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Abstract

The objective of this study is to examine the impact of various institutional quality
indicators, along with other intra-bank variables, on the stability of Iran’s banking system.
The statistical sample comprises panel data from 18 banks operating in the Iranian banking
industry over the period 2008 to 2022. The System Generalized Method of Moments (SY'S-
GMM) was employed to estimate the models. To analyze the effects of different variables
on banking sector stability, three separate models were developed. In the first model, the
impact of institutional indicators on banking stability is assessed. The results indicate that
the rule of law has a positive and significant association with the banking system stability
index, whereas corruption and economic policy uncertainty exert a negative and significant
influence. The second model focuses on banking risks. Variables reflecting banking risks
including liquidity and credit risk have significantly reduced banking stability. Moreover, the
varying effect of bank size across models suggests its sensitivity to institutional indicators.
In this regard, improved institutional quality can help explain the positive relationship
between bank size and banking stability. In the third model, the influence of macroeconomic
variables on banking stability is evaluated. The results demonstrate that fluctuations in oil
prices are positively and significantly correlated with banking stability. The findings of
this study suggest that enhancing institutional quality in Iran can promote financial growth
and innovation, reduce credit allocation costs, boost banking stability, facilitate economic
growth, and mitigate systemic risks within the banking sector. Therefore, it is recommended
that policymakers take concrete steps to strengthen anti-corruption institutions, improve
transparency in financial and administrative systems, and increase the independence of the
Central Bank as the supervisory authority for the banking system.
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1. Introduction

The banking system, as the lifeblood of the economy, plays a fundamental role in economic
stability and growth (Baum et al., 2021); stability in the banking system is a prerequisite
for economic stability; particularly in emerging economies where financial markets are
often underdeveloped therefore, researchers around the world have identified the factors
affecting this stability and provided solutions to strengthen it. One of the key factors in
promoting banking stability is institutional quality. High institutional quality indicates the
formulation and implementation of appropriate government policies that guide economic
activities and reduce the negative effects of financial shocks (Fazio et al., 2018).

Financial economists believe that good quality and efficient institutions play a
significant role in managing financial market risk. Klemp and de Haan (2014) argue that
institutional quality is crucial during a financial crisis and more effectively establishes
resilience to adverse shocks. In contrast, the lack of a legal and regulatory framework, due
to depositor uncertainty, severely weakens the ability of financial markets to attract capital,
which leads to capital flight from the country and reduces domestic investment
opportunities (Law & Azman-Saini, 2008).

Despite the importance of institutional quality, empirical research on institutional
effects in the Iranian banking system, unlike recent empirical studies worldwide, has been
sparse and has examined the indirect effect on banking stability. This study aims to fill this
gap by examining how institutional indicators and banking risks directly affect the stability
of the banking system, using the Z-score as the main measure of stability. For this purpose,

the institutional quality indicators introduced by Kaufman et al (2008) are used.

2. Materials and Methods

According to definitions in the economic literature, "banking stability" refers to the ability
of the banking system to continue its effective and sustainable activities without
experiencing serious disruptions in conditions of economic fluctuations (Shahryar et al.,
2023). Many theoretical studies consider having a stable and efficient banking system to
be a prerequisite for economic growth and development, especially in developing countries
that do not have dynamic and active financial markets and most of the production financing
is carried out by the banking sector. The importance of institutional quality for the banking
system goes back to the growth-finance theories. It can be argued that institutional quality
is a feedback loop between economic growth and development and the banking system. In
this regard, Acid et al. (2014) state that improving institutional quality is a fundamental

condition for achieving banking stability. Klemp and Hahn (2014) consider improving
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institutional quality to be one of the important factors in reducing banking risk. The present
study analyzes panel data on 18 Iranian banks covering the period from 2008 to 2022 using
the GMM-SY'S model. In the following, three separate models are estimated to separate the
effects of institutional factors, banking risks, and macroeconomic variables. The dependent
variable is the logarithm of the Z-score, which indicates bank stability. The explanatory
variables are divided into three categories:
1. Institutional Variables:

- Rule of Law Index (WGI)

- Corruption Perception Index (Transparency International)

- Global Economic Policy Uncertainty Index (WUI)
2. Bank-Specific Risks:

- Credit Risk Ratio (non-performing loans to total assets)

- Liquidity Risk Ratio (liquid assets to total assets)

- Bank Size (log of total assets)
3. Macroeconomic Controls:

- Oil Prices, GDP Growth, Inflation, Exchange Rate

3. Discussion

The results of the unit root and cointegration tests reject the existence of spurious
regression. The estimation results of the first-order lag of the banking stability index in all
three models indicate a positive and significant effect at the one percent level on banking
stability. Also, the estimation results of the first model indicate that the rule of law has a
statistically significant and positive effect on banking stability. Therefore, banks in high-
quality institutional environments experience lower default risk and higher stability.
Conversely, higher levels of corruption are associated with greater instability. Also,
economic policy uncertainty has a negative impact on banking sector stability. In periods
of economic uncertainty, banks face higher risk aversion, reduced lending, and worsening
credit performance. This indicates the importance of policy stability for financial stability.
In the second model, credit and liquidity risks significantly reduce banking stability,
confirming that poor risk management undermines bank stability. Interestingly, bank size
showed different effects in different models. Larger banks appear to be more stable during
normal economic conditions and improved institutional quality, but are more vulnerable
during economic crises. In the third model, oil prices were positively correlated with

stability, suggesting that in oil-dependent economies such as Iran, bank financial income
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and liquidity increase during oil booms. Overall, institutional quality emerges as a more

consistent and impactful determinant of stability than individual macroeconomic variables.

4. Conclusion
This study shows that institutional quality, especially the rule of law and corruption control,
is of fundamental importance for the stability of the Iranian banking system. Using the
SYS-GMM model on panel data from 18 Iranian banks for the period 2008-2013, this study
confirms that weak institutions amplify financial risks, while improving institutional
guality provides critical safeguards against systemic instability. In addition, credit and
liquidity risks remain important domestic threats to the stability of the Iranian banking
sector, and macroeconomic factors such as oil prices have a broader impact. However,
without institutional reforms, even favorable macroeconomic conditions cannot ensure
sustainable financial soundness. These results are similar to the findings of ljaz Seyed et
al. (2022), Hallach et al. (2024), Huang et al. (2024), and Rostamzadeh et al. (2018).

In this regard, policymakers should prioritize strengthening judicial and supervisory
frameworks, increasing transparency, and ensuring the independence of the central bank as

the institution overseeing the banking sector.
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Table 4: Results of estimation of the generalized moment model of the system (GMM-SYS)
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Table 5: Results of Sargan's test for the validity of the instrumental variable
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Table 7: Strength of research findings
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