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Abstract

The lack of a coherent and systematic approach to tax revenues has led to
inconsistencies and fragmentation in reporting processes, which in turn has
hindered the achievement of the Tax Administration’s revenue goals and the
formulation of effective fiscal policies. This study aims to model the impact
of selected variables on legal entity tax revenues, with an emphasis on
temporal dynamics. The research follows an applied methodology and covers
the period from 1991 to 2023. To identify the most influential variables,
the model averaging approach was employed, resulting in the selection of
ten key factors. The findings indicate that inflation is the most significant
determinant of tax revenues from legal entities. Furthermore, using the
TVP-FAVAR model, it was revealed that the long-term impact of shocks
from these variables is stronger than their short-term effects. This suggests
increased volatility in recent years compared to earlier periods, contributing
to fluctuations and reductions in legal entity tax revenues. Ultimately, the
diversity and dynamism of the influencing factors highlight the multi-
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dimensional and evolving nature of legal tax revenues. As a result, a systemic
and holistic approach is essential for effective modeling and policymaking in
this domain.

Introduction

Almost all countries—developed and developing alike—require increased tax
revenues to finance public goods and combat poverty. Infrastructure spending,
public services, healthcare, and education all heavily depend on the ability to
generate sufficient tax income. Historical patterns of development have shown
that taxation is not only a critical revenue source for government budgets, but
it is also closely linked to economic growth, equitable wealth distribution, and
social stability.

In the absence of trust in the tax system, companies tend to engage in controlled
transactions to avoid paying taxes. Meanwhile, tax compliance remains a long-
term objective for governments aiming to enhance revenue and is also a key
indicator of state capacity. Compared to developed economies, developing
countries face serious challenges with tax evasion, often rendering their tax
revenues insufficient to meet public needs. Unlike developed countries that rely
on direct taxation, many developing nations depend primarily on indirect taxes,
resulting in more complex tax systems. This complexity, in turn, often leads to
higher levels of tax evasion.

In the case of Iran, experiences with tax reform programs indicate that a
balanced and stable framework for collecting tax revenues has yet to be fully
established. Despite extensive governmental efforts in recent years, an optimal
tax system remains unrealized. Given that the success of any such system hinges
on identifying key determinants of tax revenue, serious attention must be given
to the measurement and analysis of these influencing factors.

The primary objective of this study is to explain and quantify the impact of
various determinants on tax revenues from both individual and corporate
sectors. This article may offer a significant step toward modeling effective tax
policy. Given the broad literature on this topic, the paper focuses specifically
on quantifying the effect of determinants on legal entity tax revenues using
data from 1991 to 2023. To this end, it applies a hybrid modeling approach
combining weighted average least squares (WALS) and time-varying parameter
factor-augmented vector autoregression (TVP-FAVAR) models.

Methods and Material

This research is exploratory in nature. Data were sourced from the Central Bank
of Iran, the Statistical Center of Iran, the World Bank, the World Economic
Forum, and the National Tax Administration. The study first identifies the most
influential explanatory variables on legal entity tax revenues using the WALS
approach (modeling phase), and then examines their dynamic effects over time
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(estimation phase). The study covers 33 annual observations from 1991 to 2023.

Results and Discussion
The WALS model outperformed alternatives across all time horizons (h = 1, 4,
8), leading to a focused analysis using this approach. The study evaluated all
possible combinations of the presence or absence of 38 variables affecting tax
revenues in both individual and corporate sectors. This resulted in a model space
of 238, or over 275 billion possible regression models. Given the assumption of
model uncertainty, all models had to be analyzed, and results were derived using
the information from the entire model space.

Results indicate that inflation has the most significant impact on legal entity

tax revenues. The final WALS regression model for corporate tax revenue is as

follows:

Legal Entity Tax Revenue= 0.285 Pr(0.983) Inflation + 0.128 Pr(0.977)
Business Environment - 0.336 Pr(0.926) Economic Openness + 0.154
Pr(0.911) Economic Growth - 0.097 Pr(0.866) Budget Deficit - 0.175
Pr(0.851) Tax Evasion - 0.103 Pr(0.753) Exchange Rate + 0.146
Pr(0.722) Nominal Tax Rate - 0.236 Pr(0.719) Sanctions + 0.121
Pr(0.672) Value Added of Services Sector to GDP + ¢ _t

Conclusion

The study applied Bayesian approaches to model the behavior of legal entity tax
revenues, which are capable of tracking dynamic behavior over time. Ten key
variables were identified as the most impactful: inflation, business environment,
economic openness, economic growth, budget deficit, tax evasion, exchange
rate, nominal tax rate, international sanctions, and the value-added share of the
services sector in GDP.

These variables were then incorporated into the TVP-FAVAR model. Results
indicated that the long-term effects of shocks from these variables are more
pronounced than in the short term, reflecting increased volatility in recent years.
This heightened volatility has contributed to both revenue fluctuations and
declines in legal entity tax collections.

The diversity of influencing variables highlights the multi-dimensional nature
of legal tax revenue modeling, reinforcing the necessity for a systemic and
integrated policy approach.

Policy Recommendations

1. Since inflation emerged as the most robust determinant, and direct inflation
control may not be feasible in Iran’s current economic context, the study
recommends indexation mechanisms. That is, adjusting tax obligations from
legal entities in line with inflation levels to preserve real revenue.
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2. Given the time-varying impact of the variables, it is suggested that the
government and tax authority adopt policy packages rather than isolated
policies, tailoring these to the relative strength of variables during each
period.

3. Negative effects of variables like sanctions and economic openness on tax
revenue suggest that domestic firms face competitive disadvantages. Thus,
a temporary import substitution strategy should be implemented, gradually
transitioning toward export-driven growth in the long term.

Keywords: Iran, Legal Sector, Tax, Bayesian Averaging.
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