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INSTITUTIONAL DETERMINANTS OF THE
SHADOW ECONOMY AND THEIR IMPACT ON
HOUSEHOLD WELFARE

Afenov Nursultan Nugmatillaevich
Independent Researcher,
Tashkent State University of Economics

Abstract. Differences in the size of the shadow economy across countries are determined largely by institutional quality rather than by
economic factors alone. This study shows that stronger regulatory quality, effective control of corruption, and the rule of law are asso-
ciated with lower levels of informality, whereas higher tax burdens and more complex business registration procedures contribute to its
expansion. Since the shadow economy negatively affects household welfare, improving institutional quality represents a more effective
long-term strategy for promoting economic formalization than relying solely on stricter enforcement.

Keywords: shadow economy, institutional quality, regulatory burden, corruption, household welfare.

Annotatsiya. Mamlakatlar kesimida yashirin iqtisodiyot ko‘lamidagi farqlar faqat iqtisodiy omillar bilan emas, balki ko‘p jihatdan
institutsional sifat bilan ham belgilanadi. Tadqiqot natijalari tartibga solish sifati, korrupsiyani nazorat qilish samaradorligi va qonun
ustuvorligi norasmiy iqtisodiy faoliyat darajasining pasayishi bilan bog‘liqligini, yuqori soliq yuki hamda biznesni ro‘yxatdan o‘tkazish
tartib-taomillarining murakkabligi esa yashirin iqtisodiyot ko‘lamining kengayishiga ta’sir ko rsatishini ko‘rsatadi. Yashirin iqgtisodi-
yot uy xo‘jaliklari farovonligiga salbiy ta’sir ko‘rsatishi sababli, institutsional sifatni yaxshilash iqtisodiy faoliyatni rasmiylashtirishni
rag‘batlantirishda faqat nazorat choralarini kuchaytirishga tayanishga nisbatan samaraliroq uzoq muddatli strategiya hisoblanadi.

Kalit so‘zlar: yashirin iqtisodiyot, institutsional sifat, tartibga solish yuki, korrupsiya, uy xo‘jaliklari farovonligi.

AnHoranusi. Paznmums B MaciiTabax TEHEBOH SKOHOMHUKH MEXKAY CTpaHaMHu OHNPEACIIAOTCS HE TOJIBKO S5KOHOMHUYECKUMHU
q)aKTOpaMI/I, HO W B 3HAYUTEIHHOW CTEMEHU KAYECTBOM HWHCTUTYTOB. Pe3yJILTaTI)I HCCIICIOBaHMs IMOKa3bIBAKOT, YTO IMOBBIIICHHUE
Ka4yeCTBa pEryJIupoOBaHUs, 3(1)(1)CKTI/IBHOCTB KOHTPOJIA KOPPYIIIMKW W BEPXOBCHCTBO 3daKOHA CBA3aHbl CO CHUXKCHUEM YPOBHS
Heq)OpMaIILHOﬁ 9KOHOMUYECKON JACATCIIBHOCTH, TOT Ia KaK 0oJ1ee BBICOKAsI HAJIOTOBast Harpyska U CJIO0XKXHOCTb MPOUEAYpP perucrpanun
OusHeca CHOC06CTByIOT pacHIMpeHUIo TEHEBOW 3KOHOMHUKH. HOCKOJ’IBKy TEHEBass SKOHOMHKA OKa3bIBA€CT HETATWUBHOC BIIMSAHHUC Ha
0JIar0COCTOSTHHE JAOMAITHUX X03HI71CTB, TOBBINICHUE HWHCTUTYLUOHAJIBHOTO Ka4de€CTBa MNPEACTABIISICT coboit Ooiee 3(1)(1)6KTI/IBHyIO
JOJTOCPOYHYIO CTPATECTUIO CONCUCTBUS q)OpMEU'IPBaHI/H/I 9KOHOMHUYECKOU IS TEITHHOCTHU TI0 CpaBHEHHIO C OHOpOﬁ HUCKIIFOUUTCIIbHO Ha
YCUIICHUE KOHTPOJbHBIX MEP.

KiioueBble cjioBa: TeHeBas >KOHOMHKA, HHCTHTYLIHOHAIBHOE KayecTBO, PETyJSATOpHAs Harpys3ka, KOppymLus, 0JarococTosHHE
JIOMAIITHUX XO35HCTB.

