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Introduction
Over the last few years the Iranian economy has been suffering from a rapid increase 
in inflation rates, a steady decline in economic activities, and a significant loss in its 
currency’s purchasing power both at home and in international markets. 

The rise in the rate of inflation from over 12% in 2010/11 to over 33% in 2012/13 has 
been partly blamed on the significant rise in the level of liquidity and the subsidy reforms 
of 2010. It has also been blamed partly on the increase in international sanctions against 
Iran since 2010/11, which affected both the banking industry and the sale of oil. The rise 
in liquidity in turn was partly due to the rise in oil prices and the increase in the share 
of oil revenue in the budget. It was also partly attributed to the distribution of cash 
payments to the public in the aftermath of the subsidy removal to ease the pressure of 
price rises. The increase in international sanctions in fact acted as a supply shock, which 
adversely affected both the productive capability of major industries, and the extent of 
cost-push inflation. All of the factors given above significantly eroded the purchasing 
power of the domestic currency both at home and vis-à-vis major international 
currencies. Thus, while the economy is experiencing a sharp downfall in output, it also 
suffers from both cost-push and demand-pull inflation. 

Tackling the dual problem of a rise in inflation and a fall in output are important 
challenges that both the Iranian government and the Central Bank of Iran (CBI) will face 
in the future. The question that arises here is what would be the best policy to adopt in 
order to deal with this high level of stagflation?

This working paper was produced for the 
Legatum Institute’s workshop on Economic 
Reform in October 2013. �e workshop was part 
of ‘�e Future of Iran’ project, which is designed 
to encourage Iranians to begin thinking about the 
challenges they will face if, or when, they suddenly 
�nd themselves in a position to carry out major 
political, social and economic reforms.
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Apart from the major concerns given above, the CBI would also have to address some 
other important issues, namely: 

a) Achieve independence from the government in the implementation of the country’s 
monetary policy.

b) Regain its credibility and the public’s trust in its ability to stabilise prices and value of 
the currency.

c) Reinforce its supervisory power over the banking industry that has been subject to 
serious problems of fraud and embezzlement in recent years. 

d) Re-examine the banking practice rules with regards to capital adequacy that has been 
undermined by a number of banks and led to the large amount of over-due loans.

e) Redenominate the currency, which has significantly lost its purchasing power over 
the years.

No doubt the CBI would need government and parliamentary assistance in tackling 
the above problems. The objective of this paper is to examine the economic problems 
that the Iranian economy will have to deal with in the future, and highlight the range of 
policies that might be appropriate for the Central Bank to adopt. To provide a greater 
focus on the recent developments, the study concentrates only on the period between 
1999/2000 to date, which covers the government of the last two presidents.

The organisation of this paper is as follows. Section I provides a brief background to the 
recent economic environment of Iran. Section II provides a critical discussion of the range 
of policies that various central banks have been adopting during the last twenty to thirty 
years, such as Exchange Rate Targeting (EXT), Monetary Aggregate Targeting (MAT), 
Inflation Targeting (IT) and Nominal GDP Targeting (NGDPT). Section III provides the 
conclusion and makes some policy recommendations for the CBI. 

Section I Economic Background of Iran
Between 1999/2000 and 2012/2013, the Iranian economy and in particular the banking 
industry went through considerable ups and downs. 

a) Economic activities suffered from a high level of uncertainty that was caused by 
government’s monetary and fiscal policy and resulted in large fluctuations in the 
real rate of growth of GDP.

b) Continuous rises in the rate of inflation significantly eroded the purchasing power of 
currency at home and vis-à-vis other currencies. 

c) A large number of public banks suffered from a massive level of over-due loans and 
pushed them to the edge of bankruptcy.

d) The banking industry experienced one of the largest levels of embezzlement in its history.
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Let us now examine each of the above problems. 

Economic Growth

As can be seen from Figure 1 below, while the growth rate of real GDP and in particular 
that of non-oil GDP rose during the presidency of Mr Khatami between 1999/2000 and 
2002/2003, it started to fall from 2002/03 onwards. This trend gained momentum, 
particularly during the presidency of Mr Ahmadinejad, when the fall in oil prices between 
2008 and 2009 and the rise in inflation rates adversely affected the economy and 
its growth rate. Consequently, though the economy was still growing, its growth rate 
dropped from a height of nearly 9% in 2002/2003 to a low of 1% in 2008/09. 

The subsequent rise in the price of oil from 2009 onwards, however, helped raise the 
growth rate of real GDP to 6% in 2010, but was not sufficient to keep it performing at 
the same pace. That was because of a significant increase in the level of international 
sanctions against Iran, which sharply reversed the growth trend from 2010/11 onwards 
and reduced the growth rate of real GDP to 3% in 2011/12.  

