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Abstract

The relationship between income inequality and economic growth is one of the most
controversial issues in the macroeconomic literature, and existing theoretical and em-
pirical evidence provides mixed results regarding the direction and nature of this rela-
tionship. Within this framework, the present study employs the Markov-switching
Granger causality test to examine the causal relationship between income inequality
(measured by the Gini coefficient) and economic growth in Iran over the period 1969—
2023. The results indicate that the Iranian economy has experienced two distinct struc-
tural regimes during this period, coinciding with a deep structural break associated with
the early years of the Islamic Revolution and the war period. The main finding of the
study is the existence of a unidirectional and negative causal relationship running from
income inequality to economic growth in both regimes, such that increases in inequal-
ity significantly weaken economic growth, while no evidence is found in support of
reverse causality from growth to inequality. Moreover, the magnitude of the growth-
dampening effect of inequality is estimated to be stronger in the regime characterized
by a lower average level of inequality (the post-revolution and post-war period). This
finding points to the persistence and even intensification of institutional inefficiencies
- such as rent-seeking allocation of resources, weak financial inclusion, and deficien-
cies in the redistribution system - even under relatively more stable macroeconomic
conditions. Accordingly, reducing income inequality in Iran should be viewed not as a
secondary distributive objective, but as an institutional prerequisite for designing ef-
fective and sustainable growth policies.
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1. Introduction

Although high economic growth is a key indica-
tor of welfare in developing countries, it does not
necessarily improve income distribution. Income
inequality, as a fundamental challenge of the con-
temporary economy, has once again attracted
scholarly attention with its global rise at the end
of the twentieth century (Amri, 2018; Artal-Tur
et al., 2025). This phenomenon, through the mis-
allocation of scarce resources, the weakening of
institutions, increasing dependency ratios, and
the fueling of socio-political unrest, not only di-
minishes societal welfare but also undermines in-
vestment and ultimately economic growth by in-
creasing uncertainty and threatening property
rights (Bouincha and Karim, 2018; Mdingi and
Ho, 2021). Despite such consequences, the cen-
tral question of “does economic growth reduce or
increase income inequality?” remains unan-
swered and is the subject of extensive theoretical
debate; it is unclear whether a “virtuous cycle” (a
mutual reduction in inequality and increase in
growth) or a “trade-off” relationship (lowering
inequality at the cost of lower growth) exists be-
tween the two variables (De Dominicis et al.,
2008; Amri, 2018).

In such an ambiguous landscape, it is essential to
examine the inequality—growth relationship on a
case-by-case basis, tailored to the structural char-
acteristics of each country. This necessity is dou-
bly pressing for the Iranian economy because re-
peated political, institutional, and economic
shocks (revolution, war, severe oil fluctuations,
and sanctions) have rendered the behaviour of
macroeconomic variables unstable and non-lin-
ear. As Hamilton (1994) emphasises, factors such
as crises and institutional changes can induce re-
gime shifts in the behaviour of variables, and ig-
noring this feature in conventional linear models
leads to biased estimates and misleading infer-
ences about causal relationships (Deschamps,
2008). Accordingly, the present study employs
the Granger causality approach within a Markov-
Switching (MS) framework to investigate the
causal relationship between income inequality
and economic growth in Iran over the period
1969-2023.

2. Method

In this study, due to the inherent instability of the
Iranian economy (arising from revolution, war,
sanctions, and frequent policy changes), which
has led to the formation of different behavioral
regimes, the Markov-switching vector auto-
regression (MS-VAR) model and the Granger
causality test within a Markov-switching frame-
work (MS-Granger causality) are employed. The
data consist of time series of the Gini coefficient
and the GDP growth rate at constant 2004 prices,
collected from the Central Bank’s time series da-
tabase and reports.

