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Results: The results showed that the variables of political stability and trade
openness have a negative and significant effect on the inflation rate. Therefore,
improving political stability and reducing political and social violence will
reduce inflation. The variables of economic growth, World Uncertainty Index,
shadow economy and interactive variable (shadow economy and political
stability) have a positive and significant effect on the inflation rate in Iran.
According to the results, increasing uncertainty in economic policies and
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Introduction

In the Iranian economy, the large informal sector and high inflation have become a
continuous and lasting challenge. According to official reports, the average inflation rate during
the study period from 1996 to 2022 is equivalent to 20.76%, which has become a worrying
phenomenon in the Iranian economy due to the downward trend of inflation worldwide. The
cause of inflation in Iran can be different according to empirical studies. However, one of the
most influential factors on inflation is political factors that have an expected inflationary effect
on inflation. Also, one of the key variables that has mostly been overlooked in empirical studies
is the shadow economy. The size of the shadow economy is also significant in Iran. The average
size of the informal economy during the study period was equivalent to 17% of gross domestic
product. A large shadow economy reduces the tax base and also disrupts stabilization policy.
Systemic weaknesses resulting from a large shadow economy weaken the advantages of
political stability. Therefore, it seems necessary to investigate the impact of political instability
and the shadow economy and consider the interactive effects of these two variables. This study
examines the impact of the shadow economy and political stability on inflation in Iran using a
fully modified least squares method.

Method

In this study, the research model was selected to investigate the role of the shadow economy,
World Uncertainty Index, and political stability on inflation in Iran, based on the literature
review and following the study of Tran (2023) and Mazhar and Jeffery (2017). To conduct the
research, inflation rate, economic growth, trade openness, World Uncertainty Index, political
stability index, shadow economy index, and the interactive variable of political stability and
shadow economy were used. The data used in this study were extracted from the World Bank
database and the World Uncertainty Index database for the period 1996-2022. Given the nature
of the research data, the model was estimated using the fully modified least squares method
(FMOLS). EViews 13 software was used for research, data description, and inference.

Results

For testing the stability of the variables, the generalized Dickey-Fuller test (ADF) was used.
The results show that the research data is not stationary and is stationary at the first-order
difference with a 1% probability. Given that the volume of data was less than 100, the optimal
breakpoint was determined using the Schwartz-Bayesian criterion. To investigate the long-term
relationship between research variables, the Johansen-Juselius cointegration test was used. The
results of the above test indicate the minimum existence of three cointegrated vectors between
the model variables. The research model was estimated using the fully modified least squares
method (FMOLS). According to the results, the per capita gross domestic product variable is
significant at the 1% level and has a positive effect on the inflation rate. A 1% increase in long-
term economic growth can increase the inflation rate by 2.66 units in the Iranian economy. The
trade openness is significant at the 1% level and has a negative effect on the inflation rate. The
World Uncertainty Index is significant at the 5% level and has a positive sign. If one unit of
uncertainty and World Uncertainty increases, the inflation rate in Iran will increase by 1.23
units. The political stability index in this model is significant at the 5% level. According to the
results, if one unit of political stability improves in Iran or political instability in the country is
reduced, the inflation rate in the long run will decrease by 1.271 units. The shadow economy
index is significant at the 1% level and has a positive sign. A one-unit increase in the ratio of
informal production to gross domestic product increases the inflation rate by 0.935 units. The
coefficient of the interaction variable of political stability and shadow economy is significant
at the 5% level and has a positive sign. A one-unit increase in the interactive index will increase
the inflation rate by 0.331 units. According to the results, when the shadow economy is
accompanied by political stability, the negative effect of political stability decreases and moves
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towards the positive. Therefore, a large shadow economy will reduce political stability in the
country. On the other hand, significant political stability in the country causes the size of the
shadow economy to decrease. The results of the study confirm the research hypothesis in the
long run.In the FMOLS model, the results of the Hansen and Park tests were used to investigate
the long-term relationship.

Conclusions

The results of this study confirm the hypothesis that the size of the shadow economy can
weaken the effect of political stability on the inflation rate. Therefore, inflation is not only
determined independently by the shadow economy and political stability, but there is also a
mutual effect between the two variables. The results of this study suggest that higher inflation
and policy failures are likely to occur in an economy with more shadow activities, which also
affects political stability. Political stability only helps reduce inflation if there is a small shadow
economy.
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