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Abstract

Monetary policy is a tool through which central banks manage the supply of money to achieve their
goals, and it is one of the key elements of macroeconomic management, and its effectiveness is an
important issue in the analysis of economic policies. The usual goals of monetary policy are to achieve
or maintain full employment, to achieve or maintain a high rate of economic growth, and to stabilize
prices. For this purpose, in this research, the effects of this policy on production and employment,
which have been calibrated for the Iranian economy by considering frictional unemployment in the
form of a monetary general equilibrium model, have been investigated. The results show that the effect
of monetary growth on employment and production in a steady state may be non-linear depending on
the two parameters of labor supply elasticity and elasticity of vacancies in job matches, so that the lower
the labor supply elasticity and elasticity of vacancies in job matches, it is more likely that monetary
growth will have adverse effects on employment and production. Also, in the framework of the model,
the negative relationship between the unemployment rate and vacancies is calculated, and with the
increase of the Quarterly monetary growth rate from zero to 5%, the employment and production
values in a steady state, they increase by about 0.4%. In addition, considering the transition dynamic,
with the reduction of the monetary growth rate from the level of the benchmark case to the level
of 2.5%, the equilibrium values of the variables will converge to their new equilibrium values after
2.5 years. Therefore, it is suggested that the central bank should pay attention to the effectiveness of
monetary policy on production and employment in order to achieve macroeconomic goals in recession
and boom. And since monetary growth is not always unfavorable for production and employment, the
effect of this reduction on production should be taken into account in inflation reduction policies.
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1. Introduction

Production and employment are two important macroeconomic indicators. The
amount of production and its economic value are among the most important
criteria for measuring a country’s economic success. The employment rate is also
an important indicator that shows the health and stability of an economy. Given
that monetary policy is one of the two main tools by which government officials
influence the speed and direction of economic activities, assessing the impact of
monetary policy on the economy is very important for its successful implementation
and achievement of its goals. Monetary policy refers to the actions that a country’s
central bank takes to achieve its macroeconomic policy goals. the role of monetary
policy is a complex and controversial issue, with different schools of thought offering
different views on its effectiveness. On the other hand, today, search models are
the main theoretical tools used to evaluate various economic policies and examine
the issue of unemployment. Therefore, the aim of this research is to examine the
effect of monetary policy on production and employment by considering frictional
unemployment in the form of a monetary general equilibrium model calibrated for
the Iranian economy.

2. Theoretical framework

How monetary policy affects real variables such as output and employment has
been the subject of much discussion in the macroeconomic literature. In general,
the classical economists emphasize the ineffectiveness of monetary policy on real
variables such as output and employment, while the Keynesians emphasize the
effectiveness of monetary policy on real variables such as output and employment.
The Great recession of 1929 profoundly changed views on the role of money and
monetary policy as a tool for stabilizing the economy. From then on, monetary
policy was seen as an ineffective approach to dealing with recessions. Until the
early 1960s, Keynesian thinking saw little role for money and monetary policy
in determining economic activity, and fiscal policy was seen as the primary tool
for stabilizing the macroeconomics. While Keynesian theory was still dominant,
an intellectual challenge was emerging that later became known as the Monetarist
Counter-Revolution. The core message of monetarism had a lasting impact on
monetary policy and theory.

3. Methodology

In the present research, the effect of monetary policy on production and employment
has been investigated using a monetary general equilibrium model and calibration.
MATLAB software has also been used in data analysis. In the model, we have
three different parts: household, firm, and monetary authority. A representative
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household maximizes its expected intertemporal utility due to its budget constraint.
Firms produce goods using capital and labor. Labor markets are subject to friction
because it takes time to match vacancies with labor searches, and finally money is
introduced into the model using the cash in advance constraint (CIA).

4. Discussion

The results obtained in the calibration of the model for the Iranian economy in the
steady state are: a) Within the framework of the model, by obtaining the Beveridge
curve, a negative relationship between the unemployment rate and vacancies is
obtained in confirmation of the existing theoretical foundations. b) Employment
and production in the steady state depend on two parameters in the labor market:
the labor supply elasticity and elasticity of vacancies in job matches. The lower
the labor supply elasticity and elasticity of vacancies in job matches, the greater
the likelihood that monetary growth will have adverse effects on employment and
production. ¢) With an increase in the quarterly monetary growth rate from zero to
5 percent, the values of employment and production in the steady state increase by
about 0.4 percent. d) Considering the transition dynamics, by reducing the quarterly
monetary growth rate from 5.3% to 2.5%, the equilibrium values of the variables in
the benchmark case converge to their new equilibrium values after 2.5 years.

5. Conclusion and Suggestion

In this research, the effects of monetary policy on production and employment were
investigated by considering frictional unemployment in the form of a monetary
general equilibrium model. parameters are first determined based on the calibration
method. Then, balanced growth analysis, which occurs in macroeconomics when
variables grow at a constant rate, is performed. After that, sensitivity analysis is
performed to show how changes in model parameters affect the corresponding model
outputs. Finally, convergence to new equilibrium values is examined by considering
transition dynamics. Therefore, it is suggested that, given that the elasticity of labor
supply is higher when individuals have more alternative jobs, more skills, and
more flexibility to change jobs, the aforementioned issues should be considered
due to their impact on employment. Also, due to the impact of monetary policies
on employment and production, appropriate policies should be adopted to improve
the situation of the Iranian labor market and eliminate the existing imbalances in
this sector.
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