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Abstract  

 The banks’ response to their changes in leverage ratios is examined and evaluated 

in this paper. This reaction can be interpreted as if the coefficient of total debts to 

equity (lev1) and total assets to equity (lev2) are positive as anticipated in the banking 

network of Iran. The paper uses data from 31 Iranian banks’ annual databases during 

the course of 2006-13 in order to estimate an empirical panel data model of banks’ 

balance sheet adjustment. We identify the leverage ratio degree to show that both 

equity and liabilities tend to adjust to move leverage positively without considering 

the state of the Iranian economy. On the other hand, the index of leverage coefficient 

conditioned by the state of the economy is negative which replicates that banks tend 

to experience a negative impact of leverage on the return to equity as a result of cost 

push due to higher ratio of assets to equity in the bust and inappropriate return on 

investment. Furthermore, the non-performing loans ratio coefficient is negative and 

significant which proves that one percent increase in the nonperforming loans has led 

to a less than one percent decrease in the return on equity ratio as expected, but the 

total loans to total deposits ratio depicts a negative-significant coefficient which 

denotes the higher non-performing loans have caused that loans ratio increase will 

not necessarily give rise to higher returns for the banks. Besides, the leverage ratio 

(lev2) is positive as expected and banks gain higher returns through higher leverage. 

However, the leverage measure’s coefficient conditioned by the state of the economy 

(dummy) is negatively significant owing to cost push from lower return on investment 

and higher ratio of assets to equity in the bust. 
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1. Introduction 

The build-up of excessive leverage in financial intermediaries was an 

underlying cause of the global financial crisis. In many cases, banks cranked 

up their leverage to perilous levels while maintaining risk-based capital ratios 

that, still looked solid to all outward appearance, (BCBS, 2014). The new 

regulatory framework of Basel III which has introduced a minimum leverage 

ratio, defined as a bank’s Tier 1 capital over an exposure measure is 

independent of risk assessment to cure the vulnerability (Ingves, 2014). The 

aim of the leverage ratio is to act as a complement and a backstop to risk-based 

capital requirements. It should counterbalance the build-up of systemic risk 

by limiting the effects of risk weight compression during booms (Borio and 

Zhu, 2012, Adrian and Shin, 2013, Vallascas and Hagendorff, 2013, Altunbas, 

Gambacorta and Marques-Ibanez, 2014). In good times, better economic 

conditions increase the number of profitable projects in terms of expected net 

present value and hence increase the demand for credit [Kashyap, Stein and 

Wilcox (1993)]. The increase in the supply of lending and other investments 

will be reflected in an expansion of banks’ exposure measures (independent 

of how these risks may be estimated by regulators or the banks themselves) 

and, therefore, in a reduction of the leverage ratio. This will make the 

regulatory minimum a tighter constraint: Banks with limited capital will be 

forced either to increase their capital base or to reduce their activities. The 

leverage ratio is therefore expected to act counter-cyclically, being tighter in 

booms and looser in busts. In other words, we should observe that the leverage 

ratio is negatively correlated with GDP or credit growth (Brei and 

Gambacorta, 2014). The Basel III framework requires that the leverage ratio 

and the more complex risk-based requirements work together. The leverage 

ratio indicates the maximum loss that can be absorbed by equity, while the 

risk-based requirement refers to a bank capacity to absorb potential losses. 

The use of a leverage ratio is not new. A similar measure has been in force in 

Canada and the United States since early 1980s (Crawford et al., 2009, 

D’Hulster, 2009). Canada introduced its leverage ratio in 1982 after a period 

of rapid leveraging up by its banks, and tightened the requirements in 1991. 

In the United States, the leverage ratio was introduced in 1981 amid concerns 

over bank safety due to falling bank capitalization and a number of bank 

failures (Wall and Peterson, 1987, and Wall, 1989).  

