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Introduction

The size of the government and budget deficits are among the main challenges of macroeconomics in developing
countries, particularly oil-rich nations like Iran. Oil revenues have led to the inefficient expansion of government
activities, resulting in resource misallocation, market disruptions, and a reduced role for the private sector. These
conditions have exacerbated structural budget deficits, forcing the government to borrow from various sources. In
recent years, Islamic financial instruments such as Murabaha bills have been designed as a solution to finance
budget deficits. This study examines the impact of two methods of financing budget deficits (Murabaha bills and
borrowing from the banking system) on economic growth and inflation.

Methodology

1. Borrowing from the Central Bank: This increases the monetary base and inflation.

2. Borrowing from Commercial Banks: This may occur without changing the money supply, but it can have
inflationary effects if the money supply increases.

3. Borrowing from the Private Sector: The issuance of bills does not directly affect the money supply but may
influence aggregate demand and interest rates.

4. Borrowing from External Sources: Reduces the money supply in the short term but may lead to inflation in the
long term.

Murabaha bills

Murabaha bills are an Islamic financial instrument based on the Murabaha contract (cost-plus sale) and comply
with Sharia principles. These bills can serve as an alternative to conventional bills in Islamic countries and help
reduce reliance on borrowing from the central bank and the banking system.

(Due to technical issues, the search service is temporarily unavailable.)

Since the second half of the 20th century, various theories have emerged in the economic growth literature to
explain the enigma of growth and its influencing factors. These theories can be categorized into three groups:

1. Neo-Keynesian Growth Model (Harrod, 1939; Domar, 1946)

2. Neoclassical Growth Model (Solow, 1956; Swan, 1956)

3. Endogenous Growth Models ( Romer, 1986; Lucas, 1988)

The relationship between economic growth and financial development has attracted the attention of economists
and policymakers in recent decades. Some, like Levine (1997), argue that financial intermediaries enhance
economic efficiency by optimally allocating resources to capital, thereby promoting economic growth. In contrast,
Lucas (1988) considers this relationship exaggerated.

As an Islamic financial instrument, Murabaha bills provide a means to attract financial resources without relying
on interest (riba). These bills not only help finance budget deficits but also facilitate domestic and foreign
investment and strengthen Islamic financial markets. This tool can be particularly effective in Islamic countries
facing economic crises, as it helps reduce budget deficits and attract domestic capital.

Regarding the impact of Murabaha bills on inflation, their issuance does not directly alter the monetary base and,
therefore, does not inherently lead to inflation. In Iran, one of the main drivers of inflation is government borrowing
from the central bank to cover budget deficits. Using Murabaha bills can reduce the government's need to borrow
from the central bank and increase the monetary base, thereby helping control inflation.

Litterman (1981)  was the first to develop the Bayesian Vector Autoregression (BVAR) model using the
Minnesota prior information. This model provides more accurate forecasts than the Vector Autoregression (VAR)
model and addresses issues related to the large number of parameters and the lack of degrees of freedom. The
BVAR model combines the simultaneous equations system and the VAR model, as it is both dynamic and based
on economic theory. Bayesian models are particularly suitable for short-term policy studies due to their flexibility
and improved forecasting performance. Additionally, the limited period of general Murabaha bond issuance and
data scarcity justify using the BVAR model.

Introduction to the Model and Variables:

To understand the impact of fiscal policies on economic growth, the relationship between government revenues
and economic growth must be properly analyzed. Since the 1980s, endogenous growth theories have enabled
examining the effects of policy decisions on long-term growth. Fiscal policy influences aggregate demand, wealth
distribution, and the economy's production capacity through two main tools: government revenues and
expenditures. In the short term, changes in expenditures and revenues alter aggregate demand, while in the long
term, these changes affect the productivity of factors of production, investment, and technological innovations.
Variables Affecting Economic Growth:

Levine and Renelt (1992) categorize the variables affecting economic growth into three groups:
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1. Core variables such as investment.

2. Influential variables from past studies, such as population.

3. New variables include Murabaha bills and government debt to the banking system.

This study uses the BVAR model to examine the impact of two financing methods (general Murabaha bills and
borrowing from the banking system) on economic growth and inflation. The BVAR model is suitable for analyzing
short-term fiscal policies due to its ability to improve forecasts and address issues related to data scarcity.

Results and Discussion

This study examined the impact of Murabaha bills and government debt on the banking system on economic
growth and inflation using the Bayesian Vector Autoregression (BVAR) model and monthly data from the Iranian
economy from 2019 to 2022. The results from impulse response functions and variance decomposition indicate
that different financing mechanisms have varying effects on macroeconomic indicators. The findings of this study
show that issuing Murabaha bills can help increase the level of physical capital in the economy by financing
investment projects. This, in line with the Solow model, increases gross domestic product (GDP) and economic
growth. However, the impact of Murabaha bills on economic growth may diminish in the long term, as sustainable
economic growth in the Solow model is driven by technological progress, and increased investment alone faces
diminishing returns. Issuing Murabaha bills can also help control inflation by reducing pressure on liquidity and
money supply. By decreasing the government's reliance on borrowing from the banking system, this mechanism
prevents an increase in liquidity and aggregate demand.

Government debt to the banking system has a negative effect on economic growth, as this type of financing reduces
resources available to the private sector and decreases investment. In the Solow model, reduced investment means
a decline in the level of physical capital and, consequently, a decrease in GDP. Government borrowing from the
banking system can increase inflation by raising liquidity and aggregate demand. In the Solow model, high
inflation can result in economic instability and reduced long-term investment, negatively affecting economic
growth.

According to the results, the effects of Murabaha bills and government debt on the banking system vary over time.
Therefore, when selecting financing methods, attention must be paid to their temporal impacts, and complementary
studies should be conducted to examine these effects over longer periods, which is not feasible in this study due
to the limited period of Murabaha bond issuance. These results highlight the complex and varied effects of financial
mechanisms on the economy and indicate that different financial policies, such as borrowing and issuing bills,
impact macroeconomic indicators differently. Thus, governments should adjust their fiscal policies to balance
economic growth and inflation rates, considering these factors. Strengthening the financial system, particularly the
Murabaha bond market, can help governments optimize their financing strategies. However, this analysis cannot
be generalized to very long-term periods.
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