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Introduction:

Discretionary fiscal policy involves deliberate changes in government spending
or taxation made in response to factors other than the natural course of economic
conditions. While this policy can be a powerful tool for stimulating or stabilizing
the economy, it also carries significant risks, acting as a double-edged sword.
Poorly timed or mismanaged interventions can lead to unintended negative
consequences for key economic indicators, such as inflation, unemployment, or
public debt. Therefore, it is crucial to carefully assess the potential impacts of
discretionary fiscal measures on economic variables to ensure they contribute to
long-term stability and growth.

Methodology:

The aim of this research is to thoroughly investigate the effects of discretionary
fiscal policy on private consumption and investment in Iran. To accomplish this,
we begin by estimating the fiscal policy rule based on the framework developed
by Fatas and Mihov (2003 and 2006). This estimation is carried out using the
Two-Stage Least Squares Instrumental Variable (2SLS-1V) approach, a robust
econometric method that helps address potential endogeneity issues. Once the
fiscal policy rule is established, we extract and analyze the discretionary fiscal
policies derived from this model. Our findings reveal that Iran's fiscal policy has
maintained a degree of stability during the period under review. However, it
exhibits pro-cyclical behavior, meaning that fiscal interventions tend to
exacerbate rather than mitigate economic fluctuations. In other words, during
periods of economic expansion, the government is likely to increase spending or
cut taxes, while during downturns, it may reduce spending or raise taxes. This
pro-cyclical nature of fiscal policy can have significant implications for private
consumption and investment. Specifically, when the government increases its
spending in times of economic growth, it may lead to higher inflation and
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crowding out of private investment. Conversely, in times of economic downturn,
reduced fiscal support can stifle private consumption and investment, further
deepening the economic recession. Understanding the intricate effects of
discretionary fiscal policy is crucial for policymakers aiming to design strategies
that foster sustainable economic growth in Iran. By examining how these policies
interact with private sector behavior, we can provide valuable insights into the
development of more effective fiscal frameworks that stabilize the economy and
promote resilience against external shocks.

Results and Discussion:

After estimating the model, the results are presented as follows: The discretionary
component of government spending is identified as a variable unrelated to the
business cycle, reflecting unexpected changes in fiscal policy. The impact of
discretionary fiscal policy on consumption has been found to be negative and
significant at the 95% probability level. This indicates that, in the short term, the
implementation of discretionary fiscal policy has led to a decrease in private sector
consumption, demonstrating a crowding-out relationship between the two.
Consequently, unexpected changes in fiscal policy—stemming from interruptions
in decision-making processes that disrupt economic stabilization and affect
individuals' income—have resulted in reduced consumption within the private
sector. This, in turn, can have detrimental effects on production and economic
growth. It is evident that the effectiveness of discretionary fiscal policy in closing
the production gap relies on policymakers' ability to implement appropriate policy
changes and on how these fiscal adjustments impact the economy. While some
economists advocate for discretionary fiscal policy during deep and prolonged
recessions, it is generally not recommended during normal, crisis-free conditions.
Among the research variables, the previous period's consumption rate and GDP,
representing individuals' income levels, had the most significant influence on the
consumption function. An increase in people's income or GDP growth
corresponds to a 43% rise in consumption, with this coefficient reported as
significant. Conversely, as inflation rises, societal consumption decreases,
although this effect is relatively small and not statistically significant.
Additionally, the results indicate that population growth positively influences
consumption. The degree of commercial openness also exhibits a positive and
significant effect on private consumption.

Regarding private sector investment, the impact of discretionary fiscal policy is
characterized by substitution and complementary effects. As highlighted in the
table, the effect of discretionary fiscal policy on investment is estimated to be
negative and significant. In the context of discretionary fiscal policy and its
implications—particularly in developing countries—unexpected changes in fiscal
policy can disrupt economic stability, increasing investment risk and
consequently reducing private sector investment.

Among the research variables, the investment rate from the previous period and
GDP exerted the greatest influence on the investment function. A 58% increase
in investment is associated with GDP growth, and this coefficient is reported as
significant. The inflation coefficient is negative and significant at a 90%
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confidence level. Furthermore, population growth has a positive and significant
impact on investment, while the degree of commercial openness on private sector
investment is positive but not statistically significant.

Overall, the findings of this research confirm the existence of a crowding-out
effect in both consumption and investment. Notably, the magnitude of the
crowding-out effects on investment (0.01) is greater than that on consumption
(0.001). This implies that the implementation of discretionary fiscal policy has
pushed the private sector away from investment and decreased household
consumption, ultimately posing a threat to economic growth.

Conclusion:

In summary, this research indicates that, despite the many contradictions
surrounding the effectiveness of discretionary fiscal policy—both theoretically
and empirically—it is evident that, regardless of differing school approaches to
fiscal policy and the ongoing debate over its efficacy, such policies can have a
significant impact on the macroeconomy. When implemented, discretionary fiscal
policies undeniably affect key macroeconomic variables such as consumption,
production, employment, and investment.

The significance of this issue becomes particularly apparent during periods of
economic stimulus when the government adopts a specific fiscal policy. Due to
potential interruptions in diagnosis, decision-making, and implementation, the
impact of these policies may either intensify or diminish compared to a scenario
where no rule-based fiscal policy is followed. In this context, fiscal policy serves
as a mechanism to amplify the effects of economic impulses, highlighting its
crucial role in shaping the overall economic landscape.

Keywords: Discretionary Fiscal Policy, Consumption, Investment, Crowding-
Out Effect, GMM.
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