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Abstract   
This paper was prompted by the deterioration in asset quality prevalent in 
Iran’s banking sector as reflected by the significant proportion of non-
performing loans. We have investigated the causes and consequences of high 
levels of non-performing loans in other economies that have experienced 
asset quality deterioration with the objective of understanding the 
fundamental causes and implications of impaired assets and analysed the 
relative success of their banking sector reform programs so that these can be 
investigated further in the context of the Iranian banking sector. It is hoped 
that this paper provides a basis for developing more reflective understandings 
of the correctional measures that are appropriate for Iran’s banking sector to 
exit stagflation and stimulate economic growth.     
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1- This paper was produced for the June 2014 Annual Conference on Monetary and 

Exchange Rate Policy hosted by The Monetary and Banking Research Institute of 
the Central Bank of Iran. The conference aims to discuss the restructuring of 
monetary policy and policies to exit stagflation.   

2 - Monetary and banking expert 
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This paper should not be reported as representing the views of the MBRI 
or CBI. The views expressed in this paper are those of the author and do 
not necessarily represent views or policies of the MBRI or CBI.   

1 Executive Summary  
High and rising levels of non-performing loans (NPLs) in economies exert 
significant pressure on the balance sheets of banks, which we have found 
leads to adverse effects on the abilities of banks to continue lending. Where 
there is a significant NPL problem across the banking sector of a country, 
there will be limits on economic growth which can be significant and 
prolonged. Each NPL in the financial sector should be viewed as reflecting 
an unprofitable enterprise operating in the economy or a financially 
distressed household which is unable to service their debt. As such, high 
levels of NPLs are correlated with poor economic health, high levels of 
unemployment and increasing poverty. Poor macroeconomic conditions 
are a contributory cause of high NPLs in a banking sector, but we have 
found that there are also significant implications for prolonged economic 
deterioration if NPLs are not corrected.  

The global financial crisis has led to a sharp increase in the level of 
NPLs in the banking systems of many countries. A high level of NPLs 
makes it difficult for banks to expand their loan portfolio and fund 
profitable new businesses and creditworthy households due to regulatory 
restrictions such as capital adequacy and the impact of increased funding 
costs for banks as they themselves are seen as less credit worthy.   

In several countries impacted by high levels of NPLs, sectors that are 
adversely affected in terms of access to finance are often small and 
medium enterprises (SMEs). SMEs have been shown to lead to 
proportionately higher employment and economic growth, therefore, 
restricting access to finance SMEs can lead to a significant negative 
impact on an economy, including lower productivity, reduced 
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competitiveness and a misallocation of resources as credit is tied up in 
non-performing segments.   

High levels of NPLs impact the banking industry by hampering the 
earnings, liquidity and capital adequacy of banks and more importantly 
limit opportunities for economic and private sector growth and job 
creation due to limited and misallocated credit. Ultimately, the all-
important confidence factor in the overall economic health of a 
sovereign and its key markets is significantly impacted. It is clear 
therefore that a poor performing economy will lead to high NPLs which 
in turn limit future economic recovery. In recessionary periods, banking 
sectors typically show lending tightening due to the inability of banks to 
continue lending activities and the increased concerns on customers‖ 
ability to repay, as such; we can expect recessionary periods to continue.   

 

 

Figure 1. A Sequential Relationship between Economic Recession  
and NPLs 

Economic growth and recessions are aligned with expansions and 
tightening of credit in the economy. Whenever credit is not expanding 
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within the economy, economic growth will be limited, if at all possible. 
This relationship is known as downward spiral in which banking system 
distress and the deterioration in economic activity reinforce each other. 
A sequential relationship between economic recession and NPLs is 
shown above in Figure 1.  

2 Iran’s Banking Sector and NPL Levels  
According to publically available data, NPLs in Iran‖s banking system 
were equivalent to approximately $50bn in 2010. More recently, Iranian 
First Vice President Es'haq Jahangiri and the Central Bank Governor 
Valiollah Seif were quoted as saying that the national banking system was 
in a critical situation, facing approximately $33 billion of non-
performing loans, equivalent to 15.6% of total loans as compared to a 
global average of 4.0% worldwide.  

While there appears to be a reduction of approximately 34% in the 
levels of NPLs, down from $50bn in 2010 to $33bn in 2014, the 
reduction in the value of NPLs in US dollars terms needs to be 
considered in the context of the devaluation of the Iranian Rial over the 
same period. In 2010 the US Dollar was equivalent to 10,000 Rial; the 
Rial is now trading at approximately 33,000 to the dollar. This indicates 
that as opposed to NPLs falling by 34% between 2010 and 2014, they 
have approximately doubled in local currency terms.   

Iran‖s high NPL issue is often in local and international news, recent 
articles have highlighted significant concentrations in non-performing 
creditors, apparently sixty-one creditors owe more than $40 million each 
in bad loans to the national banking system and a further 112 creditors 
each have defaulted on $20-$40 million bank loans.   

