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This article aimed to analyze the behavioral patterns of fiscal
policymakers regarding government debt and budget deficits, clarify the
Accepted: stance of Iran's fiscal policy, and evaluate the extent of the government's
00/00/2025 reliance on tax adjustment mechanisms in addressing these challenges.
We estimated a fiscal policy rule using a Markov-switching model from
Keywords: 1975 to 2022 in Iran. The results revealed three distinct policy regimes;
Active Fiscal Policy, | The first regime points to an active approach by fiscal policymakers or the
Passive Fiscal Policy, lack of effective tax mechanisms.for financing government debt to the
Budget Deficit, Markov | central bank, relying solely-on tax revenues to reduce the budget deficit.
Switching Model The second, despite the continuation of an active approach, shows an
effort to reduce the budget deficit by increasing taxes. However, robust
JEL statistical evidence does.not reveal a significant response to debt and
Classification: budget deficit developments. The third again emphasizes the dominance
C24. E62. H62 of an active fiscal policy approach; however, the effectiveness of taxes in
' ' controlling the budget deficit faces statistical uncertainty. Based on the
results; the weakness of tax mechanisms in controlling government debt
and budget. deficits in the Iranian economy is evident. Implementing
intelligent fiscal policies emphasizing fiscal discipline and strengthening
efficient tax mechanisms is recommended to ensure financial

sustainability.
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1. Introduction

Analyzing the behavioral patterns of fiscal policymakers regarding government debt
and budget deficits is crucial, given the central role of managing fiscal dynamics in
economic stability and growth. Considering the structural challenges of budget deficits
and the government's increasing reliance on borrowing from the central bank in Iran,
analyzing the government's use of tax instruments as a stable revenue source for
financing appears necessary. This research clarifies the nature and stance of Iran's fiscal
policy by focusing on the tax growth rate's reaction to the challenges.of managing
government debt to the central bank and containing budget deficits. The main objective
is to identify dominant policy patterns and assess the extent of the government's reliance
on tax adjustment mechanisms in confronting these challenges. The central question is
how financial authorities have approached adjusting the tax growth rate when
confronting key challenges of managing government debt to the central bank and
controlling budget deficits. Given the structural fluctuations in-lran's economy and the
inefficiency of linear models in identifying sudden shifts.in policy regimes, this research
utilizes a nonlinear Markov-switching model to diagnose periods of active or passive
fiscal policy dominance and examine the extent to.which the government relies on
automatic mechanisms of the tax system to manage.debt and budget deficits. The results
offer deeper insights into the dynamics of fiscal policy in Iran's economy, which can
serve as effective guidance for policymakers in optimizing debt management and
making informed decisions regarding sustainable finance.

2. Research method and data

This study employs a Markov-switching approach and introduces a fiscal policy rule
to identify the stance of Iran's fiscal policy between 1975 and 2022. The variables
include the tax revenue growth rate, the government debt gap to the central bank, and
the budget deficit. We calculated the government debt gap to the central bank as the
difference between government debt to the central bank and the target debt level or
steady state-by the Hodrick-Prescott filter method. To measure the budget deficit, the
sum of the operating balance (the difference between public revenues and expenses or
current payments) and the capital balance (equivalent to net disposal of capital assets as
the difference between disposal of capital assets and acquisition of capital assets or
development payments) was utilized. We extracted all data from the Time Series and
Economic Indicators Database of the Central Bank of the Islamic Republic of Iran.
Based on the Akaike Information Criterion (AIC), the MSIAH(3) Markov-switching
model with three regimes was selected as the optimal model. Diagnostic Likelihood
Ratio (LR) test results confirmed the nonlinear nature of the fiscal policy rule and the
varied reactions of the fiscal policymaker when facing different economic conditions.

3. Analysis and discussion
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Estimating the fiscal policy rule using the MSIAH(3) model reveals three distinct
policy regimes. The first regime points to an active approach by fiscal policymakers or
the lack of effective tax mechanisms for financing government debt to the central bank,
relying solely on tax revenues to reduce the budget deficit in 1977, 1983, 1992, and
2014. The second, despite the continuation of an active approach, shows an effort to
reduce the budget deficit by increasing tax revenue during 1978-1980, 1984-1988, 1993,
2000-2001, and 2015-2020. However, robust statistical evidence does not reveal a
significant response to debt and budget deficit developments. The third regime again
emphasizes the dominance of an active fiscal policy approach in 1976, 1981-1982,
1989-1991, 1994-1999, 2002-2013, and 2021-2022; however, the effectiveness of taxes
in controlling the budget deficit faces statistical uncertainty.

4. Conclusion

The analyses indicate the weakness of tax mechanisms in controlling government
debt and budget deficits in the Iranian economy. The findings suggest a lack of
prioritization of debt sustainability in Iranian fiscal policies,7and there is no strong
evidence of a significant fiscal policy reaction to changes in debt and budget deficits
across all periods. The absence of an automatic and efficient mechanism to control
government debt to the central bank .through. tax revenues, coupled with active
approaches in fiscal policy relying excessively on borrowing from the central bank, can
lead to an increase in the monetary base, inflation, and economic instability. These
findings highlight the necessity of formulating intelligent fiscal policies, emphasizing
fiscal discipline, and strengthening efficient tax mechanisms to ensure fiscal
sustainability.
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