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Abstract: A purpose of this paper is to analyze the entry prevention of monopsony
by adjusting the employment of labor in the presence of tax evasion. In this paper,
to focus on the effect of the tax evasion on the entry prevention, the classical Sylos
posturate is considered. From the analysis of this paper following main results
have been derived. The possibility that the entry is not blockaded will exist, even
when the established firm adjusts the employment level such that the profit level of
the prospective entrant can not be positive, if the potential entrant evades tax after
entry. So the pure monopsony or the corner solution of the monopsony will not be at-
tained since the entry is not blockaded. The possibility of the entry increases as the
tax rate gets higher or the penalty rate of the tax evasion becomes lower. And the
higher the efficiency of the labor or the lower the sensitivity of wage rate to the em-
ployment level, the higher the possibility.

Even if the realized profit of the monopsonist is different from the anticipated
one, the monopsonist will not be able to obtain the true information, in general, of
the tax evasion of the potential entrant both before the entry and after the entry.
The monopsonist may consider many kinds of causes other than the tax evasion of
the entrant, facing the realized entrance. Hence, the monopsonist cannot know the
true reason why the realized profit is so low. Therefore, it will be difficult for the es-
tablished firm to take effective strategies even after the entrance, which is the cru-
cial point of taking the tax evasion into consideration in the analysis of entrance bar-
riers.

Similar results hold when not only the potential entrant but also the established
firm will evade the tax.
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1. Introduction

A purpose of this paper is to analyze the entry prevention of monopsony by adjust-
ing the quantity of employment in the presence of tax evasion!. In this paper, to focus
on the effect of the tax evasion on the entry prevention, the classical Sylos posturate?
is considered, where the chosen output level is maintained though in this paper the cho-
sen employment level is maintained.

From the analysis of this paper following main results have been derived. The possibil-
ity that the entry is not blockaded will exist, even when the established firm adjusts
the employment level such that the profit level of the prospective entrant will not be
positive, if the potential entrant evades tax after entry. So the pure monopsony or the
corner solution of the monopsony may not be attained since the entry is not block-
aded. The possibility of the entry increases as the tax rate gets higher or the penalty
rate of the tax evasion becomes lower. And the higher the efficiency of the labor or the
lower the sensitivity of wage rate to the employment level, the higher the possibility.

Even if the realized profit of the monopsonist is different from the anticipated one,
the monopsonist will not be able to obtain the true information, in general, of the tax
evasion of the potential entrant both before the entry and after the entry. The
monopsonist may consider many kinds of causes other than the tax evasion of the en-
trant, facing the realized entrance. Hence, the monopsonist cannot know the true rea-
son why the realized profit is so low. Therefore, it will be difficult for the established
firm to take effective strategies even after the entrance, which is the crucial point of tak-
ing the tax evasion into consideration in the analysis of entrance barriers.

Similar results hold even when both the potential entrant and the established firm
evade the tax.

In the next section, a simple model of the entry prevention of monopsony by adjust-
ing labor employment in the presence of tax evasion will be examined. In the last sec-

tion concluding remarks will be given.

2. Entry Prevention of Monopsony by Adjusting Labor Employment in the Presence of

Tax Evasion

The expected profit of the prospective entrant is shown by the following equation (1)
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in the presence of tax evasion when excise tax is considered.
Emy, = paly,—0(1,+1,)1,—A—t(1—¢€,) Al,— €;F1AL,, (1)

where production function of the established firm x, = x(l,), where [, is the employ-
ment by the established firm and that of the potential entrant x, = x(l,), where [, is
the employment by the potential entrant, wage rate function w = w(l,+1[,), and the
probability ¢(€) of detection of the tax evasio, which is the increasing function of the
understatement rate, €, are specified respectively such that

x, = Ay, x, = Al,, where 1 is the efficiency of the labor w = 6(l,+1,), where 6 is sen-
sitivity of the wage rate to the total labor supply,

qgle) =¢, i=1,2.

and p is the price level of the output, 7 is the excise tax rate, and A is the initial start-
ing and preparing costs such as costs for newly employing the laborers and costs of
many kinds of contract for starting the firm but additional fixed cost are not consid-
ered for simplicity.

