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Abstract

In recent years, the role of oil rent in Iran's economy has gained special attention.
As one of the main sources of revenue, oil rent interacts with macroeconomic
instability to have complex effects on the structure of the country's underground
economy, revealing new dimensions of Iran's economic challenges. This study
examines the impact of oil rent on the underground economy under macroeconomic
instability during 1978-2023 using a quantile regression approach. The relative size
of the underground economy was first estimated by the MIMIC method, showing
an average of 16.8 percent in Iran's economy. Results indicate that oil rent
positively (adversely) affects the underground economy across most quantiles.
Moreover, the interaction effect of oil rent and macroeconomic instability is
positive and signifies the amplifying role of instability on oil rent’s adverse impact.
However, this amplifying effect is not statistically significant in the upper quantiles.
Other variables, such as government size and trade openness, affect the
underground economy negatively and positively, respectively. Based on the
empirical results presented, reducing the size of the underground economy through
controlling oil rent and reducing economic instability requires implementing
policies aimed at decreasing dependence on oil revenues and strengthening
economic stability
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Extended Abstract
Introduction

The underground economy exerts strong negative effects on a country’s well-being
(Schneider & Enste, 2002). From a macroeconomic perspective, the underground
economy reduces tax revenues, which in turn affects the financing of social security
systems and the government’s ability to provide goods and services. From a
microeconomic viewpoint, it tends to distort fair competition among firms, restrict the
creation of formal employment, and lead to productive inefficiencies. It has been reported
that many countries in Africa, Latin America, and the Middle East are rich in oil and other
natural resources; however, their populations continue to experience low living standards
and low per capita income. According to Auty (1994), these countries suffer from the
“resource curse,” which refers to the inverse relationship between natural resource
abundance or dependence and economic growth. Crivelli and Gupta (2014) demonstrated
a significant negative effect of resource rents on the taxation of goods and services. In
analyzing the long-term negative effects of dependence on resource rents on tax
administration, Besley and Persson (2011) argued that greater dependence on resource
rents, which flow directly into the government budget, may imply lower market-
generated income. This leads to a smaller tax base and reduces incentives to invest in the
legal capacity required to support markets, resulting in capital shifting toward informal
activities and, consequently, an expansion of the underground economy. On one hand, oil
rent can lead to fiscal instability and economic volatility, as revenues derived from it
depend heavily on global oil prices. Such instability can create uncertainty in investment
and in the development of non-oil sectors, thereby pushing individuals toward informal
activities. Therefore, macroeconomic instability may contribute to the expansion of the
underground economy and the weakening of formal economic structures, thus affecting
the relationship between oil rent and the underground economy. The present study seeks
to examine and analyze the relationship between oil rent and the underground economy
in the context of macroeconomic instability during the period 1978-2023.

Method

In the present study, the relative size of the underground economy and macroeconomic
instability have been estimated using the Multiple Indicators—Multiple Causes (MIMIC)
and Glezakos methods, respectively, over the period 1978-2023. The study aims to
examine and analyze the relationship between oil rent and the underground economy in
the context of economic instability within the proposed research model. For this purpose,
the Quantile Regression approach has been employed.

Results and Discussion

The results obtained from the estimated research model indicate that oil rent has a positive
(undesirable) effect on the underground economy across all deciles, except for the second
and fifth. It is noteworthy that the interaction effect between oil rent and macroeconomic
instability is significant in the first, second, third, and seventh deciles, and the estimated
coefficients suggest that macroeconomic instability amplifies the adverse impact of oil
rent on the underground economy. Among the other variables included in the study,
government size and trade openness have been found to generally exert negative and
positive effects, respectively, on the underground economy across most quantiles. These
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findings imply that oil revenues, by providing abundant financial resources, have
facilitated the expansion of hidden and underground economic activities across most
income groups. In other words, dependence on oil resources, in the absence of strong
regulatory and institutional frameworks, leads to increased tax evasion, corruption, and
informal activities, all of which contribute to the growth of the underground economy.
Moreover, the estimated coefficients of the interaction term reveal that macroeconomic
instability plays an amplifying role in the adverse effect of oil rent on the underground
economy. This means that when macroeconomic volatility and uncertainty intensify, the
impact of oil rent on the expansion of underground activities becomes stronger, as
unstable economic conditions weaken oversight and raise risks, prompting individuals
and firms to shift toward the informal economy to avoid the unfavorable consequences of
the formal sector.

