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Abstract
Purpose – There has been a diverse range of research on the factors enabling informal entrepreneurship as
well as the means to avoid or to eradicate its incidence. However, the authors may also identify how a
significant proportion of research on this field of study centres around developing economies and
correspondingly justifying the application of such analysis to countries with different levels of economic
development as is the case of Europe. The purpose of this paper is to depict the ways in which economic and
political institutions influence informal entrepreneurship.
Design/methodology/approach – To this end, the authors apply aggregate data at the national level
collected from different sources, in particular the World Bank, the Organisation for Economic Cooperation
and Development, the Global Entrepreneurship Monitor and Freedom House, for the years between 2006 and
2015 and for 23 European countries amounting to a total of 229 observations (unbalanced panel).
Findings – Through recourse to econometric estimations, based upon multiple regression model
methodologies for panel data, the authors may report that the greater the quality of economic and political
institutions, the lower the level of informal entrepreneurship.
Originality/value – The authors thus seek to contribute towards a better understanding of the influence of
institutions and the policies that may feasibly influence informal entrepreneurship.
Keywords Informal entrepreneurship, Economic institutions, Institutions trust, Political institutions,
Quality institutions
Paper type Research paper

Introduction
Various researchers maintain that an appropriate institutional environment provides the
necessary conditions for individuals to identify market opportunities, begin new activities,
introduce innovations and new products and services and thereby create employment
(Verheul et al., n.d.; Baumol, 2002; Aparicio et al., 2016). Baumol (1990) defends that the
quality of the institutional context influences the allocation of different types of
entrepreneurship. Within this framework, North (1990) defines institutions as the rules
of the game that orient the behaviours of individuals and provide incentive structures for
agents while reducing transaction problems. In this sense, according to Boettke and Coyne
(2009), institutions may facilitate economic, political and social interactions, providing
incentives for different courses of action and guiding the options taken by economic actors.
When these rules are well-defined, opportunism declines, confidence rises and with the
implementation of long-term contracts, reducing transaction costs and driving
the emergence of efficient institutional structures (Arias and Caballero, 2006).
Furthermore, low-quality institutions reduce the incentives for investing and hindering
the allocation of resources to the most productive ends (Knowles and Weatherson, 2006).
Indeed, various authors also establish the relationship between the quality of institutions
and entrepreneurship: the government (Dau and Cuervo-Cazurra, 2014), economic freedom
(McMullen et al., 2008), rights of ownership and financial capital (Desai et al., 2003;
Bowen and De Clercq, 2008), regulation over market entries (Klapper et al., 2006) and
controlling corruption (Anokhin and Schulze, 2009) feature among the leading institutional
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factors taken into consideration. McMullen et al. (2008) defend how the institutional context
shapes entrepreneurship out of need in different ways. Bowen and De Clercq (2008)
demonstrate that the allocation of business resources to high growth activities positively
correlates with financing and education and relates negatively to the level of corruption
prevailing in a country. Similarly, Anokhin and Schulze (2009) and Bowen and De Clercq
(2008) identify how controlling corruption boosts the confidence of individuals in the
government and encourages entrepreneurial activities and innovation. Fuentelsaz et al.
(2018), following their analysis of Global Entrepreneurship Monitor (GEM) data, confirm
how countries displaying more individualist orientations towards relationships between
formal institutions and entrepreneurship make them more intense as happens in societies
with lower levels of uncertainty.

Researchers that deploy institutional theory correspondingly apply a distinction between
the formal institutions (the laws and codified regulations) and the informal institutions
(norms, values and codes of behaviour) and the informal sector, portraying how
entrepreneurs operate beyond the limits of formal institutions but within those of informal
institutions (De Castro et al., 2014; Webb et al., 2009, 2013, 2014; Welter and Smallbone, 2014;
Williams and Vorley, 2014; OIT, 2019). Based on the institutional perspective, the trend for
entrepreneurs to operate in the informal sector stems from the asymmetries between the
formal and informal institutions in any society. The greater the incongruence between these
institutions, the greater the tendency for businesses to operate in the informal sector.
We thus enter a gap in the literature, as this institutional explanation for the informal
entrepreneurial sector has tended to facilitate analysis in separating informal entrepreneurs
from their formal and “traditional” counterparts and studying them as a separate
category or sub-field (Williams and Shahid, 2016). There thus emerges our objective:
ascertaining in what ways does the quality of institutions influence the advance or retreat of
informal entrepreneurship.

