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Abstract 

Empirical studies mainly model monetary transmission mechanism and the role 

of credit channel as symmetric across business cycles. Since the degree of 

asymmetric information and information stickiness in different business periods 

varies depending on the state of the economy of each country, therefore, it would 

be necessary to evaluate credit channel by using nonlinear methods. This study, 

using time series information of the Iranian economy, assesses the impact of 

credit channel on Iran's economy by Markov Switching Vector Auto Regression 

approach (MS-VAR) and using seasonal data for the years 1990 to 2017. In 

general, it can be concluded that in boom period the effect of monetary policy 

shock leads to increased output growth by about 0.3 percent and then will 

decrease untill the end of the first year and again will increase in season 5 by 

about 0.1 percent and, subsequently, it will disappear. The effect of this shock 

during recession will increase output growth by about 0.1 percent and, then, 

decrease to the end of the first year. Again in season 5, output growth will 

increase by about 0.05 percent and, subsequently, it will disappear by the end of 

the period. Also, credit shock leads to increased output growth by about 0.25 

percent during boom period and then will be decreased. But, it is ineffective 

during recession. The results indicate that credit channel is effective during 

boom period but ineffective during recession. Furthermore, the effect of 

monetary policy on output through the credit channel during the boom period is 

more than the recession. 
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1. Introduction 

The effects of monetary policy on the general level of prices and on real sectors 

of the economy have long been one of the most important issues in 

macroeconomics. Empirical studies in this field have confirmed the early finding 

of Friedman and Schwartz (1963) that monetary policy actions are followed by 

movements in real output that may last for two years or more (Romer and 

Romer1, 1989; Bernanke and Blinder2, 1992). 

This study evaluates the nonlinear effect of the credit channel on output during 

recession and boom periods in the Iranian economy by using the Markov 

Switching Regression Model (MSVAR). 

 

2. Theoretical Background and Literature Review 

Theoretical and empirical studies have shown that monetary variables are 

effective in macro nominal variables, both in the short and long terms. Also, 

these effects are transmitted to macroeconomic target variables such as 

employment and GDP growth in the short run.  

Different views and attitudes have been raised by economic schools about the 

importance of monetary policy and its impact on real macroeconomic variables. 

Each of these schools, based on their assumptions and attitudes to economic 

issues, have proposed various channels for monetary policy to influence the 

economy. In the following sectin, different views on the credit channel will be 

discussed. 
2-1. Credit channel 

The credit channel of monetary policy transmission is a subset of non-

neoclassical attitudes to the mechanism of transmission. In other words, the 

strength and weakness of this channel can be affected by the government's 

discretionary policies in the markets or through the failure of private markets. 

The credit channel consists of two channels of bank lending and balance sheet 

(Bernanke & Gertler3, 1995).  

    The bank lending channel is briefly defined as follows:  

Contractionary monetary policy → bank deposits ↓ → bank loans ↓ → total 

expenditures ↓ → total output ↓ 

The balance sheet channel states that monetary tightening affects the borrower’s 

balance sheet and output through their net worth and cash flows. Expansionary 

monetary policy, which causes a rise in equity prices, leads to higher investment 

spending and aggregate demand because of the decrease in adverse selection and 

moral hazard problems. 

M ↑⇒ P ↑⇒ adverse selection and moral hazard↓ ⇒ lending ↑ ⇒ I ↑ ⇒Y ↑ 
 

 

                                                           
1. Romer, C. D. & Romer, D. H., 1989 

2. Bernanke and Blinder, 1992 

3. Bernanke and Gertler, 1995 
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2-2 literature review 

Table 1 reviews some of the studies on the role of monetary transmission 

channels: 

 
Table 1: Some of the studies on the role of monetary transmission channels 

Authors Place Model Results 

Tunc and 

Kılınç 

Turkey 

(2016) 

Markov 

Switching 

Monetary policy shocks have strong effects on both 

aggregate GDP, services and industrial production 

and sub-sectors during recessionary periods. The 

results are weaker for the expansionary periods 

Mahathanaseth 

and Tauer 

Thailand 

(2019) 

Panel 

Data 

Bank lending channel is an important conduit for 

the transmission of monetary policy in Thailand 

Mohsenie 

Zenouzi 
Iran SVAR 

By adding asset prices (housing prices, gold coins 

prices and stock prices) to the model, the effect of 

monetary policy shocks through liquidity shocks on 

output fluctuations is significantly exacerbated. So 

this confirms the importance of the balance sheet 

channel. 

