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Abstract

Introduction: Economic sanctions and fluctuations in governance indicators can significantly affect
both the supply and demand sides of the economy. These impacts lead to instability in GDP and
government revenues, making it difficult and unpredictable to achieve the targets of development
plans. The government’s ability to manage these fluctuations—reflected in its “fiscal reaction and
governance pattern”—can result in changes in the “size of government.” This paper examines how
two major external and internal factors (economic sanctions and good governance indicators)
influence this reaction pattern and ultimately the size of government in Iran.

Research Methodology: Using time-series data for the period 1996-2023, this study predicts and
examines the impact of good governance indicators and economic sanctions on the size of government
by employing the Markov Switching method.

Findings: The results showed that good governance indicators have a significant negative effect,
while economic sanctions have a significant positive effect on the size of government. A 1% increase
in the governance indicator reduces government size by 0.3%, whereas a 1% increase in economic
sanctions increases government size by 0.1%. The prediction error using the Markov method was
estimated at 2%. In addition, the government size function was examined under recession and
expansion regimes using the Markov model. The findings indicate that the first regime corresponds to
recession and the second to expansion, with the duration of expansion being longer than that of
recession. The average duration of staying in the recession regime was calculated to be 4 years, while
the expansion regime lasted on average 6 years.

Conclusion: Economic sanctions increase economic instability and exchange rate volatility, which
in turn raise government expenditures and budget deficits while reducing GDP. Ultimately, these
effects lead to an expansion in the size of government. Conversely, improvements in governance
indicators promote economic stability, increase investment, and lead to economic growth, thereby
resulting in a reduction in the size of government.
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Extended Abstract
Introduction

The presence of the government in the economy is one of the fundamental concepts in
macroeconomics, typically measured by the ratio of government expenditures to Gross
Domestic Product (GDP). This indicator is the most common measure used to evaluate the
impact of government activities on the economy. However, the government's influence
extends beyond this measure. In addition to government spending, governments play a
significant role in shaping the economic structure through tools such as granting licenses, trade
and financial policies, and regulating various sectors.

In pursuit of economic goals, governments, particularly in developing countries, often seek
to accelerate economic growth by increasing their expenditures. According to economic
theories like Keynesian hypothesis and Wagner's law, an increase in government spending can
contribute to economic growth. However, the impact of this spending depends on the quality
of governance, the efficiency of government systems, and external factors such as sanctions.
Good governance and the government's ability to implement effective policies are crucial
factors that can influence the size of the government and economic growth. In this context, the
impact of sanctions also becomes an important external factor affecting the size and efficiency
of the government, especially in countries like Iran. Sanctions, by disrupting international
economic relations and limiting financial resources, can reduce the government's ability to
implement development policies effectively.

This paper examines the relationship between governance indicators, sanctions, and the size
of the government in Iran, analyzing how these variables influence the country's economic
performance. The main objective of the research is to analyze the relationship between
governance and sanctions in shaping the size of the government and Iran's economic
development.

Method

The Markov Switching model was first introduced by Quant (1972) and later developed by
Hamilton (1989). Hamilton states that variables undergo significant changes in different
economic periods, which can occur due to various factors such as financial crises, wars,
sanctions, and changes in policies. These changes can create different regimes or states for the
variables. The Markov Switching model, using available data, can easily estimate regime
changes, unlike other nonlinear models where the transition function is more difficult to
specify and regime changes are predetermined.

The model used in this research is expressed as GO=ag+B:H1+B,Si+e; where GO represents
government size (measured by the ratio of government expenditures to GDP), H; represents
good governance indicators, and St represents economic sanctions. The choice of the Markov
Switching model is due to the nonlinear and volatile nature of Iran's economy, influenced by
external shocks (sanctions) and internal changes (governance). This model helps identify and
model different economic regimes (recession and boom) and analyze the transitions between
them. Data for governance indicators are sourced from the World Bank, while data for
sanctions come from various sanctioning entities.

Results and Discussion

The Augmented Dickey-Fuller unit root test was used to check the stationarity of the data. The
results show that all variables are stationary at the 5% significance level.

This study used a Markov Switching model with two regimes (recession and boom) to analyze
government size. The results show that an increase in the good governance index has a
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negative and significant effect on government size, such that a 1% increase in the governance
index leads to a 0.3% decrease in government size. On the other hand, economic sanctions
have a positive and significant effect on government size, with a 1% increase in sanctions
resulting in a 0.1% increase in government size.

The boom regime (with higher government size) is more stable than the recession regime. The
average duration of staying in the boom regime is 6 periods, while in the recession regime, it
is 4 periods.

In the recession regime, the probability of staying in recession is 72%, and the probability
of transitioning to boom is 28%. In the boom regime, the probability of staying in boom is
83%, and the probability of transitioning to recession is 17%.

Compared to the ARDL model, the Markov Switching model offers greater advantages in
analyzing the dynamic structure of government size and designing long-term policies,
although the ARDL model performs better in short-term forecasting.

Conclusion

This study examines the impact of good governance indicators and economic sanctions on the
size of the Iranian government over the period from 1996 to 2023 using the Markov Switching
model. The findings indicate that improvements in governance (increased transparency,
accountability, and rule of law) lead to a reduction in government size, as more efficient
governments require less intervention in the economy. On the other hand, economic sanctions
have a positive and significant effect on government size, as the government is compelled to
increase economic intervention to manage crises. The Markov Switching model confirms the
existence of two distinct economic regimes: the recession regime, with a smaller government
size and higher volatility, and the boom regime, with a larger government size and greater
stability. Furthermore, a comparison of the Markov and ARDL models shows that the ARDL
model is more accurate for short-term forecasting. Policy recommendations include
strengthening governance and financial transparency, managing sanctions strategically,
diversifying revenue sources, and adopting counter-cyclical policies tailored to different
economic regimes so that the government can act optimally in any economic condition.
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