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Abstract

Inflation and the Gini coefficient are two key indicators in macroeconomic analysis,
with a complex relationship between them. Severe inflation can increase income ine-
quality, as the purchasing power of low-income household’s declines more rapidly,
while high-income groups may benefit from rising prices. On the other hand, under
certain conditions, moderate inflation may help reduce inequality, particularly if ap-
propriate fiscal and monetary policies are implemented. Inflation thus plays a crucial
role in shaping income inequality, but the nature and intensity of this effect remain
theoretically and empirically debated, with no definitive conclusion. This study exam-
ines the impact of inflation on income inequality in Iran using the ARDL model over
the period 1991-2023. The findings indicate that income inequality in Iran is influ-
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enced by macroeconomic variables differently in the short run and the long run. In the
short run, inflation and price liberalization are the main drivers of widening income
gaps, while economic growth has a reducing effect, and liquidity shows mixed impacts
depending on institutional structures. In the long run, the effects of inflation and price
liberalization are moderated and not statistically significant, whereas economic growth
significantly reduces inequality. Liquidity, if directed toward non-productive and spec-
ulative activities, can exacerbate class disparities. Overall, the results suggest that con-
trolling inflation, designing compensatory policies alongside price liberalization, man-
aging liquidity, and fostering sustainable economic growth are essential policy require-
ments for reducing income inequality in Iran.
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Extended Abstract

1. Introduction

Inflation, as a persistent challenge in developing
economies, exerts profound effects not only on
the general price level but also on income distri-
bution and social justice. In the case of Iran, in-
flationary fluctuations driven by monetary poli-
cies, exchange rate instability, and external
shocks have significantly reshaped income distri-
bution patterns in recent decades. Empirical evi-
dence suggests that rising inflation tends to erode
the purchasing power of low-income households
while simultaneously creating greater investment
and profit opportunities for wealthier groups,
thereby widening the income gap. While some
studies emphasize the inequality-enhancing role
of inflation through reduced real wages and in-
creased returns on financial assets, others high-
light conditions under which inflation may tem-
porarily improve distributional outcomes. More
recent contributions point to a nonlinear relation-
ship between inflation and inequality, though
such dynamics remain underexplored in Iran’s
empirical literature. Against this backdrop, the
present study employs the ARDL approach to
capture both short- and long-term effects of infla-
tion, liquidity, GDP growth, and price liberaliza-
tion on the Gini coefficient, thereby offering a
more comprehensive understanding of the macro-
economic determinants of income inequality in
Iran.

Inflation is one of the most significant economic
phenomena, exerting wide-ranging effects on
purchasing power, public welfare, and income in-
equality. Inflation refers to the rise in the general
level of prices for goods and services in an econ-
omy, which means a decline in the value of
money and individuals’ purchasing power
(Mankiw, 2021). The relationship between infla-
tion and income inequality is a fundamental topic
in macroeconomics that, in recent decades, has
attracted considerable attention both in economic
theory and empirical studies. This relationship is
particularly important in developing economies,
which face severe price fluctuations and fragile
support structures.

This section seeks to provide an analytical and
documented framework to show how classical

and Keynesian theories, institutional structures,
and empirical evidence have shaped the research
question at hand. In classical theory, inflation is
regarded as a monetary phenomenon that does
not have a lasting impact on real variables in the
long run. The principle of “money neutrality”
states that an increase in the general price level
does not permanently alter income distribution,
since markets eventually return to equilibrium
and price effects are adjusted. However, when
price and wage adjustments occur at different
speeds, even within the classical framework, in-
flation can be expected to cause relative shifts in
income (Sieron, 2017).

In contrast, Keynesian theory, emphasizing the
stickiness of nominal wages, views inflation as a
phenomenon that may benefit capital owners
while harming labor. When wages rise with a de-
lay compared to prices, the purchasing power of
lower-income groups declines, thereby intensify-
ing income inequality. This perspective is partic-
ularly relevant in economies with informal labor
markets and weak support structures. Neo-
Keynesian theorists, by incorporating uncertainty
and inflation expectations, have further compli-
cated this relationship and emphasized the role of
active fiscal policies in mitigating inequality (Ro-
lim, 2024).

Liquidity and Its Distributional Consequences on
Income Inequality

Liquidity is one of the key macroeconomic vari-
ables whose effects on income inequality are
highly dependent on institutional structures and
the allocation of resources within the economy.
In economic theory, if liquidity is directed toward
productive activities, it can increase output, cre-
ate job opportunities, and ultimately reduce ine-
quality. However, when liquidity mainly flows
into non-productive markets such as foreign ex-
change, housing, and gold, the result is higher in-
flation and greater pressure on lower-income
groups.

