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Transition from Banking Enterprise to Effective Support for Production:
Pathologies and Solutions in the Iranian Banking System

Abstract

In the Iranian banking system, the focus of banks, instead of providing sustainable
financing for productive sectors, has shifted toward quick-return activities such as
services and commerce. This deviation, resulting from legal weaknesses and
inappropriate prioritization in the allocation of credit facilities, has reduced support
for productive sectors such as industry, mining, and agriculture, thereby adding to the
structural problems of the banking system. According to Article 8 of the Law on
Usury-Free Banking Operations, banks are permitted to invest directly in productive
and developmental projects; however, this has practically pushed banks toward
enterprise ownership and the accumulation of unproductive assets. At present,
approximately 87 percent of the country’s financing burden rests on the banking
network. This high concentration has exerted significant pressure on banks, leading
to the accumulation of non-performing loans and retained losses in some of them.
Furthermore, under Article 141 of the Commercial Code, when accumulated losses
reach 50 percent of base capital, the board of directors is obligated to either increase
capital or declare bankruptcy. Nevertheless, the absence of a specific mechanism for
bank bankruptcy has resulted in the application of general corporate laws to them.
The fundamental question of this study has been: What factors within the financial
system and the structure of banks prevent effective financing of the productive sector,
and how can structural and regulatory reforms guide banking resources toward
productive sectors? In this regard, through the analysis of financial and economic data
of banks, the study pathologically examines the reasons for the declining role of banks
in financing productive sectors and their inclination toward non-productive domains.
The findings of this study indicate that the approval of investment programs in the
annual budget bill by the Parliament can contribute to the allocation of financial
resources toward productive and developmental projects and prevent the diversion of
banks toward quick-return activities. Moreover, the establishment of specific
mechanisms for bank bankruptcy and the reform of laws related to banking activities
can reduce the pressure on banks and improve their financial condition. Ultimately,
strengthening oversight in guiding credit allocation properly leads to the
improvement of the structure of the banking system and the enhancement of financial
sustainability.

Keywords: banking enterprise, support for production, banking system.
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Introduction

The banking system is one of the most influential pillars of economic stability and development, functioning
both as a financial enterprise and as a social institution. At the micro level, banks operate as firms seeking
profitability and financial discipline, but at the macro level, they are expected to facilitate economic growth
and social welfare. When banks focus exclusively on their own profitability, they may hinder sustainable
development. Conversely, if banks act only as public facilitators while disregarding financial discipline, they
risk insolvency and systemic failure. Therefore, balancing the dual role of banks remains a critical challenge
for policymakers and regulators (Mahikar & Jafari, 2023).



In Iran, the phenomenon of banking disequilibrium has emerged as one of the most pressing macroeconomic
problems. Banking disequilibrium occurs when the liabilities of banks grow at a faster pace than their assets,
leading to balance sheet inconsistencies and liquidity crises. This condition is exacerbated by the accumulation
of non-performing assets and the misallocation of resources, which together create unhealthy credit cycles and
systemic risks. Disequilibrium in the Iranian banking system not only undermines financial stability but also
contributes to the persistence of high interest rate rigidity and inflationary pressures, thereby constraining
economic growth (Chenaranai, Yavari, Heydari, & Sharifzadeh, 2023).

Ideally, the monetary sector should support and align with the requirements of the real economy, particularly
by providing stable financing to productive sectors such as industry, mining, and agriculture. However, in Iran,
the banking system has increasingly channeled financial flows toward speculative and short-term activities,
such as services and commerce, which generate immediate returns but do not contribute to long-term
productive capacity. Evidence indicates that while the share of credit allocated to real sectors has declined,
loans to non-commodity sectors such as trade and services remain disproportionately high. This misalignment
has widened the gap between banks and productive enterprises and has intensified structural weaknesses across
the financial system (Mahikar & Jafari, 2023; Chenaranai et al., 2023).

The Iranian banking framework legally permits banks to directly invest in production and development
projects, as stipulated in Article 8 of the Law on Usury-Free Banking Operations. While intended to support
real sector growth, this legal provision has had unintended consequences. Over the past four decades, banks
have diverted substantial resources into non-productive asset accumulation, particularly real estate, rather than
financing productive businesses. This behavior has led to asset freeze, reduced liquidity for the production
sector, and heightened systemic vulnerabilities (Mahikar & Jafari, 2023).

The study addresses a critical research question: What factors within the Iranian financial system and banking
structure hinder effective financing of the productive sector, and how can structural and supervisory reforms
redirect resources toward real economic activities? To answer this, the paper employs an analytical framework
based on financial and economic data from 19 Iranian banks, focusing on indicators such as non-performing
loans, accumulated losses, capital adequacy ratios, and the share of frozen assets. By diagnosing the underlying
causes of disequilibrium, the study seeks to provide evidence-based policy recommendations for restructuring
the Iranian banking sector.

Methods and Materials

The study employed a qualitative-quantitative analytical approach combining descriptive statistics, document
analysis, and comparative financial evaluation. Data were collected from official reports of the Central Bank
of Iran (CBI), audited financial statements of 19 banks, and disclosures from the Codal system. Key indicators
analyzed included the sectoral distribution of bank credit, the ratio of non-performing loans (NPLSs) to total
loans, levels of accumulated losses and retained earnings, capital adequacy ratios, and the share of non-
productive or frozen assets in banks’ balance sheets.

