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Introduction

EDGAR L. FEIGE

This volume explores the nature, meaning, measurement, and implica-
tions of the still largely uncharted domain of economic activity that
has come to be known by the popular catchphrase the ‘“underground
economy.” It is generally thought to consist of those economic activities
and the incomes derived from them that circumvent or otherwise elude
government regulation, taxation, or observation. This is a subject that
arouses great curiosity, many anecdotes, and few admissions of involve-
ment. The term has been used to cover a wide range of economic acti-
vities including but not limited to the traffic in drugs, prostitution,
pornography, gambling, “off-the-books” employment, ‘“skimming,”
“moonlighting,”” and tax evasion. What these disparate activities appear
to have in common is the penchant of those who engage in them to
conceal them from government and public scrutiny.

Public attention was drawn to the underground economy during
World War II when higher tax rates, price controls, and rationing
programs provided incentives for firms and individuals to participate
in various ‘‘black market” activities. Black market transactions were
typically effected by cash payments in order to eliminate a ready audit
trail that could otherwise be used by tax authorities and other regulatory
agencies for enforcement purposes. A major form of tax evasion was
underreporting income to the Internal Revenue Service (IRS).

Although anecdotal evidence of black market activities and tax
evasion were widespread, it was left to Cagan (1958) to devise a simple
currency ratio method for obtaining a rough quantitative measure of the
size of unreported income. He found that unreported income at the end
of the war amounted to almost 23% of adjusted gross income reported
to the IRS. The IRS employed its own audit control program in an effort
to independently establish the amount of income not properly reported
on tax forms, but Holland’s (1959) research revealed that IRS audit
procedures were only able to detect a fraction of the unreported income
earned from interest and dividend payments. Pechman (1959) cited this
latter evidence in a plea to Congress to initiate a tax reform that would
extend automatic withholding to interest and dividend payments. The
suggested reforms were rejected by Congress, and the issue of tax
evasion faded from public view.
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Interest in underground economic activity was revived when Gut-
mann (1977) employed Cagan’s procedure to calculate a point estimate
of $175 billion as the size of the “subterranean” economy in 1976,
amounting to roughly 10% of gross national product (GNP). Feige’s
(1979, 1980) subsequent calculations, based on a modified currency
ratio method and a newly developed transactions method, produced a
series of temporal estimates suggesting that the “irregular,” or
“unobserved,” economy had grown dramatically since the late 1960s
and that its size was considerably larger than indicated by earlier
estimates. Monetary statistics revealed that currency had grown relative
to demand deposits despite widespread predictions of the advent of a
“cashless society.” The U.S. currency holdings per family were in excess
of $2,000, and more than 40% of the value of the nation’s cash was in
the form of $100 bills.

These studies put forward the conjecture that rising tax rates, costly
government regulation, and public disenchantment with the tax system
had produced widespread noncompliance with the tax code. A major
form of noncompliance was believed to be the underreporting of taxable
income to the IRS. The IRS responded to this concern by criticizing
estimates based on monetary methods and producing, in their place,
audit-based estimates of unreported income and associated tax revenue
losses. These initial estimates nevertheless acknowledged that in 1976
unreported incomes amounted to between $100 billion and $135 billion
with a corresponding tax gap amounting to between $19 billion and
$25 billion.

A corollary to the problem of unreported income is that efforts to
evade taxes might also produce distortions in other bodies of govern-
ment data. For example, the construction of National Income and
Product Accounts (NIPA) depends upon tax source data. If tax source
data is biased, the nation’s basic macroeconomic information system
is vulnerable to systematic distortions. This in turn suggests that some
of the anomalies that plagued the economics profession during the
decade of the 1970s might be explicable in terms of distorted official
statistics rather than to explanations of ad hoc shocks to the system or
macrotheory gone awry. Could the surprising stagflation experience of
the decade and the unexplained declines in productivity be associated
with a growing but hitherto unobserved economy? Representatives of
government statistical agencies cast doubt on these suggestions by
publicly expressing confidence in the reliability of official data sources.

These questions nevertheless attracted considerable public atten-
tion and controversy. The popular press dubbed the phenomenon the
“underground economy,” and the Joint Economic Committee of the
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Introduction

U.S. Congress described the underground economy as one of the most
interesting and most disturbing subjects they had examined. Public
attention focused on the troubling implications of growing noncom-
pliance with tax laws. Was the government losing its ability to collect
the revenues necessary to finance public expenditures? Did the tax code
require fundamental reform in order to restore a high level of voluntary
compliance? Moreover, was the veracity of the nation’s macroeconomic
data system being compromised as a result of economic incentives to
distort information?

Much of the controversy concerning the underground economy fo-
cused on the various estimates of its size and growth. Critics of the
currency ratio methods challenged the assumptions employed in the
estimating procedures and pointed out that some of the evidence cited
to substantiate the emergence of an underground economy was open to
alternative interpretations. The transaction method, acknowledged to
have avoided many of the conceptual shortcomings of other methods,
could not be fully implemented because of missing data. Survey methods
were suspect because of the problems of self-selection bias and the
questionable veracity of recorded responses. The efficacy of audit pro-
cedures was questioned, particularly in the realm of uncovering unre-
ported income where the burden of proof lay with the auditor rather
than with the taxpayer. The ensuing discussions reflected a growing
appreciation of the methodological difficulties entailed in all efforts to
measure economic behaviors that individuals and firms were strenuously
attempting to hide. It also became more evident that different empiri-
cal procedures were in fact measuring different components of under-
ground activity and therefore could not be directly compared. These
and other aspects of the underground economy hypothesis required
further elaboration.

The classification of underground activities needed to be refined to
reflect the substantive concerns of different investigators. The under-
ground economy appeared to mean very different things to labor eco-
nomists, criminologists, fiscal experts, macroeconomists, and national
income accountants. The nature of underground activities in market-
oriented systems was likely to be quite different from that of centrally
planned systems and was also likely to depend upon the level of a
country’s development. It appeared that no single definition of the
underground economy could serve all these diverse purposes. Alterna-
tive definitions would therefore have to be fashioned in light of the
relevance that particular underground activities had to different areas
of economic inquiry.

A taxonomic framework was required to clarify the interrelation-

3
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ship between prohibited illegal activities, tax evasion activities, and
information-distorting activities, and empirical methods needed to be
examined in order to determine precisely which components of under-
ground activity were being measured by different techniques. Efforts to
test the robustness of results under different assumptions and to repli-
cate studies under different circumstances might also help to resolve
outstanding disputes.

Economists cannot readily replicate empirical studies in a laboratory;
they must rely on experiments thrown up by history. The historical
experience of Europe provided a promising opportunity to extend the
study of underground economic activities. Tax rates in many European
nations exceeded those in the United States, as did the costliness of
regulations in labor and capital markets. The economic incentives to
engage in underground activities were clearly present in many European
economies. Would similar methods applied to different countries yield
similarly disturbing results? Were other methods of measurement avail-
able under different circumstances?

Informal inquiries among academic and government experts revealed
that there was widespread interest on both sides of the Atlantic in the
problems of tax evasion, unregistered labor, and the fiscal and macro-
economic implications of what was variously called the unobserved,
hidden, and shadow economy. The conference on the unobserved eco-
nomy was convened to provide an international forum for economists
to consider these issues. Participants were requested to review and
evaluate the literature in their respective countries and to undertake
empirical studies that might be comparable to work already completed
for the United States. They were also encouraged to critique existing
work and to present new conceptual and empirical approaches to the
subject.

The diverse nature of the activities that different researchers found
important suggested that it was best to abandon the notion of a single
underground economy and, instead, to identify the variety of under-
ground economies that were germane to salient economic problems.
Their boundaries would be delimited by the purposes and perspectives
of substantive areas of investigation. The goals were to develop useful
definitions for different underground economies; choose appropriate
nomenclature to describe them; design, evaluate, and implement alter-
native measurement methods; and determine the relevance of the find-
ings to other contemporary economic issues.

Chapter 1 presents a classification scheme of underground activities
that reflects the substantive issues that have been raised in the United
States. The chapter describes three interrelated underground economies
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— the “illegal” economy, the ‘“unreported” economy, and the ‘“‘unre-
corded” economy — whose incomes are respectively germane to the
problems of economic crime, tax evasion, and the reliability of the
nation’s information system. Alternative estimation procedures that
have been used in the United States are examined and evaluated with
respect to their conceptual strengths and empirical robustness. The U.S.
studies indicate that during the early 1980s unreported income was
estimated to range between $280 billion and $420 billion, amounting to
16-24% of reported adjusted gross income. The corresponding implied
tax losses are in excess of $100 billion. Surprisingly, the unreported
income from illegal activities is estimated to be less than 15% of total
unreported income. Time series estimates of unreported incomes sug-
gest that tax evasion rose very dramatically during World War II and
again during the past twenty years.

It is during this latter period that high growth rates of unreported
income are suspected of having contributed to the problem of unre-
corded income that could have distorted the nation’s macroeconomic
information system. Estimates of total unrecorded income are consi-
derably larger, more variable, and less reliable than those of unreported
income. The government has now acknowledged the problem of unre-
corded income and has undertaken a historical revision of its NIPA
statistics in order to reflect the effects of IRS estimates of misreporting
on federal income tax returns.

The second chapter, by Alford and Feige, elaborates the thesis that
social science information systems are highly vulnerable to the distorting
effects produced by “observer—subject—policymaker feedback.” They
argue that information must be treated as an endogenous variable in
social systems whenever there exist behavioral incentives and mecha-
nisms to manipulate the information system. They show that the under-
ground economy is one of many examples of information endogeneity
in the social sciences. Whenever social indicators are used as triggers for
policy, they cease to function as objective measures of system activity
and become readily corrupted.

McGee and Feige (Chapter 3) develop a formal macroeconomic model
to illustrate the economic consequences of rational policymaking under-
taken with false information. They show how an initial “statistical il-
lusion” of economic malaise brought on by growth in the unrecorded
economy can lead well-intentioned government policies to destabilize
the economy. Full-employment policies can create ‘“‘stagflation” when
the monetary authority unwittingly stimulates the observed economy at
a time when total economic activity — recorded plus unrecorded — is near
capacity output. This specification of the model corresponds closely to
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the situation that prevailed during the 1970s. Alternatively, when the
government adopts an anti-inflation monetary policy, as it did in 1979,
the model predicts that an increase in underground economy activity
will lead to growing government deficits and high real rates of interest.
The model essentially presents an alternative explanation of the eco-
nomic events during the past two decades. It is an explanation that relies
heavily upon the emergence of an unrecorded and hence unobserved
sector of economic activity.

Chapter 4 raises the normative question of how large the under-
ground economy should be. Some writers have praised the under-
ground economy as a highly efficient entrepreneurial sector that serves
as a constructive buffer against the inefficiencies brought on by taxes
and regulations. Others view the underground economy as undermining
the social fabric since it deprives legitimately constituted government of
required revenues and illegally redistributes income from the honest to
the dishonest citizen. Bruno Frey examines and evaluates a number of
conceptual approaches to this dilemma and finds that none of them are
capable of providing a satisfactory resolution to this normative issue.

The second part of the volume consists of specific country studies that
present and evaluate evidence of underground activities in different
nations. The first essay by Porter and Bayer (Chapter 5) was not part of
the original conference but came to my attention after a decision had
been reached to prepare the present volume. Their contribution repre-
sents a thorough and highly critical examination of alternative monetary
methods that have been employed throughout the world to estimate
underground activities. Porter and Bayer review these methods in depth,
pointing out their relative strengths and vulnerabilities. They attempt
to demonstrate that some of the monetary statistics that have been cited
as evidence supporting the underground income hypothesis do not ne-
cessarily require an underground economy explanation. Their chapter
emphasizes the limitations of monetary measurement tools and serves as
a sobering counterweight to the sizable monetary estimates of under-
ground activity in the United States, Canada, Germany, and the United
Kingdom that are reported in other chapters.

Broesterhuizen’s work on the Netherlands (Chapter 6) produces a
sensible framework for analyzing the sensitivity of national accounts to
distortion. By examining the detailed composition of NIPA and deter-
mining the extent to which particular sectors rely on tax source informa-
tion, he is able to infer the aggregate impact on the reliability of the
NIPA of different degrees of underreporting of income to tax authorities.

O’Higgins’s essay (Chapter 7) reviews the various NIPA discrepancy
methods that have been proposed as measures of the underground eco-
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nomy in the United Kingdom and finds these methods wanting. He also
shows that unlike the experience in the United States, the U.K. ratio of
currency to demand deposits fell as a result of the reduced costs of
transacting with checks. A similar finding emerges from Langfeldt’s
chapter on Germany (Chapter 8). O’Higgins’s review of the U.K. evi-
dence reveals that different methods of estimation have produced wide
differences in the quantitative estimates of the underground economy.
As is the case in most of the countries studied, the monetary methods
produce the largest estimates. O’Higgins employs the temporal esti-
mates of the growth of underground activity to determine whether the
underground economy exhibits a cyclical pattern. If the underground
economy moves countercyclically, it will serve to dampen fluctuations in
overall economic activity. If it moves cyclically, it reinforces fluctuations
in the observed sector. The conceptual framework presented in Part I
suggests that the underground economy is expected to behave counter-
cyclically, but the scant evidence from the United Kingdom does not
conform with this expectation.

Langfeldt’s study of Germany employs many of the same methods
that have been used in the United States and with surprisingly similar
results. It appears that the unobserved sector in Germany is sizable and
that it grew substantially during the decade of the 1970s as tax rates also
increased. Mirus and Smith (Chapter 12) employ similar methods for
Canada with broadly consistent results. Once again, measured fluctua-
tions in the unobserved sector correspond with fluctuations in tax rates.

The Hansson study of Sweden (Chapter 9) comes to the surprising
conclusion that tax evasion does not seem to have increased in a country
that claims among the highest tax rates in Europe. His conclusions are
however largely based on evidence from survey information and dis-
crepancy measures that have been shown to be poor indicators of un-
observed activity. Tax audit information for Sweden appears to be
consistent with findings for the United States. Hansson also examines
the issue of the optimal size of tax evasion and concludes that from the
standpoint of allocative efficiency, some amount of tax evasion may be
socially desirable but evasion also has distributive consequences.

Isachsen and Strom (Chapter 11) add evidence for Norway based on
both a conventional monetary estimate and an innovative survey
method designed in such a way as to provide data that correspond to the
variables suggested by the formal theory of tax evasion under uncer-
tainty. Since the theory is highly ambiguous with respect to expected
signs of key derivatives, their approach provides a unique empirical
basis for assessing the impact on evasion of changes in tax rates, per-
ceived penalty rates, and detection probabilities.
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Italy is popularly regarded as having a major unobserved economy,
and Contini (Chapter 10) explains the basis for this perception. The
Italian case is unusual insofar as its unobserved sector was initially
detected as a result of a completely implausible decline in the observed
labor force participation rate. By the mid-1970s less than 35% of the
total population was registered as belonging to the labor force. Regional
labor market surveys revealed off-the-books employment and National
Income Accounts required upward revisions of close to 10% during two
years in order to properly account for the productivity of workers in
small-sized firms that had been artificially underrepresented in the
accounting procedures.

Barthelemy (Chapter 13) reviews the French literature’s concern with
questions of definition and summarizes a number of empirical studies
that estimate “black labor’ and tax evasion. The French studies employ
survey, audit, and monetary methods.

In the third part of the volume, Felbrugge and Gabor provide a
unique glimpse into the meaning and importance of what is called the
“second economy” in centrally planned systems. The second economy
of socialist countries is even more difficult to define than the unobserved
economy in market economies because of the complex manner in which
the “‘second economy” is interwoven with the official economy.

Felbrugge (Chapter 14) takes us on a scholarly excursion into the
second economy, exploring its legal, political, and economic implica-
tions in the USSR. On the surface there appears to be little relationship
between the concepts that guide research on the unobserved economy
and those that illuminate the significance of the second economy, but
these initial impressions are dispelled by the illuminating insights
offered by Feldbrugge and Gabor. By focusing the reader’s attention on
the issue of how the state obtains control of resources under the two
systems, we come to recognize that noncompliance with tax laws in the
West does in fact have its parallel under a centrally planned system. In
the West, individuals earn incomes that are then taxed away. In the
Soviet and Hungarian system, the resources are withheld (taxed) at the
outset by the overall imposition of scarcity as dictated by the central
plan. Feldbrugge points out that there are effectively no penalties for
tax evasion in the Soviet Union, yet violations of rules for currency
transactions or theft of socialist property carry maximum penalties of
fifteen years of confinement or even death. Gabor (Chapter 15) points
out that in the Western countries, control is based on the application
of rules such as tax laws. In centrally planned systems, control is para-
doxically based on the infringement of rules. The state’s legal system is
such that the conduct of normal activity typically involves the violation

8
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of law. As such, each citizen experiences the “permanent general possi-
bility of exposure and punishment by the state as an external power.” It
is the selective exercise of the laws that gives the state political control,
and thus it needs to subtly encourage activity in the second economy.
When the economy suffers from central plan inefficiencies, the second
economy is there to act as a safety valve for political discontent in much
the same way that noncompliance with tax laws increases income in the
private sector and buffers declines in the official economy of Western
countries. It is this shock absorber role that explains the symbiotic inter-
woven relationship between the official and the second economy.

The underground economies of both East and West, being sizable,
contribute to the overall economic efficiency of their respective systems
by virtue of the fact that they circumvent the inefficiencies introduced
by taxation and restriction of market mechanisms. But these gains are
achieved at the cost of undesired redistributions of income and degrada-
tions of information systems. Moreover, since the most important forms
of underground activities are illegal, their growth invariably serves to
unravel the social fabric of both societies. It is perhaps these realizations
that have prompted politicians in both systems to consider fundamen-
tal structural changes that seek somehow to internalize the benefits
of underground activities while inhibiting their corrosive effects. The
United States has recently enacted a fundamental reform of its taxation
system that reduces tax rates, eliminates tax loopholes, and strengthens
noncompliance penalties. One of the major aims of the reform is to
recoup tax revenues by lowering the benefits and increasing the costs of
entry into the underground economy of tax evasion. The Soviet Union is
now undergoing a fundamental restructuring of its economic life that
implicitly seeks to incorporate the efficient second economy into the
official sector. As allocative barriers of the central plan are relaxed
to accommodate the second economy, income taxes must now be intro-
duced as a means for the government to retain control over resources
and their distribution. It appears that the universality of underground
activities and the growing recognition of their consequences serves as
a powerful catalyst for independent changes that draw East and West
closer together.






PART I

The meaning, measurement, and policy
implications of the underground economies






CHAPTER 1

The meaning and measurement of the
underground economy

EDGAR L. FEIGE

If we are to believe official government statistics, the U.S. economy
of the 1970’s displayed symptoms of economic maladies that earlier
generations of economists thought could not coexist. The decade was
plagued with high rates of inflation, unacceptable levels of unemploy-
ment, slowed growth, and declining productivity. The simultaneous oc-
currence of inflation and recession baffled economic diagnosticians and
precipitated what has been called a crisis in macroeconomic analysis.
The inconsistency between the predictions of conventional macroeco-
nomic theories and the ‘“facts” of economic life have led to a re-
examination of both the theories and the facts.

During the earlier decade of the 1960’s, our theories and experience
led us to believe that the economy was characterized by a stable down-
ward-sloping Phillips curve, a menu of trade-offs between unemploy-
ment and inflation from which to choose the most socially desirable
combination. Macroeconomic models provided relatively accurate fore-
casts of future economic activity. Policymakers pursued conventional
Keynesian policies in efforts to fine tune the economy, working to
stabilize it at full employment. The prevailing optimism of the time
encouraged the belief that relatively low levels of unemployment could
be attained while maintaining reasonable price stability and a healthy
rate of economic growth. Since inflation was thought to have negligible
economic consequences, full-employment policies could be pursued that
would cyclically balance budgets, while providing the economic growth
necessary to generate the government revenues required to finance the
growing demands for social expenditure programs. These optimistic
hopes were rudely shattered by the economic facts of the past fifteen
years.

The forecasts of macromodels became increasingly wide of the mark.
The Phillips curve began to spiral upward and outward, requiring the
neologism “‘stagflation” to describe the joint occurrence of inflation and
recession. As macroeconomic policy appeared increasingly impotent
against this unusual malady, the term ‘‘economic crisis”” was heard with
greater frequency than during any period since the Great Depression.

13
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The economics profession was confronted by a growing chasm between
the world of theory and the world of observation. The theory was
imaginatively modified to incorporate “‘supply side” and “rational ex-
pectation” effects to account for some of the observed anomalies in the
economic system. Energy price shocks bore the burden of explaining the
simultaneous occurrence of inflation and recession, while dynamic ex-
pectation theories attempted to account for their persistence and the
government’s inability to restore the economy to a stable equilibrium.
Despite these theoretical innovations, a coherent and empirically plausi-
ble consensus on the causes of the stagflation experience still eludes
our grasp, as does an adequate explanation for the dramatic growth in
government deficits.

A complementary approach toward bridging the gap between theory
and observation is suggested by the maxim, “if the facts don’t fit the
theory, check the facts.”” Is it possible that the facts of economic life
have become systematically distorted as the result of our failure to
notice the growth of an “unobserved,” or ‘“‘underground,” sector of
economic activity? The underground income hypothesis (UIH) repre-
sents an effort to reassess the veracity of the economic facts that are
generated by official government agencies who collect and disseminate
key economic indicators. Their information signals guide both analysis
and policy. In brief, the hypothesis suggests that a large and growing
segment of economic activity may escape the elaborate measurement
system that government agencies have established to monitor economic
activity. Since that measurement system relies to a major extent on tax
information, the growth of non-compliance with tax laws can produce
distortions in the information system that generates our observations on
the progress of economic activity. The UIH raises a new set of questions
to be asked and offers some tentative answers that might help to resolve
several of the outstanding paradoxes in our midst. The questions deal
with the adequacy of the information system on which individuals,
firms, and governments rely for rational decision making. McGee and
Feige (Chapter 3) demonstrate that a growing unobserved sector that
flaws the information system can produce stagflation symptoms similar
to those experienced during the 1970’s when the government is com-
mitted to a full-employment policy. Alternatively, when the policy
emphasis is on price stability, a growing unobserved sector can create
budgetary deficits of the type we are presently experiencing.

The UIH suggests that some of the basic taxonomic distinctions em-
bedded in both Keynesian and post-Keynesian conceptual frameworks
require extension. The core of traditional macroeconomic doctrine
focuses on the consequences of resource shifts between the private and
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the government sectors. The UIH suggests that attention must also be
focused on the consequences of resource shifts between the observed
and the unobserved sectors of the economic system.

When the substantive concern is the reliability of broad economic
indicators such as those produced by the National Income and Product
Accounts (NIPA), the observed, or “recorded,” sector of the economy
consists of those economic activities that are regularly caught in the net
of our official statistical accounting mechanisms. This recorded sector
furnishes us with our perceptions of the fundamental facts of macro-
economic life. Not only does it function as the basis for generating the
questions that the economics profession seeks to answer, it also provides
the fodder for our forecasting industry, our empirical tests, and our
policy prescriptions. A growth of “unrecorded” economic activity that
escapes the purview of the official NIPA creates systematic discrepancies
between what is recorded in our information system and what is actually
taking place in the economy. If the official information system becomes
systematically biased, it will generate misguided questions, erroneous
answers, and false information to both citizens and policymakers alike.

In the context of fiscal economics, the observed sector refers to the
amount of income that is “reported” to the fiscal authority under our
current system of voluntary tax reporting. Non-compliance with the tax
code generates “‘unreported’” income, namely, the difference between
the amount of income that ought to be reported to the tax authority and
the amount actually reported. A growth of unreported income reduces
the ability of the fiscal authority to generate revenues and, ceteris pari-
bus, generates budget deficits. Moreover, since the income recorded in
the NIPA system relies on data reported to the tax authorities, a growth
of unreported income can also lead to a growth of unrecorded income.
In short, a large and growing unobserved sector reallocates resources
away from the domain of observation and control. It affects our percep-
tions of economic reality and the reality itself. Its allocation and distribu-
tion consequences can have important implications for macroeconomic
stabilization policy and tax policy.

The aim of this chapter is to develop a taxonomic framework of
definitions and nomenclature for characterizing different types of
underground activities and to review and evaluate alternative methods
for estimating the size and growth of this elusive phenomenon. The
taxonomic framework presented in what follows is germane to the insti-
tutional setting of developed Western nations, and the empirical in-
vestigation focuses on the major methods that have been employed to
estimate the magnitude and temporal development of the unobserved
sector in the United States.
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The meaning of the unobserved economy

The literature produced by “‘underground economists” has generated
a plethora of terms (underground, subterranean, shadow, informal,
hidden, parallel, black, clandestine, second, household, etc.) to de-
scribe various aspects of the unobserved sector of the economy. This
proliferation of concepts illustrates the fact that what is here termed the
“unobserved sector” is in fact an amalgam of many diverse activities
whose relevance to inquiry depends partly upon the problem at hand.
Whereas each of these terms contributes something to our understand-
ing of particular aspects of the subject, the multiplicity of concepts has
tended to confuse rather than to clarify the important substantive issues
raised by the discovery that potentially significant segments of economic
activity may be imperfectly accounted for in the conventional data bases
forming the very foundation of empirical inquiry in economics.

Alternative measures of the size of what is popularly called the
“underground economy’” have revealed a wide range of estimates of its
magnitude. These apparent inconsistencies suggest not only the dif-
ficulty of attempting to estimate a phenomenon whose raison d’étre is to
defy detection, but more importantly, the fact that the different mea-
sures are incommensurable since they are estimates of different concep-
tual entities. To date, little effort has been devoted to the elaboration
of useful conceptual distinctions of different notions of ‘“‘underground
income” and to the reconciliation of diverse empirical measures. What
is required is a taxonomic framework that discriminates among different
aspects of the phenomenon and provides empirical links between the
various theoretical constructs and their real-world counterparts. One
distinction that deserves greater attention is the difference between
economic and fiscal concepts of income. All too often, the underrecord-
ing of income in the NIPA has been erroneously identified with the issue
of tax evasion.

Total economic income

Macroeconomic theory defines income as the maximum amount of
consumption that can be undertaken in a given period without altering
the stock of wealth. In principle, this broad notion of total economic
income makes no distinction between market and non-market consump-
tion. Conceptually, consumption of goods and services includes all items
that have positive market or shadow prices due to their relative scarcity.
In U.S. practice, however, empirical measures of economic income are
limited to the consumption of legally produced market goods and ser-
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vices (produced by labor, capital, and property) supplied by residents of
the country during a specified time period. The conventional macroeco-
nomic accounting practices that are embodied in the NIPA thus neces-
sarily sacrifice conceptual completeness in order to reduce the cost and
error of actual measurement. If we define recorded income as that com-
ponent of total economic income empirically captured in the NIPA
statistics, then ‘“‘total unrecorded income” can be seen to consist of

1 income produced in prohibited economic activities deemed “‘illegal”
by the law of the land,

2 income produced in non-market (bartered) legal activities, and

3 income produced in legal market activities (monetary) that for
various reasons escapes NIPA measurement.

A simple taxonomic framework for total economic income and its
components is displayed in Table 1.1.

In principle, total economic income includes all income produced in
both the market and the non-market sectors. Precisely what determines
the boundary (AB) between these two sectors is one of the major sub-
stantive issues of micro-labor-economics, with its emphasis on labor
force participation rates. Development economics is largely concerned
with the macrodeterminants of the (AB) boundary and the rapidity with
which it shifts up over time. Some authors have referred to the output
of the non-market sector as the ‘“‘informal economy” (Skolka, 1985),
whereas others have used the same term to describe market activities
(Smith et al., 1982).

Both market and non-market income-producing activities can be
further classified according to the societies’ social conventions as em-
bodied in legal statutes that distinguish between legal and illegal ac-
tivities. The legal status distinction identifies those income-producing
activities regarded as illegal under criminal law. Illegal income-producing
activities are presently excluded from the U.S. NIPA, whereas the UN-
OECD System of National Accounts (United Nations, 1953) makes no
distinction between legal and illegal activities.

What is germane to the issue of the unobserved economy as it relates
to economic income is the question of what is and what is not recorded
in NIPA. As displayed in Table 1.1, recorded income! includes most

! Recorded income can be measured with different degrees of “‘grossness,” thus giving
rise to distinctions between gross national product and net national product (NNP).
Estimates of national income are derived from NNP by subtracting indirect tax and
non-tax labilities, business transfer payments, and the statistical discrepancy and by
adding subsidies less the current surplus of government enterprises. Finally, personal
income is derived from national income by subtracting corporate profits with inventory
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Table 1.1. Taxonomic framework for economic income

Theoretical Market Legal status Reporting NIPA
construct classification activity status component
Illegal Monetary
activity Unrecorded unobserved
cC___ D income sector
Market E___F G H
income
Legal Recorded Estimated
Total activity income gross
economic national
income product
A B A B A B
Imputed
Non-market income
income E___F G_____H
Legal Non-monetary
activity Unrecorded unobserved
cC___ D income sector
Illegal
activity

legal market income as well as minor imputations for particular com-
ponents of legal non-market income.® Total unrecorded income thus
includes illegal market and non-market activities. In addition, total un-
recorded income includes legal market income that unwittingly escapes
NIPA detection (the upper CD-EF boundary in Table 1.1) as well as
legal non-market income (the lower CD-EF boundary), which is con-
ventionally excluded from the NIPA due to the difficulties engendered
in measuring the size of this component.

Unrecorded illegal income arises from the production and distribu-
tion of goods and services regarded as illegal by social convention. In
the United States, such goods include drugs and pornographic materials;
services include prostitution and value added in loan sharking. In
practice, such illegal activities are excluded from the accounts, except to

valuation and capital consumption adjustments, net interest, contributions for social
insurance, and wage accruals less disbursements and by adding government transfer
payments to persons, personal interest income, personal dividend income, and business
transfer payments.

The Bureau of Economic Analysis makes imputations for food produced and consumed
on farms and also includes imputations for non-monetary transactions such as rent for
owner-occupied housing.
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the extent that some illegally produced income might be ‘“‘laundered”
into data sources underlying the NIPA.

The final component of total economic income is unrecorded legal
market income. Legally produced income can escape measurement in
the NIPA as a result of deficiencies in NIPA estimation procedures and
underlying data sources. Since illegal income and non-market income
is excluded from the NIPA by convention rather than by inadvertent
omission, we reserve the term “‘unrecorded income” to denote legal
market income that ought (under current accounting conventions) to be
included in the NIPA but is not.

Fiscal income

Fiscal income is defined by legislative tax statutes that identify those
sources of “‘income” that are to be included in the nation’s tax base. On
the one hand, fiscal income is a broader concept than total economic
income since it includes realizations of appreciated asset values in
addition to income earned from currently produced goods and services.
On the other hand, it is a narrower concept, since economic income
includes categories of income explicitly excluded by the fiscal code.
Most non-market household production is excluded from fiscal income
although it is legitimately considered to be part of total economic in-
come. It is also the case that fiscal income may exclude items specifically
imputed in the NIPA.3

The components of fiscal income are determined by fiscal legislation
rather than by the economic criterion of current production of scarce
goods and services. As displayed in Table 1.2, a nation’s potential
income tax base (including total economic income and capital gains
realizations) is legally subdivided into taxable and untaxed income. In
the United States taxable income includes income earned from illegal
activities.

The 1J lines in Table 1.2 define the tax avoidance boundary insofar as
individuals have legal discretion to shift their activities between taxed
and untaxed sectors. Taxable income from both legal and illegal activities
is further subdivided into reported and unreported income components.
Shifts from the reported taxable income sector into the unreported
taxable income sector (crossing the KL line) constitute one form of tax
evasion, namely, underreporting of legal and illegal sources of taxable

* An example would be food grown and consumed on a farm, which is excluded from
fiscal income under U.S. tax law but is considered to be a segment of total economic
income for which NIPA imputations are undertaken.
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Table 1.2. Taxonomic framework for fiscal income (personal income taxes)

Potential Legal Reporting Effective NIPA
tax base classification status tax base relationship
Untaxed Legally
income non-reported Avoidance
income
| I | I J I J
Unreported
income Oo____ P
KL Evasion
M______ N
Total Adjusted Personal
economic Taxable Reported gross income
income income income income
Oo_____ P
M_____ N
Capital K L
gains and Unreported Evasion
other income
| I | I ] I J
Legally
Untaxed non-reported Avoidance
income income

income. A second source of tax evasion arises from the overreporting of
deductible adjustments to income. Fraudulent overstatement of these
adjustments to income is strict tax evasion. On the other hand, tax-
induced expenditures on goods or services that constitute allowable
deductions are a legitimate form of tax avoidance. The fragility of
this distinction has led to the introduction of yet another neologism,
‘““aviosion,” to describe questionable practices that raise adjustments
to total reported income.

The effective tax base (before deductions) for the federal income tax
is known as adjusted gross income (AGI). The AGI is the sum of all
taxable income sources that have been reported on federal tax returns
minus adjustments to income. Unobserved income in the fiscal context
is simply *‘unreported income” measured as the difference between the
income that should have been reported for federal income tax purposes
had the fiscal code been adhered to and the income actually reported
(areas IJKL in Table 1.2). A further caveat is required to take account
of unreported incomes and expenditures that arise from underreporting
on state and local taxes. Since virtually no research has been undertaken
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on the amount of underreporting of state and local taxes, the term “un-
reported income’ is often used to refer to underreporting on the federal
income tax.

From the foregoing discussion, it is evident that “‘total unreported
income” is not synonymous with “‘tax evasion” since tax evasion also
includes overstated tax deductions. Moreover, unreported income is a
totally different concept than total unrecorded income. The former rep-
resents an empirical understatement of federal taxable income, whereas
the latter reflects an underestimation of total economic income.

The relationship between the observed and unobserved
sectors

When the observed sector is taken to constitute all the measured eco-
nomic activity that is recorded in conventional national income ac-
counting frameworks such as NIPA, its overwhelming corpus consists of
income-producing market activities that utilize money as the medium of
exchange.

The unobserved sector consists of two components: a market sector
that utilizes money as a medium of exchange in the production and dis-
tribution of goods and services and a non-monetary sector in which real
goods and services are produced but are either directly consumed by the
producing unit (e.g., the household) or are informally exchanged by a
bartering mechanism.

The monetary unobserved sector will include the output of illegal
production of goods and services, since these are, by accounting conven-
tions, excluded from the standard accounts. Much more significantly,
this sector comprises a wide range of legitimate income-producing acti-
vities that for a variety of reasons are not appropriately captured in the
social accounting mechanism. Such activities would include all incomes
that are earned but not fully recorded in the national income accounts.
To the extent that fiscal information is an important underlying source
of NIPA data, income that is not reported to the fiscal authorities will
consequently lead to an underestimation of economic income as well.
The motives for non-reporting or misreporting of information are al-
leged to include tax evasion, regulatory evasion, avoidance of costs of
compliance, or simply mistrust of government.

Ultimately, the accuracy and coyerage of any social accounting
system, regardless of the ingenuity of its design, will depend upon the
cooperation and honesty of the reporting units. Whether such coopera-
tion is eroded by the economic incentives inadvertently inherent in any
system of governance or by a growing alienation from the articulated
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legal and social values of a society, the first casualty of reduced com-
pliance is the social data base.

The non-monetary component of the unobserved sector comprises
those vital economic activities of households, firms, and voluntary insti-
tutions that produce real outputs that are bartered and are by conven-
tion, or inadequate data, largely excluded from conventional income
accounts.

The omission from economic analysis of both the monetary and non-
monetary components of the unobserved economy has been rational-
ized in the prevailing, yet unsupported belief that the monetary
component is relatively small and can therefore be ignored. The non-
monetary component, while large, is assumed to remain a relatively
stable fraction of observed income. However, if cyclical and secular
shifts between the unobserved sector and the observed sector are sizable
in comparison to shifts within the observed sector between government
and private activities, then their conceptual omission will weaken the
predictive power of any macroeconomic theory.

In order to illustrate the potential importance of the unobserved
economy, it is useful to describe the secular relationship between the
unobserved and the observed sectors of a hypothetical economy over
time in its development from a subsistence economy to a modern wel-
fare state. For simplicity, assume that the total private real income of
the economy (observed and unobserved) grows at a constant rate over
time, thereby abstracting for the moment from the intrusions of tech-
nological discoveries, natural or political calamities such as famines or
wars, business cycles, countercyclical policies, and efficiency effects pro-
duced by resource shifts. Each of these factors can be reintroduced into
the analysis, at the cost of simplicity.

The total private real income of this hypothetical society is repre-
sented in Figure 1.1 by Ty— T, which depicts the unperturbed growth of
real income at a constant rate. The economy begins at #,, when its total
subsistence income is equal to Ty. During the time period f5—f;, the
entire economy consists of an unobserved non-market, non-monetary
sector. At time #;, the simultaneous social contrivances of organized
markets and a monetary medium of exchange are introduced. Given the
inherent informational and allocation efficiencies of these key social
innovations, we would expect a dramatic shifting of resources from the
non-monetary to the monetary sector and thus a growth of the monetary
sector (represented by M;—M,) that exceeds that of the total economy.

At time t,, we introduce the social scientist, an observer, armed with a
variety of procedures for measuring economic activity. The observer
sets herself the task of measuring the legal component of the monetized
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Figure 1.1. Hypothetical relationships between the observed and unobserved sectors.
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market sector M,— Ms. Several observations are required to characterize
the historical time period f,—#;. We assume that the private monetized
sector, having attained a particular state of maturity, begins to en-
counter diminishing returns and that therefore its former growth starts
to decelerate. In time, this sector begins to produce externalities such
as pollution, information overload, and economic inequalities, which
strain the social fabric. It is during this time period that we would
anticipate a more rapid development of the complementary institution
of government, spurred on by demands for physical and legal infra-
structure, external defense, education, and income redistribution. The
government sector, seeking to satisfy the demands for “‘public goods”
and working to internalize some of the externalities of the private
monetary sector, will in turn resort increasingly to taxation and regu-
lation as means of marshaling the requisite resources. Thus, both
diminishing returns and the competing resource needs of the govern-
ment sector will slacken the initial exuberant growth of the private
monetary economy.

As greater resources are devoted to improve and broaden the social
measurement system, we would expect the growth of the “observed
sector” O,—0; to exceed that of both the private monetized sector
and of the total private sector. During this period, we would expect
the unobserved monetized sector — measured by the vertical distance
between O,— 05 and M,—M; — to shrink relative to the observed sector
and, similarly , the unobserved non-monetary sector — measured by the
vertical distance between M,—M; and T,— T3 — to decline relative to the
observed sector. The observed sector will, conversely, grow relative to
the total private income of the economy.

The development literature has dubbed this period of perceived dra-
matic growth as the period of “takeoff.” However, development eco-
nomists have been appropriately circumspect in recognizing that the
perceived growth is in part a statistical illusion, reflecting improvements
in the measurement system rather than growth of the economy as a
whole.

In our hypothetical history the period t;—14 is of particular interest
since it is during this period that the observed sector of the economy
will be approximately proportional both to the total private monetized
sector and to the total income of the society. The observed sector will
never coincide with the total private monetized sector as a result of
conventions that exclude comprehensive measurement of the latter.
More significantly, complete social measurement will be frustrated by
the inherent limitations of any system that depends essentially on the
honesty and reliability of voluntary reporting units. Since the hallmark
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of this period is the accurate characterization of total economic activity
given by the observed sector, from the perspective of the social scientist,
it is an ideal age for observation. It is during this period that well-
conceived economic theories and models that are themselves rooted in
empirical observation will have the highest chance of explaining and
predicting economic behavior. In essence, predictions and explanations
of macroeconomic events will be uncontaminated by the effects of sub-
stantial and unrecognized shifts between observed and unobserved
economic activity. As long as the unobserved sector remains roughly
proportional to the observed sector, government policies based on pro-
portionally accurate information signals have the highest chance of
achieving stabilization goals. Unfortunately, it is highly unlikely that
this fortuitous nexus of observed facts and underlying reality will last
indefinitely.

During the subsequent period (#,—ts), the hypothesized increase in
unobserved activities creates a divergence between the growth rates of
the unobserved and observed sectors. During this period, observers of
highly developed societies will experience the mirror image of the prob-
lem that confronts the observer of developing economies. Namely, the
unobserved sector will be growing relative to the observed sector.

In centrally planned economies, many official prices are artificially
maintained below equilibrium prices, causing the official sector to
develop the inevitable shortages that are characteristic of Eastern
European countries. Many of these countries develop a “second,” or
“parallel,” economy with market-determined prices and wages that are
above those in the official sector. These price differentials provide the
incentives that induce a shift of resources into the unobserved sector.
Similarly, in market-oriented economies, where governments acquire
resources both for the provision of public goods and for redistributions
via taxation, tax incentives induce a shift of economic activity toward
the unobserved sector. Taxation and regulation can be escaped legally
by switching resources into the non-monetary unobserved sector. Here
one would expect the development of “do-it-yourself” activities. One
would also expect an increased incidence of illegal underreporting and
non-reporting of taxable monetary income as parts of the economy go
“off the books.”

If it is the case that many highly developed economies have passed
unknowingly into an era where the unobserved sectors of the economy
are expanding relative to the observed sectors, what are the implica-
tions that follow? First and foremost, our conventional economic indi-
cators will give an increasingly distorted picture of the true state of
economic affairs. Official statistics will reveal a slowing rate of real
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output even when the total economy is growing at its normal pace.
Official price statistics in centrally planned economies will understate
the true price level, whereas market-oriented economies will produce
official price indices that overstate the actual level of prices. If the
unobserved sector grows rapidly, with employees in the observed sector
searching for secondary jobs off the books, official productivity mea-
sures decline if output is understated more rapidly than inputs are
reduced. Under social welfare systems with liberal unemployment bene-
fits, official unemployment statistics may become temporarily bloated as
people “out of work” find alternative jobs in the unobserved sector.

Macroeconomic forecasts would tend to become systematically biased,
overpredicting real growth rates of output and underestimating prices.
Finally, and perhaps most significantly, citizen and policymaker deci-
sions, however rational, will be based on false economic signals, thus
converting the perception of malaise into the reality of economic
distress.

The relevance of these conjectures to our own economy depends cri-
tically on an empirical issue, namely, how large is the unobserved sector
and how fast has it been growing? If the sector exists, how can it be
measured? If it has been growing, what telltale traces will it leave in
its wake?

Measuring the unobserved sector: methodological issues

Any attempt to measure a social phenomenon whose raison d’étre is
to defy observation is fraught with complex conceptual and empirical
difficulties. All estimates of the size and growth of the unobserved
sector are likely to contain substantial errors. It is therefore necessary
to establish some methodological criteria for what investigators would
regard as reasonable evidence that the phenomenon has been estimated
within tolerable limits. Any research strategy must be sufficiently broad
to encompass available evidence from diverse social sciences. The evi-
dence may be qualitative, anecdotal, or quantitative. Since different
methods are likely to measure different aspects of the unobserved sector,
estimates must be reconciled in terms of the correspondence between
different concepts of unobserved activity.

Three major classes of information are available to the researcher,
and each has an important role in the analysis. First, there is the large
and suggestive body of anecdotal information that is not easy to analyze
by the systematic procedures of modern quantitative methods. Such
“institutional” information is, however, highly relevant as a qualitative
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guide to both the frequency and nature of the phenomenon under inves-
tigation. Anecdotal institutional information provides a necessary start-
ing point for inquiry. It serves to raise many key questions and points
the research in specific directions concerning both the sources and pro-
cesses involved in unobserved economic activities.

A second class of information utilizes systematically collected micro-
observations, be they from individual surveys, tax returns, unemploy-
ment records, or other similar sources. Microdata approaches are useful
insofar as they yield disaggregated information that sheds light on dis-
tributional issues and can also be of value for administrative purposes
such as tax enforcement. Microapproaches to estimation tend to be
costly and typically yield point estimates of the size of unobserved
activity rather than temporal estimates of the growth of the sector. The
inability of microapproaches to track the temporal development of the
unobserved sector may preclude their use in uncovering the temporal
causes and consequences of the phenomenon. Another shortcoming of
the microapproaches is that they typically rely on obtrusive methods of
observation that may compromise the quality of the data collected. In-
centives to conceal information jeopardize the veracity of the response
given to the observer or data collector. Business and tax records may be
falsified to avoid regulation or taxation. Survey studies may suffer from
high rates of non-response and from self-selection biases.

The results of microinvestigations may also be sensitive to the method
used to query respondents. An Internal Revenue Service (IRS, 1980)
taxpayer opinion survey on tax evasion, which used both direct ques-
tions (with assurances of anonymity) and a randomized response tech-
nique, revealed that the randomized response yielded evasion estimates
between 62 and 433% higher on some questions than the direct question
approach.

An alternative approach to measurement relies upon macroeconomic
data sources. An advantage of macroapproaches is that they employ
published data sources that have been collected for purposes unrelated
to the study of the unobserved economy. Because these are unobtrusive
measures, they are not susceptible to willful distortion on the part of a
respondent. Such approaches are typically less costly to undertake, and
they provide estimates of both the size and growth of unobserved
activities. All of the macroapproaches to be reviewed depend on mone-
tary aggregates that are collected for purposes unrelated to unobserved
activities. The macromethods require explicit counterfactual assump-
tions to produce estimates of the unobserved economy. The reliability
of any particular macroapproach will therefore depend upon the reason-
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ableness of the assumptions that underlie the estimation procedure and
ultimately on the power of the estimates to explain other macroeco-
nomic anomalies.

Given the difficulties inherent in any effort to quantify the unob-
served sector, the various approaches to measurement are best viewed
as complementary, yielding insights into different aspects of the issue.

Measuring the non-monetary unobserved sector

The empirical difficulty of deriving estimates of the non-monetary sector
of the economy (comprised primarily of non-market production of
goods and services in the household) has precluded the inclusion of this
sector into the conventional NIPA. Time budget surveys have been
employed in serveral countries to determine the time spent by family
members in various forms of household production. Chadeau (1985) has
surveyed various methods employed to estimate the monetary value of
unpaid household production. The major problem in these studies is
finding an appropriate method for valuation. The two most widely used
valuation methods are opportunity cost and market costs. The oppor-
tunity cost approach attempts to measure the value of lost market
income that results from production activities in the home, whereas the
market cost approach values household production activities at corre-
sponding market wage rates that would be paid if outside workers were
hired to perform the productive activities. The resulting estimates are
sensitive to the particular valuation method employed and the coverage
of household activity. The overall estimates range between 20 and 50%
of recorded gross national product (GNP), but this range is narrowed
considerably when account is taken of the different coverage and dif-
ferent valuation methods employed by different studies. Murphy (1978,
1982) suggests that the non-market sector may range between 37 and
51% of the market economy in the United States. Inter-temporal esti-
mates of the size of the household production have yet to produce
conclusive evidence relating to the secular trend of household produc-
tion. Murphy’s studies of the United States suggest that the sector may
have declined between 1960 and 1970 as a percentage of GNP but
increased between 1970 and 1976.

Measuring the monetary unobserved sector

Various methods have been proposed to measure what is casually called
the ‘“‘underground economy.” When the results of these different
methods are indiscriminately lumped together, they give a misleading
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impression of a very wide range of estimates. A key difficulty in as-
sessing the consistency of empirical evidence on the monetary unob-
served sector is that different methods measure different components of
unobserved activity. Often the studies are vague about what precisely is
being measured, and surveys of the empirical literature on the subject
have failed to clearly establish which particular facet of unobserved
activity was measured by different techniques. Once proper account is
taken of the fact that different methods measure different components
of unobserved activity, the estimates produced by different methods are
more consistent than appears at first blush. Some methods attempt to
estimate unrecorded income, others measure unreported income, and
some methods estimate unrecorded transactions. The complex concep-
tual and empirical interrelationships between various notions of unob-
served income are discussed in detail in Carson (1984), Parker (1984),
and Feige (1985a).

A second source of variance in reported estimates arises from the use
of different assumptions required for different estimation procedures.
The range of variation resulting from alternative assumptions can be
examined by the use of sensitivity analysis. As different approaches to
the estimation of monetary unobserved activities are reviewed, special
attention is given to what is being measured and what assumptions are
employed to derive particular estimates. Finally, some of the variation
between estimates results from the use of different data sources and
time periods.

Discrepancy methods

Discrepancy methods are widely used as a means for estimating parti-
cular components of unobserved income. The discrepancy approach is
feasible whenever independent means exist to estimate the same con-
ceptual entity. If one procedure for measuring a particular form of
unobserved activity is believed to be relatively free of biases induced by
that activity while another procedure is known to be affected by the
activity, the discrepancy between the two can be used to measure the
net effect of the unobserved activity. In practice, great care must be
exercised in interpreting discrepancy measures. They are typically not
measures of the size of the unobserved sector. The observed discre-
pancy between two measures often reflects conceptual differences in
what the two measures purport to estimate. Moreover, if both proce-
dures are directly or indirectly affected by the unobserved activity, then
the discrepancy method simply measures the difference between the
two approaches rather than the absolute magnitude of the unobserved
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sector. The most common discrepancy approaches are reviewed se-
parately in order to highlight the different aspects of unobserved activity
that each measure captures.

National accounts discrepancies: unrecorded income

The income and expenditure sides of the national income accounts
are typically estimated from different data sources. To the extent that
the two sides of the accounts are measured by relatively independent
methods, Macafee (1980) proposed that the discrepancy between an
expenditure side estimate of national income and an income side esti-
mate of national income might be used to estimate the size of the
unrecorded sector. If individuals are less likely to misrepresent their
expenditures than they are to misrepresent income, such a method
would capture the net difference in misrepresentation on the two sides
of the accounts. This difference should not be interpreted as a measure
of the size of unrecorded income since both sides of the accounts may
understate economic activity.

The raw initial discrepancies that may be discovered between the two
sides of the accounts are rarely published. When sizable initial discre-
pancies do appear in practice, the accounts are usually revised to reduce
the discrepancy (Chapter 7). The final reported discrepancy, known as
the “statistical discrepancy,” is of no value as an estimate of total
unrecorded activity.

Frey and Pommerehne (1982, p. 9) display a table of unexplained
differences in national income measures, which they represent as “‘esti-
mates in terms of national income for the size of the underground
economy” (p. 8). The range of the reported estimates is from 1 to 23.2%
of GNP. The lower estimates are in fact discrepancies that arise from
independent estimates of the two sides of the NIPA. At best, these esti-
mates capture a fraction of unrecorded income. The high estimates refer
to discrepancies between NIPA income measures and incomes reported
on tax returns. The latter are partial estimates of unreported income.
None of the reported estimates measure the size of the underground
economy, and since each reported estimate measures a different income
concept, they should not be lumped together.

As is shown in the next section, it is possible to construct a recon-
ciliation between the NIPA measure of personal income and the IRS
measure of taxable income declared on federal income tax returns,
namely, AGI. The NIPA personal income measure must first be ad-
justed to account for all items included in personal income that need
not be reported to the tax authority. It must furthermore be adjusted for
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all items that should be reported to the tax authority but are not
included in personal income. The resulting figure reflects an NIPA-
based estimate of the amount of AGI that should have been reported to
the IRS. The difference between this NIPA estimate of AGI and the
actual AGI reported to the IRS is known as the “AGI gap.”

The AGI gap discrepancy measure: unreported income

The AGI gap represents a carefully constructed discrepancy measure
that attempts to estimate unreported income. The AGI gap would be a
conceptually appropriate estimate of unreported fiscal income under
the following conditions:

1 Personal income (PI) was accurately measured, that is, there is no
unrecorded income.

2 Correct adjustments are made for all conceptual differences between
the economic income measure Pl and the fiscal income measure
AGL.*

Although the AGI gap is unlikely to yield an empirically exact
measure of unreported fiscal income (due to the difficulties of measuring
many of the large reconciliation items required to make PI and AGI
conceptually compatible), it is nonetheless of interest since it highlights
the conceptual similarities and differences between NIPA accounts and
tax-based source information. These conceptual interdependencies are
crucial for an understanding of how underreporting of tax source infor-
mation will ultimately impact NIPA measures of GNP and PI.

The AGI gap measure is best interpreted as a rough measure of
noncompliance in the reporting of income for the federal income tax. It
understates total unreported income insofar as it takes no account of
underreporting of other taxes nor does it capture unreported illegal in-
come since the latter is not included in NIPA estimates of personal
income. Moreover, to the extent that the NIPA measure of personal
income is understated as a result of other unrecorded income, the AGI
gap will correspondingly understate unreported income. The gap may
overstate unreported income to the extent that personal income in-
cludes income earned by individuals whose income falls below the filing
threshold.

Figure 1.2 displays the Bureau of Economic Analysis (BEA) original

4 These include adjustments to personal income for imputations already made for under-
reporting on tax source information that goes into the construction of PI as well as
adjustments for underreporting of capital gains income and illegal income that is
taxable but not included in PI.
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Figure 1.2. Unreported income as percentage of AGI. Alternative government estimates.

(BEA:OId) and revised AGI gap (BEA:New) as a percentage of re-
ported AGI for the period 1947-83.° The original gap estimate sug-
gested a secular decline in the percentage of unreported income from
1947 to 1976 and an upturn thereafter. The revised estimate suggests a
secular decline in the percentage of unreported to reported income from
1947 to 1969 and a secular increase during the decade of the 1970’s.
The size of the AGI gap is revised upward by an average of 4% for the
decade of the 1950’s, 21% for the 1960’s, and 36% for the decade of the
1970’s. By 1983, the AGI gap had increased to $235.6 billion, suggesting
that more than 12% of reported AGI was unreported in that year.

Figure 1.2 also displays the most recent IRS estimate (IRS) of total
unreported income and an alternative measure (IRS:Alt) based on the
IRS data employing an alternative set of assumptions to derive the
estimate.® A review of the IRS method is presented next.

® The original “BEA gap” estimates (labeled BEA:Old) were prepared by the Bureau of
Economic Statistics before the comprehensive revision of NIPA statistics in 1985. The
revised series (labeled BEA:New) reflect the effect of the newly revised NIPA data.
¢ The BEA estimates and the IRS estimates are not strictly comparable because the IRS

estimate includes unreported illegal source income whereas the BEA estimate does
not.
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The IRS discrepancy method: unreported income

In response to the publicity given to monetary estimates (Gutmann,
1977; Feige, 1979) that suggested a sizable unobserved sector, the IRS
(1979) undertook its own massive investigation of the extent of under-
reporting on federal income tax returns. Although the IRS refers to its
methodology as a “direct” method, it is in fact an amalgam of discre-
pancy methods, survey methods, and various forms of imputation based
on microdata. The methods employed by the IRS to obtain components
of its final estimate of total unreported income include

1 audit studies to determine the unreported legal source income of
filers,

2 exact match studies of social security numbers to determine the non-
filer population and income imputations for non-filer income,

3 crime statistics to determine the amount of unreported illegal source
income, and

4 survey information to determine unreported income of “informal
suppliers.”

The first two procedures are essentially discrepancy methods. In
order to determine the unreported legal source income of filers, the IRS
analyzed the discrepancy between the amount of reportable income as
established by auditors on sample returns with the amount of income
actually reported by the taxpayer. This difference was also used by the
BEA to improve its estimates of NIPA income based on tax information
sources.

The unreported incomes of non-filers is estimated by a three-step
procedure. The IRS first attempts to match survey information from the
current population survey with administrative records from the Social
Security Administration on the basis of social security number matches.
The matched survey records are then compared with social security
numbers in the IRS master file of returns. Matched records produce a
filer series while mismatches indicate that the survey record belongs to a
pool of potential non-filers who are then classified as ‘“delinquent non-
filers” and ““legitimate non-filers” on the basis of whether their imputed
incomes exceed or fall short of the filing threshold. The estimate of total
non-filer unreported income is imputed from the survey information for
records of delinquent non-filers. In 1972, the IRS estimated a popula-
tion of five million delinquent non-filers whose unreported income was
assumed to be represented by their survey responses.

Unreported illegal incomes are imputed on the basis of estimates of
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consumption or sales of illegal goods and services that are in turn
estimated from various crime statistics. Finally, the income of what the
IRS calls ““informal suppliers” is obtained from survey information.

The initial IRS (1979) study concluded that in 1976, between $75
billion and $100 billion of legal source income was not properly reported
on the individual federal income tax return, with a resulting revenue
loss of between $12.8 billion and $17.1 billion. Another $25.3 billion to
$35.2 billion of illegal source income was estimated as unreported, with
an added tax revenue loss of $6.3 billion to $8.8 billion. The subsequent
IRS (1983) report raised the estimate of unreported 1976 legal source
income to $131.6 billion and more than doubled its estimate of legal
source lost revenues to $39.2 billion. On the other hand, the study
slashed the estimate of illegal source income to $13.4 billion and
reduced the corresponding estimate of lost revenue to $3.8 billion. The
second IRS study concluded that, by 1981, total unreported income on
the federal income tax amounted to $283 billion, or 16% of reported
adjusted gross income.” The higher estimates of unreported income
from the second IRS report necessitated a comprehensive revision of
the NIPA by the BEA (1985). The NIPA revision raised the estimate of
1984 personal income by $100 billion. This revision reflected previously
unrecorded income that resulted from misreporting on tax source in-
formation used by the BEA.

Each component of the IRS final estimate of total unreported income
required a myriad of assumptions. The complexity of the IRS proce-
dures and the confidential nature of some of their underlying data
make it difficult to assess the reliability of their final result. There are
however reasons to believe that the IRS estimates are biased downward
and that the final estimates are highly sensitive to some key specifying
assumptions.

The initial IRS (1979) study assumed that the amount of unreported
income detected by intensive audits of sample returns reflected the
correct amount of unreported legal source income. When this assump-
tion was challenged, the IRS undertook to audit the reliability of its
auditing procedures. Unreported income detected by auditors on speci-
fic returns was compared with data obtained from income payers who
independently file information returns to the IRS. This procedure re-
vealed that intensive audits on average detected only twenty-three cents
of every dollar of unreported income uncovered by the information
returns. On the basis of these findings, the IRS employed an arbitrary
multiple of 3.5 to inflate its initial audit estimates for all categories of

7 The IRS (1983) estimates are included in Figure 1.2 (labeled IRS).
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income. A crucial step in the IRS procedure was their assumption that
auditors were equally successful in detecting unreported income covered
by information returns such as wages, salaries, interest, and dividends
as they were in detecting non-covered incomes such as proprietor and
small-business incomes. Since the auditors only detected twenty-two
cents of every dollar of documented unreported income for the former
group, it seems reasonable that they would have detected less in the
latter group where taxpayers knew that the IRS had no separate in-
formation returns filed as a separate check on the accuracy of their
returns.

A sensitivity analysis by Feige (1986a) reveals that if the IRS had
employed its actual audit findings for incomes covered by information
returns but had assumed that auditors could only detect ten cents of
every dollar of unreported income of proprietors and small business not
covered by information return requirements, this change in assumptions
would have significantly increased the estimate of unreported income.
As depicted in Figure 1.2, the alternative set of assumptions described
in the preceding (labeled IRS:Alt) raised 1981 estimated unreported
income as a percentage of AGI from 16% to almost 24%.

Similar problems plague other aspects of the IRS study. The incomes
of non-filers are imputed from household survey information. The IRS
(1983, p. 75) acknowledges that “it is quite possible that people who
have not reported any of their income to the IRS will feel inhibited in
reporting their income to persons who interview them on a household
survey.” Nevertheless, the IRS proceeds with the assumption that all
incomes are correctly reported in household surveys, regardless of
whether individuals did or did not report their incomes to the tax
authority. Similarly, the IRS assumes that “informal suppliers” fully
report their true incomes to survey interviewers.

The IRS estimates of illegal incomes also rely on detailed assumptions
concerning such matters as the amount of marijuana used in the aver-
age cigarette, the purity of retail cocaine, and the effective retail price
discount offered to heavy drug users. Small variations in these assump-
tions can cause substantial changes in the final estimates of illegal source
incomes.

In short, what the IRS describes as a “‘direct” method for estimating
unreported income, is in fact a circuitous method, involving a multitude
of questionable assumptions. Sensitivity analysis reveals that plausible
changes in some key assumptions can result in a doubling of the esti-
mates actually reported by the IRS. The strength of the IRS study lies in
its disaggregative approach, which is useful for the implementation of
administrative policies concerning audit rates and penalty policies.
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Summary of official government estimates

Figure 1.3 summarizes the various measures of the percentage of AGI
estimated to be unreported in the United States for the year 1981. The
range of estimates is between 12 and 24% of AGI, between $217 billion
and $422 billion. The high estimate is based on an alternative set of
assumptions regarding the IRS procedure for determining the amount
of legal source unreported income from audit procedures. If all esti-
mated unreported income had been properly declared to the IRS, the
resulting tax revenues of between $70 billion and $135 billion would
have eliminated the budget deficit for that year. These results suggest
that non-compliance with tax laws may be a major factor in explaining
the burgeoning budget deficits.

The estimates of unreported income are also germane to the issue of
the veracity of the NIPA. To the extent that NIPA procedures for
estimating recorded income are dependent on tax source information,
higher estimates of unreported incomes will require further upward
revisions of the NIPA.

The currency-ratio approaches

Interest in the monetary unobserved sector was initially stimulated by
some apparent anomalies related to the amount of currency in circula-
tion and its denominational structure. Although economists had pre-
dicted that the advent of credit cards and other financial innovations
would ultimately bring about a “cashless society,” per capita currency
holdings grew rather than declined and by 1986 stood in excess of $950.
Moreover, more than 40% of the value of the nation’s currency supply
is held in the form of $100 bills. The ratio of currency to demand
deposits also showed considerable growth during the past two decades.

Currency is widely assumed to have a comparative advantage over
checks for the payment of purchases of goods and services that individ-
uals wish to conceal from the authorities. A rise in currency stocks and
payments may therefore be taken as a rough indicator of the extent to
which these transactions may not be reported to government authorities.

One of the most popular methods for estimating the monetary un-
observed economy has been the simple currency-ratio method. This
procedure was first used by Cagan (1958) in an effort to estimate
unreported income during World War II. Cagan’s method was later
applied by Gutmann (1977), who estimated that the ‘“subterranean”
economy of the United States amounted to almost 10% of official GNP
in 1976. This simple currency-ratio method (C/D) has now been applied
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Figure 1.3. Unreported income as percentage of AGI. Government estimates for 1981.

in many countries as a first approximation of the size of the “under-
ground” economy. A review of the currency method and the various
results produced by this approach is undertaken in what follows. In
order to examine the usefulness of the currency-ratio method, it is
helpful to construct a general model, of which it can be shown that all
currency-ratio methods used to date are special cases. Let

C = actual currency stock
D = actual stock of demand deposits
Y, = observed income

u = subscript to denote unobserved sector

o = subscript to denote ‘‘observed” sector
k, = ratio of currency to demand deposits in observed sector
k, = ratio of currency to demand deposits in unobserved sector

vy = unobserved sector income velocity
v, = observed sector income velocity

When the object of analysis is to estimate unreported income on
federal income tax returns, the appropriate empirical counterpart of
observed income is adjusted gross income. When the object of the
analysis is to estimate unrecorded income, the analysis should be based
on a NIPA aggregate that is properly adjusted for non-monetary im-
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putations and for imputations already included in the recorded aggre-
gate that correct for omissions due to underreporting on tax source data.
When a NIPA aggregate such as GNP is used as the proxy for reported
income in the foregoing model, the results may not be interpreted as
estimates of unreported income or of non-compliance with the tax code.
Such an interpretation requires additional specifications of the complex
changing relationship between the tax base and GNP.

The estimates reported in the following employ variants of the cur-
rency-ratio method to obtain estimates of unreported income. They
therefore employ estimated AGI as the empirical counterpart to the
observed sector. The use of AGI as the income variable allows a direct
comparison between the currency-ratio estimates and the estimates of
unreported income produced by government agencies.

A general currency-ratio model contains the following specifications:

C=C, + G, (1)
D = D, + D, ()
ko = Co/D, (3)
k, = C,/D, 4)
Vo = Yo/(Co + Do) (5)
vy = Yu/(Cy + Dy) (6)
B = volvy (7)

Equations (1) and (2) decompose the actual stocks of currency and
demand deposits® into their unreported and reported components.
Equations (3) and (4) are definitions of the terms &, and k,,, which can
be viewed either as functions or constants. Similarly, equations (5) and
(6) define income velocity in the two sectors. To solve the model for Y,
we must evaluate (6) in terms of the model’s observable variables,
namely, C, D, and Y,. Repeated substitution and rearrangement of
terms yields the general solution for Y, as

1., (k, + )Y(C - k,D)

Yo=Yl + DD - O ®

8 It must be noted that although Cagan’s original study examined the ratio of currency to
the “total money supply,” the appropriate definition of the “money supply” must be
limited to those assets that directly function as media of exchange. In practice, currency
and demand deposits and other checkable deposits comprise the final exchange media
in the United States. The C/D method should therefore be applied with D defined as
demand deposits plus other checkable deposits. This convention is followed in all
following estimates of the unobserved monetary sector.
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Equation (8) expresses the unreported sector as a function of the
observable variables Y,,, C, and D and the three parameters or functions
B, ky, and k,.

The simple currency-ratio method
The simple C/D method employs the following restrictive assumptions:

1 Currency is the exclusive medium of exchange in unreported trans-
actions (D, — 0; k, — ).

2 The ratio of currency to demand deposits remains constant except for
changes induced by the growth of unreported income (k, is constant
over time).

3 The amount of unreported income produced by a dollar of currency
transacted in the unreported sector is the same as the amount of
reported income produced by a dollar of currency transacted in the
reported economy.

Assumption 1 implies that unreported transactions are never paid by
check; therefore, k, approaches infinity. Assumption 2 asserts that k, is
constant over time. Assumption 3 implies that § = 1. Imposing these
restrictions on the general model presented as equation (8) produces
the restrictive form

— (C — koD)
=Y ko + )D ©)
which is the mathematical representation of the simple currency-ratio
method.

Equations (8) and (9) reveal the theoretical shortcoming of the C/D
method when it is interpreted as a method for estimating unrecorded
income. Any improvements in the measurement of observed income,
such as imputations in GNP for unreported income in tax source data,
will increase rather than decrease the estimated magnitude of the un-
recorded sector and will leave the estimated ratio of unrecorded to
recorded income unaffected by the improvement. This deficiency can in
principle be eliminated by subtracting the amount of unrecorded income
that is imputed in recorded income from both sides of equations (8) and
(9).° The resulting magnitude would then represent an appropriate
measure of unrecorded income. This problem does not arise when the

® The new U.S. NIPA estimates of national income include an adjustment of $147.5
billion for misreporting on income tax returns.
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C/D method is used to estimate unreported income since no imputations
for unreported income are made in the reported AGI series.
Empirical implementation of even the simple C/D method requires an
estimate of k,. Gutmann (1977) follows Cagan (1958) in assuming that
k., can be approximated by the actual ratio of currency to demand
deposits in the period immediately preceding World War 11. This ap-
proach is justified by the fact that prior to the introduction of the income
tax, the incentives for unreported transactions were nil, and therefore,
no unreported economy existed at this time. Under this assumption, k,

is approximated by
C C
o= (5, (9 :
Do) 1o0 ~ \D/1ou0 (10

If we further assume that k, is constant over time, it is possible to
derive estimates of Y, /Y, for the period 1940—82 based on equations (9)
and (10) and the following set of restrictions:

(1) kO, = k0(1940) for all ¢
(ii) ky, —
(iif) B =1 (11)

The resulting estimate is displayed in Figure 1.4 and is labeled C:40.
This simplest estimate suggests that the ratio of unreported income to
reported income rose dramatically during World War I, rising above
12% of reported income. Thereafter, Y, /Y, declined during the post-
war period, reaching a low of about 3% in 1960. The ratio then grew
gradually until 1973, after which it accelerated to its estimated 1984 level
of 15.8%.

Sensitivity analysis of the currency-ratio method

Since each of the limiting assumptions employed by the simple currency-
ratio method have been widely criticized, it is useful to examine the
sensitivity of the final results to a relaxation of each of its underlying
assumptions.

We first consider alternatives to assumption (11i), which utilizes 1940
as the benchmark year for estimating k,. In principle, any year for
which there exists an independent estimate a of Y,/Y, can serve as a
base year for the currency-ratio method. Given any a,, it is possible to
solve equation (9) for k,, and to employ the new benchmark to generate
an alternative time path of unreported income:
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Figure 1.4. Unreported income as percentage of AGI. Simple currency ratio models.

C - abD,

Kor = a,D, + D,

(12)

Figure 1.4 displays the estimated time path of unreported income
(C:76) when the IRS estimate of @976 is employed as the benchmark.
The effect of this adjustment is to proportionally increase the simple
estimate that assumes no unreported income in 1940.

A second modification of the simple method is to drop the assumption
that currency is the exclusive medium of exchange for unreported trans-
actions. Smith et al. (1982) surveyed “‘informal” suppliers and found
that only 50% of informal purchases of home repairs and catering ser-
vices were paid with cash and that approximately 25-30% of purchases
of other informal services were effected by non-cash payments. The IRS
(1979, p. 13) found that underreporting of interest and dividend pay-
ments suggest that ‘“‘the unreported income problem extends beyond
incomes paid in currency.” The available evidence is insufficient to
determine the exact proportion of unreported income that is transacted
with currency, but it is reasonable to assume that 25-35% of such
payments are in fact made with checks. The following calculations
assume that roughly 75% of total unreported income is transacted with
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currency so that k, = 3.'° If currency payments account for only two-
thirds of unreported income, then k, = 2. For any given benchmark and
any given value for k,, equation (8) can be solved to determine the
appropriate value for k,,. The resulting expression will also contain the
parameter . The final estimates of unreported income will therefore
depend upon the particular values chosen for these key parameters, and
the general currency-ratio model can be employed to relax each of the
restrictive assumptions contained in the simple framework.

Figure 1.4 displays the estimates that result when k, = 3 for both the
original 1940 benchmark (C:40: k, = 3) and the IRS 1976 benchmark
(C:76: k, = 3). The relaxation of both the original benchmark assump-
tion and the assumption that currency is the exclusive medium of ex-
change had the effect of raising estimated unreported income to almost
24% of reported income by 1984. Moreover, these latter specifications
suggest that unreported income grew at a faster rate since 1960 than was
evident from the more restrictive specifications.

The foregoing results retained the assumption that 8 = 1, namely,
that the income velocities for reported and unreported income are
identical. If unreported income is largely concentrated in the service
sector, which requires fewer intermediate transactions, 8 is likely to be
less than unity. On the other hand, a lower propensity to consume
unreported income would imply 8 > 1. If 8 < 1, the foregoing esti-
mates of unreported income are too low, and conversely, if 8 > 1, the
estimates are too high.

The foregoing simulations of the currency-ratio model assume that
the benchmark estimate for k, is constant. In the spirit of Cagan’s
(1958) original investigation of the currency ratio, k,, may alternatively
be regarded as a stable function of other economic variables. The
function can be estimated by conventional econometric methods. Tanzi
(1982, 1983) employs a variant of this approach that relaxes the restric-
tion that k,, is a constant but reimposes the restriction that currency is
the exclusive medium of exchange for unreported transactions, that is,
that D, — 0. Under this latter assumption, the observed C/D is defined
as

Sl
I
So

+ g—‘; =k, + % = fily, r, ws) + fo(7) (13)

where:

10 Simulation experiments suggest that the final estimates of unreported income are quite
sensitive to the particular value chosen for k. Closer scrutiny of the IRS estimates of
unreported income by income class may provide a more precise estimate of k,.
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Figure 1.5. Unreported income as percentage of AGI. Econometric currency ratio
models.

y = reported income
r = rate of interest

ws = income share of wages and salaries
T = average effective marginal tax rate

Equation (13) can be estimated to obtain a forecast of C/D. A time
series estimate of k, is then obtained by setting tax rates equal to zero.
Tanzi’s procedure relies on the assumption that unreported income
depends exclusively on the rate of taxation and requires an estimate of
the amount of currency that would be held if tax rates were zero.