Leverage allows a financial institution to increase the potential gains or 

losses on a position or investment beyond what would be possible through a 
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direct investment of its own funds. There are three types of leverage-balance 

sheet, economic, and embedded - and no single measure can capture all three 

dimensions simultaneously. The first definition is based on balance sheet 

concepts, the second on market-dependent future cash flows, and the third on 

market risk. Balance sheet leverage is the most visible and widely recognized 

form. Whenever an entity’s assets exceed its equity base, its balance sheet is 

said to be leveraged. Banks typically engage in leverage by borrowing to 

acquire more assets, with the aim of increasing their return on equity. Banks 

face economic leverage when they are exposed to a change in the value of a 

position by more than the amount they paid for it.  

A typical example is a loan guarantee that does not show up on the bank’s 

balance sheet even though it involves a contingent commitment that may 

materialize in the future. Embedded leverage refers to a position with an 

exposure larger than the underlying market factor, such as when an institution 

holds a security or exposure that is itself leveraged. A simple example is a 

minority investment held by a bank in an equity fund that is itself funded by 

loans. Embedded leverage is extremely difficult to measure, whether in an 

individual institution or in the financial system. Most structured credit 

products have high levels of embedded leverage, resulting in an overall 

exposure to loss that is a multiple of a direct investment in the underlying 

portfolio. Two-layer securitizations or securitizations, such as in the case of a 

collateralized debt obligation that invests in asset-backed securities, can boost 

embedded leverage to even higher levels. The standard measure of leverage is 

total liabilities to equity and total assets to equity. However, while some 

liabilities-like bank loans and bonds issued-are due to financing, other 

liabilities-like trade payables, deferred revenues, and pension liabilities-result 

from transactions with suppliers, customers and employees in conducting 

operations. Financing liabilities are typically traded in well-functioning 

capital markets where issuers are price takers. In contrast, firms are able to 

add value in operations because operations involve trading in input and output 

markets that are less perfect than capital markets. So, with equity valuation in 

mind, there are a priori reason for viewing operating liabilities differently from 

liabilities that arise in financing (D’Hulster, 2009).  

Profitability determinants are more often evaluated by most countries who 

have underscored to take hold of a bank-based financial network. However, it 

requires adequate studies about risk and return of the banks to know them 

appropriately in Iran. Among the seventeen commercial banks which are 
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active in the country, eleven are state-owned whereas other six banks are 

privately governed. Like all the financial intermediaries procedure, the Iranian 

banks follow a conventional path of absorbing deposits for lending with a 

spread on loans in order to make profit. In Iran, all the banks must follow 

Islamic banking principles where profit rates are set on deposits and expected 

rates of profit on facilities are set on loans. Iranian banks were nationalized 

and banking regulations changed with the approval of the Islamic Banking 

Law (interest free) in 1983, and the role of banks in accelerating trade deals, 

rendering services to clients, collecting deposits, offering credits to applicants 

on the basis of the CBI's policies and so on was strengthened (Salehi and 

Alipour, 2010).  

Following the reforms in the financial sector, government control 

removal, and investment motivations, Iranian banks perceived remarkable 

variations. Central bank was led by the government to have ups and downs 

with the public banks governance and utilize specific monetary policies in lieu 

of their objectives and fiscal policy (Gharaie Ahangar, 2009). Money supply 

is controlled by the central bank after it had challenges with the mixture of 

private and state-owned banks owing to performance and productivity to cope 

with public intervention in financial intermediaries (Dehghan Nejad, 2010). 

The number of private banks in Iran is far lower than the international 

standards which is due to the lack of completion in the financial system 

(Naghshineh Pour, 2009). 

Policy makers have carefully noticed the return factors and researchers 

have generally pinpointed it since higher return in banks’ financial situations 

is accompanied by augmented risk that is an index for evaluating financial 

stability as well as national economy. What caused intense attention to the 

performance implications is the banking crisis which has led to an interest to 

both regulatory and supervisory authorities and banks’ stakeholders (Roman 

and Danuletiu, 2013). 

Financial system in Iran is focused on banks and financial and credit 

institutions, which have a crucial role in financing the real economy and 

ensuring the financial stability. Therefore, guaranteeing a stable and highly 

effective banking sector is of major importance to deal with economic growth 

and financial stability. 

