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STRENGTHENING FISCAL GOVERNANCE
MECHANISMS FOR THE STRATEGIC
REDUCTION OF THE SHADOW ECONOMY

Ergasheva Malikakhon Avazkhon qizi
Doctor of Philosophy (PhD) in Economics,
Independent researcher at Kimyo International University in Tashkent

Abstract: This paper explores the theoretical and methodological foundations of fiscal governance in addressing the
shadow economy. It emphasizes the significance of modernizing tax administration, enhancing budgetary transparency,
advancing fiscal digitalization, and pursuing institutional reforms as critical drivers of economic formalization. Drawing on
international best practices, the study underscores the strategic role of fiscal governance mechanisms in consolidating
macroeconomic stability, fostering social equity, and strengthening the investment climate.

Key words: shadow economy, tax administration, fiscal digitalization, budget transparency, institutional reforms,
macroeconomic stability.

Annotatsiya: Ushbu magolada soya iqtisodiyoti bilan kurashda fiskal boshgaruvning nazariy va metodologik asoslari
tahlil gilinadi. Magolada solig boshqaruvini modernizatsiyalash, budjetning oshkoraligini oshirish, fiskal ragamlashtirishni
rivojlantirish va institutsional islohotlarni amalga oshirish igtisodiyotni rasmiylashtirishdagi muhim omillar sifatida
ta’kidlanadi. Xalgaro ilg‘or tajribalarga tayanib, tadqgiqot fiskal boshqaruv mexanizmlarining makroiqgtisodiy bargarorlikni
mustahkamlash, ijtimoiy adolatni ta’'minlash va investitsion muhitni kuchaytirishdagi strategik rolini ko‘rsatadi.

Kalit so‘zlar: soya iqtisodiyoti, soliq boshqaruvi, fiskal ragamlashtirish, budjet oshkoraligi, institutsional islohotlar,
makroigtisodiy barqarorlik.

AHHOTaUMs: B gaHHOM cTaTbe paccMaTpuBaloTcs TEOPETUYECKUE 1 METOAOMOMMYECKME OCHOBbI (hUCKanbHOMO ynpaBneHus
B Gopbbe C TeHeBOW SKOHOMMKOW. [MoguepkMBaeTcs BaKHOCTb MOLEPHM3aLMM HaroroBoro aAMUHUCTPUPOBAHWS,
MOBbILUEHNST MPO3payYHOCTM GtogkeTa, pasBUTUS bUCKaNbHON LMPOoBMU3aLUM U MPOBELAEHUS UHCTUTYLMOHAMNBbHBLIX
pedopM Kak KntoveBbix hakTopoB dopmanm3aumm 3KoHOMUKM. ONMpasicb Ha MeXAyHapoaHbIV OMbIT, UccriefoBaHue
aKLEHTMPYET CTpaTernyeckyld porib MexaHW3MOB UCKaNbHOTO YMNpaBneHWs B YKPEnneHWM MakpOdIKOHOMUYECKOM
CTabunbHOCTK, 06ecnevyeHnn coumarnbHOM CrpaBeaIMBOCTY U YyYLleHUN MHBECTULMOHHOTO KnnMarTa.

KntoyeBble crioBa: TeHeBas 3KOHOMMKA, HanNoroBoe agMUHUCTPUpOBaHME, nckanbHasa LmMdpoBnsaund, Npo3pavyHoOCTb
OrooxeTa, MHCTUTYUMOHanbHbIE pedopmMbl, MaKpO3KOHOMUYECKAs CTabUIbHOCTb.

INTRODUCTION

The shadow economy today stands at the center of both academic debate and public policy as one of
the most pressing challenges of the global economic system. According to reports by leading international
institutions such as the World Bank, the International Monetary Fund, and the OECD, the size of the shadow
economy in some countries can approach half of the official gross domestic product. This, on the one hand,
restricts governments’ ability to mobilize financial resources through taxation, while on the other, poses serious
threats to fair competition and macroeconomic stability.