Figure 1.5 displays Tanzi’s reported estimate of underground income
as a percentage of AGI for the model that permits &, to vary over time.
Tanzi’s reported estimates are considerably lower than those obtained
by any of the previously described methods. Acharya (1984), Feige
(1986¢), and Porter and Bayer (Chapter 5) have each raised conceptual
and econometric objections to Tanzi’s procedure. Thomas (1986, p. 788)
concludes “‘that the apparently significant results presented by Tanzi for
1930-80 are a statistical artifact constructed from a significant static
relationship for 193045 and a non significant static misspecification of a
dynamic relationship for 1946—-80.” Figure 1.5 displays the alternative
estimate of unreported income obtained from dynamic forecasts of the
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variable k, model [Var k,] that corrects the shortcomings of Tanzi’s
procedure.!! The resulting estimates are almost three times higher than
those reported by Tanzi and also exhibit a different inter-temporal
pattern.

A comparison of alternative estimates

Table 1.3 presents a summary of alternative estimates of unreported
income for 1981. The table also includes a rough estimate of the tax loss
associated with each estimate of unreported income.'?

Table 1.3 reveals that the range of estimates obtained by the
currency-ratio models are surprisingly consistent with the range of
estimates produced by entirely different means by government agencies.
Excluding the early BEA estimate of the AGI gap and the flawed Tanzi
estimate, the range of unreported income is estimated to be between
$217 billion and $422 billion. The least restrictive currency-ratio models
yield estimates of unreported income between $350 billion and $420
billion, which correspond closely to the estimates obtained with alter-
native assumptions employing the IRS procedure. These estimates sug-
gest that more than 20% of AGI is unreported on federal income tax
returns with resulting revenue losses in excess of $100 billion.

Estimating unrecorded income

The NIPA form the empirical foundation of macroeconomic analysis.
Our ability to understand the workings of the macroeconomic system

1 The estimate employs the BEA measure of AGI instead of Tanzi’s GNP variable and
replaces Tanzi’s tax rates with estimates of the average effective marginal tax rate
computed by Barro and Sahasakul (1983). The estimates are based on dynamic fore-
casts of the additive specification implied by equation (13) rather than on static fore-
casts of the multiplicative form used by Tanzi. The estimated equation is based on the
post—World War II years in order to eliminate the spurious effects introduced into
Tanzi’s equations by the bank failures of the Great Depression, which produced a
dramatic increase in the currency ratio totally unrelated to growth of unreported
income. For higher estimates of unreported income based on the period 1940-80, see
Feige (1986c). The ARMA estimates in Figure 1.5 are for the period 1947-80. The
estimated equation is

CIM = 1201 + 0.630r — 1.531(ws) + 0.049r + 0.00002y
(8.724) (4.953)  (7.266)  (.164)  (2.340)

The estimated tax loss was calculated by multiplying the estimated unreported income
by the IRS (1983) estimate of the ratio of the total tax gap per doliar of total unreported
income. Since the IRS estimated tax gap measure includes the effects of overstated
expenses and deductions, the estimates for the tax loss assume that the effects of these
adjustments to total unreported income are the same for ail methods. This assumption
is weakest for the BEA estimate since illegal source income is largely excluded from the
estimate of personal income.

12
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Table 1.3. Summary of unreported income estimates, 1981

Unreported Revenue
income Percentage loss

Method Notation (billions) of AGI (billions)
Discrepancy
BEA-AGI gap original BEA:Old 171.00 9.65 54.51
BEA-AGI gap revised BEA:New 217.40 12.26 69.31
IRS reported results IRS 283.88 16.01 90.50
IRS alternative assumptions IRS:Alt 422.06 23.81 134.55
Currency ratio models
Simple: 1940 base = 0 C:40 273.22 15.41 87.10
Simple: 1976 base (IRS) C:76 309.63 17.47 98.70
General: 1940 base = 0: k, =3 C:40:k,=3 419.70 23.68 133.80
General: 1976 base (IRS): k, =3 C:76: k, =3 405.57 22.88 129.30
Tanzi reported 1930-1980° Tanzi 117.99 7.31 37.61
General: variable &, C:Var k, 350.72 19.79 111.80

%1980 estimate.

and to make informed policy judgments is conditioned by the accuracy
of the NIPA. The NIPA are constructed from a variety of data sources
that may be contaminated directly and indirectly by the growth of an
unobserved economy. One important underlying data source for the
accounts is tax-based source information. When tax information is dis-
torted, the NIPA must be appropriately adjusted to reflect such distor-
tions. Parker (1984) suggests that the relationship between tax source
information and final NIPA aggregates is highly complex. The task of
investigating the implications of unreported income on unrecorded in-
come is made more difficult by the fact that the last compendium de-
scribing NIPA data sources and uses was compiled more than thirty
years ago.

Interest in the extent of underrecording of income in NIPA was
revived during the past decade as a result of the currency-ratio estimates
that suggested that unreported income was a significant and growing
problem. In 1979, a representative of the BEA testified before the
House Committee on Ways and Means (October 9, 1979) that “from $6
to $10 billion — or about one-half of one percent of total GNP is
missing.” After the IRS (1983) study, it became apparent that the NIPA
required substantial revision to take account of the new IRS estimates of
unreported income. At the end of 1985, the BEA (1985) published a
comprehensive revision of the NIPA. The most significant single com-

45



EDGAR L. FEIGE

ponent of the revision was the improved adjustment for misreporting on
income tax returns. For the year 1984, charges against GNP were revised
upward by 101.2 billion. The newly revised NIPA (BEA, 1985, p. 2)
included total adjustments for national income amounting to $147.5
billion (4.85%) and for personal income to $117.3 billion (3.77%).

These new NIPA revisions exclusively reflect the higher IRS esti-
mates of unreported income on tax source data. No effort has been
made to measure the indirect effects of tax and regulatory incentives for
firms and individuals to misreport information on surveys and other data
sources used in the construction of NIPA.

The only independent estimates of total unrecorded income are those
obtained from the use of currency-ratio models that employ a NIPA
income concept. Feige’s (1980) (C/D) estimates of total unrecorded
income are replicated by Porter and Bayer (Chapter 5). The simple
currency-ratio specification yields a 1981 estimate of total unrecorded
income of some $427 billion, and the simulations from the general
currency-ratio model suggest that total unrecorded income could be
in excess of $750 billion."* In short, the currency-ratio methods of
estimating total unrecorded income produce results that suggest that
the recent NIPA revisions, which only take account of IRS estimates of
misreporting on federal income tax returns, reflect only a portion of
total unrecorded income.

The transactions method

Feige (1979) proposed an alternative approach for estimating the
volume of unobserved monetary transactions and total monetary un-
recorded income. The conceptual basis for this “transactions method” is
rooted in Fisher’s (1911) equation of exchange, which specifies the
equality between the total volume of payments (MV) and the total
volume of transactions (PT). In principle, if it were possible to obtain
independent estimates of MV and of recorded PT, the difference be-
tween the two measures would represent an estimate of the total volume
of unrecorded transactions. The Fisher payment—transactionidentity can
be employed as a check on the recorded volume of transactions in much
the same way that the Keynesian income-expenditure identity is pre-
sently employed as the basic check on current NIPA estimates of

3 The general currency-ratio model simulations reproduced by Porter and Bayer
(Chapter 5) assume that k, = 2 and = 0.9 and employ a 1964 base period in which
unrecorded income is assumed to be 5% of recorded income. These estimates fail to
take proper account of imputations already included in GNP for previously unrecorded
income.
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aggregate income. Feige (1985b) employed the equation-of-exchange
framework to estimate the total volume of unrecorded monetary trans-
actions for Sweden.

In the absence of estimates of the total volume of transactions
(recorded and unrecorded transactions), one can obtain estimates of the
total volume of payments (MV), which in turn can be used to estimate
the volume of unrecorded income. Let

(py)* = total income
(py). = recorded income
(py)u = unrecorded income
C = currency
V. = currency velocity
D = checkable deposits
V4 = checkable deposit velocity
PT = total transactions

I

(py)* = (py): + (PY)u (14)
and

CV.+ DV, = PT (15)

If total transactions are assumed to be proportional to total income,
then the equation of exchange implies that

(PT)/(py)* = k* = (CV. + DVqy)/(py)* (16)
and,

(PY)u = [(CV. + DVy)/k*] — (py): = (PY)* — (PY)r (17)

Given estimates of total payments and recorded income, it is possible
to obtain estimates of unrecorded income given the benchmark para-
meter k*. An estimate of k* can be obtained either by assuming that
there exists some period during which all income is properly recorded or
from an independent estimate of the proportion of total income that is
unrecorded in any given year.

The transactions method for estimating unrecorded income differs
from the currency-ratio approaches in several important respects. The
currency-ratio approaches rely upon changes in the relative stock of
currency to signal shifts to the unobserved sector. The transactions
approach focuses on the total volume of payments that is not recorded
in our current accounting systems. Implicit in the currency-ratio ap-
proach is the notion that the stock of circulating currency and the stock
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of demand deposit balances are reasonable representations for the
amount of work that money does in effecting exchange. However, the
amount of work that money performs depends upon both the stock
outstanding and the number of times per year that the stock is used to
effect payments, that is, on the transactions velocity of money. Rather
than assume constant transactions velocities for the exchange media, the
transactions approach seeks to directly incorporate variable velocities
into the analysis.

The transactions approach also avoids most of the other restrictive
assumptions required by the currency-ratio models. No assumptions are
required concerning the exclusive use of currency in transacting un-
recorded income. No assumption is required that fixes the ratio of
currency to check use in either recorded or unrecorded transactions,
and no assumption is required concerning the relative size of the income
velocities in the two sectors. Finally, as revealed by equation (17), any
improvements in recorded income will be properly reflected in the
estimate of unrecorded income. The method does however require a
benchmark estimate for k*.'4

The transactions approach critically assumes a proportional relation-
ship between total transactions and total income.'® This assumption has
been employed in monetary theory for decades. It is the implicit as-
sumption that permits replacing transactions with income as the scale
variable in money demand functions. It is also the assumption required
to transform the equation of exchange into a theory of the demand for
money. It therefore serves as a basis for deriving monetarist relation-
ships between the money stock and key macroeconomic variables such as
the price level and real output. Despite the long-standing and essentially
unquestioned use of the assumption in traditional monetary theory, its
use in deriving estimates of unrecorded income has been appropriately
challenged as a result of the surprisingly high estimates of unrecorded
income that Feige (1979) reported in applying an early version of the
procedure.

Despite the conceptual advantages of the transactions method, its
successful empirical implementation is severely constrained by present
data limitations. The primary empirical limitation is that we cannot
readily construct a time series comprising the total volume of gross

4 In the empirical estimates presented in what follows, the benchmark is taken to be
1939. It is assumed that in 1939 the ratio of net transactions to private sector recorded
monetary income equaled k*.

15 If the ratio of transactions to income is a stable function of observable variables, the
transactions approach can be readily modified in exactly the same way as the C/D
approach was modified to allow k, to be a function rather than a constant.

48



The meaning and measurement of the underground economy

transactions for the U.S. economy. This limitation is largely the result
of accounting conventions adopted in the flow-of-funds accounts that re-
port net transaction flows rather than gross flows. This data limitation is
not inherent in the manner in which data are collected since virtually all
data records refer to gross rather than net flows. Rather it is the result
of accounting conventions designed to bring flow-of-funds accounts into
greater conceptual conformity with current NIPA procedures.

In order to obtain an approximate estimate of gross transactions, we
must rely on estimates of total payments obtained from data on both the
stocks and turnover of the final exchange media. The resulting estimate
of total payments must in turn be adjusted in two important respects.
First, the estimated volume of payments must be related to a concep-
tually consistent income variable. Second, total payments need to be
adjusted in order to eliminate those transaction components that are
unlikely to be proportionally related to income over time.

Payments estimates are derived from measures of debits to demand
deposits and other checkable deposits. The recorded debit statistics
refer to debits made to accounts held by individuals, partnerships, cor-
porations, and state and local governments. In short, the payments
series excludes the transactions of the federal government. The mone-
tary payments of the non-federal sector must be correspondingly related
to the monetary income generated in the non-federal sector. Since GNP
includes federal government expenditures and imputations for non-
monetary transactions, both of these components must be subtracted
from the relevant income concept. The resulting income aggregate re-
fers to the monetary income of the non-federal government sector,
which consists primarily of the monetized private economy. Since the
unreported and unrecorded activities are presumably absent from the
federal government sector, the foregoing income concept is germane to
the problem at hand.

Total transactions can be usefully decomposed into (a) transactions
associated with the production of final output, (b) transactions involving
existing real or financial assets, and (c) pure transfer exchanges. Both
transfer payments and financial transactions are likely to exhibit fluctua-
tions that are not directly proportional to changes in total income. The
former could result from changes in fiscal policy, the latter the result
of financial innovation. As such, estimates of gross payments can be
adjusted to net out major financial transactions and direct transfers. The
resulting net transaction measure is more likely to satisfy the propor-
tionality assumption.

The initial estimate of gross transactions is constructed from two
components, total currency payments and debits to checkable deposits
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of individuals, corporations, partnerships, and state and local govern-
ments. A variety of turnover rates are reported for demand deposits,
and we employ the turnover series that excludes large financial centers
in order to net out to the greatest extent possible what Copeland (1952)
refers to as “financial fluff.”'® Total currency payments are derived from
Feige’s (1986b) time series estimates of currency velocity.!” The esti-
mate of gross payments is further adjusted to eliminate financial asset
transactions and transfer payments in order to arrive at a net trans-
actions total.'®

Given an estimate of net transactions and private-sector monetary
income, equation (17) is employed to derive an estimate of ‘‘total mone-
tary unrecorded income.” In principle, this magnitude represents an
estimate of all private-sector incomes effected by monetary payments
that are omitted from GNP. As such, the measure includes all illegal
incomes that are consciously excluded from the NIPA as well as legal
income that is inadvertently excluded as a result of inadequate adjust-
ments for underreporting of income in tax source data and survey data
and non-reporting of income from activities that are completely off the
books. Total monetary unrecorded income is a broader concept than the
unreported income on federal income tax returns. It includes incomes
that fall below the federal filing threshold as well as incomes that go
unreported to fiscal agencies other than the IRS. It is broader than
unrecorded income insofar as it includes incomes (illegally earned) that
would not be counted in GNP under current accounting conventions. In
short, the estimate produced by the transactions method should not be
directly compared to those estimates reported in earlier sections of this
chapter because the underlying income concepts are incommensurate.
Nevertheless, the concept has important economic meaning. The sum of
total unrecorded monetary income and recorded monetary income rep-
resents a measure of the total income produced in the economy that is
paid for with cash or checks.

Figure 1.6 displays two transactions method estimates of total

16 The historical series on debits and turnover have been periodically revised and
therefore require splicing for periods during which changes in definitions and sample
sizes have taken place. A historical series is obtained by proportional adjustments
based on overlapping years for which both the old and the new series are available.
This new currency velocity series employs a 1984 Federal Reserve benchmark estimate
derived from the survey of currency usage.

The specific adjustments discussed in detail in Feige (1980) include the removal of stock
and bond sales recorded on major exchanges, estimated debits arising from transfers to
other checkable deposits and cash withdrawals, estimated debits arising from trans-
actions in repurchase agreements, time and savings deposits, money market funds,
overnight Eurodoliars, imports and capital outflows, and private-sector transfer pay-
ments to the government.
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Figure 1.6. Estimated percentage of GNP unrecorded. Transactions method estimate for
1939 to 1940.

unrecorded monetary income as a percentage of recorded GNP. The
series labeled old GNP is based on pre-1985 GNP estimates that did not
include the latest revisions for misreporting on the federal income tax.
The revised GNP series is based on the most recent revised estimates of
GNP. The vertical gap between the two series represents the reduction
in total unrecorded income brought about by the latest GNP revision.
The vertical distance between the horizonal axis and the revised GNP
series represents the transaction method estimate of total monetary
income that is still omitted from the GNP accounts in percentage terms.

After the dramatic increase in unrecorded activity during World War
II and the subsequent post-war reabsorption of the unrecorded sector
into the recorded economy, the unrecorded sector remained negligible
until the latter half of the 196(’s. During this period official estimates of
nominal GNP growth adequately reflected the growth of total nominal
income. The estimates suggest that nominal unrecorded income began
to rise during the latter half of the 1960’s and reached a temporary peak
in excess of 25% of official GNP by 1975. During this period official
estimates of GNP growth may have systematically understated the
growth of total economic activity. The percentage of unrecorded income
appears to have temporarily declined in 1976 and 1977 but rose drama-
tically from 1979 to 1982. By 1982, the estimates suggest that total
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unrecorded income was 49% of GNP.'? The results for the years 19802
appear highly improbable as they suggest a huge sudden increase in total
unreported activity. Closer analysis of the underlying data reveal that
this unexpected rise is primarily due to a dramatic acceleration in
demand deposit turnover that is not offset by financial adjustments to
the debit series. A recent change in the manner of estimating the turn-
over series may be partially responsible, but the more likely cause is
an incomplete adjustment for purely financial transactions resulting
from innovations in cash management methods. Until this empirical
issue is resolved, the estimates for the most recent years must be viewed
with considerable caution.

The temporal path of unrecorded income as estimated by the trans-
actions method exhibits a U-shaped pattern similar to that estimated by
alternative methods for the post—World War II period. Regardless of
the particular unobserved income concept being measured, the different
methods suggest a growth of unobserved activity during World War II, a
subsequent decline, a period of relative stability, and then an upturn
during the latter half of the 1960’s. This temporal consistency is re-
markable insofar as the different methods measure different com-
ponents of unobserved activity and rely on very different indicators of
such activity. The currency-ratio approaches rely on the relative growth
in currency stocks to obtain their results. The transactions approach
yields a similar temporal pattern despite the fact that cash payments as
a fraction of total payments have steadily declined since the end of
World War II.

Figure 1.7 displays the growth rate of nominal GNP and of nominal
total income (GNP plus total monetary unrecorded income). The esti-
mate displayed in Figure 1.7 suggests a strong growth of unrecorded
income during the World War 1I period and a subsequent decline in the
post-war years. It appears as if nominal economic growth during the war
years was much stronger than that suggested by official statistics, where-
as the immediate post-war years were not as robust as indicated by
official estimates. During the decade of the 1950’s and the first half of
the 1960’s, official GNP growth rate estimates adequately reflected the
movements in nominal total activity. However, since the late 1960’s, the
observed growth rate was generally below the overall rate of growth.

19 Porter and Bayer (Chapter 5) attempt to replicate the transactions approach and arrive
at an estimate of 59.8% for the year 1981 using a 1939 benchmark. The Porter—Bayer
attempted replications incorrectly add government payments to net transactions (Table
5.2, footnote j) and fail to adjust the GNP measure for imputed income and govern-
ment expenditures. Other minor differences in the results arise from the use of Federal
Reserve benchmarked currency velocity estimates in this chapter.
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Figure 1.7. Nominal growth: GNP and total income. Transactions method estimate.

The foregoing empirical results broadly conform with a necessary
condition for accepting the unobserved income hypothesis; namely,
they appear to show that during the last two decades, the unobserved
sector grew relative to the observed sector. The results from the trans-
action method must however be viewed with caution, particularly in
light of the remarkably high estimates of unrecorded income obtained
for the last three years of the study. It is very likely that the results are
affected by the rapid financial innovations that took place during this
period, which would have the effect of raising the ratio of transactions
to income for reasons unrelated to the growth of unrecorded income.

One troubling implication of the results of the transactions method is
that the widely used assumption of a proportional relationship between
total transactions and income may be incorrect. If this assumption is
violated, it not only suggests that the foregoing transactions estimates of
unrecorded income are too high, but more significantly, it also calls into
question the implicit use of this assumption in other areas of monetary
and macroeconomic theory. The violation of the proportionality as-
sumption may explain the predictive failure of many money demand
functions. It also suggests that monetary influences on macroeconomic
activity will not be well represented by changes in the stocks of
monetary aggregates. If the work money does in the economy does not
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depend upon the money stock but rather on the changing intensity with
which money is used to effect transactions, then money supply defini-
tions must be modified to take explicit account of the turnover of money
balances. In short, considerable attention needs to be focused on the
causes and consequences of the changing relationship between total
transactions (PT) and total income (py).

Summary and conclusions

The phenomenon popularly known by the metaphorical term ‘“‘under-
ground economy” consists of a variety of economic activities, or more
properly, the incomes from those activities, that escape or are concealed
from the society’s current techniques for monitoring economic activity.
This characterization, while all-inclusive of the activities we seek to
study, is nevertheless too broad to be analytically useful. When the
focus turns toward the theoretical elaboration of the implications of the
“unobserved” or “underground” economy or to a concern with its em-
pirical estimation, more refined concepts are required. The particular
definitions chosen to characterize the activities we wish to study must be
tailored to the specific problem under investigation. Two central issues
emerge from the literature on the unobserved economy. The first deals
with the problem of non-compliance with the fiscal code, the second
deals with the veracity and reliability of our major indicators of
economic activity. A key measure of the degree of non-compliance with
the tax system is the amount of unreported income, namely, the dif-
ference between the amount of income that ought to be reported to the
tax authority and the amount actually reported. A measure of the re-
liability of our economic indicators is the amount of income that is not
properly recorded in conventional NIPA, namely, unrecorded income.
The interconnection between unreported and unrecorded income de-
pends upon the extent to which indicators of economic activity rely on
tax source information for their construction.

A variety of methods have been proposed to measure unreported
income. All existing estimates suggest that compliance has deteriorated,
and the recent upward revisions of official IRS estimates have helped
to narrow the gap between competing measures of unreported income.
The empirical results presented in this chapter suggest that unreported
income in the United States is estimated to range between $280 billion
and $420 billion, amounting to 16—24% of reported adjusted gross in-
come in 1981. There appears to be little doubt that the non-compliance
problem is of major proportions and has increased significantly during
the past two decades. There does however remain a significant absolute
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difference between official IRS estimates and independent estimates
employing alternative methods. This author’s analysis suggests that the
higher range estimates are more likely to be correct. The implied re-
venue losses from non-compliance appear to be a major factor in ex-
plaining the growth of budget deficits in the United States.

The well-documented growth of unreported income has important
implications for unrecorded income and hence for the issue of the
veracity of the nation’s information system. Growing non-compliance
with the tax code has both direct and indirect effects on the NIPA. The
direct effects arise from the specific use of tax source information in the
construction of the NIPA. Once we know the full extent of misreporting
on tax source information, we can calculate the amount of income that is
not properly recorded in the NIPA. This adjustment reflects the direct
effect of misreporting on underlying tax source information. The recent
major revisions in the U.S. NIPA now reflect an estimate of this direct
effect. The reliability of the revision is of course conditioned on the
reliability of the IRS estimates of unreported income. If the latter are
understated, then the currernt NIPA revisions also understate the direct
effect of misreporting. The more difficult problem arises from the in-
direct effects of the growth of non-compliance on unrecorded income.
Individuals and firms that misreport tax information are unlikely to
respond candidly to requests for other types of information that are
employed in the construction of NIPA. The consequences of the in-
sidious contamination of other data sources is much more difficult to
estimate, and no attempt has been made to adjust the official NIPA for
these indirect effects.

The monetary measures that purport to estimate the size of unre-
corded income suggest that, since the late 1960’s, a growing percentage
of total economic activity has eluded capture in our official NIPA data.
Part of the problem may be related to the growth of illegal income
captured in the monetary methods but excluded from NIPA by account-
ing conventions. The larger component is likely to be related to legal
source incomes that may be unwittingly excluded from NIPA because
they are either off the books or are not properly recorded in non-tax
data sources employed in the construction of the NIPA.

The temporal pattern of estimates of unrecorded income is broadly
consistent with the hypothesis that the economic malaise experienced
during the past two decades may be in part a statistical artifact, resulting
from a systematic deterioration in the reliability of our economic indica-
tors. This suspicion has recently been reenforced by the remarkable
finding by the Federal Reserve Board (Avery et al., 1984) that roughly
88% of the nation’s currency supply is “missing.” Surveys of currency
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usage of U.S. households find that these households admit to holding a
mere 12% of the nation’s currency in circulation outside of financial
institutions. The volume of currency payments supported by this 12% of
the circulating currency supply accounts for 40% of recorded personal
consumption expenditures. Since check payments are known to be the
dominant form of payment in the United States, it appears that official
estimates of recorded incomes and expenditures considerably underesti-
mate true economic activity.

The UIH suggests that an explanation of many of the events that have
puzzied the economics profession during the past two decades may
reside in the closer examination of the “‘facts” of economic life. Our
professional tendency is to modify theories so that they conform more
closely to the official facts produced by our current measurement ap-
paratus. If that apparatus has gone awry as a result of a growing
unobserved economy, we will be better served by fixing the social
information system than by modifying theory to conform to erroneous
facts.
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CHAPTER 2

Information distortions in social systems:
the underground economy and other
observer—subject—policymaker feedbacks

ROBERT R. ALFORD and EDGAR L. FEIGE

Social indicators are historically important as part of the general effort
to quantify information into data usable for the social sciences. This
development has fundamentally changed the character of every such
field of inquiry. The earlier qualitative and philosophical approach to
the study of human behavior has given way to quantitative and formal
attempts to mimic the natural sciences by emphasizing statistical in-
ference and experimental design. Specialization grew dramatically not
only between disciplines but also within them. Political economy be-
came political science and economics. Economics split into macro- and
micro-specialties.

Although major gains have resulted from the tendency to quantify
and specialize, there have also been major costs, and every discipline
debates the relative costs and benefits of these developments.' In those
social sciences concerned with the relations between institutions and
individual behavior, the problem is not limited to the scientific issues of
the validity of experiments and the appropriate objects of statistical
hypotheses. Enormously complex social phenomena have been tele-
scoped into aggregate measures usable as an input into public policy. A
vast array of information about economic activity, political behavior,
and social trends are summarized into quantitative symbols, sometimes
a single number such as the gross national product (GNP). Because of
their apparent objectivity, simplicity, and universality, these measures
are used as a basis for both scientific investigations and public policy. In
complex social systems, social indicators have become crucial informa-
tional inputs for both private and public decision making.

! Psychologists have come closest to replicating the natural sciences, but even psychology
is embroiled in a fundamental debate between “‘authenticity” and a holistic approach
vs. “accuracy” and a scientific approach. See Gibbs (1979). The dominant issue in the
debate is how, and whether, discoveries based on experimental data can be useful in
real-world situations.
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This development has raised a new set of issues about the reliability of
the indicators, which have typically been dealt with from the narrower
methodological perspective of the problem of measurement error (Mor-
genstern, 1963). Our concern is with the more complex interaction
between the ‘“subject” reporting data, the “observer” collecting and
aggregating those reports into social indicators, and the “‘policymaker”
who utilizes the indicators in the decision-making process.” Recent
research on the unobserved economy provides an important exemplar
of the complex interactive system we shall call “observer—subject—
policymaker feedback.” We believe that this phenomenon has critical
implications for both social science and public policy.

The importance of social indicators

The social indicators ~ national census, surveys of public opinion,
national income data, voting records, crime statistics, time series data
for all kinds of social records and archives — are a product of the age of
industrialization par excellence. It has been argued that the expansion
of a centralized state apparatus made systematic data gathering both
necessary and possible. Both socialist and capitalist economies require
data for planning the allocation and distribution of society’s resources.
Increasingly, the basic economic data necessary for both economic and
political decisions are gathered by the state. Data gathering and aggre-
gation have become professionalized. The specialized social sciences are
both based upon and help generate certain types of data: demography
based on the census; macro- and microeconomics use national income
accounts and surveys; political science and sociology use voting statistics
and public opinion surveys.

The reliability and validity of social measurements are important.
Accurate data provide the empirical foundation for developing social
policy, informing public opinion, and conducting social research. In the
case of highly policy-oriented disciplines such as economics, the policy,
opinion, and research functions of social indicators merge.

2 See Feige (1982b). Our thesis is an extension of the important argument of Kenneth
Boulding, who has repeatedly asserted that knowledge of the social system is an
integral part of the system’s dynamic behavior. See Boulding (1971). More specifically,
Campbell (1974) cited several instances of what he calls “the corrupting effects of
quantitative indicators” in the context of evaluation research. The implications of their
important ideas have not yet been incorporated into the corpus of social science inquiry
nor have they been adequately recognized by policymakers. See also Campbell et al.
(1965).
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Recent indicators of system “‘crisis”’

An alarming coincidence of signals from various indicators suggest that
fundamental changes have occurred during the past decade. Disciplinary
specialization has allowed certain trends to be observed, but there has
been all too little interdisciplinary concern with what they may mean
from a societal perspective.

Sociologists have drawn attention to a classic theme in their disci-
pline, “‘social organization,” which conventionally includes indicators of
divorce, crime, and industrial strife. Divorce rates in both the United
States and Europe have shown dramatic increase, almost doubling
between 1965 and 1975 in the United States and more than tripling
in countries such as the United Kingdom and the Netherlands during the
same period. A recent study of crime in the United States revealed that
it “has grown at a rapid rate in all U.S. cities regardless of their size,
location, minority populations or whether they are gaining or losing po-
pulation.””® Crime statistics in European countries reveal similar trends,
nearly doubling during the decade of the 1970’s. The first half of the
1970’s also ‘“‘saw a general increase of labor disputes everywhere. . .
across the whole of Europe” (Flora, 1981, p. 379).

Political scientists have independently expressed a growing concern
with the problem of society’s ‘“‘ungovernability” and the emergence of
new forms of political participation. Indices of “trust in government”
have plummeted over the past fifteen years. As Table 2.1 indicates,
survey response indexes reflecting trust in the U.S. federal government
fell from a value of 55 in 1964 to a value of —39 in 1978.* Similarly,
indicators representing the perception of citizens’ perception of honesty
in government declined dramatically, while there was a growing percep-
tion that the government was run by “big interests” rather than for the
benefit of the public as a whole.

European indicators tell a similar story. Governing majorities in most
European democracies dwindled steadily during the 1970’s. From 1949 to
1972, the average share of parliamentary seats held by the governing
coalition in twelve European countries was 59 percent and never fell
below 55 percent. Yet from 1972 to 1976, the average share fell just
below 50 percent (Flora, 1981).

3 A report in the International Herald Tribune (March 3, 1982) of a study by Herbert
Jacob and Robert L. Lineberry of Northwestern University. Ten cities were studied in
depth, and 396 cities over 50,000 were studied for selected variables.

* American National Election Studies Sourcebook 1952-78, University of Michigan
Survey Research Center: Ann Arbor, Michigan.
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Table 2.1. Trust in federal government index

Year PDI*
1958 50
1964 55
1966 34
1968 25
1970 9
1972 8
1974 —26
1976 -30
1978 -39

¢ PDI refers to the proportion answering ‘‘always or
most of the time” minus the proportion answering
“some or none of the time” to the question relating
to trust in the federal government.

Source: American National Election Studies Data
Sourcebook, 1952-78 (University of Michigan Sur-
vey Research Center), p. 257. For a detailed review
of many surveys reporting the same general trend,
see Lipset and Schneider (1983).

Similar patterns of widespread malaise in Western democracies have
been reflected in economic indicators: slowed growth rates in real in-
come, declining trends in productivity, substantially higher levels of un-
employment, and inexplicably high rates of inflation. These signals have
encouraged a general concern with an “economic crisis.” Simultane-
ously, and we believe not unrelated, there is evidence of declining
compliance with existing tax regulations, a growth in what has been
described as the “underground,” or ‘“‘unobserved,” economy (Feige,
1980) and the associated development of alternative forms of economic
organization.

Each of the disciplines has separately voiced apprehension about the
apparent disintegration of the institutions it monitors, as indicated by
the trends just summarized. Do these signals represent evidence of
some more fundamental underlying process? Are they perhaps evidence
of the manner in which economic events affect political and social
behaviors and vice versa? Are we observing an explosive social system,
which violates our usual assumptions of equilibrium and homeostasis? If
the indicators are not objective measures of the social activities under
study but are rather themselves outcomes of the system, the process that
generates the indicators requires description.
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Models of social systems and the role of information flows

Social systems are inherently so complex that any attempt to model
them requires a high degree of simplification and abstraction. Disci-
plinary specialization has resulted in the development of models of
separate components of the social system’s building blocks. Thus, eco-
nomists have constructed sub-system models that purport to explain
economic outcomes such as income growth, inflation, and unemploy-
ment. Political scientists have modeled voting behaviors and bureaucra-
tic decision making. Only recently have serious efforts been made to
capture the critical linkages between the economy and the policy. A
typical schema for a simplified political-economic system model is
presented in Figure 2.1. Almost every casual arrow or feedback loop in
such models assumes accurate information, whether coming to or from
voters, economic policymakers, other government officials, or firms
(Hibbs and Fassbinder, 1981).

Systems of the type displayed in Figure 2.1 are equilibrium models in-
corporating the fundamental notion of homeostasis, namely, the main-
tenance of critical variables within a tolerable range of limits. In such
models, external shocks to the system activate either economic or poli-
tical responses that return the system to an equilibrium state. Such
models therefore require various control mechanisms that receive, inter-
pret, and respond to information signals. The information signals are
typically conveyed by the symbols of social indicators. Thus, in the
model described in the preceding, information concerning the economy
is conveyed through the indicator system of national income accounts
and price and unemployment indices. These signals, insofar as they
affect mass political support, will be transformed into other information
signals representing voter preferences that are again captured in the
symbols of social indicators that influence the decisions and policies of
government.’

Virtually all policy implementation assumes that the signals from the
information network operate effectively, providing social indicators that
contain approximately correct information. Our contention is that this
latter assumption is likely to be incorrect under a wide range of cir-
cumstances. Indeed, we wish to argue that the information content of
social indicators is likely to become distorted by the very operation of

% In some instances, economic indicators immediately trigger policy reactions, as in the
case of “automatic stabilizers.” Here, pre-existing rules short cut the discretionary
government decision network in order to eliminate the lagged response of the political
process. Indexation of wages and salaries to price indexes, nominal tax schedules,
unemployment benefits, and indexed social payments are obvious examples.
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Figure 2.1. Typical model of political-economic system. (Source: Hibbs and Fassbinder,
1981, p. 4.)

the economic, social, and political institutions they seek to describe. We
shall argue that the more important a social indicator becomes as a
signaling device for public policy responses, the more likely it is that the
indicator itself will degenerate as a descriptive measure of the behavior
of the social system. Moreover if this degeneration of information
content is not perceived by decision makers, or if they are unable to do
anything about it, the social system itself may become highly unstable.®

Observer—subject—policymaker feedback

In order to gain insight into the nature of an information system that
relies on social indicators, we must first examine the institutional re-
quirements for the production of social indicators. First, there is the
primary information source, the subject. A subject is typically an in-
dividual, firm, or government agency furnishing information in the form
of records, or responses to questionnaires or through self-reporting.

¢ See McGee and Feige (1982). See also Feige (1981). See Gordon (1981) for a critique
of one important social indicator as unreliable but for different reasons.
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Figure 2.2. Simple information system.

Second, an institutional entity collects and aggregates the basic data
reported by (or the behavior exhibited by) the subject. We call this actor
the observer. Third, some institutional entity, or the policymaker, must
exist to interpret and apply the data to some social policies that are
relevant to specific interests.

Informational integrity of a system assumes that each of the three
actors’ interests and perceptions have a significant degree of autonomy
such that informational transfers between the actors in the system will
be relatively accurate and unbiased. This assumption justifies the dual
claim of social indicators to objectivity and of public policy to rational-
ity. Direct unbiased information flows can thus be represented by the
diagram displayed in Figure 2.2.

What types of informational disturbances can induce dysfunction of
such a control system? At the most trivial level, there may be a changed
relationship between the underlying social phenomenon we wish to
measure and the measurement instrument, which generate continual
adjustments and redefinitions of social indicators such as GNP, price
indices, unemployment statistics, and various survey indices. Such
“improvements’ in measurement often take the form of changing the
domain of observation and thus change the meanings attached to former
values of the indicators. If it becomes difficult to distinguish between
changes in the indicators due to changes in measurement techniques and
changes in the actual phenomenon being measured, appropriate inter-
pretation and “‘recalibration’ can become a severe problem. In develop-
ing economies, for example, improvements in the economic reporting
mechanism that increase the domain of economic observation can easily
be misinterpreted as representing a period of unusual growth, or
takeoff.

In Figure 2.3 we represent various types of possible feedbacks
between the subject, the observer, and the policymaker that are, we
believe, a more accurate representation of the actual workings of the
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Figure 2.3. Information system with feedback loops.

information system, including the significant probability of systematic
information distortion.

First, the very fact of being observed and the potential use of that
information by policymakers may change both the reporting and the
actual behavior of the subject. Consider, for example, the interaction
between the subject and the observer. In social systems where the
subject is a human being, the presence of an observer can have a major
effect on both the reporting of the subject and the subject’s actual
behavior.”

The subject, the observer, and the policymaker interact in diverse
ways, with multiple feedbacks of various kinds and intensities. Figure
2.3 represents a simple taxonomy of feedback possibilities. Different
social indicators may be quite differently affected depending upon the
source, motivation, and intensity of the feedback effect. Each feedback
loop is complicated by different economic, bureaucratic, or political
interests that create varying intensities of feedbacks. The degree of the
feedback will be intensified where each actor has special interests in the
indicator and a stake in the continuation of the feedback system itself.

Various observer—subject—policymaker feedbacks take place in dif-
ferent contexts. The first type of feedback takes place in a context in
which the observer and policymaker are perceived by the subject as
being closely interrelated. The most obvious example is reporting on tax
information, where the subjects readily understand that their self-
reported activities will have immediate and predictable consequences

7 Such effects have been recognized in particular disciplines, and research techniques
have been developed to reduce specific impacts of such feedbacks. Medical experi-
ments consider the “placebo effect,” and the important contributions of the evaluation
research literature attempt to design measurement systems that minimize the corrup-
tion of the measurement instrument (Campbell, 1974). Sociology and psychology
concern themselves with “‘unobtrusive measures” designed to minimize the effect of
the observer on the subject.
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for them. Underreporting of income, even though subject to penalties,
also holds the possibility of reduced tax liabilities.

The second type of feedback arises when the roles of the subject and
observer fuse, as in the case of bureaucratic performance. Here the
policymaker attempts to derive information on the subject—observer
with the intent of measuring performance standards. When such mea-
sures are perceived by the bureaucracy being studied as inputs to policy
decisions affecting the bureaucracy itself, strong incentives arise for the
falsification or non-reporting of critical information. The stronger the
perceived negative consequences of accurately and completely reporting
various types of information, the more likely is the possibility of false
and misleading information being produced.

Relatively little attention has been directed to the implication of these
feedback effects on the specification and operation of social information
systems. The problem of feedback of social indicators on the system
itself arises because of the simultaneous increase in both the necessity
and the capacity to measure social, economic, and political behavior by
economic and political institutions. Recent dramatic feedback effects
may be due to the rapid development of the information system coupled
with a growing awareness on the part of subjects of the consequences of
their own reporting activities. Information is disseminated so rapidly
and acted upon so directly that subjects, observers, and policymakers
perceive their own interests are directly affected not simply by the
quality of the information transmitted but by the nature of the informa-
tion itself. As policymakers exercise greater control over both subjects
and observers, the informational inputs required for that control are
increasingly likely to be contaminated.

System effects: the unobserved economy

Although separate examples of policy feedback have been noticed in
each discipline, their full social implications have not been realized,
partly because of disciplinary specialization itself, partly because of the
absence of a significant exemplar. Our concern is to show the pervasive
character of information and policy feedbacks using the example of the
growth of the unobserved economy as a way of justifying a call for
interdisciplinary methodological and theoretical work.

Economists in the 1960’s believed that they could control the eco-
nomy with automatic stabilizers and ““fine tuning,” but the turbulent
decade of the 1970’s witnessed the failure of central predictions of
macroeconomic models. The growing disparity between the theoretical
predictions of economics and actual macroeconomic trends constitute a
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series of anomalies the theoretical models of economics cannot ade-
quately explain. Ad hoc explanations range from ‘“‘supply shocks” (Peru-
vian anchovy harvest failures and the formation of the OPEC oil cartel)
to the failure of central banks to implement the policies of monetarists.
It is ironic that at the time when information systems may have become
most vulnerable to distortion, economic theorists have explained away
the impotence of government policies with “rational expectations”
hypotheses.

Statistics used to measure and explain these trends are informational
inputs for both discretionary government policies and the “thermosta-
tic” controls for the fiscal systems linked to policy. They require ac-
curacy, yet reflect only the activities in the observed sector of the
economy: income, consumption, investment and savings, prices, and
unemployment. Any systematic discrepancy between the social indica-
tors and the economic activity they purport to measure will generate
serious errors of policy. Recent research suggests that systematic biases
associated with a large and growing sector of unrecorded economy
activity have been introduced into the system of social indicators.® The
unobserved sector escapes the social measurement apparatus because of
accounting conventions, non-reporting, or underreporting. It includes
both market and non-market exchanges that utilize money and also
barter in both legal and illegal economic activities.

The observer—subject—policymaker feedback mechanism can be
illustrated in the context of the unobserved economy by regarding
government data collection as the observer and individuals and firms as
the subjects who volunteer information through the vehicles of surveys,
or self-reporting. Subjects perceive the observer as an agent of a govern-
ment that taxes, regulates, subsidizes, and transfers resources, thereby
creating both disincentives to report honestly and incentives to under-
report incomes, expenditures, and employment. Potential exposure or
detection is reduced by “skimming,” false invoicing, and going off the
books. Subjects are also likely to shift from taxed and regulated
activities toward non-market and ‘“‘do-it-yourself”” activities, enhancing
eligibility for subsidies and transfer payments.

The policy consequences may be drastic. Consider an economy whose
total economic activity grows at some normal rate, whatever that might
be, but whose unobserved sector grows faster than the observed sector
due to shifts from the latter to the former. The causes for such shifts may

8 For example, the Bureau of Economic Analysis (Parker, 1984) has recently incor-
porated an improved adjustment for tax source misreporting in 1977 amounting to
$81.5 billion for charges against GNP and a $69.3 billion adjustment for personal
income.
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be increased tax burdens, increased costs of regulatory compliance, or
simply a general erosion of trust in government. As the observed sector
activity becomes a smaller fraction of total economic activity, income
statistics will display a reduced growth, falsely signalling the onset of a
recession. This impression will be reinforced as unemployment figures
are bloated by workers who shift to off-the-books activities but claim
unemployment insurance benefits. At the same time, consumer price
indices will overstate the true price level. Price statistics are gathered
exclusively from the observed sector. They do not reflect the lower
prices potentially available in the unobserved sector.

Lower growth, higher unemployment, and lower productivity induce
both direct and indirect governmental actions that stimulate expendi-
tures and transfers. Higher price indices via indexation induce higher
wages, social security benefits, and retirement pay. They also stimulate
inflationary expectations that themselves bring on real inflation. Thus,
traditional economic theory and common sense tell us that what may
begin as a statistical illusion is soon transformed into an unpleasant
reality. Nor does the story end here. Higher prices push people into
higher marginal tax brackets, thereby increasing real tax burdens. This
in turn will induce further shifts into the unobserved sector, and the
cycle begins anew. When the tax base shrinks at the very time that
government expenditures increase, government deficits grow, requir-
ing higher interest rates to attract funds to finance the deficit and to
compensate lenders for higher expected inflation. In market economies,
exchange rates will be affected as well as the balance of payments. As
citizens begin to perceive that governmental actions are exacerbating
the economic disturbances, trust in government declines and compli-
ance is further reduced. This feedback process has no invisible hand to
wave it back to stability because the corrective mechanisms are flawed.

This picture is one of a growing economy that exhibits symptoms of
stagflation solely as a result of a statistical artifact. The economic patient
is healthy, but the social thermometer has gone awry.

This analysis is supported by empirical evidence that there is, in fact,
a substantial and growing unobserved sector. Studies of the United
States, Canada, Italy, Germany, and the United Kingdom suggest that
the monetary unobserved economy ranges between 5 and 25 percent of
the observed income.

As illustrated by Figure 2.4, the unobserved sector in the United
States and United Kingdom has grown dramatically during the 1970’s,
a growth corresponding to the onset of major perceived economic
difficulties.

The usefulness of the unobserved economy exemplar is that it con-
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(Source: Adapted from Feige, 1981.)

ceptually illustrates the various types of information feedbacks dis-
played in Figure 2.3. Conventional models of the political-economic
process allow for one set of important interactions between the political
and economic systems, but such models are incorrectly predicated on
the assumption that information flows are unaffected by these interac-
tions. The unobserved economy example illustrates how the information
system itself can become contaminated in such a way as to produce
misleading social indicators and, consequently, misguided actions on the
part of citizens and policymakers alike.

Political implications of the unobserved income hypothesis

The hypothesis that there exists a large and growing unobserved eco-
nomy partially explains some of the paradoxical anomalies that confront
the economics profession. It might equally serve to shed light on some
of the empirical anomalies in the political science literature. Citing
the Michigan Survey Research Center findings, McCracken (1973) has
noted: The striking feature of responses, however, is the extent to which
there is substantially more optimism reflected in people’s view generally
about their own economic situation than in their views about the eco-
nomic and political environment. If individual participation in unob-
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served economic activities is not reflected in broad social indicators of
economic activity, this presents a possible explanation for the discre-
pancy between the perception of the general economic situation and the
individual’s personal economic situation. What is particularly paradoxi-
cal, however, is that aggregate economic indicators appear to affect
political popularity to a much greater extent than individuals’ percep-
tions of their own economic situation. Fiorina reveals that “‘previous
micro level research has found weak and inconsistent effects of per-
sonally experienced economic conditions” (1981). Whereas Frey claims
that “actual data on economic conditions as collected and published by
statistical offices perform very well in popularity functions. .. Among
perceived economic indicators, those referring to general economic
conditions perform better than those referring to the respondent’s own
economic conditions” (Frey and Schneider, 1981).

The empirical findings suggest that individuals evaluate their own
economic conditions more optimistically than they do general economic
conditions but rely on economic indicators rather than their personal
experiences in their voting decisions. But the publicity given to eco-
nomic indicators may override individually perceived economic condi-
tions as a factor influencing political responses.® This possibility suggests
not only that social indicators produce wrong signals but more omin-
ously that citizens use false information in their political and economic
decision making. This hypothesis would help to explain the decline in
trust in government and unduly pessimistic economic expectations. If
political and economic behaviors are shaped not by individual life cycle
experience (Wilensky, 1981) but more importantly by social indicators
signalling information at odds with individual experience, then we must
seriously reassess the foundations of “‘rational” decision making in both
the economic and political domains.'”

The observer: professional and bureaucratic performance

The simple information model assumes that both the observer and the

policymaker are separate and disinterested actors. In fact, both are

° Lipset and Schneider (1983) summarize recent research that found “people’s assess-

ment of their own personal well-being remains high, even while their confidence in

institutions and their optimism about the country as a whole is deteriorating” (p. 402).

Lipset and Schneider, however, accept the basic validity of economic indicators of

unemployment, inflation, and productivity, using them to interpret survey data on the

steady loss of popular confidence in American institutions (p. 407).

10 The standard economics view is expressed well by Arrow (1951), who assumes that
“individual values are taken as data and are not capable of being altered by the nature
of the decision process itself.” He asserts that this is a “standard view” in economic
theory. Clearly, that assumption must be questioned.
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diverse and have interests of their own that affect the measurement of
social indicators and their translation into public policy. For example,
attempts by observers (professional bureaucrats, social scientists, and
government agencies responsible for gathering and aggregating data,)
to measure bureaucratic performance may distort the behavior of the
subject. Attempts to gather information at the “top” of an organization
about the performance of subordinate officials changes the behavior and
activities of those below. Subordinates try to evade observation and
to shift behavior toward creditable and rewarded activities. Similarly,
bureaucratic units either shift their behavior toward measurable activi-
ties that create the appearance of serving organizational goals or face
immediate sanctions: budget and personnel cuts, denial of necessary
resources, reorganization, or even termination.

Moreover, “hard” indicators of performance (dollars spent, buildings
built, employees hired) may only be imperfectly related to the legiti-
mate goal of the agency. This behavior is reinforced by value-added
measures of government production that assume dollars spent is an
indication of contribution to social welfare by the state.!!

Another instance of feedback in measures of bureaucratic perform-
ance is the innovation of plea bargaining in courts. This was an organiza-
tional adaptation by police departments to the bureaucratic and political
requirement of increasing their ratio of solved to unsolved crimes: the
“clearance rate.” This measure provided an incentive to change the
behavior of subjects — criminals and the police. Criminals who confessed
to more crimes got leverage with the police to recommend a lower
sentence. As a result, the clearance rates were themselves affected.
Public policy dealing with the causes of crime and the management of
the courts could be affected by the fictitious inflation of the proportion
of “solved” crimes, resulting from the creation of a performance indi-
cator (Skolnick, 1966, Chapter 8).

None of these examples question the integrity of bureaucratic of-
ficials. On the contrary, our argument rests on the assumption that
officials are professionals who act neutrally to further organizational
goals, among which is the valid purpose of protecting the jurisdictions
set up by legitimate legislative decisions. Public programs and agencies
are given organizational autonomy in order to allow accountability, in-

"' A pertinent discussion of the problem of ‘“contaminated”” data in the reports of
bureaucratic agencies, particular data likely to be used in assessing performance in
budgetary review, appears in Hood and Dunsire (1981, pp. 28-36). Although they do
not let the ambiguities of the data interfere with systematic empirical analysis, one of
their main points is that there is almost no way in which even to define a “department”
because information on staffing, budgets, jurisdictions, programs, and legal authority
are almost impossible to discover and correlate with each other.
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cluding the capacity to measure effective performance. If officials were
given less autonomy, measurable indicators of performance would be
even more difficult to devise because the organizational boundaries of
accountable behavior could not be defined clearly, either for legal or
political surveillance. This is an intrinsic dilemma in the development of
social indicators of organizational performance. The basic point is that
the internal incentives within bureaucracies are not likely to lead to a
search for the best economic indicators.

Many of the features of the actor we have called the observer are
analyzed in the literature called “evaluation research.”” Crime statistics
and plea bargaining are only two examples of topics upon which evalua-
tion research has been conducted. Whereas many works of this type
have real value, they are still subject to the distortions inherent in
disciplinary specialization and dependence upon quantitative indicators.
For example, with the shift in educational resources toward the hard
sciences and away from the social sciences and humanities, social
scientists increasingly feel the need to publish articles that have some
kind of quantitative data and statistical techniques of analysis. Looking
too deeply into the presuppositions underlying the generation of the
data will result in delay at best or at worst in failure to be able to publish
at all.’? Considerable incentives are created to accept readily available
“databank’ sources of information and to analyze them in a manner
that generates statistically significant results (Feige, 1975).

The policymaker: elite responses to political participation

Analogous processes of observer—subject—policymaker feedback in
both political institutions and public bureaucracies exacerbate the dif-
ficulties of dealing with the consequences of a large and growing unob-
served economy. The incentives governing the behavior of bureaucrats
and legislators make it difficult for them to discover and to act upon the
deficiencies of core economic indicators. The conventional indicators
used by policymakers to assess public opinion and preferences tend to
be either surveys or elections results. Both are likely to be afflicted with
the equivalent of non-response and sampling biases, which reduce both

12 A recent example from some of the best and most careful work in political science
shows that the assumption that the basic data on national income, employment, and the
size of the public sector are basically accurate is simply taken for granted and does not
even require discussion. If the bias introduced by observer—subject—policymaker
feedback varies systematically with some of the dependent and independent variables,
the conclusions may be seriously affected, but it is beyond our scope to speculate on
how. See Cameron (1978, pp. 1243-61).
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the adequacy of the data and the potential capacity for recognizing the
biases.!?

The assumption of the simple information model is that policymakers
want objective data from the bureaucracy, want objective feedback, and
have no interests of their own except to register public preferences
and produce effective public policy that will maintain social order and
further economic growth. But here, again, the simple element we have
labeled the policymaker is in fact a complex coalition of political and
administrative elites with their own electoral and career interests. In
some cases political elites do not want accurate data. Having direct and
documented access to the “facts’ closes the escape hatch of “plausible
deniability”” so popular in the Nixon administration and with corporate
executives who did not want to know, for example, about the bribery of
officials in foreign countries.

Similarly, the process of establishing a program or agency by a legisla-
ture or other policymaking body is not a disinterested act. Frequently,
politicians create programs and their bureaucracies as a symbolic re-
sponse to public pressure but do not give those programs enough re-
sources and authority to do their mandated job. They can argue in the
electoral arena that they have been responsive and responsible by
creating a program and deserve to be rewarded in the next election. By
establishing the bureaucracy, politicians have simultaneously escaped
responsibility, since inefficiencies can be blamed on an agency outside
their control, but they have earned political credit as responsible
policymakers.

The relevant point here is that neither professional politicians nor
bureaucrats have a stake in accurate social indicators. The multiple
feedbacks that generate the consequences we have outlined are a system
problem. No individual and no political or governmental institution is in
a position to correct them because of their own structural interests.

The non-response problem

Political elites normally assume that the non-respondents to surveys are
not significant. Interested citizens will respond, and a lack of response is
tantamount to satisfaction or to an inability or unwillingness to act. In
either case there is no political threat.

13 A pioneer sociological essay defending the possibility of rational social policy based on
valid “‘social indicators” (Bell, 1973) contains absolutely no discussion of the validity
of the data or the possibility of contamination and distortion of the fundamental
information by observer—subject feedback. Yet the entire argument assumes without
any question the possibility of gathering valid data about social and economic trends.
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The problem is analogous both for elites and for social science
estimates of the probable attitudes and behavior of non-respondents. In
many economic surveys in the United States and in Europe, the non-
response rate is 25—-40 percent on survey questions. Typically, the way
this is handled is to assume that the responses of non-respondents would
have been the same as those of respondents with the same demographic
characteristics.

In more refined work, respondents’ demographic characteristics are
compared to known population values in order to assign more informed
values to the imputations required for non-respondents. However, this
solution is insufficient when there is reason to believe that non-respon-
dents with typical demographic characteristics nevertheless engage in
fundamentally different behavior than respondents. In the case of illegal
or quasi-legal activity, this presumption seems highly plausible. To date,
there is no solution to this problem, but recognizing its existence
explains in part the discrepancy between estimates of unobserved activi-
ties based on survey methods as opposed to indirect macromethods
since the survey suffers more from the non-response bias.

However, if the non-response is not an accident but a volitional act,
then any particular non-respondent is likely to be someone who has
something at stake, necessarily disqualifying them as “uninterested”
citizens. Traditional methods of dealing with omitted information of this
type are flawed. They are incapable of accounting for the self-selection
of non-respondents, nor can they assess the degree of bias in the
answers of respondents.'*

Similar problems plague the construction of other economic indica-
tors, most notably national accounts, which rely on survey data for
estimates of income and expenditures.' In each case, non-respondence
is at least partly a result of observer—subject—policymaker feedback.
Non-response and underreporting of incomes and expenditures repre-
sent biases introduced into social indicators as a direct result of actions
by subjects motivated by their perception that observers and policy-
makers can regulate, tax, or otherwise influence their behavior as a
consequence of reporting requirements.

4 The problem of non-response has become one of the major issues in recent econo-
metric literature, and some important new techniques are being developed to deal with
the problem. See Heckman (1979). The issue is important not only for voting behavior,
but is perhaps even more salient for research being undertaken to measure the size of
the unobserved economy by survey methods. In general, survey techniques yield
estimates of unobserved economic activity well below those derived from indirect
macromethods.

For example, in the current population survey data base, family non-response rates on

questions pertaining to income increased from 14 percent in 1970 to 26 percent by 1976.
See Feige (1980, p. 35).
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Information—behavior feedback

In political science it is recognized that public opinion polls change
opinion both at the point of reporting opinion and after the feedback to
the public about what “most people think.” People tend to give what
they think will be the most effective or the most legitimate response. In
the case of political party support, if a party is rising in the polls, it will
attract more support because it is perceived as a potential winner. If it is
seen as losing (other things being equal, of course), the process of de-
cline will be accelerated. Thus, the observation and reporting of public
opinion feeds back on public opinion itself. The reporting of public
opinion on whether a party is likely to win or a program is popular also
affects decisions of political leaders concerning strategy, media report-
ing, and policy. In turn, their actions either reinforce or undermine the
actions of key opinion-making elites. This phenomenon has assumed
greater importance with the highly visible actions of political leaders and
the practically instant feedback of public opinion measures back to the
public itself.'®

However, political institutions function as if public opinion is a valid
measure of what people want and how they are likely to behave in
elections. Institutional arrangements only allow public opinion to be
expressed and responded to in certain ways. Expressions of preferences
and political demands are channeled through interest groups and parties.
In a political context in which parties have become weakened both
because of loss of a solid base in party identification and because of the
increasing power of interest groups to maintain direct access to policy-
makers, quicker feedback of opinion via the media may reduce the
capacity of public opinion to discipline political leaders if it is seen by
leaders as subject to manipulation.17 However, regardless of the direc-
tion of causality, if public opinion is shaped by erroneous economic

16 In partial response to this problem, France allows no polling one week prior to the
election.

Key, a political scientist, in his seminal study of American public opinion (1961),
discussed “linkages” and “feedback” but did not consider the possibility of observer—
subject feedback. Basically, his concept of feedback consisted of the idea of the mutual
influence of political leaders attempting to “mold public opinion toward support of
(government) programs and politics” (p. 422) and of the ““flow of influence to as well as
from the government” by public preferences (p. 423). Key’s subtle analysis of the
multiple and interrelated impacts of government decisions upon public opinion is an
elaborate version of a mechanical control model of information. He says, for example,
that “‘the opinion context...may be regarded as a negative factor; it fixes the
limitations within which action may be taken but does not assure that action will be
taken” (p. 424).

17
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indicators, whatever impact it has upon governmental decision making
will be distorted.

‘‘Unobserved politics’’: social movements

Another example is a political analog to the economy. Political elites,
similar to economic elites, ‘““measure’ political activity by yardsticks
drawn from conventional institutionalized procedures. Just as economic
activity is reported by surveys and various direct measures of economic
activity, so political activity is “reported” via voting and related legiti-
mate mechanisms of political participation. Policy is based on the as-
sumption that the entire electorate is “‘counted” in the composition and
policies of the coalition constituting the government at any given time.
Just as the measure of GNP assumes that all significant economic acti-
vity has been measured, so reports of voting behavior assume that all
significant political opinion and activity is ultimately registered in the
ballot box.

The formation of an effective governing coalition fails if the main
reason for a large amount of non-voting is alienation, not satisfaction,
and if non-voters have a capacity and a readiness to re-enter the political
system in non-institutionalized forms of social movements that are not
“registered” except as illegal and disruptive behavior.

The political analog to the unobserved economy is therefore the de-
velopment of unobserved politics, the unhinging of individual political
participation from the traditional apparatus of democratic representa-
tion: elections, parties, and legislatures. Temporary one-issue move-
ments, social movements around new issues — recently feminism,
environmentalism, anti-abortion, the nuclear freeze — become the ex-
pression of political consciousness. Such movements are based upon
fluid political identities and do not rely upon traditional political
symbolism to generate support. Traditional symbols of party loyalty
(i.e., Democrat and Republican) no longer tie an individual to a party
or even to a government identified with a stable political ideology and
policy commitments. The prevalence of incremental policies attempting
to remove the ideological, Left—Right dimension from politics has
reduced the proportion of the electrorate identifying with a party
viewed as representing their interests.

The greater interdependence of economic and political institutions is
not matched by an integration of the bulk of the population into those
institutions. On the contrary, just as an increasing fraction of economic
activity is not accurately measured by the indicators that shape policy,
an increasing fraction of political activity is not taken into account by the
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institutionalized measures of participation. Whether some of this non-
institutionalized political behavior is a response to the perceived ‘‘costs’
of conventional reported behavior is an important question, as is the
issue of the extent to which the general loss of trust in social and poli-
tical institutions leads to unobserved political movements. Or, political
behavior that is not ““‘measured”’ by established political institutions may
simply make it more difficult for policymakers to deal with the con-
sequences of the unobserved economy.

Failure of disciplinary specialization and institutional
interdependence

The consequences of observer—subject—policymaker feedback are
further exacerbated by the difficulty of an integrated theoretical and
empirical attack upon the problem. Specialization in the social sciences
is based upon the assumption that there are relatively autonomous
clusters of causes and consequences conventionally labeled the “eco-
nomy,” the “political system,” the ‘“‘social structure,” or the “culture.”
The fundamental assumption about the nature of modernizing societies
within which these disciplines developed and that justified the speciali-
zation in the first place is that institutions become differentiated to serve
specialized functions. It is assumed that causal sub-systems define a
scientific object (a ““field”’) and become the focus for disciplines studying
the economic, political, or social factors, behaviors, and institutions.'®

Such overall differentiation was historically seen as a positive and
progressive trend linked to economic growth, individual freedom, in-
creasing education, and social mobility, increasing political participa-
tion. “Dysfunctions” were indeed recognized — the decline of traditional
bases of social solidarity and the loss of older forms of social control
over behavior — but these dysfunctions were seen as temporary, as lags,
as problems to be solved, partly with the aid of the specialized social
sciences. If they were confined within a given institutional realm, they
could be compensated for, either by further differentiation to mute the
structural strains or by one institution ‘“‘stepping in” to restore equili-
brium resulting from the malfunctioning of another.

“Slack” in the total system was seen as allowing a considerable

'8 Conventional work both in political science and in Marxist political economy take the
rational capacity of the state to make policy, and specifically its capacity to gather
accurate economic data, simply for granted. A critique of this literature from a
philosophic standpoint is Connolly (1981), who argues that both Marxist economists
and mainstream political scientists “underplay...the extent to which citizens...
quietly obstruct the performance of the political economy.” (p. 136).
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amount of “error” in any one institution or sub-system. Public opinion
would act as a corrective mechanism, disciplining political leaders. The
economy could function with minimum regulation. The state would
mainly protect the institutions of markets and production and mediate
social conflicts. Communities and families would be subject to the
impact of economic growth and decline, but the state would step in if
necessary to provide basic welfare subsistence. Each social science field
assumed that the institutions in the intellectual jurisdiction of the other
fields functioned normally and did not have to be considered in their
own specialized analyses.

The consequences of information distortion

Even in some theoretical monographs that consider feedback as a
system problem, the consequences for the accuracy of data are not
considered.'® The examples we have given are separate illustrations of
observer-subject—policymaker feedback in economic activity, public
opinion, and bureaucratic performances. Their combined effects are im-
possible to understand within any single disciplinary perspective.
This point must be stressed. Each institution involved with the social
measurement of economic activity, public opinion, and bureaucratic
performance must rely upon, must assume, and is even a product of
social measurement. These institutions are based upon the premise that
there are (within reasonable ranges of error) objective ways of mea-
suring how much income people earn, whether they are working, and
what they want from government. If multiple feedbacks exist, then the
problem of valid social measurement and the search for an analytic
framework that can comprehend them is compounded.
Observer—subject—policymaker feedback in the realms of public
opinion, organizational performance, and economic activity are closely
related. Analyses of them cannot assume that they are independent. If
social indicators of public opinion, the performance capacity of state
agencies, and GNP are simultaneously distorted in ways that are con-
nected, obviously some serious problems exist. These problems are
hardly even recognized by social science analysts and policymakers alike
because they are perceived within specialized disciplinary frameworks
and not captured by the established machinery of social measurement.
Some might argue that the unobserved economy constitutes a safety

19 Despite the importance of the concept of feedback in the pioneering work by Deutsch
(1966), he does not consider the possibility of systematic contamination of the basic
data by the processes we have defined as observer—subject—policymaker feedback.
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valve. People can opt out of the observed economy to find employment
in the unobserved one, and this provides flexibility and increased
options. But this view takes no account of the cumulative social psy-
chology of this behavior. If people begin to act in ways that are contrary
to law or are no longer subject to social constraints, even if the eco-
nomic implications in the short run are healthy, in the longer run the
bases of social order may be eroded. Although the sheer burden of taxes
and regulation may partly explain the growth of the unobserved eco-
nomy, as most economists would argue, the erosion of “trust in govern-
ment”’ is also important (Feige, 1980). Political and social alienation
is becoming apparent with the decline of party identification and the
erosion of governing majorities. When political alienation interacts with
economic incentives, threshold tolerances of social cohesion may be
reached.

State policymakers are under multiple pressures from powerful inter-
ests groups, from the general need to keep the economy productive, and
from the need to legitimize the system by democratic procedures that
allow mass participation. One important manifestation of breakdown
may be an inability to develop internally rational procedures for gather-
ing accurate social measurements.

Conclusions

Because part of our argument is based upon data derived from social
indicators and another part is a critique of their validity, we have to be
especially clear about what is real and what is not. Not all of the social
indicators that have exploded in the 1970’s are illusory fictions. On
the contrary, the expansion of the unobserved economy may indeed be
linked to larger political problems of ‘“‘social disorganization” and
“political ungovernability” as conventionally described. The indicators
behind those labels refer to real trends. Crime and divorce rates have
climbed in Western societies. Identification with major parties has
indeed dropped, as has the stability of ruling political coalitions. The
trends are real, although their meaning, causes, and consequences
remain obscure. The reality of these trends may be linked to the growth
of the unobserved economy. The conceptual elaboration of the problem
of observer—subject—policymaker feedback is intended to point toward
a general hypothesis about the apparent anomalies in the key empirical
indicators central to the social sciences.

One result of observer—subject—-policymaker feedback is to distort
the social indicators and instead signal the onset of economic crisis.
What is ominous about this possibility is that the empirical evidence
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from political science appears to support the view that the distorted
social indicators also influence political decision making. If true, an
initial statistical illusion will become actual political and economic
malaise. Rational individuals are basing decisions on irrational informa-
tion. Thus, the evidence of economic, social, and political ““crises” may
well reflect in part a flaw in the information system, which itself is
structurally generated.

The introduction of quantitative data and the statistical techniques
has given rise to cliometrics, sociometrics, and econometrics. The T-
statistics, regression analyses, and path analyses replaced literary and
qualitative descriptions of social behavior and institutions, embodied in
the quantitatively unsupported theories of Marx, Adam Smith, Weber,
and de Tocqueville. It is time to ask new questions about the quality of
our quantitative evidence as opposed to simply further manipulating the
same kind of evidence. In economics, this means making inquiries into
the implications of rational behavior based on “irrational” information.
The question can be extended to the other specialized social science
disciplines with particular ramifications for both public policy and re-
search design, especially evaluation research.

What is required is a reevaluation of our fundamental data bases in
the light of an assumption of observer—subject—policymaker feedback.
The concept of a society as a whole composed of sub-systems with feed-
backs would broaden the scope of theoretical conceptions of problems
and the relevant data. We wish to restore the role of the generalist as
legitimate and thus the importance of multiple types of legitimate in-
formation and evidence without denying the role of the specialist. In
fact, the immediate and dramatic exemplar of the unobserved economy
suggests the possibility that specialists in different areas may resolve to
pursue these issues in their own disciplines and develop interdisciplinary
strategies to understand them. Our rough effort to put together pieces
of an interdisciplinary puzzle has relied upon the insights and the data
developed by the specialized disciplines. Separately, these pieces are
necessary but not sufficient to analyze the increasingly complex social
system in which rapid changes are generating forms of economic, social,
and political behaviors that escape traditional modes of measurement.
Information is central to an understanding of complex social systems.
With equal force, we must come to recognize that knowledge of the
social system is required for the understanding of our own information
base.

79






CHAPTER 3

Policy illusion, macroeconomic instability,
and the unrecorded economy

ROBERT T. MCGEE and EDGAR L. FEIGE

During the decade of the 1970’s, many Western economies unexpectedly
suffered through periods of high unemployment, slowed economic
growth, and high rates of inflation. In the 1980’s, the major problem
has become high interest rates and massive government deficits. The
discrepancy between the factual observations of macroeconomic pheno-
mena and the traditional theories that sought to explain them has created
disillusion with the economics profession and the perception that macro-
economics in particular is in a state of crisis. Ad hoc modifications of
conventional theories and innovative alternative explanations of stag-
flation and rising deficits have provided economists with a host of
doctrinal issues to dispute. However, the absence of any consensus on
the underlying causes and cures for these economic maladies has left the
economics profession and policymakers in a state of great uncertainty
as they confront a deteriorating situation. It is now apparent that the
professional optimism that characterized the decade of the 1960’s was
shattered by the economic record of the 1970’s. The prospects for the
present decade will depend upon our ability to correctly diagnose what
went wrong in the last one.

In the decade of the 1960’s, the U.S. economy enjoyed an average
rate of inflation of 2.8% combined with an average rate of unemploy-
ment of 4.7%, whereas during the 1970’s, the economy experienced
inflation at 6.6% and unemployment at 6.2%. The enthusiastic pro-
fession of the 1960’s believed that it was possible to fine tune an eco-
nomy that was thought to be characterized by a trade-off between
inflation and unemployment. The disillusioned economists of the 1970’s
sought explanations for the unprecedented increases in both inflation
and unemployment in ad hoc supply shocks such as the formation of the
OPEC cartel. Rational expectations and natural rate of unemployment
theories were elaborately specified to explain the emasculation of
economic policy and the predictive failures of large-scale econometric
models. Monetarists sought refuge in the claim that their recommenda-
tions had not adequately been put in practice, whereas Keynesian
economists blamed the spread of monetarist doctrines. Neoclassical

81



ROBERT T. MCGEE AND EDGAR L. FEIGE

economists placed stringent rationality and market-clearing constraints
on their models even as neo-Keynesians sought out market imperfec-
tions and behavioral irrationalities as the explanation of stagflation. The
long-standing tradition of demand-oriented macrotheory reluctantly,
but precipitously, embraced the promises of supply side economics.
Amidst this intellectual pandemonium, economic facts stubbornly
defied the most creative efforts to reconstruct an apparently failing
theory.

Recently, yet another hypothesis has been advanced by Feige (1980;
see also Chapter 1) as a possible explanation of the widening gap
between observed economic facts and received economic theory. The
unrecorded income hypothesis suggests that perhaps it is the economic
facts that require scrutiny rather than the economic theories. According
to this perspective, the growth of an unrecorded economy has distorted
the official information system that is sending the current signals of
economic malaise. As economic activity shifts from the recorded to the
unrecorded sector, some basic economic indicators such as real growth
rates, employment, and productivity may become understated. As false
reporting and non-reporting becomes endemic among individuals and
firms as a result of growing incentives and preferences to avoid the
scrutiny of governmental data collection agencies, social indicators
become contaminated by the process Alford and Feige (Chapter 2) de-
scribe as “‘observer—subject feedback.” A growing body of empirical
evidence suggests that the unrecorded economy is of substantial magni-
tude and has grown during the decade of the 1970’s in many of the
world’s most highly developed economies.

The promise of the unrecorded income hypothesis is that it offers an
alternative perspective on the current state of economic malaise. By
shifting the emphasis away from a restructuring of received theory
toward an investigation of the reliability of economic “‘facts,” the per-
spective raises an entirely different set of questions to be asked and
seeks answers that may at once be consistent with traditional theory and
the facts of economic life.

If it is the case that social indicators are themselves corruptible and
can produce misleading information to both the public and policy-
makers, then we must inquire into the nature and magnitude of such
distortions and examine the implications of an information system cap-
able of producing systematically false signals. We may well be in a
position to retain the assumption of behavioral rationality on which so
much of our theory is based once we realize that rational individuals
and policymakers will nevertheless produce irrational outcomes if the
information basis for their decisions is systematically distorted.
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Dynamic descriptions of economic systems require specifications of
expectation formation behavior. Rather than replace the powerful as-
sumption that expectations are conditioned by available information in
a rational manner, with alternatives based on asymmetric illusions, we
seek to investigate the consequences of rational expectation formation
based on irrational information. The fundamental illusion that may exist
within the economy, and among those who study it, is the assumption
that the economic facts that motivate behavior are accurate or at least
unbiased. The unrecorded income hypothesis provides a conceptual
challenge to this deep-seated belief. It offers an alternative characteriza-
tion of a dynamic social mechanism that tends to distort the information
base established to describe the system itself.

