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Abstract

In Iran’s economy, tax revenue has constructed a significant part of government’s financial
resources in recent years; based on the Central Bank of Iran (CBI) in 2017, about 45% of the
government’s financial resources were tax revenue. Considering different components of the
government’s financial resources, factors such as oil sanctions, oil prices, oil sales, and tax
evasion are the most crucial factors affecting government revenue in Iran’s economy. Thus,
due to the significance of tax evasion as the most influential factor on government income,
the present study has examined the effect of government total size and its components on
tax evasion in Iran between 1979 and 2019 using the Autoregressive Distributed Lag model.
According to the two examined models in the study, government’s total and current sizes
have a direct (unfavorable) effect on tax evasion, while the government’s developmental
size has an indirect (favorable) effect. Furthermore, based on both examined models, the
Financial Depth Index and unemployment directly (unfavorably) affect tax evasion. Also,
total, direct and indirect taxes have an unfavorable effect on tax evasion.
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1. Introduction

Tax evasion refers to an illegal activity that a person or firm performs to deliberately avoid
paying fair taxes to the government (Alm et al., 2019). Developing countries face the
phenomenon of tax evasion since individuals and companies refuse to pay part or all of the
tax in various ways. Most companies, for instance, prefer to turn to the informal economy
for doing so. Besides, some people try to decline the amount of tax by paying brides and
resorting to other types of administrative corruption (Lopez, 2017). As the tax evasion has
damaging effects on Iran's economy, such as aggravating the operating balance deficit,
many studies have been carried out in Iran to find out the influence of different economic
variables on the tax evasion (Chaman et al.,, 2019; Namazi & Esmacilpour, 2020).
However, there is no study dealing with the effect of government size (i.e., government's
current and developmental sizes) and its combination on the tax evasion in Iran. Therefore,
the article's main aim is to evaluate the effect of government size and its combination on
the tax evasion in Iran, in addition to the calculation of tax evasion. To this end, an
autoregressive distributed lag (ARDL) model has been applied from 1973 to 2019. In the
following sections, the research model will be explained in detail, and then the results
obtained from the model will be discussed. The research findings and suggestions will be
presented in the final section.

2. Methods

Inspired by literatures and based on the purposes of this work, two scenarios are derived
from the research model.

The first scenario is based on Eq. (1) in which the dependent variable of TE represents
the ratio of tax evasion to gross domestic product (GDP) that was calculated using Tanzi’s
model (money demand function). GE stands for the total size of government and was
defined as the ratio of the total expenditure of government to GDP. Also, FDeep, TT, Inf,
and UR indicate financial depth, the ratio of total tax to GDP, inflation rate, and
unemployment rate, respectively.

ATE, = aTE,_; + BGE + YATT;_, + pInf,_, + OUR,_, + pFDeep, +
YL @ ATE,; + 2170 BAGE,_; + X123 ViATT,; + $525 piAlnf,_; +
YVZ0 0:AUR,_; + XI55 ¢ AFDeep,_; + U,

(1

The second scenario is based on Eq. (2), in which the variables are defined similarly to
the first scenario. The difference between this scenario and the previous one is the
definition of government size and total tax ratio. Herein, the total expenditure of
government to GDP is segmented into two parts: operating expenditure to GDP
(government’s current size) and developmental expenditure to GDP (government’s
developmental size). The total tax to GDP is divided into two parts: direct tax to GDP and
indirect tax to GDP.

ATEt = aTEt_l + SGCt + rlGIt + .QDTt_l + ‘L[InDTt_l + plnft_l + BURt +
¢FDeep; + Xy a; ATE, X020 8,GC,_y + N0 niGle; + Ti—o %ADT,; +

i=
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3. Discussion
- The first scenario (based on the total size of government)

