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Abstract

Any illegal attempt by economic operators to avoid paying taxes or to
pay them less is called tax evasion. The appearance and expansion of this
phenomenon, along with the uncertainty in macroeconomic variables, as
well as the uncertainty of economic policies, has caused significant direct
and indirect negative effects on the economy of the countries suffering from
the problems above in recent decades. Therefore, it is necessary to adopt
a set of coherent policies to monitor and deal with these problems. This
research first calculates the uncertainty of economic policies by the standard
deviation of monetary and financial policies and the uncertainty of exchange
rates and inflation using the GARCH-ARCH method, then the variables of
the political effects of sanctions and financial crises, the corruption control
index and introduced the quality of regulations as a fictitious variable into the
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model and finally using the Markov switching model to examine the relationship
between the uncertainty of economic policies and the effective tax rate with tax
evasion in Iran by separating boom and recession periods, during the period it
covers the period from 1373 to 1399. The estimation results of the model show
the positiveness of the uncertainty coefficients of exchange rate, and inflation,
the effect of sanctions, the effective tax rate, and the uncertainty of economic
policies in periods of boom and recession.

Introduction

In classical economics, the purpose of taxation was to acquire the necessary
resources to cover the expenses of the government. Today, while this goal is still
valid, other goals have been drawn for it, the main of which are: stabilization,
allocation, and distribution of income. Tax revenues are one of the most stable
sources to cover government expenses. (Mousavi Jahormi et al 2017:2). The
government can control economic activities by imposing taxes as one of the
tools of financial policy.

Among the various financing methods (selling natural assets such as oil,
printing money, borrowing from people or international institutions, taxes, etc.),
taxes are the most reliable, stable the least have the most negative consequences
on the economy, which also has critical applications in the field of economic
policy. Some governments, due to the existence of natural resources such as oil,
have not wanted the social, political and economic consequences of taxes, and
the tax revenues have contributed it has provided a small part of their budget.
In developing countries, due to the continuous budget deficit, this matter has
gained special importance. (Abdali et al, 2014: 41).

After calculating tax evasion using Tanzi’s cash demand method, the present
study investigates the relationship between the effective tax rate and the
uncertainty of economic policies (monetary and financial) with tax evasion,
considering the existence of uncertainty in inflation and currency rates and
indices. Governance issues and political instability in periods of stagnation and
prosperity in Iran’s economy by using the Markov switching model. In previous
studies, the effect of the variables studied in this research on tax evasion has not
been investigated simultaneously and during periods of boom and recession. In
addition, investigating the effect of uncertainty of economic policies on extra-tax
has been neglected in the country’s research environment. Therefore, the main
goal of this article is to fill this research gap and examine the simultaneous effect
of the mentioned variables on tax evasion in Iran during periods of prosperity
and recession.
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Methods and Material

This study has used the approach of methods based on causes and effects, from
the method of demand for cash to calculate the size of the informal economy and
tax evasion. Based on Tanzi’s idea in the monetary method, the basic assumption
is that all transactions in the informal economy are done with cash because
they remain hidden, so to estimate the size of the informal economy with this
approach, the demand for cash (the ratio of cash to Liquidity) is estimated once
with the tax burden variable as a dependent variable. Then, with the view that
the cause of the emergence of the informal economy is taxation or a change in it,
without changing the coefficients of the regression model, the tax rate variable
in the estimated demand function of the demand for cash is assumed to be equal
to zero, and this time the amount of cash in the formal economy is estimated.
It can be then, by subtracting the above values from each other, the amount of
money in the informal economy is calculated.

Table 1. Estimation of tax evasion variable during the years 1373 to 1399

(percentage)
Variable Average Maximum minimum standard deviation
Ratio of estimated tax evasion ~ 30.5 36.1 24.6 27.9
to total tax revenues
The ratio of the volume of  18.7 21.6 18.9 20.6

the estimated underground
economy to the GDP at
current prices

Ratio of estimated tax evasion ~ 24.3 27.6 18.7 22.4
to GDP at current prices

Source: research findings

Results and discussion

After calculating the tax evasion, the uncertainty of the economic policies has
been calculated by the standard deviation of the monetary and financial policies
and the uncertainty of the exchange rate and inflation using the GARCH-ARCH
method, then the variables of the political effects of sanctions and economic
crises, the index Corruption control and quality of regulations are entered into
the model as fictitious variables and finally, by using the Markov switching
model, to investigate the relationship between the uncertainty of economic
policies and the effective tax rate with tax evasion in Iran by separating the
periods of prosperity and recession. It pays from of 1373 to 1399.

