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Abstract 

This paper examines the growth of government expenditures and revenues in Iran over 
the last two decades in light of conventional theories as to the nature of public sector 
economic activity. The role of the state as an agent of modernization and development is 
emphasized. We assess the validity of Wagner's law in relation to the Iranian experience. 
Simple forms of government expenditure and tax functions are estimated. Tests of 
structural change are performed in order to examine the stability of parameters in the two 
decades preceding and following the Islamic Revolution of 1979. We also examine the 
speed of the adjustment process by estimating a simple disequilibrium model of 
government expenditures and receipts. The pattern of government expenditures and the 
revenues structure are also examined. Using a constant shares model as well as a constant 
marginal shares model, we compare the pattern of expenditures and the revenues structure 
before and after the Revolution. 
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1. Introduction 

The objective of this paper is to provide a brief account of the increase in 

government expenditures and revenues in Iran in the recent past. The revenue structure 

and the pattern of government expenditures will also be examined. We shall also provide 

tentative observations concerning the nature of developments and the salient features of 
the Iranian economy. 

Our analysis spans roughly a period of more than two decades marked by a 

number of major developments, such as the sharp rise in oil prices in 1973, the Islamic 

Revolution of 1979, and the eight-year war with Iraq, to name just a few. As a 

consequence, our observations can only be tentative and brief, and we shall confine 

ourselves to an examination of major trends which should await a more complete 

analysis. 

It can be argued that Iran has a strong statist tradition going back to ancient times. 

Climatic conditions and the scarcity of water and arable land often required the 

construction and maintenance of large irrigation systems, a task which could only be 

performed by a central authority. Since Iran encompasses diverse ethnic groups and 

geographically diverse regions, the very maintenance of statehood requires a strong and 

assertive central government. As Iran remained an agricultural economy with a small 

manufacturing sector until very recently, the land tenure system and the structure of 
agricultural production reflected the central role of the landlord.' Such power 

relationships permeated most social institutions in Iran. Given the absolute nature of the 

monarch's power, it is no accident that the discovery of oil led to its control by the state, 

and the private development of oil resources was not even contemplated. This 

immediately gave the state, as the guardian of national wealth, considerable financial 

power and spending ability. 

Since ancient times, the state in Iran has been engaged in public works projects. It 

has always been the hallmark of "benevolent despots" to build roads, bridges, 

communication networks, and public monuments, to promote the arts and sciences, as 

well as to encourage and foster trade and industry. In short, there has always been a 

tradition, in Iran as elsewhere, for the state to engage in the production of commodities 

that economists define as "public goods", to promote "merit goods", and to subsidize 

activities marked by "external economies."2 Providing security against external threats 

and maintaining internal law and order have always had an important place in government 

expenditure programs. In line with the strong statist tradition, "infrastructural" 

1 See, for example, the seminal work by Lambton (1953). Issawi (1971) is also considered an authoritative 

source on Iran's recent economic history. See also Bharier (1971) and Katouzian (1981). 

2 The reader is referred to standard works on public sector economics for the economic justification of the 

functions of government, such as Brown and Jackson (1982), Rosen (1988), and Musgrave and Musgrave 

(1980). 
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investments have also been regarded as the prime responsibility of the state in Iran.3 In 
fact, it may be argued that the "organic view" of the state until very recently had been 
paramount to the conception of the state as a voluntary arrangement based on an unwritten 
"social contract." With the advent of the Industrial Revolution in the West and the 
recognition by Iranians of the importance of modern factory production and 
industrialization to raise standards of living, the role of the state in the process of 
modernization and development was acknowledged. Indeed, the large size of investment 
expenditures to establish modern industrial enterprises precluded private initiative. Early 
in the present century, a number of modern cement, sugar, and textile plants were 
established with the aid of the state, but were later turned over to the private sector as part 
of the first privatization effort undertaken in Iran. With increasing financial resources at 
the disposal of the government, the latter expanded its role in the economy by investing in 
human capital such as health and education as well as installing new industrial plants. 
However, in the early 1960s a mechanism was established to channel part of the resources 
to the private sector through development banks. The rise in oil revenues gradually fueled 
popular expectations that the state had primary responsibility, inter alia, for the provision 
of free education and health care, for urban and rural development projects, for all kinds 
of infrastructural investments, and for establishing large industrial plants - all to be 
financed out of oil revenues. Such unrealistic expectations, needless to say, stood in sharp 
contrast to objective reality, and thus came to a sudden halt with the traumatic impact of 
the Islamic Revolution and the eight-year war with Iraq. 

As regards the financing of government expenditures, at the risk of 
oversimplification, one can offer the following tentative picture. First, there was the 
phase of taxation in kind and the problem of extracting "surplus" from an agriculturally- 
based economy, coupled with the "spoils of war." Then came revenues from the granting 
of various forms of "concessions" for exclusive exploitation of natural resources such as 
oil, and from foreign loans which were "repaid" by granting creditors monopoly rights in 
trade and industry. Finally, with the increasing monetization of the economy, the state 
gradually discovered that fiat money did not really have to be backed by "reserves" of any 
kind, and "printing money" assumed its rightful place alongside taxes and oil revenues as 
the mainstays of government finance in Iran. 

