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Abstract

The purpose of this study is the investigating of the government spending effects on
the important macroeconomic variables in the Iranian economy in terms of full reserve
banking. To achieve this goal, a stochastic dynamic general equilibrium model of the new
Keynesians is designed by considering the full reserve banking system (FRB) and in view
of the Iranian economy realities and then examines the effects of the impulse under two
financing scenarios -with and without money creation. After the determining of the model
input values and estimating the parameters by using quarterly data of Iran’s economy
during the period of 1991-2020 by the Bayesian estimation method, the results of the model
variables simulation indicate the validation of the model in describing the fluctuations of
the Iran’s economy. Examining the dynamics of the model shows that the response of the
important macroeconomic variables such as production, inflation, consumption and money
supply to the impulse of government spending are very similar under the two scenarios.
in general, money creation under full reserve banking system causes the reducing of the
government debt. The effectivity of the monetary policy increases because by increasing
of the deposits, the reserves of the central bank increase by the same amount, or in other
words, one hundred present reserves for deposits occurs, which in turn leads to a decrease
in money without support or Money supply. Theoretical and empirical results also confirm
that under one hundred present reserves banking, monetization of the government budget
deficit, in addition to a significant reduction in the government debt, leads to a further
reduction in the inflation, increasing of the consumption and the boom in the production. In
other words, the FRB generate more capacity for fiscal policy.
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1. Introduction

A coherent relation between the real sector and the monetary sector is the primary condition
for efficient performance in any economic system. A stable and durable equilibrium in
economics is obtained when the two sectors, with their interconnected relations, make
conditions ready for achieving equilibrium.

Evidence specifies that the function of fractional reserve banking, even after the
financial crisis of 1930, worsened financial instability in the economic system. Such a
disorder is widely attributed to a lack of attention to the dual roles of banks, both as a
payment system and a financial intermediary system, that guide savings to investment
(Dimand, 1993). During the 1980s, bank failures became a common phenomenon before
economic crises, in a manner that bank loans went through a cycle that ultimately led to
bank failures and loss of big loans (Al-Jarhi, 2004). There are signs that fractional reserve
banking may limit the central bank’s ability to supply money, while at the same time it
provides banks with too much power and incentive to create money. Thus, to make reforms
in the fractional reserve banking system, the full reserve banking (FRB) system was
suggested by economists.

Under FRB, it is not allowed to create private money. Nowadays, this is actually means
that bank cannot create money for long time due to bank deposits and its lending procedure.
This is synonymous with the condition that either a commodity (e. g. gold) or governmental
money (i. e. government securities, cash and central bank reserves) would have to back
each deposit. FRB is tasked with the aim to separate the financing system from the
payments system, while also aiming to sever the relation between credit policy and
monetary policy.

According to the statistical reports of the Central Bank, in the period from 2010 to 2019,
the investigation of the growth of payment facilities (26%), liquidity growth (26.5%) and
economic growth (0.5%) indicates that, in the Iranian economy in recent years, despite the
growth of variables such as money supply and liquidity, the real part of Iran's economy has
not benefited much from this growth.

2. Methods

This study will employ several techniques for gathering data, including a library type, a
documentary branch, and the use of databases, such as those of the Central Bank of the
Islamic Republic of Iran and the World Bank (WDI). Based on the characteristics of the
Iranian economy under full reserve banking, a random dynamic general equilibrium model
was developed for the period 1991-2020. We will also use typical econometric methods to
evaluate the study hypotheses. This enables us to assess the effects of the impulse under
two financing scenarios -with and without money creation. It should be noted that the
models were estimated in the Dynare program space under MATLAB software.