Shahbazi et al. Iran (2018) 
Markov 

Switching 

Money is neutral in the long run, and shocks 

behave asymmetrically during business cycles 

periods. Also, credit channel is an important 

channel for transferring monetary shocks on output 

in the short run. 

 

3. Model Specification 

We used seasonal data from 1971 to 2016 (based on the base year of 2011). The 

macroeconomic variables for the estimations include growth domestic 

production without oil (GDP), Credit and M2. All variables were obtained from 

the Central Bank database. Natural logarithm of all the time series have been 

used to eliminate potential heteroscedasticity. Variables are all non-stationary.  

    The general Markov-Switching Vector Auto Regression model may be written 

as: 
 

Xt = [
X1t

…
Xmt

] = [

ϑ1 + B11Xt−1 + ⋯ + BP1Xt−p + Aiμt

…
ϑm + B1mXt−1 + ⋯ + BPmXt−p + Amμt

] 

If[
st = 1

…
st = m

]  μt~N(0; IK) 

(1) 

 

    Where K, the endogenous variable Xi js explained by an intercept term i, a 

K-dimensional autoregressive matrix B of order p, andAimμt. 

 

4. Empirical Results 

Figure 1 depicts that the regimes are classified into two groups. Regime 1 

indicates expansionary period corresponding to high mean and low volatility of 
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GDP growth rate and regime 2 indicates recession period corresponding to low 

mean and high volatility of GDP growth rate. 

 
Figure 1: Recession and Boom Periods. Source: Authors’ calculations 

 

4-1. Impulse Response functions 

As shown in Figure 2, in regime 1 the monetary policy shock increased output 

by about 0.5%, which then decreased by the end of the first year (season 4) and 

again increased by about 0.1% in the fifth season. In regime 2 (recession period), 

it also increased production by about 0.1% and then decreased by the end of the 

first year (season 4) and then increased by about 0.05% in the fifth season.  
 

 
Figure 2: Impulse responses of the variables to monetary shock. 

Source: Authors’ calculations. 
 

    In the next step, impulse response function of credit shock on output is 

presented in Figure 4. In regime 1 (boom period), credit shock leads to increased 

output growth by about 0.25 percent during boom period, which then decreases. 

But, it is ineffective during recession. 
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Figure 3: Impulse Response of output to credit shock Source: Authors’ calculations 

 
4-2. Choleski Variance Decomposition 

The result of Choleski Variance Decomposition is presented in tables 2 and 3. In the 

first period, 100% of the change in output growth is explained by the variable 

itself, indicating that output growth responds to monetary policy changes with a 

lag. From the second period onwards, the explanatory effect of credit and 

monetary policy on the variable of output growth is evident.  
 

Table 2: Choleski Variance Decomposition Result during the Boom Period 

Credit Growth M2 Growth  GDP Growth Period 

0 0 100 1 

4.621 5.865 89.514 2 

4.677 8.259 87.064 3 

4.769 8.560 86.671 4 

5.170 9.308 85.522 5 

5.570 9.418 85.012 6 

5.876 9.830 84.294 7 

6.090 10.101 83.809 8 

Source: Authors’ calculations 

 
Table 3: Choleski Variance Decomposition Result during Recession 

Credit Growth M2 Growth  GDP Growth Period 

0 0 100 1 

0.355 1.259 98.386 2 

0.40 1.377 98.223 3 

0.421 1.430 98.149 4 

0.426 1.443 98.131 5 

0.427 1.447 98.126 6 

0.428 1.448 98.124 7 

0.429 1.449 98.122 8 

Source: Authors’ calculations 
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5.  Summary and Conclusion  

The purpose of this study was to evaluate the role of credit channel in production 

during periods of recession and boom in the Iranian economy due to the 

important role of banks in financing of manufacturing companies and 

underdevelopment of capital market in Iran. For this purpose, the seasonal data 

from 1990 to 2016 and the Markov Switching Regression Model (MS-VAR) and 

regime-dependent impulse response function were used. 

The results illustrated the asymmetric effects of monetary policy on GDP growth 

and credit. Also, the credit channel was found to be an active channel during the 

boom period and had positive effects on GDP growth. But the channel was 

inactive during the recession and had no effect on GDP growth during this 

period. 

    The results of the Variance decomposition of forecast errors also indicated 

that in the boom period monetary policy and credit play a greater role in 

justifying GDP growth than in the recession period. 

    Finally, given the asymmetric effects of monetary policy on output growth, 

policy makers need to consider business cycles in their own policies. 
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