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ABSTRACT

In this study the effect of public debt and monagy on inflation in Iran with emphasis on thecstheory of
the price level (FTPL) has been studied. This stimbk place by the use of Auto Regressive Distgdutag Method
(ARDL) for the period of 2000-2005 (seasonal). Attracti@lculation of short term and long term calcolasi and Error
Correction Model (ECM) shows that the fiscal theorfythe price level in Iran is positive and statially significant.
Survey results also shows budget deficit effectr@nconsumer price index during the year of 2000402 (seasonal) that
true volume of money and short and long term salddis has positive and significant relation with domsumers’ price
index. Error Correction model also indicates tihet ¢éstimated effective policies in the long termehbeen in a way that

annually about 34 percent lack of balance in patemodified to balance.

KEYWORDS: Public Debt, Supply of Money, the Fiscal Theorytlé Price Level, Error Correction Model, Auto
Regressive Distributed Lag Method

INTRODUCTION

It is mostly accepted; that the decrease in inftais largely depends on the monetary policy, asfigdn its
early stages. Based on the money quantity theafigtion can be determined by the change in thatixe supply of
money and goods and disinflation policy is framethuhe objective of controlling monetary growthtie in line with the
expansion in nominal income. Therefore, , many tes have allocated their central banks autonoopirty that it will

insulate them from having to accommodate impruéisaal policies.

However, considering that current money demand ldhio& based on expectations about future inflateffgrts
at reducing inflation may not be successful. Thecaly, once account is based on expectationst aflequilibrium ways

for inflation can coexist. In such cases, moneypsumay not be sufficient to pin down inflation.

Against this, attention has been paid to the rbfésoal policy to determine inflation. Sargent awthllace (1981)
state that the effectiveness of monetary policgdntrol inflation depends on its coordination witbcal policy. In their
model, harder policy could lead to higher inflationrsome cases, the price level holds. The logithei, with the demand
for governmental bonds given and with no changdsaal policy; a part of government obligationsiia be balanced by

Seignioragdthe difference between the value of money and diséto produce it) in the future.
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A similar reasoning lies behind the fiscal theofytlee price level (FTPL). Besides seignorage, faoiag, old
ways of analysis of the fiscal effects on inflatilotus on Keynesian aggregate demand consideratpuidic wage
spillovers to private sector wages, and taxes tffganarginal costs and private consumption (Elnoehednd Mankiw,
1999). The FTPL states that the effect of goverrtm@ebt as another channel of fiscal influence ofiation
(Buiter, 1999; Niepelt, 2004), has built up a wiierature (Woodford, 1994; Sims, 1994;)

This paper provides a study on The Effect Publibtteand Money Supply on Inflation in Iran with thenghasis
on the Fiscal Theory of the Price Level in Iranvéi the importance of policy regimes in the forwkroking models, we
rely on flexible econometric techniques allowing faur country heterogeneity, which is often negldctn empirical
studies.

This study also differs from much of the existingprical studies (Elmendorf, 1993; Ardagna et 2004; Catao
and Terrones, 2005) since the researcher focusdheorole of public debt in determining inflatiom so doing, the
researcher accounts for the effective channelssohlff influence on inflation—namely monetizationpextations and

effects of public debt—which can be formed indepamly of the size of the budget deficit.
Autoregressive Model with Distributed Lag (ARDL) Method

To evaluate the long-term and short-term relatiggsbhetween the dependent variable and the oth@amatory
variables in the model, Integration method sucthasmethod oEngle Grenger anérror correction models such as error
correction mechanism (ECM) were used to evaluaedhg and short-term relationships between thenidgnt and the
other explanatory variables of the model, . Howeligz to the existing limitations in the usekafgle Grengeand ECM
and also to avoid the existing shortcomings inrtteelels including biased in the small samples aridanbe able to carry
out statistical tests, a more suitable method®f land short term analysis of the relationshigsvéen variables have
been proposed. Regarding this we can point out-esglfanatory with extended lag (ARDL) approach
(PesaranandPesat2897). In this method, unlike the method of Eng@ranger, same degree of integration between the

variables is not necessary (Joseph, 2000).