Maximizing the equation (1) with respect to the employment level, /,, and the rate,
€,, of the understatement with respect to the output level yields the following first or-

der conditions.

OET, y
= pA—0l,—t(1—e)A—€FtA—206l,
ol,
=0, (2)
OFm,
2, = A, —2€,F1AL,

=0. (3)

Second order conditions are satisfied.

0°Er
= =20 <0, (4)
oL,
0°Er, 0°Em,
o1’ 0l0e,
>0, (5)
0°Er, 0°Em,
06,0l,  d€’
0°Er, 0°Er,
= — < = .
where 9e? 201, F < 0, and dloe, 0
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Hence, from (1), (2) and (3) the employment level of the established firm which makes

the expected profit of the prospective entrant zero is straightforwardly shown as
[=L (p—mfzwai (6)
] 4F )"

In the same way in the absence of the tax evasion, the employment level of the estab-
lished firm which makes the profit of the prospective entrant zero is straightfor-

wardly shown as
. 1
I = {-na-2y6a}. (7)

From (6) and (7) the following results can be obtained.

In the case 1, where
L, =1, (8)

the established firm can prevent the entry, both in the absence of the tax evasion of
the potential entrant and in the presence of the tax evasion of the potential entrant.

In the case 2, where
I >1,=1, (9)

the established firm can prevent the entry in the absence of the tax evasion of the poten-
tial entrant but the established firm cannot prevent the entry in the presence of the
tax evasion of the potential entrant.

In the case 3, where
[>1, (10)

the established firm can not prevent the entry both in the absence of the tax evasion
of the potential entrant and in the presence of the tax evasion of the potential entrant.

On the other hand, the difference, Z, between (6) and (7) is denoted as

A

2= Jor

(1)

Hence, the following results can be obtained.
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0z
- > 12
o 0 (12)
0z
- >

a0 (13)
0z
— <

%0 0, (14)
0z

o <0 (15)

Therefore, the possibility that the entry is not blockaded will exist even when the es-
tablished firm adjusts the employment level such that the profit level of the prospec-
tive entrant can not be positive, if the potential entrant evades tax after entry and maxi-
mizes the expected profit instead of maximizing the profit. And the possibility of that
entry increases as the tax rate gets higher or the penalty rate of the tax evasion be-
comes lower. Further the higher the efficiency of the labor or the lower the sensitivity
of wage rate to the employment level, the higher the possibility.

When the established firm does not evade tax, the optimal employment level, I}, in

pure monopsony of the established firm can straightforwardly be obtained.

(p—1)2

="

(16)

Hence, if the following inequalities (17) hold, the pure monopsony can be attained by
the established firm if the potential entrant does not evade tax, but if the potential en-
trant evades tax after entrant the monopsony by the established firm can not be at-

tained.

(—vr (p—0A 1A
4 A < Joa < S (17)

Therefore, from the simple calculations, in the absence of the tax evasion of the poten-
tial entrant the realized profit of the monopsonist is denoted by (18).

. _ (p—t)*X°

On the other hand, in the presence of the tax evasion of the potential entrant, the re-

alized profit is denoted by (19).

E(p—1t)
1660F

The difference, J, of (18) and (19) is shown as

1
7 :@(D*l)zlzf (19)
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J= {p—t<1—22>}(p8éw. (20)
The following results are straightforwardly obtained.
% <0, (21)
% >0, (22)
% <0, (23)
% < 0. (24)

Even if the realized profit of the monopsonist is different from the anticipated
profit, the monopsonist will not be able to obtain the true information, in general, of
the tax evasion of the potential entrant both before the entry and after the entry. The
monopsonist may consider many kind of reasons other than the tax evasion of the en-
trant, facing the realized entrance. Hence, the monopsononist cannot know the true rea-
son why the realized profit is so low. Therefore, it will be difficult for the established
firm to take effective strategies even after the entrance, which is the crucial point of tak-
ing the tax evasion into consideration in the analysis of entrance barriers.

