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Abstract 

Economic stability is one of the essential subjects of macroeconomics, which is widely 

associated with government policies, including the policy of creating and sustaining 

budget deficits. Meanwhile, the state budget is one of the most important means of 

achieving the goals of higher economic growth and price stability. Therefore, if the 

government wants to achieve these goals, it must pay particular attention to how the 

annual budget is allocated. The question now is whether the government can use the 

policy of creating a deficit in order to achieve these goals? The answer to this question 

depends on answering two preliminary questions: First, what is the source of financing 

this deficit? Secondly, which sectors of the economy the budget deficit is spent on? 

Experiences in developing oil countries (such as Iran) show that, in most years, the 

burden of financing government budget deficits has generally been the oil revenues, 

but in recent years, oil-rich countries have been financing their deficit through debt 

securities. They have tried to put part of the burden of financing the budget deficit on 

government debt securities. The purpose of this paper is to evaluate the effects of 

different methods of budget deficit financing on Iran's inflation rate and economic 

growth rate by using the Vector Autoregressive model with the exogenous variables 

(VARX) based on the expanding window estimation method. The results show that the 

impact of the budget deficit on the economic growth rate is directly affected by the 

method of financing the deficit. The budget deficit has had a positive impact on 

economic growth when the main burden of financing the budget deficit is on the foreign 

exchange reserve, and its severity has increased over time. However, when the major 

burden of financing the budget deficit is transfer of government-owned enterprises, the 

impact of the budget deficit on economic growth is positive, but its severity decreases 

over time. While the major burden of deficit financing has been put on debt securities, 

the positive impact of the budget deficit on economic growth is on the rise again. 

Therefore, the policy advice of the present paper is that if the government tends to 
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resort to a way other than using oil revenues and foreign exchange reserves to offset 

its deficit, the best way is to issue debt securities. The next result is that in the period 

in which the foreign exchange reserve is the main source of financing the budget 

deficit, the budget deficit has no effect on the inflation rate, but when the transfer of 

government-owned enterprises and the sale of debt securities made a large contribution 

to financing the deficit, the inflationary effect of these variables are appeared. 

Introduction 

The importance and sensitivity of the macroeconomic stability of countries has been at 

the forefront of the World Bank's 1991 report. The report, which examines the 

performance of countries in the 1970s and 80s, reflects the fact that economically stable 

countries with well-coordinated government policies have had far better performance 

than unstable countries (World Bank, 1991: 110-109). In the report, macroeconomic 

stability is defined by the World Bank as follows: "Inflation is controlled and managed, 

internal and external debt can be repaid, and economic crises, if any, can be eliminated 

within one to two years" (World Bank, 1991: 6-1). 

It is therefore clear that the discussion of price stability and inflation control can be 

used to define economic stability. Meanwhile, experience has shown that the state 

budget is one of the most important tools for achieving higher economic growth and 

price stability (Fakher, 2016). If the government wants to achieve this goal with the 

aim of achieving macroeconomic stability, then it must pay particular attention to how 

it allocates its annual budget (Molaei and Golkhandan, 2013). But if the government 

claims to be better able to achieve the goals by creating a budget deficit, it must be 

aware that the realization of this claim is subject to several important factors. The first 

factor is where and for what sector of the economy the budget deficit is to be spent. 

The second factor is where the sources of financing the budget deficit will be from, and 

the third factor is what macroeconomic conditions are (Solomon, 2004). Therefore, the 

success or failure of fiscal expansion and the creation of a deficit in improving the 

economic conditions of the country is not absolute, but is a function of the 

government's approach to financing and spending budget deficit. 