FIGURE 1: RATE OF GROWTH REAL GDP (WITH AND WITHOUT OIL) 
BASED ON 1997/98 PRICES 1999/2000–2013/14
Source of data: Chart produced by author using the data collected from ‘Table 2 of Annual National Accounts 1959-
2010” posted on the CBI website August 2013, http://www.cbi.ir/simplelist/5796.aspx , and Economic Trend No. 68, 
http://www.cbi.ir/default_en.aspx
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FIGURE 2:AVERAGE ANNUAL OIL PRICE 2000-2013 (US$)
Source: Opec http://www.opec.org/opec_web/en/data_graphs/40.h 

Inflation

Between 2006 and 2012, and in particular from 2009 onwards, the Iranian economy has 
been suffering from a rapid increase in the rate of inflation. Four major factors have been 
blamed for this trend. 

The first factor was the government’s increasing use of oil revenue in the budget that led 
to a significant rise in the level of liquidity and contributed to demand-pull inflation. This 
happened in 2006 when Mr Ahmadinejad submitted a bill to the Parliament asking for an 
increase in the size of oil revenue in the government’s budget from US$ 15 billion

1
 to US$ 

40 billion
2
. The above policy clearly conflicted with the CBI’s objective of maintaining 

price stability and led to an unprecedented rise of 34.3% in the level of liquidity in 
2005/06, and 39.4% in the following year.

The second factor was the adoption of an expansionary monetary policy in 2006 when 
Mr Ahmadinejad asked the Parliament to approve a cut in the banks’ lending rate. 
Once again, despite the Central Bank’s strong objections, the Parliament approved the 
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President’s request and instructed private and public banks to reduce their interest 
rates by 5 and 3% to 17 and 14%, respectively. At the same time, to stimulate the 
economy, the government instructed the public banks to allocate IRR 80,000 billion 
(approximately US$8 billion

3
) of their credits to ‘small businesses with quick return’. The 

above amount was envisaged to increase to IRR1,000,000 billion (approximately equal 
to US$100 billion) by 2010. This policy again seriously undermined the CBI’s ability to 
control inflation. 

The third factor was the rise in the level of international sanctions on financial 
transactions and oil exports in 2010 and 2011 respectively. The new sanctions led to a 
rapid depreciation of the currency in the open market and a sharp increase in the cost 
of imports and production. The new sanctions were a form of external supply shock 
that caused cost-push inflation. Within a short period of time the official inflation rate 
increased from around 12% in 2009/10 to over 30% in 2011/12. At the same time the 
official exchange rate depreciated from IRR9984/US$1 in 2010 to IRR24850/US$1 in 
September 2013 which is a depreciation of nearly 149%. 

The fourth factor was the removal of subsidies on fuel and a number of other items 
in 2010 that was accompanied by a monthly cash subsidy to the low- income public. 
According to various reports, the government was spending between US$90 billion and 
US$100 billion per year on subsidies, of which between US$35 billion and $45 billion 
were related to subsidies on fuel.

4
 The reform of energy prices was expected to increase 

government revenues from the sale of fuel items by about US$20 billion in the first year. 
Of the above amount, 50% was supposed to cover the cost of cash subsidies, 30% to 
provide support for the 70,000 vulnerable institutions that were going to be adversely 
affected by subsidy removals, and the rest was supposed to be invested in various long-
term projects by the government. 

Contrary to the initial plan that envisaged only half of the population to be entitled to 
receiving cash subsidies, more than 90% of the population (i.e. 72 million people) ended 
up registering for it by December 2010, and each member of the household received 
IRR405,000 per month which later increased to IRR445,000, and more recently to 
IRR700,000 per month. Consequently, almost all of the government’s revenues from 
increased prices were used up for cash subsidies and hardly any funds reached the 
affected industries. 

Thus, in practice, the removal of subsidies had a double impact on inflation in the form 
of both cost-push and demand-pull inflation. Cost push inflation because it led to a 
sudden increase in the price of utilities that affected both households and producers and 
led to a sharp rise in the cost of production. Demand pulled inflation because the initial 
disbursement of cash subsidies acted like a windfall income for low income recipients 
who rapidly spent it all on various consumer goods before receiving the higher utility 
bills. The sudden rise in demand in turn led to a rapid rise in general price index. See 
Figure 3.
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FIGURE 3: LIQUIDITY (M2) AND CPI GENERAL INDEX (2011/12 =100) 
1999/2000–2013/14
Source of data: Chart produced by the author using the data collected from “Consumer Price Index for all Urban 
Consumers, Khordad 1392, Table 2” reported by the CBI Economic Statistics Department July 2013. 

*Data for 2013 corresponds to data reported for July 2013. 

Within a short period of time after the implementation of the policy, however, the shock 
of the sharp rise in utility prices forced consumers to cut back on their demand for goods. 
Consequently businesses began to be doubly effected by the new policy, that is:

a)  The rise in the price of gas and electricity significantly increased productions costs, 
and 

b) The same price rises reduced the demand for their products as consumers had also 
been adversely affected by the rise in the cost of utilities.

