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Abstract

An analysis of the banking system indicates that in recent years, the imbalance
situation in some banks has worsened, such that, according to statistics published by
the Central Bank, a significant portion of the increase in the monetary base, liquidity,
and inflation has resulted from this intensification of imbalances in banks, and the
continuation of the current situation is highly dangerous. A review of the banking
literature shows that banks worldwide, alongside attracting public deposits, also
engage in money creation, and these attracted or created resources are provided as
loans to the private sector. The private sector, in turn, utilizes the resources obtained
from banks for investment and enterprise operations. However, in Iran’s economy,
the banking system, under a uniform monetary and banking framework, performs two
different roles: that of a bank and that of an investment company. Weaknesses in the
country’s monetary and banking laws—particularly Article 8 of the Law on Usury-
Free Banking—have allowed banks to directly engage in investment. In other words,
in Iran, the two entities of investment companies and banks have been merged.
Exploiting this institutional (legal) weakness and the legal authority they possess to
invest directly, banks have engaged in money creation and deposit mobilization,
subsequently investing in various sectors and engaging in enterprise operations.
Given that banks lack sufficient expertise in enterprise operations, first, they have
invested public deposits in projects that have ultimately led to deadlock and resource
freeze. Second, due to conflicts of interest, banks have viewed the private sector as a
competitor and consequently have not extended the necessary loans to finance this
sector. Therefore, the challenge of the banking system in Iran’s economy stems from
the fact that the banking system’s structure was fundamentally formed in a defective
manner and requires structural and institutional reforms and the adoption of tough
decisions to return to the correct path. The present article seeks, based on historical-
institutional analysis, content analysis, and pathology of the national banking
system’s structure, to design and explain an evolutionary transition model from the
current situation to the desired state, and to develop the architecture and structural
reform of the banking system to reduce imbalance and strengthen the financing
capacity of the private sector.
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Introduction

The Iranian banking system has, over recent decades, faced deep structural and institutional deficiencies that
have exacerbated balance sheet mismatches and weakened the provision of financial resources to the private
sector. Globally, banks perform the dual functions of deposit mobilization and credit creation, supplying these
funds to the private sector for investment and enterprise development (Mousavian, 2005). In Iran, however,
the banking system has evolved in a divergent manner: under the same monetary and banking framework,
banks also operate as direct investment companies, engaging in enterprise ownership and management (Sadr,
2009). This deviation stems in part from weaknesses in the country’s monetary and banking laws—particularly
Article 8 of the Law on Usury-Free Banking—that authorize direct bank investment (Razavi, 2014). Over time,
these provisions have enabled banks to channel depositors’ funds and created credit into direct ownership of
assets, often in non-core business sectors such as hospitality, agriculture, and petrochemicals, where they lack
operational expertise.
The result has been twofold: first, the immobilization of resources in illiquid or loss-making projects; second,
a conflict of interest that leads banks to view the private sector as a competitor, thereby restricting credit
allocation to independent enterprises (Aghababayi & Motevaseli, 2006). This entrenched pattern, compounded
by macroeconomic distortions such as persistent negative real interest rates and multiple exchange rates, has
facilitated rent-seeking behavior, including the diversion of bank credit to affiliated companies to exploit
currency arbitrage opportunities (Mojtahed & Hasanzadeh, 2005). The broader macroeconomic impact has
been the amplification of monetary base growth, liquidity expansion, and inflation, as confirmed by Central
Bank statistics (Farahani-Fard, 2004).
Historical-institutional analysis reveals that Iranian banking evolved from early foreign-owned institutions in
the late 19th century to the establishment of national banks in the early 20th century, followed by the
centralization of monetary authority in 1960 and the nationalization of all banks after the 1979 Revolution
(Mirjalili, 1993). Post-revolution reforms, including the implementation of the Law on Usury-Free Banking in
1983, aimed to align banking with Islamic finance principles (Mousavian, 2005). However, structural issues
persisted, particularly in governance, competition, and regulatory oversight (Shakeri et al., 2018). Today, the
system is characterized by a “triple impossibility” in both public/semi-public and private banking: the
coexistence of credit creation, structural distortions (e.g., negative real rates or fiscal dominance), and
investment banking functions. Addressing these challenges requires not only legal reform but also a
fundamental redesign of the banking architecture toward competitive private banking complemented by a
single development bank.
Methods and Materials

This study employed a historical-institutional research design combined with qualitative content analysis.
Primary and secondary data were collected through extensive library research, including academic books,
theses, peer-reviewed journal articles, and official reports from reputable institutions. The historical analysis
traced the evolution of banking in Iran from its inception to the present, with special attention to legislative
milestones before and after the 1979 Revolution. The institutional analysis examined key laws, regulations,
and governance structures influencing banking operations.
For the qualitative phase, content analysis was applied to a comprehensive corpus of texts, including expert
interviews and public statements by policymakers. Texts were segmented into “thought units” which were
coded, categorized, and analyzed for thematic patterns. Nineteen key challenges related to banking mismatches
and financing constraints were identified, along with corresponding policy recommendations. Frequency
analysis quantified the recurrence of each challenge and solution across sources, enabling prioritization for
reform.



Findings

The content analysis yielded nineteen major challenges, each with a documented frequency of occurrence
in the literature. The most frequently cited challenge was direct bank ownership of enterprises (“bongahdari’),
with 25 mentions, followed by macroeconomic volatility and profitability challenges in enterprise ownership
(21 mentions). Other high-frequency challenges included negative real interest rates (17), weak central bank
supervision (15), unhealthy competition between banks (15), and politically mandated (“directive”) lending
(14).
Proposed solutions emphasized legal and institutional reforms, including amending the banking law to prohibit
direct investment by banks and requiring divestment of existing holdings (10 mentions), improving the
macroeconomic environment (13), aligning interest rates with inflation (15), enhancing supervisory tools and
intelligent oversight (18), and fostering competitive neutrality between public, semi-public, and private banks
(12). Other recommendations included reducing and targeting directive lending, restructuring semi-public
banks through privatization, building missing institutional infrastructure, and enforcing the genuine application
of participatory contracts.
The analysis also identified systemic governance flaws such as inadequate internal bank oversight, risk
aversion, outdated accounting standards, and underutilization of capital markets for long-term financing.
Political factors—especially international sanctions—were cited as exacerbating constraints on external
financing and regulatory modernization.
Discussion and Conclusion

The study confirms that the root of Iran’s banking challenges lies in the conflation of commercial banking
with direct investment and enterprise ownership. This structural distortion, reinforced by legal loopholes and
governance weaknesses, has diverted financial intermediation away from the private sector and toward rent-
seeking, resource immobilization, and fiscal dominance. The persistence of negative real interest rates has
further incentivized speculative rather than productive investment.
A viable reform path requires dismantling the legal basis for direct bank investment, mandating the divestment
of non-core assets, and restricting state intervention in banking resource allocation. The proposed
“evolutionary transition model” envisions a competitive banking landscape dominated by private banks,
overseen by a strengthened and independent central bank, complemented by a single state-owned development
bank insulated from fiscal exploitation. Competition would drive efficiency, optimize credit allocation, and
improve interest rate determination, while intelligent regulation would mitigate systemic risk.

This transformation demands overcoming entrenched vested interests that benefit from the current system’s
rent streams. Nonetheless, the long-term macroeconomic gains—including reduced inflationary pressure,
increased private sector financing, and improved banking sector stability—make such reforms imperative.
The success of this transition hinges on political will, coherent legislative action, and the adoption of global
best practices adapted to Iran’s institutional context.
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