Iran is an oil-based economy. Oil earnings play a dual role by providing the 
government with a major source of revenue and by being the major source of foreign 
exchange. The oil sector has relatively few backward and forward linkages with other 
sectors.4 Fluctuations in the dollar price of oil and the level of oil exports have had 
important repercussions for both the level of economic activity and the structure of the 
domestic economy in Iran. A number of authors have examined the decision problem 
faced by the planning authorities arising from the presence of oil revenues. Motamen 

It would be futile to try to explain the growth or the composition of government expenditures by appeal to 
the median-voter theorem. 
4 See, for instance, Zonnoor (1986). 

2 



(1980) presents a simple macroeconomic model to maximize the stock of domestic non- 
oil capital that can be accumulated before the depletion of oil. Moussavian (1980) applies 

linear programming to determine the optimal extraction rate for oil. Zonnoor (1983) 

applies the framework of optimal control theory to a computable general equilibrium 
model to derive an optimal trajectory for aggregate investment expenditures. There is 

also some support for the view that the "Dutch disease" phenomenon has been in 

evidence in the Iranian economy, although only the agricultural sector has been 
examined.5 Ghadimi (1992) examines the problem of the optimal extraction of oil within 
a general equilibrium model. However, none of these studies - with the exception of 
Mojaver-Hosseini (1990), which focuses attention on the external effects of public 
investment expenditures in a multisectoral framework - concern themselves with issues 

traditionally examined in public sector economics. 

The following section contains an examination of the trends of government 
consumption and investment expenditures in relation to the growth of GDP. In particular, 
we wish to assess the validity of Wagner's Law in light of Iran's experience. We also 
estimate simple forms of government expenditure and tax functions and examine the 

stability of parameters between the periods preceding and following the Islamic 
Revolution of 1979 by conducting tests of structural change. A small disequilibrium 
model of taxes and government expenditures is also presented in order to assess the speed 

of adjustment between the actual and "desired" values of tax receipts and government 
expenditures. Subsequently, the paper analyzes the structures of revenues and 
expenditures. The analysis is divided into two parts, dealing with the revenue structure 
and the pattern of expenditures separately. We perform statistical tests to see if the 

structure of revenues and expenditures are significantly different before and after the 

Islamic Revolution. We postulate both a constant shares model and a constant marginal 
shares model. The paper closes with our concluding remarks. 

2. Government Consumption and Investment Expenditures 

Before examining the growth of government expenditures, it may be instructive to 

provide an account, however brief, of major developments in the Iranian economy over 

the last two decades, and to examine the growth of government expenditures against the 

backdrop of such developments. 

In the 1960s the Iranian economy experienced a steady rise in the level of output 
and enjoyed relative price stability. In the aftermath of the economic downturn of the 

early 1960s which followed the economic stabilization policies prescribed by the IMF, the 

Iranian government embarked upon an industrialization strategy based on import 
substitution. As a result of rising oil revenues, the economy enjoyed a period of sustained 

industrial growth coupled with remarkable price stability up to 1973. The industrial 

sector flourished under the protection of high tariffs and with easy access to cheap credit. 

5 See Sharzei and Ghetmiri (1990). 
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The year 1973 marks the impact of the dramatic rise in oil prices following the 
Arab-Israeli conflict upon the level of economic activity in Iran. The tremendous rise in 
oil revenues led the government to almost double government expenditures in the middle 
of the Fifth Development Plan. Inflationary pressures and various kinds of shortages and 
bottlenecks began to emerge and hamper the implementation of government expenditure 
programs. The extent of inflationary pressures which accompanied the steep rise in 
government expenditures following the quadrupling of oil prices is attested to by the 
behavior of the GDP implicit price deflator. Over the 1973-1977 period, prices which 
were almost steady rose dramatically.6 

It is important to note that 1978 was marked by economic upheavals and 
dislocations preceding the Islamic Revolution of February 1979. The economic and 
political turmoil continued in the aftermath of the Revolution. Moreover, September 
1980 marked the beginning of the Iran-Iraq war, which lasted for almost eight years and 
came to an end with the cessation of hostilities in August 1988. In the tumultuous years 
that followed the Islamic Revolution, Iran's real GDP plummeted to its lowest level in 
1981, then rose steeply in the first two years of the conflict with Iraq, with the war acting 
as a strong incentive to restore order to the economic system. The level of real GDP 
stayed almost constant during 1983-85, then fell sharply in 1986 following the oil price 
collapse, and levelled off in the last years of the Iran-Iraq war. In addition to double-digit 
inflation rates for most of this period, the economy also experienced "suppressed" 
inflation, with a rationing system in place for most "basic commodities." The Iranian 
economy also suffered from a severe shortage of foreign exchange earnings, with 
widespread bottlenecks in most manufacturing plants. Total investment expenditures at 
constant prices also plummeted following the Islamic Revolution and the outbreak of 
hostilities, and the drop was sharper in the second half of the war years. However, the 
cessation of hostilities marked the beginning of a period of growth in real output, albeit 
coupled with inflation (see Table 1). 

