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Abstract

The experience of the world economy over the last few decades shows that herd behavior
is one of the main factors in the formation of financial crises. In identifying the causes of
such behavior, economists have pointed the finger of accusation at various factors, and it
can be said that monetary policy is at the top of this list. Because of the harmful effects of
herd behavior on stock market, identifying the factors influencing this type of behaviour
can be of great importance. As a result, the main objective of this study is to investigate the
effect of monetary policy on the formation of herd behavior in Tehran Stock Exchange. In
this regard, using the monthly data from April 2009 to March 2021 and using the non-linear
STR-GARCH model, the effect of monetary policy on the formation of herd behavior in
the Iranian stock market was investigated. This method allows the researcher to model the
non-linear pattern in herd behavior. In the estimated model, Chang et al.’s index (2000) was
used to measure the dispersion of stock returns around the market return, also, the monetary
policy variable (growth of liquidity) was used as threshold variable. By choosing this
variable as a threshold variable, we can check whether changes in this variable can lead to
a transition from a rational regime to a herd regime or not. The results of the study indicate
that herd behavior in Tehran Stock Exchange has a variable behavior over time and the
linear model is not suitable for investigating such behavior. Also, the results of the research
show that based on different values of liquidity growth variable, the behavior of investors
changes, so that for monthly liquidity growth values smaller than 2.3%, rational behavior
is observed in investment decisions, but with an increase in the growth rate of liquidity and
crossing this threshold, over time, herd behavior becomes the dominant behavior in the
stock market.
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1. Introduction

In financial markets, herding is an important behavioural phenomenon (Huang
and Salmon, 2009) and refers to a process in which market participants imitate
each other's actions. Monetary policy may potentially play a role in this process
and send strong signals that may coordinate the behaviour of similar investors
through two channels. First, monetary policy, through its information content, can
affect investors' economic expectations and sentiments, which in turn can lead
investors to react simultaneously and in a similar direction. Lutz, 2015; Galariotis
et al., 2018). Second channel is through risk management measurement models,
which are commonly used for regulatory purposes and may lead to similar
investment decisions (Krokida et al., 2020).

Financial variables, because they are directly related to human behavior, are
mostly non-linear in nature. The herd behavior variable is also likely to follow
such a pattern. Stock market participants may show different behavior when faced
with the same conditions at different times. In other words, herd behavior may be
formed in some periods and not dominate the market in some periods. It is also
possible that this non-linear behavior occurred in response to some important
economic variables such as monetary policy. The use of linear methods, when the
variable under investigation follows a nonlinear behavior, can lead to serious
specification distortion and make it difficult to accurately estimate the
coefficients. Also, under linear models, it is not possible to investigate the effect
of monetary policy on the behavior of stock market participants between two
rational and herd regimes. Based on this and in order to overcome this problem, in
this study, along with the estimation of the linear model, the non-linear STR-
GARCH model has also been estimated. In this regard, the main objective of this
study is to investigate the impact of monetary policy on the herd behaviour of
investors in the Tehran Stock Exchange using a nonlinear model.

2. Methodology

In this study, smooth transition regression method is used to investigate the effects
of monetary policy on herd behavior. Of course, considering that in financial
markets we are facing the problem of conditional variance heterogeneity in most
cases, the generalized autoregressive conditional heteroscedasticity method has
also been used to model the variance of regression error sentences. In other words,
the method used in this research is the STR-GRACH method. The reason for
using the smooth transition regression method is that this method enables the
investigation of non-linear behavior in herd behavior. In other words, there is no
requirement that the stock market always behaves like a herd. Herd behavior can
exist in some periods and in some other periods we can witness the existence of a
rational behavior or the absence of herd behavior.
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3. Data

The data used in this study includes the monthly data of the Tehran stock market
between April 2009 and March 2021. The number of companies included in the
sample related to the dispersion of the returns of the shares around the market
returns in each period is different and includes all the companies that have an
open symbol in that period and were traded in the Tehran Stock Exchange.

It should be noted that the transition variable used in this study is the liquidity
growth rate variable (as a proxy for monetary policy). The stock price data was
extracted from the Tehran Stock Exchange and the liquidity data was extracted
from the Central Bank of the Islamic Republic of Iran.

4. Discussion

The main purpose of this study is to investigate the effects of monetary policy on
herd behaviour in Tehran Stock Exchange. In this regard, in addition to estimating
the linear model, the nonlinear STR-GARCH model is also estimated using
monthly data from April 2009 to March 2021.