The informal economy has represented a constant problem both in the developing
world and in more advanced economies, such as those of the European Union (EU).
Since the 1970s, industrial downsizing and tertiarisation processes renewed the
importance of small scale firms that are better positioned to hide data about their
activities than large scale companies. Simultaneously, the EU economies have become
increasingly regulated, which has raised the costs of launching and running businesses
and therefore driven more companies and their staff into the informal sector (OECD, 2015;
Nielsen and Smeets, 2018). We may thus portray the need to study the relationship
between the quality of institutions and the existence of informal entrepreneurship.
Thus, we arrive at our research question:

RQ1. What influence does the quality of political and economic institutions hold over
informal entrepreneurship?

Our research aims to contribute to this field of study as, despite the existing studies
on the impact of institutions on entrepreneurship, there is a shortage of research findings
on informal entrepreneurship in the case of various countries. A large proportion of
informal entrepreneurship studies did not extend beyond a single country due to the lack
of robust data for comparisons among countries. Williams (2014) reports that this theme
does not usually get approached in Europe and thereby furthermore justifying its
importance. Hence, we contribute to the literature through highlighting the important
influence that political and economic institutions have on the decisions of individuals
at the point in time of opting whether or not to formally register their companies.
We demonstrate that the quality of economic and political institutions does have an
effect on the inverse reflected proportionality of informal entrepreneurship. Given that
the extent to which the perceptions held by individuals about these two types of
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institutions improve, informal entrepreneurship tends to decrease. We believe that our
empirical results hold important implications both for researchers and for the drafting of
public policies.

The structure of this paper is as follows: first, we set out the theoretical framework for
our focus on the quality of economic and political institutions to the prevalence of informal
entrepreneurship. We then present the methodology, the data and the results based on the
World Bank (WB), the Organisation for Economic Cooperation and Development (OECD),
the GEM and Freedom House (FH). Finally, we provide our conclusions, the limitations and
the future lines of research.

Literature review
According to Pejovich (1999), formal institutions represent a multidimensional concept
that includes aspects such as political, economic and legislative systems. These
dimensions define the nature of political processes, reduce uncertainty, facilitate the
management efforts necessary to acquire the resources at the beginning of any new
business (Busenitz et al., 2000), boost the availability of financial resources (Holmes et al.,
2013) and provide the basis for the infrastructures that render development feasible
(de Soto, 2000).

The economic institutions are thus the formal institutional agreements that establish
and regulate the conditions necessary to undertaking commercial transactions within a
specific economy. The economic institutions of relevance to entrepreneurial activities
include, for example, the regulation of new entrants (Djankov et al., 2002); the regulation of
ongoing commercial concerns (Levie and Autio, 2011); bankruptcy laws and regulations
(Ayotte, 2007; Lee et al., 2011); and the regulation of financial markets and transactions (La
Porta et al., 2006). Greater quality of these institutions shall mean, in general terms, lighter,
smoother and more intelligent regulation of both new entrants and ongoing businesses,
which reduces the costs of compliance, inhibiting unjust and socially harmful practices.
High-quality economic institutions also reduce the costs of departures and facilitate access
to external services and resources, in particular to financial capital (Autio and Fu, 2015). In
turn, Autio and Fu (2015) suggest that economic institutions exercise an important
influence over the options taken by individuals over whether or not to formally register
businesses. According to various authors (Djankov et al., 2002; Gentry and Hubbard, 2000;
Lee et al., 2011), the quality of economic institutions, especially those interconnected with
commercial operations in the private sector, impacts on decision making over launching,
operating and closing businesses and companies. Within a business environment
characterised by high-quality economic institutions, government officials adopt and
implement benevolent policies that reduce the regulatory load to new companies and,
therefore, the costs of conformity. In such environments, the costs of launching and
running new businesses are lower and entrepreneurs therefore display a greater
propensity to register their companies in order to secure the benefits associated with
registration. These include the legal capacity to own and trade properties, the capacities to
sign formal contracts and defend their rights through legal proceedings and the reduction
of risk of sanctions due to informal market activities, for example (de Soto, 2000). Hence,
high-quality economic institutions generate a negative influence on the options of their
population to enter into informal business dealings (de Soto, 2000, 2002; Djankov et al.,
2003). We correspondingly arrive at our first research hypothesis:

