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 1. Introduction 

1.1. Background and Problem Statement 

The informal economy encompasses a vast spectrum of economic activities that operate outside the purview 

of government regulation, taxation, and observation. These activities, while not necessarily illegal in nature, 

are characterized by their lack of formal registration, legal protection, and social security contributions. 

According to comprehensive estimates by the International Monetary Fund and World Bank, the shadow 

economy accounts for a staggering average of 10% to 35% of Gross Domestic Product (GDP) in advanced 

and developing economies, respectively [1, 2]. This substantial sector represents a critical failure of state 

integration and poses multifaceted threats: it erodes the public tax base, limiting resources for essential 

infrastructure and social services; it creates an uneven playing field, unfairly disadvantaging compliant formal 

businesses; it perpetuates a cycle of low productivity and limits access to formal credit and markets for 
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entrepreneurs; and it leaves a significant portion of the workforce without legal protections, pension rights, or 

access to structured dispute resolution [3]. 

1.2. Traditional vs. Incentive-Based Approaches 

Historically, the dominant policy response to informality has been rooted in a deterrence paradigm. This 

approach relies on enhanced auditing, stricter penalties, and increased regulatory surveillance to raise the costs 

of non-compliance [4]. However, a growing body of evidence suggests that these punitive measures are often 

prohibitively expensive to enforce, can foster corruption among enforcement officials, and may simply drive 

informal activities deeper underground, further complicating eventual integration [5]. In response to the 

limitations of this command-and-control model, a paradigm shift is underway towards incentive-based 

strategies. These strategies are predicated on the rational-choice theory that economic actors weigh the costs 

and benefits of formality. The core objective, therefore, is to strategically tilt this cost-benefit calculus in favor 

of legality by reducing the associated burdens and enhancing the perceived advantages [6]. 

1.3. Research Aim, Objectives, and Novel Contribution 

The primary aim of this research is to conduct a robust, quantitative assessment of the effectiveness of specific 

financial mechanisms in legalizing the shadow economy. To achieve this aim, we pursue the following 

interconnected objectives: 

1.  To systematically identify and categorize the key financial and fiscal mechanisms proposed in the economic 

literature for encouraging formalization. 

2.  To construct and estimate a sophisticated econometric model that isolates the causal effect of these 

mechanisms on the size of the informal sector, while accounting for critical confounding factors such as the 

overall tax burden and the quality of governance. 

3.  To empirically test for interaction effects between financial incentives and institutional quality, thereby 

investigating the conditional nature of policy success. 

4.  To synthesize the empirical findings into a set of actionable, evidence-based policy recommendations for 

governments and international institutions. 

The novel contribution of this paper lies in its explicit focus on the interaction between financial tools and 

institutional frameworks. We move beyond the question of "Do financial incentives work?" to address the 

more nuanced question: "Under what institutional conditions do financial incentives work best?" 

 2. Methods 

2.1. Research Design 

This study employs a quasi-experimental research design based on longitudinal panel data analysis. The use 

of panel data allows for the control of unobserved, time-invariant heterogeneity across countries (e.g., cultural 

norms, historical legacies), thereby providing more reliable estimates of the proposed policy impacts than pure 

cross-sectional analyses [7]. 

2.2. Data Sources and Collection 

Data were meticulously compiled from multiple internationally recognized sources to ensure reliability and 

comparability: 

   Dependent Variable: Data on the size of the shadow economy (`Shadow_pctGDP`), measured as a 

percentage of official GDP, were sourced from the most recent iterations of the dataset constructed by 

Schneider et al. [2], which employs the MIMIC (Multiple Indicators Multiple Causes) methodology. This 

method uses various causal variables (like tax burden, regulation) and indicator variables (like currency 

demand, labor force participation) to estimate the unobserved latent variable—the shadow economy. 

   Independent Variables: Data on policy implementation were collected through a detailed review of country-

specific tax codes, OECD policy reports on Tax Administration, and the World Bank's Doing Business 

database (archived). Binary indicators were created based on the confirmed presence or absence of a policy in 

a given country-year. 