Domestic studies have shown that in Iran, liquid-
ity growth has often had an increasing effect on
the Gini coefficient. The main reason is the weak-
ness in channeling financial resources toward
production and job creation. Abolhasani et al.
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(2021), using the NARDL model, demonstrated
that income inequality reacts strongly to liquidity
fluctuations, and under conditions of economic
instability, liquidity tends to harm low-income
groups. Similarly, Karimi et al. (2020) empha-
sized that in the absence of effective policies for
managing liquidity, an increase in money supply
directly leads to higher inflation and a widening
income gap. Thus, in Iran’s economy, liquidity
has largely acted as a factor that generates ine-
quality, unless accompanied by production-ori-
ented and employment-generating policies.
These findings highlight the importance of man-
aging liquidity and directing it toward productive
activities to reduce income inequality.

The Role of Government Compensatory Policies
in Mitigating Inflation Effects

In developing economies, the effects of inflation
on income inequality are strongly influenced by
the way governments intervene. Compensatory
policies such as cash subsidies, redistributive
taxes, and social support programs can play a cru-
cial role in reducing inflationary pressure on
lower-income groups. These interventions not
only preserve the purchasing power of vulnerable
households but also prevent the transfer of wealth
to higher-income groups.

European studies have shown that during the
post-COVID inflationary period, governments al-
located about 2% of GDP to financial support,
which helped partially control the distributive ef-
fects of inflation (Amores et al. 2024). In Iran, the
implementation of the Targeted Subsidy Plan in
the early 2010s was an example of government
efforts to offset inflationary effects. Cash trans-
fers to households initially managed to neutralize
part of the price pressure, but over time, with the
decline in the real value of subsidies and rising
inflation rates, the effectiveness of this policy di-
minished. Abou Nouri et al. (2015) showed that
in the absence of effective support policies, infla-
tion directly and more severely impacts the pur-
chasing power of lower-income groups.

Price Liberalization and Its Distributional Conse-
quences on Income Inequality

Price liberalization, as one of the key economic
reform policies, aims to eliminate hidden subsi-
dies, improve resource allocation efficiency, and
align domestic prices with global market realities.
From a theoretical perspective, neoclassical econ-
omists view this policy as a means of enhancing
efficiency and reducing distortions caused by
government controls (Krueger, 1992). In contrast,
Keynesian and institutionalist perspectives em-
phasize that without compensatory policies and
social support, price liberalization can directly in-
crease income inequality and even lead to social
instability (Cornia, 2014).

In the short run, price liberalization usually im-
poses heavy pressure on lower-income groups,
since a larger share of their income is spent on
essential goods. Rising energy and food prices di-
rectly reduce the purchasing power of low-in-
come households and exacerbate income inequal-
ity. Rahmani et al. (2021), in their study of Ira-
nian household consumption patterns after the
implementation of the Targeted Subsidy Plan,
found that higher energy and food prices signifi-
cantly constrained consumption among lower-in-
come groups and increased inequality.

In the long run, the effects of price liberalization
on inequality tend to moderate, and the economy
regains its ability to return to equilibrium. Price
liberalization can lead to more efficient resource
allocation and higher productivity, as prices re-
flect market realities. Karimi et al. (2025), in their
study on pharmaceutical price liberalization,
showed that although short-term pressure on vul-
nerable groups increased, in the long run, with the
design of supportive frameworks, efficiency im-
proved and negative effects on inequality were
reduced.

Iran’s experience with the Targeted Subsidy Plan
demonstrated that cash transfers initially man-
aged to offset part of the pressure from price lib-
eralization, but over time, with the decline in the
real value of subsidies and rising inflation, the ef-
fectiveness of this policy diminished. Abou Nouri
et al. (2015) also confirmed that in the absence of
effective support, price liberalization directly re-
duced the purchasing power of lower-income
groups and intensified income inequality.
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2. Method

