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Abstract Article information

In this study, with the aim of evaluating pro-cyclical fiscal

Review History:

policy and fiscal sustainability in Iran, examining the effect
of pro-cyclical fiscal policy and fiscal sustainability on
economic growth in Iran, and examining the interaction
between pro-cyclical fiscal policy and fiscal sustainability in
Iran, and using annual data of the Iranian economy in the
period 1349 to 1400, state-space models with time-varying
parameters, autoregression with distributed lags, and the
Kalman filter method are used. The findings of this study
show that: First, the Iranian government has adopted pro-
cyclical behavior during the period under study by increasing
spending during boom periods and reducing it during
recession periods, and this approach has exacerbated
economic fluctuations and increased the vulnerability of the
Iranian economy to exogenous shocks; Second, Iran's fiscal
policy during the aforementioned period faced challenges in
terms of fiscal sustainability, meaning that the government
did not increase its budget surplus sufficiently in response to
the increase in debt, which led to excessive growth in
government debt and increased fiscal risks; third, pro-
cyclical fiscal policy behavior and fiscal unsustainability in
Iran have a negative and significant effect on economic
growth; fourth, fiscal unsustainability in Iran increases pro-
cyclical fiscal policy behavior and exacerbates business
cycle fluctuations, and pro-cyclical fiscal policy behavior in
Iran also weakens fiscal sustainability.
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Aim and Introduction
After the global economic recession in 2008-2009, the discussion about
countercyclical and procyclical fiscal policies and their effects on the economy
began. Countercyclical fiscal policy is applied to reduce economic fluctuations by
adjusting government spending and taxes against the business cycle. The aim of
this policy is to stabilize the economy and flatten its fluctuations. On the contrary,
procyclical fiscal policy strengthens economic fluctuations in the direction of
business cycles. On the other hand, fiscal sustainability refers to the government's
ability to maintain expenditures, income and public debt at a certain level in the
long term without jeopardizing economic stability or facing a fiscal crisis. A
sustainable fiscal policy ensures that the government's debt in the long run is at a
level proportional to the size of the economy. The main questions of this research
are as follows:
e s lIran's fiscal policy countercyclical or procyclical?
e s Iran's fiscal policy sustainable?
o What is the effect of cyclical fiscal policy and fiscal sustainability on the
Iranian economic growth?
e How is the mutual relationship between fiscal sustainability and cyclical
fiscal policy in Iran?

Methodology

The evaluation of fiscal policy cyclicality and fiscal sustainability and their
determinants have been previously researched. However, the effect of cyclical
fiscal policy and fiscal sustainability on economic growth and their mutual
relationship has not been covered. This research, has utilized Iran's 1970-2021
annual data and a state-space model with time-varying parameters and an
autoregressive distributed lags model as well as Kalman filter method. Moreover,
to evaluate Iran's cyclical fiscal policy and fiscal sustainability, the effect of
cyclical fiscal policy and fiscal sustainability on economic growth have been
investigated. The research also deals with the mutual effect between cyclical fiscal
policy and fiscal sustainability in Iran.

Findings

In this research, in order to evaluate the cyclical behavior of Iran's fiscal policy
and obtaining the index, a state-space model with time-varying parameters, is
estimated in which the real GDP logarithm coefficient varies over time. Then, in
order to assess Iran's fiscal sustainability and obtaining the index, a state-space
model with time-varying parameters is estimated. Finally, an autoregressive
distributed lags model is utilized to estimate the effect of cyclical fiscal policy
index and fiscal sustainability index on economic growth, as well as estimating
the mutual effect between cyclical fiscal policy index and fiscal sustainability
index.

Discussion and Conclusion
The findings of this research show: First, Iran's cyclical fiscal policy index
estimated in all years is positive and has not recorded a negative number in any
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year, which means that the fiscal policy implemented in Iran during the period
1970-2021, was procyclical. In other words, the fiscal policy implemented in Iran
has increased the range of fluctuations of cycles and for this reason, it has made
the Iranian economy vulnerable to the economic shocks. Second, the estimated
Iran’s fiscal sustainability index is negative in most years so that the average fiscal
sustainability index in the entire period is -0.068. This indicates the
unsustainability of Iran's fiscal policy in the period 1970-2021. The trend of the
smoothed changes of the time-varying parameter related to the fiscal
sustainability index is also downward, which means that Iran's fiscal sustainability
has been weakening over time and has moved in the direction of unsustainability.
Third, Iran's cyclical fiscal policy index has had a negative effect on economic
growth. In other words, procyclical behavior of Iran's fiscal policy has slowed
down the economic growth rate. Fourth, Iran's fiscal sustainability index has a
negative and significant effect on economic growth. Based on the estimated fiscal
sustainability index, unsustainability is evident within Iran's fiscal policy.
Therefore, unsustainability of Iran's fiscal policy has weakened economic growth.
Fifth, Iran's fiscal unsustainability has increased the procyclical behavior of fiscal
policy and as a result, exacerbated the fluctuations of economic cycles. Sixth, the
increasing Iran's cyclical fiscal policy index reduces the reaction of the primary
balance to the government debt. In other words, the increase in the procyclical
behavior of the fiscal policy weakens Iran's fiscal sustainability.
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Tabel 2: Smoothed estimation of the time-varying parameter of the cyclical fiscal policy

index using the state-space model and the Kalman filter method
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Figure 3: Smoothed estimation of the time-varying parameter of the cyclical fiscal policy
index using the state-space model and the Kalman filter method
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Tabel 3: Smoothed estimation of the time-varying parameter of the fiscal sustainability
index using the state-space model and the Kalman filter method
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Figure 4: Smoothed changes in the time-varying parameter of the fiscal sustainability
index

Gy Ol 135 L
olp) yo wolaidl oy w Jbo 6 Ik g las > Jbo Cawlow 51 o)gT).g =W r-¥
abaly 3,900 sk 5l olpl e solamdlus) p slas 2 Jbo Coslow Sl oy il imgh o

J99z 55 95515 b 09 s plomil osisny 395 (slodidy b (ygmm ) 5095 g, 5l ool L g V)

sl o il ) ¥

1. ARDL



yay MK Qb‘mﬁlﬁ' -9 G)Lw —Wgw.v.;.g‘)lw —()‘.}.‘gb W’?’M}) dbl.a}'é‘ dWS)" Aollad

alpl 3o golaisl wby p las 2 Jbo cawlow 15,50 s F Jguo
Tabel 4: Results of estimating the effect of cyclical fiscal policy on economic growth in Iran
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Tabel 5: Results of estimating the effect of fiscal sustainability on economic growth in Iran
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Tabel 6: Results of estimating the effect of the fiscal sustainability index on cyclical fiscal
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Tabel 7: Results of estimating the effect of the cyclical fiscal policy index on the fiscal
sustainability in Iran
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