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Abstract  

The shadow economy (SE) is a pathological normalcy, not only in developing countries 

but also in developed ones, causing disagreeable distortions in the real economy. The 

causes of the shadow economy can be traced back to actors who operate outside the 

formal sector to reap the benefits. The way these actors work can both affect the quality 

of governance and affect it. The right to comment and accountability, political stability 

and non-violence, government efficiency, the quality of governance laws, the rule of 

law and the control of corruption are indicators of governance evaluation in this regard. 

Therefore, in this study, using Hishao causality method, the causal relationship between 

these indicators with the shadow economy in Iran during the years 1995 to 2017 has 

been investigated. Findings show that government efficiency, rule of law and control of 

corruption have a two-way relationship with the shadow economy and the indicators of 

the right to comment and accountability, political stability and non-violence and the 

quality of governance laws have a one-way relationship with it. 
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Introduction

The shadow economy (SE) is a common 

parasitic feature of all the world's economies, 

causing significant distortions in both the 

economy and society. Numerous definitions 

of shadow economy (informal, covert, 

underground, unregistered, unreported, 

illegal, underground, parallel) have been 

proposed in the sources, all of which have 
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attempted to be controversial in nature. The 

most widespread and common definition, 

which focuses only on legal activities, is: "... 

those groups of economic activities and the 

proceeds of which circumvent or in some 

way circumvent laws, the tax system or gov-

ernment oversight" (Dell Ano and Schnei-

der, 2003 and Schneider & Enst, 2000). The 

size of the shadow economy affects the use-

fulness of macroeconomic policies, tax rev-

enues, the quantity and quality of public 

goods and services, international competi-

tiveness, the cost of government debt, the 

unemployment rate, the banking system, 

economic growth and productivity. For 

example, with the development of the 

shadow economy, tax sources are reduced, 

which in turn increases tax rates and re-

duces the quality and quantity of public 

goods and services (such as roads and 

health services). An increase in self-tax 

rates is an additional incentive to move 

further from the formal to the informal 

sector. In this way, a vicious circle is cre-

ated and the shadow economy expands 

(Nelson, 2016; Schneider & Williams, 

2013). 

The causes of the shadow economy can 

be traced to the benefits that actors outside 

the formal sector enjoy. The first explana-

tion, which is also one of the most common 

causes, the causes of the shadow economy 

can be traced to the benefits that actors out-

side the formal sector enjoy. The first expla-

nation, which is one of the most common 

causes, is related to tax evasion. Research 

has addressed the importance of the overall 

quality of governance. Among various 

scholars, Johnson, Kaufman, and Zoido-

Lobaton (1998) and Friedman, Johnson, 

Kaufman, and Zoido-Lobaton (2000) argue 

that weak rule of law exacerbates corruption 

in the formal economy. Other researchers 

have suggested that restrictions on, for exam-

ple, bureaucracy, labor, commercial law, or 

the quality of the institution or the pursuit of 

social interests are motivating for the shadow 

economy. 

The quality of governance affects the 

shadow economy in three different ways 

(and vice versa). First, the low quality of 

governance (bureaucracy, freedom of law, 

weak rule of law, and dysfunctional legal 

system) is a major cause of corruption, and 

corruption in turn promotes the shadow 

economy. Johnson et al. (1998), Hendrix, 

Moto, & Kane (1999), and Friedman et al. 

(2000) provided empirical evidence that 

corruption and the shadow economy are 

complementary. Second, good governance 

keeps laws and taxes light. In contrast, 

when governance is weak, tax rates are 

usually high and the quality of public 

goods is low. High tax rates cause economic 

actors to be pulled out of the formal economy. 

Finally, the quality of governance and the 

shadow economy seem to be positively 

correlated. The quality of governance can 

be assessed with the concept of good gov-

ernance. Good governance grew with the 

thought and theorizing of economists such 

as Douglas North, Ronald Coase, and most 

of all, Joseph Staglitz, who can be placed in 

the institutionalism school (Meydori, 2006). 

According to UNESCO, good governance 

means the mechanisms, processes, and insti-

tutions through which citizens, groups, and 

civic institutions pursue their own interests, 

exercise their legal rights, and fulfill their 

obligations. They fulfill. Therefore, good 

governance is defined as "the process of deci-

sion-making and implementation of decisions 

with a focus on formal and informal actors" 

(Gholipour, 2005). The main characteristics of 

governance are the right to comment and 

accountability, political stability and non-
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violence, government efficiency, quality of 

governance laws, rule of law and control 

of corruption (Mansouri Bidkani and 

Khosravi, 2021). 

