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Abstract

Tax is one of the important economic variables that affects the economic well-being of households
through its impact on consumption, investment, income distribution, and the quality and quantity of
public services. Historically, due to the existence of oil revenues, the government has relied less on tax
revenues. However, especially in recent years, for various reasons, including sanctions, the majority of
government spending is financed by taxes. Therefore, it is necessary to analyze the effect of paying taxes
on household welfare. Given the importance of the issue, the present study uses a dynamic stochastic
general equilibrium approach to examine the impact of government tax revenue shocks (including
direct taxes) on the economic well-being of Iranian households in the period 1971-2023. The findings
show that shocks in the formal income tax and profit tax lead to a decrease in the economic well-being
of households. However, the effect of income tax on the reduction of household economic well-being
is greater than that of profit tax. Imposing a profit tax reduces profitability and reduces the ability
of companies to make productive investments. Reducing productive investment through reduced
employment and economic growth reduces the economic well-being of households. However, taxing
income leads to increased production costs. With the increase in production costs, on the one hand, the
production of goods and services and employment decrease, which results in a decrease in household
welfare. On the other hand, increasing production costs causes firms to transfer part of the tax burden to
consumers by increasing the price of goods and services in order to compensate for lost profits, which
is accompanied by a further decrease in the quality of life and household welfare. Therefore, since the
results of the study show that income tax will reduce household welfare more severely than profit tax,
it is recommended that the income tax rate be reduced and profit tax be increased, and the government,
while increasing the efficiency of tax collection, should allocate a greater share of resources from
tax collection to productive activities, improve the country’s educational and health infrastructure,
and regularly evaluate the effectiveness of welfare programs, thereby improving the quality of life of
households.
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The characteristics of the Iranian economy, including the mono-product nature of
production, chronic budget deficit, persistent inflation, along with widespread sanctions
and currency shocks in the last two decades, have caused economic policymakers to pay

1. Introduction

more attention to the country's tax revenues than in the past. The policy of increasing tax
revenues and reducing the government's reliance on oil revenues is considered as a
dominant strategy by the country's policymakers. The main issue is that taxes can act as a
tool to provide public services, reduce income inequality, and support vulnerable groups,
but at the same time, they may affect the economic incentives of households by creating an
additional financial burden on them. Given the importance of the subject, the main question
of the research is: What is the impact of direct tax shocks (income tax and profit tax) on
the welfare of households in the country? For this purpose, the dynamic stochastic general
equilibrium approach is used to examine and measure the impact of direct taxes on the
welfare of households in the country. The question is what will be the effect of tax shocks
on the welfare of households, divided into "real job households" and "salaried workers"?
In this model, based on microeconomics foundations, behavioral equations of the variables
under study are defined, and after determining the equilibrium state of the main equations,
the parameters are calibrated, and the model is estimated. Finally, by inserting the data
obtained from the estimation into the model, response functions are extracted with shock
scenarios of ten, fifteen, twenty, twenty-five and thirty percent increase in income tax and
shocks of one, three, five and seven percent increase in profit tax.

2. Materials and Methods

Taxes are perceived by some as a benefit to society and by others as a burden on their
budgets. Governments and politicians face a difficult challenge in trying to strike a balance
between these two groups. From an economic perspective, some believe that taxes are a
challenge to economic prosperity and growth because high tax rates, both on individuals
and on companies, can discourage investment, entrepreneurial activities, and job creation.
Another concern is that advanced tax systems designed to reduce economic differences and
redistribute wealth unfairly burden and impose disproportionate pressure on the rich and
successful (Mohammad and Tengel, 2023). Tax revenue is a vital component of a country’s
growth, as it is one of the largest contributors to total national income. If tax revenues are
insufficient, increasing budget deficits, both domestically and internationally, borrowing
or debt service can have an adverse effect on growth (Alshani and Ahmety, 2024). A
desirable tax system has at least three characteristics. First, it should be economically
efficient, meaning that it should not distort efficient prices and negatively affect resource
allocation. Second, it must be able to be administered optimally, meaning that the entire
tax system must be easy to design and monitor. To achieve this, administrative costs and
compliance costs must be minimized. Third, the tax system must be highly flexible. This
characteristic usually arises when the entire system is sensitive to possible changes in the
social and economic environments. Consequently, the tax system must be responsive to
policies, meaning that the relationship between political decision-makers and the tax
system must be easily able to accommodate a sufficient number of taxpayers (Al-Harbi,
2019). A fundamental goal in almost all taxes is to achieve “fairness” in taxation. Of course,
defining justice is very difficult.