2.1(a). Wagner's Law 

The purpose of this section is to examine the growth of government expenditures 
over time both in absolute terms and relative to Gross National Product. In particular, we 
wish to assess the validity of "Wagner's Law" in relation to the growth of public 
expenditures in Iran. Wagner postulated that the development of modem society would 
lead to rising demand for publicly provided goods and services. Consequently, one may 
expect a rising level of public expenditures and a higher share of government 
expenditures in total output. However, its precise formulation needs to be specified. 
There is no question that the level of government expenditures has risen sharply over the 
1959-92 period. In fact, the absolute level of government consumption expenditures rose 
by a multiple of 228. Not surprisingly, most of the increase in the nominal level of 

G The papers appearing in Amirie (1978) present an unduly optimistic assessment of the prospects of the 
Iranian economy in this period. 
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government expenditures can be accounted for by rising prices. The multiple in terms of 
constant 1982 Rials drops to 10.3. Furthermore, considered on a per capita basis, the 
level of real government consumption expenditures advanced by a multiple of 3.8. 

Nevertheless, it may be more instructive to interpret Wagner's Law as the law of rising 
public sector share, and thus focus our attention on the growth of public expenditures in 
relation to Gross Domestic Product. The ratio of government consumption expenditures 
to GDP at current prices rose from 9.5 percent in 1959 to a peak of 24.2 percent in 1975, 
and then levelled off to 20.9 percent in 1977. However, because of differential rates of 
inflation, the rise in the ratio of government consumption expenditures to GDP at constant 
prices was less pronounced until 1973, and more dramatic after the rise in oil prices. It 

rose only four percentage points over the 1959-1973 period, but jumped seven percentage 
points over the 1973-77 period. 

The state has also played a significant role in the process of capital accumulation 
in Iran. This is attested to by the fact that a major proportion of domestic fixed capital 
formation has been undertaken by the government. Bolstered by substantial oil revenues, 
the state has acted as an agent of modernization and development. During this period, the 
growing importance of the state in the process of capital accumulation was unmistakable. 
Nonetheless, because of various leads and lags, the pace was not uniform and steady. The 
ratio of government to total investment expenditures rose throughout the 1960s and 
reached 53 percent by 1970. Over the 1970-77 period, the ratio continued its upward 
trend while showing mild fluctuations. By 1978 it had reached 67 percent. On the whole, 
there is no doubt that the state has played a key role in fostering growth and development. 

As an overall measure of the "size" of the government, the trend of the ratio of the 
sum of government consumption and investment expenditures to GDP at current prices 
showed a steady rise throughout the period, with the pace accelerating after the sharp rise 

in oil revenues. The ratio rose from 15.7 percent in 1959 to 40 percent in 1976, and then 
fell off to 39 percent in 1977. 

However, it is remarkable to observe that the war years were characterized by a 
rapid fall in the ratio of government consumption expenditures to GDP. During that 
period, after somewhat erratic fluctuations in the years immediately preceding and 
following the Islamic Revolution, the ratio of government consumption expenditures to 
GDP fell from a high of 23 percent in 1977 to almost 13.5 percent in 1987, marking an 
unprecedented and almost historical reversal. The trend continued after the end of the war 
in 1988. The government's share in total investment expenditures kept falling throughout 
the period. The decline was erratic, though, and for some years the government's share 
actually rose. 

7 For an examination of the structure of the Iranian economy during this period, see Amuzgar (1977), 

Amuzgar and Fekrat (1971), Baldwin (1967), and Farhang (1973). 
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The ratio of the sum of government consumption and investment expenditures to 
GDP at current prices fell quite sharply in 1979, stayed almost steady for three years, and 
then kept sliding rather precipitously throughout the war years. It is remarkable to 
observe that the ratio of the sum of government consumption and investment 
expenditures, which stood at almost 44 percent in 1978, fell to 19 percent over the decade, 
thus confirming the unprecedented decline in the level of government expenditures 
referred to earlier (see Figure 1). 

Nevertheless, one important qualification must be borne in mind. Throughout the 
period following the Islamic Revolution, strict foreign exchange controls were in force 
and the government operated a multiple-exchange rate regime. Hence, the imports 
content of government expenditures was valued at the official exchange rate, which 
greatly underestimates government expenditures in units of domestic currency. However, 
detailed data are unavailable to correct for such a bias. All in all, the ratio of government 
consumption expenditures to GDP rose from 9.5 percent in 1959 to a peak of 24.2 percent 
in 1975 and levelled off to 20 percent in 1977. In the years following the Islamic 
Revolution, the ratio of government consumption expenditures to GDP, while exhibiting 
more erratic behavior, fell to almost 10.4 percent in 1992, marking an unprecedented and 
almost historical reversal (see Table 2). 

2.1(b). Expenditure Elasticity 

The marked difference between the behavior of government consumption 
expenditures before and after the Islamic Revolution is further highlighted by comparing 
the GDP elasticity of government consumption expenditures in the two periods. By 
postulating tentatively that the relationship between government consumption 
expenditures (GP) and GDP assumes a constant elasticity functional form 

GP = a (GDP)P 

we obtain estimates of 1.293 and 0.667 for the periods preceding and following the 
Revolution, and an estimate of 1.016 based on observations pertaining to the two periods. 
In fact, by conducting a test of structural change on the basis of two sub-samples, one 
concludes that the difference between expenditure elasticities for the two periods is 
statistically significant at the 1% level. The computed F value was 51.3, as compared 
with the F 2,30 value of 2.92 (4.51) at the 5% (1%) significance level. 