H1. The quality of economic institutions generates a negative effect on informal
entrepreneurship.

While the effects of economic institutions on entrepreneurial actions have received a great
deal of study attention, the political institutions have not attracted the same level of scrutiny
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(Autio and Fu, 2015). Various researchers dedicated to studying institutional theory have
demonstrated how political institutions may return long-term impacts on the functioning of
economic systems as well as on the creation of social wealth (Farr et al., 1998; North, 1993;
Weingast, 1995, 1997; Acemoglu and Robinson, 2012).

As Weingast (1995) maintains, strong government, able to protect property rights and
ensure due compliance, is also strong enough to confiscate the wealth of its citizens. A well-
designed political system protects property, human rights and political freedoms and thus
encouraging the participation of citizens in economic life (Autio and Fu, 2015).

According to Levie and Autio (2011), political institutions are the institutional
agreements that establish and regulate access to opportunities, the Rule of Law (RL) and
the appropriation of business earnings. The political institutions relevant to business
activities include, for example, the protection of property (Autio and Acs, 2010); and
inclusion in terms of equality of access to opportunities, demographic representation and
equality before the law (Acemoglu and Robinson, 2012; Başbay et al., 2018). In countries
with high-quality political institutions, the government authorities and their legislative
representatives are freely and fairly elected. In turn, Puddington (2012) states that high-
quality political institutions incorporate the inclusive political representation, without
interference, of military, religious, economic and other groups with high levels of influence
on power. To the extent that individuals feel safe and without fear of expropriation, they
no longer have to ponder over whether or not to register their businesses (Feng, 2002;
Li and Resnick, 2003). In democratic and representative political regimes, violations of
property, rights and abuses of privilege are swiftly punished through the Electoral
Process (EP), which naturally inhibits such abuses of power. In contrast, citizens in
countries with low-quality political institution gain few political rights and even those that
they do access receive only poor protection. Given such conditions, individuals hold little
influence over the political process and perceive the application of laws and regulations
as unpredictable and tending to favour the privileged elites. This raises fears over the
expropriation of potential opportunities and earnings and encourage the population to
“fly under the radar” and not register their businesses (Feng, 2002; Webb et al., 2009, 2013;
De Castro et al., 2014). This further boosts the prevailing level of uncertainties and lowers
the willingness of entrepreneurs to invest (Root, 1996; Welter and Smallbone, 2014;
Williams and Vorley, 2014).

The arguments set out above suggest that the quality of political institutions holds a
symmetrical effect on the density of formal and informal entrepreneurial entrants,
respectively: the attention to these relationships is, therefore, important to understanding
the effect of political institutions about different forms of entrepreneurship. Hence, we define
our second research hypothesis:

H2. The quality of political institutions generates a negative effect on informal
entrepreneurship.

Methodology
Data
The data studied derive from national-level aggregate statistics drawn from different
sources, specifically the WB, the OECD, the GEM and FH, for the period between 2006 and
2015 and for 23 European countries, corresponding to 229 observations (an unbalanced
panel). The following list sets out the 23 countries, and the respective years of study.