Following a high generated loans, especially to households, a diversity of 

banking operations, a range of banking products and services, the banks have 

recorded a growing income, with positive and significant impact upon the 
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profitability indicators. In the whole period, during which the current world 

economic met crisis, significant structural, institutional and legislative 

transformations caused Iranian banking sector to register a rapid growth upon 

bank profitability and efficiency.  

By using balance sheets of Iran’s banking system, the objective of our 

research is to measure the leverage ratio degree relating to the banks’ 

profitability in the Iranian banking network in this framework.  

This study patronizes an imbalanced data model for 31 Iranian banks 

during the course of 2006-13 where the impact of leverage ratio on banks 

profitability known as the degree of leverage ratio is evaluated and leverage 

ratio is defined as the ratio of total assets on equity in line with a dummy of 

leverage and GDP growth multiplication to consider the economic situation in 

line with the influence that leverage might have on the banks’ return. The 

paper proceeds as follows: Section Two focuses on literature review; Section 

Three briefly describes profitability and asset/liability variations to take a look 

at the facts of the banking network, Section Four reflects the methodology, 

data and model; Section Five underscores the empirical results of our 

investigation, and Section Six reflects the conclusions. 

2. Literature Review 

Financing structure refers to all types of funding sources used in financing the 

project total assets, so it is different from capital structure, which is 

represented by institution permanent funding elements, which includes equity 

and long-term loans. Therefore, project capital structure is a part of its funding 

structure (Yahyaoui, 2002). There are various types of available funding 

sources for businesses organizations that take several classifications vary from 

one writer to another according to classification target. There are those who 

depend on ownership criterion and thus differentiate between private funds 

and debts. And those who divide these sources to traditional and modern, 

according to their appearance, taking into account recent trends regarding 

traditional securities (Mohammed, 2010). Financial managers seek to achieve 

ideal capital structure for the project through the use of appropriate funding 

combination that leads to reduce financing cost to its minimal limit and 

increase shares market value (Akintoye & Taylor, 1998). In contrast, 

financing funds concentration in a single source, which is owners’ money, 

leads to in appropriate capital structure. The inappropriate capital structure is 
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deemed inappropriate when it does not affect the project mark value 

(Singhania and Seth, 2010).  

There are several factors that affect the formation of funding structure 

within a project. Some are internal based on the use of a combination of 

funding which includes external debt and common and preferred shares, 

according to these projects needs’ of funding in addition to the quality of 

available investment opportunities to these projects. This is made through an 

exchange policy between risk and return and to conduct in-depth studies and 

for project financing and financing available investment alternative needs in 

addition to study cost of each alternative funding in addition to study 

operational risk and management acceptance degree of risks surrounding and 

tax impact and the extent of tax benefits for alternative funding to another, as 

well as taking into account the flexible financing structure, on the other hand, 

there are external factors that affect financing structure and include lenders 

sensitivity to company high indebtedness of, and industry nature in which it 

operates in terms of competitiveness, growth and stability of sales and profits, 

and assets value (Shlash, et al., 2008). All of these factors must be taken into 

account when designing project ideal financing structure, but practical status 

often differs, since actual and applied financing structure differs from ideal 

funding structure which management is trying to reach because of economic 

conditions, political and social variables the project has and therefore, the 

weighted cost of funding sources are not in their minimal limits (Deiranieh, 

1992).The concept and importance of financial leverage and financing 

structure theories, financial leverage refers to use third party funds in 

financing in order to increase operating profit and taxes, which is loans ratio 

to total liabilities (Hawari,1996) and financial leverage degree measures 

company's exposure level to financial risk, and it also reflects the change 

degree in earnings per share of operating profits resulting from earnings 

operating rate change before interests, and it is also defined that the use of 

others funds, (Akintoye & Taylor, 1998) and taxes to achieve additional 

profits that benefited the company’s owners, so it depends on borrowing to 

finance company's operations in order to achieve a return that increases 

owners’ profits. The financial leverage degree is increased by increasing use 

of external financing sources, and financial leverage can be increased by non-

traditional financial instruments, such as the use of financial options and 

futures contracts (Fahmi, 2008). some consider financial leverage as one if the 

terms invented by institutional mental for packaging undesired or negative 

things or to give a nice appearance, instead of saying borrowing or 
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indebtedness which is a term that inspires risk and weakness we say financial 

leverage term that inspires confidence and strength (Nibal and Qasaba, 2010). 

