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Abstract
Enhancing tax revenues and reducing reliance on oil-derived income remain

central to Iran’s fiscal sustainability strategy. In this context, combating tax
evasion and reforming tax exemptions are critical measures. The tax gap—
defined as the difference between potential and actual tax revenues—serves
as a key indicator for evaluating the efficiency of tax administration and the
extent to which a country utilizes its tax capacity. The VAT gap is typically
decomposed into two main components: the policy gap, reflecting revenue
losses due to tax policy choices such as exemptions and reduced rates, and the
compliance gap, representing revenue losses due to non-compliance with
existing tax laws. This study aims to estimate the policy and compliance
components of the Value-Added Tax (VAT) gap in Iran over the course of the
1390s (corresponding to the 2010s in the Gregorian calendar). Employing a
sectoral approach—a recognized macro-level methodology for VAT gap
estimation—and utilizing an updated 75%75 input-output table, this research
provides a comprehensive assessment of VAT inefficiencies across economic
sectors. The findings indicate a persistent and widening gap in both policy and
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compliance dimensions throughout the decade. When including VAT
surcharges (which encompass both government and municipal shares), the
compliance and policy gaps were estimated at 43.6% and 41.8%, respectively,
in 1390 (2011), increasing to 57.0% and 42.5% in 1399 (2020). When
excluding surcharges and focusing solely on the central government's share,
the compliance gap rose from 50.4% in 1390 to 64.4% in 1399, while the
policy gap increased from 23.1% to 26.5% over the same period. The study
concludes by recommending that the Iranian National Tax Administration
(INTA) institutionalize the annual estimation of the VAT gap, disaggregated
into policy and compliance components. This would strengthen fiscal
transparency, improve policy evaluation, and support evidence-based reforms
aimed at enhancing revenue mobilization and tax system efficiency.

Introduction

This study highlights Iran’s heavy reliance on oil revenues, which made
up 28.3% of the public budget (2011-2023), compared to more stable
tax revenues with a 96% realization rate versus 75% for oil (Abeshkhor,
M. 2022). Despite taxation’s importance for fiscal stability, Iran’s tax
system faces major structural issues such as evasion, exemptions, and a
narrow base. The study focuses on estimating Iran’s Value-Added Tax
(VAT) gap during the 2010s (1390s), emphasizing the need for targeted
tax reforms to strengthen revenue generation and reduce dependence on
volatile oil income.

Methods and Material

The macro approach estimates the tax gap by comparing actual tax
revenues with potential revenues derived from macroeconomic
aggregates, such as national accounts and sectoral economic statistics
(Raczkowski, K. 2015). This method is widely employed in the
estimation of VAT and other indirect taxes and can be further
disaggregated into  aggregate, sectoral, and input-output
methodologies. This study adopts the macro-level approach,
specifically the sectoral method, to estimate the VAT gap in Iran. The
analysis involves calculating the value added generated across different
economic sectors, applying appropriate adjustments for statutory
exemptions, zero-rated goods, and non-taxable activities, and
subsequently determining the potential VAT base (Hutton, E. 2017).
The estimation of potential VAT revenue is a function of both the
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estimated base and the applicable statutory VAT rate. A key
requirement for this method is access to updated input-output (I-O)
tables, which provide detailed inter-industry transaction data
(Mackenzie, G, A.1991). However, due to the typical time lag in the
official release of such tables, this study utilizes the revised input-output
tables for the years 2011-2020, updated by the Research Center of the
Iranian Parliament. These tables form the empirical foundation for the
sectoral VAT gap estimation conducted in this research.

Results and Discussion

To estimate the potential capacity of VAT, the standard tax rate is
applied uniformly to all goods and services. Given this approach, there
IS no need to estimate input tax credits or VAT on inter-sectoral
transactions, as input credits are effectively neutralized by the output
VAT in the subsequent stage. Since all goods and services are assumed
to be subject to VAT, input tax credits are fully offset by the VAT
applied at the next stage of the supply chain.

Therefore, for the estimation of the VAT base, it is sufficient to consider
the final demand for goods and services along with the standard VAT
rate. The adjacent chart presents the estimated potential VAT revenue,
including the shares allocated to municipalities and the central
government.

To estimate the statutory VAT capacity, all tax exemptions, zero-rated
items, and multiple rates must be taken into account. Accordingly, and
based on the methodology outlined in the previous section, the statutory
VAT capacity—incorporating both municipal and central government
shares—has been estimated and is illustrated in Chart 1.

The results of this study indicate that both the potential and statutory
VAT revenues, whether including or excluding municipal shares, have
consistently shown an upward trend. An important observation from the
chart is the varying growth rate of VAT capacity over different years.

Figure 1 Estimated potential and statutory VAT capacity (Including
Government Share and Surcharges)
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Based on the research findings (Figure 1), the potential VAT capacity,
including municipal VAT surcharges, was estimated at 252 trillion IRR
in 1390 and increased to 3853 trillion IRR in 1399. Considering only
the central government's share, the amount was 139 trillion IRR in 1390
and rose to 2569 trillion IRR in 1399.

Figure 2 Compliance & Policy Gap (Gov. Share & Including
Surcharges)
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Figure 2 presents the policy and compliance gaps in VAT as
percentages of potential and statutory VAT revenues, including
municipal surcharges and separating the central government's share.
The estimates show that both gaps experienced fluctuations throughout
the 1390s decade, but with an overall upward trend. The compliance
gap, in particular, saw a notable increase in 1391, rising from 46.3% in
1390 to 57.3%. Similarly, the policy and compliance gaps related solely
to the government’s share also increased over time, despite some year-
to-year variations.

One of the key factors contributing to this phenomenon is the increase
in tax and duty rates, along with the growth in final and intermediate
consumption of goods and services. This trend is particularly evident
during the period from 2016 to 2020 (1395-1399 in the Iranian
calendar), a time when statutory tax rates remained unchanged, yet the
legal tax capacity expanded due to the overall increase in aggregate
demand. In other words, the growth in aggregate demand led to an
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expansion of the tax base, thereby enhancing the potential for tax
collection without necessitating any changes to nominal tax rates. To
provide a more comprehensive analysis of changes in tax capacity, a
figure 3 illustrating the share of aggregate demand by economic activity
over the period 2011-2020 (1390-1399) is presented. This allows for a
clearer understanding of the underlying reasons for the observed
variations in both the statutory and potential capacity of VAT
collection.

Figure 3 Share of each economic activity in total aggregate demand
during the period 1390-1399
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Conclusion
This study analyzes Iran’s VAT system from 1390 to 1399, estimating

both potential and statutory VAT capacities, including municipal
surcharges. Over the period, potential VAT capacity (with surcharges)
grew from 250 to 3850 trillion IRR, while the statutory capacity rose
from 150 to 2210 trillion IRR. When only the government’s share is
considered, the growth was from 140 to 2570 trillion IRR (potential)
and 110 to 1890 trillion IRR (statutory).

The study also estimates the policy gap and compliance gap by
comparing these capacities to actual VAT collections. The policy gap
(with surcharges) expanded from 105 to 1639 trillion IRR, and the
compliance gap from 68 to 1263 trillion IRR. These gaps varied across
years, mainly due to tax rate changes, shifts in economic demand, and
growth in tax-exempt sectors.

To effectively monitor the VAT gap, the Tax Administration should
develop more accurate and systematic estimates of potential and
statutory VAT capacities. The Tax Training, Research, and Planning
Center—leveraging internal data and expert personnel—can play a key
role in producing consistent estimates of the VAT base and both policy
and compliance gaps, a task that remains largely unaddressed.
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