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I. Introduction

Dr. Dadgar's paper is composed of three major parts. The meaning and implication of sustainable development is presented in the first part of the paper where a number of definitions and views are reviewed. The second part of the paper discusses the attributes of Islamic banking and its capabilities to provide a sustainable mechanism of finance for those economic activities which contribute to sustained development. The third part of the paper examines the performance of Iranian banking sector after the implementation of interest free banking law (IFBL) and highlights the achievements and drawbacks of this system in light of the expected relationship between an interest free banking (IFB) system and sustainable development of Iranian economy.

A major point that Dr. Dadgar brings forth in his paper is that Islamic banking is itself a component of a whole comprehensive system of Islamic economy in which all economic functions that are carried out in product and factor markets are sustainable in nature; that is, they help the economy to follow a coarse of growth which would be sustainable. The tax and social security system along with financing government budget and the private sector investment activities are all carried out in a way that lead the economy to obtain a maximum level of income and preserve, at the same time, the quality of life and environmental capital for the future generations.

Enjoying sustainable development requires that some principles concerning the utilization of renewable and exhaustible natural resources be followed. Among them are the rules that the latter resources should be used efficiently such that their net present value will be maximized over the time they are utilized and concurrently a renewable resource be developed and substituted for them.

Dr. Dadgar notices that Iranian economy is mainly financed now by export revenues of oil which is a non-renewable resource. He maintains that Islamic finance can substitute for oil income. I assume he means if a renewable energy such as sunlight could be technologically developed so that it would be economically viable, then the interest free financial system can finance the technological development of this investment as well as its utilization by firms and consumers.

There seems to be a general agreement about the meaning and implication of sustainable development and, therefore, it needs no further clarification. Thus, I confine my discussion to a short review of the capabilities of Islamic finance at first, and then elaborate on the performance of this system in Iran and point out the factors that have contributed to its success or drawbacks.

II. Characteristics of Interest Free Financing System

In the last three decades many economists have presented alternative models of interest free finance (IFF) and have derived many behavioral hypotheses from it. Among them are the following propositions:

1-" The real values of assets and liabilities [of financial institution] would be equal at all points in time; in addition the prospect of instantaneous equilibrium between the asset side of the banking system - driven mainly by the real sector of the economy - and the liability side means that there must necessarily be a close and direct relationship between investment and deposit yields. Also, since the return to liabilities of the banking system is a direct function of the return to the asset portfolio of the system, and since assets are created in response to investment opportunities in the real sector of the economy it is the real sector that determines the rate of return to the financial sector rather than the reverse.

2- "In an Islamic financial system the adjustment to shocks leading to banking crises and disruptions in the country's payment mechanism is faster than in the conventional system. There will also be no disruption in the intermediation process of the banking system, nor is there any reason to believe that the savings and investment process will be impaired.

3- "Monetary policy can be effective in stabilizing the economy, and this has been shown in both closed and open economy models. In an open economy context, to the extent that external resources mobilized through profit sharing models are channeled to productive investments, such investments can be expected to generate a stream of returns at least sufficient to repay the associated external liabilities. Also in an open economy context, there will be two-way capital flows; that is, there is no reason to expect only capital outflows, since net results will depend on the difference between domestic and external rates of return [7]".

4- the system provides multitude of incentives for savings, and there is no indication that risk averse consumers would not save as much as they do in a conventional system [8].

5- The flow of information concerning the capital market conduct and performance is more inclusive and accessible by demanders and suppliers, because in a profit-loss sharing system suppliers of fund have vested interest in the success of the investment activities and, therefore, provide all their market information to their partners [10,12].

6- Banks and other financial institutions would resolve adverse selection and moral hazard problems by monitoring the activity of their partners and also by asking for collateral, using restricted covenants, or other suggested means in the literature. The cost of monitoring will be paid off by benefits of supervision which creates at least three advantages. The first is the close monitoring of the conduct of the agent; to ensure that he is acting according to the terms of the contract. Second, stronger supervision provides greater knowledge of the market conditions under which the enterprise subject of the contract has to operate and this allows the supervisors greater ability to forecast further market developments. Finally, the stronger supervision provides broader knowledge of comparative advantages of the region or locality in which the resources are invested. This will make it possible to obtain better estimates of the return to further investment in the region under consideration [10,12].

7- The overall risk of investment will be lower in the economy as a result of increased flow of market information and supervision of investors by their financiers. The cost of capital will be lower to the entrepreneurs, as result of lower risk of investment activities and, therefore, the demand for it will be higher than in the conventional system [9, 10, 11, 12].

8. More investment will lead to higher level of total output and employment of labor and productive inputs. Therefore, consumers in an economy in which IFF is practiced [11] will enjoy higher level of social welfare.

Many of the above hypotheses have been verified by facts in many empirical studies. I refer, here, to some of those that have been carried out in Iran. Mohsin Khan's proposition that Islamic banks absorb and rapidly adjust to external shocks was tested first by Darrat [2] for Tunisian economy. By assuming M1, the money that bears no interest and the total saving deposits, i.e., M2 minus M1, to which interest is paid, as representatives of the Islamic and traditional systems, respectively, he shows that demand for money is more stable in the former system rather than in the latter.

Having adopted an Islamic system, Iran’s experience seams to present a good opportunity to test Khan's theory. Kavand [5] completed a study in which all measures of money, that is M1, M2 and M2-M1 carry no interest and, therefore, are correct representations of alternative definitions of money in an Islamic economy. The study uses various statistical techniques to test the stability of demand for money and finds that demand is stable for all three definitions. Darrat [3], too, repeats his study for the Iran and Pakistan economy and verified the former conclusion.

