest rate has strong negative effect on profitability.
It means lending rate, comparing to deposit rate, has dominate effect on
profitability. Higher NPLs means higher exposure to risk, can lead to lower
profitability. Capital ratio and changes in exchanges rate have no significant
effect on banks profit.
Table 4: Estimation1 Results for Profitability Function (1980-2009)
Independent Variables
Constant
Business cycle
Inflation
deposit interest rate
CR
NPL

Estimation 1
0.32
(5.80)***
4.24E-08
(0.17)
0.0021
(7.41)***
-0.024
(-6.820)***
0.41
(1.15)
-0.0047
(-2.043)*

Exchange rate

Estimation 2
0.34
(8.73)***
-1.59E-07
(-1.16)
0.0024
(6.87)***
-0.025
(-10.51)***
0.281
(0.67)
-0.00667
(3.85)***
4.77E-07
(0.36)

Deposit
Loans

Estimation 3
0.3
(4.72)***
1.17E-07
(0.43)
0.0023
(10.11)***
-0.227
(-5.37)***

0.0038
(1.80)*

1.39E-07
(2.18)*
2.02E-07
(1.99)*

R-sq

9.94E-07
(1.91)*
0.84

0.75

DW

1.81

1.76

1. GMM method of estimation. T-statistic in the parentheses; *significant at
10%, ** significant at 5%, ***significant at 1%.
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4. Conclusion
This study attempted to analyze NPLs in Iran‟s banking system which have
grown rapidly in the past decade. From 2003, NPLs have started to rise and it
arrived at 23 percent of total loans and 10 percent of total asset in 2009. This
increasing trend has continued, and according to official statistics in 2010 it
reached up to 50 billion dollars which means more than 25 percent of total
loans. According to the official statistics, more than 23 billion dollars of
NPLs belong to the four major banks of Iran in 2009 (Melli, Melat, Tejarat
and Saderat banks) and in the same year Melli bank financial report confirms
that 30 percent of NPLs in Iran‟s banking system belong to this bank
(Donyayeh Eghtesad, 2 August). As we can see a major part of NPLs belong
to semi-public sectors.
NPLs growth had no explicit sign of banking turmoil but it can be early
sign of serious vulnerability in banking indictors that‟s to say to bring a
serious challenge about banks management and asset quality in Iran. NPLs
can also have impact on real part of economy through credit crunch. The
results show that the deterioration of balance sheets acted to reduce bank
lending when NPLs exceed a specific level of total loans. This situation can
decline the economic growth and leads to economic stagnation.
We also focused on three financial soundness indicators (asset quality,
capital adequacy and profitability) and their relationship with selected
macroeconomic, bank specific determinants and structural variables in Iran
from 1979 to 2009.
As our results showed, beside the macroeconomic variables, the
management instability (as proxy for central bank independence) is also one
of the important determinants of the asset quality measured by NPLs ratio in
Iran`s banking system. The unsuccessful implementation of the loans scheme
for early return projects (started in 2005 and still unfinished in 2010), go
along with higher growth rate of imports, and growth of rent-seeking in Iran`s
banking system can be considered as important factors in rapid increase of
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NPLs. The effect of loans interest rate over the previous two years on asset
quality has positive effect on asset quality. Business cyclical and short term
interest rate has a positive relationship with capital adequacy. The annual
changes in exchange rate have negative effect on capital adequacy. NPLs
and deposit interest rate have a negative and significant effect on
profitability.
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Gaining Competitive Advantages on
E-CRM in Financial Institutions in Iran
through B2B Model
Rozita Shahbaz Keshvari

Abstract
Due to violent and ferocious competition and global changes of new trends,
directions and new ways of doing business, financial institutions grapple with
new challenges and opportunities in today business. The advancement in
technology, information and communication has forced banks and financial
institutions into hard competition. In this new technology era, people as the
customers are the elements on which the banks are concentrating to manage
customer relationship. In this complicated situation, Electronic customer
relationship management (E-CRM) is seen applicatory and beneficial
solution to improve customers‘ service, develop a profitable and long term
relationship and retain valuable customers. E-CRM results from the
consolidation of traditional CRM (Customer Relationship Management) with
the e-business applications in marketplace. This research is built up from
understanding the core attributes which construct the E-CRM in Iran
Financial Institutions. The main reasons that this research has been chosen,
is reaching the elements which have operational effect on customer
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satisfaction and its effect on banking performance, apprehending how
business customers are led in successful relationship with banks.
Furthermore, the research provides opportunity for managers to evaluate,
and analyze not only their own performance in implementation of E-CRM in
the financial institutions, but also identify their effectiveness and feebleness
with the aim of improving better management. On the other hand, performing
this study brings about the prominent comparison between managers and
business customers‘ perception to offer the right service in the right manner
and in the right time. This study includes the methodology, and questionnaire
composition, so that its duplication by others can be performed easily.
Keywords: competitive advantages, Electronic Customer Relationship
Management (E-CRM),

business

Relationship Technology
JEL Classification: G21

to business,

Electronic

Customer
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1. Introduction
1.1. Background
1.1.1. RM (Relationship Marketing)

Relationships are the foundation to the effective development and adaptation
of new business philosophy, although businesses have taken care of
relationships with their customers for many centuries (Gronross C,1994).
Relationship marketing got popular in 1990s but it has a long history under
different names. In its beginning, one-to-one marketing appeared in the
mid1990s, which changed into CRM Customer Relationship Management)
as the number one business buzzword at the turn of the millennium (Gronross
C,1994).
Relationship marketing in retail banking is the activity done by banks to
attract, interact and retain more profitable customers because most retail
banks have both profitable and unprofitable customers (Walsh, 2004).
Organization investigations have put light on importance of retaining
customers which is not a great deal apart from attracting new ones (Massey,
2001). Relationship marketing has turned out to become an important factor
in financial services (Zineldin, 1995). To gain competitive advantage, big
companies are now moving to a new orientation which is termed as
customer-centric orientation (Bose, 2002). The following figure shows the
direction of business:

Figure 1.1: Business Orientation of the Last 150 Years

Source:(Bose, 2002)
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1.1.2. CRM (Customer Relationship Management)

At the end of 1999 many practitioners used the term RM to describe customer
relationship management (CRM) (Egan, 2001). Customer relationship
management (CRM) came into the spotlight when markets were getting more
and more competitive. Today the marketing model is changing from
product-centered approach to a more customer-centered approach (Gilbert C.
David, 2003).
The focus of CRM helped financial institutions to understand the
customers‟ current needs, what they have done in the past, and what they plan
to do in the future to meet their own goals (Xu Y, 2002). The overall goal of
CRM is to create the maximum customer lifetime value, by creating trust,
customer loyalty and long term relationships. Admittedly CRM has various
definitions, for instance Gooding has defined CRM, as interactive process
with the purpose of getting more profit. It is a communicating tool to achieve
maximum balance between corporate investments and the satisfaction of
customer needs. Massey believes that CRM is about attracting, developing
maintaining and retaining profitable customers over a period of time
(Massey, 2001).
1.1.3. E-CRM (Electronic Customer Relationship Management)

Electronic customer relationship management (E-CRM) is seen to arise from
the consolidation of traditional CRM with the e-business applications
marketplace and has created a flurry of activity among companies. “E-CRM
is the proverbial double-edged sword, presenting both opportunities and
challenges for companies considering its adoption and implementation”
(Kennedy, 2006,p 1).
E-CRM refers to the marketing activities techniques which implemented
through the internet and web to locate, build and improve long term customer
relationships (Lee-Kelley, 2003). In this internet era, banks all around the
world have realized the potential of the web business and consider internet as
a tool for CRM that by following its strategies and moving across the
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electronic growth goes to accomplish E-CRM successfully. “E-CRM can also
include other e-technologies and new e-channels including mobile telephony,
customer call and contact centers and voice response systems. The use of
these technologies and channels means that companies are managing
customer interactions with either no human contact at all, or involving
reduced levels of human intermediation on the supplier side” (Anon, 2002,
pp12-13).

1.2. Electronic Commerce
New economic models have gradually risen out, a few years after the Internet
bubble burst. E-commerce, a subset of e-business, is a way to carry out
business or financial transactions or deals over internet. Internet is a fast way
to communicate with consumers or other business parties. This trend of
online transactions is becoming popular nowadays. Contrary to popular
belief, e-commerce is not just on the Web. In fact, ecommerce was alive and
well in business to business transactions before the Web back in the 70s via
EDI (Electronic Data Interchange) through VANs (Value-Added Networks).
E-commerce can be broken into four main categories: B2B (Business-toBusiness), B2C (Business-to-Customer), C2B (Customer-to-Business), and
C2C (Customer-to-Customer) (http://www.ecommercce. com/ definition/
types/ accessed on January 12, 2011). According to the context of this study,
we consider just B2B (Business-to-Business) model.
1.2.1. B2B (Business to Business)

In today‟s industrial markets, relationship marketing is accepted by industrial
marketers (Morris, 1998). Business marketing is marketing of products and
services to other companies, institutions and other organizations that brought
about several advantages which consist of shorter and direct channel of
distribution, more emphasis is on personal and direct selling, web is fully
integrated, and buying processes are complex and are resulted in unique
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promotional strategies (F. Robert Dwyer, 2001). According to Dwyer,
Business customers are classified into different sizes from small to large
which are geographically scattered and are fewer in number.

1.3. Research Problem
Confronted with the fierce competition in the internet age and today
telecommunication marketplace lead banks to grapple with difficulties for
survival when the customer is having access to a variety of products and
services. Due to some problems occurred in this situation such as: customer
inquiries are not provided and transactions become complicated, the
customers‟ expectations and requirements are changed. They need the
organizations which utilize different electronic technologies like call centers,
ATMs, voice response systems and etc., to satisfy their need with the best
quality fast and in a cost effective way (Puccinelli, 1999).
“Managers really need to look at areas where opportunities lie because
industry consolidation, virtual delivery channels and the ability to move
money around at the click of a mouse are making it easier for customers to
pack their bags and say bye to the bank “ (Puccinelli, 1999, p 48). For
providing high quality of customers service, of course, technological
capabilities are not adequate (Dyche, 2001). Accordingly, analyzing the
business condition and understanding the requirements for automation are
two basic steps for companies which focus on customer service (Xu Y,
2002).
In this difficult and demanding situation, adoption of the internet and
availability of electronic channels of communication, are becoming possible
and a significant way to gather customer related information with the aim of
building customer database. Through the using of high advanced electronic
communications tools and E-CRM applications, the organizations can handle
and manage customer interactions over these new electronic channels of
communications (R. Kumra, 2001).
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Unexpectedly there is a lack of scientific research toward E-CRM that
focuses principally on the advantages of it in banking sector. Therefore, for
well awareness of the target customers and building profitable and long term
relationship with the manager of the financial institutions and then, the
problem area has been defined as: “Gaining Competitive Advantages on ECRM In Financial Institutions in Iran through B2B Model” to better
understanding of the E-CRM and its advantages.

1.4. Overall Research Purpose
Regarding the reasoning above, the purpose of this study is to examine the
competitive advantages on E-CRM in financial institutions. A primary
purpose of management and marketing strategy is to develop a competitive
advantage which provides customers with superior value compared to
competitive offerings, thereupon to justify this purpose; three main objectives
are followed in this study, which include:
1. The understanding of the core attributes constructing the E-CRM in
Financial Institution;
2. The understanding of the association between E-CRM benefits and
competitive advantages in Financial Institution;
3. The comparison of the managers‟ perception and business customers‟
perception about E-CRM implementation.