INTRODUCTION

Previous studies within this research domain have analyzed the impact of the shadow economy on household welfare
from two main perspectives: initially at the national level and subsequently across different regions of Uzbekistan. However,
a more fundamental issue, namely, the key determinants influencing the formation and scale of the shadow economy, has
not yet been sufficiently explored in these studies. Although the previously examined monetary and structural approaches
provide valuable tools for identifying informal economic activities and estimating their magnitude, they do not fully
explain why the shadow economy remains at around 15% of GDP in some countries, while reaching nearly 35% in
neighboring countries with relatively similar economic conditions and tax systems.

The institutional theory developed by Douglass North provides an important theoretical foundation for explaining
these differences. According to this approach, economic development is determined not only by the availability of resources
but also by the quality of formal and informal institutions that regulate the processes of resource utilization, exchange,
and protection. From the perspective of the shadow economy, the transition of economic agents into informal activities
is often not a deliberate attempt to violate legal regulations, but rather a form of adaptation to the existing institutional
environment. In this context, the costs associated with tax compliance, the complexity of business registration procedures,
the efficiency of public administration, and the level of protection provided by the legal system play a crucial role.

LITERATURE REVIEW

Institutions as the foundation of economic behavior. Institutional economics, particularly the work of North,
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shifted the explanation of economic growth away from a narrow focus on resource endowments toward the institutional
environment in which economic activity occurs. This perspective emphasizes that secure property rights, effective contract
enforcement, and lower transaction costs create incentives for productive economic behavior. Consequently, institutional
quality is widely regarded as a fundamental factor influencing the size and persistence of the informal economy. [1]

Cross-country evidence on the drivers of informality. Comparative research by Friedman, Johnson, Kaufmann,
and Zoido-Lobaton across 69 countries demonstrated that the expansion of the informal sector is associated not only with
taxation but also with the complexity of regulatory requirements and differences in governance effectiveness. Their findings
indicate that businesses may choose to operate outside the formal economy not only because of tax-related considerations
but also in response to relatively complex administrative requirements, variations in regulatory enforcement practices, and
institutional environments characterized by differences in institutional transparency and governance practices. [2] Building
on this institutional perspective, the Worldwide Governance Indicators developed by Kaufmann, Kraay, and Mastruzzi
have become one of the most widely used international datasets for assessing governance quality. The indicators provide
consistent measures of regulatory quality, rule of law, control of corruption, and government effectiveness across more
than 200 economies, making them a valuable resource for empirical studies of informality and institutional performance.
(3]

The cost of formal registration. A comparative analysis by Djankov, La Porta, Lopez-de-Silanes, and Shleifer
revealed substantial international differences in the procedures, time requirements, and financial costs associated with
establishing a formal business. Their evidence suggests that economies imposing more complex entry regulations
generally experience higher levels of corruption and a larger informal sector, while stricter registration requirements do
not necessarily improve regulatory performance. These findings provide the theoretical justification for including business
registration costs as an explanatory institutional variable in the present analysis. [4]

Institutional quality in shadow-economy estimation. In their cross-country estimation of the shadow economy,
Schneider, Buehn, and Montenegro incorporated institutional characteristics such as business freedom and fiscal freedom
into the causal component of the MIMIC model. Their approach reflects the widely accepted view that differences in
institutional quality play a more decisive role in explaining the scale of informality than tax rates alone. [5] Expanding this
perspective, Torgler and Schneider argued that institutional performance also shapes tax morale, defined as individuals’
voluntary willingness to comply with tax obligations. Where governance effectiveness and institutional confidence are
relatively limited, tax morale tends to decline, encouraging greater participation in informal economic activities and
reinforcing the persistence of the shadow economy. [6]

ANALYSIS AND RESULTS

To see whether this institutional logic holds up against real cross-country patterns, regulatory quality scores
were plotted against shadow economy estimates for seven countries spanning a wide range of institutional
development.

Figure 1. Regulatory quality and the shadow economy, selected
countries (2025 estimate)
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1 Source: Compiled by the author based on World Bank WGI and shadow economy data.
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Figure 1 illustrates a clear inverse relationship between regulatory quality and the size of the shadow economy across
the selected countries. Among the observations, Sweden represents a comparatively high level of institutional quality,
with a regulatory quality score close to the upper end of the global scale and an estimated informal economy equivalent
to approximately 13% of GDP. At the opposite end, Nigeria records a comparatively lower regulatory quality score and
correspondingly exhibits a shadow economy approaching 48% of GDP. Uzbekistan occupies an intermediate position,
achieving a regulatory quality score of about 48 and an estimated shadow economy of nearly 30% of GDP. Its performance
is considerably closer to Kazakhstan than to Kyrgyzstan or Tajikistan, reflecting the gradual institutional improvements
implemented in recent years.