European countries under analysis:

• Austria

• Belgium
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• Croatia

• Czech Republic

• Denmark

• Finland

• France

• Germany

• Greece

• Hungary

• Ireland

• Italy

• Latvia

• The Netherlands

• Norway

• Poland

• Portugal

• Romania

• Slovenia

• Spain

• Sweden

• Switzerland

• UK

Measures
Dependent variable. As its dependent variable, this study deployed informal
entrepreneurship corresponding to the incidence rate of informal new entrants into
business per 100 adult-age persons. As informal entrepreneurs are not eligible for
direct measurement, this study applied the Autio and Fu (2015) approach to estimating
informal entrepreneurship.

Hence, we applied the data collected from GEM to resolving the following simultaneous
equations:

ynova ¼ x� 0:5þ
X3
t¼1

e�lt

 !

yestabelecida ¼
R þ1
3 e�ltdt

8>><
>>: ;

in which ynova represents the incidence rate of new entrepreneurs, the owners of new
businesses who pay salaries and/or make any other payments to owners or employees for
between 3 and 42 months. yestabelecida provides the incidence rate for established entrepreneurs
who have paid salaries for over 42 months. x corresponds to the new entrepreneur
entrance rate and λ is the parameter for the exponential distribution of the survival rate.
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We normalised the estimated new entrepreneur entrance rate by dividing the GEM estimate
by the average size of the team founding the new businesses to obtain an estimated annual
entrance rate for all types of new businesses, registered and unregistered. Finally, in order to
determine the entrance rate for informal entrepreneurship (number of informal businesses per
100 adult individuals), we subtracted the annual entrance rate for every type of new business
from the WB estimate for the entrance rate for registered new businesses. This measurement
thus conveys the level of informal entrepreneurship prevailing in a specific country.

Predictive variables. Control variables. As control variables, we applied the national
macroeconomic factors associated with entrepreneurial activities. Thus, we calculated GDP
per capita for each country, adjusted by purchasing power parity (GDP and the respective
annual growth rate (GDPGrowth), the size of the population at an active age (POP) and the
annual national population growth rate (POPGrowth)). In order to control for the domestic
industrial structure and internal competition, we deployed the density of new companies
(COMP). In general, higher taxation rates lead some companies and entrepreneurs not to
formally register their businesses as this tends to reduce costs and boost profitability.
We therefore also applied the rate of earnings, profits and capital gains, as a percentage of
revenues and turnover (TX) as a control variable.

Economic institution variables. The quality of economic institutions represents the
overall weight of regulation and the efficiency of the regulatory process and of the greatest
relevance to managing commercial operations (Autio and Fu, 2015). In this study, we
measure the quality of economic institutions by some of the components making up the
Business Freedom Index, determined by the International Bank for Reconstruction and
Development of the WB. The specific components applied were starting a business (SB),
registering property (RP), getting credit (GC), paying taxes (PT), trading across borders
(TAB), enforcing contracts (EC) and resolving insolvency (RI). The higher the score
registered for each component, the better the regulatory performance.

Political institution variables. In order to ascertain the quality of the political institutions,
we applied the dimensions of EP, Political Pluralism and Participation (PPP) and
Functioning of Government (FG) to capture the political rights dimensions and the variables
Freedom of Expression and Belief (FEB), Associational and Organizational Rights (AOR),
RL and Personal Autonomy and Individual Rights (PA) to take civil liberties into account
and sourced from the annual Freedom in the world report from FH. For the EP, PPP and FG
variables, the higher the score, the higher the level of freedom while for the FEB, AOR, RL
and PA variables, the greater the score, the lower the level of freedom.

Table I presents an overall summary of the variables applied in this study.

Data analysis
Within the scope of evaluating the impact of the quality of the political and economic
institutions in informal entrepreneurship, the broad form of the equation estimated is
as follows:

InfEmpit ¼ f Economic institutionsit ;Political institutionsit ;ControloVaritð Þ;

in which i are the countries (1, 2,…, 23) and t the respective years (2006, 2007,…, 2015).
Formal regression analysis served to validate these relationships with the econometric

analysis applied based on multiple regression models for panel data for the set of 23
countries having undertaken estimates based on fixed effect models.