The World Bank, in a 1992 report entitled 

"Governance and Development," defines good 

governance as "the way in which power is 

spent managing a country's economic and so-

cial resources for development." (Wood, 

2005). The term good governance refers to 

accountability in policy-making and policy-

making. Relationships are focused and the 

promotion of governance in all dimensions 

has been considered a necessary condition 

for development (Dadgar and Nazari, 2017). 

The emergence of good governance in the 

late 1990s is a kind of dialogue with good 

government in the economy. It was even 

accepted by the International Monetary Fund 

and the United Nations, which opposed the 

idea. In line with good government, in the 

1990s, several other types of government 

were introduced, which are: Efficient 

government is a government that has the 

characteristics of 1- Provides legal and 

adequate services to citizens with low 

time and cost 2- Its function It is consistent 

with the goals of the budget. 3- It seeks a 

balance between the receipts and payments 

of the budget, the government is account 

table. 1- It seeks to achieve economic stability. 

3. Provides for its actions in line with 

consumer satisfaction. 4. Follows poli-

cies, strategies and programs in which it 

promotes a culture of productivity; Deci-

sions are sufficiently transparent and pro-

vide regular and accurate reports on fi-

nancial performance and emphasize the 

effectiveness of the budget in the public 

and private sectors (Dadgar, 1397). The 

causes of the shadow economy can be 

traced to the benefits that actors outside 

the formal sector enjoy. The first explana-

tion, which is one of the most common 

causes, is related to tax evasion. Research 

has addressed the importance of the overall 

quality of governance. Among various 

scholars, Johnson, Kaufman, and Zoido-

Lobaton (1998) and Friedman, Johnson, 

Kaufman, and Zoido-Lobaton (2000) argue 

that weak rule of law exacerbates corruption 

in the formal economy. Other researchers 

argue that constraints such as bureaucracy, 

labor, business law, or the quality of the in-

stitution or the pursuit of social interests mo-

tivate the shadow economy. The quality of 

governance affects the shadow economy in 

three different ways (and vice versa). First, 

the poor quality of governance (bureaucracy, 

freedom of law, weak rule of law, and dys-

functional legal system) is a major cause of 

corruption, and corruption in turn promotes 

the shadow economy. Empirical evidence 

suggests that corruption and the shadow 

economy are complementary. Finally, the 

quality of governance and the shadow econ-

omy seem to be positively related. (Psychius 

et al., 2019) It can be stated that the term 

governance in economic literature is in the 

position of development literature and its 

purpose is to achieve sustainable human de-

velopment and with-it poverty reduction, 

sustainable employment and welfare, protec-

tion and revitalization. The environment is 

growth and development (Sharifzadeh and 

Gholipour, 2003). Therefore, in this study, 

the causal relationship between governance 

indicators and the shadow economy in Iran 

during the years 1995 to 2018 is investigated. 

 

Psychology 

Granger causality test 

In order to test the causality between macroe-

conomic variables, Granger causality test is 

used. This test indicates that if the past values of 

the time series variable can significantly predict 
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the values of Xt + 1, then we say y is the cause 

of X-ray and vice versa. In other words, the test 

is a kind of two-variable vector self-regression 

test as follows: 

(1)              

 

   

        

 

   

    

(2)              

 

   

        

 

   

    

So, if xt and yt are time series variables 

and ut and vt are two regression perturba-

tions, t also represent time and i and j are 

interrupt numbers. In this test, our hypothe-

ses are as follows: 

 

In other words, hypothesis H0 is the ab-

sence of a causal relationship between the 

two variables xt and yt and the opposite hy-

pothesis is the existence of at least one one-

way causal relationship between xt and yt. 

In the above relations, if the coefficients 

δj, βj are significantly opposite to zero, then 

there is a two-way causal relationship be-

tween xt and yt. If H_0 = ∑ _j = ∑ _j = 0 

(statistically), then there is no causal rela-

tionship between the two variables, and if 

β_j is significantly opposite to zero and ∑δ_j 

is equal to zero. In this case, there is a one-

way causal relationship from y to x, and fi-

nally, if statistically ∑ _j = 0 and ∑δ_ j ≠ 0, 

then there is a causal relationship from x to 

y. (Gujarati, 2014). 

