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Objective: This study aims to investigate the impact of monetary policy
through the bank lending channel and the balance sheet channel on the
commercial banking system in Iran between 2016 and 2022.

Methodology: The research uses quarterly panel data from six major Iranian
commercial banks (Mellat, Tejarat, Sepah, Refah, Melli, and Saderat) during
the period 2016:Q1 to 2022:Q4. A Bayesian Vector Autoregression (BVAR)
model, panel data techniques, and cointegration tests (Kao, Pedroni,
Westerlund) were employed. Key variables included base money growth,
government expenditure, output gap, consumer price index, and real exchange
rate.

Findings: Causality tests and impulse response functions revealed that
government spending, output gap, CPI, and real exchange rate significantly
influence base money growth. A long-term equilibrium relationship was
confirmed, with a statistically significant negative error correction coefficient
(—0.12), indicating a steady return to equilibrium following shocks. The model
showed strong explanatory power (R? = 0.88), validating the robustness of the
BVAR framework in capturing short- and long-run dynamics.

Conclusion: Monetary transmission through lending and balance sheet
channels plays a pivotal role in shaping macroeconomic outcomes. The
presence of off-balance sheet items complicates the transmission mechanism
by introducing liquidity outside the central bank’s control. Differentiated
impacts of on- and off-balance sheet credit underscore the need for precise
regulatory oversight and targeted monetary strategies to enhance effectiveness
and economic stability.

Keywords: Monetary policy, bank lending channel, balance sheet channel,
commercial banks, off-balance sheet items, BVAR model
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EXTENDED ABSTRACT
Introduction

Monetary policy remains one of the most critical tools employed by governments and central banks
to stabilize economies, control inflation, and stimulate sustainable growth. The effectiveness of monetary
policy is largely determined by the strength and clarity of its transmission mechanism, which refers to the
pathways through which changes in policy instruments—such as interest rates or base money—affect real
economic variables like output and employment. Among the recognized channels of monetary
transmission, the bank lending channel and the balance sheet channel play pivotal roles, particularly in
bank-dominated financial systems like Iran’s.

In the bank lending channel, changes in policy instruments influence the supply of loans extended
by banks to businesses and consumers. When the central bank enacts contractionary policy, it typically
leads to reduced bank reserves and loanable funds, thereby curbing lending activity. Conversely,
expansionary policies facilitate increased credit availability, potentially spurring investment and
consumption. As noted by Svensson (2020), the responsiveness of the banking sector to monetary shocks
can significantly condition the efficacy of overall monetary policy implementation (Svensson, 2020). In
economies with underdeveloped capital markets, this channel gains even greater importance.

The balance sheet channel, on the other hand, functions through the net worth and creditworthiness
of borrowers. A contractionary monetary policy that increases interest rates can reduce the market value
of collateral and worsen borrowers’ balance sheets. This, in turn, reduces their access to credit, slows
investment, and dampens aggregate demand. Hafezian et al. (2022) emphasize that financial development
strengthens the balance sheet channel, making it a vital link in the chain of monetary transmission in Iran’s
sanction-impacted economy (Hafezian et al., 2022).

Iran’s commercial banking system, characterized by substantial government ownership and
regulatory control, provides a unique case study to examine these channels. Frequent governmental
interventions—such as interest rate caps, compulsory lending mandates, and credit rationing—often
hinder the effectiveness of traditional policy tools (Raei et al., 2018). As Absalamov (2020) and
Chatziantoniou et al. (2021) suggest, the structure and behavior of the financial sector greatly influence
the precision and predictability of policy outcomes (Absalamov, 2020; Chatziantoniou et al., 2021).

Moreover, off-balance sheet (OBS) items—such as credit guarantees and contingent liabilities—
have become increasingly relevant in recent years. According to Shahchera and Taheri (2016), OBS
operations can supplement liquidity and credit supply when banks face balance sheet constraints, thereby
altering the classical mechanics of monetary policy transmission (Shahchera & Taheri, 2016). These
instruments are particularly influential in developing countries where informal and semi-formal financial
instruments complement formal banking mechanisms.

This study contributes to the existing literature by empirically investigating how monetary policy
affects Iran’s commercial banks through both the bank lending and balance sheet channels, with a special
focus on the role of off-balance sheet components. The analysis draws upon a panel dataset covering six
key Iranian commercial banks over a seven-year period. The results add to prior works such as those by
Mehdilo and Asgharpour (2020) and Mbabazize et al. (2020), which underscored the complexity and non-
linearity of monetary transmission in emerging markets (Mbabazize et al., 2020; Mehdilo & Asgharpour,



2020). This study aims to investigate the impact of monetary policy through the bank lending channel and
the balance sheet channel on the commercial banking system in Iran between 2016 and 2022.