1.5. Research Hypotheses
In this study, following hypotheses are going to be examined:
H1: E-CRM benefits have positive effect on customers‟ satisfaction
H2: E-CRM competitive advantages have positive effect on customers‟
satisfaction in choosing the banks to do their financial and business works
H3: Managers and business customers have the same perception about the
implementation of E-CRM
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H4: E-CRM technologies have an effect on customers‟ attraction and
banking system
H5: There are differences between perception of organizational customers
and financial institutions‟ employees.

1.7. List of Iranian Financial Institutions
Six investigated banks which have formal permission by The Central Bank
Of Iran have been presented below. As shown in table 1.1, there are four
major classifications of banks in Iran. Only sixteen of twenty six above
mentioned banks have participated in this research (see table below, the
highlighted ones are the participated banks).
Table 1.1: List of Iranian Financial Institutions
Number

Banks’ type

1

Governmental
Commercial Banks

Sepah Bank, Meli Iran Bank, Post Bank

2

Gharz-al-hasaneh
Bank

Mehr Loan Bank of Iran

3

Private Banks

4

Specialized
Business Banks

Banks

Eghtesad Novin Bank, Parsian Bank, Karafarin
Bank, Pasargad Bank, Saman Bank, Sarmaye
Bank, Sina Bank, Tat Bank, City Bank, Dey
Bank, Ansar Bank, Tejarat bank, Refah Bank,
Saderat Iran Bank, Mellat Bank, Hekmat Iranian
Bank, Tourism Bank
Tose Saderat Iran Bank, Sanat o Madan Bank,
Agriculture Bank, Maskan Bank, Tose'e Ta'avon
B.

Source: www.cbi.ir

2. Literature Review
According to “E-CRM in Indian Bank (R.K. Mittal, 2001, p1) “Technology,
people and customer are the three elements on which hinge the success of
banking in the fast changing economic environment.” The ultimate
performance of a bank depends upon the satisfaction of its customers. They
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thought emerging competitive and technological era lead banks to strive hard
for retaining and attracting more customers to create their sustainable
customer base. A key and technical word in banks is E-CRM in the corporate
sector. E-CRM brings about some advantages such as defining the customers
as valuable in the long-term relationship and also viewing customer
relationships as learning relationships. Living in the internet era which all the
business is done in electronic communications, the concept of CRM
translates into E-CRM which essentially based upon managing customer
interactions over the web. They found out that Banks must build their brand
image in assuring customers about the safety of their money and security of
transactions on the Net. They concluded that the most useful E-CRM
technologies which are used in Indian banks are: Internet banking, Data
Warehousing and Data Mining, ATMs, Telephone banking or Mobile
banking, computerized decision support system, E-mail, Computer
networking and Customer smart cards. Furthermore, E-CRM based alone on
Internet will seem to be a wrong strategy for banks in India. Jose Fonellosa of
Spain BBVA, which acquired first E-CRM, says internet is at best a zero sum
game for banks. For high end products, customer cannot only rely on ebanking. For social interactions, people would like to visit their traditional
brick and mortar branches. Click and brick seems to be the right model which
ultimately will succeed in India. Indian banks attempt to learn more about
E-CRM and provide the right services align with all the desired
customers‟ needs.
According to “Benefits of E-CRM for Banks and their customers: Case
Studies of Two Swedish Banks” “E-CRM is a combination of IT sector and
also the key strategy to electronic commerce” (Srinivas Anumala and
Bollampally Kishore Kumar Reddy, 2007, p2). Bank customers‟ expectations
are referred to what they deserve (Boulding, 1993). Substantially, desired
service and adequate service are two kinds of expectations which the first one
represents the hope and desired level of performance and the second one
expresses the basic and common service expectations (Zeithaml, 2000).
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Their findings indicate that E-CRM enables financial institutions and
organizations to maintain relationship with customers and both of the banks
use less emails for their business purpose and by implementing E-CRM, their
personalized and one to one service is improved. Moreover, to improve and
maintain secure transactions of the customers, the mentioned banks have
latest techniques and technologies. They also investigated about the benefits
of E-CRM for the customers and they found out customer interaction and
satisfaction is found to be an important benefit and trust and convenience is a
vital benefit for the customers of banks. There are other advantages which
they discovered such as: speed at the transactions process and their rate
of accuracy, reliable employees and availability of the latest information
technology.
According to “Electronic Customer Relationship in Online Banking” to
satisfy customers, companies should maintain consistency in all interaction
channels like the Internet, E-mail, Telephone, and Web, Fax and company
areas like sales, services, marketing and other fields. In the comparison of
traditional CRM and E-CRM, it seems that E-CRM is the appropriate
technique which supports marketing, sale and service while traditional CRM
has limitations to support outside channels (Shan, 2003). They investigated
how banks use E-CRM tool to maintain their customer relations by using the
internet and also exploring the E-CRM benefits and finding the best way that
leads to success of bank. They found out two cases that banks implemented
and used E-CRM mostly for Mass Customization, Customer Profiting, Self
Service, One to One interaction and Automatic locks for security that brings
about operation cost reduction, increase of customer loyalty and more profits.
Based on the mentioned discussion, in this section we have briefly tried
to discuss some of the major and related studies addressing the benefits of ECRM. A comprehensive summery is designed in figure 2.1.
Throughout our reading and search, we came to the conclusion that, those
scholars who talked about the benefits of the E-CRM were very particular
about these issues: transaction security enhancement, increase in speed of
processing the transaction through e-response, cost saving, convenient
accessibility to services, and finally raising revenue and profitability.

Gaining Competitive Advantages on …

201

The long-term business relationships provide many potential benefits for
banks and clients. E-CRM can be used as an approach to relationship
management with multiple stakeholders including customers, employees,
channel partners and suppliers (Kennedy, 2006). According to the above
discussion, we explore the key benefits of E-CRM for research data
collection process (See figure 2.1). Moreover, a long-term relationship may,
for instance produce strategic benefits for the bank in its marketing by
generating references and credentials or it may create competitive advantage
by building barriers to switching (R.K. Mittal and Rajeev Kumra, 2001).
Figure 2.1: E-CRM Benefits

202

Money and Economy, Vol. 6, No. 3, Spring 2012

3. Methodology
For any study research design looks like the framework which is used to
collect and analyze data. The purpose and research objectives of this research
indicate that this study is descriptive and somewhat exploratory. As E-CRM
is a new research area for the banks and financial institutions and also i
cannot find similar research and studies which concentrate on our field of
study, firstly we describe the area of the research and later explain the issues.
Therefore, descriptive and exploratory research is suitable research design for
our study.
While conducting my study we found that both qualitative and
quantitative approaches fulfill the requirements of this paper. According to
the base of this study that is based on scientific theories, we used deductive
approach in our research. We started the research by using existing theories
in the area of E-CRM due to the fact that we found it appropriate to start up
with the established theories to get a solidified substructure of our research
and to further construct the questions in the interview guide and
questionnaires and then logically to draw conclusions based on the
knowledge and empirical findings.
Moreover, the purpose of this study was to bring an insight and better
understanding of the competitive advantages of E-CRM in Iranian Financial
Institutions. Due to this reasons, we did not have and require control over
behavioral events. Thereupon, both case study and survey are suitable
choices for this study. Survey and analysis are techniques in which the
required information is gathered by distributing questionnaire among sample
of people (G. W. Zikmund, 1994). On the other hand, surveys are
advantageous when the researcher goal is to describe the incident or
prevalence of a phenomena and also when it is to be predictive about certain
outcomes (Yin, 1984).
Regarding the Banking sector in Iran, the following points are
considerable:
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 Regarding the managers and supervisors, the questionnaire was
distributed among twenty six different central branches of banks and
financial institutions which have formal permission by The Central
Bank of Iran.
 Regarding the business customers (Business customers are defined as
customers who are staff of the organizations, banks or financial
institutions and do their business works with bank by the
envelopment of their organizations and have business relation with
financial institutions or potential customers that need specific
services from financial institutions), the questionnaire was distributed
among four hundred ninety organizational customers and financial
institutions‟ employee. Convenience sampling is used to determine
the sample size close to our desired results as much as possible in
B2B context.
Thus, we could easily find out the differences and similarities existing in
the mentioned financial institutions and business customers‟ viewpoints and
do a comparison based on our research perspectives. Based on the above
discussion, we used both types of data collection, primary and secondary data
, since our face-to-face contact was the source of primary data and secondary
data was collected through the census reports, relevant journals-national as
well as the international pertaining to the topic of research, books, and
business magazines and websites of banks and financial institutions.
Finally, the analysis has been conducted by using previous theories and
studies mentioned in literature review that provided the base for data
collection, analysis and comparison of this paper. The findings were analyzed
including the profile data of financial institutions and customers by
considering the general strategy. Data reduction technique was used to
identify more relevant data. Further, the acquired data of questionnaires have
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been analyzed by Statistical Package for Social Sciences (SPSS 19) software
and Excel.
As mentioned above this research is to some extent exploratory research,
so the questions of this study are explored one by one from different and
previous study. In the first step, we collect all the attributes and questions in
English language. Then, the attributes have been translated from English to
Persian. In the next step, the attributes are specialized and translated from the
regular words into language of banking system and marketing according to
field of Iranian financial institutions and culture.
In this research the significant attributes of E-CRM that provided
customers‟ satisfaction of Iranian Financial Institutions is explored. Principle
component analysis was used, since it was an exploratory factor analysis. The
factor analysis was not only an efficient test for the validity of our research
and reduction of attributes, but also was best analysis to determine the most
important attributes and the independence among them. For both constructs
of our study, factor analysis is conducted. The results are as follow:
 E-CRM benefits affecting customers‟ satisfaction
In this study we explore seventeen benefits of E-CRM by considering
other authors‟ opinion about E-CRM benefits including as obviously showed
in the following table to find out which of these benefits are affecting
customers‟ satisfaction.
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Table 3.1: E-CRM benefits
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The initial factor analysis was run using principal component
analysis method in SPSS window. The result were not satisfactory, as some
of the attributes showed an extraction value below 0.5, which was taken as
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the minimum level for acceptance, thus after successive removal of attributes
with low extraction value, it was found that a solution containing 7 variables
gave a high KMO (MSA: Measure of Sampling) value of 0.920 (See table
3.2)
Table 3.2: KMO and Bartlett's Test of E-CRM benefits
Kaiser-Meyer-Olkin Measure of Sampling

.920

Adequacy.
Approx. Chi-Square
Bartlett's Test of Sphericity

2739.566

df

136

Sig.

.000

As shown in table above, KMO statistic variable is 0.920 (it is near to 1)
that let me to run factor analysis for this research. For these two constructs, it
is necessary to measure internal reliability of them.
Ten benefits were rejected from the original selection of seventeen
attributes. In addition, to test the internal reliability, the Cronbach‟s alphas of
the seven attributes were calculated. The obtained alpha was larger than 0.4
(a level considered acceptable in most researches) (table 3.3).
Table 3.3: The conclusive E-CRM benefits affecting customers’
satisfaction
Number
of
question
17
8
14
15
19
23
16

E-CRM benefits
Proliferation of channels (e.g. Internet)
Banks being up to date
Services quality
International customers‟ satisfaction
Improved cash flow management
Increase of Safety implementation
Transaction Security

Cronbach's
Alpha

.754

Table 3.4: E-CRM competitive advantages
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For satisfying the customers‟ requirements, retaining the valuable
customers and attract the new ones, financial institutions should consider the
seven elements which were mentioned above.
 E-CRM competitive advantages affecting customer satisfaction in
choosing the banks to do their financial and business works
The competitive advantages of E-CRM which were tested in this study
are shown in table 3.4. Like the previous section, the initial factor analysis
was run using principal component analysis method in SPSS window.
The result indicated that some of the attributes have extraction value lower
than 0.5. By continuous attributes removing that have low extraction value, 5
competitive advantages were obtained with the KMO of 0.859 (See table 3.4
and table 3.5)
Table 3.5: KMO and Bartlett's Test of competitive advantages
Kaiser-Meyer-Olkin Measure of Sampling Adequacy
Approx. Chi-Square
Bartlett's Test of Sphericity

df
Sig.

