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We develop an overlapping-generations model in which individuals evade a labor income tax.

It is assumed that there exists a positive correlation between the detection probability of the tax

evasion in some period and the undeclared income of the previous period. We examine the

effects of the labor income tax rate, the detection probability parameter and the penalty rate on

the capital stock levels and the undeclared labor income. The main results are twofold. First,

the rise in the detection probability parameter or the penalty rate increases the capital stock

levels and the undeclared labor income in both the short- and long-run. Second, on the one hand,

the rise in labor income tax rate decreases the capital stock levels and the undeclared labor

income in the short-run; on the other hand, it decreases the undeclared labor income and may

increase the capital stock levels in the long-run.
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