Methodology

The present study adopts a quantitative, applied research design utilizing quarterly data from six
major Iranian commercial banks—Mellat, Tejarat, Sepah, Refah, Melli, and Saderat—from Q1 2016 to
Q2 2022. The primary estimation method employed is the Bayesian Vector Autoregressive (BVAR)
model, selected for its flexibility and ability to incorporate prior information into the estimation process.
The research also uses panel unit root tests (Levin—Lin—Chu, Im—Pesaran—Shin, and Breitung) to verify
the stationarity of time series data. Pedroni, Kao, and Westerlund tests are applied to examine long-run
cointegration among the key variables, while Hausman tests determine the appropriateness of fixed versus
random effects models.

Key variables include base money growth (monetary policy indicator), real exchange rate,
government expenditures, output gap, and the consumer price index. The study focuses on evaluating the
direct and indirect impacts of these variables on monetary expansion and bank credit provision. Diagnostic
checks and optimal lag selection criteria such as AIC, SC, and HQ are used to improve model robustness.

Findings

Descriptive statistics indicate considerable variance in real exchange rates and consumer prices,
suggesting strong monetary and macroeconomic volatility over the studied period. All time series are
confirmed to be integrated of order one, and cointegration analysis reveals stable long-run relationships
among the variables. The panel-based Granger causality tests show that all independent variables—
including real exchange rate, government spending, and CPI—significantly affect base money growth.

The error correction term is statistically significant and negative (—0.12), implying that 12% of
deviations from long-term equilibrium are corrected each quarter. The model’s R* value of 0.88 highlights
strong explanatory power. Impulse response functions (IRFs) illustrate that a one-standard deviation shock
to government spending initially reduces base money growth, followed by a recovery and stabilization.
Shocks to the output gap and CPI cause oscillatory but converging patterns in monetary growth.

Shocks to the real exchange rate reveal that monetary policy is sensitive to external
macroeconomic variables. Furthermore, findings indicate that banks frequently resort to off-balance sheet
instruments—particularly during times of liquidity constraint—to maintain credit flow. This behavior
underscores the dynamic interaction between policy transmission and financial innovation within the
Iranian context.

Discussion and Conclusion

The results confirm that both the bank lending channel and the balance sheet channel are operative
in Iran’s monetary system, albeit with complexities introduced by institutional and regulatory
peculiarities. The significance of government spending, real exchange rate, and consumer price index in
shaping base money growth supports the view that Iran’s monetary transmission mechanism is multi-
dimensional and deeply intertwined with fiscal dynamics.
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The activation of off-balance sheet items as alternative liquidity tools highlights a nuanced
adaptation of commercial banks to regulatory and economic constraints. By engaging in contingent credit
facilities, banks circumvent direct exposure on their balance sheets while continuing to influence money
supply and credit availability. This behavior aligns with Shahchera and Taheri’s (2016) assertion that off-
balance sheet items can widen the gap between central bank intentions and real-world credit expansion,
thus complicating the management of monetary aggregates.

The impact of real exchange rate shocks on monetary variables further illustrates the vulnerability
of Iran’s banking sector to international financial pressures. Given the heavy reliance on imported goods
and foreign exchange earnings, any fluctuations in exchange rates exert significant influence on both
inflationary expectations and base money growth. These findings resonate with Mehdilo and Asgharpour
(2020), who emphasized the importance of incorporating exchange rate dynamics into domestic monetary
policy models.

The observed long-run relationships among the variables suggest that monetary authorities must
adopt a holistic approach to policy formulation—one that accounts not only for traditional indicators like
inflation and GDP, but also for banking sector behavior and off-balance sheet practices. This implies that
conventional monetary tools may require recalibration or augmentation through macroprudential
measures and coordinated fiscal strategies.

Ultimately, this study reinforces the necessity of institutional reforms in Iran’s banking system to
enhance policy transmission effectiveness. These reforms include strengthening central bank
independence, reducing political interference in credit allocation, and improving transparency in off-
balance sheet disclosures. The policy relevance of these findings lies in their capacity to inform both

monetary and financial regulatory frameworks in a way that aligns with macroeconomic stability goals.
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