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Abstract:

Given the importance of banks in the financial market, their proper functioning in countries with
underdeveloped capital markets like Iran plays a key role in optimal allocation of resources and economic
growth. Therefore, close supervision of bank performance, especially after the 2008 financial crisis, is of
greater importance. Examining the balance sheet of banks as a tool to identify risks and prevent financial
crises is more necessary than in the past. The purpose of this study is to estimate and compare the
imbalance of banks in Tehran Stock Exchange. For this purpose, using the fuzzy ideal programming
method, the imbalance of 14 banks in the period from 2016 to 2021 has been estimated and compared
with each other. The results show that the highest imbalance is related to Bank Saderat and the lowest
imbalance is related to Bank Khavarmianeh. Also, a major part of the banks' imbalance is related to fictitious
assets and non-current claims. Therefor, structural reforming of Iran banking system for reducing
imbalances and increasing financial stability is recommended.
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Extended Abstract

1. Introduction

Given the k ey role of banks in financial markets, especially in developing countries with underdeveloped
capital markets like Iran, their proper functioning is crucial for the optimal allocation of resources and
economic growth. Therefore, monitoring bank performance is essential. This has become even more critical
after the 2008 financial crisis. Therefor, examining bank balance sheets has become an indispensable tool
for identifying risks and preventing financial crises.

There are two types of bankruptcy in the banking system: balance sheet insolvency and liquidity insolvency.
This paper focuses on the balance sheet insolvency or banking imbalances. The bank imbalances consists
of the following:

(a) Fictitious assets: The total amount of overdue and uncollected claims in the banking system that have
not been deducted from bank assets through provisioning methods, as well as the rescheduling and deferral
of low-quality loans and the recognition of unrealized income.

(b) Frozen assets: The total value of real estate, foreclosed collateral, overvalued and unsellable fixed
assets due to market stagnation, and government debt to banks.
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In developing countries, governments often compel banks to purchase their debt to cover fiscal deficits,
leading to banking imbalances and increased insolvency. In Iran, despite budget deficits caused by declining
revenues and sanctions, financing through banks has resulted in liquidity shortages and asset freezes.

Iran banks are permitted to defer non-performing loans, reclassify them as current loans, and even
recognize interest on them which contributes to the accumulation of overdue claims on bank balance sheets
by creating fictitious assets. Another factor leading to banking imbalances in Iran is the overvaluation of real
estate in reappraisals, the subsequent increase in capital from this source, and speculative activities in the
real estate market. Therefore, identifying and addressing banking imbalances is essential for banking
system reform.

Bank fragility can disrupt market performance and financial intermediation severely. Banking crises may
arise from the deterioration of asset quality on the asset side of the balance sheet (i.e., an increase in non-
performing loans), from bank runs on the liability side (i.e., depositors rushing to withdraw funds), or from a
combination of both. These characteristics, particularly after negative macroeconomic shocks, contribute to
banking system fragility.

According to monetary theory, banks could only lend if they had previously attracted high-powered money
from the central bank, thereby stimulating the money multiplier through repeated lending cycles. However,
based on the lItalian Circuitist approach, banks create money without needing to attract pre-existing central
bank deposits; instead, money is generated through the balance sheet registration. In this method, a credit
request is recorded on the right-hand side of the balance sheet as a new loan, and a corresponding deposit
is registered on the liability side through double-entry accounting simultaneously.

In this context, the liquidity composition of assets on the right-hand side of the balance sheet is crucial. If a
bank faces a balance sheet imbalance, it must raise new deposits through preferential interest rates, acquire
the necessary reserves from the interbank market, or borrow from the central bank. The more illiquid the
composition of the right-hand side assets (i.e., the greater the imbalance), the higher the rate of money
creation within the bank. Moreover, banking imbalances and changes in deposit composition - favoring an
increase in long-term deposits - lead to liquidity expansion without affecting monetary base reserves, as
long-term deposits have much lower reserve requirements, thus increasing the money multiplier.

Despite the significant imbalances in the banking system, a substantial portion of credit power is dedicated
to sustaining fictitious and frozen assets through ongoing loan extensions and rollovers. Consequently, the
expansion of rescheduled loans and the increasing share of interest payments relative to deposits in money
creation reduce the banking system's ability to issue new loans. As a result, balance sheet insolvency
increases the risk of liquidity insolvency, raising reserve demand and interest rates, which in turn acts as an
endogenous force driving liquidity growth and the need for additional reserves.

2. Methods

This study uses the Fuzzy Goal Programming (FGP) model to stimate the imbalances of 14 banks listed on
the Tehran Stock Exchange, over the period 2016—2021.

3. Results

The findings indicate that Saderat Bank has the highest level of imbalance, while Khavarmianeh Bank has
the lowest. The results also reveal that banking imbalances in Iran have increased in recent years
significantly.

4. Conclusion

The existence of considerable banking imbalances in Iran, can negatively impact both the banking system’s
performance and the broader economy. Therefore, policymakers must take urgent measures to mitigate
banking imbalances.
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