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ABSTRACT

Banking supervision is an essential prerequisite for financial stability and depositor protection. However, the supervision of
state-owned and private banks in Iran is confronted with a dual ownership structure, fragmented regulations, and overlapping
institutional jurisdictions, while the legal system has not established a clear structural and functional distinction between these
two categories of banks. The present study aimed to conduct a legal and structural pathology of the supervision of state-owned
and private banks in Iran from the perspective of public law. The research employed a descriptive-analytical approach, with data
collected through library and documentary research and analyzed qualitatively on the basis of legal rules and principles. The
findings indicate that, in state-owned banks, budgetary dependence, political intervention, institutional conflicts of interest, and
overlapping jurisdictions constitute the principal supervisory deficiencies. In private banks, the major deficiencies include weak
risk-based supervision, limited capacity for early intervention, and inadequate depositor protection. The uniform application of
prudential standards is also inconsistent with the principle of proportionality. Furthermore, ambiguity in the definition of
banking operations, protracted adjudicatory proceedings, the lack of proportionality between violations and sanctions, and the
non-publication of decisions have diminished the deterrent effect of enforcement mechanisms. The emergence and proliferation
of unauthorized financial institutions likewise result from the interaction between legal gaps and weaknesses in supervisory
mechanisms. Reforming the banking supervisory system requires differentiating prudential requirements according to banks’
institutional mandates, separating regulatory functions from the implementation of monetary policy, strengthening institutional
independence and transparency, and pursuing a gradual and context-sensitive transition toward risk-based supervision.
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EXTENDED SUMMARY
Banking supervision constitutes one of the principal institutional mechanisms through which
modern legal and economic systems seek to preserve financial stability, protect depositors, control
systemic risk, and ensure the soundness of financial institutions. In Iran, the importance of banking
supervision is intensified by the central position of state-owned and private banks in credit
allocation, monetary circulation, production financing, and the implementation of macroeconomic
policies. Banking supervision, in its broad public-law sense, encompasses a complex set of legal,
administrative, prudential, and technical mechanisms through which supervisory authorities
monitor the conduct, financial condition, governance arrangements, and risk exposure of banks and
other credit institutions (Asadipour, 2011). The Central Bank, as the principal supervisory authority,
is responsible for regulating banking activity, monitoring compliance, controlling prudential risks,
and safeguarding the integrity of the monetary and banking system (Elsan, 2013). Nevertheless, the
Iranian banking supervisory system operates within a dual ownership structure in which state-
owned and private banks differ significantly in terms of ownership, institutional mission, governance
logic, risk profile, and degree of exposure to governmental intervention. Despite these substantial
differences, the existing legal framework has generally applied similar prudential requirements and
supervisory instruments to both groups, thereby weakening the principle of proportionality in public
law and limiting the effectiveness of supervision (Ebadi Bashir, 2024). Moreover, the simultaneous
concentration of monetary policymaking, banking regulation, and prudential supervision within the
Central Bank has created conditions in which institutional independence may be weakened and
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conflicts of interest may arise. Previous studies have identified structural, legal, and executive
deficiencies in Iran’s supervisory framework, particularly in relation to financial and credit
institutions and Qard al-Hasan entities (Sharifi Zarchi et al., 2025), while international research has
also demonstrated that declining supervisory enforcement and excessive regulatory forbearance can
expose banking systems to significant stability risks (Klein & Connell, 2026). Against this background,
the present study investigates the legal and structural pathologies of supervision over state-owned
and private banks in Iran from a public-law perspective and seeks to identify the principal
deficiencies arising from legal gaps, institutional dependence, fragmented competencies, inadequate
enforcement, and the failure to differentiate supervisory tools according to the institutional
characteristics of banks.