Peer analysis: In 2011, the IMF undertook an assessment of NPL 
levels of Iran and compared them to the BRIC economies (Brazil, 
Russia, India & China) and also to some MENA peers (namely Egypt, 
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Saudi Arabia & Turkey). This comparison is shown in Figure 2 below 
where the bar chart shows the NPL ratio for each country, with the axis 
on the left hand side; and the triangle shows the corresponding levels of 
provisions against these impaired assets, with the axis on the right hand 
side. As is evident, Iran had the highest NPL ratio in the peer group with 
the lowest levels of provisions.  

 

Figure 2. Banking Systems: NPLs and Provisions, 2010 

Cross-country comparisons provide insight to the impact of NPLs 
and the effectiveness of implemented solutions. These comparisons are 
limited somewhat due to there being no standard definition for NPLs, 
inconsistent accounting treatment across countries and differences 
between provisioning and capital adequacy regulations of local central 
banks. However, what we have found and is demonstrated in section 6, 
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despite the differences in definitions, indicates that a high level of NPLs 
within a country‖s banking sector clearly limits future economic growth 
and job creation as credit flows remain slow.   

Sub sectors: In the context of Iran‖s banking sector, the issue of NPL 
and provision cover varies by each banking sub-sector. Again, using IMF 
data and research, we can see that the privately owned banks (as shown in 
grey in Figures 3 & 4) have the highest levels of NPLs and also the lowest 
provisioning cover as compared with privatised and publically owned 
banks (both commercial and specialised).  

 

 

Figure 3. Non-Performing Loans by Type of Bank,  
(In Percent of Gross Loans) 
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Figure 4. Provision Cover by Type of Bank,  
(Provisions in Percent of NPLs) 

 
Consequently, if the provisions of privately owned banks are 

increased to 50% (which assumes that half of outstanding principal is 
recovered) this would have significant implications on these banks (as 
shown in Figure 5 below) and would mean that these banks are close to 
being insolvent were the Central Bank of Iran (CBI) to implement 
internationally accepted capital adequacy standards (namely Basel II & 
III) and International Accounting Standards in the absence of a 
significant recapitalisation of these banks.  
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Figure 5. Private Banks-Capital Adequacy  
(In Percent If Risk-Weighted Assets) 

 
It should be noted that privately owned banks represent a growing 

market share of Iran‖s banking sector‖s credit, with their share growing 
from approximately 13% in 2007 to over 20% in 2011.   

Credit to the private sector: Another point of concern for the Iranian 
banking sector is the recent reduction of credit to the private sector as a 
percentage of GDP. Data available from the World Bank shows that 
there was a gradual decline in credit to the private sector between 2007 
and 2009, followed by a sharp decline in in 2010. Figure 6 shows the 
change in credit to the private sector for Iran and compares this to 
regional peers Turkey and Saudi Arabia.   
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Figure 6. Domestic credit to private sector (% of GDP) 

It should be noted, however, that there are significant differences 
between data available from the World Bank (as shown in Figure 6 
above) and data from the IMF for credit to the private sector. The IMF 
data as shown in Figure 7 below for credit to the private sector is 
significantly higher, close to 90% of GDP in 2010, as compared to World 
Bank data which uses a value of 11.39% for the same year.   

 

Figure 7. Credit to the Private Sector, 2001-10 
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The differences could be attributed to a sector which in its true sense 
is neither in the private sector nor in the public sector. The institutions 
we refer to in this context are large conglomerates that are set up as 
Iranian charitable trusts. These charitable trusts play a significant role in 
Iran's economy, controlling an estimated 20% to 30% of Iran's GDP. As 
charitable trusts, they are not subject to Iran‖s General Accounting Law 
or to any auditing requirements; they are also exempt from taxes and 
benefit from large amounts of subsidies from the Iranian government. It 
is also understood that the charitable trusts have privileged access to 
credit from the banking sector. These charitable trusts have been 
criticized as being significantly unprofitable, Mohammad Forouzandeh, a 
former defense minister, reported that 80% of Iran's charitable trusts 
companies were losing money. These organizations also compete with 
the true private sector in Iran in most industrial sectors in the economy.   

If, in fact, the significant differences between the data from the World 
Bank and that of the IMF relate to a redirection of credit from the private 
sector to charitable trusts, this indicates that private companies will find it 
exceedingly difficult to compete with such large corporations, since the 
charitable trusts have both the political and financial strength to compete 
in several market segments with less concern for the profitability of their 
ventures. This means that if credit has, in effect, been redirected from the 
true private sector to these charitable trusts, the impact will be a 
misallocation of credit to an unprofitable sector of the economy and a 
possible contributory factor of the significant increase in NPLs in the 
banking sector, which combined would significantly hamper healthy 
economic competition and growth. This interpretation is supported by 
additional data from the World Bank which shows a possible relationship 
between the significant reduction in credit to the private sector from 
33.46% in 2009 to 11.39% in 2012 and the reduction in GDP growth 
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rates for from 3.94% to -1.9% for the same period. It should be pointed 
out that Iran‖s GDP growth in 2009 was higher than its regional peers 
Saudi Arabia and Turkey, and following the sharp reduction in Iran‖s 
credit to the private sector as a percentage of GDP from 2009 to 2012, 
GDP growth fell significantly below the two regional peers, as shown in 
Figures 6 and 8 below.  