Conclusion

Therefore, based on the obtained results, in order to reduce the size of the underground
economy through controlling oil rent and mitigating economic instability, it is necessary
to implement policies aimed at decreasing dependence on oil revenues and strengthening
economic stability. Diversifying the economy by investing in non-oil sectors such as
industry, agriculture, and modern technologies can help reduce reliance on oil rent.
Furthermore, establishing and maintaining sovereign wealth funds to manage fluctuations
in oil revenues and allocating these resources to infrastructure projects and sustainable
development will help prevent further economic instability. Alongside these measures,
reforming the tax system to increase non-oil revenues and combat tax evasion is also
essential. Such reforms can be accompanied by incentives to encourage the transition of
activities from the informal sector to the formal economy. In addition, enhancing
transparency and accountability in the management of oil resources and reducing
corruption through effective oversight of resource utilization play a crucial role.
Strengthening regulatory institutions and ensuring the independence of the central bank
to implement more effective monetary policies can also reduce economic uncertainty.
Collectively, these measures can curb the reinforcing interaction between oil rent and
economic instability and lessen their impact on the size of the underground economy.
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Normality Test Results:
Jarque-Bera: statistic = 9.516, p-value = 0.00858
Shapiro-Wilk: statistic = 0.915, p-value = 0.00258
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0.1 (Intercept) 21.672 0.789 27.465 0.000
0.1 OilR*Gell 0.003 0.001 4.998 0.000
0.1 Open -0.081 0.017 -4.775 0.000
0.1 GS -0.381 0.024 -16.205 0.000
0.1 OilR 0.077 0.043 1.791 0.081
0.2 (Intercept) 21.143 2.277 9.286 0.000
0.2 OilR*Gell 0.003 0.001 2.233 0.031
0.2 Open -0.083 0.046 -1.831 0.074
0.2 GS -0.389 0.067 -5.845 0.000
0.2 OilR 0.149 0.098 1.526 0.135
0.3 (Intercept) 22.501 3.683 6.110 0.000
0.3 OilR*Gell 0.002 0.001 2.375 0.022
0.3 Open -0.118 0.072 -1.654 0.106
0.3 GS -0.401 0.098 -4.102 0.000
0.3 OilR 0.252 0.108 2.336 0.024
0.4 (Intercept) 24.868 3.761 6.612 0.000
0.4 OilR*Gell 0.002 0.001 1.612 0.115
0.4 Open -0.115 0.074 -1.543 0.130
0.4 GS -0.464 0.100 -4.621 0.000
0.4 OilR 0.223 0.121 1.838 0.073
0.5 (Intercept) 21.932 3.621 6.056 0.000
0.5 OilR*Gell 0.001 0.001 0.876 0.386
0.5 Open -0.051 0.076 -0.672 0.505
0.5 GS -0.351 0.090 -3.909 0.000
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0.5 OilR 0.193 0.115 1.669 0.103
0.6 (Intercept) 26.745 3.370 7.937 0.000
0.6 OilR*Gell 0.001 0.001 1.177 0.246
0.6 Open -0.143 0.073 -1.959 0.057
0.6 GS -0.425 0.073 -5.869 0.000
0.6 OilR 0.247 0.108 2.294 0.027
0.7 (Intercept) 25.279 5.249 4.816 0.000
0.7 OilR*Gell 0.002 0.001 1.826 0.075
0.7 Open -0.118 0.086 -1.368 0.179
0.7 GS -0.389 0.146 -2.667 0.011
0.7 OilR 0.219 0.110 1.991 0.053
0.8 (Intercept) 27.208 3.789 7.180 0.000
0.8 OilR*Gell 0.001 0.001 1.091 0.282
0.8 Open -0.146 0.058 -2.534 0.015
0.8 GS -0.430 0.091 -4.711 0.000
0.8 OilR 0.279 0.070 3.986 0.000
0.9 (Intercept) 32.200 3.175 10.143 0.000
0.9 QilGell 0.001 0.001 0.637 0.528
0.9 Open -0.250 0.057 -4.410 0.000
0.9 GS -0.482 0.079 -6.075 0.000
0.9 OilR 0.371 0.055 6.735 0.000
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