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Abstract

This study investigates the role of the government's operational and capital budget deficits
in shaping the asymmetric impact of government size on the underground economy in Iran.
To this end, the relative size of the underground economy was first estimated using the
Multiple Indicators Multiple Causes (MIMIC) method, revealing an average of 18.3 percent
of GDP over the study period. Subsequently, two econometric models were developed using
the nonlinear Autoregressive Distributed Lag (NARDL) approach to examine the effects of
operational and capital budget deficits on the relationship between government size and the
underground economy during the period 1980 to 2021. The long-run estimation results
indicate, first, that an increase in the capital budget deficit intensifies both the negative
impact of government size expansions and the positive impact of government size
contractions on the underground economy. Second, the operational budget deficit exhibits
a dual behavior: when the deficit exceeds 4.12 percent during expansions in government
size, the previously negative effect on the underground economy becomes unfavorable;
conversely, when the deficit exceeds 5.47 percent during contractions in governmentsize,
the previously positive effect becomes favorable. These findings suggest that the
operational deficit can reverse the direction of impact depending on its magnitude and the
nature of fiscal shocks. Additional results show that trade openness and unemployment—
used as control variables in the model—have a statistically significant and positive effect
on the underground economy.
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Extended Abstract
Introduction

The mentioned study separately examines the impact of the operational and capital budget
deficits on the relationship between the size of government and the underground
economy. Overall, this research aims to investigate whether the components of the
government budget deficit affect the extent of the government's size influence on the
underground economy, and if they do, in what

ways each component has an effect. The size of government has an asymmetric effect
on economic growth; therefore, considering the relative nature of the underground
economy (measured as a percentage of GDP), an asymmetric impact of government size
on the underground economy is expected. Accordingly, the present study uses a nonlinear
(asymmetric) distributed lag autoregressive approach. The difference between the
asymmetric and symmetric models is that in linear models, the absolute magnitude of the
explanatory variable’s impact does not differ between its increasing and decreasing
trends. In other words, in the Iranian economy, it is expected that the underground
economy responds differently to increases in government size compared to decreases. In
this regard, the structure of this paper is organized as follows: after the introduction, the
second section reviews the literature with an emphasis on theoretical and empirical
studies. The third section presents the methodology and data description. Then, in the
fourth section, the model is estimated using time series data with the nonlinear distributed
lag autoregressive method. The final section is devoted to the research findings and policy
recommendations.

Method

As mentioned in the introduction, the main objective of the present research is to analyze
and examine the role of the components of the government budget deficit on the
asymmetric impact of government size on the underground economy in Iran. To this end,
first, the relative size of the underground economy was estimated using the Multiple
Indicators-Multiple Causes (MIMIC) method over the period from 1980 to 2021. Then,
in specifying the research model, efforts were made to investigate the effects of both
increases and decreases in government size on the underground economy; separately
examining the effects of the two components of the government budget deficit (i.e.,
capital deficit and operational deficit) on this impact, using a nonlinear distributed lag
autoregressive approach.

Results and Discussion

This study examines and tests the role of the government’s capital and operational budget
deficits on the asymmetric impact of government size on the underground economy in
Iran. To this end, the relative size of the underground economy was first estimated using
the multiple-indicators multiple-causes (MIMIC) method over the period 1980 to 2021.
The estimation results confirm that during the 42-year period under study, the size of the
underground economy in Iran averaged 18.3% of GDP. According to the data description,
the government’s capital budget deficit followed an upward trend from 1980 to the fourth
development plan period and then shifted to a downward trend. It is also worth
mentioning that the operational budget deficit showed a relative declining trend. To
investigate how the operational and capital budget deficits affect the relationship between
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government size and the underground economy, a nonlinear distributed lag autoregressive
approach was employed. The findings based on long-term model estimates indicate that:
first, according to the first model, an increase in the government’s capital budget deficit
intensifies (or strengthens) both the favorable impact of positive shocks in government
size on the underground economy and the adverse impact of negative shocks in
government size on the underground economy. Second, according to the second model,
the operational budget deficit exhibits a dual behavior—specifically, increasing the
operational budget deficit from 4.12% during government size increases and 7.54%
during government size decreases makes the favorable (negative) impact of positive
government size shocks on the underground economy unfavorable, and the adverse
(positive) impact of negative government size shocks on the underground economy
favorable.

Conclusion

Based on the results of this study, it is recommended that the size of government be
increased to reduce the relative size of the underground economy. However, it should be
noted that due to the reinforcing role of the government’s capital budget deficit on the
favorable impact of positive shocks in government size on the underground economy,
greater focus should be placed on increasing government capital expenditures in
budgeting. This approach must be accompanied by prioritizing productive and
infrastructural projects to prevent resource misallocation and enhance their economic
returns. Although, during decreases in government size, policies aimed at reducing the
capital budget deficit should be considered. Furthermore, given the dual behavior of the
operational deficit when government size (expenditures) increases, policymakers need to
pay close attention to the operational budget deficit and pursue a targeted reduction of its
operational component. It is worth mentioning that the limitations of this study include
the model’s simplicity, data limitations with respect to time, and the estimation method
of the research model.
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1. Breusch-Godfrey Serial Correlation LM Test
2. Heteroskedasticity Test: Breusch-Pagan-Godfrey
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