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Imbalance in Banks and its Impact on the Financing of Economic Enterprises

Abstract

Imbalances in Iran’s banking system—especially in recent years—have become a
critical issue in the process of financing economic enterprises. Banking imbalance
refers to the disequilibrium between banks’ resources and expenditures, extreme
volatility in deposits and customer withdrawals, administratively fixed interest rates,
and capital shortages in banks. These factors result in serious constraints on banks’
lending capacity and lead to increased financing costs for businesses. The aim of this
article is to analyze the effects of banking imbalances on business financing and to
identify effective strategies for addressing these challenges. To achieve this objective,
a descriptive-analytical method has been employed. The study examines the current
condition of Iran’s banking system and analyzes the impact of these imbalances on
the economic performance of enterprises. Moreover, through scenario analysis, the
outcomes of each proposed solution for improving the financing situation are
assessed. The findings of this research indicate that banking imbalances not only
increase the cost of financing but also reduce banks’ lending power, limit enterprises’
access to financial resources, and undermine the country’s economic capacities. In
this regard, reforming Article 8 of the Law on Interest-Free Banking, selling off non-
productive bank assets, strengthening the capital market, and privatizing quasi-state
banks are among the key strategies that could reduce banking imbalances, improve
banks' liquidity, and facilitate the financing process for businesses.

Keywords: Banking imbalance, business financing, digital banking, administratively
set interest rates, banking reforms.
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Introduction

In recent years, the imbalance within Iran’s banking sector—referred to as “banking disequilibrium”—has
become a critical impediment to the financial viability of economic enterprises. This disequilibrium arises from
accumulated disparities in banks' balance sheets, driven largely by structural inefficiencies, persistent inflation,
rigid interest rate controls, and a lack of adequate oversight (Demirguc-Kunt et al., 2018). Specifically, factors
such as unstable deposit behaviors, excessive reliance on non-productive assets, and the inability of banks to
maintain optimal reserves have disrupted their core financial intermediary functions (Halim & Saputra, 2022).
Another key factor contributing to this imbalance is the mandated interest rate policy, which fails to account
for high inflation rates in the country. As a result, financial institutions are forced to issue loans at real negative
interest rates, making lending an unprofitable endeavor (Ebadi & Pourzereshki, 2023). Consequently, these
institutions often resort to borrowing from the Central Bank, which exacerbates monetary base expansion and
fuels inflation.

Digital transformation has also added complexity. While digital banking has the potential to streamline
operations, it has disrupted traditional account management systems, requiring a recalibration of reserve
management practices to ensure liquidity and transactional precision (Haruna et al., 2022). The inability to
adapt quickly has further intensified balance sheet mismatches.

Externally, global financial imbalances have had a compounding effect. The accumulation of U.S. dollar
reserves by countries such as China has contributed to distorted capital flows, enabling deficit-prone economies
to borrow cheaply (Mayer, 2012). In such a context, Iran’s semi-isolated banking environment, burdened by
sanctions and limited foreign capital access, faces unique challenges in navigating domestic disequilibrium.
This study investigates the impact of banking disequilibrium on the financial operations of economic
enterprises in Iran and proposes strategic policy interventions to address it. Specifically, it examines the direct
and indirect consequences of systemic banking weaknesses on firms’ access to financing, cost of capital, and
growth potential.

Materials and Methods

The methodology employed in this study is descriptive-analytical in nature. The research involved compiling
and analyzing recent financial data from various Iranian banks, focusing on key indicators such as capital
adequacy ratios, liquidity levels, debt to the central bank, and retained earnings. Furthermore, policy



