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Abstract

The size of the shadow economy has always been a serious problem in all
economies with different income levels and has had significant adverse
effects on their development. Therefore, all countries have tried to manage
and reduce the size of the shadow economy by taking various measures. The
shadow economy is a phenomenon that affects the lives of a large part of
the world’s population, especially the population of developing countries. In
these circumstances, the owners of companies and enterprises cite the lack of
access to financial resources as the main reason for preferring informal ways
to finance themselves. Informal activities may also weaken government tax
revenues and, as a result, the availability of social services. In addition, the
development of the informal sector of the economy in the country will lead
to higher tax rates in the formal sector to compensate for the lack of tax
revenues. It seems that due to the high potential of financial inclusion to
reduce shadow economy activities, this issue has been placed on the agenda
of most countries with the aim of sustainable development. In this article,
the relationship between the shadow economy and the financial inclusion
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index will be examined. For this purpose, a panel of countries consisting of
14 MENA member states with annual data from 2004 to 2020 was used and
examined using the Driscoll-Kraay method. The results of the study showed
that financial inclusion will significantly contribute to reducing the size of the
shadow economy. It will also increase the availability of credit for vulnerable
groups and small and medium enterprises and reduce their participation in the
informal economy.

Introduction

The shadow economy remains one of the most critical structural challenges for
emerging and developing economies, undermining tax revenues, limiting public
resources, and creating unfair competition that hampers sustainable growth and
social welfare. In the MENA region, this phenomenon is more pronounced due
to weak institutions, high unemployment, corruption, and financial constraints.
In such contexts, financial inclusion emerges as a key instrument to mitigate the
size of the shadow economy by improving access to formal financial services
for households and businesses, thereby raising the opportunity cost of informal
activities. This study focuses on selected MENA countries and investigates the
relationship between financial inclusion and the shadow economy, aiming to
provide empirical evidence and valuable policy insights for the region.

Methods and Material

This research employs a panel dataset covering 14 MENA countries over the
period 2004-2020. The data were collected from reliable international sources
such as the World Bank, the International Monetary Fund, and the Global
Financial Development Database. The dependent variable is the size of the
shadow economy, measured using dynamic general equilibrium (DGE)-based
estimates, while the key independent variable is financial inclusion, captured
through several indicators including the number of bank branches, ATMs,
deposits, and loans relative to GDP. To improve accuracy, control variables
such as corruption, unemployment, inflation, trade openness, GDP per capita,
and foreign direct investment are incorporated. The Driscoll-Kraay standard
error approach is applied to estimate long-run effects, while the Augmented
Mean Group (AMG) model is employed to test the robustness of the results.

Results and Discussion

The findings reveal that financial inclusion exerts a significant negative effect on
the size of the shadow economy in MENA countries. Specifically, a one percent
increase in financial inclusion reduces the shadow economy by a measurable and
meaningful margin, highlighting the importance of expanding financial services
to shift households and firms from the informal to the formal sector. Moreover,
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corruption and unemployment are identified as the main drivers that expand the
shadow economy, while economic growth, trade openness, and foreign direct
investment contribute to its reduction. Inflation, although positively linked to
informality, shows no statistically significant impact. The consistency of results
across both Driscoll-Kraay and AMG estimations confirms the robustness of the
findings, emphasizing financial inclusion as a crucial policy tool to counteract
informality in the region.

Conclusion

This study provides strong empirical evidence that financial inclusion plays
a vital role in reducing the size of the shadow economy in MENA countries.
Expanding access to formal financial services such as bank accounts, credit,
and digital payment systems not only lowers informality but also strengthens
tax bases and enhances transparency, thereby enabling governments to
mobilize resources for sustainable development. From a policy perspective,
it is recommended that governments enhance financial infrastructure by
reducing access costs, promoting mobile banking and electronic payments, and
strengthening institutional frameworks to foster inclusion. However, the study
is limited to regional-level analysis, suggesting that future research should focus
on country-specific contexts and employ advanced econometric techniques to
uncover further dimensions of the financial inclusion—shadow economy nexus.
Keywords: Financial Inclusion, Shadow Economy, MENA Countries.
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