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The objective of this study is to examine the role of the type of financial
instability indicator in the assessment of monetary and fiscal policies in Iran, with
this assessment being conducted through a comparison of pre-event and post-
event indicators. To this end, a Bayesian New Keynesian Dynamic Stochastic
General Equilibrium (DSGE) model, together with pre-event and post-event
indicators, is employed for the period from 1989 to 2022. Five types of spreads
involving the interest rate, lending rate, return on entrepreneurs’ capital, and bank
portfolio returns are used as pre-event indicators, while a post-event indicator is
employed as a measure of financial stability. The results show that increases in
the spreads between “bank portfolio returns and the interest rate” and “the
lending rate and the interest rate,” as well as negative values of the spreads
between “the return on entrepreneurs’ capital and the lending rate” and “the
return on entrepreneurs’ capital and the interest rate,” lead to an increase in
financial instability. The correlation matrix confirms convergence between the
pre-event and post-event indicators. The results indicate that, in the case of a
monetary shock, the spread between “the lending rate and the interest rate,” and
in the case of a fiscal shock, the spread between “the return on entrepreneurs’
capital and bank portfolio returns,” is a more appropriate indicator for assessing
financial stability. Furthermore, the spread between “the return on entrepreneurs’
capital and the lending rate” exhibits a stronger response to the shocks. The
results show that the response of financial stability indicators to monetary policy
shocks is stronger than their response to fiscal policy shocks. The findings
emphasize the importance of maintaining a balance between the profitability of
the banking sector and that of the real sector of the economy in reducing financial
instability. Therefore, monetary and fiscal policies should be designed in a
manner that supports the balanced development of these two sectors.
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Introduction

Financial stability plays a pivotal role in the functioning of modern economies, particularly because
disruptions in the financial system can affect credit allocation, investment, the transmission of
macroeconomic policies, and the interaction between the financial and real sectors of the economy.
Following the 2008 global financial crisis, a broad body of theoretical and empirical research has
examined the nature, mechanisms, and consequences of financial instability. However, unlike monetary
stability or macroeconomic stability in the broader sense, there is still no clear consensus regarding the
definition and measurement of financial stability. The absence of an agreed-upon definition has led to
the use of different indicators, each of which captures only certain dimensions of the financial system.
Con?equgntly, empirical findings regarding financial instability may differ depending on the indicator
employed.

ThlI; measurement issue is particularly important in studies examining the effects of monetary and fiscal
policies on financial stability. If different indicators reflect different aspects of the financial system, the
estimated effects of policy shocks may likewise be sensitive to the measure selected for financial
instability. Therefore, the issue is not merely how monetary and fiscal shocks affect financial instability,
but also whether the assessment of these effects depends on the indicator through which financial
instability is measured.

The present study addresses this question by distinguishing between two groups of financial instability
indicators, namely pre-event and post-event indicators. Pre-event indicators are measures that signal
financial pressures, risks, or vulnerabilities before financial instability fully materializes. In this study,
these indicators are constructed as financial spreads derived from interest rates, lending rates, the return
on entrepreneurs’ capital, and bank portfolio returns. In contrast, post-event indicators are based on
realized conditions and reflect the actual state of the economy in terms of financial instability. The main
objective of this study is to examine whether the estimated effects of monetary and fiscal policy shocks
on financial instability in Iran depend on the type of financial instability indicator employed, as well as
to identify the most appropriate pre-event indicators under monetary and fiscal policy shocks.

Methodology

This study employs a Bayesian New Keynesian Dynamic Stochastic General Equilibrium (DSGE)
model incorporating financial frictions, banking intermediation, and entrepreneurial activity. The model
is developed based on the studies of Bernanke et al. (1999), Gertler and Karadi (2011), Christiano et al.
(2010, 2014), and Rannenberg (2016), and is adapted to reflect the structural characteristics of the
Iranian economy. These characteristics include the bank-based nature of financing, the leverage
behavior of banks and entrepreneurs, the differentiation of lending rates, and the presence of a
government sector that finances its expenditures through taxation, bond issuance, oil revenues, and
borrowing from the central bank.

The model consists of seven agents: households, banks, capital goods producers, entrepreneurs, retailers,
the central bank, and the government. Households allocate their savings between bank deposits and
government bonds. Banks intermediate funds by extending loans to retailers and entrepreneurs.
Entrepreneurs purchase capital goods, transform them into effective capital, and lease them to retailers.
Retaif)ers produce final goods using labor and rented capital. The central bank determines the interest
rate according to a monetary policy rule, while the government finances its expenditures through fiscal
and monetary channels.