The regression trend shown in the figure further indicates a statistically meaningful negative association between
institutional quality and informality. Specifically, an increase of one point in the regulatory quality index (measured on a
0-100 scale) corresponds to an average decline of approximately 0.4 percentage points in the shadow economy’s share of
GDP. This pattern suggests that strengthening governance, improving regulatory institutions, and enhancing the overall
quality of public administration are likely to have a greater long-term influence on reducing informality than relying
exclusively on tax policy reforms.

Figure 2. Standardized effects of institutional determinants on
the shadow economy share
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Figure 2. Standardized effects of institutional determinants on the shadow economy share.>

Figure 2 provides a more detailed assessment of the determinants of informality by comparing the standardized
effects of five institutional and fiscal indicators in a regression model explaining the shadow economy’s share of GDP.
Among the explanatory variables, the tax burden exhibits the strongest positive association with informality (+0.42),
while the administrative cost and time involved in business registration follow closely behind (+0.33). This outcome
supports earlier evidence suggesting that the complexity of entry regulations may influence firms’ decisions regarding
participation in the formal sector. In contrast, improvements in regulatory quality (-0.38), greater institutional transparency
(-0.31), and a more effective rule of law (-0.27) are all associated with a reduction in the size of the shadow economy. The
estimated coefficients suggest that institutional reforms exert an influence comparable to that of fiscal factors, implying
that differences in informality across countries cannot be explained by tax policy alone.

When these findings are considered together with previous evidence on household welfare, two broader conclusions
emerge. First, because earlier analysis demonstrated that a larger informal sector is associated with lower values of the
Household Welfare Index (HWI), institutional improvements can also be viewed as indirect drivers of household well-
being. Measures aimed at enhancing regulatory quality, improving governance effectiveness, and promoting greater
institutional transparency are therefore expected to support household welfare over time, partly through mechanisms
associated with digital tax administration and formalization reforms. Second, the relatively similar coefficients for the
tax burden and business registration costs indicate that reducing administrative barriers to formalization may be nearly
as effective as lowering the financial costs associated with taxation. This finding highlights the importance of simplifying
business registration procedures alongside implementing fiscal reforms.

2 Source: Author’s calculations.
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Several limitations should also be acknowledged. The cross-country comparison presented in Figure 1 is based on
a sample of only seven countries, meaning that the observed relationship should be interpreted as an illustrative pattern
rather than as conclusive statistical evidence. Likewise, the coefficient estimates reported in Figure 2 are more appropriate
for comparing the relative importance of explanatory variables than for drawing precise quantitative conclusions.
Nevertheless, the ranking of the institutional and fiscal factors closely corresponds with results reported in the broader
international literature, providing additional support for the general validity of the observed relationships despite the
limited sample size.

CONCLUSION AND SUGGESTIONS

The findings of this study suggest that the size of the shadow economy is influenced by a combination of institutional
and fiscal factors, with institutional conditions playing an important role in shaping formal economic participation.
Improvements in regulatory quality, the rule of law, and institutional transparency are associated with higher levels of
formalization, while balanced tax policies and streamlined business registration procedures can further encourage economic
activity within the formal sector. The evidence further suggests that institutional and fiscal factors contribute with broadly
similar importance, highlighting the need for a balanced policy approach instead of relying exclusively on tax reforms.

The analysis also reinforces the connection between informality and household welfare established in the broader
research framework. Since a larger shadow economy is associated with differences in household welfare outcomes, reforms
that strengthen institutional performance are likely to generate benefits extending beyond formalization itself. Enhancing
governance, simplifying regulations, and improving the credibility of public institutions can therefore contribute not only
to reducing informal economic activity but also to improving overall living standards.

For Uzbekistan, these results suggest that ongoing digitalization initiatives and administrative modernization can be
further supported by measures aimed at enhancing regulatory effectiveness, streamlining business registration procedures,
and promoting greater transparency and institutional efficiency. Advancing these institutional reforms alongside digital tax
administration is likely to produce more durable reductions in informality. Future research could build on the present study
by expanding the cross-country sample and examining the identified institutional determinants using regional data from
Uzbekistan, allowing for more robust empirical validation within the national context.
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