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Abstract 

Granger causality test is used on a fiscal sustainability indicator and financial stability 

indicators to evaluate the direction of causality. The primary deficit gap analysis is 

used to analyze trends and tendencies, as well as to indicate periods of fiscal 

unsustainability Iran in period from 1991 to 2017. The empirical results show that 

Iran’s government has experienced fiscal unsustainability without oil revenues. They 

were sustainable with use oil revenues only in 1997, 2000 and 2001-2002. The 

Granger causality test results show that fiscal sustainability influence financial 

stability and vice versa at first and second lag in Iran. Results also indicate that the 

Iranian economy faced financial instability in 56 percent periods from 1991 to 2017. 
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Introduction 

Iranian economy faced financial instability in 56 percent periods from 1991 to 2017 

and the Iranian government has experienced fiscal unsustainability without oil 

revenues and was sustainable with use oil revenues only in 1997, 2000 and 2001-

2002. In addition, there is a two-way interaction between the financial sector and 

sovereign sector in Iran since the instability of one kind causes another one. Also, 

fiscal condition index is the leading indicator to financial instability indicator.  

The current debt crisis has cast a spotlight on the negative manifestations of the two-

way interaction between the financial sector and sovereign sector in the wider world. 
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Risks are spreading from the financial sector to the sovereign sector through two 

main channels: (i) the provision of government support to the financial sector (direct 

capital increases, government guarantees, etc.), which is increasing sovereign debt, 

and (ii) financial sector deleveraging, which, by amplifying the contraction in overall 

economic activity, is leading to falling budget revenues and rising budget 

expenditures. On the other hand, the main channels through which the growth in 

fiscal unsustainability is spreading to the financial sector are (i) change in the level of 

risk in other assets denominated in the same currency as sovereign exposures, and (ii) 

government bond revaluation losses. If sovereign risk is very high and manifests 

itself as a large capital loss or a fall in market confidence in the sovereign’s ability to 

provide implicit and explicit guarantees, it can cause financial institutions’ funding 

costs to go up, limit their access to domestic or foreign credit markets and/or lead 

them to defaulting. The above channels can operate independently or simultaneously. 

They can be mutually reinforcing and set in motion a downward spiral of loss 

generation and cost growth in both sectors, with major systemic implications and 

negative effects on the real economy. To maintain financial stability, it is vital that 

both these sectors are stable (Caruana and Avdjiev, 2012).  

In the recent years, the interaction between financial stability and fiscal sustainability 

has been analyzed by various authors. There are some empirical studies showing that 

financial crises are influenced by vulnerabilities related to changes of the public debt 

level and structure (Rosenberg et al., 2005; Guscina, 2008; de Bolle et al., 2006).  

A number of authors (for example, Honohan (2007); Jesic (2013)) agree that there 

exist pressures from fiscal policy (fiscal or public debt sustainability) to the financial 

system, i.e. an unsustainable fiscal stance can influence financial stability. The recent 

financial, economic and fiscal crisis has shown that fiscal sustainability problems can 

destabilize government bond markets and banking systems (Gnan, 2012). The 

negative attitude to sovereign risk, as well as the deteriorating credit ratings and the 

consequently constricting investor base increase debt issuance costs and limit the 



 
 
 

 

opportunities of public borrowing. This situation increases the pressure on financial 

institutions (because of government securities in their balances). Finally, the market 

pessimism narrows the investor’s base, which can lead to a reduction of public debt 

liquidity. In addition, although the policy of public debt financing is important for the 

transmission of sovereign risk, it can become a source of financial instability when 

the debt-deficit spiral and refinancing problems negatively affect the sovereign risk 

and its contagion to the financial sector. The impact on financial stability depends 

mainly on the public debt level, maturity, and ownership structure (Hoogduin et al., 

2010). Considering that the sovereign debt portfolio is usually the largest financial 

portfolio in the country and is characterized by difficult positions, it inevitably poses 

a certain risk to the financial sector. This risk especially increases when a relative 

share of debt denominated in foreign currency and a relative share of short-term debt 

are large (Wheeler, 2004).  

