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1- INTRODUCTION
The nations' development programs mostly aim to create balance,
reduce the level of regional differences, eliminate the duality between
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provinces, and achieve a balanced development of provinces. For these
goals to realize, a faster rate of development of lagging and poor regions
than other wealthy and advanced regions is a fundamental prerequisite,
which has been hypothesized as "convergence in development models"”. By
having convergent economic growth, the country's decision-makers can
furnish the country's public policymakers with a versatile policy-making
model to allocate and distribute resources, facilities, and opportunities in
order to fix national imbalances. Contrarily, the divergence among different
regions provokes social class division and inequality and reduces economic
welfare, none of which is desirable in policy-making. Economic
convergence occurs when creeping regions transcend other wealthy ones in
terms of growth and development. Otherwise, the boosted progress of
advanced regions results in regional divergence and imbalance.

In Iran, some provinces are ranked as developed regions due to their
special geographical and regional positions. That is, the GDP per capita of
these provinces is much higher than other provinces. For Iran's provinces,
the greatest and lowest average GDP per capita from 2010 to 2019 has been
noted for "Tehran" and "South Khorasan", respectively. Likewise, the
spatial distribution of population among the country's provinces is
heterogeneous, where the population is much more crowded in some
provinces and thinly distributed in others, regarding the area of the province.
Again, the country's political and social welfare patterns lead some
provinces to be more benefited than others in terms of essential
infrastructure for growth.  Amidst, banks can play a key role in making
the economic growth of the regions convergent. Known as a critical pillar of
financial markets, banks accumulate small and large savings and then
optimize these resources and spend them in productive economic sectors.
Taking note of the matter of this issue and the key role banks play in
economic growth, this study scrutinizes the efficacy of banks in the
convergence of the economic growth of Iran's provinces.
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2- THEORETICAL FRAMEWORK

A key factor that influences the convergence of the economic growth
of the regions is financial market development, particularly enhancing the
financial performance of the banks. MicKnnon and Shaw (1973) postulate
that banks can influence economic growth by providing the resources
required for investments. According to Branson (1987), credit facilities,
directly and indirectly, influence the occupation of production units and new
job opportunities. In short-term settings, supplying production units with
monetary credits (in the form of working capital) uplifts the rate of
employment as a result of the constant volume of capital. Contrarily, the
conversion of the flow of loans and credits into fixed capital in the long
term culminates in technological alterations, which if accompanied by
enhanced technical knowledge, can boost economic growth. Levine (1997)
points out two distinct channels: capital accumulation and technological
innovations. In Levine’s viewpoint, the constraints of the market (e.g., costs
of information and exchanges) provoke the arrival of financial markets and
intermediaries. By fulfilling their assignments such as consolidation of
savings, allocation of resources, collaborative control, facilitating risk
management and exchange of goods, services, and contracts, financial
markets and intermediaries affect economic growth through the channels of
capital accumulation and technological changes.

3- METHODOLOGY

The economic literature distinguishes at least three types of
convergence in growth: beta convergence, sigma convergence, and
stochastic convergence (Lee, Pesaran, and Smith, 1997). Beta convergence
happens when the growth of poor countries (regions/provinces) is much
faster than in advanced regions and provinces. Sigma convergence refers to
the state in which the dispersion in per capita income is decreased over time
across poor and rich countries (regions/provinces) (Barro and Sala-i-Martin,
1996).

Beta convergence is classified as conditional and unconditional
(absolute) convergences. It enables countries (regions/provinces) to
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converge to a stable level of their long-term income, but not in the same
direction. This is, in turn, conditional convergence, as it leans on the
structural facets of regions such as preferences, level of technical and
technological progress, population growth rate, government policies, etc.
The discrepancy in the structural aspect of countries and regions indicates
(and emanates from) different stable levels of income. Hence, economic
growth is a function of the gap that disbands the economic growth trend
from its stable level. Simply put, having convergence entails avoiding an
extreme gap between the trend of economic growth and its long-term stable
level. Thus, conditional convergence to occur entails assuming that the
stable level of each economy is constant. According to Mankiw (2003), if
factors such as savings rate, population growth rate, technical progress, etc.
are held when investigating the convergence, the resulting convergence will
be conditional. In addition, each region’s economic growth and
development is a function of the atmosphere in that region and neighboring
regions, which is manifested as “spillover effects”. That is, the development
of neighboring regions leads to positive spillover from those currently
developed regions to the other nearby regions. Thus, a surge in the
mismatch (discrepancy) between the regions reduces the intensity of
spillover effects.