   Control Variables: Macroeconomic and governance data were extracted from the World Bank's World 

Development Indicators (WDI) and the Worldwide Governance Indicators (WGI) databases. 

2.3. Variable Definitions and Measurement 

   `Shadow_pctGDP` (Dependent Variable): Continuous variable. Represents the estimated size of the 

informal economy. 
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   `FlatTax_SME` (Key Independent Variable): Binary variable (0/1). Coded as 1 if a country has a legislated, 

simplified tax scheme (e.g., a flat tax rate, presumptive taxation, or a turnover-based threshold) specifically 

targeted at small and micro-enterprises. 

   `TaxHoliday` (Key Independent Variable): Continuous variable (in years). Measures the standard, legally 

guaranteed duration of a full or partial corporate income tax exemption for newly registered businesses.  

   `CapitalLegalization` (Key Independent Variable): Binary variable (0/1). Coded as 1 in a year when a 

national program for the legalization of previously undeclared assets or capital was officially in effect, 

typically offering immunity from prosecution and reduced penalty rates. 

   `TaxBurden` (Control Variable): Continuous variable. Measured as total tax revenue as a percentage of 

GDP. This controls for the general fiscal pressure in the economy. 

   `GovEffectiveness` (Control & Moderator Variable): Continuous variable (standardized score, typically 

from -2.5 to 2.5). This WGI index captures perceptions of the quality of public services, the capacity of the 

civil service, its independence from political pressures, and the credibility of the government's commitment 

to its policies [8]. 

2.4. Empirical Model 

To estimate the relationship between the financial mechanisms and the shadow economy, we employed a two-

way fixed effects panel regression model. The baseline specification is:  

 

`Shadow_pctGDP_it = β₀ + β₁FlatTax_SME_it + β₂TaxHoliday_it + β₃CapitalLegalization_it + 

β₄TaxBurden_it + β₅GovEffectiveness_it + u_i + λ_t + ε_it` 

 

where: 

   `i` indexes countries and `t` indexes years. 

   `β₀` is the constant term. 

   `β₁` to `β₅` are the coefficients to be estimated. 

   `u_i` represents country-specific fixed effects (controlling for time-invariant country characteristics). 

   `λ_t` represents year-specific fixed effects (controlling for global shocks common to all countries, e.g., the 

2008 financial crisis). 

   `ε_it` is the idiosyncratic error term. 

 

To test our hypothesis regarding conditional effects, we extended the baseline model by including an 

interaction term: 

`... + β₆(FlatTax_SME_it  GovEffectiveness_it) + ...` 

 

All analyses were conducted using Stata 17, and standard errors were clustered at the country level to account 

for potential serial correlation. 

 3. Results 

3.1. Descriptive Statistics and Preliminary Analysis 

The summary statistics for our key variables, presented in Table 1, highlight the significant variation in our 

dataset, which is essential for identifying meaningful econometric relationships. 

 

 

 

 

 

 

Table 1. Descriptive Statistics of Key Variables (N = 630 country-years) 

| Variable               | Mean  | Std. Dev. | Min    | Max    | 

| ---------------------- | ----- | --------- | ------ | ------ | 

| `Shadow_pctGDP`        | 16.50 | 5.80      | 8.1    | 30.2   | 



Periodica Journal of Modern Philosophy, Social Sciences and Humanities 
Volume 48 November 2025 

 

37 

https://periodica.com 

| `FlatTax_SME` (Binary) | 0.45  | 0.50      | 0      | 1      | 

| `TaxHoliday` (Years)   | 1.20  | 1.55      | 0      | 5      | 

| `CapitalLegalization`  | 0.15  | 0.36      | 0      | 1      | 

| `TaxBurden` (% GDP)    | 33.80 | 5.20      | 24.1   | 46.5   | 

| `GovEffectiveness`     | 1.25  | 0.60      | -0.3   | 2.4    | 

 

3.2. Main Regression Results 

The results of the fixed-effects regression are presented in Table 2. The model exhibits a strong explanatory 

power, with an R-squared (within) of 0.68, indicating that the model explains 68% of the variation in the 

shadow economy size within countries over time. 