Hence, we calculated the following econometric models:

InfEnt ¼ a0þa1GDPþa2GDPGrowthþa3Popþa4PopGrowthþa5Compþa6TX; (1)
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Variables Description Source Authors Hypotheses

Dependent variable
Informal
entrepreneurship

Average of the population
prevalence in informal
entrepreneurship.
Prevalence rates derived as
numbers of new informal
business entries per 100
adult-age population

GEM and World
Bank (Enterprise
Surveys)

Autio and Fu (2015)

Predictive variables
Control variables
National GDP per
capita adjusted for
purchasing power
parity

GDP per capita based on
purchasing power parity
(PPP). PPP GDP is gross
domestic product
converted to international
dollars using purchasing
power parity rates. An
international dollar has the
same purchasing power
over GDP as the US dollar
has in the USA. Data
are in constant 2011
international dollars

World Bank and
OECD (National
Accounts)

Quinn (1997), GGDC
(2009), Gwartney and
Lawson (2009),
Ouardighi (2011), Chen
and Quang (2014)

Fiscal costs Taxes on earnings, profits
and capital gains
as a percentage of
turnover (TX)

World Bank

The domestic
industrial
structure and
internal
competition

Density of new company
creation (COMP)

GEM

Size of the active
aged population

Total population aged
between 15 and 64.
Population is based on the
de facto definition of
population, which counts
all residents regardless of
legal status or citizenship

United Nations
(Population
Division) and
Eurostat
(Demographic
Statistics)

Annual national
population growth
rate

Annual population growth
rate for year t is the
exponential rate of
growth of midyear
population from year t−1
to t, expressed as a
percentage

United Nations
(Population
Division) and
Eurostat
(Demographic
Statistics)

Independent variables
Quality of economic institutions
Business Freedom
Index

Starting a business (SB),
registering property (RP),
getting credit (GC), paying
taxes (PT), trading across

International Bank
for Reconstruction
and Development
do World Bank

Ayotte (2007), Lee et al.
(2011), Djankov et al.
(2002), Gentry and
Hubbard (2000),

H1

(continued )

Table I.
Variables subject
to analysis
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InfEnt ¼ a0þa1SBþa2RPþa3GCþa4PTþa5TABþa6ECþa7RI; (2)

InfEnt ¼ a0þa1EPþa2PPPþa3FGþa4FEBþa5AORþa6RLþa7PA; (3)

InfEnt ¼ a0þa1GDPþa2GDPGrowthþa3Popþa4PopGrowthþa5Compþa6TX

þa7SBþa8RPþa9GCþa10PTþa11TABþa12ECþa13RI; (4)

InfEnt ¼ a0þa1GDPþa2GDPGrowthþa3Popþa4PopGrowthþa5Compþa6TX

þa7EPþa8PPPþa9FGþa10FEBþa11AORþa12RLþa13PA; (5)

InfEnt ¼ a0þa1GDPþa2GDPGrowthþa3Popþa4PopGrowthþa5Comp

þa6TXþa7SBþa8RPþa9GCþa10PTþa11TABþa12ECþa13RI

þa14EPþa15PPPþa16FGþa17FEBþa18AORþa19RLþa20PA: (6)

Results and discussion
Descriptive statistics
We tested for the existence of multicollinearity among the exogenous variables
(variance inflation factor (VIF)) in every equation calculated as well as estimating the
standard robust errors for the coefficients in order to eliminate any potential problems
with heteroscedasticity.

We processed the data obtained through the software programme Stata version 12.0
(StataCorp LP, Texas, USA).

Table II displays the descriptive statistics and the correlation coefficients for the
endogenous variables deployed in the econometric modelling as well as the VIF and may
correspondingly report that we did not observe any effects of multicollinearity
among these variables (VIFo10). With these results we are able to apply the desired
econometric models.