5

In other words, the cost-push effect of subsidy reform had a much more damaging effect 
and pushed many businesses and industries to the brink of bankruptcy. This happened 
despite the fact that the government had planned to make long-term investments in the 
economy and provide some form of assistance to industries. Consequently, the supply 
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side of the economy suffered from an internal shock, which led to both a rise in prices 
and a cut down in production. The problem was that the economy was subjected to 
this internal shock right at the time when it was also exposed to one of the most severe 
external shocks due to international sanctions. 

It is true that, generally, subsidy removal is likely to lead to some structural change and 
improvement in the efficiency of various industries that need to undergo technological 
transformation. Hence it was a policy that had to be implemented eventually, despite its 
adverse inflationary consequences in the short run. The problem in the case of Iran was 
that it was implemented right at a time when the supply side of the economy could not 
benefit from foreign investments due to international sanctions. Nor could it experience 
a swift structural transformation and rise in long-term domestic investments due to 
the high level of uncertainty that prevailed at the time. Consequently, most domestic 
investors were engaged in speculative and short-term investments rather than long 
term and more energy efficient projects. Therefore, the combination of internal and 
external shocks led to sever stagflation in the country. The impact of the above factors 
on the economy and households can be more clearly seen in Figure 4, which provides a 
comparison of the rise in the CPI general index, and indices of food and beverages, and 
furnishing household equipment.

FIGURE 4: CPI GENERAL INDEX AND INDEX OF FOOD AND 
BEVERAGES AND FURNISHING HOUSEHOLD EQUIPMENT (2011/12 
=100) 1999/2000-2013/14
Source of data: Chart produced by author using the data collected from “Consumer Price Index for all Urban Consumers 
Khordad 1392, Table 2” produced by the CBI Economic Statistics Department July 2013. 

*Data for 2013 corresponds to data reported for July 2013. 
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As can be seen from the above figure, price of both food and beverages and household 
furnishing equipment increased more than the general index. The rise in price of the above 
items was due to domestic supply shock and demand-pull effects of cash subsidies. 

The greater increase in the price of furnishing household equipment, however, was 
due to the fact that a considerable proportion of those goods were imported goods. 
Following the international sanctions on Iranian banks and the significant depreciation 
of the Iranian Rial, the price of those goods began to rise much faster than the price of 
other consumer goods. Thus here we can clearly see the impact of an external supply 
shock. This is also clear from Figure 5, which shows the CPI rate of inflation of the general 
index, food and beverages and household furnishing equipment.

FIGURE 5: CPI INFLATION OF GENERAL INDEX, FOOD AND 
BEVERAGES, AND HOUSEHOLD FURNISHING EQUIPMENT, 
(2011/12)=100 1999/2000-2012/2013*
Source of data: Chart produced by author using the data collected from “Consumer Price Index for all Urban Consumers 
Khordad 1392, Table 2” produced by the CBI Economic Statistics Department July 2013. 

*Data for 2013 corresponds to data reported for July 2013. 
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At this stage it is important to carry out a more careful examination of the nature of 
inflation in Iran. For this reason it is important to assess the relationship between the 
growth rate of liquidity and that of CPI inflation. As can be seen from Figure 6, while the 
rate of CPI inflation of the general index had been continuously rising between 2009/10 
and 2012/13, the growth rate of liquidity had been falling from 2010/11 onwards. 

In other words, it is evident that inflation in Iran is mostly caused by the cost push 
effects of the two internal and external supply shocks, rather than by the demand pull 
effects of cash subsidies. 

FIGURE 6: RATE OF GROWTH OF LIQUIDITY (M2) AND RATE OF 
GROWTH OF CPI GENERAL INDEX (CPI INFLATION 2011/2012 =100) 
200/01–Q1, 2013/14
Source of data: Chart produced by author using the data collected from, “Economic Trends First quarter 1391, 2012/13, 
No. 68”, http://www.cbi.ir/default_en.aspx, and “Consumer Price Index for all Urban Consumers Khordad 1392, Table 2” 
produced by the CBI Economic Statistics Department July 2013. 

This is also clearly evident from Figure 7 that shows the relationship between the CPI general 
index, the exchange rate movement and the rate of CPI inflation of the general index.
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FIGURE 7: CPI INFLATION OF GENERAL INDEX, LIQUIDITY GROWTH 
AND RATE OF CHANGE OF EXCHANGE RATE (IRR/US$) 1999/2000–
2013/14
Source of data: Chart produced by author using the data collected from, “Economic Trends First quarter 1391, 2012/13, 
No. 68”, http://www.cbi.ir/default_en.aspx, and “Consumer Price Index for all Urban Consumers Khordad 1392, Table 2” 
produced by the CBI Economic Statistics Department July 2013. 
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Overdue loans

Another challenge that the CBI will face in the future is to regain the public’s confidence 
in its supervisory capacity. 