Inflation rate and economic growth rate are two important variables that can greatly 

reflect the economic conditions of the country. Now, if the impact of the policy of 

creating a deficit on the conditions of the Iran’s economy over the years is to be 

properly scrutinized, it is necessary that the spending and financing methods of the 

budget deficit be carefully examined and its effects on the rate of inflation and the rate 



 
 

of economic growth over time be analyzed. The statistical analysis will be conducted 

in order to obtain an accurate understanding of the degree of success of government 

budget performance over the years. The present article seeks to answer: what different 

ways have been used to finance the Iran government's deficit over the past years, and 

how have each changed the rate of inflation and the rate of economic growth? And are 

the severity of the impact of these methods on the rate of inflation and the rate of 

economic growth, different? And if the answer is yes, what are the reasons for these 

differences? 

The effect of deficit growth on economic growth and inflation rate is from two different 

channels. The effect of budget deficit on economic growth is from spending channel 

of the budget deficit and its impact on the rate of inflation is from financing channel of 

the budget deficit. In other words, if the budget deficit is to spent on development 

budget, improve health conditions, and improve the country's education system, it 

helps to develop the infrastructure and increase the country's human development index 

and boost the economic growth. But if the budget deficit is spent to provide current 

expenses and pay salaries to government sectors, then the creation of a deficit cannot 

contribute to economic growth and only leads to an increase in inflation. 

One point to note is that the quality spending of the budget deficit is likely to be a 

function of its financing method. That is, if financing of the budget deficit is done easily 

and without adequate accountability to the supervisory authorities and to the public, it 

may be inappropriately spent. For example, when the government finances its budget 

deficit from the transfer of the state-owned enterprises, it gives minimum explanation 

on the amount of resources being transferred. Whereas, if the financing of the budget 

deficit is made effortlessly and with commitment, for example, the government will 

have to collect people’s savings through the sale of debt securities, or convince 

supervisory authority to withdraw from the foreign exchange reserve, then the quality 

of spending will improve. 

Regarding the information on how to finance and spend the budget deficit, there is no 

proper information available (especially after 2009), but about the financing of the 

budget deficit, most of the financing of the budget deficit has been from the foreign 

exchange reserve, and much of it has been funded from the transfer of state-owned 

enterprises and the sale of debt securities. Therefore, the hypothesis about the impact 

of the budget deficit on economic growth is that in the period in which the budget 

deficit is funded through foreign exchange reserve and sale of debt securities, the 



 
 

quality of spending is higher and its positive effects on economic growth are more 

severe than the periods it is funded through the transfer of state-owned enterprises. 

Also, regarding the impact of the budget deficit on the inflation rate, the financing 

method of the state budget deficit is an important factor in the severity of the rate of 

inflation. The hypothesis for the impact of the budget deficit on the inflation rate is that 

when the financing of the budget deficit is from foreign exchange reserve, the 

inflationary effects are weaker than the times when the budget deficit is financed from 

other sources. Because the government, in addition to its share of oil revenues, has 

access to foreign exchange reserves and, with the stabilization of the exchange rate and 

low-priced imports, hides the inflationary effect of deficit growth and liquidity growth. 

But in the period in which the budget deficit is financed from sources other than the 

exchange reserve, the inflationary effects of the deficit growth are apparent. 

The results from the article show that none of the assumptions of the article can be 

rejected. The observation shows that when the major burden of financing the budget 

deficit is on the reserve account, the budget deficit has a positive effect on economic 

growth and its severity is increasing over time. However, when the major burden of 

financing the budget deficit is from transfer of government-owned companies, the 

impact of the budget deficit on economic growth is positive, but its severity decreases 

over time. While the major burden of deficit financing has been put on debt securities, 

the positive impact of the budget deficit on economic growth is on the rise again. 

Indeed, because the government has to accept a financial commitment to repay 

principal and interest on debt securities, it tries to increase the quality of the spending 

so that the sale of debt securities be economical. Although, with the sale of debt 

securities, government debt increases over time, the government seems to have spent 

the resources that have contributed to economic growth. Another finding is that during 

the period when the exchange reserve is the main source of financing the deficit, the 

budget deficit has no effect on the inflation rate, but when the transfer of government-

owned corporations and debt securities have a large share in financing the deficit, the 

inflationary effects of these variables are appeared. Therefore, it is recommended that, 

if the government tends to resort to a non-use of oil revenues and foreign exchange 

reserves in order to offset its budget deficit, the best way is, like many other oil 

countries (Saudi Arabia and Kuwait), to develop the debt securities market. 

