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Understanding the interaction between monetary and fiscal policies and their
impact on macroeconomic variables is crucial for sustainable economic policies.
Uncoordinated policies can amplify economic fluctuations, increase uncertainty,
and hinder long-term growth. This study examines the consequences of different
active and passive monetary and fiscal policy combinations on key macroeconomic
variables, including consumption, production, and investment.

A dynamic stochastic general equilibrium (DSGE) model is developed to achieve
this, incorporating households categorized into Ricardian and non-Ricardian
groups. Fiscal policy is introduced through tax rules, and various policy scenarios
are analyzed. The model's structural parameters are estimated using the Bayesian
method and quarterly data from the Iranian economy from 2004 to 2023.

The findings highlight the pivotal role of monetary and fiscal policy interaction in
shaping macroeconomic stability, especially in economies facing structural
challenges and policy constraints. Economic instability increases when fiscal policy
is active while monetary policy remains passive. Passive monetary policy limits the
central bank’s ability to counteract inflationary pressures from expansionary fiscal
policies. Increased government spending and fiscal deficits drive inflation, leading
to greater volatility. This combination undermines the central bank’s capacity to
stabilize inflation and output, creating an unsustainable economic environment.
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Extended Abstract

Introduction: Reducing government debt and controlling its growth rate have been the most critical policy
challenges for countries in the last century. This issue is important because government debt is an important factor in
determining the value of the country's currency, and fiscal policy is an influential factor in stabilizing economic
conditions and maintaining balance in the markets. However, this issue is less considered, and the role of
government debt and its policies is usually of less importance in economic analyses.

Monetary policy is an economic policy that the central bank applies to control liquidity, and the bank tries to
influence the pattern of household consumption and corporate production and ultimately inflation by using these
policies (Romer, 2010). Monetary policy is divided into expansionary and contractionary types. The main objectives
of monetary policy in the economy are limited to accelerating economic growth, creating full employment,
stabilizing the general level of prices, and maintaining a balance in the balance of foreign payments.

Monetary policies (as well as fiscal policies) are generally referred to as demand management policies (Walsh,
2010). These policies examine the management and control of demand. A country's economic policies include
various policies such as monetary policy, fiscal policy, income policy, trade policy, and exchange rate policy. Each
of these policies pursues its specific goals so that society can achieve its macroeconomic goals, namely, growth,
development, and social welfare.

Since the goals of monetary policy are not always the same and coordinated with the goals of fiscal policy and trade
policy, conflicts and inconsistencies arise between different economic goals, making it difficult to achieve economic
ideals. Therefore, different economic policies must be aligned and in line with each other; In order to be able to
implement economic ideals as a whole (Leeper, 1991). An appropriate monetary strategy for success in the money
market and product market should have the following characteristics:

1. Effectiveness: A monetary strategy is effective and useful when it can clearly communicate to the market, in
different economic conditions, which economic priorities the country's monetary authorities are pursuing.

2. Transparency: The monetary strategy must be transparent. This creates a clear and strong connection between the
central bank and the public, especially the private sector.

3. Continuity; The monetary strategy must be continuous not only in the short and medium term, but also in the long
term.

In short, monetary policies manage the interest rate and control the total money supply in circulation. Central banks
always use this policy to stimulate economic activity. Fiscal policy is related to tax measures and, in a way,
manifests itself in the budget, which is determined by governments. Increasing employment and income are among
the most important results pursued in this policy.

Method This study uses the Dynamic Stochastic General Equilibrium (DSGE) modeling method to examine the
interaction of monetary and fiscal policies in the Iranian economy. In this framework, the economy is modeled as a
system of different sectors, such as households, firms, and the government, and the effects of monetary and fiscal
policies on macroeconomic variables are analyzed. To reflect economic realities, households are divided into two
groups, icardian and non-icardian, to consider their behavioral differences in consumption and investment. In this
model, fiscal policy is specified by specifying tax rules and how the government finances itself, and monetary policy
is examined through a policy rule for determining the interest rate. The model parameters are estimated using the
Bayesian method, which combines prior information with empirical data. The data used included quarterly
information on the Iranian economy from 2004 to 2022, which was extracted from official economic sources and
used in the model after detrending and adjustment. In addition, the model includes a set of structural shocks such as
monetary policy, fiscal policy, and productivity shocks, which allow for the assessment of macroeconomic
dynamics.

Various indicators, such as posterior and prior distribution functions, Markov chain Monte Carlo (MCMC)
convergence, and parameter identification tests, have been used to test the model's validity. The convergence of
Markov chains indicates the stability of the estimation process, and the comparison of the prior and posterior
distribution functions has shown that the model has correctly identified the optimal values. Policy simulations have
also been conducted to examine the impact of various monetary and fiscal policies, and the effects of each on
macroeconomic variables such as output, inflation, and investment have been evaluated. Due to its coherent structure
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and the use of a model based on strong theoretical foundations, this research method allows for a detailed analysis of
the interaction between monetary and fiscal policies and provides valid evidence for economic decision-making.

Results: The results of this study show that in conditions of passive monetary policy and active fiscal policy,
monetary instruments do not have sufficient ability to restore economic balance, and this combination can lead to
increased economic volatility, especially in the inflation rate. Modeling analyses show that excessive dependence on
fiscal policies without considering coordination with monetary policies can cause macroeconomic instability. In such
conditions, increasing government spending without controlling liquidity and interest rates will exacerbate
inflationary pressures and reduce the effectiveness of monetary policy instruments. Accordingly, coordination
between monetary and fiscal policies is essential to achieve economic stability. The results show that in conditions of
active fiscal policy, the central bank must play a more active role in controlling inflation and managing liquidity.
Also, fiscal policymakers should consider the consequences of monetary policies in determining the level of
government spending and its financing methods. Adopting a coherent policy framework in which fiscal and
monetary policies complement each other can prevent severe economic fluctuations and create a more stable path for
economic growth.

Conclusion:

The results of this study show that the combination of passive monetary policy and active fiscal policy leads to
increased economic volatility, especially in the inflation rate, and reduces the ability of monetary policy to restore
economic balance. In such a situation, excessive dependence on fiscal policy without coordination with monetary
policy exacerbates macroeconomic instability. The findings emphasize that coordination between these two policies
is essential to achieve economic stability; in particular, the central bank should play a more active role in controlling
inflation, and fiscal policymakers should also consider the effects of monetary policy in budget decisions. Adopting a
coherent policy framework that complements fiscal and monetary policies can prevent severe fluctuations and create
a more sustainable path for economic growth
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