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Abstract

The purpose of this paper is to investigate the effect of stock market demand
side shock on a selection of macroeconomic variables with the approach of
stochastic dynamic equilibrium (DSGE) models. For this purpose, data from the
period of 1368-98 with seasonal frequency have been used. In general, capital
market shocks can affect macroeconomic variables in two ways. The first route
is household consumption expenditures and the second route is corporate
investment expenditures. Therefore, the direct effects of stock price fluctuations
on total expenditures have made the stock market known as a leading indicator
in the economy and therefore have been considered in experimental studies. In
this study, the shock from the capital market area is considered based on the
market demand segment, in which the tendency of households to keep their
assets in the form of stocks increases. The results show that private investment,
production, inflation and consumption expenditures increase and interest rates
decrease with the shock of a measure deviation from the demand side of the
stock market.
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1. Introduction

Recent economic events, beginning with the crisis of 2007, show that the
financial sector plays an important role in the economy as a source of
fluctuations in business cycles.

Financial markets, and especially the stock market, affect the behavior of
businesses and consumers through the effect of consumption and investment.
Fluctuations in the total stock price index through the channel of the effect of
wealth and the effect on the level of investment affect the real activities of the
economy. In the stock market, financial transactions are related to the
consumption and investment decisions of individuals and firms through the
supply and demand of securities (Komijani and Soheili Ahmadi, 2012).
Companies raise the funds they need to invest through the sale of securities. On
the other hand, by investing in corporate securities, individuals obtain salaries
and receivables in the real markets of companies, which causes people's assets to
shift from consumption to investment. Since individuals 'decisions about
consumption or investment reflect the total demand for securities, and
companies' decisions about investment, which reflects the total supply of
securities, are affected by the price and return of securities; Individuals and
companies can make their own consumption and investment decisions based on
supply and demand and the price of securities (Copeland et al., 2005). Therefore,
whether the shock in the stock market is due to market demand or supply side,
can have different effects on economic variables.

2. Theorical litreture

Regarding the relationship between the financial sector and the real sector of
the economy, Bernanke and Gretler (1989) conducted the first study. Kyotaki
and Moore (1997) offer another approach to adding financial transactions to a
macroeconomic model. In this literature, three possible channels of interaction
between the real sector of the economy and the financial sector are identified:

From the real economy to the financial markets: recessions impact the
lending/borrowing behaviour of banks (mostly in terms of risk taking);

Amplification (by financial frictions): when financial frictions (i.e.
imperfections) are prevalent, financial markets do not work smoothly, and the
magnitude of the feedback loop between the real sector and the financial sector
gains importance;
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Financial shocks (which impact the real economy): because of disruptions
in financial markets, fewer funds can be channelled from lenders to borrowers,
and the real economy is impacted.

On the demand side, stock price fluctuations, which reflect household
expectations about future wealth, affect the alternation between consumption
periods and decisions through household financial wealth. An increase in
household financial wealth indicates an increase in purchasing power and the
creation of more financial wealth. On the supply side, stock price fluctuations,
which reflect expectations about future market investment, affect corporate
investment, production, and dividends through credit constraints, physical
capital accumulation, and firm budgets (Jin et al., 2020).

3. Methodology

The purpose of this paper is to investigate the effect of stock market demand
side shock on a selection of macroeconomic variables with the approach of
stochastic dynamic equilibrium (DSGE) models. For this purpose, data from the
period of 1368-98 with seasonal frequency have been used.

Households

Households choose their decision variables by maximizing their convenience
with limited time budgets. The utility function for this group of households is
considered as MIU (money in utility function) which is a function of
consumption, labor supply and maintenance of financial assets. The utility
function of this group of households is as follows:

- (cHt-oc  11*om x{
(1) XfoB'E C;_UC - 1t+an + Uxlog (P_tt)]'/li

Where E, is the operator of expectations, 0<B<1 is the discount factor, c;is
the actual consumption of the household, I; is the supply of labor power for use
in the production process of intermediate goods, o, is the inverse elasticity of
inter-time substitution, o,, is the inverse elasticity of inter-time labor, Xth, The
index is a combination of the geometric average of monetary assets M, ”, types
of bank deposits (D;) and stocks (Z;) in the hands of households. 9, is the
elasticity of interest on demand for assets, and h is the elasticity of demand for
monetary assets, and x is all financial assets held by households. The composite
index of monetary assets based on the approach of Agner et al. (2014) is
considered as follows:
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@ x = M) (d)

Saving household

This group of households has more choices than consuming and holding
cash, such as depositing, buying bonds, holding stocks, and investing in them,
due to access to financial markets as well as earning higher incomes than
consumption needs. The household budget constraint in terms of real variables
will be in the form of relation (3).
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Economlc relatlonshlps are extracted for consumption, money holdings,
stocks, deposits, bonds, labor supply, investment, and price dynamics.
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Borrower household

This group of households does not have access to financial markets and has
no source of income other than the supply of labor, and as a result it is assumed
that they will need to obtain a loan (L}) to cover their living expenses. The
maximum loan that a bank lends to a household is based on a ratio of household
income (Rabitsch and Punzi, 2017).

4 L!cl = L™, Welie)
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The household budget constraint in terms of real variables will be in the form
of relation (5).

h
(8) cf +mg! + (1 + R, )=t = welf + m“+Qtzt+lh
t

By maximizing the utility function relatlve to the budget constraint of this
group of households and the constraint on loans, stocks, consumption, money
retention and labor supply are determined. By summing the supply and demand
of the above two groups, the supply of labor, consumption and demand for
money and stocks of society is obtained.
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Intermediate goods firms

Each firm receives a loan of L;, ) from the bank at the beginning of each
period and sells the x; deduction in the form of stock sales in proportion to y, of

the cost of capital and labor, which follows an AR (1) process. The amount of
the loan received is equal to:

(6) LY + X = ye(PRrf + PYW,Lj)

4. Data

The data used in this study are quarterly adjusted data for 1368-98 including real
GDP variables, consumer price index (CPI), real oil revenues, real government
expenditures, tax revenues, monetary base volume and .... All data have been
extracted from the time series database of the Central Bank and the Tehran Stock
Exchange.

5. Resaerch findings

The results of this estimate indicate that with a shock equal to a standard
deviation from the demand side in the capital market, private investment,
production, inflation, consumer spending increased and interest rates decreased,
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which according to the theories of these results It was as expected. Considering
the impact of the stock market on macroeconomic variables, especially
consumption and investment, it is suggested that by implementing regular rules
in the capital market, liquidity be directed to this market and financing of this
market for other regulated sectors, which can pave the way for long run
economic prosperity.
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