 

The Hsiao causality test 

The Hsiao causality test is in fact a modified 

or modified Granger causality test. It should 

be noted that the Granger causality test is 

very sensitive to the selection of the optimal 

interval length. If in this test, the selected 

interrupt length is less than the optimal (real) 

interrupt length, the results will be biased, 

and if the selected interrupt length is more 

than the interrupt length. Is appropriate (re-

al), in which case the estimated parameters 

will be inefficient? However, in this test, 

failure to select the appropriate and correct 

interrupt length will cause irreversible prob-

lems in the model. For this reason, using this 

test to determine causal relationships will be 

unreliable. To solve this problem, in 1981, 

Xiao proposed a systematic self-regression 

method for selecting the optimal interval 

length for each of the variables of a regres-

sion equation. This method is actually a 

combination of the two methods of Granger 

causality and Akaik final prediction error 

(AFPE), which is called the average squares 

of prediction error. With this account, the 

shortcomings of Granger causality test will 

be eliminated and can be cited for valid 

causal tests (Mehregan, 2006). 

The method or technique of corrected 

Granger causality test (Hsiao) is two-step. In 

the first step, the self-regression models of 

the dependent variable are estimated, so that 

first the dependent variable is regressed on 

the same variable with an interval. The re-

gression is then fitted using two dependent 

variable intervals and so on. 

In fact, in this step, M regression is esti-

mated as follows: 

(5)                   

 

   

     

Where i is from 1 to m and represents 

the length of the interval. The choice of 

interval length depends on the sample 

size as well as the variable economic 

structure. To determine the optimal m, it 

is best to first select the interval length 

and then proportionally after each esti-

(3)              

(4)                
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mate (i = 1, 2, … m) m Calculate the FPE 

value for each of the regressions as fol-

lows: 

Where T represents the number of sam-

ples and FPE and ESS are the final predic-

tion error and the sum of the error squares, 

respectively. 

The optimal value of m (m *) is the in-

terval length that generates the least FPE. 

Therefore, in the first step, we determine m 

* and in the second step, using the selected 

m *, the corresponding regression is esti-

mated. But this time another variable is add-

ed and the process of repeating the estima-

tion will be performed by considering the 

constant m * and repeating the interval (n) 

for the new variable. 

In other words, selecting the optimal in-

terrupt length for the new variable will be 

repeated as in the first step process. There-

fore, the repetitive regressions will be as 

follows: 

(7) 
                  

  

   

           

 

   

     

 

The iteration takes place until j changes 

from 1 to n, where n represents the interval 

length for the variable y_t. Therefore, the 

optimal interrupt length n (n *) is where the 

following FPE is minimized: 

 

(8)          
      

      
            

Thus, in the above relation, m * is the op-

timal interval length for the variable xt and n 

is the interrupt length of the variable y_t. T 

is also the number of samples. As explained, 

the optimal interval length n (n *) will be 

determined so that the numerical value of 

Equation (9) is minimized. By determining 

the optimal interval length n (n *), the fol-

lowing regression will finally be fitted. 

(9) 
                  

  

   

           

  

   

     

Finally, to test the causality of the ob-

ject between x_t and y_t, the causal result 

will be determined by deleting one of the 

variables and comparing it with the FPE 

corresponding to m * and n *, which also 

contains the deleted variable. Suppose we 

delete the variable y and obtain the FPE 

corresponding to the regression propor-

tional to m * and then regress the regres-

sion (9) and compare the corresponding 

FPE (n *, m *) with the previous one. We 

can specify the causal direction between 

the variable x_t and y_t. The criterion for 

determining the direction of causality is 

as follows: 

If we remove y_t from model (9) and get 

FPE (m *) and then compare it with the cor-

responding FPE of n * and m *, which also 

contains the variable yt. The results will be 

as follows: 

(10)                      

(11)                      

 

In other words, in the case of Equation 

(10), x is not the cause of y and cannot cause 

its changes, but in the case of Equation (10), 

x can be the cause of y and justify its chang-

es. In Granger Xiao causality test, all varia-

bles need to be stable, and in case of insta-

bility, variables must first be differentiated 

to be stable, and then use their stable differ-

ence to perform the test (Hsiao, 1981). 

 

(6)        
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Results and discussion 

Estimation of the shadow economy 

In this study, to use the volume of shadow 

economy, the results of the study of Qasem 

Nejad et al. (2020) have been used. In this 

study, the volume of shadow economy is 

calculated using STATA software and MIMIC 

method as shown in the following diagram. 