.859
1717.735
55
.000

According to six removal steps to obtain the MSA with the value of more
than 0.5, finally five competitive advantages were accepted that the
Cronbach‟s alphas of them were 0.762 (table 3.6).
Table 3.6: The conclusive E-CRM benefits affecting customer satisfaction in
choosing the banks to do their financial and business works
Number of
question
30
33
34
31
32

E-CRM competitive advantages

Cronbach's
Alpha

Improve integrated customer profitability
Utilization of Marketing and Strategic factors
Creating business structure
Decrease of response time
Improve response to customer activity

.762
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As mentioned in the above table, the Cronbach‟s alphas of both parts are
lower than 0.4 (a level considered acceptable in most research), so the
constructs of this paper are reliable. After exploring the factors and
determining their related questions, we compute the score of each variable by
using Compute technique towards the means of attributes. Later, to test the
normality it seems that Sample Kolmogorov-Smirno (K-S) Test is the best
method.
The findings indicate the sig. of all the factors are lower than 0.05,
therefore, none of them have the normal distribution (see table 3.7).
Table 3.7: Normality Test
Benefits of ECRM
N

Competitive advantages
of E-CRM

490

490

Mean

4.2839

4.2261

Std. Deviation

.60245

.65095

Absolute

.118

.133

Positive

.117

.117

Negative

-.118

-.133

Kolmogorov-Smirnov Z

2.601

2.954

Asymp. Sig. (2-tailed)

.000

.000

Normal Parameters a,b

Most Extreme Differences

a.
b.

Test distribution is Normal
Calculated from data

4. Results
4.1. Demographic and General Data
4.1.1. Iran Financial Institutions and Their Current Condition
This section provides an immediate view into the Financial Institutions
current condition in Iran according to one factor: number of employees in the
financial institutions.
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Number of employees in the banks

The following table indicates that Mellat Bank has occupied the highest
numbers of employees among the sample banks (about 35000 personnel).
Moreover, Dey Bank with 160 employees has the smallest staff among the
participated banks.
Table 4.1: Number of Employees in the Banks
Banks

Number of employees

Sepah
Post
Mehr
Saman
Sarmayeh
Tat
City
Dey
Ansar
Saderat
Mellat
Tourism
Tose Saderat
Agriculture
Maskan
Tose‟e Ta‟avon

18000
3000
1230
1700
1500
N/A*
1300
160
5000
30000
35000
170
N/A
N/A
N/A
3500

Source: Authors own calculation
* Not available

4.1.2. Business Customers’ Information
This part explains the acquired results through analyzing the obtained
primary data from the questionnaire which includes bank type, the years that
customers are in relation with the financial institutions, sex, monthly income,
age, and job. We gathered all the information of business customers‟
responds briefly in the following table.
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According to the four hundred ninety business customers who
participated in the survey, the majority of them were male (65.3 percent). The
majority of assigned people as the financial institutions‟ business customers
were at the age of 30 to 40 and partly between 20 to 30 (160 persons), that
implies that most of the business customers are young and the tendency of
these young people to implementation of E-CRM in Iran financial institutions
is more than other business customers who are younger than 20 or older
than 40.
Moreover, most of business customers (188 persons) are employed as
office employees in the organizations and financial institutions and parts of
them are accountants. 43.5 percent of them perform their financial and
business works with the private banks rather than public banks which
represent better banking services of these banks and customers‟ satisfaction.
Some of the customers have relation with both of them (about 36.3 percent)
due to this fact that both of the mentioned banks are placed in the same
position in business customers‟ mind and they have close and violent
competition with each other.
The highest percentage of business customers (66.7 percent) belong to
those customers who have business relationship with the financial institutions
more than 5 years. Thus, the more the finical institutions provide advanced
service and manage their relationship with their customers in best way, the
more customers‟ satisfaction and loyalty are obtained.
The results represent that most of the business customers‟ monthly
income is between 400 000 Tomans to 700 000 Tomans. A few of them
(sixty persons) are paid less than 400 000 Tomans a month. This finding
indicates that each of the business customers with different job experience
and income is participated with the financial institutions to get their salary
only or perform all of the financial and business works.
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4.2. Iran Financial Institutions Managers’ Perception
This part represents the managers and supervisor‟ view, which are working in
different job position such Information Technologies (IT), Marketing, and
Customer Care in financial institutions with respect to E-CRM benefits, ECRM competitive advantages and E-CRM technologies.
4.2.1. The Most Significant Benefits of E-CRM
According to Newell (2000), the real value to a company lies in the value
they create for their customers and in the value the customers deliver back to
the company. Therefore, it is very important to understand that the real value
is the customers and the knowledge and skills of the organization to manage
its relationship with customers align with advanced technology.
After, the managers determined their own viewpoint about benefits of ECRM implementation; we asked them to rank the five most important ECRM benefits which we mentioned in questionnaire. It is even more
interesting that banks have different opinions, even there are also some
similarities, like Sepah, Post, Mehr, Tat, Dey, Ansar,

Saderat,Mellat,

Tourism, Agriculture, Maskan, Tose'e Ta'avon banks believe that
convenience is one of the most important benefit of E-CRM implementation
while the other four banks (Saman, Sarmayeh, City, Tose Saderat) have
different idea about benefits, for instance City Bank espects that Increased
control over bank is one of the main benefits of E-CRM.
The findings of managers‟ viewpoints indicate that Accessibility,
Convenience, Services quality, Timeliness, and Trust are five of the most
important E-CRM benefits.

Table 4.2: Benefits of E-CRM for Banks
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4.3.3. The Most Significant Competitive Advantages of E-CRM
In the table 4.7, I have shown the findings of each case study to show
managers‟ viewpoint about the E-CRM competitive advantages. As shown in
bellow table, there are five competitive advantages of E-CRM which have the
highest score in all over the sixteen participated banks include respectively:
Up to date of banks, Preparation of up to date technology, Proliferation of
channels (e.g. Internet), Marketing and Strategic Factors and Fragmentation
of customer segment (table 4.3 ).
Table 4.3: Competitive advantages of E-CRM for banks
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4.3.4. E-CRM Technology
The technologies available today are different in many respects to those of
the past. They permit an increased connectivity capability. Egan (2001),
agrees that if IT is effectively used, it has enormous potentials for relation
building. Advancements in IT allow a relationship-oriented management to
store and manipulate information of their customers to provide those
customers a better service. Bank is using different types of computer
applications such as Tezchnology software at different levels to interact with
business customers. Nowadays, banks interact with customers by using
technologies like: Call center Automation, Campaign Management, Contact
Management, Email Management, Field Service Automation, Knowledge
Management,

Marketing

Automation,

Personalization,

Sales

Force

Automation, Customize own bank software and Offer Automation system in
bank‟s website.
As it can be seen in table 4.8, the banks utilizing the most of these ECRM software technologies are respectively: Post Bank, Mellat Bank,
Agriculture and Maskan Banks (the number of software which these two
banks used is equal) and Saman Bank. Moreover, Managers believe that just
five E-CRM technologies have the highest frequency among the participated
banks respectively: Email Management, Call center Automation, Field
Service Automation, Contact Management and Campaign Management. It
shows that E-mail management is the most popular technology that banks are
using. Besides, the three banks which don‟t use any of the mentioned
technologies according to below table are: Mehr, Tat, and Tourism Banks due
to this fact that this information is secret and they can‟t share them with us,
and some of them mentioned that these technologies are not yet performed in
their bank, they are in construction.

Money and Economy, Vol. 6, No. 3, Spring 2012

Table 4.4: E-CRM technologies in participated banks
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4.4. Business Customers’ Perception
This section provides business customers‟ viewpoint in the same way asked
from managers. We present several analyses carried out for each part
according research questions and hypotheses of this study. In this section, we
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attempt to reach our first research purpose that understands the core attributes
constructing the E-CRM in Financial Institution.

4.4.1. Benefits of E-CRM
As motioned in chapter 3, we explore seven benefits of E-CRM by
considering other authors‟ opinion about E-CRM benefits to find out which
of these benefits are the most important benefits in implementation of ECRM in Financial Institutions in Iran; these benefits include: Banks being
updated, Services quality, International customers‟ satisfaction, Transaction
Security, Proliferation of channels (e.g. Internet), Improved cash flow
management and Safety increase.
4.4.1.1. The Most Significant Benefits of E-CRM
In this part for better understanding that all the benefits have the same
importance in customers‟ viewpoints, we use Friedman Test. The Friedman
test is the non-parametric alternative that can be used to test differences
between groups when the dependent measured variable is ordinal. It
compares the mean rank of the related factors and indicates how the factors
differ.
As the sig. is 0.000 and is less than 0.05, so H0 is rejected. It implies that
these benefits do not have the same importance in customers‟ viewpoints. As
it is shown in table 4.5, Friedman test is ranking the attributes based
on their importance. The least value in this test shows the most
important attribute. The results of comparing the mean rank of benefits
represent the five E-CRM benefits which have the highest importance among
four hundred ninety business customers: Improved cash flow management,
International customers‟ satisfaction, Proliferation of channel, Increasing
safety and Service quality.
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Table 4.5: Friedman Test Statistics
No. of Items

480

Cronbach's Alpha

370.355

Df

6

Asymp. Sig.

.000

Table 4.6: The Most Significant E-CRM Benefits
E-CRM benefits

Mean Rank

Banks being updated

4.53

Services quality

4.37

International customers‟ satisfaction

3.27

Transaction Security

4.50

Proliferation of channels (e.g. Internet)

3.99

Safety increase

4.30

Improved cash flow management

3.04

4.4.1.2. The Impact of E-CRM Benefits on Customer Satisfaction
For this study, several hypotheses have been considered in this part the first
hypothesis

for

determining

and

measuring

important

benefits

of

E-CRM implementation on customer satisfaction in Iran financial institutions
is tested. To check the impact of benefits of E-CRM on customer satisfaction,
the most appropriate method is Stepwise Linear Regression analysis, but
before applying this test, we must test the normality as one of the necessary
information to perform regression.
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Stepwise multiple regressions are useful tools to describe the relationship
between one 'predicted' (dependent) variable and a selection of 'predictor'
(independent) variables. This method brings about simplest equation with the
best

predictive

power

(http://www.statsguides.bham.ac.uk/HTG/HTG

textonly/tfr/slr.htm, accessed on 11 September 2011).
Normality in regression part allowed us to do regression analysis for
testing the impact of benefits of E-CRM on customer satisfaction in the
samples. In Step wise method, the independent variables are not in the
equation which have the smallest probability of F is entered, if that
probability is sufficiently small. Variables already in the regression are
removed if their probability of F becomes sufficiently large. This method
stops when no more variables are eligible for removal (Hartman, 2000).
Moreover, according to Jacob, the elements which have the largest T-value
are added to the equation because they would produce the greatest increase in
R2 (Cohe, 1975) . Therefore, in this research, the results indicate that from the
seven explored E-CRM attributes, four of them have sufficient probability to
enter, so they have more influence on satisfying customers: Increasing safety,
Proliferation of channels, Banks being updated and Transaction security. In
the model summary table the R Square variable gives the proportion of
variance that can be predicted by the regression model using the data
provided which is commonly reported in percentage. Subsequently, about
31.5 percent of the variations in the four mentioned attributes are explained
by customers‟ satisfaction.
Regarding Beta value and P-value (sig.) in table 4.7, we can say that
increasing safety has the most impact on customers‟ satisfaction. It means by
unit variation in safety, 0.479 variations are occurred in customers‟
satisfaction (Beta=0.479 and P-value < 0.05). Consequently, the first research
hypothesis is accepted.
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Table 4.7: The E-CRM Benefits that has Positive Effects on Customer
Satisfaction
Un standardized

Standardized

Coefficients

Coefficients

Model

Sig.