As a result of high marginal tax rates and other costly government
regulations, individuals and firms have economic incentives to hide their
activities from governmental data collection agencies. Whereas individ-
ual economic actors may still have relatively accurate information con-
cerning their own economic circumstances, they nevertheless rely on
broad social indicators for gauging the general economic situation.
Survey results suggest that individuals appear to be much more optimis-
tic about their personal economic situation than about the general
economic situation. This is precisely what would be expected when
aggregate data based on false reporting produce the statistical illusion
of economic malaise. If policymakers and citizens respond to false
information signals, this can produce genuine economic malaise. What
is required then is the formulation of a macroeconomic model that takes
explicit account of a growing unrecorded economy and traces the impli-
cations of such a phenomenon on the dynamics of the economic system.

Feige (1980, p. 57) presented some suggestions concerning the for-
mulation of such a model:

Such a model would incorporate the various incentives and costs relevant to
inter-sectorial shifts of resources...The model would specify the dynamic
behavior of individuals, firms, and governments as they respond to official
information that is systematically biased in directions previously described. Such
a model would be capable of demonstrating formally that an exogenous shock
to the system, such as supply shocks, higher taxes, or political disillusionment,
could induce major shifts between the recorded and the unrecorded sectors.
Such shifts in turn would affect official statistics in such a way as to induce the
appearance of stagflation symptoms, which; in their turn, could lead to eco-
nomic behaviors that transform the illusion of stagflation into the reality of
stagflation. Such a model would depart from conventional equilibrium assump-
tions and would seek instead to define the necessary and sufficient conditions
under which the hypothesized dynamic instability would occur.
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This chapter is a preliminary attempt to formally introduce some of
these ideas into a standard macroeconomic model. Our major concern
is with the effects of ‘“‘policy illusion,” namely, the process whereby
policymakers react to observed economic information without regard
to the existence of the unrecorded economy. We will demonstrate that
under a wide range of plausible conditions, well-intentioned policy
action based on information gathered solely from the recorded sector
will lead to stagflation in the recorded economy. The growth of the
unrecorded sector will produce symptoms of economic decline that are
transformed into actual stagflation as a direct result of policy illusion.

Our aim in this chapter is not to enter into the current disputes of the
theoretical literature of macroeconomics but rather to show how the
phenomenon of an unrecorded sector can be incorporated into existing
macromodels to gain alternative insights into macrodynamics. To this
end, we present in the text a simple graphical description of the con-
sequences of both exogenous and endogenous growth in the unrecorded
economy, focusing attention on the consequences of policy reactions to
misinformation. The technical model that underlies the graphical
analysis is presented in the Appendix. The basic model that describes
the economy is adapted from McGee (1982) and extended to include
both recorded and unrecorded sectors. The basic model is an aggregate
dynamic model of income determination that is rich enough to permit
both the monetary neutrality results of rational expectations and natural
rate models and the non-neutrality results stemming from Tobin-type
asset effects and tax-induced supply side effects. The model is therefore
capable of examining the consequences of both monetary and fiscal
policies under conditions of downward sloping, upward sloping, and
vertical Phillips curves.

The nature of the problem

The theoretical issues posed by macroeconomists in the last decades
have clearly been motivated by their observations of the facts of eco-
nomic life. Just as Keynes’s general theory was fundamentally shaped by
the factual experience of the Great Depression, so has recent theoretical
inquiry been molded by the economic record of the past two decades.
The record is based on official government statistics and is most easily
summarized in the changing relationship between the rate of inflation
and the level of unemployment. As Figure 3.1 reveals, unemployment
rates steadily declined with only modest increases in the rate of inflation
during the decade of the 1960’s. The subsequent decade was charac-
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Figure 3.1. Inflation and unemployment rate.

terized by a drift toward higher inflation rates and higher levels of
unemployment.

The economists of the 1960’s attributed the salutary economic record
to their own subtle manipulations of policy control variables, whereas
the economists of the 1970’s sought to blame structural economic
change and policy blunders for the dismal record. In neither decade was
the record itself challenged.

Feige (Chapter 1, Figure 1.6) estimated the relative growth of the
monetary unrecorded economy in the United States during the decades
of the 1960’s and 1970’s. What is startling about these estimates is the
dramatic growth displayed in the unrecorded sector beginning in 1966
and continuing with two temporary reversals during the decade of the
1970’s. The estimates suggest that the unrecorded sector remained es-
sentially a fixed proportion of the recorded sector during much of the
1950’s and 1960’s. On the other hand, the rapid relative growth of the
unrecorded sector in the 1970’s may have introduced systematic distor-
tions in more recent official government statistics. These statistics serve
as the fundamental information base for government policy. We there-
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fore entertain the possibility that at least a part of the instability of
the inflation—unemployment relationship described in the preceding
may be attributable to false signals emanating from the official govern-
ment statistics.

The rational expectation literature raised the question of what restric-
tion must be placed on the formation of information-based expectations
such that expectations be consistent with a general equilibrium model.
Our aim is to entertain a different question; namely, how will the pro-
perties of a rational expectation general equilibrium system be modified
when the system itself is shocked by an exogenous growth in the un-
recorded economy that distorts the information basis used in the forma-
tion of expectations? Furthermore, what are the properties of a system
in which shifts from recorded to unrecorded activities are an endo-
genous part of the system itself?

The general equilibrium model employed throughout this chapter is
described in detail in the technical Appendix. In the text we present
simplified graphical expositions of the system’s dynamics under alterna-
tive sets of assumptions.

The vertical Phillips curve and full-employment policy

The first regime we consider is an economy with a vertical Phillips curve.
The monetary authority is charged with the activist responsibility of
maintaining full employment. Figure 3.2 illustrates an initially stable
economy with a zero inflation—full employment equilibrium point at A.
The model is constructed to conform to the prevailing rational expecta-
tion—natural rate view where stability occurs when monetary growth m
equals the rate of growth of real income y. The initial full employment—
zero inflation equilibrium A is maintained so long as m = y. Any
attempt to push the unemployment rate U below its natural rate U, will
induce movements along the vertical Phillips curve, raising inflation
without producing any lasting effect on the unemployment rate U,,.
Consider the consequences of an exogenous once-and-for-all increase
in the unrecorded economy. An external shock to public confidence in
government such as the Vietnam War or the Watergate episode could
trigger a shift from the recorded to the unrecorded economy. Income
and employment shift off the books, and individuals previously em-
ployed in the recorded sector shift to unrecorded jobs, declaring
themselves unemployed. Since recorded unemployment increases for all
inflation rates, the observed Phillips curve shifts to the right. The new
observed unemployment rate is U7, and this in turn induces a monetary
expansion to #1;. The monetary authorities’ reaction is pictured in the
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Figure 3.2. Effect of exogenous shift to unrecorded sector where long-run Phillips curve is
vertical and monetary policy is counter cyclical.

lower right quadrant and represents an activist counter cyclical policy.
The higher growth rate in the money supply in turn raises the inflation
rate to p; since money growth now exceeds the growth rate of real
income. A new equilibrium is established with actual unemployment at
its former level U,, observed unemployment at U7, and a higher
inflation p,. Thus, the effect of a once-and-for-all shift in the composi-
tion of total employment from observed to unrecorded employment will
move the economy from an observed position A to the illusionary
position D, which will be maintained. The result is the appearance of
stagflation. Although there has been no change in actual unemploy-
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ment, observed unemployment is higher, and there has been an actual
increase in the rate of inflation. If the external shocks to public trust
continue or if the public disillusionment with government policy pro-
vokes further shifts to the right in the observed Phillips curve, the
process will be repeated. Observed unemployment rates will increase,
and higher inflation moves the economy to a new observed point such
as E. Every exogenous increase in unrecorded activity will stimulate
another round of actual inflation and observed higher unemployment.
Hence, stagflation will be observed as an upward sloping Phillips curve
along points ADE even though the actual economy is structurally
characterized by a vertical Phillips curve through point A.

An upward sloping Phillips curve

An additional complication is added for policymakers if the rising
inflation rates in Figure 3.2 are accompanied by higher real tax rates due
to insufficient indexation of the tax system. If higher tax rates reduce
output and employment because of negative supply side effects, then
the long-run Phillips curve will slope to the right, reflecting higher
unemployment as inflation rises. An economy with inflation-induced
tax increases can be characterized by an upward sloping Phillips curve as
shown in Figure 3.3. As before, we characterize a position of zero
inflation equilibrium at point A, with unemployment at its natural rate
U,, and = y. An exogenous increase in the unrecorded economy will
produce an observed rightward shift in the Phillips curve. At the pre-
vailing zero inflation rate, the unemployment rate observed is Ug at
point B. As the monetary authorities respond to the higher observed
unemployment rate with higher money growth, the inflation rate is
pushed up to p;. Since the real tax rate is assumed to rise as a result of
inflation-induced bracket creep, real supply side effects raise actual un-
employment to point C and observed unemployment to Uf at point D.
The higher observed unemployment again induces a ‘“‘countercyclical”
policy response that has the unintended consequence of producing both
actual and observed stagflation. So long as the monetary authority main-
tains its ‘‘full-employment” policy objective, it paradoxically initiates a
real as well as an observed stagflation spiral. If external shocks to the
system bring on further shifts toward the unrecorded sector, this ten-
dency toward an explosive system will become even more exaggerated
as the observed Phillips curve continues to shift rightward.

We have demonstrated that an initial illusion in the information
system induced by a once-and-for-all increase in the unrecorded eco-
nomy can transform an otherwise stable equilibrium into an unstable
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Figure 3.3. Effect of exogenous shift to unrecorded sector where long-run Phillips curve is
upward sloping and monetary policy is counter cyclical.

system characterized by a real stagflation explosion. The mere illusion
of economic malaise is translated into the reality of economic chaos.

A further complication arises if the tax increases induced by inflation
stimulated in turn endogenous increases in the unrecorded sector. Until
now, we have treated the unrecorded sector as if it was exogenously
determined entirely by citizens’ attitudes toward government. If atti-
tudes toward government remain unchanged, it is still possible that the
unrecorded economy will increase solely due to economic incentives to
hide more income in response to higher taxes.
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To illustrate this endogeneity, we consider the simple model of the
unrecorded sector presented in Feige and McGee (1983). We assume
that the unrecorded economy is structured similarly to the observed
economy. Thus, for the moment we ignore efficiency and productivity
differences between the observed and unrecorded economy.

We assume that the representative household’s preferences for unre-
corded versus observed sector output can be represented by the Cobb—
Douglas utility function:

U=cYiyl™ (3.1)

Output produced in the unrecorded sectorY), is priced below output
in the observed sector Y,,. The price discount is simply the tax rate 6.
This price differential is assured by the assumption that competition in
the unrecorded sector forces prices to correspond to the lower input
costs of production made possible by evaded taxes.

The amount of income the representative household decides not to
disclose is determined by maximizing equation (3.1) subject to the
income constraint:

I-Y,—(1=-6)Y,=0 (3.2)

Observed sector output is taken as the numeraire good, and unre-
corded sector output is therefore priced at 1 — 6.
The first-order condition for utility maximization requires that

A Y,
l—l_l—GY” (33)
Since total output is constrained by
Y=Y,+Y, (3.4)
where Y, = yY and Y, = (1 — )Y, we can rewrite (3.3) as
)
C1-16 (3-5)

where v is the share of actual output observed.

From (3.5), we note that the observed sector’s share of total output
decreases as tax rates rise and increases as preferences for observed
sector output (A) increase. This preference parameter (4) reflects a
myriad of social and political attitudes toward government that include
trust and public morality. Its explicit inclusion as a parameter of the
utility function permits the introduction of non-economic qualitative
effects that are typically not considered in economics since preferences
are taken as given and fixed.
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Equation (3.5) provides the necessary linkage between tax policy and
the unrecorded sector. As inflation increases in a regime with progres-
sive taxation and inadequate indexation, real tax rates will rise. The
impact of this endogenous increase in tax rates on the allocation of
income between the observed and unrecorded sector is in addition to
the more conventional supply side effects of higher taxes in reducing
labor and capital supply and hence the tax base.

Figure 3.4 illustrates the consequences of introducing an endogenous
shift to the unrecorded sector as a result of inflation-induced tax rate
increases. As before, we begin the analysis with a zero inflation—full
employment equilibrium at A and disturb the system with a once-and-
for-all exogenous shift toward unrecorded activity. The Phillips curve is
observed as being displaced to the right with observed unemployment
at Ug. In response to higher observed levels of unemployment, the
monetary authority (committed to a full-employment policy) raises the
money growth rate with its consequent effect on inflation. At the higher
inflation rate p,, bracket creep pushes individuals into higher tax
brackets, increasing the effective real tax rate. The consequence of the
induced higher tax rate can be partitioned into two separate effects. The
first represents a pure supply side effect that moves the economy along
the actual Phillips curve from A to C and along the observed Phillips
curve from B to D.

Both actual and observed unemployment are higher as factors reduce
their supplies in response to the higher tax wedge. In addition to this
pure supply effect, there is an induced shift of activity from the observed
to the unrecorded sector as a result of the higher incentive to under-
report income. This endogenous shift to the unrecorded sector is dis-
played as a rightward rotation of the observed Phillips curve along a
trajectory BEH. The higher observed unemployment represented by US
can be decomposed into an illusionary rise in unemployment caused by
the original exogenous shift to the unrecorded sector Uy — U,; the real
increase in unemployment reflected in the movement from point B to D,
which reflects an induced supply side contraction; and a further illu-
sionary increase in unemployment that results from the tax-induced
shift to the unrecorded sector (D—E). The combined effect is to raise
observed unemployment to Uf, which in turn stimulates monetary ex-
pansion. As displayed in Figure 3.4, the continued adherence to a
full-employment activist monetary policy produces a stagflation spiral,
raising inflation rates as well as actual and observed unemployment. The
endogenous shifts to the unrecorded sector are seen to further the
dynamic instability of the model.

Three factors contribute to the problem we have described. First and
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Figure 3.4. Effect of exogenous and endogenous shifts to unrecorded sector. Upward
sloping Phillips curve and countercyclical monetary policy.

foremost is the distorted information produced by a shift to unrecorded
activity. Second is the continued adherence to an activist countercyclical
policy that itself is triggered by false information. Third, we have the
effect of bracket creep. The identification of the problems suggests some
possible solutions. The first requirement is to find methods for distin-
guishing between real and imaginary changes in the social indicators
that trigger government policies. Once known, policy thermostats can be
recalibrated to account for illusionary unemployment increases. Further-
more, tax systems can be indexed so as to eliminate the rise in real taxes
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induced by inflation. This latter suggestion has been incorporated into
the Reagan administration tax program but is presently being threat-
ened by political pressure for higher non-legislated taxes. Finally, the
illustration makes clear the dangers of strict adherence to activist coun-
tercyclical monetary policy, particularly when that policy appears to fail
in its objective. These exercises illustrate the possibility that a healthy
economy directed by well-intentioned policymakers can be driven into
the reality of an explosive stagflation situation as the result of an un-
recognized shift from observed to unrecorded activity.

One apparent solution to the problem of dynamic stagflation is to
abandon the countercyclical monetary policy and adopt in its place a
fixed money growth rule. This policy change can be represented in
Figure 3.4 by a counterclockwise rotation of the money growth reaction
function that brings it parallel to the horizontal axis at a selected fixed
growth rate of the money supply. The new policy would reverse the
upward spiral in inflations and thus reverse the growth in unrecorded
sector activity induced by bracket creep. However, as we shall see in
the following section, it would be premature to conclude that indexation
of the tax system and abandonment of the full-employment monetary
policy represent costless solutions to the problems created by the growth
of unrecorded activities.

Price stability targets and fiscal automatic stabilizers

In the previous sections, we analyzed the consequences of shifts to the
unrecorded sector in an economy where the monetary authority was
committed to an activist countercyclical policy. In such an economy,
monetary policy typically operates to stabilize interest rates while per-
mitting larger swings in money growth rates. To the extent that private
credit demands are accommodated and government deficits are partially
monetized, real interest rates will tend to be relatively low even when
nominal interest rates rise pari passu with inflation. Such was the case
during the 1970’s as monetary policy accommodated rising credit
demand.

In October 1979, the Federal Reserve adopted a new policy of stricter
control of the growth of monetary aggregates with a view toward utiliz-
ing monetary control as the primary weapon against inflation. Interest
rate stabilization and full-employment goals for monetary policy were
abandoned in favor of the monetarist recommendations for stricter con-
trol of monetary growth in order to reduce inflation. One consequence
of this policy change was the rise in real interest rates that became a
major source of contention between the United States and Europe.
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Our aim in this section is to consider the consequences of a shift to the
unrecorded sector, in an economy where the monetary authorities are
strictly committed to price stability via a fixed rule for monetary growth.
In such a regime, monetary policy can no longer serve to accommodate
public credit demands through monetary expansion, and thus fiscal de-
ficits must be financed through heavier borrowing from the public. Since
monetary policy is now aimed at a price stability target, the burden of
income and employment stabilization falls more heavily on fiscal policy.
We shall assume that the fiscal authorities rely primarily on automatic
stabilizers that act to increase expenditures during periods of unemploy-
ment. Similarly, tax revenues will tend to shrink during periods of reces-
sion as the tax base contracts in the face of a fixed tax rate schedule.

Figure 3.5 illustrates the consequences of an exogenous shift to the
unrecorded sector in an economy with a monetary price stability target
and fiscal policy based on automatic stabilizers. We assume that the
monetary authorities succeed in fixing a money growth rule with the
effect of stabilizing the rate of inflation at some low level. As such,
the rate of inflation can be ignored in the subsequent analysis.

Line ACE in the upper right quadrant of Figure 3.5 represents the
locus of values of real interest rates and the unemployment rate con-
sistent with equilibrium in the model. Higher real interest rates are
associated with higher rates of unemployment since the economy’s
capacity declines with higher real interest rates. As real interest rates
rise, previous economically feasible investment opportunities are eli-
minated, with a resulting fall in the economy’s capital stock and a con-
sequent decline in the demand for labor.

The lower right quadrant represents the endogenous relationship be-
tween the level of unemployment and the level of real government debt
per capita. As unemployment rises, tax revenues fall as the income tax
base shrinks at the very time that government expenditures rise to meet
the higher need for unemployment benefits and other recession-linked
social payments. Since monetary growth is fixed, the revenue shortfalls
must be financed by public borrowing, which increases pressure on
interest rates. We have represented the locus of equilibrium unemploy-
ment and government debt as a simple linear function; however, it is
possible that as a result of higher interest payments on the existing
debt, the curve may actually be non-linear, with government borrowing
growing in greater proportion to increases in unemployment. This effect
will simply strengthen the results that follow.

The upper left quadrant of Figure 3.5 shows the equilibrium relation-
ship between the government’s debt and the real rate of interest. This
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Figure 3.5. Effect of exogenous shift to unrecorded sector where monetary policy pursues
price stability target and fiscal policy relies on automatic stabilizers.

equilibrium locus is also upward sloping as increased borrowing raises
real interest rates. Point A displays an initial equilibrium with un-
employment at U, and real interest rates at ry,. The borrowing by
required to finance outstanding government debt is consistent with the
existing real rate of interest, and thus the entire economy is at an equili-
brium, with monetary growth maintaining some fixed rate of inflation.

As before, we now consider the consequences of an exogenous shift
to the unrecorded economy. The effect of such a shift is to produce a
rightward movement in ACE to BDF since for every rate of interest, we
now observe a higher level of unemployment. The higher observed
unemployment level is illusionary and thus has no independent effect on
the real values of the system; however, fiscal policy, which is calibrated
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to observed unemployment, will automatically produce a larger deficit
at U,. The increase in government borrowing to b; will force the interest
rate to r;, which in turn produces a real supply side increase in both
actual unemployment to point C and observed unemployment to U,. As
long as automatic stabilizers are triggered by the higher observed un-
employment rates, government borrowing will increase, forcing the
economy along an unstable path of higher interest rates and higher
unemployment. Equilibrium inflation is unaffected, but the mere illu-
sion of higher unemployment has created the reality of higher interest
rates and higher real unemployment. Further shocks that produce ad-
ditional rightward shifts in the interest rate unemployment locus will
worsen the instability, as would any endogenous increase in unrecorded
activities due to declining trust in government.

The model suggests that the most promising escape from the pre-
dicted worsening cycle of higher real interest rates and recession is to
cut the links that permit debt increases to be automatically triggered by
false unemployment signals. If the problem is correctly diagnosed as
being caused by distorted information, it can be corrected by obtaining
independent measures of the extent to which official data are contamin-
ated by shifts into the unrecorded sector. Once the extent of infor-
mation distortion is correctly measured, policy rules can be recalibrated
to eliminate the previously described dynamic instabilities.

Alternatively, if the underlying information distortions go unnoticed
and the problem is incorrectly viewed as being caused by rising debt,
policies may be recommended to abandon and perhaps even to reverse
conventional automatic stabilization rules. Political opposition to direct
calls for greater taxation and reduced government expenditures during
apparent recessions will all but eliminate this policy option. What re-
mains is to impose arbitrary limitations on debt expansion that are un-
affected by either the actual or the perceived state of the economy. The
deficit reduction targets embodied in the recently enacted Gramm-—
Rudman-Hollings Act represent such a policy. It subverts the salutary
stabilization effects of automatic stabilizers while ignoring the problem
of false signals.

The fundamental problem that must be redressed is the deterioration
in the information system that precipitates the predicted instabilities.
Either we must find economic and political means to re-establish volun-
tary compliance with both the tax code and the data collection agencies
of government (i.e., to restore all activity to the observed sector) or we
must acknowledge the existence of the distorting information effects of
the unrecorded economy and recalibrate policy instruments to properly
account for the effects of the unrecorded sector.
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Summary and conclusions

It is now widely acknowledged that something important occurred during
the decade of the 1970’s that produced a period of economic malaise
and policy ineffectiveness. The stagflation issue rose to the forefront of
economic and political debate among policymakers and academics. The
severity of the perceived economic crisis intensified the search for ex-
planations and remedies. New theories have been advanced and major
policy changes have been undertaken. Most significant among these has
been a shift from a full-employment monetary target to a price stability
target. The models we have examined suggest that such a shift in policy
in the face of growing unrecorded activity can alleviate the problem of
stagflation at the cost of high interest rates and burgeoning deficits.
The unrecorded income hypothesis suggests that many of the ques-
tions previously posed may be wide of the mark because the problem
may lie with the facts themselves rather than with the theories that seek
to explain the facts. The foregoing analysis is a first step in the direction
of attempting to formalize some of the intuitions that follow from posing
a different set of questions. We have examined the implications of the
possibility that the information system that guides policy has become
distorted as a result of observer—subject—policymaker feedback. We
have shown that both activist countercyclical monetary policy and fiscal
policy based on traditional automatic stabilizers can produce destabiliz-
ing rather than the intended stabilizing effects whenever such policies are
based on systematically faulty information. Observer—subject—policy-
maker feedback describes a general mechanism that could systemati-
cally distort social indicators. Empirical evidence on the growth of the
unrecorded economy suggests that such a mechanism appears to have
been at work during the decade of the 1970’s in the United States.
Although we have only scratched the surface of exploring the full
implications of this process as it affects both expectations and real
economic and political behavior, we believe we have at least established
a simple mechanism capable of transforming an initial statistical illusion
into the reality of economic instability. We have shown, moreover, that
the doctrinal arguments over monetarist policies may be deflecting our
attention from a more fundamental issue that will not go away even if
monetarist arguments are correct and their policies are implemented.
We believe that future policy questions must contain a serious examina-
tion of the issue of the growth of the unrecorded sector and its conse-
quences for macroeconomic stabilization. Such a discussion can take the
form of normative debate on the benefits and costs of a shift toward the
unrecorded sector and the design of policies to either encourage or dis-
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courage the growth of the sector. Such a debate among economists will
focus on issues of tax enforcement, tax reform, and optimal tax rates.
Political scientists and sociologists may be more concerned with the
implications of the erosion of public morality and the growth of alie-
nation from governing institutions. The model presented here attempts
to allow for both economic incentives and political and social attitudes.

What does seem clear is that regardless of one’s normative perspec-
tive, there exists a positive problem for the social scientist that relates to
the accurate measurement and appropriate interpretation of social in-
dicators. A greater scientific understanding of the extent to which our
current facts are distorted represents the greatest hope for the elimina-
tion of information errors that we have shown can have important
destabilizing consequences. Policy illusion can be avoided either by eli-
minating the unrecorded sector so that the reliability of the information
system is restored or by measuring correctly the magnitude of the exist-
ing distortion and recalibrating policy instruments to account for it ac-
curately. Both approaches raise a new set of complex issues we hope will
gain further attention.

What we have attempted to demonstrate is that distorted information
can radically affect the stability of the economic system as it is presently
constituted. When monetary policy is targeted on full employment, the
outcome with distorted information is accelerating stagflation. When
monetary policy is targeted on price stability while fiscal policy is geared
to automatic stabilization of income, the outcome may well be higher
deficits and higher interest rates. The root problem however does not
seem to lie in defective theory or necessarily in defective policy pre-
scriptions, for under both regimes we have described, policy can success-
fully attain stabilizing results so long as the social thermometer works
accurately to produce correct information. However, a distorted infor-
mation system can destabilize an otherwise stable economic system, and
the predicted consequences of such distortions are broadly consistent
with what we increasingly observe in our present-day economies.

APPENDIX
A MODEL TO ILLUSTRATE THE
GRAPHICAL RESULTS

Model specification

The model consists of two parts. First, equations (3.1)-(3.5) in the
main part of this chapter determine the division of total economic acti-
vity into its observed and unobserved parts. Equations (A.1)—(A.10)
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presented in this appendix determine the total levels of output and other
economic variable values. Equation (A.1) makes output Y, at time ¢,
depend on a Cobb-Douglas production technology. Equations (A.2)
and (A.3) relate gross real factor returns to the respective marginal
products implied by the production function. These equations deter-
mine labor and capital demand, respectively.

Equation (A.4) makes the non-money assets that wealth holders de-
sire to accumulate for the next period dependent upon the after-tax
anticipated real return and the anticipated inflation rate. Total non-
money assets A, are shown to be comprised of real bonds b, ; and real
capital K,,; in equation (A.10). For ease of exposition, rather than
introducing a separate bond demand function and the possibility of
different real rates of return on bonds and capital, we regard bonds and
capital as perfect substitutes. This implies that the after-tax real return
to bonds and capital is the same. Thus, bonds and capital are added
together into total non-money assets. Equation (A.4) is a kind of sav-
ings function that shows how non-money asset accumulation varies with
the net of tax real return and inflation rates.

Equations
Y, = KiN}™¢ (A.1)
R, = aY, K[! (A.2)
W, = (1 - a)Y,N! (A.3)
Arer = Bol(1 = 6,) R )PP /PYPY, (A4)
M/P, = Col(1 = 6x) Risa] ' (:Prea/P)~ Y, (A.5)
N, = Noexp™[(1 — 8,)W,/W;]° for (1 — )W, < Wi (A.6)
N, = Noexp™ for (1 — 0,)W, = Wg (A.7)
M, = m(zD,) (A.8)
b, = (1 — m)d, (A.9)
A1 = by + Kooy (A.10)

Model variables

¢t = time index
Y, = total real output at time ¢
K, = real physical capital stock at time ¢
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N, = employment

R, = real rate of return before taxes on capital and bonds
W, = real wage

P, = price level of output in terms of money at time ¢

Pr+1 = price level anticipated at time ¢ for next period
A, = real bonds and capital wealth holders wish to hold until next
period
M, = nominal money supply
b, = real bond supply to public
D, = accumulated nominal fiscal debt
d, = accumulated real fiscal debt

~

~

Model parameters

=
|

= growth rate of labor force

initial-period labor force

6; = tax rate on labor income

tax rate on asset income (i.e., bonds and capital)

Wr = real wage at which labor supply is fully employed

money multiplier

share of deficit monetized by central bank

B, = elasticity of non-money asset demand with respect to antici-
pated real after tax return

B> = elasticity of non-money asset demand with respect to antici-
pated inflation

a; = elasticity of money demand with respect to anticipated real
after tax return on non-money assets

a, = elasticity of money demand with respect to anticipated inflation

labor supply elasticity with respect to after-tax real wage
a = Cobb-Douglas coefficient for capital

1 — a = Cobb-Douglas coefficient for labor

exp = number with natural logarithm 1

D
SESEES
I Il

q 3
(!

(o2}
I

A rise in the anticipated inflation rate makes interest-bearing assets
preferable to non-interest-bearing money, which suffers a negative real
return that rises with the inflation rate. This substitution away from
money as an asset when inflation rises is a source that Fisher (1979) calls
the “Tobin effect.” It provides a potential mechanism for anticipated
inflation to raise real levels of output and employment by stimulating
capital formation.

Equation (A.5) is a demand function for real balances that depends
negatively on the anticipated real return advantage on alternative
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assets, that is, bonds and capital. In addition, equations (A.4) and (A.5)
make total asset accumulation vary positively with the level of real
income.

Equations (A.6) and (A.7) specify the labor supply function. Labor
supply is assumed to depend positively on the after-tax return to labor
(1 — 6,)W,. To capture the limits on labor supply inherent in the finite
size of the labor force, a real wage rate W is postulated beyond which
the entire labor force is willing to work. In other words, there is some
wage rate at which the total supply of labor will be forthcoming. We
assume in subsequent analysis that the economy operates in the region
where the actual net of tax return to labor is less than Wpg; that is, a rise
in the wage rate will induce more labor supply. The sensitivity of labor
supply to the net wage is captured in the parameter J. If 0 is zero,
the labor supply is inelastic so that the entire labor supply will work at
any wage rate.

Equation (A.8) is the money supply function. The monetary base
7D, is the share & of total government debt D, monetized, that is,
purchased by the central bank. This is assumed to be multiplied through
the banking system’s deposit creation powers by a factor of m.

Equation (A.9) shows the residual part 1 — & of the government’s
accumulated debt in real terms as the supply of bonds available to the
public. The government deficit is either monetized by central bank open
market operations or sold to the public as bonds.

To determine the model, it is necessary to specify the money growth
rate and the government debt growth rate. We will refer to the setting of
the money growth rate as monetary policy and the setting of the deficit
as fiscal policy. The graphical analysis in the text of this chapter can be
illustrated by examining the effects of the policy behavior we described
there in the context of the algebraic model we have just outlined.

The Phillips curve and monetary policy

A steady-state equilibrium in the model is characterized by fixed relative
prices, tax rates, and per capita real income and assets. The model is
dynamic in the sense that a steady-state equilibrium can involve growing
real levels of income, capital, bonds, money, and the labor force. The
growth rate of the labor force determines the necessary steady-state
growth rate of income and assets. If the labor force is not growing (n =
0), then steady-state equilibrium is at a stationary state solution where
real values of all variables are fixed; but nominal values will change
according to the money growth rate.

When the labor force grows, per capita real asset stocks and income
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are fixed in equilibrium; but this requires real income and asset stocks to
grow pari passu with the labor force. Thus, a steady-state equilibrium
with labor force growth requires the real government debt to grow with
the labor force. If the labor force is fixed in size, then this condition
requires that the real government debt is fixed. However, the nominal
government debt must grow with the money supply to provide the
monetary base and to maintain portfolio balance among the public real
holdings of bonds, capital, and money.

A long-term Phillips curve relating the employment rate and the
steady-state inflation rate is implicit in the model. This Phillips curve is
linked directly to monetary policy because the steady-state inflation rate
is equal to the money growth rate minus the growth rate of real income.
Short-run responses and the effect of unanticipated transient impulses in
money growth could also be analyzed.

To derive the steady-state equilibrium relationship between unem-
ployment and inflation, which is presumed to be fully anticipated in the
steady state, we substitute (A.1) into (A.2) for Y, and take the current
period expectation for next period’s rate of return. This yields

Revr = a(KH-l/NH-l)a_l (A.11)

Substituting (A.11) into (A.4) for (R,.; and (A.1) into (A.4) for Y,
yields

A = ﬂO[(l - eK)a(KH-I/NH-l)a—l]ﬂl(rPH-l/Pr)ﬂzK?NIt_a

(A.12)
In a steady-state equilibrium, K, {/N,+1 = K/N,and N, = (1 +
n)N,.
Therefore,

AH—I ﬂO [ <Kr+1>a_1:|ﬂ’<rPr+1>ﬂ2<Kr>a
—— =71 = 0glal— == = A3
Ny 1+n ( x) Niyq P, N, ( )
Taking the natural logarithm of (A.13) and solving for the equili-
brium capital-labor ratio, we have

K 1
N = m{lnﬂo — In(1 + n)

+ Bi[In(1 — Og) + Ina] + Bu — &} (A.14)
where u is the steady-state inflation rate proxy variable, 4 = In(,P,,,/
P) and € = In(1 + b/K). The ¢ term in (A.14) represents the effect of
the government debt alternative to capital accumulation as a form of
saving. Other things being equal, a larger real government debt out-
standing implies a lower level of per capita capital accumulation.
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The employment rate is given by re-writing (A.6) as

— N, — ((1 - a)(K,/N,)“(l — 0L)>(S
"~ Ngexp™ W

(A.15)

t

where we have substituted (A.1) for (Y) in (A.3) and used the resulting

expression for (A.3) in (A.6) for W, to get (A.15). To express employ-

ment as a rate, we have divided (A.6) by the size of the labor force.
Taking the logarithm of (A.15), we obtain

=Jd[In(1 —a) + In(1 — 6,) — InWg] + éaln—g (A.16)

where e is the logarithm of the steady-state employment rate.
Using (A.14) in (A.16) for In K/N, we have the long-run Phillips
relation (A.17) between inflation x4 and the employment rate e:

da
1+ B —a P
—1In(1 + n) + B4[In(1 — 6g) + Ina] + Bou — €] (A.17)

The derivative of (A.17) with respect to u, the steady-state inflation
rate, is

e=90[ln(1 —a) +1In(l — 0,) — InWg] +

de_ [ o _do, sap, do]
du 1 =6, du (1= 0x)(1 = a)l+py) du
da B, da de

FUH A =@ T+ B - a)da (A19

Equation (A.18) gives the model formula for the slope of the Phillips
curve.

If de/du > 0, then a higher inflation rate results in a higher employ-
ment (lower unemployment) rate. This is the case of the traditional
Phillips curve trade-off between inflation and unemployment. If de/du
< 0, then a higher inflation rate results in a lower employment (higher
unemployment) rate. This is the case of steady-state stagflation. Finally,
if de/du = 0, the natural rate of unemployment hypothesis is verified,
that is, the long-run Phillips curve is vertical.

Figure 3.2 assumes the vertical Phillips curve. Figure 3.3 assumes the
stagflation Phillips curve. We did not treat the traditional Phillips curve
possibility. Which curve is the appropriate curve depends on the sign of
(A.18). The sign of (A.18) depends on two effects.

First there is the effect of inflation that can raise real tax rates in an
inadequately indexed tax system. Higher tax rates will reduce the labor
and capital stocks if the respective supply elasticities 0 and B, are
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positive. This reduces employment for two reasons: (1) Less labor is
forthcoming at lower real after-tax wage rates and (2) less labor is
demanded at any given wage rate when capital is reduced by higher tax
rates because the marginal product of labor is reduced. These effects are
embodied in the first term of equation (A.18).

The second term of (A.18) is the positive Tobin effect of inflation on
capital accumulation. This occurs because higher inflation makes cash
balances less attractive relative to physical capital as an asset form for
wealth holders. If this effect outweighs the negative tax effects of infla-
tion, then employment rises with inflation. If the tax effect dominates,
then the employment rate falls with inflation. If the two effects just
offset each other, the long-run Phillips curve becomes vertical. McGee
(1982) describes the conditions under which one effect will dominate the
other.

The final term of equation (A.18) affects the magnitude but not the
sign of the Phillips curve slope. This follows because

de_d1eb_ 1L (gdb_dK)
du _du’ K 1+bKK\"du “du

Since our implicit fiscal policy assumption implies db/du = 0, the sign
of de/du depends on the sign of dK/du, which is positive if the Tobin
effect dominates and negative if the tax effects of inflation dominate.

For example, if the tax effect dominates, capital declines with infla-
tion, and the ratio b/K rises. Government debt becomes a higher pro-
portion of asset holdings. Since the decline in K is associated with a
decline in Y, total asset holdings will be reduced. If ¢ stayed fixed, this
would require an equal fall in b and K. Since b is fixed by fiscal policy, a
greater fall in K is necessary to balance asset demands. In essence, this
is a crowding-out effect. The employment loss from higher inflation
is greater when government debt does not decline in line with the
economy.

On the other hand, if the Tobin effect dominates, K will rise with
inflation. In this case, the growth of asset demand with income requires
a larger increase in K than would be necessary if government debt grew
in line with the income level. There will be more employment in this
case than would occur if b/K stayed the same. In summary, the third
term of (A.18) reinforces the more dominant of the two basic effects of
inflation in our model. In the case of a vertical Phillips curve this effect
is neutralized.

These observations apply to the underlying actual Phillips curve for
an economy characterized by our model specification. If there is an
unobserved economic sector, then we might observe something quite
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different from the actual Phillips curve. We can combine the actual
Phillips curve of equation (A.17) together with the composition of
economic activity as it is divided between the observed and unobserved
sectors to obtain the observed Phillips curve implied by equations (3.1)—
(3.5) and (A.1)-(A.10).

The observed Phillips curve will differ depending on the size of the
unobserved sector and how the unobserved sector reacts to inflation-
induced tax increases. The observed steady-state employment rate is
E° = yE. Taking logarithms yields

e =e+Iny (A.19)

where e is the logarithm of the actual employment rate, e° is the
logarithm of the observed employment rate, and y is the equilibrium
proportion of actual economic activity, which is observed.

Equation (3.5) determines y as a function of individual preferences
and the tax rate. For simplicity, we assume the tax rates 6 on labor and
capital are equal. Using (3.5) in (A.19) for y, we have

e =e+1Inl+1In(1 - 6) — In(1 — 16) (A.20)

Given an actual employment rate, the observed employment rate will
rise with the preference for observed sector output and fall with the tax
rate.

The slope of the observed Phillips curve is

de _de ___ 1-1 _do
du  du (1 -6)(1 — 20)du

If tax rates rise with inflation (d6/du > 0), the slope of the observed
Phillips curve will be less than the slope of the actual Phillips curve.
Thus, if the actual Phillips curve is upward sloping, it will appear to be
worse when there is an unobserved sector. If the real Phillips curve is
vertical, we may still observe an upward sloping Phillips curve because,
despite the vertical slope of the real curve, equation (A.21) shows the
observed curve can have a positive slope due to the induced effect of
higher tax rates on the unobserved sector. It is even possible that the
actual Phillips curve could be like the traditional curve, but the shrink-
age of the observed economy as taxes rise creates the illusion of a
stagflationary curve.

If the unobserved sector is exogenous with respect to tax rates, then
(A.21) reduces to

(A.21)

de _ de
du  du
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and the unobserved sector just causes a parallel shift difference between
the actual and observed Phillips curve.

Figures 3.2 and 3.3 assume such an exogenous unobserved sector, and
deldu = 0 and de/du < 0, respectively. Figure 3.4 assumes de/du < 0
and an endogenous component to the slope of the Phillips curve due to
the endogenous response of the unobserved sector to inflation-induced
tax rises.

The inflation—employment relation is based on the effect of monetary
policy taking fiscal policy as a given. We turn next to the effects of fiscal
policy in the model when we take monetary policy as given.

Fiscal policy and the unobserved economy

When monetary policy is fixed on an inflation rate target, the effect of
an exogenous increase in the unobserved sector will be to create a gap
between government spending and tax revenues. This deficit will neces-
sitate an increase in the bond supply to the public in order to finance the
loss of tax revenues to the unobserved sector. To the extent that this
creates a crowding-out effect and raises interest rates, there will be a
reduction in the equilibrium level of capital that will reduce the demand
for labor and increase the unemployment rate. If government spending
increases to compensate the unemployed, there will be an additional
increase in the deficit that will add to the overall tightness in the credit
markets.

Suppose therefore that government spending consists of exogenous
expenditure G, unemployment compensation at the rate ¢ of wages,
and interest on the government debt. Then total government spending
is given by

G = G+ ¢WT(NL - Nr) + R;b,

where N, is the total labor force and N; — N, is the unemployed labor

supply.
Total tax revenues (without an unobserved sector) are given by

T, = Y,

Steady-state equilibrium in the model requires that the government
budget be balanced in a stationary state with a fixed labor force: Or
in the case of a growing labor force, the amount of real outstanding
government debt can grow pari passu with the labor force. For simpli-
city, we will treat the stationary state case to illustrate the effect of
the unobserved economy on the unemployment rate.

Suppose the economy is initially in an equilibrium with a balanced
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Figure 3.6. Equilibrium relations between government debt, interest rate, and unemploy-
ment.

budget and outstanding government debt b;. Assume monetary policy
is targeted on zero inflation, which in conjunction with the zero labor
force growth rate implies the money supply is fixed. The equilibrium
government budget constraint is then

G-T=0 or G+ ¢W (N, — Ny) + R b, = 0Y,

Figure 3.6 illustrates such a stationary state equilibrium. Given this
publicly held stock of government debt, there is an interest rate R,
determined in the asset market. This corresponds to a particular level of
the capital stock that together with the other relations in the model
determines an unemployment rate U,. The relations in Figure 3.6 are
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Figure 3.7. Effect of exogenous shift to unrecorded sector where monetary policy pursues
price stability and fiscal policy includes automatic stabilizers.

drawn to illustrate the fact that increasingly high levels of government
debt that are not monetized will raise the real interest rate and the
unemployment level. For example, if the government’s debt is b, instead
of by, both the real interest rate and the unemployment rate will be
higher at R, and U,, respectively.

Figure 3.7 introduces the unobserved economy. The unobserved eco-
nomy creates a discrepancy between the actual and the observed unem-
ployment rate at each interest rate. This will disturb the government’s
budget constraint given monetary policy and exogenous government
spending. We now have
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G-T>0 or G+¢W](NL—N1)+R]b1>0Y]

We assume taxes are only paid on observed income, and unemploy-
ment compensation is based on observed unemployment. Since Y7 < Y;
and UY > U,, the right side of the budget constraint is reduced and the
left side is increased, implying a fiscal deficit.

This fiscal deficit, which will not be financed by money expansion in
our example, raises the stock of government debt held by the public to
b,.

Figure 3.7 shows that the deficit b, — b;, which moves the bond
supply from point A to point B, creates a disequilibrium in the asset
market, which requires a rise in the interest rate to R, as more savings
are accumulated as bonds and less are left for capital. This reduces
income and employment.

A new equilibrium can be established at points R,, b,, U, if
exogenous government expenditure G is reduced sufficiently to balance
the budget at C. Observed unemployment would then be US. The
unobserved sector would then have raised both interest rates and un-
employment because of its effect on the government’s accumulated
debt.

If government expenditures are not reduced sufficiently to balance
the budget at C, then the supply of bonds will continue to increase,
further raising the interest rate and unemployment. This possibility
results in the kind of deteriorating spiral depicted in Figure 3.4.

The effect of the deficit induced by the unobserved economy on the
employment rate can be obtained by differentiating equation (A.17)
with respect to the bond supply:

@=_—6a@<0 since E___#

db (1 —a)l + By)db db K+ b
where ng; is the elasticity of the capital stock with respect to the
government bond supply, which is negative. Since the employment rate
falls as the government’s debt rises, the unemployment rate must rise.

[1 - nKb] >0
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CHAPTER 4

How large (or small) should the
underground economy be?

BRUNO FREY

The existence and growth of the unobserved economy entail both
advantages and disadvantages. One of the major benefits is often
considered to be the fact that it is one of the most productive and
enterprising sectors of the economy, without which the population
would be materially much worse off. An Italian author (Martino 1980,
p. 2) states, for instance: “The so-called underground economy in
Italy[is] a masterpiece of my countrymen’s ingenuity, a second Italian
miracle which has saved the country from bankruptcy.” According to
this view, the problem is not that people are active in the unobserved
sector (they are simply responding rationally to the heavy burdens
imposed upon them in the official economy) but rather the fact that the
official economy is badly managed.

The major disadvantage is then thought to be that (a large part of ) the
unobserved economy is illegal and that its toleration would erode tax
morality, leading to a general breakdown of law and order. Also, the
falling revenue due to tax evasion is taken to create serious problems for
the financing of those goods and services the population desires to have
publicly provided. To compare the private as well as the social benefits
and costs and to derive therefrom ““social optimal” conditions has always
been one of the main contributions of economics. Indeed, the theory of
quantitative economic policy as developed in particular by Tinbergen
(1952) and Theil (1968) provides a well-developed formal apparatus to
deal with such comparisons at a macroeconomic level. An aggregate
welfare function specifies the value “‘society” attributes to alternative
states of the world, thus enabling a comparison between benefits and
costs. This social welfare function is maximized subject to the restric-
tions imposed by economic scarcity and more specifically by the model
of the economy within which the optimal state is sought. The result
indicates how the available instruments should be set to secure optimal
success. This aggregate maximizing approach can also be used to
determine the socially optimal size of the unobserved economy.

In the first section a model is sketched in which the socially optimal
use of the marginal tax rate in the official economy, the penalties and
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the probability of detection in the unobserved economy, and therewith
the socially optimal size of the unobserved economy are determined by
using a special variant of the theory of quantitative economic policy,
namely, that of optimal taxation. The following section shows that this
social-welfare-maximizing approach is open to criticism and that an
alternative approach is required. The theory of democratic economic
policy is then presented as an alternative framework that is applied to
the problem of the unobserved economy.

The socially optimal size of the unobserved economy
The theoretical background

Two branches of economic theory are relevant for determining how
large or how small the unobserved economy should be from the point of
view of society as a whole.

The first branch is the theory of optimal taxation. It is used to deter-
mine that tax rate (usually within a given tax structure such as linear
taxation) that maximizes economic well-being as described by a social
welfare function, taking into account the effect taxes have on the supply
of labor and on the production of goods as well as on the distribution of
income. This approach was first developed by Ramsay (1927) and has
recently received a great deal of attention in the area of neoclassical
public finance, particularly in the Journal of Public Economics.

The second branch is the economics of crime as championed by
Becker (1976), who studies the possibilities for controlling illegitimate
activities, looking both at the supply of and the demand for (i.e., the
partial neglect of protecting oneself against) offenses.”

These two branches of modern economic theory have been brought
together only very recently. The first theoretical studies on tax evasion
(such as Allingham and Sandmo 1972, Srinivasan 1973, or Singh 1973)
are almost exclusively devoted to how individuals react to given tax
rates, and choose to declare some part of it, depending on the subjec-
tively expected probability of being caught and fined. Kolm (1973)
rightly observes that such studies are primarily concerned with the
behavior of the individual. The broader social aspect is only introduced
when the public policy issue of how the tax rates should be optimally set
is addressed, remembering that the individuals have an incentive to
evade taxes and to become active in the unobserved economy.

! For surveys see, e.g., Sandmo (1976) or Bradford and Rosen (1976).
2 This aspect has been particularly explored by Ehrlich (1973) using econometric analyses.
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Application to the unobserved economy

In an important article, Sandmo (1981) develops a model in which the
socially optimal use of the policy instruments and therewith the socially
optimal size of the unobserved economy are derived for individuals who
have the choice of working either in the official (taxed) or in the un-
observed (untaxed) sectors of the economy. The model aptly conveys
the basic philosophy of the social-welfare-maximizing approach as
applied to the unobserved economy, and it is therefore worthwhile to
present its basic features and main result. In order to make his model
tractable, Sandmo confines himself to the labor market and to the
taxation of personal income. Moreover, the demand side of the labor
market receives a very stylized treatment by assuming constant marginal
productivities. The incidence of tax evasion on the relative prices of
consumer goods is completely disregarded.?

The analysis proceeds in two steps. First, the behavior of the non-
evaders and evaders is considered. The labor supply of non-evaders
proceeds along standard lines: An individual utility function U" =
U(C", L") is maximized subject to the budget constraint C* = w"L"(1 —
t) + a, where U is utility, C is consumption, L is labor supply in the
official (taxed) sector, w is the wage rate, ¢ is the tax rate, and a is lump-
sum income transfer. The superscript n indicates that the variables refer
to the (identical) non-evaders.

The evaders maximize expected utility because they have to reckon
with their illegal activity being discovered and punished. They have to
consider two types of predicament. They may not be caught, in which
case their consumption will be

Ci =wl(l —t) + a + wE

where E is the labor supplied in the unobserved economy and the super-
script e indicate that the variables refer to the evaders. Conversely, they
are caught, in which case their consumption is

CS=wl(l1—1)+a—b+wE(l-0)

where 0 is the penalty rate and b is a lump-sum fine imposed when
evasion has been detected. These two equations constitute the budget
constraints belonging to the expected utility

3 Other simplifying assumptions are that the relative shares of the non-evaders and
evaders are fixed and that the individuals within a group are identical. Across groups
the utility function is the same.
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U = (1 - p)U(CS, L® + E) + pU(CS, L¢ + E)

where p is the subjectively estimated probability of detection. Solving
this constrained maximization problem yields the following qualitative
results. The compensated substitution effects dL°/d¢r and QE/36 are
negative as expected; but without additional assumptions, it is not
possible to derive the direction of the effect of increasing the probability
of detection and of increasing the tax rate on the supply of labor in the
unobserved economy (9E/dp, dE/9¢ = 0). As usual, the assumptions on
the utility functions do not allow to sign the income effects, but for
convenience Sandmo assumes that an increase in lump-sum income
reduces labor input (8L/8a, 0E/da < 0).

Having analyzed the behavior of the two groups of individuals with
respect to given instruments (¢, 6, a, b, p), the second step consists of
deriving the socially optimal policy. Sandmo takes it as a matter of
course that such a policy is undertaken by the government, thus assum-
ing that the society’s and the government’s optimization problems are
identical. Before embarking on the formal social welfare maximization
task, it must first be decided whether the preferences for illegal activities
should be allowed to count in the social welfare function. Sandmo
follows the utilitarian route, assuming that the positive association
between the utility of the individual and of society (Pareto principle)
is extended to individuals who violate the law. Counting, therefore,
the utility of the evaders along with that of the non-evaders, the social
welfare function is

W = N U™ + Ny°[(1 — p)U(CS, L® + E) + pU(CS, L + E)]

where y" and y° are the weights accorded to the utilities of the two
groups. The government chooses tax rates ¢, penalties (6, —b), and the
probability of detection to maximize this utilitarian social welfare
function on the condition that an exogenous revenue requirement R* is
met. Moreover, tax receipts must cover the cost of detecting invaders C,
which is taken to be an increasing function of the probability of detec-
tion and of the number of evaders: C = f(p, N¢). The government’s
budget constraint is thus R(¢, 6, a, b, p) = R* + f(p, N°), indicating
that tax revenue depends on the use of the policy instruments ¢, 8, a,
b, p.

As Sandmo himself stresses,” it is difficult to obtain definite results

* “It should be stressed at the outset. . .that the problems raised are not of the kind
which can be resolved unambiguously: the contribution that formal theory can make
is primarily to create a framework within which the policy issues can be discussed in
a logically consistent manner” (p. 267), and “models of optimum income taxation
typically yield few results of general validity” (p. 279).
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within the theory of optimal taxation, and even less so when tax evasion
and the unobserved economy are added. Nevertheless, he is able to
establish the following results for the use of policy instruments:

1 The marginal tax rate should have positive marginal tax revenue
(0R/0t > 0) because otherwise revenue could be increased by lower-
ing the tax, and a distortion could be reduced without cost. That it is
not optimal to be on the downward sloping part of a Laffer curve is a
rather obvious result.

2 There should (also) be a positive marginal revenue from raising either
the penalty rate, the fine —b, and the probability of detection (OR/96,
OR/3(~b), R/dp > 0). In the extreme case in which the welfare of
the evaders does not count in the social welfare function (y¢ = 0), the
three policy instruments used to control evasion should be set so as
to generate maximum tax revenue (the preceding inequalities then
become equalities). This result follows as collecting money from the
evaders can be used to alleviate the tax burden of the non-evaders,
thereby increasing social welfare.

The results of this rather complicated constrained social welfare
maximization are rather obvious as Sandmo himself admits (p. 278).
Nevertheless, the socially optimal size of the evaders and therewith of
(this part of) the unobserved economy is determined implicitly only
through the social-welfare-maximizing values of the instruments, in
particular the tax rate, penalties, and probability of detection when
active in the unobserved economy. In order to highlight in which way
the existence of an unobserved sector affects the results, Sandmo com-
pares them to a situation where tax evasion is ignored, as in Dixit and
Sandmo (1977). In this case, a paradoxical result follows: When tax
evasion is present, the marginal tax rate should, contrary to the com-
monly held view, not necessarily be lowered. The reason is that the
unobserved sector is also distorted by the penalties imposed, which lead
to a suboptimal supply of labor to this sector. Thus, if an increase in the
tax rate in the official economy induces people to offer more labor in the
unobserved economy, this, ceteris paribus, suggests that taxation should
be higher (Sandmo 1981, p. 281).

Critique of the welfare-maximizing approach

Sandmo himself is not all too confident about the specific results he
produced or even about the general approach he adopts. He makes
three reservations (pp. 284-7).

115



BRUNO FREY

The first is that the determination of taxes and public expenditures are
completely divorced from each other, a shortcoming that has already
been criticized by Buchanan (1976) for the case of the general theory of
optimal taxation. Recently, Lindbeck (1980) has convincingly shown
that the effects of public expenditures on the incentives to supply labor
are of crucial importance. Failing to consider one side of the fiscal ac-
count strongly distorts the picture, which puts the results reached by
Sandmo (and others) into serious doubt.

Sandmo’s second reservation rests on the fact that the utilitarian
approach used (in accordance with traditional economic welfare theory)
is strictly consequentialist; that is, the policies are to be judged exclu-
sively in terms of the consequences of allocation achievements that
follow.> It may well be, however, that the judgment is also based on the
rules under which the economic system operates.

Third, Sandmo is uneasy about the implicit assumption that the in-
dividuals adjust passively to the tax rates and other instruments imposed
by the government. An approach that models the interaction between
the taxpayers and the authorities would be more realistic because the
taxpayers (in a democracy at least) are able to influence tax rates by
voting and other means. Sandmo admits, ‘“This might yield an interest-
ing new perspective on the descriptive theory of tax evasion although a
normative theory would also be needed to tackle the question of optimal
policy choice” (p. 286).

As T will point out in the following section, the three reservations
made by Sandmo only scratch the surface, whereas the social-welfare-
maximizing approach deserves to be criticized much more severely. Even
the reservations made by Sandmo himself are of much greater conse-
quence than he seems to admit. If these reservations and criticisms are
taken at all seriously, the whole social-welfare-maximizing approach
must be discarded and a new approach to the policy problem chosen.

The main criticism® of the social-welfare-maximizing approach for
determining the size of the unobserved economy centers on three issues,
and these will be discussed next.

5 For this term and its interpretation see Sen and Williams (1982).

¢ Further criticisms against the standard approach (as exemplified by Sandmo) could be
raised. Thus, the model of expected utility maximization used to describe the behavior
of the evaders must seriously be questioned. There is a mass of real-life and experi-
mental evidence that expected utility is not acceptable as a positive model of human
behavior under uncertainty. A well-balanced survey is given in Schoemaker (1982). No
discussion of this aspect is, however, intended in this chapter.
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The aggregation problem

Since Arrow’s (1951) pioneer study,’ it is common knowledge that it is
in general not possible to construct a social welfare function that meets a
set of reasonable criteria on the properties of (1) the individuals’ welfare
functions and (2) the process of aggregation.® This impossibility theorem
has been the subject of intensive research, but the basic result has re-
mained the same: The social welfare function cannot in general be
constructed on the basis of individual utilities except when extremely
restrictive assumptions are made such as near identity of individuals (in
which case the aggregation problem is, of course, trivial). A logically
consistent preference aggregation becomes practically impossible as
soon as multidimensional issues and conflicts between individuals or
groups are considered, an aspect of life especially prominent where the
conflicting interests of those employed in the official economy as com-
pared to those who are in the unobserved economy are concerned.

The problem of empirical operationalization

Even if it were logically possible to establish a consistent social welfare
function, the concept is far from being operational. It seems to be quite
impossible, and has indeed rarely been attempted, to attach empirical
values to the parameters of a social welfare function. In order to use the
results of the social-welfare-maximizing approach to determine the
optimal size of the unobserved sector for policy purposes, a rather
precise knowledge of the parameter values is required. To circumvent
the difficulty of empirically determining the parameters of the social
welfare function, the adherents of this approach have sometimes re-
sorted to simulations, inserting numbers they personally think appro-
priate. Although such a procedure may be useful to test the robustness
of the model, it is of course not a satisfactory substitute for determining
the parameters empirically.

7 There are forerunners in the eighteenth and nineteenth centuries who have, in parti-
cular, shown that aggregation by simple majority voting may lead to logical incon-
sistencies, the best known being the Marquis de Condorcet and Charles Dodgson
(under the pseudonym Lewis Carroll, the author of Alice in Wonderland). For an
account see Black (1958).

8 See the excellent survey book by Sen (1970) and in particular the studies by Plott (1976)
and Kramer (1973).

117



BRUNO FREY

The presumed existence of a benevolent dictator

The most important reason why the social-welfare-maximizing approach
must be rejected is that it assumes the existence of a benevolent dictator
turning the instrument variables as their socially optimal values. The
crucial importance of this assumption has been stressed by Buchanan
(1975, 1977) and long before him by Wicksell (1896). It can also be seen
as a consequence of the utilitarian welfare approach, which ‘“assumes a
public agent, some supreme body which chooses general states of affairs
for the society as a whole” (Sen and Williams 1982, p. 2). In reality,
actors have neither the incentive nor the possibility to maximize the
(unknown) social good or joint social welfare function. They simply
pursue their own utility. The course of the economy and society should
thus be interpreted to be the result of the interaction of decision makers
who pursue their own ends. Sandmo (1981, p. 286) devotes three
sentences to gaming interdependence of actors but does not draw the
necessary conclusion that this prohibits the use of a social welfare
function to be maximized.

As has also been pointed out, the theory of optimal taxation applied
to determining the size of the unobserved economy assumes as a matter
of course that the government is interested in and capable of maximiz-
ing the social welfare function. In Sandmo’s words, “Given taxpayer
behavior the government chooses tax rates, penalties and the probabil-
ity of detection to maximize a utilitarian social welfare function” (1981,
p. 265). There is no reason at all to assume that the politicians in power
even try to behave in this way, even if they had the appropriate informa-
tion. It is much more sensible to assume that politicians behave like
everybody else in pursuing their own utility’. Indeed, within political-
economic modeling there is ample econometric evidence that govern-
ment behavior can well be explained by self-interest. In the case of
politicians, this comprises the desire to achieve ideological ends and to
stay in power.?

The main conclusion of our critical discussion of the social-welfare-
maximizing approach is that government is not an exogenous actor in
the political-economic system free to pursue the social good but is
dependent on other decision makers, particularly on the support of
voters and interest groups. Government sets the instruments at its dis-
posal so as to reach its own goals as well as possible, taking into account

° This is, of course, the view propounded by public choice. For surveys see, e.g., Muel-
ler (1979) and Frey (1978).

10 Examples are Frey and Schneider (1978a,b) for the United Kingdom and the United
States.
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the reaction of the other actors, especially with respect to its re-election
chance. Both sides of the fiscal account, that is, taxes and public expendi-
tures, are used for this purpose. The procedure of the theory of optimal
taxation that takes the tax revenue to be exogenously determined is
therefore quite inappropriate.

The basic critical observations raised against the social-welfare-
maximizing approach are accepted by a considerable number of econo-
mists, even by some leading specialists in the field of optimal taxation.
The standard reaction, however, is that although the constrained maxi-
mization of a collective welfare function is deficient, it is the only ap-
proach available at present.'! In the next section I shall argue that a
viable alternative does exist that may act as a more satisfactory alter-
native to economic policymaking. This approach may be called the
theory of democratic economic policy.'? It is only in its formative stage
and has never been applied to problems of the unobserved economy.

The unobserved economy and democratic economic policy
Process and outcome

In a system of decision makers each of which pursues his own utility, the
size of the official as well as that of the unobserved economy is the un-
intended outcome of their actions. The government, in combination
with an elected parliament, sets the policy instruments, in particular the
tax rate, the penalties, and the probability of detecting tax evasion,
taking its goals (e.g., its ideology) into account and the financial and re-
election constraints it is subject to as well as the rules and institutions
existing at a particular time and in a particular society. The individuals
(and firms) react by choosing on the market that combination of work in
the official and unobserved economies they find most advantageous for
themselves. They also react, however, as citizens. At election time they
tend to support the party that, ceteris paribus, is likely to put into effect
the policy, with respect to the unobserved economy, that they prefer.
The citizens’ reactions again take place within the rules and institutions
existing in the particular society. The political-economic system is thus
closed in the sense that the government’s actions influence the (potential
and actual) taxpayers and voters, and their action in turn influences the
government’s behavior. It follows immediately that the process is the
decisive factor; the size of the unobserved sector is only a consequence.
The economic advisers who endeavor to influence the outcome of this

11 Joseph Stiglitz, private communication, Zurich, March 1982.
12 See Buchanan (1977), Brennan and Buchanan (1980), and Frey (1983).
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political-economic interaction are therefore forced to analyze the
political-economic process that brings about the outcome, in this case
the size of the unobserved sector. In a liberal and democratic society,
the criterion with which to evaluate how well the process functions is
how far it satisfies individual preferences. This means that the economic
policy analysis moves from an outcome-oriented to a process-oriented
view.!3

The economic policy advisers may in general influence the political-
economic process in two different ways. First, they can analyze whether
the existing rules (and institutions) that regulate the workings of the
political-economic system function adequately, so that the political
suppliers (government and public bureaucracy) are forced to comply
with the individual’s preferences. The economic advisers can suggest
how the existing rules may be improved upon and how new rules could
be devised and introduced.

Second, given the rules, the economic advisers can analyze how far
the current political-economic process is able to cater for the individual’s
preferences and how far there are systematic and significant distortions.
On the basis of such an analysis, suggestions can be made of how to
overcome the distortions.

The two points of approach are now discussed with an eye to the
problem at hand, namely, the existence and growth of the unobserved
economy.

Influencing the rules

When the rules and institutional arrangements within which the current
political-economic process takes place are changed, a different outcome
may be expected. There are two main areas in which it is possible to
change the existing rules or to devise new rules in order to bring about
a combination of the official and unofficial economy that corresponds
more closely to the preferences of the individuals then present.

The first possibility is to put more effective restrictions on the political
suppliers, that is, on government and public bureaucracy. Since there is
considerable evidence that taxpayers feel overburdened by taxes and
government regulations relative to what they receive from public activ-
ity (taxpayer revolution),’* the most important restriction would be to

13 As has been mentioned in the preceding, this is closely connected to moving away from
an exclusively consequentialist utilitarian, economic welfare theory point of view.
Simon (1978) argues that process orientation is indicated whenever the interaction is
complex; this is surely the case for the political-economic system as a whole.

4 See e.g., Lowery and Sigelman (1981).
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impose limits on the extent to which the political suppliers may impose
taxes and regulations. This would restrict the amount of taxation and
regulation the individuals have to bear above the level they would
voluntarily consent to in exchange for the publicly provided goods and
services. This particular type of excess burden on the individuals lies in
the interest of government and bureaucracy, thereby increasing their
material well-being and power.'> Imposing a limit on amount of taxes
and on the number and intensity of regulations would reduce the in-
dividual’s incentives to become active in the unobserved economy, as
has been shown by both theoretical and empirical research.

The tax burden can be directly restricted by fixing the maximum share
of taxes in national income or by assigning a limited tax base to the
public sector. This will ensure that political suppliers do not increase tax
revenue beyond a given sum.'’

It is more difficult to devise rules that put a limit to the regulations
imposed on firms and individuals operating in the official economy.
There are four different ways in which the burden of regulations can in
principle be controlled.® The most effective way is to limit the effects of
those regulations issued to benefit the administration but damage in-
dividuals and firms in the official economy. Whereas this type of control
would be ideal, it is difficult or even practically impossible to monitor.
Second, the number of regulations issued is restricted. Whereas this
type of control is more practical, it could be easily circumvented by
issuing fewer, though more comprehensive, regulations. Third, the
administrative process, that is, the way the regulatory decisions are
taken, is monitored. If the administrative production function were
known exactly, this would be equally effective by controlling the ad-
ministration’s output. However, it is one of the public administration’s
intrinsic characteristics that this production function is not well known.
Nevertheless, in most cases, fixing the rules to be observed in admini-
strative decision making is the only control practically possible and is
indeed widely used despite its shortcomings. Finally, the inputs going
into the administrative process can be controlled, for example, by limit-

15 The drive of governments to expend more than the citizens desire has been one of the
major themes of the economic theory of government (see footnote 9). It is the central
point of the paper by Brennan and Buchanan (1980). So far, no well-developed
macrotheory of bureaucracy exists within public choice, though Niskanen’s (1971)
hypothesis of budget maximization could well be generalized from a particular bureau
to the bureaucracy as a whole.

16 See Feige (1982a), Tanzi (1980), or Weck and Frey (1982).

17 See Brennan and Buchanan (1980).

1% See also Majone (1981/82), who distinguishes between output, process, and input
control.
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ing the number of public administrators and/or the financial budget
allocated to them. Despite the obvious shortcomings of this control
technique, rules restricting the input side of the regulatory process are
again in wide use because such rules are relatively easy to design and to
monitor.

The second possibility to bring about a more desirable combination of
the official and unobserved economy is to force political suppliers to
take the individuals’ preferences more fully into consideration. If the
appropriate rules can be set, an important motive for moving into the
unobserved economy is discarded. Research by experimental psycho-
logists suggests'® that individuals are more inclined to pay the taxes and
to observe the public regulations and thus to stay in the official economy
if they are more satisfied with the level and structure of public expendi-
tures. One possibility is to shift additional decision-making power to
local communities to which the individuals are more closely attached.?’
Such a lively federalism need not stop at the level of communes but can
extend down to city precincts or even blocks. Another possibility to
make public expenditures and activities more accordant with the popu-
lation’s desires is to create or to extend the institution of popular refer-
enda and initiatives. Thus, economic advisers have many possibilities to
suggest rules for creating a balance between the official and unobserved
economy, which is better attuned to the individuals’ preferences.

Influencing the current political-economic process

Given the rules and institutions, all decision makers pursue their own
utility in the day-to-day political-economic process. They will only
undertake those actions they think will be to their benefit. For this
reason, the advisers have little possibility of influencing the economic
policy process. However, the decision makers are incompletely informed
and are therefore ready to accept advice that helps them reach their own
goals. Such informational advice can be addressed to two different kinds
of decision makers, the political demanders (the individuals) and the
political suppliers (government and public administration).

The information available to political demanders (individuals) about
the benefits and costs of the unobserved economy will be systematically
and significantly biased for various reasons. The main reason is that the
individuals (and firms) who (which) are active in the unobserved eco-
nomy are not well organized. The advantages of having an unobserved

19 See, e.g., Scott and Grasmick (1981) or Spicer and Lundstedt (1976).
20 See Buchanan (1977) and Frey (1983).
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sector will therefore not be publicized to any great extent. The demands
of the official economy, on the other hand, are better organized and
therefore have a better chance of being heard and followed in the politi-
cal-economic process. In particular, the interests of those working in
the unobserved sector are not represented by any trade union. Most
individuals work only part time in the unobserved sector and not in their
own profession, for which reasons they have little incentive to join the
respective trade unions. The existing workers’ organizations rightly fear
that they lose members when the unobserved sector grows. They have
good reason to fight against the existence and further growth of the
unobserved economy and to stress its disadvantages and dangers. For
similar reasons, the interests of the producers in the unobserved sector
will be represented much worse than in the taxed economy. The official
producers’ organizations actively oppose economic activity moving into
the unobserved sector; the firms in the official economy (which finance
these organizations) fear cost disadvantages and a reduction in sales due
to the competition from the untaxed sector. It may thus be said quite
generally that the organizations working in and being financed by the
official economy strongly fight the unobserved economy because they
lose influence and income by its existence.

On the other hand, the interests of those active in the unobserved
economy are badly represented in the political-economic process. On
the demand side there is thus a systematic distortion of the political-
economic process in favor of the official economy and to the disadvant-
age of the unobserved economy. Taking this bias into account, the eco-
nomic policy advisers may try to establish a counteracting influence
by (1) informing the population on the advantages of an unobserved
economy; (2) improving the possibilities of having the interests of the
unobserved economy heard and observed in the political process; and
(3) pointing out to political parties that they can win new members and
additional votes by people active in the unobserved economy if they
care for their interests. Such possibilities exist not only for parties out-
side the established spectrum such as the ‘““Alternatives” or the “Greens”
but also for parties fighting against state intervention. The economic
policy advisers therewith have various possibilities at hand to work
against the systematic distortion of information and the tendency to
neglect the interests of those engaged in the unobserved economy.

The economic advisers may also affect the combination of the official
and unobserved economies within the current political-economic pro-
cess by providing information to political suppliers. Government is not
necessarily opposed to the unobserved economy for ideological reasons.
Every government has, however, a strong incentive to fight the unob-
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served economy for financial reasons. The larger the untaxed sector, the
larger will be the loss of tax revenue. These financial repercussions are
so important that they are most likely not compensated by any possible
gain in support from the votes of those active in the unobserved sector.
The government has a strong interest in using the instruments available
to reduce the untaxed economy. The economic advisers have to accept
this clearly defined interest; they know that the government will simply
disregard any advice pointing in a different direction.

The public administration is even more strongly motivated to oppose
the unobserved economy: It loses power and influence when a sector
expands in which the workers and firms do not pay taxes and in which its
regulations are disregarded.

The analysis makes clear that the economy policy advisers have little
possibility of influencing the government’s and the public administra-
tion’s position with respect to the unobserved economy. They are only
able to influence the way the policy instruments are applied. The politi-
cal suppliers will listen to the economic advice given when it helps them
to fight the unobserved economy most effectively. At this point the
economic advisers have a chance of making their expertise felt so that
the policy decisions taken conform as much as possible to the prefer-
ences of the individuals.

The government and public administration fight the unobserved
economy in three different ways.

The first measure is to increase punishment for activities in the
(untaxed) unobserved economy. This policy approach is rather obvious,
so it is to be expected that the political suppliers will rely most heavily
on it. The economic advisers can inform the government, politicians,
and public administrators on the problems connected with using that
instrument. They can in particular point out that providing severe pun-
ishment of activities in the unobserved economy makes the application
of the laws difficult, since both the accused and the courts find such
punishment to be illegitimate. An all too high degree of punishment
would also reduce or eliminate marginal deterrence: If people are heavily
punished already for a small amount of black work, they have little
reason not to increase their engagement in the unobserved economy, as
the punishment will not be (much) higher. Severely punishing activities
in the unobserved sector does not only harm the individuals affected but
also hinders the achievement of the goals the political suppliers wish to
achieve.

The second policy measure is to reduce the level of tax rates and the
number and intensity of public regulations, diminishing the incentive
to switch to the unobserved sector. The policy advisers can ensure that
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tax rates are not at such a high level that the maximum tax revenue is
surpassed. Setting high tax rates is disadvantageous for both political
suppliers and demanders because the tax receipts are smaller and the
individuals are unnecessarily burdened.?! Similarly, economic advice is
possible with respect to regulations. In order to find the maximum level
of regulations, it is necessary to distinguish between the intensity of
regulations and the size of the domain regulated. The political suppliers
(especially the public administration) benefit from an increase in both,
but if the intensity of regulation is raised, the size of the domain regu-
lated is diminished because the individuals and firms are induced to
move to the unobserved sector. The economic advisers can therefore
warn the political suppliers not to go too far with the intensity of the
regulations because otherwise they would damage themselves by shrink-
ing the domain of regulation.

