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Abstract

Article information

Institutional quality has been recognized as one of the key
factors influencing the stability of the banking system in
economic studies. This study examines the short-term and
long-term effects of various institutional quality indicators
and intra-bank factors on the stability of the Iranian banking
system. To this end, panel data related to 18 banks listed the
Tehran Stock Exchange from 2008 to 2022 were collected
and analyzed using the Pooled Mean Group (PMG) approach
with Stata and EViews software. The results indicate that the
rule of law has a positive and significant relationship with
banking stability in both the short and long term. Conversely,
the corruption index and economic policy uncertainty exhibit
a negative and significant relationship with the banking
stability index in the long term. In addition, credit risk and
liquidity risk negatively and significantly affect the stability
of the banking sector in the long term, though their short-
term effects are statistically insignificant. The inflation rate
and bank size also have negative and significant long-term
relationships with banking stability, while the economic
growth rate has a positive and significant long-term effect.
These findings highlight the importance of improving
institutional quality and reducing economic risks to enhance
the stability of Iran’s banking system.
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Aim and Introduction:

The confirmed causal relationship between economic growth and banking stability
established in economic literature underscores the importance of examining the
factors influencing the stability of the banking system. Due to its functional nature,
the banking system is continually exposed to various risks that can alter its
performance and stability.

Institutional quality is one of the key indicators identified by economic and banking
scholars as influencing banking system stability in recent studies. The role of
institutional variables in economic growth and their impact on banking stability has
been emphasized extensively. Institutional deficiencies and the absence of an enabling
environment for productive economic activities can lead to declines in production and
profitability, reduced economic growth, and an increase in non-performing loans—
ultimately diminishing banking stability.

According to financial economists, efficient and high-quality institutions play a
crucial role in managing financial market risks. In the absence of an appropriate legal
and regulatory framework, depositors’ lack of confidence in the banking system
weakens the ability of financial markets to attract and retain capital. This can result in
capital outflows and reduced domestic investment opportunities.

Accordingly, present study aims to examine the effects of various institutional quality
indicators, along with intra-bank and macroeconomic variables, on the stability of the
Iranian banking system.

Methodology:

To achieve this aim, panel data for 18 banks listed on the Tehran Stock Exchange
from 2008 to 2022 were collected and analyzed using the PMG approach. The
analyses were conducted with Stata and EViews software.

Results and Discussion:

The empirical findings reveal that the rule of law has a positive and significant
relationship with banking stability in both the short and long term. In contrast, the
corruption index and economic policy uncertainty have a negative and significant
relationship with the banking stability index in the long term. These results
suggest that improving institutional quality promotes financial innovation and
reduces credit allocation costs, thereby enhancing the stability of the banking
system, facilitating economic growth, and mitigating systemic risk.

Moreover, credit risk and liquidity risk have negative and significant effects on
banking sector stability in the long run, but are insignificant in the short run. The
significant long-term negative impacts of these risks can be attributed to the
increase in opportunity costs arising from liquidity constraints and problematic
receivables. Liquidity risk stemming from uncertainty about future withdrawals
and the potential for unexpected deposit outflowscompels banks to maintain high-
liquidity, low-yield assets, increasing opportunity costs and reducing overall
stability. The negative long-term impact of credit risk can be explained by the
accumulation of non-performing loans and blocked assets, which decrease
profitability and, consequently, banking.
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Furthermore, inflation rate and bank size exhibit negative and significant long
term relationships with banking stability, while the economic growth rate exerts a
positive and significant long-term effect.

Conclusion:

The stability and sustainability of the banking system and the identification of
factors influencing it have become central concerns among scholars and
policymakers in recent years. A stable and efficiently functioning banking system
is essential for achieving sustainable economic growth, whereas instability can
produce adverse macroeconomic, social, and political consequences stemming
from crises within the financial system.

The results of this study that institutional quality indicators have significant
effects on banking stability. Specifically, low economic policy uncertainty is
associated with strong institutional quality and low levels of corruption.
Therefore, improving institutional quality indicators can enhance banking system
stability by fostering economic growth and promoting macroeconomic prosperity.
Policymakers should prioritize controlling corruption, strengthening the rule of
law, and minimizing economic uncertainty to safeguard depositors, borrowers,
and investors. These findings underscore the importance of institutional reform
and risk mitigation in promoting the stability of Iran’s banking system
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Table 2: Unit root test results
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Table 3: Results of the Kao cointegration test

P-value Statistic ADF o)Ll
0.0521 -1.6249 1dae
0.0008 3.1550 2 Jdw
0.0009 3.1138 3 Jdw
0.0140 2.1962 4 Jaw
0.0023 2.8272 5 Jdw
0.0040 2.6523 6 Juo

5.0 gloasil s e
sleJos plas o Jlililen 0925 pac 0 ya0 45,8 (Y) Joaz j0 ool &l )l b olul
ayl, 5 cowl baws] Gaeasds o by cpl oS5 K O jle @ .oo)fsn Sy ey Oy90
3350 e (o3 g5 0979 5 LS g el 955 00 9l b it (e Soeaily

mb)fso

[F: Mb 9 JM é)gi).g -y

oSke 3 PMG) (iils (255 :Siloe Cdlin) iy D! (6l Cromsle (903] gl

OSilee il g8 (S o)l 5 geil gl el o plmil Jow 8 52 slp (MG) o255

S e o az Jaw (b 8 gl (29,5 (5She 4 Cod 65T e« AdlS 29 )S
O3S 5 O 5 b sie (e ey abaly 0929 9 b pesie UL I pliebl Jpax 5l e

sedss sly PMG) il (29,8 (nSiloo (39, 5l oolinl b Goiond (28 58! 038
el 00 &51)1 F o e Jgaz 50 SaeolieS § awaks 0,91 5 =g 359l calises

PMG) ipdls (29,5 uSilee Joro 8591 p golis :F Jgur
Table 4: Results of the estimation of the pooled group mean (PMG) model
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