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ABSTRACT 
 
 Value added tax as main government revenues in most countries is the important variable in fiscal policies. 
The aim of this research is to examine the effect of value added taxes on GDP as economic growth for Iran 
economy. In this regard we use annually data for 1979-2009 using auto regressive distributed lags (ARDL). 
Results showed that value added taxes have significant effect on real output for Iran and it means value added 
taxes as a fiscal policy tool have useful performance in this country. Also government expenditure, 
consumption, investment and net exports have significant effects on GDP. Other related investigations are left.  
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Introduction 
 
 The growing researches of international and 
fiscal policy effect on GDP and economic growth in 
developing countries have prompted a considerable 
debate in recent years. This theoretical economy is 
assumed to exist for only one period. At the 
beginning of the period, the household splits into the 
four agents [14]. In human sciences especially 
economics and political science, macroeconomic 
policies have important role in efficiency of economy 
[3]. Fiscal policy as one of the most important tools 
have significant effect on all economic sectors and 
have real effect on economic variables include Gross 
national product, inflation, unemployment and so on. 
Credit flows and the fiscal stance are found to play a 
significant role in determining the trade balance. This 
traditional point of view does not introduce the 
government expenditure as a production factor and, 
as a result, does not allow for considerations about 
the influence of political decisions on wage. In this 
regard we focus the value added taxes VAT [10]. 
Tax laws and administrations often treat different 
size firms differently. There is, however, little 
research on the consequences. As modeled here, 
oligopolists with different efficiencies determine the 
size distribution of firms. The first ingredient for 
such an analysis is a theory of the size distribution of 
firms. The literature of industrial organization does 
not, however, provide strong guidance on what this 
theory should be utilize liberal implementation of tax 
incentives that promote economic development 
activities [7]. According to the vast empirical 

literature, many questions remain regarding the 
validity of tax effect on economic growth. In short-
run tax is an economically relevant proposition so 
empirical investigation has focused on long-run tax 
effect [1]. In addition, because taxes are made by 
governors, thus taxes are exogenous variables in 
economy but have indigenous effect. The remainder 
of the paper is organized as follows. In section 2, 
literature review is applied. Section 3 presents the 
Data and Methodology. In section 4 results are 
presented. Section 5 concludes. 
 
2. Literature Review: 
 
 Landau [10] studied effects of various 
components of government consumption expenditure 
on economic growth in 96 developing and least 
developed countries for the period 1960-80. The 
results of this study indicate that Government 
consumption expenditures excluding costs related to 
defense and education on economic growth have 
negative and significant effect; but the capital costs 
of administration and development on economic 
growth has positive and very weak effect. Kneller et 
al [8] in search of an answer by the impact of 
government fiscal policies on economic growth 
established the data from 22 OECD countries. The 
results show that although taxes are fixed no effect 
on economic growth but economic growth will 
reduce taxes in the long run. On the other hand 
productive public sector spending will increase in 
economic growth, while non-productive expenditure 
does not have any effect on economic growth. 
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Easterly and Rebelo [6] in paper titled “Fiscal Policy 
and Economic Growth: An Empirical Investigation”, 
described the empirical regularities relating fiscal 
policy variables, the level of development and the 
rate of growth for developed countries. They have 
employed historical data, recent cross-section data, 
and newly constructed public investment series for 
this aim. Their main results are that there is a strong 
relationship between fiscal structure and level of 
development in these countries. Also poor countries 
rely most on trade of international taxes, while 
income taxes from value added taxes are main in 
developed economies, in other hand, fiscal policy is 
affected from the economy scale that calculated by 
country’s total; finally investment in the transport 
and communication is consistently correlated with 
economic growth rate. Unegbu and Irefin [15] in 
paper titled “Impact of VAT on economic 
development of emerging nations” have investigated 
the effect of value added tax (VAT) on the economic 
and human developments in emerging Nations for 
2001 to 2009. In this research value added taxes are 
considered as important source of government’s 
revenue. This paper is established for States of 
Nigeria. Results showed that accounts for 91.2% of 
the variations in expenditure pattern of these States 
are from VAT. They recommend for further research 
to be carried out on the spread of VAT impact on 
several various aspects of economic growth and 
human developments.  
 