Therefore, the tentative conclusion emerges that Iran's experience before the Revolution 
is consistent with Wagner's Law concerning the growth of government expenditures, 
while data relating to post-revolutionary Iran are incompatible with it. 
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2.2. Government Expenditure Reaction Functions 

In this section we wish to estimate the government expenditure reaction functions 
for the periods before and following the Islamic Revolution and to examine the stability 
of parameters by conducting tests of structural change, as part of our effort to compare 

and contrast the growth and structure of government finance in the two periods. It is 

hypothesized that government expenditure decisions are based on the previous period's 

tax and oil revenues. In effect, we are assuming that "regressive expectations" govern 

government expenditure decisions. This is consistent with casual observations of the 

budgetary process and compatible with actual data. 

Let GCI, OR, and TR represent the sum of government consumption and 

investment expenditures, oil revenues in domestic currency, and tax revenues, 

respectively. Assuming a log-linear functional form, the following regression equation 

was estimated based on observations relating to the period preceding the Islamic 
Revolution and also using data from the post-revolutionary period as well as the 

combined data from the two periods. 

Ln GCIt = a, + a2 Ln TRt_1 + a3 Ln ORt_1 + ut 

The results are presented in Table 3. 

Based on the residual sum of squares of the three regressions, a test of structural 

change indicated that changes in the parameters of the government expenditure functions 
were in fact not significant at the 5% significance level. In other words, we may 

tentatively conclude that the basic budgetary processes underlying government 
expenditure decisions were not altered by the Revolution. 

It should be observed that the coefficient of the lagged value of oil revenues for 
the period following the Islamic Revolution is statistically insignificant. Despite the 

importance of oil as a source of government revenue, this is not entirely surprising once 
we recognize that throughout the war years the government ran persistent and huge 

deficits. The ratio of budget deficit to total revenues stood at almost 60 percent in 1981. 

However, through fiscal restraint, limiting as far as possible all other categories of 
expenditures, and keeping a lid on wages and salaries in the public sector, the ratio began 
to decline, albeit enevenly, until 1985. In the second stage of the war, however, in the 

face of falling oil revenues, the government inevitably resorted to deficit financing on an 

unprecedented scale. The ratio of the budget deficit to total revenues jumped from 23 

percent in 1985 to 77 percent in 1986, and eased off to around 65 percent in 1987. The 

Iranian government did not resort to external finance. In fact, its access to international 
capital markets was severely limited, and so it could not avail itself of this opportunity. 
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2.3. Tax Functions 

Next, on the revenue side, we estimate simple forms of the tax functions and examine the 
stability of their parameters. Denoting direct taxes as DT, sales and consumption taxes as 
ST, and Gross Domestic Product at current prices as GDP, the following equations were 
estimated. The results are presented in Table 4. 

Ln DTt = (31 +(32 Ln GDPt + ut 

Ln STt = 6, + 62 Ln GDPt + ut 

Table 4 contains estimates of the imports tax functions, relating tariffs on imports, MT, to 
the value of imported goods and services, M. 

Ln MTt = yl +,y2 Ln Mt + ut 

Tests of structural change indicate that the parameters of both direct tax and 
import tax functions have indeed changed. But the null hypothesis of no change in the 
parameters of consumption and sales taxes on commodities is accepted. It should be 
pointed out, however, that taxes on consumption and sales of commodities are a relatively 
minor category of government revenues. The elasticity of direct tax receipts fell from 
1.36 to 0.96, and that of import tariffs showed only a slight fall. 

2.4. A Simple Disequilibrium Model 

Given the nature of the shocks that the Iranian economy has undergone over the 
last two decades, the purpose of this section is to present a simple disequilibrium model 
for the determination of government expenditures and tax receipts. The present section 
draws upon the works of Knight and Wymer (1978), Chieasas (1980), and Gandolfo 
(1981), among others, who formulate and estimate continuous-time disequilibrium 
econometric models in various contexts. The following equations represent adjustment 
mechanisms of real expenditures and taxes. We assume that the change in real 
government expenditures is a function of the ratio of the desired to the actual level of real 
government expenditures. The relationship is assumed to be linear in the logarithm of the 
variables. A similar relationship is assumed to hold for real tax receipts. 

D In G = ai (In G* - In G) 

D In T = a2 (In T* - In T) 

Where '*' over a variable indicates the desired value of that variable, D is the differential 
operator, and T and G denote real taxes and real government expenditures, respectively. 
The desired level of real government expenditures is assumed to depend on real GNP and 
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the rate of growth of oil revenues. The desired level of taxation is assumed to be 
proportional to real national income. 

G*=61eaDInORY, 

T* = 02 Y, 

Where OR represents oil revenue, assumed exogenous, and Y is real GNP. 

