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Abstract

According to the important role of governments in economic development and
the interrelationships between government’s fiscal policies with economic
growth and inflation rate, especially in developing countries such as Iran,
and based on previous theoretical studies, the main purpose of this study is to
investigate the causal relationships between fiscal policies (tax revenues and
government expenditures) with economic growth and inflation rate in the
provinces of Iran during 2009-2021, applying Domitrescu-Horlin causality
test. The results indicate that there is a two-way causality between taxes and
government expenditures, a two-way causality between taxes and economic
growth, no causality between government expenditures and economic
growth, a one-way causality from inflation rate to taxes, a two-way causality
between government expenditures and inflation, and a one-way causality
from inflation to economic growth. Based on the results, it is suggested that
the government make changes in its expenditures by creating a suitable and
efficienttax systemto helpreduce the inflationrate and affectthe budgetdeficit.
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Introduction:

Fiscal policies are key to economic stability, income redistribution, and
economic growth. This role is more obvious in developing countries because
the lack of a strong private sector in these countries such as Iran makes the
government use its budget as a tool to achieve its goals. These policies
originate from changes in the government’s revenues and expenditures. On
the income side, tax revenues are considered the best and healthiest source
of income for the government and as an efficient tool for applying financial
policy. However, due to access to alternative sources such as oil revenues,
tax revenues have not been paid as much attention as they should be in Iran.
On the expenditure side, reducing and increasing the government’s current or
capital expenditures in different sectors, in addition to the allocation role, is also
a tool to achieve macroeconomic goals. Economic growth is one of the most
important macroeconomic goals in all countries. For this reason, during the
financial crisis, countries try to overcome stagnation by formulating appropriate
financial and monetary policies. One of the ways to make appropriate decisions
is to know the nature of the economy and examine the causal relationships of
economic growth with other factors. One of these factors is financial policy.
Examining the relationship between financial policies and economic growth is
very important from a political point of view. In addition to economic growth,
the inflation rate is also one of the macro-economic variables that have decisive
mutual relations with other economic variables, including economic growth
and government financial policies. Therefore, this study aims to investigate the
causal relationships between tax revenues and government expenditures with
economic growth and inflation rate by using the Dumitrescu-Horlin causality test.

Methods and Material:

In estimating panel cointegration for this study, the causal relationship between
the variables can be estimated using the recently-developed panel causality
test, Dumitrescu and Hurlin (DH) causality test. This test was put forward by
Dumitrescu and Hurlin (2012), and the model can be modified as follows:

L L L
FPy=ay+) a1FPy_j+3 PBj1GRy—j+3% Vj1INFi_j+ &;
j=1 j=1 j=1
L L L
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L L L
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where FP;; represents the fiscal policy, which includes tax revenue (TAX) and
government expenditure (EXP). GR;; is used to denote economic growth and
INFy is the inflation rate of province (i) at time (t).

Results and Discussion:

By examining the causal relationship between the two variables of inflation rate
and economic growth (Table 1), it can be seen that there is a causal relationship
between inflation rate to economic growth. However, reverse causality is not
accepted by one of the tests. Therefore, due to the contradiction in the two
tests, it is not possible to answer the causal effect of economic growth on the
inflation rate. However, the existence of a causal relationship from the inflation
rate to economic growth confirms Keynes’ general theory and is compatible
with studies such as Barrow (2013) and Mandala (2020). Based on Keynes’s
point of view regarding the effect of the inflation rate on economic growth and
comparing it with the results, it can be said that in Iran wages are not fully
adjusted along with the increase in prices. The slow adjustment of wages causes
financial resources from the supply of products to be directed from workers to
employers. Therefore, due to the fact that employers have more desire to save
than workers, this leads to an increase in investment and, as a result, an increase
in economic growth in the cou

Table 1. The results of causality test between inflation rate and economic
growth by DH method

Null hypothesis w 'Z Prob(Z) Z Prob(2)

There is no causal relationship from
. ) . 1.6745 2.6557 0.0079 1.0918  0.2749
economic growth to inflation rate.

There is no causal relationship from
. . : 44260 6.7538 0.0000  2.1167 0.0367
inflation rate to economic growth and

Source: Research finding.

Conclusion

The results of this study show that taxes and government expenditures have a
two-way causality relationship with each other. This result is consistent with
Friedman’s tax-expenditure hypothesis (1992) and Peacock and Wiseman’s
(1979) tax-expenditure hypothesis. In addition, as a confirmation of Romer’s
hypothesis (1989) based on the effect on the allocation decisions of enterprises
and Marzo’s hypothesis (1998) based on the effect on the accumulation of
production factors, as well as Wagner’s law, a two-way causality relationship
has been observed between taxes and economic growth. However, there is no
causal relationship between government spending and economic growth. In
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addition, there is a one-way causality relationship between inflation rate and tax
from inflation to tax, which confirms the hypothesis of the Tanzi effect (1977).
Also, based on the results and as a confirmation of the studies of Chaudhuri
(2002), Bashir et al. (2011) and al-Mutairi et al. (2020), there is a two-way
causality relationship between government spending and the inflation rate.
Finally, there is a causal relationship between the inflation rate to economic
growth, which is consistent with Keynes’s general theory and the theory of
complete non- adjustment of wages.

Keywords: DH Causality Method, Fiscal Policy, Government Expenditures,
Tax Revenue.
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