The general form of the model is specified as an
MS-VAR(p), where, depending on the hidden re-
gime s;, simultaneous changes in the intercept
(MSI), autoregressive coefficients (MSA), and
the variance—covariance of the error terms (MSH)
are possible. However, which of these compo-
nents are allowed to vary in the final model is de-
termined by comparing information criteria val-
ues (AIC and BIC); the optimal model may be a
simpler specification such as MSI, MSIA, or
MSIH. Regime transitions are governed by the
Markov probability matrix. After estimating the
optimal model, the direction of causality in each
regime is examined using the MS-VAR specific
Granger causality test, whereby the null hypothe-
sis of “no causality from inequality to growth in
regime m” is tested as the joint nullity of the
lagged coefficients of the inequality variable
(y;(m) = 0) in the growth equation.

3. Results and Discussion

In the first step, to examine the stationarity of the
variables, the Augmented Dickey—Fuller unit root
test with structural break is employed. According
to the obtained findings, the null hypothesis of a
unit root is rejected for all variables at the 99%
confidence level. Hence, it can be concluded that
the variables used possess the necessary station-
arity, and using their level values in estimating
the MS-VAR model within the framework of this
research is econometrically justified.

In the next step, determining the optimal number
of regimes and the parametric structure of the
Markov-switching model is necessary. Accord-
ingly, various Markov-switching models with
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different structures (MSI, MSA, MSIH, MSAH,
and MSIAH) were estimated in the form of two
and three regimes and compared based on the
Schwarz (SC) and Akaike (AIC) information cri-
teria. Ultimately, the MSA(2)-VAR(1) model
was selected as the superior specification.

Subsequently, within the framework of the opti-
mal MSA(2)-VAR(1) model, the causal relation-
ship between inequality (I) and economic growth
(G) was analyzed using the Granger causality ap-
proach in each regime, with the findings of this
evaluation presented in Table 1.

Table 1. Results of the Granger Causality Test within the MSA(2)-VAR(1) Model

Direction of Causality Chi? Statistic (p-value)
Regime 0 Regime 1
From inequality (I) to economic growth (G) 13.25 (0.00) 23.56 (0.00)
From economic growth (G) to inequality (I) 0.33 (0.56) 1.35(0.24)
Source: Research finding

4. Conclusion

In this study, the empirical findings reveal that the
Iranian economy has operated under two structur-
ally distinct regimes: Regime 0, which mainly co-
vers the turbulent periods before and early after
the Revolution, is characterized by high income
inequality (Gini coefficient of 46.3) and rela-
tively high economic growth of 7.47 percent,
whereas Regime 1, i.e., the period following the
stabilization of the new economic structure, has
experienced lower income inequality (39.93) but
much lower and more stable economic growth
(1.81 percent). This sharp gap attests to a deep in-
stitutional structural break in the 1980s and a shift
in the economy’s dynamic mechanisms. At the
causal level, the Markov-switching Granger cau-
sality test shows that in neither regime has eco-
nomic growth significantly influenced income in-
equality; however, a unidirectional and negative
causal relationship runs from income inequality
to economic growth in both regimes, such that an
increase in inequality in the previous period re-
duces economic growth in the current period. No-
tably, the intensity of this dampening effect is es-
timated to be even stronger in Regime 1 (with
lower average inequality) than in Regime 0, a par-
adoxical result that points to the persistence and
intensification of inefficient institutional mecha-
nisms, such as rent-based resource allocation and
weak inclusive financial markets, which turn

even seemingly moderated levels of inequality
into a serious obstacle to economic growth.
Therefore, based on the findings, policies in Iran
should be regime-aware and flexible, avoiding
one-size-fits-all prescriptions. The focus must
shift from stimulating growth to redistributing
opportunities and assets, as reducing inequality is
a prerequisite for escaping stagflation. Strategic
investment in education, health, and skills train-
ing for lower-income deciles is essential to nar-
row the productivity gap and prevent intergener-
ational poverty. Finally, establishing a “Fair Re-
distribution Reserve Account” to channel surplus
oil revenues into targeted employment facilities
and micro-investments in deprived regions would
prevent exchange rate windfalls from worsening
inequality.
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