In the case of Iran, the CBI’s authority to oversee the bank’s sound operation has been 
seriously questioned in recent years with the steady increase in bank loan delinquencies. 
At first, the amount of overdue loans was announced to be around US$10 billion in 2005. 
By 2008 it increased to US$17.8 billion and still further to US$38 billion in 2009 and 
even more to US$57 billion in 2013.

6
 

The above amount was particularly alarming as the total size of the banks’ capital 
amounts to US$20 billion.

7
 Thus the amount of overdue loans is nearly three times the 

size of all of the banks’ capital, and over 15% of total loans of all state banks. The above 
ratio is much higher than the international standard of 3 to 5%.

8
 

In that respect, the head of the General Inspections Organization (GIO) blamed the 
banks in 2012 for the problem of overdue loans and asked them to adopt adequate 
measures to recover the loans. Moreover, to prevent a possible bank failure he asked 
the Parliament to approve the government’s proposed bill of repaying its debt to banks 
as soon as possible, as a number of banks were on the verge of bankruptcy. In addition, 
in 2012, the Central Bank put a limit of nearly US$ 15,000 on the public’s daily cash 
withdrawals. The announced reason was to control money laundering. But according 
to anecdotal reports, the limit was set to avert bankruptcy of some of the largest banks 
such as Bank Melli and Bank Mellat that were among the biggest lenders. (See Risk 
Watchdog, 2010). 

What appeared particularly curious was the fact that by 2012, a number of banks in 
difficulty still did not appear to have taken the necessary legal steps to recover overdue 
loans from their biggest borrowers.

In this respect, although banks were attacked for poor practice, one might equally 
condemn the CBI for poor supervision of banks. Clearly one of the problems that central 
banks usually face is the problem of moral hazard, which arises when a bank that might 
have excessively exposed itself to the risk of bad debt needs to be rescued. In such cases 
the Central Bank’s rescue package might entice a particular bank or other banks to 
continue taking undue risks. The question that arises here is what appropriate measures 
should the Central Bank take to reduce the problem of moral hazard? To address this 
question it is important to first determine whether: 

a) The bank at risk is a private or a public bank? 

b) The rise in bank exposure is due to internal decision-making by bank managers or 
government instructions? 

c) The problem has arisen due to asymmetric information between borrowers and lenders? 
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d) Corruption within the bank or other government agencies has reduced the ability of 
the Central Bank to act independently? 

In the case of Iran, most of the banks that are suffering from overdue loans are public 
banks that extensively lent to borrowers of ‘projects with quick return’. Moreover, the 
loans were mostly lent under instruction from the government. Therefore, one might 
argue that the blame should be mostly put on the government that continuously 
intervened in the banks’ activity and undermined the ability of the CBI to ensure the safe 
conduct of the banking industry. 

There were also other explanations given for the rise in the amount of overdue loans. 
One was that a large number of borrowers were public institutions whose businesses 
were suffering due to international sanctions and rising costs. Moreover, as some of the 
borrowers were public institutions, their managers did not feel the pressure or necessity 
to repay the loans. Another explanation was that a large number of smaller borrowers 
were suffering during an economic downturn and were truly unable to repay their loans. 
This was indeed a similar phenomenon to what was experienced by many businesses in 
other parts of the world following the 2008 financial crisis. That is why the government 
had encouraged banks to extend further loans to businesses and help them overcome 
their short-term cash flow problem. But, as a number of businesses did not show any 
sign of recovery, the extra loans only further increased the overall size and number 
of overdue loans and, as such, exerted more pressure on banks. So in this respect one 
might argue that there are occasions when the Central Bank would have to assist the 
government in its drive to move the economy out of a recession and adopt a more 
supportive approach towards banks in distressed situations. 

Despite the above consideration, there was also a clear problem of asymmetric 
information between the banks and a number of their borrowers who used the borrowed 
funds for alternative uses. There were also cases of corruption among bank managers 
who lent very large amounts to some specific borrowers who refused to repay their 
loans. According to a report by the Press TV in 2009, ninety individuals who already had 
a record of US$27 billion in overdue loans collectively managed to secure an extra US$8 
billion line of credit from the banking system. 

The problem was further accentuated as banks were unable to sell the loan guarantee 
assets in the market due to the recession. To tackle the problem of overdue loans, the 
government prepared a list of more than 6,000 institutions that were in difficulty and 
asked banks to extend the maturity of their loans by an extra year and provide further 
loans to the existing borrowers to enable them to continue their operation. The above 
measures, however, not only did not help reduce the problem of overdue loans, they led 
to a further increase in the size of overdue loans: the total size of overdue loans in 2012 
increased to IRR700,000 billion which amounts to approximately US$57 billion at the 
official exchange rate in January 2013. 
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The above developments demonstrate that the problem of overdue loans was 
multifaceted, caused by a combination of asymmetric information, economic downturn 
and corruption. Nevertheless, there were also elements of weak central bank monitoring 
and auditing, as well as the lack of independence of the CBI from the government and 
other influential political power points in Iran. 

