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Abstract

This research aimed to analyze the underground economy based on Nash equilibrium
game theory. Research method: Using Nash equilibrium game theory, a model was
considered. Based on the research model, game evaluation was carried out. The results
showed that the probability of tax evasion (p**) is directly related to the audit cost (the
higher the audit cost, the lower the probability of conducting an audit, and therefore tax
evasion increases, and it is inversely related to the penalty rate (f). Also, increasing the
tax rate reduces the probability of evasion; this means that more tax leads to honest
behavior of the taxpayer. Increasing the penalty rate has no effect on the taxpayer's
outcome; but it increases the government's revenue. Therefore, increasing the penalty rate
is a Pareto improvement. The taxpayer's expected outcome is to pay taxes for his actual
purchases and sales, which means choosing tax compliance, and the amount of the penalty
has neutralized the incentive to evade taxes. The government's expected outcome is equal
to the tax received minus the expected audit cost, which is the probability of audit
multiplied by the audit cost.

Keywords: underground economy, direct tax burden, indirect tax burden, Nash
equilibrium
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