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Assessing the factors that amplify inflation in the economy of any country is
essential from multiple perspectives, as inflation not only has economic
implications but also social and political effects. Accordingly, the present study
examines the impact of various factors, including interest rates, money supply,
budget deficits, and government debt to banks, on Iran’s inflation rate using the
NARDL econometric approach over the period 1993-2022. The long-term
results indicate that a positive shock to money supply has a positive effect on the
inflation rate. A positive shock to the budget deficit also exerts a positive impact
on inflation, meaning it increases inflation in Iran. Conversely, a positive shock
to the interest rate shows an inverse effect on inflation, such that an increase in
interest rates leads to a reduction in inflation. Finally, a positive shock to
government debt to banks has a positive effect on inflation. Based on these
findings and the variables studied, it is recommended that budget deficits be
financed through channels other than borrowing from the central bank, to break
the link between budget deficits, money supply, and inflation. Additionally,
reducing the nominal interest rate on bank loans could help lower production
costs and, ultimately, control inflation through reduced cost pressures.
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Introduction

Inflation is a complex phenomenon with multiple dimensions, referring to a situation in which the
general price level continuously rises over time. An essential point about inflation is that, despite its
precise definition, there is no unanimous view regarding its causes. Some economists argue that
excessive money growth is the primary source of inflation. In contrast, others believe that demand
surpluses in the goods market, cost-push pressures, and increases in production input prices are the
driving factors of inflation. As an influential indicator across various economic dimensions, inflation
plays a significant role in shaping monetary and fiscal policy-making processes. Therefore, examining
economic theories that seek to control inflation through appropriate monetary policies is of great
importance. In developing countries such as Iran, inflation is considered a fundamental challenge, as it
can lead to inequality in income and wealth distribution within society. Additionally, failure to contain
inflation can threaten economic stability. For many years, the Iranian economy has been grappling with
the challenge of double-digit inflation. The continuation of this situation constitutes a serious warning
for Iran's economy.

Methodology

Given the objectives of the present study, to examine the effects of various economic factors on the
inflation rate, econometric approaches including unit root tests with and without structural breaks, the
NARDL model, and frequency causality analysis considering structural breaks were employed for the
period 1993-2021 (1372—-1400 in the Iranian calendar).
Taheri Bazkhaneh (2022) in Iran showed that the impact of money supply growth on inflation is greater
than that of the exchange rate. Shakeri and Bagherpour Askouei (2023) demonstrated that money supply
does not significantly affect Iran's inflation, and causality runs from inflation to money supply. Rodri et
al. (2023) found that, in the long run, the exchange rate transmits fluctuations to both inflation and
money supply. Abdullah et al. (2020), in a study conducted in Kuwait, showed that interest rates and
money supply influence the inflation rate. Hazel and Hebler (2024) in the United States demonstrated
that budget deficits led to a 30% increase in inflation. Barro and Bianchi (2024) stated that in non-
Eurozone countries, inflation originates from increased government spending and budget deficits. In
Eurozone countries, it was also found that as government debt rises, the inflation rate increases.
Domestic and international studies related to inflation have examined various dimensions of the factors
affecting inflation using different approaches. However, a review of previous studies highlights the
necessity of conducting a comprehensive study focusing on the monetary factors affecting the inflation
rate, taking into account structural breaks and employing modern econometric approaches such as
NARDL and frequency causality. The Iranian economy, which has been grappling with the problem of
inflation for many years, requires a new perspective for analyzing inflation, and the present study has
been conducted with this objective. Moreover, the application of nonlinear approaches in studies related
to inflation offers significant advantages over traditional linear models due to the dynamic and complex
nature of this economic phenomenon; these approaches have also been employed in the present study.

Results and Discussion

The results of the present study, aimed at investigating the factors affecting the inflation rate in Iran
during 1993-2022 (1372—-1401) using the NARDL approach and frequency causality analysis, indicate
that money supply has a positive effect on inflation in both the short and long run, meaning that an
increase in money supply in Iran leads to higher inflation. However, the impact of a negative shock to
money supply on inflation was negative and insignificant. The insignificant effect of a negative money
supply shock on inflation may stem from the ineffectiveness of contractionary policies in reducing
inflation expectations. In the short term, a reduction in money supply may not have an immediate and
significant impact on inflation due to the lag in monetary policy transmission, substitution of money
with other assets such as foreign currency or gold, and banks’ tendency to maintain credit facilities. The
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structure of the Iranian economy, characterized by supply constraints and a strong dependence on
imports, causes increases in the money supply to raise demand immediately and, consequently, prices.
Both positive and negative shocks to the budget deficit had a positive effect on inflation, indicating that
they increase the country’s inflation. However, the inflationary impact of an increase in the budget
deficit is greater than the deflationary effect of a decrease in the budget deficit. This increase may
originate from an expansion of the monetary base, government borrowing from the central bank,
heightened inflation expectations, and aggregate demand. Conversely, a negative shock to the budget
deficit (a one-percent reduction) can also be associated with rising inflation. This may result from
expenditure reductions without attention to revenue structure reform, or from time lags in adjusting
economic expectations. The interest rate, as a monetary policy tool, has a significant inverse effect on
inflation, such that an increase in the interest rate reduces inflation, in line with the Taylor rule theory,
which emphasizes adjusting interest rates to control inflation. However, the insignificant effect of a
negative interest rate shock may arise from sticky inflation expectations or the ineffectiveness of policies
in effectively stimulating demand, particularly during recessions. Finally, a positive shock to
government debt held by banks has a positive effect on inflation, such that a one-percent increase in
debt raises the inflation rate. This direct relationship can be interpreted through the channel of
government-facilitated financial expansion via banks, which increases the monetary base and money
supply, ultimately exerting inflationary pressure. On the other hand, the insignificant effect of a negative
debt shock may result from the structural unwillingness of the banking system to reduce liquid assets or
delays in adjusting balance sheets.
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