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Abstract

Capital gains taxation is an important fiscal policy instrument that can influence investors’
realization timing and asset allocation decisions. However, in economies characterized by
institutional instability, persistent inflation, and frequent policy changes(such as Iran)
investor responses to this tax cannot be explained solely by statutory tax rates. This study
provides a theoretical analysis of investor behavior in response to capital gains taxation,
with an emphasis on the role of expectations, while also examining the structural challenges
of implementing this tax base in the Iranian economy. The paper develops an intertemporal
theoretical model in which a forward-looking investor with a finite horizon and
deterministic returns chooses the optimal timing of gain realization by maximizing after-tax
marginal utility. The analysis relies on first- and second-order conditions and examines
marginal changes in returns over the asset holding period. Given that capital gains taxation
has not yet been implemented in Iran and that no empirical data are available, the study
adopts a purely theoretical approach. In addition, drawing on Iran’s past experiences with
tax policy implementation, the paper identifies key structural and inflation-related obstacles
to effective enforcement and proposes a simple and operational conceptual framework for
implementing capital gains taxation. The findings indicate that tax rates alone are
insufficient to explain incentives to defer or accelerate gain realization; instead, investor
expectations regarding policy stability and institutional credibility play a central role in
shaping behavior and determining the effectiveness of capital gains taxation.
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Extended Abstract
Introduction

This study develops a theoretical model to examine how investors determine the
optimal timing of capital gains realizations in response to changes in tax rates and
policy expectations. Relying on intertemporal decision-making under deterministic
returns, the model simulates investor behavior using first- and second-order
conditions derived from after-tax marginal returns. Rather than focusing solely on
statutory tax rates, the analysis explores how forward-looking considerations—such
as anticipated changes in fiscal policy and the credibility of tax regimes—influence
realization behavior. The aim is to contribute to a deeper understanding of the
complex dynamics behind lock-in effects, especially in environments marked by
policy instability and institutional uncertainty.

Methods and Material

This study builds on a stylized theoretical framework that models how individual
investors make decisions about when to realize capital gains in response to taxation.
Rather than assuming passive responses to tax rates, the model treats investors as
forward-looking agents who actively weigh the benefits of immediate realization
against the potential advantages of deferral. The economic environment is assumed
to be deterministic, with known asset returns and finite investment horizons.

The core of the analysis lies in understanding how investors react to after-tax
marginal returns over time. To capture this, the model derives first-order and second-
order conditions from a dynamic optimization problem, where investors choose
realization timing to maximize their lifetime net returns. The present value of these
returns is calculated using a government discount rate, and the tax burden is explicitly
integrated into the timing decision.

The model further considers how expectations about future tax policy shape

behavior. Investors may anticipate that future rates will rise or fall, and their
responses are not only based on current rates but also on the credibility and
predictability of tax reforms. These anticipatory behaviors introduce significant
variation in realization timing—sometimes reinforcing, and other times
counteracting, the lock-in effect.
No empirical data were used; instead, all conclusions emerged from symbolic and
comparative-static analyses within the model. This approach offers conceptual clarity
in isolating how tax design and investor psychology jointly influence capital gains
realizations.

Results and Discussion

The model demonstrates that capital gains realizations cannot be explained solely by
statutory tax rates. Instead, investor behavior is shaped by the marginal value of
deferral and, more critically, by expectations regarding future tax policy. When
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longer holding periods generate declining after-tax marginal returns, higher tax rates
may incentivize earlier realization—contrary to conventional predictions.

Crucially, the lock-in effect does not emerge from the tax rate itself but from the

anticipation of lower future rates or preferential treatment, such as step-up basis at
death. When investors perceive current tax policy as unstable or reversible, they are
more likely to delay realization in hopes of more favorable conditions. Conversely,
expectations of rising rates can prompt accelerated realizations.
In policy environments marked by volatility—such as in Iran—this dynamic
becomes more pronounced. Here, investor expectations are not merely reactive but
strategic, shaped by a history of inconsistent fiscal governance. The model suggests
that in such settings, uncertainty acts as a behavioral driver on its own, sometimes
outweighing the influence of the tax rate.

These findings imply that effective capital gains taxation depends not only on
rate-setting but also on institutional credibility and policy stability. Tax regimes that
lack consistency may inadvertently encourage the very behaviors they aim to
suppress. Aligning investor expectations with long-term policy signals is essential for
improving both compliance and revenue performance.

Conclusion

The findings of this research indicate that investor decisions regarding the timing of
capital gains realizations are shaped not only by the level of taxation, but also by
forward-looking expectations and perceived policy stability. While traditional
interpretations often attribute the lock-in effect to high tax rates, this analysis
highlights the dominant role of uncertainty—particularly in environments with
unstable fiscal governance.

In Iran, where tax policy has historically lacked consistency and long-term
credibility, investor behavior is more closely tied to anticipated policy shifts than to
current statutory rates. This suggests that effective capital gains taxation cannot rely
solely on rate-setting mechanisms. Rather, it requires the institutional capacity to
deliver stable, transparent, and predictable tax policies. Without such credibility, even
well-designed reforms may fall short of influencing behavior or generating
sustainable revenue.
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