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Abstract:

This study aims to examine the impact of Islamic financing instruments on the liquidity risk of Iran’s banking system during
2001-2021. This applied quantitative research employs quarterly data from Iran’s banking system over 2001-2021. After
testing stationarity using the Augmented Dickey—Fuller test, a Vector Autoregression (VAR) model was estimated. The
explanatory variables include Sukuk, civil partnership, legal partnership, Mudarabah, Salam, Ja’ala, installment sales, Qard al-
Hasanah, and ljarah, while liquidity risk represents the dependent variable. Long-run relationships were tested using Kao and
Johansen cointegration tests. Dynamic interactions were further analyzed through impulse response functions and variance
decomposition. The cointegration tests confirm the existence of a long-run equilibrium relationship between Islamic financial
instruments and liquidity risk. Impulse response results reveal significant and asymmetric reactions of liquidity risk to shocks
in Islamic financing tools. Variance decomposition indicates that Qard al-Hasanabh, civil partnership, legal partnership, Salam,
and Sukuk account for the largest proportion of liquidity risk fluctuations, demonstrating their dominant role in shaping
banking liquidity dynamics. The results suggest that systematic development of Islamic financing instruments can enhance
liquidity risk management and strengthen the stability of Iran’s banking system.
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Extended Abstract

Introduction

Liquidity risk is widely recognized as one of the most critical threats to banking system stability, directly influencing
financial intermediation, market confidence, and macroeconomic performance. When banks fail to meet their obligations at
reasonable cost, systemic disturbances may arise that propagate throughout the financial sector and the real economy.
Classical liquidity risk frameworks emphasize asset—liability mismatches, funding concentration, and market liquidity fragility
as core drivers of bank vulnerability (Kumar & Yadav, 2013; Scannella, 2016; Valipour Pasha, 2014). Empirical evidence further
indicates that liquidity mismanagement significantly increases the probability of bank failure, particularly during periods of
financial stress (Bord & Santos, 2014; Hlatshwayo, 2013).

In parallel, Islamic banking has emerged as an alternative financial architecture with distinctive operational principles. The
prohibition of interest, emphasis on asset-backed financing, and reliance on risk-sharing contracts differentiate Islamic banks
from conventional institutions and alter the channels through which liquidity risk materializes (Akhand Akhtar, 2016; Djennas,
2014; Isra, 2015). Within this framework, the development of Islamic financial instruments—particularly sukuk—has
transformed the structure of liquidity management and funding strategies. Sukuk provide Sharia-compliant financing while
facilitating resource mobilization, portfolio diversification, and balance-sheet optimization (Boukhatem, 2022; Braima, 2017;
Uluyol, 2024).

However, empirical findings on the effectiveness of Islamic financing instruments in mitigating liquidity risk remain mixed.
While several studies report that sukuk issuance enhances bank liquidity and stability (Braima, 2017; Negahbani et al., 2022;
Paytakhti Oskouei et al., 2023), others emphasize that macroeconomic volatility, inflation shocks, and regulatory weaknesses
can undermine their stabilizing role (Akhand Akhtar, 2016; Mohd Amin & Abdul-Rahman, 2020; Naghdi et al., 2021). In Iran’s
banking system, these challenges are compounded by structural imbalances, high levels of non-liquid assets, and restricted
access to global capital markets (Esmailzadeh Moghari & Javanmardi, 2017; Zarei et al., 2020). Consequently, understanding
the dynamic interaction between Islamic financing instruments and liquidity risk in Iran is of strategic importance for financial
stability and policy formulation.

