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Changes in China’s monetary and fiscal policies can significantly affect Iran’s
macroeconomic variables through channels such as exchange rate fluctuations,
capital flows, and market expectations. On the other hand, Iran, as a developing
economy dependent on oil revenues, is also influenced by its own domestic
monetary and fiscal policies, which affect real variables such as exports, imports,
employment, and investment. Accordingly, this study aims to examine and
compare the spillover effects of monetary and fiscal policies of China and Iran
on Iran’s macroeconomic variables.

This research investigates the spillover effects of monetary and fiscal policies of
China and Iran on Iran’s macroeconomic variables using a Time-Varying
Parameter Vector Autoregression (TVP-VAR) approach, based on monthly data
over the period 1999-2022. The variables used for Iran in the model include the
real effective exchange rate (REXCH), employment (EMP), exports of goods and
services (EXP), imports (IMP), gross fixed capital formation (GFCF), money
supply growth (M2), and total government expenditure (EXPEN). For both
China and Iran, money supply growth and total government expenditure are also
considered as indicators of monetary and fiscal policy.

The results indicate that China’s policy shocks have a limited, short-term impact
on the Iranian economy. In contrast, Iran’s domestic policy shocks, particularly
changes in the money supply and total government expenditure, are the main
drivers of economic fluctuations in the country.

Money supply growth in Iran is the most persistent and influential variable in
transmitting fluctuations across economic sectors. Increases in the money supply
are associated with inflationary pressures, reduced purchasing power, exchange
rate instability, and weaker employment.
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Introduction

As the world's second-largest economy and one of Iran's most important trading partners, China plays a
prominent role in international economic interactions. Changes in China's monetary and fiscal policies
can significantly affect Iranian macroeconomic variables through exchange rates, capital flows, and
market expectations. On the other hand, Iran, as a developing economy dependent on oil revenues, also
affects real variables such as exports, imports, employment, and investment through its domestic
monetary and fiscal policies. However, most previous studies have focused on examining the effects of
US and European policies and have paid less attention to the interactions between Iranian and Chinese
monetary and fiscal policies. Therefore, the main purpose of the present study is to investigate and
compare the spillover effects of Iranian and Chinese monetary and fiscal policies on Iranian
macroeconomic variables. This study examines the role of policy shocks in the two countries by
analyzing the dynamic relationships among variables such as the real effective exchange rate, exports,
imports, employment, and gross fixed capital formation in Iran during the period 1999 to 2022.

Methodology

This research is of an applied-analytical type and is conducted within the framework of a time-varying
parameter vector autoregressive (TVP-VAR) model. The variables used in the model for Iran include
the real effective exchange rate (REXCH), employment (EMP), exports of goods and services (EXP),
imports (IMP), gross fixed capital formation (GFCF), money growth (M2), and total government
expenditure (EXPEN). For China and Iran, money growth and total government expenditure were also
considered as indicators of monetary and fiscal policy. Data analysis was performed using R software
within the TVP-VAR model framework, and the indices of “total linkage”, “pairwise directional
linkage,” and “dynamic gross directional linkage” were used to measure the intensity and direction of
the effects of the variables. This approach allows for the examination of dynamic fluctuations,
interdependencies, and shock transmission channels over time.

Results and Discussion

The total linkage index showed that the connectivity between the Iranian and Chinese economies was
about 36 percent in the early years of the study period and increased to about 50 percent by 2013. This
upward trend was mainly due to the growth of Iranian oil exports to China and the implementation of
expansionary policies in both countries after the 2008 global financial crisis. However, since 2018, due
to the return of international sanctions, the decline in banking relations, the Covid-19 crisis, and the
slowdown in economic growth in China, this index has been on a downward trend, reaching about 38
percent in 2022. The findings show that the impact of China’s policy shocks on the Iranian economy
has been limited and short-lived. In contrast, Iran’s domestic policy shocks, especially liquidity growth
and total government spending, are considered the main sources of the country’s economic fluctuations.
Iran’s liquidity growth has been the most stable and influential variable in transmitting fluctuations to
other sectors. Increased liquidity is associated with inflationary pressure, reduced purchasing power,
exchange rate instability, and weakening employment. Also, Iran’s total government spending has
affected real variables through investment channels and aggregate demand. On the external level,
China’s monetary and fiscal policies have had a significant impact on Iran’s imports only in certain
periods, especially between 2006 and 2012.

The results show that Iran’s economy is more influenced by endogenous factors and domestic financial
and monetary policies than by external shocks. China’s monetary and fiscal policies have not had a
sustainable spillover effect on the Iranian economy due to limited banking relations, widespread
sanctions, and weak financial institutions. In contrast, liquidity growth and total government spending
in Iran have been the main sources of macroeconomic fluctuations, affecting the real sector of the
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economy through channels such as inflation, the exchange rate, and aggregate demand. These results
emphasize that the Iranian economy is in a state of fiscal dominance; changes in the public budget are
quickly transmitted to macroeconomic variables such as employment, investment, and exchange rate.
In contrast, in China, fiscal and monetary policies operate in a coordinated framework and play a
stabilizing role in the economy.
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