Also, it simultaneously estimates the existing |lahgrt-term patterns in the model and eliminatespioblems
associated with omitting the variables and Auta@ation. Therefore, ARDL, methods of estimating efficient because

problems like autocorrelation, the creation of asled and inner opportunities are avoided (SidiRi020

In the last decades, several studies which aimedvestigate the factors influencing macroeconowsidables
and time series analysis have used methods sdHiseatpry with Distributed Lag (ARDL) methods. . Amp which we
refer to the studies bgmihan et a(2003), Narayan (2004), Khalilian and Farhadi @38 ofighi and Mehrabian (2003),
Khdamrdy and Hzhrky any (2002), Vatanpour (2003)d&ti et al (2006).

Therefore, in the present study ARDL model was used to investigate the impact of public debt arahey
supply on Iranian inflation in different years. tims study bonds variables were sold in time sel@ds (B) and true
volume of money (M), as the independent variables$ the consumer price index (P) as the dependaidbla with

distributed lags, has been considered. The geredeARDL model can be as indicated below:

Q(Lsp).},r = &y +Zﬁr(‘[‘= gr)x:'r +u,
=1 @
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i=1¢2 ..k

Wherea'0 is the width from the source ar¥1 is the dependent variable and L is the lag operatoch is defined

as follows:
Lf ro— 1! )
J g J’ -1 @)

—1_ 1 p
Therefore,a(L p)=1l-a,L -..—apL

B (La) =5 +:Bi1L+IBi2L2 +..+ B L

Accordingly, dynamic ARDL model for the impact aofifdic debt, the money supply on Iranian inflatioil \ve
as followed:

z i
R =4a, +ZViR—1+zTth—1 +Z¢?Bt—1+yoct +T0Mt +%Bt Uy
i=1 i=1

Estimating of Models Based on Autoregressive Distouted Lag, ARDL

In this part of the study in order to investigattations between short term and long term impaziptiblic debt,
the supply of money on inflation this pattern (ARHas been used to study relations consideringditsntage compared

to multivariatee times series models.

In this part of the study was to investigate thiatirenship between short-term and long-term impactpublic
debt, money supply, inflation and the advantage#&ARDL model multivariate time series than the othavdels, this

model is used to examine relationships .

Based on theoretical foundations, to provide adeuirsferences about time-series variables, firstsiveuld be
sure about the static variables over time. Here,résults of Dickey Fuller's test, generalized ea#ibn of the static
variables in the ARDL model are summarized in tdble

Test results of Stationary of variables of ARDL rabfbr 1993 ¢-2009-¢

Table 1
: . : Dickey
Width Status From Source | Stationary | Optimal Number of : .
and Process Level Interruptions Full_er's eIl
Statistics

**\ann 1 1001

width with the origin and @ 0 -9.02* M
process
With the origin and process © 0 -4/73
*% i 1011

With the origin and @ 3 4/92 - p
process

*Significant at the 5% level (P=0/05)
**Stationary tests done with width from theusce and without process and also without widtimftbe

source and process are carried out aathfithese results are confirmed

www.iaset.us anti@iaset.us



Ahmad Nagilou, Akbarkamejany, Asadollahfarzinvash & Karimimami

Theoretical Study of Fiscal Policy of the Price Lesl

In this case, the purpose of study is to investighe budget deficit through monetary and debt @msemers’

price index. Accordingly, the dynamic model of AREdr the consumer price index will be:
k z i
R=a,+2 YRy + 2 TM+ 3 @B, +),C +TM, + @B, +u,
i=1 i=1 i=1 3)(

In this equation, k, j and z are, respectivelyjrapt interruptions for the variables Pt, Mt, andi8t

The following two-stage method can be used to edgéntong-term relationship. First a long-term rielaship
between the variables under study will be testethdre is a stable long-term relationship betwdenvariables of the
model, then, long-term coefficients will be estisthtand conclusions about the value will be dedutiethe total
estimated coefficients related to the interruptidrihe dependent variable are less than 1 thendyhamic model tends

toward balanced long term. Therefore, to test trevergence the following hypothesis will be necas§&reene, 2000).

