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Article Info ABSTRACT
Article type: Chronic, excessive growth of the money supply erodes the value of the national currency and
Research Article creates opportunities for speculation in asset markets. This process can divert resources from

productive to unproductive and speculative activities by generating economic rents and
fostering corruption. Moreover, financial corruption and inflation resulting from high
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y liquidity mutually reinforce each other, ultimately exacerbating income distribution

Received: inequalities. While the bidirectional relationships between corruption and income inequality,
Revised in revised form: as well as the separate linkages between money supply and inflation, have been extensively
Accepted: examined in the economic literature, modeling within a systemic framework that places the
Published online: feedback loop between money supply growth and corruption at the center of the analysis has

received comparatively less attention.This study employs annual data for the period 1984—
JEL: 2023 (lranian calendar: 1363-1402) and utilizes a simultaneous equations system to

investigate these multifaceted relationships. The findings indicate that excessive money

supply growth in Iran intensifies corruption by creating economic rents. This growth
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contributes to higher inflation and deepens income inequality not only directly but also
indirectly through its amplification of economic corruption. Furthermore, corruption and
inflation exhibit a mutually reinforcing relationship. The results confirm the interdependence
of these variables, forming a vicious cycle that has perpetuated double-digit inflation and
income inequality in the Iranian economy. The study underscores the need for transparency
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Extended Abstract

Introduction: The economic development and stability of any nation are contingent upon the integrity of its
monetary and fiscal frameworks. A pivotal channel for the transmission of economic shocks lies in the management
and expansion of liquidity. In the Iranian context, recent decades have witnessed a persistent divergence between
liquidity growth and real GDP, characterized by an erratic and accelerating trajectory. This expansion has largely been
channeled through unproductive avenues, primarily aimed at bridging fiscal deficits via the banking sector
(Moknhtarifar,2021).

The crux of the problem is that volatile liquidity growth transcends being a mere macroeconomic variable inducing
inflation; it serves as a potent catalyst that fosters and exacerbates economic corruption. This is manifested through
rent-seeking, skewed resource allocation, and the flourishing of speculative ventures within non-productive sectors
(Falahati & Bagheflaki,, 2022). By engendering a vicious cycle of inflation and corruption, the chronic inflation
stemming from liquidity expansion erodes purchasing power and exacerbates poverty. Under such circumstances,
corruption evolves into an adaptive mechanism for economic agents striving for survival amidst instability. Moreover,
corruption inherent in state-led resource allocation induces economic inefficiencies, diminishes tax revenues, and
inflates public spending, thereby deepening budget deficits and compelling central bank financing—which
subsequently triggers further liquidity expansion (Cookerman et al.,1992). Thus, a reinforcing feedback loop is
established among "liquidity growth," "corruption,” and "inflation." The ultimate byproduct of this cycle is the
deepening of class stratifications and the intensification of income and wealth inequality. The preferential access of
elite groups to monetary and informational rents enables them to capitalize on inflation and asset price appreciation,
whereas middle- and low-income strata, burdened by stagnant or volatile incomes, suffer from the erosion of real
income and rising costs of living. This escalating inequality not only destabilizes social cohesion and heightens social
unrest but also stifles the real economy by suppressing effective demand for domestic goods (Dmitrieva & Ushakov,
2011).

This study aims to investigate the impact of uncontrolled money supply growth on corruption, alongside its
consequential ramifications for inflationary dynamics and income distribution inequality within the Iranian economy.
Conducting a systematic examination of the interrelationships among erratic liquidity expansion, corruption, and
inflation is of fundamental significance for several compelling reasons. Primarily, from the perspective of analytical
innovation, while the pairwise linkages—specifically, the nexus between money supply and inflation, as well as the
correlation between corruption and inequality—have been extensively explored in the economic literature, the
development of a comprehensive and integrated framework that systematically models these variables in unison
remains conspicuously underdeveloped. Accordingly, this research endeavors to disentangle the intricate, intertwined
web of these phenomena, thereby filling the prevailing theoretical and empirical lacuna in the existing body of
knowledge.