On the other hand, financial crises have often resulted in marked deteriorations of 

public finances, although the impact has varied across countries. The median fiscal 

cost of direct government intervention during the crises occurred between 1980 and 

2011 was about 6 percent of GDP; about one third of crisis episodes recorded direct 

fiscal costs exceeding 10 percent of GDP. Yet, these direct costs do not capture the 

full impact of banking crises on public finances; these crises also affect public 

finances indirectly through crisis-induced recessions and higher borrowing costs 

(Claessens and others, 2011; IMF, 2015). The overall cost of crises can be better 

captured by the change in public debt, which includes direct budgetary costs as well 

as indirect fiscal costs that materialize through the impact of crises on the real 

economy (as well as any cost recovery).  

Depending on what is stated above, the objective of this study is to examine the 

interrelation of fiscal sustainability and financial stability in the case of Iran. This 

study is one of the first attempts to assessment of this subject in Iran.  



 
 
 

 

To achieve the objective, in first step, the concept of fiscal sustainability and financial 

stability is described. Section III gives assessing fiscal sustainability indicator 

(primary gap) and financial stability indicator (money market pressure index) and 

cross effect between the two terms in Iran.  

Research Objective 

A framework is presented for assessing the fiscal condition index and a concept is 

developed to assess fiscal condition of governments in line with implementing into 

the Iranian government as the oil export country. In addition, fiscal sustainability and 

financial stability as well as the indicators are delineated as below. 

Fiscal Sustainability and Financial Stability 

Sustainability is defined as in a rather standard way: the fiscal policy is said to be 

sustainable if the present value of the future primary surpluses equals the current 

level of debt (Krejdl; 2006). This means that the concept of fiscal sustainability is 

basically associated with the fiscal policy (surplus or deficit) or the dynamics of 

public debt (need to repay it). 

The concept of fiscal sustainability is basically associated with the fiscal policy 

(Burnside, 2004) or the dynamics of public debt (Cruz-Rodriguex, 2014). Assessment 

of fiscal sustainability is a largely dependent on how fiscal sustainability is defined. 

Generally speaking, there is distinction between three approaches to fiscal 

sustainability in scientific literature. According to the first approach (IMF, 2002; 

Croce et al., 2003), fiscal sustainability is related to solvency, i.e. the government’s 

ability to service debts without default over an infinite time horizon. The second 

approach (Buiter, 1985) suggests that the sustainable fiscal policy ensures that the 

ratio of debt to GDP converges 30 back towards its initial level. Finally, the third 

approach (Alvarado, 2004) involves both criteria – solvency and the limitation of 

debt growth. 



 
 
 

 

According to the OECD (2009), Sustainability of the public finance should be based 

on the following four essential criteria: The possibility of collecting public revenues, 

shaping the optimum value of public debt, and provision of services in the public 

sector. 

On the other hand, taking into account many factors in which the term of financial 

stability encompasses, the building of its definition is a challenging task. In his book 

“Safeguarding financial stability: theory and practice” Schinasi (2005b) defines 

financial stability as follows: financial stability is a situation in which the financial 

system is capable of satisfactory performing its three key functions simultaneously. 

First, the financial system is efficiently and smoothly facilitating the intertemporal 

allocation of resources from savers to investors and the allocation of economic 

resources generally. Second, forward-looking financial risks are being assessed and 

priced reasonably accurately and are being relatively well managed. Third, the 

financial system is in such condition that it can comfortably, if not smoothly, absorb 

financial and real economic surprises and shocks. However, in the same book, the 

author suggested a more compact way of defining financial stability which can also 

be found in his 2004 paper dedicated only to discuss this issue. Schinasi (2004) 

argued that the financial system is in a range of stability whenever it is capable of 

facilitating (rather than impending) the performance of an economy, and of 

dissipating financial imbalances that arise endogenously or as a result of significant 

adverse and unanticipated events This normative approach to financial stability 

requires the estimation of how efficiently the financial system accomplishes the three 

functions mentioned above: (1) reallocate resources, (2) evaluate risk, and (3) 

withstand shocks. The need to take measures for ensuring financial stability ex ante 

refers to the assumption that financial markets cannot ensure stability by themselves 

and in turn operate efficiently. 

