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The banking industry is one of the most important and fundamental sectors of
the economy and the main bedrock for the growth and dynamism of the financial
system and consequently economic growth and development. One of the
problems that various countries, including Iran, are facing in the current situation
is the increase in non-performing loans of banks in relation to the total loans
granted in the banking system, which indicates an increase in credit risk, reduced
quality of assets of this system and possible financial stabilization in the future.
The ratio of non-performing loans has different effects on macroeconomic
variables due to the different functions of private and public banks. On the other
hand, one of the most important macroeconomic variables, economic growth
JEL classification: G21, means a continuous increase in the level of production of society, which reflects
G28, E51 the level of welfare and economic power of any society. If the non-performing
loans increase, the lending power of banks wil decrease while increasing the need
for public and private reserves of banks to manage its risk. This will reduce the
possibility of financing in the economy and the country's economic growth. In
this study, using the Fully Modified Ordinary Least Squares Method (FMOLS), the
effect of the increase of non-performing loans by public and private banks on
Iran's economic growth is shown. The results of this study show that increasing
the ratio of non-performing loans of public and private banks has similarly
reduced Iran's economic growth. Also, private sector credit, employees with
university degrees and gross fixed capital formation have a positive effect on
economic growth while price index and government size have a negative effect
on it.
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1. Introduction

One of the problems that various
countries, including Iran, are currently
facing is the increase in the ratio of non-
performing loans of banks, which indicates
an increase in credit risk, reduced asset
quality and probability financial instability
in the future. The accumulation of
delinquent receivables has led to the
withdrawal of a part of the banks' assets
from credit management, which on the
one hand disturbs the temporal balance of
banks' assets and liabilities and faces
liquidity risk, and on the other hand
reduces the banks' lending power. Also,
with the increase of credited loans, the
credit risk of banks increases and their
willingness to lend to projects decreases.
Therefore, financing the banking system
will be difficult and will create a banking
crisis. Moreover, the ratio of non-
performing loans, due to the different
functions of private and state-owned
banks, has different effects on
macroeconomic variables.

As one of the most important
macroeconomic  variables, economic
growth means a continuous increase in
the level of production of country, which
reflects the level of welfare and economic
power of any society. Among the
macroeconomic goals of any society,
promoting economic growth has a high
position and a large part of the efforts of
governments is focused on planning to
produce more goods and services.

If the non-performing loans of banks
increase as the default of borrowers in the
payment of installments of loans received,
the lending power of banks will reduce on
the one hand and the need for public and
private reserves of banks to maintain
health and risk management will increase.

As a result, it reduces the possibility of
financing in the economy and reduces the
economic growth of the country.
Therefore, it is necessary to study the
impact of non-performing loans bank on
the GDP growth of the country separately
from private and public banks from a
scientific point of view.

2. Research Methodology

In this study, to estimate the effect of non-
performing loans of banks on economic
growth, the Fully Modified Least Squares
method (FMOLS) has been used. To
examine the coherence and long-run
relationships of the variables, Phillips and
Hansen introduced the FMOLSmethod.
The "Engel-Granger Ordinary Least
Squares (OLS)" method, although highly
compatible, is not asymptotically biased
and does not have a normal distribution.
Furthermore, the OLS method for
estimating covariance regression, which
has a large sample size and number of
observations, has consistent and efficient
results. However, in small samples, the
OLS method estimators have an abnormal
distribution and the results are biased. In
general, it can be said that in the FMOLS
method, two corrections are applied to the
OLS method, which are: bias correction
and endogenous correction. Phillips also
showed that FMOLS estimates, like
Johansen's method, work asymptotically
when all variables are endogenous.
However, it is also useful to note that
Hansen states that single-equation
methods such as FMOLS and system
methods such as Johansen VAR are
complementary methods, not substitution
methods. In general, it can be said that by
the FMOLS method proposed by Phillips
and Hansen, an optimal estimate of the
integration vector can be made.
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This study investigates the effect of the
ratio of non-performing loans of public
and private banks on Iran's economic
growth in the form of endogenous
economic growth models, with a supply-
leading approach or finance-led growth
and based on quarterly information from
2004 to 2017.

For this purpose, the standard
economic growth model of Beck et al
(2000) and Zheng et al. (2012) is used as
follows:

GDP growth=a +BIF+p2C+e

In the above model, F is the vector of
variables that represent financial criteria
such as total private sector credit as well
as the ratio of non-performing loans, and
Cis the vector of control variables that can
affect economic growth, such as price
index, human capital, gross fixed capital
formation and the size of government in
the economy.

3. Research Findings

In this study, the effect of the ratio of non-
performing loans of public and private
banks on the growth of Iran's economy
during the period 2004-2019 has been
investigated. The results of this study
show that increasing the ratio of non-
performing of public and private banks has
reduced Iran's economic growth. Also, the
credits of the private sector, employees
with university degrees and the formation
of gross fixed capital have a positive effect
on economic growth while the price index
and the size of the government have a
negative effect on it.

4. Conclusion

Therefore, considering the endogenous
and external factors affecting the ratio of
non-performing loans of banks, it is
necessary to adopt effective policies to
control and reduce the negative impact of
this variable on the level of production and
economic growth.

To reduce the non-performing loans of
banks and, consequently, to prevent its
adverse effects on economic growth,
measures must be taken, including
establishing economic stability, improving
the business environment, lifting
economic sanctions, improving the
efficiency of the legal and judicial system,
establishing  integrated  information
systems and new financial instruments,
eliminating bank interest rate, abolishing
banks' obligation to pay mandatory loans,
providing central bank independence,
effective supervision of banks, culture and
education, correct evaluation of projects,
accurate ranking of customers, quality
improvement of the loans payment
process in the pre- and post-stages of loan
payment, as well as taking decisive action
with the defaulters of the loans, caring
about the financial and credit status of the
guarantors,  increasing the  legal
consequences of delaying the repayment
of the loans, improving the quality of
banking staff and strengthening their
incentive system.
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