In general, the company needs of short-term financing depends on sales 

growth rate in addition to company's efficiency and effectiveness degree in 

managing company's working capital, and on long-run short term financing 

needs may to long-term financing, so management of any Project should made 

periodical evaluation for financing structure and determine the extent 

dependence on debt funds in financing.  

The risk of failure may rocket when banks do not adjust their equity in line 

with changes in their assets and liabilities. The condition deteriorates when 

boom and bust are considered in the study because when one percent increase 

leverage ratio will result in more than one percent profitability in boom, which 

could be regarded as justified since banks follow their conventional path in 

financial intermediaries where they make portfolio of assets in order to make 

profit. However, if in case a percent increase in the leverage ratio occurs, 

banks confront with a more than one percent decrease in profitability in bust 

which would be hazardous since it would cause difficulty in responding the 

deposits they have raised from the depositors and paid capital from the 

shareholders. Leverage ratio degree is measured as an innovation in this paper 

for the Iranian banks to obviously indicate whether banks are taking 

adventurous risk of increasing their costs for lower profits in the bust. 

3. Profitability and Asset/Liability Variations  

The ratio of total assets to equity and total deposits to equity are considered as 

major leverage definitions. According to Figure 1, loans and deposits growth 

rate of total banks in Iran have co-movement since 2007 with a sharp 

diminishing rate up until 2008 but they have increased sharply from 2008 to 

the peak of their growth rate of approximately 40 percent owing to positive 

expectations of the economic agents about the economy. However, these key 

banking variables commences on dipping from 2010 to 2011 where their co-

movement breaks since the deposits growth rate starts to boom contrary to the 

growth of loans.  
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Figure 1: Loans, and Deposits Growth of Total Banks 

 

 

 

On the other hand, profitability of the total banks in line with the assets 

growth rate of the banks are illustrated in Figure 2, where banks recorded the 

highest profitability in 2007 by almost forty percent growth rate contrary to 

the year 2009 when they registered the lowest return growth although it 

continues to gradually increase in the next years. Unfortunately, according to 

Figure 1 and 2 the deposits growth rate was increasing sharply in 2011-12 

whereas the profitability is decreasing which shows that banks were raising 

money through deposits without taking their profitability into account during 

the bust in 2011-12 which appears to be hazardous for the banking network 

because banks are increasing their risk appetite and neglect how they must pay 

back their depositors’ money.  
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Figure 2: Profitability and Assets Growth of Total Banks 

  

 

Henceforth, in periods 2011-2012 when macroeconomic atmosphere 

started to confront with bust, banks pursue a risk taking approach and make 

their situations worsened by changing their assets portfolio from loans (which 

is decreasing) to investment and other assets portfolio items of their balance 

sheet which would absolutely-negatively influence their profitability. 

4. Methodology, Data and Model 

Imbalanced panel data model is patronized to study the behavior of banks from 

leverage ratio degree aspect which is literally defined as the percent increase 

in the profitability measure due to one percent increase in the leverage ratio 

utilizing 31 banks during 2006-13. The general linear regression model is 

provided in equation (1) as it follows: 

Yit= C+ βiXit+ 𝜀it                                                                                         (1) 

where: Yit = dependent variable observed for ith bank at time t; X  

represents independent variables including financial soundness ratios and 

macroeconomic variables; β is the coefficient for explanatory variables; 

i = 2….N; c is a constant term; 𝜀 is error term of the model. Commencing on 
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the general model and considering the selected variables, the empirical model 

is optimally selected as random effect based on the Hausman test used in this 

study which is presented by equation (2): 

 

LROEit = C +β1LNPLTTLit + β2LNPLTTAit + β3LNPLTTEit + 

β4LNPTEAit + β5LROAit + β6LTLTTDit + β7LLATTDit + β8LLEV2it + 

β9GDP_Git + β10LLEV2D_GDP_Git                                                         (2) 