Method: In the context of the Iranian economy, the interrelationships among key macroeconomic variables—
namely, liquidity, inflation, corruption, and income inequality—are predominantly characterized by feedback loops
and reciprocal effects. To adequately model and analyze these complex interactions, a system of simultaneous
equations is employed. This approach enables the identification and estimation of both the direct and indirect effects
of each variable within the broader structural framework of the economy. Overall, the simultaneous equations system
serves as a sophisticated and essential analytical tool for examining the structural and dynamic interconnections
inherent in Iran’s economic system.
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To estimate the parameters of the aforementioned system, the Generalized Method of Moments (GMM) is utilized.
This technique is particularly well-suited for simultaneous equation models due to its robustness in addressing issues
such as cointegration, its efficiency in parameter estimation, and its flexibility in handling endogenous variables under
weak distributional assumptions.
Prior to the estimation of the simultaneous equations system, a series of diagnostic procedures are conducted. These
include tests for stationarity, cointegration, and the identifiability of the structural equations. Specifically, the
Augmented Dickey—Fuller (ADF) test is applied to assess the order of integration of each variable, while the Johansen
cointegration test is employed to examine the presence of long-run equilibrium relationships among the variables. To
evaluate the identifiability of the system, the necessary (but not sufficient) order condition and the sufficient rank
condition are examined using a two-stage identification procedure.
This systematic survey enabled the identification of theoretically grounded and empirically validated determinants.
Consequently, only those variables with demonstrated salience in prior studies—and those deemed conceptually
pivotal to the transmission mechanisms under investigation—were incorporated into the empirical specification.
The structural framework of the model comprises a system of three simultaneous equations, each representing a distinct
but interdependent macroeconomic relationship. Specifically, the system is composed of: (i) Corruption Control (or
governance quality) function, (ii) an inflation equation, and (iii) an income inequality function. This tripartite structure
is designed to capture the endogenous feedback loops among institutional quality, price stability, and distributive
outcomes, thereby providing a coherent identification strategy for the policy channels of interest. The system is
estimated using appropriate simultaneous-equation techniques to ensure consistency and efficiency of the parameter
estimates

Regarding data sources, the data used in this study are extracted from reputable domestic and international sources,
including the Central Bank of the Islamic Republic of Iran, the Statistical Center of Iran, and the World Bank. The
study period spans from 1984 to 2023, allowing for a long-term analysis of dynamic relationships among the variables.
Data collection is documentary and library-based, and the model is estimated using EViews 12 software.

Results: Before proceeding to the discussion of empirical findings, it is imperative to underscore that the full battery
of diagnostic tests—including assessments of residual serial correlation, heteroskedasticity, functional form
misspecification, and parameter stability—has been satisfactorily passed. The reported test outcomes collectively
provide strong statistical evidence that the estimated coefficients are unbiased, consistent, and efficiently estimated,
there by lending credence to the subsequent structural inferences.

Equation (1): Determinants of Corruption Control
cc, = ay + arm2 —rgdp95,_, + azgini, + aulcp, + ascc,_1 + uq,

Based on the estimation results of equation (1), the coefficients of the explanatory variables—namely, uncontrolled
money supply growh, the Gini coefficient, and the inflation index—are negative and, with the exception of the inflation
index, statistically significant at the 5 percent level. This indicates that as the growth rate of uncontrolled money supply
, income inequality, and inflation increase, the control of corruption (an inverse indicator reflecting a reduction in
corruption) diminishes, and consequently the level of corruption rises. On the other hand, the negative and large
coefficient of the Gini coefficient index suggests that an increase in income distribution inequality significantly raises
the level of corruption in Iran. Furthermore, the findings confirm that income inequality (the Gini coefficient) and
contemporaneous inflation play a substantial role in the extent of corruption, and their negative relationship with the
corruption control index underscores the need for coordinated fiscal and social policies to prevent an escalation of
corruption.

Additionally, lagged corruption control—which measures the quality of anti-corruption efforts as an indicator of
institutional quality and good governance—is included in the model as a control variable. The improvement of this
index exerts a direct effect on reducing corruption, as evidenced by the positive coefficient obtained in the estimation.
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Equation (2): Determinants of Inflation

lep = By + B2rm2 — rgdp95, + Bscc+Psgini,_1+Peue, g + Brlep,q + Bslifer, +uy,

Based on the estimation results of equation (2), the coefficients of the explanatory variables are statistically significant
at the 5 percent confidence level, with the exception of the coefficient of the lagged unemployment rate. The negative
coefficient of corruption control confirms that improvements in the quality of anti-corruption efforts reduce the
inflation rate, indicating the anti-inflationary role of corruption control.

The estimated coefficients of the remaining explanatory variables exhibit positive signs. These results suggest that
increases in uncontrolled money supply growh, income inequality, lagged inflation, and the unofficial exchange rate
all contribute to an elevation in the inflation rate.

On the other hand, the negative effect of unemployment rate growth on inflation may be attributable to a reduction in
aggregate demand pressure on the general price level. Furthermore, the positive and statistically significant relationship
between lagged inflation and current inflation confirms the presence of inflationary dynamics and inertia effects within
the Iranian economy. The depreciation of the unofficial (dollar) exchange rate—commonly regarded as an indicator of
exchange market instability—has exacerbated inflation through the imported costs channel. In contrast, the negative
coefficient of corruption control suggests that improvements in corruption control can serve as an effective policy
instrument for curbing inflation.