The preceding equations constitute a non-linear system. The estimation of 
parameters requires the linearization of the equations of the model. Next, it may be 

observed that the variables used in the specification of the model are continuous. Hence, 
for the purpose of empirical implementation, the model must be put in discrete form. 
Carrying out both steps, we obtain a model which is linear in variables and non-linear in 
parameters.8 Using the method of iterative non-linear three-stage least squares, the 
parameters were estimated. Some simulation experiments were performed to evaluate the 
performance of the model. On the basis of historical data for the exogenous variables, 
initial conditions, and parameter estimates, the values of the endogenous variables were 
obtained using the structural equations of the model. Parameter estimates and simulation 
results are presented in Table 5. It may be observed that the parameters are statistically 
significant. The low values of root mean squared errors compared with the means also 
confirm the adequacy of the model. The inverse of the adjustment coefficient is equal to 
the expected time required for the adjustment of about 66 percent of the difference 
between the actual and the desired values of the variable to take place. Therefore, the 
estimates of adjustment coefficients point to the slowness of disequilibrium adjustment 
processes. 

3.1. Expenditure Pattern 

We shall now investigate whether the data on the composition of government 
expenditures are consistent with the hypothesis that the share of each type of expenditure 
is constant and, if such a hypothesis is correct, whether the constant shares are 

significantly different before and after the Islamic Revolution. We shall also investigate 
whether government expenditure decisions are compatible with the hypothesis that the 
marginal share of each type of expenditure is constant, and whether the constant marginal 
shares have significantly changed. 

A brief explanation of each expenditure category is in order, since we are 

following the terminology used in the Iranian budget. Expenditures for "general affairs" 
include the running costs of government ministries, the cost of maintaining law and order, 
construction costs of public buildings, and so on. Expenditures for "social affairs" 
include expenditures on education, health, social security, housing, environment, urban 

8 
See, for example, Gandolfo (1981), and Zonnoor and Souri (1993). 
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and rural development, etc. Expenditures for "economic affairs" are subdivided 
according to the following sectors: agriculture, water, electricity, industries, oil, gas, 
mines, commerce, roads and transportation, post and communication, and tourism. 
Finally, "other expenditures" cover expenditures allocated to the provinces (and decided 
on at the local level), "miscellaneous" expenditures, repayments of loans, prepayments, 
and so forth. 

In order to test for the stability of expenditure patterns, each expenditure category 
was regressed on total expenditures, assuming zero intercept terms, for the 1971-92 
period and the two sub-periods 1971-80 and 1981-92. The purpose is not to "explain" 
each expenditure category, but rather to test if the proportion of each expenditure category 
has been significantly different for the two decades. In effect, we are investigating 
whether the expenditure priorities of the government have been markedly different before 
and after the Islamic Revolution. The changing composition of government expenditures 
can be seen from the data presented in Table 6. Table 7 summarizes the results. 

In the 1970s, out of every 100 Rials of government expenditure, roughly 22.65, 
23.19, and 27.81 Rials were allocated to defense, "social", and "economic" expenditures, 
respectively. Corresponding figures for the 1980s are 10.62, 38.39, and 20.47 Rials, 
respectively. The expenditures for "general affairs" in these two decades were 9.3 and 9.2 
Rials, respectively. One may observe the considerably higher expenditure allocation for 
"social affairs" and, despite the war, the remarkably lower proportion of defense 
expenditures in the 1980s compared with the 1970s. The proportion of expenditures for 
"economic affairs" has also been reduced considerably, while the share of expenditures 
for "general affairs" remained roughly steady throughout the two decades. The difference 
between the proportions of funds allocated to "general affairs" in the two decades was 
found to be statistically insignificant, while the differences between the shares of 
expenditures for "social affairs", "economic affairs", and defense in the two decades were 
significant at the 5% level. 

If we assume that government spending priorities are better represented by the 
share of each expenditure category in every extra 100 Rials spent by the government, a 
constant marginal shares model should be specified. The results of the regressions of 
each expenditure category on a constant and on total government expenditures are 
summarized in Table 8. 

For every 100 Rials of extra government expenditure in the 1970s, 8.5, 22.1, 26.2 
and 29.2 Rials were allocated to "general affairs", defense, "social affairs", and 
"economic affairs", respectively. The corresponding figures for the 1980s are 8.2, 7.5, 
42.9 and 18.1 Rials, respectively. Using a constant marginal shares model, the tests of 
structural change indicate that the hypothesis of identical parameters for the two decades 
is rejected only for the defense expenditure equation. Despite the rather substantial 
differences between the marginal shares of "social affairs" and "economic affairs" 
categories in the two decades, the hypothesis of identical parameters cannot be rejected. 
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This may well be due to the influence of intercept terms in the two equations and the 

small number of observations. 

3.2. Revenue Structure 

In this section we examine the stability of the revenue structure in Iran before and 

after the Islamic Revolution. Prior to that, however, a brief explanation of revenue 

categories is in order. The major categories of revenue are oil revenues, tax revenues, and 

"other revenues". The main categories of tax revenues include taxes on imports (tariffs 
and duties), corporate income tax, individual income tax, "wealth" tax, and taxes on 

specific commodities. While the share of each category in total tax revenues varies from 
year to year, the most important ones usually are taxes on imports and corporate income 

tax. It is useful to note that the major portion of corporate income tax is paid by public 
sector corporations. Because of inadequate accounting practices by enterprises and 

individuals alike, there is a widely held belief that tax laws are not generally enforced. 