 

where the key determinants of return on equity as profitability or earning 

indicator is defined as the logarithm of return on equity (LROE), asset quality 

measures are denoted by LNPLTTL, LNPLTTA and LNPLTTE respectively 

representing logarithm of nonperforming loans to total loans ratio, logarithm 

of nonperforming loans to total assets  proportion and logarithm of 

nonperforming loan to equity ratio, LNPTEA which indicates the logarithm 

of net profit to earning assets ratio signifying profit margine (PMAR) as 

another earning indicator in line with LROA defined as logarithm of return on 

assets, LTLTTD  is defined as the logarithm of the total loans to total deposits 

ratio signifying the management indicator, LLATTD is determined by 

logarithm of liquid assets to total deposits ratio representing as the liquidity 

measure of the FSIs, LLEV2 is defined as the logarithm of leverage ratio (total 

assets to equity), GDP_G  is representing gross domestic products growth of 

the Iranian economy, and LLEV2D_GDP_G denotes a dummy which shows 

the cross multiplication of the leverage ratio and GDP  growth to depict the 

simultaneous impact of leverage during boom and bust in zero (bust) and one 

(boom) format to show that the leverage ratio is analyzed conditioned by the 

economic cycle. 

In order to specify whether or not the variables are stationary, the Fisher-

type unit root test for variables are patronized based on the Augmented 

Dickey-Fuller tests. Unit root test results depicted in table 1 illuminate that the 

explanatory variables are stationary at 1 percent as well as the variable of 

outcome of interest LROE except for the leverage ratio which is significant at 

5 percent.  
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Table 1: Unit Root Test  

Variables Statistics Prob. 

LROE 190.11*** 0.0000 

LNPLTTL 95.6*** 0.0001 

LNPLTTA 142.43*** 0.0000 

LNPLTE 182.97*** 0.0000 

LNPTEA 74.67*** 0.0004 

LROA 161.69*** 0.0000 

LTLTTD 144.43*** 0.0000 

LLATDD 157.71*** 0.0000 

LLEV2 77.96** 0.0400 

GDP_G 329.38*** 0.0000 

Source: Authors’ Calculations 

Note: The significant parameters are indicated as such with ***, **, * indicate  

Significance at 1%, 5% and 10% levels. 

5. Empirical Results 

Evaluating the leverage ratio degree has originated from utilizing profitability 

measures of the FSIs with return on equity ratio as dependent variable and 

total assets to equity raio as well as other main indicators to provide empirical 

results of estimations shown in table 2. We use the multiple linear regression 

model with imbalanced panel data to find out whether the leverage ratio 

degree is significantly positive as expected or not as well as the impact of 

leverage ratio conditioned by the economic boom or bust in which the 

coefficient is statistcally anticipated to be negative.  

We have demeaned return on equity as profitability or earning indicator, 

asset quality measures representing non-performing loans ratios, net profit to 

earning assets ratio signifying profit margine as another earning indicator as 

well as the return on assets, total loans to total deposits ratio denoting 

management, liquid assets to total deposits ratio representing liquidity status 
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of the Iranian banking network, leverage ratio (total assets to equity), GDP 

growth rate as macroeconomic variable and a dummy of the cross 

multiplication of the leverage ratio and GDP  growth to depict the 

contemporaneous effect.  

Table 2: Empirical Results of Panel Regression for ROE 

Variables 
(1) 

LROE 

(2) 

LROE 

(3) 

LROE 

  
Pooling Data 

Estimation 

Fixed  Effect 

Estimation 

Random Effect 

Estimation 

LNPLTTL 
-.023*** 

(0.008) 

-0.026** 

(0.011) 

0.02** 

(0.008) 

LNPLTTA 
-0.29*** 

  (0.081) 

-0.3*** 

(0.082) 

-0.28*** 

(0.07) 

LNPLTE 
0.32*** 

(0.08) 

0.33*** 

(0.084) 

0.3*** 

(0.07) 

LNPTEA 
0.037*** 

(0.012) 

0.043 

(0.028) 

0.03** 

(0.013) 

LROA 
0.96*** 

(0.013) 

0.95*** 

(0.028) 

0.96*** 

(0.014) 

LTLTTD 
-0.005** 

(0.002) 