 

Figure 8. Domestic Credit to Private Sector (% of GDP) 

 

Figure 8. GDP Growth Rate 
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Subsidised credit: Since the late 1980s, the Iranian government started 
to privatize state-owned institutions and promote private-sector activity 
as it was expected these would lead to increased job opportunities. In 
addition, and in order to influence the unfavourable conditions of the 
labour market, the Iranian government implemented different supportive 
policies such as subsidised credit schemes to target specific industries or 
projects. In recent years, it is understood that targeted sectors have 
included the automotive and construction sectors.   

Data from the World Bank supports the view that Iran‖s subsidised 
credit scheme in conjunction with the high levels of non-performing 
loans in the banking sector have led to a significant squeeze on interest 
rate spreads in Iran since 2007 as is shown in Figure 9 below.  

 

Figure 9. Interest Rate Spread (Lending Rate minus Deposit Rate, %) 
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The near (or below) zero spread that the banking sector has 
experienced in Iran from 2007 onwards is the lowest in the MENA peer 
group and would have put a considerable strain on the profits and capital 
adequacy of Iranian banks and their ability to extend credit.  

However, despite significant amounts of subsidised loans to targeted 
sectors, the government has not been able to solve the problem of 
unemployment and the number of unemployed has continued to 
increase across all age groups for both males and females as shown in 
Figures 10 and 11 below.   
 

 

Figure 10. Male Unemployment 
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Figure 11. Female Unemployment 
 

In addition to not creating the expected number of jobs, an additional 
concern in relation to the subsidised credit scheme is that these loans 
have reduced the quality of new loans and increased the NPLs of the 
banking sector. 

Impact on rising NPLs on sovereign rating: From a global perspective, 
we undertook an assessment of domestic banking sector NPL levels and 
compared this to the sovereign rating for countries which had a Standard 
& Poor‖s sovereign rating and whose banking sector NPL was available 
publically from the World Bank database.  
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Figure 12. Rating Grade and Simple Average NPL for All Countries 
 
Figure 12 above grouping countries by rating grade and the size of 

each bar shows the simple average NPL for all countries of that rating. 
The curve shows the trend which is exponential in its relationship, i.e. 
the lower the country rating, higher the average NPL. It should be noted 
that Iran is not rated by Standard & Poor‖s and as such, is not represented 
in the above illustration. What is interesting is that given the trend shown 
and Iran‖s official NPL level of 15.6%, this would equate Iran to having 
an extremely low sovereign rating equivalent (using this indicator alone).  

However, when we consider the size of Iran‖s economy, which is the 
21st highest among all world countries (according to United Nations and 
World Bank estimates), the peers that one would imagine would be 
more relevant for Iran are the G20.  

The current sovereign rating distribution for G20 countries is shown 
in Figure 13, with the size of the bars denoting the number of countries 
with each rating grade, and Figure 14 shows the average NPL level for 
each rating grade for G20 countries. The outlier here is Italy which is the 
only G20 country with a BBB rating and has a 14.4% NPL level, vastly 
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higher than any other G20 country. However, even with the inclusion 
of Italy, the simple average NPL ratio for all G20 countries stands at only 
3.4%, far lower than Iran‖s NPL level of 15.6%.   

 

Figure 13. Sovereign Rating of G20 Countries 

 

Figure 14. Average NPL for each G20 Rating Grade 
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5. How do internationally accepted classification for non-performing 
loans compare to Iran?  

There are various standard setting bodies internationally which are 
relevant to this analysis, these include:  

 The International Accounting Standards Board (IASB)  
 The Basel Committee on Banking Supervision (BCBS)  

The Institute of International Finance (IIF)  
 The International Monetary Fund (IMF)  

The guidelines/requirements for each of these bodies is shown in the 
Appendix A: Internationally accepted classification for non-performing 
loans.   

While there is no single definition of non-performing/impaired loans, 
most central banks/regulators give their own definition based on the 
above international bodies. Country definitions differ to an extent as do 
requirements for impairment losses, and it should be recognised that it is 
possible that what is appropriate in one country may not be so in 
another. However, there appears to be consensus that contractual 
nonpayment greater than 3 months is seen as the minimum international 
standard resulting in NPL classification.  

According to Parastoo Shajari and Houshang Shajari, in their paper 
entitled “Financial Soundness Indicators with Emphasis on Non-
performing Loans in Iran‖s Banking System”, there are four levels of loan 
classification in Iran, as shown below:  

 Passed;  
 Matured loans (overdue 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).   
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The two last categorisation levels are considered as non-performing in 
Iran, which, it should be noted that this is far less rigid than the 
international standard of 3 months as outlined above.   