 



 
 

The Effects of “Spending” and “Financing” the Budget Deficit on Inflation and 

Economic Growth 

If the financing of the government deficit is to reduce private sector access to finance 

and reduce private sector investment then the effect of the budget deficit will be 

negative on economic growth. But if the financing of the budget deficit does not harm 

the private sector, and the budget deficit is spent on productive projects whose returns 

are higher than their costs, then the budget deficit helps to boost economic growth. 

Indeed, the government spending on infrastructure development and the shaping of 

social capital paves the way for the private sector to invest and participate. In this way, 

government investment in key sectors of the economy can facilitate economic growth 

(Ershad Hussain & Haque, 2017). 

Another important point to note is that even if the spending the budget deficit is for a 

developmental goal, the method of financing the budget deficit is also very important. 

This means that if the completion of development projects that the government finances 

them by creating deficit, will take several years, and the government has also pushed 

for the expansion of the Central Bank's balance sheet to finance them, then the 

economy must bear inflationary pressures; because the supply side of the economy 

cannot adapt itself to the demand side, so there is a surplus of demand and inflation 

intensifies. Of course, the shorter the completion of these projects will bring less 

inflationary pressures on the economy (Hudson, 2011). 

Oil Price Changes and Its Effects on the Financing of Budget Deficits 

The global crude oil price has plummeted between 2008 and 2017. Oil prices climbed 

to $ 110 a barrel in 2012, after rising to $ 61 a barrel in 2009. Since then, the rate began 

to decline, and in 2016 it reached about $ 41 a barrel. Countries with high oil revenues, 

which depended heavily on incomes and enjoyed high prices for more than a decade, 

faced a budget deficit with the drop in world prices.  

It is observed that there is a direct (reverse) relationship between the budget surplus 

(deficit) and oil prices, so that the budget surplus to GDP will decline with falling oil 

prices, and from 2014 onwards, these countries not only have no surpluses but face a 

deficit. Statistical observations show that with increasing budget deficits in recent 

years, oil-dependent countries have been thinking of raising their debt levels to 

compensate for the budget deficit. However, most of these countries have seen a lower 

level of debt in their financial balance sheets before falling oil prices. 



 
 

With the fall in world oil prices (and consequently an increase in budget deficits), the 

debt-to-GDP ratio has increased in these countries. Also, the external debt survey of 

these countries shows the leap for the period after the global oil price drop compared 

to the previous period. This suggests that in the absence of oil revenues, oil-dependent 

countries have tended to move towards other financing methods, such as the 

development of the debt market (United Nations Economic and Social Commission in 

the West Asia Region, 2016: 5). 

Methods of Financing the Budget Deficit in Iran's Economy 

Like most other oil countries, Iran’s economy faces increasing deficits against oil 

shocks. In Iran’s economy, it has been many years that tax revenue does not cover the 

current government spending, and the government faces an operational deficit3. The 

government sells its share of oil revenues to the Central Bank to be able to offset its 

operational deficit and, with that income, covers both its operational deficit and capital 

assets. Because the government faces a capital surplus4 over the years, the capital 

surplus is spent to offset the operational deficit. The sum of the operational balance 

and the balance of government capital is called the balance sheet; in Iran’s economy, 

when talking about the government deficit, it is meant to be in the government balance 

sheet. 

With the above explanations, it can be inferred that the government's operational 

balance deficit has a positive relationship with oil prices and revenues, so that when 

government revenues increase, the government will increase its current expenditures. 