The third policy measure the political suppliers use to fight the un-
observed economy is to make public appeals and to apply moral persua-
sion in an attempt to increase the sense of guilt for working in the
(illegal) unobserved economy. This amounts to an effort to improve tax
morality (in the widest sense). So far, little is known about the way in
which the preferences of individuals can be influenced. Economists in
general are rather skeptical about this approach. Psychological experi-
ments>? suggest that there may even be a counterproductive effect. The
fact that an appeal is made to act morally, that is, not to cheat on taxes,
may be taken by individuals as a sign that tax morality is no longer the
rule. This may even induce honest taxpayers to join the ranks of the
others and to cheat on taxes too. The economic policy advisers can point
out the possibility of such counterproductive effects to the government
and public administration and can suggest that they therefore should use
this policy instrument with care if they want to reach their goals. Tax
morality will only improve consistently if the (potential) taxpayers can
be convinced that the public expenditures financed by their taxes do in
fact yield higher utility to them.

The discussion shows that the economic policy advisers have only a
limited set of possibilities to influence the current political-economic

21 To determine the maximum-yield taxrates beyond which it is harmful for all to go, the
theoretical model by Sandmo (1981) discussed previously (as far as it relates to the
behavior of non-evaders and evaders) is clearly relevant, as are the empirical estimates
of the Laffer curve, such as by Stuart (1981) and Feige and McGee (1983) for Sweden
or Feige and McGee (1982) for the United Kingdom. Buchanan and Lee (1982) have
shown that it is important to distinguish between a short-run and a long-run view of the
Laffer curve. Government acting within a legislative period tends to adopt a shorter
run view than public bureaucracy, which is not subject to the re-election constraint.

2 gee Title and Rowe (1973).
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process and, in particular, the combination between the official and
unobserved economy because, on the political level, the actors have
well-defined, personal interests they pursue. Nevertheless, the advisers
can offer useful information with respect to the use of economic policy
instruments. This advice raises the individuals’ utility when it is possible
to make suggestions that are in the interest of both political suppliers
and political demanders.

Concluding remarks

The approach to the policy problem of the unobserved economy that
presupposes a benevolent dictator able to determine what society’s
interests are and who would also act accordingly has up to now been the
standard one. Evidence of this are the theories of quantitative economic
policy and optimal taxation. The basic weaknesses of this kind of view
have been discussed, and the alternative view of a democratic economic
policy has been sketched and applied to the problem of the unobserved
economy. The idea of an exogenous superplanner is given up in favor of
a view of the political-economic system in which the decision makers,
in particular the government, are endogenous. Within this framework,
nobody can a priori say which size of the unobserved economy is socially
optimal. Rather, the size of the official and unobserved economies are
the outcome of the interactions of self-interested decision makers. This
outcome may be influenced and may be made to correspond better to
the preferences of the individuals by economic advisers, who can help
the decision makers find a consensus on the most appropriate rules for
governing the interactions as well as offer advice to the individual
decision makers in the current political-economic process.
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CHAPTER 5

Monetary perspective on underground
economic activity in the United States

RICHARD D. PORTER
and
AMANDA S. BAYER

There are widespread reports of a growing underground, or unobserved,
economy in the United States and in other countries. The unobserved
economy seems to develop principally from efforts to evade taxes and
government regulation. Although no single definition of such activity
has been universally accepted, the term generally refers to activity —
whether legal or illegal — generating income that either is underreported
or not reported at all (see Chapter 1 in this volume). Some authors
narrow the definition to cover income produced in legal activity that is
not set down in the recorded national income statistics.

Recent discussion of underground economic activity was stimulated
by publication of two estimates, one by Gutmann (1977) and the other
by Feige (1979), of the size of the underground economy in the United
States; these estimates were derived from aggregate monetary statistics.
In the ensuing years, numerous other estimates have been made of the
underground economy in the United States and in other countries. The
magnitude of some of these estimates has prompted congressional hear-
ings and various government studies. In 1979, the Internal Revenue
Service (IRS, 1979) estimated that, for 1976, individuals failed to report
between $75 billion and $100 billion in income from legal sources and
another $25 billion to $35 billion from three types of illegal activity —
drugs, gambling, and prostitution. In a more recent study, the IRS esti-
mated that unreported income from legal sources rose from $93.9 billion
in 1973 to $249.7 billion in 1981 whereas unreported income from these
same three illegal activities rose from $9.3 billion to $34 billion (IRS,
1983). To estimate unreported legal source income, the IRS mainly used
individual taxpayer data from its Taxpayer Compliance Measurement
Program — which audits a sample of income tax returns — and data from
its Information Returns Program — which utilizes information from the

! By convention, the national income accounts do not include illegal activities such as loan
sharking or trafficking in illicit drugs.
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payers of income. Estimates of unreported income from legal sources
for individuals not filing returns were developed from cross-checking
information from two nationwide household surveys against the records
of the Social Security Administration and the IRS. Estimates of un-
reported income associated with illegal activity were based on survey
data and arrest records.

Proponents of the monetary statistics approach question the accuracy
of estimates derived from such sources as administrative records and
surveys, with the assertion that the methods employed are likely to lead
to an understatement of actual unreported income. They believe that
monetary statistics provide a better source for gaging underground
activity. Gutmann (1977), for example, postulates that currency is the
sole medium of exchange in the underground economy, and thus an in-
crease in activity in that sector would be evidenced by an increase in the
ratio of currency to checkable deposits. Feige (1980), on the other hand,
hypothesizes that activity in the underground economy is likely to be
recorded in measures of total transactions but excluded from recorded
income. Thus, changes in the ratio of transactions to income are evi-
dence of changes in the relative size of the underground economy.
These two ‘“monetary statistics approaches” can be described as the
currency-ratio method and the transactions-ratio method, respectively.

This chapter presents estimates of underground activity based on
these approaches and some extensions; it points out advantages and
potential drawbacks associated with each. In addition, the chapter also
examines some of the reasons for the growth of per capita currency
holdings, particularly in the form of larger denominations — another
observation cited as evidence of underground activity.

Simple currency-ratio method

The first approach to estimating underground economic activity using
monetary statistics is based on movements in the ratio of currency to
checkable deposits -~ more simply, the currency ratio.? Three assump-

2 The method was originally suggested by Cagan (1958) to evaluate the upward move-
ments in the currency ratio in World War II. The method was later adopted by Gutmann
(1977). The initial estimates of underground GNP made by Gutmann and by Feige
covered a period when the levels of deposits in other checkable accounts such as ATS,
NOW, and Super NOW accounts were small; they thus ignored these accounts in their
work and used the ratio of currency to demand deposits. In the last few years these new
accounts have grown rapidly and have tended to substitute for demand deposits rather
than for currency; as a consequence, the ratio of currency to demand deposits has risen
for reasons totally unrelated to underground activity. Thus, in this chapter, the currency-
ratio estimates are based on the ratio of currency to checkable deposits.
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Table 5.1. Computed underground GNP using alternative methods for
selected years” (in billions)

Econometric

Simple Modified model of
currency currency currency to M2 Transactions, Transactions,
Year ratio ratio _ 1939 base 1964 base”
™ T

1950 159 21.5 14.5 9.4 27.6 43.1
1955 14.7 15.6 12.8 10.9 1.7 21.6
1960 17.3 17.1 20.7 13.2 -3.4 21.5
1965 31.6 38.6 26.3 17.1 9.6 443
1970 62.4 88.6 45.6 25.3 101.0 155.2
1975 150.8 246.0 77.0 46.6 467.3 567.1
1978 226.1 460.2 114.2 80.9 551.1 685.6
1979 317.8 558.5 130.7 88.6 628.4 779.2
1980 372.8 666.9 159.9 116.9 1095.6 1280.1
1981 4271 767.6 n.a. n.a. 1765.6 1999.2
1982 4497 810.5 n.a. n.a. n.a. n.a.

As ratio to record GNP (%)

1950 5.6 7.5 5.1 33 9.6 15.1
1955 3.7 39 32 2.7 0.4 5.4
1960 3.4 34 4.1 2.6 -0.7 4.2
1965 4.6 5.6 3.8 2.5 1.4 6.4
1970 6.3 8.9 4.6 2.6 10.2 15.6
1975 9.7 15.9 5.0 3.0 30.2 36.6
1978 12.3 21.3 5.3 3.7 25.5 31.7
1979 13.1 231 5.4 3.7 26.0 322
1980 14.2 25.3 6.1 4.4 41.6 48.6
1981 14.5 26.0 n.a. n.a. 59.8 67.7
1982 14.6 26.4 n.a. n.a. n.a. n.a.

“ For a description of each method see the text.
® In 1964 it is assumed that underground GNP equals 5 percent of observed GNP.

tions underlie this technique: (1) All underground transactions involve
currency exclusively; (2) above-ground activity has a currency ratio that
is constant over time; and (3) the underground income velocity of under-
ground currency (i.e., the underground income supported by a dollar of
underground currency) is the same as the above-ground currency hold-
ings in that year. The estimated size of underground economic activity
can then be derived as the product of underground currency (actual
currency less that held in the above-ground sector) and the income
velocity of above-ground M1. Table 5.1 lists the resulting estimates of
underground gross national product (GNP) under the assumption that
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the benchmark currency ratio is 0.217.% The estimated size of the under-
ground economy grows over time but remains roughly constant as a
percentage of recorded GNP until the 1970’s; that proportion then
increases sharply, reaching a sizable 14.6 percent in 1982.

General currency-ratio method

Another monetary method that was subsequently developed by Feige
(1980) generalizes the currency-ratio method. Feige argues that some
firms and households use checks in underground transactions because
they perceive that the ease of using checks outweighs the costs of leaving
a “paper” audit trail; and to the extent that activity in the underground
sector is service oriented, income velocity (the ratio of income to money
holdings) may be higher in this sector than in the above-ground economy
because fewer intermediate transactions occur in producing services.
Specifically, Feige makes the following assumptions: (1) The currency
ratio in the underground sector is 2; that is, for every two dollars under-
ground participants hold in currency, they hold one dollar in demand
deposit balances; (2) the underground income velocity of underground
M1 (the sum of currency and checkable deposits) is 10 percent higher
than its above-ground counterpart; and (3) in 1964, the base year, under-
ground GNP equaled 5 percent of recorded GNP.* The modified cur-
rency-ratio estimates of underground GNP for selected years are shown,
based on annual averages of the relevant data, in the second column of
Table 5.1. In the mid-1960’s, this currency-ratio method gives higher
estimates of underground GNP than does Gutmann’s simple currency-
ratio method; beginning in the 1970’s the gap between the two estimates
widens greatly, and by 1982 the modified currency-ratio estimate of
underground GNP, at 26.4 percent of above-ground GNP, is almost
twice the estimate derived from the simple currency-ratio approach.

A further variant of the currency-ratio method:
Tanzi’s model

Another variant of the currency-ratio method (Tanzi, 1983) can be used
to estimate underground activity. Tanzi explicitly incorporates the effects

* This is the value that Gutmann (1977) estimated for the 1937-41 period; it was assumed
that the underground economy did not exist at this time because tax evasion incentives
were limited.

* For a discussion of the evidence supporting these assumptions, see Feige (1980). In the
first chapter of this volume Feige examines the sensitivity of the general currency-ratio
model to alternative parametric specifications.
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of taxation on the currency ratio. He assumes that the demand for
currency relative to M2 rises whenever real per capita income or the rate
of interest on time deposits (which are included in M2) falls. The share
of wages and salaries in national income, also included in the model,
is assumed to have a positive effect on the ratio of currency to M2 to
reflect changes in payment practices that have grown to involve greater
use of checks. The ratio of currency to M2 is also assumed to be posi-
tively related to taxes. The latter assumption reflects the presumed
pecuniary advantage of engaging in underground activity as taxes in-
crease and there is an associated induced increase in the demand for
currency for underground transactions relative to the other components
of M2.

The empirical implementation of the model uses two alternative tax
measures: a weighted average tax rate on interest income (TW) and the
ratio of total net tax payments to adjusted gross income (7). The model
(detailed in Appendix A) is estimated from annual data for the years
1930-80 using the pre-1981 definition of M2. Tanzi defines currency
associated with underground activity as the difference between the
model’s predicted value of currency using the historical values of all
explanatory variables (including taxes) and the predicted value if taxes
were held constant at zero (i.e., if there were no taxes). As in the simple
currency-ratio method, he assumes that the income velocities of under-
ground and above-ground money balances are identical; underground
GNP is then the product of underground currency balances and the
above-ground income velocity of above-ground M1 balances. Table 5.1
presents the estimated size of underground activity based on the two
different tax measures. In sharp contrast to the previous estimates,
both of the estimates derived from the tax-driven model tend to stay in
a relatively narrow range, around 5 percent of recorded GNP.

The transactions-ratio method

Feige (1979, 1980) also developed an alternative monetary statistics
method of estimating underground activity based on the ratio of total
monetary transactions to GNP. Instead of using stocks of currency and
checkable balances, Feige focused on the flow of monetary services
provided by the stock of M1, namely, the total dollar value of trans-
actions in M1 balances.” The key assumption in this approach is that

% More precisely, Feige estimates total transactions on the basis of estimated transactions
in currency and checkable deposits but chooses to omit transactions in traveler’s checks
since they must be purchased with either currency or checks.
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total transcations are proportional to total economic activity (‘‘total”
here means the sum of above-ground and underground activity). Within
this framework, transactions can be broken down into three components
involving the production of final output, the exchange of existing real
or financial assets, and direct transfer payments. Feige recognized that
transfer payments exhibit a changing pattern over time and that purely
financial transactions associated with asset exchanges probably have in-
creased dramatically in response to various financial innovations. Thus,
to derive a transactions measure appropriate for estimating underground
activity, Feige deducted a number of major financial transactions and
direct transfers from gross transactions to arrive at a net transaction
measure; the theory is then reformulated in terms of the proportionality
between net transactions and total income.

Table 5.2 depicts the way in which a net transactions series is con-
structed from the various underlying financial and nonfinancial series.
Gross transactions in the table are the sum of estimated currency trans-
actions and total debits to checkable deposits.® Three types of financial
transactions are then subtracted from this measure of gross transactions:
estimated debits to demand deposits for cash withdrawals and with-
drawals to other checkable deposits; debits to demand deposits for the
purchase of various money market instruments (repurchase agreements,
overnight Eurodollars, time and savings deposits, and money market
funds); and estimated transactions in the stock and bond market. Fin-
ally, several additional adjustments are made to make the net trans-
actions and income series comparable.

¢ We are indebted to Professor Feige for providing these estimates. Feige (1979) initially
used Laurent’s (1970) method to estimate currency turnover. To illustrate the method,
consider a representative economy with $100 in total currency. Every year $10 worth of
currency is replaced (redeemed) by the Treasury because it is unfit to circulate any
longer. Under these conditions, the average circulation of a given bill is ten years.
Laurent assumed that each bill that was redeemed underwent G lifetime transactions
while each bill that was still in circulation had undergone only 5 G transactions. Using
differential redemption rates by denomination, he computed the cumulative number
of times each denomination was used in a transaction and the associated total cash
payment per year as a function G. He then chose the value of G that maximized the
correlation between total transactions (demand deposits plus currency transactions) and
nominal GNP over the period 1861-1967.

In applying Laurent’s method to the post-war period, Feige discovered that the trans-
actions velocity of currency declined sharply, from 60 turnovers per year in 1940 to only
17 per year in 1944, principally because of lowering the quality of the currency in
circulation to conserve labor and material during the war. Following Irving Fisher’s
suggestion that currency use patterns change slowly, Feige fit a simple nonlinear time
trend to Laurent’s data. Groups of large negative or positive residuals from this regres-
sion were then matched with archival records indicating administrative decisions to alter
the quality of the currency. The fitted values from the regression formed the basis for the
turnover estimates used in this method (Feige, 1980, pp. 26-29).
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Table 5.2. Consolidated data underlying transactions approach for selected years (billions of dollars of transactions, annual averages)®

Net
Gross transactions Adjustments to gross transactions transactions/
Debits to demand
deposits arising from cash
withdrawals and transfers Other Stock and
Checkable to other checkable financial bond Foreign Government
Currency”  deposits® deposits? transfers® transactions’  transactions® payments” Taxes’

Period (A) (B) © (D) (E) (F) (G (H) ()
1939 396.3 443.2 198.1 41.8 13.0 4.8 11.2 1.8 591.3
1975 4127 .4 13747.6 2068.5 427.6 167.0 180.7 353.6 176.3 13112.3
1980 6639.1 31406.6 3522.9 9524.9 523.0 449.5 557.9 346.2 24237.1
1981 7168.8 40858.5 4416.5 12099.1 533.0 507.3 621.6 402.7 30690.3

¢ Data underlying table compiled and adjusted from various underlying sources by Professor Edgar Feige, Department of Economics, University of
Wisconsin, Madison.

b Based on estimated currency turnover rate using Laurent's method as adjusted by nonlinear time trend regression for purported changes in currency
quality.

¢ The sum of other checkable and demand deposit transactions. Demand deposit transactions based on turnover concept exclusive of selected financial
centers series spliced together between current reporting basis and various earlier concepts; turnover rate for other checkable deposits is set to equal its
value in 1978 for 1963-77.

¢ Estimated for currency and demand deposits.

¢ Sum of estimated debits to demand deposits due to transactions in repurchase agreements, overnight Eurodollars, time and savings deposits, and
money market funds.

' Source: Statistical Abstract of the United States, various years.

# Sum of imports and adjusted capital outflows.

% Sum of federal transfer payments and wages and salaries of government workers.

 Sum of personal contributions to social security and personal income taxes.

/' Sum of columns A, B, and G less sum of columns C, D, E, F, and H.



RICHARD D. PORTER AND AMANDA S. BAYER

Given the net transactions series, the calculation of underground GNP
proceeds in much the same fashion as in the currency-ratio method. The
proportionality hypothesis between adjusted transactions and income
is invoked to estimate underground GNP: above-ground transactions
are determined by multiplying the ratio of transactions to GNP in the
benchmark period (which is assumed free of underground activity)
times recorded GNP in some year. The excess of actual transactions
over above-ground transactions in that year represents underground
transactions; lastly, applying the benchmark ratio of transactions to
income to the underground sector, the underground income supported
by the estimated underground transactions can be inferred.

In addition, Feige argues that the above-ground service sector re-
quires fewer transactions per unit of output than do sectors that use
more intermediate inputs. Because the service sector has grown relative
to the rest of the economy, he expects that in the absence of an under-
ground sector, the ratio of net transactions to income would tend to
decline. He argues that basing an estimate of underground GNP on the
constancy of this ratio would likely result in understatements of such
activity.

Table 5.1 lists alternative transactions-ratio estimates of underground
GNP. The estimates in column 5 assume that there were no underground
transactions in a 1939 base period whereas those in column 6 use a 1964
base period and the assumption that underground GNP equaled 5 per-
cent of observed GNP in that year. The transactions-ratio estimates of
the size of underground activity are even larger than those estimated
from the currency-ratio methods, rising from approximately 10 or 15
percent of reported GNP in 1970 to much higher levels in recent years:
by 1981 underground GNP is estimated to have equaled more than 60
percent of recorded GNP.”

Implied income velocity estimates for the monetary statistics
methods

Except for those derived from Tanzi’s model, all the estimates based on
monetary statistics yield, since the late 1960’s, increasing ratios of
underground GNP to above-ground GNP, with the acceleration in these

7 Editor’s note: In the transaction method estimates presented in Table 5.1, Porter and
Bayer inadvertently added government expenditures to total transactions rather than
subtracted them from income. The effect of this error is to raise the estimates of un-
recorded income. A corrected series of estimates employing the 1939 benchmark is
displayed in Chapter 1, Figure 1.6.
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Table 5.3. Implied total income velocity of money using alternative methods to estimate
underground activity and recorded velocity®

Alternative currency-

ratio methods Transactions-ratio method
Simple Modified

currency currency
Year ratio ratio 1939 base 1964 base Recorded M1
1950 2.700 2.750 2.804 2.943 —
1955 3.144 3.151 3.045 3.196 —
1960 3.705 3.704 3.559 3.745 3.583
1965 4.378 4.420 4.245 4.455 4.186
1970 4.996 5.120 5.180 5.436 4.701
1975 5.967 6.301 7.077 7.428 5.436
1978 6.929 7.483 7.742 8.125 6.168
1979 7.242 7.879 8.064 8.463 6.400
1980 7.487 8.220 9.288 9.748 6.558
1981 7.864 8.656 10.977 11.520 6.870
1982 7.691 8.479 n.a. n.a. 6.711

Average annual growth of implied velocity

1950-70 3.1 3.4 3.3 3.1 35
1975-81 4.7 5.4 7.6 7.6 4.0
1975-82 3.7 4.3 n.a. n.a. 3.1

“ Velocity is measured as ratio of sum of above-ground or recorded GNP plus under-
ground GNP to M1 measure.

ratios becoming particularly evident since 1975.% For example, the rate
of growth of underground GNP derived from the modified currency-
ratio approach increased at an 18.6 percent annual rate from 1975 to
1982, almost twice as fast as the above-ground GNP growth rate. An
implication of this acceleration in the growth rates of underground
activity is a sharp increase in the total income velocity of M1.

Table 5.3 displays the implied level of total GNP velocity — the ratio
of the sum of above-ground and underground GNP to the level of M1 —
for the alternative monetary statistics methods for the same years re-
ported in Table 5.1; the lower panel displays velocity growth rates over
selected periods. As the table indicates, both implied total and recorded

8 However, as described in what follows, Tanzi’s model produces sizable estimates of
underground activity when the equation is simulated dynamically rather than statically.
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velocity grew about 3 percent from 1950 to 1970. From 1975 onward, the
estimated growth rate of implied total income velocity accelerated
relative to that of recorded income velocity, with the latter staying close
to its long-run historical trends. Consider, for example, the implied total
velocity of the transactions-ratio method with a 1939 base period, given
in the third column of Table 5.3. From 1950 to 1970 its implied total
income velocity grew at a 3.3 percent annual rate; then this growth more
than doubled to 7.6 percent per year from 1975 to 1981. That is, taking
this estimate of total GNP at face value, it implies that growth in velo-
city as measured by the ratio of recorded GNP to M1 considerably
understates true velocity growth. If sharp changes in velocity over short
time intervals are considered unlikely, the estimates of underground
economic activity in Table 5.1 are also called into question.

An econometric evaluation of the currency-ratio method

Whereas the underground economy may influence the currency ratio,
other, probably more important factors clearly are omitted from con-
sideration by the users of this approach. The conventional macroeco-
nomic approach to analyzing these ratios involves a model based on
either an above-ground transactions or an above-ground portfolio
theory of the demand for money. The behavior of currency relative to
checkable deposits or to M2 can, in fact, be explained with some degree
of accuracy by standard econometric demand equations without refer-
ence to underground economic activity. Figures 5.1 and 5.2 display the
actual and predicted values of the alternative ratios from simulations
using the Board staff’s quarterly econometric model; the simulations
start in the third quarter of 1974 and extend through the third quarter of
1983.°

The present demand equations for these components are estimated
over various sample periods, all of which ended in the last quarter of
1981. Thus, only the last seven quarters of the simulations represent the
out-of-sample period. Accordingly, the close correspondence between
the actual and simulated values of these ratios over the entire period
does not represent a strong test of the explanatory power of the board
model. Over much of this period, particularly the two-and-one-half-year
period from 1974, third quarter, to 1976, fourth quarter, checkable
deposits — in particular the demand deposit component of checkable

2 In these dynamic simulations the determinants of the ratios — interest rates, real income,
and so forth — took on their historical values. Appendix A presents a brief explanation of
their structure.
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deposits — grew much less than predicted by a standard equation. To
account for this episode, the present equation for demand deposits
includes a shift variable (SHIFT) for this period. When it is removed,
the model, as do most conventional demand equations, overpredicts
demand deposits. The result of this overprediction of demand deposits
is an implied underprediction of the ratio of currency to checkable
deposits. Some might identify this resulting unexplained spurt in the
currency ratio as an argument for the existence of an active underground
economy.

Several factors, however, deny this underground economy explana-
tion. First, the board model (Porter and Thurman, 1979) and other
models (Garcia, 1978) provide no evidence of unexplained strength
in currency itself during this period. Thus, the shortfall in predicting
the currency ratio stems principally from the unexplained weakness
in demand deposits. Second, this weakness has been examined in
depth, and none of the proposed explanations rely on the underground
economy.'” Instead, it appears that in the presence of persistently high
opportunity costs of holding demand deposits, deposit holders sought to
improve their money management techniques. This quest was aided
by improvements in computer and telecommunications technology, by
the development of various cash management procedures such as cash
concentration accounts and remote disbursement facilities, and by the
growing use of new financial instruments that complemented many of
these new techniques.

Figure 5.2 indicates that the board money demand models fairly
accurately predict the currency-to-M2 ratio. However, since Tanzi’s
econometric demand model also tracks this ratio fairly accurately, a
more detailed analysis of his model is needed.!’ As an alternative to
standard models such as the Board model that assume only above-
ground transactions and portfolio motives for holding currency and
deposits, Tanzi attempts to recognize the presence of the underground
economy by including an explicit tax term in his demand equation. The
resulting estimates of the size of the underground activity depend
importantly on the proper specification and estimation of the tax effect.
Taking Tanzi’s equation as specified,'? inspection of the data for the

1% The mid-1970’s episode of demand deposit weakness has been intensively studied by a
number of researchers: Judd and Scadding (1982); Porter, Simpson, and Mauskopf
(1979); and Enzler, Johnson, and Paulus (1976).

11 Recall that Tanzi used the older definition of M2.

12 The Tanzi specification should be viewed as a reduced-form specification. To see this,
consider equations for currency holdings of the underground and above-ground
sectors. Let ¢* be the tax rate on reported income in the above-ground sector and ¢ the
expected tax rate on underground income. Then in long-run equilibrium, real per
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regression reveals that the dominant source of the positive relationship
between the ratio of currency to M2 and taxes resides in the data for the
period from 1930 to 1945.'% Indeed, when the estimation period for the
regression is restricted to the post-war years 1946—80, the tax variable
either enters the equation with the incorrect sign — using 7, the ratio of
total net tax payments to income — or is not statistically significant —
using TW, the weighted average tax rate on interest income (Appendix
A). This specification also appears to produce very different estimates
of the size of the underground economy depending on how the model is
simulated. The Table 5.1 estimates follow Tanzi’s work and simulate the
equations statically, that is, the simulations are done taking into account
the autocorrelation correction term that depends on the actual simula-
tion error made in the previous period. However, a dynamic simulation
of Tanzi’s model — in which only the error at the beginning of the sample
period is taken into account — produces an estimate of underground
GNP that is about 18.5 percent of reported GNP in 1980, or about three
times larger than that obtained using the static simulation of the equa-
tion.'* Owing to the sensitivity of the estimated tax effects both to the
sample period and to the manner in which the simulations are carried
out, Tanzi’s estimates of the underground economy must be viewed as
highly uncertain.

Benchmark, velocity, and recorded GNP assumptions in the
currency-ratio methods

The different currency-ratio estimates of the size of the underground
economy depend on several critical underlying assumptions. As has been
shown, the currency-ratio method produces large estimated increases in

capita currency holdings (C) will be functionally related to real per capita output in the
two sectors (y* and y*), and the after-tax opportunity cost of holding currency in the
two sectors, r(1 — ¢*) and (1 — ). Thus,

C = Cly*, (1l = )] + Cly*, r(1 = )]

where underground output presumably depends positively on tax rates in the above-
ground economy: )
=)

Observe that tax rates enter the structural equation in several ways. Changes in en-

forcement of the tax laws, e.g. that affect r*, would also alter the relationship between

overall currency holdings and the above-ground tax rate.

Even for the period before 1946, the specification can be questioned since it does not

take into account the introduction of deposit insurance.

4 Feige’s (1986c¢) critique of Tanzi’s procedure points out why the dynamic simulation is
the appropriate procedure. The results of the dynamic simulation for the post-war years
are displayed in Chapter 1, Figure 1.5.
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both GNP and implied income velocity during recent periods. However,
a small change in assumptions, particularly regarding the magnitude of
the currency ratio in the above-ground sector, the so-called benchmark
assumption, can drastically change the estimated size of the underground
economy. For example, underground GNP can take on negative values
whenever the actual currency ratio becomes smaller than the benchmark
ratio. The comparable example in Tanzi’s model concerns the threshold
level of taxes whereby he assumes that underground activity arises as
soon as any tax is placed on output. It would perhaps be more plausible
to define a normal level of taxation and to associate growth in the under-
ground economy only with tax increases in excess of the normal level. In
any case, a more systematic treatment of these benchmarking problems
is required.!> Another important assumption involves the relationship
between the GNP velocities of above-ground and of underground money
balances. In the modified currency-ratio method the service orientation
of the underground sector leads to a higher assumed velocity for this
sector relative to the above-ground sector; in the other currency-ratio
methods the two velocities are assumed to be equal. The larger negative
time trend of demand deposits relative to currency, as has been estimated
in the board’s quarterly model, suggests that it is more difficult to eco-
nomize on currency relative to demand deposits. Additional difficulties
might also be experienced by underground holders because the transac-
tion costs of converting currency to deposits are larger as a result of the
required banking reports associated with large cash deposits or with-
drawals. Consequently, quite apart from the service aspect of the under-
ground economy, the income supported by a dollar of underground
currency may be lower than the income supported by a dollar in the
above-ground sector.

Although the benchmark and velocity assumptions play key roles in
the approach, there is a more troublesome assumption that is implicit in
the currency-ratio method: Currency-ratio estimates of the ratio of un-
recorded GNP to recorded GNP are invariant to the method of esti-
mating recorded GNP. Imagine two different numerical estimates of
recorded GNP for a particular year. No matter which estimate was
taken as recorded GNP, the currency-ratio estimate of the ratio of un-
recorded GNP to recorded GNP would be the same. Thus, it follows

!5 Perhaps they can be related to independent estimates, such as produced by the IRS or
the Bureau of Economic Analysis, of the size of the underground economy in various
periods — as Feige (1980; Chapter 1 of this volume) has done in some of his papers.
However, this solution is not fully satisfactory if these independent estimates are them-
selves suspect.
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that any improvements in the estimate of recorded GNP by the Bureau
of Economic Analysis would not change the currency-ratio estimate of
the ratio of total GNP (recorded and unrecorded activity) to recorded
GNP.

To summarize, without a more definitive treatment of the underlying
velocity and benchmark assumptions, it is difficult to assess the final
results of the alternative currency-ratio procedures. In addition, the
currency-ratio estimates are not sensitive at all to changes in recorded
GNP estimates. Presumably, improved estimates of recorded GNP
should alter the estimated ratio of unrecorded to recorded GNP, but the
available currency-ratio procedures do not allow for this possibility.

An evaluation of the transactions-ratio method
Econometric issues

It is more difficult to provide an econometric evaluation of Feige’s
transactions-ratio method since there is no established theory of total
transactions, as there is for income velocity, which depends on the
demand for money. However, casual inspection of the ratio of trans-
actions to income suggests that it has moved positively with interest
rates over much of this period. In a recent paper, Porter and Offen-
bacher (1984) offer a partial explanation for such movements based on
an inventory model of money holdings under uncertainty. They show
that debits to demand deposits for business firms should be positively
related to both interest rates and a scale variable (which serves as a
proxy for the size of the firm) and negatively related to the costs of
making transactions.'® Figure AS5.1 in Appendix A shows predicted
values from this model for the ratio of total demand deposit transactions
outside of New York to nominal GNP from this model together with
actual values of the ratio. As the figure indicates, some of the major
movements in this debits-to-GNP ratio can be explained without refer-
ence to factors associated with the underground economy. However,
this evidence should be regarded as highly tentative because no theory
of total transactions is well established and the simulation results shown
in Figure AS5.1 are merely within-sample predictions. Until more expe-
rience with out-of-sample predictions is obtained, the apparent good fit
of the Porter—Offenbacher model should be viewed skeptically.

¢ The particular proxy used for transaction costs is described in Simpson and Porter
(1980). Also, for simplicity, the scale variable is taken to be recorded GNP.
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Other issues

In comparison with the various currency-ratio methods, the transactions
method has several distinct advantages, at least in theory. The method
does not require any assumption concerning the relative income velocity
in the above-ground and underground sectors. Nor does it require an
assumption that currency is the exclusive medium of exchange in the
underground sector or that currency and deposits are used in a given
ratio in these sectors; it treats currency and deposits in a symmetric
fashion. Moreover, improved estimates of recorded GNP can modify
the estimate of the ratio of underground GNP to recorded GNP in the
proper direction; that is, an increase (decrease) in recorded GNP would
lower (raise) this ratio.

On the other hand, this method does require the specification of a
transactions ratio in the above-ground sector, and similar to the other
methods, the benchmark ratio that is chosen is a critical assumption.
In practice, however, data limitations are the single most important
problem in implementing the transactions method: Many assumptions
must be made to develop the estimates of the necessary data series from
existing data sources. As was indicated earlier, measurements of the
turnover of the currency stock do not exist, resulting in the need to
use an indirect estimation procedure. The problems of estimating cur-
rency turnover are relatively minor, however, compared to those as-
sociated with netting financial and real asset transactions from gross
transactions. !’

The portion of gross checkable transactions associated with demand
deposits is not split into financial and nonfinancial transactions. Cur-
rently, the only data directly bearing on such a split exist for major New
York City banks.'® These data represent gross transactions that are
almost exclusively financial given that these banks represent many of the
nation’s leading money center banks. In addition to removing the major
New York City banks from his transaction series, Feige also uses an
older historical series on debits at selected financial centers to eliminate
some additional transactions that are also likely to be dominated by
financial movements. But since this older series is no longer collected,

'7 Because there are no reliable data to indicate what portion of the currency stock is held
abroad, any inference about domestic currency transactions could be overstated.

'8 In August 1983, demand deposit debits to all insured banks were $111.5 trillion at an
annual rate; of this total, $48.4 trillion were transacted at these major New York City
banks.
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the relationship between it and any current series cannot be bench-
marked from the existing data sources. There are also significant prob-
lems in netting out demand deposit debits involving the purchase of
other financial claims. For example, comprehensive measures of the
volume of activity on many types of security markets do not exist, nor
are there direct estimates on the turnover rate of several important
money market instruments such as repurchase agreements. In addition,
improvements in money management techniques, particularly the use of
cash concentration accounts by nonfinancial firms, result in debits to
demand deposits that are purely financial in nature. These debits are not
necessarily eliminated by the netting procedures used in the transactions-
ratio method because they involve an increase in transactions among
the demand deposit accounts held by nonfinancial corporations at differ-
ent banks and not the purchase or sale of a money market instrument
(Carlson, 1982). Some corporations apparently have been very efficient
in reducing their holdings of M1 by using such methods."”

In examining the recent estimates from the transactions methods, it
appears that increases in the transactions ratio are largely due to
checkable deposits, not currency. For example, the estimated ratio of
net transactions to recorded GNP increased from 8.46 in 1975 to 10.03
in 1981; but if the proportion of currency transactions was held fixed
at its 1975 level, the transactions ratio would still have risen to a value
of 9.54. Thus, the major explanation for the increase in the ratio lies
in transactions involving deposits, not currency. Since the likelihood
of being “caught” is probably higher when checkable deposits rather
than currency are used in the underground economy, it would seem
counterintuitive to associate all the increase in the income implied by
this increase in the transactions ratio with underground transactions.
Instead, it is more likely that at least part of the observed increase in the
transaction ratio was related to purely financial transactions. This inter-
pretation seems to be confirmed from an examination of the transactions-
ratio method’s growth of implied GNP velocity from 1980 to 1981 (Table
5.3). The resulting 18.1 percent annual rate of velocity growth in 1982
is about four times faster than recorded velocity growth for that year.
Such a large increase appears unlikely and suggests that some financial
component of the transactions has not been properly netted out in the
recent estimates.

19 Based on Board’s flow-of-funds data, the share of M1 held by nonfinancial businesses
fell from 34.2 percent in the first quarter of 1959 to 18.6 percent at the end of the third
quarter of 1983, with the largest part of this decline taking place in the 1970s.
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Summary of monetary statistics approach

There are a number of estimates of underground activity based on the
monetary statistics methods. Nearly all of these estimates imply a rela-
tive rise in underground activity and in the total income velocity of
money since 1970. The simple and modified currency-ratio estimates
depend on a number of tenuous assumptions — the most critical being
that (1) the currency ratio, the ratio of currency to checkable deposits,
in the above-ground sector is constant despite changes in economic
determinants such as interest rates and the own rate of return on NOW/
ATS balances; (2) the ratio of underground to above-ground or
recorded GNP is invariant to the way in which recorded GNP is mea-
sured; and (3) currency and checkable deposits are used in given pro-
portions in the underground sector. The transactions-ratio method
avoids these problems but does not appear to produce credible esti-
mates in recent periods, owing to presumed difficulties in separating out
purely financial transactions from other transactions.

Finally, there is the explicit econometric model of the ratio of currency
to M2, which represents the underground economy indirectly through
the use of tax variables. Unlike the other estimates, this method does
not indicate any relative increase in the underground sector relative
to total economic activity. However, this method does not also appear
to be reliable: It makes the same invariance assumption as the other
currency-ratio procedures; it does not allow for any use of checks in
the underground economy; and it fails to estimate the tax effects very
precisely in the post-war period.

An evaluation of the currency data

For many, the most compelling evidence concerning the existence of
the underground economy involves the remarkable level of per capita
currency holdings. At the end of 1982, currency holdings, including
vault cash, stood at $675 per capita with just under 40 percent in $100
bills. These figures seem to contradict everyday experience. However,
since there are no reliable estimates to take account of the portion of the
currency stock held abroad, the holding of currency by domestic resi-
dents is clearly overstated.

Despite the high level of per capita currency balances, Figures 5.2 and
5.3 show that on-balance aggregate currency over the past twenty years
has been declining, not rising, relative to M2, traveler’s checks, domestic
nonfinancial credit, nominal measured GNP, and nominal measured
personal consumption expenditures. In the case of M2, this movement
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should not be altogether unexpected since the nominal rate of return on
M2 has moved up sharply over this period as a result of deregulation and
higher nominal interest rates while the nominal return on currency has
remained at zero. More striking is the fact that a similar declining pattern
is apparent, at least through the mid-1970’s, for the ratio of currency
to traveler’s checks even though traveler’s checks, similar to currency,
bear no nominal rate of return and, unlike currency, leave a paper trail
(Figure 5.3). Finally, currency movements over the past years have been
highly predictable in models such as the Board model, where no refer-
ence to the underground economy is made (Figure 5.4).

Nonetheless, some suggest that the accurate prediction of currency
balances by econometric models may be fortuitous. Since currency
holdings are the sum of above-ground and underground holdings, a
relative decline in currency holdings in the above-ground sector due to
changes in payment practices may offset a relative increase in under-
ground currency holdings, thereby leaving the sum unaffected. More
frequently, use of credit cards is perhaps one method by which above-
ground currency holders may have economized on currency; however,
credit card use represents only a small proportion of the estimated
volume of total currency transactions —~ just over 2 percent in 1981 based
on the currency transaction estimates in Table 5.2. A second suggested
factor in the possible decrease of above-ground currency use is that an
increasing fraction of individuals are paid by check rather than with
currency. This factor is not accounted for in the standard currency
demand specification; however, when this effect is captured with a series
similar to the one used by Tanzi, the predictions of the Board currency
equation are not materially altered.

On the other hand, it might be argued that since the mid-1950’s
aggregate currency balances (including vault cash) have only about kept
pace with inflation so that real per capita currency holdings have been
almost unchanged (Figure 5.5). Thus, if real per capita instead of total
currency holdings were used in the monetary statistics approach, the
relative size of the underground economy would be approximately
unchanged from the early post-war period until now.?

As mentioned earlier, those who assert that there is a growing under-
ground economy sometimes point to the rising proportion of $100 bills

20 Because the total economy has grown over this period, the fact that real per capita
currency holdings are relatively constant would imply, other things equal, that the
underground economy has declined relative to the above-ground economy. However,
the increase in the opportunity cost of holding currency and autonomous improvements
in managing currency have apparently offset the increased level of transactions, leaving
real per capita currency holdings about unchanged.
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in the currency stock (see Figure 5.6). Even in real terms, the propor-
tion of $100 bills is striking (Figure 5.7). Either this is evidence of in-
creased underground economic activity or it reflects the desired behavior
of above-ground transactors.

Focusing on the latter explanation, it should be noted that since 1969
the $100 bill has been the largest denomination issued.?' Thus, increases
in the price level that tend to increase the dollar size of transactions
should lead to greater proportionate use of $100 bills, other things
equal. This “convenience” aspect of $100 bills is not shared by other
denominations. By drawing upon a model recently proposed by Cramer
(1983), the precise importance of hundreds in the mix of denominations
can be determined. Cramer assumed that economic agents attempt to
minimize the number of physical units of currency used in an exchange
of a given transaction size. Table 5.4 presents the results of applying
Cramer’s model to the various bill denominations in the United States
for various transaction size ranges.?> The estimates were constructed
2 Denominations larger than $100 have not been printed since 1946. The use of these

denominations had declined sharply over the years, and in 1969, there appeared to be

no need to resume printing of the larger denominations — $500, $1,000, $5,000, and
$10,000 bills.

22 We are indebted to Gary Anderson of the Board staff for his technical assistance in
putting together this table.
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Table 5.4. Relationship between average transaction size and share of currency held
in selected denominations

Share of $100
Average bills in optimal Share of $50 bills  Share of $20 bills
size of mix of in optimal mix of  in optimal mix of
transactions denominations denominations denominations
B Parameter %) (%) (%) (%)

10 12.69 12 13 22
20 25.38 19 20 33
30 38.08 25 28 29
40 50.77 31 32 23
50 63.46 37 34 18
60 76.15 43 32 14
70 88.85 49 29 13
80 101.54 56 25 12
90 114.23 62 21 10
100 126.92 66 19 9

under the assumption that all transactions up to a certain size () were
equally likely to occur (i.e., followed a uniform distribution) and that
transactions larger than that size were assumed to follow a Pareto distri-
bution, so that each successive transaction size beyond 3 was a little less
likely to take place than the preceding transactions size.”® Although
it is difficult to compare the model’s predictions with the actual mix of
denominations in the United States, the table indicates that as the dollar
size of individual transactions increases, the proportion of hundreds
in the optimal mix of denominations rises. Thus, for example, as the
average transaction goes from a little over $25 (8 = 20) to a little over
$100 (B = 80), the proportion of $100 bills goes from a 19 percent share
to a 56 percent share.

From this perspective, changes over time in the share of currency held
in various denominations are not too surprising (Figure 5.6). In 1978 the
share of currency in $100 bills surpassed the share in $20 bills. The figure

That is, the distribution function for transactions of size x was

c if x<§
f(x)z{c@)m it x=p

where ¢ = a/8(a + 1) and § is the upper limit of the uniform portion of the distribution.
The Pareto parameter a was set equal to 1.65. This is the approximate value estimated
for a variant of this model used to explain per capita holdings of $100 bills.
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Figure 5.8. Actual and predicted per capita holdings of $100 bills.

shows that the last time a similar event occurred was in 1942, when the
amount of money represented by the $20 denomination became larger
than the amount held in $10 bills. Over the period from 1942 to 1970,
per capita consumption expenditures grew from $605 to $6,048. Thus,
whereas per capita consumption expenditures increased by a factor of
10, the size of the denomination in which the largest proportion of
currency was outstanding increased only by a factor of 5.

Another way of evaluating the proposition that the growth of $100
bills may have an above-ground explanation is shown by the model
developed in Appendix B, which focuses on hundreds exclusively. The
model is derived from the following assumptions: (1) For transactions
above a given size, the distribution of transactions follows a Pareto
distribution; (2) over time, changes in the price level shift the size
distribution proportionally; and (3) the number of $100 bills an indivi-
dual holds is proportional to the probability that he or she will enter a
transaction that involves at least a certain size. Under these assumptions,
the model explains per capita holdings of $100 bills as a function of the
price level. As Figure 5.8 indicates, the regression equation implied
by the model performs quite adequately in the out-of-sample period,
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explaining a substantial part of the recent increase of per capita
holdings of $100 bills. Thus, these theoretical and empirical results
suggest that the growth of $100 bills may principally be related to eco-
nomic and institutional forces at work in the above-ground economy.

Although the amount and form of currency holdings may appear
suspect at first glance, the increase of per capita currency and $100 bill
holdings can be explained without reference to underground activity.
Increases in the price level as well as the available denominations of
currency can account for patterns of currency holdings.

Conclusions

The analysis of monetary statistics has not progressed to the point where
it can provide reliable estimates of underground economic activity. This
data source does not provide firm support for the hypothesis that the
share of the underground economy in the total U.S. economy has grown
over time.

At present, the currency-ratio and modified currency-ratio methods
rely on assumptions made solely for technical convenience rather than
for consistency with either underlying economic theory or other empiri-
cal regularities. The presumed constancy of the currency ratio in the
above-ground economy, despite ongoing changes in important economic
determinants such as interest rates, is an assumption of convenience that
underlies this approach. Although Tanzi has attempted to address this
problem through the use of taxes in an explicit regression model, his
work does not resolve the size of the estimated tax effects. All of these
currency approaches implicitly make the questionable assumption that
the ratio of above-ground GNP to recorded GNP is invariant to changes
in the estimate of recorded GNP. The transactions-ratio method, on the
other hand, treats checkable deposits and currency symmetrically and
also avoids the invariance assumption of the various currency-ratio
methods. Because it is hard to separate out purely financial transactions
from gross transactions, however, implementing this technique in the
United States is exceedingly difficult with present data sources. Perhaps
as a result of this problem, the transactions-ratio estimates of under-
ground activity for recent periods seem too high.

Despite these problems, the issues raised in evaluating underground
economic activity pose some challenging questions regarding the use of
currency and deposits as transactions media in the total economy.
Perhaps as more satisfactory data sources and methodology are created,
better answers to these questions can be found.
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APPENDIX A
Empirical financial equations
Equations in the Federal Reserve Board (FRB) model

The demand equations for the components of M1 — currency (including
traveler’s checks), demand deposits, and other checkable deposits — as
they currently appear in the Board’s quarterly econometric model
(Brayton and Mauskopf, 1985) are available on request from the
author. Briefly, the equations for demand deposits and other checkable
deposits are based on the same theoretical transactions model and,
therefore, are estimated simultaneously and have similar empirical
specifications. The per capita demand for deposits is a function of per
capita income and the opportunity cost of holding the deposit, the
difference between some market rate of interest and the own rate of
deposits. In the case demand deposits, the own rate is zero, whereas
for other checkables the own rate is R,,,.,, the rate of interest earned on
NOW accounts. Also worth noting is the fact that the interest rate term
in these equations appears in a nonlinear fashion, thus allowing the
interest rate elasticity of demand to change with the level of interest
rates.

Mnemonics for equations

C = currency (Tanzi)

GNP = nominal GNP

= population

PCE = personal consumption deflator (1972 = 100)

R = rate of interest paid on time deposits
RATCHET = cash management ratchet

RFF = federal funds rate

T = ratio of total income tax payments to income (Tanzi)
TW = weighted average tax rate (Tanzi)
U = error term for autocorrelation correction
WS/NI = ratio of wages and salaries in national income (Tanzi)

Y = real per capita income (Tanzi)

Tanzi’s estimation results>*

The sample period is 1930-80. Using the weighted average tax rate,

2 Tanzi’s equations were corrected for serial correlation with a first-order Cochrane-
Orcutt correction. The values of these rhos, however, were not available.
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InC/M2 = —5.0262 + 0.24791n(1 + TW) + 1.7303 In(WS/NI)
[-3.61] [5.81] [5.33]

—0.1554In(R) — 0.2026In(Y) + o1 U_; + ¢
R? = 0.950 DW = 1.576

Using the average tax rate,

InC/M2 = —4.2005 + 0.3096In(1 + T) + 1.5791In(WS/NI)

[2.93]  [5.26] [4.76]
—0.1603In(R) — 0.28041In(Y) + 0,U_; + ¢
[3.37] [2.22]

R? = 0.947 DW = 1.677

Best reproduction of Tanzi’s results®®
The sample period is 1930—80. Using the weighted average tax rate,
InC/M2 = —5.0276 + 0.247911In(1 + TW) + 1.7304 In(WS/NI)

[-3.60]  [5.78] [5.32]
—0.15583In(R) — 0.201781n(Y) + 0.75189U_, + e
[—3.66] [-1.87] [8.14]

R*>=10.951 DW =1.574
Using the average tax rate,
InC/M2 = —4.219 + 0.30913In(1 + T) + 1.5827 In(WS/NI)

[-2.93] [5.23] [4.75]
—0.1611 In(R) — 0.277121n(Y) + 0.83188U_; + e
[—3.38] [—2.18]

R? = 0.948 DW = 1.680 residual standard error = 0.046788

Post-war estimation results using Tanzi’s specification
The sample period is 1946—80. Using the weighted average tax rate,
InC/M2 = —0.40611 + 0.0182241In(1 + TW) + 0.49337 In(WS/NI)

[-0.45]  [0.29] [2.22]
—0.0164081In(R) — 0.0957471n(Y) + 0.92868 U_, + e
[—0.48] [—1.23]

R?>=0.989 DW = 2.10 residual standard error = 0.018345

Using the average tax rate,

%5 Although Tanzi provided his data and estimation results, we were not able to repro-
duce his estimates exactly.
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InC/M2 = 0.1753 — 0.0493051In(1 + T) + .57418 In(WS/NI)

[0.19]  [—0.84] [2.57]
~0.0516541n(Y) + 0.93041U_, + ¢
[~0.62] [15.02]

R?>=0.990 DW = 1.97 residual standard error = 0.018114

Debits equation
The sample period is 1962:1-1983:2.

debits

lGNP_

—0.91548 + E a;In(RFF)_; + E b,In(GNP)_;
202

+ E ¢;(RATCHET)_; + 0.8175U_; + e
[13.16]

ap = 0.012462 by = 0.29977 co = 0.0018843
a; = 0.034339 b, = 0.073013 ¢; = 0.0023097
a; = 0.032759 b, = 0.016727 c; = 0.001296

az = 0.0077217 b; = 0.030554 c3 = 0.0089329
Xa; = 0.087281 Xb; = 0.38661 X¢; = 0.006035

[2.15] [5.26] [3.13]

R? = 0.99613 DW = 2.30 residual standard error = 0.020932
— =20
| —18

Ratio of debits to GNP y 16

T ------ Predicted ratio of debits to GNP

—14

=12

—10

-8

-6
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Figure AS.1. Actual and predicted transaction ratios.
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APPENDIX B: ASSUMPTIONS FOR
MODEL OF $100 NOTES

1. In 1967, when the consumer price index (CPI) was 1, the distri-
bution of the sizes of currency transactions that were larger than some
dollar amount a, was Pareto with parameter a:

folx|x > ag) = adi/x*tt x> qq

2. The transactions that took place in later years were identical to
those that occurred in 1967 except that each one involved P, times as
much money as its 1967 counterpart, where P; is the CPI index in year ¢.

3. The number #n, of $100 bills a person holds in year ¢ is proportional
to the probability he will enter a transaction that involves at least
dollars, say, n, = kPr(x, > 1).

4. The measured number of $100 bills per person is the product of 7,
and u,, where Inu, has mean 0 and variance o°:

n, = nu,

Given these assumptions, it is easy to show that (1) the probability that a
transaction exceeds 7 is proportional to the conditional probability that
it exceeds 7 given that it exceeds that year’s threshold P,ag, (2) trans-
actions in later years that exceed P,a, are also Pareto distributed with
parameter «; and (3)

Inn, = aln(kcag/t) + aln P, + Inuy,

It follows that we can estimate a by regressing the logarithm of per
capita holdings of $100, In#, on the logarithm of the price level, but
we cannot distinguish among the remaining parameters of the model, &,
¢, ag, and 7. Using a serially correlated error structure, estimates of this
equation are (sample period, 1955-75)

Inn = 0.83864 + 1.6797 In(CPI)
[—41.75]  [18.67]
+1.4858 U_, — 0.69338U_, + e
[9.97] [—5.07]

R?>=0.997 DW = 1.80 residual standard error = 0.01896
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CHAPTER 6

The unrecorded economy and the
national income accounts in the Netherlands:
a sensitivity analysis

G.A. A.M.BROESTERHUIZEN

During the second half of the 1970’s there has been a growing concern
about the influence of unrecorded activities and fraud on the economy.
This chapter examines the consequences of fraud on the reliability of
macroeconomic statistics as a basis for economic policy making.

For policy making one needs statistics. When these statistics are
biased because of a large and growing unrecorded sector, policy actions
might miss their intended targets and may at times produce adverse
macroeconomic effects. Feige and McGee (1988, Chapter 3) give some
examples of what might go wrong because of distorted information.
Distorted information and its consequences for public policy are also
studied by Alford and Feige (1988, Chapter 2). This chapter studies the
influence of fraud on macroeconomic statistics, particularly the gross
domestic product (GDP). We use the term “fraud” to mean the non-
reporting or underreporting of income to the tax authorities. Thus,
income generated by illegal activities but known to the tax authorities
(as is sometimes the case with prostitution) is not considered as fraud
here. The chapter does not investigate what GDP would have been if
everybody would have behaved in accordance with the law.

In an investigation of the influence of fraud on macroeconomic statis-
tics it is of great importance that clear terminology is used. Following
Heertje and Cohen (1980), the Central Bureau of Statistics (CBS) at-
taches the adjective “‘unofficial” to all flows of goods, services, and
income that are not included in the national accounts. These flows are
regarded as being in the ‘“‘unofficial circuit.”” An understanding of the
results of this investigation requires that one understands the difference
between fraud and the unofficial circuit. We therefore devote the first
section of this chapter to a more detailed explanation of the differences
between these concepts. The section is concluded with a schema depict-
ing a classification of productive activities. The decomposition of pro-
ductive activities reveals why total GDP is only partly distorted by
fraud.

The second section contains a sensitivity analysis of the possible ef-
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fects of fraud on official GDP estimates. To this end, the components of
GDP are grouped into six categories depending on either the estimation
methods used or the sector of origin of the data. For each category of
components, we indicate plausible ranges of distortions introduced by
fraud. By combining categories, it is then possible to obtain a plausible
upper bound for the distortion of GDP by fraud. The conclusion of this
analysis is that it is very unlikely that overall GDP will be distorted
by more than 5%.

The same type of analysis is applicable to an investigation of the con-
sequences of fraud on the growth rates of GDP. Growth rates are used
more intensively for the formulation of macroeconomic policy than are
the levels of the variables. Discussions about the unofficial circuit
should, therefore, also focus on the growth rate issue. The conclusion of
the analysis is that growth rates of GDP are very unlikely to be biased by
more than 0.5%.

The influence of fraud on the national accounts

It is a widely held belief that fraud always distorts the national accounts
estimates. In this section we will argue that this is certainly not the case.
Several methods described by Algera et al. (1982) are available in order
to produce estimates of the national accounts and particularly GDP.
The method of estimation employed by the CBS is known as the pro-
duction method. The production method employs data supplied by
producers of goods and services. Ideally, producers provide necessary
information about their production and intermediary inputs. The method
is used in order to construct an annual input—output table. This has the
advantage that information from different sources can be compared and
hence be used to reveal sources of distortion (Van Eck, 1983). The
input—output table serves as an intermediary product in the process
of forming the national accounts estimates."

There are, however, instances where the production method cannot
be directly employed. Statistical information is not always available for
the production of all goods and services. Hence, in some cases, the
national accounting agency must rely on other methods in order to
obtain missing information. The “indirect”” methods thus deviate from
the ideal production method. If one imagines the economic process as a
circular flow of goods and services, it is sometimes possible to estimate
the production and intermediary inputs of some sectors by gathering

! The input—output tables are of course useful in their own right for various types of
inter-industry analyses.
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Table 6.1. Classification of productive activities®

Unofficial
Need not be
To beincluded in included in
Official national accounts national accounts
1 Activitiesin 1.1 Production 1.2 Statistical 1.3 Do-it-yourself
which no fraud recorded in undercoverage activities;
is involved official files of legal household
activities chores
2 Activities that 2.1 Trading 2.2 Dabbling in 2.3 Clandestine
involve fraud activities not construction subletting of
reported to sector rooms by
tax authority private

individuals

¢ Cells provide illustrative examples of types of activities.

data at different points in the circular flow. One example would be the
production of the trade sector. Trade sector production is estimated by
multiplying the value of goods, which is derived from surveys, by a
trade margin that varies with each type of good. Some components of
the agricultural sector also need to be estimated by indirect methods.

Estimates derived by indirect methods are likely to contain statistical
errors. However, those components of the production process that are
estimated by indirect means are not subject to the particular systematic
distortions of the type introduced when fraud by producers is involved.
Whenever information does not originate from the producers them-
selves, fraud by these producers does not distort the estimates based on
indirect methods. This does not, however, imply that indirect estimates
are free of all bias.

Thus, when the discussion is limited to statistical errors and distor-
tions due to producer fraud, we may conclude that fraud will not always
lead to distortion in the national accounts estimates since the estima-
tion procedures used by the CBS involve the use of indirect methods
of estimation that are more likely to be insensitive to these systematic
distortions.

The relation between the unofficial circuit and fraudulent activities
can be pictured in the matrix displayed in Table 6.1.2 The matrix is
meant to be a classification of productive activities.

A more elaborate version of the matrix is found in Van Tuinen (1981), Blokland (1982),
and Van Eck (1983).
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Fraud consists of activities of the type classified in cells 2.1, 2.2, and
2.3. Some of these activities (e.g., 2.3) cannot distort the national
accounts estimates because they should not be included in GDP accord-
ing to the present definitions. This does not deny the fact that the
growth of activities outside the production boundary is very impor-
tant both for policy making and for the development of the national ac-
counts in the future. As a consequence of the use of indirect estimation
methods, some fraudulent activities (e.g., 2.1) are included in the esti-
mates of GDP. In these cases we speak of fraud, implicitly included
in the estimates. This is the gross value added that is included in GDP
but is generated by activities not reported to the tax authorities. The
sensitivity analysis carried out in the next section is concerned with a
possible bias in the GDP estimate because of fraud. Hence, this analysis
is concerned with the activities of cell 2.2.

Sensitivity analysis of the level of distortion

The sensitivity analysis of the national accounts estimates is based on a
detailed investigation of the method used to produce particular com-
ponents of the accounts and the relationship of each of these com-
ponents to overall economic activity. The analysis examines in detail the
composition of GDP, taken as the sum of the gross value added of the
sectors of the economy. Components of the accounts are divided into
six categories according to the estimation method employed or the
sector of origin of the production. Some estimates originate in sectors
that are almost free of distortion due to fraud. In other cases, estimates
are formed by methods that are insensitive to fraud.® Before the sensiti-
vity analysis can proceed, the GDP is divided into six specific categories.

The first category consists of those components of GDP that are
estimated by the use of indirect methods. This category contains the
gross value added of all sectors and branches of industry that are esti-
mated by means of indirect methods. The following are included:

Agriculture (excluding horticulture), except for the value added gen-
erated by the production of agricultural seeds. The production is mea-
sured by multiplying the yield by the prevailing market prices. The yield
is obtained by independent observers who estimate the acreage of crop
and the average yield per acre.

Crude petroleum and natural gas production and exploration. Al-

3 This sensitivity analysis of the national accounts estimates is inspired by comments made
by Van Tuinen (1980) in public discussions about the unofficial circuit.
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though the information about quantities originate with the producers,
numerous independent checks are made. For example, it is impossible
to sell considerable quantities of gas via the existing net of pipelines
without any control. The importance of this sector for the Dutch eco-
nomy implies that there is stringent control by the government. This
would provide a strong argument for classifying this value added in
category 2. Such a choice would not affect the conclusions of this
chapter.

Petroleum industry. The gross value added is almost completely
dependent on imported and exported crude petroleum and petroleum
and coal products. These quantities and values are determined from
customs declarations.

Operating of real estate. The production value is the total rent of
rented houses plus the rental value of owner-occupied houses. This pro-
duction is estimated by multiplying an average rent (or rental value)
with the total number of rented houses (or owner-occupied houses).

The feature common to the methods used to form the preceding esti-
mates is that the information is not systematically distorted by fraud,
either by the producers themselves or by others. This means that what-
ever may be the percentage of fraud in these major groups, this percent-
age equals the percentage of fraud implicitly included in the estimates.
Hence, the percentage of fraud by which the official estimates may be
systematically biased is zero.

The second category represents government production. This category
includes the gross value added of the government sector and that of
state enterprises and firms subject to detailed government supervision.
The following are included:

General government. The gross value added is the sum of compensa-
tion of employees, consumption of fixed capital, and indirect taxes paid
by the government.

Value-added tax. This estimate is equal to the figure for the tax
receipts on a cash basis of the Ministry of Finance minus the value-
added tax on the intermediary inputs of some major groups (communi-
cation, banking, insurance, real estate operations, and health services)
(CSB, 1982).

Public utilities. These are under detailed government supervision.

Railways. These are organized in a corporate enterprise of which the
state is the only shareholder.

Tramways and regular bus services and subsidized motor coach ser-
vices. These are subsidized and hence are subject to detailed supervision.

Communication. This is organized in a state enterprise.
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Banking and insurance. The production value is the commission for
services plus the interest margin (banking) or the net receipts of pre-
miums minus indemnities (insurance). These are under the control of
either the central bank (although it does not have control of all activities
of banks, such as holding deposits of ‘“black money”) or the so-called
Verzekeringskamer (Chamber of Insurance). By definition, the interest
margin of banks does not contribute to GDP and will thus be sub-
tracted.

Hospitals, mental homes, and nursing homes. These are financed by
the government.

Subsidized welfare services, social-cultural and cultural institutions,
and corporate business organs. These are mostly subsidized. They all
keep to regulations concerning bookkeeping, staffing, and salary policy
that are analogous to government regulations.

The estimates in this category are assumed to be unbiased by fraud
since these sectors of the economy are not characterized by the type of
fraudulent practices that cause GDP distortions.

The third category consists of large firms, and the fourth category
consists of the production of small firms.

The estimates in these categories are reported to the CBS by the
economic subjects themselves. In order to explain the contents of cate-
gories 3 and 4 we have to digress and explain in more detail the process
of data collection and processing. Although these categories also con-
tain estimates of such sectors as horticulture, fishery, and part of the
service sector, the exposition is only concerned with industry.

The gross value added of the industry groups involved is estimated as
follows. Enquiries are sent out yearly to the firms classified in these
groups. In some groups only firms employing 10 or more persons are
questioned; in other groups all firms are involved in the survey. The
estimates obtained from these surveys will be raised, if necessary, in
order to account for the gross value added generated by firms not
covered by the surveys (firms employing less than 10 persons and own-
account workers and non-paid family workers). This is mostly done (in
the case of production) by multiplying production per worker (as ob-
tained from survey data) by the number of persons in the uncovered
group of firms. This number is derived from social security fund records
and related institutions and from labor force census data for the own-
account workers. These methods produce estimates of the gross value
added per industry group.

Recently the CBS (1983) has carried out an investigation with the
purpose of disaggregating these estimates into two parts: (1) the gross
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value added by firms employing more than 100 persons and (2) firms
employing fewer than 100 persons.*

The fifth category contains the estimates of production for “un-
covered firms,” namely, those not included in the surveys. These esti-
mates are derived by blowing up the estimates of the covered firms by an
amount necessary to reflect uncovered firms. The sensitivity analysis
treats the data of large and small firms differently for the following
reasons:

a fraud by a large firm is likely to involve the knowledge of many in-
dividuals, particularly if the fraud continues for some years;

b in the Netherlands, firms employing at least 100 persons and for
which the balance sheet fulfills some requirements are obliged to
submit for approval their working account and balance sheet to a
detailed control by a certified accountant; and

¢ large firms have more and better means to take advantage of all
possibilities offered by fiscal regulations.

Hence, in these cases, tax avoidance probably plays a more important
role than tax evasion.
This method of estimation is at least partially insensitive to fraud.

4 The results of this investigation are used to form categories 3 and 4. Category 3 contains
the gross value added of firms employing more than 100 persons in groups of industry
where data originate from the producers and are not contained in categories 1 and 2.
Category 4 contains the gross value added generated in firms employing less than 100
persons in the same groups of firms as are involved in category 3 (the data must originate
from questionnaires filled out by the producers and are not contained in categories 1 and
2). This category also contains the value added generated by horticulture, fishery, and
the production of agricultural seeds. Some additional clarifications concerning cate-
gories 3 and 4 are in order.

1 Category 4 also contains the gross value added generated by horticulture and by the
production of agricultural seeds. In this sector the production is mainly determined
by measuring the quantities that come up for auction. This information does not
originate with the producers themselves but with the auctioneers. Although this
represents a departure from the method of estimation used in this category, the
resemblance is close enough to justify its inclusion in this category.

2 Data relating to firms in the service sector are not divided into two parts. In these
cases the gross value added is assigned to category 4. This is done because the
estimation methods differ completely from those used in the manufacturing sector,
thus making a distinction by size very difficult. Moreover, the percentage of the gross
value added of the service sector generated by large, non-governmental institutions,
for which data originate with these institutions themselves, is rather small.

The estimation methods described are not insensitive to fraud. Underreporting by

producers affects the figures. Ignoring the possibility that producers report higher

production and gross value added to the CBS than to the tax office, we may conclude
that there is no fraud implicitly included in the estimates.
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Consider, for example, estimates of the value of production. Given an
estimated production per worker in very small firms derived from the
production per worker in the firms of the survey sample, the implicit
fraud distortion is the same in both categories. In reality, the average
fraudulent production per worker in very small firms may be higher than
in large firms. Although some fraud is already included in the estimates,
the total fraud not included (as a percentage of the gross value added)
is obtained by adding the relative fraud among the number of working
people (i.e., the difference between the actual number of working
people and the number in the official estimates).

The final category (category 6) consists of value-added estimates that
are derived from fiscal data.’ The information on which the estimates in
this category are based is derived from tax files and hence originates
with the producers themselves. Thus, there is no fraud implicitly in-
cluded in the figures.

The estimation of the production of the trade sector requires special
mention. The production value of the trade sector is equal to the sum of
the following items:

a Trade margins on goods dealt in, as obtained by multiplying the value
of goods available for trade with a certain percentage. These margins
can be divided into margins on imported goods and margins on do-
mestic products.

b Autonomously determined margins on certain categories of goods,
such as second-hand goods and gold for industrial use. Also the pro-
duction of home and estate agents is included in the production value
of the trade sector. This category is of minor importance.

¢ Indirect taxes paid on imported goods (excise taxes, import duties).

In order to allocate the gross value added of the trade sector among
the six categories, the production value and intermediary inputs were
divided proportionally. The allocation of the production value of the
trade sector proceeded as follows:

1 The margins mentioned under b were omitted, as they are of minor
importance; this implies that they are divided proportionally into the
other margins.

2 The indirect taxes paid on imported goods were assigned to catego-
ry 2.

* It includes own-account workers in the following groups: part of hotels, restaurants,
cafes, repair of consumer goods, business services, renting of machinery and other
movables, health and veterinary services, social-cultural institutions, and private
households with wage-earning staff.
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3 The trade margins on imported goods were assigned to category 1,
since the value of these goods is obtained from customs declarations.

4 The trade margins on domestic products were divided according to
the procedure described in what follows.

Let there be N groups of industry and let g; be the margins on goods
of group i, and

=

i
—

g= 2.8 (6.1

LetA = {a;},i=1,---,N,j=1, ---, 6, be a matrix such that a; is
the proportion of the production of group i that belongs to category j.
Then g (being the total of trade margins on domestic products) is
divided into six parts g/(j = 1, - - -, 6) such that

N
g'=>ga; forj=1,---,6 (6.2)
=1

By following the foregoing procedures, the GDP can be decomposed
into each of the six categories for analysis. The lowest numbered cate-
gories are believed to be those least susceptible to distortion through
fraud, whereas the highest numbered categories are believed to be most
susceptible. The empirical estimates presented here are based on
national accounts estimates for the year 1979. The final allocations of
GDP into each of the categories is presented in Table 6.2 (a more
detailed representation is found in Table 6.3). On the basis of these
calculations, 53.7% of GDP is allocated to the first and second cate-
gories that are believed to be either estimated by indirect methods or
represent sectors that do not lend themselves to fraud that distorts
GDP.

In order to obtain estimates of a plausible range for the distortion
caused by fraud on GDP, it is necessary to postulate several alternative
scenarios concerning the percentage of each category that could be af-

Table 6.2. Decomposition of GDP*

Categories

1 2 3 4 5 6 Total

GDP (billions of guilders) 652 1046 613 54.0 11.3 19.7 315.9
Percent 20.6 33.1 19.3 17.1 3.6 6.2 100

“ Market prices, billions of guilders.
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Table 6.3. Decomposition of GDP, 1979 (billion guilders)*

Category

First digit(s) of
major group” 1 2 3 4 5 6 Total
0 8.5 — — 2.8 — — 11.35
1€ 0.5 — — — — — 0.5
2/3¢ 19.9 — 38.3 12.1 3.9 — 74.2
4 — 6.6 — — — — 6.6
5 — — 7.3 8.1 6.1 — 21.5
61/66 21.0 2.9 10.4 5.9 0.9 0.0 41.1
67/68 — — 0.7 6.4 0.4 0.7 8.2
7 — 7.6 4.4 8.4 — — 20.4
8 153 15.0 — 0.8 — 12.8 43.9
9 — 17.4 — 9.5 — 6.2 33.1
Government — 44.4 — — — — 444
Value-added tax on

final expenditures — 21.3 — — — — 21.3
Interest margin of

banks — -/-10.6 — — — — -/-10.6
Total 65.2 104.6 61.1 54.0 11.3 19.7 3159
Percentage of total

groups 20.6 33.1 19.3 17.1 3.6 6.2 100

“ Numbers may differ slightly from national accounts estimates due to rounding.

® First digits of major groups: 0, agriculture and fishing; 1, mining and quarrying; 2/3,
manufacturing except construction; 4, public utilities; 5, construction; 61/66, trade; 67/68,
hotels, cafes, restaurants, and repair of consumer goods; 7, transport, storage, and com-
munication; 8, banking, insurance, and business services; 9, other services. The reader is
referred to CBS (1974) and CBS (1982) for further details.

¢ Excluding oil and gas production.

4 Including oil and gas production.

fected by fraud. A sensitivity analysis of the vulnerability of GDP to
fraud is conducted by applying five possible scenarios of fraud percent-
ages for each category. The alternative fraud scenarios are presented in
Table 6.4. Scenarios I-1V range from low degrees of fraud to very high
degrees of fraud. The fifth scenario is regarded as a reasonable upper
bound for possible distortions.®

¢ Considering the percentages presented in these alternative scenarios, it is important to
recall that the construction of an input—output table permits numerous checks on the
plausibility and reliability of the data. For example, data on the production of goods and
services that have an intermediary use cannot be distorted to a large extent because
although incentives for underreporting might exist for the producer, they most likely do
not exist for the users. This supports our opinion that the percentages presented in Table
6.4 are certainly not too low.
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Table 6.4. Alternative scenarios representing possible fraud: percentage of gross value

added
Category
Scheme 1 2 3 4 5 6
I 0 0 1 S 10 20
11 0 0 2 10 15 30
111 0 1 3 15 20 50
v 0 1 5 20 40 60
A% 0 0 2 10 30 40

Table 6.5. Absolute and relative estimates of GDP distortions due to fraud, 1979

Scheme
I 11 111 v A%
Billions of guilders 5.8 11.6 20.5 28.6 15.3
Percentage of GDP 1.8 31 6.5 9.1 4.8

By applying the percentages of each scenario to the appropriate cate-
gory, it is possible to arrive at estimates of the absolute and relative
percentage of GDP distortion implied by each of the scenarios pre-
sented in Table 6.4. The results presented in Table 6.5 suggest a range
of possible distortion from 1.8% of GDP to 9.1%. To the extent that
scenario V is accepted as representing a plausible upper bound, we con-
clude that GDP is unlikely to be distorted by more than 5% as a result
of fraud.

