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The Role of Banks in Guiding Monetary Policies and Stabilizing the Interest Rate

through the Interbank Market

Abstract

In the Iranian economy, the main burden of financing households, business
enterprises, and the government rests primarily on the banking system. The role of
commercial banks in defining the ultimate objectives of monetary policy,
implementing these policies, and incorporating their considerations in the context of
banking interest rates must receive increasing attention. In this regard, the present
article seeks to introduce and provide a framework and model for deepening and
enhancing the effectiveness and role of the interbank market in improving the position
of commercial banks within monetary policy. Accordingly, an up-to-date model
tailored to the requirements and characteristics of the Iranian money and credit market
will be introduced to influence banks through four channels: (1) improving the quality
of interbank transactions and deepening the market to increase banking interactions,
(2) directing the government to fully rely on borrowing from the banking system
through bond issuance and moving away from indirect financing via state-owned
banks, (3) enhancing the capacity of commercial banks to influence the central bank
in safeguarding their interests (preventing the imposition of mandated interest rates
inconsistent with the objectives and interests of commercial banks), and (4)
strengthening the transmission effect of monetary policy and policy interest rate
adjustments in the credit market. Improvement of the stated indicators across these
four dimensions can contribute to reforming governance in commercial banks,
enhancing their financial ratios, restructuring the relationship between commercial
banks and the government, and increasing the effectiveness of banks in the
implementation and execution of monetary policies.

Keywords: monetary policy, interbank market, interbank (policy) interest rate,
interest rate transmission effect.
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Introduction

In contemporary economies, banks are positioned as the backbone of monetary systems, playing a decisive
role in guiding monetary policy, influencing liquidity conditions, and ensuring macroeconomic stability. In
developing countries such as Iran, the banking system shoulders the primary responsibility for financing
households, enterprises, and the government, thereby exerting a significant influence on monetary policy
objectives and transmission channels. Commercial banks, beyond serving as financial intermediaries, actively
shape monetary policy outcomes through their lending behavior, balance sheet structures, and participation in
the interbank market. The effectiveness of monetary policy, particularly in environments prone to volatility,
depends on the ability of banks to efficiently channel liquidity and transmit policy rate adjustments to credit
markets (Daliri & Mehregan, 2014; Kashyap & Stein, 2000).

A substantial body of literature highlights that the interbank market operates as the primary transmission
channel of monetary policy, linking central bank interventions with commercial bank behavior (Borio & Zhu,
2008; Gambacorta & Mistrulli, 2003). In this context, mechanisms such as the policy interest rate, capital
adequacy regulation, and liquidity ratios determine the extent to which central bank signals affect market rates.
In Iran, challenges such as interest rate misalignment, maturity mismatches in bank balance sheets, and heavy
dependence of the government on state-owned banks for financing have weakened the transmission of
monetary policy (Kazroni, Salahsh, & Asgharpour, 2018; Rezaei, Shahrestani, Hejbar-Kiani, & Mehrara,
2019). This has led to inefficiencies in controlling inflation and sustaining financial stability.

Recent studies argue that macroprudential regulations such as the Net Stable Funding Ratio (NSFR), while
designed to enhance resilience, may inadvertently restrict interbank lending and reduce the effectiveness of
monetary policy transmission (Sara & Miklos, 2016; Ihrig, Senyuz, & Weinbach, 2020). Moreover, empirical
findings demonstrate that asymmetric responses of banks to central bank policy often stem from structural
vulnerabilities in interbank markets (Gomez, Savov, & Schnabl, 2021; Greenwald, Krainer, & Paul, 2024). In
Iran, these vulnerabilities are amplified by exchange rate crises, high inflation, and governance inefficiencies,
which together constrain the stabilizing role of banks.

Consequently, this study aims to design a framework tailored to Iran’s financial environment that strengthens
the role of commercial banks in monetary policy execution by enhancing the depth and quality of interbank
markets. Specifically, the study introduces a model that affects banks through four mechanisms: (1) improving



interbank transaction quality, (2) channeling government borrowing exclusively through market-based
issuance of bonds instead of indirect financing by state-owned banks, (3) empowering commercial banks to
influence the central bank against administratively imposed rates, and (4) reinforcing the pass-through effect
of monetary policy rates to the credit market (Amini Milani, Seyed Nourani, Abolhasani-Hastiani, & Safari
Sharafshahdeh, 2023; Shirijian, Farzin, Hadinejad, & Damankeshideh, 2023). By examining these dynamics,
this research contributes to both the theoretical understanding and practical design of monetary policy
frameworks in bank-dominated economies.