3. Discussion

Impulse Response to Government Consumption Expenditure show that, with the increase
in the government's current expenditures, the government's budget has faced an imbalance,
and it will be necessary to cover this deficit from various sources, such as borrowing from
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the central bank and issuing bonds. In both cases, current government spending increases
for a period and returns to its stable state in the long term. under FRB With the creation of
money, when the current expenditure of the government increases Therefore, the central
bank provides these expenses for a short period of time by issuing reserve This work at the
beginning of the matter leads to Credit crunch Bank. But the only way to ensure That FRB
will not cause credit crunch, it is to allow the banks to borrow from the central bank to
provide investment facilities. As a result of this decision, increased production financing,
increased Investment and production. An increase in production requires more labor, so the
level of employment as well Increases in line with production. Inflation temporarily
increases for several periods and then decreases. The results of the development of
production, employment and inflation under FRB - with or without money creation - very
similar.

In case of government spending impulse, for a short period of time, the government
experiences a large budget deficit the government's gross debt will increase first and then
it slowly reaches a steady state. under FRB without creating money, increasing debt of the
government is due to the increase of 3 periods in the bonds held by the private sector. so,
give the public sector increases the wealth of the private sector for example, the net wealth
of the entire private sector is exactly equal to the gross debt of the government, but initially,
due to the substitution of government expenditures instead of private expenditures, its
effect on the increase in household consumption expenditures is not very high. Over time
with debt reduction government and the reduction in bonds held by the private sector,
household consumption will peak with a large increase and after that, after 28 cycles, it
returns to its constant level. be made in general, it can be said that although the amount of
government debt at first increases but by creating more money in the long run and due to
the downward trend of bond interest rates, debt and the government budget deficit also the
process of reduction goes through. In other words, the government no longer has to issue
bonds with the same interest rate as before. For this reason, the interest rate of the bonds,
which was increased for 2 periods at the beginning, is being reduced slow.

4, Conclusion

After determining the input values of the model and estimating the parameters by using
quarterly data of Iran's economy during the period of 1991-2020 by the Bayesian
estimation method, the results of model variables simulation indicate the validity of the
model in describing the fluctuations of the Iran's economy. Examining the dynamics of the
model shows that impulse Response to increase the Government Consumption
Expenditure for several periods will cause a budget deficit and an increase in bond rates
(if bonds are issued), but the result of bond rates in the case of money creation will be the
opposite of the previous situation. Borrowing from the central bank increases the monetary
base in the first stage. But from the other channel, which is the debt of the government to
the central bank, over time, it becomes a debt-free government, and in this way, the
monetary base decreases and, accordingly, the liquidity decreases. In the second stage,
with the change in the ratio of legal reserves, the increasing coefficient of money decreases
and as a result, liquidity decreases again.
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Now, under one scenario, the government provides part of its budget deficit from

reserves. Due to the reduction of banks' liquidity and to lone investment facilities, the central
bank makes available money to commercial banks on a daily basis or between rounds. Banks
lend this loan to businesses, which use this money to buy consumer inputs and invest them
in short-term and long-term assets. As a result of this, production and consequently
employment increases, and inflation, which initially increased temporarily due to the
increase in demand caused by government spending, gradually decreases with the increase
in production and decrease in marginal cost. The movement process of these variables is
similar under two scenarios. Overall, the results confirm that FRB can create more capacity
for financial policies.
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Diagram 2. Prior and posterior distribution of the estimated parameters (Authors, 2021).
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Diagram 3. Brooks and Gelman multivariate diagnostic test (Authors, 2021).
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Diagram 4. Mechanisms for transferring the momentum of government spending (Authors,
2021).
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Diagram. 5. Response of variables to government spending impulse under FRB
with and without money creation (Authors, 2021).
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Fig. 2. Reserve 100% of deposits Fig. 1. Balance sheet of commercial banks
before full storage
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Fig. 3. Separation of monetary and credit functions of the bank system
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Fig. 4. Settlement of part of the banks' debt to the central bank by buying government bonds
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Fig. 6. Elimination of lending by banks and elimination of deposit security and protection of
banks by the central bank in cases of bankruptcy and...
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Fig. 9. Payment of shareholders' equity to reduce the size of the balance sheet
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Tab. 1. Information on structural and calibrated parameters of the model
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Tab. 2. Estimation of model parameters based on Bayesian method using seasonal data of
1370-1399
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Diagram 1. Brooks and Gelman's univariate diagnostic test (Authors, 2021).
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