The levels of NPLs in Iran that we have quoted in Section 4 are based 
on publically available figures, but it is important to note that the sources 
of this data do not explicitly state whether the NPL levels reported are 
based on international norms which categorise NPLs as being past-due 
by three months or, in fact, those reported by banks in line with the four 
levels of loan classification in Iran.   

If Iran‖s widely reported NPLs of $33bn are past-due by more than six 
months, the problem of NPLs in Iran is far more critical than what has 
been highlighted and reported.   

 6. International insights – causes and effects of high NPLs in the 
banking sector  

There is abundant empirical analysis that has been conducted on the 
interactions between macroeconomic performance and rising NPLs. The 
existing literature on this relationship deal with diverse geographic areas 
and country groups. A recent IMF working paper by Mwanza Nkusu 
analysed (1) the link between NPL and macroeconomic performance by 
investigating the macroeconomic determinants of NPLs; and (2) also 
investigating the feedback between NPLs and their macroeconomic 
determinants. Nkusu used data from a sample of 26 advanced countries 
that spanned the period from 1998 to 2009.   

The findings of the analysis were in line with the author‖s expectations in 
that they confirmed that deterioration in the macroeconomic environment 
with slower growth, higher unemployment or falling asset prices was 
associated with debt service problems, reflected into rising NPLs.   

Interestingly, the findings also showed that all macroeconomic 
indicators analysed (including asset prices, credit to the private sector, 
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economic growth) and NPL itself all worsened significantly in response 
to an NPL shock. A one-standard deviation shock to NPL amounted to 
a 2.4% increase, which was at least as large as increases observed in four 
of the 26 countries. Such a shock led to the following responses:   

 The change in house prices subsided by 1.2% in the first year and 
continued to decline, reaching 3.2 % by the fourth year.   

 Private sector credit-to-GDP declined by 4.5% the first year, and 
the decline reached 28% by the fourth year.    

 GDP growth declined in the first year by 0.6%. The decline 
reached a trough of 1.4% in the third year and subsided to 1.1% in 
the fourth year.   

NPL itself increased by 1% the first year and the increase almost 
quadrupled by the fourth year, reaching 3.8%.  

The results of the analysis confirmed that a sharp increase in NPLs 
triggers long-lived tailwinds that cripple macroeconomic performance, 
activating a vicious spiral that exacerbates macro-financial vulnerabilities.   

While this analysis covered the period 1998 to 2009, the results are 
consistent with the experience of Japan in the 1990s where the 
government did not effectively address high levels of NPLs in this period; 
this became the root cause of prolonged economic stagnation referred to 
as the “lost decade.” By 2002, Japan‖s unemployment rate had risen to a 
post war high of 5.5% and NPLs had risen to almost 9% of total loans.  

In the remaining part of Section 6, we look at Vietnam, Turkey and 
the Central and Eastern and South-Eastern Europe (CESEE) countries 
which have all experienced high levels of NPLs to assess what evidence 
and/or lessons can be drawn from these economies in relation to their 
NPL issues.   

 Turkey experienced high levels of NPL in the late 90‖s and early 
00‖s and implemented a banking sector reform programme that is 
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viewed as extremely successful as it contributed to significant 
economic development. We cite Turkey‖s experience to see which 
lessons can be learned in the context of Iran. Vietnam has 
experienced high levels of NPLs since the global financial crisis. 
The country started a banking sector reform programme, but there 
are concerns that the government has not been able to tackle the 
problem effectively and as a result, the NPL problem persists and 
has led to a drag on the economy. We cite this example to identify 
the issues with Vietnam‖s sector that have led to an unsuccessful 
reform programme in the context of Iran so appropriate risk 
mitigants are established in Iran.  

 The CESEE countries are a region which have and are experiencing 
high NPLs since the global financial crisis. We cite an IMF working 
paper which investigated the relationship of high NPLs on 
continuing economic deterioration which would support the 
findings of Nkusu in non-leading economies. If confirmed, this 
would strengthen the importance of tackling the high NPLs in Iran.  

Vietnam: Since the global financial crisis, Vietnam‖s banking sector 
has been under significant stress. What is noteworthy is that Vietnam‖s 
market economy has thrived, the export-oriented part of the economy 
which is integrated with international business in labour-intensive 
manufacturing are regarded as dynamic and competitive. However, the 
state-owned enterprises are deemed inefficient, but are favoured by 
cheap state credit.   

The State Bank of Vietnam has been requested to permit bank 
ownership by large state-owned enterprises which have led to some 
large ―economic groups‖ to have interrelated ownership and lending. It 
is interesting in the context of Vietnam to consider how such 
interrelations affected Indonesia when the Asian financial crisis began; 
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Indonesia also had relatively high non-performing loans. This along 
with other banking sector issues led to bank runs and the Indonesian 
government was forced to guarantee deposits to stabilise the banking 
system. The unintended effect was alarming, non-performing loans 
jumped rapidly, and quickly engulfed the banking sector. The reason 
was that large enterprises owned banks they borrowed from; this led to 
willful defaults on interrelated loans as it was clear that with the deposit 
guarantee scheme, it was taxpayers, not bank shareholders, who risked 
losses in paying back depositors.  

