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The Effect of Banking System Imbalance on
the Activities of Economic Enterprises in
Different Sectors of Iran’s Economy

Abstract

The historical trend of Iran’s economy shows that the most important source of
financing investment has essentially been borrowing from the banking system, while
borrowing from the capital market and other sources has contributed minimally to the
financing of enterprises. However, imbalance in the banking system, as an important
factor, can play a destructive role in financing investment and enterprises, causing
banks to have a lower lending capacity for investment and production. This study
seeks to evaluate the effect of banking system imbalance on economic growth across
different sectors of the economy within the framework of an econometric model using
the simultaneous equations system method. For this purpose, data from various
sectors of Iran’s economy during the period 2001-2022 were employed. The results
indicate that banking system imbalance has a negative effect on the financing of
different sectors of the economy by the banking system. Moreover, given the positive
and significant effect of financing from the banking system on investment and the
positive and significant effect of investment on value-added growth across different
sectors of the economy, banking system imbalance exerts a negative impact on the
level of activities in economic sectors and emerges as a constraint. In addition, the
findings reveal that the real interest rate of granted facilities has no effect on credit
demand, financing from the banking system, or investment in economic sectors, while
it plays a role in eliminating banking system imbalance. Accordingly, monetary
policymakers must take serious measures to eliminate banking system imbalance and
to signal interest rates within the economic and monetary system.

Keywords: Bank-based financing, Market-based financing, Monetary policy,
financial stability.
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Introduction

In recent decades, the global economy has witnessed numerous banking crises in both developed and
developing countries. A banking crisis occurs when a large number of banks in a given country simultaneously
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face severe liquidity or solvency problems, impairing the normal functioning of the banking system and often
leading to government intervention to prevent systemic collapse (Chenaran, Yavari, Heydari, & Sharifzadeh,
2022). Banking imbalances—manifested in mismatches between assets and liabilities, high levels of non-
performing loans, or regulatory weaknesses—are among the most critical sources of systemic risk. Such
imbalances compromise financial institutions’ stability and constrain their ability to provide credit to the
economy, thereby limiting investment and output growth.
A vast literature in financial economics emphasizes the unique role of banks as providers of liquidity and
credit. Diamond and Dybvig (1983) demonstrated how banks, through maturity transformation, are inherently
exposed to liquidity risk, making them vulnerable to runs. Similarly, Holmstrém and Tirole (1998) underlined
the dual nature of liquidity provision by both private and public channels, showing how imbalances in banks’
balance sheets amplify systemic vulnerabilities. Kashyap, Rajan, and Stein (2002) also explained banks’
special position as liquidity providers, highlighting how their ability to lend and attract deposits simultaneously
exposes them to balance sheet shocks. In practice, persistent imbalances in the banking system undermine this
intermediary function and directly affect firms’ access to financing.
In the case of Iran, the economy has long been characterized by structural weaknesses, including persistent
inflationary pressures, recurrent recessions, and limited investment. Historical evidence suggests that average
long-term economic growth has hovered between 2.5 and 3 percent, constrained largely by supply-side
bottlenecks (Batrancea et al., 2022). Since the early 2010s, gross fixed capital formation has remained
negligible, with near-zero or negative growth rates, undermining capacity building and productivity
improvements. External sanctions further exacerbated these challenges, curtailing access to international
capital and intensifying reliance on domestic banking institutions.
Given that bank credit has been the primary source of investment financing in Iran, the presence of structural
imbalances in the banking system poses severe limitations for economic activity across all sectors. Studies
indicate that banking system disequilibrium has wide-ranging effects on macroeconomic stability, amplifying
inflation, restricting credit availability, and undermining productive investment (Chenaran, Yavari, Heydari,
& Sharifzadeh, 2023). Moreover, regulatory distortions such as administratively determined interest rates
below inflation levels have exacerbated mismatches in banks’ balance sheets, fostering both explicit and
hidden imbalances (Shirijian, Farzin, Hadinezhad, & Damankeshideh, 2023).
This study evaluates the impact of banking system imbalance on investment financing and sectoral economic
growth in Iran over the period 2001-2022. Employing a simultaneous equations model with panel data
covering agriculture and livestock, industry and mining, housing and construction, and trade and services, the
research aims to uncover the transmission mechanisms through which banking disequilibria affect financing,
investment, and growth. The analysis contributes to the growing literature on the role of banking system
soundness in shaping macroeconomic outcomes in emerging economies, while offering policy
recommendations for mitigating imbalances and strengthening financial stability (Yazdani & Shakouei
Donighi, 2022).
Methods and Materials