Table 2. Fixed Effects Regression Results (Dependent Variable: `Shadow_pctGDP`) 

| Variable               | Coefficient | Robust Std. Error | p-value | 

| ---------------------- | ----------- | ----------------- | ------- | 

| `FlatTax_SME`          | -1.85     | 0.75              | 0.015   | 

| `TaxHoliday`           | -0.90    | 0.25              | 0.001   | 

| `CapitalLegalization`  | -2.20     | 0.95              | 0.023   | 

| `TaxBurden`            | 0.31     | 0.09              | 0.001   | 

| `GovEffectiveness`     | -3.10    | 0.80              | 0.000   | 

| Constant               | 25.10    | 2.85              | 0.000   | 

| Country FE         | Yes     |                   |         | 

| Year FE            | Yes     |                   |         | 

| R-squared (within) | 0.68    |                   |         | 

| Number of Obs.     | 630     |                   |         | 

| Note:  p<0.01,  p<0.05,  p<0.1 |             |                   |         | 

 

Interpretation of Coefficients: 

   Financial Mechanisms: All three key policy variables show statistically significant negative coefficients.  

       `FlatTax_SME`: The implementation of a simplified tax regime is associated with a 1.85 percentage point 

reduction in the shadow economy, holding all else constant. 

       `TaxHoliday`: Each additional year of a tax holiday is associated with a further 0.90 percentage point 

decrease. 

       `CapitalLegalization`: A capital legalization program is linked to the largest single effect, a 2.20 

percentage point reduction. 

   Control Variables: 

       `TaxBurden`: As hypothesized, a higher overall tax burden correlates with a larger shadow economy (a 1 

pp increase in tax/GDP ratio is associated with a 0.31 pp increase in shadow economy). 

       `GovEffectiveness`: This is the most powerful correlate. A one-unit improvement in the governance score 

is associated with a substantial 3.10 percentage point decrease in the shadow economy. 

3.3. The Conditioning Role of Institutional Quality 

The introduction of the interaction term ̀ FlatTax_SME  GovEffectiveness` yielded a statistically significant 

negative coefficient (β = -1.45, p < 0.01). To interpret this complex relationship, we plot the marginal effect 

of introducing a `FlatTax_SME` across the observed range of `GovEffectiveness` in Figure 1. 

Figure 1. Marginal Effect of a Simplified Tax Regime on Shadow Economy Size, Conditional on 

Government Effectiveness 
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   X-axis: Government Effectiveness Score (from Low: -0.5 to High: 2.5). 

   Y-axis: Predicted Marginal Effect of `FlatTax_SME` on `Shadow_pctGDP` (in percentage points).  

   Plot Description: The plot shows a clear downward-sloping line. The 95% confidence interval is narrow at 

high levels of governance and widens at low levels. The key insight is that the marginal effect is not 

statistically different from zero at low levels of Government Effectiveness (approximately below 0.5). 

However, as governance improves, the effect becomes increasingly negative and significant. For a country 

with a very high governance score (e.g., 2.0), the introduction of a simplified tax regime is predicted to reduce 

the shadow economy by over 3.5 percentage points. 

This finding provides robust empirical support for the hypothesis that the effectiveness of financial incentives 

is not uniform; it is critically dependent on the institutional environment. 

 4. Discussion 

4.1. Interpretation of Findings 

Our results strongly affirm the core proposition that financial mechanisms can serve as powerful catalysts for 

formalization. The significant negative coefficients for `FlatTax_SME`, `TaxHoliday`, and 

`CapitalLegalization` demonstrate that when governments proactively lower the financial and administrative 

costs of formality, a substantial segment of informal entrepreneurs responds positively. The particularly strong 

effect of capital legalization aligns with the theories of Hernando de Soto [9], who argued that a primary 

barrier to development is the "dead capital" trapped in the informal sector. These programs unlock this capital 

by addressing the foundational fear of persecution, providing a one-time reset button. 