From a conceptual perspective, banking supervision must be distinguished from inspection,
financial auditing, and ordinary administrative control. Unlike periodic inspection, which is
generally retrospective and compliance-oriented, effective banking supervision is continuous,
forward-looking, interactive, and concerned with both regulatory compliance and the financial and
managerial soundness of supervised institutions (Tarullo, 2022). Financial auditing primarily
concerns the reliability and accuracy of financial statements, whereas banking supervision extends
to corporate governance, risk-management systems, capital adequacy, liquidity, internal controls,
managerial competence, and institutional resilience (Menand, 2021). The modern conception of
supervision therefore combines formal legal authority with continuous interaction between
supervisors and financial institutions, creating a hybrid regulatory structure in which legally binding
sanctions coexist with informal supervisory communications and corrective expectations (Baxter,
2011; Metzger & Stack, 2016). The evolution from rule-based to risk-based supervision represents a
particularly important development in this regard. Traditional supervision relied heavily on
compliance with predetermined legal rules and quantitative ratios, but the increasing complexity of
financial institutions and the emergence of new forms of credit, liquidity, operational, and systemic
risk demonstrated the limitations of a purely rule-based approach (Tarullo, 2022). Risk-based
supervision instead directs supervisory resources toward material and emerging risks, employs
forward-looking judgment, and allows the intensity of supervisory intervention to vary according to
the risk profile and systemic significance of each institution. International prudential developments,
including the Basel framework, stress tests, scenario analysis, and differentiated capital
requirements, reflect this transition toward a more dynamic supervisory model (Barr et al., 2016).
Within the Iranian legal system, however, the institutional meaning of a bank remains complex
because banks simultaneously possess a commercial character, perform public economic functions,
and are subject to special monetary and banking regulations. State-owned banks function partly as
instruments of governmental economic and development policy, whereas private banks operate
primarily under commercial and corporate-governance incentives. Empirical assessments have
accordingly identified meaningful differences between the governance structures of state-owned and
private banks (Zarei Majd et al., 2020). These differences provide the conceptual basis for examining
whether uniform supervision can adequately address the distinct risks associated with each category
of bank.

Methodologically, the study adopted a descriptive-analytical approach grounded in public law and
banking regulation. Data were collected through library and documentary research and examined
qualitatively on the basis of legal rules, regulatory principles, institutional arrangements, and
comparative supervisory models. The analysis focused on the legal foundations of Central Bank
supervision, the structure of supervisory and disciplinary authorities, the hierarchy of banking
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regulations, the prudential framework applicable to state-owned and private banks, enforcement
mechanisms, early-intervention tools, depositor protection, institutional accountability, and the
regulatory treatment of unauthorized financial institutions. Particular attention was paid to the
Central Bank Law of 2023, which introduced important institutional changes, including a clearer
separation between prosecutorial and adjudicatory functions within the disciplinary framework and
an expanded conception of supervised entities (Sabouripour & Alanchari, 2025). The study also
examined the role of the Deputy for Regulation and Supervision, the primary and appellate
disciplinary boards, and judicial review by the Administrative Justice Court, while considering the
extent to which these arrangements strengthen procedural fairness, regulatory accountability, and
the legal control of supervisory discretion. Comparative analysis was used to clarify the institutional
significance of decentralized and risk-oriented supervisory structures, particularly where multiple
bodies perform complementary or overlapping supervisory functions (Mishkin, 2020). The
normative hierarchy of banking supervision was likewise examined, including the relationship
between constitutional principles, parliamentary legislation, executive regulations, Central Bank
circulars, and prudential instructions. Although subordinate banking regulations perform an
indispensable role in translating general legislation into operational requirements, uncertainty
concerning the scope of delegated regulatory authority, limited public access to certain regulatory
instruments, and the risk of excessive administrative discretion reduce legal predictability and
transparency (Motamedi, 2010). In addition, the research evaluated whether Iran’s existing
supervisory structure adequately reflects the proportionality principle, particularly given the
substantial differences between banks established to pursue public developmental missions and
banks operating predominantly on the basis of profitability and market competition.

The findings demonstrate that supervision over state-owned banks is affected principally by
budgetary dependence, political intervention, institutional conflicts of interest, overlapping
supervisory competencies, and limitations on the practical independence of the supervisory
authority. State-owned banks are structurally exposed to governmental priorities because their
capital, management, and lending policies may be directly or indirectly connected to public budgets
and macroeconomic objectives. Consequently, they may be required to provide directed credit,
finance development projects, or participate in policies whose risk-return characteristics differ from
ordinary commercial lending. Such obligations can increase credit risk and constrain the ability of
bank managers to make decisions exclusively on prudential grounds (Adams et al., 2022). Political
influence may also affect appointments, governance arrangements, disclosure incentives, and the
willingness of supervisory authorities to impose stringent corrective measures. The effectiveness of
supervision is further complicated by the institutional position of the Central Bank itself. When the
same public authority is required both to implement monetary policy and to supervise banks that
may simultaneously serve governmental economic objectives, conflicts may arise between financial-
soundness considerations and broader policy priorities (Matani, 2020). The independence of central
banking supervision is therefore an essential element of an effective regulatory framework (Jafari
Samimi & Derakhshani Darabi, 2015). In addition, the coexistence of the Central Bank, the Ministry
of Economic Affairs and Finance, the Audit Organization, the General Inspection Organization,
parliamentary supervisory mechanisms, and other public bodies creates overlapping competencies
and disperses responsibility (Mazhari & Rajabi Alavi, 2024). Such institutional fragmentation may
produce duplication, inconsistent intervention, or opportunities for each body to attribute
supervisory failure to another. The study further finds that governance deficiencies differ across
ownership structures. While state-owned banks may be especially vulnerable to political and public-
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policy pressures, private banks face different forms of conflict of interest involving shareholders,
managers, depositors, and related-party lending (Navabi Moghadam et al., 2022). These findings
support the argument that a unitary supervisory approach cannot adequately address the distinct
institutional incentives and risks of the two banking sectors.