> se,
(4)

Comparing the obtained t, the critical parameteosigded by Banerjee. Dolado & Mester and desirenfidence

level, the presence or absence of long-term egiuitib relationship between the variables of the rad@ be realized
(Greene, 2000). In the long-run the following relaships between variables in the model will betru

()

R=R.=..=P,
M,=M_,=..=M_,
Bt = Bt—l == Bt—f

Therefore, long-term relationship between finanaidet prices can indicate as the following that:
R =9, t+oR +9,B + ;M +u, (6)

The existence of convergence between a set of euoneariables, provides the basis for the use obrer

correction models (Greene, 2000). Error correcgunation for ARDL model can be written as the be(@v
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0 k O z 0 i o
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i=1 i=1 i=1 7)(

Which is part of the following (ECMt-1) error coation

O O

0 o
ECM, =R -ao-y,R-1,M, - B, (8)

0O [
Where A is the first difference operator arfd « L q is the estimated coefficients of equation (3). @oieint is

part of error correction component that measurespieed of adjustment.

However, to study the effect of supply deficientyough monetary and debt on the consumers’ pridexin
statistics of the seasons 2004-2005 was used. Ginatrthe survey approach of this article is bamedeasonal statistics
and due to different published seasonal time setgistics by the central bank statistics, thesseal statistics of 1904 to

2006 is used. Table 2 shows the results of equat@n

Table 2: The Results of the Estimations of DynamiModel, ARDL (1, 0, 1)

Variable Coefficient SD
. . 9/8- 61/5*
Width from the source/ intercept 19/1 38/0**

Process Consumer price index with a 65/0 09/0*
lag period Actual amount of money

sold Bonds Bonds sold with a lag ig;g 1/%)/2*1/0
period 29/0 *x
R299/ | *F =808

* **% indicates significance at 1, 5, 10, 20 percent

With the use of dynamism model of factors (ARDLown in Table 2, the existence of the long terratiehship
is assessed and determined between VariableshiSpreferring to the relationship (4), obtainedltistic equals to -3/68.
Therefore, comparing of the determined quantityr&ical value or quantity represented by Benerjplddlo & Master,
null hypothesis was rejected in the model baseg&sent. Therefore, we can say a balanced a long telationship
between variables of the model is established. tc@uoe results of assessment of the long term oeiship of the
consumers’ price index, based on (6) relationdthiat is presented in the frame of (7) equation @et@rmined long term

tensions based on that, are provided in the table 3

Table 3: Out Comes Result of Assessment the Long fhie Communication & Long Term Tension

Variable Deviation | Coefficient | Long Term Tension
Width from Intercept 10.8 -26.1-
Process 0.28 3.4-
Actual amount of money 0.14 0.13 0.31
Sold bonds 0.58 0.001 0.016

Based on the on the signifidawxel of 1, 5, 10, 20 percent.

The results of table 3 shows that, with 10 pergseriease in factual money volumes, consumers’ pridex 3/1
percent. So, in the exiting condition, increasehia factual mass of money will cause increase éndbnsumers’ price
index in Iran. According to the above table, it ¢enstated that, with 10 percent increase in the lsonds, consumers’

price index will increase 1 percent only. Less @ffaf bonds and more effect of money growth inatifin can be because
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of money based budget deficit and financing throdght. Existence the convergence between set ofoatic variable
sprovides basis for the use of error correction efmdActually error rectification model relates ghderm fluctuation of
variable with quantity of long- term. To estimaté® short- term relation between foreign excharae and other

investigated variables, error correction modehefframe 7 was used.
Results of error rectification model calculatedrshterm tensions are shown in Table 4