The study employs an econometric model consisting of four simultaneous equations estimated using the
two-stage least squares (2SLS) method within a panel data framework. The equations capture: (1) the
determinants of banking system imbalance, (2) the determinants of financing from the banking system, (3) the
determinants of investment in different sectors, and (4) the determinants of economic growth across sectors.
Data for the period 2001-2022 were collected from the Central Bank of Iran, the Statistical Center of Iran, and
the Fraser Institute, covering both macroeconomic and sectoral variables. Key variables include the banking
imbalance index (ratio of non-performing loans to total banking claims), real credit to sectors, real interest
rates, deposits, inflation, oil revenues, government expenditure ratio, sectoral investment, labor force, and
economic freedom index. Sanctions were introduced into the model as a dummy variable. Unit root tests and
panel cointegration tests were conducted to verify the long-run relationships among variables. Hausman and
F-Limer tests guided the choice of random effects estimation.
Findings

The results confirm the existence of long-run relationships among variables in all four equations.
For the banking imbalance equation, the findings show that real financing from the banking system, total
deposits, and the sanctions dummy variable exert positive and significant effects on imbalance, while real




interest rates, inflation, and the squared term of deposits exert negative and significant effects. This suggests
that the Iranian banking system has not reached an optimal deposit level for reducing imbalances, as evidenced
by the U-shaped relationship between deposits and imbalance. Additionally, sanctions are shown to exacerbate
banking system disequilibria.
For the financing equation, results indicate that banking imbalance negatively and significantly affects
financing to economic sectors, while sectoral economic growth has a positive and significant impact.
Conversely, real interest rates and macroeconomic instability index have no statistically significant effects.
This implies that financing in Iran is largely insensitive to interest rate levels and macroeconomic conditions,
reflecting the dominance of administrative controls and credit rationing mechanisms.
In the investment equation, findings demonstrate that sectoral economic growth and financing from the
banking system both have positive and significant effects on investment, while oil revenues and the
government expenditure ratio exert negative and significant impacts. Real interest rates remain insignificant.
These results underscore that banking system credit is the primary driver of investment, while oil revenues
have been diverted largely toward consumption and imports rather than capital formation. Furthermore,
government expansion is associated with crowding-out effects on private sector investment.
Finally, the growth equation results reveal that investment, labor force growth, and the economic freedom
index have positive and significant impacts on sectoral economic growth, while trade openness does not exhibit
a significant relationship. These findings highlight the central role of investment and labor dynamics in shaping
value-added growth, while also confirming that banking imbalances indirectly hinder growth through their
negative impact on financing and investment.
Discussion and Conclusion

The results provide compelling evidence that banking system imbalance in Iran significantly undermines
the financing capacity of banks, thereby constraining investment and limiting growth in key sectors of the
economy. The negative and significant relationship between banking imbalance and financing reflects the
structural vulnerability of a bank-dominated financial system, where enterprises’ access to credit is highly
dependent on the soundness of banks’ balance sheets.
The study also shows that while inflation and real interest rates exert negative effects on imbalance, financing
and investment remain largely insensitive to interest rates. This confirms that the Iranian banking system
operates under conditions were administered interest rates and directed credit programs overshadow market-
based allocation mechanisms. Consequently, the effectiveness of monetary policy through interest rate
channels is severely constrained.
Moreover, the results reveal that oil revenues and rising government expenditure have historically failed to
stimulate productive investment, instead aggravating crowding-out effects. This finding underscores the
structural misallocation of oil rents and public resources, which have not translated into higher capital
formation or productivity growth. Combined with sanctions that intensify imbalances, these dynamics have
entrenched a cycle of weak financing, low investment, and sluggish growth.
The evidence also indicates that the Iranian economy suffers from supply-side constraints rather than demand
deficiencies, consistent with the observed persistence of stagflation. The reliance on bank credit as the
dominant source of financing, coupled with banking system imbalances, means that structural reforms aimed
at strengthening banks’ balance sheets are critical for restoring investment and growth.
Policy implications are therefore clear: eliminating banking system imbalance must be prioritized by monetary
authorities. This requires aligning interest rate policies with market realities to restore the signaling function
of rates, improving the quality of banks’ assets by addressing non-performing loans, and enhancing regulatory
oversight. Moreover, reorienting oil revenues toward capital formation and reducing inefficient government
spending would mitigate crowding-out effects and foster private investment. Finally, removing external
constraints such as sanctions would further alleviate banking system imbalances and enhance overall
macroeconomic stability.
In conclusion, the study demonstrates that banking system imbalances not only undermine the stability of the
financial system but also serve as a binding constraint on investment and growth in Iran. Addressing these
imbalances through structural and policy reforms is therefore a prerequisite for achieving sustainable economic
development.
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