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Abstract

Financial instability causes uncertainty and a lack of transparency in the
market and decision-making processes, ultimately leading to reduced
investment and economic growth. Additionally, economic shocks alter
investors’ expectations. This study relied on the seasonal data from
1991/3 to 2021/6 in order to identify financial shocks and their impact
on macroeconomic variables such GDP, the debt-to-GDP ratio, and
financial instability. The Threshold Vector Autoregression (TVAR)
model was used to analyze the data. The findings showed that fiscal
policies (debt-to-GDP ratio) reduce GDP. Second, positive shocks from
financial instability lead to a decrease in GDP and the debt-to-GDP
ratio. In the first regime, positive fiscal policy shocks (increase in the
debt-to-GDP ratio) leads to an increase in financial instability, while in
the second regime, positive fiscal policy shocks can reduce financial
instability.

1. Introduction

Financial instability leads to uncertainty and a lack of transparency in the
market and decision-making processes, ultimately resulting in reduced
investment and economic growth. Economic shocks also alter investors’
expectations, affecting the value of current assets and influencing both the
financial and real sectors. During periods of financial instability,
government debt management needs to adopt specific strategies. The
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simultaneous occurrence of a financial crisis and an economic recession
signals a major downturn, and historical evidence shows a relative
correlation between economic recessions and heightened financial market
instability. In times of increased financial instability, the share of overdue
loans rises, and negative market sentiments reduce the value of other
financial assets. Disruptions in financial markets or a high level of overdue
loans on banks’ balance sheets can lead to an economic recession by
restricting credit flows to other sectors. Countercyclical fiscal policy can
mitigate the reduction in the private sector demand by increasing
government spending or cutting taxes, thereby compensating for the
diminished credit flows from a weakened financial sector. Furthermore,
government spending dependent on financial aid in weak sectors can
improve economic sentiments and expectations, helping to strengthen the
economy. However, financial development that facilitates easy access to
existing financial resources can increase financial instability due to concerns
about government debt sustainability. In this respect, the present study
aimed to examine the nonlinear relationship (the effects of positive and
negative shocks) between financial market instability, fiscal policy, and the
production sector in Iran.

2. Materials and Methods
This study relied on using the seasonal data from 1991/3 to 2021/6 in
order to examine the relationship between financial market instability,
fiscal policy, and production in Iran. The Threshold Vector
Autoregression (TVAR) model was used for the analysis. The primary
version of the model used in this study is as follows:

yi=[LGDP,FSlt, DFt, LCPIt, LM2{]

Due to its nonlinearity, the TVAR model can capture the varying
magnitudes and directions of shocks that can affect how variables
impact each other. Unlike the linear VAR model, where the impact of
a negative shock is merely the opposite of a positive shock, the TVAR
model allows for asymmetrical effects, where shocks of different sizes
and directions can yield different outcomes.

3. Results and Discussion

According to the findings, fiscal policies (debt-to-GDP ratio) decrease GDP,
and positive shocks from financial instability lead to a decrease in both GDP
and the debt-to-GDP ratio. Moreover, a positive shock in fiscal policy
(increase in the debt-to-GDP ratio) increases financial instability in the first
regime, but reduces it in the second regime. Also, negative shocks have
opposite effects in both regimes. This suggests that in strong regimes with
high liquidity, the debt-to-GDP ratio is lower, thus reducing the risk of
instability. However, when fiscal policies such as tax cuts and increased
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government spending are pursued in a strong economy, financial instability
may increase partly due to higher tax revenue and increased government
spending; however, these policies are less profitable. In weak, low-cash
regimes with unsustainable and income-dependent economies, the debt-to-
GDP ratio is higher, leading to greater instability. Nonetheless, appropriate
fiscal policies can prevent financial instability even in weaker regimes,
promoting significant economic growth without increasing the risk of
financial instability. The estimated TVAR model indicates nonlinear effects
in the response of variables to exogenous shocks. Based on threshold effect
tests in the first model (production response), the optimal threshold value
(liquidity difference) is 0.4794. Periods where the threshold variable is less
than 0.4794 are categorized as low regime, while other periods are
categorized as high regime. In both regimes, a positive financial instability
shock reduces fiscal policy (debt-to-GDP ratio). In the first regime, a
positive fiscal policy shock (increase in the debt-to-GDP ratio) increases
financial instability, while in the second regime, it reduces financial
instability.

4. Conclusion

The present study employed the TVAR model and the seasonal data from
1991 to 2021 in order to examine the relationship between financial market
instability, fiscal policy, and production in Iran. Unlike the linear VAR
model where effects of negative and positive shocks are symmetrical, the
nonlinearity of the TVAR model shows that the size and direction of shocks
impact how variables interact, thus leading to different outcomes. The
findings revealed a nonlinear response of variables to incoming shocks. The
TVAR model results, based on threshold effect tests in the first model
(production response), identified an optimal threshold value of 0.04794.
Periods below this threshold are categorized as low regime. The
instantaneous response functions indicated that positive shocks in financial
instability negatively impact GDP in both regimes. Generally, financial
instability causes market uncertainty and a lack of transparency, leading to
reduced investment and decreased economic growth. Additionally, positive
shocks of fiscal policies (e.g., the debt-to-GDP ratio) decrease GDP in both
regimes. The instantaneous reaction functions showed that a positive shock
in financial instability reduces fiscal policy in both regimes. According to
the results, a positive shock in fiscal policy increases financial instability in
the first regime, while it decreases financial instability in the second regime.

Keywords: Fiscal Policy, Financial Instability, Production, Threshold
VAR
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