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1. INTRODUCTION

In a classification, the economy of any country can be divided into two parts: legal and illegal. The criterion for
this classification is the ability to record and report economic activities in a formal and legal manner. The il-
legal economy encompasses many legal and illegal activities that are not approved and accepted by society and
government and judicial authorities. Activities such as: exchange of stolen goods, drug trafficking, corruption,
gambling and smuggling of goods are examples of illegal activities and matters such as failure to report realized
income, job benefits, special cash discounts for employees and bartering of authorized goods to avoid paying
taxes are also examples of legal activities included in the illegal economy. Various terms have been used for the il-
legal economy, such as shadow economy, informal economy, hidden economy, and underground economy. In the
illegal economy, like in the legal economy, goods and services are produced, employment and income are created,
but the activities in this sector are illegal and are not reflected in statistics. Due to its illegal nature, it constitutes
a very important issue for the government and society. One of the necessities of recognizing and measuring this
type of economic activity is to emphasize the necessity of calculating these items in the preparation of national
accounts of countries. Considering the extent of the illegal economy in developing countries, economic units
active in this sector play a major role in the economy and national accounts of these countries, and therefore
the need to be aware of the trend and volume of illegal economic activities in order to prescribe efficient and
correct policies is of great importance. According to the study by Chatterjee et al (2003) in developing countries
where economic infrastructure plays an important role in the economic growth of these countries, the increase
in the illegal sector of the economy, if it replaces the legal sector, leads to erosion and deficiencies in the tax
bases, which results in lower production of the legal sector and ultimately lower economic growth. In addition to
affecting economic growth, the illegal economy also affects other economic sectors. The more the illegal sector
of the economy expands, the less tax revenue sources are reduced and the government’s tax revenues decrease.
The expansion of the illegal sector also has an inappropriate impact on economic and macro-economic planning
and policy-making. In a decision-making system, policymakers make decisions based on an information system
containing statistical indicators. If the information system is influenced by the illegal sector, policy-making will
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not produce the desired results, because on the one hand, resources and on the other hand, results are evalu-
ated with errors. In general, the general idea, supported by a large body of empirical data, is that the informal
economy is an obstacle to economic development because it hinders foreign investment, foreign aid, private
sector investment, taxation, entrepreneurship, and planning. Past research has also shown a causal relationship
between the informal economy and reduced growth and investment, capital flows and liquidity crises, misalloca-
tion of resources, increased government spending and reduced government revenues, increased income inequal-
ity and increased poverty, inflation, and lower living standards for the general public. Some shortcomings in the
structure of political power and decision-making processes, as well as how the people play their institutionalized
role in the aforementioned processes, have caused problems in the formation of formal restrictions and their
implementation, which create the basis for the expansion of illegal activities. Also, the existence and spread of
administrative corruption can contribute to the growth of this phenomenon and expand the illegal economy. Fa-
vorable cultural contexts can also be effective in the continuation of illegal and clandestine production activities
and their growth. Also, in Iran, the religious beliefs of the people also play a decisive role in the formation of a set
of informal restrictions. In addition, the social characteristics of households and ethnic and tribal issues, along
with the aforementioned cultural factors, have provided a suitable environment for participation in illegal and
clandestine production activities. The above factors encompass a wide range of economic, political, legal, social,
cultural and geographical characteristics of the country, which it is not possible to include all of them as quantita-
tive variables within the framework of the intended measurement model. Therefore, an attempt is made to iden-
tify, as far as possible, the variables effective in reducing or expanding the illegal economy, using macroeconomic
variables, and to provide suggestions to eliminate existing deficiencies and ultimately reduce the illegal economy.

2. PURPOSE

Based on the nature (purpose) of the present research, first, based on empirical studies and relevant theoretical
literature, the economic factors affecting the illegal economy are identified and then the illegal economy vari-
able is calculated quantitatively. Then, using econometric methods, the effects of these factors on the illegal
economy variable are measured and analyzed. Finally, based on the estimated results, suggestions are presented
for possible improvement of the situation.