Variables Description Source Authors Hypotheses

borders (TAB), enforcing
contracts (EC) and
resolving insolvency (RI)

Lee et al. (2011), Levie
and Autio (2011), Autio
and Fu (2015)

Quality of political
institutions

Electoral Process (EP),
Political Pluralism and
Participation (PPP) and
Functioning of Government
(FG) to portray political
rights and the Freedom of
Expression and Belief
(FEB), Associational and
Organizational Rights
(AOR), Rule of Law (RL)
and Personal Autonomy
and Individual Rights (PA)
variables to capture
civil liberties

Freedom in the
World da Freedom
House

Farr et al. (1998), North
(1993), Weingast (1995,
1997), Acemoglu and
Robinson (2012),
Levie and Autio (2011),
Autio and Fu (2015)

H2

Table I.
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Econometric modelling
Table III presents the results returned by estimating the different fixed effect models.

In relation to the control variables, the results demonstrate that the population has a
statistically significant negative influence on informal entrepreneurship (Model 1: β¼−0.018;
po0.01; Model 4: β¼−0.017; po0.05; Model 5: β¼−0.019; po0.05; Model 6: β¼−0.020;
po0.05). As regards the variables portraying the economic institutions, we may observe how
the trading across borders (TAB) factor returns a statistically significant and negative predictive
effect on informal entrepreneurship (Model 2: β¼−0.009; po0.05; Model 3: β¼−0.009;
po0.05; Model 9: β¼−0.010; po0.05) in which the higher the score, the lower the level of
informal entrepreneurship. This thus confirms ourH1. In general, the formal institutions provide
a structure for trust and confidence that entrepreneurs need in order to engage in business. They
facilitate the perception of opportunities for business and influence both their numbers and their
characteristics (Verheul et al., n.d.). This results in a rise in the level of entrepreneurial activities
as well as triggering heightened growth expectations and boosting the size of new companies
(Levie and Autio, 2008) and the proportion of registered businesses and firms in comparison
with those taking place outside of companies (de Soto, 1989, 2000). In this sense, a surrounding
environment with a transparent legal system and clearly defined property rights mitigates
against the risks taken by the agents supplying resources to entrepreneurs (Estrin et al., 2013).
This thus facilitates access to financing and broadly constitutes a key factor to the creation and
growth of new businesses (Rajan and Zingales, 1998). As a consequence, more developed formal
institutions encourage, for example, risk capital investments (Sobel, 2008; Li and Zahra, 2012), a
particularly relevant alternative source of financing for projects emerging from highly uncertain
contexts but with great growth potential (Bowen and De Clercq, 2008). As Anokhin and Schulze
(2009) also defend, controlling corruption boosts the prevailing level of trust in institutions and
markets and increases the likelihood that entrepreneurs appropriate a part of the awards that
may potentially result from their initiatives to provide further incentives for entrepreneurship
and innovation. All of these aspects are synonymous with high-quality economic institutions.

Model 1 Model 2 Model 3 Model 4 Model 5 Model 6

GDP 0.039 (0.038) 0.041 (0.046) 0.042 (0.037) 0.044 (0.04)
GDPGrowth −0.001 (0.001) −0.001 (0.001) −0.001 (0.001) −0.001 (0.001)
Pop −0.018 (0.008)* −0.017 (0.009)* −0.019 (0.008)* −0.020 (0.008)*
PopGrowth 0.005 (0.005) 0.006 (0.005) 0.006 (0.005) 0.007 (0.005)
Comp 0.001 (0.002) 0.002 (0.002) 0.000 (0.002) 0.001 (0.002)
TX 0.000 (0.001) 0.000 (0.001) 0.000 (0.001) 0.000 (0.001)
SB 0.004 (0.003) −0.001 (0.004) −0.003 (0.004)
RP −0.002 (0.004) −0.003 (0.004) −0.004 (0.004)
GC 0.000 (0.003) 0.000 (0.003) −0.001 (0.003)
PT −0.002 (0.003) 0.000 (0.003) 0.000 (0.004)
TAB −0.009 (0.003)* −0.009 (0.004)* −0.010 (0.004)*
EC −0.001 (0.006) −0.001 (0.008) 0.005 (0.008)
RI 0.000 (0.002) −0.001 (0.002) 0.000 (0.002)
EP −0.013 (0.003)** −0.011 (0.004)** −0.013 (0.004)**
PPP −0.009 (0.008) −0.008 (0.010) −0.009 (0.011)
FG −0.005 (0.004) −0.006 (0.004) −0.006 (0.004)
FEB −0.003 (0.004) −0.003 (0.005) −0.004 (0.005)
AOR 0.014 (0.006) 0.006 (0.005) 0.010 (0.006)
RL 0.004 (0.003) 0.004 (0.004) 0.004 (0.005)
PA 0.005 (0.007) 0.008 (0.008) 0.007 (0.01)
n 222 229 229 222 222 222
R2 0.128 0.087 0.065 0.161 0.188 0.229
F-statistic 1.98 4.94* 9.79** 3.48** 6.40** 177.94**
Notes: *po0.05; **po0.01