In Vietnam, the State Bank appears to be working with other 
ministries in unwinding the bank ownership positions of large economic 
groups to ensure these groups don‖t move again into non-core businesses 
such as banking.   

NPLs in Vietnam have been officially estimated at between 3% and 
4% of bank assets, but there are concerns that the real figure is much 
higher due to the identified practices of some banks.  

These practices include the following, each of which we will  
examine further:  

 Cross holdings of shares  
 Conversion to bonds  
 Valuation of collateral  

Cross holdings of shares: There appears to be cross-ownership among 
smaller Vietnamese banks. If Bank A, for instance, is required by the 
State Bank to increase its capital, it issues shares, which are bought by 
Bank B using B‖s depositors‖ funds. Rather than increase the stability of 
Bank A, it increases the risk of the banking system.   

Conversion to bonds: There are concerns that companies are 
restructuring their debt which is non-performing by issuing bonds, these 
bonds are purchased by the bank to which the company is a creditor and 
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the company uses the funds from the bond issue to pay off the loan with 
the bank to which they are a creditor. This means that the non-
performing loan from the company disappears from the balance sheet of 
the bank, but the company still owes the same amount to the bank in the 
form of bonds.  

Valuation of collateral: The State Bank allows collateral against a loan 
to be deducted before banks make provisions against non-performing 
loans. There are concerns that banks overvalue the collaterals they hold 
in order to reduce the amounts needed to provide against NPLs.  

In addition to the concern that NPLs are underestimated, there are 
additional concerns in relation to banks‖ ability to foreclose under 
existing rules as recoveries average approximately 15 per cent of loan 
value. This is due, in part, to state-owned companies being inefficient 
with a large proportion of the country‖s credit. Managers of state-owned 
companies who sell assets for less than their purchase price can be accused 
of ―destroying state assets‖, a crime which is punishable by imprisonment 
and, in extreme cases, death.  

Fitch ratings, in their report entitled "2014 Outlook: Vietnamese 
Banks", state that NPL transparency is vague and the current tough 
economic conditions pose further impairment risks to the banking sector. 
The report goes on to state that a more realistic NPL ratio would be 
closer to 15%, significantly higher than the official estimates of 3% to 4%. 
Given the current loss rate of 80% to 85%, this would cut core Tier 1 
capital adequacy ratio (CAR) of large lenders to approximately 1% from 
the reported 10% at end-June 2013.   

In their April 29 2013 report entitled Regional Economic Outlook, 
the IMF reduced its projection for Vietnam‖s growth to 5.2% in 2013 
(down from 5.8% previously) and to 5.2% for 2014 (down from 6.4% 
previously). The reduction of the 2014 forecast was the biggest 
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downward move for any Asian country. The slow restructuring of 
Vietnam‖s banks and state companies significantly contributed to the 
IMF‖s decision to cut the nation‖s growth forecasts.   

Truong Dinh Tuyen, a member of Vietnam‖s National Financial 
Monetary Policy Advisory Council, stated that the government‖s plans to 
overhaul the financial system lack clear action steps and banking reform 
lacks timelines.   

Unfortunately for Vietnam, banking reform has been slow and 
ineffective which is leading to a downward spiral which has significant 
dampening effects on the economy (as referred to in Section 3 of this 
paper) with reported loan growth at 6% in the year to August 2013 as 
compared to 9% in 2012.  

  
The lessons that should be drawn in the context of Iran are that Vietnam 
has not appeared to have scrutinized bank data to identify the true level 
of NPLs in the banking sector. If this were completed, it would then 
have been able to identify the provisioning levels required, given the 
low collection rate and subsequently ensured that banks were adequately 
capitalized to continue lending. In addition, unprofitable lending (due to 
higher levels of NPLs) to state owned enterprises still continues and the 
state has not enforced correctional measures for such lending practices.  

 Turkey: In November 2000, international and local Turkish banks 
started to close their interbank credit lines to vulnerable Turkish banks, as 
serious concerns grew in relation to the health of Turkey‖s banking 
sector. The concerns prompted foreign investors to withdraw funds by 
selling off treasury bills and equities. In November 2000, Demirbank, a 
mid-size privately owned bank, was unable to borrow from the 
interbank market which led to it selling parts of its government securities 
portfolio, which led to a further fall in the value of government securities 
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and an increase in secondary market interest rates, raising doubts about 
the sustainability of public debt and the exchange rate peg that had been 
in place since December 1999. The situation further worsened and 
caused a large sell off of securities in the debt market by banks to meet 
margin calls, accompanied by large capital outflows, turning the situation 
into a systemic banking crisis.   