3. METHODOLOGY

This research is applied in terms of purpose and the research is also regression in terms of analysis. So that mul-
tivariate linear regression models and Microfit software have been used for data analysis. The statistical popula-
tion of the research includes countries whose data and information are available in the World Bank database,
and among these countries, the Islamic Republic of Iran has been selected through purposive and accessible
sampling. Documentary method was used to collect information related to the literature and research back-
ground, and data related to research modeling was extracted from databases. In this research, due to the type of
data studied, the time series data econometric method was used and the research model is estimated using the
auto-explanatory vector method with wide lags. It should be noted that in ARDL models, changes in a variable
are explained by the lags of that variable itself, the values of other variables, and their lags. In the ARDL method,
in addition to estimating the short-term dynamics of the model, the long-term relationship between the model
variables is also estimated. Pesran and Shin (1995) showed that one of the advantages of the ARDL method is that
it can obtain consistent estimates of the long-term coefficients regardless of whether the variables are 1(0) or I(1).

4. FINDINGS

The illegal economy constitutes an important part of the economy in many countries, especially developing

countries, and plays a major role in creating employment, production, and income. Accordingly, in the present

study, the volume of the illegal economy was first calculated using the cash ratio method and then the desired

model was fitted, the main variables of which are also introduced below.

» Tax burden: One of the set of formal restrictions affecting the economic activities of individuals in society
is the laws and regulations related to the collection of various taxes and government fees. Evasion of paying
taxes and fees by concealing activities or overstating expenses or understating income, etc., is a phenomenon



https://lawecon.um.ac.ir

Encyclopedia of Economic Law Journal >< Homepage: https://lawecon.um.ac.ir

that is common in more or less all countries and is considered an important component of illegal production.
The extent of this phenomenon and its importance in different societies depend on factors such as: the coher-
ence and efficiency of the tax system, the tax culture of the society, and the rate of taxes and government fees.

» Trade restrictions: In many countries, especially developing countries, trade restrictions are not only applied
through the tariff system, but these barriers are also realized in the form of banning the import or export of
some items in general or temporarily, cutting off or limiting trade relations with a specific country or coun-
tries, making conditional or quotas on the import or export of a number of goods, etc. During the period
under review, such restrictions have been imposed in Iran using a combination of trade and exchange regula-
tions and have played an important role in the country’s trade policies. This fact, along with the expectation
formed in the literature on the illegal economy, regarding the importance of the relative volume of smuggling
of goods in the total illegal and hidden production of developing countries, highlights the need to pay suf-
ficient attention to the factors affecting this part of the black economy in Iran.

* In addition to the legal restrictions governing foreign trade, the flow of exchange and distribution of goods
and services within the country can also be subject to supervisory, rationing, and pricing policies, the non-
observance of which is tantamount to economic agents choosing to engage in illegal economic activity. It
seems that during the period under review, government policies in this area have been accompanied by nu-
merous and significant fluctuations. In particular, the outbreak of Iraq’s imposed war against Iran naturally
provided a suitable platform for expanding the scope of such restrictions.

» Itis expected that as legal restrictions on foreign trade become less widespread, smuggling imports and ex-
ports will be less welcome and the size of the illegal economy will decrease. Such an expectation is consistent
with both the logic of the relationship between legal restrictions and the formation of the illegal economy and
with the policy prescriptions for combating the phenomenon of smuggling of goods through trade liberaliza-
tion, which are evident in the literature on the subject.

* Consumer Price Index: The growth of the general level of consumer prices can affect the size of the illegal
economy in various ways. The growth of this index can lead to the expansion of poverty. Considering the in-
equality of income distribution in the country, it can be expected that with the increase in the general level
of consumer prices, more households will fall below the poverty line. Empirical observations also confirm the
existence of such a relationship in the case of Iran. The inability to provide a minimum income sufficient to
make a living through legal activities can be considered an effective factor in justifying the risks of individuals
turning to illegal economic activities. Therefore, it is expected that with the expansion of the phenomenon of
poverty, the size of the illegal economy will also grow, as a result, it can be expected that there will be a positive
correlation between fluctuations in the general level of consumer prices and the size of the illegal economy.

* Unemployment: In measuring the illegal economy and related issues, most studies that have gone beyond the
role of taxes in determining the causes of the emergence and growth of this phenomenon have considered
unemployment as a factor affecting the spread of this phenomenon. Despite such theoretical agreement,
there is serious disagreement and ambiguity regarding the direction of this factor’s impact on the volume of
the illegal economy. On the one hand, it is argued that with the spread of unemployment, the incentive to
work in illegal areas increases, so we should expect an increase in the volume of the illegal economy, but on
the other hand, it is argued that the unemployment rate is an indicator of macroeconomic performance and
its increase can be a sign of the beginning of a period of economic recession and a decrease in demand for
labor, both for formal activities and for illegal production. Thus, we can expect a decrease in the size of the
illegal economy at the same time as unemployment increases.