The spillover effects across various regions of a particular country are
much stronger than those across different countries. Although a growing
body of research has dissected inequalities across regions, the question of
neighborhood effects has been largely ignored. At the same time, it is worth
noting that regional effects play a role in the emergence of inequality.
Therefore, this study utilizes the concept of spatial econometrics to
scrutinize the effects of the efficacy of banks on the economic convergence
of provinces. The purpose is to explore whether spillover or neighborhood
effects contribute to creating or attenuating inequality between regions.

Concerning the theoretical frameworks and empirical studies
appraising the efficacy of banks in converging economic growth of the
provinces, this study estimates the conditional beta convergence model
considering the economic participation rate of each province as the indicator
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of human resource development of each province, per capita academic
graduation as the indicator of human capital of each province, the internet
penetration rate in each province as the information and communication
technology (ICT) development index — IDI), and the logarithm of the capital
balance (at constant prices against the reference year of 2011), banking
performance, and fiscal indiscipline.

This study employs the loan-to-deposit ratio (LDR) as an indicator of
banking performance. LDR explains the performance of banks in collecting
resources and allocating them as a banking task, i.e., financial
intermediation, and elucidates the process of managing and allocating the
resources obtained from bank deposits in loaning facilities. Concerning
LDR, the banking performance is reflected as the LDR after deducting the
legal deposit (values are given in percentage). This ratio implies the efficacy
and ability of the financial system in using deposits to loan facilities.

After deducting the ratio of the legal deposit, LDR typically varies
from 60 to 85%. Values lower than 60% partially indicate the bank's
conservative policy and foot-dragging for standing as a lender due to the
risks of lending. Thereby, not taking a practical measure to loan facilities
reduces the intermediary income of the bank. Likewise, values greater than
85% suggest the bank’s liquidity deficit for financing for granted credits, as
well as the bank’s vulnerability to the lenders, and, in turn, imply the high
risk of the bank's liquidity.

Fiscal indiscipline is amongst the key indicators of the banking
performance in the industry. According to global and national criteria and
standards concerned with the rate of legal reserves, an LDR of 85% and
above predispose the bank to liquidity risk. LDR values less than 85% may
demonstrate the problematic condition of credential support of the banking
network and/or a demand for low facilities. With the aim of investigating
the banking system's efficacy in converging the economic growth of the
provinces, this study utilizes LDR as a performance indicator, while fiscal
discipline can enhance the efficacy of the banking system.

This study considers a maximum “deposit withdrawal” of 85% while
taking into consideration 15% legal deposits in the central bank. In simple
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terms, a bank can lend up to 85% of its deposits. That is, for values greater
than 85%, the bank will be alleged to be non-compliant with international
banking rules and standards of the central bank. This study uses a virtual
variable to introduce fiscal indiscipline, in the sense that LDR values over
85% (after deducting the legal deposit) are multiplied by one, while LDR
values less than 85% are multiplied by zero.

The statistical population in this study covers Iran’s provinces,
including Ardabil, Isfahan, Ilam, East Azerbaijan, West Azerbaijan,
Bushehr, Tehran, Chaharmahal and Bakhtiari, South Khorasan, Razavi
Khorasan, North Khorasan, Khuzestan, Zanjan, Semnan, Sistan and
Baluchistan, Fars, Qazvin, Qom, Kurdistan, Kerman, Kermanshah,
Kohgiluyeh and Boyer Ahmad, Golestan, Gilan, Lorestan, Mazandaran,
Markazi, Hormozgan, Hamedan, and Yazd from 2010 to 2019. Data on real
GDP and university graduates per capita (human capital index of each
province) were obtained from statistical yearbooks and Internet penetration
rate data (IDI index) was obtained from the General Administration of
Information and Communications of Iran. Similarly, data on bank limits and
deposit rates were obtained from the Central Bank and dataon
economic participation rates were obtained from the Deputy Minister of
Economy and Planning, Ministry of Cooperatives, Labor and Social Welfare
(MCLSW).