Bank Embezzlement

One of the important events that revealed the weakness of the CBI’s supervisory 
capability was the discovery of a US$2.8 billion bank embezzlement in 2010, which 
was announced by the head of the General Inspection Office (GIO) in 2012. The fraud 
involved seven state-owned and private banks, as well as a large number of non-bank 
institutions, bank executives and bank officials, including senior members of Bank Melli 
(the largest public bank), and Bank Saderat and Arya Group

9
 (a financial conglomerate). 

The above scandal was not a unique case. In 2012, the Mehr News Agency reported 
another banking fraud that amounted to hundreds of millions of Euros and dollars of 
loans extended to private companies by a state bank without the necessary collateral. 
Such discoveries once again reveal the weakness of the CBI in monitoring and 
supervising the banking system. 

Section II Central Banks and Policy Objectives
Traditionally the most important objective of any central bank has been to control 
inflation and maintain price and financial stability. To achieve these objectives, central 
banks follow a variety of policies such as exchange rate targeting, monetary aggregate 
targeting and inflation targeting. Here we briefly examine the merits and demerits of 
each policy, and comment also on Nominal GDP Targeting (NGDPT) that has become 
more attractive since the 2008 financial crisis. 

Exchange rate targeting

Following the breakdown of the Bretton Woods agreement, the central banks of a 
number of developing countries such as Mexico, Argentina, Brazil, Malaysia, Turkey, 
Egypt, Iran, among others, chose to use exchange rate targeting as a policy to control 
inflation. In most cases, the main reason for this policy was the Central Bank’s difficulty 
in controlling the monetisation of government expenditures. That in turn led to liquidity 
growth and a high level of inflation. By pegging the exchange rate to the currency of 
a low inflationary country, such as the UK or the US, central banks hoped to be better 
able to manage inflation. The peg in most cases were currencies that were mostly used 
for trade settlement. In practice, however, exchange rate targeting proved damaging 
to the export sector. That is because in order to keep the cost of imports low and 
control inflation, the exchange rate had to be pegged at a rather overvalued rate, which 
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damaged the export sector and caused unemployment. Currency depreciation on the 
other hand, which may have been beneficial to the export sector, had its own adverse 
impact on import costs and lead to a rise in inflation. Thus, to find the appropriate 
peg was always problematic. Moreover, central banks’ inability to control government 
expenditure was another factor that inevitably led to a rise in the rate of inflation and 
the need to change the peg again. Thus, in practice, the policy became very unreliable. 

The other disadvantage of a fixed exchange rate is the problem of the ‘Impossible Trinity’, 
which makes monetary policy totally ineffective when there is perfect capital mobility. 
In this respect, in an uncertain environment where agents feel there is a strong possibility 
of a forthcoming currency depreciation or change in the peg, they start attacking the 
currency and sell it for a safer and stronger currency. This is indeed a self-fulfilling 
prophesy that ultimately leads to the depreciation of the domestic currency, as no 
central bank has sufficient foreign exchange reserves to withstand the market pressure. 
Consequently, agents rushing to sell domestic currency for stronger currencies will 
force the government to either depreciate the currency and abandon the peg entirely or 
change the peg. This is, in fact, what happened in Mexico in 1992, Malaysia, Thailand and 
other South East Asian countries in 1997, Turkey in 2001, and Argentina in 2002. In all 
those countries, governments lost a massive amount of foreign exchange reserves and 
eventually had to depreciate the currency and abandon exchange rate targeting. All of 
which led to a serious financial crisis. 

In all those countries, maintaining a fixed exchange rate became particularly difficult 
from the 1990s onwards when capital controls were removed and developing countries 
became more integrated in global financial markets. 

A similar problem occurred in Iran, even though the country restricts capital movement. 
Iran has been pursuing exchange rate targeting for many years. Yet in 2012, the increase 
in the level of international sanctions on oil and financial transactions pushed the price 
of the dollar and other foreign currencies in the free market to a rate well above that 
of the official fixed rate. Consequently the government was forced to depreciate the 
official exchange rate vis-à-vis the dollar and change the peg. Yet despite the restrictions 
on capital mobility, the CBI and the government experienced significant pressure to 
depreciate the currency. That is because the uncertainty about future events encouraged 
a large proportion of the public to rush to convert their domestic currency into dollars 
or Euros and keep the money in cash—an asset with a value likely to rise in the future. 
The extent of the problem was reflected in a statement by the Governor of the Central 
Bank, who on 17 November 2012 stated, “currently there are between 12 and 18 billion 
US dollars that are held by the public in Iran.”

10 
The situation deteriorated further when 

the government introduced multiple exchange rates allowing importers of certain 
items to purchase the dollar at a cheaper price than the others from the government. 
Consequently, those who could buy dollars more cheaply from the government sold part 
of their dollars at a higher price on the market.
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In general, exchange rate targeting has proved to be particularly difficult to maintain in 
the case of countries that suffer from an external supply shock like the one caused by 
international sanctions against Iran. 