Analysis of the growth of GDP

The foregoing analysis has dealt with an examination of the possible size
of the unofficial circuit and its consequences for distorting the level of
GDP. The more important issue, to which we now turn, is the effect of
fraud on measured growth rates of GDP. If the unofficial circuit distorts
observed growth rates of GDP, this is likely to have even more serious
consequences for macroeconomic policy, as has been described by Feige
and McGee (Chapter 3). Growth rates of GDP are used more inten-
sively than levels in the construction of macroeconomic models, imply-
ing that distorted growth rates will have serious implications for the
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predictive power of macroeconomic models. This section contains a
sensitivity analysis analogous to the one presented in the last section,
but here it is modified to focus on the issue of growth rates. Our point of
departure is the division of GDP into six categories. The criteria for al-
locating the components of GDP into distinct categories involve group-
ing together components that have been constructed by methods that
treat year-to-year changes in the same manner or by grouping com-
ponents on the basis of the sector of origin of the source data.

The first category chosen in order to analyze year-to-year changes
groups together those components of GDP based on “indirect” methods
of estimation. The second category combines ‘‘government’” components
of the accounts. Since the yearly estimates in these two categories are
believed to be free of bias from fraud, the year-to-year changes in the
estimates will also be unaffected by fraud.

Categories 3 and 4 represent the components for large and small
firms, respectively. Data classified in these categories originate with the
producers themselves. Hence, growth of fraud, exceeding reported
growth, distorts the year-to-year change in the official estimates. In the
scenarios of the preceding section, we assumed that fraud in the small-
firm category is greater than in the large-firm category. In our ‘“‘growth
rate” scenarios we also will assume that fraud in the small-firm category
4 grows faster than in the large-firm category 3.

The yearly change of the estimates of the fifth category, comprising
“very small firms,” is partially insensitive to fraud. The estimates in this
category are formed by multiplying indicators (such as production per
worker) with the appropriate factor (number of workers). Hence, the
overall relative change is equal to the relative change of the indicator
plus the relative change in the factor. The systematic bias in the esti-
mates of this category is therefore equal to the systematic bias in the
indicators as computed for category 4 plus the systematic bias in the
factor. Therefore, the differences between the growth of the estimates
in this category and the actual growth is the bias of category 4 plus a bias
caused by fraud in the growth of the number of working people.

The final category 6 groups components whose estimates are based
on fiscal source data. For 1977 the estimates were based on fiscal data,
which were raised in order to account for fraud. For the years after 1977
the production and intermediary inputs per own-account worker are
multiplied by indices that reflect the development of the prices, number
of own-account workers, and productivity. These indices, which are
numerous and are different for different sub-groups, are determined
from several sources of information about salaries (wage indices), prices
(e.g., price regulations of the government), and costs. However rough

170



Netherlands

these indices may be, they are based on information that is independent
of producer reported data and, thus, are not systematically biased by
fraud. Hence, the index of the change of the value added per man is de-
termined in a way that is insensitive to fraud. The growth of the gross
value added, being approximated indirectly, is not influenced by a pos-
sible growth of the percentage of fraud by own-account workers. What
remains is a possible systematic bias in the growth of the number of
own-account workers. Hence, the argument is similar to that which
applies for category 5.
In our calculations we will use the following notation:

N = GDP as officially measured

N; = gross value added classified in category i, i = 1, ---, 6

T = GDP as it really is.

T; = gross value added classified in category i when everything that
should be measured would indeed be measured, i = 1, ---, 6
absolute size of distortion of GDP by fraud

= distortion of N; by fraud, i =1, ---, 6

el
|

We will use the following definitions:

fi=NIN i=1,--,6 (6.3)
ff=TIT i=1,-,6 (6.4)
a;=(T,— N)IN; i=1,-,6 (6.5)
a=(T - N)N (6.6)

Relative changes of a variable are indicated by a tilde. The first observa-
tion we make is

T - N=a - N 6.7

The distortion of the officially measured growth is dependent on the
difference in growth between fraud and the official estimates (F — N)
and on the relative size of the distortion (a). It is clear that the rapid
growth of fraud affects the official estimates more when the amount of
fraud is large than when it is small.

Thus, the foregoing analysis suggests that a sensitivity analysis of
growth estimates can only be carried out in combination with analysis
of levels. This enforces the cogency of the argument because a great
distortion of official growth estimates is possible only in the case of the
implausibly rapid growth of fraud when the existing level of fraud is
already very extensive.

From the preceding definitions and equalities, we infer the following:
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T-N=37T - N)+ S - /N, (6.8)

It can be argued that the second term of the right side probably is
negative. Indeed, for the scenarios presented earlier we have

fr<f fori=1,2,3 (6.9)

Moreover, in the 1970’s the highest growth figures have been realized
in the first three categories. So, most probably,

2(fF=fIN:<0 (6.10)

Given the size of this term and its coefficient, it is plausible to neglect
this term entirely.

For scheme V, f¥ — f; ranges from —0.0097 to 0.0209. Thus, in the
rest of our calculations we use the term X, f7(7; — N;) as an approxi-
mation from the foregoing for T — N.

Rewriting this expression yields

21 +a)

T=N= T+ i - N) (611

where < means is approx1mated from above.
Table 6.6 presents five scenarios representing alternative assumptions

concerning the growth percentages F; — N; for i = 1, ---, 6. Every
percentage F; — N; indicates the excess ggowth~of the distortion of the
official estimates. In each scenario, F;, — = F, — N, = 0 because the

official estimates are virtually unbiased by fraud.

The terms F3 — N; and F, — N, indicate the excess growth of fraud in
large and small firms, respectively. This excess growth is fully reflected
in the distortion of the official estimates. The term F5 — Ns can be
decomposed into two parts. The first component is the excess growth of
fraud per worker in category 4, the second represents the excess growth
of the number of unregistered working people (in terms of man years).
Hence, the difference between Fs — N5 and F, — N, is at most the
excess growth of the total employment in category 5 above the official
estimates. Finally, F6 Ng is equal to the excess growth of the total
employment in this category above the official estimates.

When the preceding percentages are compared with the 6.3% rate of
officially measured growth of GDP between 1979 and 1980, it appears
that the assumed values for the growth of the unofficial circuit is rela-
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Table 6.6. Excess growth of fraud

Category

Scheme F,-N, F-N,. F-N;, F-N, Fs—-Ns F,—N,

A 0 0 2 5 10 0
B 0 0 5 10 10

C 0 0 5 10 15 10
D 0 0 10 15 25 10
E 0 0 5 10 20 5

tively high, particularly for the scenarios represented by C, D, and E.
Scheme E is used to provide a “high” scenario, which we consider to
represent a reasonable upper bound for the excess growth percentages.

The influence of these schemes on the official growth estimates can
only be measured if one knows the size of the unofficial circuit. Hence,
we combined these “growth scenarios” with the ““level scenarios” of the
earlier section. For each combination we may compute the approxima-
tion of the bias in the officially measured growth.

The percentage rates of bias presented in Table 6.7 are computed
without regard to the explicit fraud estimates in each particular
category. However, the total explicit fraud estimation is taken into
account and exerts a downward influence on the estimated growth bias.
Taking time into account would lower the percentages in Table 6.7 by
no more than 0.1%.

In our presentation of the scenarios I-V and A-E we stressed the
magnitude of the percentages of scenarios III-V and C-E. Although
we presented scenarios V and E as reasonable upper bounds for the
level scenarios and growth scenarios, respectively, we may not conclude
that the combination of V and E yields a reasonable upper bound for the
distortion of the growth figures. We must take into account the low
likelihood that such a combination of rather high percentages would
actually occur. Over longer periods, it is more likely that a combination
of scenarios I and B would be representative. It follows that a bias of
more than 0.5% is only possible in the unlikely event that either the
excess growth of fraud or the magnitude of the relative distortion of the
official GDP estimates exceeds reasonable upper bounds. We therefore
may draw the conclusion that a bias in the growth because of excess
growth of fraud is most likely below 0.5%. Higher percentages are
improbable.
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Table 6.7. Predicted bias in officially measured growth rates®

Excess growth of fraud

Level of

fraud A B C D E
1 0.1 0.2 0.3 0.4 0.2
II 0.2 0.4 0.5 0.7 0.4
111 0.2 0.6 0.9 1.1 0.7
v 0.4 0.9 1.2 1.7 1.1
\'% 0.2 0.5 0.7 1.0 0.6
? Predicted biases are calculated for given relative size of fraud (I, ---, V) and excess
growth of fraud (A, ---, E). Biases are expressed in percentages.

Conclusions

In this chapter we presented a sensitivity analysis of the national ac-
counts estimates in the Netherlands. The analysis concentrates on the
bias introduced by fraud in GDP and its rate of growth. The bias in
GDP is investigated by allocating specific components of GDP into
categories such that the components in any category have a similar
likelihood of being affected by fraud. The criteria for the allocation is
determined by the sources and methods used to construct each com-
ponent and the economic sector that each component represents.

In some categories fraud is implicitly included in the estimates. In
other categories, the estimates relate to parts of the economy that do
not readily lend themselves to fraudulent practices. Finally, in some
categories of fraud, which are not implicitly included in the estimates,
we obtain an indication of the size of the distortion of GDP. Our
conclusion is that a bias in GDP that amounts to more than 5% is very
unlikely.

In the second part of our analysis we concentrate on estimates of
growth rates. A bias in the relative change of GDP can only be
quantified if one knows both the excess growth of fraud (not already
implicitly included in the estimates) above official growth and the
relative amount of fraud that distorts the official estimates of GDP. By
combining some scenarios of excess growth of fraud with the scenarios
of relative distortion of GDP, it is possible to obtain some plausible
estimates of the possible distortions contained in official estimates of the
growth of GDP. Our conclusion is that a bias of more than 0.5% in the
growth of GDP is only possible in the unlikely event of a very great
distortion in the level of GDP or of improbably high percentages of
excess growth of fraud.
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CHAPTER 7

Assessing the underground economy in the
United Kingdom

MICHAEL O’HIGGINS

In a cautious review of the evidence and measurement methodologies
used in assessing the magnitude of the hidden economy in the United
Kingdom, I argued that whereas “any conclusion is a matter of faith
rather than hard facts. . . the effect of all the data taken together makes
it difficult to believe in a figure of less than five per cent” (O’Higgins
1980, p. 36). Since then the official authorities — the Inland Revenue
(IR) and the Central Statistical Office (CSO) — have discussed the ques-
tion openly; IR compliance enforcement activity has shifted as a conse-
quence of a new perception of where tax evasion is most prevalent — and
most controllable; a working group of the Economics Committee of the
Social Science Research Council (SSRC) has discussed and reported on
the research questions relevant to the theory and measurement of the
hidden economy; and studies have appeared with estimates of the un-
observed economy that range from 2 to 15% of official national income
at the end of the 1970’s. What I want to investigate here is whether this
profusion of material has reduced confusion about the magnitude and
trend of the U.K. unobserved economy.

The essential conclusions of this chapter are that although monetary
measures indicate unobserved economies of the order of 10-15% and
other methods produce estimates in the range 3-8%, there is some
suggestive evidence that the relative growth of the unobserved economy
was checked and perhaps slightly reversed in the mid-1970’s. This would
accord with the intuitive suggestion that the scope and demand for un-
observed activities is greatest in boom years when the formal economy is
tight. If this were indeed the case, it would run counter to those theories
that suggest that the recession is in part a statistical artifact arising from
a failure to include the growing hidden economy in conventional mea-
sures of national income.

Defining the unobserved economy

Definitions of the unobserved economy in the United Kingdom are
divided between those concerned with tax losses and those that focus
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on national accounts measurement defects. Not surprisingly the Board
of Inland Revenue chose the former type: “We...define the black
economy as economic activity generating incomes which are concealed
from the revenue-collecting authorities with the (specific) intention of
evading tax” (BIR, 1981, p. 24).! This definition is also adopted by the
SSRC Working Group (SSRC, 1981, paragraph 6.2), which rejects
wider definitions as loose and unhelpful. For example, after quoting
Stuart Henry’s statement that the hidden economy ‘‘has been taken to
refer to the criminal end of a range of activities that are more generally
described as the informal economy and informal institutions,”” the SSRC
comments: “Other definitions are similarly vague. It is, then, little
wonder that qualitative, anthropological and often impressionistic re-
search has prevailed over more quantitative and systematic work”
(SSRC, 1981). The broader definition suggested by the CSO (Macafee,
1980, p. 81) is “‘the economic activity generating factor incomes which
cannot be estimated from the regular statistical sources used to compile
the income measures of gross domestic product.” This is close to Feige’s
(1981, p. 205) definition of the unobserved economy: “‘all economic
activity which, because of accounting conventions, non-reporting or
under-reporting, escapes the social measurement apparatus, most
notably the G.N.P. [gross national product] accounts.” However, the
slight difference of wording between the two raises the question implicit
in Henry’s definition: How does one identify the boundary between the
unobserved and the informal or household sector of the economy? The
examples are obvious enough: When does the friendly, if formalized,
exchange of neighborhood services, such as the baby-sitting club where
each member has income (twenty tokens) and faces a common price
schedule (one token per hour pre-midnight, two per hour thereafter),
move from being part of the household to part of the unobserved eco-
nomy? Baby-sitting may be safely in the household economy, but if
the formalized neighborhood exchange were of trade and professional
services (plumbing, electrical work, legal or medical advice), would
the same apply? These exchanges would fall outside definitions of the
hidden economy that are based on concealed factor incomes (as both
the IR and the CSO definitions are) but might be thought to come with-
in Feige’s definition, which focuses on unmeasured activity rather than
unmeasured income. The question of how to treat such exchange activi-

! This source does not use the word “specific,” but it has been used by the combined tax-
ing authorities (the Inland Revenue and the Customs and Excise) in a definition con-
tained in a note submitted to the Keith Committee on Enforcement Powers, February
1981.
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ties acquires extra importance in the light of Gershuny and Pahl’s (1980)
arguments that the growth of the self-service economy will facilitate the
“domestication” of the many production activities that might previously
have taken place in the formal economy.

One manner to distinguish ‘“barter exchanges” from ‘“neighborly
assistance” would be to define as economic activity any activity that
draws upon an individual’s primary employment skills and takes place
or confers a benefit outside his or her own household. This definition
captures the logic of regarding barter activities as income substitutes but
would pose problems of measurement and of tax compliance enforce-
ment. More particularly, it would capture neither the exchange activi-
ties of those with multiple skills nor unskilled activities.

In the longer run it would seem preferable to focus hidden economy
definitions and measurement on concealed incomes and expenditures,
with non-monetary exchange activities being assessed through measures
of the social or household economy such as time use surveys.

The CSO and discrepancy measures of the hidden economy

Although the CSO adopts the broader definition of the hidden economy,
their estimate of its size is less than half that of the IR. The CSO mea-
sure is based on discrepancies between the income and expenditure
measures of national income and puts the hidden economy at 2—3% of
gross domestic product (GDP), whereas the IR, making “plausible
guesstimates’” of the amount of tax evasion by self-employed and
employed individuals, suggested a figure of 7.5%, which has been more
recently modified to a range of 6—-8%. This and the following sections
set out and examine the basis of each of these assessments.

Income estimates of national income are generally lower than expen-
diture estimates, and this discrepancy is conventionally held to reflect
the fact that although some income may be unreported or unrecorded,
much of the expenditure it generates will show up in official statistics.
Although the CSO have always accordingly increased the income mea-
sure by including an estimate of unreported income, it is only since
recent controversies about the size of the hidden economy that they
acknowledged this adjustment and published some details about it. The
CSO view is that “the expenditure estimate of G.D.P. is regarded as
an unbiased estimate of the value of all transactions apart from some
illegal, immoral or sensitive items. . .In contrast, the income measure is
dependent to a large extent on income data supplied to the Inland
Revenue and it is possible that the levels of reported income may fall
short of true income level” (Macafee, 1980, p. 85).
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The crude income—expenditure discrepancy, known as the initial
residual difference, is divided into three elements by the CSO:

1 underreporting of factor incomes,

2 timing errors that arise when transactions are recorded in different
time periods by the different parties to the transactions, and

3 other estimating errors.

After the adjustment for the underreporting of factor incomes is made,
the latter two errors are together termed the residual error. Table 7.1
sets out the magnitude of the initial residual difference since 1969 as well
as the amount assumed to be unrecorded incomes and residual errors.

The results are surprising. In six of the twelve years for which data are
given, the crude discrepancy (the initial residual difference) is less than
1% of GDP, and only from 1974 to 1976 does it rise over 2%. In abso-
lute and relative terms it has fallen annually since the peak of 3.5% in
1976. It is clear from the data that the initial residual difference is
partitioned between unrecorded income and residual error in such a way
as to leave a fairly constant trend estimate of unrecorded income, with
residual error picking up the variations about the trend. The CSO are
assuming that in the 1960’s and early 1970’s unrecorded incomes grew
up to around 2% of national income but have remained at that level
since then.

The SSRC Working Group (1981, paragraph 2.1) expressed consider-
able skepticism about discrepancy measures of the hidden economy,
and these data support that skepticism since they are quite different
from previous, even quite recent, discrepancy-based measures of un-
recorded income. The residual errors shown for 1978-80 in Table 7.1
are one and a quarter times the size of those published in the national
accounts a few months ago; the new residual error for 1978 is a negative
£887 million compared to the positive figure of £1,240 million that I
cited two years ago (O’Higgins, 1980, Table 1). Nor is the variability
of estimates a new phenomenon. I previously recorded (O’Higgins,
1980, p. 9) three different estimates given by the CSO in the space of six
months. The variation in the estimates clouds any attempt to use the dis-
crepancy even as a rough indicator of growth or contraction in the rela-
tive size of the hidden economy. Two years ago the data suggested rapid
growth in the hidden economy during the 1970’s, from less than 1% of
national income in 1971 to almost 3% in 1978; the new data, as noted in
the preceding, give a much more static impression. It is difficult to say
whether this reflects the wisdom of hindsight or a statistician’s tendency
to prefer smooth data series!

Although the adjustment for unrecorded income is based largely on
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Table 7.1. The hidden economy and the income—expenditure discrepancy in the national

accounts
Initial residual Unrecorded
GDP (E) difference income Residual error
Percentage Percentage Percentage
Year £m £m of GDP £m of GDP £m of GDP
1969 39,667 150 0.38 466 1.17 -316 —0.80
1970 43,574 40 0.09 537 1.23 —~497 -1.14
1971 49,490 1,010 2.04 578 1.17 432 0.87
1972 55.347 200 0.36 924 1.67 —-724 -1.31
1973 64,347 160 0.25 1,236 1.92 —1,076 —1.67
1974 74,661 1,670 2.24 1,407 1.88 263 0.35
1975 94,475 2,550 2.70 1,830 1.94 720 0.76
1976 111,585 3,920 3.51 2,215 1.99 1,705 1.53
1977 126,943 2,530 1.99 2,496 1.97 34 0.03
1978 145,304 2,360 1.62 3,247 2.23 —887 —0.61
1979 166,464 1,330 0.80 3,754 2.26 -2.424 —1.46
1980 193,488 1,040 0.54 3,652 1.89 -2,612 —1.35

Source: GDP from National Income and Expenditure, 1981 edition (HMSO, 1981), Table
1.2. Other data from CSO, telephone conversation, April 1982.

the trend size of the initial residual difference, ‘‘advice from other
government departments, such as the Inland Revenue, and evidence
from production accounts also contribute to the estimation of missing
factor incomes” (Macafee, 1980, p. 85). In fact, the CSO, in conjunc-
tion with the IR, makes educated guesstimates of unrecorded income by
type of earner each year. Examples of this sectorial breakdown of un-
recorded income are given for a number of recent years in Table 7.2.

The data indicate that over three-quarters of unrecorded income is
assumed to arise in self-employment compared to one-fifth from em-
ployment income (or ‘‘moonlighting”’).

Within the categories of the self-employed, the construction industry,
as might be expected, is assumed to harbor the highest levels of evasion.
It accounts for approximately one-quarter of the total estimate of
unrecorded income, which implies that hidden income is over one-third
the size of recorded income in that industry. It may be noted that this
estimate, unlike the others, is partly based on a production account for
the industry and may therefore be rather more accurate than usual.

Overall, therefore, the discrepancy method does not produce any
confident or consistent estimate of unrecorded income. Even if con-
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Table 7.2. Estimates of unrecorded income by type of earner

1971 1974 1977

As percentage of total unrecorded income
Self-employment income

Forestry and fishing 0.2 0.4 0.3
Manufacturing 2.9 3.5 4.7
Construction 27.0 18.1 20.4
Transport and communication 2.0 1.7 3.7
Distribution 8.8 6.5 12.1
Insurance, banking, etc. 1.6 1.6 3.9
Other services 7.9 8.0 13.0
Professions 4.5 3.6 5.8
Unallocated 18.4 16.6 14.6
Total self-employment income 73.5 60.1 78.2
Wages and salaries 20.9 12.8 20.9
Company profits 5.7 27.1 0.9
As percentage of recorded sectoral income
Self-employment income 7.9 121 23.5
Wages and salaries 0.3 0.4 0.8
Company profits 0.4 4.1 0.2

sistent figures were produced, however, they would almost certainly be
underestimates since the method makes the implausible assumption that
the expenditure measure of national income is accurate. Insofar as
expenditures are in fact underestimated, the amount of unrecorded in-
come is greater than the discrepancy method reveals. At best, discrep-
ancy measures are only indicators of the trend in the growth of the
unobserved economy.

The Inland Revenue’s not implausible broad judgment

The most frequently quoted estimate of the unobserved economy in the
United Kingdom is the 7.5% of the GNP figure suggested as ‘‘not implau-
sible”” (House of Commons, 1979) by Sir William Pile, the former Chair-
man of the United Kingdom’s Board of Inland Revenue. His successor,
Sir Lawrence Airey (House of Commons, 1980, Q4637 and QQ4658-
60, 1981, 1982) has successively accepted this figure, put forward a range
of 6—8%, and most recently suggested the lower part of the 6—8% range
as an estimate of the magnitude of the U.K. unobserved economy. This
series of estimates reflects judgments made in the IR about the level and
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frequency of non-reporting by the self-employed and the employed,
judgments that presumably reflect IR experience in administering the
tax system.

The basis of the IR assessment was to calculate for various suggested
magnitudes of the hidden economy the implied level of unreported
income for each member of the working population. On this basis, a
hidden economy of 15% implied an average annual level of under-
reporting of £720 per member of the working population in March 1979.
This figure was judged to be implausibly high by Sir William Pile (House
of Commons, 1979). It was, however, thought to be not implausible to
assume that each self-employed person underreported £1,000 each year
and that perhaps one in four or one in five of employees had undeclared
second incomes of an annual average of £1,000. These two assumptions
produced aggregated underreporting of about £2 billion and £6 billion,
respectively, and if some allowance is made for evasion by companies,
underreporting of interest payments, and so on, a total of £9 billion or
7.5% of national income is within the bounds of possibility.

If the IR method and assumptions are applied to current data on the
U.K. economy, it suggests an underground economy of £15 billion, or
average annual underreporting of around £1,750 by each self-employed
person and one-quarter of employees.

If these assumptions are compared to the CSO estimates based on
discrepancy measures of the hidden economy, it becomes clear that
the major difference between the estimates is due to the assumption
made about moonlighting. Both the CSO and the IR assume that under-
reporting by the self-employed generates a hidden economy of about
2% of national income each year. The CSO then assumes that hidden
income from employment, such as undeclared tips, adds a further 0.5%
but treats moonlighting — working for an undeclared second income — as
income from self-employment. So whereas the IR estimate implies that
moonlighting by employed persons generates a hidden economy of 5%,
the CSO estimate makes no specific provision for this category of un-
observed activity. Although Sir Lawrence Airey has sought to lessen the
impression of a large difference of views between the CSO and the IR
by arguing that much of the difference is because different phenomena
are being measured (House of Commons, 1981, Q2004), this major
divergence on the amount of moonlighting is in fact the main explana-
tion for the difference, and it is presumably susceptible to more accurate
measurement.

Existing data suggest that less than 10% of the working population
have second jobs (Alden, 1978), which is difficult to reconcile with the
much higher IR assumptions since at least some of this income is re-
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ported. What is, of course, difficult to assess is how accurate these data
are: If those who do not report secondary employment income also
respond negatively to survey questions on whether they have second
jobs — or refuse to respond to surveys — the formal data are of little use.
This point is discussed further when we examine the microdata analysis
of income—expenditure divergences.

Compliance measures of tax evasion

The SSRC Working Group took the view that the Taxpayers Compliance
Measurement Program (TCMP) carried out by the U.S. Internal Re-
venue Service “‘provides by far the most firmly-based figures of hidden
economic activity at present available” (SSRC, 1981, paragraph 2.1).
Under current British law a full TCMP cannot be carried out since the
IR does not have powers of random audit. Tax inspectors may only
question a taxpayer’s return of income if they have cause to be dis-
satisfied. A further obstacle to using a TCMP in the United Kingdom is
that there is no equivalent to the American Exact Match File to aid in
assessing the extent of hidden economic activity.

The TCMP estimates of unreported income, however, provide an in-
teresting contrast to the U.K. estimates reported in Table 7.2. Table 7.3
sets out the TCMP estimates and calculates the amount of underreport-
ing that would be implied if the estimates were valid for the United
Kingdom. The TCMP estimated underreporting of self-employment
income at 36—40% in the United States in 1976, compared to the CSO
estimate of 23.5% for the United Kingdom in 1977. With respect to
employment income, the TCMP estimated underreporting to be be-
tween 2 and 3%, which is appreciably higher than the 0.8% in the CSO
estimate but much lower than the figure of about 8% implied in the IR
procedure.

The TCMP showed an overall reporting rate for individual income of
92-94% in the United States; sectorial differences in the U.K. reported
economy cause the overall reporting rate aggregated over the TCMP
sectorial estimates to be rather lower, at 88.6-91.2%. The level of non-
reported individual income then turns out to be between £13 billion and
£17 billion, or between 7.5 and 10% of national income in 1979.

Obviously this application to the U.K. data of U.S. data proves noth-
ing about the magnitude of the underground economy in the United
Kingdom. None of the reporting rates are intuitively implausible,
however, so the figures emphasize the importance of obtaining more
accurate estimates of the frequency and level of underreporting of the
various types of income.
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Table 7.3. An application of TCMP estimates of unreported individual income to the
United Kingdom, 1979 (billion pounds)

TCMP estimate TCMP, implied TCMP, implied

Reported of reporting reportable non-reporting
Type of income income, 1979 rate (%) income income
Self-employment 15.3 60-64 23.9-255 8.6-10.2
Wages and salaries, 96.6 97-98 98.6-99.6 2.0-3.0
Rents, dividends, 10.4 84-92 11.3-12.4 0.9-2.0
and interest
Pensions 8.1 84-88 9.2-9.6 1.1-1.5
Capital gains 0.6 78-83 0.7-9.8 0.1-0.2
Total 131.0 88.6-91.2 143.7-147.9 12.7-16.9

Source: U.K. income data from National Income and Expenditure, 1980 edition (HMSO,
1980); TCMP reporting rate estimates from Estimates of Income Unreported on Individual
Income Tax Returns (U.S. Internal Revenue Service, 1979), Table 2.

Although a full TCMP is not possible in the United Kingdom, the IR
has recently begun a more formal attempt at compliance measurement
in the case of self-employment income (House of Commons, 1982). A
random sample of 5,500 Schedule D (self-employment income) cases,
representing about 1 in 300 of all such cases, was drawn at the end of
1981. Each district inspector of taxes was asked to examine the files
relating to those cases from his district and to suggest

a the likelihood that an investigation of the return would show an
understatement of liable income and
b the extent of the justification for starting an investigation.

Table 7.4 sets out the results of this investigation, which, it must be
emphasized, were based solely on the judgment of the tax inspectors. It
shows that it was thought that investigation had a probable yield in one
in five cases, with a possible yield in a further two in five cases. In three
out of ten cases there were plenty of grounds on which a formal investi-
gation could legally begin, whereas a further four in ten provided some
grounds. Overall, then, six in ten cases had a possible or probable yield,
whereas seven in ten gave some or plenty of grounds for investigation.
At present, only 3% of self-employment income returns are investigated
each year.

It is now intended to test the validity and accuracy of these judgments
by actual investigation of a selection of those cases where the predicted
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Table 7.4. Preliminary results of U. K. Inland Revenue self-employment income
compliance measurement study (N = 5,500)

Predicted result of investigation Assessed degree of justification for investigation
Probable yield, 22% Plenty, 31%
Possible yield, 42% Some, 39%
Nothing of consequence, 37% None, 29%

Source: House of Commons, 1982,

result is a possible or probable yield and there is thought to be some or
plenty of justification for an investigation. The results of this validation
exercise will provide the best “hard” data so far on the actual levels of
tax evasion by the self-employed.

It will be remembered that the IR guesstimate of a hidden economy of
7.5% of national income implied underreporting of £1,750 by each self-
employed person in 1981. If this new assessment that two in five of the
self-employed have no understatement of any consequence is correct,
the remaining 60% needed to have average underreporting of about
£3,000 each in order to maintain the overall self-employed contribution
to that IR guesstimate. For what it is worth, my judgment is that £3,000
is at the top end of the plausible range of average understatement.

Household survey evidence on income-expenditure
discrepancies

While expressing considerable skepticism about hidden economy esti-
mates based on discrepancies in the national accounts, the SSRC Work-
ing Group considered that the matching of income and expenditure
information at the level of individual households could be a useful way
to measure participation in the hidden economy and to quantify the
value of such participation (SSRC, 1981, paragraph 2.1). More gener-
ally, discrepancies between the reported income and the expenditure or
living standards of particular households at the very least suggest the
possibility of hidden economic activity generating unreported income.

Such a discrepancy has most often been noticed in the case of the self-
employed. The Royal Commission on the Distribution of Income and
Wealth (1979), for example, contrasted the living standards of the
employed and self-employed in the United Kingdom in 1975. Their
findings show that the self-employed appear to have a significantly
higher standard of living than the employed — and the gap increases if
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the comparison is performed for data standardized by income and age.
It is possible that the discrepancy could be explained suggesting that the
self-employed tend to have more wealth that they use to purchase
durable goods, but there is no evidence to support this contention.

This divergence in living standards led me in previous papers to com-
pare the expenditure of self-employed households with that of employed
households with similar levels of income (Dilnot and Morris, 1981,
pp. 64-72). The results of that analysis may be summarized briefly.

The database for the comparison was the Family Expenditure Survey
(FES) for each of the years 1971-77. The FES is a continuous, multi-
purpose income and expenditure survey with an annual effective sample
of about 7,000 households (about a 70% response rate). Expenditure
details are collected by means of detailed diaries of spending kept over
a fourteen-day period. Income data reflects a mixture of weekly or
monthly and annual data.

Media comment had suggested that the self-employed appeared to be
able to spend higher proportions of income than other households, and
the initial analysis of the data bore this out. In each of the seven years
for which data were examined, self-employed households had higher
expenditure—income ratios, both in general and at particular income
levels, than employee-headed households in a variety of occupational
groups. In particular, it appeared that the discrepancy was greatest for
self-employed households reporting relatively low levels of income.

Closer examinations of the data revealed, however, that although the
measure of employment income was essentially current income, self-
employment income was measured using the most recent twelve-month
period for which figures were available. The consequential lag in the
data was enough to explain most of the discrepancy: Once the data were
“corrected” by a rather approximate adjustment for this bias, the self-
employed no longer appeared to be out of line in their expenditure-
income ratio.

This analysis left four important questions unanswered. Do the self-
employed (and other households) simply exclude any expenditure
financed by unreported income from their reported expenditure? Does
participation for a two-week period in the FES have a tendency to cause
a temporary regularization of spending (and perhaps earning) patterns
in households? Is participation in the hidden economy a factor behind
the 30% non-response rate in the FES — and the 40% non-response rate
of the self-employed? And, lastly, regardless of whether the reported
expenditure—income ratio of the self-employed is any different from that
for other households, do the divergences between expenditure and in-
come among households in general indicate the presence of unreported
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income? Unfortunately, only this final question has received any empiri-
cal analysis.

Dilnot and Morris (1981, p. 58) screened an FES microdata file for
1977 to isolate those households whose incomes and expenditures were
discrepant. (They had previously adjusted self-employment income for
the lag mentioned previously.) They sought to “trap” out of the analysis
those households where income—expenditure discrepancies might have
had explanations other than hidden economic activity. For example,
they excluded from their lower bound estimate households headed by
pensioners or by somebedy temporarily away from work since they
argued that excesses of expenditure over income were plausibly ex-
plained either by the running down of assets or the temporary incurring
of debt. These households were included in their upper bound estimate
of the size of the hidden economy.

After these and other traps they then assumed that any household
whose expenditure exceeded its income by more than 20% (subject to
a minimum of £3 weekly) had unreported income. The lower bound
estimate then suggested 9.6% of respondent households had an average
weekly discrepancy of £31, leading to an estimate of £3,200 million,
or 2.3% of GNP, in 1977 for unreported income. The higher bound
estimate suggested figures of 14.8% of households with an average
weekly discrepancy of £30; this implied unreported income of £4,200, or
3.0%, of 1977 GNP.

Dilnot and Morris (1981, p. 58) state explicitly that their purpose is to
cast a skeptical light on high estimates of the hidden economy. Three
features of their analysis induce a counter-skepticism about their rela-
tively low estimates: The nature of the traps used, the choice of a 20%
discrepancy as the cutoff point, and what they admit to be the implau-
sible assumption that non-respondents to the FES participate in the
unobserved economy to no greater an extent than survey respondents.

Dilnot and Morris (1981, p. 65) discuss a number of non-hidden
economy explanations for expenditure income divergences and then
state that “where any of these reasons appeared a significant course of
entry to the black economy population, we developed systematic traps
to exclude such households, but when the trap might be too strong we
included it in our lower-bound estimates but not in the upper bound.”
They do not, however, give any precise listing of the range of traps
used, nor of the impact of the empirical data of the operation of each
trap. One particular trap they mention is especially problematic: the
exclusion of households with high expenditures because of an unusual
major purchase. It might equally be suggested that such major pur-
chases (e.g., consumer durables or holidays) are particularly likely to be
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Table 7.5. Size of underground economy (%) on alternative assumptions about
FES non-respondents, 1977

Percentage of non-respondents assumed Average weekly amount assumed to be
to have unreported income unreported by FES non-respondents

A. Dilnot and Morris lower-bound estimate

£31 £41 £51 £62

9.6 2.3° 2.5 2.7 3.0

14.4 2.6 2.9 3.1 3.4
19.2 3.0 33 3.6 3.8
25.0 3.4 3.7 4.1 4.4
50.0 5.2 5.7 6.2 6.7

B. Dilnot and Morris upper-bound estimate

£30 £40 £50 £60
14.8 3.0¢ 3.3 3.6 3.9
222 3.5 3.9 4.4 4.8
33.3 4.1 4.8 5.5 6.2
50.0 5.1 6.2 7.2 8.2

¢ Dilnot and Morris’s (1981) estimates.

Notes: Dilnot and Morris assumed that the 30% of FES non-respondents had the same
likelihood to participate in the hidden economy (9.6% on their lower estimate) and the
same average under reporting (e.g., £31) as the 70% who responded. The table shows the
result of assuming various different likelihoods and amounts for the non-respondents.
Source: Adapted from Dilnot and Morris, 1981, Table 2.

financed by unreported income, being in the nature of windfall spending
from windfall income.

The decision to view only discrepancies of over 20% of income as
indicative of hidden economic activity was “pragmatic’”: “At higher
levels we seemed to be excluding households which seemed on the basis
of all other information potential black economy candidates while 10 to
15 per cent brought in groups which obviously were not”” (Dilnot and
Morris, 1981, p. 66). Although it is clear that a lower cutoff would have
had less effect on the estimated level of underground activity than on
the numbers assumed to be involved, one is given no information on the
sensitivity of the results to a lower cutoff nor on the factors that make
some households “obviously” not “black economy candidates.”

The third objection is quantitatively probably the most serious. Dilnot
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and Morris assumed that the 30% of households who do not respond
to the FES had similar average levels and frequencies of unobserved
activity as the 70% who did, despite the fact, for example, that the
response rate is lower among the self-employed than among employees.
This assumption led the chairman of the IR to say (House of Commons,
1981, Q2205) with respect to their resulting estimate, “I personally
would not put a lot of weight on that because it is derived from the
Family Expenditure Survey and the response to that survey is about
70 percent, and the 30 percent who do not respond are atypical of the
70 percent who do respond, and you have room for the black economy
hidden away there.”

Table 7.5 sets out the results Dilnot and Morris would have obtained
on a variety of alternative assumptions about the hidden economic
activity of FES non-respondents. For example, their lower bound
estimate of 2.3% is increased to 3.0% if it is assumed that non-
respondents are twice as likely to have unreported income, and it goes
up to 3.8% if it is further assumed that they have twice as much of such
income. If it is assumed that half of the non-respondents have hidden
income of twice the value of that of respondents; the lower end upper
bound estimates become 6.7 and 8.2%, respectively.

It is clear, therefore, that the treatment of non-respondents affects
the results significantly, even if reservations concerning the analysis
carried out on respondents are left aside. Even relatively cautious
assumptions about non-respondents would raise the Dilnot and Morris
lower bound estimate to around 4% of GNP.

Monetary aggregates and the hidden economy

Three categories of approaches based on the analysis of monetary
aggregates have been used in attempts to examine the U.K. unobserved
economy. They are the relative demand for large- and small-denomina-
tion notes method, the currency—deposit ratio method, and Feige’s
transactions method. The general skepticism in the United Kingdom
about the value of this class of methods is expressed by the SSRC Work-
ing Group: “The problems of identifying stable demand for money
functions are well known and have already been the subject of a con-
siderable amount of research. It seemed extremely unlikely that the
pattern of residual errors in such relationships could be reliably ascribed
to the Hidden Economy” (SSRC, 1981, paragraph 2.1). The results of
using the three methods in the United Kingdom are reviewed briefly
next.
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The big-bill method

The hypothesis underlying the ‘‘big-bill” method appears to be that
hidden economic transactions require payment in cash and that a growth
in the demand for large-denomination notes is particularly indicative
of hidden activity, since formal economy transactions involving large
payments would be conducted by check or credit card. One suspects
that the hypothesis has its origin in anecdotes about self-employed
tradesmen with wads of large-denomination notes in their back pockets.

In a previous paper I suggested that inflation had “substitution” as
well as “nominal income” effects on currency holding; thatis, that people
do not simply increase the number of notes they carry to counteract
inflation but that they substitute larger for smaller denomination notes
in order to carry an approximately constant number of notes over time.
This hypothesis was investigated using U.K. data for the period 1972-8.
The analysis indicated that the number of large-denomination notes had
increased by less than the substitution effect hypothesis would explain
and consequently concluded that the large-denomination note hypo-
thesis was not an especially useful approach to measure the hidden
economy (O’Higgins, 1980, pp. 17-21). Subsequent researchers have
reached similar conclusions (Macafee, 1980, p. 85; Feige, 1981, p. 207).

Currency—deposit ratios

It can be argued that much of the current interest in measuring the un-
observed economy in developed economies stemmed from Gutmann’s
(1977) controversial 1977 estimate that subterranean transactions were
worth 10% of measured GNP. Gutmann assumed that over time the
increased used of checks and credit cards would cause a relative decline
in the demand for currency. Yet, he argued, the ratio of currency to
narrow money supply, M1, had consistently grown in the United States
since 1961. By assuming the 193941 level of the ratio to be normal and
arguing that ‘“‘the difference between this and recent values of the ratio
may be taken as a measure of the amount of currency held for illegal
purposes” (p. 27), he estimated the amount of currency fueling the un-
observed economy, and on the assumption that the amount of economic
activity generated by one dollar was similar in both the legal and sub-
terranean economies, he concluded that the subterranean economy was
at least 10.4% of recorded GNP.

The U.S. debate on Gutmann’s methodology was reviewed and his
method applied to U.K. data (O’Higgins, 1980, pp. 11-16). Table 7.6
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Table 7.6. Currency in circulation and the money supply, 1963-81

Currency,” Currency as Currency as
Year £m percentage of MI” percentage of M*¢
1963 2,254 325 215
1964 2,353 321 21.0
1965 2,512 332 21.0
1966 2,685 34.5 21.1
1967 2,780 34.4 20.6
1968 2,856 33.8 19.3
1969 2,922 347 19.3
1970 3,149 35.0 19.5
1971 3,435 337 19.0
1972 3,900 32.8 17.4
1973 4,299 333 15.3
1974 4,800 355 14.7
1975 5,511 35.5/33.9 15.6
1976 6,328 33.8 16.5
1977 7,217 33.7 17.4
1978 8,422 32.8 17.6
1979 9,416 329 17.4
1980 9,935 331 15.9
1981 10,473 31.7 14.4

¢ Notes and coins in circulation with the public; the annual figures (in all columns) are
based on simple averages of the unadjusted figures for March, June, September, and
December of each year.

5 M1 is currency plus U.K. private sector sterling sight deposits. From 1963 to 1968 they
include 40% of transit items to make them comparable to later data. A large break occurs
in the MI series in 1975; the two figures given in the table indicate the approximate magni-
tude of the break.

¢ M* is MI plus U.K. private sector sterling time deposits.

Source: Bank of England Quarterly Bulletin, September 1970 to March 1982.

updates the data in that analysis and provides figures for the ratio of
currency both to M1 and to M*, a wider money supply concept that
includes M1 plus U.K. private sector sterling time deposits. Gutmann
was criticized for not using this latter ratio in his analysis.>

The currency-M1 ratio provides no support, on Gutmann’s assump-
tions, for the hypothesis of hidden economy growth in the United
Kingdom. The data in Table 7.6 show slight upward trends during the
1946-70 Labour government, a gentle S-shaped curve during the

2 Gorman, as quoted in Ross (1978).
190



United Kingdom

following years of Conservative rule, and a light drop again from 1977
onward.

The wider ratio of currency to M* shows a fairly steady decline during
the 1960’s and early 1970’s; by 1974 it was only about two-thirds as great
as in 1963, which is consistent with the hypothesis of a declining relative
demand for currency. From 1974 the ratio rose to a peak in 1978 but has
since resumed its decline.

To seek to replicate Gutmann and reach conclusions about the size or
trend of the hidden economy on the basis of data such as these and
without setting out clear assumptions about the reasons people hold
currency would not even merit the description. As presented, the data
tell us nothing about the hidden economy.

A more elaborate attempt to relate the demand for currency to the
hidden economy in the United Kingdom was recently made by Matthews
(1981, pp. 7-20). It was assumed that an individual’s preferred
currency—deposit ratio was governed by ‘“certain qualitative uses and
functions which are themselves responsive to economic variables” (p.
7). It was also rather more implausibly assumed that decisions about
currency and deposit holdings were independent of other portfolio
decisions.

The choice of currency or deposit then depend upon the quality
factors that affected each form of holding. The quality of deposits is
increased by the rate of inflation and the rate of interest payable and is
also assumed to increase over time due to increases in the efficiency with
which they can be used for payments. Consequently, it is hypothesized
that the current—deposit ratio will be negatively related to these variables.

Currency, however, has “anonymity,” a valuable quality for hidden
economy transactions. It was assumed that this quality would be more
highly valued as average income taxes on households and average sales
taxes increased. It was also, however, assumed that some people, rather
than having a combination of recorded and moonlighting income, might
choose to specialize in the hidden economy while being unemployed.
Therefore, the currency—deposit ratio was predicted to be positively
related to unemployment and to average household income and sales
tax rates.

The analysis took the logarithmic form of an ordinary least squares
regression of the currency—deposit ratio on these six variables and
recorded national income [as measured by GDP (E)] for each quarter
from 1973 quarter 3, to 1979, quarter 2.

Interpretations of the results will differ. Matthews argued that “‘given
the crudeness of our black economy variables it is heartening that two
out of three variables appear correctly signed and significant” (p. 13).
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The results indicated that the interest rate and inflation variables were
insignificant; the time trend variable is consistently significant but posi-
tive when it was hypothesized to be negative. The sales tax variable was
usually insignificant (and perversely signed when significant). However,
both the unemployment and the income tax variables were correctly
signed and significant.

Since the dependent variable was a ratio of two variables, each of
which had certain qualities hypothesized, the failure of part of the
model casts doubt about whether the model-based interpretation of the
“successful”’ results is correct. For example, the failure of the rate of
interest to have a significant impact on the currency—deposit ratio may
indicate that the assumption that currency—deposit ratio and holding
decisions are independent of wider portfolio decisions is incorrect. In
this case, changes in deposit holdings (and thus in the currency—deposit
ratios) might have nothing to do with the hidden economy qualities of
currency.

Matthews calculates hidden economy magnitudes from the para-
meters of the unemployment and income tax variables in the modeled
equations. These produce an average lower bound estimate (excluding
the unemployment rate variable) of 3% of recorded GNP and an aver-
age upper estimate of 10.9%. The model therefore suggests that un-
employment generates considerably more hidden economic activity
than does taxation.

Matthews’s lower and higher bound estimates of the magnitude of un-
observed economic activity as a percentage of reported GDP assuming a
zero hidden economy in 1973 are displayed in Table 7.7.

As indicated in the preceding, I would argue that their validity is
weakened by the questions concerning the interpretation of the results
of the model from which they are derived.

Table 7.7. Matthews’s estimates of unobserved activity, percentage of GDP

Lower Higher

(%) (%)
1974 0.5 0.8
1975 2.7 6.5
1976 3.4 10.8
1977 3.1 11.5
1978 2.3 10.6
1979 33 11.0

Source: Matthews (1981).
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Transactions analysis of the unobserved economy

The transactions approach pioneered by Feige (1979, 1981) for the
United States and since applied to a number of countries is too well
known to need any description. As with Gutmann’s approach, one’s
reaction depends upon one’s view about the interpretation of the re-
lationship between monetary aggregates and real economic activity.

Feige’s results for the United Kingdom show the unobserved sector
growing from 0% of the observed sector in 1960 to around 15% in 1979.
Within these two decades seven main periods can be identified, three of
which show sharp growth, two sharp declines, and two relative stability.
The periods are displayed in Table 7.8.

In the latter half of the 1970’s, when the British economy (and society)
was particularly troubled, the unobserved sector was relatively static
according to Feige’s (1981, Table 3) results.

There are two aspects of Feige’s results I would like to discuss to lead
to the conclusion of this chapter: first, the relationship of these results to
other evidence examined here and, second, the interpretation of Feige’s
results in the context of other data about the British economy during
these periods.

The evidence is varied: Dilnot and Morris and the CSO present the
lowest estimates at around 3%; my reworking of Dilnot and Morris’s
results would suggest that their analysis makes anything less than 4%
implausible; the IR is now suggesting 6—7% ; the Matthews upper bound
estimates are of the order of 11% for 1979, whereas Feige suggests 15%.

Only three estimates, those by the CSO, Matthews, and Feige, pre-
sent figures that allow examination of trends in the hidden economy,
and the CSO evidence has two versions: that by Macafee and that sum-
marized in the more recent data presented in Table 7.1 of this chapter.
The Macafee results for the initial residual difference show trends not

Table 7.8. Feige’s estimates of the
growth of unobserved sector,
United Kingdom

1960-1, growth, from Oto 6%
1963-6, growth, from 6to 12%
1969-71, decline, from 12to 8%
1971-4, growth, from 8t022%
1974-5, decline, from 22 to 15%

Source: Feige (1981).
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unlike those presented by Feige, though of very different orders of
magnitude. Both show a minor peak in the latter part of the 1960’s,
relatively rapid growth during the first part of the 1970’s, a major peak
in 1974, and comparative constancy in the second half of that decade.
The more recent CSO estimates shift the peak of the national income
discrepancy measure to 1976, with rapid growth from 1973 to 1976 and
decline since. The Matthews data show rapid growth from 1974 to 1976
and constancy since.

Two points therefore emerge: First, each measure shows relatively
rapid hidden economy growth in the early 1970’s although they disagree
on whether the growth period was 1971-4 or 1973-6; second, each
measure shows no relative growth in the hidden economy during the
latter part of the 1970’s (although this was the period in which public
criticism of high tax rates was most voluble).

The divergence between the measures concerning the timing of hidden
economy growth in the early 1970’s may be simply the result of lagged
effects some measures do not capture. But the differences make it
difficult to comment confidently on the causes of such hidden economy
growth as there may be. The point is best illustrated by reference to
Feige’s model and results.

Feige contends that “even in a fundamentally healthy economy, shifts
from the observed to the unobserved sector can induce the perception of
declining real income, rising unemployment, reduced productivity and
higher prices” (p. 206). When discussing his results, he observes that
“they suggest that the massive recession and soaring inflation recorded
in the mid 1970’s might be partly explicable in terms of a statistical
illusion induced by the growth of the unobserved sector” (p. 211).

However, the periods his results identify with a growing unobserved
sector are in fact those when official statistics show the economy to be
performing relatively well.

The three periods of fastest economic growth in the United Kingdom
since the 1950’s were 1959-61, 1963-5, and 1970-3. Since 1975 un-
employment has been measured at 2% or less only in 1960-1 and 1964—
6. In the 1970’s the unemployment rate was as its lowest in 1973 and
1974. Each of these periods is identified in Feige’s results as a period of
rapid growth in the unobserved sector.

One further point about the period from 1975 to 1979 is worth mak-
ing. The economy was, formally at least, subject to considerable govern-
ment regulation during this period. A “social contract” restricted
earnings increases, and various forms of price regulation and control
were toughened up. If the hidden economy is indeed a safety valve from
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regulation, one would have expected it to grow during this period. Yet
none of the measures indicate that it did so.

These comments are obviously not intended to “prove’ anything con-
clusively. Lagged effects may be distorting the relationship between the
“real” hidden economy and our measures of it. We are still at an early
stage in attempting to measure the unobserved sector and in due course
may establish measures that indicate that the standard theory (that
the size of the hidden economy is positively related to high taxes, low
“official” growth, high unemployment, and inflation) is correct.

The fact that the data are, as discussed here, more compatible with
the hypothesis that the hidden economy grows during periods when the
formal economy is tight should, however, suggest caution in presenting
the standard theory, which focuses on the supply conditions that might
act as incentives to hidden economic activity. Viewed from the demand
side, a positive relationship between the formal and the hidden eco-
nomies is less surprising. When the formal economy is doing well, people
have more disposable income with which to pay others to do some of
the classic hidden economy activities, such as home improvements and
extensions. They may also have less time for household activities such as
do-it-yourself work and, thus, be more likely to employ someone to do
it for them. Demand side explanations such as these require further
attention if the causes of changing levels of hidden economic activity are
to be properly understood.

Conclusions

The research of the past two years does little to disprove the old equa-
tion that number of opinions equals number of economists plus 1. The
size of the hidden economy has been variously estimated as between 2.5
and 15%: I remain content with a 5% guess. Two points of agreement
appear to emerge with respect to trends in the size of the hidden eco-
nomy: that it grew during the early 1970’s and that it was static during
the later 1970’s. These trends appear, however, to conflict with a num-
ber of the most commonly advanced hypotheses concerning the causes
of growth in the unobserved economy. Skepticism is therefore still
justified about the origins of the “footprints in the sands’ of the formal
economy.
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CHAPTER 8

The underground economy in the Federal
Republic of Germany: a preliminary
assessment

ENNO LANGFELDT

In recent years, increased interest has been expressed in the under-
ground economy of the Federal Republic of Germany. This unobserved
sector of economic activity has been featured in numerous newspaper
articles and has become a concern to institutions engaged in economic
policy. In its 1977 annual report, the Deutsche Bundesbank stated
(p- 23) that ‘“‘cash payment is unequestionably gaining ground in some
fields, notably in the ‘grey areas’ of business activity where services are
rendered without taxes and contributions to the social security system
and are settled in cash.” Similarly, the German Council of Economic
Adpvisers (Sachverstanndigenrat) (1980, paragraph 296; 1981, paragraph
373) stated that the growth of the ““Schattenwirtschaft’’ indicates resis-
tance against increasing tax burdens and excessive regulations.

To shed some more light on this neglected part of the German eco-
nomy, this chapter attempts to estimate the size and the growth of the
unobserved sector in Germany. After defining the phenomenon under
study, we review the existing evidence on the German unobserved
sector and present some new empirical evidence based on different
methodologies that have been applied in other countries, especially in
the United States.

Definitions

As a first step, one must make an effort to clarify the confusion in
the literature resulting from different definitions. Terms like ‘‘subter-
ranean” or “‘underground” may be misleading because they create the
impression of illegal and immoral activities. Most authors (Feige, 1980;
Frey, 1981; Tanzi, 1980) define the unobserved sector as a complement
of the observed sector. It includes therefore all those economic activities
that are not measured by the current official measurement system. The
rather general definition naturally leaves room for different concepts. It
seems therefore necessary to agree on some conventions, especially with
respect to the measurement of the unobserved economy. They concern
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the use of a turnover or a value-added concept, the inclusion or exclu-
sion of economic activities that are beyond the traditional national ac-
counts framework, and the taxonomic classification of different aspects
of unobserved activity.

Although it is sometimes more difficult to estimate the value added
than the total transactions volume, it is useful to define unobserved
activity in terms of the net use of resources or incomes generated. This
concept is equivalent to the national accounts convention and the way in
which economic policy targets are formulated. Questions concerning the
evasion of sales taxes will however require a gross concept.

In the traditional national accounts framework, with the main excep-
tion of owner-occupied and rent-free accommodation, all private trans-
actions involving goods and services that are not exchanged for money
are excluded. This omission is due to valuation problems. There is wide-
spread agreement among economists that the concept of production
underlying the national accounts is too restrictive.' Limiting the concept
of unobserved economic activity to one consistent with the national
accounts framework neglects a very important and increasing sector of
unobserved activity, the household economy. In spite of all existing
valuation problems, this sector should be part of the analysis of the
unobserved sector since otherwise an important possibility of substitu-
tion is neglected.

Most of the estimation methods employed to measure unobserved
economic activity have relied on a single characteristic of the activity.
The monetary approaches concentrate on the estimation of the mone-
tary unobserved activities by subtracting observed monetary transac-
tions from total monetary transactions. Other methods focus exclusively
on the estimation of the undeclared income or the calculation of
irregular employment. It is therefore not surprising that the estimates
differ considerably since they concentrate on different aspects of the
unobserved economy.

Review of the existing evidence on unobserved activities in
Germany

The existing evidence on the German unobserved sector consists of the
following:

1 Anecdotal evidence indicating in how many different forms the
unobserved sector has developed in Germany.

! See 1. A. Eisner (1978), Juster (1966), Kendrick (1979), and Nordhaus and Tobin
(1972)
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2 Estimates by the Craftsmen Association that the turnover of illicit
work in the handicraft sector amounted to some DM 30 billion in
1978. This was roughly 10% of the total turnover in the handicraft
sector. Hamer (1978) suspects that clandestine work in this branch is
more likely to be of the order of 20%.

3 The observation that the amount of fines for illicit work has markedly
increased from DM 1.4 million in 1976 to DM 3.7 million in 1980.

4 The conjecture that the vigorous increase of currency holdings in
the late 1970’s — as compared to gross national product (GNP) — can
be partly attributed to the existence of the unobserved economy
(Bundesbank, 1977, p. 23).

5 Estimates by the Ministry of Labor and the construction industry that
illegal temporary employment in the construction sector includes
some 200,000 persons.

6 Measures of the discrepancy between income reported to the tax
authorities and income recorded in the national accounts.

The estimate by the Craftsmen Association is in gross terms.
However, the interpretation of the figures creates problems since the
price per unit of output in the unobserved sector is only 30% of the
official price in the handicraft sector. It would therefore be necessary to
establish whether the turnover estimates of illicit work are valued at
official or actual prices.

According to Hamer (1979, p. 114), it would be appropriate to as-
sume actual prices. This implies that since non-labor input is negligible,
the unobserved value added in the handicraft sector is about 3% of
GNP. Comparing this figure to the amount of fines for illicit work, it
appears that only a small part of clandestine work is actually penalized.
The increase in fines may be the result of both more intensive prosecu-
tion and a growing amount of illicit work.

Evidence concerning the increase in currency holdings in the late
1970’s can largely be explained in terms of the low opportunity costs of
holding currency (Langfeldt and Lehment, 1980). The average deno-
mination value of notes in Germany has grown roughly in proportion to
the price index. The proportion of large-denomination notes is rela-
tively high as compared to the United States. However, the Netherlands
and Switzerland exhibit a significantly higher proportion of large-
denomination notes.?

The estimates of illegal employment in the construction sector are on
the order of 20% of total official employment in this sector. However,

2 The composition of bank note series in these countries in 1975 is shown by Fase and
Nieuwkerk (1977, p. 84).
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these figures are rather dubious as indicators of unobserved activity as it
is not known whether these illegal workers were employed during the
whole year. The value added created by illegal employment is recorded
on the expenditure side of the national accounts; only their incomes are
not reported to the tax and social security administration. Thus, the
available evidence does not give a comprehensive estimate of the size
and development of the German unobserved sector. Before presenting
our own preliminary estimates of the unobserved sector, we show the
results of the calculated discrepancy between income reported to the
tax authorities and income in the national accounts because they might
provide information about the development of tax evasion in Germany.

The discrepancy approach

This approach examines the discrepancy between the income reported
to the tax authorities — adjusted for differences in the concepts of
taxable income and national accounts income — and the independently
estimated income from the national accounts statistics. A reconciliation
of the two concepts in West Germany has been calculated by Petersen
(1981) for the years 1961, 1965, 1968, 1971, and 1974 and is shown in
Table 8.1. The results show that the discrepancy measure, which is the
complement of total income reported to the fiscal authorities in relation
to national income, shows a declining trend. The illegal underreporting
of income decreased from 16.7% in 1961 to 4.8% in 1974. Looking at
the separate results for the income of employees and other income, it

Table 8.1. Discrepancy between income reported to tax authorities (adjusted for conceptual
differences) and the national income (billions of DM)

1961 1965 1968 1971 1974

Adjusted income of 148.8 216.7 249.6 393.4 549.1
employees reported to (91.9) 92.1) (91.8) (96.4) 97.9)
fiscal authorities

Adjusted other income 68.4 89.8 117.2 159.1 186.6
reported to fiscal (70.3) (72.8) (79.2) (87.0) (88.1)
authorities

Adjusted total income 217.2 306.5 366.8 552.5 735.7
reported to fiscal (83.3) (85.5) 87.4) (93.5) (95.2)
authorities

Note: Numbers in parentheses are percentage of national income.
Source: Petersen (1981, p. 30).
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appears that taxation of employees covered by the pay-as-you-earn
system leaves less room for underreporting than other incomes covered
by the assessment procedure. This discrepancy of some 5% of national
income in 1974 comes rather close to the results calculated for the
United States (see Feige, 1980, p. 18).

This estimate should however be viewed with caution. The declining
trend in non-compliance may be the result of changes in the measure-
ment procedures for collecting both tax statistics and national income
statistics. By definition, the discrepancy method measures only those
incomes that are included in the national accounts but are not reported
to the tax authorities. The discrepancy method does not provide a mea-
sure of the size of the unobserved sector; it can only give a hint as to
the efficiency of the fiscal administration.

Some more comprehensive estimates of the monetary
unobserved activity in Germany

To arrive at more comprehensive estimates of the size and growth of the
German monetary unobserved sector, three different methods discussed
in the international literature were applied to the German case:

1 simple currency—demand deposit ratio (Gutmann, 1977),

2 estimation of tax-induced currency holdings from a demand-for-
money function (Tanzi, 1980), and

3 transactions method (Feige, 1979).

These methods, based on monetary information, only yield estimates
of the monetary unobserved sector. They do not take account of barter
activities. The results of the investigations by Kendrick (1979) and
Eisner (1978) for the United States suggest that the non-monetary un-
observed sector may be large and shows a dramatic growth relative to
the official economy. Comparable estimates of the non-monetary un-
observed sector in Germany are not available. We therefore concen-
trate exclusively on the monetary unobserved sector.

In addition to the methods based on monetary statistics, we also
explore an estimation method based on labor market data that attempts
to measure the labor force potential available for monetary as well as
non-monetary unobserved activities.

The currency-ratio method

The currency—demand deposit ratio method when applied to the U.S.
economy suggested an unobserved monetary economy of approximately
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Figure 8.1. Development of currency relative to demand deposits, M1, and M2, 1950-80.
(Source: Monthly report of the Deutsche Bundesbank, various issues, own calculations.)

10% of GNP. Moreover, the method suggested rapid growth of the
monetary unobserved sector as the result of a rising ratio of currency to
demand deposits (Gutmann, 1977).

Figure 8.1 shows that in Germany the ratio of currency to demand
deposits actually declined sharply from 1951 to 1980. The ratios of
currency to M1 and M2 show the same development. A change in the
trend can only be observed during the last few years. There is, however,
much evidence that the irregular sector has grown relative to the official
economy during the last thirty years. Therefore, it seems necessary to
have a closer look at Gutmann’s assumptions, especially with respect to
their validity in the German case.

The assumption that currency is the exclusive medium of exchange in
the unobserved sector is too rigid. Because the risk of detection is rather
low, it seems reasonable that irregular purchases are paid for by check
as well. Surveys from Norway (Isachsen, Klovland, and Strom, 1981)
and estimates of the Internal Revenue Service (Feige, 1980, p. 21)
indicate that between one-fifth and one-third of unobserved transactions
were paid by check rather than by currency. Gutmann’s assumption of
an equal income velocity of money in the unobserved and observed
economies has also been questioned. Whereas Cagan (1958, p. 13)
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argues that the unreported income produces an abnormal demand for
currency to hoard. Feige (1979, p. 7) suspects that the irregular sector —
due to the importance of services — is more integrated than the official
sector and therefore is likely to have a higher income velocity.

The most severe shortcoming of Gutmann’s approach, however, is his
assumption that the currency—demand deposit ratio is solely affected
by the unobserved activity. Since Cagan’s fundamental study on the
demand for currency relative to total money supply in 1958, there is
widespread agreement that besides irregular activities many other vari-
ables affect the currency ratio. In Germany, the development of a more
sophisticated financial system has contributed to the decreasing cur-
rency ratio. Due to all these shortcomings the currency-ratio method
has not been applied to calculate the monetary unobserved economy in
Germany.

The estimation of tax-induced currency holding from a
demand-for-money function

Tanzi (1980) used a modified version of Cagan’s original model deriving
the demand for currency as an explicit function of several exogenous
variables including the level of taxes. He therefore avoided the critique
that the ratio of currency to demand deposits is solely influenced by
changes in taxes. After having specified a statistically significant relation-
ship, Tanzi simulated the amount of currency attributable to the in-
crease in taxes, which is taken as a proxy for tax evasion. Multiplying
these extra-currency holdings by the normal income velocity of money,
he obtained two different estimates of the monetary unobserved eco-
nomy. The first is based on a base period where taxation was rather low,
and the second is based on zero taxation.

There is no clear-cut answer as to which dependent variable will show
the tax evasion motive properly. Tanzi used the ratio of currency to the
money supply M2 to prevent shifts between demand and time deposits
from influencing the results.®> The currency—demand deposit ratio is
often favored for long-term analysis, for it allows the elimination of the
rate of interest from the list of explanatory variables. However, because
currency and demand deposits show different elasticities of substitution
with respect to other financial assets, we did not follow this suggestion.
Klovland (1980, p. 23) estimated tax evasion directly from a demand-

3 For the United States Garcia (1978) has argued that demand deposits have been strongly
influenced by new financial techniques such as repurchase agreements, automatic trans-
fer systems, or NOW accounts.
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for-currency function because of the significantly positive relationship
between demand deposits and tax rates.

In the German case we tried all three different dependent variables to
determine the tax-induced currency holdings. Whereas Tanzi (1980)
used three different tax rates — the ratio of personal income taxes to
personal income net of transfers, the top-bracket statutory tax rate, and
the weighted-average tax rate on interest income — we only used the
ratio of total taxes to GNP.* It should be noted that although the
average marginal tax rate would be a better indicator for tax evasion,
such a time series is not available for Germany. The other exogenous
variables incorporated in the analysis are an income variable, an op-
portunity cost variable, and the ratio of the cost-of-living index to the
general price index as measured by the GNP deflator.” Let

C = currency held by public, excluding vault cash
D = demand deposits

M2 = money supply M2, currency plus demand deposits plus time

deposits

Y = real GNP

Y.ap = real national income per capita
r = three-month money-market rate

P1/P = ratio of cost-of-living index to implicit GNP deflator
T = total taxes, including social contributions, in relation to GNP
P = implicit GNP deflator

Assuming the adjustment of the actual variables to the long-term
desired variables follows the conventional stock adjustment process,
the following models were subjected to empirical tests:

In(X), = flnag + afInY, + a,fr, + a;B(P1/P),
+ afT + (1 - B)In(X),—1 +

where X alternatively is expressed as C/D [equations (1) and (2)], C/M2
[equations (3) and (4)], and C/P [equations (5) and (6)]. The income
variable is alternatively measured by real GNP or real national income
per capita. Additionally, all variables were expressed in natural log-
arithm form, thus assuming a constant elasticity instead of a constant
semi-elasticity of the coefficients a,, as, a,. It is to be expected that the

4 Total taxes include all taxes and contributions accruing to the public sector and the
social security system. The extension of taxes by social security payment is due to the
compulsory character of these payments in Germany, which are therefore giving
additional incentives for non-reporting of incomes.

5 According to Neldner (1977), this price ratio has a significantly positive influence on
currency~-deposit ratios in Germany.
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P,/P and T variables show positive signs, whereas the signs of the other
coefficients depend on the relative size of the elasticities with respect to
currency, demand deposits, and M2.

The regressions with the best fit for the preceding equation are shown
in Table 8.2. Since it is the intent of the analysis to determine the size of
tax-induced currency holdings, we concentrate on the sign and the signi-
ficance of the T-variable. Given the significantly negative T-coefficient
of the C/M2 equations, it may be the case that demand and time
deposits have been created in connection with irregular activities. On
the other hand, the low income elasticity might indicate that the 7-
variable has picked up some effects of trend growth. The C/D and the
C/P equations show the correct sign for they indicate that an increase in
tax rates brings about a greater relative use of currency. According to
equation (5), at the end of the adjustment process the demand for real
currency has increased by 4.9% if tax rates rise by one percentage point.
Although it is evident that the explanation of C/D, C/M2, and C/P in
Germany requires further empirical work, we shall use these equations
to estimate the tax-induced monetary unobserved activity. Equations
(D), (@), (5), and (6) were used to simulate the increase in currency
holdings attributable to the rise in the tax burden. Using the real cur-
rency demand function yielded slightly higher estimates than using the
currency—demand deposit ratios. Because these estimates would be
biased downward if demand deposits are held for tax evasion purposes,
only the results calculated with equation (5) are shown in Table 8.3.

We followed the approach of Tanzi (1980) and calculated two dif-
ferent measures. First, we estimated the unobserved activity induced
by the increase in taxes between 1950 and the terminal period. Second,
we estimated the total unobserved activity associated with the year-end
level of taxation. The simulated extra-currency holdings were multiplied
by the income velocity in the observed sector.® The results in Table 8.3
indicate that in 1980 DM 54 billion, or 3.7% of GNP, can be attributed
to the increase in the tax burden since 1950.7 The existence of taxes has
generated unobserved income of some DM 187 billion in 1980. Given
the differences in the specification, especially the different formulations

¢ In Germany empirical analysis has shown that changes in money supply M1 show the
closest connection with changes in observed economic activity. We therefore took the
money supply M1 adjusted for the extra-currency holdings to calculate the income
velocity of money.

7 Klovland (1980) simulated currency holdings in the unobserved sector on the basis of
long-term desired values. However, it seems to be inconsistent to link desired currency
holdings with the actual income velocity of money. Because of the extraordinary low
speed of adjustment [0.14 in equation (5)], a simulation on the basis of the desired extra-
currency holdings would lead to a significantly higher monetary unobserved sector.
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Table 8.2. Determinants of C/D, C/M2, and C/P in Germany (1952-80)

Coefficient estimates Lagged
Equation Dependent endogenous Durbin
number variable Constant Iny r Inr T InT P/P InP,/P variable R?> SEE @  H-statistic
1) In(C/D) 5.64 —0.488 0.011 — 0.0057 — — — 0.317 0.9904 0.021 0.67 —
(3.20)>  (3.29) (5.27)* — (1.03) — — — (1.51) — — (4.84)° —
2) In(C/D) 445 —0.485 — 0.081 — 0.296 — — 0.378 0.9901 0.021 0.69 —
(2.56) (3.44)% — (5.96) — (1.54) — — (1.94)° — —  (5.04) —
3) In(C/M2) 292  -0.096 -0.0040 — -0.017 —  —0.0008 — 0.498 0.9772 0.030 0.75 —
(1.84) (0.56) (1.27) — (2.16)° — (0.08) — (3.04) — — (6.15)° —
4) In(C/M2) 0.960 0.0008 — -0.0020 — -0.771 — 0.870  0.465 0.9787 0.029 0.77 —
(0.34)  (0.00) — (0.09) — (2.68)° — (1.53) (3.16)° — — (6.39)° —
5) In(C/P) 029 -0.014 -0.0054 — 0.0099 — 0.0045 — 0.861 0.9960 0.017 — 1.22
(2.28)7 (0.22) (3.03)* — (3.62)° — (0.97) —  (12.89) —_ — — —
(6) In(C/P) —-2.80 0.102 — —-0.033 — +0.340 —_ 0.408  0.790 0.9956 0.018 — 1.45
(1.42) (0.82) — (2.81)° — 3.11r  — (1.12)  (8.62)° — — — —

¢ Significant at 10% level.

b Significant at 5% level.

Note: Results are from ordinary least squares regression. Equations (1)-(4) have been adjusted for first-order serial autocorrelation by Cochrane—
Orcutt method. Numbers in parentheses are f-values.
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Table 8.3. Estimates of the monetary unobserved activity by tax-induced currency holdings
calculated with equation (5) (billions of DM)

Unobserved
Income economic activity

Illegal Legal velocity of

money money M1 legal money DM Percentage
Year (1) ?2) 3) 4 of GNP
With lowest taxes
1976 5.86 170.82 6.58 38.55 34
1978 7.32 208.93 6.17 45.16 35
1980 8.38 229.64 6.50 54.47 3.7
With zero taxes
1976 19.07 157.61 7.14 136.16 12.1
1978 22.77 193.48 6.67 151.88 11.8
1980 26.57 211.45 7.05 187.32 12.6

Note: Column 4 = column 1 X column 3.

of the tax variable, the similarity between the results for the United
States calculated by Tanzi (1980, p. 450) and those for Germany is
astonishing.

Even if the demand for currency with respect to increases in tax rates
could be properly identified, there still remain some crucial assumptions
underlying the simple currency-ratio method. Currency is still assumed
to be the exclusive medium of exchange in the hidden sector, and the
income velocity of money is assumed to be the same as that in the
observed sector. These arguments have already been discussed. We there-
fore consider the additional assumptions underlying Tanzi’s method.

In the theory of tax evasion it is widely accepted that in addition to the
monetary rewards in terms of non-paid taxes, many other factors such as
(a) the attitude toward government, (b) basic religious and cultural
development, (c) the severity of penalties, and (d) the ease of evading
taxes determine tax evasion. These factors are not measurable; how-
ever, their omission leaves out important factors influencing tax eva-
sion. Besides the fact that tax rates might be a too simple proxy for
tax evasion, other factors affect the development of the unobserved
economy, such as the various regulations introduced by government.
For these reasons, the estimates of tax-induced irregular activities tend
to underestimate the size of the total monetary unobserved income.
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The transactions method

Feige (1979) suggested an alternative macroeconomic approach of
measuring the monetary unobserved activity. Whereas Gutmann and
Tanzi especially relied on changes in the stock of currency, Feige
believes that information on the development of the total volume of
transactions supported by currency and demand deposits will lead to
more accurate estimates of the size and growth of the irregular
economy.

