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Rule-based monetary policy provides a systematic framework that enhances the
effectiveness of monetary actions. However, implementing rules inflexibly without
consideration of prevailing economic circumstances can lead to undesirable
outcomes.

This research aims to clarify the nature of Iran's monetary policy from 1975 to
2023. Specifically, we investigate whether the central bank adopted an active and
targeted approach to controlling inflation or pursued a passive approach during the
studied period. To this end, we employed a Markov Switching model to analyze the
central bank's response to deviations of inflation from the target rate. The findings
indicated the existence of three distinct policy regimes: The first highlights the
central bank’s proactive approach to controlling inflation in the years 1978, 1993,
and 2005. This finding highlights the central bank's commitment to inflation control
during these periods. The second regime reveals a highly passive monetary policy
during 1983-1992, 1997-2004, and 2009-2015. This result indicates that in response
to rising inflation, the policymaker significantly increased the monetary base
growth rate, contradicting the goal of inflation control. The third regime points to a
relatively passive approach during 1975-1977, 1979-1982, 1994-1996, 2006-2008,
and 2016-2023. This finding indicates that despite understanding the inflationary
consequences during these periods, the policymaker has somewhat moderated the
growth rate of the monetary base, thereby mitigating the intensity of expansionary
policies. However, no fundamental shift occurred in the overall direction of
monetary policy, and policymakers did not entirely avoid expansionary policies.
Based on the findings, Iran's monetary policy has predominantly adopted a passive
and inflationary approach during the study period. This approach exhibits higher
persistence than the active approach. Therefore, a shift towards active, flexible, and
rule-based policymaking is essential for achieving price stability.
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Extended Abstract

Introduction

Monetary policy, a fundamental pillar of macroeconomic management, plays a central role in achieving economic
objectives, particularly price stability and sustainable growth. Rules-based monetary policy enhances transparency
and predictability, providing a systematic framework for effective policymaking. However, Lucas's critique (1976)
regarding the instability of estimated parameters in these rules challenges their practical application. This critique is
grounded in the notion that parameters estimated from historical data may become unreliable due to changing
economic conditions and expectations, resulting in ineffective policy decisions. Consequently, the mechanical and
inflexible implementation of policy rules without regard for economic conditions can lead to undesirable outcomes
(Perruchoud, 2009: 187).

The debate surrounding active versus passive monetary policy is rooted in fundamental macroeconomic
discussions. Simons' (1936) idea of relying on specific rules and Lucas' (1976) framework emphasizing a coherent
approach to policymaking have heightened the importance of this debate. Leeper (1991) classified monetary policy
into "active" and "passive." An active monetary policy approach involves the central bank actively managing
inflation through monetary instruments. In contrast, passive monetary policy describes a scenario where the central
bank does not significantly respond to inflationary deviations, adopting a more reactive stance. However, Leeper
highlighted that neither approach is inherently superior; a blend of both can effectively govern monetary policy,
depending on prevailing economic conditions (Farmer et al., 2007:2).

This research analyzes the stance and nature (active or passive) of the Iranian economy's monetary policy from
1975 to 2023. Specifically, we investigate whether the central bank adopted an active and targeted approach to
controlling inflation or pursued a passive approach during the studied period. Using a Markov-switching model, we
identify distinct policy regimes (active and passive) and examine the central bank's responses to inflation deviations.
Distinguishing between periods of active and passive policy can enhance the effectiveness of policymaking to
improve the central bank's performance in controlling inflation.

Method

Inspired by Alexeeva et al. (2022), we modeled Iran's monetary policy stance using the following policy rule:

mg, = ao(se) + fM(s) (e - m) + o ()™

Where mg, is the monetary base growth rate, m; is the inflation rate, m is the target inflation rate, and &/ represents a
monetary policy shock. The central bank adjusts the policy instrument mg, in response to the inflation gap
(deviation of inflation from the target inflation, m, - m). The parameter f™ represents the central bank's
responsiveness to the inflation gap. A negative f™ indicates an active policy, where increased inflation above target
(m, > m) leads to a contractionary response by reducing the monetary base growth rate. This approach reflects the
central bank's commitment to price stability and inflation control. Conversely, a positive f™ signifies a passive
policy; rising inflation prompts an expansionary response by increasing the monetary base growth rate mg,. This
passive approach, which may stem from concerns about economic recession or limited central bank independence,
can be inflationary and lead to economic instability.

Results:

To assess stationarity, we employed the Augmented Dickey-Fuller (ADF) test. The null hypothesis of a unit root was
rejected for all variables, confirming their stationarity at the level. The optimal number of policy regimes within a
monetary policy rule was determined using the Akaike Information Criterion (AIC) and the Schwarz Criterion (SC).
The results indicated that the MSIA model with three policy regimes had the lowest values for both criteria. It's
worth noting that the MSIA(3) model accommodates regime-dependent intercepts and coefficients for all
explanatory variables. This model was subsequently employed to examine the nature of monetary policy (active or
passive) in Iran's economy.

