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Abstract

This research examines the role of financial policies in Iran using quantitative
approaches and investigates the relative importance of financial policies in
strengthening economic growth. In this regard, with the help of the Financial
Theory of the Price Level (FTPL), this study addresses the issue of which political
regime in Iran is placed in the group of "fiscal dominance" or "monetary
dominance" and whether the primary government deficit is adjusted
independently of real debts or not. In the next step, the current research
investigates to what extent inflation is affected by financial deficits. Such an
analysis can be indirect proof of the type of political regime in Iran, as well as an
examination of how inflation will react to financial shocks. Financial dominance
can have wide dimensions that the policymaker should pay attention to. Based on
the results obtained in the econometric model of the research, it can be
suggested that the two variables of money volume and budget surplus will have a
major contribution to inflation changes. According to the above findings, it can
be stated that Iran's economy is placed in the regime group with financial policy
dominance because the monetary policymaker considers himself committed to
the needs of the financial policymaker. Also, the results of this research show the
important role of the budget deficit in determining the exogenousness of money
volume in Iran, whose effect will be stable in Iran's economy for the next eight
periods.
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1. Introduction

One of the main goals of every economy is
to achieve appropriate growth and price
stability. To  attain these goals,
governments use two types of tools: fiscal
policy, which determines the level of
government taxes and expenditures, and
monetary policy, which mainly deals with
money supply management and interest
rate regulation. The interaction of
financial and monetary policies is very
important because this interaction will
play a fundamental role in determining the
trend of macroeconomic variables.

Financial dominance refers to a
situation where the financial sector of the
government is not required to balance its
expenditures and tax revenues, and the
monetary sector must act in such a way
that the resources and expenditures of the
government sector are balanced. It is
mainly specific to developing countries
that do not have an efficient capital
market. This issue is less visible in
advanced industrial countries that have an
efficient capital market and the
government has the ability to borrow to
finance its expenses at a lower cost. The
statistical evidence and trends of
economic variables in Iran, like many
developing  countries, prove  the
inappropriate interaction of financial and
monetary policies. In these countries, high
inflation is often said to be a monetary
phenomenon, when the government runs
a high and persistent deficit and finances
it through money creation.

This study examines the role of
financial policies in Iran using quantitative
approaches and investigates the relative
importance of financial policies in
strengthening economic growth. By using

the Financial Theory of the Price level
(FTPL), this research addresses the issue of
which political regime in Iran is placed in
the group of "fiscal dominance" or
"monetary dominance" and whether the
primary deficit of the government is
adjusted independently of real debts or
not. In the next step, the current study
investigates to what extent inflation is
affected by financial deficits. Such an
analysis can be indirect proof of the type
of political regime in Iran, as well as an
investigation of how inflation will react to
financial shocks. This issue tries to explain
the significance of money growth and
budget deficit in influencing inflation, and
on the other hand, to address the question
of whether budget deficit leads to the
creation of money in the economy and
whether the Monetarist hypothesis is
violated in connection with sources of
inflation.

2. Data / Methodology

There are two approaches to analyzing the
interaction between monetary and fiscal
policies. In the first approach, game theory
tools are used, in which monetary and
financial authorities are placed against
each other as actors in this game. The
second approach deals with the evaluation
of monetary and financial policies in the
framework of the dynamic equilibrium
model. This approach is focused on the
government's budget limitation, which
includes both policies. In this study, the
second approach will be used. In this
model, two agents can be mentioned: a
financial policymaker who controls the
government's expenditures and revenues
and a monetary policymaker who controls
the money supply. Then the performance
of each factor is stated and finally, the
consequence of another policymaker’s
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performance is evaluated in the case of a
specific policymaker’s move.

3. Results/Findings

This research used the Johanson Jucelsius
model. After rooting the test for each
variable and finding out about their
reliability, the Johanson Jocelsius
cointegration test was performed. To
estimate the Johanson-Jusilius co-
accumulation, effect and maximum
eigenvalue tests were used. Based on the
results, a one-percent increase in the
amount of money will increase the price by
0.83%. Additionally, a one-percent
increase in the budget surplus will cause a
0.51 percent decrease in the price.
Likewise, a one-percent increase in oil
income and exchange rate causes a 0.37
percent and 0.64 percent increase in the
price, while an increase in GDP by one
percent causes a decrease in prices by 0.97
percent.

4. Conclusion

Based on the results obtained in the
econometric model of the research, it can
be stated that the two variables of money
volume and budget surplus will have a
major contribution to inflation changes.

According to the above findings, it can be
concluded that Iran's economy is placed in
the regime group with financial policy
dominance because the monetary
policymaker considers himself committed
to the needs of the financial policymaker.
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