B

Std. Error

Beta

Constant

2.557

.163

Increasing safety

.430

.036

Constant

2.033

.178

Increasing safety

.310

.040

.345

.000

.244

.039

.275

.000

Constant

1.652

.204

Increasing safety

.258

.042

.287

.000

.187

.042

.211

.000

Banks being updated

.188

.051

.176

.000

Constant

1.464

.219

Increasing safety

.226

.044

.252

.000

.172

.042

.194

.000

Banks being up to date

.168

.052

.157

.001

Transaction security

.107

.047

.105

.023

.000

1
.479

.000
.000

2
Proliferation of channels
(e.g. Internet)

3

.000

Proliferation of channels
(e.g. Internet)

.000

Proliferation of channels
4
(e.g. Internet)
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4.4.1.3: The Association between E-CRM Benefits in Iran Financial
Institutions
As the seven mentioned explored benefits of E-CRM did not have normal
distribution, for testing the consistency of all factors, we use Spearman
Correlation analysis.
Under this, correlation of every item with the total of major and the
computed value is compared with the standard value .0159. If the captured
value is found less than the standard value, then whole statement will drop
and will be termed as an inconsistency. But if the value is more than the
standard value, it is termed as a consistency.
As it is shown in table 4.12, due to this fact that the sig. of all attributes is
less than 0.05 and the standard value of them are higher than 0.159, there is
positive correlation between the factors.
Moreover, for detecting the strong correlations between four independent
variables, we use Multi-collinearity in logistic regression models. This may
be due to good effects in that most customers who are feeling happy with the
resolution of the problem will reflect back and state that the operator was
friendly (Tang, 2005). Tolerance, Variance Inflation Factor, Eigen value and
Condition Index are four essential indexes that determine the multicollinearity of variables. Since for each independent variable, Tolerance = 1 –
R square, where R square is the coefficient of determination for the
regression of that variable on all remaining independent variables, low values
indicate high multivariate correlation. The Variance Inflation Factor (VIF) is
1/Tolerance, it is always >= 1 and it is the number of times the variance of
the corresponding parameter estimate is increased due to multi-collinearity as
compared to as it would be if there were no multi-collinearity. Values of
VIF exceeding 1 are often regarded as indicating multi-collinearity
(Allison, 1999).

Table 4.8: The Association between E-CRM Benefits
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In addition, if the Eigen Value is near to zero and the value of Condition
Index is more than 15, the multi-collinearity between variable will be
enhanced. The findings detected that tolerance of variables are not very low
and the Eigen value of three of them which are indicated in the following
table are not very close to zero. In this case, condition index of three elements
are bigger than 15. According to the mentioned results, there is multicollinearity between the independent variables, but due to this fact that the
condition indexes of them are less than 30, there is no major problem in using
regression (Ghayomi, 2010).
Regardless of the mentioned reason for the correlation between the
attributes, we need to find a modeling tool that is capable of determining the
relative contribution of each of these attributes to overall satisfaction. The
above discussion represents that customer satisfaction is function of four
significant E-CRM benefits that three of them have small multi-collinearity
correlation. The following model shows the impact of E-CRM benefits on
customers‟ satisfaction in Iranian Financial Institutions (See figure 4.1).
4.4.2. Competitive Advantages of E-CRM
Implementation of Electronic Customer Relationship in financial institutes
and banking systems brought several competitive advantages for both
customers and banks. By understanding customers‟ requirements and finding
which advantages are favorable and useful for customers, banks tend to
compete for implementation of advanced electronic technology to attract and
satisfy their needs.
The competitive advantages of E-CRM tested in this study as explored in
previous chapter are: Improvement integrated customer profitability,
decreasing response time, improving response to customer activity,
utilization of marketing and strategic factors, creating business structure.
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Figure 4.1: Model of E-CRM Benefits and Customers’ Satisfaction

4.4.2.1. The Most Significant Competitive Advantages of E-CRM
According to the discussion in the former section, the Friedman test is
appropriate to test that there is no difference between the importance of the
mentioned competitive advantages of E-CRM with each other and they have
different importance in customers‟ viewpoint.
As the sig. is 0.000 and is less than 0.05, so H0 is rejected. The findings
indicate that E-CRM competitive advantages don‟t have same importance in
viewpoint of customers (see table 4.9)
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Table 4.9: Friedman Test Statistics Competitive adv.
No. of Items

487

Cronbach's Alpha

337.571

Df

4

Asymp. Sig.

.000

Table 4.10: The Most Vital E-CRM
E-CRM competitive advantages
Improve integrated customer profitability
Decrease of response time
Improve response to customer activity
Utilization of Marketing and Strategic
factors
Creating business structure

Mean Rank
3.07
3.57
3.37
2.67
2.32

Based on the ranking results of Friedman test, the most significant
attribute in implementation of E-CRM that brought about competitive
advantages for Iranian Financial Institutions and business customers is
creating business structure. It is worth to note that decreasing in response
time has the lowest importance in opinions of business customer (table 4.10).
4.4.2.2. The Impact of E-CRM Competitive Advantages on Customers’
Satisfaction in Choosing the Banks to do their Financial and
Business Works
This section determines the vital E-CRM competitive advantages on
customer satisfaction in Iran financial institutions in choosing the banks to do
their financial and business works.
Like the previous section, first of all the normality of regression is tested.
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Table 4.11: The E-CRM Competitive Advantages that has Positively
Effects on Customer Satisfaction
Model

1

2

3

4

5

Un standardized
Coefficients

Standardized
Coefficients

Sig.

B

Std. Error

Constant

2.886

.165

Improve integrated customer
profitability

.356

.038

Constant

1.929

.224

Improve integrated customer
profitability

.247

.041

.274

Decrease of response time

.311

.051

.273

Constant

1.615

.227

Improve integrated customer
profitability

.193

.041

.215

Decrease of response time

.286

.050

.252

.000

Creating business structure

.173

.034

.214

.000

Constant

1.494

.231

Improve integrated customer
profitability

.174

.041

.194

Decrease of response time

.209

.059

.184

.000

Creating business structure

.160

.034

.198

.000

Improve response to customer
activity

.136

.054

.130

Constant

1.448

.231

Improve integrated customer
profitability

.165

.041

.183

.000

Decrease of response time

.196

.059

.173

.001

Creating business structure

.106

.042

.130

.011

Improve response to customer
activity

.125

.054

.120

.021

Utilization of Marketing and
Strategic factors

.099

.043

.120

.023

Dependent Variable: satisfying customer by ECRM

Beta
.000
.395

.000
.000
.000
.000
.000
.000

.000
.000

.012
.000
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Table 4.12: The Association between E-CRM Benefits

Gaining Competitive Advantages on …

The findings in table 4.11 is a suitable reason for acceptation of the
second hypothesis, it means that improve integrated customer profitability
and decrease of response time are two competitive advantages which have the
highest impact on customers‟ satisfaction in choosing the banks to do their
financial and business works while utilization of marketing and strategic
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factors is the factor that has a very poor influence on customers‟ satisfaction
in choosing the banks to do their financial and business works.
4.4.2.3: The Association between E-CRM Competitive Advantages in
Financial Institution in Iran
First of all, in this section the consistency of all the attributes are captured by
applying items to Spearman Correlation analysis.
The findings indicate that all the competitive advantages have high
correlation with each other. The correlations between these competitive
advantages are shown in table 4.12.
In this part, in order to find out which variables are nearly collinear with
which other ones, the multi-collinearity test is also used. The outcomes
indicate that tolerances of variable are not very low to make some problems
in performing regression. On the other hand, Eigen values of three of them
are close to zero and the condition index of these attributes is more than 15.
Regarding the above discussion, although there are multi- collinearity
between creating business structure, Improve response to customer activity
and Utilization of Marketing and Strategic factors, as the condition indexes of
them are less than 30, there is no major problem in using regression
(Ghayomi, 2010).
In below, we present the relevant model of competitive advantages‟
impact on customers‟ satisfaction in choosing the banks to do their financial
and business works.

4.4.3. The Comparison of Managers and Business Customers
about E-CRM Implementation
Electronic Customer Relationship Management has emerged as a popular
business strategy in today‟s competitive environment. It enables the financial
institutions to identify and target their most profitable customers. On the
other hand, implementation of E-CRM leads the bank customers to
expect that the bank has offered them not only desired service but also
adequate services.
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Figure 4.2: Model of E-CRM Competitive Advantages and Customers’
Satisfaction

Regarding the above discussions, there are several differences and
similarities between managers and business customers‟ perception. In the
following table, we gather all the different opinions and likeness, and this
table is the answer of question five of this research (see table 4.13).
The following table proves that managers and business customers do not
have the same perception about the implementation of E-CRM, so the third
hypothesis of this thesis is rejected.
As the table indicates, both managers and business customers believe
that service quality is one of the most significant benefits for which
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implementation of E-CRM creates. If any organization manages this
transaction in effective and friendship manner with the customers, they will
offer better quality in terms of service (Srinivas Anumala and Bollampally
Kishore Kumar Reddy, 2007). It is obvious that cooperative and good temper
of financial institutions‟ staff that handles the customers‟ information brought
about customers‟ satisfaction and loyalty.
Furthermore,

improving a

profitable

strategy

depends

on

the

organizations competencies‟ stabilization in the future market (http://www.
dobney.com/ market_strategies.htm, accessed on 4 July 2011). There are
several reasons that financial institutions‟ mangers tend to utilize the
marketing strategy such as: Market segment review, Product review,
Company review, Competitive review and Company Position. Business
customers also believe that Utilization of marketing and Strategic factors is
one of the influential elements for understanding what the banks do, what
value they bring to which market.
4.4.4. E-CRM Technologies
In the past, the business community concentrated on operational and
collaborative tools, but this is rapidly changing. Nowadays, businesses realize
that analytical and electronic tools are necessary to make the strategic
and tactical decisions align with customer acquisition, retention and
enhancement (J., 2002).
Therewith, the outcome of customers‟ opinion show that Call center
Automation,

Email

Management,

Contact

Management,

Marketing

Automation and Data Warehousing are five of the most important E-CRM
technologies which they suggest to their banks and prefer that the banks and
financial institutions offer services with theses advanced software. The
findings indicate that these technologies have more effect on customers‟
attraction and banking system (table 4.14).