* Economic growth: To the extent that increased economic growth is a sign of a country’s increasing level of
development, it can be expected that changes in this indicator have had an inverse effect on the relative size
of the illegal economy. The more efficient the ruling legal order (the rationalization of legal restrictions and
the efficiency of the organization implementing the restrictions and how to monitor their implementation),
changes in social norms and values, and the prevalence of lawfulness, the coherence and authority of the
state and social acceptance of its role, and the reduction of poverty and unemployment, all of which occur in
parallel with and along with the improvement of the level of development of countries, provide the necessary
grounds for reducing the volume of the illegal economy. But apart from the shortcomings that this indicator
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has in explaining the development status of countries and thus making it ambiguous to judge the direction of
its impact on the size of the illegal economy, there is another problem, which is that economic growth, like
unemployment, is an indicator that indicates the general state of the country’s macroeconomics, and its fluc-
tuations reflect changes in macroeconomic and business conditions in all areas of economic activity, includ-
ing hidden and illegal production. Therefore, from this perspective, it can be expected that with an increase
in the value of this variable, the size of the illegal economy will also change incrementally, and vice versa.

5. CONCLUSION

Based on the results of the estimation, the following conclusions and suggestions are presented:

1. The positive impact of economic growth developments on the relative size of the illegal economy can be con-
sidered as confirmation of the view that this indicator, rather than being an indicator of the level of develop-
ment of the country, is an indicator of the general macroeconomic situation of the country and its position
in terms of economic cycles. Its positive fluctuations mean an improvement in the overall level of economic
activities, both legal and illegal, and therefore, in this case, we can also witness the growth of the volume of the
illegal economy.

2. The results show that removing some of the official restrictions on foreign trade, in the presence of serious
social, cultural, economic, and geopolitical factors, has been effective in intensifying the smuggling trade. In
the continued inefficiency of the government in formulating, implementing, and supervising the implementa-
tion of laws and regulations, it can ultimately lead to a change in the composition of smuggled goods and will
not have much effect in reducing it.

3. The growth of the consumer price index in recent years has played an important role in shaping the trend of
developments in the illegal economy in Iran during the aforementioned period. The repetition and continua-
tion of such growth, as explained earlier, can provide a very favorable environment for individuals to turn to
illegal and hidden production activities in various ways (spreading poverty). Therefore, curbing inflation, in
addition to other economic and social goals, can be a determining factor in stopping the trend of increasing
the volume of the illegal economy in the country.

4. The results of the estimates indicate that fluctuations in the tax burden have a significant impact on determin-
ing the size of the illegal economy. In general, if we are seeking to increase the tax burden with the aim of in-
creasing government tax revenues, such an increase should be gradual, because otherwise, at least in the short
term, we will witness the expansion of the size of the illegal economy and the failure to achieve the stated goal.

5. The positive coefficient of the unemployment rate in the model also indicates that with the increase in the
unemployment rate and the lack of suitable jobs, individuals and, consequently, the economy are pushed to-
wards illegal and hidden production activities, and this, in turn, causes an increase in the volume of the illegal
economy. Therefore, it is clear that the best possible way to deal with this is to control the unemployment
rate and create suitable job opportunities.

6. It seems that in the current state of the country’s legal system, at least in areas where the implementation
of approved policies depends on the participation and legal acceptance of society, achieving the goals of the
appropriate policies is far from expected. In such a situation, trade liberalization can, in practice, lead to a
further liberation and reduction of the state’s power in exercising sovereignty. In other words, it is the em-
powerment of the state that leads to the rationalization of restrictions and the improvement of the quality of
their implementation and supervision (regardless of the number of restrictions). When the state is inefficient,
formal restrictions (whether too many or too few) can be an obstacle to improving the level of development
and also a basis for the expansion of the illegal economy. Strengthening the government’s capabilities in
exercising sovereignty, by increasing its expertise and management capabilities, through being bound by
meritocracy in attracting and promoting them, increasing people’s participation in designing and drafting
laws and regulations (creating formal institutions), organizing and implementing them, and also supervising
their implementation, through expanding the intervention of judicial and civil institutions in these matters, is
the main solution to get out of this situation and achieve a desirable legal system (within the framework of a
non-authoritarian approach).

Keywords: Illegal Economy, Economic Growth, Economic Factors, Coexistence Vectors.
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