frameworks, regulatory constraints, and institutional inefficiencies were examined through scenario-based
analysis. Three strategic response models—optimistic, pessimistic, and cautious—were developed to explore
potential outcomes of proposed reforms, such as legal restructuring, asset liquidation, and capital market
enhancement. The data were visualized using graphs and trend analyses spanning two decades, providing
insights into both historical and contemporary patterns of disequilibrium.
Findings
The findings reveal substantial financial distress within Iran’s banking network. Over 90% of all project
financing is currently provided by banks, placing immense strain on their limited liquidity pools. The capital
adequacy ratios of many banks fall below the regulatory threshold of 8%, with some institutions reporting
negative figures. For instance, [ran Zamin Bank reported a capital adequacy ratio of -21%, while other major
banks like Bank Melli and Bank Tejarat barely surpassed 6%. This indicates systemic undercapitalization and
exposure to solvency risks.
Debt levels to the Central Bank have soared in recent years, particularly from 1401 onward, surpassing the 20-
year average of 1,268,056 billion rials. This trend signifies increasing reliance on central monetary support,
resulting in heightened inflationary pressures due to base money expansion.
Additionally, several banks have reported significant retained losses. As of Khordad 1403, Bank Iran Zamin
and Bank Shahr recorded accumulated losses of approximately 58.9 and 16.5 billion tomans, respectively. In
contrast, banks like Bank Mellat and Bank Pasargad showed positive earnings, reflecting disparities in
institutional performance and risk management practices.
The net result of these conditions is an increase in the cost of capital for enterprises. Due to decreased lending
capacity and stricter loan eligibility criteria, firms face higher interest rates and limited access to credit. This
has constrained business expansion, reduced employment opportunities, and led to stagnation in sectors that
depend heavily on bank financing.
Scenario analysis provided further insights:
e Inthe optimistic scenario—focused on legal reform and role redefinition under Article 8§ of the Interest-
Free Banking Law—banks return to their intermediary role and increase efficiency.
e The pessimistic scenario—centered around mismanaged asset sales—demonstrates potential liquidity
losses and further imbalance.
e The cautious scenario—focused on strengthening capital markets—projects long-term benefits with
gradual improvement in financial diversity and risk sharing.
Discussion and Conclusion
The deep-rooted imbalance in Iran’s banking sector is the product of structural inefficiencies, policy
misalignments, and operational mismanagement. This imbalance manifests in weak capital buffers, high
dependency on the central bank, and massive holdings of non-productive assets. Consequently, banks struggle
to perform their fundamental role—efficient financial intermediation—which undermines private sector
investment and economic growth.
The current monetary environment, marked by high inflation and administratively set interest rates, creates a
paradox where banks must lend at rates that do not reflect actual market conditions. This situation discourages
lending to productive sectors and incentivizes investment in less risky, often non-productive, assets. At the
same time, government-mandated loans further deplete the already constrained resources of banks, pushing
them toward central bank financing, which escalates monetary expansion and inflation.
Moreover, the disparity in financial health among different banks—some with significant retained profits and
others with deep losses—indicates the absence of standardized performance metrics and consistent regulatory
enforcement. This inconsistency undermines investor and depositor confidence and creates systemic
vulnerabilities.



The predominance of banks in project financing—accounting for more than 90% of total financing—highlights
the lack of alternative financial sources in the Iranian economy. In developed markets, capital markets serve
as critical supplements to banking systems. However, Iran’s capital market remains underdeveloped, limiting
firms’ access to equity and bond financing. This overreliance on banks not only increases systemic risk but
also constrains the country’s economic flexibility.

To address these challenges, several reforms are proposed. First, revising Article 8 of the Interest-Free Banking
Law is essential. This reform should limit direct investment activities by banks and restore their intermediary
function. Second, banks must liquidate non-productive assets through capital market mechanisms to free up
liquidity. Third, enhancing the role of the capital market can reduce dependence on bank financing and
introduce a more diversified financial ecosystem.

In addition, privatizing quasi-governmental banks can curb political interference in credit allocation and
improve operational autonomy. Lessons from international best practices can guide these reforms. Countries
that successfully navigated banking sector imbalances—such as South Korea and Turkey—implemented
comprehensive restructuring programs, introduced market-driven lending rates, and strengthened regulatory
frameworks.
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