The results of the study indicate that the herding in the Tehran Stock Exchange
has a time varying pattern and the linear model is not suitable for examining such
behaviour. Based on different values of liquidity growth variable, investors'
behaviour changes. For monthly liquidity growth values smaller than 2.3%, we
observe rational behaviour in investment decisions, but with increasing liquidity
growth rate and passing This threshold, over time, herding becomes the driving
force behind the decisions of investors.

5. Conclusion
The results of this research are completely in line with previous studies conducted
abroad. Among these studies, we can mention the study of Krokida et al. (2020)
and Gong and Dai (2017), in which the researchers came to the conclusion that
expansionary monetary policy can cause the formation of herd behavior in the
stock market. In fact, due to its important role in the economy, monetary policy
has a coordinating feature between stock market participants, and if it is
implemented in an unexpected way, it can surprise investors and create uncertain
conditions that are the basis for the formation of herd behavior. is to provide
Based on the results, it can be stated that policymakers and economic planners
of the country should be cautious in implementing monetary policy, especially
expansionary monetary policy, because if the growth rate of liquidity exceeds the
threshold, it will induce herd behaviour in capital market investors. Given that, in
the event of a herd behaviour, investors rely solely on the predictions and analysis
of others and they will trade without using the fundamental information available
to companies and industries. The formation of such behaviour can have several
negative effects for the capital market and country's economy. In fact, because one
of the main reasons for the formation and collapse of stock market bubbles is the
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herd behaviour and stock market bubbles in addition to the nominal effects, can
also have real effects on the economy, the occurrence of the herd behaviour will
be harmful to the economy. Bubble formation as a result of herd behaviour can
lead to inefficient allocation of capital and overinvestment in the stock market and
through wealth effect and other channels its collapse can affect economic growth
and real consumption.
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Tab. 1: Descriptive statistics
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Tab. 2: The results of ADF unit root test
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Tab. 3: Nonlinearity test results

5 1y ¥ Y s ) aidy
Yiva ¥/o) v/o5 v/sa v/¥a VI¥Y LM 3,LI ,laéo
ofee ofeN ofee ofee s A Jless ! i3,

(35855 sloaBdly xie) JUS! ke (gl alge daBg o

bt o 4oy oS (Sl Ad) pate Jol d5ye Ay jody g s odalin T Joia 53 45 psblen
s By (Wlosd (g byt plgicas o)yt cnl slaaidy ile gl a5y o] el 35
e Olgisds (it 0dd o)y S psie (e I (VAMN) Lol 3 dlaidin Ballas sl 04 3y (390
eiie pgw 4By (sl oo pl NS5 (R Gluebl LTy (g (o i 8s )3 oS 29 e Ol wili]
pow 4y i dalgd odlatwl ] 5l dals] )3 a8 (laslinl yuie o wlolpl p .l 03l Fy (Soad b, Fp
Pl anlio Bl jiito (lsisar (Sak 45) 250 yite pges Ay 45l D5y Anlgs (Sl AS) &5 puite
Nigh on piiin 2By (oS b Vgonn (S0 2y £ (slaodld e ol Jol tal i BB (63 25 6 393 00
A oS B il 2y o ypo 3L (SHILL ploew il Vb sl (Suais S5 calples
Wby &S ol b ol 8l o 31 anle win AdBy L Yoams 5 (oobatdl (olapisio ;503 5 (Sl
g el gailil it plgieds eyl pgus
(LSTR L ESTR) Jis] ab 55 &5 sl (6500 cdns &l yo 13 anlio wlis] pito Bl 1 ymy
¥ s 5 09oil ol @l e odlaal (VARE) Uyugul i (35 cigeil 51 osbatecul sl 9 bl
0sd (5)l3S Jgi nl o & Sgal aw plie 39500 csalie Jgax (ul )3 oS gblen el oud (5))5S
5 s ol i JU) b oS 030 i ol o Bl 35F 8)led Cygel 5 ) Blads (y90)] yheo Ay 3
ESTR Juo &jgo cpl p3 s oo 5y HY &5 8 g ud o5 5y HY &5 3 oS Sjg0 0 ] SiiwnY g9

Dy )JLAM)L.A

JES! a0l g95 S (4905 gl i€ Jou>
Tab. 4:The results of transfer function type selection
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Tab. 5: Investigating herd behavior using the linear model
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Tab. 6: Investigating herd behavior using the linear GARCH model
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Tab. 7: Investigating herd behavior using the nonlinear STR-GARCH model
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