Table III.
Coefficients estimated
by the econometric
models (standard
errors)
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As regards the variables covering the political institutions, we may report that the greater
the liberty and freedom prevailing in terms of the EP, the level of informal entrepreneurship
drops significantly lower (Model 2: β¼−0.013; po0.01; Model 3: β¼−0.011; po0.01;
Model 9: β¼−0.013; po0.01). This correspondingly confirms our H2. Previous research
has concentrated on formal institutions and their effects on the type of entrepreneurship
with Klapper et al. (2006) reporting from their transnational comparison of European
countries that simplifying the procedures for obtaining licenses and authorisations for
launching new companies boosts the rate of start-ups. Levie and Autio (2011) observe that
lower levels of government regulation interlink with higher levels of entrance rates even
while also finding that this relationship is subject to moderation by the quality of the RL.
Similarly, formal institutions such as educational institutions (Yang et al., 2014) and risk
capital entities (Lerner and Schoar, 2005), and certification processes (Sine et al., 2007; Lee
et al., 2011) all generate influences. Furthermore, the policies in themselves, the ways
in which they undergo implementation, also reflect an important influence on the ways in
which entrepreneurs and company owners benefit from them (Armanios et al., 2017).
In summary, formal regulations shape entrepreneurial activities with their specific effects
depending on more than the regulations themselves. Our results reveal that political and
economic institutions wield influences over decisions whether or not to engage in informal
business practices and opting therefore not to “fly under the radar”. This is a substantial
effect that deserves far greater attention on behalf of political decision makers. Furthermore,
we may report that the quality of economic institutions emerges as a factor on
which decisions over whether or not to engage in informal entrepreneurship do depend.
Our findings therefore demonstrate the important and combined effects of political and
economic institutions. These patterns echo the results of Levie and Autio (2011) who
identify how the RL and market entrance regulations wield a joint effect on “strategic”
entrepreneurial entrants but not on low commitment entrepreneurial entrants.

Final considerations
The objective of this research involved ascertaining the ways in which the quality of
political and economic institutions influences informal entrepreneurship. We may now
conclude that both the quality of economic institutions and the quality of political institution
generate consequences for informal entrepreneurship. Indeed, the greater the quality of
these institutions, the lower the level of informal entrepreneurship.

There is a series of research findings demonstrating that economic institutions influence
the option taken for formal or informal entrepreneurship: such as labour market flexibility
(Kanniainen and Vesala, 2005), the barriers to new market entrants when the greater the
difficulties of entering, the greater the likelihood of getting involved in informal
entrepreneurship (Djankov et al., 2002), fiscal burden (Gentry and Hubbard, 2000), the
regime of ownership rights (Autio and Acs, 2010; Autio and Fu, 2015) and bankruptcy
legislation (Lee et al., 2011). As also detailed above, the greater the quality of the economic
institutions, the lower the probability of individuals opting to engage in informal economic
activities (H1). Other research studies have explored the effects of corruption levels and the
RL of a country, the existence of free elections as factors influencing the incidence of
informal entrepreneurship (Levie and Autio, 2011; Autio and Fu, 2015). While not
specifically focussing on the issue of whether or not entrepreneurs choose to register their
companies, these authors highlight the important role that political institutions play in the
regulation of entrepreneurial choices. We may, however, also report that political
institutions have received a lack of attention despite some institutional researchers having
demonstrated that political institution may return long-term impacts both on the
functioning of economic systems and on the generation of wealth (Weingast, 1995, 1997;
Acemoglu and Robinson, 2012). Our results serve to confirm that this impact does exist and

377

Role of political
and economic
institutions



bears a negative impact on options for informal entrepreneurship. Hence, the greater the
quality of political institutions, the lower the incidence of entrepreneurs engaging in
informal sectors (H2).

