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The Necessity of Financial Regulatory System Reform: Lessons for Iran

Abstract

One of the major reasons explaining the inefficiency and underdevelopment of Iran’s
financial system—as well as its limited effectiveness in influencing macroeconomic
variables in recent decades—may lie in the type of financial regulatory system in
place. This issue has received little attention from researchers and policymakers in
Iran, even though many countries have shifted their financial regulatory systems from
traditional frameworks to more modern approaches such as the Twin Peaks model.
Accordingly, this study seeks to explore Iran’s current situation by drawing on the
experiences of successful countries and aims to answer the key question: What type
of financial regulatory system should Iran adopt? In other words, which regulatory
approach is best suited to enhance the effectiveness of Iran’s financial system?
Findings from a covariance analysis conducted on 23 countries over the period from
1981 to 2020 indicate that changes in the financial regulatory authority’s approach
(traditional, functional, integrated, and Twin Peaks) interacting with macro-financial
characteristics (financial structure, interest rate repression, and generalized public
trust) have, in most cases, led to changes in the performance of both the real sector
(economic growth and inflation) and the financial sector (financial development and
financial efficiency). The statistical results revealed the suboptimality of traditional
and functional models, and confirmed the superiority of transitioning first to an
integrated financial regulatory system, followed by the adoption of the Twin Peaks
model. Due to the complexity of such systemic changes, it is recommended that an
integrated financial regulatory system be implemented on a trial basis for a limited
number of years before transitioning to the Twin Peaks model. From a broader
perspective, it appears that Iran's economy is in need of a complete redesign of its
socio-economic architecture.

Keywords: financial regulatory system, integrated system, Twin Peaks model,
economic growth, inflation.
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Introduction

The global financial crisis of 2008 exposed fundamental flaws in many countries’ financial supervisory and
regulatory architectures, sparking an urgent need for reform and transformation in how financial systems are
managed. Scholars and policymakers began re-evaluating the efficiency and systemic stability of traditional
regulatory models, prompting a wave of regulatory redesigns. These transitions have spurred interest in the
efficacy of various financial regulatory frameworks—most notably, the traditional, functional, integrated, and
twin peaks approaches (Group of Thirty, 2008; Rajendaran, 2012).

While advanced economies have initiated progressive transitions toward more holistic frameworks, such as
the integrated or twin peaks models, developing economies often remain entrenched in traditional or
functionally fragmented regulatory structures. Iran exemplifies this disparity. Despite experiencing persistent
financial stress and macroeconomic volatility (Tohidi, 2020), its financial regulatory system has remained
unchanged and rigidly traditional. In Iran, the Central Bank oversees the banking sector, the Insurance
Regulatory Authority manages the insurance industry, and the Securities and Exchange Organization regulates



capital markets. These siloed institutions, each responsible for discrete financial domains, lack systemic
coordination and an overarching supervisory vision.

The lack of a system-wide regulatory approach has significant implications. Most critically, it weakens the
capacity to monitor, anticipate, and respond to systemic financial risks effectively. This institutional
fragmentation contributes to Iran’s underdeveloped financial system, inability to mobilize and allocate capital
efficiently, and susceptibility to repeated financial stress.

This study explores the implications of financial regulatory reforms by drawing upon a quantitative
comparative analysis of 23 countries from 1981 to 2020. Through an analysis of covariance (ANCOVA), it
examines how different regulatory regimes interact with structural macro-financial features—such as financial
structure, interest rate repression, and generalized trust—and how these factors shape both macroeconomic
outcomes (growth and inflation) and financial system performance (development and efficiency). The findings
provide a policy-relevant roadmap for transitioning Iran toward a more resilient and effective financial
regulatory architecture.

Methods and Materials

This research adopts a quantitative comparative approach utilizing panel data from 23 countries over the period
1981 to 2020. Countries were selected based on financial development levels similar to or greater than Iran’s
and the presence of at least one transition in their financial regulatory systems.

The analysis incorporates two broad categories of variables. The first category includes four regulatory and
macro-financial factors used as covariates: the type of financial regulatory system (traditional, functional,
integrated, or twin peaks), the structure of the financial system (measured by the share of equity markets), the
degree of interest rate repression (measured by the gap between nominal interest rates and inflation), and the
level of generalized trust (proxied by monetary indicators).