-0.002** 

(0.661) 

-0.003 

(0.002) 

LLATDD 
0.002** 

(0.001) 

0.003* 

(0.002) 

0.002** 

(0.001) 

LLEV2 
0.68*** 

(0.081) 

0.67*** 

(0.083) 

0.7*** 

(0.07) 

GDP_G 
0.0004** 

(0.0002) 

0.0005** 

(0.0002) 

0.0004** 

(0.0002) 

LLEV2D_GDP_G 
-0.012*** 

(0.003) 

-0.007 

(0.004) 

-0.009** 

(0.003) 

constant 
-0.012*** 

(0.003) 

-0.004*** 

(0.006) 

-0.009** 

(0.003) 

No.obs. 93 93 93 

R-squared 0.99 0.99 0.99 

Number of  banks 31 31 31 

Source: Authors’ Calculations 

Note: Standard errors in parentheses; the significant parameters are indicated as such 

with ***, **, * indicate significance at 1%, 5% and 10% levels. 
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The model fits the panel data (Random effect) estimation and has 

significant coefficients while Hausman test decides between fixed and 

Random-effect model.  According to table 3, the estimaton result from the 

Hausman test determines that Random-Effect must be selected in order to 

interpret the coefficients. The result from table 3 shows that we use Random-

Effect as the ultimate empirical model because in the regression result for 

ROE, Hausman statistics is 7.05. 

Table 3: Hausman Test  for ROE 

Variables 

Cofficients 
(b-B) 

Difference 

Sqrt [diag(V_b-B)] 

S.E. (b) 

FE 

(B) 

RE 

LNPLTTL -0.026 -0.02 -0.006 0.008 

LNPLTTA -0.3 -0.28 -0.024 0.029 

LNPLTE 0.331 0.302 0.029 0.032 

LNPTEA 0.043 0.03 0.012 0.024 

LROA 0.958 0.969 -0.011 0.024 

LTLTTD -0.002 -0.003 0.001 0.004 

LLATDD 0.003 0.002 0.001 0.001 

LLEV2 0.67 0.707 -0.031 0.031 

GDP_G 0.0005 0.0004 0.0001 0.0001 

LLEV2D_GDP_G -0.007 -0.009 0.002 0.002 

Test: Ho: 

b=consistent under Ho and Ha 

B= inconsistent under Ha, efficient under Ho  

      difference in coefficients not systematic  

      chi2(8) = (b-B)'[(V_b-V_B)^(-1)](b-B)  = 7.05 

      Prob>chi2=0.7206 

      (V_b-v-B is not positive definite) 

Source: Authors’ calculations 

The NPL ratio denoted by the logarithm of non-performing loans to total 

loans and total assets has significantly-negatively influenced the return on 

equity ratio since higher NPLs enforce the banks to store higher reserve for 

the non-performing loans in order to prevent failure. Therefore, higher NPLs 

are considered to have higher cost in the profit/loss statement which can 

obviously diminish the profitability of the banks.  
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The coefficients regarding the profit margin and return on assets indicated 

by LNPTEA and LROA are positively significant which can be interpreted as 

higher profit margin causes higher return on equity to emphasize the direct 

relationship and causality among the profitability variables.  

The management ratio depicted by the logarithm of total loans to total deposits 

has a negative correlation with the return ratio though the coefficient is border-

insignificant. This shows that banks higher NPLs ratio and increasing amount 

or ratio of total loans to total deposits does not necessarily augment banks’ 

profitability since it can shrink the profit before tax.  

