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Transformations in Iran’s Banking System: Challenges and Reform Strategies

Abstract

Iran’s banking system, as one of the main pillars of financial intermediation and
economic resource allocation, has faced numerous structural and functional
challenges in recent decades. Using a thematic analysis approach and expert
interviews with professionals in the banking and economic sectors, this study
analyzes these challenges and proposes corrective strategies. Findings indicate that
factors such as the traditional approach to banking, lack of diversity in funding
sources, government pressure to grant mandatory loans, and banks’ involvement in
non-banking commercial activities have significantly contributed to the sector’s
imbalance. One of the central issues is banks’ entry into enterprise ownership and
management, which diverts their focus from their core mission—optimal financial
resource allocation—and leads to problems such as corruption, managerial
inefficiency, and reduced transparency. Additionally, the government's dependence
on banks and the emphasis on financing through them, instead of diversifying
financial instruments, has led to a decline in efficiency and productivity within the
banking system. Quantitative findings reveal that the capital adequacy ratio in some
banks—such as Bank Melli, Parsian Bank, and Shahr Bank—has been negative,
placing them in a critical situation, while banks such as Middle East Bank, Karafarin
Bank, and Bank Mellat are in relatively better condition. Moreover, the accumulated
losses of eleven banks exceeded 57,590 billion IRR (approximately 575.9 trillion
IRR) in 2023. According to Article 141 of the Commercial Code, this level of
accumulated loss indicates a potential risk of bankruptcy in these banks. To address
these issues, the study proposes strategies such as revising and updating banking
regulations, strengthening the Central Bank’s oversight using advanced technologies,
increasing transparency in bank operations, and diversifying funding sources.
Additionally, transitioning from a bank-centered to a production-centered approach
and implementing genuine, targeted privatization could enhance banking
performance. Establishing a credit rating system to reduce credit risks and optimize
the loan allocation process is also essential. Implementing these reforms can not only
reduce existing challenges but also pave the way for a more sustainable and effective
role for the banking system in the country’s economic development. These reforms,
alongside transparency and efficient supervision, can ensure the realization of Iran’s
macroeconomic goals.
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Introduction
Over the past few decades, Iran's banking system has played a central role in the country's economic structure,
acting as the primary mechanism for financial intermediation and capital allocation. Given the bank-based
nature of Iran’s economy, any dysfunction within the banking sector has profound implications for
macroeconomic stability and growth. However, the system has faced significant structural, institutional, and
operational challenges. These include capital inadequacy, the proliferation of non-performing loans, an
outdated legal framework, inefficient regulatory oversight, and excessive government intervention (Chenarani
et al., 2023; Nazarpour et al., 2017).
The centrality of banks in a developing financial system can confer both advantages and disadvantages. On
one hand, banks possess superior information about borrowers, enabling more efficient resource allocation.
On the other hand, an over-reliance on banks increases systemic risk. In Iran, the banking sector shoulders
over 87% of national financial intermediation needs, which intensifies fragility and inhibits the development
of alternative financial instruments (Central Bank Monetary and Financial Research Institute, 2017).
Furthermore, outdated banking laws—some unchanged since before the 1979 revolution—have constrained
the evolution of banking practices in alignment with international norms (Mousavian & Meisami, 2019).
Post-revolution reforms aimed to align banking with Islamic principles, notably the 1983 “Usury-Free Banking
Act.” Yet, many experts believe this shift remained superficial, with contracts often mimicking interest-based
mechanisms in form, if not in legal terminology (Khatibi, 2023). The privatization of banks in the 2000s,
intended to improve competitiveness and efficiency, instead led to increased political and elite capture of
financial institutions (Khalilou et al., 2023). Thus, this study seeks to answer: What are the primary challenges
facing Iran’s banking sector today? And what reform strategies can mitigate systemic imbalances?
Methods and Materials
This study employed a qualitative thematic analysis methodology supported by semi-structured expert
interviews and document review. The data were sourced from regulatory reports, legislative documents,
balance sheet analyses of banks, and qualitative interviews with 15 financial and regulatory professionals.
Thematic coding followed a five-stage process:

1. Familiarization with data through immersion in texts and transcripts.
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2. Open coding to extract meaningful concepts (e.g., "capital adequacy,
failure").
3. Organization of initial codes into thematic clusters such as "regulatory weakness,
structure," and "legal inefficiencies."
4. Refinement of themes to ensure coherence and coverage of the research questions.
5. Production of a thematic map and final synthesis of findings.
The sample included banks representing diverse ownership structures (public, semi-private, and fully private)
and varying levels of performance. Official data from 2022—-2023 were analyzed to assess financial health
indicators, particularly capital adequacy ratios and accumulated losses.
Findings
The thematic analysis yielded five overarching areas of concern:
1. Structural Dependence on Banks: Iran’s economy is heavily reliant on banks for financial intermediation.
Approximately 87% of financing originates from the banking sector, a figure significantly higher than global

credit risk," "regulatory

nn

ownership

benchmarks. This reliance leads to concentration risk and limits innovation in financing mechanisms.

