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Increasing asset prices above their fundamental values leads to the creation of asset
price bubbles. Asset price bubbles pose a threat to financial stability and
macroeconomic stability. However, there is no consensus on how policymakers
should deal with bubbles, and the role of monetary policy remains disputed.
Therefore, this study examines the impact of monetary policies on asset price
bubbles in Iran using data from the first quarter of 2001 to the fourth quarter of
2022 and the TVP-VAR method.

To this end, the asset price index (stock market, housing, gold, and exchange rate)
will first be constructed using principal component analysis. Then, the asset price
bubble index will be calculated using the BSADF method, showing that the asset
price index exhibited bubble behavior in two periods in 2018 and 2020. The
monetary base, interest rate, and legal reserve rate are considered as monetary
policy indicators. The results show that monetary policies have had varying effects
on the asset market bubbles over time. Additionally, the results indicate that the
monetary policy shock due to the reduction in the interest rate and the increase in
the monetary base has led to an increase in asset price bubbles, while the bubble
component of asset prices has not been affected by the shock due to the reduction in
the legal reserve rate.
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Extended Abstract

Introduction

Identifying the effect of monetary policy on asset price bubbles, especially in Iran, where assets (housing,
stocks, gold, and exchange rate) face bubbles due to various currency shocks and general price level
increases, is of great importance. Additionally, the effect of each monetary policy tool on asset price
bubbles can be different. Therefore, examining the effect of each monetary policy tool on asset bubbles
and comparing them can help monetary policymakers adopt more efficient monetary policies to deal with
asset price bubbles. This study examines the impact of monetary policies on asset price bubbles in Iran
using data from the first quarter of 2001 to the fourth quarter of 2022 and the TVP-VAR method.

Method

Most empirical studies conducted in Iran have used monetary aggregates (such as liquidity) as an indicator
of monetary policy. Given that in the short term, the volume of money and liquidity does not reflect the
state of monetary policy, because they consist of two components: the monetary base and the money
multiplier, and the central bank has little control over the money multiplier (Rezaei et al., 2019).
Therefore, this study uses three variables: interest rate, monetary base, and legal reserve rate as monetary
policy tools. Additionally, this study constructs a composite index of asset bubbles in currency, gold,
housing, and stocks. In the present study, in addition to using monetary policy tools and the composite
index of asset bubbles, which have not been used in other studies, the effect of monetary policy on asset
bubbles is examined using the Time-Varying Parameter Vector Autoregression (TVP-VAR) approach.
This approach uses dynamic nonlinear models to examine different time periods, thereby evaluating the
changing effects of monetary policy on asset price bubbles, which may vary over time according to
economic conditions and realities.

Results :

First, the asset price index (stock market, housing, gold, and exchange rate) was constructed using
principal component analysis. Then, the asset price bubble index calculated using the BSADF method
showed that the asset price index exhibited bubble behavior in two periods in 2018 and 2020.

The response of the asset price index to the expansionary monetary policy shock due to the money supply
was positive throughout the entire period. Although the impact of expansionary monetary policy
(increasing the money supply) was low in the 2000s, the intensity of this effect increased over time from
the mid-2010s. The highest impact of increasing the money supply was observed in 2018 and 2020.
Additionally, the results indicate that the size of the bubble was reinforced by the shock of increasing the
monetary base.

The effect of the shock due to the reduction in the interest rate was positive on the asset price index in all
years. However, in the second half of the 2010s, this effect was larger compared to other years. The results
also showed that the monetary policy shock due to the reduction in the interest rate led to an increase in
the bubble component of asset prices in 2018 to 2020.

The effect of the shock due to the legal reserve rate was positive in all years, and in 2020 to 2022, this
effect was larger compared to other years. The response of the asset price bubble to the expansionary
monetary policy shock due to the reduction in the legal reserve rate was positive throughout the entire
period. However, the monetary policy shock due to the reduction in the legal reserve rate cannot be the
reason for the creation of asset price bubbles in 2018 and 2020.
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Conclusion:

Given that expansionary monetary policy shocks (increasing the monetary base and increasing interest
rates) lead to an increase in the size of asset price bubbles in Iran, it is recommended that monetary
policymakers use other policies to influence economic activities when the economy is experiencing
instability and there is a possibility of asset price bubbles. Additionally, it is necessary to consider the
stability of financial markets when targeting inflation control and economic growth using monetary
policies.

Stable Economy Journal, 2025; 6(1): page145-174
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