The leverage ratio coefficient defined as the logarithm of total assets to 

total equity signifies that as banks increase their leverage ratio, they will 

directly identify profit, and their return on equity will improve. Therefore, the 

estimation result for this variable is as it was anticipated. However, the dummy 

variable which is constituted by the multiplication of leverage ratio and the 

GDP growth underscored by one as for boom and zero as for bust, registered 

a negative relationship with the ROE as it was expected for the Iranian banking 

network. It appears that during the bust period of 2012-13, the cost push driven 

by the higher leverage in line with inappropriate return of investments has led 

to the negative impact of the leverage on the return on equity ratio. Henceforth, 

it can be interpreted as the need for further adjustment in banks’ asset portfolio 

as well as more accuracy of customers’ credit rating when lending as well as 

promulgate for less expensive funding and financial resources for the banks 

which are the key tasks of the regulator of the banking system to be actively 

monitoring the trends of key financial soundness indicators i.e. the central 

bank of Iran on one hand, and banks’ on sight and off sight supervision and 

surveillance departments in order to adjust strict strategies and internal bank 

auditing for assets/liability management. Leverage ratio degree during the bust 

is highlighted as negative which replicates a higher cost for lower return for 

the banking network that gives an alarm for credit rating, optimizing financial 

resources as well as higher quality of portfolio management. 
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6. Conclusions 

Financial and economic conditions are tightly interrelated with each other 

specifically when boom and bust repeatedly take place and the banking 

network has to adjust their performance with them in such a way that lack of 

proper return from investments as well as lending profits could not have a 

major impact on the banking network. A decent measure that can help 

regulators and banks supervisors to monitor their performance is the degree of 

ratio analysis which has been calculated in this study. The higher the leverage 

ratio, the higher the bank’s profitability provided that the economy is in a 

boom state, but failure might be coming up to the banking network if lower 

profitability is recorded during bust from higher levels of leverage. With an 

analytical-statistical look at the history of the Iranian banking network during 

2006-13 data and suggesting a panel data model for the leverage ratio degree 

this study has been conducted to estimate the relationship between 

profitability and leverage ratio. 

As it was anticipated, results show that banks should adjust their balance 

sheets to move towards target leverage ratios, with both assets and liabilities 

to be adjusted. This is because the risk of failure may rocket when banks do 

not adjust their equity in line with changes in their assets and liabilities which 

could be interpreted as banks follow their conventional path in financial 

intermediaries where they make portfolio of assets in order to make profit. 

The banking situation worsens when higher leverage degree during the bust 

which would cause difficulty in responding the deposits they have raised from 

the depositors and paid capital from the shareholders. Leverage ratio degree 

is obviously a good measure to indicate whether banks are taking adventurous 

risk of increasing their costs for lower returns. The leverage ratio degree 

shows that both equity and liabilities tend to adjust to move leverage positively 

without considering the state of the economy of Iran. On the other hand, the 

index of leverage’s coefficient conditioned by the state of the economy is 

negative which replicates that banks tend to experience a negative impact of 

leverage on the return to equity as a result of cost push due to higher ratio of 

assets to equity in the bust and inappropriate return on investment. 

Furthermore, leverage degree during the bust is highlighted as negative which 

replicates a higher cost for lower return for the banking network that gives  

an alarm for credit rating, optimizing financial resources as well as higher 

quality of portfolio management which reminds us the need for portfolio 
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diversification which appears to be essential so that banks have to adapt their 

revenue situations with the state of the economy.  

Regulatory and supervisory steps have to be taken by the central bank 

along with the Iranian banks at least to monitor and manage banks financial 

resources as well as how they use the funding from expensive deposits which 

could be a trigger to provide new approaches for raising less expensive 

financial resources. Capital restructuring is vital since institutions strive to 

make the most efficient use of limited finance; the key consideration is where 

banks expand and scale back. One clear trend is the renaissance of classic 

banking as unsustainable and over-leveraged structures give way to simpler 

and more transparent forms of banking business which should include moving 

away from an originate-to-distribute model towards a renewed focus on credit 

quality and relationship-driven banking. The ability to build enduring 

relationships through customer service, understanding and the ability to adapt 

to tougher regulatory controls will be key competitive differentiators in this 

environment. Effective capital restructuring will help to streamline what are 

often overly complex and diffuse banking groups. In turn, divestment will 

provide well-capitalized banks with openings as well as disclosed monetary 

markets which are also essential as windows of opportunity.  
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Appendix I-Pooling Data Estimation Results for ROE 

 

 

Appendix II-Fixed-Effect Estimation Results for ROE 
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Appendix III-Random-Effect Estimation Results for ROE 

 
 

Appendix IV-Hausman Test for ROE 

 

 