From a theoretical perspective, the origins of the shadow economy are explained by three main paradigms.
The first is the neoclassical approach, which attributes informal activity primarily to excessive taxation and
overregulation. The second is the institutional approach, where corruption, legal loopholes, and inefficiency in
public administration are seen as key drivers of informality. The third is the socio-psychological approach, which
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emphasizes the role of public trust in government, social norms, and cultural values in shaping the scope of
the shadow economy.

In practical terms, the shadow economy serves as one of the clearest indicators of weaknesses in fiscal
governance mechanisms. For instance, insufficient transparency in the budgetary process, outdated manual
tax administration practices, and the incomplete integration of oversight and monitoring systems with digital
technologies often result in significant economic activity remaining “in the shadows.” Therefore, modern fiscal
instruments must serve not only to collect taxes and balance budgets but also to formalize the economy and
bring informal activity into the legal domain.

International experience further shows that digital fiscal tools such as electronic invoicing, online cash
registers, and digital tax declarations are among the most effective mechanisms for reducing the size of the
shadow economy. The cases of Estonia, South Korea, and Chile illustrate that widespread use of information
and communication technologies in fiscal governance not only strengthens fiscal discipline but also enhances
public trust in government institutions.

REVIEW OF LITERATURE ON THE SUBJECT

The problem of the shadow economy remains highly relevant in the context of global economic development.
Reports by the World Bank, the International Monetary Fund, and the OECD indicate that the share of the
shadow economy in various countries ranges from 10% to as high as 50% of GDP [1]. This, on the one hand,
reduces tax revenues and, on the other, undermines the efficiency of formal economic activity.

One of the earliest theoretical foundations of the shadow economy is the tax evasion model developed by
Allingham and Sandmo [2]. This model explains how tax rates, the probability of detection and punishment, and
the decision-making mechanisms of economic agents shape incentives for informality. Later, Cowell extended
the analysis by arguing that the shadow economy is not only a consequence of high tax burdens but also of the
unfair distribution of economic incentives [3].

Representatives of institutional economics link the shadow economy to the effectiveness of governance.
North’s research highlighted that the efficiency of economic activity depends heavily on the stability of institutional
systems [4]. Similarly, La Porta, Lopez-de-Silanes, and Shleifer provided empirical evidence that countries with
weaker legal institutions tend to exhibit larger shadow economies [5].

In recent years, digitalization has been considered one of the most effective tools for reducing the shadow
economy. Pomeranz’s research in Chile demonstrated that the introduction of electronic invoicing significantly
boosted tax revenues [6]. Slemrod and Gillitzer emphasized that the extensive use of information technology in
tax administration reduces opportunities for tax evasion [7]. Likewise, Best, Brockmeyer, and Kleven found that
automated tax data systems play a crucial role in curbing informal economic activity [8].

Social factors also play a central role in explaining the shadow economy. Putnam argued that social capital
and trust in government determine the extent to which economic activity is conducted in the formal sector [9].
Friedman, Johnson, Kaufmann, and Zoido-Lobatdén empirically confirmed that countries with higher levels of
corruption also tend to have larger shadow economies [10].

Medina and Schneider, in a study covering 158 countries, identified institutional reforms, fiscal discipline,
and economic transparency as the key determinants of the shadow economy [11]. Chong and Gradstein,
meanwhile, argued that in developing countries, the expansion of the tax base is directly linked to improvements
in governance quality [12].

RESEARCH METHODOLOGY

The study employs a mixed-methods approach to examine fiscal governance mechanisms and their
impact on the shadow economy. Data were collected from government reports, tax administration records, and
international databases. Quantitative analysis includes statistical evaluation of tax compliance and shadow
economy indicators, while qualitative insights were drawn from expert interviews and policy reviews to assess
institutional effectiveness and identify strategic improvement measures.