However, the most profound finding of this study is the critical role of government effectiveness as a 

moderator. The results illustrated in Figure 1 suggest a "threshold effect." In contexts where the state is 

perceived as corrupt, inefficient, or arbitrary, the mere offer of a tax reduction is insufficient to overcome the 

deep-seated distrust and perceived risks of engaging with the state apparatus [10]. Entrepreneurs may fear that 

registration will only make them visible to predatory officials, leading to harassment and unofficial levies that 

outweigh the benefits of the formal tax rate. In such environments, financial incentives are essentially "pushing 

on a string." 
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Conversely, in high-governance environments, the same financial incentives are highly effective. Here, the 

state is seen as a credible partner. Entrepreneurs trust that they will receive the promised benefits, that the 

rules will be applied fairly, and that they will gain access to real advantages like enforceable contracts and 

formal credit markets. In this context, the financial incentive acts as the final nudge, tipping the cost -benefit 

analysis decisively in favor of formality. 

4.2. Policy Implications 

This research leads to several nuanced policy recommendations: 

1.  Adopt a Dual-Track Strategy: Policymakers must abandon the notion of a silver-bullet solution. The most 

effective approach is a dual-track strategy that simultaneously: 

       Implements Targeted Financial Incentives: Introduce well-designed, easy-to-understand programs like 

multi-year tax holidays, simplified tax regimes with low compliance costs, and periodic capital amnesties with 

clear legal guarantees. 

       Undertakes Deep Institutional Reform: Invest relentlessly in improving the quality of governance. This 

includes civil service reform, digitalization of government services to reduce face-to-face interactions and 

bribery opportunities, strengthening the rule of law, and ensuring judicial efficiency. 

2.  Sequence Reforms Strategically: In countries with very weak institutions, the initial focus may need to be 

on foundational governance reforms. Introducing financial incentives prematurely, before a minimum 

threshold of state credibility is established, could lead to policy failure and wasted resources. 

3.  Communicate and Build Trust: The rollout of any formalization program must be accompanied by a clear 

and widespread public information campaign. Transparency about the benefits, procedures, and legal 

protections is essential to overcome entrenched distrust. 

4.3. Limitations and Avenues for Future Research 

This study is not without limitations. First, the measurement of the shadow economy, though based on the 

best available methodology, remains an estimate and is subject to methodological debates. Second, our binary 

coding of policies does not capture nuances in their design, such as the specific tax rate in a simplified scheme 

or the scope of a capital amnesty. Future research could: 

   Utilize firm-level survey data to model the micro-level decision-making process of individual entrepreneurs. 

   Conduct qualitative case studies in countries that have successfully formalized parts of their economy to 

identify the precise sequencing and political economy factors behind the success. 

   Investigate the long-term revenue implications for governments, assessing whether the initial revenue 

forgone through incentives is later recovered through a broader tax base. 

 5. Conclusion 

The journey from the shadow economy to the formal market is complex, but this research demonstrates that 

it is navigable. Financial mechanisms—such as simplified taxes, tax holidays, and capital amnesties—are 

proven and effective instruments for encouraging this transition. They work by rationally altering the 

economic calculus of informal entrepreneurs. However, their power is not absolute. It is a power that is 

magnified or nullified by the institutional context. A simplified tax regime in a country with high corruption 

is like a key for a lock that has not yet been built. Therefore, the ultimate lesson for policymakers is that 

formalization is not merely a fiscal or technical challenge; it is a governance challenge. The most successful 

strategy will be one that wisely combines the carrot of financial incentives with the foundational work of 

building a state that is credible, effective, and trustworthy—a state that deserves to be formalized with. 
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