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Abstract:

One of the tax-related issues in free trade—industrial zones is tax evasion through exemptions from tax payment. Among such
regulations is Article 13 of the Law on the Administration of Free Trade Zones, which stipulates that economic actors in free
zones are exempt from paying taxes for twenty years. This incentive has led to the establishment of shell companies. This
article attempts to address the numerous examples and the concept of such companies in the Aras Free Trade Zone. According
to field research conducted in the Aras Free Trade Zone, since its establishment, more than 18,771 companies have been
registered. Of this number, 9,835 business licenses were issued, of which fewer than 1,870 were actually active, while the rest
were inactive at the time of data collection. What is noteworthy is that some of these companies were in fact operating in the
mainland. This situation has acquired a specific conceptual nature, the formation process of which is explained in the
subsequent sections of this article. The research findings reveal that shell companies in free zones share certain conceptual and
practical similarities with mainland shell companies, while also diverging in some aspects.
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Extended Summary

The issue of tax evasion has been a longstanding challenge for national economies, disrupting fiscal stability and
undermining social trust in public institutions. Historically, various methods have been deployed by individuals and
corporations to conceal wealth and minimize tax liabilities, but in the contemporary globalized economy, one of the most
pressing concerns has been the rise of shell companies and their widespread use in free trade—industrial zones. These zones,
originally designed to attract foreign investment, stimulate exports, and enhance economic competitiveness, have
unintentionally created fertile ground for fraudulent and semi-legal practices that exploit tax exemptions and regulatory
loopholes. In particular, Article 13 of the Law on the Administration of Free Trade Zones in Iran provides twenty years of tax
exemption for companies registered in these areas, thereby encouraging large-scale establishment of entities that often exist
only on paper without actual economic activity. This problem is especially acute in the Aras Free Trade—Industrial Zone, where
field research indicates that of the more than 18,771 companies registered since its creation, fewer than 1,870 are active in
genuine business operations, with the remainder functioning either as inactive placeholders or as instruments of tax avoidance
and money laundering. The economic damage inflicted by these practices is multifaceted, reducing government revenues,
distorting market competition, and facilitating the proliferation of illegal financial flows. At the global level, international
organizations have consistently warned about the detrimental impacts of such evasive mechanisms, stressing how they erode
tax justice and undermine sustainable development (International Monetary Fund, 2019; OECD, 2019; United Nations, 2019;
World Bank, 2019).

The theoretical and empirical literature on shell companies emphasizes their dual character as both legally incorporated
entities and fraudulent mechanisms that enable illicit financial behavior. These companies may exist in a completely inactive
form, operating merely as registered names, or they may engage in limited economic activities while disguising their primary
purpose of evading taxation or laundering illicit funds. Scholars have long highlighted that shell companies are not a new
phenomenon but rather an evolved instrument of financial manipulation, which thrives in environments with weak governance,
insufficient oversight, and broad exemptions from regulatory scrutiny (International Chamber of Commerce, 2019; World

Trade Organization, 2019). The negative impacts associated with them extend far beyond fiscal losses; they foster conditions
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of unfair competition in which compliant businesses struggle to survive, while fraudulent entities enjoy undue advantages.
Moreover, by concealing beneficial ownership and facilitating capital transfers across jurisdictions, shell companies contribute
to the global problems of terrorism financing and organized crime. Regulatory bodies such as the Financial Action Task Force
and the Organization for Economic Cooperation and Development have repeatedly stressed the necessity of coordinated
international responses to curb the growth of such entities (Financial Action Task Force, 2019; Organization for Economic
Cooperation Development, 2019). In this respect, the rise of shell companies in free trade zones cannot be viewed in isolation
but must be situated within the broader dynamics of globalization, regulatory arbitrage, and financial innovation, where
opportunistic actors exploit the discrepancies between national and international tax regimes to their benefit.

