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Abstract

Reducing income inequality is one of the most important issues for
achieving sustainable development, because income inequality can cause
economic, political, and social instability. This has led policymakers to
pay special attention to examining income distribution and ways to reduce
inequality. One of the important tools in.this field is taxes and tax policies,
the effect of which on income distribution depends on the structure of the
tax system. Systems that emphasize direct taxes usually have greater
redistributive effects and help reduce inequality. In this study, the effect of
the most important major tax items in the field of direct and indirect taxes
on income distribution in Iran during the period of Q4 2008 to Q4 2023
has been examined\using the Autoregressive Distributed Lag (ARDL)
method. Palma and Gini coefficients are used to measure income
inequality. The effects of foreign direct investment and GDP per capita
income on.income distribution are also evaluated. The results show that
increasing value-added tax and tax on non-governmental legal entities
leads to.an.increase in the Palma index and Gini coefficient. The effect of
inheritance tax is significant and negative in both models. The effect of
business tax and foreign investment on the Palma index and Gini
cogfficient is insignificant and significant and positive, respectively. An
increase in GDP per capita income improves income distribution in both
models. Also, the Kuznets hypothesis is not confirmed in the short and
long run.
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1. Introduction

Income inequality has become one of the fundamental challenges of the global economy
in recent years, so that many international institutions and organizations such as the
United Nations and the Organization for Economic Cooperation and Development have
focused on reducing income inequality. In Iran, the Seventh Development Plan Bill
emphasizes poverty reduction, income inequality, and fair income distribution.

The survey of income distribution indicators, indicates the unfavorable state of income
distribution and Getting worse in recent years. According to data from the Statistical
Center of Iran, the Palma Index in Iran, which is one of the indicators for measuring
inequality, has increased from 1.6 in 2012 t0 1.95inY+YY,

Taxation is one of the government's important tools for influencing income.inequality.
Tax effect on income distribution depends on the structure of the tax system. Systems
that emphasize direct taxation usually have greater redistributive effects and help reduce
inequality.

Foreign direct investment is another factor affecting income inequality. The effect of
direct investment on income inequality is not uniform and. certain across countries, but
rather depends on the economic structure, institutional.capacity, level of development,
quality of governance, and complementary government policies in each country.
Therefore, given the poor state of income distribution indicators in Iran and the effect of
tax structere on these indicators, this study usesthe Palma index and Gini coefficient to
which survey types of taxes have a positive or negative effect on income. In addition,
the Kuznets hypothesis has been tested for the Iranian economy.

2. Research method and data

In this study, examines the effect of the most important major tax items in the field of
direct and indirect taxes on.income distribution in Iran during the period of Q4 2008 to
Q4 2023 using the “Autoregressive Distributed Lag (ARDL) approach. Unlike
Johansen’s method, the ARDL model does not require all variables to be integrated at
the same level to establish long-run relationships, making it more flexible and
statistically reliable for small samples. This approach enables the estimation of both
long-run and short-run dynamics while also determining the speed of adjustment
toward long-run_equilibrium after short-term shocks through the inclusion of the Error
Correction Model (ECM). Additionally, the ARDL method mitigates endogeneity
concerns due to the non-correlation of residuals. The study's key variables include the
Palma and Gini coefficients are used to measure income inequality. The independent
variables include value-added tax, inheritance tax, business tax, tax on non-
governmental legal entities, foreign direct investment, and per capita income.

3. Analysis and discussion
Before estimating the model, the stability of all variables was tested. The test results
showed that all variables, except for GDP, which is at a stationary level, were stationary
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with one order of differentiation. Then, the long-run relationship between the variables
was examined through the bounds test .Given that the F-statistic value obtained is
greater than the critical values of 1() at a significance level of @ percent, the existence
of a long-term relationship between the variables was proven.

After testing the classical assumptions, the short-term and long-term effects of value-
added tax, tax on non-governmental legal entities, business tax, and inheritance tax on
the Palma index and Gini coefficient were examined. The effects of foreign direct
investment and per capita income on the aforementioned indices were also examined.
The results show that increasing value-added tax and tax on non-governmental legal
entities leads to an increase in the Palma index and Gini coefficient. The effect of
inheritance tax on the Palma index and Gini coefficient is significant and negative. The
effect of business tax and foreign direct investment on the Palma index-and Gini
coefficient is insignificant, significant, and positive, respectively. An increase in per
capita income improves income distribution. Also, the Kuznets hypothesis has not been
confirmed in the short and long run.

After estimating the model, a stability test of the CUSUM and CUSUMSQ coefficients
was also performed. Given that the estimated values are within the critical range, it can
be concluded that there is no structural failure and the regression is stable. Also, the
estimated coefficient CointEq(-1) for the Palma index and the Gini coefficient are equal
to -0.13 and -0.08, respectively, which are statistically significant and have a negative
sign. Therefore, the short-term and long-term results of the model are convergent, and in
each period, 13 and 8 percent of the short-term model error is corrected and converges
to the long-term model.

4. Conclusion

Taxes and the structure of the tax system, are considered to be one of the most
important factors affecting income distribution. In this study, the impact of the most
important major tax items, including direct and indirect taxes, on the income
distribution of Iran has been examined. In addition to the distributional effect of taxes,
factors such as_foreign direct investment and per capita income have also been studied.
The results of the study indicate that value-added tax, tax on non-governmental legal
entities, tax on businesses, and foreign direct investment worsen the situation of income
distribution in Iran. In contrast, inheritance tax and per capita income help to improve
income distribution. Therefore, it is suggested that the value-added tax rate should not
be increased. Also, considering the business tax contribution (¥+%) in the GDP and
their low share in paying taxes, tax policymaking should be focused on improving
information literacy and completing the database of this sector of taxpayers so that, by
achieving this, the share of businesses in sustainable financing of the government
through taxes and, consequently, reducing income inequality will be increased. Due to
the low possibility of tax evasion in inheritance tax and the significant impact of this tax
on reducing inequality, it is recommended that this type of tax be given more attention.
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