In the years preceding the crisis, there were growing concerns 
regarding Turkey‖s banking system. The banking sector had been 
deregulated and had a deposit guarantee scheme with insufficient 
supervision. The banking sector had also become the main instrument of 
government financing, turning short-term borrowing from depositors 
and investors into government debt. In 2000, more than half of the 
interest earning assets of private banks consisted of domestic government 
securities, making the bank‖s earnings highly dependent on high-yielding 
treasury bills. The Turkish banking system was also highly reliant on 
foreign funding, making the banks vulnerable to sudden capital reversals. 
Privately owned banks increasingly relied on borrowing abroad and 
resident foreign exchange deposits for investment in Turkish treasury 
bills, as almost two-thirds of the liabilities were denominated in foreign 
currencies leading to the banking sector being severely exposed to 
foreign exchange risk. The banking sector also faced a large structural 
maturity mismatch. Privately owned commercial banks were unable to 
borrow long-term in domestic currency but lent to both public and 
private sectors in relatively long term.  

The Turkish banking sector was dominated by four large state-owned 
banks which held almost 30% of total banking sector assets in 1999. 
There were also approximately 50 relatively small privately owned banks. 
State banks suffered from large losses which were accumulated as they 
were forced to extend subsidized credit to targeted sectors. The high 
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levels of NPLs were also prevalent in privately owned banks and many 
became insolvent. In 1998, the ratio of nonperforming loans (NPL) in 
the banking sector started to increase rapidly, reaching 11% in 1999. In 
the same year, thirteen small and medium-sized banks were taken under 
the control of the Savings Deposit Insurance Fund (SDIF), a government 
body which was responsible for insuring savings deposits and 
strengthening and restructuring banks. However, this did not alleviate 
the banking sector‖s problems as NPLs continued to rise and by 2001 
they had reached over 29% of total banking loans as shown in Figure 15.  

 

 

Figure 15. Turkey NPL Ratio 

This led to far-reaching banking reforms, in May 2001, the Banking 
Regulation and Supervision Agency initiated a comprehensive 
restructuring program for the banking sector, the program had four main 
pillars:  

 Restructuring of state owned banks  
 Prompt resolution of the SDIF banks  
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 Strengthening of privately owned banks  
 Strengthening of the regulatory and supervisory framework  

To strengthen the capital structures of state banks, a total of USD 
28bn was injected by the SDIF. State owned banks were reinforced 
through mergers and privatized. Banks under SDIF control were 
liquidated, merged with or transferred to other banks. The budget of the 
SDIF was financed by the Turkish government, which was required to 
issue special bonds and the costs amounted to 31% of GDP in 2001 
which consequently led to public debt rising to 74% of GDP.  

The regulatory and supervisory framework was strengthened by 
amendments to the banking law in line with international leading 
practices. To minimize financial risks, capital adequacy requirements for 
Turkish banks were increased to 12% in comparison to the global 
minimums outlined by the Basel Committee of 8%.   

Both public debt and corporate debt was allowed to be restructured, 
to help recover from the crisis and reduce the level of NPLs.   

 

 

Figure 16. Turkey Bank NPL Levels, Loan Growth and GDP Growth 
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Turkey‖s banking sector reform is viewed as extremely successful. 
NPL levels were managed to amongst the lowest in peer countries, the 
lowering of NPLs and the recapitalisation of banks helped fuel a surge in 
private sector lending which in turn contributed significantly to strong 
economic growth as is evidenced in Figure 16 above. 

The lessons that should be drawn in the context of Iran are that Turkey 
quickly understood what was required and effectively tackled the 
banking sectors problems. This involved financial and operational 
restructuring of banks, strengthening the capital base of weak banks, 
quickly resolving banks taken over by the SDIF (through merger, 
privatisation or liquidation) and implementing a strong and effective 
regulatory and supervisory framework.  

CESEE economies: Many Central and Eastern and South- Eastern 
Europe (CESEE) countries have faced rising levels of NPLs since the 
onset of the global financial crisis. As shown below from IMF data in 
Figure 17, NPLs in the CESEE region increased from just above 3% in 
2007 to an average of 11% by the end of 2011. These high levels of NPLs 
have put pressure on bank balance sheets, which is expected to have 
adverse effect on their lending operations.     
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Figure 17. Non-Performing Loans in CESEE Economies 
 

An IMF Working Paper (ref: WP/13/72) of 2013 entitled “Non-
Performing Loans in CESEE: Determinants and Impact on 
Macroeconomic Performance” investigated NPLs in the CESEE 
countries from 1998 to 2011. The paper found that the levels of NPLs 
were attributed to both macroeconomic conditions and bank specific 
factors. The paper concluded that while NPLs responded to 
macroeconomic conditions (such as GDP growth, unemployment, and 
inflation) the analysis also showed that there was a strong feedback 
effect from the banking system to the real economy, suggesting that the 
high NPLs adversely affect the pace of economic recovery, as shown in 
Figure 18 below.  
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Figure 18. NPLs Ratio and Real GDP Growth 
 

The paper confirmed that while NPLs were found to respond to 
macroeconomic conditions, the results also indicated there are feedback 
effects from the banking system to the real economy as proposed in 
Figure 1 in Section 3 of this paper.   