The methodology followed three stages. First, the study identified trends in sectoral lending by comparing the
proportion of credit allocated to agriculture, industry, housing, and services between 2021 and mid-2024.
Second, it examined structural imbalances by analyzing the accumulation of non-performing assets, frozen
assets, and unrealized investments across selected banks. Finally, it evaluated the impact of accumulated losses
and inadequate capital adequacy on systemic stability, while comparing these figures against both domestic
legal thresholds and international standards.

Findings

The results reveal a pronounced imbalance in the Iranian banking system, driven by credit misallocation,
structural weaknesses, and insufficient regulatory frameworks.



Sectoral lending patterns demonstrate that banks have disproportionately allocated credit to services and
commerce at the expense of productive sectors. In 2021, industry and mining accounted for 30.2% of total
credit, which rose to 36.3% in 2023, yet services and commerce consistently absorbed over 48% of total bank
credit. Meanwhile, agriculture’s share declined to 5% by mid-2024. This imbalance highlights banks’
preference for short-term profitability over supporting real production.

Asset analysis indicates that banks have increasingly invested in real estate. Data from 19 banks, including
Bank Melli, Bank Mellat, and Bank Parsian, reveal that the value of “other assets” (primarily real estate) has
risen sharply since 2021, signaling a shift toward asset accumulation rather than lending to productive
enterprises. This trend has frozen liquidity in non-productive investments, exacerbating financial rigidity.
The prevalence of frozen and non-performing assets further underscores systemic fragility. For example, in
2023, 77% of Bank Ayandeh’s adjusted assets, 75% of Bank Day’s, and 74% of Bank Iran Zamin’s were
classified as frozen. Non-performing loans present an equally concerning picture: Bank Ayandeh reported that
80% of its loans were non-performing, followed by Bank Iran Zamin at 65% and Bank Parsian at 51%. Such
high levels of NPLs severely undermine banks’ lending capacity and credibility.

Accumulated losses compound these challenges. By the end of 2023, 11 out of 19 banks reported accumulated
losses totaling 5,759 trillion rials. Bank Ayandeh alone recorded losses equivalent to 198 times its capital base.
Similarly, Bank Sarmayeh and Bank Iran Zamin reported accumulated losses 137 and 119 times their
respective capital bases. These figures place several banks in violation of Article 141 of the Commercial Code,
which mandates capital increases or bankruptcy declarations when accumulated losses exceed 50% of equity.
However, the absence of a bankruptcy framework for banks has prevented formal resolution.

Capital adequacy ratios further reflect systemic weaknesses. Eight banks recorded negative capital adequacy
ratios, with Bank Sarmayeh at —328% and Bank Ayandeh at —207.5%, far below the Basel Il minimum
standard of 8-12%. Such negative ratios signal extreme vulnerability, leaving banks incapable of absorbing
shocks or protecting depositors in times of crisis.

Finally, the dominance of bank financing within the Iranian economy exacerbates these vulnerabilities.
Approximately 87% of national financing relies on banks, while capital markets and foreign financing play
only marginal roles. This excessive dependence heightens systemic risk, as banking disequilibria directly spill
over into the broader economy.

Discussion and Conclusion

The findings of this study underscore the structural deficiencies of the Iranian banking system, where
institutional weaknesses and regulatory gaps have diverted banks from their fundamental mission of supporting
production. Instead, banks have gravitated toward short-term gains, real estate speculation, and unproductive
asset accumulation, resulting in systemic disequilibrium.

The preference for speculative and quick-return activities has marginalized productive sectors such as industry,
agriculture, and housing, thereby weakening the real economy’s capacity for sustainable growth. At the same
time, the rise of non-performing loans and frozen assets has drained liquidity from the financial system and
restricted banks’ ability to extend credit. The accumulation of losses and negative capital adequacy ratios
highlights not only poor financial management but also the absence of effective supervisory frameworks.
Addressing these challenges requires structural reforms along several dimensions. First, the approval of
targeted investment programs within the national budget by Parliament can ensure that financial resources are
directed toward strategic productive and developmental projects. Such measures would reduce banks’ tendency
to pursue speculative investments and restore their developmental role. Second, establishing a clear and
enforceable bankruptcy mechanism for banks is essential to prevent the indefinite survival of insolvent
institutions. Transparent resolution frameworks would protect depositors, improve financial discipline, and
reduce systemic risk. Third, reforms to banking laws, particularly those governing direct investment and asset



management, are necessary to curtail banks’ involvement in non-productive activities and strengthen
accountability.

Finally, enhanced supervisory mechanisms to guide credit toward productive sectors are indispensable for
improving financial sustainability. Introducing complementary tools such as social credit scoring, alongside
traditional financial credit assessments, could further refine resource allocation and reduce the incidence of
high-risk lending. By incentivizing responsible borrowing and discouraging speculative investments, such
frameworks can help reorient the banking sector toward supporting long-term economic development.

In conclusion, the Iranian banking system faces profound challenges stemming from structural imbalances,
weak supervision, and regulatory shortcomings. Without comprehensive reforms, including budgetary
alignment, legal restructuring, and strengthened oversight, banks will remain trapped in cycles of
disequilibrium that undermine both financial stability and economic growth. Redirecting banking resources
toward productive sectors is not only a financial necessity but also a prerequisite for achieving sustainable
national development.
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