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The objective of this study is to examine the nonlinear effect of money
laundering on income inequality in selected Islamic countries, including Iran,
Tiirkiye, Indonesia, Malaysia, Pakistan, Egypt, Kazakhstan, and Kyrgyzstan,
over the period from 2012 to 2024. Given the limited availability of direct and
comparable indicators of money laundering, the Corruption Perceptions Index
and the ratio of money supply to gross domestic product (GDP) are used as proxy
indicators for money laundering. In addition, inflation, per capita income, the
square of per capita income, and economic openness are included in the model
as control variables. To examine nonlinear relationships and the dependence of
the results on economic conditions, the Panel Smooth Transition Regression
(PSTR) model is employed. Within this framework, three threshold variables,
namely the exchange rate, economic growth, and economic openness, are
considered to identify different economic regimes and allow for changes in the
behavior of the variables at different levels of these indicators. The advantage of
this approach is that, unlike linear models, it can capture gradual changes in
coefficients and heterogeneity across countries under different economic
conditions. The findings of the study show that the relationship between money
laundering and income inequality is neither linear nor uniform, and its effect
depends on macroeconomic conditions. The results indicate that inflation
persistently increases income inequality. Moreover, the coefficients of per capita
income and its squared term confirm the existence of a nonlinear relationship
between economic development and income inequality, consistent with the
Kuznets hypothesis. In addition, the effects of the Corruption Perceptions Index
and the ratio of money supply to gross domestic product are not uniform across
all economic regimes, and the magnitude of their effects changes with variations
in exchange-rate conditions, economic growth, and economic openness. Overall,
the results show that macroeconomic and institutional variables play an
important role in transmitting the effects of money laundering to income
inequality.
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Introduction

Income inequality has become one of the major challenges to economic development in many Islamic
countries over the past two decades. Despite structural differences among these countries, a considerable
proportion of them face varying levels of income inequality, wealth concentration, limited access of
low-income groups to economic opportunities, and unequal access to the benefits of economic growth.
Accordingly, identifying the factors affecting income inequality and the mechanisms through which
their effects are transmitted has become one of the main areas of research in development economics.
According to the definition provided by the Financial Action Task Force (FATF), money laundering is
a process through which proceeds derived from illegal activities are transformed through a series of
financial and economic transactions in such a way that their illicit origin is concealed and they are
introduced into the formal economy as legitimate income. This phenomenon is not merely a financial
offense; rather, it is a complex process that can affect market performance, resource allocation, the
effectiveness of economic policies, and income distribution. From a theoretical perspective, money
laundering can intensify income inequality through multiple channels. First, the expansion of opaque
financial flows leads to the diversion of resources from productive activities toward speculative and
informal activities. Second, increased tax evasion and the weakening of the government’s revenue base
reduce policymakers’ ability to implement redistributive programs and provide support to vulnerable
groups. Third, the entry of illicit financial resources into asset markets can lead to higher asset prices
and greater concentration of wealth among privileged groups. Finally, the expansion of money
laundering-related activities reduces economic transparency and weakens the efficiency of the financial
system, a process that results in a widening of the income gap.

Methodology

In this study, the PSTR approach is employed to examine the effect of money laundering on income
inequality in selected Islamic countries. In this regard, three different thresholds are selected: the
exchange rate, economic growth, and economic openness, in order to determine the effects of money
laundering proxies on inequality under different economic conditions. The first threshold examined is
the exchange rate, which plays an important role in shaping income inequality and institutional effects.

Results and Discussion

The findings show that inflation has a persistently positive and statistically significant effect on
inequality, particularly among low-income groups that allocate a large share of their consumption to
essential goods. The effect of per capita income is negative, while the effect of its squared term is
positive, confirming the Kuznets curve pattern; in other words, economic growth at lower levels
contributes to reducing inequality, but at higher levels, capital concentration and structural inequalities
limit the positive effect of growth on the income gap.

The effects of institutional corruption are threshold-dependent. Under conditions of low and stable
exchange rates, a reduction in corruption significantly reduces inequality. However, under conditions of
exchange-rate instability or high exchange rates, the effect of corruption on inequality is statistically
insignificant, as severe exchange-rate fluctuations and widespread inflation offset the effects of
institutional reforms. At the level of economic growth, corruption also exhibits a nonlinear effect. In the
low-growth regime, corruption has little effect. At the medium level of economic growth, reducing
corruption significantly decreases inequality, and this stage represents the best opportunity for anti-
corruption policies.

When economic openness is considered as the threshold variable, the results show that the effect of
corruption on inequality is statistically insignificant in highly open or closed economic environments.
At intermediate levels of economic openness, the combination of institutional reforms and economic
integration has the greatest effect on reducing inequality.
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Economic Threshold Proxy Number of Effect on Income Inequality
Regimes
Exchange Rate Corruption 2 regimes (low, Significant effect in the low regime;
high) negligible effect in the high regime
Exchange Rate Liquidity 3 regimes (low, Limited effect in the low regime;
middle, high) strongest effect in the middle regime;
limited effect in the high regime
Economic Growth Corruption 3 regimes (low, Limited effect in the low regime;
middle, high) strongest effect in the middle regime;
limited effect in the high regime
Economic Growth Liquidity 3 regimes (low, Noticeable effect in the low regime;
middle, high) inequality-intensifying effect in the
middle regime
significant effect in the high regime
Trade Openness Corruption 2 regimes (low, No noticeable effect in either regime
high)
Trade Openness Liquidity 2 regimes (low, Significant effect in the low regime;
high) noticeable effect in the high regime
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