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Extended Abstract

1. Introduction

Generally, all governments in different
countries are responsible for providing
services and conditions for creating
welfare in the respective society.
Therefore, they commit themselves to
institution-building, policy-making,
establishing laws and regulations, creating
new financial resources, and -creating
grounds and conditions for economic
growth and development to achieve
justice and equality in society. In this way,
in line with their activities, they think
about national welfare and act within their
means to provide it. Moreover, various
pieces of evidence and documents, as well
as their level of development and progress,
confirm that they took measures in this
regard every year. Therefore, the
development of the financial sector and its
essential role in economic growth and
prosperity attracted much attention from
different studies. Financial development
improves access to credit and other
financial products that can drive economic
growth and effectively direct savings to
accumulate physical and human capital
and provide capital for productive
businesses. Financial intermediaries play
an important role in the financial system
because they reduce exchange costs, risk,
and problems caused by skewed choice
and provide the possibility of granting
long-term loans. As a result, financial
intermediaries enable savers and small
borrowers to benefit from the financial
market, thereby increasing the economy’s
efficiency. In fact, financial intermediaries
are placed between savers (lenders) and
consumers (borrowers) and help to
transfer funds between them. As a result of
this direction of funds, they improve the
economic well-being of everyone in the

society. In this way, financial deepening
can be defined as the increase in the size
of the financial system and its role and
influence in the economy, which, through
the strengthening of knowledgeable
financial institutions and as a result of
increasing competition, reduces
information asymmetry and exchange
costs and causes risk diversification. This,
in turn, leads to optimal allocation of
capital and, finally, efficiency and
productivity. Some economists believe
that the correlation between financial
development and economic growth is
insignificant, and others argue that
financial components are vital because
they cause economic growth. Empirical
studies show a significant relationship
between strengthening the financial
sector, mainly formal financial affairs, with
economic growth and improving people's
well-being. In this regard, economists
explain that greater financial inclusion by
expanding rural bank branches and
financial products will reduce poverty
rates and increase savings and business
growth. Savings help build transaction
history, improve credit scores, and
provide a safety net in an emergency.
Thus, it opens the doors for easy access to
credit facilities. Access to financial
services such as savings and investment
also improves household balance sheet
productivity, increases economic activity
that supports economic growth, and raises
the living standards of the poor. Therefore,
by increasing economic access, customers
can increase their well-being and affect
the economy and the general well-being of
society. It is further documented that
SMEs can invest in productive assets,
increasing job creation when they have
access to loans.

Regarding the effect of financial
deepening on economic well-being, no
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study has been found inside the country
that shows the direct impact of financial
deepening on economic well-being.
Considering the importance of financial
deepening in Iran's economy and the
possibility of influencing economic well-
being, this study intends to cover the
effect of financial deepening on economic
well-being.

2. Method

As mentioned earlier, this research aims to
investigate the impact of financial
deepening on Iran's economic well-being
from 1971 to 2022. For this purpose, after
calculating the combined index of
economic well-being, the effect of
financial deepening on economic well-
being is estimated through three
indicators in the form of three models
using the ARDL method.

The first model is based on the
first index of financial deepening.
The first form of the research model is
based on equation (1), in which IEWB as a
dependent variable represents the
normalized economic well-being index.
FD1 is liquidity to GDP and represents the
first indicator of financial deepening. Also,
EG is economic growth, RGDPPC is Real
GDP per capita, and Inf is inflation.

AIEWB, = plEWB,_; + yFD1,_; + wEG,_,
+ RGDPPc,_, + BInf,_;
p—1 q-1

+ Z p; AIEWB,_; + Z YAFD1

i=1 i=0

s—1

+ Z 8,ARGDPPc,_,

i=0

u—-1
+ Z 0, AInf,_; + &
i=0
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The second model is based on the
second index of financial
deepening.

The second format of the research model
is based on equation (2), where the same
variables have the same definition. The
difference between the second and first
models is that instead of the ratio of
liquidity to GDP (FD1), the ratio of
banknotes and coins to the volume of
money (FD2) is used as the second
indicator of financial deepening.

AIEWB, = pI[EWB,_{ + BFD2,_; +
wWEG;_1 + 6RGDPPc;_1 + OInf,_4 +
SPZ1pi AIEWB,_; + 370 B:AFD2 +

20 W AEG,_; + %323 8;ARGDPPc,_; +
Y0 6iAInfe_; + +e

(2)

The third model is based on the
third index of financial

deepening.

The third research model is specified
based on equation (3), in which the same
variables have the same definition. The
difference between this model and the
previous models is that the third index
(FD3) has been wused for financial
deepening, which is an average of three
variables: the ratio of liquidity to
production, the ratio of facilities granted
by banks to the private sector to
production, and the ratio of long-run
investment deposits to production.

AIEWBt = pIEWBt_l + (ZFD3t_1 +
wEG,_; + SRGDPPc,_; + OInf,_; +
Pt pi AIEWB,_; + Y13 a;AFD3 +

Ty W, AEG,_; + Y325 §;ARGDPPc,_; +
YIS 0 dInfe_; + &

)
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3. Finding

The long-run estimation results have
indicated that increasing financial
deepening (based on each of the
indicators) will have a favorable effect on
economic well-being. The positive effect
of financial deepening on well-being can
be seen as the result of increasing financial
deepening, access to savings and credit
markets, facilitation, and capital allocation
become more efficient. Therefore,
financial deepening leads low-income
people to wuse profitable investment
opportunities, increase credits and
consumption expenditures, and increase
consumption, which means more
prosperity. Also, among the control
variables of the current research, real GDP
per capita and economic growth,
respectively, through the quantitative and
qualitative increase in living standards and
employment, have a favorable effect. Still,
inflation, through a decrease in purchasing
power (real income) and, as a result, a
decline in people's consumption level, has
an unfavorable effect on economic well-
being. Other findings are that during the
years 1976-1989 and after the JCPOA (2017-
2022), Iran’s economic prosperity level has
significantly decreased.

4. Implications

According to the findings of the research,
itis suggested that the policymakers adopt
policies to increase financial deepening,
including reforming and improving the
government's financial policies with a
focus on increasing transparency and
predicting income and  expenses,

promoting investment in vital economic
sectors, strengthening the banking and
financial system by providing appropriate
financial services, facilitating access to
financial resources for businesses,
developing the capital market and
providing diverse investment
opportunities, and promoting financial
technologies in their policies. It should
also be mentioned that despite the
favorable effect of all three indicators of
financial deepening on economic well-
being, the size of the unfavorable effect of
inflation on economic well-being is not
less than the size of the favorable impact
of financial deepening on well-being, and
it is probably more significant than the
favorable effect of all three indicators. This
shows that in order to increase financial
deepening, economic policymakers should
consider inflation control, and non-
inflationary methods should be used in its
financing.
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