According to the quantity theory of money, total transactions reveal
a relatively constant relation to total income. Since estimates of the
transactions volume from the payment side are generally available and
are not biased by the development of the underground economy, they
can be used to estimate total income, comprising observed as well as
unobserved income. Thus, if a proportional relationship between trans-
actions and income exists, a significant increase in the volume of trans-
actions relative to observed income (GNP) indicates a stronger growth
of the monetary unobserved sector.

Total transactions incorporate not only purchases of newly produced
goods and services but also purchases of intermediate goods and ser-
vices, existing assets, and purely financial transactions. Given the
increasing stock of capital and wealth and the structural changes in the
German economys, it is necessary to carefully analyze whether changes
in the monetary transactions volume are caused by factors other than
those that can be attributed to unobserved activities.

In order to apply Feige’s methodology in the German context, an
estimate of the total value of transactions supported by currency and
demand deposits is necessary. Assuming that there was no irregular
activity in the chosen base year, we arrive at estimates of the total
economic activity for the succeeding years by dividing the total value of
transactions by the base-year ratio of transactions to income. Subtract-
ing observed activity leaves as a residual the estimate of the unobserved
income.

For Germany a consistent set of data is only available for the period
1950-80. Due to the division of the country, earlier figures are not
comparable. It is rather difficult to determine a base year in which the
unobserved activity can be assumed to be negligible. In the early 1950’s,
highly progressive tax rates,® many regulations, and the excess supply

& In its annual report for 1950 the central bank states (p. 23) that in the first two years after
the currency reform of 1948 currency hoarding in connection with tax evasion has taken
place.
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Table 8.4. Average lifetime of notes by denomination, 194881

Denomination
1000 500 100 50 20 10 5 All notes
Lifetime, years 6.1 4.7 3.1 1.7 1.3 1.3 2.5 1.8

Source: Deutsche Bundesbank, internal reports.

of labor were factors that typically encouraged unobserved activities.
It seems therefore more reasonable to take the mid-1950’s as a base
period. However, it should be kept in mind that even during this period
some unobserved activities were no doubt present in the German
economy.

In order to estimate the total value of monetary transactions, it is
necessary to determine the turnover of demand deposit and currency.
Demand deposit turnover can be estimated from data on debits to
accounts of non-banks arising from transfers, direct debits, and check
clearings, and these statistics are collected by the Deutsche Bundes-
bank.® Comparable figures for the turnover of currency, however, are
not directly available. Since only figures on the stock of currency are
published, Feige (1979) suggested a method for estimating the yearly
turnover of currency by using information on the rate of destruction of
soiled and unfit currency. In order to implement this method, we as-
sumed that the average note outstanding could sustain 125 income-
producing transactions before being withdrawn as unfit for further
circulation.'® According to the Deutsche Bundesbank, the average life-
time of notes over the period 1948—81 was 1.8 years. The lifetime of
notes increases substantially with the denomination value due to a lower
velocity and a more careful handling (Table 8.4).

As compared to other countries, the lifetime of German notes ap-
pears to be rather short. We therefore investigated the destruction of
worn-out notes more closely. Dividing the average annual stock of cur-
rency by the yearly redemptions yields a measure of the lifetime of notes
over time. The ratio shows strong fluctuations before 1968 and a rather
stable movement afterward. The strong changes in redemptions are
mostly the result of institutional effects on the note issue. After the

° Deutsche Bundesbank, monthly report, III, Table 23.

10 This figure was estimated by Laurent (1970) for the United States during the 1890- 1965
period. Feige (1980) reported that an engineering study of the wearing characteristics
of new currency issues revealed total lifetime transactions on the order of 200-60.
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currency reform in 1948 notes of the Deutsche Reichsbank were re-
placed by notes of the Bank Deutscher Lander. After the constitution of
the Deutsche Bundesbank in 1957, the circulating notes were again
substituted step by step. This means that the lifetime of notes as
calculated by the Deutsche Bundesbank is likely to be biased downward
by the substitution of notes. It is therefore more plausible to assume
an average lifetime of notes of approximately three years. Due to the
uncertainty about the impacts of note issue, changes in the quality
standard of notes, and the central bank’s behavior on the destruction
of soiled notes, we assumed a constant lifetime of notes for the whole
period. To take account of the uncertainty with respect to number of
total transactions per note and the average lifetime of notes, we experi-
mented with four different values (35, 43, 57, and 62) for the velocity of
currency. Before carrying out the final calculations, it was necessary to
investigate whether intermediate transactions, purely financial transac-
tions, or transfers of existing assets behaved differently than transac-
tions with respect to final goods production. In this case the transactions
value has to be corrected to arrive at an estimate of the unobserved
monetary activity.

The examination of the time path of intermediate goods transactions
yielded no clear-cut answer as to whether the total monetary transac-
tions value had been influenced by changes in the degree of intra-
industry trade. Comparable official input—output tables for Germany
exist only since 1965. The volume of intermediate transactions as a
fraction of total final transactions increased slightly from 0.90 in 1965 to
0.94 in 1975. However, it is doubtful whether this indicates that the
degree of integration has declined, for the input—output tables classify
industries according to the type of production rather than their market
involvement.

It is to be expected that with an increasing stock of real assets, trans-
fers of existing assets will increase more strongly than sales of newly
produced goods and services. In order to model the ratio of existing
asset transfers to sales of new assets, we examined the ratio of auto-
mobile title transfers to new car registrations. The time path of this ratio
is displayed in Figure 8.2.!' Between 1956 and 1980 the volume of title
transfers increased two times faster than new registrations. It is likely
that the relation between transfers of existing and newly produced goods
followed a similar trend for other assets. We therefore assumed that the
volume of the transfers of existing assets matches the volume of private
consumption and investment multiplied by the ratio shown in Figure

' Property transcriptions are only available from 1956 onward.
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Figure 8.2. Ratio of numbers of property transcriptions of cars to new car registrations,
1956-80. (Source: Statistical Office, Statistical yearbook, current issues.)

8.2. This measure is admittedly arbitrary; however, no more precise
information was available.

In order to arrive at an estimate of transactions net of financial trans-
actions, it is necessary to subtract out those debits arising from various
types of other financial transactions. However, the requisite debit
figures are not available. Stock data are available for many monetary
assets, but the desired flow data are not recorded. In spite of these
problems, we tried to estimate purely financial transactions within the
debit figures by adding up the following items:

market value of all stock and bond sales,

amounts paid into savings accounts and into accounts of building and
loan associations,

interest paid on loans and yearly changes in stocks of loans of non-banks
as a proxy for repayments, and

average yearly stock of short-term time deposits (up to one year ma-
turity) as a proxy for debits arising from shifts to time deposits.

The resulting estimates of financial transactions per unit of GNP are
shown in Figure 8.3. It is evident that especially in the late 1960’s the
financial system expanded rapidly, thus contributing to the increase in
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Figure 8.3. Financial transactions per unit of GNP, 1950-80. (Source: Monthly report of
the Deutsche Bundesbank, various issues, own calculations.)

monetary transactions. It is likely that the financial flows are underesti-
mated; therefore, the estimate of the financial transactions seems to be
conservative.

After correcting monetary transactions for transfers of existing assets
and purely financial transactions, the unobserved activity was calculated
as follows. The year 1956 was chosen as benchmark period. For the
following years the corrected transactions volume was divided by the
base-year ratio, and then official GNP was subtracted. The remaining
amount yields a measure of the income generated in the monetary
unobserved sector.

Taking 1956 as the base period and assuming that currency turns over
an average of 62 times per year, the transactions approach leads to the
conclusion that in 1980 the monetary unobserved sector in Germany
amounted to some DM 400 billion, or 27% of GNP.!? This is a shock-
ingly high result but is very well in line with the estimates obtained by
Feige (1979) for the United States. Figure 8.4 presents the estimates of
the monetary unobserved economy as a percentage of official GNP
along with the average tax rate. It shows that especially in the 1970’s the
unobserved sector has grown more rapidly than the regular economy.

12 Contrary to expectations, assuming less than 62 annual transactions per unit of
currency leads to slightly higher estimates of the monetary unobserved sector.
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Figure 8.4. Ratio of monetary unobserved income to GNP in Germany estimated with
transactions approach, 1956—80. (Source: Statistical Office, Statistical yearbook, own
calculations.)

Since assumptions are necessary to arrive at the obtained estimates of
the monetary unobserved sector, they must be viewed as presumptive.
There still exist different possible sources of under- and overestimation.
It is doubtful that in the chosen base year 1956, all economic activity was
confined to the official sector. By assuming no unobserved income in
the base period, we have therefore underestimated the magnitude and
growth of the monetary unobserved sector. A higher estimate of the
irregular economy would also result if because of greater integration,
the income velocity in the unobserved sector was higher than in the
observed sector. On the other hand, in the German case it is evident
that total monetary transactions have been strongly enlarged by finan-
cial transfers as well as by transfers of existing assets. The estimates for
these factors can be on the low side since the flows are conservatively
estimated, thus leading to an overestimation of the monetary unob-
served sector.
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The labor market approach

To get an impression of the development of the unobserved sector, it
can be useful to have a closer look at official labor market statistics.
Anecdotal evidence reveals that unobserved activity in Germany is rather
labor intensive. An increasing irregular sector should therefore coincide
with a relative decrease in officially recorded employment.'® This can
manifest itself in lower participation rates, higher unemployment, a
shorter work week, an increasing number of holidays, or a more ex-
tensive absenteeism from work. Figure 8.5 shows the development of
the participation rate, weekly hours worked, and unemployment rate in
Germany. The evidence seems to confirm the hypothesis that the mid-
1950’s can be taken as an appropriate benchmark period for an estima-
tion of the irregular activity in Germany. The participation rate reached
its maximum in 1957 at a level of 48.7%, whereas weekly hours of pro-
duction peaked with 48.72 hours in 1955, and unemployment was de-
clining rapidly. This period can be interpreted as the golden age of the
official economy. The introduction of a market system in 1949 and the
existence of a motivated, mobile, and skilled labor force led to large
productivity increases. At the same time the economy was deregulated,
and the marginal burden of taxes and social security contributions de-
clined. It is likely that during this period resources were shifted to the
official, monetized, market sector.

During the 1960’s this development reversed only slightly. However,
the decrease in the participation rate can be explained more by demo-
graphic developments (relative increase of children and aged people)
than by a change in the labor market behavior. The special participation
rates in the age group from 25 to 60 remained high (male workers) or
even increased (female workers). Only the development of the weekly
hours of production may indicate a reduced attractiveness of the official
sector. However, the vigorous inflow of foreign workers still offered a
chance for promotion of skilled workers in the official sector, as is
indicated by a positive wage drift.

The 1970’s can be roughly characterized as a period with a growing
public sector acquiring resources for the provision of public goods as
well as for redistribution. This development can be mainly attributed to
the announcement of the public “employment guarantee.” The govern-
ment tried to solve the rising unemployment problems by granting sub-
sidies for further education as well as for earlier retirement. These

13 Employment figures in Germany are calculated not on a survey basis but by a census
covering all enterprises.
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Figure 8.5. Development of participation rate, hours worked per week, and unemploy-

ment rate in West Germany, 1950-80: (1) labor force participation (including foreign

workers, age group 15-65 years): (2) average paid weekly hours of work of blue-collar
workers in industry.

measures could only be financed by additional taxes and social security
contributions. Increasing regulations were necessary to prevent a misuse
of subsidies. Thus, the incentives to work in the unobserved sector
increased strongly. Do-it-yourself activities as well as working in the
monetary unobserved sector are likely to have expanded rapidly during
this decade.

The actual demand of German trade unions for a shortening of life-
time work as well as for a shorter work week seem to indicate that a
considerable potential for do-it-yourself work and for illicit work still
exists. The fact that the dramatic rise in unemployment up to now is not
accompanied by social disturbances but by relative acquiescence (Shank-
land, 1980) may be attributed to the provision of generous unemploy-
ment benefits while there are opportunities to obtain an additional
tax-free income in the irregular sector. The strong increase in transfer
payments in general is likely to lead to the practice that people claim
transfer payments and work off the books at the same time because
otherwise they would often loose their claims.

Adding up the working hours resulting from a decline of the partici-
pation rate and the average weekly hours of production below their top
level and the total volume of unemployment yields a measure for the
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Figure 8.6. Development of labor market potential available for unobserved sector
relative to hours worked in official sector and average tax rate in Germany, 1950-80.
(Source: Statistical Office, Statistical yearbook, own calculations.)

potential labor force available for total unobserved activities. However,
it should be kept in mind that this reflects a notional supply curve of
labor for irregular activities. It can be expected that higher incomes
coincide with an increasing demand for ““leisure.”'* Figure 8.6 shows the
development of the potential labor supply for unobserved activities as a
fraction of hours worked in the official sector. The rate significantly
decreased in the early 1950’s. After reaching a bottom in the mid-1950’s
it continually increased until 1980. The peaks in 1967 and 1975 reflect
the strong increase in unemployment during a recession. In general, the
declining participation rate and the shortening of the work week con-
tributed to the growing labor potential not used in the official economy.

It is likely that the relative decline in official hours worked to a large
degree can be taken as an indicator for the relative growth of the un-
observed sector. However, the estimates cannot directly be compared to
those obtained from the money demand approach and the transactions
method since they incorporate monetary as well as non-monetary un-
observed activities. Additionally, they can give only information on

™ There has been a long debate on the labor-leisure relationship in economic literature.
However, a widely accepted definition of “leisure” is not yet available.
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the relative growth of the unobserved sector. To arrive at an estimate of
the size of the unobserved sector, it would be necessary to make an
assumption about the productivity in this sector. In spite of these short-
comings, further research based on labor market statistics should be
carried out, especially incorporating the effects of increasing holidays
and absenteeism as well as demographic developments.

Conclusions

This chapter attempted to estimate the size of the monetary unobserved
sector in West Germany. The estimates should be regarded as preli-
minary, since crucial assumptions had to be made to arrive at quanti-
tative estimates. The estimate based on the calculation of tax-induced
currency holding suggests a monetary unobserved economy approach-
ing some DM 50 billion in 1980; this comes rather close to the estimates
of the Craftsmen Association. Due to the same rather restrictive as-
sumptions, these estimates should be regarded as being on the low side.
The results obtained with the transactions approach lead to the con-
clusion that in 1980 about DM 400 billion, or 27% of GNP, were not
accounted for by the official statistical measurement system. Due to the
difficulties arising from calculating those parts of total monetary trans-
actions that can be referred to as purely financial transactions, the
transactions approach would seem to yield estimates on the high side.
However, none of these estimates takes account of barter activities. Up
to now, estimates of the non-monetary unobserved sector in Germany
are not available.

To sum up, all results reveal that the unobserved economy in Ger-
many is already a cause for concern: All methods used indicate a
dramatic growth especially during the last decade.
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CHAPTER 9

The underground economy in Sweden

INGEMAR HANSSON

Sweden’s tax rates are among the highest in Europe, especially on
marginal earnings. Accounting for the effect of direct and indirect taxes
as well as income-dependent transfers, the marginal tax rate amounts to
75% for the average income earner.! Dividing the economy into a taxed
and an untaxed sector, this means that the value of the gross marginal
product of labor in the taxed sector must be four times as high as the
value of the (gross and net) marginal product of labor in the untaxed
sector in order to give the same net remuneration for marginal labor
time.

The high marginal taxes thus give a strong incentive for time allocation
to untaxed activities such as home production and leisure. Moreover,
there are strong incentives for tax avoidance that can be accomplished
through payments in the form of fringe benefits and through excessive
borrowing in order to obtain deductible interest expenditures. Finally,
tax evasion carries a high premium due to the high tax rates.

For all these reasons, high marginal tax rates tend to produce a rela-
tively small tax base and distortions in the allocation of resources.
Some, but not all, of these factors tend to give a small observed econ-
omy as measured by national account statistics.

After many years of experience, most economists, politicians, and the
mass media recognize these effects of high marginal taxes; yet their
quantitative importance remains a matter of much debate. The four
largest parties in Sweden, covering 95% of the seats in the parliament,
consider the effects to be sufficiently severe to call for a reduction in the
marginal tax rates. Three of these parties, covering 75% of the seats,
have agreed on a tax reform that decreases the marginal tax rate from
75% to roughly 70% for the average income earner.?

This tax reform dampens the incentives for untaxed activities, but the
wedge between gross and net returns from taxed activities is still very
substantial.

This chapter mainly focuses on the unobserved economy in the form
of tax evasion in Sweden. Tax evasion is defined as the underestimate of

! See Hansson (1980).
2 Proportional taxes would require a tax rate somewhat above 50%.
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reported income that arises due to unreported income or false deduc-
tions in the tax returns for the income tax. Available studies of the
magnitude of tax evasion are surveyed and evaluated, leading to a best
guess for the size and the development of tax evasion over time in
Sweden.

Survey studies

In several studies, the occurrence of tax evasion is examined by direct
questions in surveys. In 1966, the Swedish Institute for Public Opinion
Research (SIFO) asked: ‘““Have you ever tried and managed to avoid to
pay tax for an amount that you should have paid tax for?”” An affirma-
tive answer was given by 12% . For two similar questions tax evasion was
confirmed by 28% in the governmental report SOU (1970, p. 25) by 7%
through ““too low reported income ever” and by 10% through “too high
deductions ever” in SIFO (1979) and by 19% through “too high deduc-
tions ever” in Warneryd and Walerud (1981). The latter study was con-
fined to males, and other studies (SIFO, 1980a, 1981) show higher tax
evasion for men.

In some studies, the time period was restricted to one year, giving
affirmative answers for “received black money for a job or service
during 1980” from 14% in SIFO (1980a) and 12% in Warneryd and
Walerud (1981).

According to these surveys, 10-30% of the population is involved in
this type of tax evasion. The results reveal no clear tendency of increas-
ing or decreasing tax evasion over time. This comparison is, however,
disturbed by differences in the questions between different surveys.

SIFO (1966) also included questions on the amounts for unreported
income. Among the 12% that admitted underreporting, 71% claimed
that the amount did not exceed 500 Kr ($85), 10% checked the interval
500-999 Kr ($85-170), 8% the interval 1,000—3,999 Kr ($170—680),
and 4% above 4,000 Kr. The remaining 7% did not check any interval.
To get a rough picture of the indicated magnitude as percentage of gross
domestic product (GDP), note that the interval midpoints and 8,000 Kr
for the upper interval with a proportional distribution of people who did
not answer gives an underreported income corresponding to 0.5% of
GDP for 1966.

Distribution of unreported income

Several studies also examined the frequency of unreported income for
different subgroups. A higher frequency was found for men (SIFO,
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1980a, 1981), for younger people (SIFO, 1966, 1980), respectively for
middle aged (SIFO, 1979, 1981), for entrepreneurs as compared to wage
earners (SIFO, 1979, 1981), for workers as compared to middle and
upper class (SIFO, 1980), and for high income for a given age group
(SIFO, 1979). Elsewhere (SIFO, 1966) the share was higher in urban
areas, whereas SIFO (1980) gave the same share for urban and rural
areas.

Warneryd and Walerud (1981) found that the frequency for received
black money was significantly higher among higher income groups,
those with greater opportunities for tax evasion, and lower perceptions
that their evasion would be detected. Examining the frequency in dif-
ferent occupational groups, SIFO (1981a) found the highest frequency
among students (35%) followed by construction (26%), housewives
(22%), manufacturing (13%), trade (13%), and finally health and social
care (11%).

Payments of black money

Surveys typically show higher frequency for admitted payments of black
money. In SIFO (1979) and Warneryd and Walerud (1981), 28 and
42%, respectively, admitted having made payments of black money.
Again, the difference is partly explained by the fact that the later study
includes males only.

When the time period was confined to one year, the share decreased
to 19% (SIFO, 1980a). Among people admitting black payments in the
later study, 81% claimed that the amount did not exceed 1,000 Kr
($170), 17% checked the interval 1,000—10,000 Kr ($170—1,700) with a
remaining 2% above 10,000 Kr. Calculated on the interval means and
20,000 Kr, these figures indicate black payments amounting to 0.4% of
GDP for 1979.

The frequency of admitted black payments is highest for entrepre-
neurs and lowest for workers. The share increases with income for a
given age group (SIFO, 1979) and is highest for the upper and upper
middle class (SIFO, 1980a). Finally, the share decreases with age, is
higher for men, and is similar for urban and rural areas (SIFO, 1980a).

Warneryd and Walerud (1981) conclude that payments of black
money increase significantly with house ownership, education, oppor-
tunity for tax evasion, household size, a more lenient attitude to tax
crime and tax evasion, and the frequency of tax planning. Payments of
black money decrease significantly with age, the perceived risk that tax
evasion will be detected, and income (contrary to the result in SIFO,
1980a).
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Attitude to tax crime

In both 1958 and 1978, SIFO conducted comparable surveys in order to
examine changing attitudes toward tax crime. The 1958 survey revealed
that 77% of respondents regarded the underreporting of taxable income
a serious or fairly serious offense. The 1978 survey found that 75% of
the respondents shared this view. Of the 1958 respondents 16% re-
garded under reporting as a non-serious crime, whereas 22% of the 1978
respondents held this view. These results thus indicate a development
toward a slightly more lenient attitude toward tax crimes.

Summary and evaluation of the surveys

To summarize, tax evasion is confined to less than a third of the popula-
tion according to these surveys, whereas the indicated magnitude for tax
evasion does not exceed 1% of GDP. Survey studies are likely to under-
estimate tax evasion for several reasons. Respondents probably tend to
understate their own involvement in the black sector, particularly when
responding to an unknown interviewer. The importance of the nature of
the interview procedure is reflected in the results for Norway reported
in Isachsen and Strom (1981). The share admitting participation in the
black market was 26% in a survey with personal interviews as compared
to 40% in a more anonymous survey where answers were sent by mail.

Moreover, surveys probably involve a systematic error due to a higher
tendency for overall non-response and question-specific non-response
particularly among those most likely to be engaged in unobserved sector
activities. Finally, the questions are often limited to a specific type of tax
evasion such as “received black money for a job or a service.” The
nature of the question may therefore tend to exclude other forms of
underreporting such as the income for sale of goods, tax evasion through
barter, incorrect deductions, and so on. These surveys may possibly
indicate a lower bound for tax evasion. They may, however, involve a
substantial underestimate.

The method may be more reliable for an evalution of the develop-
ment of tax evasion over time, but the results may be disturbed by trend
changes in the tendency to admit tax evasion among evaders.

Discrepancy in national account statistics

Sweden has a long tradition of extensive and fairly carefully admini-
stered statistics on economic activities. Official GDP is calculated
mainly on the basis of expenditure data. Data sources are avoided
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where tax considerations tend to produce underestimates. Income
statistics are, on the other hand, mainly based on income reported for
tax purposes. The national account statistics therefore provide a fairly
promising basis for an estimate of tax evasion applying the discrepancy
method. Hansson (1981) applied this method to estimate tax evasion in
different years as the discrepancy between households’ total expendi-
tures on consumption, savings, taxes, and so on, and total income
estimated from income reported on tax returns.

An examination of different items on the expenditure and income
sides revealed different sources of error for estimated tax evasion.
These sources of error required both upward and downward revisions
depending upon the reporting unit. Upward adjustments were made to
take account of tax evasion for farmers, for interest income and divi-
dends, and for exaggerated deductions from salary and wage income.
Moreover, the low estimate of tax evasion involves a small upward ad-
justment for some type of consumption where there is a likely under-
estimate from “The Family Expenditure Survey 1978,” whereas the
high estimate of tax evasion involves a somewhat larger upward adjust-
ment. The estimated range for tax evasion was widened in both direc-
tions to take account of possible errors in the measurement, especially
for expenditures on housing and house investment, dining outside the
home, compensation for work expenditures, and interest income.

Through these adjustments, the initial discrepancy of 15.0 billion Kr
is changed to the range 16.5-27.3 billion Kr as an estimate of the
amount of tax evasion for 1978. This range corresponds to 4.0—-6.7% of
GDP for 1978. Analogous results for 1970-9 are reported in Figure 9.1.

The low estimate for tax evasion as share of GDP is 3.8% on average,
whereas the high estimate averages 6.4%. The short-run variations
shown in Figure 9.1 are probably mainly due to errors. Except for these
variations, the results show a roughly constant tax evasion as share of
GDP for this period. This unexpected result is further discussed in what
follows.

The preceding estimate covers tax evasion in the household sector
including personal firms but excludes tax evasion in other sectors such as
corporate firms and the public sector. Taxable income in these other
sectors is, however, very small as compared to taxable income in the
household sector.

Moreover, some, but not all, types of barter in the household sector
are excluded from measured consumption and investment, implying
that estimated tax evasion excludes taxable income from such barter.
Finally, the estimate excludes tax evasion due to unreported income
from illegal activities as sale of narcotics, theft, bribes, and so on, since
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Figure 9.1. Underestimated taxable income as share of GDP.

the expenditure side in national account statistics does not include this
type of expenditures.

More generally, the discrepancy method may involve an underesti-
mate of tax evasion due to underreporting of expenditures on goods and
services purchased from the black sector. The Swedish statistics are,
however, partly designed to avoid this problem, and the reported esti-
mate involves additional adjustments to take account of this type of
error. The estimated range, 3.8-6.4% of GDP, may therefore be inter-
preted as a best guess for the size of tax evasion except for the afore-
mentioned additional types of tax evasion.

The degree of uncertainty using this method is substantial since tax
evasion is calculated as the difference between two large sums. Even a
modest error in one of the sums may produce a large error in estimated
tax evasion.

Discrepancy between reported and actual hours of work

Competition from the black economy in Sweden is considered to be
especially severe for construction and maintenance activities. On behalf
of associations of entrepreneurs in these sectors, Myrsten (1980) esti-
mated the amount of black work for these types of activity. The number
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of hours worked in the black sector was calculated as the difference
between estimated total hours of work including some overtime and
reported hours of work in the official sector.

For employed painters, full-time work involved 1,800 hours in 1974.
Allowing for a 5% unemployment rate, a 10% sick leave rate, and a 2%
rate for lost time due to job changes results in an average expected
hours of work of 1,500 hours. Official work hours were reported to be
1,250, suggesting an estimated 250 hours of unrecorded work. In addi-
tion, Myrsten assumed overtime work of 100 hours, giving a total of 350
hours of work per employee.

For self-employed painters, reported income for tax purposes was cal-
culated to correspond to 1,000 hours of work. Under the assumption
that total hours of work was 2,000 hours, this suggests 1,000 hours of
unrecorded work for a typical self-employed painter. These calculations
lead to the conclusion that the number of hours worked in the black
sector amounted to 30% of reported hours. Corresponding calculations
for other subsectors of construction and maintenance gave an estimated
share for hours of work in the black sector of 10% for lumber and
cement, 16% for plumbing, and 25% for electric installations. Taken
together, the hours of work in the black sector amounted to 15%
of reported hours of work for the occupational groups examined by
Myrsten.

Kjell Olsson, at the Associated General Contractors for Home
Builders of Sweden, applied the same method to three major construc-
tion firms, concluding that the number of hours worked in the black
sector was 10% of reported hours. These calculations involve several
sources of error. Information on total hours of work including over-
time is very scarce and the estimated amounts are essentially educated
guesses. The measurement of reported hours of work is also subject to
error, especially for the self-employed. Work in the black sector is con-
ducted not only by registered employees but also by retired persons and
those registered in other sectors. Finally, reported hours of work may be
lower than estimated total hours of work as a result of work in other
sectors and leisure, education, and training activities.

The severity of these deficiencies is somewhat dampened by the fact
that the investigators have a good working knowledge of the institu-
tional arrangements in the sectors studied.

Relation to other results

In order to compare these results with earlier studies, it is necessary to
convert unrecorded working hours to a measure of the share of value
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added in the black sector. Under the assumption that the price per hour
of work in the black sector is 60% of the price per hour in the recorded
sector, the estimated range for hours worked, 10—-15%, corresponds to
the range 6—9% for value added.

Anecdotal information suggests that the share of unrecorded income
in construction and maintenance exceeds the share of such income in the
entire economy. This hypothesis is supported by SIFO (1980a), which
reveals that 26% of the respondents working in the construction sector
acknowledged work in the black sector, whereas the comparable share
for the entire sample was only 14%. The estimate of 6—9% can thus
be interpreted as an upper bound for the total share of unrecorded
income. Applying the SIFO figures yields a share of 3—5% for overall
unrecorded income.

Estimates based on currency—deposit ratio

The business magazine Veckans Affarer applied the simple currency
ratio method to estimate the size of the unobserved monetary economy
in Sweden. The result was that this sector amounted to 10% of GDP
statistics. This estimate has been cited extensively in domestic and inter-
national literature.?

A close examination of this study reveals, however, very serious de-
ficiencies in the estimate. It is highly unlikely that the restrictive as-
sumptions required by this estimation method are valid for Sweden
during the period 1920-75. During this period there has been a secular
shift away from cash wage payments to payments by account transfers,
thus violating the assumption of a fixed currency-to-demand-deposit
ratio. Moreover, cash payments for goods and services have been re-
placed by checks, giro, and credit card payments. More generally, check
payments to and from private individuals were quite rare in the begin-
ning of the period, whereas this form of payment has now become
commonplace. Feige (1979) has also challenged this method on the
grounds that it incorrectly assumes that cash is the sole medium of
exchange in the unobserved sector. This critique is also germane for
Sweden. Finally, the method requires the assumption that the unob-
served sector was negligible for the period 1922-33. Yet the method
implies that the unobserved economy was then as high as 20% of the
observed sector during the five-year periods preceding and following
this base period. Veckans Affarer’s application for Sweden was based on

3 See Delorozoy (1980), Isachsen and Strom (1980, 1981), Kloviand (1980), Magnusson
(1980), and Persson (1979).
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the quotient between currency and total time and demand deposits. No
rationale is offered for the inclusion of time deposits in the denominator
of the ratio; however, it is well known that changes in inflation, interest
rates, and tax rules are likely to influence time deposits versus currency
to an even greater extent than the influence between demand deposits
and currency. Neglecting the other variables that affect the overall ratio
therefore casts serious doubt on the manner in which the method was
applied. Finally, the inclusion of time deposits is conceptually inappro-
priate since time deposits do not serve as a final medium of exchange.

The time series for the currency-to-total-deposits ratio is displayed in
Figure 9.2. The right scale in Figure 9.2 shows the implied estimate for
the unobserved monetary economy as a share of the observed monetary
economy. This method thus gives the implausible result that the share
for the unobserved monetary economy increased from 0% in the 1930’s
to over 100% for 1957-65 and thereafter decreased dramatically
reaching a low point in the mid-1970’s. Moreover, this recalculation
reveals a different result from the one reported in the original paper.*

My conclusion is that the often cited result from Veckans Affarer
should be dismissed from the set of useful results concerning the size of
tax evasion in Sweden.

Other applications of the currency ratio method

The direct application of the simple currency ratio method as employed
by Cagan (1958) and Gutmann (1977) for Sweden yields implausible
results. The share for the unobserved monetary economy is estimated to
increase from 0% for the base year 1939 to above 100% for 1957-61 and
thereafter decreases to 5% in the middle of the 1970’s.

If the method is adjusted to the Swedish method of payment by a
replacement of demand deposits by demand deposits plus deposits on
postal giro, any base year with data available before World War 11
(1926-38) implies a negative unobserved monetary economy for most
years after the war. My conclusion is that the simple currency ratio
method is unlikely to give reliable results for Sweden, probably as a
result of the aforementioned changes in the method of payment during
the relevant time period.

Klovland (1980) applied the method developed by Tanzi (1980), in-
volving an econometric estimate of the relation between different types
of currency ratios and tax rates to calculate the size and the develop-

4 The author of the original paper has not been able to explain how his results were
calculated or why the results differ.
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Figure 9.2. Ratio of currency to total deposits and estimated share for unobserved
monetary sector.

ment of the unobserved monetary economy. The method is applied for
Sweden and Norway. The results are, however, highly sensitive to the
specification of the model and the selected measure for velocity. In
some cases the estimated coefficients for the tax parameters were nega-
tive, implying a negative share of unobserved monetary income for the
economy.

These results thus reveal such large variations that they are unlikely to
provide a reliable base for an estimate of the size of the unobserved
monetary sector.

Revealed underreporting

The tax administration authority, Riksskatteverket, makes occasional
data revisions for different subsectors of the economy. The revisions are
focused on sectors and taxpayers with a high expected degree of under-
reporting. This limits the value of the results as a base for an estimate
of total tax evasion.

Calculated in 1978 prices, these revisions revealed underreported
income per examined case amounting to an average 35,100 Kr ($5,900)
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for mink farmers, 18,000 Kr ($3,100) for firms in advertising and public
relations, 14,300 Kr ($2,400) for architects, 68,300 Kr ($11,600) for
lumber, 21,900 Kr ($3,700) for a selection of various types of taxpayers,
and 29,300 Kr ($5,000) for a selection of taxpayers with complicated tax
returns. The first four revisions covered less than five years, the fifth
revision involved two years, and the last involved one year. If the re-
ported income for the corresponding one- to five-year period amounted
to 100,000-400,000 Kr ($33,900-67,800) on average for the examined
taxpayers, the revealed underreported income amounted to 8—16% of
reported income. The lack of more exact information on the size of
reported income for examined individuals and firms gives a considerable
source of error in these calculations. Additional serious errors arise
through the focus of revisions on sectors and taxpayers with high ex-
pected underreporting and the fact that audits discover only a part of
the unreported income for the examined taxpayers.

Central Bureau of Police

As a final piece of evidence on the size of tax evasion in Sweden, a
committee at the Central Bureau of Police, Rikspolisstyrelsen (1977),
estimated that tax evasion detected by the tax authorities through “‘tax
crimes of more systematic type’” amounted to 500—1,000 million Kr: “If
the probability of detection is set as high as 5-10%, this estimate gives a
minimum value of five billions of Kr per year and a maximum value of
twenty billions of Kr per year.” This estimate corresponds to 1.4-5.4%
of GDP for 1977. However, the estimate does not include minor tax
evasion for wage earners due to the expressed limitation “‘tax crimes of a
more systematic type.” Moreover, the largely unsupported estimate of
the detection probability involves a large source of error.

Estimated range for tax evasion based on these studies

This section makes a best guess for the size of tax evasion based on the
presented available estimates for Sweden.

Compared to other available estimates, the discrepancy estimate
based on national accounts appears to be relatively reliable. The esti-
mated range 3.8-6.4% of GDP may therefore be taken as a starting
point for this summary. This estimate excludes

1 tax evasion through illegal activities such as the sale of narcotics,
2 some tax evasion through barter, and
3 tax evasion outside the household sector.
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These exclusions require an upward adjustment of the estimates of tax
evasion.

Most of the other estimates do, however, suggest a smaller magnitude
for tax evasion. SIFO results in the range 0.4-0.5% of GDP and the
1.4-5.4% estimate from the Central Bureau of Police indicate a lower
range in spite of the more narrow definition of tax evasion in these
cases. These low results, combined with the 3—-5% range based on
Myrsten-Olsson’s calculations, suggest a downward adjustment of the
range for tax evasion. The range 8-16% for detected underreported
income in revisions should probably be substantially reduced to com-
pensate for the systematic selection of sectors and individuals with high
expected underreporting.

These studies suggest a downward adjustment of the upper estimate,
6.4%, from the national accounts estimate, whereas the results are
consistent with the lower estimate, 3.8% . This suggests the range 3.8—
5.5% as a best guess for the size of tax evasion in Sweden as a share of
GDP in the end of the 1970’s. For 1980 this corresponds to 3,300—4,800
Kr ($560-810) per adult Swede.

This final estimate is based on five different studies of tax evasion
applying different methods. As discussed previously, the source of error
for each separate study is quite large. The presence of several studies
contributes to the reliability of the final estimate, but the margin of error
is still relatively large.

Development of tax evasion over time

Mass media often transmit anecdotal information that indicates that tax
evasion is growing over time in Sweden, and politicians devote an in-
creasing interest to this field. The perception of growing tax evasion is
also expressed by economists, for example, Myrdal (1978), Du Rietz
(1980), and Myrsten (1980). The author shared this view at the start of
the current research.

A close look at available studies of tax evasion in Sweden does, how-
ever, reveal the lack of systematic evidence supporting the common
perception of growing tax evasion. The survey studies indicate a slight
change toward a more lenient view of tax crimes but offer mixed evi-
dence for the development of tax evasion over time. The most relevant
study of the question based on national account statistics suggests
constant tax evasion as a share of GDP during the 1970’s.

The conclusion is that the results from the few available studies of
the development of tax evasion over time raises serious doubts about
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the correctness of the common perception of growing tax evasion in
Sweden.

Possible explanations for hypothetically constant tax evasion

Sweden has experienced a long period with increasing taxes. The
marginal tax rate, including direct taxes, indirect taxes, and income-
dependent transfers, has increased from 59% in 1965 to 75% in 1980 for
the average income earner. Such a tax increase is likely to increase tax
evasion. Indeed, the view that tax evasion increases over time may
partly be interpreted as a prediction of the effects of tax increases.

The resources devoted to audits of tax returns have, however, in-
creased during the 1970’s, and firms are obliged to keep books on their
income and expenditure to an increasing extent. These factors may
provide a tendency to lower tax evasion.

Moreover, the share of value added in the public sector and in large
firms increases, which may tend to lower tax evasion. In these cases,
internal control often requires fairly rigorous reporting of income and
expenditure. The possibilities of distorting reports to tax authorities are
hampered if people without close ties to the employer are involved in
this reporting.

The likely tendency to increasing tax evasion as a result of increasing
taxes may thus have been counteracted and neutralized by these two
factors involving tendencies to decrease tax evasion. This provides a
possible explanation for the indicated constancy for tax evasion as a
share of GDP in Sweden.

Observed and unobserved economy

This section examines the size of the unobserved economy in Sweden on
the basis of the preceding estimates of tax evasion. The unobserved econ-
omy, defined as economic activities that are not included in national
account statistics, may be divided into economic activities that generate
income that should be taxed according to the tax law and other eco-
nomic activities. The latter group includes cooking your own food, re-
pairing your own car or house, care and education of your own children,
and so on. This division of the unobserved economy into a taxable and
non-taxable unobserved economy is similar but not identical to Feige’s
(1979) division of the unobserved economy into a monetary and non-
monetary unobserved economy. Since GDP is calculated from the ex-
penditure side, the discrepancy between the expenditure side and the
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Figure 9.3. Disaggregation of observed and unobserved economy.

income side is included in the observed economy. The relation between
the different groups of economic activities is shown in Figure 9.3. The
figure reveals that the taxable unobserved economy may be calculated
as tax evasion minus the discrepancy in national account statistics.

One of the preceding methods estimates tax evasion as the discre-
pancy between expenditure and reported income after adjustment for
minor likely underestimations on the expenditure side. This method is
therefore not suitable for estimation of the taxable unobserved eco-
nomy. However, the other four methods for estimating tax evasion
are independent of national account statistics. These estimates of tax
evasion may therefore be compared to the discrepancy in national ac-
count statistics in order to evaluate the size of the taxable unobserved
economy.

All four estimation methods indicate tax evasion that indeed is lower
than the discrepancy in national accounts statistics. This in turn indi-
cates a relatively small taxable unobserved economy in Sweden. Since
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each of these four methods involves large sources of error, the reliability
of this conclusion is also subject to question. As a reasonable cautious
conclusion, these results show that it is unlikely that the taxable un-
observed economy exceeds, say, 10% of GDP. Since the monetary un-
observed economy probably is smaller than the taxable unobserved
economy due to exclusions of barter, these results also indicate a quite
small monetary unobserved economy in Sweden.

Evaluation of unobserved and untaxed sectors: measurement
errors in official statistics

This section examines the importance of the measurement errors in
official statistics that arise due to the existence of an unobserved
economy.

If the analysis is confined to those economic activities that are in-
tended to be measured by national account statistics, measurement
errors in GDP arise mainly as a result of the taxable unobserved eco-
nomy. The preceding estimate of a quite small taxable unobserved
economy indicates that such measurement errors are likely to be small.

Table 9.1 shows the magnitude of the measurement errors for the
growth rate when the taxable unobserved economy amounts to 10% of
the observed economy and this share grows with one percentage point
per year. Given these upper bound assumptions for the size and growth
of the unobserved taxable economy, the error in the growth rate in
Table 9.1, 0.9%, is small as compared to the decrease in the growth rate
for the observed economy in Sweden from 4.8% in 1960—70 to 1.4% in
1970-8.

If the price level in the unobserved taxable economy is 50% of the
price level in the observed economy for year 1 and 49% in year 2, an
observed rate of inflation of 10% corresponds to a rate of inflation of
9.4% for the entire taxable economy. Again, the measurement error is
small as compared to the increase in the recorded rate of inflation, from
4.0% in 1960-70 to 9.0% in 1970-8.

The measurement errors for growth and inflation are thus small given
our estimates for the size and growth of the unobserved taxable eco-
nomy. In order to explain a major part of the stagflation in Sweden
during the 1970’s, the unobserved taxable economy must be consider-
ably higher and grow considerably faster than is indicated in the es-
timates given here.

If the analysis is expanded to also include the non-taxable unobserved
economy, the unobserved economy is likely to be quite large as com-
pared to the observed economy. The measurement of the observed
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Table 9.1. Measurement error in growth rate

Observed taxable Unobserved taxable Total taxable
Year economy economy economy
1 100 10 110
2 102 11.22 113.22
Growth rate, % 2 — 2.9

economy may then, of course, provide poor information of the de-
velopment of the total economy.

In a general equilibrium model of the Swedish economy with a taxed
and an untaxed sector, Hansson and Stuart (1982) simulate a model for
which tax increases have decreased the yearly growth rate of the taxed
sector by 1.1-1.6 percentage points for the period 1965-79. The tax
increases are, however, also simulated to have increased the growth rate
of the untaxed sector by 0.4—0.5 percentage points. Since these sectors
are of equal magnitude, the simulated effect on the total economy is a
decrease in the growth rate of 0.4—0.6 percentage points. The difference
between the growth rates for the total economy and the taxed sector
thus amounts to 0.7-1.0 percentage points in these simulations.

Efficiency effects

This section analyzes the efficiency effects of economic activities in
the untaxed sector including the subsector of tax evasion. The 75%
marginal tax rate in the taxed sector means that gross returns from taxed
production must be four times as high as gross returns from the untaxed
sector in order to give the same net return. An equilibrium with equal-
ized net returns from the taxed and the untaxed sectors thus involves
considerable efficiency losses due to a too small taxed sector. As an
example, production in the untaxed sector may be more costly due to
higher transaction costs and restrictions to small-scale technology in
order to keep the activity within the untaxed sector. For the subsector
that evades taxes, small-scale technology may be selected to escape de-
tection. In addition, costs arise for non-monetary punishments, risk of
punishments, and “moral” costs.

Production in the untaxed sector may be competitive as compared to
production in the taxed sector due to the large wedge between gross and
net returns in this sector.

234



Sweden

The untaxed sector, including the subsector that evades taxes, not
only draws resources from the taxed sector but also exchanges resources
within the sector and draws time and effort from untaxed uses such as
leisure. In this case the untaxed economy gives mutual gains from ex-
change of services that arise due to this exchange or that otherwise
would have been produced within the household. As an example, a car
mechanic and a painter may gain by exchange of services without losses
for other taxpayers if the alternative is to repair their own cars and paint
their own houses. If, as in the earlier case, the alternative is to buy
these services from the taxed sector, the production in the untaxed
sector may involve efficiency losses due to less efficient methods of
production and losses for other taxpayers.

To summarize, the untaxed sector involves efficiency losses for re-
sources that are drawn from the taxed sector and efficiency gains for
resources that are exchanged within the sector or drawn from other
untaxed users.

An evaluation of the efficiency effects of the unobserved economy
must thus consider the extent to which resources are drawn from these
alternative uses. Since gains from exchange are small and close to an
equilibrium, this suggests that a proportional decrease of all types of
activities in the untaxed sector involves net gains over some range.
Further contractions of the untaxed sector may involve elimination of
exchanges within the untaxed sector with considerable mutual benefits
and shifts of resources from the untaxed sector to the taxed sector where
the latter is almost as efficient as the former.

This admittedly loose discussion and illustration indicate that there
may exist some intermediate efficient level for untaxed activities that is
sufficiently large to allow for the most beneficial exchanges within the
untaxed sector and sufficiently small to avoid an excessive reallocation
of resources from the taxed into the untaxed sector.

A similar analysis can be applied in order to determine the optimal
level of tax evasion. The optimal level of tax evasion is sufficiently large
to allow for the most beneficial exchanges and sufficiently small to avoid
an excessive drain of resources from the taxed sector.

The indicated, somewhat trivial policy conclusion is to select an inter-
mediate level for tax revisions and punishments in order to get this level
of tax evasion.

In addition, efficiency gains may arise from a discriminating policy
that focuses tax revisions and punishments on activities that are likely to
draw resources from the taxed sector, with a more lenient policy for tax
evasion that mainly draws resources from other untaxed uses of time
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and effort. As an example, tax revisions might focus on underreporting
in manufacturing firms rather than on barter income of babysitting and
minor repair services among neighbors.

Distribution effects

The untaxed sector, including the subsector of tax evasion, also affects
the distribution of real income among different groups. The existence of
tax evasion redistributes real income in favor of producers and con-
sumers of goods and services that evade taxes at the expense of other
taxpayers.

At the margin, benefits are balanced by costs in the form of expected
punishment, risk, and moral costs, while intramarginal benefits may
involve considerable redistribution effects. In competitive subsectors
with a perfectly elastic supply of production factors and constant returns
to scale, the entire benefit of tax evasion is pushed forward to consumers
through lower prices. More generally, the absence of taxes in the un-
taxed sector favors people with comparative advantages in this sector.
People with skills and interest in repair and care services thus gain as
compared to people with skills that mainly can be used in the taxed
sector. The existence of tax evasion and, more generally, untaxed eco-
nomy activities also hamper government efforts to redistribute income
on the basis of recorded income.

Concluding comments

To summarize, tax evasion and, more generally, untaxed economic acti-
vities involve both positive and negative efficiency effects. Redistribu-
tion effects arise that are, to a large extent, beyond the control of official
redistribution policies.

For tax evasion, these conclusions, together with the findings of a
rather limited amount of tax evasion, suggest that efficiency and redis-
tribution effects are rather small as compared to the large interest in tax
evasion shown by public and mass media. This concern may perhaps
instead be explained in terms of prospects of large individual gains from
tax evasion, the involved gamble or risk element, the conflict with the
principle of equal treatment of persons with equal actual income, and
the potential challenge to social coherence.

When the perspective is broadened to include the entire unobserved
economy, the much larger size of this economy is likely to involve more
important efficiency and redistribution issues that to a large extent are
unobserved in statistics and in traditional economic analysis.
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CHAPTER 10

The irregular economy of Italy:
a survey of contributions

BRUNO CONTINI

Some preliminary history

The Italian debate on the unobserved economy dates back to the early
1970’s when several authors of labor market studies pointed out the
rapid decline in the labor force participation rate. During the late
1950’s, the official overall participation rate (defined here as the ratio of
labor force to total population) was nearly 45%, comparable to that of
most industrialized countries. During the late 1960’s, it declined to 39%,
and by the mid-1970’s it had dropped to less than 35%, far below the
trend of all of Italy’s neighbors, let alone of countries such as France and
the United States, where female participation rates were already rising
and have indeed risen remarkably during the last decade. The idea de-
veloped that the massive outflow from agriculture — far from being
completed — might explain a fraction of the decline at the most; the rest
reflect increasingly wider segments of the population of working age
holding unrecorded jobs of various kinds and yet claiming not to belong
to the active population for fear of losing these jobs.

With the passage of time, there was growing confirmation that the
participation rates estimated by ISTAT (Italian National Income and
Product Accounts Authority) via the Quarterly Survey on the Labor
Force (QSLF) had widely underestimated the extent of individual par-
ticipation in the active population. It was observed that participation
rates were falling for some categories of workers (women of all ages and
the young and the aged of both sexes) but not for male workers in their
“prime” years. Thus, as aggregate demand had ceased to grow at the
pace of the early 1960’s, it appeared that business firms were select-
ing their work force according to each worker’s productivity, with the
““stronger’” workers retained and the ‘“weaker” being expelled from the
labor force much in the same way as in a Ricardian model of land ex-
ploitation. The next step in the direction of arousing scholars’ interest
was Frey’s discovery (1975a) of a remarkable increase of work-at-home
activity related to the garment industry of Lombardy, which took place
simultaneously with a vast reduction of recorded female blue-collar
employment.
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Numerous field studies and community surveys soon followed up
these leads, yielding growing evidence of the importance of semi-hidden
labor in all branches of productive activities.!*

A brief historical survey of the irregular economy in Italy

The peak of the Italian postwar export-led growth was reached in 1962.
At this time, it was commonly believed that Italy was near full employ-
ment. Industrial wages had increased more slowly than average produc-
tivity, investment was high, and the productive system had expanded
rapidly in the exporting sectors (although considerably less so in sectors
aimed at supplying domestic demand). In 1962, wages began to increase
more rapidly as a natural consequence of the progressive opening of the
European Economic Community (EEC) labor market. The ensuing de-
cline in profits forced Italian manufacturing industries to search for new
cost containment strategies. The period from 1963 to 1972 was con-
sequently characterized by a massive labor-saving effort on the part of
industry. This was carried out in two ways. The first was that of in-
creasing labor productivity by concentrating male workers of “prime
age” in the industrial labor force. This was achieved by a substantial
reduction of women’s participation, by a progressive lowering of the
retirement age, and by hiring practices that excluded the younger mem-
bers of the labor force. The second was that of decentralizing the pro-
duction of labor-intensive items that were not amenable to assembly
line production. The institution of craft shops, the setting up of small-
scale manufacturing units, and the more extensive utilization of work-
at-home were all aimed at recovering full labor flexibility. Throughout
the years of the boom, wide and stable wage differentials between major
classes of the labor force (male vs. female and skilled vs. unskilled) were
a distinguishing feature of Italy’s labor market. During the mid-1960’s
these differentials began to decrease under union pressure for equaliza-
tion, although there were no corresponding gains in average produc-
tivity. On the contrary, during those years productivity differentials
were moving further and further apart. The 1963-4 slowdown in eco-

It goes beyond the historical note to emphasize that the interest in discovering more
about the patterns of utilization of irregular workers was a direct outgrowth of a political
involvement on the part of many young scholars of the Left who were anxious to know if
and how the system was responding to the harm inflicted by the labor movement during
the late 1960’s and early 1970’s.

See Bergonzini (1973); Boltacchiari, Crespi, and Segatori (1976); Brusco (1975);
Canullo and Montanari (1978); Comune di Modena (1978); Deaglio (1974); and Frey
(1975b).

~
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nomic activity struck a mortal blow to the construction industry at a time
when demand for low-cost housing, services, and social infrastructures
was rapidly expanding in urban and industrialized areas. The construc-
tion boom of the earlier decade had attracted a substantial labor mi-
gration from the southern regions of Italy. Widespread discontent and
grievances among the more disadvantaged workers began to come to
a head. Absenteeism and dissatisfaction increased rapidly, especially
among women workers who found it increasingly difficult to divide their
time between market work and domestic activities. Occasionally, absen-
teeism was tentatively accepted by the unions on the grounds that it
was a kind of indirect compensation for poor living conditions and for
a lack of adequate social services. All in all, unit labor costs of the
“secondary”’ components of the labor force (i.e., women and the young
and the aged of both sexes) increased and started to move ahead of the
costs of “primary” workers, thus harming employment opportunities for
the weakest fringes of the labor force.

Towards the end of the 1960’s, the situation was ripe for the “re-
venge”’ of the market. Money wages in the official labor market could
not be held down (real wages were still lower than in all of the other
neighboring countries), and therefore, a parallel market for “irregular”
labor services began to develop. The supply of irregular labor grew
rapidly, as did the demand for its services. Many workers seemed to
prefer precarious forms of employment — which yielded money wages
below the official market rates but allowed a high degree of flexibility in
the allocation of their time — to forced inactivity. Firms that had the
option of utilizing irregular labor, either directly or by subcontracting
to small-scale manufacturers, were eager to take full advantage of this
prevailing attitude.

On the demand side, payroll tax avoidance provided an incentive to
hire irregular workers. Other cost-saving incentives included the avoid-
ance of union contracts, piece rate payment, and retention of unlimited
flexibility of labor utilization in terms of working hours and layoffs. On
the supply side, too, incentives to conceal the employment status are
powerful. Income tax evasion is the most obvious one, but the flexibility
of working time — especially for women but also for the young and
the aged of both sexes — is equally important for understanding the
seemingly everlasing supply of irregular labor.

A framework for the labor market approach

The framework that has become common to all Italian studies on the
“irregular” labor market can be represented as follows:
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I Non-active population (ISTAT definition)
(1) Unavailable for work
(2) Available for irregular activities
II Unemployed (drawing unemployment benefits)
(1) Not working
(2) Holding temporary jobs while waiting for permanent positions
III “‘Officially”” employed (with social security coverage)
(1) Holding only one job
(2) Multiple job holders
IV Clandestine aliens (in working age)

In this schema, irregular activities include items 1.2, I1.2, II1.2, and
IV. The term “irregular activities”’ covers any job performed or service
rendered outside the social security system. Irregular activities include
overtime work paid under the table by otherwise regular employers
and/or performed against negotiated agreements as well as many part-
time and temporary jobs (which firms often keep off the books in order
to avoid conflict with the unions, which have been openly hostile against
them), personal services, illegal building activities, and unregulated
apprentice work. Thus, the vast majority of the so-called irregular jobs
are by their very nature unprotected, often precarious, and beyond any
form of organized social control.

There is no doubt that the size of the irregular economy is closely
related to the flexibility of labor utilization, which may be defined as the
possibility of firms to adjust the size of the labor force according to their
needs. This possibility depends on the institutional characteristics of the
labor market in a particular country and on the fiscal system. In Italy,
payroll taxes and indirect charges add 50-70% to the basic pay (sub-
stantially more than in any of the other EEC countries). This is, taken
by itself, a powerful incentive for tax evasion on the side of the em-
ployers.? Moreover, labor legislation applying to all firms with more
than fifteen employees requires that jobs cannot be terminated unless
the firm can prove the existence of ““a just cause.” Various forms of
just causes aimed at protecting job security exist in most European
countries, although they are nowhere as strict as in Italy.

Multiple job holding
Rigorous sample studies aimed at measuring the extent of multiple job

3 Payroll taxes are the major financial sources for the social security system. Revenue
from direct taxation is lower in Italy than in most Western countries in spite of the
marked progressiveness of income taxation due to income tax evasion in the middle- and
high-income brackets.
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holding in the Italian economy were undertaken in the ISFOL-Doxa
surveys (1977, 1981). It estimated that, in 1974, 1,068,000 officially
employed people held two or more jobs (i.e., 5.5% of the official labor
force). Gallino (1975) provided indirect estimates of the same order of
magnitude.

It is well known that many multiple job holders in the urban areas are
employed in the public sector where the working schedule has tradi-
tionally been very light. A normal schedule often runs from 8 am to
2 pm for less than 30 effective hours a week. This is a peculiar com-
pensation for pay levels that have often been lower than for comparable
jobs in the private sector. Multiple job holding is also very common
among factory workers in the large industrial areas.

The aim of later contributions was that of identifying some qualitative
characteristics of multiple jobs and multiple job holders rather than that
of improving the overall estimate. Sample surveys conducted in the
Turin metropolitan area indicated that 90% of the multiple job holders
were men, their average age higher than that of women holding more
than one job and their education significantly lower. Multiple job hold-
ing appeared to be a steady activity (80% of the workers had held more
than one job over the last four years). Business firms offered mainly
white-collar jobs (bookkeeping, sales jobs, computer programming, tax
consulting) whereas households requested personal services, mainten-
ance, and repair jobs. Hourly pay offered for second jobs normally
exceeded the official take-home pay.

Another example of significant research in a very different social con-
text is that of Canullo and Montanari (1978). Their survey included 1,984
workers, all residents of four rural villages in Central Italy. Of those
interrogated, 14% held more than one job, and sometimes neither
would be regular. Of the multiple job holders, 41% were part-time
farmers; 20% of the second jobs were in the manufacturing sector, and
39% were in the services.

Work-at-home in the manufacturing sector

The basic study on this aspect of the irregular economy in Italy is by
Frey, Livraghi, and De Santis (1975), which gives a detailed picture of
the emerging organization of the hosiery, garment, and textile sectors
in the early 1970’s. According to their estimates, workers-at-home in
these sectors of manufacturing exceeded 500,000. All were women,
often in their teens or early twenties and over fifty. Most lived in re-
latively wealthy rural areas and could therefore easily engage in some
form of part-time farming.
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Table 10.1. Work-at-home in manufacturing, 1972-3

Workers-
at-home Product Regions
480,000 Hosiery Emilia, Veneto, Tuscany, Marche, Puglia
150,000 Textiles Piedmont, Tuscany
150,000 Shoes Veneto, Tuscany
155,000 Toys Liguria, Tuscany
100,000 Auto accessories Piedmont, Lombardy
90,000 Garments Tuscany, Emilia, Lombardy, Puglia, Laxi
80,000 Leather products Veneto, Tuscany, Lazio, Lombardy
68,000 Gloves Campania
30,000 Cosmetic products Sicily, Calabria
40,000 Plastic products Piedmont, Lombardy, Tuscany
25,000 Tiles Veneto, Umbria, Abruzzi, Sicily
20,000 Electrical motors Lombardy
15,000 Bicycles Lombardy, Marche
15,000 Glass Tuscany
12,000 Furniture Tuscany
170,000 Miscellaneous Veneto, Lombardy, Lazio
1,600,000 Total (manufacturing only)

Sources: S. Brusco, “Prime Note per un Studio del Lavoro a Domicilio,” Inchiesta,
April-June 1973.

Another early study of the mechanical sector is that of Brusco (1975),
who discovered that work-at-home was also widely utilized for the as-
sembly of bicycles, motorcycles, and cars, with a vast majority of un-
skilled women workers paid by piece rate.

During the middle and late 1970’s, there was an increase of field
studies, all aimed at discovering the emerging organization of this
apparently new mode of production. Table 10.1 provides a summary of
estimates of the presence of workers-at-home in the manufacturing
sector at about 1972-3.

Irregular working activities

Various estimates of irregular activities at large have been constructed
on the basis of findings from the QSLF. In the CERES (Centro Ricerche
Economiche e Sociali, Milano) study (1978) the population is classified
by sex, age, and professional status (Table 10.2). Fragments of infor-
mation from various sources were pooled together with appropriate
weights, yielding a ratio estimate of irregular activity in the population
control totals given by the QSLF.
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Table 10.2. CERES estimates of the irregular labor force in 1977 (in thousands)

Age bracket Men Women Total
14-29 520 890 1410
30-49 0 600 600
50 and over 450 810 1260

Total 970 2300 3270

Table 10.3. Estimates of non-agricultural irregular working
activities in the mid-1970’s

Manufacturing 1.6 million
Construction 0.6 million
Retail and wholesale trade 1.4 million
Services (other) 1.0 million

Total 4.6 million

Source: B. Contini, Lo Sviluppo di un’Economia Parallela,
Banca Commerciale Italiana, Milano (1979).

The CERES estimate of 3,270,000 irregular workers implies a real
participation rate of 44.7% (against 36.1% ISTAT old series and 38.9%
ISTAT new series). No key to judge the statistical significance of these
figures is provided by CERES. It should be pointed out that CERES
counts workers, not jobs. Thus, the fact that there are no “irregulars”
among male workers between 30 and 49 years of age means simply that
none were found who only had irregular jobs. However, many of the
officially unemployed were also active in the irregular sector while
searching for a job and drawing unemployment compensation. Hence,
the number of irregular positions in 1977 was certainly higher than
3,270,000. One estimate [reported in Contini (1979) and reproduced in
Table 10.3] puts this number at around 4.6 million, not counting the
irregular jobs of the agricultural sector. This, too, is likely to under-
estimate the extent of irregular activities. For instance, the number of
clandestine working aliens — both seasonal and permanent — appears to
have grown rapidly in Italy throughout the 1970’s. In default of ad hoc
surveys, estimating their number is at best an educated guess.* CENSIS

* The Ministry of Internal Affairs occasionally releases data on temporary residence
permits granted to aliens.
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(Centro Studi Investimenti Sociali, Rome) puts it at around 1 million for
1978, their presence being concentrated in the agricultural sector and
domestic services. Fishing and the retail trade appear to be dominated
by workers of North African origin and in domestic services for the
Somali (almost all women) and for the Latin and Central Americans.
The skills required for most irregular activities are usually very
modest. One important exception is found among the multiple job
holders (Gallino, 1980; Brusco, 1975). These often have special skills
that are in great demand, both in the white- and blue-collar sectors. This
finding is in line with available information about other countries.

Micro-approaches to the estimation of the irregular labor
supply

Colombino (1978) was the first to produce a testable model of family-
generated labor supply estimated by means of micro-observations. Del
Boca and Turvani (1979) discussed the different roles of the family in
rural and urban contexts and its connection with the supply of irregular
labor. In the rural areas, the “‘extended” family, with all its members
engaged in various market and non-market activities within a seasonal
framework, is ideally suited to meet the demands of a highly flexible
industrial structure based on small business firms. In metropolitan areas
the range of consumer choices and expectations becomes larger, but at
the same time the often disorderly development of urbanization and
industrialization produce environmental externalities that increase the
costs of transaction in goods and labor markets. Thus, people must
increasingly rely on the family organization as a unit for producing
goods and services. Likewise, the need for a high degree of flexibility
of one’s own time induces many to search for job opportunities on the
irregular labor market where flexibility is the rule of the game.

Growth and determinants of the irregular economy

The aim of the Italian studies mentioned so far is that of establishing
the magnitude of the irregular sector as a whole or of some important
subsectors and of eventually specifying its qualitative characteristics.
The development of the irregular economy in the course of time and its
macro-determinants have been studied by Contini (1979 and 1981). As
a basis for his estimation of the relevant variables, he adopted the
following equation:

FLT=0T + OA + U, + U, (10.1)
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FLT = potential labor force

OT = permanent employment in industry

OA = permanent employment in agriculture and services®
U, = official unemployment
U, = irregular labor force

The potential labor force was estimated on the basis of two surveys of
the non-working population conducted by ISTAT in 1971 and 1975.°
Here U, is a residual indicator that comprises most of the irregular
labor force, that is, marginal and irregular workers of all sectors, in-
cluding underemployed, seasonal workers, part-timers, as well as the
“discouraged” fraction of the population in working age that is excluded
from the official count of the labor force. To a large extent, the dis-
couraged fraction overlaps with the former categories.

These calculations suggest that U, reached a minimum of 1.6. million
in 1962 (at the peak of the boom), more than doubled to 3.8 million in
1972, and widely fluctuated from then onward around a trend that is still
moving upward, although at a slower pace than before. This corre-
sponds to the ratio of irregular employment to the total labor force of
about 16—-18% at the end of the 1970’s:

U _

W
FLT f(a, ¢, ) where ¢ = p= (10.2)

Equation (10.2) is a crude, reduced form that indicates the determin-
ants of the rate of irregular employment in a small open economy. There
is one structural determinant from the supply side, namely, the flight
from agriculture a, which was still a massive phenomenon in the early
1970’s despite the uncertainties in the non-farm sectors. The main cy-
clical determinant from the demand side is unit labor cost ¢ in the
“regular” economy, defined as the ratio of money wages W to average
productivity 7z in real terms (exogenous in the short run). Any increase
of ¢ will cause the economy to shift supply from the official sectors to the
irregular mode of production. The third variable is the exchange rate e
between the Italian lira and the Eurodollar, the implication being that
the labor cost indicator relevant for the determination of the degree of
competitiveness of Italian goods on the world market should be ex-

5 Official data on “permanent employment” have been available through 1974.
“Permanent” means work for more than 32 hours a week. The 1975-7 data have been
estimated.

6 These surveys aimed to improve the definition of the non-active population and develop
means to detect it. The survey was replicated in 1977 and served as a basis for the
reformulation of the questionnaire currently used by ISTAT.
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pressed in the currency in which contracts are usually denominated.
This model would require explicit measurement of unit cost differen-
tials, but no reliable data could be found. The assumption was therefore
made that official wages have been substantially higher and have moved
at a more rapid pace than those paid on the irregular market. Estima-
tion was performed on the basis of quarterly data for the 196577 period
and yielded the following equation (sratios in parentheses):

U,

FLT - 35.04 — 0.0035a + 0.022¢ — 0.016e_,

(8.11) (2.81) (3.67)
(R? = 0.89, DW = 2.36) (10.3)

The flight from agriculture, a, explains approximately 55% of the
variance of U,/FLT. The rest is well explained by unit labor cost and by
the exchange rate, confirming that the devaluation implicit in flexible
changes has kept the relevant unit labor cost lower than that expressed
in national currency. The elasticity of substitution between unit labor
cost and the exchange rate is approximately —2. Thus, with a constant,
the growth rate of the irregular economy would have been stable
around its 1978 level (16.8%) if an annual increase of 10% in the labor
cost per unit of output were countered by a 5% depreciation of the lira
against the Eurodollar.

Small-scale industry and recourse to irregular work

Much of the literature on the unobsereved economy of the Western
world indicates that hidden activities take place mainly in the services
and in house maintenance and repair. In Italy the unobserved economy
has also taken hold in the manufacturing sector. Does the Italian case
therefore run counter to experience? The branches of manufacturing
known to include the bulk of irregular activities cover a wide range
of consumption good production. All are highly labor intensive, eco-
nomies of scale do not play a major role, and the technology easily lends
itself to piece rate pay. Moreover, the size of firms that operate in these
sectors is typically small compared to the rest of manufacturing, which
makes concealment easy and union control less tight.

There is also another explanation. Large-scale production can often
be broken down into self-contained processes that may widely differ
from a technological point of view or in terms of the labor intensity
required to perform them. The highly labor-intensive processes can be
profitably subcontracted to firms that have access to cheap labor. Until
now, there are a considerable number of such firms in Italy’s irregular
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economy that have adopted the role of substitutes (subsidiaries) for (to)
the better known international subcontracting firms. Decentralization of
production and subcontracting to small-scale businesses appear, there-
fore, to be the distinguishing features of the Italian manufacturing
sector in the 1970’s. Direct utilization of irregular labor is confined
to small and very small businesses, whereas indirect recourse to the
irregular labor market touches almost everybody. Large firms subcon-
tract to small ones, and these in turn subcontract to even smaller ones,
right down to the work-at-home level. One would therefore expect to
find differences in behavior — and a substantially better performance — of
small businesses vis-a-vis the larger ones since the former have almost
free access to the irregular job market. Several indicators of small- and
medium-size businesses indeed point in this direction (Contini, 1981).
Small firms, more so than larger ones, have added to their stock of fixed
capital during the 1968—73 period across all branches of manufacturing.
In addition, small businesses have decreased the number of workers,
whereas larger firms have increased employment. Indeed, employment
figures refer to official employment, providing a hint at the extensive
substitution of officially employed workers for irregular workers by
smaller entrepreneurs. Unions have prevented the same from happen-
ing in larger establishments. Finally, gross (before-tax) profit shares on
value added have been much higher among the small firms during the
mid-1970’s than among the large ones. Other studies have pointed in the
same direction. Brusco (1975, 1979) estimated cost curves for different
stages of the production process in several industries (garments, ho-
siery, and tile manufacturing) and in areas where work-at-home acti-
vities were traditionally very extensive. He discovered that whereas
economies of scale were present in firms with antiquated machinery and
shop layout, their impact was not nearly as important as that of firms
that had invested in new technology and modified their organizational
structure accordingly. Thus, decentralization of production may take
place without the loss of economies of scale. In addition, there are the
cost savings allowed by recourse to highly flexible labor. Where these
developments have taken place, the expansion of small manufacturing
units has been very high, but recourse to work-at-home appears to be
on the decline.

The irregular economy Italian style versus other definitions

As we have seen in this survey, Italian authors apply the term ““irregular
economy”’ in a sense that is somewhat more narrow than other defini-
tions that have occasionally been suggested. The following classification
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by type of activity provides a useful framework (Barthelemy, 1981):

a Household production and non-market activities

b Irregular working activities

¢ Work performed by clandestine workers and minors
d Criminal activities

The first three categories represent legal activities performed in an
illegal fashion. The final category represents illegal activity. This classifi-
cation distinguishes between criminal activities (i.e., drug trade, narco-
tics, gambling, prostitution, bribing, and laundering of stolen money
and goods) and all other activities that are legal but may be performed
against fiscal and/or labor legislation. Studies of the Italian labor markets
refer to activities b and ¢, and these are the categories most likely to
be affected by labor legislation and fiscal incentives. The underground
(hidden) economy in its broadest sense includes all four activities.

Estimates of the size of the irregular GNP

The emphasis of most Italian research has been on the interpretation of
the development of the irregular labor force rather than on efforts to
estimate the fraction of total income produced in the irregular sector.
For many of those who used the labor market as the main indirect indi-
cator of irregular activities, there was a natural method to quantify the
share of irregular income in total economic activity. Given the number
of irregular workers and the average productivity of these workers, it is
possible to derive irregular income estimates once estimates on the
number of workers are transformed into estimates of the number of
irregular jobs. A very conservative estimate of this kind (Contini, 1979)
calculates the share of GNP accounted for by irregular labor to be ap-
proximately 7.5% of the official GNP in 1977. In the same year ISTAT
undertook a major revision of GDP estimates in order to take better ac-
count of the unrecorded activities. The criteria for revising the existing
indicators were twofold:

a increasing the employment data to account for irregular, unrecorded
positions in each sector and

b updating the estimates of per capita value added generated by firms
with less than 20 employees, still linked to a sample survey of small
industrial businesses conducted in 1967.

Table 10.4 reveals the sizable revisions in the GDP that were necessi-
tated by these improvements in estimation methods. The GDP figures
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Table 10.4. Differences between old and new estimates of gross domestic product
(after ISTAT revisions 1977)

In current liras

(billions) Percentage variations
Sectors 1975 1976 1977 1975 1976 1977
Agriculture — 18 305 — +0.2 +2.3
Industry 5,324 6,760 9,069 +11.1 +11.0 +12.4
Energy 5 =21 119 +0.1 -0.3 +1.3
Manufacturing 4,650 5,987 7,808 +14.3 +13.7 +15.3
Building 699 794 1,142 +7.2 +7.2 +8.6
Private services 2,530 3,132 3,878 +5.3 +5.4 +5.6
Trade and hotel
services 2,321 3,092 4,084 +14.0 +15.1 +16.6
Transportation 750 559 851 +12.1 +7.1 +8.7
Others: banks and
insurance —541 -519 —1,057 -2.2 -1.8 -3.0
Public services 2,452 2,899 3,552 +193  +18.7 +184
Total GDP 10,306 12,808 16,990 +9.0 +8.9 +9.8

were increased by 8.9% for 1976 and by 9.8% for 1977. Thereafter, the
GDP year-to-year variations were linked to the revised 1977 figures.

There is wide consensus that ISTAT has moved in the right direction
with the 1977 revision. According to Blades (1982), Italy’s national
accounts now cover a higher proportion of undeclared activities than
most of the other industrialized countries of the Western world. The
current understatement of GDP due to undeclared legal activities has
been estimated to be on the order of 6% (Frey 1979).

Other indirect estimates have been provided by Alvaro (1979), who
suggested that the share of unrecorded GNP was 14%, and by Forte
(1979), whose estimate was 15% for 1979 plus another 7% due to under-
estimation of income generated by residential housing. These estimates
also include unreported incomes of professionals, independent workers,
and shopkeepers, which the labor market studies fail to cover.

