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Abstract

This study examines the redistributive policies of governments, focusing
on allocating resources to achieve equitable distribution. It highlights that
government expenditures in health care, education, and social services
are crucial in income redistribution, particularly benefiting vulnerable
populations. Healthcare spending enhances community well-being by
providing access to medical services, while educational investments improve
knowledge and skills, leading to better job opportunities and income levels.
Social services, including insurance and subsidies, further support income
distribution. The study also explores the role of taxation in redistributing
income from higher-income to lower-income groups.

The research first analyzes budget laws and development programs in Iran
concerning redistributive and supportive policies. It then employs a vector
error correction model to assess the impact of government spending on
health care, education, and social services, alongside taxation, on income
distribution from 1966 to 2022. Income distribution is measured with the Gini
index. Control variables such as GDP, inflation rate, and real exchange rate
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are included to account for their contextual effects on income distribution.
The findings indicate that increased government spending improves income
distribution, while tax policies have no long-term impact. Furthermore, GDP
growth initially increases inequality before reducing it, and inflation exacerbates
income inequality, whereas a rise in the real exchange rate contributes to its
reduction. Overall, the results align with established economic theories regarding
macroeconomic variables. The findings can create a good understanding for
policymakers in the field of redistribution and support matters.

Introduction

The present article is comprised of five sections. The literature review presented
in the second section of the article begins with reviewing the 100-year trend of the
annual budget laws and development plans in Iran with respect to redistribution
and income support policies and continues with analyzing relevant research
in this regard. Section three explains the theoretical foundations and section
four deals with the estimation of the econometric model and its results. The last
section of the paper presents the concluding remarks along with the findings.

Model Structure and Estimation

To investigate the impact of government spending on inequality in Iran, the
present study reviews the effect of government spending (GV) on health
and medical care (HT), education (TE), and social services (SO) on income
inequality metrics. In view of relevant literature, economic stability impacts
inequality. Thus, inflation rate (P) and real exchange rate (RE), as two indicators
of economic stability, are included in the model as control variables. Meanwhile,
considering relevant theories, “output” affects inequality via the channel of Gross
Domestic Product (GDP). It is important to note that the value-added by the “oil
and gas” sector is subtracted from the GDP variable to acquire a more accurate
estimation of “output”. To better understand the government’s performance, the
effect of tax (T) is also considered in the model. Inequality is measured using
the Gini coefficient (G). Finally, as it has a remarkable influence on income
distribution, the implementation of the Targeted Subsidy Plan is included in the
model via a dummy variable.

A Vector Error Correction Model (VECM), as an extension of the Vector
Autoregression (VAR) model, is used for estimation, enabling the inclusion
of correlation among various components within the framework of a structural
time series model.

Data related to model variables are extracted from the time series and national
accounts databases of the Central Bank of Iran (CBI). Variables related
to government spending are included in the model as a share of the GDP.
Meanwhile, to review the “product” and “tax” channels, “GDP growth rate”
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and “tax growth rate” are put in the model, respectively.

To estimate the time series models, first, the unit root test is conducted on the
variables, using the Augmented Dickey-Fuller Test. The null hypothesis states
that the time series variable is non-stationary at level and there exists a unit root.
Null Hypothesis (HO): There exists a unit root in the time series and it is non-
stationary.

Findings indicate that except for government spending (GV) and social expenses
(SO) which are non-stationary, all other variables are stationary at the level.
Thus, the VECM is a good choice for model estimation as well as modeling the
relationship among the variables.

Based on cointegration vectors and the Johansen test, there are at most two
cointegration vectors among the variables. The selected vector will be the
one enjoying the most compatibility with experimental studies. The effect of
a one-percent rise in each variable on the Gini coefficient in the long run is
summarized as follows:

- A one-percent increase in the growth rates of “product” and “price” will
slightly raise the Gini coefficient by 0.0022 and 0.0004 points, respectively, in
the long run.

- A one-percent rise in the “real exchange rate” will reduce the Gini coefficient
by 0.003 points in the long run.

- A one-percent rise in “government spending”, as a policy variable, will lead to
a notable reduction in the Gini coefficient by -5.2939 points over the long run.
- A one-percent increase in “tax”, as a policy variable, will increase the Gini
coefficient by a mere 0.0156 points over the long run.

Results and Discussion

An important function of the government is the redistribution of resources
(income and wealth). On this basis, governments are generally interested in the
implementation of policy measures that lead to the fair distribution of resources.
Accordingly, such measures are partly put into implementation through the
rise in expenses, and partly executed via collecting tax. Government spending
on health and medical care, education, and social services are among the
expenditures contributing to the redistribution of income. In fact, by facilitating
access to health and medical care services, particularly for vulnerable groups,
government health spending will raise the welfare level (Barofski and Y ounger,
2019). Government spending on education will make learning and literacy a
possibility for all social groups, raising in turn the general level of knowledge
and skills for all community members as well as the chance to find better jobs
with higher income levels. This will ultimately lead to the redistribution of
income and wealth. Finally, government spending on social services in the form
of rendering non-contributory insurance coverage, subsidy and cash payments,
and other relevant services will improve income distribution metrics and support
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vulnerable and needy groups. On the other hand, an important objective of
formulating tax policies is known to be the improvement in income distribution
metrics through transferring resources from higher-income groups to middle-
and lower-income ones.

The current study reviews the annual budget laws and development plans in Iran
to analyze the redistributive and supportive policy measures. Using a Vector
Error Correction Model (VECM) over the 1966-2023 period, the impact of
government spending on health and medical care, education, social services,
as well as tax within the framework of the fiscal policy on income distribution,
is estimated. Accordingly, “product”, “inflation rate”, and “real exchange rate”
are included in the model as control variables with a potential effect on income
distribution Model estimation results indicate that the increase in government
spending improves income distribution, whereas tax policies have no significant
influence on income distribution in the long run. Moreover, the rise in “product”
will lead to an increase in income inequality in the early stages, as against a
reduction in later ones. The increase in the inflation rate, as an indicator of
instability, aggravates income inequality, while that in the real exchange rate
will reduce income inequality. All in all, it may be concluded that the model
estimation findings for macroeconomic indicators are more or less consistent
with economic theories.

Keywords: Government Spending, Inequality, Tax.
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