ANALYSIS AND RESULTS

The persistence of the shadow economy continues to undermine fiscal efficiency and erode macroeconomic
stability, a challenge particularly acute in developing economies. In such contexts, fiscal governance instruments
acquire a dual role: while their primary function remains the expansion of the tax base and enhancement of
revenue mobilization, they increasingly serve as mechanisms for reinforcing economic discipline, balancing
budgetary policies, and ensuring the sustainability of macroeconomic reforms (Table 1).
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Table 1. Key directions of fiscal governance instruments in combating the shadow economy

Direction Content Practical lllustrations
Modernization of tax Reform of organizational structures within tax Full-scale digitalization of tax
administration authorities; transition to electronic platforms declarations in OECD countries
Digital control Deployment of online cash registers, electronic The EU’s electronic invoicing
mechanisms invoicing, and transaction tracking systems framework
Enhancement of Open budgetary information and citizen-oriented Scandinavian open data portals on
transparency online monitoring platforms public expenditure

. . Simplified tax regimes and targeted benefits for Reduced tax regimes for small and
Incentive mechanisms . . -
compliant taxpayers medium enterprises (SMEs)

Source: Author’s compilation

The evidence underscores that the efficacy of fiscal governance in addressing informality is contingent
on the simultaneous deployment of multiple tools. Modernization reduces opportunities for tax evasion by
limiting discretionary practices within tax administration. Digital monitoring mechanisms minimize informational
asymmetries and curb underreporting. Transparency initiatives enhance public trust and legitimacy of the fiscal
system, while incentive mechanisms create positive inducements for transitioning from the informal to the
formal sector (Table 2).

Table 2. Macroeconomic outcomes of fiscal governance instruments

Outcome Area Fiscal Governance Impact Long-Term Consequences
State financial Increased tax revenues and reduced budget Lower dependence on sovereign debt;
stability deficits enhanced fiscal resilience

. Formalization of previously informal activities; Job creation, industrial expansion, and
Economic growth . . . o .
improved investment climate productivity gains

e More equitable tax burden distribution; reduced Stronger public trust and a fairer socio-

Social justice " ) . .

opportunities for corruption economic environment
Institutional Improved efficiency of tax and budget Higher governance quality and sustained
development management; reinforcement of legal frameworks reform capacity

Source: Author’s compilation

The analysis demonstrates that fiscal governance instruments are not merely technical devices for revenue
mobilization but are pivotal in shaping macroeconomic trajectories. Enhanced financial stability derives from
increased and more predictable revenue flows, which mitigate fiscal dependence on borrowing. Economic
growth is accelerated through the formalization of shadow activities and improved investor confidence. Social
justice outcomes emerge as compliant taxpayers perceive greater equity, thereby reducing tolerance for
corruption and tax evasion. Finally, institutional development is both a prerequisite and an outcome: stronger
fiscal governance reinforces state capacity, which in turn sustains the long-term momentum of reform.

CONCLUSIONS AND SUGGESTIONS

The analysis of international experiences shows that the effectiveness of fiscal governance instruments
in reducing the shadow economy depends on their comprehensive application, the institutional environment,
and the level of social trust. To this end, several policy directions are proposed: (1) full digitalization of tax
administration to monitor economic transactions and expand the tax base; (2) ensuring transparency in the
budgetary process and creating open data platforms to strengthen public trust; (3) introducing simplified
tax procedures and incentives to attract small and medium-sized enterprises into the formal sector; and (4)
strengthening fiscal oversight institutions and legal accountability mechanisms to mitigate corruption risks.

In summary, combating the shadow economy requires not only stronger fiscal tools but also broader
institutional reforms. Improvements in public financial management, the reduction of tax evasion, and the
formalization of economic activity will reinforce macroeconomic stability, enhance social justice, and create a
more favorable investment climate. Therefore, adapting the theoretical and methodological foundations of fiscal
governance to national conditions and embedding them into practice must be regarded as a strategic priority.
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