The second category comprises performance metrics of macroeconomic and financial systems: GDP growth
rate and inflation as macroeconomic indicators; and a composite financial development index and a financial
efficiency index representing the financial system's performance.

The financial development index was constructed using principal component analysis across seven sub-
indicators, capturing bank-based and market-based development. The financial efficiency index combines
turnover ratios for equity markets and credit allocation ratios for banks, weighted by sectoral contributions.
ANCOVA was applied to analyze the interaction between categorical and continuous predictors, testing the
effect of regulatory systems in combination with structural variables on economic and financial performance.
Findings

Among the 23 countries examined, 16 had already transitioned to either an integrated or twin peaks regulatory
model. Only four retained the traditional model, and three were operating under a functional framework.
Notably, countries that adopted modern regulatory systems demonstrated more significant progress in financial
development and macroeconomic performance.

For example, countries with twin peaks models often exhibited high levels of financial development and
greater financial system stability. In contrast, countries like Iran and Turkey, still using traditional frameworks,
showed stunted financial sector evolution and remained bank-centric with minimal diversification into equity
markets.

1. GDP Growth: Statistical analysis showed that changes in regulatory frameworks and shifts toward market-
based financial structures significantly influenced GDP growth. Interest rate liberalization had a strong positive
effect, while generalized trust only played a meaningful role in interaction with regulatory reform. Among the
models, the functional approach performed poorly, showing less effectiveness in fostering growth compared
to the integrated and twin peaks models.



2. Inflation: The analysis indicated that inflation rates were significantly lower in countries that had adopted
integrated or twin peaks models. Interest rate repression and low trust levels were associated with higher
inflation, particularly in traditional and functional systems. Again, twin peaks demonstrated superior inflation
control performance.

3. Financial Development: A clear pattern emerged where countries with integrated and twin peaks
frameworks achieved higher levels of financial development. The traditional and functional models were
statistically less effective. Market-based structures and reduced financial repression contributed positively,
while generalized trust was not a significant standalone predictor.

4. Financial Efficiency: Financial efficiency was significantly impacted by regulatory systems, trust levels,
and structural reforms. Twin peaks models outperformed others, particularly in countries with higher trust and
market-oriented financial systems. The functional model again lagged, often showing no significant
improvement in efficiency despite structural changes.

Iran remains bank-dominated, with its financial system showing low development and efficiency scores. While
banking sector credit to the private sector has grown, the capital market remains underdeveloped. Generalized
trust, a prerequisite for market expansion, remains low, and interest rate repression continues to distort capital
allocation.

Discussion and Conclusion

The findings underscore the profound impact that regulatory architecture can have on financial development,
macroeconomic performance, and systemic resilience. Countries that adopted integrated or twin peaks models
not only experienced improved growth and lower inflation but also saw tangible gains in financial system
development and efficiency.

Iran’s continued reliance on a traditional regulatory model has proven inadequate in addressing modern
financial challenges. The segmented oversight structure hampers coordinated policy implementation, systemic
risk management, and capital market deepening. This configuration reinforces a bank-centric model that cannot
effectively support long-term economic growth or absorb shocks.

While transitioning directly to a twin peaks model may be ideal, it could face substantial institutional and
political resistance. Thus, a phased reform is recommended. Iran could begin by adopting an integrated model
to develop the institutional capacity and coordination mechanisms necessary for more sophisticated regulation.
Once foundational improvements are achieved, it could transition to a twin peaks system to enhance policy
granularity, improve supervisory specialization, and ensure both macro- and micro-prudential oversight.
However, structural reforms in the regulatory model must be complemented by broader macro-financial
reforms. This includes reducing financial repression, fostering a more balanced financial structure that supports
market-based instruments, and rebuilding public trust in institutions. These complementary measures will
reinforce the impact of regulatory reform and create an enabling environment for sustainable financial and
economic development.

In conclusion, a meaningful transformation of Iran’s financial regulatory architecture—toward an integrated
and eventually twin peaks model—is both necessary and feasible. Such a transition, if strategically executed,
can unlock the latent potential of the Iranian financial system, support macroeconomic stabilization, and
position the economy for more inclusive and robust growth in the decades ahead.
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