In this study, the ARDL model was used to ex-
amine the impact of macroeconomic variables,
including inflation, GDP, unemployment rate,
and liquidity, on the Gini coefficient during the
period 1370 to 1402. This method was selected
because of its ability to analyze short-term and
long-term relationships between variables (Pe-
saran and Shin, 1999). The ARDL model is par-
ticularly suitable for time series data where vari-
ables are at different levels of stationarity 1(0) or
I(1) and does not require complete stationarity of
all variables (Mohammadi, 1390). This study is
classified as a descriptive study because it exam-
ines the relationships between different factors in
existing conditions. The correlation method was
used to analyze the relationship between varia-
bles and is known as an ex post study because it
focuses on past data and events. In this study, the
ARDL method presented by Pesaran and Shin
(1995) was used. It has been used to estimate the
model proposed by Odekan and Raneh (2004)
and the CASA study (2005). Using this model has
several advantages. First, it is not necessary for
all variables to have the same degree of cointe-
gration. In addition to estimating the coefficients
related to the long-term model, they also present
an error correction model to examine how to ad-
just the short-term imbalance to the long-term
balance. This approach allows examining the
cointegration problem when the time series data
is not stationary (Atarkarroshen and Gharahi,
2012). The use of models that contain short-term
dynamics and lead to more accurate estimation of
the coefficients of the model has been considered.
A dynamic model is a model in which the inter-
vals of the variables are entered, as in the follow-
ing relationship (Hosseini, Rezaei, 2019).

Yt = axt + bXt—l + CYt—l + ut

Pesaran et al. (2001) showed that if the covari-
ance vector is obtained by the least squares
method in a self-explanatory model, with distri-
butional intervals whose intervals are precisely
specified, the least squares estimator will have a
normal distribution and will have less bias and be
more efficient in small samples.

This model introduces L as a first-order time lag
operator that performs the task of creating time
lags. Wt is defined as a vector s*1 that represents

deterministic variables such as width from the
origin, dummy variables, time trend, and exoge-
nous variables with fixed lags. The symbol Y_tis
used to represent the dependent variable of the
model, while X _t specifies the vector of explana-
tory  variables used in the model.
K indicates the number of explanatory variables
used in the model, and Q indicates the number of
optimal lags assigned to each explanatory varia-
ble. Finally, P determines the number of optimal
lags associated with the dependent variable. The
general form of the research model of this study,
based on Ahmadi's study (19), to examine the ef-
fects of monetary policies on inflation, is as fol-
lows:

LOG GI = f(GDP.INF.SUB.MR.)

In this study, the model is defined as follows, con-
sidering the width from the origin and without
considering the trend.

3. Results and Discussion

The findings of this study reveal that in the short
run, inflation and price liberalization are the main
drivers of rising income inequality, while eco-
nomic growth plays a mitigating role. Liquidity
shows mixed effects depending on institutional
structures and resource allocation, highlighting
its dual potential to either fuel speculative activi-
ties or expand access to credit. In the long run,
however, inflationary pressures are neutralized,
and sustained economic growth emerges as the
most significant factor in reducing inequality,
consistent with the Kuznets hypothesis and inclu-
sive growth literature. The error-correction mech-
anism confirms the stability of the long-term re-
lationship, with rapid adjustment toward equilib-
rium, while diagnostic and stability tests validate
the robustness of the model. Overall, these results
underscore the importance of controlling infla-
tion, designing compensatory policies alongside
price liberalization, and channeling liquidity into
productive activities to strengthen sustainable
growth and reduce income inequality in Iran.

4. Conclusion

Based on the findings of this study, several eco-
nomic policy measures are proposed to reduce in-
come inequality in Iran. First, sustainable anti-in-
flationary policies combined with targeted social
support (cash or in-kind subsidies) are essential,
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as short-term results show that inflation signifi-
cantly increases inequality by exerting greater
pressure on low-income households. Second, li-
quidity should be directed toward productive ac-
tivities and away from speculative markets, since
its impact depends on institutional structures and
resource allocation; in the short run, excessive li-
quidity can fuel non-productive activities and
widen inequality, while under proper institutional
conditions it may help reduce disparities. Third,
price liberalization should be implemented grad-
ually and accompanied by compensatory pack-
ages for vulnerable groups, as short-term evi-
dence indicates that liberalization raises living
costs for low-income households, though its
long-term effects are moderated. Fourth, inclu-
sive economic growth must be strengthened
through investment in infrastructure and job-cre-
ating industries, support for small and medium-
sized enterprises, and the expansion of educa-
tional and skill-development policies, given that
GDP growth consistently shows a negative and
significant effect on inequality. Finally, long-
term institutional reforms are required to estab-
lish a resilient framework for managing inflation
and liquidity and to reinforce redistributive taxa-
tion, as the ECM results confirm the stability of
long-term relationships and the economy’s ability
to quickly return to equilibrium. Collectively,
these recommendations highlight the importance

of combining inflation control, liquidity manage-
ment, gradual price liberalization with compensa-
tory measures, and inclusive growth strategies
within a stable institutional framework to effec-
tively reduce income inequality in Iran.
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