 



 
 
 

 

Fiscal Sustainability Indicator 

A good indicator of fiscal sustainability is one that sends clear and easily 

interpretable signals when current policy appears to be leading to a rapidly growing 

debt-to-GDP ratio (Blanchard, 1990a). Sustainability indicators not only signal a 

need for readjustment, but also indicate the magnitude of the adjustment needed. The 

most widely used indicators of sustainability are the primary gap and the tax gap. The 

construction of the two indicators is based on the same approach. Firstly, the 

sustainable level of the fiscal variable at hand is calculated. Secondly, the gap is 

defined as the difference between the sustainable and the current level of the primary 

deficit or the tax ratio. The sustainable level of the fiscal variable is such that ensures 

convergence of the debt ratio towards a finite value and its calculation is governed by 

the condition of sustainability 

Financial Stability Indicator 

Because, banks have a fundamental role on finance of Iranian companies, then, this 

paper focused on banking stability for assessing financial stability. This study has 

chosen to use money market pressure index analysis for assessing of banking 

stability. The basic idea of the money market pressure index of Von Hagen and Ho 

(2007) is that in a crisis the banking sector will face difficulties, such as an increase 

in non-performing assets, withdrawals of deposits, and drying up of inter-bank 

lending, which will lead to a sharp increase in banks’ demand for central bank 

liquidity. The central bank will react to this increased demand in two ways. If central 

bank reserves are the operating target of monetary policy, the supply of reserves will 

be constant and the short-term interest rate will rise. Otherwise, the central bank will 

sustain the level of the short-term interest rate and inject additional reserves into the 

banking sector. Thus, a banking crisis is generally characterized by a sharp increase 

of short-term interest rates, the stock of central bank reserves, or both. Based on this 



 
 
 

 

logic, Von Hagen and Ho (2007) propose the following money market pressure index 

(MPI): 
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where ∆ is the difference operator, γ is the ratio of central bank reserves to total bank 

deposits, r is the short-term interest rate, while σ ∆γ and σ ∆r are the standard 

deviations of and , respectively.  

Research Methodology 

Cross effect between financial stability and fiscal sustainability as well as assessing 

the indexes in fiscal condition of government have been studied in this paper in Iran 

from 1991 to 2017. Furthermore, this study applies and analyses three methodologies 

to assess the fiscal sustainability, financial stability and fiscal condition index. First, 

an approach has been introduced to assess the fiscal sustainability. This indicator is 

primary deficit gap that is closely related to the sustainability definition. To 

estimation this index is used of Krejdl, A. (2006) approach. Second, an index of 

money market pressure has been developed to identify banking crises based on the 

ratio of borrowed reserves to deposits in the banking sector in line with the short-term 

interest rate in assessing financial stability since Iranian financial system is bank-

based and banks play a major role in finance of the Iranian economy. A framework is 

presented in the third step for assessing the fiscal condition index and a concept is 

developed to assess fiscal condition of governments as well as implemented into Iran 

government as the oil export country. In addition, after investigating the theoretical 

foundations of financial stability and fiscal sustainability and cross effect between 

them, these indexes will be evaluated in fiscal condition index. Also, Granger 

causality tests have been utilized on a fiscal sustainability indicator and financial 

stability indicators to evaluate the direction of causality between the indicators.  

 



 
 
 

 

Concluding Remarks 

The primary deficit gap analysis is used to analyze trends and tendencies, as well as 

to indicate periods of fiscal unsustainability Iran in period from 1991 to 2017. The 

empirical results show that Iran’s government has experienced fiscal unsustainability 

without oil revenues. They were sustainable with use oil revenues only in 1997, 2000 

and 2001-2002. In addition, the results of assessment of financial stability (money 

market pressure index) show that Iran's economy faced financial instability in 56 

percent periods from 1991 to 2017.This paper uses Granger causality tests on a fiscal 

sustainability indicator and financial stability indicators to evaluate the direction of 

causality between these indicators. Granger causality test results show that fiscal 

sustainability influence financial stability and vice versa at first and second lag in 

Iran. A framework is presented for assessing the fiscal condition index and a concept 

is developed to assess fiscal condition of governments in line with implementing into 

the Iranian government as the oil export country. The concept consists of four 

dimensions −revenue, expenditure, budget balance, and debt structure− and each 

dimension has its own indicators. There are a total of seven indicators examined 

namely expenditure to GDP ratio, non-oil revenue to total revenue ratio, public debt 

to GDP ratio, non-oil balance to non-oil GDP ratio, oil revenue to total revenue ratio, 

capital expenditure to total expenditure ratio, and overall budget balance to GDP 

ratio. Granger causality test results show that fiscal sustainability influence financial 

stability and vice versa at first and second lag in Iran. Assessing the cross effect 

between fiscal condition index and financial instability indicator demonstrate that 

fiscal condition index is the leading indicator to financial instability indicator.  
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