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Extended Abstract

Introduction

A good tax system attains the principles of equality, fairness, and adequacy. Tax evasion, the act of individuals and
companies failing to meet their lawful tax responsibilities on time, undermines these principles. Hence, governments
allocate significant resources to combat tax evasion, while individuals and companies allocate significant resources to
minimize their tax liabilities. Due to factors such as changes in tax policies, changes in tax economic forces, changes
in institutions, changes in norms, and advancements in technology, the methods through which governments enforce
tax laws and the methods through which individuals and corporations evade their taxes change over time.
Consequently, understanding the factors influencing tax evasion across various periods has remained a focal point of
interest for researchers (Alm, 2021).

The government has implemented various policies in the past decades to reduce tax evasion in Iran's economy. The
impact of macroeconomic variables on the level of tax evasion can vary across different periods due to various
economic shocks that have affected the economy in Iran. This fact renders executive policies ineffective. This study
investigates the non-linear relationship between macroeconomic variables and tax evasion, in the form of Kuznets'
Law while building on studies of Hanousek and Palda (2015) and Nikopour et al. (2008). The study is carried out as
both second-order specification (across two regimes) and third-order specification (across three regimes) using the
Markov-Switching method within the 1967 to 2019 period. At the onset of the study’s period, Iran was in the early
stages of economic growth and development and the changes in macroeconomic variables increased tax evasion.
During the middle years of the study’s period, Iran's economy was reliant on oil revenues. The injection of oil revenue
and its resulting increased economic growth which occurred through increased government spending, improved the
economic conditions. This reduced the need for tax revenues which resulted in reduced in tax rates, particularly in
income taxes and corporate taxes, and as a result, tax evasion decreased during the 1990s and the 2000s. However, the
upward economic conditions in Iran were not sustained over time. In the 2010s, fluctuations in oil incomes and
increasing sanctions had negative impacts on economic growth. Furthermore, due to the governmental nature of
economic activities and the government's extensive size, the reduced oil revenues were compensated through funding
government expenses with higher tax rates. All these circumstances resulted in a reduced incentive from both laborers
and producers to operate in the formal sector, instead of entering the shadow economy to evade taxes. Hence, the
impact of macroeconomic variables on tax evasion has not been consistent and has varied across different periods due
to shocks, it is paramount to examine these changes using appropriate methods. Consequently, the current research
was carried out to examine said relationships and it investigated whether the Kuznets law and a non-linear relationship
are present between macroeconomic variables and tax evasion.

Method

This study builds on the studies by Hanousek and Palda (2015) and Nikopour et al. (2008). It examines the presence
of Kuznets' Law and the non-linear relationship between macroeconomic variables and tax evasion by employing the
Markov-Switching method to analyze these relationships in both two-regime and three-regime models. Findings
suggest that the three-regime model provides a better explanation for the relationship between variables and tax
evasion. To validate the existence of Kuznets' Law in the three-regime model, the relationship between two variables
must demonstrate a positive trend during the regime corresponding to the initial years, a negative trend during the
regime corresponding to the middle years, and a return to a positive trend during the regime corresponding to the final
years of the study period.

The macroeconomic variables are sourced from Briella’s study (2015) with tax evasion being the dependent variable.
In Table 1, the independent variables utilized in the current research, the calculation method, and the data sourced have
been presented.

Table 1. Introduction of the Variables
Varivle Index Definition Unit p
Total government Expenditures on
education. (with the constant price of Billion Rials
2004)

Central Bank, National
Accounts

Public Education
Expenditures (GEE)
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Government
Expenditures Total government expenses excluding .
Omitting Education  education to GDP. (with the constant Percentage CentraIABczgﬁ,n tNSatlonaI
Expenditures to price of 2004)
GDP (GEOE/GDP)
GDP per Capita Real GDP in billions of Rials (with Million Rials Central Bank, National
(Ch the constant price of 2004) per capita. Accounts
Income Distribution ~ The Gini coefficient, as reported by Percentade [E;; r;)c;rsr:c(':lg r?:rea?g;ﬁi
(Gini) the Statistics Center. g Website
Direct tax burden, expressed as the

. ratio of direct tax in billions of Rials Central Bank, National

DTG TrsEs (TEL) to GDP. (both calculated at a constant PRI Accounts
price of 2004)

Net imports/exports of goods and
services excluding oil and gas exports Percentage

in billions of Rials (with the constant Sl LS, [NEHorE]

Trade Openness

Index (trl) . ) Accounts
price of 2004), to GDP. (with the
constant price of 2004)
1969-1977: Central Bank
ool Balance Sheets
&?Jr)ldltlons Index Currency outside the banks. Billion Rials 1978-2019: Central Bank Time

Series Website
Total government Expenditures on
education. (with the constant price of Billion Rials
2004)

Public Education
Expenditures (GEE)

Central Bank, National
Accounts

Consequently, the following equation is employed to explore Kuznets' Law and the non-linear relationship between
macroeconomic variables and tax evasion.
lte = (lgee,lgeoe/gdp, [ci, lgini, thd, ltr],lcu) Q)

The data utilized in this research belong to the 1967 to 2019 period. Additionally, the data on tax evasion
(measured in billions of Rials at constant 2004 prices) has been sourced from the study by Matlabi et al. (2020) and
has been updated until the year 20109.