 

 
Figure 1: The volume of shadow economy in Iran  

Source: Qasem Nejad et al. (2020) 

Check the stationary test 

To examine the stationary of inflation, the 

Phillips-Prone test was used, which based 

on the test result, this variable has a single 

root and is stationary. 

Table 1: 

Variable 
Width  

Of origin 
Process Test statistics P-value Result 

Shadow economy + + 47/2  47/4  
   Rejection of the 

hypothesis 

responsiveness + + 66/4-  66/4     Accepting the hypothesis 

Responsiveness  (4-)  + + 22/4-  44/4  
   Rejection of the 

hypothesis 

Political stability + + 69/4-  6/4     Accepting the hypothesis 

Political stability  (4-)  + + 4/42-  44/4     Rejection of the hypothesis 

Government efficiency + + 5/2-  92/4     Accepting the hypothesis 

Government efficiency (1) + + 46/6-  44/4  
   Rejection of the 

hypothesis 

Quality rules + + 66/9-  42/4     Rejection of the hypothesis 

Rule of Law + + 66/4-  69/4     Accepting the hypothesis 

Rule of Law (4-)  + + 72/4-  42/4     Rejection of the hypothesis 

Corruption control + + 69/4-  69/4     Accepting the hypothesis 

Corruption control  (4-)  + + 66/7-  44/4  
   Rejection of the 

hypothesis 
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As can be seen in the table above, the 

variables of shadow economy, accountabil-

ity and quality of laws remained at the level 

of permanence, and the variables of ac-

countability, political stability, government 

efficiency, rule of law and control of corrup-

tion remained constant 

Conclusions are now drawn about the 

relationship between governance indica-

tors and the shadow economy. The main 

issue is the direction of causality between 

the variables by which variable; That is, 

in pairwise studies of these variables, 

which of the two variables in question 

causes other changes. Causality test is 

used to investigate this issue. 

According to the time period used in 

this research, the number of test intervals 

in both directions is 5. The results of the 

Hsiao causality test for causality between 

the indicators of governance (right to 

comment and accountability, political 

stability and non-violence, government 

efficiency, quality of governance, rule of 

law and control of corruption) and shad-

ow economy are given in the following 

tables. 

4-5 The causal relationship between the 

right to comment and accountability and the 

shadow economy. 

The right to comment and respond to the 

shadow economy is given in Table 2.

 

Table 2: Hsiao causality test results the right to comment and respond to the shadow economy  

Number of interruptions 4 2 9 7 5 

       26/4  96/4  77/4  26/4  44/4  

          46/4  2/4  46/4  4/4  24/4  

As can be seen in the table above, the lowest 

value of FPE (i) in interval 5 was obtained with 

the value of 1.07 and the lowest value of FPE (i 

^ *. J) was obtained in interval 3 with the value 

of 1.06. A comparison of these two optimal 

values shows that; FPE (i ^ *. J) <FPE (i ^ *) 

and consequently the index of the right to 

comment and accountability is the cause of 

Iran's shadow economy 

The results of Hsiao causality test from 

shadow economy to the right to comment 

and respond are given in Table 3. 

 

Table 3: Hsiao causality test results from shadow economy to the right to comment and respond 

Number of interruptions 4 2 9 7 5 

       4464/4  44549/4  44765/4  44769/4  447674/4  

          445799/4  445656/4  446766/4  446262/4  445625/4  

As can be seen in the table above, the 

lowest value of FPE (i) in interval 4 was 

obtained with the value of 0.00483 and 

the lowest value of FPE (i ^ *. J) was ob-

tained in interval 1 with the value of 

0.00543. A comparison of these two op-

timal values shows that FPE (i ^ *. J)> 

FPE (i ^ *) and therefore the shadow econ-

omy is not the cause of the right to comment 

index. 

4-4 The relationship between the causali-

ty of political stability and non-violence and 

the shadow economy 

The index of political stability and 

non-violence to the shadow economy is 

given in Table 4. 

 

 

153 



                                                                           Investigating the Relationship between Governance Indicators … 

  

Table 4: Results of the Xiao causality test of political stability and non-violence to the shadow economy 

Number of interruptions 4 2 9 7 5 

       26/4  96/4  77/4  26/4  44/4  

          44/4  2/4  46/4  46/4  29/4  

As can be seen in the table above, the 

lowest value of FPE (i) in interval 5 was 

obtained with the value of 1.07 and the low-

est value of FPE (i ^ *. J) was obtained in 

interval 3 with the value of 1.06. A compari-

son of these two optimal values shows that 

FPE (i ^ *. J) <FPE (i ^ *) and as a result the 

index of political stability and non-violence is 

the cause of Iran's shadow economy. 