Table 4.13: Comparison of Managers and Business Customers’ Perception
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Table 4.14: E-CRM Technology (Customers’ viewpoint)

232

In our research, it is assumed that E-CRM technologies have effect on
customers‟ attraction and banking system. According to the results of the
above table and table 4.9, this hypothesis is accepted. The findings proves
that this electronic software facilitates the banks and customers‟ interactions
and create value for both sides.
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5. Conclusion and Future Works
5.1. Conclusion
Due to instability of fierce competitive environment, most of the
organizations try hardly to provide good quality products or services, and
also to keep loyal customers who will contribute long-term profit to
organizations (Tseng, 2007). In the emerging competitive and technological
era that the banks and financial institutions‟ image depend on customers‟
satisfaction, they must adopt advanced and new electronic communication
tools to build their customer relationship in the best way and also retain the
valuable customers. Moreover, if a financial institution understands its
customers‟ finical environment and offers appropriate services align with
customers‟ need, then it can be sure that days in and days out the numbers of
its customers who are loyal and profitable are increased. Electronic Customer
Relationship Management has emerged as a popular business strategy in
today‟s competitive environment especially in banking sector.
Thereupon, this paper tentatively was conducted to analyze the
perception of managers and business customers about implementation of ECRM in financial institutions by conducting interviews and administration of
the questionnaires; it defines the ranking of each attribute and dimension.
To understand the core attributes constructing the E-CRM in financial
institution, evaluating the viewpoints of the managers, demonstrates that the
most important benefits in implementation of electronic customer
relationship are: Improved cash flow management, International customers‟
satisfaction, Proliferation of channel, Increasing safety and Service quality.
Nowadays, the advancement in technology, information and communication
brought about hard competition among banks and financial institutions. In
this new era technology and electronic society customer expect to use
banking services in the shortest time in a cost effective way; therefore,
customers are the elements which the banks and financial institutions are
focusing on them to manage customer relationship and these improvements
lead customers to determine that improved cash flow management as the
most important E-CRM benefits with highest priority. Regarding the fact that
in today banking system, transaction security, bringing the banks up to date
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and safety are very poor, customers need improvement in these fields.
Financial institutions should look for ways that people trust and succeed in
customer satisfaction. We found out that participated banks have different
views about E-CRM benefits, but they all believe that long term customer
relationship will create value for them.
In addition, the findings show that successful implementation of E-CRM
has brought several competitive advantages which have the highest priority in
creating business structure. As mentioned before, financial institutions
compete very hard with each other to satisfy customers‟ need, so to attract
more new customers and retain their loyal customers they must work hard to
become a unique financial institutions in customers‟ mind among all their
competitors by understanding the level of customers‟ requirements in this
field and discover the advanced technology and successful strategies of other
financial institutions. When financial institutions become innovators in their
services and try to improve their integrated customer profitability and
decrease the response time, they will attract customers to choose them. This
conclusion results in the linear relation between customer satisfactions in
choosing the banks to do their financial works with improvement of
integrated customer profitability and decrease of response time.
Moreover, financial institutions are utilizing advanced and electronic
computer applications such as technology software at different levels to
interact with business customers and manage their relationship in the best and
profitable way. It is worthy of attention that all the four banks classifications
approximately understand the technology in the best possible way. They are
using most popular and easily accessible channels for customer interactions.
It is interesting that all the banks are following the technology in almost the
same way by need identification, personalized offers, profitable customer
identification and providing them standardized customer care.
It is needless to say that, although all of the E-CRM benefits and also all
of the E-CRM competitive advantages have positive association with each
other, increasing safety has the most impact on customers‟ satisfaction. This
element is the most efficient attribute that leads to attract customers‟ trust and
satisfaction. Unsafe environment in banking sector prevents customers to do
their transactions comfortably.
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Consequently, this paper was conducted to analyze the perception of
managers and business customers about implementation of E-CRM in
financial institutions. The outcomes of this comparison are summarized as
below:
 Service quality is one of the most significant benefits of E-CRM for
both managers and business customers. This implies that
implementation of E-CRM is like claymore that its two edges are
beneficial for both of them, because banks ideal is to offer service
with best quality to absorb the customers and also customers trust the
banks that their service quality is best
 Managers focus more on offering financial services in convenient,
accessible way in short time to retain current customers and attract
new ones.
 Customers trust the financial institutions which are up to date days in
and days out by improving and enhancing transaction security as
today banking security and safety system are not satisfactory.
 Utilization of marketing and strategic factors is an influential E-CRM
advantage in managers and business customers‟ viewpoints. When it
comes to competitive advantages, banks attempt to compete with
others to insure the technology that they provide for customers is
focused on a market, delivers a market need, and brings customer
value.
 Call center automation, Email management and Contact management
are similar E-CRM technologies which allow financial institutions
and business customer to contact fast and easy with each other.
 Banks are using most technologies such as Field service automation
and Campaign management according to customers‟ needs rather
than to their own.
Regarding the organizational progress towards privatization, we
compared the public and private financial institutions to check the
performance of each of them in banking system. Although most of people
believed that the private banks offered better service and met the customers‟
requirements, it is found out that Sepah and Agriculture banks in list of the
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public banks have tangible growth in E-CRM implementation in banking
system besides Sarmayeh, Tat, Mellat which are private banks.
It is hoped that findings of this thesis can serve as the basis for building
valid hypotheses, which can be used to generate same results.

5.2. The Contribution of This Study
This study has contributed to the marketing literature by shedding some light
on E-CRM issues, which have not been widely examined in the literature. In
addition, it has contributed to the financial institutions and bank sector
literature, where little investigation has taken place on issues concerning ECRM in financial institution and bank Organizations in Iran.
In addition, this paper suggests to the business customers of financial
institutions to predict the marketing strategies for Iran Financial Institutions
and assist them to adjust these strategies according to the clusters of the
attached tables (see figure B1 and table A1, A2).
Figure B1 indicates that the qualities of our clusters are approximately fair
(if this index is nearer to 1, the quality of cluster has become well). There are
four clusters that help us to understand the customers better. The
interoperations of these clusters in respect to the clusters‟ size are as follows:
Cluster 1: Customers whose financial participation with financial
institutions is more than five years; they are young male in the age range of
20-30 years; definitely implementation of E-CRM is significant in their
satisfaction, and their choice for going to banks and doing financial and
business works depend on E-CRM competitive advantages.
Cluster 2: Customers who are approximately older men in the age range
of 40-50 years with participation of more than five years; implementation of
E-CRM has an influential effect on their satisfaction and choosing the banks
to their business works.
Cluster 3: Customers who are adult and young men in the age range of
30-40 years and their financial participation with financial institutions is
more than five years; they satisfy by E-CRM implantation in financial
institutions and they prefer to participate with the banks which have more
competitive advantages for them at the most time.
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Cluster 4: Customers who are approximately young women that their
participation with the financial institutions is more than five years. Mostly,
implementation of E-CRM effects powerfully on their satisfaction and their
decision to choose the banks for their business works.

5.3. Limitations
Like most other studies, in this study there are some main limitations and
risks as follows:
 Misunderstanding and misinterpreting of some of the questions given
in the questionnaires. The questionnaires in this study included terms
such as customer Interactivity and Knowledge, Personalized services
or one to one services, International customers‟ satisfaction, Improved
cash flow management, Search ability... which have professional
meanings and are extracted from professional context but they may
have other explanations in respondent‟s mind. Therefore, more
description about few questions could be helpful that paid attention to
this point and contacted with the respondents one by one
 Getting a long time of permission for conducting the research in
different public/private organizations, financial institutions and banks
 Time limitation of managers and employees and customers.
Distributing these questionnaires among different public/private
organizations, financial institutions and banks in business to business
context because of their heavy time schedules, difficulties and rules, is
very hard and took a long time.
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Appendix A
Table A1. Model Summary of Clusters
Algorithm

Two step

Input features

5

Clusters

4
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An Analysis of the Factors Influencing
Success of Bank-issued Micropayment
Systems in Iran
Behrooz Mashreghi
and
Abbas Keramati
Abstract
The object of this study is to analyze the factors influencing success of Bankissued micropayment systems in Iran. Based on an existing IS post
acceptance model which considers well known factors, we focus on studying
the influence of a new factor related to compulsion (direct and indirect).
Our model consists of seven main factors along with ‗Direct compulsion‘
defined as a mediator variable between ―Satisfaction‖, ―Perceived
Usefulness‖, ―Network Externalities‖ and ―Continuance Intension‖. 409
filled questionnaires were gathered and analyzed to check thirteen
hypotheses related to our model. The collected data have been analyzed at
three levels. First, some descriptive statistics are derived in order to obtain
an overview of the characteristics of the sample. Second, bivariate
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correlations between variables are analyzed with respect to the correlation
between scales of variables and mediator variables. The final stage of the
analysis adopts a regression analysis in order to identify the eventual
existence of association and relationship between the dependent and
independent variables.
Keywords: bank-issued, e-micropayment program, electronic bill
payment
JEL Classification: C12, C21, C42, C81, G21, M15
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1. Introduction
Lacking payment systems becomes a bottleneck for the vision of the
Information Economy. In many cases, the payments of a fraction of a
cent, the so-called micropayments, are of particular interest"(Schmidt
et al., 1999).
Points of sale (POS) transactions involving micropayment are common in
our daily affairs (Tan et al., 2008).
According to the Central Bank of Iran, the payment value less than 50
Million Rials is considered as a micropayment's transaction. Because of the
amount of this value (50 Million Rials), all instruments of Cash-based
systems and Account-based systems in EPS (Electronic Payment Systems)
except electronic check are engaged in Iran's micropayment system
definition. It means Micropayment systems are equivalent to e-payment.
Common payment method, i.e. credit card is uneconomical because its
processing charge may exceed the value of the micropayment. Hence, in this
study a value margin for Micropayments in Iran will be defined (see figure 1)
and we will focus on transactions which we will consider as Bank-issued
micropayment system definition in Iran.
Figure 1: Classification of Electronic Payment System, (Kim, 2009)
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Operators have introduced a number of e-micropayment programs around
the world to replace cash and coins for such low-value payments. As
mentioned by Clark (2005), „„some payment analysts predicted that smart
cards could lead to a cashless society‟‟. However, with the exception of a
few, e.g. Smart card, many of such programs are not so successful especially
in Iran and the vision of a „„cashless society‟‟ is still a dream and „„the very
smallest payments have stubbornly remained the domain of cash and coin‟‟
(McGrath, 2006).
Success of POS e-micropayment program depends to a large extent on
the presence of network externality. POS e-micropayment program is a
network good (Baddeley, 2004) with micropayment market being a two-sided
market with both consumers (demand side) and merchants (supply side). He
mentioned, when the value of a product depends on the number of users, the
product exhibits network effects. When the value increases with the number
of users, there are positive network effects.
The other success of E-micropayment system depends on Government
Direct Compulsion and Indirect Compulsion related to Lock-in customer.
First, one report (tabnak.ir, 2010) says: now in Iran/Tehran, some branches of
Government banks refuse the receiving invoice bills (telecommunication bill,
electrical bill, water bill …). Those bank's tellers enforce customers to use
ATM machines and the other e-payment media which are the only ways to
pay these bills. Another report (ravy.ir, 2010) says: according to Central
Bank Circular in Tehran for Mobile phone bills in case of face to face
payment in a physical branch, customers must pay 2000 Rials extra charge.
Second, in case of Lock-in customer related to indirect compulsion, gifts,
bonus and zero e-payment transaction charges for customers are noticeable
things to IS continuance intention program.
There is recent growing activities showing that e-micropayment program
in Iran is now going through a revival. Iran local banks and financial
institutes have started to pay attention to the potential offers of the
micropayment market. They are co-operating with organizations which have
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existing captive markets, i.e. department stores (e.g. loyalty cards), to issue emicropayment programs so as to extract commercial benefits for themselves
and their partners. This study examines the opinion of consumers on such
programs and uses an extended „„Post-acceptance Model of IS Continuance‟‟
to study the factors influencing consumers‟ intention to continue using such
e-micropayment system.
The micropayment systems in IRAN have considerably changed into
electronic payment, especially in the large cities. This thesis looks into issues
related to e-micropayment systems offered by Banking and financial
institutions. We also analyze the factors which influence success of these
financial institutes‟ micropayment systems in Iran.

