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Implementing No-Interest Banking System, Monetary Policy Controllability and the Monetary Aggregate Economic Goals in Iran

Discussant: Muhammed-Shahid Ebrahim(
The goal of the paper is to examine the performance of the various definitions of money (M1 and M2) before and after the Islamization of Iran’s banking system.  To be more specific, the authors explore the policy controllability and reliability issues of the banking system of Iran.  This is a very vital study in the area of Islamic Monetary Economics.  It extends the discussion of Darrat (1988), Yousefi et al (1997), Darrat (2000) and Darrat (2002).

The authors model the impact of a no-interest banking system on monetary policy controllability and monetary aggregate-economic link in Iran using the autoregressive distributed lag approach.   The analysis is done for both the narrow (M1) and broad (M2) definitions of money.  The results are summarized as follows:

Investigation of the controllability of M1 and M2 reveals that the restructuring of the banking system in 1984 has impacted money base growth to different extents.  The degree of controllability of M1 has significantly decreased while that of M2 displays an insignificant decline in the new era of Islamic banking.

Investigation of the aggregate-economic linkages reveals that move towards Islamization has neither increased nor decreased the reliability of monetary aggregates such as M1 and M2 in both the short and long run.  

In conclusion the authors deduce that M1 is more controllable than M2.  However, M2 is more reliable than M1.

This is quite an interesting paper using sophisticated econometric techniques, which is rarely seen in many of the Islamic banking papers.  However, I feel curious about the following issues:

How do the author’s results tie in with the results of papers on the related issues published after Yousefi et al (1997), i.e., with the papers of Darrat (2000) and Darrat (2002)?

Can the authors integrate some of their empirical investigation with economic theory, especially in the area of reliability of the banking system?

Can the authors explain their third result a bit better as it is not clear and a bit confusing if contrasted with the first?

How different would the above results of controllability and reliability of monetary aggregates (M1 and M2) be, if applied to a country adhering to a ribawi or a mixed  (ribawi and Islamic) banking system?  In other words is the “Islamic” system (whether it be in Iran, Pakistan or Sudan) implemented at the current stage of evolution with a predominantly imputed fixed profit rate (of Murabaha) better than a ribawi system?  The authors should be commended for being bold in their conclusion stating:

“In general, we conclude that the adoption of the new banking system in Iran has not caused a major change in the usefulness of the Iranian monetary system.  This might be attributed to the fact that the new system after 1984 still mimics the pre-interest banking arrangement in which authorities used to influence the interest rate and allocate the financial resources among economic sectors.”

The above remark should motivate those of us who are serious about Islamic banking to endeavor to design Shari[ah compatible pareto-optimal contracts for the economic upliftment of this Ummah. 
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