The only estimate based on a somewhat naive version of the C/D
method is reported in Saba (1980). Not surprisingly, Saba’s figures are
higher than those reported in other studies. Whereas the normal GNP
grew at an average annual rate of 16.7% during the years 196878, the
average growth rate of the irregular GNP is calculated at 30.8%. Thus,
by the end of 1978, the share of the irregular GNP was estimated to
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exceed 30% of the officially reported figure, whereas it was below 10%
in 1968.

A synthesis of contemporary Italian research

Summarizing the state of current and past research on the irregular
economy in Italy, the following may be observed. There have been
several large surveys on specific sectors of industrial activity, and of
those conducted only a few were based on rigorous statistical sampling.
However, we have witnessed an upsurge of field research and com-
munity studies. These provide many important insights into local situa-
tions but leave much to be desired from a statistical point of view in that
few generalizations are possible and no inferences about underlying
population parameters may be drawn. Several authors have decided to
check the findings of field research and community studies against exist-
ing statistical indicators of the labor force and of activity rates. Their
aim was to search for systematic discrepancies between the official data
and the alternative findings. Some succeeded in improving existing esti-
mates; others managed to provide a more satisfactory macro-interpreta-
tion of recent developments. Finally, there are two ISTAT special
surveys on the non-active population (1971, 1975), both confirming that
the real participation rate was substantially higher than that revealed by
the QSLF. These special surveys provide the basis for the new format of
the Quarterly Survey as initiated in January 1977. It is specifically aimed
at uncovering activities that previously escaped the ISTAT findings. Ac-
cording to this newly designed survey, the average participation rate in
1977 was 38% rather than the 35.9% estimated by the old survey. This
appears to be a step in the right direction, although there is a widely
shared belief that the amount of underestimation of the activity rates in
the new ISTAT series is still considerable.
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CHAPTER 11

The hidden economy in Norway with
special emphasis on the hidden labor
market

ARNE JON ISACHSEN and STEINER STROM

Studying the hidden economy requires an operational definition of it.
Feige’s (1979) definition is “those economic activities that go unre-
ported or are unmeasured by the society’s current techniques for moni-
toring economic activity” (p. 6). Tanzi’s (1982) definition of the hidden
economy is ‘“‘gross national product that because of unreporting and/or
underreporting is not measured by official statistics” (p. 70). Macafee
(1980) offers yet a third definition.

In light of these various definitions, it is not surprising that the various
methods that have been employed to estimate the hidden economy
often measure different things. Estimations based on the development
of the composition of the money stock will not include barter trans-
actions. Analysis performed by the Internal Revenue Service focuses on
unreported income that implies tax evasion, whereas the GNP concept
of income is broader than taxable income. Nevertheless, the lack of a
general and operational definition of the hidden economy should not
keep researchers from trying to measure parts of it, bearing in mind that
different methods most likely capture different unregistered activities.

We have attempted to measure the hidden economy of Norway in
terms of a micro- and a macro-approach. The micro-approach, based on
a survey study conducted in September 1980, is rather novel. The
macro-study is more traditional as it focuses on the development of the
stock of currency.

The micro-approach was solely related to unreported income from
work. The main purpose of the survey was to collect data in order to test
hypotheses concerning the effects of marginal taxes, penalty charges,
probabilities of detection, and demographic factors on the supply of
labor in the hidden economy.

Allingham and Sandmo (1972) modeled the tax declaration decision
as a decision problem under uncertainty. Ignoring the labor supply
decision, they could concentrate on the portfolio aspects. In such a
framework a change in the (average) tax rate will have the traditional
income and substitution effects working in opposite directions when the
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tax-reporting individual is risk averse. Changes in the probability of
detection and in the penalty rate generate substitution effects with
unambiguous signs.

When the Allingham-Sandmo approach is extended to allow for a
variable labor supply, all the partial derivatives become ambiguous
(Weiss, 1976; Baldry, 1979; and Pencavel, 1979). Isachsen and Strom
(1980) demonstrate that unambiguous results can be obtained by as-
suming a specific utility function yielding an inelastic fotal supply of
hours of work.

Despite the increasing number of theoretical contributions, few, if
any, have tried to test empirically how various factors influence the
behavior of the agents in the hidden economy, or to quote Pencavel
(1979, p. 124): “In view of this, what this literature requires is a healthy
infusion of empirical work to confront these hypotheses with actual
behavior and to resolve the ambiguities derived here.”

Lack of relevant data is obviously a problem. Based on completion of
877 questionnaires, each containing 45 questions, we have been able to
generate data that makes it possible to start confronting theory with
observed behavior.

At the outset it is pertinent to warn against placing too much con-
fidence in the results. Measuring what is supposed to be hidden is likely
to give results that abound with uncertainties.

The macro-approach

We shall very briefly go through the estimation of the size of the hidden
economy based on the macro-approach. With some few, but important,
changes, the estimates given are based on Klovland (1980) and Isachsen,
Klovland, and Strom in Tanzi (1982). The method of estimating the size
of the hidden economy is based on the demand for currency assuming
that higher tax rates will promote tax evasion, which in turn will increase
the demand for currency. This last assumption is supported by the re-
sults of the survey study discussed in the third section.
The following variables are needed:

C = currency held by public

P = price index

Y = real GDP

i = rate of return on time deposits

m = rate of inflation

CON/Y = private consumption as share of GDP
t = gross marginal tax rate
6 = stock adjustment parameter, 0 < 6 < 1
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The model can be specified as

InC—InC_, = 6(InC* — InC_,) (11.1)

where C* is the long-run demand for currency, and

*

C .
ln? =qag+ aInY + axi + oz + oy

N (112)

The coefficients are expected to be signed as follows: a; > 0, a, <0,
a3 < 0, ay > 0, and as > 0. These coefficients were estimated by a
single-equation approach ignoring the obvious simultaneity involved. A
fourth-degree Almon lag of the tax variable was employed since the
effects of higher tax rates on tax evasion are likely to be spread out
in time. The coefficient attached to the tax variable as is the sum of
the lagged coefficients. Annual data were used, covering the period
1952-79.

The estimation gave the following result (z-values are in parentheses):

m% = —1.250 + 0.309In Y — 0.024i + 0.0037 + 0.00199);E
(3.65) (3.41) (2.54) (0.03)  (1.44)
+ 0.007t + 0.5341n% (11.3)

All the estimated coefficients, except for the coefficient attached to
the inflation rate, have the expected sign.

To proceed with estimation of the size of the hidden economy, we
rewrite (11.3) as

InC =1InP + aZ + ast (11.4)

where the term aZ includes the a’s and the other variables except for
the tax rate. Here a and as are estimated values.
Predicting currency holdings at time 7 is then

C, = exp(InP, + 4Z, + G,t,) (11.5)

To obtain in estimate of the size of the hidden economy, we selected
1952 as a base year. Thus, if the tax rate had remained at the 1952 level,
the predicted value of currency holdings would have been

Css, = exp(InP, + 4Z, + Gstsy) (11.6)

The difference AC, = C, — 652‘, would then give the increase in the
amount of currency needed to fuel the tax evasion part of the economy
compared to the normal currency needs in this part of the economy in
1952. We next assume that no tax evasion took place in 1952 or in
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preceding years. The difference AC, would then yield an estimate of all
currency circulating in the hidden economy at time 7. Inserting obser-
vations for the assumed exogenous variables, we obtain the following
estimate for T = 1978:

AC1978 = 2.9 billion Kr (117)

To complete the story, we need an estimate of the income velocity of
currency. Due to the Norwegian bank giro system, transaction balances
have been enlarged to include a fraction of time deposits. Thus, the
transaction balances employed, M1, include total currency, ordinary
checking accounts, wage accounts, postal giro deposits, and 10% (a
qualified guess) of total time deposits. In accordance with Tanzi (1982)
and others, we assume that the income velocity of currency in the hidden
economy equals the velocity of M1 money in the official parts of the
economy. Hence, for 1978 we obtained

_ Y
Ml;5 — ACs4

where V), 75 is the velocity rate, Y5 is the official GDP in 1978, M1 is
M1 money in 1978 (with parts of time deposits included as explained
previously), and ACyg is estimated in (11.7).

If Y25 denotes the GDP contribution from the black economy in 1978,
then

V]‘78 = 50 (118)

Y% = VAC = 5.0 X 2.9 = 14.5 billion Kr (11.9)
and
b
Yis = 0.063 (11.10)
Yog

or the black economy is 6.3% of the GDP in the registered parts of the
Norwegian economy in 1978.

It is important to notice that this estimate includes all kinds of tax-
evading activities. In the next section we will estimate income connected
with non-reporting of labor income.

The main results of the survey study

The survey was conducted by a professional private Gallup institute
(Markeds-og Mediainstituttet) in September 1980. In concluding the
regular interview, the interviewer asked the respondent to receive a
questionnaire on the hidden labor market to be filled in and mailed
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within a week. Of 1198 persons being interviewed, 958 accepted (80%)
of which 877 complied by mailing the questionnaire within the next two
weeks. This means that of the total sample, 73% complied with the
request. Among those who did not want to receive the questionnaire
(240 persons), there was an overrepresentation of people aged 65 years
and over. For some of the results reported we have corrected for this
bias in our sample by proper weighting. Data from the regular interview
provided us with some basic socioeconomic information such as sex,
age, marital status, place and type of residence, and income. We have
no information on the 81 persons that initially agreed to take part in
the survey but did not return the questionnaire.

Compared to the population of the country, in our final sample of 877
persons there was an overrepresentation of men aged 25-39 years.

Before reporting the main results of the survey, one further comment
on the method is in order. A few months prior to our investigation, the
newspaper Verdens Gang (VG) reported the results of an interview
survey performed by another Gallup institute (Scan-Fact) on the hidden
economy. This survey covered 1,002 persons, and respondents were
directly interviewed. The results of the two surveys' on the question of
whether the respondent, over the last 12 months, had participated in the
hidden labor market are compared in Table 11.1. Table 11.1 indicates
that in a direct-interview survey, people are less willing to acknowledge
participation in the unregistered labor market than in a combined inter-
view—postal survey. The reason for this may be that to acknowledge
openly one’s unregistered economic transactions is more difficult than
filling in a questionnaire. Provided one is reasonably certain of pre-
serving anonymity, one may feel less uneasy about putting a few check
marks in the proper boxes of a questionnaire.

At any rate, it seems safe to assume that both methods will under-
estimate the size of the hidden labor market. One way to get a grasp
of the degree of underreporting would be to have the correct data on
hidden economic activities on a subset of the sample and compare that a
priori knowledge with what emerges from the questionnaire. Needless
to say, such an approach is quite demanding and was deemed infeasible
at the present stage of the project.

The disparities revealed in Table 11.1 remind us of the uncertainties
involved in interpreting the results of the survey method when applied
to such a sensitive topic as the hidden economy. The main conclusions
of our survey approach can be summarized as follows (notice that the

! Although the questions in the two surveys were not identically worded, the difference
was so moderate as to be ignored.

255



ARNE JON ISACHSEN AND STEINER STROM

Table 11.1. Participation rates in the hidden labor market, last 12 months, percentage

of sample
1. Worked in hidden market 20 16
2. Paid for work in hidden market 29 16
3. Worked and paid 9 6
4. Participated in hidden labor market (line 1 + line 2 — line 3) 40 26

Note: In the VG survey the data are not weighted according to sex and age. For proper
comparison, our results are given in unweighted form. Results shown are of two surveys
both conducted in 1980.

estimates given are adjusted in order to correct for the unrepresentative
nature of the sample):

Over the last 12 months (1979-80) 18% of the population above the age
of 15 years acknowledged income from unreported work, whereas
26% stated that they had paid for unregistered services. Taken
together, 37.5% of the population had been active in the unregistered
labor market over the previous 12 months as buyers and/or sellers.
The estimate of 37.5% is adjusted, whereas the estimate of 40.0% in
Table 11.1 is unadjusted, derived directly from the answers of the
questionnaire.

Forty percent of the respondents answered that at least once in the past
they had worked in the hidden economy.

Sixty-five percent answered that they would work in the hidden eco-
nomy if they had the opportunity.

Hours worked by males and females decline with age. On the demand
side the pattern differs among sexes. The demand for irregular labor
services reaches a maximum for males between 25-54 years of age.
For females there are two maxima: 25-39 years of age and 55 years
and over.

Demand for hidden labor services increases with years of schooling.
Supply of hidden labor services first increases and then decreases with
years of schooling.

Based on market wages and on answers on the number of hours worked
in the hidden economy, the size of the hidden labor market is esti-
mated to be 5.5 billion Kr. Compared to the GDP of 1979 this amounts
to 2.3%. If we base the estimate on what the respondents answered
on what they thought were their “neighbors’” participation in the
black markets, the estimate is increased to 3.5%.

Buyers of unregistered labor services are generally quite pleased both
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Table 11.2. Survey regressions, male propensities I- 111

“Would if possible” “Once in the past” “Last year”
)] (11 (1)
Estimated Significance Estimated Significance Estimated Significance
coefficients level coefficients level coefficients level
A
Constant term 0.788 0 0.206 0.24 -0.019 0.90
Regular wage rate after marginal tax —0.003 0.20 —0.002 0.45 —0.003 0.35
Irregular wage rate 0.001 0.43 0.003 0.01 0.001 0.15
Irregular wage rate after penalty charge —0.001 0.49 -0.002 0.36 0.001 0.47
Probability of detection -0.579 0 —-0.624 0 -0.406 0
Index of gambling 0.027 0.22 0.062 0.02 0.028 0.24
B
Under 40, unmarried 0.226 0.01 0.257 0.01 0.282 0
Under 40, married, without children 0.228 0.02 0.147 0.20 0.257 0.01
Under 40, married, with children 0.144 0.03 0.112 0.15 0.105 0.14
Above 40, unmarried 0.180 0.19 0.219 0.18 0.146 0.33
Above 40, married children 0.147 0.03 0.073 0.36 —0.006 0.94
C
Cities 0.077 0.13 0.020 0.74 0.140 0.01
Rural districts 0.010 0.88 0.138 0.08 0.117 0.10
D
Farm houses 0.192 0.16 0.108 0.51 0.119 0.43
Semi-detached houses -0.018 0.82 0.061 0.50 0.131 0.12
Apartments —0.044 0.55 —0.004 0.96 0.016 0.84
Lodgings 0.056 0.72 0.127 0.49 0.082 0.62
Other residences —0.374 0.04 —0.188 0.38 0.036 0.85
E
7-9 years of schooling 0.003 0.97 0.048 0.51 0.083 0.20
10-12 years of schooling 0.051 0.45 0.119 0.15 0.104 0.16
University -0.129 0.12 —0.089 0.36 -0.138 0.12
F
Teaching 0.103 0.32 0.279 0.04 0.122 0.23
Functionary, secretaries 0.230 0.10 Reference Reference 0.078 0.59
group group
Administrators, salesmen, accountants 0.065 0.41 0.224 0.06 Reference Reference
group group
Sales staff 0.101 0.37 — — —0.088 0.47
Housing, children day care 0.198 0.48 —-0.024 0.94 0.213 0.49
Manufacturing industries, constructions 0.037 0.62 0.233 0.03 0.108 0.15
Agriculture 0.087 0.55 0.272 0.14 0.344 0.03
Public relations, etc. -0.318 0.03 -0.125 0.48 —-0.154 0.29
Craftsmen Reference Reference 0.285 0.01 0.300 0
group group
Drivers -0.020 0.86 0.088 0.55 0.199 0.10
Engineers, mechanics 0.233 0.06 0.299 0.05 0.276 0.03
Lawyers, doctors -0.129 0.46 0.133 0.29 0.133 0.47
Other occupations 0.006 0.95 0.193 0.10 0.147 0.09
Students, pupils -0.196 0.22 0.172 0.39 0.049 0.78
Without regular work 0.044 0.61 0.291 0.20 0.022 0.91
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with the quality of work and the ease with which such work is
supplied.

There is a general feeling that the hidden labor market will increase over
time and become more acceptable in society.

There is a tendency that the participation rate for younger people has
increased relative to other age groups over the last decade.

A final finding in the survey study is that about 80% of the hidden
labor services is paid in cash. This gives some justification to the
underlying assumption of the macro-approach, namely, that transac-
tions in the unregistered sector of the economy are settled in currency.

The behavior of the tax evaders: some empirical tests

In the survey the respondents were asked to estimate their marginal tax
rate, the penalty rate, and the probability of detection. Since they also
answered what their gross and net incomes were the preceding year, we
could compare the “true” marginal tax rate with what they considered it
to be. Their answers on the penalty rate question could be compared
with the actual rules, and the estimate of the probability of detection
could be compared with qualified guesses made by ourselves. The result
of these comparisons was that the marginal tax rates were overesti-
mated, but the gap between the estimated and the true marginal tax
rates decreased with higher income. On the other hand, people in lower
income brackets overestimated the probability of detection and the
penalty rate as well. The net result of these three misunderstandings
could just as well be that the low-income people chose the optimal tax
evasion level.

The answers given in the survey were used as observations of the
variables. For several reasons the answers may not yield the intended
information. First, our interpretation of the answers could be wrong.
Second, the respondents might suppress the true answers. Finally, as
already indicated, their estimates might not be in accordance with true
values. However, what matters for individual behavior is perception,
not reality.

The survey contained several demographic and socioeconomic ques-
tions. In what follows we give the main conclusions obtained from
several regressions. In all regressions the same set of independent vari-
ables are used. The independent variables are grouped in the following
six categories:

A. Economic variables. The economic variables included are those
suggested by the economic theory of tax evasion extended to allow for
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a variable labor supply. Thus, marginal wage income [i.e., the gross
wage rate per hour multiplied by 1 minus the marginal tax rate] is used
as one variable rather than introducing wage rates and tax rates separ-
ately. The wage rate in the unregistered labor market enters the re-
lations separately as well as with the penalty charges deducted. The
probability of detection is included separately.? Finally, we have in-
cluded a gambling index constructed on the basis of the respondent’s
participation in the state lottery, the state football pools, bingo, and
trotting races. The hypothesis is that tax evasion is rooted in the agent’s
inclination to take risks and gamble. There are, of course, other ex-
planations of a possible relationship between tax evasion and gambling.
Through participation in gambling, unregistered income can be white-
washed. That is, unregistered income used in state football pools may
yield a tax-free and legal prize. Further, people without a regular job
may choose to fill their spare time with gambling as well as with tem-
porary employment in the unregistered labor markets.

B. Demographic factors. The following categories are specified:

Less than 40 years old, unmarried with and without children
Less than 40 years old and married with and without children
Above 40 years old.

C. Place of residence. Three categories are specified: sparsely pop-
ulated areas, cities, and rural districts.

D. Type of residences. Farmhouses, single-unit houses, semi-detached
houses, apartments, lodgings, and others.

E. Education. Seven to nine years of schooling, 10—12 years of
schooling, universities.

F. Occupation. Eighteen different occupations are specified. The
exact specification is given in Tables 11.2 and 11.3.

In the survey the following three questions are asked:

I If you had the opportunity, would you evade taxes? (“Would if
possible.”)
II Have you at least once evaded taxes? (“‘Once in the past.”)
III Have you received unregistered labor income the last 12 months?
(‘““Last year.”)

If the answer was yes, the value 1 was attached to the answer. If no,
the value was 0. Thus, the dependent variable is dichotomous, and the
independent variables are continuous or polytomous. The presence of
dichotomous and polytomous variables indicates the logit method as

2 For a theoretical exposition, see Isachsen and Strom (1980).
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the appropriate method of estimation. However, this was not done.
Instead, the more cruder and simpler method of linear regression was
applied with dummy variables representing the categorical variables
B-F. The estimated values of the dependent variables I-III will vary
between 0 and 1 and can be interpreted as estimates of the frequencies
of the different kinds of participation in the hidden economy. To illus-
trate how Tables 11.2 and 11.3 should be interpreted, an example is
offered. If the subjective probability of detection is increased from 0.1
to 0.2, the value of variable I will decrease from 0.5 to 0.46. Thus, the
frequency of evading taxes “‘if one had the opportunity” is estimated to
decrease by four percentage points, from 0.5 to 0.46.

The results of the regressions are displayed in Tables 11.2 and 11.3,
We distinguish between males (Table 11.2) and females (Table 11.3)
because their opportunities in the labor markets are significantly
different.

In category B above 40, married without children is used as a reference
group.

In category C the reference group is sparsely populated areas.

In category D the reference group is single-unit houses.

In category E the reference group is 7-9 years of schooling, and in
category F the reference group varies over the different cases.

A notable result is that the probability of detection has a highly
significant impact upon all three frequencies for males and upon fre-
quencies I and II for all females. Thus, increased surveillance of eco-
nomic activity giving the impression of a higher probability of detection
should be an effective way of combatting the growth of the unregistered
labor market.

For males, wage rates, marginal tax rates, and penalty charges have
the intuitively expected signs, and some of them are even significantly
different from zero at acceptable levels of significance (0.05-0.10). It
should be emphasized that the few coefficients significantly different
from zero accords with theory that allows for labor supply to vary. As
stated in the preceding, theory gives no definite answer as to the sign of
the partial derivatives.

The demographic factor under 40, especially if unmarried, seems to
have a decisive influence on the male’s propensity to engage in un-
registered work. When it comes to frequencies based on experiences
(II and IIT), the expectations of an overrepresentation of male crafts-
men and mechanics is confirmed. For females the gambler index has a
significant influence on both wishes to take part in the unregistered
labor market (I) and on past participation (II). The expectation of an
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Table 11.3. Survey regressions, female propensities I- 111

“Would if possible” “Once in the past” “Last year”
I (In) (IIT)
Estimated Significance Estimated Significance Estimated Significance
coefficients level coefficients level coefficients level
A
Constant term 0.481 0.02 —0.064 0.78 —0.354 0.02
Regular wage rate after marginal tax 0.007 0.08 0.002 0.69 0.006 0.04
Irregular wage rate —0.001 0.56 0.001 0.66 0.002 0.07
Irregular wage rate after penalty charge —0.003 0.31 0.001 0.77 0.001 0.85
Probability of detection —0.767 0 —0.286 0.04 -0.110 0.23
Index of gambling 0.090 0.01 0.081 0.02 0.042 0.07
B
Under 40, unmarried, without children 0.146 0.40 0.261 0.15 0.311 0.01
Under 40, unmarried, with children 0.141 0.46 0.355 0.06 0.358 0
Under 40, married, without children 0.079 0.60 0.153 0.34 0.109 0.28
Under 40, married, 1 child 0.222 0.12 0.183 0.23 0.019 0.85
Under 40, married, children 0.097 0.45 0.209 0.11 0.133 0.12
Above 40, unmarried -0.010 0.60 0.561 0.05 0.055 0.65
Above 40, married children 0.025 0.80 0.041 0.80 0.120 0.23
C
Cities —0.053 0.50 —0.026 0.75 0.018 0.73
Rural districts 0.057 0.56 0.008 0.93 0.126 0.06
D
Farmhouses —0.523 0.01 —0.330 0.09 ~0.146 0.27
Semi-detached houses —0.011 0.93 —0.042 0.72 0.044 0.56
Apartments 0.111 0.36 —0.033 0.79 0.074 0.37
Lodgings 0.033 0.90 -0.279 0.31 -0.143 0.44
Other residences 0.217 0.57 0.048 0.90 0.116 0.65
E
7-9 years of schooling 0.056 -0.54 0.037 0.69 0.020 0.74
10-12 years of schooling 0.001 0.99 —0.025 0.81 ~0.011 0.87
University —0.055 0.69 —-0.050 0.72 —0.086 0.35
F
Teaching -0.076 0.63 0.152 0.33 -0.019 0.87
Functionary, secretaries 0.118 0.31 Reference Reference —0.020 0.80
group group
Administrators, salesmen, accountants 0.343 0.02 0.153 0.46 0.127 0.37
Sales staff 0.068 0.55 0.125 0.30 Reference Reference
group group
Housing, children day care 0.248 0.05 0.241 0.05 0.158 0.06
Manufacturing industries 0.014 0.94 0.208 0.26
Cleaning 0.222 0.18 -0.010 0.95 —0.030 0.79
Nurses Reference Reference 0.014 0.90 0.014 0.86
group group
Other occupations 0.144 0.33 0.262 0.08 0.053 0.59

Students, pupils 0.391 0.42 0.650 0.19 0.659 0.05
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overrepresentation of females in the child day care business is also
confirmed. For women, the demographic factor under 40, especially if
unmarried with children, seems to have a decisive influence on past
participation in the unregistered labor markets.

The labor supply function

In addition to questions I--III, the respondents also reported on how
many hours they worked unregistered during the last 12 months. These
answers are taken as observations of the fourth dependent variable:

IV Number of hours worked unregistered last year.

The following function for the supply of unregistered labor supply was
assumed:

ll'l(NB + 1) = ag + GIWR(l - t) + a2WB + a3WB(1 - T)
+ aup + asz +u

where
Ng = number of hours worked per year in unregistered market
Wr = hourly wage rate in regular market

t = marginal tax rate, t = 0
Wg = hourly wage rate in unregistered market
7 = penalty rate, 7 = 0
p = probability of detection measured in percentages
z = vector of socioeconomic variables whose content is suppressed
here
u = normally distributed error term

The results are given in what follows. The figures in parentheses are
significance levels:

Males:
In(Ng + 1) = 2.060 — 0.016Wg(1 — ¢) — 0.001 Wy
(0.0) (0.14) (0.82)
+ 0.100Wg(1 — 7) — 0.020p + aZ
(0.13) (0.0)
Females:

In(Ng + 1) = —0.170 + 0.150Wg(1 — £) + 0.005Ws

(0.63) (0.19) (0.26)
+ 0.003Wg(1 — 7) — 0.004p + asZ
(0.73) (0.20)
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Except for the coefficients associated with W, all coefficients in the
regression equation for males have a plausible sign, although we again
remind the reader that the general theory of tax evasion implies no
expected signs. If the behavior is guided by economically based de-
cisions under uncertainty, however, some of the economic variables
should be expected to have a significant influence on the behavior. The
coefficients associated with wage rates and tax rates are not significant
at the 5% level. At that level only the coefficient associated with the
(subjective) probability of detection is significant. The results indicate
that if the probability of detection increases by one percentage point,
say, from 0.10 to 0.11 (from 10 to 11%), the number of hours worked in
the unregistered economy will, on average, decrease by 2%, say, from
100 hours per year to 98 hours per year.

In the case of females no coefficients associated with the economic
factors are different from zero at acceptable levels of significance. It
thus seems that the reason females work unregistered is not a result of a
calculated decision under uncertainty, as could be the case for males. A
more reasonable explanation in accordance with our findings in Tables
11.2 and 11.3, as well as with common observations, is that females
work unregistered due to the lack of regular job opportunities.

Another way of putting it is that schwartsarbeit for men are side jobs.
Males are in a position to say yes or no to side jobs to complement or to
replace some hours otherwise worked in the regular market. This de-
cision might be explained by the more elaborate theory of tax evasion.
Females, on the other hand, are not in this position. Their decision of
taking jobs in the unregistered market therefore might not be a result of
a calculated decision under uncertainty but the only way of getting a job
at all.

265






CHAPTER 12

Canada’s underground economy

ROLF MIRUS and ROGER S. SMITH

Measurement of unobserved economic activity in Canada has proven to
be an elusive task. In this chapter, we define the two broad concepts of
the unobserved economy, summarize the findings of studies that have
dealt with this topic in the Canadian context, and present new esti-
mates of unmeasured gross national product (GNP).

Defining the phenomenon

Although it is agreed that unobserved economic activity is the result of
a complex interaction of legal, economic, political, cultural, and other
institutional factors that vary from country to country, it is also apparent
that there is no uniformly accepted definition of unobserved economic
activity. It is therefore important to clarify possible concepts of un-
observed economic activity at the outset.

It is useful to decompose total economic activity into money-based
and non-monetary transactions (Feige, 1980). Non-monetary activities
comprise both market activities (i.e., exchange) and non-market ones
whether legal or illegal in nature. Included in this group are in-kind con-
sumption and cooperatively organized exchange of professional services.
The fact that this component of economic activity is so difficult to mea-
sure has resulted in the convention to exclude most non-monetary trans-
actions from GNP. To the extent that shifts occur from the monetary
observed to the non-monetary unobserved sector, the National Income
and Product Accounts will present a biased picture of economic growth.
Despite the obvious importance and far-reaching implications of non-
monetary economic activity (Kendrick, 1979; Eisner, 1978), this essay
will concentrate on the monetary portion of unobserved economic
activity.

Two concepts of the unobserved monetary economy can be distin-
guished. First, there is the sum of all unreported taxable money income,
which forms the base for tax evasion. Second, there is the monetary
value of economic activity that should conventionally be included in
GNP but is nevertheless unrecorded. These two broad definitions, in
turn, subsume aspects of the unobserved economy that have been the
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subject of investigation by some researchers. For example, grey labor
markets are part of both tax evasion and unobserved GNP. The differ-
ence lies in the extent to which such unreported labor income is taxable.
The tax evasion notion of the unobserved economy also includes all un-
reported but taxable capital gains from wealth transfers, whereas un-
observed GNP only includes the unrecorded expenditures that result
from such income.

Previous Canadian studies

The earliest work on Canada’s unobserved economy was carried out at
the Bank of Canada. Both the studies by Haas (1978) and Wong and
Rose (1980) are unpublished internal research memoranda and have
therefore not been widely circulated. They are based on the role of
currency as a medium of exchange in the unobserved economy. Haas
studied real per capita currency holdings with the expectation that such
holdings should decline as a result of the introduction of credit cards and
other financial innovations. Observing an increase during the 1960’s and
1970’s, he concluded that this must be attributable to growing unob-
served economic activity. On the basis of 1953-5 as a benchmark period
and using M1 velocity, Haas estimated that by the end of 1977 an extra
11.1% of GNP went unreported.

Although this methodology is open to the objections that demographic
changes have been ignored, that the velocity has not been adjusted to
reflect unobserved activity, and that the income elasticity of real per
capita currency holdings is assumed zero,! the approach is promising in
that it avoids the difficulties besetting the methods used by Gutmann
(1977) and Tanzi (1982), namely, drawing inferences about additional
currency holdings by studying the movement of currency relative to
demand deposits or a broader monetary aggregate.

Wong and Rose (1980) showed that the Gutmann approach encoun-
ters difficulties in the Canadian setting. Dividing total demand deposits
into their two components, they found that currency declined relative to
personal checking account balances throughout the 1970’s, so that the
observed increase in the currency—demand deposit ratio had to be due
to rapid growth in current-account balances. In addition, when bank
note quality and the share of currency transfers in total transactions
are assumed constant, they show that currency transfers relative to
demand deposit transfers declined from the 1950’s to the late 1970’s.
This decline implies that the stock of currency grew at a rate insufficient

! These criticisms are made by Wong and Rose (1980).
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to support much growth in unobserved transactions. As a result, Wong
and Rose rejected the Gutmann methodology for Canada. They instead
favored Feige’s transactions method as the theoretically strongest among
the monetary approaches but did not pursue it beyond the currency
component.

Mirus and Smith (1981) attempted to apply the transactions methods
to Canadian data but encountered difficulties with the adjustment for
purely financial transactions. Without such an adjustment, implausible
results were obtained. After omitting check-clearing transactions in
major financial centers and assuming 125 lifetime transactions per bank
note, they arrived at an unobserved economy of 28.1% of GNP by 1976
using 1939 as their benchmark. They also provided estimates of income
evading taxes by means of Tanzi’s method, expressing the currency—
demand deposit ratio as a function of, among others, the average per-
sonal tax burden. On the basis of their regression analysis, they calcu-
lated that extra currency holdings attributable to an increasing tax
burden might imply income equivalent to 5.3-7.8% of GNP evading
taxes in 1976.

In her study of tax evasion, Ethier (1982) provided some evidence on
the discrepancy between national accounts income and individual and
corporate incomes reported to the tax authorities. During the decade of
the 1970’s, this discrepancy declined from nearly 30 to 14%. It is difficult
to interpret this trend as well as the remaining gap. Is the decline due
to a drift from monetary income to income in kind or is it due to the
increase in the coverage of taxable income resulting from the inclusion
of social insurance pensions (1972) and family allowances (1974) in the
tax base? The measured increase in compliance may also have been the
result of increased enforcement activities.

Ethier also applied Tanzi’s approach and found that currency hold-
ings were significantly affected by the tax burden, measured as the
average marginal tax rate on filers. Ethier’s estimates suggest that tax
evasion in 1980 amounted to 8.8% of the actual tax revenues collected
from individuals and unincorporated business.

Methodological observations

Depending on which of the two concepts of unobserved monetary activ-
ity is employed — and the previous Canadian studies have not always
made that distinction clear — different methodologies are appropriate.
For this reason the review of the Canadian measurement attempts
affords an opportunity to evaluate the strengths and weaknesses of the
various methodologies used.
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Currency ratio methods as advocated by Gutmann and Tanzi have
proved problematic. They fail to take account of changes in financial
innovations and changes in interest rates. Reliance on the currency ratio
to isolate the effect of increases in the tax burden ignores consideration
of other contributing factors such as audit probabilities and changes in
social attitudes. Moreover, the implicit assumption that tax evasion
applies only to cash income leads the method to produce underestimates
of evasion since underreported capital gains income is unlikely to be
related to currency usage.>

These methodological difficulties are largely avoided by Feige’s trans-
actions method. From a theoretical perspective, this method is better
suited to accomplish its objective. Its objective is, of course, to measure
the second concept of unobserved monetary economic activity: unre-
corded GNP. By including check-based transactions, it overcomes the
overly narrow focus on currency. By adjusting for purely financial trans-
actions, it remains true to its goal to measure unrecorded production
activity.

If there are questions to be raised about Feige’s approach, they
pertain largely to the availability of the empirical data required for its
implementation. Since confirmation of the existence and the growth of
the unobserved economy depends on an increase in the ratio of total to
final transactions and since such an increase can be observed, one has
to show that it is not due to an increase in the prices of intermediate
relative to final goods or to a decrease in vertical integration that neces-
sitates more intermediate transactions per dollar of final output. While
the methodology clearly takes account of these considerations (Feige,
1979), it is often empirically difficult to adduce clear evidence with
respect to these questions. An increasing total-final transactions ratio
can also be the result of more purely financial transactions, such as
transfers between checking and savings accounts, asset transfers, and
the like. Once again, it is difficult to obtain accurate data on purely
financial flows, and thus the results of the method must be judged by the
availability and accuracy of the empirical data required to make the
necessary conceptual adjustments. In the absence of a thorough tax
compliance study by the Canadian authorities, Feige’s approach re-
mains the only comprehensive macro-approach that passes the initial
requirement of theoretical acceptability.

Other approaches such as labor market studies based on survey data
are likely to be marred by problems of non-response or untruthful
response. Nonetheless, they can provide important corroborative or

2 Langfeldt (1982) points out these limitations.
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non-supportive evidence. Indirect evidence yielded by other simple
economic indicators may also prove helpful in any initial assessment of
the preconditions for the existence of an unobserved sector.

Simple indicators

In casual discussions one encounters references to the increase in large-
denomination bank notes, the availability of time for second jobs, and
the increasing tax burden as indicators of the existence of an unobserved
economy. Whereas the theoretical links between these indicators and the
size of the phenomenon are tenuous, impressionistic evidence of this
nature may prove beneficial if only to provide some description of the
Canadian institutional setting.

Large-denomination bank notes

If currency is the prevalent medium of exchange in unobserved economic
activity and if wealth from such activity, especially the illegal kind, is held
in this form so as to prevent it from being traced, one might expect a
growing unobserved sector to be reflected in a growing proportion of
large-denomination bills. Indeed, between 1969 and 1979, when GNP
grew by 226%, $100 and $1,000 notes grew by 288 and 641%. However,
as pointed by O’Higgins (1981), this increase cannot be viewed as un-
ambiguous evidence of growing unobserved economic activity. It may
simply reflect the public’s attempt to replace lower with higher denomi-
nation notes in the face of inflation. The fact that between 1960 and
1980, the average note denomination grew by 241.7% while the con-
sumer price index (CPI) grew by 283.8% is consistent with this view.

The Canadian consumer tax index

To answer the question of how the average Canadian family’s tax burden
has been changing over time, the Fraser Institute publishes the Canadian
consumer tax index at two-year intervals.> This index shows the propor-
tion of total income the average family would have paid in taxes of all
kinds: personal federal and provincial income tax, sales taxes, property
taxes, profits taxes, social security, liquor taxes, and many others. Table
12.1 shows the increase in this index in nominal and real terms as well as
the ratio of personal income taxes to personal income net of transfers.

Since this index only reflects the revenue going to government and not

3 See Pipes and Walker (1982).
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Table 12.1. The tax burden of the average Canadian family

Personal
income tax
relative to

Total income, Nominal increase Real increase personal
Year average family Taxes paid over 1961 (%) over 1961 (%) income
1961 $ 7,582 $ 1,675 — — 0.078
1969 11,323 3,117 86.1 48.3 0.134
1972 14,154 4,203 150.9 79.6 0.154
1976 21,872 5,979 257.9 79.8 0.155
1980 33,685 10,306 515.3 119.1 0.155

Source: Pipes and Walker (1982, pp. 44 and 45). The average personal income tax burden
is calculated from the Cansim series.

the resulting benefits to residents, it reflects a partial picture. Never-
theless, a tax bill that more than doubles in real terms over two decades
can be viewed as a cause for a switch to the unobserved sector. As more
and more Canadians made the discovery that a substantial portion of
total income is going to the various forms of taxation, this awareness,
combined with the widely shared perception of the complexity and
unfairness of the system, may well explain decisions to supply and
demand goods and services in markets where taxes can be avoided.

The potential supply of labor for unobserved activity

Ethier (1982) had dismissed the labor market approach on the grounds
that in Canada, contrary to Italy or West Germany, the labor force
participation rate had been rising rather than falling. Despite such an
increase, it is possible that population growth, reductions in the average
work week, and increased unemployment combine to swell the potential
supply of labor for unobserved activities. Using 1970 as the base year,
Table 12.2 presents evidence that in the Canadian case the potential
supply of labor for unobserved activity has fairly steadily increased dur-
ing the last 12 years. This potential supply of unobserved labor is com-
prised of those already employed but working fewer hours per week,
those not reporting themselves as looking for work, or the unemployed.

Taken together, the readings of these simple indicators obviously do
not permit strong conclusions. But they are suggestive: In Canada there
was significant growth in incentives and available time for diverting
economic activity to the unobserved sector. The fact that large-
denomination notes have not grown disproportionately is not incom-
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Table 12.2. The potential supply of labor for unobserved activity
(1970 = 100)

Potential supply of hours per week

Year increase over 1970 (%)
1971 5.6
1972 5.8
1973 6.1
1974 9.3
1975 14.3
1976 16.8
1977 20.1
1978 19.6
1979 18.3
1980 20.1
1981 20.4
1982 342

Notes: Calculated from Labor Force Status of the Population and
Average Hours Worked per Week in Manufacturing as published by
the Bank of Canada Review, April 1983, pp. S118/19, S126. The
series is defined as [(1 — participation rate ) X civilian population
over 15 + unemployed] X 39.7 + (39.7 — average weekly hours in
manufacturing) X labor force. Average weekly hours in manufactur-
ing were 39.7 in 1970.

patible with the existence and growth of the unobserved sector. It may
well be that increased use of checks, lack of ready acceptability of large
bills in day-to-day transactions, as well as reliance on U.S. currency
explain the changing denomination structure.

Currency demand

A review of Canadian attempts to gauge the unobserved economy
reveals a belief that both its size and growth should be detectable from
the behavior of monetary aggregates or their components. In light of
the deficiencies of the currency ratio approaches, it appears useful to
focus on currency demand separately. Currency is uniquely demand
determined and does not bear an implicit interest rate, as do sight de-
posits. Its role as transactions medium is therefore captured by inven-
tory models that show optimal cash holdings as the result of cost mi-
nimization.*

4 In the context of inventory models the optimal cash holdings imply an elasticity of 0.05

of real currency demand with respect to real GNP (Baumol, 1966).
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The existence of an unobserved money-based sector with payment
practices similar to those in the observed sector would suggest that there
are inexplicably large real-currency holdings. If this sector is growing in
relative terms, one should observe an increase in the measured income
elasticity of real-currency holdings when observed GNP declines as a
fraction of total output. However, the 1968 introduction of credit cards
to Canada and their subsequent acceptance by consumers undoubtedly
also affected currency demand. Although their impact on demand de-
posits is somewhat ambiguous, because debit balances ultimately tend
to get settled by demand deposits, it is reasonable to suggest that credit
card use has lessened the need for cash transactions. The empirical re-
searcher therefore confronts the unenviable situation where confirma-
tion of a growing unobserved economy requires evidence of increasing
income elasticity of currency demand when the biased GNP measure is
used as an independent variable; yet at the same time financial sector
innovations, coupled with increasing sophistication of the public in
managing its cash balances, suggest that this income elasticity should
have declined in recent years.

In order to investigate the structure of currency demand, the demand
function for real per capita currency holdings is specified as follows:

c(t) = a1 + a, D) + asy(t) + asD(F)y(t) + asr(t) + agT(t) + e(t)
(12.1)

where

c(t) = natural logarithm of real per capita currency holdings (using
the CPI) for year ¢
y(t) = natural logarithm of real per capita GNP (using the CPI) for
year ¢
D(t*) = dummy variable, 0 for ¢t > ¥,
l1fort=r*
r(f) = interest rate .
T(t) = natural logarithm of personal tax burden in year ¢
e(t) = error term

In effect, we are searching for a significant coefficient a4 of the dummy
variable D indicating a change from time ¢* onward of the per capita
real income elasticity a;. Utilizing annual average data for currency, the
years 1968, 1970, and 1972 are of greatest interest. In 1968 credit cards
were first introduced and the personal tax burden increased dramatically.
In the course of the next five years the average tax burden increased
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more than 25%, and credit card use became widespread. Regression
results are shown in Table 12.3.

Equations (1)—(3) in Table 12.3 reveal no significant change in the
dummy shift variable for the real income elasticity; hence, no net struc-
tural change can be ascertained for these three years. One can possibly
interpret the absence of such a change in structure as indirect corrobora-
tion of the existence of unobserved economic activity in that the lower
per capita currency holdings, induced by credit card use, were counter-
acted by additional holdings to support transactions not included in
measured real GNP per capita. This, of course, amounts to forcing the
hypothesis to fit the data. Still, equations (5) and (6), although based on
very few observations, suggest an increase in the real income elasticity,
and equation (4) reveals a positive, but insignificant, effect of the per-
sonal tax burden on currency holdings.

Finally, it is worth noting that the estimated values of the real income
elasticity are compatible with growth in the unobserved economy since
they exceed the theoretical optimum of 0.5.

Although no significant conclusions can be drawn, this approach may
prove useful in future work as data availability permits further tests of
structural change. There are hints in the results of equations (5) and (6)
that currency demand is characterized by some instability, the causes
of which are not well understood but may be related to the unobserved
economy.

Estimates by means of the total transactions method

As the transactions method is well known,” it will not be discussed in
detail other than to emphasize that it relies on the assumption that the
ratio of total non-financial transactions to total final output is relatively
constant. Since total final output is simply the sum of observed and un-
observed output, knowledge of the transaction-income ratio, the total
volume of non-financial transactions, and the observed level of output
permits residual estimation of the unobserved component of total
income.

Total check-based transactions

Data are available for all of Canada’s check-clearing centers, but the

% See Feige (1979) for a detailed description of the approach and Feige (1980) for refine-
ments.
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Table 12.3. Per capita real currency demand, 1960-82

Equation Characteristic Adjusted
number of ¢ a a, as a, as a, ) R?,DW
1 1960-82, r* = 196 —4.86(4.97)  1.19(1.26) 0.55(1.69) 0.36(1.24) —0.054(2.21) — 0.95 047,1.70
2 1960-82, ¢* = 1970  —4.29(3.77)  0.52(0.50) 0.70(1.86) 0.16(0.50) —0.051(1.94) — 0.93 0.40,1.32
3 1960-82, r* = 1972  —4.34(5.05)  0.45(0.43) 0.70(2.32) 0.13(0.40) —0.051(1.95) — 0.94 0.47,1.20
4 1960-82 —4.07(8.27) — 0.72(4.64) — —0.600(2.24) 0.000(1.34) 0.82 0.50,0.92
5 1960-72 —4.08(7.69) — 0.72(4.34) — —0.037(1.19) — 0.76 0.62,1.06
6 1971-82 ~2.34(2.08) — 1.21(3.36) —_ —0.187(4.10) — 049 0.61,1.43
7 1960-82, r* = 1970  —3.79(6.39) — 0.857(4.27)  —0.0002(0.02) 0.054(2.12) — 0.92 042,124

Notes: Numbers in parentheses are -values; ¢ = first-order serial correlation coefficient.
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elimination of purely financial transactions requires ad hoc experi-
mentation. Three alternative transaction measures were constructed in
order to account for purely financial transactions.

a Total check-based transactions were estimated for all clearing cen-
ters other than Toronto, Montreal, Vancouver, and Calgary. The
growth rate of transactions in these non-financial centers was then
applied to the 1949 volume of transactions in the financial centers in
order to arrive at the first estimate of total adjusted check-based
transactions.

b Total adjusted check-based transactions were estimated as the sum of
transactions in all clearing centers other than Toronto and Montreal.

¢ Total adjusted check-based transactions were estimated as the sum of
transactions in all clearing centers other than Toronto minus the sum
of the market value of stocks sold at the Montreal and Toronto Stock
Exchanges and the value of gross new issues and retirements of
Canadian dollar denominated bonds.

Again following Feige, total federal personal and corporate income
taxes as well as employer and employee contributions to social insur-
ance were subtracted from these total check transactions. Since trans-
actions data exclude federal government transactions, observed output
was measured net of government expenditures on goods and services.

Currency transactions

An experiment regarding the lifetime of Canadian bank notes® helped
support the assumption of 200 lifetime transactions. Coupling this
assumption with estimated average life spans of the various bank notes,
it was possible to construct a series for currency turnover.” The resulting
estimated sums of currency and check transactions relative to GNP (net
of federal government expenditures for goods and services) is given in
Table 12.4 for each of the aforementioned cases. Inspection of these
ratios reveals a slight, but steady, decline in the ratios during the 1960’s,
with subsequent sporadic increases since then. This observation might

¢ Thanks are due to Drew Mackenzie for designing this test on 30 fresh notes, and simu-
lating more than 14,000 folding transactions. The notes were considered “worn™ when a
tear, hole, or perforation arose. Assuming two folds per transaction, the average note
supported 240 transactions. We use the somewhat more conservative number of 200 life-
time transactions.

For 1978-2 we used the average life of bills published by the Bank of Canada Review
(January 1982), p. 18. For 1964—77 we used our calculations, which are based on the age
of worn-out bills in 1968. There were only minor differences between these two sets of
note lives.

~
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Table 12.4. Ratios of total to final transactions

Year (a) (b) (c)

1949 13.32 10.41 11.78
1950 12.61 9.74 11.23
1951 12.03 9.17 10.63
1952 11.77 8.94 10.36
1953 11.89 9.04 10.22
1954 11.70 8.99 10.15
1955 11.12 8.57 9.91
1956 10.94 8.39 9.85
1957 10.72 8.23 9.67
1958 10.94 8.26 9.38
1959 10.91 8.11 9.67
1960 10.93 8.04 9.83
1961 11.38 8.34 10.12
1962 11.25 8.18 10.06
1963 11.40 8.13 10.12
1964 11.14 7.89 10.04
1965 11.13 7.81 10.06
1966 10.99 7.67 9.94
1967 11.26 7.80 10.06
1968 11.10 7.76 9.81
1969 10.97 7.65 9.65
1970 10.83 7.50 9.59
1971 10.95 7.54 9.60
1972 10.99 7.69 9.86
1973 11.25 7.79 10.03
1974 11.66 7.93 10.40
1975 12.56 8.38 11.13
1976 12.25 8.16 11.04
1977 12.01 8.07 10.98
1978 11.73 7.86 10.31
1979 11.80 7.90 10.15
1980 12.44 8.35 10.72
1981 11.98 8.76 11.20
1982 12.36 8.73 10.96

reflect a slow process of increasing vertical integration that then either
subsides or is swamped by the effects of the emerging unobserved
sector.

To give the results a conservative flavor, the ratio for the year 1972,
rather than 1970, was chosen as the benchmark for calculating the im-
plied unobserved economy as a fraction of officially measured GNP.
Table 12.5 shows that regardless of the method of adjusting for financial
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Table 12.5. The implied unobserved economy (percentage of GNP)

Real

Adjustment procedure GNP
growth

Year (@) (b) (©) (%)
1973 2.25 1.26 1.62 7.54
1974 5.80 3.10 5.17 3.59
1975 13.50 8.53 12.26 1.19
1976 10.81 5.82 11.31 5.52
1977 8.75 4.62 10.75 2.10
1978 6.33 2.12 4.35 371
1979 6.98 2.53 2.76 3.03
1980 12.53 8.13 8.26 0.03
1981 8.52 13.20 12.93 2.02
1982 11.81 12.84 10.53 -5.00

fluff, very similar patterns result for the evolution of the unobserved
sector. There appears to be rapid growth up to the mid-1970’s, a decline
to 1978-9, and resumed growth since then except for the deep recession
in 1982. The decline during the second half of the 1970’s coincides with
a decline in the average tax burden due to the indexing of the federal
income tax against inflation effective in 1974. The existence of a wage—
price controls program for 1975-8 may also have had an impact on the
size of this sector by affecting the relative price of observed and un-
observed output. However, it is less clear that this should have led to a
net decline.

Although the results appear plausible in terms of order of magnitude,
several caveats are necessary. To the extent that unobserved activity
existed before 1972, the estimates represent a conservative figure. The
fluctuations in the estimated unobserved sector remain somewhat puz-
zling. Large supply elasticities and fluctuations in demand are implied
for this sector. Whereas these are perhaps not implausible, given the
nature of the unobserved economy, it is difficult to discern a consistent
pro-cyclical or countercyclical movement in the estimates. The real GNP
growth rates in Table 12.5 show the recession years 1974~5 accompanied
by dramatic growth in the estimates of unobserved economy activity, yet
during the 1982 recession, the unobserved sector contracts in two of the
three estimates. The recession of the mid-1970’s was accompanied by
accelerating inflation whereas the deep recession of 1982 was accom-
panied by decelerating inflation, but it is unclear how this difference
should affect the growth of the unobserved sector. Finally, it can be seen
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that the results are quite sensitive to the type of adjustments made to
incorporate the effects of purely financial transactions. No adjustments
were included to account for debits due to cash withdrawals and shifts
between demand deposits and time deposits. To the extent that these
flows have increased over time in non-financial centers, the possibility
remains that some financial fluff may still be included in the estimated
check transactions series.

To summarize, the results suggest that the unobserved sector has
shown considerable fluctuations over the 1972-82 period and that it
currently may amount to 10% of observed GNP. These estimates are far
from precise, and little is known about their confidence intervals.

To date, no systematic research has been undertaken to examine
the causes of the growth of the unobserved economy in Canada. The
prevailing hypothesis is that the sector’s apparent growth has been en-
couraged by increases in the marginal rates of taxation, the growing
complexity of the tax structure, and a decline in taxpayers’ perceptions
of the fairness of the system. Although public discussion of tax evasion
has substantially increased, Revenue Canada’s number of special in-
vestigators of tax evasion has remained stationary at 530 in the last
few years, and prosecutions as well as investigations completed show
a downward trend.® The growth of the unobserved economy does
suggest that informal markets may play an important role in limiting
governmental interference with free-market activities through the im-
position of taxes and regulations.

8 Department of National Revenue, Inside Taxation, 1980-2.
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CHAPTER 13

The underground economy in France

PHILIPPE BARTHELEMY

This chapter examines four aspects of the research on the underground
economy in France. After a brief review of the historical interest in the
subject and a discussion of the most frequently employed terminology,
I report on the results of several regional surveys that have been con-
ducted in order to gain an insight into the nature of the problem of
‘“clandestine labor.”” This will be followed by a survey of the empirical
estimates of tax evasion in France and by a macro-economic estimate of
the size and growth of the underground economy in France employing
Tanzi’s (1980) estimating method.

Terminology

French legislation concerning clandestine labor dates back to 1936.
Immediately following the Matignon accord, which established paid
holidays, a law was passed in June 1936 forbidding paid work during
paid holidays. In October 1940, a multiple-job-holding law was adopted:
“No one may undertake an industrial, commercial or professional job
on his own account unless he is registered either in the commercial
register or the trade register and unless he pays the social and taxation
charges levied on that profession.” The adequacy of these laws was
severely questioned by Mr. Antoni who, in his report on the fight
against clandestine labor prepared on behalf of the Economic Council
(March 1950), drew special attention to “the disquieting extension of
the clandestine labor market.” The current legislation concerning clan-
destine labor was adopted in July 1972, largely as a result of pressure
exerted by professional organizations that frequently put forward the
argument of unfair competition. The law states that labor shall be
considered clandestine if it concerns the non-occasional ‘‘remunerated
exercise of an activity dealing with production, transformation, repairs,
or the supply of services necessitating inscription on the commercial
register and/or the list of trades, or consisting of commercial activities
effected by an individual not figuring on the list of trades or the commer-
cial register and not meeting the social and fiscal obligations inherent to
that activity.”!

! A detailed analysis of the law and its application can be found in C. Choain (1982).
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Since the passage of this law, employer organizations and trade asso-
ciations have increased their demands for more severe measures against
clandestine workers. The Metton report on means to fight clandestine
labor proposed an increase in the penalties for clandestine labor and an
extension of the meaning of the term to include occasional activities as
well.? This extended concept of illegal activities is referred to as *‘black
labor.”

Two aspects of the French legal conception of clandestine labor that
have been more or less copied by various other countries® are worth
noting. First, there are the proposals to step up the fight against hidden
labor that nevertheless exclude a category of acceptable domestic acti-
vities. Second, distinctions are made between various types of black
labor depending on the motivation behind it. Thus one can distinguish
between black labor performed for the sake of survival (hunger justifies
the means), parasitic black labor (the unacceptable type), and convivial
labor in the sense defined by Ivan Illich as an alternative to labor in the
public and private market sectors. Convivial labor is performed in what
has become known as the third sector.

Whether seen from the point of view of supply or demand, black
labor is motivated by conventional economic considerations of financial
gain. However, autonomous forms of production such as communities
or associations are guided by different incentives. They are motivated
not by the search for profit but by the desire to produce something im-
portant without delay. The third sector is characterized by its emphasis
on creativity rather than remuneration.

The theoretical basis for the third sector also has its origins in a new
concept of time use that discards the traditional dichotomy of work
time and leisure time. Instead, the third sector employs the three-way
partition — market labor-non-market labor-non-labor - under the
conviction that “it is necessary both to have a better mastery of time,
and to be able to use the time thus freed to improve upon non-market
goods from non-market labor.”* Delors and Gaudin (1979) provide a
detailed description of the third economy, focusing on its place in the
economy at large, its method of organization, and its financial aspects.
The third sector coexists with the market economy and with the admini-
strative sector. It is based on small, mainly decentralized economic
units, and its finances are initially secured through public subsidies and

Rapport sur les moyes a mettre en oeuvre pour lutter contre le travail clandestin, National
Building Federation, Paris, February 1979.

Belgium, July 6, 1976, and Luxemburg, August 3, 1977.

Greffe and Gaudin, 1980, p. 92.

bW
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subsequently by membership fees and the sale goods and services on
special markets. The third sector has received growing attention in
the French literature on the informal economy. Two French authors,
Barthelemy and Rosanvallon, have each developed a definition of the
underground economy. Although their definitions are not fundamentally
opposed, their points of view are markedly different.

Rosanvallon (1980) includes the underground economy as one com-
ponent of what he terms global activities:

Global official official
social = private + public +
activity economy  economy

underground
economy

The author quite correctly points out that the underground economy
seems, to many people, to be an official pseudo-economy, based on the
fact that certain underground activities (e.g., domestic activities) have,
in a sense, been re-integrated into the traditional economy. However, it
is equally important to see the underground economy as a phenomenon
in its own right and to study it in the larger traditional economic context.
As characteristic criteria of the underground economy, Rosanvallon
successively rejects

1 size (both small-scale and large-scale activities are included),
2 legality (help provided within a family is not clandestine labor), and
3 market characteristics (some goods are sold, others are not).

The criterion he accepts is that of the connection between the under-
ground economy and the state. Underground exchanges are carried out
on the borderline of state control, and there are two ways in which this
may be done: (a) concealed (the occult economy) and (b) autonomously
(the autonomous economy). His definition for the underground economy
is therefore as follows:

Underground economy = occult economy + autonomous economy

The occult economy is defined as illegal with regard to state regula-
tions. There is an organic relationship between the occult economy and
the market economy, and its existence is seen as the product of the
social rigidity of an official economy. The autonomous economy does
not infringe upon state regulations: ‘It is based on forms of social or-
ganization which have no tax consequences (neighbors, family in the
broad sense of the word) or on the activities which give rise to taxation
because they are free or reciprocal (domestic labor).”””

5 Rosanvanlon, 1980, p. 19.
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Barthelemy’s (1981) classification of hidden activities is composed
of four components: clandestine labor, black labor, the underground
economy in the strict sense, and the underground economy in a broad
sense. Clandestine labor involves regular work done outside the current
social and taxation norms as defined by French law. Black labor (which
includes clandestine labor) comprises concealed activities of an occa-
sional nature including the activities of students, retired people, multiple
job holders, and unemployed in a small-scale and occasional way. It is
the lower intensity of fraudulent salaried activities that distinguishes
black labor from clandestine labor. The underground economy in the
strict sense of the term includes undeclared labor as well as legal activi-
ties not reported to tax authorities and illegal prohibited activities.
It therefore includes fiscal evasion, barter, theft, corruption, bribery,
smuggling, embezzlement, prostitution, and drug traffic. The under-
ground economy in the broad sense of the term includes all of the pre-
ceding activities as well as a series of domestic activities and communal,
charitable, and group activities.

Reports and survey evidence

The available documentation on the underground economy in France is
fairly abundant, though frequently it is too subjective to be used without
reservations. The main body of sources can be divided up into two
categories: reports from social partners and administrative reports.
Both have the issue of black labor as their main subject. Characteristic
of the reports belonging to the first category is the overall condemna-
tion of illegal workers. The arguments provided for such an attitude
vary according to the nature of the organization publishing the paper
in question. Unanimity is also characteristic of the official reports in
the second category. Fabre (1979), Sequin (1979), Delorozoy (1980),
Fau (1980), Dupeyroux (1983), and Ragot (1983) all agree that black
labor is extensive, though unmeasurable. All believe that one ought to
distinguish between large-scale defrauders and occasional clandestine
workers, and all deem it necessary to strengthen the methods of control.

Both approaches are inadequate for an analysis of the phenomenon of
black labor. Any condemnation of black labor requires a detailed ex-
amination of the motives of all participants in illegal activities. Such
an examination is absent from the preceding studies. In addition, the
distinction between black labor and the underground economy is not
always clearly drawn, with the result that many French studies produce
empirical estimates of its size without a clear-cut operational definition
of the phenomenon being measured. However, black labor has also

284



France

been the subject of several direct surveys that have yielded interesting
results. Tahar’s monograph (1980) on the leather industry in the Tarn
region traces the economic chain of undeclared labor from the tanning
of hides to the sale of leather products by street vendors.

Le Bars (1980) has studied black labor in the building industry of the
Paris region, and Foudi (1981) has investigated black labor activity
among the unemployed workers in the region of Lille.

In the le Bars (1980) study, the sample was composed of young men
between the ages of 24 and 43. The average age was 32. All individuals
had lived in a given area for a long time and were thus well integrated.
All had professional training. Half of the black workers questioned
were salaried employees, 20% laborers, 10% middle managerial staff,
and 10% unemployed. The average of the net declared monthly salaries
(excluding those of the unemployed) was twice the legal minimum wage
(SMIC). In only 20% of all cases was black labor a vital financial neces-
sity. For 60% of those interviewed, the motivation was financial, al-
though black labor was not a dire necessity. Twenty percent of the men
had no financial motivation. They either attempted to obtain profes-
sional qualifications or wished to be integrated into society. The income
from black labor varied with each individual and ranged from 2,500 FF to
36,000 FF per annum. The average income was 17,000 FF per year. The
average time devoted to black labor — 12 hours a week — is of little signi-
ficance. One group worked between 1 and 3 hours per week, another
between 6 and 15 hours a week. All participants questioned knew that
black labor was illegal. However, aware of the risks and the penalties,
they were not dissuaded. On the contrary, it pushed them toward black
labor all the more.

On the demand side, the positions are less easily classified. They
belong to all socio-professional categories, their incomes vary from
3,000 FF to 11,000 FF per month, and their ages vary from 27 to 82. The
only thing they have in common is the fact that 90% of them turned to
undeclared labor for the first time out of financial necessity; the remain-
ing 10% got involved in illegal activities when helping someone out.

This study of black labor in the Paris region is interesting for two
reasons. From a methodological point of view, it provides an apt illus-
tration of the kind of surveys that should now be applied to other pro-
fessions and in other regions. In this way, the overall picture of French
black labor could be brought more into focus. From an analytical point
of view, the study enables one to examine the basis of supply and demand
for black labor. In this context, Giran (1981) has recently published
a paper establishing the theoretical connection between the official and
the unofficial labor market.
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Foudi’s (1981) study concerned the behavior of the unemployed when
confronted with the option of black labor. The study is based on inter-
views of prime aged unemployed males from the region of Lille. All
were searching for employment and had been registered at the National
Employment Agency (ANPE) for more than three months. The great-
est achievement of this study was to disprove the popular idea that the
“professional” undeclared work force is composed of those who are
unemployed and on the dole. In a sample of ninety-four individuals,
only forty cases of black labor were discovered. Moreover, in twenty-
five cases the contribution of income earned to the family resources was
small and insignificant; in only three cases did the income from black
labor amount to more than half the legal minimum wage (SMIC). In
addition, it was found that out of thirty-one individuals who had done
undeclared work before becoming unemployed, only eleven had in-
creased their practices in this sector once officially unemployed. How-
ever, the study is not limited to the quantitative aspect of black labor
among the unemployed but provides an insight into the broader social
life of those interviewed.® Those men whose income from black labor
was large can be divided into three categories:

1 undeclared workers in real misery (poverty forced them to black
labor),

2 contractors (the professional undeclared in the building sector), and

3 unemployed men undergoing retraining (involved in jobs that could
soon become their official occupation).

For individuals with very little income from undeclared work, a series of
socioeconomic factors provided an explanation. One of these was the
reduction of the demand for labor due to a drop in the purchasing power
of those offering employment and the increase of domestic do-it-yourself
activities. Other factors varied with each individual questioned (deteri-
oration of health, inability to borrow the necessary equipment from
employers, and the fear of being caught). From a sociological point of
view, the studies done in Paris and Lille are complementary. They both
shed light on the motivations and difficulties of multiple job holders and
the officially unemployed confronted with the option of “‘every-day un-
declared work.” Their contribution is that they reveal both sociological
and economic descriptions of underground activity, but given their
limited regional scope, it is difficult to use these studies to obtain national
estimates of the size of underground activities.

6 The study also extends to the domestic activities of the unemployed questioned. How-
ever, these activities do not increase noticeably with the advent of unemployment.
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Estimating tax evasion in France

Estimates of tax evasion in France have been made by the General
Income Board for the Tax Council.” Its first study appeared in 1972, and
since 1978 regular publications have appeared with the aim of evaluating
the reliability of income declarations. The first study contains a survey
of 40,000 taxpayers, the sample determined by two criteria: (1) level of
taxable declared income and (2) category of prevailing income.

On the basis of these criteria, 86.3% (i.e., 34,500) of the taxpayers
initially examined were excluded since their prevailing income con-
sisted of salaries, wages, pensions, and life annuities. Consequently, the
sample survey subjected 4,165 units to a careful audit in order to deter-
mine an aggregate estimate of French tax evasion. The main results of
this survey are summarized in Tables 13.1 and 13.2.

Before studying the results, one should not fail to take into account
the following:

a The sample study concerned only those taxpayers who admitted to a
tax liability. Thus, the estimate excludes non-filers as well as filers
who claimed no tax liability.

b The registered evasion is that which has been disclosed by the tax
inspectors. Consequently, it is impossible to form an estimate of the
amount of undisclosed tax evasion.

From Table 13.1 it appears that those taxpayers whose prevailing
income was composed of salaries, wages, pensions, and life annuities
represented 86.3% of all taxpayers and that the proportion of those
who would have been corrected had systematic verification applied to
all taxpayers would only have amounted to 18.2%. Conversely, it was
the smaller category, comprising the recipients of profits from non-
commercial activities (and taxed according to the checked declaration
system), that would have been subjected to the higher degree of correc-
tion, namely, 85.2%. One can also observe that the average amount of
unpaid tax was low for the larger category and high for the smaller
category. The average increased rate for corrected taxpayers also shows
great disparities according to the prevailing incomes. The taxpayers
whose main income was composed of industrial and commercial profits
(taxed according to the lump-sum system) were corrected at a rate of
43.8% , whereas those who earned salaries, wages, pensions, and life
annuities were corrected at a rate of 10.3%. Notably, the average in-
creased rate of taxpayers whose prevailing income was composed of

7 Conseil des Impots, 1979.
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Table 13.1. Estimates of tax evasion by type of income

Average Average
increased value of
Percentage Percentage rate for unpaid tax
of of corrected  corrected (in FF of
Type of prevailing income taxpayers  taxpayers  taxpayers 1971)

Salaries, wages, pensions, and life

annuities 86.3 18.2 10.3 790
Industrial and commercial profits,

taxes and according to lump-

sum system 7.2 43.1 43.8 3,875
Industrial and commercial profits,

taxed according to real profit

system 1.3 78.5 21.9 6,510
Profits from non-commercial

activities, taxed according to

administrative evaluation

system 1.1 45.2 21.9 4,415
Profits from non-commercial

activities, taxed according to

checked declaration system 0.3 85.2 16.1 10,160
Land and real estate incomes 1.1 50.6 32.1 4,630
Stocks and share incomes 0.7 32.5 14.6 5,830
Other incomes 2.0 34.8 12.3 1,270

Total or average 100 22.0 17.4 1,848

Source: Conseil des Impots, ““Le rapport au Président de la Republique relatif a I'imp6t
sur le revenu,” Journal Officiel, 1979, p. 161.

non-commercial profits taxed according to the checked declaration
system was only 16.1% (i.e., below the average of 17.4%). When tax
evasion is studied according to the net total income before corrections
(Table 13.2), one observes (with the exception of one case) that the
higher the proportion of corrected taxpayers, the larger the average
value of the unpaid tax. However, the average increased rate of
corrected taxpayers declines as the declared incomes rises, with one
exception, for the income bracket 30,100-50,000 FF. Thus, the big
taxpayers appear to evade more tax than the small ones, although their
evasion is proportionally less. On the basis of these figures, income tax
evasion in France was estimated to amount to 4.4 billion FF, which was
approximately 14% of the declared income tax.

Evasion of the value-added tax (VAT) has recently been studied by
the General Tax Board (GTB) and by the General Customs Board
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Table 13.2. Estimated size of tax evasion

Average

Net total Percentage of  increasedrate  Average value
income before Percentage of corrected for corrected  of unpaid tax
corrections taxpayers taxpayers taxpayers (in FF of 1971)
Less than 15,000 43.9 16.4 29.0 638
15,100-20,000 19.1 14.8 17.2 847
20,100-30,000 19.9 277 16.5 1,125
30,100~-50,000 11.9 358 203 3,054
50,100-100,000 4.1 383 13.0 4,045
More than 100,000 1.1 61.7 10.6 9,262
Average 100 2.0 17.4 1,848

Source: Conseil des Imp6ts, “Le rapport au Président de la Republique relatif a imp6t
sur le revenue,” Journal Officiel, 1979, pp. 162-4, 167 (extracts).

(GCB)2. These results have been published in the sixth report of the tax
council (1983). In its policy of tax control, the GTB focuses on the areas
where inaccuracies in the declarations are most likely to occur. As a
simple extrapolation of results for all people subject to VAT would most
probably lead to an overestimation of the size of evasion, an index of
overestimation has been defined as the ratio of the examination results
of those obtained if the choice of subjects and areas were to be purely
random. With the aid of the indexes arrived at and the results provided
by the tax controls, it becomes possible to estimate VAT evasion. On
the basis of these studies, the amount of evasion of VAT was estimated
to be 6,434 billion FF in 1979. However, it is most likely that the amount
of evasion is underestimated since:

1 The estimate concerns only the disclosed evasion; one must add all
evasion uncovered by the inspectors.

2 The study excludes all industrial and commercial firms with a turnover
lower than 150,000 FF for firms supplying services and lower than
500,000 FF for all other firms. This exclusion seems all the more un-
fortunate since evasion tends to increase when turnover figures are
lower. Indeed, it is easier to evade VAT when one is directly in con-
tact with the ultimate consumer than when one sells by way of inter-
mediate consumption to firms that have the right to deduct VAT paid

8 In France, VAT is collected by the General Tax Board (~71%) and by the General
Customs Board (~29%).
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for their purchases. It is the smallest firms that are frequently situated
at the end of the production process.

3 Several activities subject to VAT have been excluded from the
estimate (i.e., farming, non-commercial activities, civil building
societies).

In order to evaluate the total amount of VAT evasion, it is necessary
to include the estimate derived by the GCB. This estimate was derived
by means of a sample survey relating to three fields within the jurisdic-
tion of the GCB: (1) clearance of commercial transactions, (2) transits,
and (3) travelers. As in the case of the estimate published by the GTB,
the results of the GCB underestimate the true situation because of the
following:

1 The most serious attempts at evasion escape all attempts of evaluation
insofar as the smugglers do not clear the goods. Smuggling automati-
cally falls beyond the scope of the investigations.

2 The sample survey only concerns one of the three checking processes
of the GCB. The three processes are direct checking (in the customs
office or in transit), deferred checking (during the following month),
and a posteriori checking (with confidential information about in-
dividuals who are suspected of evasion). The survey is only concerned
with the direct-check procedure and thus tends to understate the true
degree of VAT evasion.

3 The sample represents a small fraction of the annual traffic (1.32%
for customs declarations, 0.02% for transit permits, and 0.018% for
travelers).

If we extrapolate these findings to all taxpayers who are subject to
VAT, evasion would amount to 1.4 billion FF for 1979, or 1.8% of all
VAT collected. Total VAT evasion as estimated by the tax council,
however, amounts to 7,834 billion FF (6.434 billion FF for the GTB and
1.4 billion FF for the GCB). In conjunction with these surveys, the tax
council has also attempted to find an estimate of the amount of VAT
that theoretically should be collected if no underestimates existed. This
was done in the following manner. First, VAT returns that had been
effectively levied by the government were computed by means of figures
to be found in the national accounts. Then, VAT returns that theoreti-
cally should have been levied were computed, taking into account all
economic activity as measured by the different items of the national ac-
counts input—output tables. The difference between theoretical VAT
and effective VAT is termed the VAT gap. In order to deduce an esti-
mate of VAT evasion, one only had to correct this gap by taking into
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Table 13.3. Estimated VAT evasion

Proportion
attributable Residual gap
VAT gap toexemptions, (VAT evasion) Percentages
(in billions  deductions, and (in billions of VAT Percentages
Years of FF) legal delays of FF) returns of GDP
1970 9.1 1.8 7.3 10.3 0.9
1971 10.3 22 8.1 10.2 0.9
1972 10.2 22 8.0 8.9 0.8
1973 10.5 2.0 8.5 8.8 0.8
1974 12.2 2.8 94 8.2 0.7
1975¢ 13.2 3.0 10.2 7.5 0.7
1976° — — — — —
1977 19.5 5.7 13.8 8.9 0.7
1978 17.3 4.4 12.9 7.1 0.7
1979 14.5 2.5 12.0 5.6 0.6
1980 20.3 5.2 15.1 6.2 0.6
1981 24.0 5.9 18.1 6.6 0.7

“ Average of both years (1975 and 1976).
Source: Conseil des Imp6ts, “Sixieme rapport au Président de la Republique relatif a la
TVA,” Journal Officiel, 1983, p. 181.

account legal exemptions, deductions, and delays that come from legal
rules concerning VAT payments and abatements. The results of this in-
vestigation are provided in Table 13.3. They suggest that VAT evasion
is approximately 1% of GNP.

