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1. Introduction  

After several decades of implementing monetary policy based on targeting monetary 

aggregates in the Iranian economy and not achieving defensible results in price stability and 

inflation control, as the most prominent measure of monetary policy success, from the second 

half of 2019, the monetary authority, using successful global experiences in inflation control 

and the relative stability of the general level of prices, has changed the monetary policy 

approach to targeting key interest rates. Such an approach aims to enable the Central Bank to 

react actively and effectively to interest rate dynamics and to guide the economy's interest 

rate vector in a direction consistent with policy objectives. 

It should be noted that what is emphasized here is the possibility of an appropriate and 

proportionate response of the monetary authority and the achievement of results in practice. 

From this perspective, despite the necessary facilities and tools, there may not be sufficient 

evidence for the need for market intervention, given the prospects for regulating economic 

activity and consequently fluctuations in macroeconomic variables. On the other hand, despite 

the Central Bank intervention, for various reasons, this intervention may not have a significant 

and favorable effect on market interest rates and the time structure curve of the interest rate 

of the economy. In such circumstances, due to the limited effectiveness of policymakers' 

actions on interest rates vector, monetary policy is applied passively to the factors that change 

the Central Bank's balance sheet, resulting in the expectation of government debt securities 

for some of the monetary base changes. 

With such a description of active monetary policy to achieve the proposed goals, and in 

particular, to achieve the desired inflation, there will be requirements and preconditions for 

the possibility of reacting to adverse macroeconomic dynamics and thus re-adjusting the yield 

curve to economic maturity. To this end, the present report intends to examine the current 

situation and draw the desired situation. It examines the requirements of the transition from 

the monetary aggregate targeting framework to interest rate management and provides 

strategies to increase effectiveness to achieve goals by identifying the challenges of meeting 

each of these requirements; Therefore, the research questions will be presented and reviewed 

as follows: 

A- What are the reasons and necessity of moving towards targeting key interest rates? 

B- What are the requirements and strategies for implementing active monetary policy in the 

Iranian economy? 

Under these circumstances, the proposed framework will provide a clear understanding of the 

active monetary policy mechanism in the form of a key interest rate targeting approach for 

acceptable performance in achieving macroeconomic objectives. 
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2. Requirements and strategies for the implementation of active monetary policy in the 

Iranian economy 

2.1 Design of interest rate corridors and implementation of open market operations 

Monetary policy conducted within the framework of interest rate management is with two 

implements: Standing Facilities and Open Market Operation. Standing facilities are a set 

of operations that affect the change of monetary aggregates due to the banking network's 

performance. In this operation, the Central Bank affects the banking network reserves by 

setting the interest rate ceiling as the Marginal Lending Facility and setting the interest rate 

floor as the Deposit Facility of banks and credit institutions. Depending on the performance 

and reserves held by the Central Bank, each bank enjoys an interest rate floor, and in case of 

emergency when it faces a shortage of resources, by discounting its debt documents with the 

Central Bank, it can use the lending facilities of this institution. Obviously, due to the high 

discount rate of the Central Bank, banks or credit institutions will use this resource only in 

critical situations and not as a permanent tool. In normal circumstances, they manage their 

deficit and surplus funds through the interbank market. 

In contrast to standing facilities, open market operations are initiated by the Central Bank to 

manage fluctuations in banks' short-term reserves. In general, open market operations are 

performed with both permanent and temporary approaches. 

2.1.1 Primary dealers 

In major countries where open market operations are effectively implemented, government 

bonds are underwritten and marketed using primary dealers selected from a group of banks, 

investment banks, and financing companies. Because private traders monitor the markets on 

a moment-by-moment basis, they have an information advantage over the Central Bank, and 

policymakers prefer to use their intelligence dominance to receive regular reports of daily, 

weekly, and monthly quotes and transactions when trading with the government securities. 

