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One of the most important monetary transmission mechanisms that affects the
economy from the supply side is the working capital channel. Given the
existence of financial repression in Iran’s money market (administrative
determination of bank interest rates, which in most periods are set below
inflation), answering the question of whether this mechanism is active in the
Iranian economy is of great importance. For this purpose, using annual data
from 356 listed companies during the period 2004-2023 (1383-1402 in the
Iranian calendar) and employing the dynamic panel GMM estimation method,
the effects of monetary variables (bank interest rates and liquidity growth) on
firms” working capital have been examined. The estimation results indicate that
bank interest rates have a negative and significant effect on firms’ working
capital, while liquidity growth has no significant effect. Moreover, decomposing
the operational working capital ratio into two components—the inventory ratio
and the trade credit ratio—shows that bank interest rates affect the overall
operational working capital ratio only through a negative effect on the trade
credit ratio. The findings also reveal that the effect of bank interest rates is not
uniform across firms and is stronger for smaller firms and those with higher
leverage. In addition, the working capital of firms with a considerable share of
imported inputs is not affected by bank interest rates. Based on the results, it is
recommended that policymakers take into account the negative side effects of
interest rate increases, which may manifest as a reduction in the supply side of
the economy.
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Introduction

Based on the working capital channel of the monetary transmission mechanism (as the most important
supply-side transmission channel), contractionary monetary policy (increasing interest rates or reducing
monetary aggregates) can, through increasing the cost of financing working capital, reduce access to
working capital and thereby affect firms’ performance. Introducing the supply-side transmission channel
of monetary policy is important because monetary policy, regardless of the demand-side conditions of
the economy, can influence the real sector. Working capital has high significance in the Iranian
economy, with a large share of banking facilities being allocated to this purpose. At the same time, Iran’s
financial system has been subject to financial repression, with bank interest rates administratively set
below the expected inflation rate in most periods. Hence, under these specific conditions in the Iranian
economy, the key question is whether changes in monetary variables such as interest rates or monetary
aggregates can affect real sector performance through the working capital channel.

The traditional approach to the monetary transmission mechanism has been through the aggregate
demand side of the economy, such that changes in monetary variables affect the economy via changes
in the components of aggregate demand, such as investment and consumption. Studies such as Barth
and Ramey (2001) proposed the supply-side channel of monetary transmission, which has been
empirically confirmed in numerous studies. Research in this area has largely focused on conventional
monetary policymaking mechanisms, while the innovation of this study lies in examining the activity of
this channel under conditions of financial repression.

Methodology

As noted, the objective of this research is to investigate whether changes in monetary variables (interest
rates and monetary aggregates) under the financial repression prevailing in Iran’s economy can lead to
changes in working capital. To answer this question, annual financial statement data from 356
companies covering the period 2004—2023 (1383—1402 in the Iranian calendar) have been used. The
main dependent variable in the regressions is the ratio of operational working capital, along with its two
subcomponents: the inventory ratio and the trade credit ratio. The data have been modeled using a
dynamic panel GMM model, estimated with the Arellano-Bond (1995) method.

Results and Discussion

According to the results of the main model estimation, changes in bank interest rates have a significant
and negative impact on firms’ working capital. However, changes in monetary aggregate growth
(liquidity growth) have no significant effect on working capital.

Regarding other explanatory factors of working capital, at the firm level, profitability and firm size have
a positive relationship, while cash flow and leverage ratio have a significant negative relationship.
Among macroeconomic variables, higher economic growth, intensification of sanctions (lower oil
revenues), and instability in the foreign exchange market can increase the ratio of operational working
capital.

Furthermore, decomposition of working capital and its separate examination show that interest rate
changes have no significant effect on the inventory ratio but significantly and negatively reduce the trade
credit ratio. According to the estimates, the import dependence of input procurement is a determining
factor in the extent of interest rate effects on working capital. Import-oriented firms’ working capital is
not affected by bank interest rates, while export-oriented firms’ operational working capital is more
strongly influenced by interest rates. In addition, the findings show that the impact of bank interest rates
on working capital is greater for smaller firms compared to larger ones, and higher for firms with high
leverage (greater dependence on debt) compared to others. Thus, the effect of interest rate changes on
firms is not uniform and varies depending on the degree of export/import dependency, firm size, and
reliance on debt and banking facilities.
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