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EXTENDED ABSTRACT

Introduction

The flow of funds accounts illustrate financial transactions and the circulation
of capital among different institutional sectors of the economy. These
accounts serve as a fundamental informational tool in empirical research and
are especially valuable in analyzing the effects of monetary and fiscal shocks
on these sectors. A clear understanding of how such shocks influence the
financial behavior of institutional units can guide effective policy decisions
affecting broader macroeconomic variables. This study analyzes the effects
of a contractionary monetary shock on changes in financial assets, financial
liabilities, and net financial investment of three institutional sectors in Iran:
households, non-financial corporations, and banks. Net financial investment
is defined as the difference between financial assets and financial liabilities.
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The contractionary monetary shock is interpreted as an increase in the
required reserve ratio.

In the realm of monetary policy, the reserve requirement ratio is a key
indirect instrument implemented by monetary authorities to regulate banking
activities. Changes in this ratio directly affect the credit behavior of financial
institutions, which in turn influence the financial actions of non-financial
firms and households. Over the past two decades, Iran has experienced
persistent inflationary pressures, rapid liquidity expansion, heightened
speculative activity in financial and real asset markets, and an increasing need
to mobilize private sector savings to fund investments through the banking
system. These developments have made contractionary monetary policy
interventions increasingly necessary.

Methodology:

The study employs a Factor-Augmented Vector Autoregression (FAVAR)
model using annual data spanning from 1973 to 2017 (1352-1396 in the
Iranian calendar). Traditional VAR models are limited in their ability to
incorporate a large number of variables due to rapid loss of degrees of
freedom, forcing researchers to choose among variables and potentially
ignore valuable information. The FAVAR model, introduced by Bernanke et
al. (2005), resolves this issue by summarizing information from numerous
time series into one or more latent factors, which are then incorporated into
the VAR framework.

Findings:

Impulse response functions indicate that a contractionary monetary shock
caused by an increase in the reserve requirement ratio leads to a reduction in
both financial assets and financial liabilities across households, non-financial
firms, and banks. Net financial investment rises for banks and non-financial
firms in the first year following the shock, suggesting that liabilities decline
more than assets. In contrast, households exhibit a decrease in net financial
investment in the first year, due to a sharper decline in financial assets
compared to liabilities.

Conclusion:
The contractionary monetary shock suppresses production activity in firms
and reduces household income, leading to a drop in household savings—
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particularly in the form of bank deposits—and thus reducing household
financial assets. Furthermore, the increase in the reserve requirement ratio
results in more funds being held at the central bank, diminishing the money
multiplier and slowing monetary expansion. The consequent reduction in
household deposits weakens banks' lending capacities and reduces the
issuance of new household debt due to a tighter credit supply.
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