Methods and Materials

The study employed a mixed theoretical-empirical approach to investigate the interaction between banks and
monetary policy transmission. First, a comprehensive review of monetary theory—including classical
monetary views, modern dynamic stochastic general equilibrium (DSGE) models, and macroprudential
frameworks—was conducted to construct a conceptual foundation for analyzing interbank market
mechanisms. Second, Iranian banking data were utilized to capture patterns of maturity mismatch, interbank
lending volumes, and central bank interventions. Balance sheet indicators, interbank rate fluctuations, and
NSFR-related constraints were systematically examined. Finally, the research proposed a tailored model for
Iran’s monetary and credit market, identifying four primary channels through which policy effectiveness could
be improved. The methodology emphasized descriptive analysis, policy simulation, and comparative
evaluation with international experiences.

Findings

The analysis revealed that maturity mismatches within bank balance sheets constitute a major impediment to
effective monetary policy transmission. Banks relying heavily on short-term interbank borrowing to finance
long-term lending faced liquidity pressures that increased dependence on central bank refinancing facilities.
This dynamic not only reduced the effectiveness of interest rate signals but also generated procyclical volatility
in the money market. The results further showed that greater depth and transparency in interbank trading would
significantly enhance the quality of liquidity allocation among banks.

Second, evidence indicated that government reliance on state-owned banks for indirect financing crowded out
private credit and distorted interest rate structures. By shifting government borrowing toward bond issuance in
the open market, the model demonstrated potential to reduce financial repression and improve market
discipline.

Third, findings highlighted that commercial banks in Iran have limited bargaining power vis-a-vis the central
bank, often subject to imposed interest rate ceilings or floors that contradict their profitability objectives.
Empowering commercial banks through stronger interbank market representation was found to mitigate these
constraints, ensuring that interest rate adjustments reflect actual liquidity conditions.

Finally, the study documented that the pass-through of monetary policy rates to the credit market remained
weak, largely due to segmented financial markets and insufficient interbank integration. Strengthening
interbank channels was shown to amplify the responsiveness of lending and deposit rates to central bank policy
rates, thereby increasing the effectiveness of monetary stabilization tools. Collectively, the empirical evidence
underscored that enhancing the interbank market could simultaneously improve governance, financial ratios
of banks, and monetary transmission.

Discussion and Conclusion

The findings underscore the centrality of interbank markets in shaping the effectiveness of monetary policy in
bank-dominated economies. In the Iranian context, the persistence of maturity mismatches, government
reliance on state-owned banks, and weak transmission of policy rates have constrained the stabilizing role of
commercial banks. The proposed framework addresses these challenges by establishing a model that enhances
market depth, reduces distortions, and strengthens bank—central bank interactions.



The discussion highlights that improving the quality of interbank transactions can mitigate liquidity
fragmentation, while market-based government borrowing reduces fiscal dominance over the banking sector.
Empowering commercial banks against imposed administrative rates aligns monetary policy more closely with
actual financial conditions, ensuring sustainable credit allocation. Furthermore, enhancing the pass-through of
policy interest rates can significantly improve the effectiveness of anti-inflationary strategies, contributing to
macroeconomic stability.

In conclusion, this study emphasizes that strengthening interbank markets is a prerequisite for effective
monetary policy in Iran and similar developing economies. By reducing structural vulnerabilities, aligning
incentives between banks and regulators, and reinforcing the transmission mechanism of interest rates, the
banking system can play a more proactive role in economic stabilization. The policy implications extend
beyond Iran, offering valuable lessons for countries with bank-centered financial systems facing inflationary
pressures and fiscal imbalances.

Acharya, V. V., & Merrouche, O. (2013). Precautionary hoarding of liquidity and inter-bank markets: Evidence from
the sub-prime crisis. Review of Finance, 17(1), 107-160.

Adrian, T., & Shin, H. S. (2010). Liquidity and leverage. Journal of Financial Intermediation, 19(3), 418-437.

Allen, F., & Carletti, E. (2008). The role of liquidity in financial crises. International Journal of Central Banking, 4(3),
1-32.

Allen, F., & Gale, D. (2000). Financial contagion. Journal of Political Economy, 108(1), 1-33.

Amini Milani, M., Seyed Nourani, S. M. R., Abolhasani-Hastiani, A., & Safari Sharafshahdeh, H. (2023). Evaluating
the performance of commercial and specialized banks in Iran with a focus on the effect of the interbank interest
rate. Macroeconomics Research Letter, 18(39), 135-164.