Similar analysis can be made also in the case where both the potential entrant and
the established firm evade the tax.

In this case the expected profit of the established firm in the case of the monopsony

can be denoted by the following equation.
Er, = pAl,— 0l —t(1—e )AL, — €, FtAl,. (25)

Maximizing the equation (25) with respect to the employment level and the rate of

the understatement of output level yields the following first order conditions.

OFET, ,
= pA—20l,—t(1—€)A—¢€ FiA
ol,
=0, (26)
OEm,
ac, = tAl,—2€,FtAl,

= (. (27

Second order conditions are satisfied.
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OEm (28)
ol '
0°Er, 0°Em,
ol 0l,0¢,
>0, (29)
0°Em, 0°Em,
0€,0l,  de?
where JET _ —241,F < 0, OEm _,
o€l 0loe, '

Hence, the employment level and output understatement rate of the established firm

which maximizes the expected profit are straightforwardly derived;

[ = {(pm +ﬁ,} (30)

%k 1

Hence, if the following inequalities hold, the pure monopsony which maximizes the ex-
pected profit instead of the profit can be attained by the established firm which evades
tax, if the potential entrant does not evade the tax, but if the potential entrant evades

the tax after entrant, the monopsony by the established firm cannot be attained.

(p—DAr 1A (p—0O2A , A
1 16F*¢0A< 1 +16F (32)

On the other hand, simple calculations show that in the absence of the tax evasion

of the established firm and the potential entrant,
it 1 > 5 {(p— 022464} > (oD,

20
1> (p—1)2
Jo ) 20

and /, 1s [ such that the profit of monopsony at corner solution is equal to the maxi-

where [, = <1+

mum profit of duopoly,

then the established firm will choose to prevent the entry and the corner solution of
the monopsony in the absence of the tax evasion will be chosen.

However, if the potential entrant evades the tax after entrant, the monopsony of the

established firm will not be attained if the following inequality holds;

1R<{<pm 2/0A + 4F} (33)
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3. Concluding Remarks

A purpose of this paper is to analyze the entry prevention of monopsony by adjust-
ing the employment of labor in the presence of tax evasion. In this paper, to focus on
the effect of the tax evasion on the entry prevention, the classical Sylos posturate is con-
sidered.

From the analysis of this paper following main results have been derived. The possibil-
ity that the entry is not blockaded will exist, even when the established firm adjusts
the employment level such that the profit level of the prospective entrant can not be posi-
tive, if the potential entrant evades tax after entry. So the pure monopsony or the cor-
ner solution of the monopsony will not be attained since the entry is not blockaded.
The possibility of the entry increases as the tax rate gets higher or the penalty rate of
the tax evasion becomes lower. And the higher the efficiency of the labor or the lower
the sensitivity of wage rate to the employment level, the higher the possibility.

Even if the realized profit of the monopsonist is different from the anticipated one,
the monopsonist will not be able to obtain the true information, in general, of the tax
evasion of the potential entrant both before the entry and after the entry. The
monopsonist may consider many kinds of caiuses other than the tax evasion of the en-
trant, facing the realized entrance. Hence, the monopsonist cannot know the true rea-
son why the realized profit is so low. Therefore, it will be difficult for the established
firm to take effective strategies even after the entrance, which is the crucial point of tak-
ing the tax evasion into consideration in the analysis of entrance barriers.

Similar results hold when not only the potential entrant but also the established

firm will evade the tax.

Notes

1 See for the tax evasion Allingham and Sandmo (1972), Laszlo (2004), Peacock and
Show (1982), and Watanabe (1986, 1987, 1989, 1996 a, 1996 b).
2 See, Bain (1956), Sylos —Labini (1962), Modigiliani (1958). On the other hand, for the

role of investment in entry deterrence, see Dixit (1980).
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