H M Applied Economics Studies, Iran (AESI)

3. Data

The main framework of the research model is derived from the articles of Ghiyaei et al.
(2019) and Simms et al. (2018) and inspired by some domestic articles such as Makian et
al. (2019) and Broumand et al. (2019). In the research model, which is appropriate to the
empirical evidence of Iran and also the tax bases available in the country's tax laws, four
types of households are considered, including: self-employed households (including:
freelancers), salaried households (including: employees of factories and companies and
offices), rural households (agricultural sector employees) and entrepreneurial households
(including: owners of real estate, factories, workshops and companies). The government
covers its expenses, which include current, development, and subsidies, through tax
collection, issuance of participation bonds, and oil revenues. Taxes include value-added
tax, personal income tax, payroll tax, real estate tax, rent tax, and corporate profit tax. In
this structure, the impact of tax shocks on different sectors of the economy is examined.
The functions are generally adapted from the article by Ghiyaei et al. (2019) and, if
necessary, changes have been made to it according to the conditions of Iran, which are
derived from the articles by Makian et al. (2019) and Boroumand et al. (2019), and each is
mentioned in its place.

4. Discussion

One of the important aspects of using dynamic stochastic general equilibrium models is
their parameterization using economic statistics. There are two methods for
parameterization: quantification and estimation, and various methods have been developed
for estimation. In many cases, and given the large number of studies that have been
conducted on dynamic stochastic general equilibrium models, the researcher can use
parameter values from other studies.

In the first scenario, a 15 percent increase in the formal income tax is associated with a
response of -0.000417576 percent in household welfare. In the second scenario, a 20
percent increase in the income tax causes a response of -0.000576768 percent in household
welfare. In the third scenario, a 25 percent increase in the income tax is associated with a
response of -0.00069596 percent in household welfare. In the fourth scenario, a 30 percent
increase in the income tax causes a response of -0.000835152 percent in household welfare.

According to the findings, a 5% shock in the profit tax causes the welfare of the society
to react immediately and decrease by 0.00023258 percent at first. However, after that, and
over time, the impact of this shock decreases to the point that after ten periods, the overall
impact of the tax disappears. Increasing the profit tax due to decreasing profitability reduces
the ability and motivation of entrepreneurial firms to invest and increase innovation. With
decreasing investment, employment and production in the country decrease, which results
in a sharp decrease in welfare. However, over time, with increasing productive investment
by the government and improving the country's economic infrastructure and creating
competition between firms, they increase the amount of investment in innovation in order
to enjoy higher profits, which in turn leads to an increase in the profit and production
capacity of the firm. Therefore, over time, the impact of the profit tax on reducing welfare
decreases.
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5. Conclusion

The results showed that taxes on formal sector income have a negative and significant effect
on household economic welfare. The mechanism of this effect can be explained as follows:
levying taxes on formal sector income leads to an increase in production costs, which is
accompanied by a decrease in the profitability of the formal sector of the economy. The
decline in the profitability of the formal sector of the economy, on the one hand, causes
firms active in this sector to pass on part of the tax to consumers by increasing the prices
of goods and services to compensate for the lost profits. As the prices of goods and services
increase, the purchasing power of households decreases. Therefore, a tax on the income of
the formal sector of the economy leads to a decrease in the welfare of households. In
addition, the collection of a tax on the income of the formal sector causes a decrease in the
disposable income of individuals active in this sector, and so a decrease in welfare. Overall,
the results suggest that increases in direct tax rates are associated with reductions in
household welfare. Therefore, rather than relying on higher direct tax rates to generate
sustainable tax revenues, policymakers are advised to pursue alternative strategies,
including the gradual elimination of tax exemptions for unproductive activities and greater
transparency in the existing tax base. Furthermore, tax revenues should be strategically
allocated to productive public investments, particularly in education, healthcare, and
research and development (R&D), as well as initiatives that enhance households'
productive capacity. Such policies can stimulate production and improve social welfare
while simultaneously enabling the government to achieve its fiscal objectives and
substantially mitigate the adverse welfare effects of taxation.
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Tab. 1: Parameterization of research model coefficients and parameters (Fotros et al., 2014;
Ghiyaei et al., 2019; Makian et al., 2019; Boroumand et al., 2019).
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Graph. 2: Results of the Response of Society's Welfare to a 10% Shock to Income Tax in
the Formal Sector
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Tab. 2: The Impact of Income Tax Increases on Welfare in Different Scenarios (Research
Compiutations)
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Graph. 3: The Response of the Social Welfare Index to Tax Shock under the 4 Scenarios of
Study (Research Calculations).
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Tab. 3: The Impact of Increasing Profit Taxes on Social Welfare in Different Scenarios
(Research Calculations).
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Tab. 4: Sensitivity Analysis (Research Calculations).
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