Monetary Aggregate Targeting

Another policy that was used by many countries in the 1980s was monetary aggregate 
targeting. Here again several factors proved the policy ineffective. These include 
the removal of capital controls, the growth of parallel money markets such as the 
Eurocurrency market, the globalisation of financial markets, and the growth of 
securitisation. In other words, so long as banks could have access to external money 
markets, central banks had difficulty in controlling the growth of the money supply 
purely through their own contractionary monetary policy. 

For example, during the 1980s, in order to control inflation, the UK initially tried to 
target M0—a narrow measure of money supply. However, with the advent of financial 
innovation and growing parallel money markets, the Bank of England found it more 
and more difficult to control inflation. Later they tried to target M2 and M3 and wider 
measures of money. But in all cases maintaining the target proved too difficult, and 
the policy had to be abandoned. Thus, gradually, more and more countries began to 
reconsider their anti-inflationary policy and adopted Inflation Targeting.

Inflation Targeting (IT)

The first country to adopt IT was New Zealand in 1990, which successfully managed 
to reduce its inflation rate within two years from over 7%in 1990 to 1% in 1992.

11 

New Zealand’s experience compelled a number of other countries in both developed 
and developing countries to pursue IT as their main policy objective in achieving price 
stability. See Table 1, p15.

Currently central banks of 27 countries are pursuing IT. Apart from the above 27 
countries, the USA is also among the countries that have been pursuing IT implicitly, 
without explicitly setting targets.

Three other countries, namely Finland, Spain and Slovakia, which had previously adopted 
IT, stopped using it once they adopted the Euro as their domestic currency. But the ECB 
itself is also pursuing IT with a primary goal of less than 2% inflation.

The majority of countries that adopted IT have been successful in reducing their inflation 
over the last 10-20 years. However, this was not without consequences as for some 
countries there was a corresponding rise in the rate of unemployment. 

Numerous economists and central bankers have extensively discussed the benefits of 
IT. See for example Bernanke and Mishkin (1997), Mishkin (2000), Jonas and Mishkin 
(2004), Petursson (2005), Hakan Kara (2006), Awad (2008). 
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TABLE 1 LIST OF COUNTRIES THAT HAVE ADOPTED IT
Source: Trading Economics and “Inflation Targeting: Holding the Line”, by S. Jahan, published by the IMF Finance and 
Development (2012)

COUNTRY YEAR 
ADOPTED 

POLICY PRIOR 
TO IT

INFLATION 
AT TIME OF 
ADOPTION 

CURRENT 
INFLATION % 

(JULY 2013)

TARGET 
INFLATION 
RANGE %

1 New Zealand 1990 M. Agg. .0 0.70 1-3

2 Canada 1991 M. Agg. 7.0 1.30 2 ± 1

3 UK 1992 M. Agg. 7.1 2.8 2

4 Australia 1993 M. Agg. 1.8 2.4 2-3

5 Sweden 1993 M. Agg. 4.8 0.10 2

6 Czech Rep. 1997 Ex. peg 7.4 1.40 3 ± 1

7 Israel 1997 M. Agg. 10.1 2.20 2 ± 1

8 Poland 1999 Ex. Peg 6.8 1.10 2.5 ±1

9 Brazil 1999 Ex. Peg 2.2 6.27 4.5 ± 1

10 Chile 1999 Ex. Peg 3.8 2.20 3 ± 1

11 Colombia 1999 Ex. Peg 17.7 2.20 2 - 4

12 South Africa 2000 Ex. Peg 2.7 6.3 3 - 6

13 Thailand 2000 Ex. Peg 0.8 1.59 0.5 - 3

14 Hungry 2001 Ex. Peg 10.1 1.80 3 ± 1 

15 Mexico 2001 Ex. Peg 8.1 3.47 3 ± 1

18 Iceland 2001 Ex. Peg 4.5 4.3 2.5 ± 1.5

16 South Korea 2001 M. Agg. 3.5 1.3 3 ± 1

17 Norway 2001 M. Agg. 3.7 3.2 2.5 ± 1

18 Peru 2002 Ex. Peg -1 3.28 2 ± 1

19 Philippines 2002 Ex. Peg 3.9 2.10 4 ± 1

20 Guatemala 2005 Ex. Peg 9.1 4.42 5 ± 1

21 Indonesia 2005 Ex. Peg 7.5 8.79 5 ± 1

22 Romania 2005 Ex. Peg 8.7 4.41 3 ± 1

23 Serbia 2006 Ex. Peg 5.8 8.60 4 - 8

24 Turkey 2006 Ex. Peg 7.9 8.17 5.5 ± 2 

25 Armenia 2006 Ex. Peg -3 8.52 4.5 ± 1.5

26 Ghana 2006 Ex. Peg 13.0 11.40 8.5 ± 2

27 Albania 2009 Ex. Peg 2.1 1.20 3 ± 1
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Before examining the costs and benefits of IT, however, it is useful to briefly explain what 
IT is and what the requirements are for its success. 

