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Introduction

Budget deficits have become a chronic and structural issue in Iran’s economy over recent
decades. The Islamic Republic has consistently faced imbalances between revenues and
expenditures due to heavy dependence on oil income, global price fluctuations, economic
sanctions, weak taxation, and rising current costs. This imbalance, manifested as
persistent deficits, is not merely a financial phenomenon but has broad consequences for
inflation, growth, investment, and public welfare. Inflationary taxation, though indirect,
reduces household purchasing power and disproportionately burdens lower-income
groups, creating unfair distributive effects. The study pursues three objectives:
theoretically, to examine the link between deficits and inflation within classical,
Keynesian, monetarist, and public finance perspectives; empirically, to analyze historical
data since 1979 to show how inflation has financed deficits; and in policy terms, to assess
impacts on fiscal sustainability, social justice, and welfare. The hypothesis suggests
inflation has functioned as a hidden tax, enabling governments to cover deficits in the
short run but causing instability, declining welfare, and deepening inequality in the long
run.

Methodology

This study develops a conceptual framework and methodology by combining economic
theories with empirical evidence from Iran’s economy since 1979. Key concepts are first
defined: a budget deficit occurs when government expenditures exceed revenues,
requiring borrowing or alternative financing (Musgrave & Musgrave, 1989). The
analytical model focuses on the link between deficits, monetary base, and inflation. In
economic literature, the main channel is financing deficits through central bank
borrowing, which expands the monetary base, increases liquidity via the money
multiplier, and ultimately generates inflation (Sargent & Wallace, 1981). The research
employs both documentary analysis and time-series data. The documentary part reviews
classical theories of inflationary finance and prior studies, while the empirical part
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examines Iran’s budgetary data, monetary base, liquidity, and consumer price index from
official domestic and international sources such as the Central Bank of Iran and the World
Bank. This dual approach enables theoretical and empirical testing, situating the study
within political economy and socio-political analysis. Its novelty lies in integrating both
perspectives to assess not only the direct deficit—inflation relationship but also the
mediating role of monetary expansion and inflationary taxation.

Results and Discussion

Inflationary taxation in economies like Iran reflects weak fiscal and institutional
governance. When governments monetize deficits instead of reforming taxes or
controlling expenditures, it signals ineffective governance and reliance on short-term fixes
over sustainable reforms. Iran’s budgeting system suffers from structural flaws: strong
influence of interest groups, bureaucrats, and politicians; rent-seeking mechanisms such
as financial persuasion, exchange, coercion, and refusal; and lack of effective oversight,
allowing systematic rent extraction at the expense of public welfare. Despite changes in
administrations, these problems persist. Inflationary taxation reduces the real value of
household cash assets and has become a significant source of deficit financing. Between
2006 and 2019, about one-third of Iran’s budget deficit was covered this way. Debt
markets remain shallow due to reliance on banks, strict interest-rate controls, government
dominance, poor liquidity, and absence of an active secondary market, limiting private
and foreign participation.

Inflation driven by budget deficits has major distributive and social consequences. It
erodes the purchasing power of wage earners and retirees, benefits debtors at the expense
of creditors, and shifts wealth from lower and middle classes to asset holders. In Iran,
“inflationary taxation” has become a key mechanism: by monetizing deficits through
central bank borrowing and monetary expansion, governments indirectly finance spending
while reducing household real wealth. Between 1979 and 2010, deficits were largely
covered by money creation, reinforcing inflationary taxation. Studies show high inflation
both results from and worsens deficits, creating a vicious cycle. The IMF (2022)
highlights its regressive impact on low-income groups. Socially, inflationary taxation
intensifies inequality; politically, it undermines trust and legitimacy; fiscally, it reduces
real tax revenues through the Tanzi effect. Culturally, persistent inflation shifts behavior
toward gold, currency, and real estate, weakening productive investment and fostering
short-termism and speculation.

Table (1). Annual Average Growth of Liquidity (M2) and Inflation Rate
(CPI), 2001-2025

Annual Average
. =G Annual Average
Period Growth(<|34f2I3|qu|d|ty Inflation Rate (CPI) Outcome
Decade of Liquidity growth was very
(2001- ~28% ~10%-25% high; inflation remained
2010) double-digit and unstable.
Higher than the .
Cate ol | st (orsionmy | prevovsdecose; | TiE aneaton etueen
igher severe inflationary ) ot
2020) waves intensified.
Annual growth rates Annual inflation rates
Period ranging from ~20% in recent years have - .
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Conclusion

The essay concludes Alongside structural dependence on oil and monetary expansion,
Iran’s fiscal system suffers from the absence of a functioning debt market and
independent oversight. Government debt is hidden in banking accounts and the monetary
base rather than transparently managed in capital markets, reflecting “fiscal
misgovernance” where rules, accountability, and transparency are absent. Inflation in Iran
is thus more institutional and political than purely technical. Without redefining the state—
society relationship on the basis of fiscal accountability, anti-inflationary policies fail.
Through inflation, the government imposes a hidden tax on citizens without explaining
how public resources are used, eroding social capital, trust in institutions, and deepening
inequality. Reforming the deficit—inflation cycle requires transforming fiscal governance:
genuine central bank independence, transparent public finance, elimination of tax rents,
and accountable institutions. Without these reforms, Iran remains trapped in a self-
reinforcing cycle of deficits, borrowing, inflation, declining trust, and weakened
legitimacy.

Keywords: Budget Deficit, Inflationary Taxation, Socio-Political Effects, Fiscal Policy.
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