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theoretical efforts and various policy measures, inflation in our country has been
high, chronic, and volatile compared to most countries in the world. In studies
related to money and inflation, different approaches to money demand and money
supply can be classified into two general categories: exogenous and endogenous
money. Approaches to both the process of money creation and policy
recommendations to control inflation differ widely.

This research attempts to evaluate the endogeneity of money supply in Iran’s
economy using a post-Keynesian approach, while also exploring the nature of the
money creation process. For this purpose, the hypothesis of the endogeneity of
money supply in Iran is tested using annual data from 1357 to 1400. To measure the
endogeneity of money supply, a model with time-varying coefficients was estimated
using a two-stage estimation method and a state-space approach. The results indicate
that, firstly, money is endogenous, and secondly, the effect of explanatory variables,
including bank credits, GDP, and inflation, is not constant over time. Therefore, it is
necessary to shift monetary policies from targeting monetary aggregates to
considering the endogeneity of money.
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Introduction

The issue of endogeneity or exogenity of money has been one of the basic issues in monetary theories. Exogenous
money is often considered as a presupposition in the literature of economics, and mainstream economics has always
analyzed and evaluated the fluctuations of the money market from the demand side of money; While the supply side
is considered under the authority of the central bank, and hence the effectiveness of monetary policies has been seen
at its maximum level. On the other hand, all other factors that can be effective in determining the amount of money
have been ignored.
According to some economists, especially post-Keynesians, , money creation in practice is different from some
common misconceptions. Based on these economists, banks are not only financial intermediaries that lend out the
deposits; Rather, they themselves create liquidity. The reason why it is necessary to study the nature of money (in terms
of causality) is the fact that lack of recognition will lead to the adoption of ineffective policies to achieve the goals of
the central bank.

During the last three decades, the central banks of the world have turned to inflation targeting. Central Bank of Iran
changed its monetary policy to inflation targeting in June 2019. Therefore, it is necessary to determine policy tools to
achieve this goal. The fact that the monetary authorities want to achieve the desired inflation by regulating the volume
of money or determining the interest rate is a matter completely dependent on the money creation process.

In this research, we are looking for answers to two important questions.

1) Money supply in Iran's economy is more consistent with the theory of money endogeneity or with exogenous theory?
2) Are the coefficients of the money supply estimation model constant or do they change over time?

Method In this essay, using the study of Kim 20086, a two-step method is used to investigate the endogeneity of
money. It is worth mentioning that the methods based on time series patterns and causality tests have many
limitations, such as the dependence of the results on the selection of the interval and the failure to examine the
simultaneous relationship of the variables. On the other hand, in a method like TSLS, it is not possible to estimate
time-varying parameters, so this study introduces a method that, both examines the endogeneity of money and
determines whether the parameters are constant or varied over the time.In order to investigate the endogeneity of
money, it is necessary to examine the relationship between money supply and bank credits. Therefore the following
linear equation should be estimated:

MS, = C+ ByMS,_, + B,GDP, + BsLENDING, + B,INFLATION, + &,

The explanatory variables are LBC, the logarithm of bank credits, GDP and inflation rate, and the dependent
variable, LM2, is the logarithm of the broad money

Results : Following Kim 2006, a two-step method has been used to estimate the model. In the first
step, GDP is fitted using an instrumental regression on the following explanatory variables:
Investment on fixed capital(10),Gross export( EX),Government Current Payments(GOVC)
Next step, the fitted value of GDP is used as an explanatory variable in the estimation of the money
supply equation. According to Nayan et al. 2013, the following equation is estimated:

MS, = C+ ByMS,_; + B,GDP;, + B3LENDING, + B,INFLATION; + &,
The dependent variable M2 as money supply and explanatory variables are as follows:
(LM) lag of Money ,(LL) loan,(P1) inflation rate,(YH) Gross domestic product (net)
At first, the estimation is done using the two-step least squares method. This estimate is considered
as the starting point of the movement, and then by using the Kalman filter approach and repeating
the estimates, the final result is obtained as described in the following table.
DLM - Estimation by BFGS
Convergence in 98 Iterations. Final criterion was 0.0000001 <= 0.0000100
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Annual Data From 1358:01 To 1400:01

Variable Coeff Std Error T-Stat Signif

1. SIGMAE 0.09434 2.03068e-06  46455.33010 0.00000000
2. SIGMAV(1) 0.82235 0.00846 97.15644 0.00000000
3. SIGMAV(2) 0.00990 2.12781e-08  465439.05948 0.00000000
4. SIGMAV(3) 0.00832 1.82841e-08  454807.78569 0.00000000
5. SIGMAV(4) 0.00997 2.14259e-08  465502.94081 0.00000000
6. SIGMAV(5) 0.01257 2.38377e-06  5271.74745 0.00000000

The results of the endogeneity test show that, the value of the difference of the J statistic in the
bound and unbound state is equal to 16.9 and the probability is 0.0002, so the null hypothesis is
rejected.

Conclusion:

According to the estimated model and using instrumental regression and two stage state-space
estimation, the coefficients of the estimated models show that money supply is an endogenous
variable and not an independent variable,but It’s influenced by economic factors .Actually credit
IS one the most important of these factors. Also, the trend of the coefficients indicates their changes
over time. Based on the findings, the nature of banks is confirmed as a liquidity creation institution
in addition to the central bank. Therefore, the central bank, especially in the last two decades, has
less power in to determine and control liquidity increase.

Considering that the supply of money in Iran's economy, beside the factors affecting the monetary
base, is influenced by the demand of bank credits endogenously, and therefore the central bank
doesn’t have complete control over it. Therefore, relying on controlling the amount of money as
the monetary policy is not working and other solutions should be considered for the optimal
allocation of resources.Currently, in various studies, they emphasize the interest rate targeting
approach in economic management as a suitable and effective policy.
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