What is Inflation Targeting (IT)?

Theoretically, under IT the government sets a target for the rate of inflation that is 
appropriate for the economy. The Central Bank then has to forecast the future path of 
inflation and compare it with the target. Based on the difference between the forecast 
and the target they should set the interest rate at a level that can deliver the target 
inflation rate. Alternatively they should determine the extent by which the monetary 
policy has to be adjusted to achieve the target inflation rate. 

As can be seen from table 1 above, there is no universal practice in terms of the target. 
In other words, while the IT in some countries is a symmetrical range around a midpoint 
such as in Canada, in other countries such as UK it is simply a point. Some also put a 
lower and upper limit within which inflation is allowed to vary such as in New Zealand. 
The common practice, however, is to set the target in the low single digits. No country 
sets a zero target, as it would not allow real interest rate to fall sufficiently to stimulate 
the economy. 

Mishkin and Schmidt-Hebbel (2001) outlined five requirements for the IT to be 
successful. These are: 

1) Absence of other nominal anchors

2) Institutional commitment to price stability 

3) Absence of fiscal dominance

4) Instrument independence

5) Policy transparency and accountability 

In order to implement an IT regime, the Central Bank of the country has to decide a 
target measure, a time horizon for achieving the target, and how it will respond to 
deviations from the target. Another important requirement is central bank independence 
from the government. This is particularly important, as there is usually a time 
inconsistency between the objectives of the governments and the central banks. In other 
words, while central banks are usually more concerned about controlling inflation in 
the long run, governments are more concerned about short-term populist objectives. 
Consequently, while the central banks wish to adopt long-term policies, governments 
are more inclined to adopt short-term polices such as expansionary monetary policy 
near elections. That requires commitment to long-term policies. Therefore, to overcome 
the problem of time inconsistency, it is imperative for central banks to be independent 
from the government. In all cases, the accountability, transparency and credibility of the 
Central Bank is of outmost importance to the success of IT. 
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There are also some variations of IT that offer some flexibility to monetary authorities. 
For example, giving some weight to real GDP growth in the short run with a clear 
indication that inflation target will be pursued in the long run. 

The experience of the 2008 global financial crisis, however, has shown that inflation 
targeting might divert the monetary authorities’ attention away from the rise in asset 
prices. The most important example is the experience of the UK and the US, which 
focused more on keeping inflation rates low, and failed to pay enough attention to the 
rise in asset prices and the bubble that was developing in the real estate sector. It was 
only the burst of the property market bubble that forced the Central Bank authorities to 
divert their attention away from inflation targeting and focus on the massive economic 
recession that followed. 

For example, in the case of the UK, the Bank of England kept raising the interest rate to a 
peak of 5.75% in July 2007

12
 in order to control the rising rate of inflation, despite the fact 

that, this time, inflation was a cost-push inflation caused by the rise in the price of oil and 
commodities. This was also despite the fact that the private sector had become heavily 
indebted, and there was ample evidence of a bubble in the property and stock market. 
In the months that followed, the Bank continued to show great reluctance in cutting the 
interest rate despite the fact that the inflation was not a demand-pull inflation. 

In practice, in cases where the inflation is a cost-push inflation that is caused by an 
external shock, increases in the interest rate will not stop inflation. That is because the 
time it takes to dampen the demand is longer than the time it takes to increase the costs. 
As a result, businesses first experience the rise in costs and then, at a later stage, suffer 
from the fall in demand. Consequently such increases in interest rates at a time when 
the economy is exposed to external shocks can only push the economy to the verge of 
recession. The phenomena of rising interest rates, as seen in both the UK and the US, 
pushed the heavily indebted private sector to the brink of bankruptcy and ultimately led 
to the financial market meltdown. 

As mentioned earlier, the experience of the 2008 global financial crisis created a great 
deal of controversy around the merits of inflation targeting and its applicability to every 
country at any time. See, for example, Kim and Park (2006) who questioned the success 
of IT in Korea, Little and Romano (2009) who examined the effectiveness of IT and 
other policies that various central banks had been following, and Hammond (2012) who 
assessed the range of IT targets and policies that had been pursued in various emerging 
and developed countries. Although most of the above studies find some support for IT, 
they have also raised some questions about its universal effectiveness. 

Apart from the above, other studies in more recent years have argued that central banks 
would be better off to adopt nominal GDP targets rather than inflation target. See for 
example, Quiggin (2012), Frankel (2012), and Sivák (2013). 
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Nominal GDP Targeting (NGDPT)

Under NGDPT, central banks can either try to target a value for the nominal GDP, i.e. 
value of all the final goods and services that are produced in the economy within a year, 
or target its growth rate. The policy is aimed at stabilising fluctuations in the output. 