The results of the Xiao causality test 

from shadow economy to political stability 

and non-violence are given in Table 5. 

Table 5: 

Number of interruptions 4 2 9 7 5 

       4776/4  4777/4  4746/4  4769/4  4746/4  

          456/4  4566/4  4564/4  456/4  469/4  

As can be seen in the table above, the 

lowest value of FPE (i) was obtained in 

interval 2 with the value of 0.0444 and 

the lowest value of FPE (i ^ *. J) was ob-

tained in the interval 1 with the value of 

0.056 A comparison of these two optimal 

values shows that FPE (i ^ *. J)> FPE (i ^ *) 

and therefore the shadow economy is not the 

cause of the index of political stability and 

non-violence. 

4-5 The causal relationship between 

government efficiency and the shadow 

economy. 

From the government efficiency index to 

the shadow economy is given in Table 6. 

Table (6). 

Table 6: Results of Hsiao causality test of government efficiency to shadow economy 

Number of interruptions 4 2 9 7 5 

       26/4  96/4  77/4  26/4  44/4  

          65/4  69/4  42/4  62/4  67/4  

As can be seen in the table above, the 

lowest value of FPE (i) in interval 5 was 

obtained with the value of 1.07 and the low-

est value of FPE (i ^ *. J) was obtained in 

interval 4 with the value of 0.82. A compari-

son of these two optimal values shows that 

FPE (i ^ *. J) <FPE (i ^ *) and consequently 

the government efficiency index is the cause 

of Iran's shadow economy 

The results of Hsiao causality test from 

shadow economy to government efficiency 

are shown in Table 7. 

Table 7: Xiao causality test results from shadow economy to government efficiency 

Number of interruptions 4 2 9 7 5 

       444/4  4444/4  444/4  446/4  4464/4  

          442/4  449/4  447/4  446/4  4467/4  

As can be seen in the table above, the 

lowest value of FPE (i) in interval 5 was 

obtained with the value of 0.0087 and the 

lowest value of FPE (i ^ *. J) was obtained 
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in interval 5 with the value of 0.0087. A 

comparison of these two optimal values 

shows that FPE (i ^ *. J) <FPE (i ^ *) and 

consequently the shadow economy is the 

cause of the government efficiency index. 

4-6 The causal relationship between the 

quality of governance laws and the shadow 

economy. 

The quality index of governance laws to 

the shadow economy is shown in Table 8. 

 

Table 8: Results of the causal test of the quality of governance laws into the shadow economy 

Number of interruptions 4 2 9 7 5 

       26/4  96/4  77/4  26/4  44/4  

          47/4  66/4  42/4  45/4  49/4  

 

As can be seen in the table above, the 

lowest value of FPE (i) in interval 5 was 

obtained with the value of 1.07 and the low-

est value of FPE (i ^ *. J) was obtained in 

interval 2 with the value of 0.96. A compari-

son of these two optimal values shows that 

FPE (i ^ *. J) <FPE (i ^ *) and consequently 

the quality index of governance laws is the 

cause of Iran's shadow economy 

The results of Hsiao causality test from 

shadow economy to the quality of govern-

ance laws are given in Table 9. 

Table 9: 

Number of interruptions 4 2 9 7 5 

       244/4  246/4  249/4  245/4  465/4  

          264/4  269/4  946/4  927/4  96/4  

As can be seen in the table above, the 

lowest value of FPE (i) was obtained in in-

terval 5, with a value of 0.195 and the lowest 

value of FPE (i ^ *. J) in interval 1 with a 

value of 0.281. Come.  

A comparison of these two optimal 

values shows that FPE (i ^ *. J)> FPE (i ^ *) 

and therefore the shadow economy is not the 

cause of the quality index of governance 

laws. 

4-7The causal relationship between the 

rule of law and the shadow economy 

The rule of law index to the shadow 

economy is given in Table 10.  

