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For several years, the Iranian economy has been facing a phenomenon called bank
entrepreneurship, which has weakened the main role of banks, namely financial
intermediation, and has become a challenging issue in the country's banking system.
Bank restrictions in the money market, as well as weak laws and infrastructure, have
forced banks to enter other markets in a rational response to control their risk. Given
the key role of banks in the structure of the economy and the financial system, it is
essential to examine the allocation of bank resources in stock market and money
market fluctuations; therefore, the purpose of this study is to examine the dimensions
of bank entrepreneurship using the literature on shadow banking in Iran. In order to
examine this issue, the generalized factor time-variable parameter vector
autoregression model (TVP-FAVAR) and seasonal data on non-state commercial
banks during the period 2002-2020 were used. The results of this study show that the
bank entrepreneurship variable has shown a positive response to stock market and
money market shocks. It was also observed that the effect of money market shock on
the research variables is greater than that of capital market shock, which is due to the
different depth of these two markets. The results obtained from this study show that
banks tend to engage in corporate and non-intermediary activities in response to
stock and money market shocks. These activities lead to the expansion of shadow
banking behaviors.

Cite this article: Rostami, Sh., Abbasinejad, H., & Barkhordary Dorbash, S. (2025). Investigating the Effect of Stock and Money
Market Shocks on Bank Entrepreneurship with a View on Shadow Banking in Iran. Stable Economy Journal, 6 (3),95-131. DOI:

10.22111/5edj.2025.50622.1568

© The Author(s).
DOI: 10.22111/sedj.2025.50622.1568

Publisher: University of Sistan and Baluchestan




Investigating the Effect of Stock and Money Market Shocks on Bank Entrepreneurship 96

Extended Abstract

Introduction The bank entrepreneurship through shadow banks is a common and important issue, but so far this
issue has not been seriously investigated in Iran. The purpose of this research is to investigate the effects of capital and
money market shocks on bank entrepreneurship using shadow banks. Despite the recent researches on shadow banking
in Iran, none of the studies have noticed the relationship between bank entrepreneurship and shadow banking, as well as
the effects of stock and money market shocks on bank entrepreneurship, which we will survey in this research for the
first time.

Method We examined the impact of money and stock market shock on bank entrepreneurship with focus on shadow
banking in Iran over the period of 2002-2020. we used a Factor Augmented Vector Auto-Regression (FAVAR) model
with time varying parameters (TVP). We utilized MATLAB to estimate the econometric model. FAVAR models with
time-varying parameters provide an estimate of the bank entrepreneurship proxy variable and then indicate the response
functions in the money and stock market shocks.

Results The empirical analysis, based on the TVP-FAVAR model and quarterly data from non-state commercial
banks during 2002-2020, provides several key findings:
1. Positive Response of Bank Entrepreneurship
The entreprencurship variable of banks responded positively to both stock market and money market shocks.

This implies that fluctuations in financial markets motivate banks to reallocate resources toward non-intermediation
and entrepreneurial activities.
2. Stronger Effect of Money Market Shocks

The impact of money market shocks on bank behavior was found to be greater than that of stock market shocks.

This stronger effect reflects the deeper structure and larger share of the money market in Iran’s financial system.
3. Temporary Structural Breaks

Following a stock market shock, banks temporarily shift resources toward entrepreneurial activities for about 10

quarters before returning to their initial state.

In contrast, money market shocks trigger sharper but shorter-term reactions (within 2—5 quarters).
4. Impact on Monetary Transmission Channels

Money market shocks weakened the lending channel of monetary policy, as banks diverted resources away from
traditional credit provision toward shadow banking activities.

Stock market shocks reduced deposit attractiveness, which in turn decreased banks’ lending capacity and encouraged
them to expand speculative activities.
5.Macroeconomic Consequences

Both shocks increased banks’ profitability through entreprencurial activities but at the cost of higher inflationary
pressures in the broader economy.

The findings confirm that banks’ speculative activities, particularly via shadow banking, undermine the efficiency of
financial intermediation and monetary policy.
Overall, the results highlight that money market shocks are more destabilizing than stock market shock and that both
types of shocks accelerate the expansion of bank entrepreneurship through shadow banking mechanisms.

Conclusion:

This study examined the effects of money market and stock market shocks on bank entrepreneurship in Iran, with a
particular focus on the role of shadow banking. The findings indicate that both types of shocks lead banks to increase
their engagement in entrepreneurial and non-intermediation activities, thereby expanding shadow banking practices.
Moreover, the results reveal that money market shocks exert a stronger and more immediate influence on banks
compared to stock market shocks, reflecting the greater depth and dominance of the money market in Iran’s financial
system.

The conclusions of this study are consistent with international evidence, such as the works of Calmes and Theoret
(2011), Barbu et al. (2016), and Eisenbach et al. (2020), which demonstrate that banks under financial stress tend to
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shift from traditional intermediation towards speculative and off-balance-sheet activities. This behavioral shift, while
rational from the perspective of risk management and profitability, undermines the stability of the financial system by
reducing the effectiveness of monetary policy, amplifying systemic risks, and fueling inflationary pressures.
Therefore, policymakers and regulators should strengthen supervisory frameworks, enforce stricter prudential rules,
and promote a clearer separation between commercial banking and entrepreneurial activities. By limiting the expansion
of shadow banking and guiding banks back towards their core intermediation role, the stability and efficiency of the
financial system can be safeguarded. Ultimately, the lessons from Iran align with global experiences, where unchecked
banking entrepreneurship and shadow banking have contributed to financial crises, underscoring the need for proactive
regulatory reforms.
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