More specifically, the paper showed that an increase in NPLs has a 
significant impact on credit (as a share of GDP), real GDP growth, 
unemployment, and inflation in future periods, thus validating the 
notion that a healthy and sustainable growth cannot be achieved without 
a sound and resilient banking system.  

7 Concluding Remarks  
What is clear from international insights is that increased access to credit 
in an economy leads directly to increase spending by businesses and 
consumers. The increase in domestic spending directly impacts economic 
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growth and stability. Such increased access to credit is not possible with 
high levels of NPLs.  

Banking sectors with high levels of NPLs face additional challenges 
such as high interest rates, tightening of credit, limited employment 
growth and declining collateral values which impact the confidence in 
the economy as funds leave the system (as shown in Figure below) and it 
is the proportion of NPLs which directly influence the proportion of 
funds leaving the system.  

 

The high level of NPLs in Iran are clogging credit channels and 
reducing the capacity of Iranian banks to extend credit to corporates, 
SMEs and households. A healthy banking sector is vital for Iran‖s 
economic growth, stability and success as access to credit is a significant 
driver of private sector growth which in turn will lead to job creation and 
fiscal sustainability.   
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For Iran to achieve a healthy banking sector, it will need to urgently 
and effectively implement a banking sector reform programme to tackle 
its high NPL levels, as currently scarce financial resources are locked into 
unprofitable sectors which are reducing productivity and leading to a 
drag on economic growth and employment levels.   

If Iran does embark on a banking sector reform programme, there are 
numerous lessons that should be drawn from international examples of 
what has worked (as is the case in Turkey) and what isn‖t working 
effectively (as in Vietnam). The first and foremost task will be to identify 
the extent of the problem using current leading international standards 
for capital adequacy, liquidity, accounting & provisioning and prudential 
limits. This should be done by addressing the identified weaknesses 
including, but not limited to:   

 Strengthening the capital base of banks;   
 Financial and operational restructuring, with possible creation of 

Good Bank,  
Bad Bank models, where needed;   

 Possible consolidation of the industry;   
 Limiting lending to connected parties and non-performing 

customers;  
 Ensuring that if subsidised credit is to continue, targeted sectors 

have the ability, capacity and willingness to repay contractual 
obligations and in fact the credit demonstrably leads to employment 
generation;   

 Implementing international accounting and auditing standards; and   
 Strengthening the regulatory and supervisory framework of  

the CBI.   
Another important aspect is capacity building for the CBI and the 

banking industry as a whole to understand the obstacles that are inhibiting 
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the banking sector from achieving its developmental goals while 
enhancing the abilities of the Central Bank and the banking sector that will 
allow them to achieve measurable and sustainable results, enabling the 
banking sector to support the sustained economic growth of Iran.  

It is hoped that this paper provides a basis for developing more 
reflective understandings of the correctional measures that are 
appropriate for Iran‖s banking sector to exit stagflation and stimulate 
economic growth.   

Appendix A: Internationally accepted classification for non-
performing loans.  

International accounting and banking standards refer to the term 
impairment rather than non-performing, we have used these terms 
inter-changeably. IAS 39: Financial Instruments: Recognition and 
Measurement is an international accounting standard for financial 
instruments released by the International Accounting Standards Board 
(IASB) which deals with asset impairment. IAS 39 states the following:  

Paragraph 58: An entity shall assess at the end of each reporting period 
whether there is any objective evidence that a financial asset or group of 
financial assets is impaired. If any such evidence exists, the entity shall 
apply paragraph 63: (for financial assets carried at amortized cost), 
paragraph 66 (for financial assets carried at cost) or paragraph 67 (for 
available-for-sale financial assets) to determine the amount of any 
impairment loss.  

The objective evidence is required to alleviate the concern that banks 
use general provisions to smooth income which is not objectively 
measurable or consistent across banks.  The second point to note is that 
the standard requires an assessment made at the end of each financial 
reporting date and as such, there is an onus on the bank‖s finance 
function and external auditor to provide assurance that impaired loans are 
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identified and impairment losses are provided for appropriately.   
The Basel Committee of Banking Supervision, in their paper entitled 

“Sound Practices for Loan Accounting, Credit Risk Disclosure and 
Related Matters” provided guidance to banks, banking supervisors and 
accounting standard-setters on, inter-alia, the recognition and 
measurement of loans and the establishment of loan loss allowances. The 
two relevant practices most relevant to this paper are Practice Seven and 
Eleven which are shown below:   

Practice 7: A bank should identify and recognise impairment in a loan 
or a collectively assessed group of loans when it is probable that the bank 
will not be able to collect, or there is no longer reasonable assurance that 
the bank will collect, all amounts due according to the contractual terms 
of the loan agreement. The impairment should be recognised by 
reducing the carrying amount of the loan(s) through an allowance or 
charge-off and charging the income statement in the period in which the 
impairment occurs.  