"Other revenues" include dividends from public corporations, income from the sale of 
government-provided goods and services (such as health, legal, educational, and postal 

services), social security contributions, transfer income, interest on and repayments of 
government loans, and so forth. 

As regards the revenue structure, we observe a sharp fall in the share of oil 
revenues in total revenues. In the 1970s, out of every 100 Rials of government revenues, 

roughly 71 Rials were obtained from the oil sector and around 20 Rials were raised 

through taxes, whereas in the 1980s the corresponding figures were 37 and 36 Rials, 

respectively. In order to examine the stabililty of the revenue structure, each revenue 

category was regressed on total revenues to test if the revenue structure was identical in 
the two decades. The changing revenue structure is presented in Table 9. The regression 

results are presented in Table 10. 

Statistical tests indicate that Iran's revenue structure was significantly different in 
the two decades. At least three reasons may be advanced for the sharp drop in oil 
revenues as a proportion of total revenues. First, there was an oil price collapse in 1986 

which dealt the Iranian government a sharp blow in the midst of a particularly difficult 
period as far as Iran's war efforts were concerned. Secondly, since a fixed multiple 
exchange rate regime was in force throughout most of the period, oil proceeds in domestic 
currency as a proportion of total revenues were naturally lower than they would have been 

if oil had been priced at its "true" opportunity cost. Thirdly, during the 1980s the Iranian 
economy suffered from severe inflation, with the consequence that the nominal value of 
taxes rose sharply as compared to the value of oil proceeds in domestic currency. 

In terms of a constant marginal shares model, for every 100 Rials of extra 
revenues, on the average, around 72 Rials were received from the oil sector and only 
around 18 Rials were raised through taxes. Corresponding figures for the 1980s are 37.2 

and 36.8 Rials, respectively. As observed earlier, this may well reflect the impact of 

II 



inflation coupled with a highly overvalued domestic currency. Tests of structural change 
indicate that the parameters of the equation relating to the marginal shares of taxes have 
indeed changed but, despite substantial differences between the estimated marginal shares 
of oil for the two decades, we fail to reject the null hypothesis of no structural change. 
Again, this may well reflect the influence of intercept terms and the small number of 
observations. The results of the regressions of the two major revenue categories on a 
constant and on total revenues are presented in Table 11. 

4. Concluding Remarks 

In this paper we have examined the growth of government expenditures and 
revenues in Iran in the last two decades. The validity of Wagner's Law was assessed in 
light of the Iranian experience. It was found that, for the period preceding the Islamic 
Revolution of 1979, the Iranian data are consistent with Wagner's Law, while for the 
period following the Revolution the law is not confirmed. Having estimated a 
government expenditure reaction function, it was found that changes in its parameters for 
the two sub-periods are not statistically significant. Statistical tests also indicate the 
presence of structural breaks in the direct tax and imports tax functions. Based on a 
constant shares model, it was concluded that the pattern of government expenditures and 
the revenue structure are markedly different for the two sub-periods preceding and 
following the Islamic Revolution. However, based on a constant marginal shares model, 
the results were somewhat mixed. 
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Table 1. Average annual growth rates of output and prices* 
(Percent) 

------------------------------------------------------------------------------------------------------------- 

'60-69 '70-76 `77-81 '82-88 '89-92 
------------------------------------------------------------------------------------------------------------- 

Real GDP 9.57 12.30 -7.18 2.38 8.10 

GDP implict 
price deflator 

-0.9 17.49 20.93 13.52 21.60 

------------------------------------------------------------------------------------------------------------ 

*Average annual growth rates over each sub-period were calculated as 

simple arithmetic averages of annual rates. The base year for the implicit price deflator is 

1982.9 

Source: Plan and Budget Organization. 1994. Fiscal, Monetary, and National Accounts 

Time Series. Tehran: Plan and Budget Organization. 

Table 2. Fiscal ratios 
(Percent) 

------------------------------------------------------------------------------------------------------------- 
'65 '70 '75 '80 '85 '90 '92 

------------------------------------------------------------------------------------------------------------- 

As percentage of GDP 

Govt. consumption 13.8 18.0 24.2 20.8 15.4 11.0 10.4 

Sum of govt. cons. 

and investment 22.2 30.8 38.5 31.1 22.3 18.2 19.4 

As percentage of total investments 

Govt. investment 44.6 53.2 51.2 47.6 39.3 46.2 41.0 
------------------------------------------------------------------------------------------------------------- 

Source: Plan and Budget Organization. 1994. Fiscal, Monetary, and National Accounts 
Time Series. Tehran: Plan and Budget Organization. 

9 Since the base year for the GDP implicit price deflator is 1982, it is not surprising that the deflator should 

show a slight fall for the 1960-69 period. 