4- RESULTS & DISCUSSION

The model estimation results in this study demonstrate economic
growth convergence in the provinces. The rate of absolute convergence is
0.168, and that of the conditional models is 0.170 and 0.171, respectively,
suggesting the faster provincial economic growth convergence that
transpires under conditional models. The convergence rate is further boosted
when incorporating banking variables. Furthermore, LDR, as an indicator of
banking efficacy and fiscal indiscipline in provinces, exerts a significant
negative impact on the economic growth convergence in provinces.

The logarithm of the real capital balance of the provinces, the number
of university graduates per capita (indicating the human capital of the
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provinces), and the internet usage rate (as measured by IDI) have a
significant positive effect on the convergence of economic growth of the
provinces. The direct and indirect effect of the logarithm of provinces’ real
capital balance, human capital in provinces, and IDI is also positive on the
convergence of economic growth of provinces. That is, the spillover effects
of these variables have, on average, enhanced the economic growth
convergence of neighboring provinces.

The economic participation rate has a significantly negative impact on
the economic growth convergence each province. However, it was expected
that increasing participation rates would have a positive effect on economic
growth. The spatial autoregressive (SAR) model for the dependent variable
is positive and significant. The positive and significant value of SAR
implies the positive effect of the economic growth of neighboring provinces
on each other. Hence, economic convergence is influenced by the distance
between the provinces of the country and how far the provinces are far away
from each other. The value of SAR with a disturbance term is positive and
significant. The existence of spatial effects in the spatial error model
indicates a spatial dependence in the disturbance terms of the model, i.e., a
shock to a given position further extends to other places.

5- CONCLUSIONS & SUGGESTIONS

The results of model estimation by using spatial econometrics from
2010 to 2019 indicate the convergence of economic growth of the provinces.
In addition, the banking performance of the provinces exerts a significant
negative effect (directly and indirectly) on the economic growth
convergence of the provinces. This signifies that the enhanced banking
performance not only has exacerbated the economic growth convergence of
the provinces, but its spillover effects have further aggravated the economic
growth convergence of neighboring provinces. The reason is the lack of
national and international investments due to imposed international
sanctions, thereby the banking system has failed to perform successfully in
stimulating economic growth.
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As per empirical evidence and despite paid facilities, production
projects have not been completed as scheduled due to a surge in prices at the
time of implementation and failure to timely inject shareholders’
contributions. Under these conditions, the process of injecting resources by
banks to complete the projects has not been effective, resulting in
inappropriate returns on capital and resources.

Fiscal indiscipline exerts a significant negative effect on the economic
growth convergence of the provinces, with a reduction in economic growth
convergence of the provinces upon an uplift in fiscal indiscipline. The direct
and indirect effect of fiscal indiscipline on economic growth is likewise
negative, i.e., increased fiscal indiscipline not only reduces economic
growth convergence in all provinces but, on average, its spillover effects
further reduce economic growth convergence of neighboring provinces.

The results concerning banking performance and fiscal indiscipline
indicate that the government's financial policy has vanquished the monetary
policies set out by the central bank. This reveals poor management of the
financial system and the current status of the central bank’s link with the
banking network in Iran in monitoring the performance of banks and the
basic fiscal controls. The underlying reasons are the government's financial
policies and the hidden budget deficit, the mismatch between banks'
resources and expenses, regulatory policies, and the central bank's
inefficiency to employ its legal authority against the overdrafts of affiliated
banks.

Keywords: Convergence, Economic Growth, Spatial Econometrics,
Banking Performance.
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