Practice 11: The aggregate amount of specific and general allowances 
should be adequate to absorb estimated credit losses associated with the 
loan portfolio.  

These highlight that loan impairment occurs when it is expected that 
all amounts due on a loan will not be collected in line with the loan 
agreement. The amount of this impairment should be recognized by 
reducing the carrying amount of the loan through an allowance (also 
referred to as a provision in this paper) which will be reflected in the 
income statement of the bank. Thus, in effect, interest is not accrued on 
such loans and should only be shown on a cash basis for countries 
following these standards.   

The Asian and Russian financial crises of 1997–98 led to work by the 
Institute of International Finance (IIF) on regulatory questions affecting 
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emerging markets in particular. In 1997 the Basel Committee issued a set 
of 25 Core Principles for Effective Banking Supervision, in part reflecting 
input from regulators in important emerging market economies. The IIF 
formed a Steering Committee on Emerging Markets Finance which 
commissioned a Task Force on Risk Assessment and a Working Group on 
Loan Quality to seek lessons from the 1997–98 crises. The Task Force 
found that the crises revealed weaknesses in risk management. Most firms 
did not fully appreciate the positive correlation between market trends and 
individual counterparty risk, and there were weaknesses in internal control 
procedures. In its July 1999 report, the Working Group suggested 
common definitions for asset classification, after an IIF survey found 
sharply differing definitions of non-performing assets. The report 
suggested that supervisors world-wide adopt a common reporting format 
on asset quality, and proposed five specific reporting categories (standard, 
watch-list, substandard, doubtful, and loss). Many international and 
regional supervisors have required banks within their jurisdiction to classify 
impaired loans in these five reporting categories and some have outlined 
minimum provision levels for each category.  

Standard definitions of each category are shown below:  
Standard - An asset classified as Standard is performing in line with 

contractual obligations and is supported by sound net worth and paying 
capability of the borrower. The loan was made with sound standards of 
credit analysis.  Standard assets are sufficiently secured with respect to 
both the principal amount and interest.  

Watch-List – An asset classified as watch-list is adequately protected, 
but is potentially weak. Such an asset constitutes an unwarranted credit 
risk, but not to the point of requiring a classification of Substandard. The 
credit risk may be minor, and in most instances, bank management can 
correct the noted deficiencies with increased attention. Yet such risk is 
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considered undue and unwarranted in light of the particular 
circumstances surrounding the asset.    

Substandard – An asset classified as substandard is inadequately 
protected by current sound net worth and paying capacity of the 
borrower or by the collateral, if any, supporting it. Such an asset has at 
least one well-defined weakness that jeopardizes the full repayment of 
the debt. It is characterized by the distinct possibility that the bank will 
sustain some loss if the deficiencies are not corrected.  Assets that are past 
due 61-90 days for principal or interest payments must be classified as 
substandard at a minimum.    

Doubtful – An asset classified as doubtful has all the weaknesses 
inherent in one classified as Substandard with the added characteristic that 
these weaknesses make collection or liquidation in full, on the basis of 
current circumstances and values, highly questionable and improbable. 
Although the possibility of loss is thus extremely high, because of 
significant pending factors, reasonably specific, which could be expected to 
work to the advantage and strengthening of the asset, its classification as an 
estimated loss is deferred until its more exact status may be determined. 
Examples of such pending factors include but are not limited to mergers, 
acquisitions, capital restructuring, and the furnishing of new collateral or 
realistic refinancing plans. Assets that are past due 91-180 days for principal 
or interest payments must be classified as doubtful at a minimum.  

Loss -An asset classified as a loss is considered not collectible and of 
such little value that its continuance as a bankable asset is not warranted. 
A loss classification does not mean that the asset has absolutely no 
recovery or salvage value, but rather that it is not practical or desirable to 
defer writing off this basically worthless asset even though partial 
recovery may be affected in the future.  An asset that is past due over 180 
days for principal or interest payments must be classified as loss.  
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In the above five categories, NPL status would be aligned to Doubtful 
and Loss at minimum.  

The IMF‖s Compilation Guide on Financial Soundness Indicators also 
gives a definition of non-performing loans, summarised from paragraphs 
4.84-4.85 as follows:  

A loan is nonperforming when payments of interest and/or principal 
are past due by 90 days or more, or interest payments equal to 90 days or 
more have been capitalized, refinanced, or delayed by agreement, or 
payments are less than 90 days overdue, but there are other good 
reasons—such as a debtor filing for bankruptcy—to doubt that 
payments will be made in full.    

After a loan is classified as nonperforming, it (and/or any replacement 
loans(s) should remain classified as such until written off or payments of 
interest and/or principal are received on this or subsequent loans that 
replace the original. 
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