16 



Table 3. Government expenditure reaction functions 

--------------------------------------------------------------------------------------------------- 
Ln GCI1 C Ln TRw Ln ORj_I R2 

--------------------------------------------------------------------------------------------------- 
1964-1992 1.193 0.808 0.240 0.982 

(7.458) (15.075) (4.402) 

1964-1978 1.162 0.728 0.319 0.987 
(5.767) (15.105) (3.350) 

1979-1992 1.055 0.891 0.175 0.798 
(0.645) (7.303) (0.948) 

--------------------------------------------------------------------------------------------------- 
Computed F = 0.73, F3,22,5% = 3.05 
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Table 4. Tax functions* 

------------------------------------------------------------------------------------------------------------ 

Ln DT C Ln GDP R2 

------------------------------------------------------------------------------------------------------------- 

1963-1992 4.248 1.080 0.968 

(-13.007) (30.052) 

1963-1978 -6.196 1.365 0.966 

(-13.257) (30.053) 

1979-1992 -3.143 0.959 0.923 

(-4.196) (12.545) 
------------------------------------------------------------------------------------------------------------- 

Computed F = 13.93 
------------------------------------------------------------------------------------------------------------ 

Ln ST C Ln GDP R2 

------------------------------------------------------------------------------------------------------------- 

1963-1992 -3.736 0.896 0.974 

(-16.477) (33.578) 

1963-1978 -2.909 0.776 0.951 

(-8.979) (17.173) 

1979-1992 -4.738 1.005 0.886 

(-4.884) (10.114) 
------------------------------------------------------------------------------------------------------------- 

Computed F = 2.87 
------------------------------------------------------------------------------------------------------------- 

Ln MT C Ln M R2 
------------------------------------------------------------------------------------------------------------- 

1963-1992 -0.766 0.827 0.953 
(-3.383) (24.294) 

1963-1978 -0.330 0.730 0.971 

(-1.822) (22.533) 

1979-1992 0.252 0.708 0.799 

(0.3377) (7.264) 
------------------------------------------------------------------------------------------------------------- 

Computed F = 5.74, F2,26,5% = 3.37, F2,26,1%= 5.53 
------------------------------------------------------------------------------------------------------------- 

*DT, ST, MT and M represent direct taxes, taxes on sales and consumption of goods, 

import taxes, and value of imports, respectively. 

18 



Table 5. Results of the disequilibrium model 

------------------------------------------------------------------------------------------------------------- 
Estimates of Parameters 

------------------------------------------------------------------------------------------------------------- 
Parameters* Estimate t statistic 
------------------------------------------------------------------------------------------------------------- 

0.61 7.52 

a2* 0.84 8.42 
01* 

-1.19 -14.67 
0.41 4.29 

02* -2.52 -44.62 
------------------------------------------------------------------------------------------------------------- 
Adjustment Estimate Mean Lag 
coefficients 
------------------------------------------------------------------------------------------------------------- 
a, 0.879 1.137 

a2 1.46 0.684 
------------------------------------------------------------------------------------------------------------- 

Simulation Results 
------------------------------------------------------------------------------------------------------------- 

Mean Root Mean Squared Error 
------------------------------------------------------------------------------------------------------------- 
Real Government 27.18 0.68 

Expenditures 
Taxes 25.71 0.26 
------------------------------------------------------------------------------------------------------------- 
Due to non-linearity in parameters, we had to estimate 
a,* = 2a1 /(2 + a,), a2* = 2a2 /(2 + a2), 01* = InO1, and 02* =1n02 instead of al , a2 , 01 

and 02 . 
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Table 6. Composition of expenditures 
(Percent) 

------------------------------------------------------------------------------------------------------------- 

'71 '74 '77 '80 '83 '86 '89 '92 
------------------------------------------------------------------------------------------------------------- 

General 11.9 9.2 8.6 12.2 10.2 9.8 9.2 8.4 

Defence 21.6 22.0 24.8 16.6 8.9 14.8 14.6 8.4 

Social 17.5 17.2 20.2 34.2 28.2 36.1 42.5 37.4 

Economic 31.5 23.4 36.2 24.8 23.6 18.9 18.2 17.5 

Other 17.4 28.0 9.9 11.9 28.8 20.1 15.2 28.0 

Total* 100 100 100 100 100 100 100 100 
------------------------------------------------------------------------------------------------------------- 

*The sum of each column may not amount to 100 because of rounding errors. 

Source: Plan and Budget Organization. 1994. Fiscal, Monetary, and National Accounts 

Time Series. Tehran: Plan and Budget Organization,Tehran, Iran). 

Table 7. Structure of expenditures 
(constant shares model) 

------------------------------------------------------------------------------------------------------------- 

Expenditures* 1971-80 1981-92 1971-92 F 
------------------------------------------------------------------------------------------------------------- 

GAFF 9.35% 9.21% 9.22% 0.027 

(16.23) (36.58) (45.32) 

DAFF 22.65% 10.62% 11.52% 28.907 
(13.47) (15.12) (12.83) 

SAFF 23.19% 38.39% 37.25% 13.599 
(11.35) (26.90) (27.15) 

EAFF 27.81% 20.47% 21.02% 6.946 
(19.27) (21.37) (25.32) 

------------------------------------------------------------------------------------------------------------- 
F1,2o,5% = 4.35, F1,20,j% = 8.1 