They also prefer to be parties with these reputable institutions, which are in some way play 

the role of Central Bank advisor and issuer of government bonds in terms of volume, rate, and 

maturity when trading government securities. 

It is noteworthy that the coordination of private traders with the regulator of open market 

operations indirectly controls the rate of return and directs it according to the monetary 

authority's policy rates. For example, suppose a monetary authority intends to reduce the 

discount rate to a policy rate. In that case, it can grant these traders short-term loans at a policy 

interest rate, and in return, they can buy market bonds at a higher price equivalent to a lower 

discount rate. Or it can buy government securities from its portfolio at a higher price, and in 

return, they can buy bonds in the market at higher prices, reducing overall market rates. The 
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simultaneous use of these two transactions in repurchase agreements is another common tool 

of central banks. Overall, attendance at the Central Bank's list of primary dealers is usually 

based on criteria such as financial ratios and capital requirements of institutions, debt market 

share, active participation in auctions, secondary transactions marketing, and the manner of 

transparent and regular reporting. The responsibilities that it entails for them will also bring 

with them a number of benefits, which in a nutshell are: 

 Contract benefits: 

 Monopoly on the underwriting of government bond auctions and receive its fees;  

 Use of Central Bank facilities for open market operations;  

 Fewer restrictions on the volume of purchase orders as well as more time to send the 

order; 

 Special quota for the purchase of government bonds as well as zero commission for 

their return transactions;  

 Advising the issuer of securities and monetary policymakers in the debt market and 

financial markets. 

 Obligations and responsibilities: 

 Commitment of underwriting a part of the initial public offering of government bonds; 

 Commitment to marketing and guaranteeing the liquidity of securities in the secondary 

market; 

 Clear and regular reporting of the volume and quotation of sent orders and transactions;  

 Distribution and sale of government bonds to micro-investors. 

2.1.2 Debt securitization of public institutions and their ranking 

Securitization of accumulated debts of the central government to public institutions and legal 

entities has always been one of the historical challenges of the Iranian economy's budgeting 

system, which has not been used in practice due to avoiding the continuous increase of 

compound interest and the mentioned obligations. Non-fulfillment of government financial 

obligations in the form of annual budget laws to financial and service institutions such as 

pension funds, healthcare funds, and municipalities, on the one hand, increases the 

accumulated claims of these institutions from the central government and, on the other hand, 

provides the continuous cash flow deficit and accumulated debt growth to individuals. The 

cash flow deficit chain, which is transferred from the central government to banks and public 

institutions, and from public institutions to firms, and individuals, actually forms the anti-

growth process of increasing accrual debt (lack of institutional debt securitization) and 

weakening financial stability in macroeconomic. 
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In this regard, the issuance of debt securities1 to clear government debt to these public 

institutions provides the basis for the settlement of accumulated debts. Also, it facilitates the 

flow of funds in the financial and real sectors of the macroeconomy. This phenomenon 

deepens the debt market and facilitates open market operations (especially in monetary 

expansion and insufficient size of Islamic treasury documents). Besides, after the credit rating 

of debt securities, in terms of the monetary policy shift, priority is respectively given to 

securities of the central government, financial and credit institutions, public institutions, and 

individuals, which can be used in the framework of current open market operations guidelines. 

The Central Bank can facilitate the process of issuing these securities by adopting an 

intermediate strategy. To this end, it is proposed that the Central Bank, instead of granting 

unsecured facilities to the government and banks (resulting from government debts and state-

owned companies), eliminate the issue of unsecured financing of the government and banks 

in its balance sheet by guaranteeing interest on bonds. On the other hand, it should acquire an 

effective tool for performing open market operations. It will improve macroeconomics' 

financial stability by transferring the financial cost of non-profit accumulated receivables 

from the government and public institutions to the Central Bank's balance sheet. In addition 

to reducing the non-current receivables of banks, financial institutions' cash flow, especially 

creditor manufacturing companies, will be greatly facilitated and repaired. The mid-term 

strategy will prevent the unsecured expansion of the Central Bank's balance sheet assets and, 

on the other hand, will improve the cost of financing and the flow of funds from government 

creditors to facilitate growth accompanied by financial stability. 