2. Capital Adequacy and Financial Health: Capital adequacy ratios, which measure a bank’s capital in
relation to its risk-weighted assets, revealed stark disparities. In 2023, Bank Melli, Parsian Bank, and Shahr
Bank recorded negative ratios, indicating insolvency risk. Conversely, Middle East Bank, Karafarin Bank, and
Bank Mellat maintained positive, though modest, capital buffers. Aggregate accumulated losses for eleven
banks exceeded 5.76 trillion IRR, posing bankruptcy risks under Article 141 of the Commercial Code.

3. Legal and Regulatory Gaps: Current banking regulations are insufficient for modern banking practices.
Article 8 of the Usury-Free Banking Act permits direct bank investment in enterprises, blurring the line
between financing and enterprise control. Simultaneously, Article 34 of the amended Registration Law
compels banks to acquire unsold collateral at potentially loss-inducing prices, thus increasing illiquid assets.
4. Governance and Risk Management Deficiencies: A recurring theme was the low managerial expertise in
applying Islamic financial instruments. The absence of standardized risk assessment frameworks,
overcentralization of decision-making, and weak credit scoring systems were identified as major operational
flaws. Many banks lacked independent compliance and risk monitoring systems.

5. Transparency and Technological Limitations: Bank financial statements lacked consistency, and
disclosures on executive compensation and operational performance were either incomplete or unavailable.
Additionally, traditional banking infrastructure has resisted digitization. High physical branch overhead and
absence of intelligent anti-money laundering systems were flagged as obstacles to modernization.

Discussion and Conclusion

Iran’s banking system, while central to the economy, is in a precarious position. Over-reliance on bank
financing has reduced economic flexibility and heightened systemic risk. The negative capital adequacy ratios
of some major banks, coupled with substantial accumulated losses, illustrate both the urgency and severity of
the current crisis.

One of the most pressing structural challenges is the excessive involvement of banks in enterprise ownership.
While initially intended to increase profitability, this approach has diverted banks from their core mission of
intermediation. Moreover, it has facilitated inefficiency, opacity, and misallocation of resources. Alongside
this, the legal framework continues to enable and even incentivize non-transparent and speculative practices.
Reform is essential. The banking sector must be realigned with its foundational purpose: the efficient allocation
of resources and support for productive economic activity. A key starting point is legal reform, particularly
revising Article 8 of the Usury-Free Banking Act to restrict banks from direct enterprise ownership. Similarly,
amending Article 34 of the Registration Law would allow banks to manage collateral recovery without
acquiring illiquid real estate assets.



Regulatory reform is also crucial. The Central Bank must be empowered with real-time monitoring capabilities
supported by artificial intelligence and data analytics. A separate supervisory body may also be necessary to
ensure compliance with both legal and Islamic standards, enhancing dual-layered oversight.

Greater transparency is imperative. Banks should be mandated to disclose detailed financial statements,
including breakdowns of non-performing loans, compensation structures, and investment portfolios. Such
transparency will not only improve market discipline but also restore public trust.

Diversifying funding channels is another critical step. Iran must accelerate the development of its capital
market, including the issuance of sukuk (Islamic bonds), crowd-lending platforms, and foreign direct
investment frameworks. These efforts can ease the financial burden on banks and improve the allocation
efficiency of national savings.

Privatization must also be reexamined. Past attempts were often politically driven and lacked robust
governance frameworks. Any future privatization should prioritize transparency, institutional investor
participation, and alignment with long-term developmental goals.

In operational terms, the creation of a national credit rating agency would reduce credit risk and facilitate merit-
based lending. Introducing financial incentives for Islamic-compliant risk-sharing contracts would also help
realign banking practices with Islamic jurisprudence.

Ultimately, the Iranian banking system can emerge stronger if reforms are bold, systemic, and technology-
driven. A reformed banking sector will not only stabilize the financial system but also become a catalyst for
sustainable economic development. By embedding transparency, enforcing effective oversight, and realigning
institutional incentives, Iran can build a resilient and efficient financial ecosystem suited for the challenges of
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