3. Data and Methodology: 
 
 In this research all data are obtained from CBI 
(Central Bank of Iran) and WDI software. To 
investigate the co-integration test between the 
variables in the long run model, several co-
integration tests may be established such as auto 
regressive distributed lags (ARDL) approaches, 

vector auto regressive (VAR), the Johansen method 
and the Engle and Granger (in two steps format) 
approach. The main usage of these methods is that 
they allow estimation of multiple co-integrating 
vectors where they exist in these situations. Aldo 
their applications applied that the underlying the 
several regressions are all integrated of order one. In 
this regard Pesaran and Shin [12] introduce the 
newly autoregressive distributed lags (ARDL) 
bounds testing approach for examining the existence 
of absence of a co-integration vector relationship 
between variables. This approach is known the 
ARDL framework. The ARDL approach involves 
two steps for estimating the long-run relationship. 
The first step is to examine the existence of a long-
run relationship among all variables in the equation 
under examination. Conditional upon cointegration is 
confirmed, in the second stage, the long-run 
coefficients and the short-run coefficients are 
estimated using the associated ARDL and ECMs. So 
In this framework, this regression function has been 
used.  
 

  tttttt NXCIVATGGDP 543210
 

 
 In above model, GDP is gross domestic product, 
G is government expenditure, VAT is value added 
taxes, I is investment, C is consumption and finally 
NX is net exports.  
 
4. Results: 
 
 In this step, model has been estimated. As we 
seen earlier, this model includes dependent variable 
(GDP) and independent variables (government 
expenditure, value added taxes, investment, 
consumption and net exports). Results present in 
table 1 and 2. 

 
Table 1: Short-run Estimation Result 

Variable Coefficient t-Statistic Probability 
GDP(-1) 0.61 3.12 0.00 

G 0.11 4.17 0.00 
G(-1) 0.05 12.07 0.00 
VAT -0.24 6.24 0.00 

VAT(-1) -0.14 5.21 0.00 
I 0.94 2.14 0.04 
C 0.43 1.95 0.06 

C(-1) 0.02 3.54 0.00 
NX 0.61 3.14 0.00 

Intercept  124 3.79 0.00 
R-squared 0.99517 Durbin-Watson stat 2.01105 

 
Table 2: Long-run Estimation Result. 

Variable Coefficient t-Statistic Probability 
G 0.18 3.27 0.00 

VAT -0.41 5.09 0.00 
I 0.92 2.44 0.04 
C 0.49 2.04 0.06 

NX 0.60 3.24 0.00 
Intercept  121 3.43 0.00 

In next step, normality is tested using histogram of residuals of models. Results have been presented as below: 
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Fig. 1: Normality test for estimated model. 
 
 As we seen, taxes have negative effect on GDP, 
government expenditures have positive and 
significant effect on dependent variable, 
consumption, investment and net exports are 
significant effects on GDP also. Furthermore GDP(-
1) has positive effect on GDP and means GDP has 
affected on its previous amounts. Adjusted R2 
obtained 0.99 that means model is well estimated. 
Also dorbin – Watson statistics is calculated 2.02 that 
indicate absence of auto correlation in model. In long 
run results were not changed and all explanatory 
variables have significant negative effect on 
economic growth.  
 
5. Conclusion: 
 
 The IS model (Investment Saving) is a 
macroeconomic tool that demonstrates the 
relationship between interest rates and real output in 
the goods and services market. The intersection of 
the IS and LM curves is the "General Equilibrium" 
where there is simultaneous equilibrium in both 
markets. In this research we examine and investigate 
the IS model and effect of value added taxes on GDP 
using Auto Regressive distributed Lags (ARDL). We 
show that value added taxes have significant effect 
on real output for Iran and it means value added 
taxes as a fiscal policy tool have useful performance 
in this country. Also government expenditure, 
consumption, investment and net exports have 
significant effects on GDP. Other related 
investigations are left for future research. 
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