Through to themid-twentieth century, the organisation of economic activities took place on a
mass scale and attentions particularly focussed on major companies and corporations on the
grounds they hold the greatest responsibility for national economic performance. However, over
the course of the second half of the last century, the entrepreneurship of small- and medium-
sized companies emerged as a new economic policy strategy with the objective of stimulating
the generation of employment in conjunction with economic growth (Birsch, 1979; Audretsch,
2003; Ashcroft et al., 2007). According to various authors, the formation of new companies
continues to perform a fundamental role in the development of regional policies around the
world (Bogliacino and Pianta, 2016; Subramaniam et al., 2015). Informal sector production and
circulation have brought about their own internal logics and extending well beyond a residual
feature of the typically capitalist sector of the economy; furthermore, the appearance of informal
activities also interconnects with the excess of manual labour produced by capitalism and with
the informal sector emerging as an economic environment able to absorb and integrate this
contingent hitherto located on the outer fringes of the economy (Chen, 2012).

Our results thus enable us to respond to our research question:

RQ1. What influence does the quality of political and economic institutions have on
informal entrepreneurship?

We demonstrate how the inherited economic and political institutional structure may
isolate the government against democratic processes and thereby establishing the scope
for the undue usage of government powers and even observing the absolute abuse of
power, consequently leading to options in favour of informal entrepreneurship. Whenever
there are already mechanisms that impose reliable and consistent restrictions and
appropriate conduct and behaviour on behalf of the government, encouraging its members
of staff to comply with the rules and regulations, this impacts through decreasing the
incidence of the option for informal entrepreneurship. As well-designed political system
protects property, human rights and political liberties, thus encouraging the participation
of citizens in economic life. Attention to these relationships thus holds significant
relevance to understanding the effects of political and economic institutions on the
different forms of entrepreneurship.

As a result of this research, we have pointed out some fundamental implications of our
research. Taking into account that companies are embedded in a medium of great uncertainty
and complexity, the ability to adapt to these contingencies is fundamental. The greater their
adaptability, the greater their competitive advantage over their competitors. Thus, these
entrepreneurs who live in the shadow of formalised entrepreneurs will only be able to compete
with their competitors in the formal sector if they make the choice to legalise their businesses.
On the policy side we can suggest an interventionist option such as deregulating slightly
formal entrepreneurship. Relying on the belief that the EI arises due to excessive market
regulation, the aim is to deregulate the formal economy so that all activities are carried out in a
simpler and less bureaucratic way. Another interventionist option is to try to eradicate
entrepreneurship in the informal sector. To achieve this, informal entrepreneurs have to be
seen as “rational economic actors” who will avoid taxes while the payment is greater than
the expected cost of being caught and punished and the change is sought to change the
cost/benefit ratio by confronting those involved or thinking about participating in the IE.

For future research, we would point to the relevance of deepening some of the questions
raised by the empirical evidence obtained here and requiring answering by future research
studies: What is the impact of informal entrepreneurship on risk capital flows? Risk capital
and attracting investors are also highly important to innovation processes and companies
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entering the formal sector. Hence, investors tend to place their investment options in
economies where the quality of their political and economic institution is not open to
question. Hence, this would determine whether informal entrepreneurship generates a
negative impact on the availability of risk capital. Finally, and no less importantly, we know
that behind these companies are their entrepreneurs and identifying the motives that drive
recourse to informal entrepreneurship holds the greatest of importance. A final question for
future research might thus be: What are the motives driving recourse to informal
entrepreneurship? While the current study makes contributions towards clarifying the role
of economic and political institutions in informal entrepreneurship, this field of research still
has a long path ahead.
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