But the experience of the Iran’s economy shows that when the price of oil is reduced 

and oil revenues are limited, government spending is not necessarily reduced, but the 

government is trying to diversify its financing of the deficit.  
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The Contribution of Different Methods to Finance Government Deficit 

 

On the graph, the share of different methods of financing the government deficit is 

presented. According to the chart, from 2002 to 2009, the exchange reserve was the 

main source of the financing government deficit. In fact, due to the growing oil 

revenues in Iran from 2002 to 2009, the government has not only used oil revenues to 

cover its operational deficit, but also has used the country's foreign exchange reserves 

for its balance of payments. In fact, the rise in oil prices and the accumulation of foreign 

exchange reserves caused the government not only spent its annual share of oil 

revenues for its current costs, but also used accumulated reserves for its current 

expenditures. Also, because there were enough foreign exchange reserves, the 

government did not need to diversify its financing methods. But with the onset of a 

decline in oil revenues since 2009, the government has been forced to pursue other 

ways to offset its deficit. According to the chart, from 2010 to 2015, a large part of the 

deficit financing is from transferred state-owned corporations, and in the years 2016 

and 2017 the issuance of government debt securities is used to finance the deficit. 

Iranian government has only been forced to diversify its financing methods in a state 

of emergency when facing falling oil revenues. Therefore, the decline in oil revenues 

is the main driver of the transformation in the financing structure of the budget deficit 

and changes the severity of macroeconomic effects of the deficit. Another implication 



 
 

is that one of the main reasons for the government of Iran to develop the debt market 

in recent years is the financing of the budget deficit, while generally one of the main 

objectives for the development of the debt securities market is the repayment of 

governments’ debts. 

Data and Modeling  

In order to investigate the effect of budget deficit on Iran's economic growth rate and 

inflation rate, a vector autoregressive model with the exogenous variables (VARX) is 

used. The model is estimated using the expanding window estimation method. 

Expression of the VARX model is in the form of equation (1): 

∆𝑦𝑡 = 𝐴0 + ∑ 𝐴𝑖

𝑝

𝑖=1

∆𝑦𝑡−𝑖 + 𝐵𝑥𝑡 + 𝑢𝑡 

Where ،∆𝑦𝑡 = (∆𝑦1,𝑡، … ،∆𝑦𝑀,𝑡) is the vector of variables in the model and Δ is the 

symbol of the growth rate of the variables. 𝑝 is the number of lag intervals determined 

by the Akaike information criterion. Also, 𝑥𝑡 contains the explanatory variables in the 

model. 

Seasonal alternatives data are used that include gross domestic product, budget deficit, 

liquidity (M2), consumer price index (CPI), and free market exchange rate from 1990:3 

to 2017:5. 

Conclusions  

From the beginning of 2006 to the beginning of 2009, when the exchange reserve was 

the main source of financing the government deficit, the effect of the budget deficit on 

the economic growth rate was positive and increased over the course of the period. 

From the beginning of the year 2009 to the beginning of 2015, when resources from 

state-owned corporations were used to offset the budget deficit, the impact of the 

budget deficit on economic growth is still positive, but its intensity has been steadily 

declining during this period. In the period from 2015 to 2017, when the sale of debt 

securities has a large share in financing the government deficit, the effect of the budget 

deficit on economic growth is positive and is steadily rising. 

Before the beginning of 2009, when the government had abundant oil revenues and 

even used its foreign exchange reserves to finance its deficit, the budget deficit had no 

effect on the inflation rate. Since the beginning of 2009, when the government turned 



 
 

to debt securities market for deficit financing, the inflationary impact of the budget 

deficit suddenly became apparent. Also imposition of sanctions by West against Iran 

in 2012 and the severe constraints on oil revenues, the deficit effects have been 

constantly shifted to a higher level and intensified. As a result, as the method of 

financing the deficit changes from using oil revenues to approaches such as the transfer 

of government companies and the sale of debt securities, the deficit effects are more 

pronounced. 

Summarizing and Policy Advice 

The policy advice of the present paper is that, because financing of the budget deficit 

through sale of debt securities can increase the positive effects of the budget deficit on 

economic growth, the government should allocate part of the debt securities to repay 

its previous debts and use part of it to offset the deficit. Of course, the government 

should create a budget deficit that maintains the debt-to-GDP ratio at a desirable level. 
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