The empirical analysis covers the period from 1989 to 2022. Structural parameters are estimated using
a Bayesian approach, while some steady-state values are calibrated using data from the Iranian economy
and previous empirical studies. Financial instability is measured through two related groups of
indicators. The first group consists of five pre-event spreads: the spread between the return on
entrepreneurs’ capital and the interest rate, the spread between bank portfolio returns and the interest
rate, the spread between the return on entrepreneurs’ capital and bank portfolio returns, the spread
between the lending rate and the interest rate, and the spread between the return on entrepreneurs’ capital
and the lending rate. The second group consists of a post-event financial instability indicator, which is
derived endogenously from the financial instability condition implied by the model. After solving and
estimating the rnodef,, expansionary monetary and fiscal policy shocks are introduced. The effects of
these shocks are evaluated through impulse response functions, correlation analysis between the pre-
event spreads and the post-event indicator, and variance decomposition.

Results and Discussion

The calculation of the post-event financial instability indicator yields a negative value of FS=-12.0005,
indicating the presence of financial instability in the Iranian economy over the period under study. This
negative value indicates the existence of an imbalance between the financial sector and the real sector
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of the economy. Specifically, this result suggests that the productivity of lending and the return structure
of productive activities are not sufficiently strong to absorb the pressures arising from financial frictions,
credit distortions, and financing costs. From this perspective, financial instability in the Iranian economy
cannot be reduced to the movement of a single financial price. Rather, this instability emerges from the
configuration of returns that links the banking sector, entrepreneurial activity, and the real sector of the
economy.
The imgulse response function analysis shows that an expansionary monetary policy shock affects
financial instability through several channels. The spread between the return on entrepreneurs’ capital
and the lending rate becomes negative, indicating that the profitability of entrepreneurial activity
declines relative to the cost of external financing. This situation weakens firms’ repayment capacity and
increases the probability of default. At the same time, an increase in the spread between the lending rate
and the interest rate indicates higher credit risk and rising borrowing costs. The negative response of the
spread between the return on entrepreneurs’ capital and bank portfolio returns also indicates that banking
activities become more profitable than entrepreneurial activities. This relative increase in bank
groﬁtability, c{)articularly when accompanied by weakening returns in the productive sector, can itself
e interpreted as a sign of financial instability.
The results associated with the fiscal policy shock indicate a similar but distinct mechanism. An
expansionary fiscal policy shock reduces both the spread between the return on entrepreneurs’ capital
and the lending rate and the spread between the return on entrepreneurs’ capital and the interest rate,
thereby increasing financial pressure on the real sector of the economy. This finding is consistent with
the crowding-out mechanism: when the government’s financing needs increase, the private sector faces
more limited access to financial resources and higher borrowing costs. The spread between the return
on entrepreneurs’ capital and bank portfolio returns also becomes negative, indicating that banking
activities become more profitable relative to entrepreneurial activities. An increase in the spread between
bank portfolio returns and the interest rate confirms an increase in banks’ profitability, while an increase
in the spread between the lending rate and the interest rate indicates higher credit risk.
The correlation analysis shows that the most appropriate pre-event indicator depends on the type of
policy shock. In the case of a monetary policy shock, the spread between the lending rate and the interest
rate exhibits the highest correlation with the post-event financial instability indicator. This result
indicates that this spread is the most appropriate pre-event indicator for assessing the effect of monetary
policy shocks on financial instability. In contrast, in the case of a fiscal policy shock, the spread between
the return on entrepreneurs’ capital and bank portfolio returns performs better than the other spreads.
This result implies that fiscal shocks primarily affect financial instability through changes in the relative
profitability of the real and banking sectors.
The results also show that the spread between the return on entrepreneurs’ capital and the lending rate
exhibits the strongest response to both monetary and fiscal shocks. This finding is important because it
distinguishes between the most appropriate indicator for measuring financial instability and the indicator
that is most sensitive to polic SﬁOCkS. The spread between the lending rate and the interest rate is the
best pre-event indicator in the case of a monetary shock, while the spread between the return on
entre]?reneurs’ capital and bank portfolio returns is the best pre-event indicator in the case of a fiscal
shock; nevertheless, the spread between the return on entrepreneurs’ capital and the lending rate is the
most responsive spread in terms of the dynamics of the impulse response functions.
In addition, the response of financial instability indicators to monetary policy shocks is stronger than
their response to fiscal policy shocks. The variance decomposition results also confirm this finding and
show that monetary policy shocks account for the largest share of the variation in the post-event financial
instability indicator. This result indicates that, within the structural framework of the model, monetary
policy is the dominant source of financial instability fluctuations, and this effect operates primarily
through its impact on the interest rate, lending rate, bank portfolio returns, and the return on
entrepreneurs’ capital.
Overall, the findings of the study show that the assessment of financial instability is sensitive to the type
of indicator employed. The results emphasize the necessity of monitoring not only overall financial
conditions but also the relative configuration of returns in the banking and real sectors of the economy.
From a policy perspective, maintaining a balanced relationship between the profitability of the banking
sector and the returns of the real sector of the economy is essential for reducing financial instability. The
results also indicate that monetary and fiscal policies should be coordinated with macroprudential
considerations so that expansionary policies do not unintentionally lead to wider financial spreads,
increased credit risk, or a diversion of financial incentives from productive entrepreneurial activities
toward financial activities.
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