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Abstract

This study aims to determine if taxation can be considered an instrument for
implementing fiscal policy in terms of “policy change,” “fiscal sustainability,”
“effect on savings and total demand,” and “impact on economic decisions
distortions”. To examine these aspects, the Cyclical-Adjusted Budget balance
(CAB)will be chosen as apivotal tool in generating indicators and econometric
modeling to reflect the effects of fiscal policy on Iran’s economy from 2001
to 2023. Each of these aspects has its own characteristics and requires a
specific indicator. We will use these indicators to show the expansionary and
contractionary fiscal policy periods, indicating the actual performance of the
government. Before presenting concluding remarks, the quantitative impact
of fiscal adjustment and stimuli on macroeconomic variables like economic
growth, private consumption growth, government expenditure growth, and
tax revenue will be examined to illustrate the passiveness or activeness of
fiscal policy. The final part will attempt to design a policy recommendation
package based on the previous steps.

Introduction

The main question in this study is “How do taxes impact the economy?”
In the history of public finance theory, economic schools have had various
perspectives on the role of taxation as a fiscal policy tool. In the view of
the classical school, tax revenues would be used to finance national defense
services, establish infrastructures, and develop justice, while in the Keynesian
school, the government can increase spending or decrease taxes to stimulate
the economy. Over the stagflation period, the viewpoint of economists
regarding the efficiency of tax policies has changed negatively, while during
the financial crisis from 2007 to 2009, they turned back to utilizing tax
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policies to incentivize economic activities. Understanding the mechanism of
tax policies’ impact is the main goal of this study. In fact, examining identified
channels in Iran’s economy is at the center of the research. The main attempt is to
explain to what extent a tax policy can affect the macroeconomic environment,
welfare, and the government budget. For this purpose, we need two main
explanations. The first explanation is related to the theory of optimal tax policy,
and the second justification is related to the methodology. In practice, we have
to connect optimal tax policy implications to the practical design of policy
tools. This requires identifying appropriate indices that can measure economic
consequences on the one hand and connect to the abstract meaning of the tax
policy on the other. For instance, to define the “fiscal sustainability condition,” we
must use the government budget definition in a general equilibrium framework,
which is impacted by various structural parameters. These can theoretically be
affected by tax policies.

Methodology

The methodology begins by focusing on the government budget. Specifically,
we will use the concept of the cyclically adjusted budget balance (CAB)
introduced by Blanchard (1990) to analyze the impact mechanism of fiscal
policy. The CAB is calculated to predict the underlying fiscal position after
removing cyclical or automatic movements. As noted by Blanchard (1990),
the CAB can be utilized to generate “indicators of discretionary fiscal policy,”
“indicators of sustainability,” “indicators of fiscal impact on aggregate demand,”
and “indicators of fiscal distortions.” It is important to note that the indicator
reflecting the effect of taxation on total demand differs from the one showing the
impact on fiscal sustainability. The CAB indicator for assessing policy changes
will include variables such as the unemployment rate, government expenditure,
Gross Domestic Product (GDP), elasticity of taxation with respect to GDP,
and elasticity of taxation with respect to government expenditures. This makes
the CAB adaptable to various macroeconomic variables. Creating indicators
requires a solid theoretical foundation, as implementing an empirical strategy
without theoretical support can be ambiguous.

The first step involves examining the effects of taxation in both partial and general
equilibrium frameworks. This study aims to evaluate this using qualitative and
quantitative analyses. Based on the theoretical explanations, the creation of
indicators should proceed smoothly. Non-linear regressions will be estimated to
determine coefficients before generating indicators. These coefficients will be
used in indicator generation to assess the effects of taxation changes and other
variables, allowing us to gauge the effectiveness of fiscal policy. Additional
indicators will be developed for different purposes, such as measuring fiscal
sustainability, using a different CAB.
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Results and Discussion

1- Based on the CAB definition, we identified both “expansionary” and
“contractionary” fiscal policies over time.

2- The cyclical-adjusted government expenditure shows how government
expenditure fluctuates during the sample period, with a consistent increase
in nominal value.

3- There is a co-movement pattern between CAB-based indicators and economic
growth, suggesting that fiscal policy has little impact on supply-side variables.

4- Consumption is found to be significantly independent of both expansionary
and contractionary fiscal policies.

5- Government budget deficit does not seem to be affected by either expansionary
or contractionary fiscal policies.

6- The CAB-generated component of tax revenues remains unaffected by policy
options, as they are primarily decreasing while the nominal value of tax
revenues continues to rise due to inflation.

Conclusion

1- Budget discipline: Our findings showed that the budget deficit is independent
of policy choices, which can result in financial unsustainability. Policy tools
must be used temporarily, not permanently, for behavior incentivization.
These motivations must lead to new investment decisions. Additionally, to
implement fiscal policy, the upper bound of the government budget has to be
determined.

2- Demand side of the economy and tax policy: There is no significant relation
between CAB and the consumption index. To affect this component of
aggregate demand, fiscal authorities need to distinguish consumption
expenditure among income groups. Additionally, the government needs
to prioritize all components of aggregate demand in terms of granting tax
incentives.

3- Supply side of the economy and tax policy: Our assessment indicates a
trivial impact of tax policy on economic growth. This means that in fiscal
policy design, the labor market indicators like unemployment, women’s
participation, self-employment programs, new employment generations, and
more are neglected.

4- Tax revenue and tax policy: Tax revenue components have an independent
pattern from tax policy tools. This means that the tax system in Iran is
regressive rather than progressive.

Keywords: Economic Behavior, Efficiency Effects, Fiscal and Tax Policy,
Iranian Economy, Macroeconomic Consequences.
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1. Laffer Curve
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