Economic Research and Perspectives
Original Research Article/ Vol.25, No.4, 2025, pp: 313 -338

https://dx.doi.org/.10.48311/ecor.2025.24057

Optimizing Iran’s Monetary and Fiscal Policy under Conditions

of Fiscal Dominance

Ali Sobhani !, Ali Taiebnia?

1. PhD student in Economic Sciences, Monetary Economics, Department of Economics,
Faculty of Management and Economics, Tarbiat Modares University, Tehran, Iran.

Email: ali.sobhani@modares.ac.ir

2. Full Professor of Economics, Department of Islamic, Institutional and Social Economics,
Faculty of Economics, University of Tehran, Tehran, Iran. (Corresponding Author)

Email: taiebnia@ut.ac.ir

Abstract

Article information

The high average inflation rate and its volatility—two
indicators of macroeconomic instability—have been
persistent features of Iran’s economic landscape in
recent years. This study identifies fiscal dominance as
aprincipal driver behind the expansion of the monetary
base and the rising inflation rate. Evidence from other
countries suggests that coordinated fiscal and monetary
policies have been instrumental in mitigating fiscal
dominance by preventing the transfer of government
imbalances to central banks and banking systems. One
commonly adopted strategy to curb fiscal deficits has
been the issuance of government debt bonds. When
bond issuance and yield rates increase, governments
tend to restrain deficits and reduce reliance on banking
networks. In this study, the impact of bond yield rates,
as well as the interest and fees paid by the government
for domestic and foreign financing—as recorded in
annual budget documents—on fiscal dominance is
examined using the Generalized Method of Moments
(GMM). The findings reveal that bond yield rates in
Iran have not significantly reduced fiscal dominance.
However, interest payments and fees associated with
domestic and external financing have had a mitigating
effect on fiscal dominance.

Review History:
Received: dec. 15, 2024
Revised: Jan. 5, 2025
Accepted: jan.24, 2025
Published online: sep. 15, 2025

Keywords:

Fiscal Dominance
Fiscal Policy
Inflation Rate

Monetary Policy

JEL Classification:
EO,E4,E6.

Corresponding Author:
taiebnia@ut.ac.ir

Copyright© 2025, the Authors | Publishing Rights, ASPI. This open-access article is published under the terms of the Creative

NonCi

C Attributi cial 4.0 Inter

| License which permits Share (copy and redistribute the material in any

medium or format) and Adapt (remix, transform, and build upon the material) under the Attribution-NonCommercial terms.


https://dx.doi.org/10.22034/25.1.1
https://doi.org/10.48311/ecor.2025.24057
https://doi.org/10.48311/ecor.2025.24057
http://orcid.org/0000-0003-0171-5932

Economic Research and Perspectives
Original Research Article/ Vol.25, No.4, 2025, pp: 313- 338

Aim and Introduction:
Prriittttt ifflttinn add its flttt ttt isss vvve mmrddd ss fff iii gg hhrrttt rrittiss

ff Irnn’s mmmmmin rttttt  yrrr,, iiii gg eerisss hhllIsssss to mrrr mmmmunmmm
ttiii lity. ssss vvvirmmitt ff cccrrtiitty sss ttt rrirrttdd tee iiii ssss llimtte
nnn nnnnmimmm mmmnttith t° ffff ieeeee of fttrre ciiii ti....

. rrr iing to tiis ttyyy, ficell mmnttt inn—fff iddd ss tee ifflnnnee of
vvvrrmnitt ettt tty reee ttisss nn mtttt rry 111 icy—is a eett rll fttt rr iiii nd
tee inflttirrrr y tr....  .n cerrrr iss ff ficcll dmm,,,,,, ,iccll 1l iyymrrir s
rrirritiee tee mitttt ittt inn ff gggett fffiiit,, iirrrrrr iigg tee oottt riitts
imeeeed by tee mtttt rry attrrr ity. ssss is rrr tilll rrly vvitttt  in vvvlliii gg
ttttt  tiss nnnnmnnnnn rruee iil rrrrr .. Tee vl ttility ff i1l revsssss fftnn
rssllts in iiii ccill iddd ficcll 111 iiiss, tee fffttt s ff wii hh rre uueeeeeett ly
trsss frrrtt t tt mm ittt rry att rr ity.

00 r1TT SS8 tii § isS,,, mmmvvve 1reeeeee tee sstlll ihhmttt ff frriinn rrr reccy
rssrrve ttttttt t iimdd at limitigg ficcll mismmmmmmmmHwwvir, in
ittt ittt illll ettt ttt s rree ttt rriddd yy ettt ttt e vvvermmndtt ,,  lkkk ff
trsss rrr yyyy, ddd wkkk hhhrreeee e tee rll e ff Iww relll ttrry msssrrss Il eee
vvvr rr vvii 1 ffff fiii ttt .

