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Abstract

The Iranian banking system has recently faced a significant paradox regarding the
relationship between costs and profitability, where some banks with high operational
costs have achieved considerable profitability, while others with much lower costs
have incurred losses. This study aims to analyze this "cost-income puzzle" by
employing a quantile regression approach and using data from 20 banks listed on the
Tehran Stock Exchange during the period 2011-2023. The findings reveal that the
relationship between cost and profitability is nonlinear and significantly dependent
on the bank's profitability level. At the 0.25 quantile (loss-making banks), cost has a
positive and significant effect on profitability, while this effect is positive but
insignificant at the 0.75 quantile (profitable banks). Furthermore, the identification
of an inverted U-shaped relationship between cost and profitability confirms the
existence of an optimal cost point for Iranian banks. Robustness checks using
alternative models (panel quantile regression, different quantile ranges, and balanced
periods) and a structural break test confirmed the stability of the main results. These
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findings, which can be discussed within the frameworks of Dynamic Capabilities
Theory and Optimal Cost Theory, clearly highlight the necessity of adopting
differentiated regulatory and managerial policies for banks based on their

profitability levels.

Keywords: Cost-Income Puzzle, Quantile Regression, Banking Profitability,

Operational Costs, Iranian Banks.
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