As evident from Table 1, the total size of government has a positive effect on the tax
evasion in the long term, and it is expected that for every 1% increase in the government
size, the tax evasion will be increased by 0.24%. Because increasing government size
usually results in the creation or increasing budget deficit in Iran’s economy, and the
government often compensates for the budget deficit through the elevation of tax rate,
consequently individuals and firms are more and more pushed to escape from paying tax.
The total tax to GDP also positively affects the tax evasion. By increasing the total tax to
GDP by 1%, the tax evasion will be increased by 1.56%. The results obtained from the first
scenario are completely in line with the fact that raising the tax rate has an unfavorable
effect on paying taxes. Also, findings reveal that there is no significant relationship between
inflation and tax evasion, while the unemployment rate is an influential factor in tax
evasion; increasing the unemployment rate by 1% increases tax evasion by 0.48%. The
main reason is that with the unemployment rate growth, more and more people are
inevitably pushed into the informal economy (Giinther and Launov, 2012), and they do not
pay tax. Financial depth is another independent variable that positively affects the tax
evasion. It was deduced from the first scenario that increasing the financial depth by 1%
increases tax evasion by 0.14%. Although financial depth generally promotes the formal
economy and accordingly decreases tax evasion, under a situation that the formal economy
does not have the sufficient capacity to be expanded, the financial depth acts as a
destructive factor. It leads to growing informal economy, thus increasing tax evasion (Canh
& Thanh, 2020).

- The second scenario (based on government’s current and developmental sizes)

According to Table 2, the results obtained in the long term are similar to those obtained in
the short term. The results indicate that increasing the current government size has a
positive effect on tax evasion. The increase in the current government size by 1% brings
about the increment of tax evasion by 0.46%. This finding is rational because the
government's current expenditure is the major reason for the budget deficit. However, a
negative relationship exists between the government’s developmental size and tax evasion;
improving the government’s developmental size by 1% leads to the decrement of tax
evasion by 0.25%. This finding is attributed to two main reasons. First, the government's
developmental expenditure does not increase the budget deficit in Iran. Second, increasing
the government's developmental expenditure enhances the quality of social services and
welfare, encouraging people to pay taxes. In the case of direct tax to GDP, it has an
unfavorable effect on tax evasion. By increasing the direct tax to GDP by 1%, the tax
evasion exhibits 3.48% growth. In both the short and long term, the indirect tax to GDP
has a relatively detrimental effect on the tax evasion, which is due to the reason mentioned
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in the previous section. Unemployment rate and financial depth have an unfavorable effect
on the tax evasion, like in the first scenario.

4. Conclusion

The available data reveals that the total size of government during eight sub periods
(including before the Islamic Revolution, the Imposed War, development programs, and
from 2015 to 2018) has a downward trend. Before the Islamic Revolution, the average
government's total, current and developmental sizes were 40.8, 21.7, and 19.1%, which
were reduced to 18.6, 12.8, and 5.8% in the sub period of 2015-2018, respectively. The tax
evasion to GDP shows a fluctuation during 1973-2019, then it exhibits an abrupt increase
in 2014, and reached a maximum value of 50.4% in 2017. The results obtained from
modeling of tax evasion in the long term indicate that, on the one hand, the increment of
both total and current government sizes has an unfavorable effect on the tax evasion. This
finding is attributed to the increasing government expenditure that causes a budget deficit.
On the other hand, the improving government's developmental size favorably affects tax
evasion because the growing public services encourage people to pay taxes regularly.
Raising tax, both direct and indirect, to GDP unfavorably affect tax evasion. Despite the
inflation rate, which acts as an ineffective variable on tax evasion, increasing the
unemployment rate and financial depth have unfavorable effects on tax evasion. With
regard to the findings of the present study, it is suggested:

- The current government expenditure should be reduced as much as possible, and it
should be devoted to the legislative and executive branches to be promoted.

- The developmental expenditures should be increased because upgrading the quality of
social welfare motivates people to pay tax

- If the government seeks to increase its revenue via tax, it should be carried out in the
desired framework with legal monitoring platform to prevent tax evasion.
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Tab. 1: Augmented Dickey—Fuller (ADF) and Phillips—Perron (PP) unit-root tests.
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Tab. 3: The first estimation based on total size of government.
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Tab. 4: The second estimation based on government’s current and developmental sizes.
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