Equation (3): Determinants of Income Inequality

giniy = Wy + pprm2 —rgdp95; + pslep, + uslgdp95; + uegini;_; + prue;_y + uy,

Based on the estimation results of equation (3), all coefficients of the explanatory variables are statistically significant
at the 5 percent confidence level, with the exception of the coefficient of the lagged unemployment rate, which lacks
statistical significance.

The positive and statistically significant coefficient of the uncontrolled money supply growth index indicates that an
increase in liquidity exacerbates income inequality (the Gini coefficient). Furthermore, the positive and statistically
significant coefficient of the consumer price index (inflation rate) suggests that rising inflation significantly worsens
income inequality, reflecting the deleterious effects of inflation on income distribution. Inflation, by eroding the
purchasing power of low-income groups and widening the class gap, leads to the intensification of income disparities.
In contrast, the statistical insignificance of the lagged unemployment rate may indicate that, within the framework of
Iran's economic structure and over the short-term horizon, no direct relationship exists between the unemployment rate
and income inequality. This finding could be attributable to the structural characteristics of the labor market and the
broader economy of Iran.

The negative and statistically significant coefficient of real output growth at the 10 percent level indicates that increases
in production and real per capita income reduce income inequality, which is consistent with the findings of prior studies
in developing countries.

Conclusion: The findings of this study confirm the existence of a statistically significant and positive relationship
between uncontrolled money supply growth and the intensification of corruption in the Iranian economy. This study
demonstrates that irregular liquidity growth in Iran's economy increases corruption through three main channels:

1. The rent-seeking and institutional weakening channel: The unregulated injection of public financial resources and
the lack of transparency in their allocation—such as in bank credits and foreign exchange resources—increase both
the incentives and opportunities for corruption.

2. The price bubbles and capital misallocation channel: Excessive liquidity growth, by generating speculative bubbles,
leads to the diversion of capital toward non-productive markets. This enables rent-seeking individuals to amass
substantial wealth through these spurious markets, which in turn serves as a stimulus for the proliferation of corruption.
3. The inflation and currency devaluation channel: Inflation resulting from liquidity growth, by eroding the purchasing
power of lower-income strata and diminishing their wealth, deepens class disparities. Under these circumstances,
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individuals are driven toward illicit activities to preserve the value of their assets, thereby exacerbating structural
corruption.

Moreover, the results indicate the existence of a vicious cycle among liquidity, inflation, and inequality uncontrolled
money supply growth, both directly and through the exacerbation of corruption, leads to higher inflation, deeper
income inequality, and the weakening of economic stability. The findings of this study particularly emphasize that
income inequality—measured by the Gini coefficient—is one of the primary drivers of corruption in Iran; indeed, the
widening of the class gap, more than any other variable, has reinforced both the incentives and the institutional milieu
for corruption within society. In effect, uncontrolled liquidity within the current economic structure, rather than
stimulating the productive sector, has acted as a catalyst for corrupt behaviors and the misallocation of resources, while
simultaneously perpetuating inflation and inequality through the erosion of the purchasing power of vulnerable groups.
The primary and most crucial policy measure for controlling liquidity growth is the implementation of structural
reforms in the country's monetary system. The first step in this direction is the establishment of monetary discipline
and the reform of central bank policies. Monetary authorities should formulate the country's monetary policies in
alignment with the growth of the real sector of the economy—that is, real GDP growth. Given the widening divergence
between the growth rate of the real money stock and the growth rate of Iran's real sector over the past decades, a portion
of the policies and actions of the monetary authorities should be based on a well-defined rule commensurate with real
economic growth, and implemented accordingly, whereas most policy decisions are currently made on a discretionary
basis. Over recent decades, the central bank and its authorities have repeatedly responded to various shocks—such as
fiscal deficits, domestic and external shocks including international sanctions—that exert pressure on the money
market by resorting to short-term and discretionary policies of money creation and liquidity expansion. However, the
establishment of a clearly defined rule aligned with the needs of the real sector of the economy is an imperative
necessity. Therefore, the reform of the country's banking system, followed by the management of the government
budget (i.e., the reduction of the structural fiscal deficit), serves as a complement to the aforementioned policy
measures and enhances the effectiveness of the liquidity growth control policy.

One of the main limitations of the study is the unavoidable reliance on indirect indices to measure corruption, as
precise and direct data on the actual extent of corruption are not available. This limitation underscores the need to
develop more accurate and context-specific indicators for measuring corruption. Accordingly, future research is
encouraged to examine the role of institutional variables—such as financial transparency, government accountability,
judicial independence, and the effectiveness of supervisory institutions—as moderating factors in the relationship
between liquidity growth and corruption. In addition, conducting comparative studies with countries that have similar
economic structures and employing dynamic stochastic general equilibrium (DSGE) models to analyze the long-term
effects of monetary and anti-corruption policies could contribute to the formulation of more effective policy solutions
aimed at achieving economic stability and social justice.
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