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Reforming the Financial Structure of Banks to Control Liquidity and Inflation

Abstract

In recent years, the Iranian economy has faced serious challenges regarding the rise
in liquidity and inflation, which have not only led to a decline in purchasing power
and public welfare but also hindered sustainable economic growth. Banks, as
financial institutions that play a crucial role in liquidity management and inflation
control, have a significant impact on improving economic conditions. However,
weaknesses in the financial structure and inefficiencies in banking policies often
exacerbate these challenges. The purpose of this study is to examine the effects of
reforming the financial structure of banks on controlling liquidity and reducing
inflation in the Iranian economy. The research method includes the analysis of
banking statistical data, the examination of financial and economic indicators, and the
testing of hypotheses through regression and correlation models. The findings
indicate that reforming the financial structure of banks—particularly through
enhancing transparency, improving risk management, and reducing reliance on short-
term funding sources—can contribute to controlling liquidity and reducing inflation.
Furthermore, the results highlight the critical role of banks in economic stabilization
and the positive impact of financial reforms in creating the foundations for sustainable
economic growth.
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reduction, risk management, economic stability
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Introduction

The Iranian economy in recent decades has been characterized by recurring challenges in the domains of
liquidity expansion and high inflation, both of which have eroded purchasing power and contributed to
instability in public welfare and sustainable growth trajectories. Excessive liquidity has consistently exerted
upward pressure on prices, diminished the value of the national currency, and complicated the capacity of
producers to maintain competitiveness. These dynamics not only threaten socioeconomic equity but also
impose long-term structural risks on economic stability. Within this context, banks are widely recognized as
pivotal institutions, given their central role in credit allocation, liquidity provision, and monetary transmission
mechanisms. Banks directly influence both the volume of money in circulation and the inflationary
environment through lending practices, investment strategies, and liquidity management. Their effectiveness
in executing these functions, however, is deeply contingent upon the strength of their financial structures and
the appropriateness of their policies (Myers, 1994).

Several studies have shown that weak financial structures exacerbate systemic risks by creating channels for
liquidity oversupply and credit misallocation, which ultimately intensify inflationary pressures (Sahabi,
Soleimani, Khezri, & Khezri, 2013). The relationship between liquidity expansion and inflation is well
established, with persistent evidence that unchecked monetary growth fuels price instability (Ebrahimi &
Souri, 2006). Moreover, the ability of central banks to exercise monetary power effectively has also been
linked to the resilience of the banking sector’s financial strength (Shahabadi & Hatami, 2019). Hence, reforms
in financial structures of banks—such as enhancing transparency, strengthening capital adequacy, reducing
dependency on short-term liabilities, and improving risk management frameworks—have the potential to
mitigate inflationary cycles by stabilizing liquidity growth and anchoring expectations.

Theoretical frameworks support this link. Keynesian perspectives emphasize that banking and monetary policy
reforms alter aggregate demand dynamics and liquidity cycles (Bianchi & Bigio, 2022). Monetary theories
rooted in Friedman’s views highlight the direct relationship between money supply and inflation, underscoring
the need for banks to control liquidity growth (Dafe & Rethel, 2022). Theories of financial stability argue that
banks must structure their balance sheets in ways that ensure resilience to shocks, as financial fragility often
amplifies inflationary tendencies (Irakoze, 2018). Similarly, dynamic stochastic general equilibrium (DSGE)
models provide tools for simulating the impact of structural reforms on macroeconomic outcomes,
demonstrating that improved bank capitalization and liquidity ratios can buffer against inflationary shocks
(Akimov & Dollery, 2008). Finally, theories of credit constraints suggest that controlled access to liquidity
and credit, when combined with structural reforms, reduces systemic vulnerabilities and helps control inflation
(Ding & Zhang, 2022).

Against this theoretical and empirical backdrop, this study investigates how reforming the financial structure
of banks in Iran contributes to controlling liquidity and reducing inflationary pressures. It builds upon prior
research that examined the link between monetary expansion and inflation (Sahabi et al., 2013), the nexus
between inflation and uncertainty (Ebrahimi & Souri, 2006), and the role of central bank authority in managing



inflation (Shahabadi & Hatami, 2019), but advances the literature by focusing on structural reforms in the
banking system as a key policy instrument.

