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Abstract:

The purpose of this paper is to investigate the impact of
financial development and tax evasion on the size of the
underground economy. The large size of the
underground economy has a negative effect on the
economy through three channels: economic data
deviation; Inefficiency of government economic policies
and behaviour of households and firms in conflict with
national interests. Therefore, any policy that reduces the
size of the underground economy will be of great
importance. Thus, the present study has specified a
model (TVP-FAVAR) with the aim of investigating the
relationship between financial development and the
underground sector of the Iranian economy. For this
purpose, annual time series data in the period 1350 to
1394 and two tools of impulse response functions and
cumulative functions have been used. The results of this
study show that the dynamics of the underground
economy in response to shocks as much as a standard
deviation in financial development is declining .Also, a
shock as much as a standard deviation in tax revenue
will increase the underground economy over time.
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1. Time-Varying Parameter Factor Augmented VAR
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