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Abstract:

Government effectiveness, government size, and governance indicators have been intensely studied by social science
researchers over the past three decades. The World Bank (1989) in a report examined the effects of poor governance on
delayed economic growth in developing countries. In this report, which stemmed from concerns about the relationship
between development, democracy, corruption, and various social issues, the concept of good governance and financial
transparency was raised. The report’s findings emphasized that the weakness in implementing and operationalizing
governance principles is one of the most significant obstacles to growth and development in African countries. On the other
hand, the concept of financial transparency has been used since the seventeenth century in relation to the misuse of public
officials for personal gain. Financial transparency is a social, political, and economic phenomenon that can affect the efficiency
of government expenditures in the economy. In this study, we investigate the role of financial transparency, government size,
and government expenditure efficiency in Iran’s business cycle fluctuations during recession and expansion regimes. For this
purpose, using the Markov regime-switching model, the effects of the studied variables were examined annually over the
period 1996 to 2022. Based on the results, for every one percent increase in oil shocks and budget deficit, business cycle
fluctuations increase by 44 and 27 units, respectively. In addition, government expenditure efficiency, financial transparency,
regulatory quality, government size, and control of corruption during expansion periods lead to reductions of 27, 13, 12, 10,
and 1 units in business cycle fluctuations, respectively. It should be noted that a large part of the increase in Iran’s business
cycle fluctuations is due to the failure of Iranian society to internalize and sustain its economy. Therefore, the ultimate path
to long-term improvement emphasizes production growth, where creating the conditions for Iran’s production growth largely
depends on controlling economic instability. Thus, one of the essential requirements for reducing Iran’s business cycle
fluctuations and internalizing Iran’s economy is attention to political relations and efforts toward improving governance
quality.
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Extended Abstract

Introduction

The relationship between financial transparency, government size, and the efficiency of government expenditure has
emerged as a key area of scholarly interest, particularly in economies characterized by structural fragility and recurrent
cyclical fluctuations. Theoretical and empirical literature has repeatedly emphasized that institutional quality, fiscal
governance, and transparency mechanisms constitute the backbone of sustainable growth strategies, especially in resource-
dependent economies such as Iran. In recent decades, scholars have identified weak institutional frameworks, oversized
governments, and insufficient fiscal transparency as core drivers of macroeconomic instability and recurring recessions
(Sibanda et al., 2023).

The concept of financial transparency is not new; it has historically been framed as both a political and economic
imperative. Contemporary perspectives view transparency as a multidimensional phenomenon encompassing accessibility of
fiscal information, accountability mechanisms, and institutional oversight. Its importance lies in reducing corruption,
minimizing inefficiencies in government budgets, and improving trust in economic management (Sandow et al., 2022). In
resource-dependent economies, lack of transparency often interacts with rent-seeking behavior and corruption, amplifying
business cycle volatility and undermining development prospects (Kansheba & Marobhe, 2022).

Equally important is the role of government size. While Keynesian perspectives argue that larger governments may
stimulate demand and act as stabilizers in recessions, the literature also cautions that beyond a certain threshold, government
expansion generates inefficiency, rising debt, and misallocation of resources (Aznan et al., 2022). Studies employing nonlinear
threshold models show inverted-U relationships between government size and growth, indicating that the marginal benefit
of government expansion diminishes and eventually turns negative (Ahmad et al., 2022). This nonlinearity is particularly
visible in emerging economies, where fiscal space is limited and expenditure composition often skews toward current
expenditures rather than capital formation.

Institutional quality, as a mediating factor, further shapes the relationship between fiscal structures and economic
outcomes. Countries with higher-quality institutions are better able to harness financial development for sustainable growth,
environmental stability, and efficient resource use (Azam et al., 2021; Masinejad, 2021). Conversely, where institutional
quality is weak, even financial development and resource abundance can exacerbate instability, confirming the “resource
curse” hypothesis (Ahmed et al., 2021). Evidence from Iran underscores this view: inefficiencies in budget allocation,
persistent fiscal deficits, and susceptibility to oil price shocks have intensified cyclical fluctuations, largely due to weak
institutional oversight (Afqeh, 2021).

Moreover, empirical research from various contexts suggests that macroeconomic stability hinges on the interplay of
governance, regulation, and fiscal design. Analyses of financial stability indices in Iran confirm that governance factors—such
as regulatory quality, corruption control, and transparency—play crucial roles in mitigating cyclical instability (Seyed
Hosseinzadeh Yazdi et al., 2020). In cross-country comparisons, scholars have established that institutional quality not only
fosters financial development but also prevents it from producing destabilizing side effects (Khan et al., 2020). In fact, the
moderating role of governance in the nexus between financial development and environmental sustainability has been widely

documented (Hunjra et al., 2020).
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Parallel studies in transitional and resource-rich economies also highlight the ambiguous role of government spending.
Excessive current expenditures crowd out investment and impede growth (Aydin & Esen, 2019), while well-targeted public
spending can support industrial development and diversification (Amiri et al., 2019). The evidence from OECD countries
confirms that both financial development and institutional quality are essential for long-run growth (Ahmadpour Kachoo &
Dahmardeh, 2019). In the Iranian context, where resource dependence remains high, inefficiencies in public spending and
lack of transparency have worsened cyclical instability and undermined fiscal resilience.