With respect to private banks and the broader prudential framework, the principal deficiencies
include the incomplete transition to risk-based supervision, weaknesses in credit assessment and
supervisory data, limited capacity for early intervention, inadequate depositor protection,
insufficiently deterrent enforcement mechanisms, and the uniform application of prudential
requirements irrespective of institutional mission and risk profile. Risk-based supervision requires
reliable information, specialized supervisory personnel, institution-specific risk assessment, early-
warning indicators, and the capacity to escalate supervisory intervention before financial
deterioration reaches a critical stage (Balan & Zamil, 2026). Although risk-oriented supervision has
gradually entered Iranian regulatory discourse, its practical implementation remains constrained by
incomplete credit-information systems, limited institutional ratings, insufficient transparency in
financial reporting, shortages of specialized expertise, and continued reliance on formal compliance
with circulars and financial ratios (Ramshenas Kamel, 2020). Uniform prudential requirements also
create a deeper structural problem. Capital adequacy, liquidity requirements, large-exposure limits,
and other prudential ratios are generally applied under assumptions of institutional comparability,
even though state-owned development-oriented banks and private commercial banks possess
different mandates and risk structures (Rameshgar et al., 2025). This approach is inconsistent with a
proportional and mission-sensitive regulatory model and may encourage formal compliance without
accurately capturing actual institutional risk (Kaviani et al., 2023). Enforcement deficiencies
reinforce these weaknesses. Prolonged disciplinary proceedings, uncertainty regarding the
proportionality between violations and sanctions, broad discretion in selecting penalties, limited
publication of decisions, and potential conflicts of interest within disciplinary structures reduce the
deterrent effect of supervisory enforcement (Sabouripour & Alanchari, 2025). The emergence of
unauthorized financial and credit institutions provides a particularly important illustration of the
interaction between legal gaps and supervisory failure. Ambiguities in the definition of banking
operations and supervised institutions have historically created opportunities for entities to conduct
quasi-banking activities outside effective supervision, while fragmented institutional responsibilities
and delayed enforcement have allowed such risks to accumulate (Sadeghi & Yavari, 2023; Shabanifard
& Mousavi, 2023). The phenomenon therefore cannot be attributed exclusively either to defective
legislation or to ineffective supervision; rather, it arises from the interaction of both dimensions.

In conclusion, the study confirms that the principal weaknesses of banking supervision in Iran are
not isolated regulatory defects but interconnected legal and institutional problems rooted in the
structure of the banking system itself. The distinction between state-owned and private banks in
ownership, mission, governance, exposure to political influence, incentives, and risk profile requires
corresponding differentiation in supervisory strategies. A supervisory system that applies
substantially identical prudential instruments to materially different institutions cannot fully satisfy
the requirements of proportionality, effectiveness, or risk sensitivity. Reform should therefore
proceed through structural redesign rather than through the continued accumulation of fragmented
regulations. Prudential requirements should be differentiated according to institutional mission and
risk profile, while microprudential and macroprudential supervision should be more clearly
distinguished and coordinated. The regulatory function should be institutionally separated, to the
extent practicable, from the implementation of monetary and governmental financing policies in
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order to reduce structural conflicts of interest and strengthen supervisory independence. Clear
statutory definitions of banking operations and supervised institutions are also necessary to close
regulatory gaps and prevent the recurrence of unauthorized financial activity. Supervisory
enforcement should be strengthened by establishing definite procedural time limits, ensuring
proportionality between violations and sanctions, restricting discretionary suspension of
proceedings, restructuring disciplinary bodies to enhance impartiality, and publishing supervisory
and disciplinary decisions in a transparent manner. Effective depositor protection and a more
developed deposit-insurance framework should accompany these reforms, particularly in relation to
distressed private banks. Finally, the transition toward risk-based supervision should be gradual,
institutionally supported, and adapted to the specific characteristics of the Iranian legal and banking
environment. Such a transition requires supervisory risk-appetite frameworks, reliable quantitative
and qualitative indicators, specialized human resources, improved information infrastructure,
independent internal review mechanisms, and pilot implementation in major state-owned and
private banks before system-wide expansion. Taken together, these reforms can strengthen
accountability, transparency, legal certainty, supervisory independence, depositor protection, and
the resilience of Iran’s banking system.
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