Recent advances in financial econometrics emphasize the necessity of dynamic multivariate models capable of capturing
feedback effects and temporal adjustments. Vector autoregression (VAR) frameworks and related approaches have been
extensively applied in analyzing financial shocks, systemic risk, and market interdependencies (Chavleishvili & Manganelli,
2019; Machado & Santos Silva, 2019; Mehregan & Ahmadi Ghomi, 2015). Applying such methods to Islamic banking offers
deeper insights into how liquidity risk evolves in response to innovations in financing instruments, technological change, and
regulatory reforms (Nguyen et al., 2024; Taheri et al., 2025; Yu & Song, 2025). Against this background, the present study
contributes to the growing literature by empirically modeling the dynamic relationship between Islamic financing instruments
and liquidity risk in Iran’s banking system.

Methods and Materials

This research employs a quantitative, applied methodology using quarterly macro-banking data for Iran over the period
2001-2021. The dependent variable is liquidity risk, while the independent variables consist of major Islamic financing

instruments, including sukuk, civil partnership, legal partnership, mudarabah, salam, ja’ala, installment sales, gard al-hasanah,

and ijarah.
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All variables were transformed into logarithmic form and tested for stationarity. After determining optimal lag lengths, a
vector autoregression (VAR) model was estimated. Long-run equilibrium relationships were examined through cointegration
testing. The dynamic behavior of the system was evaluated using impulse response functions and forecast error variance
decomposition. These techniques allowed the study to capture both the short-term reactions and long-term adjustments of
liquidity risk to shocks in Islamic financing instruments.

Findings

The econometric results confirm the existence of a stable long-run equilibrium relationship between Islamic financing
instruments and liquidity risk in Iran’s banking system. The impulse response analysis demonstrates that shocks originating
from Islamic instruments generate significant and asymmetric effects on liquidity risk over time.

Specifically, positive shocks in participatory instruments—such as civil partnership, legal partnership, and qard al-
hasanah—consistently reduce liquidity risk across most forecast horizons. These instruments improve cash-flow stability,
distribute risk between banks and clients, and enhance asset quality, thereby strengthening liquidity positions.

In contrast, short-term debt-based instruments—particularly salam and installment sales—initially increase liquidity risk,
reflecting maturity mismatches and short-term funding pressures. However, their long-term effects gradually diminish as
banks adjust their portfolios and funding structures.

Variance decomposition results reveal that gard al-hasanah, civil partnership, legal partnership, sukuk, and salam account
for the largest proportion of liquidity risk fluctuations. Sukuk plays a central role in stabilizing liquidity over medium- and
long-term horizons by enhancing market liquidity, asset tradability, and funding diversification.

Overall, the findings indicate that Islamic financing instruments exert both direct and indirect influences on bank liquidity
dynamics, and their impact varies substantially across instruments and over time.

Discussion and Conclusion

The results demonstrate that Islamic financing instruments are not neutral with respect to liquidity risk; rather, they serve
as powerful structural mechanisms that shape the resilience of Iran’s banking system. Participatory instruments exhibit a
stabilizing function by aligning incentives, improving asset quality, and smoothing cash flows, while excessive reliance on
short-term debt-based contracts introduces liquidity pressures that must be actively managed.

The dominance of sukuk in explaining liquidity risk fluctuations highlights its strategic role as a liquidity management tool.
Sukuk issuance expands funding channels, improves balance-sheet flexibility, and strengthens the linkage between banks and
capital markets. These properties are essential for mitigating systemic vulnerability, especially in environments characterized
by macroeconomic uncertainty and financial constraints.

From a policy perspective, the evidence suggests that strengthening the institutional infrastructure of Islamic finance,
deepening sukuk markets, and encouraging participatory financing can significantly enhance liquidity stability. At the same
time, banks must carefully balance the composition of financing instruments to avoid excessive exposure to short-term
funding shocks.

In conclusion, the study provides strong empirical support for the proposition that well-designed Islamic financing
instruments contribute meaningfully to liquidity risk management and financial stability in Iran’s banking system. Strategic
development of these instruments, combined with coherent regulatory frameworks and modern risk-management

technologies, offers a viable pathway toward a more resilient and sustainable banking sector.
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