Methods and Materials

The study adopts a quantitative and analytical approach, relying on historical data covering Iranian banks and
macroeconomic variables. The statistical population includes all Iranian banks, with financial and
macroeconomic data drawn from sources such as the Central Bank of Iran and the Statistical Center of Iran.
Core variables include bank financial structures (capital-to-asset ratios), liquidity (total liquidity volume in the
economy), inflation (changes in consumer price indices), deposits, and loans.

Data collection combined official banking and macroeconomic statistics with expert interviews to
contextualize findings. Analytical methods included linear regression to estimate the effects of banking
financial structures on liquidity and inflation, correlation analysis to test the strength of associations, and
economic modeling using Keynesian and monetary frameworks. These models allowed for the simulation of
structural reforms, particularly their impact on inflation and liquidity dynamics.

Findings

The empirical findings underscore a strong link between reforms in banks’ financial structures and
improvements in liquidity control and inflation moderation. Regression analysis revealed that financial
structure variables, including capital adequacy and risk management indicators, significantly affected liquidity
and inflation. Specifically, regression coefficients indicated a positive relationship between strengthened
financial structures and reductions in both liquidity expansion and inflationary pressures, with statistically
significant p-values below 0.05.

Further, Pearson correlation analysis demonstrated a robust positive correlation between reductions in liquidity
and declines in inflation over successive years. For example, between 2017 and 2020, correlation coefficients
ranged from 0.65 to 0.80, suggesting a consistently strong alignment between liquidity contraction and
inflation moderation. Time-series data confirmed that years marked by structural reforms and improved
banking oversight corresponded with lower inflation rates relative to periods of unchecked liquidity growth.
Comparative analyses with prior studies showed both alignment and divergence. While earlier studies reported
modest effects of financial structure reforms on liquidity (Ebrahimi & Souri, 2006), the present findings
indicated more substantial impacts, particularly in periods of heightened inflation. Similarly, while prior
evidence often suggested medium-strength correlations between liquidity and inflation (Sahabi et al., 2013),
the current study highlighted stronger correlations, pointing to the amplifying role of structural weaknesses in
the Iranian banking system.

Overall, the findings confirm that structural reforms—including improved transparency, capital strengthening,
and reduction in short-term funding reliance—are crucial levers for reducing systemic vulnerabilities,
managing liquidity expansion, and stabilizing inflation trajectories.

Discussion and Conclusion

The findings of this study contribute to both theory and practice by establishing a clear link between reforms
in banks’ financial structures and macroeconomic stability in Iran. By demonstrating that strengthened
financial structures significantly reduce liquidity growth and inflationary pressures, the study validates
Keynesian, monetary, and financial stability theories in the Iranian context. It confirms that banks are not
passive intermediaries but active agents in shaping inflationary dynamics through their capital adequacy,
liquidity management, and risk controls.

Practically, the study emphasizes that reforms such as enhancing financial transparency, adopting robust risk
management frameworks, and reducing dependency on short-term liabilities are essential for stabilizing
liquidity cycles. These reforms not only help banks better manage shocks but also enhance their ability to
direct resources toward productive sectors, thereby contributing to sustainable economic growth. Additionally,



targeted lending policies and stricter supervisory frameworks can amplify these outcomes by curbing
speculative credit creation and encouraging investments in productive activities.

The study also acknowledges the challenges of implementing reforms, including resistance from banking
institutions, inadequate supervisory infrastructure, and macroeconomic headwinds such as persistently high
inflation. Nevertheless, the evidence suggests that overcoming these barriers yields substantial dividends in
terms of economic stabilization. Importantly, banks with stronger financial structures demonstrate greater
resilience and contribute more effectively to reducing inflationary pressures, highlighting the necessity of
comprehensive reforms across the sector.

In conclusion, reforming the financial structure of banks emerges as a critical pathway for addressing liquidity
and inflation challenges in Iran. Strengthened capital bases, improved transparency, robust risk management
practices, and a shift toward long-term funding all combine to stabilize liquidity growth and reduce inflation.
These reforms not only improve economic stability but also lay the foundations for sustainable growth,
underscoring the vital role of banks as both stabilizers and catalysts in the broader economy.
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