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Abstract

This paper examines the real-fiscal linkages by identifying the macroeconomic determinants of
operational fiscal expenditure in Iran’s government from 1972 to 2020, utilizing the Dynamic
Ordinary Least Squares (DOLS) method. The findings indicate that inflation, centralization, the
efficiency-based size of government, and the relative population of the employed have positive
effects on the fiscal expenditure side of the government in Iran. In contrast, economic growth and
openness have negative effects. The dominant understanding in economics is that financing
government expenditures through money printing leads to increased inflation However, the
findings of this paper reveal that rising inflation also contributes to higher government spending.
This connection indicates the creation of “a vicious cycle” in Iran’s economy—a self-reinforcing
process. The central implication of this paper advocates for the design and implementation of a
“human-capital-intensive” economic growth strategy. This strategy should involve a smaller,
more efficient government, a more open economy, greater fiscal decentralization, and avoiding
interventions that create price distortions in factor markets. It is essential to adhere to the efficient
frontier of government intervention in the market while establishing a complete indexation of
fiscal expenditures, to which the government should maintain a “tight commitment”. Overall,
pursuing such a growth-oriented strategy can reduce the need for “more interventions by a larger
and more inefficient government”.
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