Table 4: Results of Assessed Error Rectification Miel and Short- Term Tensions

Variable Deviation | Coefficient Lorégh(')l'ﬁrm
The first stage difference
from base ; ¥ 56 8.9 )
The first difference of the %0.38 11 _
process
First order difference of the 0.1 0.46 11
actual amount of money ' ' '
First order differencing of ——— 013 0.17
sold bonds ' '
Compo_nent of the error %0.34
correction )

* xx Fxkikkkx geccording to the significant level of 1, 5, 10, 20
Source:research findings
As shown in the table 4, in the short term factoess of money and sold bonds have positive effects
consumers’ price index. Based on the calculatedstesm tensions shown in the table, 10 percereiase in sold bonds;
consumers’ price index will increase about 1/3 petdn the short term. Also 10 percent increasghénactual amount of
money in the short term, the consumers’ price indé@kincrease about 11 percent. Also 10 percentdase of the sold

bonds will change consumers’ price index aboutpkréent

Results shows that, coefficient of error rectifiocat(ECMy.;) estimated based the equation (8) is meaningfil an
expected result is (negative). The amount of coieffit equals to 0.34 shows that 34 percent dewiaifahe consumers’
price index of the long term has been removed. &btuin each period, 34% of non-equilibrium of thevdel is adjusted
to balance. Therefore, we can hope for the terrg kefifiects of the policy. But shows long term impaatthe financial

assets of the markets

Therefore, the results of the effect of budget afifinancing on the consumer price index durihg years
2004-2009 (seasonal) shows the actual amount oeyand sold Bonds in the short and long-term haosgtipe and
meaningful relationship with the consumer priceeixdExistence of significant coefficients in predig short-term and
long-term proves fiscal policy theory of the prieel In Iran. The estimated error correction coefht model also
suggests the influence of policies in the mediummtie a way that about 34 percent of annual imbadarnn the model has

been adjusted to balance.
The Results of the Theory of Fiscal Policy of Priceevel Investigation

Statistics of the seasons 2004 to 2008 was usinégtigate the effects of governmental budgetcitéfnancing
and debt on the consumers’ price index. Using thefficients of the dynamic model, long-term relagbips between
variables were tested and statistics equal to Wa&obtained. So, there is a long term balancedioal between variables

of the model. Long-term results of the tensionhaf variables on the consumers’ price index showgetfent increase in
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the actual amount of money increases consumer praex up to 3.1 percent. Therefore, the increaseeal money
volume increases in the consumer price index in.Irdso, it can be said that with 10% growth ofdsddonds, the
consumer price index will only increase 1 percéns effect of bonds and effectiveness of real magrewth in inflation

can be attributed to the financed monetary detficiiugh debt.

Also, in the short- term the real mass of money anltl bonds have positive and meaningful effects on
consumers’ price index, in way that 10 percentdase in the sold bonds, in the short time, incredke consumers’ price
index up to 1.3 percent. Also, 10 percent increafsecal mass of money in the short time, will bdideed by 11
percentage of consumers’ price index and 10 peinergase of sold bonds will increase consumerr&tepindex up to 1.7
percent.. The results show that error correcticeffaoent (ECM.,) is really meaningful and expected amount is riegat
The coefficient equals 0.34 and indicates 34 pérceviation (nonexistence of balance) of index comsrs’ price
variables will be removed from long term quantifieaa period. Actually, in the every period, 34%imance in the model
is adjusted to balance. Therefore, we hope forefffiectiveness of policy in the long term. But wélhow longer term

impact of the financial asset of markets.
CONCLUSIONS

Comparing the results of the impact on the finagdindget defect on consumers price index duringtZu0
(seasonal) indicates that the actual amount of mama sold bonds have positive and meaningful ioelahip with
consumers’ price index in short and long term. phesence of meaningful coefficients in the shamtatend long-term
estimates represents a strong confirmation oftibery “Fiscal policy price level" in Iran. The eatited error correction
coefficient model also suggests the influence dicps in the medium term so that about 34 peroérinnual imbalances

in the model have been adjusted to balance.
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