Payment Systems in Iran
"Electronic payment is widely used all over the world, but it is not common
yet in Iran" (Keramati et al., 2008).
About the history of Payment systems in Iran, a report of the Central
bank of Iran (CBI, 2009) says: "Considering the double digit inflation rate
and relative stability in the currency denomination, the recent trend of the
payment instrument has gradually moved from notes to various kinds of
cheques, particularly traveler's cheques. The introduction of modern payment
instruments can be traced back to early 1990s where commercial bank of
Sepah launched its Aber Bank Debit Card and ATM services. Since then,
almost all Iranian banks have provided their customers with the card payment
services focusing on cards with debit function and ATM services to tackle the
problem of heavy branch traffics. The interbank card switch (SHETAB) was
introduced in 2002 and now all card issuing banks in Iran are connected to
the center; building up a uniform card payment network where all issued
cards are accepted in all acquiring terminals".
The history of the payment system in Iran offers a backdrop for better
understanding data on the most common payment instruments in use today.
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The Research Subject
The POS, ATM, Mobile, and Telephone as well as E-micropayment
programs are undergoing a revival in IRAN. The growth of E-Payment
services instruments in the last decade in Iran is considerable. Local banks
and financial institutes are co-operating with organizations which have
existing captive markets to issue a variety of cards (Debit, Credit, Gift, and
prepaid). This thesis aims at helping researchers and the programs‟ operators
to understand the dynamics influencing such a revival. In order to reach our
goal, we intend to:
 Analyze the current situation of micropayment instruments in Iran in
Bank-issued sector.
 Define a value margin for Micropayment system in IRAN.
 Analyze the success factors in bank-issued micropayment systems in
Iran.
 Compare the Iranian bank issued micropayment system with the
other countries like Taiwan for example.
 Survey the characteristics which lead to successful adoption and
diffusion of such programs.

2. Literature Review
What is Payment?
All commerce is about payment; commerce is making payment and receiving
payment. If there is no payment, there is no commerce (A first data
whitepaper, 2008).
A payment is the transfer of wealth from one party (such as a person or
company) to another. A payment is usually made in exchange for the
provision of goods, services or both, or to fulfill a legal obligation.
Definitions of E-Payment Systems (EPS)
Several authors have proposed different definitions and classifications for epayment. Here are some of the main definitions found in the literature.
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E-Payment is defined as the transfer of an electronic value of payment
from a payer to a payee through an e-payment mechanism. E-Payment
services exist as web-based user-interfaces that allow customers to
remotely access and manage their bank accounts and transactions
(Weir, 2006; Lim, 2008).
When EC created the need for e-payment services, traditional cashbased and account-based payment instruments were used as a model.
Simultaneously, new intermediaries such as PayPal succeeded in
fulfilling some of the new needs of online merchants and consumers
(Dahlberg, T. et al, 2008).
International banking statistics from the Bank of International
Settlements and the European Central Bank show that the popular payment
instruments used for the payment of day-to-day purchases include cash,
cheques, debit cards, and credit cards. In general, EPS can be classified into
five categories which are listed below (Lawrence, 2002; Guan, 2003;
Abrazhevich, 2004; Dai, 2007 and Schneider, 2007).
1. Electronic-cash: transactions are settled via the exchange of electronic
currency.
2. Pre-paid card: customers use a pre-paid card for a specified amount by
making an entry of the unique card number on merchant sites. The
value of the card is decreased by the amount paid to the merchant.
3. Credit cards: a server authenticates consumers and verifies with the
bank whether adequate funds are available prior to purchase; charges
are posted against a customer‟s account; and the customer is billed
later for the charges and pays the balance of the account to the bank.
4. Debit cards: a customer maintains a positive balance in the account,
and money is deducted from the account when a debit transaction is
performed.
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5. Electronic checks: an institution electronically settles transactions
between the buyer‟s bank and the seller‟s bank in the form of an
electronic cheque.
Electronic-cash, pre-paid cards, credit cards, and debit cards are widely
used in B2C and C2C EC (Theodosios et al., 2005).
Overviews on Micropayment
From a formal point of view, Castiglione et al., (2009) defined a
micropayment scheme as a distributed protocol where a party, the Client
User, is interested in paying a Vendor.
The Bank for International Settlements (Bank for International
Settlements, 2001) defines micropayment as a small payment (sometimes
taken as under US$10, sometimes meaning not more than a few cents, but in
Iran it is under 50 million Rials according to the CBI) which would be
uneconomical to process through traditional payment system. Generally,
micropayment involves coins and cash (Kou, 2003).
In CBI micropayment's definition, Bill payment is one good choice for emicropayment program in bank-issued micropayment. Except for few bill
payments (industrial sectors and large companies), most of bill payments are
under 50 million Rials, and they can be studied in micropayment category in
the context of our research.
Consider a market with three parties: a micro-payment system provider
(Bank and financial institutes as Bank-issued micropayment in this study), a
number of merchants e.g. telecommunication sectors, and a number of
consumers. Consumers and merchants‟ trade with each other and the trades
are settled with transactions of their bill amounts i.e. micro-payments.
Consumers and merchants must also be convinced of the benefits brought
by the program. Standardization is often critical to its success and is
achieved either through strategic alliance between key players or through
government‟s control or co-ordination. Such strategic alliance should also
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move beyond standardization to develop functionalities that will increase the
value proposition of the program.
Size of Electronic Payment
Electronic payment system is conducted in different e-commerce categories
such

as

Business-to-Business

(B2B),

Business-to-Consumer

(B2C),

Consumer-to-Business (C2B) and Consumer-to-Consumer (C2C). Each of
which has special characteristics that depend on the value of order. Danial in
2002 classified electronic payment systems in the following way:
• Micro Payment (less than $ 10) that is mainly conducted in
C2C and B2C e-commerce.
• Consumer Payment that has a value between $ 10 and $ 500. It
is conducted mainly in B2C transactions.
• Business Payment that has a value greater than $ 500 is
conducted mainly in B2B e-commerce .
B2B transactions account about 95% of e-commerce transactions, while
others account about 5% (Turban et al., 2004). P2P, which is related to the
C2C category transactions, is relatively small due to its stiff usability.
Further, Cavarretta and de Silva (1995), identify three classes of typical
electronic transactions:
• Tiny value transactions: below $1.
• Medium value transactions: between $ 1 and $ 1,000
• Large value transactions: above $ 1,000.
Systems that can support tiny value transactions have to trade-off
between conveniences of transactions (the major part of a cost in an
extremely cheap transaction) vs. the security or durability of transactions. On
the other side of the amount range, large value transactions will require
highly secure protocols whose implementations are costly: be on-line and/or
carry traceability information. Finally, nearly all the system can perform
medium value transactions (Sumanjeet, 2009).
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Size of Electronic Payment in Iran
According to the Central Bank of Iran, a payment value less than 50 Million
Rials is considered as a micropayment transaction. Because of the amount of
this value (50 Million Rials), all instruments of Cash-based systems and
Account-based systems in EPS (Electronic Payment Systems) except
electronic checks are engaged in Iran's micropayment system definition. It
means Micropayment systems are equivalent to E-Payment in Iran according
to CBI definition.
• Micro Payment or Retail Payment (less than 50,000,000 Rilas or $
5,000) that is mainly conducted in C2C and B2C e-commerce.
• Business Payment that has a value of more than 50,000,000 Rials or $
5000. It is conducted mainly in B2B e-commerce.
Theoretical Model
This research will use the „„Post-acceptance Model of IS (Information
System) Continuance‟‟ as the theoretical foundation to analyze the factors
influencing continuance usage of e-micropayment programs in IRAN.
Tan's research in 2008 describes this model as the following:"This model,
introduced by Bhattacherjee (2001) combines the expectation–confirmation
theory (Oliver, 1980), a theory used to study consumer satisfaction and postpurchase behavior, and the Technology Acceptance Model (TAM). This
theory explains a user‟s intention to continue using an information system. It
suggests that such users‟ intention is determined by their satisfaction with IS
use and perceived usefulness of continued IS use. Users satisfaction, in turn,
is influenced by their confirmation of expectation from prior IS use and
perceived usefulness". Chuttur in 2009 confirmed again that TAM is indeed a
very popular model for explaining and predicting system use. He mentioned
also that although many models have been proposed to explain and predict
the use of a system, the TAM has been the only one which has the most
attention of the IS community.
The theoretical model we are proposing is as shown in figure below.
Considering our literature review and the findings of Tan's study in a similar
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research in Taiwan, we will include safety, convenience and transaction
processing speed as the three elements under „„confirmation‟‟ and we intend
to explore whether they are influential in Iran consumers‟ continuance
intention to use the program. In addition, as network externality is important,
we will extend Bhattacherjee‟s model to incorporate „„supply side‟‟ and
„„demand side‟‟ of network externality. Tan believes initial acceptance is an
important first step toward realizing IS success. Long-term viability of an IS
and its eventual success depend on its continued use rather than first-time use.
For our study, we will analyze the impact of Direct Compulsion in success of
the e-micropayment in Iran. Direct compulsion refers to "Must use Epayment system and do not have any other option". There is also Indirect
Compulsion which refers to Lock-in customer to continuance intention of the
program that we have to investigate in our study. Thus, we have defined
thirteen hypotheses concerning the program as shown in figure 2 below:
Figure 2: Theoretical Model including “Compulsion”

The concrete security requirements of electronic payment systems vary,
depending both on their features and the trust assumptions placed on their
operation (Asokan, 1997). Micropayments are low-value payments that are
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made very quickly, like paying for each tick of a phone call. Given these
constraints, micropayment techniques must be fast. The first hypothesis for
this study considers the three elements of user's confirmation with
respect to satisfaction including security, convenience and processing speed
of transaction.
H1. Users‟ confirmation (with safety, convenience and processing Speed
transaction) is positively associated with their satisfaction with the program.
The second hypothesis for this study will show the relation and effect of
user's confirmation with respect to perceived usefulness to the micropayment
program as follows:
H2. Users‟ confirmation (with safety, convenience and processing Speed
transaction) is positively associated with their perceived usefulness of the
program.
Perceived usefulness is an important primarily belief construct of TAM
and is the degree to which a person believes that use of a system will improve
his or her performance (Davis, 1989). Hence, our suggestion is that the
relation between perceived usefulness and user's satisfaction derives the third
hypothesis of this study as follows:
H3. Users‟ perceived usefulness is positively associated with their
satisfaction with the program.
According to the TAM model and post-purchase user's behavior, there is
a relation between perceived usefulness and continuance intension of using a
micropayment program. This is expressed below by the 4th hypothesis for this
study.
H4. Users‟ perceived usefulness is positively associated with their
continuance intention to use the program.
Finally, through the fifth hypothesis below, we will investigate the
relation between users‟ satisfaction and their continuance intension using the
micropayment program:
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H5. User‟s level of satisfaction is positively associated with their
continuance intention to use the program.
Saloner et al. (1995) mentioned that the networks literature suggests that
a network's value increases in the number of locations it serves (the "network
effect") and the number of its users (the "production scale effect"). They said
that a good sample is telephone systems, which are perhaps the best-known
example of a technology with important network effects; there are two types
of effects. First, the benefit of the technology to an individual user increases
in the number of telephones, i.e., in the number of locations from which the
system can be accessed. This accessibility effect also exists, for example, in
retail distribution networks where consumer benefit increases in the number
of outlets at which the good is available. Second, the benefit increases in the
number of people on the system: as the number of people who make and
receive calls increases, each individual can communicate with more people.
This second effect is the source of network externalities because each new
user confers a benefit on all other users.
On the other hand, (Tan, 2008) noted the following: "the economic value
of an e-micropayment program is an increasing function of its ubiquity, that
is the more users (demand side) use it and the more merchants (supply side)
accept it, the more valuable the system is to users, merchants and
system operators."
In the case of our study, we are going to investigate the benefit of the
technology as the Number of Location (NOL) from merchants (supply side)
from which the system can be accessed and served. We will also investigate
the benefit of Number of Users (NOU) who engaged (demand side) to the
micropayment program. Hence, we will define four hypotheses as follows:
H6. Network externality of the program is positively associated with
users‟ extent of confirmation.
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H7. Network externality of the program is positively associated with
users‟ perceived usefulness.
H8. Network externality of the program is positively associated with
user‟s level of satisfaction with the program.
H9. Network externality of the program is positively associated with
user‟s continuance intention to use the program.
As we have mentioned before, we intend in this study to consider the
specificity related to the compulsion of the Iranian government in the banking
sector to make some bill payment by electronic media. Hence, we will define
three hypotheses related to the government (direct) compulsion using
E-Payment facilities offered by Banking system and financial institutes. We
use Government Compulsion as a Moderate variable to define hypotheses.
The mediator variable, then, serves to clarify the nature of the relationship
between the independent and dependent variables (MacKinnon, 2008).
H10. Government Compulsion of the program has a positive effect on the
relation between users‟ perceived usefulness and their continuance intention
using the program.
H11. Government Compulsion of the program has a positive effect on the
relation between users‟ level of satisfaction and their continuance intention
using the program.
H12. Government compulsion of the program has a positive effect on the
relation between network externality of the program and users‟ continuance
intention using the program.
The last hypothesis for this study is related to Indirect Compulsion
(Lock-in customers) as the 13th one.
H13. User Lock-in is positively associated with their continuance
intention to use the program.
As a result of the restriction imposed by the Iran‟s Banking Act, we
include department store in our analysis because IRAN has high department
store density and the operators of department stores are active in introducing
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such programs. All kinds of cards that are issued by banking systems are used
in department stores.