------------------------------------------------------------------------------------------------------------- 
*GAFF, DAFF, SAFF and EAFF represent expenditures for "general affairs", defense, 

"social affairs", and "economic affairs", respectively. 
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Table 8. Structure of expenditures* 
(constant marginal shares model) 

------------------------------------------------------------------------------------------------------------ 
GAFF C TEXP R2 

------------------------------------------------------------------------------------------------------------- 
1971-80 14.50 0.085 0.823 

(0.66) (6.55) 

1981-92 56.73 0.082 0.967 
(2.29) (17.98) 

1971-92 23.23 0.087 0.973 
(1.76) (27.54) 

------------------------------------------------------------------------------------------------------------- 
Computed F = 1.67, 

DAFF 

F2,18,5% = 3.55, 

C 

F2,18,196 = 6.01 

TEXP R2 

1971-80 10.00 0.221 0.774 
(0.15) (5.64) 

1981-92 194.27 0.074 0.801 
(3.28) (6.74) 

1971-92 204.68 0.075 0.718 
(4.83) (7.38) 

Computed F=7.31, F2,18,5%= 3.55, F2,18,1%=6.01 
------------------------------------------------------------------------------------------------------------- 
SAFF C TEXP R2 

1971-80 -57.27 0.262 0.776 
(-7.74) (5.68) 

1981-92 -278.68 0.429 0.956 
(-1.87) (15.49) 

1971-92 -280.54 0.426 0.966 
(-3.91) (24.53) 

Computed F = 2.20, F2,18.5%= 3.55, F2,18,1%= 6.01 

21 



Table 8. (continued) 
------------------------------------------------------------------------------------------------------------- 
EAFF C TEXP R2 

------------------------------------------------------------------------------------------------------------- 
1971-80 -26.37 0.292 0.894 

(-0.47) (8.79) 

1981-92 141.76 0.181 0.881 

(1.32) (9.08) 

1971-92 124.06 0.186 0.916 

(2.45) (15.21) 
------------------------------------------------------------------------------------------------------------- 
Computed F = 1.74, F2,18,5% = 3.55, F2,18,1 % = 6.01 

------------------------------------------------------------------------------------------------------------- 
*GAFF, DAFF, SAFF, EAFF and TEXP represent expenditures for "general affairs", 
defense, "social affairs", "economic affairs", and total expenditures, respectively. 

Table 9. Composition of revenues 
(Percent) 

------------------------------------------------------------------------------------------------------------- 
'71 '74 '77 '80 '83 '86 '89 '92 

------------------------------------------------------------------------------------------------------------- 
Oil 60.0 84.4 70.5 61.7 63.6 23.3 24.2 51.6 

Taxes 31.9 11.0 19.6 23.6 28.5 57.5 37.3 37.8 

Other 8.0 4.5 9.7 14.6 7.8 19.1 38.4 10.4 

Total* 100 100 100 100 100 100 100 100 

------------------------------------------------------------------------------------------------------------- 
*The sum of each column may not amount to 100 because of rounding errors. 

Source: Plan and Budget Organization. 1994. Fiscal, Monetary, and National 
Accounts Time Series. Tehran: Plan and Budget Organization. 

22 



Table 10. Revenue structure* 
(constant shares model) 

------------------------------------------------------------------------------------------------------------- 
Revenues 1971-80 1981-92 1971-92 F 

------------------------------------------------------------------------------------------------------------- 
OR 71.27% 37.98% 40.71% 5.98 

(29.47) (33.57) (9.74) 

TR 20.40% 36.82% 35.48% 17.27 

(13.56) (24.16) (24.12) 
--------- ---------------------------------------------------------------------------------------------------- 
F1,2o,5% = 4.35 Fi,2o,1%= 8.1 

------------------------------------------------------------------------------------------------------------- 
*OR, TR and TGR represent oil revenues, tax revenues, and total revenues, respectively. 
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Table 11. Revenue structure* 
(constant marginal shares model) 

------------------------------------------------------------------------------------------------------------- 
OR C TGR R2 

------------------------------------------------------------------------------------------------------------- 
1971-80 -27.79 0.729 0.949 

(-0.34) (13.01) 

1981-92 36.50 0.372 0.536 
(0.08) (3.70) 

1971-92 306.56 0.338 0.568 
(1.42) (5.34) 

------------------------------------------------------------------------------------------------------------- 
Computed F = 0.16 
------------------------------------------------------------------------------------------------------------- 
TR 
------------------------------------------------------------------------------------------------------------- 
1971-80 35.45 0.182 0.754 

(0.71) (5.34) 

1981-92 -1.39 0.368 0.934 
(-0.01) (12.61) 

1971-92 -139.80 0.386 0.938 
(-1.90) (17.96) 

------------------------------------------------------------------------------------------------------------- 
Computed F = 4.82, F2,18,5% = 3.55 , F2,18,1% = 6.01 
------------------------------------------------------------------------------------------------------------- 
*OR, TR and TGR represent oil revenues, tax revenues, and total revenues, respectively. 
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Figure 1. Ratio of the sum of government consumption and investment expenditures 

to GDP at current prices. 

1960 1965 1970 1975 1980 1985 1990 
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