 

Table 10: Results of the causal test of the rule of law to the shadow economy 

Number of interruptions 4 2 9 7 5 

       26/4  96/4  77/4  26/4  44/4  

          26/4  67/4  62/4  66/4  46/4  

As can be seen in the table above, the 

lowest value of FPE (i) in interval 5 was 

obtained with the value of 1.07 and the low-

est value of FPE (i ^ *. J) was obtained in 

interval 4 with the value of 0.76 A compari-

son of these two optimal values shows that 

FPE (i ^ *. J) <FPE (i ^ *) and consequently 

the rule of law is the cause of Iran's shadow 

economy. 

The results of Hsiao causality test from 

shadow economy to rule of law are given in 

Table 11. 
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Table 11: Hsiao causality test results from shadow economy to rule of law 

Number of interruptions 4 2 9 7 5 

       4446/4  446/4  4446/4  4462/4  4476/4  

          4467/4  444/4  4474/4  4492/4  4494/4  

As can be seen in the table above, the lowest 

value of FPE (i) in interval 5 was obtained with 

the value of 0.0048 and the lowest value of FPE 

(i ^ *. J) was obtained in interval 5 with the val-

ue of 0.0031. A comparison of these two opti-

mal values shows that FPE (i ^ *. J) <FPE (i ^ *) 

and consequently the shadow economy is the 

cause of the rule of law index. 

The causal relationship between corrup-

tion control and the shadow economy 6-7 . 

From the Corruption Control Index to the 

shadow economy is given in Table 12. 

Table 12: Results of the causal test of corruption control to the shadow economy. 

Number of interruptions 4 2 9 7 5 

       26/4  96/4  77/4  26/4  44/4  

          46/4  444/4  6/4  65/4  64/4  

As can be seen in the table above, the 

lowest value of FPE (i) in interval 5 was 

obtained with the value of 1.07 and the low-

est value of FPE (i ^ *. J) was obtained in 

interval 3 with the value of 0.8. A compari-

son of these two optimal values shows that 

FPE (i ^ *. J) <FPE (i ^ *) and consequently 

corruption control is the cause of Iran's 

shadow economy.  

The results of Hsiao causality test from 

shadow economy to corruption control are 

given in Table 13. 

Table 13: Hsiao causality test results from shadow economy to corruption control 

Number of interruptions 4 2 9 7 5 

       4467/4  4464/4  4466/4  4462/4  4464/4  

          4465/4  4446/4  4457/4  4456/4  4454/4  

As can be seen in the table above, the 

lowest value of FPE (i) in interval 5 was 

obtained with the value of 0.0061 and the 

lowest value of FPE (i ^ *. J) was obtained 

in interval 3 with the value of 0.0054. A 

comparison of these two optimal values 

shows that FPE (i ^ *. J) <FPE (i ^ *) and 

consequently the shadow economy is the 

cause of the corruption control index. 

 

Conclusions and suggestions 

The findings of this research can be expressed 

in two parts. First, the indicators of governance 

that have a two-way causal relationship with 

the shadow economy, and second, the indica-

tors that have a one-way causal relationship 

with the shadow economy. Based on these 

findings, the efficiency of government, rule 

of law and control of corruption have a two-

way causal relationship and the indicators of 

the right to comment and accountability, 

political stability and non-violence and the 

quality of governance laws have a one-way 

relationship. The efficiency of the govern-

ment is such that its low-level leads to an 

increase in the size of the shadow economy, 

and on the other hand, an increase in the size 

of the shadow economy affects the efficien-

cy of the government and leads to a de-

crease. This shows that the declining quality 
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of governance affects it as much as it affects 

the shadow economy. Strengthening the ef-

ficiency of the government through agility, 

transparency of information and empower-

ment of the government in its various pillars 

can be effective in this regard. The interac-

tion of the rule of law and the shadow econ-

omy also doubles the need for full imple-

mentation of the law in the country. A large 

part of the problems, such as the shadow 

economy, is the incomplete implementation 

of the laws, which is also affected by the 

shadow economy. Lack of control affects 

corruption as much as it affects the shadow 

economy. This two-way causal relationship 

shows that if corruption is not controlled, the 

shadow economy will be strengthened and 

the strengthening of the shadow economy 

itself will lead to the impossibility of con-

trolling corruption. Therefore, strengthening 

anti-corruption government and popular insti-

tutions and increasing sensitivities to corrupt 

events in the country can be very effective in 

reducing the size of the shadow economy. 

Political stability and non-violence as well as 

improving the quality of governance laws can 

be very effective in reducing corruption. 

Therefore, maintaining political stability and 

lasting security in the country along with im-

proving the quality of laws can be important 

in reducing the shadow economy. 
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