I c(s,)+yTaxE, +0,EPU + 3 ETR, + p K, +@,INF, + ¢ San, + OGDF, + pCOR, +p R +¢,, | s5,=1
= c(s,)+7,TaxE, + 0,EPU, + ,ETR, + p,)K  +@,INF, +¢,San, +0,GDE, + 9,COR +0,Q ,+¢,, J s,=2
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where in:

TaxE: Tax evasion
ETR: Effective tax rate
EPU: Uncertainty of economic policy
Taxin: Tax revenues

EX: Exchange rate uncertainty
INF: Inflation uncertainty

Sa: Sanction effect variable
GDP: Gross domestic product at the base price of 2013 in Iran.
Cor: Corruption Control Index
RQ: Regulatory Quality

Table 2. Markov rotation model estimation results

symbol Variable name Coefficient standard  tstatistic probability leve
deviation
cl Width from the originin  0.728923-  0.076055 9.584166- 0.0000
the stagnation regime
c2 Width from the originin ~ 0.144886  0.021574  6.715828 0.0000
the prosperity regime
ol Recession regime variance  5.990521 0.1533015  39.08 0.000
o2 Prosperity regime variance 0.107799  0.020271 5.317791 0.0000
Tax e (-1) Interruption of tax evasion 0.557607  0.150120 3.714421 0.0002
ETR (1) Effective tax rate in 0.029347  0.015478  1.896082 0.0585
recession regime
ETR (2) Effective tax rate in the ~ 0.008782  0.014798  0.593467 0.5531
prosperity regime
EX (1) Uncertainty of the 0.047530  0.024254 1.959712 0.0506
exchange rate in the
recession regime
EX (2) Uncertainty of the 0.027657 0.011872  2.329532 0.0203
exchange rate in the
prosperity regime
INF (1)  Uncertainty of inflationin ~ 0.322750  0.105102  3.070814 0.0024
the recession regime
INF (2)  Uncertainty of inflationin  0.076171  0.029950  2.543238 0.0117
the prosperity regime
EPU (1)  Economic uncertainty in ~ 0.210007  0.049695  4.225936 0.0000
the recession regime
EPU (2)  Economic uncertainty in ~ 0.282512  0.063064  4.479792 0.0000

the prosperity regime
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symbol Variable name Coefficient standard  tstatistic probability leve
deviation

SAN (1)  Sanctions in the recession  0.070881  0.021359  3.318533 0.0010
regime

SAN (2) Sanctions in the prosperity 0.173464  0.007179  24.16269 0.0000
regime

Taxin (1)  Tax revenues in recession  0.021639  0.010429 2.074977 0.0392
regime

Taxin (2) Tax revenues in the 0.022825  0.014605 1.562787 0.1187
prosperity regime

GDP (1) Production in recession ~ 0.024095  0.021512  1.120081 0.2632
regime
GDP (2) Production in prosperity ~ 0.047530-  0.025891 1.835783- 0.0670
regime
Cor (1) Corruption control in 0.002391  0.005913  0.404392 0.6861
recession regime
Cor (2) Corruption control inthe ~ 0.002263  0.007672  0.294963 0.7681
prosperity regime

RO (1) The quality of regulations  0.000350  0.006044  0.057986 0.9538
in the recession regime

RO (2)  The quality of regulations  0.029347-  0.011393  2.575952- 0.0103
in the prosperity regime

Results of model estimation

The width factor is -0.72 for the model in the first regime and 0.14 in the
second regime. The regime with the width from the negative origin indicates
the recession regime and the regime with the width from the positive origin
indicates the prosperity regime. Also, the variance of disturbance components
related to the first regime (recession) for the model is equal to 5.99 and in the
second regime is 0.10. These numbers show that the first regime (recession
period) has more fluctuations in the current research than the second regime
(prosperity period). The estimation results of the model show the positiveness
of the uncertainty coefficient of exchange rate, inflation, sanctions, and the
uncertainty of economic policies during recession and prosperity. Due to the
lack of proper expansion of tax bases in Iran and high tax rates in some sources,
some indicators do not have a significant effect on tax evasion.

Key Words: Tax Evasion, Effective Tax Rate, Economic Policy Uncertainty,
Markov Switching Model
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