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Abstract  

In recent years, the use of fiscal rules to influence fiscal policy and 

macroeconomic environment has been expanding in the economic literature, so 

that many countries have set various fiscal rules to maintain macroeconomic 

stability and prevent extreme budget deficits. In Iran, this started from the Fifth 

Development Plan with the allocation of the oil revenues to the National 

Development Fund, but in recent years its goals of stabilizing the economy have 

not been attained. In the present study, using a Dynamic Stochastic General 

Equilibrium (DSGE) model, the appropriate rule for Iran is examined using three 

scenarios: baseline, revenue fiscal rule and budget balance rule. The results 

showed that the budget balance rule can lead to a good performance considering 

the structure of Iran as an oil exporting country and minimize the policy-making 

loss function. 
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1. Introduction 

Fiscal rules are widely used to constrain fiscal policy discretion and promote 

fiscal discipline. More than 90 countries are using fiscal rules today. Their main 

goals are to commit policymakers to fiscal sustainability, enhance transparency, 

and signal to financial markets the course of fiscal policy (Eyraud et al., 2018). 

The main goals of these rules are to control the budget deficit, prevent excesses 

in current government spending, countercyclical fiscal policy, smooth 

fluctuations in natural resources and create an intergenerational balance. Before 

the financial crisis, fiscal rules were simple and flexible and there was little 

emphasis on enforcement. After the financial crisis, however, certain fiscal rules 

were introduced in the EU that could be enforced and were simple and flexible. 

According to international experience, fiscal rules are used to prevent excessive 

deficits that would arise under unconstrained policy discretion. This begs the 

question as to why legitimate governments would ever embark on financially 

unsustainable policies in the first place. After all, the intertemporal budget 

constraint is always binding ex post, and ignoring it ex ante invariably leads to 

very costly measures to restore it (debt restructuring, default, high inflation). In 
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practice, however, countries can easily get away with unsustainable policies for 

a long time before the budget constraint starts biting (Wyplosz, 2013). Another 

major problem for oil-rich countries, including Iran, is the existence of revenues 

from oil exports, which exposes the economy to four major challenges: Dutch 

disease, cyclical fiscal policies, high inflation, and long periods of boom and 

bust. A review of the government's past performance in the Iranian economy and 

development plans shows that fiscal policies have not been implemented in 

accordance with development plans, and as a result of the non-implementation 

of these policies, the emphasized fiscal rules have not been properly observed. 

However, according to the Sixth Development Plan, 30 percent of oil revenues 

are to be deposited in the National Development Fund (NDF) to create economic 

stability and intergenerational justice, and two percentage points must be added 

each year (Sixth Development Plan Law, 2017). However, a review of annual 

budgets in recent years shows that there is no adherence to this rule of oil 

revenues and this rule is not observed in practice and, therefore, the choice of a 

rule that can help the economy to achieve the aforementioned goals in fiscal 

rules seems necessary. So the main question in this article is which of the two 

rules (i.e., revenue rules and budget balance rules) has the least loss function for 

policymakers? To answer this question, a DSGE model was designed for Iran’s 

economy in such a way that it explains the conditions of the country's economy. 

Due to the oil-dependent nature of Iran’s economy, the model was designed as a 

small open economy. The reason for why this question was raised is that the 

choice of fiscal rules is generally different based on the case criteria of each 

country and should be selected based on modeling and accepted conditions in 

the economy. 

 

2. Model and data 

In this article, the dynamic stochastic general equilibrium (DSGE) model 

includes the household, firms, central bank (monetary authority), government, 

oil production and foreign sector. The household consists of two types: 

Ricardian (household access to the financial market) and non-Ricardian 

(households that do not have access to the financial market). Households 

maximize a utility function consisting of consumption, leisure and money. 

However, in our open economy model, the households consume a basket 

consisting of domestically produced goods and imported goods. These products 

are supplied by domestic and importing firms, respectively. Firms are divided 

into three groups: 1- Domestic firm, which in fact constitute the non-oil sector of 

the economy and part of the production of this sector is exported by the 

exporting firm, 2-  importing firms  3- oil production. The firms (domestic, 

importing and exporting) all produce differentiated goods and set prices 

according to an indexation variant of the Calvo model. By including nominal 

rigidities in the importing and exporting sectors we allow for (short-run) 

incomplete exchange rate pass-through to both import and export prices. In this 



Applied Economics Studies, Iran (AESI)                                                                               3 
 

Volume 8, Number 35, Autumn 2020 
 

 

model, some real and nominal rigidities including investment, prices and wages 

are considered to match the results of the estimate with the conditions of Iran's 

economy. In this study, log-linear equations have been made before estimating 

the parameters. The Bayesian approach and the Metropolis-Hastings algorithm 

have been used to estimate the desired parameters. The data used in this article 

includes GDP at a constant price in 2011, consumer inflation, importer inflation, 

exporter inflation, monetary base, wage and income tax, consumption tax, 

corporation tax. Import tax, oil revenues, other government revenues, oil 

production, oil prices, wage price index, inflation of trading partners and GDP of 

trading partners have been used. In the present article, the data used are 

considered quarterly and from 2005 to 2017. Due to the seasonal nature of the 

data after seasonal adjustment using the 12x   method, the data were 

logarithmized and then separated from each other using the Hodrick and Perscat 

filter except cyclic and the trend of each of the considered variables. 

 

3. Results 

The results of the policymaker's loss function show that the scenario of 

implementing revenue rules for the fiscal policymaker will have the highest 

amount of loss for the policymaker. This is well illustrated in empirical evidence 

and a limited number of countries use these rules to reduce economic 

fluctuations and prevent severe budget deficits. The baseline scenario, which has 

a discretionary nature in implementing fiscal policies, is in a better position than 

the revenue rule in terms of the loss function. Ultimately, the budget balance 

scenario will do the least loss to policymakers, and as noted, many developing 

countries use this rule for fiscal policy making. 

 
Table (1): The results of the policymaker's loss function 

Budget balance Revenue rules  Baseline   

8.035 12.390 10.585 Policy loss function 

Source: Research Findings 

 

4. Conclusion 
The use of fiscal rules as a fiscal policy tool to prevent budget deficits and 

business cycles has been considered by many developing and developed 

countries. According to the International Monetary Fund report, out of the 96 

countries that use fiscal rules, 87 have used budget balance rules. Only nine 

countries have used revenue rules. According to theoretical principles, the main 

reason for why countries do not use revenue rules is that there is no control over 

government spending, and this can affect the government debt sustainability in 

the long run. Revenue rules can lead to the formation of cyclical fiscal policies. 

Also, studies on fiscal rules show that the use of fiscal rules in the countries 

exporting raw materials prevents cyclical fiscal policy (Kumhof & Laxton, 
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(2013)). According to the results, the budget balance rule leads to a favorable 

performance in the Iranian economy and has minimized the policy-making loss 

function compared to the other two scenarios (baseline and revenue rule). 
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