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Abstract

The present study deals with the design of the puzzle of financial prices
regarding the response of inflation to government spending shocks. For this
purpose, using the structural vector autoregression (SVAR) model, known as
impulse models, uncertainty effects created by the government's current
expenditures and construction expenditures and other effective indicators
such as Impulses of technology, real wages, and short-term interest rates on
inflation were examined. The data of the study was collected from the
website of the central bank, and the model is estimated to have been using
Eviews software for the years 1987-2020. The findings showed that an
impulse from private consumption and government spending increases
inflation by 2% and 1%, respectively. The response of inflation to the
impetus from the technology area is also close to zero. In other words,
introducing the technology variable into the financial puzzle of Iran's
economy will cause a slight adjustment in inflation in the short term. The use
of the technology variable will disturb the reactions of inflation and
consumption to some extent. Still, on the other hand, the use of the
technology variable will cause the government's expenses to increase. The
response of inflation to the increase in government spending, especially at
the lower limit, is an increase. Inflation's response to impulses from the
short-term nominal interest rate is from the lower limit up to five periods and
the upper limit up to two ascending periods. In the Iranian economy,
officials and policymakers do not increase the nominal interest rate in
response to the increase in inflation. This factor leads to a decrease in real
interest and reduces private economic activity as well as real wages. In
general, by looking at the results of the design of the puzzle of financial
prices regarding the response of inflation to government spending shocks, it
can be seen that in most periods, the response of inflation to government
spending shocks is incremental.
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Introduction

In this study, the response of inflation to government expenditure shocks is
investigated using the SVAR approach. Contrary to conventional views,
Protti (2005) mixed evidence of inflation response in five OECD countries,
including the United States, shows that there is little evidence to support the
popular view that government spending shocks are inflationary. Several
prominent studies of fiscal policy do not consider the price response at all,
and most authors who find evidence of a reduced or negative price response
do not attempt to provide a structural explanation for it. It is difficult to
reconcile empirical findings with traditional accounts of the fiscal policy
transmission mechanism. From a theoretical point of view, the uniform or
negative response of prices constitutes a puzzle for the new Keynesian
model. To provide a structural interpretation of the results, a version of the
New Keynesian model is proposed that includes the time-varying adoption
of new technology in the production process, as shown in recent work by
Anzo et al. (2019) and Bianchi et al. (2019). The private sector decides on
the level of use of the available technology. In response to increased
government spending, the private sector finds it optimal to increase
technology utilization rates in order to meet increased aggregate demand
despite the costs associated with higher utilization rates. Increased use of
technology increases measured productivity, consistent with the empirical
evidence presented. Provided that this mechanism is strong enough, that is,
increased use of technology should dominate the upward pressure on
marginal costs from higher wages, leading to a decrease in marginal costs in
equilibrium. Lower marginal costs pave the way for the private sector to
lower prices, thereby reducing inflation. In response to inflation, the central
bank reduces the nominal interest rate leads to a decrease in the real interest
rate. This, in turn, facilitates increased consumption. In the New Keynesian
model, a negative result between inflation and private consumption
conditional on a government spending shock is usually implied. Still, the
sign is opposite to that suggested by the data: inflation rises, and
consumption falls after a positive government spending shock. In the model
of this article, an analytical description of the parameters required by the
model to create findings is provided, which will have a wide range of
parameters. The model is then augmented with several real characteristics,
including capital formation, real wages, and consumption, and key
parameters are estimated using inflation-response matching to government
spending shocks. Also, the use of the technology variable is an essential
feature of the current model in terms of quality as well as quantity and the
empirical effects of shocks to government spending. While it is generally
believed that government spending policy - at least in the short term - mainly
affects the demand side of the economy (Blanchard and Perotti, 2002), the
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model in this paper also points to significant effects on the supply side. The
endogenous response of productivity (TFP) increases the government
spending coefficient without causing inflationary pressure in the economy.
This makes government spending more attractive as a policy tool. According
to these topics, in the present article, the response of inflation to government
spending shocks is investigated using structural vector autoregression
(SVAR) models, which are known as impulse models and can estimate the
effects of impulse and uncertainty and fluctuations created by each of the
indicators on Economic activities are calculated and paid.

Methodology

The present study deals with the design of the puzzle of financial prices
regarding the response of inflation to government spending shocks. For this
purpose, using the structural vector autoregression (SVAR) model, known as
impulse models, uncertainty effects created by the government's current
expenditures and construction expenditures and other effective indicators
such as impulses of technology, real wages, and short-term interest rates on
inflation were examined. The data of the study was collected from the
website of the central bank, and the model is estimated to have been using
Eviews software for the years 1987-2020.

Results and discussion

The findings showed that an impulse from private consumption and
government spending increases inflation by 2% and 1%, respectively. The
response of inflation to the impetus from the technology area is also close to
zero. In other words, introducing the technology variable into the financial
puzzle of Iran's economy will cause a slight adjustment in inflation in the
short term. The use of the technology variable will disturb the reactions of
inflation and consumption to some extent. Still, on the other hand, the use of
the technology variable will cause the government's expenses to increase.
The response of inflation to the increase in government spending, especially
at the lower limit, is an increase. Inflation's response to impulses from the
short-term nominal interest rate is from the lower limit up to five periods and
the upper limit up to two ascending periods. In the lranian economy,
officials and policymakers do not increase the nominal interest rate in
response to the increase in inflation. This factor leads to a decrease in real
interest and reduces private economic activity as well as real wages. In
general, by looking at the results of the design of the puzzle of financial
prices regarding the response of inflation to government spending shocks, it
can be seen that in most periods, the response of inflation to government
spending shocks is incremental.
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Structural VAR Estimates

Sample (adjusted): 1366 1399

Structural VAR is just-identified

Model: Ae = Bu where E[uu']=I

Restriction Type: short-run text form

@el = -C(1)*@ul

@e2 = -C(2)*@el + C(3)*@u2

@e3 = -C(4)*@el + C(5)*@e2 + C(6)*@u3

@ed = -C(7)*@el + C(8)*@e2 + C(9)*@e3 + C(10)*@u4

@e5 = -C(11)*@el + C(12)*@e2 + C(13)*@e3 + C(l4)*@ed +
C(15)*@u5

@e6 = -C(16)*@el + C(17)*@e2 + C(18)*@e3 + C(19)*@ed4 +
C(20)*@e5 + C(21)*@u6

@e7 = -c(22)*@el + c(23)*@e2
+c(24)*@e3+c(25)*@ed+c(26)*@e5+c(27)*@eb+c(28)*@u7
@e8 = -c(29)*@el

+c(30)*@e2+c(31)*@e3+c(32)*@ed+c(33)*@e5+c(34)*@eb6+c(35)*@e7+
c(36)*@u8

@e9 = -c(37)*@el + c(38)*@e2
+c(39)*@e3+c(40)*@ed+c(41)*@e5+c(42)*@e6+c(43)*eu7+ c(44)*@e8+
c(45)*@u9

Where

@el represents G residuals
@e2 represents Y residuals
@e3 represents C residuals
@e4 represents T residuals
@e5 represents W residuals
@e6 represents PCE residuals
@e7 represents R residuals
@e8 represents A residuals
@e9 represents P residuals
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