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ABSTRACT

Introduction

One of the structural challenges of urban fiscal governance in Iran is the heavy reliance of munici-
palities on unstable and unpredictable revenue sources, such as the sale of building density rights.
This reliance threatens municipalities’ financial sustainability, leading to unregulated urban devel-
opment, increased spa tial inequality, and intensified negative environmental impacts. In such a
context, attention to sustainable and efficient revenue sources, including local taxes such as urban
renovation levies, is an inevitable necessity for achieving sustainable urban development aligned
with the principles of tax justice. As a form of property taxation, urban renovation levies play a
significant role in municipal finance in many countries. However, in Iran, the share of this revenue
source in total municipal income has been negligible and declining, particularly in the metropolis
of Tehran, where in 2020, the share of these levies was estimated at 2.1 percent of the municipality’s
total revenue. In contrast, the average share of property taxes in OECD countries has been reported
to exceed 40 percent. In response to this situation, the “Law on Sustainable Revenue for Municipal-
ities and Rural Administrations” was enacted in 2022, one of whose objectives was to increase the
rate of urban renovation levies from 1.5 to 2.5 percent of property value.

However, any increase in the rate of urban renovation levies may have welfare and distributional ef-
fects on urban households, especially tenants, through higher housing rents. Theoretical literature
suggests that property taxes may be fully or partially passed on to tenants in unregulated rental
markets with inelastic supply. From this perspective, an increase in renovation levies could, by rais-
ing rental costs, impose additional pressure on household consumption expenditure. Despite the
importance of this issue, limited attention has been paid in the Iranian literature to the economic
and social implications of renovation levies on household budgets. Accordingly, this study aims to
fill this knowledge gap by analyzing the impact of increased urban renovation levies on the expen-
diture basket of urban households in Iran.

Materials and Methods

A balanced panel dataset comprising 341 provincial-level observations covering the period 2011-
2021 is employed to analyze the economic impact of urban renovation levies. Due to the unavail-
ability of disaggregated data on actual household-level payments of renovation levies, the variable
“household rental and housing expenditure”is used as a proxy for renovation levies in the model.
This selection is grounded in the economic rationale of tax incidence passed from landlords to ten-
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ants in rental markets. It is consistent with the global literature’s estab-
lished theoretical frameworks and empirical evidence.

The analysis focuses on four main dependent variables, representing
key household expenditure categories: food, clothing, transportation,
and healthcare. Each category was estimated separately within its mod-
el specification. Control variables include per capita household income,
housing prices, and human capital (measured as the average years of
schooling among the employed population). A dynamic panel data mod-
el was used for the empirical estimation, utilizing the System Generalized
Method of Moments (System GMM) approach. This method addresses
endogeneity, lagged effects, heteroskedasticity, and serial correlation. All
estimations were conducted using Stata software and validated through
standard diagnostic tests, including the Arellano-Bond, Hansen, differ-
ence-in-Hansen, and Wald tests.

In the policy analysis section, two internationally comparable indicators
were used to assess the fiscal burden of renovation levies: (1) the ratio of
per capita property tax to per capita household income, and (2) the share
of renovation levies in the municipal budget. Based on these indicators,
two policy scenarios for increasing renovation levies were formulated,
and their effects on household expenditures were simulated using the
estimated coefficients from the System GMM models.

Findings

The findings of this study are based on the estimation of four separate
models corresponding to the main components of urban household ex-
penditure: food, clothing, transportation, and healthcare. The results indi-
cate that the response of these categories to increases in rental expendi-
ture, which serves as a proxy for urban renovation levies in this study, is
not uniform across categories.

In the food expenditure model, rental costs exhibit a statistically signifi-
cant negative association with food spending. More specifically, the es-
timated coefficient for rent is —0.166, which is significant at the 5% level.
This suggests that as housing rents increase, households reduce their
food expenditure—albeit modestly in absolute terms. Among the con-
trol variables, both per capita income and housing prices show positive
and significant effects on food expenditure, while human capital is not
statistically significant.

In the clothing expenditure model, the effect of rent is again negative and
statistically significant, with a coefficient of —0.357 at the 1% significance
level. This finding suggests that, similar to food, clothing is a flexible ex-
penditure item that tends to decline when housing costs rise. Income and
housing prices remain significant and positively correlated with clothing
expenditure, while human capital remains statistically insignificant.

The rent variable in the transportation expenditure model does not show
a statistically significant effect. This lack of association can be attributed to
the relatively inelastic nature of transportation needs in urban life, such
as commuting for work, education, or accessing services, which are less
likely to be adjusted in response to rising rents. Notably, per capitaincome
demonstrates a substantial and significant positive effect, indicating that
higher income directly contributes to increased transportation spending.
In the healthcare expenditure model, rental costs again show no signifi-
cant effect. The only statistically significant predictor in this model is per

capita income, with a coefficient of 1.04, which is important at the 1% lev-
el. This underscores the idea that healthcare expenditures are primarily
driven by income levels rather than rent-induced financial stress. Other
control variables, including housing prices and human capital, are not sta-
tistically significant in this model. The validity of the econometric frame-
work was confirmed through diagnostic tests. None of the models exhib-
ited second-order autocorrelation; the Hansen and difference-in-Hansen
tests confirmed the validity of the instruments; and the Wald test verified
the overall significance of the models. These diagnostic results reinforce
the robustness of the System GMM estimation strategy adopted in this
study.

Two scenarios for increasing urban renovation levies were developed
to assess policy implications. Scenario 1 reflects a 66% increase in lev-
ies, aligning with the legal adjustment from 1.5% to 2.5% as legislated
in the 2022 Law on Sustainable Revenue for Municipalities. Scenario 2
assumes a 566% increase, aimed at aligning current levy levels with the
average benchmarks observed in developed countries. Applying the es-
timated coefficients to these two scenarios reveals that, under Scenario
1, household food expenditure would decrease by approximately 0.16%
and clothing by 0.12%. Under Scenario 2, these reductions would reach
0.47% and 1.01%, respectively. These results suggest that, even with sub-
stantial increases in urban renovation levies, the resulting welfare impact
on urban household budgets remains marginal and does not constitute a
significant economic threat.

Conclusion

This study, using empirical data and estimated via the System Generalized
Method of Moments (System GMM), finds that increasing urban renova-
tion levies in Iran has a statistically significant but economically modest
impact on two key components of household expenditure, namely, food
and clothing, while no significant effects are observed on transportation
or healthcare spending. These findings suggest that policy discourse may
have overstated concerns about severe economic pressure on urban
households resulting from such tax increases.

From a policy perspective, the results indicate a viable opportunity to
reform the municipal revenue structure by increasing the share of urban
renovation levies without causing substantial disruption to household
budgets. If implemented gradually, accompanied by transparent public
communication and adherence to principles of social equity, such reforms
could serve as a meaningful step toward achieving sustainable urban fi-
nance. Furthermore, the findings underscore the importance of improv-
ing the quality of public services and enhancing municipal accountability
to citizens. Any increase in renovation levies will only gain social legitima-
cy if tangible improvements in urban service delivery accompany it.
Finally, this study recommends that urban policymakers move away from
reliance on unsustainable revenue sources such as the sale of develop-
ment rights and instead work toward developing an institutionalized,
transparent, and equity-oriented local tax system. Future research should
examine the distributional impacts of these policies across income deciles
and assess spatial inequality in the burden of renovation levies, thereby
providing valuable insights for designing equitable urban tax policy.
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