To examine the linearity or non-linearity of the monetary policy rule, we employed a likelihood ratio (LR) test. The
findings indicate a non-linear monetary policy rule, which implies that the policymaker has shown varying responses
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to inflation deviations from its target under various economic conditions. Accordingly, the estimation results of the

specified rule, using the Markov Switching (MSIA(3)) model, are presented in Table 1;

Table 1: Estimation Results of the Monetary Policy Rule with MSIA(3) (Research Findings)

Variable | Coefficient | Standard Deviation |  t-Statistic Prob
Regime 1
c(1) 4.49743 9.261 0.485 0.63
Inflation_gap(1) -9.20092 1.858 -4.95 0.000
Regime 2
C(2) 16.9537 1.059 16 0.000
Inflation_gap(2) 0.639248 0.17 3.76 0.001
Regime 3
c(3) 30.1962 1.163 26 0.000
Inflation_gap(3) 0.558759 0.1218 4.59 0.000
sigma 4.76181 0.5121
Number of observations: 49
Log-likelihood: -167.1597
Test Type Test Statistic Statistic Value Prob
Normality Test (Jarque-Bera Test) x%(2) 1.8625 0.3941
Heteroscedasticity Test (ARCH Test) F(1,36) 1.0236 0.3184
Portmanteau Autocorrelation Test x*(7) 6.3559 0.4989

Classification (Years)

Regime Type

Year

Average Duration (in

years)

1978 1

Regime 1 1993 1

2005 1

Total: 3 years with average duration of 1 year (6.12%)

1983-1992 10

Regime 2 1997-2004 8

2009-2015 7

Total: 25 years with an average duration of 8.33 years (51.02%)

1975-1977 3

1979-1982 4

2006-2008 3

2016-2023 8

Total: 21 years with an average duration of 4.2 years (42.86%
Probability Transition
Regime 1,t — 1 Regime 2,t — 1 Regime 3,t — 1
Regime 1,t 0.000 0.0746 0.0364
Regime 2,t 0.000 0.8634 0.1685
Regime 3,t 1 0.062 0.7951
Conclusion:

Based on the results in Table 1, the Jarque-Bera test confirms the normality of the error term distribution.
Furthermore, the diagnostic tests for heteroscedasticity (ARCH) and autocorrelation (Portmanteau) indicate
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acceptance of the null hypothesis of no heteroscedasticity and no autocorrelation in the error terms, respectively.
These findings validate the classical assumptions and the reliability of the statistical estimates.

Using the MSIA(3) model to estimate the monetary policy rule, we find that during the years under Regime 1 (1978,
1993, and 2005), with an average duration of one year, the inflation gap coefficient was negative and statistically
significant. This result indicates an active approach by the central bank in implementing contractionary monetary
policies and reducing the monetary base growth rate in response to inflation exceeding the target level. This finding
highlights the central bank's commitment to inflation control during these periods. Also, during the years under
Regime 2 (1983-1992, 1997-2004, and 2009-2015), with 25 years and an average duration of 8.33 years, the inflation
gap coefficient is 0.64, which is statistically significant. This result indicates the adoption of a highly passive
monetary policy during these periods, meaning that instead of adopting contractionary measures in the face of rising
inflation, the policymaker significantly increased the monetary base growth rate, pursuing an expansionary monetary
policy. Conversely, examining the years covered by Regime 3 (1975-1977, 1979-1982, 1994-1996, 2006-2008,
2016-2023), with 21 years with an average duration of 4.2 years, reveals a positive inflation gap coefficient of 0.56,
which is statistically significant. This result suggests that while monetary policy response to inflation during these
years remained passive and accompanied by increases in the monetary base growth rate, its intensity was lower than
in the years under Regime 2. This finding points to a relatively passive approach in which, despite understanding the
inflationary consequences, the policymaker attempted to moderate its responses but did not entirely avoid
expansionary policies.

Analysis of regime transition probabilities shows that if the economy is in regime one at time t-1, it transitions to
regime three with a 100% probability at time t. If the economy is in regime two at time t-1, it stays in regime two
with an 86.34% probability, trans to regime one with a 7.46% probability, and to regime three with a 6.2%
probability at time t. Likewise, if the economy is in regime three at time t-1, it stays in regime three at time t with a
79.51% probability and trans to regimes one and two with probabilities of 3.64% and 16.86%, respectively.

Based on the findings, Iran's monetary policy during the study period has been predominantly passive and
inflationary, exhibiting higher stability than the proactive approach. Therefore, a shift towards active, flexible, and
rule-based policymaking is essential for achieving price stability.
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