It is difficult to single out the share of interest free intermediations in the development of Iranian economy, without undertaking substantial research programs. However, Haydari [4] had shown that the agricultural finance in this system has contributed significantly to the growth of value added in that sector. His study encompasses both the periods of prior to and after the interest free banking operation. It concludes that the new banking system has positively affected the growth of agricultural sector in the Iranian economy and supports the proposition that Islamic interest finance can be growth enhancing. During the post war period, the annual growth rates of fixed capital formation and that of GDP is, on the average, 0.5 and 5.7 per cent, respectively [1] in Iran.
In addition to growth promotion, the financing system has contributed to reduction of growth disparity among different regions in Iran. Tootunchian indicates in his study that banking financial resources have been distributed among the provinces such that their comparative degree of deprivation has been reduced [13].

Saving behavior of private sector during the period of 1950-1997 was found to be neither a function of interest rate which used to be paid by banks prior to the implementation of IFBL nor a function of fixed rate of return which was payable after it. Rather, the ratio of private saving to GNP was found to be a positive function of per capita income and its rate of growth, and a negative function of inflation rate and the ratio of net real value of private sector wealth to GNP [14]. 

To substantiate the argument that supervision of the financier over the performance of investor partner is itself an investment activity which creates new information that will be utilized in further allocation of financial resources among new demanders, regions and projects and that the benefit of this endeavor will exceed the cost of monitoring incurred by the financier to overcome the asymmetric informational problems, a research project designed to explore the answer was carried out in the Agricultural Bank of Iran [10]. Being a development bank, it has continuously accompanied the supply of its major financial services with supervision. The findings of the study show that Agricultural Bank of Iran has supplied financial capital to the farmers over time as a positive function of the rate of return and negative function of the risk of various modes of finance [10]. The results further show that this bank selects among the alternative modes of finance a portfolio, which seeks to maximize its expected profit. By investing in supervision, this bank seems to be able to learn about profitable investment opportunities in various agricultural regions and also about the entrepreneurial and moral characteristics of its partners. The bank uses this expertise to improve over time the allocation of its capital resources among the best alternative available projects and also to the best-qualified farmers. The fact that this bank has continued monitoring of its customers over time while effectively expanding the domain of its activities reveal the fact that it has enjoyed the benefits of close supervision and that this monitoring has been a profitable investment in gaining new and better information.

III. New Developments in Iranian Financial System

At this juncture I try to report some of new developments that have taken place in the financial system of Iran. Banks no longer need be public; some private banks and financial institutions have already been established and many more are obtaining their licenses. Although banks were considered to be public organizations in the Constitution; a lengthy communication and thoughtful discussion between the Guardian council and Central bank experts ended up into the conclusion that the Constitution implies that central banking and monitory policy taking should be in the hand of public authorities but commercial banking and finance could be carried out by both public and private bodies. Recently, the establishment of foreign banks in the free trade zone areas was also approved by the parliament. Thus a multitude of financial institutions are serving today in the financial markets of Iran. They include public and private banks, private credit institutions, public and private insurance companies, private investment houses and qurud al – hasanah cooperatives. On the other hand, Central Bank is expanding its supervision on the performance of all financial institutions and had required them to report their net worth and balance sheet in a form that helps to implement the monetary policy more effectively. As of last year the banks were required to pay to the depositors a variable rate of return depending on the profit which is earned by each bank.

In 1995 an act was passed by the parliament which granted permission to the government to issue partnership or musharakah securities for financing specific infrastructure investments [1]. As of that date, many social overhead projects including dams and irrigation canals, hospitals, and housing construction, have been financed by partnership shares [1]. This policy has helped in the process of mapping up liquidity as well as to mobilize savings. In addition to the central government, municipalities and public institutions are also permitted to make use of this instrument for expansion of their activity [1]. The last, but not the least, important institution is the stock market. Although this market was in operation prior to the Revolution, it actually became activated by the Central bank after the end of the war in 1988. Since then, an increasing number of firms are being financed in this market by issuing shares.

iV. Final Remarks

Dr. Dadgar presents several tables exhibiting the performance of the banking system in Iran, and concludes that although theoretically one can prove Islamic banking contributes to a sustainable economic development, it is difficult to verify this proposition in Iran. The reasons that he believes have rendered this outcome are (1) nationalization of the banks, (2) imposition of very restrictive control over the operation of public banks and (3) full dependence of the government for financing its deficits upon the banking sector. In addition, many shocks have shaken the Iranian economy after the success of the revolution. Almost a year after this date, the country was suddenly attacked by Saddam Hussain of Iraq and a devastating war which lasted eight years started. Prior to the war, U.S. government had already put sanction on Iranian oil export and seized all the government financial reserves in the U.S. banks. Thus, in fact, the only source of budget deficit was left to be the central and commercial banks.

It is very difficult to draw any conclusion by the presentation of descriptive statistics. Rather, it is recommendable, to analyze the attributes of the system, within the framework of sustainable development, by designing macro or micro economic models and verify each derived hypothesis against facts. I tried to complement presentation of Dr. Dadgar by reporting some of the research findings in Iran. I am sure a continued research effort and support by Islamic economists and funding institutions, respectively, will show empirically the contribution of interest free financing system to the process of sustained economic development.
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