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Abstract

Recent developments in the global economy have led to re-evaluation and
elaboration of some economic concepts. One of the changes in economic and
financial theories is the great importance of the relationship between the two
real and financial sectors in the economy. In this regard, after the global
financial crisis of 2007, the impact of monetary and financial policies on the real
sector has been accompanied by many controversies. According to what was
mentioned, the present research has tried to introduce an index for the
financial sector in Iran's economy in the first stage, so that it can represent the
different dimensions of this sector. In the following, the threshold vector
regression model was used to determine the nonlinear effects of financial and
monetary policies considering the financial stress on economic growth during
the period of 1990-2018. The results show that the reaction of economic growth
to monetary and financial policies is different depending on the tension in the
financial sector. So that only monetary policy has a non-linear effect on
economic growth, which is dependent on financial stress. Regardless of the
state of tension, fiscal policy has the same effect on economic growth, which is
always greater than monetary policy in terms of quantity.
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Extended Abstract

1. Introduction

The financial system plays a crucial role in
any economy in achieving sustainable
growth, job creation and social welfare.
This becomes evident when a systematic
financial crisis occurs. The scale and
severity of financial instability can disrupt
the mediating role of this sector and even
bring it to a halt. In this case, the real
sector  suffers  significant  losses,
unemployment increases and sometimes
leads to social and political instability. The
consequences of this show that in such a
situation, financial turmoil and recession
reinforce each other and an automatic exit
mechanism is not conceivable. Therefore,
overcoming recession and reducing
financial instability requires active policies
by policymakers and central banks. The
two main instruments of monetary and
fiscal policy are the tools that economic
policymakers use to deal with economic
volatilities and mitigate recession or
prosperity.

Before the 2007 financial crisis, the
financial sector played a minor role in
macroeconomic models .As a result, many

models downplayed financial imbalances
and rising financial stress. At the same
time, it is critical for policymakers to

develop theoretical models and empirical
approaches in order to identify potential
early deviations in financial markets.
Policymakers need to be able to monitor
the financial sector and measure its stress.
In addition, it is critical to identify the
causes of stress and ways to deal with
them, and to have a comprehensive view of
the destructive effects of financial stress.
Therefore, monitoring and supervising the
proper functioning of the financial sector
is an indispensable task for financial and
monetary authorities. In particular, an

accurate analysis of financial stress is one
of the most important tools in micro and
macro-prudential policy. To achieve this,
an indicator and quantitative review are
needed. Therefore, financial and monetary

institutions in the world have developed
indicators that reflect financial stress. On
the other hand, how policymakers respond
to financial stress and affect real sector
variables is controversial; so that the
impact of economic growth in times of
financial stress has become a contentious
issue.

2. Data / Methodology

Present study seeks to investigate the
impact of economic growth on monetary
and fiscal policies in Iran's economy over
the period 1990-2018.

Threshold  vector  autoregression
models are part of linear models with
different autoregression matrices in each
regime. These regimes are determined by
a transfer variable, which is either an
endogenous or an exogenous variable. In
other words, the threshold vector
autoregression model is modeled by
splitting the observations into different
regimes according to a transfer variable. In
this way, the available time series during
each regime is described by a linear model.

3. Results/Findings

Resulting from principal component
method: according to the researchers'
estimates, about 89% of the dispersion of
the data set is reflected by the first three
components. The results show the
financial sector of the Iranian economy
was most strained in 1995. Since then, the
financial sector stress decreases and
reaches its minimum in 2005. Then, the
financial sector is again put under stress
by the inflow of oil revenues, the Dutch
disease, and rising inflation. After the
imposition of international sanctions
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following the nuclear activities in the late
2000s, the index jumped, due to the rise of
the index related to the real estate sector
and the suppression of exchange rates and
other determining variables. After the
peak and the return of sanctions, stress in
the financial sector increased from the
early 2018.

A threshold effect led to the U-shaped
diagram of network search. The threshold
value in this model is 3.63%. In other
words, the growth rate of 3.63% for the
financial stress index plays the role of a
threshold, and causes the relationship
between the variables in the first model to
be different. Based on this value, 72.8% of
the observations are before the threshold
(low stress regime) and 27.2% are after
(high stress regime).

As with the linear vector autoregression
models, the relationship between the
variables is analyzed using generalized
instantaneous response functions. The
results show that the response of
economic growth to the shock of fiscal
policy does not depend on financial sector
stress. Regardless of the state of financial
stress, economic growth will increase in
the face of expansionary fiscal policy.
Furthermore, the impact of monetary
policy on economic growth depends on
the stress in the financial sector. When
financial sector stress increases, the
effectiveness of  monetary  policy
increases. The difference between the
effects of fiscal and monetary policies on
economic growth, taking into account the
stress situation in the financial sector, is as
follows: First, unlike fiscal policy, the
effectiveness of monetary policy depends
on financial sector stress; second, the
effect of fiscal policy is larger than that of
monetary policy in absolute terms
regardless of the state of stress; third, the
response of economic growth to monetary

policy shocks is more volatile than that to
fiscal policy shocks. That is, in a situation
where the financial sector is in a high
stress state, the response of economic
growth is accompanied by more
volatilities. While the response of
economic growth to economic shocks is
not only less stressful, but also does not
depend on the state of financial sector
stress.

4. Conclusion

The results of this study show that in the
Iranian economy, the response of
economic growth to the shock of fiscal
policy does not depend on the stress state
of  the financial sector. The
implementation of this policy is not only
more effective than monetary policy, but
also leads to lower fluctuations in
economic growth. Moreover, unlike fiscal
policy, the effectiveness of monetary
policy depends on financial sector stress.
Therefore, policymakers are advised to
use fiscal policy first and then monetary
policy to influence the real sector and
reduce volatility when financial sector
stress increases.
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