The broader governance debate also highlights transparency and accountability as cornerstones of economic
development. Good governance not only fosters growth but also reduces vulnerability to fiscal shocks (Safariyan et al., 2019).
Across Africa, empirical evidence demonstrates that institutional quality enhances financial inclusion, mitigating inequality
and supporting inclusive growth (Kwenda & Chinoda, 2019). Conversely, when institutions are weak, even optimal
government size cannot produce sustainable outcomes (Murshed et al., 2018). Financial sector development is similarly
contingent on governance frameworks, with Nigerian evidence underscoring that institutional weaknesses hinder financial
deepening (Fagbemi & Ajibike, 2018).

Iran’s economic trajectory highlights the salience of these debates. Persistent fiscal deficits, procyclical spending, and
inadequate transparency have led to repeated boom-and-bust cycles. Research confirms that lack of transparency and
corruption create inefficiencies that amplify volatility, perpetuating a vicious cycle of declining efficiency and rising instability
(zabiri et al., 2012). International experiences, particularly from Asian economies, provide evidence that reforms in fiscal
oversight, internal control systems, and IT-enabled accountability significantly improve financial reporting and accountability
(Drilia, 2025; Juma et al., 2025; Zalsa Bila Maulida Kemal & Tarjo, 2024). Such insights are especially relevant for Iran as it
navigates economic sanctions, fiscal imbalances, and structural dependence on oil revenues.

The literature also integrates environmental and social dimensions into fiscal governance debates. Evidence suggests that
institutional quality moderates the impact of financial development on environmental degradation (Sibanda et al., 2023),
while state-led environmental audits and transparent governance can enhance firm-level productivity (Tan et al., 2024).
Similarly, financial sector reforms in China’s renewable energy sector reveal that governance structures and subsidy
reductions shape investment behavior (Xie & Lin, 2025). Such findings demonstrate the multifaceted importance of fiscal
transparency and institutional design. Moreover, fiscal mismanagement is linked not only to macroeconomic instability but
also to social challenges such as unemployment, poverty, and even rising suicide rates during economic downturns (Sinyor et
al., 2024).

In light of these discussions, the present study examines the role of financial transparency, government size, and
government expenditure efficiency in Iran’s cyclical fluctuations. By employing a Markov-switching regime model, the
research seeks to empirically test how these factors behave across periods of recession and expansion, thereby filling an
important gap in the Iranian and comparative literature.

Methods and Materials

The study employs an econometric approach using the Markov-switching regime model to capture the asymmetric effects
of financial transparency, government size, and expenditure efficiency on Iran’s cyclical fluctuations. Annual data covering
the period 1996 to 2022 were collected from national accounts, Central Bank reports, and international governance indices.

The model identifies two distinct regimes corresponding to recession and expansion phases of the Iranian economy.
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The variables included in the analysis are cyclical output gap (GDP gap) as the dependent variable, oil price shocks, fiscal
deficit, government size, efficiency of expenditure, financial transparency, regulatory quality, and corruption control. Qil
shocks were derived using an EGARCH model, while transparency and institutional quality indices were sourced from World
Bank governance indicators. Diagnostic tests, including unit root tests, likelihood ratio tests, and regime selection criteria,
were applied to validate the econometric model. Estimation was conducted in OxMetrics software, and results were
evaluated for statistical significance and economic interpretation.

Findings

The empirical results demonstrate that oil shocks and fiscal deficits exert significant positive effects on cyclical fluctuations.
Specifically, a one percent increase in oil price shocks and budget deficits leads to increases of 44 and 27 units in cyclical
volatility, respectively. This underscores the vulnerability of the Iranian economy to external shocks and procyclical fiscal
policies.

Conversely, government expenditure efficiency, financial transparency, regulatory quality, government size, and
corruption control reduce cyclical fluctuations during expansionary regimes. Quantitatively, these variables lower volatility
by 27, 13, 12, 10, and 1 units, respectively. The results indicate that governance-related factors are particularly effective in
stabilizing the economy during booms, whereas their impact in recessionary regimes is weaker.

The Markov-switching estimates confirm the existence of two regimes, with regime 1 corresponding to recession (negative
intercept, higher variance) and regime 2 corresponding to expansion (positive intercept, lower variance). Transition
probabilities reveal persistence in both regimes, with 78 percent probability of remaining in recession once entered, and 81
percent probability of staying in expansion once achieved.

Overall, the findings highlight that fiscal discipline, transparency, and governance improvements significantly dampen
cyclical volatility in Iran.

Discussion and Conclusion

The results of this study contribute to the broader literature on fiscal governance and cyclical stability by confirming that
financial transparency, government size, and expenditure efficiency are crucial determinants of economic volatility in Iran.
The evidence suggests that procyclical fiscal behavior, driven by oil shocks and persistent deficits, has exacerbated instability,
while improvements in governance quality and transparency provide stabilizing effects.

From a policy perspective, the findings imply that reducing dependence on oil revenues, institutionalizing transparency
mechanisms, and optimizing government size can mitigate cyclical fluctuations. Moreover, enhancing regulatory quality and
corruption control not only strengthens fiscal performance but also improves macroeconomic stability.

The broader implication is that fiscal governance reforms must be embedded within a long-term strategy of institutional
strengthening, diversification of revenue sources, and enhancement of budgetary efficiency. For Iran, achieving sustainable

growth and stability requires simultaneous efforts in transparency, fiscal prudence, and institutional development.
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