3. Methodology
In this section, we will concentrate on the method we adopted throughout this
study and research. First of all, the choice of method for the study will be
used for. We will then discuss the research method, research strategy,
research process and the quality of the research.
This study used primary sources in a form of "Consumer Survey"
questionnaire in obtaining the perceptions of bank customers (mostly
individual customers) and Iranian citizens who are customers of department
stores in case of Bank-issued Micropayment program. An extensive review of
the available literature provided the foundations for the writing of the thesis.
The study collected data from secondary sources such as the internet, articles,
databases, and books, and were analyzed and interpreted. In the rare
situations when official statistics are available, the recentness of the data
determined its usefulness.
Survey Study Design
In this study it was necessary to first examine the area of electronic retail
payment and its influence in retail payments and so expand to Micropayment.
Through in-depth case study of IRAN, how electronic payment has
influenced the retail payment and Micropayment market in IRAN were
investigated and analyzed. This study is based on both primary and secondary
data and it provides a framework for considering how Micropayment system
can help solve retail payments problems.
This research work involves the use of survey. Questionnaires were sent
to bank customers and department stores‟ customers also to ascertain how the
various Micropayment products have proved to be a solution to their payment
problems.
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Pre Testing
To improve the validity and reliability of research data; pre-testing was
conducted before sending questionnaires to respondents. In order to control
elements such as understanding, number, order, sensitiveness, and required
time of questions, initial personal interviews with eight experts (including
academic and industrial experts) were held. First, we asked two experts for
any modifications. After applying their views, the test was administered for
the second time. When the last two experts did not have any significant
points to add, we stopped the modification process.
Pilot Testing
After pre-testing, the questionnaire was sent to a group of 13 respondents in
positions similar to those of final respondents. They were asked to answer the
questions and suggest any modifying views concerning our questions. We
then applied slight modifications and prepared the final draft.
Sampling
Hair et al. (2009), states that to determine a sample size from a large
population, three decisions must be made: (1) the degree of confidence (often
95%); (2) the specified level of precision (amount of acceptable error); and
(3) the amount of variability (population homogeneity). Thus, as a result he
formulated the amount of sample size as the following statement:
Sample size= [(degree of confidence required * variability)/ (desired precision)]²

In the pilot study as we calculated the value of variability or standard
variation and found it equal to 1 (because of the used Likert question). The
degree of confidence level (95%) for a Normal distribution is 1.96, and for
the last item which is „desired precision‟, we assumed that 0.1 (e.g. the
difference between two means: population means and sample means should
be lower than 0.1).
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The minimum sample size has been calculated according to the above
information.
Sample size = [(1 * 1.96)/ 0.1] ² ≈ 384
Hence the minimum sample size should be equal to 384.
Sample Selection Area
Considering the minimum sample size calculated in the last section, 520
questionnaires were sent and delivered by hand and by Email and telephone
to the different areas shown in figure 3. Three weeks later, 409 filled
questionnaires were available to us.

Figure 3: Sample selection area
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Reliability and Validity Testing
The reliability analysis of a questionnaire determines its ability to yield the
same results on different occasions and validity refers to the measurement of
what the questionnaire is supposed to measure (Cooper and Schindler, 2003).
Testing the Reliability of the Questionnaire
The approach we used to test the reliability of the questionnaire points to
internal consistency, which means correlating the response of each question
with the other questions of the questionnaire.
To calculate internal consistency, we used the most common frequently
used method, called Cranach‟s alpha (Saunders, 2009) with a sample of 13
respondents (employee of a Welfare state office in Tehran) chosen for our
pilot study. On the first attempt of gathering the data, the Cronbach‟s alpha‟s
calculated (for all Likert questions n=20) was 0.814. Then, we changed some
questions of the questionnaire, and submitted it again to the respondents. The
calculated Cronbach's alpha‟s (for all Likert question n=20) became 0.888.

First Reliability Statistics

Cronbach‟s Alpha

No. of ltems

0.814

20

First Reliability Statistics

Cronbach‟s Alpha

No. of ltems

0.888

20
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Table 1 illustrates the Cronbach‟s alpha scale value which is calculated for
reliability analysis of each of the seven main factors in our questionnaire, for
13 gathered questionnaires.
Table 1: Reliability statistics of each main factor
Cronbach’s

Number

Alpha

of Items

Confirmation

0.754

Satisfaction
Perceive

Main Factors

Mean

Variance

5

3.492

.577

0.876

3

3.538

.867

0.674

3

4.077

0.769

0.840

2

3.920

.954

0.702

6

3.200

.641

No Likert

2

-

-

No Likert

4

-

-

Usefulness
Continuance
Intension
Network
Externalities
Direct
Compulsion
Indirect
Compulsion
Source: Author's calculation.

Method of Data Analysis
The method of the collected data analysis has been applied at three levels of
the study. First, data are examined and some descriptive statistics obtained in
order to obtain an overview of the characteristics of the sample and to assess
issues such as mean and standard deviation. Second, bivariate correlations
between variables are analyzed with respect to the correlation between scales
of variables and mediator variables. In particular, it examines the research
hypothesizes.
The final stage of the analysis adopts a regression analysis in order to
identify the eventual existence of association and relationship between the
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dependent and independent variables. SPSS and Mplus® software have been
used for the tests.

4. Data and Data Transformations
Factors Analysis
Relation between factors and the corresponding questions in the
questionnaire are shown in table 2. For the first factor "Confirmation", we
have 11 questions. For the 2nd factor, we assign five questions. For the 3rd
factor "Perceived usefulness" three questions are assigned. The 4 th factor
"Continuance intension" includes two questions, for the 5th factor "Network
Externalities six questions are assigned and two questions for the 6 th factor
"Direct Compulsion" and for the 7th factor "Indirect Compulsion", we
assigned 4 questions.
Table 2: Relation between Factors and Questionnaire
Factors
1

Confirmation

2

Satisfaction

3

Perceive

Related questions
5, 6-2, 9-2, 9-3, 9-4, 9-5, 9-6, 15, 16, 17, 18
20, 30, 31, 33, 40
19,30,39

Usefulness
4

Continuance

21, 41

Intension
5

Network

22, 23, 24, 26, 27, 28

Externalities
6

Direct Compulsion

7

Indirect
Compulsion

Source: Author's calculation.

35-3, 35-4, 44
38-1, 38-2, 38-3, 38-4
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Descriptive statistics have been done for the seven factors as shown in the
table 3. Column „N‟ indicates the number of valid answers received by
respondents. Minimum and maximum validity for each factor are indicated in
the 3rd and 4th columns, and arithmetic average or "Mean" and Standard
Deviation are shown in the 5th and 6th columns.
Table 3: Descriptive Statistics Related to the Main Factors
7 Main Factors

N

Minimum

Maximum

Mean

Std. Deviation

Confirmation
Satisfaction
Perceived
Usefulness
Continuance
Intension
Network
Externalities
Direct
Compulsion
Indirect
Compulsion

396
381

1.91
2

4.27
5

3.0996
4.3879

0.42271
0.45556

404

2.33

5

4.4266

0.52911

401

2.5

5

4.3529

0.57515

384

1.83

5

3.5907

0.51516

401

1

5

2.882

1.2324

408

1

5

2.8064

1.06969

Source: Author's calculation.

Now, let‟s investigate hypotheses related to the different factors.
Solving Hypothesis 1
User‟s confirmation (Increase or Decrease) is positively associated with
their Satisfaction with the program.
Solving Hypothesis 2
User‟s confirmation (Increase or Decrease) is positively associated with their
Perceived Usefulness with the program.
Solving Hypothesis 3
User's Perceive Usefulness (Increase or Decrease) is positively associated
with their Satisfaction with the program
Solving Hypothesis 4
User's Perceive Usefulness (Increase or Decrease) is positively associated
with their Continuance Intensions with the program
Solving Hypothesis 5
User's level of Satisfaction (Increase or Decrease) is positively associated
with their Continuance Intension with the program

Table 4: Spearman Nonparametric Correlation Result
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Table 5: Pearson Correlation Result
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Solving Hypothesis 6
Network Externalities (Increase or Decrease) is positively associated with
user's extent of Confirmation
Solving Hypothesis 7
Network Externalities (Increase or Decrease) is positively associated with
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user's Perceive Usefulness
Solving Hypothesis 8
Network Externalities (Increase or Decrease) is positively associated with
user's level of Satisfaction
Solving Hypothesis 9
Network Externalities (Increase or Decrease) is positively associated with
user's Continuance Intension
Solving Hypothesis 10
Direct Compulsion (Increase or Decrease) has a positive effect on the
relation between user's perceive Usefulness and their continuance intention
Solving Hypothesis 11
Direct Compulsion (Increase or Decrease) has a positive effect on the
relation between user's level of satisfaction and their continuance intention
Solving Hypothesis 12
Direct Compulsion (Increase or Decrease) has a positive effect on the
relation between Network Externalities of the program and their Continuance
Intention
Solving Hypothesis 13
Indirect Compulsion or Lock-in Customers (Increase or Decrease) is
positively associated with user's Continuance Intension

5. Results
Regression Analysis
For regression analysis, we define dependent and independent variables as
follows:
Dependent variables (DV) or factors for this study are:
DV1)

Confirmation

DV2)

Continuance Intension

Independent Variables (IDV) or Factors for this study are:
IDV1)

Satisfaction

IDV2)

Perceived usefulness

IDV3)

Network Externalities
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IDV4)

Direct Compulsion

IDV5)

Indirect Compulsion
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We used a multiple regression analysis to assess the effectiveness and
priority of the five components (“Satisfaction”, “Perceived Usefulness”,
"Network Externalities”, “Direct Compulsion”, and “Indirect Compulsion”),
relatively to the first dependent variable (“Confirmation”).
The method used for this analysis was stepwise forward (Stepwise
(Criteria: Probability – of - F-to-enter <= .050, Probability-of-F-toremove > = .100).
Multiple

ANOVA

(analysis

of

variance)

showed

respectively

“Satisfaction”, “Network Externalities”, and “Indirect Compulsion” effect on
„Confirmation” (See table 5-2-1-1).
Linear Regression: “satisfaction” determines 15.2% of “Confirmation”
alone.
Binary regression: “Satisfaction” and “Network Externalities” determine
16.7% of “Confirmation”.
Regression of triplet (Plane): “Satisfaction”, “Network Externalities”, and
“Indirect Compulsion” determine 17.7% of Confirmation”.
“Perceived Usefulness” and “Direct Compulsion” with predicted level of
confidence 95% are not present in regression and do not have any effect on
“Confirmation”. (Perceived usefulness, Sig = 0.409 > .05 and Direct
compulsion, Sig = 0.139 > .05)
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Table 6: Regression (Confirmation)
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The same approach has been adopted to assess the effectiveness and
priority of the five components relatively to the second dependent variable
(Continuance Intension). Multiple ANOVA showed Religion Studies,
“Perceived Usefulness”, and “Satisfaction” have effect on “Continuance
Intension” (see table 7).
 Linear Regression: “Perceive Usefulness” determines 51% of
“Continuance Intension” alone.
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 Binary regression: “Perceive Usefulness” and “Satisfaction”
determine 54% of “Continuance Intension”.
“Network Externalities” and “Indirect Compulsion” with predicted level
of confidence 95% are not present in regression and do not affect
“Continuance Intension” (Network Externalities, Sig = 0.236 > .05 and
Indirect compulsion, Sig = 0.208 > .05)
Table 7: Regression (Continuance Intension)
Variables
Entered
Perceive
Usefulness
Satisfaction

R

R
Square

Adjusted
R Square

.714(a)

0.51

0.508

Std. Error
of the
Estimate
0.40992

.739(b0

0.545

0.543

0.39528

Sum of
Squares

Sig.