Bank for International Settlements (BIS). (2023). Central banks, macro-financial stability and the future of the
financial system.

Bell, S., Chui, M., Gomes, T., Moser-Boehm, P., & Tejada, A. P. (2023). Why are central banks reporting losses?
Does it matter? BIS Bulletin No. 68.

Borio, C., & Zhu, H. (2008). Capital regulation, risk-taking and monetary policy: A missing link in the transmission
mechanism? European Central Bank Working Paper.

D’Amico, S., & King, T. (2023). Past and future effects of the recent monetary policy tightening. Federal Reserve
Bank of Chicago.

Daliri, H., & Mehregan, N. (2014). Examining the role of monopoly power of commercial banks on the effectiveness
of monetary policy in Iran’s economy. Iranian Economic Development Analysis, 2(3), 9-39.

Earnest, S., Erel, I., Liebersohn, J., & Yannelis, C. (2023). Monetary policy transmission through online banks.
National Bureau of Economic Research.

Economics Discussion. (2023). Central bank and commercial banks: Relationship and roles.

Erel, I., Liebersohn, J., Yannelis, C., & Earnest, S. (2023). Monetary policy transmission through online banks.
National Bureau of Economic Research.

European Central Bank (ECB). (2023). Monetary policy transmission through online banks.

Federal Reserve Bank of Dallas. (2023). Deposit convexity, monetary policy, and financial stability (Research Dept.
Working Paper No. 2315).

Federal Reserve Bank. (2023). Monetary transmission through bank securities portfolios.

Federal Reserve Board. (2021). Monetary policy: What are its goals? How does it work?

Federal Reserve Board. (2022). Monetary policy strategies of major central banks.

Gambacorta, L., & Mistrulli, P. (2003). Bank capital and lending behaviour: Empirical evidence for Italy. Banca
d’ltalia Economic Research Paper No. 486.

Global Banking & Finance. (2023). Central banks and commercial banks relationship: Importance and functions.

Gomez, M., Savov, A., & Schnabl, P. (2021). The transmission of interest rate changes via bank balance sheets.
Journal of Financial Economics, 142(3), 987-1015.

Greenwald, D., Krainer, J., & Paul, P. (2024). Monetary transmission through bank securities portfolios. National
Bureau of Economic Research.

lhrig, J., Senyuz, Z., & Weinbach, G. C. (2020). Implementing monetary policy in an “ample-reserves” regime: The
basics. Federal Reserve.


https://www.federalreserve.gov/
https://www.federalreserve.gov/

International Monetary Fund (IMF). (2023). Trust bridges and money flows: A digital marketplace to improve cross-
border payments.

Kashyap, A. K., & Stein, J. C. (2000). What do a million observations on banks say about the transmission of
monetary policy? American Economic Review, 90(3), 407-428.

Kazroni, A., Salahsh, T., & Asgharpour, H. (2018). The role of banks in the transmission mechanism of monetary
policy with emphasis on financial soundness and balance sheet characteristics of banks. Quarterly Journal of
Economic Research, 53(1), 69-92.

Koont, J., et al. (2023). Digital transformation and deposit outflows. Chicago Booth.

Nelson, C. R., & Schwert, G. W. (1977). On testing the hypothesis that the real rate of interest is constant. American
Economic Review, 67(3), 478-486.

Organisation for Economic Co-operation and Development (OECD). (2023). Do central bank losses matter?
ECOSCOPE.

Rezaei, G., Shahrestani, H., Hejbar-Kiani, K., & Mehrara, M. (2019). The effect of monetary policy on the fragility
of the money market in Iran’s economy. Economics and Modeling, 10(4), 27-56.

Sargent, T. J. (1972). Rational expectations and the term structure of interest rate. Journal of Money, Credit and
Banking, 4(1), 74-97.

Shirijian, M., Farzin, M. R., Hadinejad, M., & Damankeshideh, M. (2023). Investigating the efficiency of the monetary
policy instrument of interest rates in managing inflation under banking system imbalances and imbalance
analysis based on Islamic banking requirements. Islamic Financial Studies, 12(Special Issue: The First National
Conference on Islamic Banking in Iran), 73—-102.

Sims, C. A. (1972). Money, income, and causality. American Economic Review, 62(4), 540-552.

SUERF. (2023). Transmission of monetary policy: Bank interest rate pass-through. SUERF Policy Brief No. 771.