From a conceptual perspective, the academic discourse has identified various forms and categories of shell companies, each
serving distinct purposes. Some are created solely to hold assets or issue invoices that distort financial records, thereby enabling
other companies to inflate costs and reduce taxable income. Others function as intermediaries in the movement of capital,
masking the origin and destination of funds through multi-layered and cross-border transactions. Still others are designed to
fabricate fictitious investment projects or operate in import—export activities where false valuations of goods are used to benefit
from customs exemptions. The multiplicity of these practices reveals that shell companies are not monolithic but highly
adaptable structures that evolve in response to changes in regulation and enforcement. The literature also indicates that the
drivers of shell company formation are deeply rooted in systemic weaknesses: overly generous tax exemptions, simplified
registration procedures without adequate due diligence, lack of interconnected oversight systems between free zones and the
mainland economy, and limited application of digital monitoring tools. For example, while many free zones claim to facilitate
investment through efficiency and deregulation, the absence of robust supervisory frameworks effectively opens the door for
fraudulent activities that would not easily occur under stricter mainland legislation (Braithwaite, 1985; Shleifer & Vishny, 1997).
As such, the growth of shell companies in these spaces illustrates the paradox of free trade zones: while they are intended to
attract capital and stimulate growth, their loose governance frameworks frequently undermine both fiscal and developmental
objectives.

The scholarly debate also draws attention to the broader policy and governance implications of shell company proliferation.
From one perspective, it demonstrates the inadequacy of current legal frameworks to keep pace with the ingenuity of actors
who exploit tax havens and free zones. From another, it highlights the risks of policy trade-offs, where governments eager to
promote economic growth through liberalization end up sacrificing regulatory integrity and fiscal discipline. Authors such as
Stiglitz have underscored the importance of a comprehensive approach that integrates legal, economic, and institutional reforms
to address systemic loopholes and restore the integrity of financial systems (Stiglitz, 2002). Similarly, OECD reports have
repeatedly emphasized the necessity of international coordination to prevent harmful tax competition and to ensure that
multinational corporations and shell entities cannot arbitrage between jurisdictions (OECD, 2017). At the same time, it is clear
that national governments must take primary responsibility for ensuring transparency, enforcing due diligence, and preventing
the misuse of free zones as vehicles for tax evasion. Without such coordinated reforms, the proliferation of shell companies
threatens not only the fiscal health of states but also the legitimacy of legal and economic institutions, as public perception of
fairness and equity erodes under the visible weight of corruption and privilege.

The empirical evidence from the Aras Free Trade—Industrial Zone provides a striking illustration of these theoretical
dynamics. Despite the legal intention of stimulating investment, most of the registered companies fail to contribute

meaningfully to economic growth, instead functioning as placeholders to exploit tax exemptions. The situation is exacerbated
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by deficiencies in oversight: company registration processes lack adequate scrutiny of founders’ backgrounds, financial flows
remain insufficiently monitored, and the absence of integration between free zone registries and national systems allows entities
to operate under multiple identities without accountability. The consequences are evident in diminished tax revenues, distorted
competition, and increasing opportunities for corruption and capital flight. This empirical case reinforces the insights of global
institutions and scholars, demonstrating that when regulatory exemptions are not matched by stringent supervisory mechanisms,
free trade zones risk becoming hubs for economic malpractice rather than engines of growth. The Aras example is therefore
both a national concern and a microcosm of the global problem, as similar dynamics are visible across many developing
countries where free zones are employed as tools of liberalization without adequate governance safeguards.

In conclusion, the problem of shell companies in free trade—industrial zones is emblematic of the broader tensions between
liberalization and regulation in the global economy. On the one hand, such zones are established with the aim of boosting
exports, attracting foreign investment, and generating employment; on the other hand, their poorly designed legal and
supervisory frameworks often transform them into fertile ground for tax evasion, corruption, and illicit financial practices. The
evidence from the Aras Free Trade Zone highlights the scale of the problem, with thousands of companies registered but only
a fraction actively engaged in genuine business. The theoretical literature underscores that shell companies are multifaceted,
ranging from inactive entities to sophisticated multi-jurisdictional structures designed to conceal ownership and facilitate illicit
transfers. The policy implications are profound: unless governments strengthen oversight, integrate free zone systems with
national databases, and adopt international best practices in financial transparency, the long-term costs in terms of lost revenue,
weakened competitiveness, and public distrust will outweigh the short-term benefits of investment attraction. Ultimately,
addressing the challenge of shell companies requires a comprehensive and multi-level strategy that balances the goals of

economic liberalization with the imperatives of fiscal integrity and regulatory justice.
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