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tax rate, and oil price reduces the production gap by 0.04, 0.02, 0.03, 0.03,
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Economic Welfare, current expenditures, government construction expenditures, and liquidity
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Change Model units. Keynesian economists emphasize that regulating financial policies,
such as tax and spending adjustments, fosters economic prosperity. In
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overcoming a recession, the government’s investment spending and
expansionary financial policies can stimulate production and drive the
economy toward long-term growth.
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1. Introduction

The modern world thrives on progress and development, which humans actively drive
through their efforts. A nation’s growth, prosperity, and productivity depend on
enhancing employee motivation and performance. Countries cannot function effectively
without human resources, and their management remains critical. Since the 1980s, the
rise of budget deficits and government debt, particularly in the United States, has drawn
attention to macroeconomic imbalances. Economists have identified this issue as a
significant challenge, especially for developing nations dealing with foreign debt, high
inflation, balance of payments problems, parallel currency markets, and external shocks.
Governments require sustainable financial resources, primarily through tax revenues, to
manage economic and non-economic responsibilities. However, reliance on non-tax
revenues, such as oil and gas income, has diverted attention from the vital role of taxes,
despite repeated emphasis on their importance in national development plans.

Studies show that the welfare impact of financial and macroeconomic policies varies
depending on a country’s level of financial development. Key indicators, such as the
ratio of tax revenues to expenses, GDP, and tax bases, evaluate the effectiveness of a tax
system. In Iran, these indicators reveal a tax system heavily reliant on oil and gas
revenues, limiting the role of taxes in economic stability. Given the country’s
dependency on macroeconomic and welfare effects of financial and tax policies, it is
critical to identify factors disrupting stability. This research aims to analyze the
macroeconomic and welfare effects of financial policies and tax incentives during Iran’s
economic recession and prosperity regimes.

2. Research Method and Data

In the present paper, following the studies; Afonso (2023), Wang et al. (2023), Golpeh
et al. (2023), Ahmed et al. (2022), Chiai et al. (2019) and Kamaguchi et al. (2019) will
analyze the macroeconomic and welfare effects of financial policy, tax incentive in the
production cycle during Iran's recession and prosperity regimes. The statistical
population of this research is the data related to Iran's economy during the period from
1996 to 2022 in an annual form, which is selected in this research to estimate the model,
and we estimate the model using the Markov-Switching (MS) model in AxMetrics
software.

3. Analysis and Discussion

The results of the model estimation indicate that during periods of prosperity (or
“boom” cycles), economic welfare (IEWB), regulation quality (RQ), financial stability
(FC), effective tax rate (ETR), and oil price (OIL) contribute to reducing the output gap.
Specifically, a one-unit increase in economic welfare, regulation quality, financial
stability, effective tax rate, and oil price leads to reductions in the output gap by 0.04,
0.02, 0.03, 0.03, and 0.14 units, respectively. Conversely, during periods of recession
(or “bust” cycles), uncertainty in government current expenditures (JAR), uncertainty in
government construction expenditures (OMR), and liquidity (M) exacerbate the output
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gap. A one-unit increase in these factors results in increases in the output gap by 0.12,
0.13, and 0.14 units, respectively.

4. Conclusion

The findings suggest that the financial stability index impacts investment efficiency
through improved regulation quality, reduced economic sanctions, and strengthened
governance indicators. However, inefficiencies arise due to weak financial system
management, inadequate financial market liberalization, and ineffective regulatory
frameworks. These factors contribute to suboptimal resource allocation, reducing
investment efficiency. To address this, it is imperative to focus on developing and
optimizing financial markets, enabling more effective resource allocation and enhancing
investment productivity.

Given the financial sector's role in transmitting oil price volatility to other economic
sectors, financial discipline emerges as the most prudent strategy for addressing budget
deficits, Dutch disease, and financial instability. To safeguard the economy from oil
revenue fluctuations, disconnecting government current expenditures from oil revenues
is essential. Additionally, stricter enforcement of laws requiring a portion of oil
revenues to be saved in the National Development Fund is necessary, ensuring these
savings are not misused for current government operations. Furthermore, the
government must avoid exceeding oil revenue limits in construction spending to
promote long-term economic stability.
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