F

61.669

.000(a)

367.001

65.989

.000(b)

211.154

Relation of the Main Factors with Education and with Age
As a last investigation, we have been looking for a relation of the seven main
factors with education and then with age.

Relation between the Main Factors and Education
Respondent's state of education is measured by the question "Secondary
school", "High school", "Diploma", "University Degree", and "Religion
Studies" in the questionnaire.
Considering the type of this question which is ordinal, and because of the
number of respondents (just 8) who have "Religion Studies", we omitted
“Religion Studies” in this analysis. In table 8, it can be seen that the
relationship between education levels and significant bits of the seven
variables are not observed (Sig. = 0.688, 0.163, 0.325, 0.783, 0.108, and
0.833 > 0.05). This is probably due to lack of linear relationship between
education levels and seven main factors. In table 9 also, seven main factors
studied in level of education, in case of Mean, Number, and Standard
variation of sample are shown.
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Table 8: Nonparametric Spearman Correlation, Factors/Education
Main Factors

Confirmation

Satisfaction

Education
Correlation Coefficient

-0.02

Sig. (2-tailed)

0.688

N

388

Correlation Coefficient

-0.073

Sig. (2-tailed)

0.163

N

372

Correlation Coefficient

-0.05

Sig. (2-tailed)

0.325

N

395

Correlation Coefficient

0.014

Sig. (2-tailed)

0.783

N

392

Correlation Coefficient

-0.083

Sig. (2-tailed)

0.108

N

375

Correlation Coefficient

-0.011

Sig. (2-tailed)

0.833

N

392

Correlation Coefficient

0.013

Sig. (2-tailed)

0.799

N

399

Percieve Usefulness

Continuance Intension

Network Externalities

Direct Compulsion

Indirect Compulsion
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Table 9: Seven Main Factors / Education
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Relation between Main Factors / Age
Spearman Correlation coefficient of the relationship "age" and the seven
factors with 95% confidence level showed that these differences are not
significant (Sig. = 0.61, 0.75, 0.96, 0.46, 087, 063, and .49> .05) (see table
10). Therefore, we use descriptive statistics (mean, number, standard
deviation) of seven main factors which are shown in table 10.
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Table 10: Nonparametric Spearman Correlation, Factors / Age
Main Factors

Confirmation

Satisfaction

Age
Correlation Coefficient

0.025

Sig. (2-tailed)

0.613

N

396

Correlation Coefficient

0.017

Sig. (2-tailed)

0.746

N

381

Correlation Coefficient

0.002

Sig. (2-tailed)

0.964

N

404

Correlation Coefficient

0.037

Sig. (2-tailed)

0.463

N

401

Correlation Coefficient

-0.009

Sig. (2-tailed)

0.867

N

384

Correlation Coefficient

0.024

Sig. (2-tailed)

0.626

N

401

Correlation Coefficient

0.034

Sig. (2-tailed)

0.489

N

408

Percieve Usefulness

Continuance Intension

Network Externalities

Direct Compulsion

Indirect Compulsion

Total

50 and more

40-49

30-39

20-29

15-19

Age
3.3333
15
0.49516
3.0545
95
0.40987
3.0797
130
0.43074
3.1113
116
0.39273
3.15
40
0.46699
3.0996
396
0.42271

Mean
N
Std.
Deviation
Mean
N
Std.
Deviation
Mean
N
Std.
Deviation
Mean
N
Std.
Deviation
Mean
N
Std.
Deviation
Mean
N
Std.
Deviation

Confirmation

0.45556

381

4.3879

0.4433

40

4.42

0.46045

111

4.4378

0.4244

128

4.3063

0.47973

91

4.3912

0.45925

11

4.6909

Satisfaction

0.52911

404

4.4266

0.41581

41

4.5041

0.54291

118

4.4181

0.49352

135

4.4296

0.60468

95

4.3614

0.45426

15

4.6667

Percieve
Usefulness

0.57515

401

4.3529

0.49232

41

4.4634

0.5508

117

4.3846

0.57681

133

4.3045

0.61962

95

4.3105

0.65465

15

4.5

Continuance
Intesion

0.51516

384

3.5907

0.40779

35

3.6476

0.55917

117

3.5641

0.5112

129

3.5801

0.45535

92

3.5417

0.50151

11

4.2273

Network
Externalities

Table 11: Seven Main Factors / Age

1.2324

401

2.882

1.23592

41

2.9837

1.2966

117

2.9715

1.08048

133

2.7318

1.28619

94

2.8014

1.3688

16

3.6875

Direct
Compulsion

1.06969

408

2.8064

1.12673

41

2.9268

1.18933

122

2.877

0.98653

135

2.763

1.02837

94

2.734

0.93095

16

2.75

Indirect
Compulsion
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Graphs
Figure 4: Men/Women Attitude toward Seven Factors of Success of
Bank-issued Micropayment System in Iran (2010)

Figure 5: Impact of Compulsion in Success of Bank-issued
Micropayment System in Iran (2010) in Case of Education Level
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Other Results of this Study
We dealt with the defined success factors from different perspectives related
to: gender, age, dependency and education.

Gender Attitude toward Success Factors
In a further analysis we compare the level of acceptance of the seven main
factors in case of Male or Female respondents.
Table 12 illustrate that the scale of level of acceptance “Confirmation”
and “Indirect Compulsion” in E-Payment for Male which is more than
female, and for the other five main factors (Satisfaction, Continuance
Intension, Network Externalities, Perceive Usefulness , and Direct
Compulsion) the scale of level of acceptance for Male and Female are the
same.
Table 12: Scale of the Level of Acceptance of Respondents
in Case of Genders
Scale of Level of Acceptance
Confirmation

Male more than Female

Satisfaction

Male/Female

Perceive Usefulness

Male/Female

Network Externalities

Male/Female

Continuance Intension Male/Female
Direct Compulsion
Indirect Compulsion

Male more than Female
Male/Female
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Age Attitude toward Success Factor
As a conclusion (see table 13) of evaluation of E-Payment “Confirmation”,
“Perceived Usefulness”, “Satisfaction”, “Network Externalities”, and “Direct
Compulsion” age group of (15-19) has confirmed the E-Payment more than
the other groups of age. The age group of (50 and more) or the oldest group
has confirmed the E-Payment “Indirect Compulsion” more than the other
groups of ages.
Table 13: Scale of the Level of Acceptance of Respondents
in Case of Genders

15-19

20-29

30-39

40-49

>50

Confirmation

1

5

4

2

3

Satisfaction

1

4

5

2

3

Perceived

1

5

3

4

2

1

4

5

3

2

1

5

3

4

2

1

4

5

3

2

4

5

3

2

1

Usefulness
Continuance
Intension
Network
Externalities
Direct
Compulsion
Indirect
Compulsion

An Analysis of the Factors Influencing …

279

Dependency of Factor
As a conclusion of last chapter (regression analysis) there is a mathematical
relationship between “confirmation” as a dependent variable and the other
factors as independent variables as follows:
1. Model 1 could be: “Confirmation” = f (“Satisfaction”)
2. Model 2 could be: “Confirmation” = f (“Satisfaction”, “Network
Externalities”)
3. Model 3 could be “Confirmation” = f (“Satisfaction”, “Network
Externalities”, “Indirect Compulsion”)
There is a mathematical relation between “Continuance Intension” as a
dependent variable and the other factors as independent variables as follows:
1. Model 1 could be: “Continuance Intension” = F (“Perceived
Usefulness”)
2. Model 2 could be: “Continuance Intension” = F (“Perceived
Usefulness”, “Satisfaction”).

Education Attitude toward Success Factors
The respondents with education level of “high school” and “University
degree” and “secondary School” respectively accepted “Near to high” of EPayments factors. Table 14 shows these relations between acceptance of EPayment Factors and education of respondents.

6. Conclusion
Main Findings of this Study
The goal of this research was to understand and find success factors
influencing micropayment programs in banking sectors in Iran. In addition to
the success factors presented by Tan (2008), we have added two factors of
Direct Compulsion and Indirect Compulsion.
We have derived some descriptive statistics in order to obtain an
overview of the characteristics of the considered sample. Then, bivariate
correlations between variables were analyzed with respect to the correlation
between scales of variables and mediator variables. Finally, we performed a
regression analysis in order to identify the eventual existence of association
and relationship between the dependent and independent variables.
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Table 14: Seven Main Factors / Education
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All main questions of this study were answered successfully in form of
thirteen hypotheses, which we have explored. Direct compulsion is defined as
a mediator variable between 1) "Satisfaction" and "Continuance Intension"
2) "Perceived Usefulness" and "Continuance Intension" 3) "Network
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Externalities" and "Continuance Intension", which has positive effects (H10,
H11, and H12). On the other hand, we had a direct question (number 44) in
the questionnaire. “Compulsory use of e-payment systems in Tehran” was
answered by 401 respondents out of 409 (mean calculated for this data is 3.91
out of 5).e.g. most of the people in this sample agreed with direct
compulsion. Impact of indirect compulsion or lock-in customers on user's
continuance intension is positively associated also (H13). In fact, many
operators have given millions of Rials worth of prizes, gifts and discounts to
their consumers, who use electronic payment services to pay their bills
(a win-win business) and pushed their customers to use these services
continuously.

Suggestions
General Purpose Card
“Having a General-Purpose Card” was one of the ideas submitted in our
questionnaire. Out of 406 valid answers, 218 respondents (53.7%) strongly
agreed with this idea. Whereas 109 respondents (26.8%) agreed, 30
respondents (7.4%) were “Neutral” and only 33 respondents (8.1%)
disagreed.
Respondents were also questioned about “The amount of money for
Password need”. 15 of them (3.8%) suggested 1,000,000 Rials, 10 (2.5%)
suggested 500,000 Rials, 69 (17.4%) said 100,000 Rials, 115 (29%) said
50,000 Rials, and 32 (8.1%) suggested 10,000 Rials.
This question is a guide to General Purpose Card (a combination of
banking payment and micropayment card system).
So a general purpose card could be defined and depends on the
customers, the amount of money predefined by customers (no need of
password and the other security for this amount).
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Micropayment Margin
According to the Central Bank of Iran, a payment value less than 50 Million
Rials is considered as a micropayment's transaction. Because of the amount
of this value (50 Million Rials), all instruments of Cash-based systems and
Account-based systems in EPS (Electronic Payment Systems) except
electronic check are engaged in Iran's micropayment system definition. It
means Micropayment systems are equivalent to E-Payment in Iran according
to CBI definition.
Now we have to define a new category for E-Micropayment system. EPS
size in Iran could be as follows:
• Medium value transactions: between 100,000 Rials ($10) and
50,000,000 Rilas ($5000).
• Large value transactions: above 50,000,000 Rials or $ 5000.
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