In cases where the target is the growth rate of nominal GDP, the target should be equal 
to the growth rate of real GDP plus the rate of inflation. If the economy slows down and 
real output starts falling, then the Central Bank should use expansionary monetary policy 
to stimulate the economy allowing for the rate of inflation to rise. Alternatively, if the 
economy appears to be overheating, then the Central Bank should use contractionary 
monetary policy to reduce inflation. In all cases, the policy should be used enough to allow 
the sum of inflation and real GDP growth to add up to the target level. 

The effectiveness of this policy, however, depends crucially on whether the country is 
a developed country with relatively stable and low inflation or a developing country 
with relatively high and fluctuating inflation. Studies have shown that in the case of 
developed countries, the short run aggregate supply tend to be fairly horizontal and the 
monetary policy that shifts the aggregate demand curve is more effective in changing 
the output level rather than the price level. In the case of developing countries where 
inflation tends to be high and erratic, a short run aggregate supply curve is more inelastic 
and vertical. In such cases, monetary policy has a more pronounced impact on prices 
rather than on output. Hence, when the country is affected by a supply shock, it would 
need to use a range of supply side policies and fiscal policy to stimulate the economy 
and raise the output level.

In general, if the government of a country is intent in pursing macro prudential policies 
that delivers both low inflation and low unemployment, then there needs to be close 
cooperation between the Central Bank and the government. In such cases, if the real 
GDP growth is below a certain level, central banks are better off adopting nominal GDP 
targeting that would be more compatible with macro-prudential policies. 

In the case of Iran, considering the high level of inflation and economic downturn, it might 
be more appropriate to adopt nominal GDP targeting. The present monetary policy of 
Iran as stated on the CBI website

13
 is a combination of monetary aggregate targeting and 

inflation targeting. This is despite the fact that the CBI still tries to maintain a multiple 
exchange rate and does not enjoy full independence from the government. 

Some of the challenges that the CBI will be facing in the future are related to inflation, 
economic stagnation and credentials. While the economy is struggling to cope with 
an extremely high level of inflation and a loss of purchasing power, it is also suffering 
from a significant loss of productive capacity and a high level of unemployment. 
Therefore, it is important to pursue a combination of policies that can address the 
problem of stagflation. While it is important to adopt anti-inflationary measures through 
contractionary monetary policy, it is also important to adopt some supply side policies 
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that can help increase the output and productive capacity of the country and stimulate 
investors to invest in long-term projects that increase the supply of goods and services. 
This might require a re-examination of corporate and company laws, the removal of 
red tape, the introduction of some subsidised training to increase labour productivity, 
directional tax incentives and the introduction of new regulations to attract foreign 
direct investments.

Conclusion
The present study demonstrated the range of problems that the Iranian economy is 
experiencing at the moment. It also highlighted the importance of cost-push inflation in 
Iran that has created a state of stagflation. 

The brief examination of exchange rate targeting, monetary aggregate targeting and 
inflation targeting also showed that none of them are necessarily the optimal policy 
option for the CBI—in particular when the country is suffering from an external shock that 
adversely affected its productive capacity. Therefore, nominal GDP targeting might be a 
more appropriate policy as it aims at dealing with both inflation and economic recession.

To ensure the success of NGDPT, however, the CBI needs to gain independence and 
credibility. The CBI must also have the ability to cooperate with the government without 
necessarily giving in to government’s short-term populist objectives. 

The success of the Central Bank in maintaining the public’s trust in the stability and the 
soundness of the financial system also crucially depends on a strong supervisory power 
and a legal system capable of dealing with bank delinquencies and fraud in a serious 
manner. Finally, to become credible and accountable, it is crucially important to provide 
transparent, accurate and up-to date information about economic indicators that can 
influence inflationary expectations and investment decision-making. 
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For example some of the industries that are badly affected are the producers of cloth and cement, 
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7. The above amount was mentioned by the head of the General Inspections Organization (GIO), which is an 
institution responsible for regular control, and supervision of various state-run institutions and companies.

8. See Press TV (October 2009), http://edition.presstv.ir/detail/108239.html

9. The Arya group is said to have used its influence and government officials’ cooperation to obtain forged 
letters of credit and huge bank loans that far exceeded the value of their assets (see Harris, 2011). 

10. This news was reported in the BBC Persian on 17th November 2012. See http://www.bbc.co.uk/persian/
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11. Though the policy did not manage to keep New Zealand’s inflation within its target of 1% -3%, all the 
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12. That was in fact the highest interest rate since February 2001.

13. The objective of monetary policy is stated on the CBI website as follows: “The main objectives of 
macroeconomic policies, in general, and monetary policies, in particular, are price stability, economic 
growth and a favourable employment level. Since it is hard for policy makers to achieve the ultimate 
goal directly, therefore, determining intermediate objectives and introducing appropriate instruments 
are deemed necessary. In case of monetary policy, the issue of setting an intermediate objective is often 
reflected in controlling rate of return and money supply. With the monetary policy aimed at controlling 
monetary aggregates, attempts are made to prevent monetary expansion, incompatible with liquidity 
and inflation targets set in the development plans, and to finance productive and investment sectors.”
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