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Abstract

Have nominal and real fiscal drags occurred in Iran’s economy? Answering this
question requires estimating the effect of real economic growth and inflation on
government tax revenues relative to GDP. Using the Dynamic Ordinary Least Squares
(DOLS), this paper tests the occurrence of fiscal nominal and real drag/anti-drag in
Iran's economy from 1972 to 2020. The results indicate that the effect of growth and
inflation on the relative tax revenue has become negative and positive, respectively.
This means that both real fiscal anti-drag and nominal fiscal drag have simultaneously
occurred in Iran, which documents the implicit practices of over-indexing. Moreover,
the more Iran's economy becomes open, the more fiscal affairs become decentralized -
especially taxation-, and the more the government becomes compliant with relative
market prices in the supply of public goods, the more the drag effect of taxation will
significantly reduce. Overall, these findings support the idea of designing a coherent
economic growth strategy in conjunction with the establishment of an advanced
progressive tax system based on comprehensive income taxation that properly addresses
the various dimensions of full-indexation, extroversion, decentralization, tax efficiency,

and monetarism - adjustment of prices towards the market prices.
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