Ittt ,,,, ,,, ttriss tttt vvve cccsssffllly rdddddd diccll mmneeeee eeece
imll emttt dd rrrr ii ttt dd ficcll ddd mtttt rry 111 iciss. A ii vtt 1l ttrtt ggy mnggg
tssse ttttt tiss sss bnnn tee eee ff vvvrrmnitt sssss so fieeeee eeciiit..
vvvvvv vv bddd isseeeee nnd yilld rttss irrr sss,, gvvrrmnitt s mmmmmmir e
ficcllly diccill ittt ttt t ~ tsss frr fwwr imlll sssss st tiiiiiii i1l iiem.

ssss ttyyy invsstittt ss tee imtttt ff vvvrrmnitt dddd dill d rtt ss, 11 ggg with tee
itt rrsst ddd fsss 1ii d frr oomsstic ddd frriinn rrr rwwin,, nn tee lvvel ff ficcll
mmneeeee e Ir... eee Geeerllidddee tddd ff mmnttt s (GMM) is mnil yydd frr
tee 111l ysi.. eee rssllts gggssst tttt , wii le dddd dill d rttss vvve ttt  fffttt ivily
rffffff £ fecll mmmiiiiii 11 rvvy vvwwamttt aaymttt s mm mmmotif fff £ ffiinn
TIT TWWVV VVVV VVVWIttt ttt 11 trretttt t...

Methodology:

Generalized Method of Moments (GMM)

The Generalized Method of Moments (GMM) is an extension of the traditional
method of moments, enabling its application to a broader range of models beyond
linear regression. The method of moments estimates unknown parameters by
equating population moments—functions of these unknown parameters—with
corresponding sample moments. GMM is employed due to its several advantages
over other econometric techniques.
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There are at least four key reasons why GMM is a suitable estimation approach.
First, it accommodates the inclusion of endogenous variables. One effective
strategy for addressing endogeneity is the use of instrumental variables. Second,
GMM facilitates the use of lagged values of variables as valid instruments,
providing a practical means of mitigating endogeneity concerns. Third, the
method allows for the incorporation of dynamic relationships, enabling the
inclusion of lagged dependent variables in the model. Finally, GMM is applicable
to time series data, further extending its versatility and utility in empirical
research.

Findings:

non-compliance with laws, poor legislative quality, ineffective implementation,
and lack of government accountability—Ilimits the effectiveness of regulatory
reforms aimed at reducing fiscal dominance.

did Rather, market mechanisms such as the yield rate of debt securities should be
used. The subject on which the hypothesis of the research is also based.

Discussion and Conclusion:

Givnn tee ttrttt rre ff Ir””” s mmmmmunn wii hh tttt  eerrr itiss rrrr ssttt 1l y a
small share of the national budget (during the study period of 2007 to 2019), and
considering that the rate of return on these securities is administratively set, it can
be concluded that—at present—this rate does not significantly contribute to
riiiii i1  ficcll mmneeeee ee rrr rwwigg tttttt  fffiiits in Ir’”” s mmmmmm
However, it is expected that, in the future, following current trends, this
mechanism may enhance fiscal discipline and help mitigate fiscal dominance.
The primary reason lies in the fundamental differences between developed and
developing economies. Developed economies typically possess large,
international capital markets with floating interest rates and the capacity to issue
debt securities across a range of maturities. In contrast, developing countries such
as Iran lack such dynamic capital markets, limiting their ability to finance budget
deficits through non-monetary means. As a result, these countries often resort to
borrowing from the banking system. This borrowing ceiling makes the expansion
of the monetary base—and hence the money supply—a necessary policy tool for
covering budget deficits, thereby intensifying fiscal dominance.

Unlike debt securities, which have thus far failed to reduce fiscal dominance in
Ir’”’ s mmmmmuntee sstimatdd fffttt s in tiis ttddy uusssst tttt tee ittrrsst
payments on domestic facilities and foreign financing, as recorded in the budget,
have had a more meaningful impact. These obligations are formally recognized
by the government as debt and are accompanied by designated revenue sources
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for their repayment. This acknowledgment contributes to reducing fiscal
dominance.

This finding is of particular importance: it underscores that the proper
documentation of government debt in the national budget—and the legal
obligation for repayment—is critical for improving fiscal performance. One of the
fundamental challenges crrrttt ly fiii gg Ir””” s 000000 y is tee sssecee ee a
comprehensive and transparent accounting of government debt. A substantial
portion of government liabilities to the banking system is not recorded in the
official budget, and the government assumes no formal responsibility for their
repayment. This practice has normalized fiscal dependence on the monetary
authority across successive administrations and continues to fuel the structural
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Table.1: Summary Statistics of the Model Variables
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Table.2: Results of the Augmented Dickey-Fuller Test
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1. Dickey-Fuller Test
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Table.3: Augmented Dickey-Fuller Test Results Following Differencing
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Table.4: General Estimation Metrics
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Table.5: Estimation Result
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Table.6: Results of the Test
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