3. Summary and policy recommendation 

Policymaking in different macroeconomics areas requires various steps such as explaining 

the policy environment's requirements (economic-political), introducing effective policy 

tools, explaining the ultimate and intermediate quantitative goals, predicting the time for 

achieving goals, and finally designing a monitoring system. In the field of monetary 

policymaking, due to the conflict between policymakers' goals (inflation control, sustainable 

growth, financial stability, and foreign sector stability), differences in the time periods of 

achieving these goals, as well as the effectiveness of policy tools in different business-political 

periods made policymaking more complex, in practice. In this regard, key interest rate 

management as a traditional policy tool that has been the most active and effective use in 

industrial and emerging economies over the past five decades has recently been used in the 

Iranian economy. But the experience of other countries shows that the effective 

implementation of this approach, or in other words, the impact of policy interest rates on 

                                                           
1 It refers to Islamic financial securities, which include two sections of treasury documents for financing (Akhza) and other securities 

for the purpose of clearing government debts to individuals and institutions in the form of Sakhab. 
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current interest rates in the economy, requires the provision of infrastructure and 

complementary reforms in institutional, regulatory, market, and other policy instruments. For 

example, long-term management of the net gross domestic savings deficit in general and the 

government budget deficit in particular, avoiding monetary imbalances along with the 

equalization of interest rates on credit facilities (institutional risk-based differences) in the 

range of interest rate vectors, and the promotion of financial health and prudential supervision 

of financial intermediaries (financial and credit institutions) on the one hand have improved 

the context of monetary policy implementation, on the other hand, the efficiency of the money 

transfer mechanism increases. Also, in the revaluation of assets in the Central Bank balance 

sheet and to avoid monetary transfer effects on the monetary base, virtually all non-operating 

profits from the revaluation of foreign assets should be blocked and maintained in the form 

of a foreign exchange reserve account (as in the seventies and eighties). 

Overall, an examination of the requirements and challenges of the interest rate management 

approach to achieving sustainable non-inflationary growth shows that despite the need to shift 

monetary policymakers from monetary base management to interest rate management, 

challenges over performance inefficiency, limitations of monetary policymaking instruments, 

institutional and regulatory weaknesses, and the lack of a unified money market have led to 

requiring extensive reforms to address these challenges. In other words, in the current 

situation, the effective infrastructure of the credit transfer mechanism needs to be 

strengthened so that by placing bonds as collateral for government debt to the Central Bank 

and the banking network, even with the continuous and disproportionate growth of assets on 

Central Bank's balance sheet (foreign assets and other assets), execution of open market 

operations to influence the average policy interest rates and consequently aggregate demand, 

accompanied by increased efficiency. Therefore, in the short and medium-term, the 

management of monetary aggregates is still unavoidable; However, during the transition 

period, the following measures are necessary to provide monetary policymaking 

infrastructure based on interest rates. 

A- Short-term period 

• Diversify money market instruments such as money market accounts, as well as money 

market funds using the capacity of the banking network, and the use of its funds in 

underwriting government bonds and treasury bills,  

• Strengthen precautionary and regulatory measures on the growth of banks' balance sheet 

items, asset composition, as well as their capital and debt structure. 

 

B- Medium-term period 

• Securitization of government accumulated debts to public institutions and legal entities,  
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• Debt securitization of public institutions and their ratings,  

• Launching a system of primary dealers for underwriting and marketing government debt 

securities. 

C- Long-term period 

• Variety of debt market instruments using financial derivatives, 

• Deepen the debt market by issuing long-term maturity financial instruments 

• Shift of deposit interest rate mechanism and facilities from the orders of the Monetary and 

Credit Council to rates based on the performance of interest corridors 
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