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In recent decades, economic vulnerability has become a pressing concern
for developing countries, driven by factors such as globalization and
Accepted: structural instability. Despite its significance, the role of the shadow
03/05/2025 economy in exacerbating this vulnerability has received limited attention.
This study investigates the nonlinear impact of the shadow economy on
Keywords: economic vulnerability in emerging economies from 2007 to 2021,
Shadow Economy, emphasizing the moderating effect of natural resource endowments.
Economic Vulnerability, Utilizing the Panel Smooth Transition Regression (PSTR) method, which
PSTR Approach captures threshold-dependent dynamics, the analysis differentiates between
resource-rich and resource-poor countries. The results indicate that the
JEL Classification: shadow economy significantly increases economic vulnerability, but this

effect is less severe in countries with abundant natural resources.
Additionally, the study finds that financial development and strong
governance—particularly  government efficiency and control of
corruption—can mitigate vulnerability. Policy recommendations include
reforming tax systems, improving monitoring of economic transactions,
strengthening financial institutions, enhancing governance, and managing
natural resources more effectively. By incorporating both the nonlinear
effects of informality and the influence of natural resources, the study offers
a nuanced framework for policymakers in emerging economies.
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1. Introduction

Economic vulnerability—an increasingly pivotal topic in economic and social
research—captures the constellation of economic and social conditions that renders
certain population groups especially susceptible to shocks, with consequences ranging
from income inequality, poverty, and unemployment to social instability and diminished
quality of life (Parryetal.,2007; Frisch & Acker, 2020). Evidence suggests that large
informal sectors exacerbate these outcomes by depressing labor-market conditions and
undermining equitable income distribution; in many countries, individuals gravitate
toward informal employment when formal jobs are scarce or access to them is highly
unequal (Feld & Schneider, 2010). Although policymakers and scholars increasingly
recognize economic vulnerability as a pressing challenge, the specific role of the
shadow economy in shaping a country’s vulnerability remains under-explored. This
study therefore, examines how the size of the shadow economy influences economic
vulnerability in emerging economies. The remainder of the paper reviews theoretical
and empirical literature, describes the data and model, presents estimation results, and
concludes with a discussion of policy implications.

2. Research Method and Data

To investigate the impact of the shadow economy on economic vulnerability, this study
employs a nonlinear panel data methodology. Specifically, the Panel Smooth Transition
Regression (PSTR) approach is used to assess how natural resource abundance
moderates this relationship, with the level of resource abundance serving as the
transition variable. The analysis is based on a sample of 47 emerging economies,
selected according to established studies and indices, covering the period from 2007 to
2021 to ensure sufficient data availability for robust and comprehensive analysis.

3. Analysis and Discussion

Across the two regimes, the shadow economy is positively associated with economic
vulnerability, though its impact moderates as natural-resource rents rise: below the
5.79 %-0of-GDP threshold, each unit increase in the shadow economy raises
vulnerability by 0.1828 units, whereas above the threshold the coefficient falls
to 0.1585. Financial development lowers vulnerability in both regimes, and its
mitigating effect doubles from —0.0485 to—0.1006 when rents exceed the threshold,
indicating stronger protection in resource-rich economies. The buffering influence of
per-capita GDP weakens beyond the threshold, shifting from —0.1035 to—0.012, while
urbanization’s adverse effect intensifies from 0.0684 to 0.0812. Economic freedom
remains a significant stabilizer, yet its benefit drops sharply in the high-rent regime
(from—0.5394 to0-0.0029). Governance quality also reduces vulnerability in both
regimes, with its effect strengthening from —0.0205 to—0.0813 once natural-resource
rents surpass the threshold.
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4. Conclusion

The findings indicate that the size of the shadow economy exerts a positive impact on
economic vulnerability. In emerging countries, the shadow economy is often linked to
illegal activities and corruption, which generate economic uncertainty and instability,
thereby heightening vulnerability. Moreover, widespread tax evasion within the shadow
economy reduces government revenue, limiting public investment in infrastructure and
essential services, and increasing exposure to external shocks. Illegal operations,
corruption, diminished fiscal capacity, and underinvestment in public goods collectively
contribute to rising economic vulnerability. However, significant disparities in natural
resource endowments among emerging countries may alter the intensity of these effects.
To examine this heterogeneity, the study applies the PSTR approach to distinguish
between resource-rich and resource-poor countries. The results demonstrate that the
adverse effects of the shadow economy on economic vulnerability are less severe in
resource-rich countries, suggesting that abundant natural resources may buffer or offset
some of the negative consequences associated with informal economic activity.
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