Results

The results from the Markov-Switching method indicate that the impact of the logarithm of public education
expenditure on tax evasion is negligible in the first and second regimes and positive and significant in the third regime
at a 90% level. The impact of the logarithm of government expenditures excluding education to GDP on tax evasion
is negligible in the first and second regimes and positive and significant in the third regime. Based on the findings, it
could be stated that government spending whether on education or other consumption expenditures, does not
effectively mitigate tax evasion and there is a need for reforms in government spending to enhance their efficiency
and, through them, reduce tax evasion. The impact of the logarithm of GDP per capita on tax evasion is negative and
significant in the first regime, and positive and significant in the second and third regimes. In reality, during the second
regime, in the 1996 to 2002 years, the oil income was higher compared to the 2003-2019 period. This resulted in
increased economic growth and prosperity and better government performance during that time. This economic growth
and prosperity increased in per capita income. Additionally, the increased public trust in the government resulted in
higher compliance with tax obligations among individuals and fewer incentives for individuals to move their activities
to the shadow economy to evade various taxes. During the 1996 to 2002 period, the rise in per capita resulted in a
decrease in tax evasion. However, in the second and third regimes covering the periods of 1972 to 1995 and 2003 to
2019, increased per capita income had a positive impact on tax evasion. In hindsight, the increase in per capita income
in Iran has resulted in increased tax evasion instead of reducing it. In Iran, as a developing country, the low per capita
income and the volatility of per capita income due to fluctuations in oil revenues during the mentioned periods create
challenges. Even if per capita income experiences a rise, people may still evade taxes due to low personal income
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levels, inadequate income distribution across society, low quality of life and social welfare, and uncertainty regarding
economic conditions. Consequently, in contrast to developed countries, the increase in per capita income tends to result
in increased tax evasion. The impact of the Gini coefficient on tax evasion is negative and significant in the second
regime, and negligible in the first and third regimes. During the 1972 to 1995 period in Iran, despite a high Gini
coefficient, several factors influenced tax behavior. Factors such as the high economic growth and better pre-revolution
economic conditions, the presence of altruistic and religious tendencies among the populace, and the post-1989
reconstruction efforts following the Iran-Irag war, coupled with increased economic growth and improving conditions
were among the motivations that curbed various tax evasions and underreporting taxes. The variable of direct tax
burden has a negative and negligible effect on tax evasion in the first regime and a positive and significant effect in
the second and third regimes. This showcases the significance of the direct tax burden in influencing the level of tax
evasion. Therefore, reducing the tax burden, particularly in income and business taxes, could decrease tax evasion.

Conclusion:

According to the research's findings, the presence of Kuznets' Law and a non-linear relationship is only
observed between GDP per capita and tax evasion. In the first regime during the 1996 to 2002 years (the middle
period), GDP per capita has a negative and significant effect on tax evasion. However, during the 1972 to 1995 years
(initial period) and 2003 to 2019 (final period), GDP per capita has a positive and significant impact on tax
evasion. The Kuznets' law is not confirmed for Public Education Expenditures, Government Expenditures Omitting
Education Expenditures to GDP, Gini coefficient, direct tax burden, and Currency outside the bank's variables,
however, the presence of a non-linear relationship with tax evasion is confirmed. Consequently, to reduce tax evasion,
it's crucial to adapt government tax, executive, and economic policies based on the economic conditions during
different periods. This approach can diminish the motivations for tax evasion and thereby control its extent.

The presence of Kuznets' law between GDP per capita and tax evasion is confirmed in three regimes. Given Iran’s
status as a developing country and the fact that it has not yet achieved a high level of economic development, it could
be stated that during the middle years of the studied period, the country experienced economic growth and prosperity
due to its oil revenue. Additionally, the government's financial discipline and reduced budget deficits led to an
increased tendency by the populace to participate in the formal economy and decreased tax evasion. However, this
reduction in tax evasion was temporary and heavily reliant on oil revenues. During the 2003 to 2019 period, the
escalation of sanctions resulted in a decrease in oil revenues. Consequently, there was a heightened need for tax income,
resulting in increased rates of income tax for businesses and companies. Given the economic recession, the
government's lack of financial discipline, high inflation rates, and uncertainty regarding economic conditions, people
were less inclined to pay taxes, leading to an increase in tax evasion once again. This situation confirms the sand the
wheels' hypothesis for the relationship between economic development and tax evasion in lIran's economy.
Consequently, it's crucial to improve production conditions, minimize economic uncertainties and inflationary
fluctuations, and particularly focus on providing low-interest bank loans to producers alongside relevant tax
exemptions to mitigate tax evasion thereby increasing producers' motivation to engage in the formal economy and
deter them from evading various taxes. GDP per capita and the direct tax burden are some of the most significant
variables affecting tax evasion rates. In this context, it can be argued that the government in Iran is large, and is
inefficient in expenditures that do not effectively improve production conditions for companies. As a result, reducing
government size, cutting current costs, and investing in suitable infrastructure for production activities could
significantly enhance people's motivation to pay taxes and reduce tax evasion.
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