A currency-ratio-based estimate of unreported income in
France

At present, there are no macroeconomic estimates of France’s unre-
corded income since several of the estimating methods that have been
applied to other countries have been difficult to implement in the French
context. As the French national accounts do not provide pre-correction
figures of the revenue and expenditure aspects of the GDP, an applica-
tion of the IRD method [the initial residual difference method used by
Macaffee (1980) for the United Kingdom] proved impossible.

Several monetary methods, however, may be modified to apply to
France. Contrary, however, to Gutmann’s (1977) findings for the United
States, the trend of C/D (currency—demand deposit ratio) for France has
shown a marked decline since World War II. This suggests that the

291



PHILIPPE BARTHELEMY

simple currency ratio method used by Gutmann (1977) could not use-
fully be applied. Feige’s (1979) transactions method, based on Fisher’s
equation of exchange, cannot be used either since no data on the trans-
actions velocity of money are available. The only available data are
those on income velocity. However, a future investigation into the de-
terminants of transactions velocity [as employed by Feige (1979, 1981)
for the United States and the United Kingdom] should yield interesting
results.

For these reasons we have employed the monetary method Tanzi
(1982) used for the United States. In France, it is possible to apply this
method to data for the period 1959-79. The French national accounting
system was changed in 1976 to fit in with the accounts of other European
countries. However, conceptually consistent data have only been made
available as far back as 1959. Consequently, 1959 is the base year for our
study. This constraint should not present a handicap as 1959 marked a
turning point in the French economy from a period of reconstruction,
instability, and protectionism to a period of liberalization, political
stability, and the opening up of a new area of trade with the formation
of the Common Market.

As to the dependent variables, we had to make a choice of three
possible ratios: C/D; C/M1; or C/M2. Although Tanzi makes usé of the
ratio C/M2, we have not adhered to this choice for several reasons.
First, the broader definition of deposits does not correspond to trans-
action balances but includes savings deposits that must first be converted
to currency or demand deposits before being used as a means of pay-
ment. Any use of this broader definition requires information on the
costs of holding money, and such an appropriate interest rate series is
not available for France. Moreover, there have been no interest payments
on current accounts in France since 1967. It would have been possible to
work with C/M1, but the resulting econometric relationships are not
satisfactory. We have therefore chosen to examine the ratio of currency
to demand deposits, although this ratio also has several drawbacks as an
indicator of underground activity. Currency is not the sole medium of
exchange in clandestine activities, and it is also likely that variations in
C/D have occurred due to shifts between term deposits and current
accounts rather than as a result of shifts between the official and the un-
reported sector. Thus, C/D is affected by perfectly legal factors as well
as by factors relevant to clandestine activities. Each of these factors
influences the ratio through long-term and short-term effects. As we
have used annual data, the short-term effects can be disregarded. How-
ever, long-term effects require close examination. As Table 13.4 shows,
C/D has dropped sharply since World War II. Two main groups of
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Table 13.4. Monetary ratios (%)

1945 1950 1955 1960 1965 1970 1975 1980

C/M1 57 51.1 48.8 41.7 36.9 322 24.8 20.8
D/M1 43 48.9 51.2 58.3 63.1 67.8 75.2 79.2
C/D 133 104 95 71 58 47 33 26

factors may explain this tendency. To the first belong the rise in the level
of real income, the introduction and increasing use of credit cards, the
fact that checks are free of charge, the efforts made by the banks to
multiply the number of accounts, and the considerable degree of urbani-
zation. In order to take these factors into account, we have used the
level of real GDP per capita as a proxy variable. To the second group of
factors belong the increasing tendency to pay wages and salaries by
check or transfer, the growing use of monthly payments, and the in-
crease in the number of wage earners in the labor force. The variable
chosen to represent the latter group of factors is the proportion of wages
and salaries in the gross disposable income of the households. We are
not able to define a proxy variable to represent activities as varied as
drug traffic, smuggling, or prostitution.” Consequently, we focus more
particularly on the effects of tax evasion on C/D.

Although it is impossible to deal directly with the size of illegal activi-
ties, we may assume that they are nevertheless partially represented,
considering that a proportion of the funds necessary for these activities
probably comes from tax evasion. In order to estimate the incentives for
tax evasion, it is necessary to construct an appropriate tax rate variable
for the French situation. In light of the fact that VAT accounts for
almost 45% of tax revenue, we have chosen to represent the average
rate of taxation as the ratio of personal income tax revenue plus VAT to
pre-tax household income. The decision to underreport income depends
not only on direct taxation but also on indirect taxation.!° With our
variables defined in this way, we empirically estimated the following
equation:

m% =ay+anW+ a)InT + a;lnY (13.1)

where

° No study similar to that of Simon and Witte (1981) has been attempted for France.
19 Other tax variables have been tested, but the results obtained were not as good as with
this tax variable.
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C/D = currency—demand deposit ratio
W = ratio of wages and salaries to gross disposable household income
T = ratio of personal income tax plus VAT to household income
before tax
Y = index of real GDP per capita

For the years 1959-79, we arrived at the following results:

In< = 9.82031 — 0.086In W + 0.917In T — 1.636In Y
6.09)  (—0.17) (2.99)  (~12.92)

R* =0.976 F = 236.436 DW = 1.282

In order to arrive at an estimate of unreported income in France for
1979, we follow Tanzi’s (1980) method to first derive the amount of
currency induced by changes in the tax rate between its initial level in
1959 and its 1979 value. These calculations suggest that some 36,900
million FF of currency can be attributed to the change in the tax variable
between its original level and that of 1979. The method then requires a
second assumption, namely, that the amount of income generated by
these estimated tax-induced currency holdings can be derived by simply
multiplying the estimated tax-induced currency by the observed income
velocity in the official economy. The National Council for Credit esti-
mates that the ratio of GDP to M1 (income velocity) is 4.188. Using this
velocity figure in conjunction with the estimated tax-induced currency
yields an estimate of unreported income of 154.5 billion FF, or some
6.3% of GDP. Alternatively, since our estimates suggest that 36.9
billion FF of currency actually were used to produce unreported in-
come, we must first subtract this amount from M1 in order to estimate
the corrected income velocity in the official economy. Using this second
and preferred method, we find that income velocity in the official sector
was 4.472, and applying this figure to tax-induced currency yields an
estimate of unreported income of 165 billion FF, or 6.7% of GDP.

Our estimate of the size of unreported income in France has several
drawbacks. One of these is the limited nature of the available data,
which prevents us from adopting other estimating methods and from
comparing the results. These initial results for the French economy rely
completely on the implicit assumptions embedded in Tanzi’'s method
and thus neglect all other factors atfecting unreported activity other
than changes in tax rates. As such, they should probably be regarded as
lower bound estimates.
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CHAPTER 14

The Soviet second economy in a political
and legal perspective

F.J. M. FELDBRUGGE

Official Soviet sources project an image of an economy that is totally
centrally controlled: Central planning is comprehensive, and the means
of production are in the hands of the state. (The legal distinction
between state ownership, cooperative ownership, and social ownership,
which is of minor importance in political and economic terms, is dis-
regarded here.) This image is not significantly altered by the official
toleration of a modest private sector. It was well known to Western
observers that the official economy did not always function as it was
supposed to. The criminal code contains several provisions dealing with
violations of the established economic system, and the Soviet press
regularly reports on prosecutions for such violations and on other
abuses of the system. Nonetheless, such incidents did not detract
seriously from the overall picture. This began to change only after the
opening up of two new channels of information during the last fifteen
years: the emergence of a vast reservoir of unofficial (samizdat) sources
from the Soviet Union and the arrival of large numbers of Soviet emi-
grants in the West, many of whom brought with them extensive and
intimate knowledge of the functioning of the Soviet economic system.
As a result of these developments, the traditional view of the Soviet
economy as a system that was planned, owned, and controlled from the
center had to be revised. It became customary in this respect to speak of
the “second economy” of the Soviet Union, a system that presumably
would coexist with and be supplementary to the official, first economy.
It is the purpose of this chapter to investigate the relationships between
this second economy and the politico-legal system of the USSR.

Definition and nomenclature

Further reflection on the topic reveals two interrelated questions: What
is it precisely that we are looking at and what are we going to call it?
In other words, the questions of definition and nomenclature. The first
obstacle we encounter is the familiar conundrum of defining a complex
phenomenon that we suspect to hide behind specific manifestations vi-
sible to us. Such definitions inevitably contain an element of arbitrari-
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ness; they may result in the undesired exclusion or inclusion of certain
elements. The definition, however, is a tool; if it does not work well,
it can be thrown away. The minimum requirement is that it embraces
the core elements, which we assume to be connected. In the case of
the second economy of the USSR (I use this term provisionally at this
moment) it is not difficult to identify a number of such core elements, as
they have been described in recent sources: the existence of a flourish-
ing private market in certain goods and commodities, extensive produc-
tive activities of private individuals and groups, the institutionalization
of corruption and bribery, and utilization of the front of the official
economy for private entrepreneurial activities, to mention a few of the
most conspicuous.

The first attempt to tie together these various elements within a
general definition was made by Grossman in his pioneering essay on the
second economy of the USSR.! He suggested that the second economy
comprised all production and exchange activities that fulfilled at least
one of the two following tests: (a) being directly for private gain and (b)
being in some significant respect in knowing contravention of existing
law.? Although the definition has undoubtedly proved usable, there is
something inherently unsatisfactory in its combination of two quite dis-
parate elements: private gain and illegality. What does an act that is
lawful and for private gain have in common with an act that is unlawful
and not for private gain?

Ginsburgs and Pomorski suggest two definitions, a wider and a nar-
rower one, and, upon reflection, opt for the former. The wider definition
describes the second economy as “any private, spontaneous economic
activity beyond direct control by the central planner’; the narrower de-
finition reduces the concept to “spontaneous, private activity officially
denounced as harmful and, hence, prohibited by law.””? Although the
authors prefer the wider definition in principle, the narrow one is in fact
operational because, as they point out, their “interest focuses primarily
on the responses of the second economy, [and therefore] it seems
natural to structure the discussion following the major types of criminal
conduct recognized in the penal legislation.” This, incidentally, illus-

! G. Grossman, “The ‘Second Economy’ of the USSR,” Problems of Communism, 1977,
No. 5, pp. 25-40.

2 Ibid, p.25; the same definition is retained by Grossman in “La seconde économie et [a
planification économique soviétique,” Revue d’études comparatives Est-Ouest, 1981,
No. 2, pp. 5-24, at p. 6.

? In an as yet unpublished paper (see note 18) G. Ginsburgs and S. Pomorski, “En-
forcement of the Law and the Second Economy.”
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trates my point about the instrumental character of the definition to be
given. A certain malaise concerning both definitions of Ginsburgs and
Pomorski may be felt on account of the use of the term “spontaneous’;
at least to the present author this term seems unusually ambiguous.

Much attention to the matter of definitions is devoted by Wiles in the
German version of his study on the parallel economy.* The central con-
cept is anti-systemic conduct (systemwidriges Verhalten), ‘“which con-
cerns anything which does not conform to the actual economic system
of the country in question” (my translation, F. F.). Its complement is
systemkonformes Verhalten, which is also called official conduct. I
cannot consider this terminology entirely satisfactory because it begs the
question whether the actual economy system (tatsdchliches Wirtschafts-
system) should not, in any normal meaning of the word, embrace the
parallel (or second) economy. Anti-systemic behavior is also designated
as unrechtmdssig, while at the same time the latter qualification is con-
trasted with illegal. This would imply that in Wiles’s view anti-systemic
behavior is not to be branded as ipso facto unlawful (against the law) but
as unjust, contrary to natural justice, or perhaps simply contrary to the
prevailing system. After some additional considerations Wiles forwards
an enumerative definition that equates anti-systemic behavior with
unlawful distribution or production plus tax evasion plus evasion of
price controls plus theft plus corruption. The last four elements concern
illegal transfers; the first two involve illegal added value.

The legal criterion is again made decisive by Katsenelinboigen, who
has attempted to describe the different kinds of markets in the Soviet
Union. In his study on “‘coloured markets” he uses two sets of char-
acteristics: their legality (legal, semi-legal, and illegal markets) and their
relationship to the centralized planning system (immanent, socialist,
and rudimentary markets).® The latter aspect comes into consideration
in forecasting the future of the various subdivisions of the second eco-
nomy, which is otherwise analyzed according to its relationship with the
criminal law.

The advantage of using a legal criterion for determining what con-
stitutes the second economy is the relative sharpness of the distinction
(relative, in view of the haziness of many of the pertinent definitions of

4 P. Wiles, Die Parallelwirtschaft; eine Einschétzung des systemwidrigen Verhaltens
(SWYV) im Bereich der Wirtschaft unter besonderer Berticksichtigung der UdSSR, Bun-
desinstitut fiir Ostwissenschaftliche und Internationale Studien Koln, 1981, pp. 8-10.

5 A. Katsenelinboigen, “‘Coloured Markets in the Soviet Union,” Soviet Studies, 1977,
No. 1, pp. 62-85.
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second-economy activities in Soviet criminal law). On the other hand,
defining the second economy principally by reference to the illegality of
its constituent activities begs the question of why the legislator proscribed
precisely those activities. This leads us to the following consideration:
The most appropriate definition of the second economy depends very
much on the standpoint of the observer. He may be primarily interested
in specific economic or legal ramifications of the phenomenon. If one
attempts to view second-economy activities within the context of the
political and socioeconomic system prevailing in the Soviet Union, a
definition should take account of the essential characteristics of this
system. It proclaims and tends to be, as stated in the first sentence of
this chapter, a totally centrally controlled economic system. There can
be no doubt that the political and social system are in close harmony
with the economy in the sense that they are also determined by rigid and
comprehensive central control.

In the economy central control is expressed chiefly through two insti-
tutions: central planning and state ownership of the means of produc-
tion. It is clear that these two institutions are intimately connected;
already long ago they have been described as the dynamic and the static
aspects of the Soviet economic system.® Comprehensive planning of the
Soviet variety can only be realized where central authority is in un-
challenged control of the means of production. There are various legal
instrumentalities for achieving such control; the Soviet regime has opted
for a system wherein the bulk of the means of production are in im-
mediate and undivided state ownership, with the remainder assigned to
a plurality of cooperative owners (mainly kolkhozes). The legal and
economic independence of the individual cooperative is hardly less
minute than that of the individual state enterprise, so that, apart from its
formal legal nature, cooperative ownership can be regarded as a form of
indirect state ownership. For the sake of completeness it should be
added that there still exists a legally recognized but otherwise extremely
limited and totally insignificant possibility of individual ownership of
means of production.

Conversely, state ownership (whether direct or indirect) of the means
of production, as demanded by Marxist—Leninist political ideology,
naturally entails comprehensive central planning; it would be utterly
irrational first to concentrate all means of production in the hands of a
single owner and then to allow their uncoordinated utilization.

Once these essential characteristics of the Soviet economic system

¢ R. Maurach in his comments on article 4 of the 1936 constitution of the USSR, in his
Handbuch der Sowjetverfassung, Isar, Miinchen, 1955, p. 55.
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have been grasped, it is not difficult to perceive the vital role of the legal
system in the functioning of the economy and to understand why defini-
tions of the second economy so easily refer to legal standards. An eco-
nomic system of the Soviet type is in many respects a highly artificial
and therefore vulnerable construction. If its weaker sections are not
propped up by a number of legal commands and prohibitions, collapse
is imminent and widespread. The greater the comprehensiveness and
integration of the system, the more serious the effect of a single
malfunctioning. It is no exaggeration to assert that the entire Soviet
economic system would be fatally affected if only one of a small number
of vital prohibitions were lifted. The most important among these are
the provisions of the criminal code against speculation (article 154), the
exercise of forbidden professions (article 162), commercial middlemen
(article 153), and foreign trade transactions and foreign currency specu-
lation (article 88). The term “‘speculation” in this context may be mis-
leading because the criminal code defines speculation as the buying and
selling with the purpose of making a profit. There are a great many
other provisions in the criminal code directed against specific economic
activities, but the common element of the aforementioned offenses (and
a few others as well) is that they cover activities that are universal in
all countries and all times and in which people will engage more or less
spontaneously as long as they are not specifically prevented from doing
so. What this amounts to is that if the expectation turns out to be
correct, private citizens will enter the sphere of lawful and reported
economic activity on a large scale. A very significant sector of the
economy will thereby become desocialized and decontrolled. This
would destroy the ideological claim of having an economy where the
means of production are in the hands of society. It is this claim that
largely determines the organizational structure and legal arrangement
of the Soviet state and its economy. These cannot remain as they are
without legal prohibitions and safeguards.

Keeping this in mind, we may proceed to a definition of the second
economy. Such a definition could take as its starting point the consi-
deration that the Soviet economy pretends to be, and is to a consider-
able extent, totally centrally controlled, that is, based on comprehensive
central planning and central (state) ownership of the means of produc-
tion. If this is regarded as the first (official) economy, then the second
economy can be defined as its complement. Together they would make
up the whole of the economic life of the USSR. The second economy
then would cover those economic activities that escape central control
on account of their not being determined by central planning and/or not
being embraced by state ownership of the means of production.
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The definition just given has important points of similarity with the
wide definition of Ginsburgs and Pomorski, who speak of “economic
activity beyond direct control by the central planner.” It is equally close
to the views developed by Birman in his study on ‘“‘second and first
economies and economic reforms.” The latter author argues that the
most apt terminology would be to designate the ‘“‘inherently socialist
forms of the economy” (posledovatel’no-sotsialisticheskie formy kho-
ziaistva) as the first economy and all the rest as the second economy.’
But after stating his preference in this respect, he declares that he will
follow Grossman’s usage, albeit with some modifications. As a result,
Birman’s definition of the second economy consists of an enumeration
of various activities, arranged according to two criteria, both of them
legal: What is the legal character of the activity (legal, semi-legal,
illegal) and what are the property relations involved? We shall return to
Birman’s classification in the following section of this study.

Perhaps the most important consequence of the definition of the
second economy advanced here is that its comprehensive nature leads
to the inclusion of activities that are perfectly legal, particularly the
important private sector in Soviet agriculture. It is my contention that
in the perspective adopted here such a consequence is desirable and
advantageous. It highlights what Pomorski (and other authors) have
elsewhere designed as the machine model of the Soviet economy?®:

The Soviet economy, indeed the Soviet society as a whole, is organized
according to a machine model: one centre of political and economic disposition,
supplied with maximum relevant data and equipped with infallible tools for their
interpretation, makes all the important decisions. The decisions, conveyed to
various parts of the system, are faithfully carried out, and their implementation
is quickly and exactly reported back to the center. Underlying the machine
model is a fundamental assumption, that is, the assumption of ideal cooperation.

In this view, any economic activity that takes place outside or detracts
from the centrally controlled economic machine is part of the second
economy. In this way the definition allows the collection under a single
formula of a great variety of activities, the connection between which
may not be immediately obvious.

The definition is also affected by the common disease of the unclarity
of some of its constituent parts. We have attempted to explain the con-

7 1. Birman, Second and First Economies and Economic Reforms, Occasional Paper No.
108 of the Kennan Institute for Advanced Russian Studies, in Russian, p. 7.

8 S. Pomorski, “Crimes against the Central Planner: ‘Ochkovtiratel-stvo,”” in D. Barry,
G. Ginsburgs, P. Maggs, Eds., Soviet Law After Stalin, Part 1I: Social Engineering
Through Law, Sijthoff, Alphen aan den Rijn, 1978, pp. 291-317, at pp. 306-7.
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cept of central control of the economy by reference to the twin concepts
of central planning and central (state) ownership of the means of pro-
duction. The latter concept is sufficiently precise, even if, as in this
chapter, it is not taken in its strictly legal meaning. State ownership is
defined in article 11 of the Soviet constitution and more extensively in
the Russian civil code. In this chapter state ownership is assumed to
embrace also the legal categories of collective and social ownership, as
defined in the USSR constitution and the Russian civil code; that is, I
use state ownership in the meaning that Soviet law attributes to socialist
ownership (as opposed to personal ownership). It is much less clear,
however, what central planning embraces. One cannot say, for instance,
that private agricultural production is wholly outside the world of
central planning in the Soviet Union. In drawing up its plans for agri-
cultural production, the state certainly takes private production into
account. In present times the state even takes positive measures to
improve certain aspects of private agriculture.” Without getting into
details, I propose to limit the concept of central planning to those
economic activities that are formally included in the plan.

A final observation with regard to the definition proposed concerns
the term “economic activities.” This obviously also displays some in-
herent vagueness. Without attempting to resolve them, an example may
be of some help. Regular and routine theft of liquid fuel by professional
drivers, who resell it on the black market to private car owners, is a well-
known and well-documented phenomenon in the Soviet Union.'” It
should be regarded as an economic activity, which forms part of the
second economy. The occasional theft of a can of fuel by a bystander is
not an economic activity, although the totality of all such thefts will
have a forecastable and measurable effect on the economy.

This finally leaves us with the matter of nomenclature. What name
should be given to the phenomenon that has provisionally been de-
signated as the second economy? Once again, the point may be made
that there is a certain amount of legitimate variety flowing from the
different perspectives selected by various authors. Where the focus of a
study is on unlawful economic practices, there it is entirely in order to
speak about the illegal market and economy. In the framework of this
chapter, where the concept of a centrally controlled economy is the
pivotal idea, it would not be helpful to use a terminology that refers

9 Cf. B. Rumer, “The ‘Second’ Agriculture in the USSR,” Soviet Studies, 1981, No. 4,
pp. S560-72.

10 p. O’Hearn, “The Consumer Second Economy: Size and Effects,” Soviet Studies,
1980, No. 2, pp. 218-34, at p. 221.
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primarily to the legal character of the activities concerned. In other
words, “black market,” ““illegal economic activities,”” and similar desig-
nations are unsuitable. ‘“‘Private economy’’ has to be rejected because,
as we shall see, the centrally controlled economy is interwoven with and
penetrated by the economy we want to describe, so the second economy
is not only a private economy. It would also be paradoxical to refer to
our subject as “unobserved economy,” when the whole point of the
present exercise is to observe, analyze, and explain the very same. The
most practical way out of the terminological quandary is to go for a
neutral term that has little precise meaning by itself. The most ready
candidates presenting themselves are “parallel,” “‘second,” and ‘‘un-
official”” economy. ‘“‘Parallel”” and ““‘second’” economy have been used by
several authors, and as ‘“‘second economy” seems to be the most fre-
quently employed expression when referring to the Soviet economy, I
propose to conform to the latter usage.

Sources

Collecting information on the second economy of the USSR presents a
few special problems. Most of the basic information-gathering tech-
niques cannot be utilized in situ by Western students. Moreover, the
perusal of Soviet economic statistics often requires special skills,
whereas the equally important criminal statistics are treated as state
secrets. All this raises high barriers for a satisfactory quantitative
analysis of the phenomenon, a question to which we shall return in the
next section.

When it comes to the question of a more general insight into the
morphology of the Soviet second economy, its social significance, its
relationship to the political system, and so on, the picture becomes
rosier. Surprisingly, perhaps, the most detailed description of the rich
variety of second-economy activities is supplied by the Soviet press
itself. Soviet newspapers and magazines report frequently on the mani-
fold economic irregularities brought to light. Within the confined space
of an annual volume of the Current Digest of the Soviet Press (which
covers the entire spectrum of the Soviet press), there were more than 50
items concerning the second economy in 1981."! This means that there
must be at least tens of thousands of such reports in the entire Soviet

" In order to illustrate the point of the richness of the Soviet press as a source of
information on the various types of second-economy activities, the examples given in
this chapter have all been taken from the most recent available volume of the Current
Digest of the Soviet Press (CDSP).
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press during the last two or three decades. Occasionally Soviet news-
papers and magazines carry more general articles in which the pheno-
menon of the second economy or some of its aspects are discussed. Such
contributions often limit themselves to castigating the activities con-
cerned and to calling for increased vigilance and repression. In some
instances, however, authors have put forward more imaginative and
innovative suggestions.!? Knowledge gleaned from the official press
may, as usual, be supplemented through the reading of samizdat litera-
ture.!® Samizdat sources have from their inception in the 1960’s devoted
considerable attention to economic problems, and in that context there
has been quite a lot of reporting on and analysis of second-economy
activities.

Samizdat writing finds a natural extension in the works of Soviet
emigrés published in the West. Of particular interest among them for
our present topic are the books by Valerii Chalidze on crime in Russia,'*
Vladimir Bukovskii’s autobiography,!® Voslenskii’s study on the nomen-
klatura,'® Zemtsov’s “Party or Mafia?”’!”, and a host of shorter studies
by these and other authors.

Many Western visitors to the USSR have included discussions of the
second-economy phenomenon and related anecdotal evidence in more
general works of the Soviet Union.'®

All such works provide in one way or another first-hand information
on the second economy. This reservoir of primary knowledge has fed a
by-now impressive collection of secondary Western studies. Among

12 1n an article exposing “‘underground millionaires,” A. Rubinov suggests the introduc-
tion of income tax forms for people who make expensive purchases; Literaturnaia
Gazeta, July 1, 1981, CDSP, 1981, No. 40, p. 17. A similar suggestion is made by F.
Kuznetsov in Pravda, November 9, 1981, CDSP, 1981, no. 45, p. 19. In a more widely
ranging and candid survey of various manifestations of the second economy the
economist V. Rutgaizer (in Pravda, November 16, 1981, CDSP 1981, No. 46, pp. 18-
19) recognizes the inevitability, for the time being, of many such activities and even
advocates a certain liberalization in the wake of the Hungarian and East German
experience; this should be accompanied in his opinion by the simultaneous introduction
of income tax for the entire population.

Some of the principal older samizdat treatises on the Soviet economy are briefly
discussed in my book Samizdat and Political Dissent in the Soviet Union, Sijthoff
Leyden, 1975, pp. 213-214. More up to date is C. Allen, “A Survey of Economic
Samizdat,”” Radio Liberty Research, September 12, 1979, RL 268/79.

14 V. Chalidze, Criminal Russia, Random House, New York, 1977.

15 V. Bukovskii, To Build a Castle, Viking, London, 1978.

M. Voslensky, Nomenklatura — Die herrschende Klasse der Sowjet-union, Fritz Molden,
Wien, 1980.

I. Zemtsov, Partiia ili Mafiia? Razvorovannaia respublika, Editeurs Réunis, Paris,
1976.

H. Smith, The Russians, Ballantine, New York, 1976, especially the chapter
“Corruption: Living na levo,” pp. 81-101.
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these, Gregory Grossman'’s pioneering essay of 1977, published in Prob-
lems of Communism, has already been mentioned.'® Other important
contributions may be found in Soviet Studies and Survey.

The size of the Soviet second economy

Estimating the size of the second economy in the USSR is surrounded
by the same obstacles that similar operations entail in Western countries
plus quite a few additional ones caused by the scarcity and inaccessibility
of the relevant Soviet data. A preliminary difficulty is produced by the
question of definition, referred to in the beginning of this chapter. It is
hardly necessary to point out that if one wants to talk about the Soviet
second economy in quantitative terms, it makes an enormous difference
whether, for instance, data concerning legal agricultural production
from the private plots are included.

Once the researcher is clear in his own mind about the meaning to be
given to “second economy,” he has to select a method of finding and
analyzing quantitative data. A number of Western authors have ad-
dressed this particular problem of methodology.*’

At the initial level there are the educated guesses of former Soviet

19 A research conference on the second economy of the USSR organized by Professor
Grossman took place in Washington DC in January 1980; the following conference
papers have been at my disposal, through the courtesy of their respective authors:
S. Pomorski and G. Ginsburgs, “Enforcement of the Law and Second Economy™;
G. Schroeder Greenslade, “Regional Dimensions of the ‘Second Economy’ in the
USSR” (Occasional Paper No. 115 of the Kennan Institute for Advanced Russian
Studies); J. Vanous, ‘“‘Private Foreign Exchange Markets in Eastern Europe and the
USSR” (Occasional Paper No. 114 of the Kennan Institute for Advanced Russian
Studies); I. Birman, ““‘Vtoraia’ i ‘pervaia’ ekonomiki i khoziaistvennye reformy”
[*“Second and First Economies and Economic Reforms’] (Occasional Paper No. 108 of
the Kennan Institute for Advanced Russian Studies); D. O’Hearn, “The Second
Economy in Consumer Goods and Services™ (Occasional Paper No. 113 of the Kennan
Institute for Advanced Russian Studies); G. Ofer and A. Vinokur, ““Private Sources of
Income of the Soviet Urban Household,” Rand Corporation Report R-2359-NA, Santa
Monica, 1980; K. Bush, “Books in the Soviet Second Economy,” Radio Liberty
Research, November 23, 1981, No. 468/81. An expanded version of Wiles’s paper was
published in German by the Bundesinstitut fiir ostwissenschaftliche und internationale
Studien, P. Wiles, Die Parallelwirtschaft; eine Einschitzung des systemwidrigen
Verhaltens (SWV) im Bereich der Wirtschaft unter besonderer Beriicksichtigung der
UdSSR, Koln, 1981.

G. Schroeder and R. Greenslade, “On the Measurement of the Second Economy in the
USSR,” Ass. for Comp. Econ. Studies Bull., Vol 21 (1979), No. 1, pp. 3-22; D.
O’Hearn, op. cit., Consumer note 10, pp. 219-21; P. Wiles, Die Parallelwirtschaft
(note 19), pp. 20-2; G. Grossman, “Notes on the Illegal Private Economy and
Corruption,” in Soviet Economy in a Time of Change (A Compendium of Papers
Submitted to the Joint Economic Committee, Congress of the United States), Vol. 1,
Washington DC, 1979, pp. 847-52.
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citizens who have mentioned for the second economy percentages of
from 10 to 50 of the official, first economy. The same source is utilized
on a larger scale and in a more organized manner by Ofer and Vinokur,
who base themselves on a family budget survey of about a thousand
Russian emigré families now living in Israel.?! Their basic conclusions
are that the urban private sector accounts for 10-12% of total family
income and that about 18% of all consumption expenditures are made
to private people. In all, however, private activity in the urban con-
sumer sector does not add more than 3—-4% to Soviet GNP estimates.

On the basis of data from Ofer and Vinokur and similar sources,
official Soviet statistics, and some amount of guesswork, Wiles offers an
estimate of 12—13% of per capita personal income being derived from
the second economy.?

The picture would change considerably when the legal sector of the
second economy is also included. In this case more reliable data, albeit
somewhat dated, are available. According to CIA estimates for 1968,
10% of Soviet GNP originated in the legal private sector, of this 76%
was in agriculture, 22% in housing construction, and 2% in services. In
Grossman’s opinion, the share of the legal private sector has decreased
since 1968.%

Speaking of the overall effect of the Soviet second economy in quanti-
tative terms, the wisest course is surely to agree with most other authors
who limit themselves to calling it considerable or significant. It is dif-
ferent when the attention is directed at specific sectors or at specific
geographical areas. In such cases various methods sometimes allow
more precise statements because Soviet sources themselves directly or
indirectly supply the necessary data, and Soviet press reports occasion-
ally quote precise figures concerning specific illegal practices in a parti-
cular city or province. These figures are often the results of spot checks;
the performance of a given economic unit (a store, filling station, etc.)
is closely monitored for a day or a week and then checked against
“normal” performance. O’Hearn has collected a large number of such
press report data and used them in quantifying important parts of the
consumer sector of the Soviet second economy.** They indicate that in
many areas the second economy has outstripped the official one, a fact
that is abundantly confirmed by other Soviet press reports and by ob-
server reports. For instance, the quoted market share of the second

2 Ofer and Vinokur, op. cit., note 19, especially p. 70.

Wiles, Die Parallelwirtschaft, note 19, p. 65.
Grossman, op. cit, note 1, p. 35.
O’Hearn, op. cit., note 10, pp. 219-29.
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economy of petrol and lubricants in Kazakhstan is 80%, of house repairs
and decoration in Moscow 70%, of house repairs in Georgia 98-99%.
Press reports concerning the unlawful acquisition of fuel for private cars
may provide a good example of the difficulties encountered in trying to
form a more precise picture of a particular activity in the second eco-
nomy. Other sources mention ten filling stations in Kursk taking in
273,000 rubles, against 88,000 rubles during an equal but unsupervised
period the year before; 13.5% of petrol consumed in Omsk in 1971
being bought legally from the state; filling stations’ receipts in Orel
rising by 200—1000% during supervised periods.?> All this accords with
an Izvestiia report stating that by the most conservative estimates more
than a third of private motor cars drove on illegally acquired fuel. How-
ever, this only permits us to say with reasonable confidence that the
actual figure is probably between 40 and 90%.

No similar study has been made for the production sector, although
similar fragmentary data crop up regularly in the Soviet press. For
instance, according to newspaper reports, private construction activities
by regular gangs of builders (shabashniki) had completed projects to a
value of 70 million rubles in the province of Kurgan, whereas official
state construction enterprises accounted for only two-thirds of this
amount during the same period.?

Vanous has devoted a special study to private (illegal) foreign ex-
change markets in Eastern Europe and the USSR. On the basis of his
calculations for other East European countries, a prudent estimate of
the volume of hard currencies channelled into the black market of the
USSR during 1977 would amount to the equivalent of $500 million.?’

Treml’s pioneering studies on alcohol consumption in the USSR have
also covered the question of illegal distilling (samogon). During the
entire period of 195772 the figures for production and consumption of
samogon remain in the vicinity of at least 40% of total production and
consumption of hard liquor.?®

An important aspect of the study of the size of the second economy is
its geographical differentiation. This aspect emerges in many general
discussions of the subject and is the object of a special study by Ger-

% Ibid., p. 221.

26 See three articles in Komsomol’skaia Pravda, April 14, 15, and 17, 1981 (CDSP, 1981,
No. 17, pp. 6-8), reporting on the activities of moonlighting gangs of construction
workers in West Siberia.

27 Cf. Vanous, op. cit., note 19, pp. 42-43.

28 V. Treml, “Alcohol in the USSR: a Fiscal Dilemma,” Soviet Studies, Vol. 27, 1975,
pp- 161-77.
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trude Schroeder Greenslade.?”” Wiles, in his study on the “parallel
economy’’ of the Soviet Union, has attempted a geographical and
urban/rural breakdown of his estimates of the share of second-economy
activities in the composition of personal incomes. A point invariably
made in these studies concerns the special position of the Caucasian
republics, particularly Georgia. The latter republic has earned the
special attention of students of the Soviet second economy by its ap-
parent leading position in this respect, a position probably rooted in its
geographical position, its climatological characteristics, and the histori-
cally shaped national character of its inhabitants. In Wiles’s estimate,
rural Georgia tops the league with 32% of personal income derived
from the illegal sector of the second economy.

By way of a general conclusion, the first thing to be said is that
reasonably firm and precise figures concerning the overall effect of the
second economy can as yet not be given for two reasons. First, it is
impossible to provide a definition of the second economy that draws a
clear and meaningful (i.e., non-arbitrary) dividing line between the
second and first economies. Second, even if it were possible to design
such a definition, there is no sufficient database available to produce the
figures desired.

At more specific levels, that is, for specific economic sectors and/or
specific geographical areas, reasonably reliable figures can occasionally
be given. They confirm what already was known from differently
oriented studies, that the second economy is of considerable and some-
times preponderant importance in the production of consumer goods
and services. The interwovenness of the first and second economies in
the production of capital goods is an issue that does not lend itself easily
to quantification.

The forms of the second economy

In describing and classifying the forms in which the second economy
manifests itself, it is again the perspective adopted by the observer and
the definitions flowing from this that determine the approach to be
selected. In a legally oriented view of the second economy the most
natural procedure is to arrange various second-economy activities ac-
cording to the various criminal offenses under which they may be sub-
sumed: speculation, plan fraud, bribery, cheating customers, the exercise
of forbidden trades, and so on. This is, understandably, the procedure

2 Greenslade, op. cit., note 19.
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followed by Ginsburgs and Pomorski in their study on enforcement of
the law and the second economy.

A more detailed description is offered by Birman on the basis of his
classification of the entire Soviet economy.> The latter is subdivided by
him into nine main sectors, each of which consists of several subsections:

1 the state sector (institutions financed from the state budget and insti-
tutions that have to pay their own way — khozraschet organizations);

2 the cooperative sector (kolkhozes, fishing, trading, building, and
other cooperatives);

3 the quasi-capitalist sector (state-controlled enterprises with certain
specific legal characteristics, such as “Inturist” and Soviet banks for
foreign trade);

4 the intermediate sector (various supportive activities in the socialist
economy, of dubious legality themselves, such as the activities of
private building teams — shabashniki — for kolkhozes, the utilization
of private agents — rolkachi — by state enterprises, agricultural produc-
tion by industrial enterprises for the benefit of their own personnel,
etc.);

S private and lawful commercial activities (trading on the kolkhoz
market, letting of private apartments, certain permitted forms of
private employment);

6 private and lawful productive activities (agriculture on private plots,
hunting, fishing, building, and repair of private dwellings);

7 the semi-legal private sector (permitted private activities without pay-
ment of the prescribed taxes, acceptance of tips, industrial production
by kolkhozes, etc.);

8 illegal private economic activities (theft of public property, unauthor-
ized use of public property, forbidden productive activities, bribery);
and

9 illegal private trade (selling illegally acquired goods, speculation,
currency transactions).

Of these activities, Birman considers the last three entirely and 5 and
6 in part to make up the second economy.

A convenient beginning of a description of the various forms of the
second economy, and in this I follow Grossman’s example, may well be
the admission that the Soviet economy does not even officially pretend
to be totally centrally controlled. Complete socialization of production
is certainly an officially acclaimed ideal and has indeed been realized to

3¢ Birman, op. cit., note 7, pp. 3-4.
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a very high degree, but there still remains a private sector that is not
entirely insignificant and is accorded official recognition. The most
authoritative recent expression of this recognition is in article 17 of the
1977 constitution of the USSR*!:

Individual labor activity in the sphere of trades and crafts, agriculture, serving
the everyday needs of the population, as well as other forms of activity based
exclusively on the individual labor of citizens and the members of their families
are permitted in the USSR in accordance with the law. The state regulates
individual labor activity, ensuring its utilization in the interests of society.

This provision lends constitutional respectability to a plethora of
activities, of which private agriculture is the most important and the best
known.?*? Notwithstanding the nationalization of land and the virtually
complete socialization of the agricultural work force, individual families
of collectivized farmers will normally receive the use of a small plot (up
to 0.5 hectare, but usually smaller) to provide for their own needs. The
surplus production of this private plot (priusadebnyi uchastok) may be
sold on the so-called kolkhoz market. But what in theory was meant as a
modest concession to the realities of life in the country has turned out to
be a major and irreplaceable source of food production. According to
the official data for 1979, the private plots were responsible for the
following percentages of nationwide production: potatoes, 59%; vege-
tables, 31%; meat, 30%; milk, 29%; and eggs, 33%.%

Another important area of private economic activity is in the con-
struction of houses. In rural areas owner occupancy is the rule, and
taking the entire Soviet Union, about half the population lives in pri-
vately owned houses and apartments.**

In other sectors of private production and service the picture is com-
plicated. Certain professions and trades cannot be exercised legally
because they are affected by general prohibitions proclaimed by the
criminal code. For instance, the law forbids speculation, which is de-
fined as the buying and selling of goods with the purpose of making a
profit. This provision obviously prevents the legal exercise of a great
number of professions and trades, which are not themselves forbidden
outright. In other cases specific activities are expressly proscribed, and
the most important source in this respect is the Statute on Crafts and

3 Quoted from F. Feldbrugge (Ed.), The Constitutions of the USSR and the Union
Republics, Sijhoff and Noordhoff, Alphen aan den Rijn, 1979, p. 85.

%2 Cf. K. Widekin, The Private Sector in Soviet Agriculture, University of California
Press, Berkeley, 1973.

3 Narodnoe Khoziaistvo 1979, Moscow, 1981, p. 222.

34 Grossman, op. cit., note 1, p. 26.
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Trades of May 3, 1976.% It lists a number of forbidden activities, of
which the most important are the preparation of food products (except
for one’s own use or from self-produced materials), the production of
chemicals and leather goods, and the transportation of passengers or
goods. Activities not covered by any of the general or specific prohibit-
ions are in principle permitted but subject to a fairly restrictive system
of registration and permission. Such permitted activities may only be
exercised within the district of residence of the permission holder, at a
fixed address, and for the period of one year, to mention the most
important restrictions. The scale of all legal private economic activities
is further circumscribed by the constitutional prohibition of all forms of
privately hired labor. (There is an exception for house personnel.) This
means that the size of legitimate private enterprise is limited to the size
of the family.

Summing up the significance of the legal private sector of the Soviet
economy, one could say that it is restricted to specifically defined activi-
ties and that, operating in small production units, it is of very consider-
able importance within its permitted sphere of operation.

Another observation concerning the legal private sector in the USSR
may usefully be inserted at this point, namely with regard to consump-
tive freedom. The Soviet society of today is far removed from the strict
military model, where even food, clothing, and shelter are centrally dis-
tributed and where almost no consumers’ options remain open. Of
course, in a negative way, the Soviet regime controls consumer behavior
by not making certain goods available. This will often force Soviet citi-
zens to buy certain other goods (or services) that are on sale. Other-
wise, where there is a choice of goods, or where supply is more than just
adequate, or where for some other reason a good is not regarded as
essential by the consumer, the population is actually free not to make
use of the offer made by the state. This is a very significant factor in
connection with the second economy because a great many goods and
services officially produced are in fact rejected by the consumer in the
Soviet Union, usually on account of their perceived poor quality.

A survey of the legal side of the private sector of the economy pro-
vides a convenient introduction to a description of the entire second
economy, precisely because legal, semi-legal, and illegal activities con-
stitute a single intricately interwoven network. The transition from legal
to illegal can easily be illustrated by the example of private agriculture.
This, by itself, is legal, provided it is carried out outside normal work-

35 Official publication of the Statute in Sobranie Postanovlenii Pravitel'stva SSSR, 1976,
No. 7, item 39; see also E. de Jong, “Statute on Handicraft-Artisan Trade,” Rev. of
Socialist Law, 1976, No. 4, pp. 266-7.
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ing hours and on the piece of land assigned for the purpose. But, as
the peasant will usually derive a higher income from his private plot, the
arrangement tends to favor an undisciplined approach to work in the
collective or state farm. More seriously, in view of the permanent and
universal shortages in supplying the individual farmer with everything
required for work on the private plot, the only realistic alternative is to
carry off the necessary implements, fertilizer, building materials, and so
on, from the kolkhoz or sovkhoz. The surplus product of the private
plot may be sold, legally, on the so-called kolkhoz market, usually
located in the nearby town. The most readily available means of trans-
portation will often be a truck ‘“borrowed” from the kolkhoz. With
regard to the selling of the agricultural produce, it will often be more
attractive to the producer to sell, illegally, to a middleman, who can
offer a more reliable and regular outlet. Moreover, most illegal phases
of the transactions will inevitably require the at least tacit permission or
active cooperation of third persons, who will expect something in return
(farm managers and overseers, truck drivers, etc.).® This pattern re-
turns in most cases of legal private activities of an economic character;
legal and illegal practices are inseparably bound up.

At this point a few words should be said about the paradoxical term
“semi-legal” (cf. Birman’s “intermediate economy,” Katsenelinboi-
gen’s “grey market,” etc.). Generally speaking, this term may be ap-
plied to activities and transactions that contain an element of illegality
but for one reason or another do not attract serious governmental repres-
sion. The sources of the illegality and the motives for official inaction
are varied. The transaction may have been on behalf and in the interest
of a state enterprise; it may have been private and legal but unrecorded
and thereby in avoidance of taxation; or it may have been officially en-
couraged but lacking a firm basis in law, to mention only a few possibil-
ities. A well-known example of the first category is the time-honored
practice of tolkachi, unofficial agents of state enterprises who ensure
through informal negotiations (not excluding bribery) that the enter-
prise receives necessary supplies, permits, specialist labor, and general-
ly, anything required to make the enterprise fulfill its plan.>” The second
category embraces the letting of apartments and holiday houses (da-
chas), private tuition, paid services by doctors, dentists, nurses, lawyers,
(although such services are in principle available free of charge), and
numerous other privately produced services.*® An important example of

3¢ Cf. Grossman, op. cit., note 1, p. 26; K. Simis, ““The Machinery of Corruption in the
Soviet Union,” Survey, 1977, No. 4, pp. 35-55 at p. 36.

3 Cf. J. Berliner, Factory and Manager in the USSR, Cambridge, MA, 1957.

3 D. Simes, “The Soviet Parallel Market,” Survey, 1975, No. 3, pp. 42-52 at pp. 46-8.
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Table 14.1. Second economy activities in the Russian criminal code

Article of
Russian
criminal code

Description of offenses

Maximum penalty
for most serious
form of offense

Normal position
in Western
legal systems

78
88
87
89-97
152
152-1
153
154
154-1
155
156
156-1
156-2
156-3
157
158
159
162
163
164
166
166-1
167
169
170
171
172
173
174
174-1
175
196
199
208
212-1
224
224-1
224-2
225
226
226-1
228

Smuggling

Violations of rules for currency transactions

Making or passing counterfeit money or securities

Theft and other appropriation of socialist property
Issuing low-quality, nonstandard, or incomplete products
Distortion of plan fulfillment accounts

Private enterprise and commercial middle-men activities
Speculation

Buying up grain products for cattle feed

Illegal use of trademarks

Cheating public in stores, restaurants, etc.

Violations of rules for liquor trade

Receiving unlawful rewards from customers

Violation of trade regulations by shop personnel

Issuing low-quality, nonstandard, or incomplete merchandise

Illicit production, storage and sale of alcoholic beverages
Forgery of postal values or transportation tickets
Engaging in forbidden trade

Illegal fishing

Illegal hunting of seals or beavers

Poaching

Trading in unstamped furs

Private mining or prospecting

Illegal woodcutting

Abuse of authority or of official position

Exceeding official power or authority

Negligent performance of official duty

Accepting bribes

Giving bribes

Acting as intermediary in bribery

Documentary fraud by an official

Making, selling, or using forged documents, seals, etc.
Unauthorized taking of land or construction
Acquiring or transferring property illegally acquired
Unauthorized use of motor vehicles

Production and possession of narcotics

Theft of narcotics

Incitement to use narcotics

Cultivation of plants containing narcotic substances
Keeping dens of debauchery or of gambling; pandering
Keeping dens for use of narcotics

Production of or trading in pornographic materials

10

15 or death

15 or death

15 or death
3

months
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3

15 or death
5

15
2

W~ = h

Lower penalties
Lower penalties
Lower penalties
Lower penalties
No direct parallel
No direct parallel
No direct parallel
No direct parallel
No direct parallel
Similar penalties
No direct parallel
No direct parallel
No direct parallel
No direct parallel
No direct parallel
Similar penalties
Similar penalties
No direct parallel
Similar penalties
Similar penalties
Similar penalties
No direct parallel
No direct parallel
Similar penalties
No direct parallel
No direct parallel
No direct parallel
Lower penalties
Lower penalties
Lower penalties
Similar penalties
Similar penalties
Similar penalties
Similar penalties
Similar penalties
Similar penalties
Similar penalties
Similar penalties
Similar penalties
Similar penalties
Similar penalties
Similar penalties
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an officially promoted activity that lacks a firm legal basis is the recent
campaign to encourage industrial and commercial enterprises, other
state institutions, and army units to engage in agriculture to serve the
needs of their members.* A reasonably firm construction of the rele-
vant laws on the subject would regard such activities as ultra vires and
therefore impermissible, but this point has become completely academic
since the existing practice received the most positive accolade from the
regime in a combined resolution of the Central Committee of the Party
and the federal Council of Ministers in 1978.%

Western literature on the Soviet second economy has painted a rich
and detailed picture of the latter, and there is no need here to repeat
what has been done elsewhere. Instead 1 propose to pay some more
attention to the question of classification. This is not unduly complicated
when a strongly legal focus is selected. The enormous variety of second-
economy activities may then be subsumed under a limited number of
offenses, as defined in the criminal code. Table 14.1 prompts a number
of observations that are of direct relevance to the subject of this chapter.

The comparison with Western legal systems

The first difficulty in comparing is that there is a great lack of uniformity
in the West. Many economic offenses in Western countries are en-
countered only in a few legal systems. Even where an offense is fairly
commonly included in Western criminal law, penalties may still vary
enormously in the allowed range as well as in the actual practice of
courts and enforcement agencies. More insidiously, many offenses that
superficially look quite similar may in fact turn out to be strongly dif-
ferent phenomena in the USSR as compared with the West. Trading in
foreign currency (or currency speculation as it is called in Soviet law),
for instance, may be a more or less serious offense in certain Western
countries that maintain currency restrictions; in the Soviet Union, how-
ever, it is regarded as an “anti-state” crime, almost on a par with
treason, espionage, and the like.

The different nature of the Soviet economy

An attempt to make fruitful comparisons with Western legal systems is
seriously hampered by the fundamentally different character of the

3% See Rumer, op. cit., note 9.

40 “On auxiliary agricultural households of enterprises, organizations and institutions,”
resolution of December 4, 1978, Resheniia partii i pravitel'stva po khoziaistvennym
voprosam, Vol. 12, 1977-9, Moscow, 1979, pp. 594-7.
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Soviet economy, as discussed before and as reflected in the legal system.
The universally known crime of theft, for instance, is broken up in
Soviet law into theft of socialist and personal property, with their own
ranges of penalties. The various offenses known as ‘“‘official crimes”
(articles 170~175 of the criminal code) receive their peculiar Soviet
coloring from the fact that there is no private sector in the Soviet eco-
nomy, in education, services, and so on. Therefore, almost anybody in
any position of authority in Soviet society is an official.

The absence of tax evasion as an offense

In particular, the absence of tax evasion as a specific offense appears
almost incredible to a Western observer. The explanation is of great
significance for the entire question of the second economy of the USSR.
The Soviet state owns and controls almost the entire economy. It is in
a position to derive the bulk of its income directly from the state eco-
nomy. The overwhelming majority of the population is directly or in-
directly employed by the state and has no alternative source of income.
A very low rate of income tax is withheld from better paid employees.
Apart from this, a small number of citizens is either self-employed (the
constitution forbids privately hired labor) or allowed to earn extra
money privately. The first category consists mainly of small craftsmen,
the second of teachers and various types of medical personnel. The
former are assessed for their annual income according to certain stan-
dard guidelines; the latter are obliged to account for their extra income
according to a precisely prescribed system of bookkeeping. In theory
this system eliminates the need to recruit the assistance of earners of
private income to contribute to the collection of data for fiscal assess-
ment. Any irregularities introduced by them may be covered by specific
provisions of the criminal code, such as article 175 (documentary fraud
by an official) or article 196 (forging documents) and others. The main
point, however, remains that by virtue of the nature of the Soviet system
of collecting state income, income tax and similar taxes paid by indivi-
dual citizens are unimportant, and consequently tax evasion by indivi-
duals is of almost negligible significance.

The manifold activities reflected in the list of offenses provided by
Table 14.1 may or may not be part of the second economy, as defined in
this study. Some of them (e.g., article 153, private enterprise) inevit-
ably are; theft of socialist property, however, will quite often not be
connected with the second economy. Moreover, the relative importance
of various offenses in connection with the second economy is different;
the illegal use of trademarks, for instance, is hardly to be compared with
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such a key offense as bribery. These considerations make the criminal
code an unsuitable starting point, from our perspective, for a more
extensive description of the second economy. The most important con-
sideration, however, in this respect is that most second-economy activi-
ties encompass several distinct offenses and that to some extent it is a
matter of chance how certain activities should be qualified according to
criminal law. In this way a classification of second-economy activities
based on the criminal code may separate what should remain united.

The aforementioned example of privately conducted agriculture
might entail theft of socialist property (e.g., fertilizer), unauthorized
appropriation of land, services of commercial middlemen, speculation,
abuse of power, and at several stages, bribery.

It is more promising in this respect to apply a typology based on
economic functionality. This approach is taken, among others, by
Birman and Katsenelinboigen, who look at such items as the place of
the agent within the economic system (state enterprise or institution,
kolkhoz, individual employee, or entrepreneur), the type of goods or
services involved (producer or consumer goods, producer and recipient
of service), the location of the activity concerned within the economic
system (industry, agriculture, trade, etc). Instead of reproducing their
systematic analyses and without a pretense at comprehensiveness, 1
shall attempt to present a reasonably balanced picture of the second
economy by grouping the most frequently encountered and/or most
significant activities into clusters of similar behavior.

Vynos (siphoning off, carrying out, diversion of state
property)

Given a state-controlled economy of the Soviet type, state property is
omnipresent, and every working citizen is in direct contact with it at his
place of work. Most reliable sources agree that theft of socialist (state)
property is almost as widespread as state property itself. A compara-
tively innocent and universal form of it is the taking home of small
quantities of goods, or goods of little value, such as tools or materials.*!

4! In 1981 several hundred pilferers of meat from meat-packing plants in the southern
Ukraine were apprehended, according to Pravda, December 15, 1981 (CDSP, 1981,
No. 50, p. 20); in Pravda of November 11, 1981 (CDSP, 1981, No. 45, p. 18), the police
chief of Odessa province complained that “pilfering and petty theft by employees have
been widespread at enterprises in Odessa province”’; Sovetskaia Rossiia of June 20,
1981 (CDSP, 1981, No. 31, p. 15), contains a report from a number of correspondents
about the universality of the “I-brought-it-from-work™ practice in many cities of the
Russian republic; the most successful practitioner (until his arrest) was a bulldozer
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One author relates how nobody in a company of Moscow intellectuals
knows where to buy stationery because it was never bought.** This
phenomenon of course is well known in the West too.

At a more serious level there is the more substantial theft of building
materials by persons who have access to them, especially store atten-
dants and transportation workers. Such thefts are the principal source of
supply for the illegal building trade but also for semi-legal construction
works for state enterprises and kolkhozes.*?

Official sources have admitted that at least one-third of the fuel needs
of private car owners are met by illegal diversion of state-owned fuel.*
Other sources indicate that the actual figure is much higher, in the
region of 80% .%° This example illustrates the institutionalized character
of the activity: It is not a question of an individual prospective consumer
snatching a can of petrol at a station, but a regular and general practice
by which truck drivers will systematically falsify their fuel consumption
sheets and dispose of the surplus through routine channels.*

A related area is the theft of goods in transit by warehousemen and
transportation personnel.*” Such goods are normally disposed of on the
black market. Store personnel, particularly in shops selling clothing and
foodstuffs, are traditionally underpaid. They will supplement their
incomes by putting aside part of the store supplies to be sold from under
the counter.*® The permanent shortages and scarcity of many such
goods strongly promote such practices. Not only are they hard to detect,
but not infrequently they are tied to a wide network of protection,

operator from Magadan who had accumulated 30,000 rubles’ worth of gold dust at his

place of work: Izvestiia, June 14, 1981 (CDSP, 1981, No. 24, p. 19).

Birman, op. cit., note 7, p. 16.

43 Cf. Chalidze, Criminal Russia (note 14), p. 166; Pravda, October 28, 1981 (CDSP,
1981, No. 43, p. 19), reported on a building materials scandal to the value of 400,000
rubles in which an Armenian operator had bribed a number of officials from the State
Supply Committee for Timber Products to deliver thousands of cubic meters of round
timber to Samarkand Province, where it was sold to private builders.

4 See note 9. Izvestiia, November 24, 1981 (CDSP, 1981, No. 47, p. 26), contains an
article that explains how pump attendants can accumulate an unaccounted-for surplus.

4 (O’Hearn, op. cit., note 10, p. 226.

46 O'Hearn, op. cit., note 10, p. 221.

47 Vecherniaia Moskvase, July 20, 1981 (CDSP, 1981, No. 36, p. 15): a gang of 24 railroad

workers and accomplices convicted of 28 thefts from railroad cars; a report in Sel’skaia

Zhizn’, January 6, 1981 (CDSP, 1981, No. 35, pp. 11-12), complains about the colos-

sal losses sustained by fruit and vegetable growers in Georgia through the incessant

pillage during transportation.

Four persons employed at a Moscow fruit and vegetable warehouse had accumulated

the sum of 100,000 rubles by diverting goods in various ways to the black market; Trud,

July 17, 1981 (CDSP, 1981, No. 38, p. 20).
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bribery, and kick-backs, involving local police, government, and party
officials.*

A somewhat different version of the siphoning off of state property is
the practice, engaged in by some enterprise managers, of diverting part
of the enterprise production away from the official channels and outlets
and into illegal trade.® In another variety of this practice supplies may
be diverted to engage in pseudo-official but in fact private production.
The latter practice has even its own criminal provision, article 153,
paragraph 1: “Private enterprise activities with the use of state, co-
operative or other public firms.>! In all these cases the proceeds may be
pocketed privately by the persons involved or received by the enterprise
but in some way kept out of the books. This practice again makes clear
that a single second economy activity may embrace a number of dif-
ferent offenses.

In these various manifestations of vynos theft is usually, but not
always, the central offense. The most characteristic element of vynos
is that goods belonging to the state are diverted from their official
destination by persons who have some amount of control over these
goods and who reroute these goods according to regular patterns to
other sectors of the economy. Of course, common theft is also well
known in the USSR, but it is not very illuminating to regard the inci-
dental activities of ordinary thieves as a species of the second economy.

Using state property for private purposes

The use of state property for private aims is obviously related to the
activities described in the previous paragraphs. A closer look at the
practices concerned will explain the differences. It is quite common for
officials of a certain rank to take advantage of facilities that are under

49 Simis, op. cit., note 36; also see S. Staats, “Corruption in the Soviet System,”” Problems
of Communism, 1972, No. 1, pp. 40-6.

A report from Literaturnaia Gazeta, March 25, 1981 (CDSP, 1981, No. 15, p. 13),
illustrates the practice: A reporter from the paper had gone to the provincial capital of
Krasnodar in the Northern Caucasus; he was unable to buy soap, toothpaste, or other
toiletries in the state shops but found an abundant supply on the black market at
strongly inflated prices; the officials from the Ministry of Trade in Moscow assured him
that sufficient supplies had been sent to Krasnodar. See also the case cited in note 44.
A small ring of operators in cahoots with the minister of local industry of the Chechen-
Ingush autonomous republic and the deputy minister of local industry of the Russian
federation had a number of enterprises in the Chechen-Ingush republic producing
unaccounted-for goods, which then were sold illegally all over the Russian republic:
Trud, April 9, 1981 (CDSP, 1981, No. 19, p. 14). An article in Pravda, October 22,
1981 (CDSP, 1981, No. 42, p. 21), reports on the activities of illegal subsidiary
enterprises of kolkhozes from all over the USSR.
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their control. Managers and other high-ranking staff of an enterprise may
have houses or dachas built by enterprise personnel and from materials
belonging to the enterprise.>? Or such work may be carried out by
friendly business partners. Another example would be the execution of
home repairs at the expense of the enterprise. The motor car is also of
considerable importance in this respect. The official car can be used
privately or put at the disposal of relatives. Chauffeurs of important
officials are regularly permitted to “‘moonlight™ as cabdrivers, as even
foreign visitors have often noticed.

Although such activities may involve theft of state property, the em-
phasis is rather on the improper use of state property. Also, the activities
of the principal beneficiaries (with the exception of the moonlighting
driver) are directed at the immediate satisfaction of their consumer
requirements and do not feed further stages of the second economy.

Administrative power as a source of income

In a society of the Soviet type, where state control, state ownership, and
state interference are extremely pervasive, permission and cooperation
of state officials is required at almost every step. This holds true for the
individual citizen as well as for any activity within the state-run economy.
Cooperative behavior of officials, or the denial of it, which goes beyond
the strict call of duty, may be motivated by a number of considerations:
personal feelings toward the petitioner, the desire to improve one’s
standing with higher ranking officials, and so on. Where such behavior is
wholly or partly directed toward economic consequences, it enters the
area of the second economy. The most useful distinction to make with
regard to the latter type of behavior is based on its purpose: Is co-
operation extended or refused for private gain or in the interest of a
section of the state economy? Parenthetically, let it be stressed once
more that, as in most distinctions made in the description of the second
economy, there are no sharp borderlines. Often enough the activities
envisaged in this paragraph will serve both personal interest and the
interest of the organization in which the agent is employed. Moreover,
the smaller the section of the state machinery being favored, the more
indistinguishable corporate and private interest become.

The most quoted examples of the use (or rather abuse) of administra-
tive power as a source of private income are naturally from the area
of close contact between the individual citizen and the administration,

52 Izvestiia, November 4, 1981 (CDSP, 1981, No. 44, p. 17): The paper’s correspondent
reports from Barnaul that several officials had luxurious country homes built and fitted
out at the expense of the enterprises they were heading.
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where the former addresses the latter in order to acquire some kind of
concession of permission. Acceptance of bribes in the form of money or
goods is widely reported in connection with the granting of driving
licenses, the allocation of permits to buy a car, the allocation of living
space and the granting of residential permits, admittance to educational
institutions, and so on.> Official inaction, for a consideration, is common
in cases of traffic offenses, but also on a larger and more institutionalized
level, in administrative collusion with second-economy networks.>* In-
deed, many second-economy activities can only take place because a
number of officials who should counteract them prefer to look the other
way, not without profit to themselves.

The use of administrative power or an official position in order to
further the interests of a section of the state economy is possibly even
more widespread than the same use for the purpose of private gain. Not
every link of the network of the official economy is in contact with
individual citizens, but there are always contacts with other parts of the
state organization. The latter traffic is predominantly of an economic
nature, since the entire economy is in principle run by the state. At
managerial as well as at lower levels of the state economy there are
copious opportunities to utilize administrative discretion for furthering
the interests of one’s own economic or administrative unit. In fact, it
would hardly be an exaggeration to say that this is the way the official
economy functions. Enterprise management has a legitimate area of
discretion and a much larger zone of actual freedom. Within these limits
enterprises will engage in deals concerning supplies, spare parts, use of
materials, buildings, labor reserves, credit and finance, and so on. Some
of these deals may be completely legal, but many of them will be con-
sidered semi-legal; that is, they are tolerated or disregarded by the im-
mediately concerned supervisory agencies (whose inaction, when bought
for certain economic advantages, itself becomes a second-economy acti-
vity). In other transactions illegality becomes preponderant, for instance,
where one side of the transaction consists of the unauthorized payment
of money, which in fact constitutes the crime of bribery.

33 [Izvestiia, May 22, 1981 (CDSP, 1981, No. 21, p. 18): A group of instructors at a Frunze
technical college were convicted of bribery; they charged 25 rubles for a passing grade
in correcting examination papers. Literaturnaia Gazeta, July 1, 1981 (CDSP, 1981,
No. 40, p. 17): The head of a welfare agency in Baku, in charge of allocating cars to
disabled drivers, sold permits to other drivers; when he was arrested, he owned two
apartments, a dacha with a swimming pool, old paintings, antiques, and 34 kilograms of
gold. Izvestiia, December 1, 1981 (CDSP, 1981, No. 48, p. 21): A doctor in Magadan
issued medical certificates to people who wanted to stay away from work, charging 10
rubles per workday.

5% Simis, op. cit., note 36, pp. 52-55.
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Speculation

Speculation is the name Soviet law gives to what in other societies is the
basic commercial transaction: buying and selling with the aim to make
profit. The law does not draw a distinction between private citizens and
entities of the socialist economy. Presumably the latter, who alone are
allowed to engage in legitimate trade, do not do so with the aim of
making a profit (although they are normally required to make a profit:
the khozraschet principle) but rather for the purpose of serving the
common good or some similar aim. To be quite clear, the law does not
forbid citizens outright to participate in contracts of sale. What is objec-
tionable in the Soviet view is to engage in buying and selling as a regular
source of income. The line between what is legal and what is forbidden
is again hazy, a pervasive feature of Soviet criminal law, which enables
the authorities to intervene whenever they consider this to be desirable
and keeps the citizen in a permanent position of legal uncertainty.
Speculation will often appear as the ultimate link in a chain of second-
economy activities (such as the earlier quoted example of private agri-
cultural production), but it occurs also as a more or less independent
activity. It takes place against the general background of an officially
induced or tolerated scarcity in a number of consumer goods. The un-
satisfied demand for such goods may be met from production within
the second economy or through importation from abroad. The most
important categories of goods produced by the domestic second econ-
omy (produced directly or siphoned off from the official economy) are
farm produce and other foodstuffs, wine, liquor and beer, cars, spare
parts for cars and domestic appliances, clothing, books,*® and records.®
Foreign-made goods enter the country through foreign tourists and
through Soviet citizens who have the opportunity to travel abroad. The
most important item is clothing, and anybody who has walked around in
a major Soviet city will have observed the popularity of Western-made
clothes. It is probably safe to say that none of these have ever seen the
inside of a Soviet shop. The opportunity to bring in Western textiles,
ostensibly for one’s own use, but in fact in order to sell them privately at
hugely inflated prices, is one of the most materially valuable privileges

55 K. Bush, “Books in the Soviet Second Economy,” Radio Liberty Research, November
23, 1981, RL 468/81. Also see O'Hearn, op. cit., note 10, pp. 223-4.

56 A minor but still quite significant item on this market is tickets for the theatre or the
opera. Several correspondents write that it is impossible to obtain tickets for popular
performances at the box office, although they can be bought easily from speculators;
Sovetskaia Rossiia, October 13, 1981 (CDSP, 1981, No. 50, p. 21).
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a Soviet citizen may seek. Other imported objects are watches, books,
household appliances, and similar objects of not too large a size.

An adjunct of the flourishing market in imported Western goods is
the foreign currency trade.®’ This is not only fueled by the demand of
prospective Soviet travelers and the unrealistic exchange rate offered by
the Soviet government, but also by the ease with which foreign money
can be utilized in various second-economy transactions. Currency trans-
actions are almost at the nadir of illegality in the official scale of values;
they are dealt with in the chapter on crimes against the state in the
criminal code, and professional currency speculation regularly entails
capital punishment. There appears to be an oddly ideological twist to
this matter in the USSR, as other East European regimes display a
much more relaxed attitude in this respect and have learned to live with
and even profit from illegal currency deals by their citizenry.’®

Forbidden trades and activities

Generally speaking, the official economy performs poorly in supplying
goods and services to private consumers. Food and textile production
and housing are the most glaring examples. The second economy has
moved into this gap and supplies an important section of the market.
Best known is the contribution of private agriculture, but in fact the
share of the second economy is even larger in other sectors. There are
indications, for instance, that in the area of household repairs the offi-
cially appointed agencies take care of only an insignificant portion of
the work to be done.>® Other jobs frequently carried out outside the
officially provided networks are car repairs, house moving, other forms
of transportation, and building. A crucial role in this respect is fulfilled
by shabashniki (literally sabbath workers), teams of craftsmen who are
available for specific jobs, especially in the construction business, and
who move from place to place.

Many activities connected with the unofficial supply of the private
consumer are illegal, either because they constitute the exercise of a
forbidden profession or because they fall foul of another provision of
the criminal code. In this respect, and in contrast to the situation pre-

%7 See J. Vanous, “Private Foreign Exchange Markets in Eastern Europe and the USSR”
(unpublished discussion paper, see note 19). See also O’Hearn, op. cit., note 10,
pp. 227-9, and Wiles, op. cit., note 19, pp. 74-6.

38 Ibid.

3 O’Hearn, op. cit., note 10, 225.
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vailing in the Western world, the fact that such activities possibly imply
a contravention of fiscal laws is hardly a consideration for either the
authorities or for the persons engaging in such activities.

Of the numerous and variegated activities covered by the general
label of forbidden trades,®® two deserve a special mention. One, the
provision of transportation for payment by persons who own or control
means of transportation, has been referred to previously. The other one
is the illegal distilling of liquor. The alcoholism problem in imperial
Russia was already of exceptional proportions, and the situation seems
to have worsened since. Moreover, the consumption of alcohol is the
most common and the easiest way to spend money that can be spent on
very little else by large sections of the population. Under these circum-
stances alcohol assumes the function of an alternative currency, a phe-
nomenon of great importance in the second economy, where payments
are often made in alcohol. The attitude of the Soviet government is
ambivalent, on account of the enormous income derived from high
duties on a vast turnover. The result is a situation one observer has
described as an economy afloat in alcohol. All these conditions together
create a most favorable climate for illegal distilling. Samogon (home-
distilled alcohol) reportedly accounts for a quarter of the total produc-
tion of distilled liquor (2,000 million liters of pure alcohol).®!

The exercise of forbidden trades and crafts not only is directed at the
satisfaction of the demands of individual consumers, but also supplies
the socialist sector of the economy. Particularly the construction business
routinely makes use of the activities of shabashniki to meet the needs of
kolkhozes and state enterprises.®

As many other second-economy activities, the successful operation of
forbidden trades and crafts has a spiral-like effect: the second economy
supplements the unsatisfactory performance of the official economy -
as the level of dissatisfaction declines, there is less incentive for the
authorities to improve the performance of the official economy — the
demands of the second economy increase — the potential of the official
economy gradually atrophies.

% Among the more bizarre activities one might mention are the melting down of gold
acquired by buying up gilded articles from the public by a gang of Baku entrepreneurs
who sold the gold thus obtained to dentists and to black market speculators [/zvestiia,
November 26, 1981 (CDSP, 1981, No. 47, pp. 23-4)] and the trade in lids for jam jars
apparently flourishing in many cities [Nedelia, September 7/13, 1981 (CDSP, 1981,
No. 36, p. 18)].

¢! V. Trem}, “Alcohol in the USSR: A Fiscal Dilemma,” Soviet Studies, 1975, No. 2,
pp. 161-77, at p. 163; see also Wiles, op. cit., (note 19), pp. 73, 97-8.

62 See note 26.
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Private enterprises

A number of reports from official and unofficial sources indicate that
second-economy activities are sometimes of such complexity and so
firmly organized and institutionalized that there is every reason to speak
of private enterprises existing outside the official system of exclusively
state-owned or controlled enterprises. What we have in mind especially
are enterprises in the production sector. There are indeed complex and
permanent second-economy operations in the trading sector, but these
do not normally require a large material basis. They consist essentially
of a network of personal relationships. A different situation arises in
production, where normally materials, machinery, and a workplace are
required. The chief manifestations of private production enterprises are
the fully underground private factory and the private factory working
behind the facade of a state enterprise. The latter form is the most
common and has been mentioned before in connection with other second-
economy activities.®® The scale of the operations may be quite consider-
able: one source mentions a private factory of television sets.%*

Bribery

Bribery occupies a peculiar position among the numerous and variegated
second-economy activities in that it is usually present in any more com-
plex transaction. Bribery, or more precisely the value transferred as the
object of bribery, thereby serves as the universal lubricant for the entire
second economy. It would be pointless to attempt to describe the endless
varieties in which bribery may occur.®® As a possible object of bribery,
according to Soviet law, is regarded not only money but also any other
material object that has a money value and any factors, services, actions,
or omissions to which a material value can be put.®® Grossman has
drawn attention to the useful distinction between ordinary, or ad hoc,
bribery and the traditional custom of prinoshenie (literally bringing to),
“a general and regular way of ingratiating oneself with authority.”®’ The

% An interesting example is mentioned in Pravda, March 22, 1981 (CDSP, 1981, No. 12,
pp. 20-1): an illegal poster-printing enterprise using the presses of Moscow print shops
to print posters and other work on stolen paper for provincial organizations.
O’Hearn, op. cit., note 10, p. 220.

Staats, op. cit., note 49, and Simis, op. cit., note 36.

Cf. Kommentarii k Ugolovhomu Kodeksu RSFSR, Moscow, 1971, p. 374; a curious
consequence of this view is that the granting of sexual favors in return of some kind of
dereliction of official duties does not constitute bribery because such favors are
regarded by Soviet law as not having a material value.

Cf. Grossman, op. cit., note 1, p. 32.
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latter practice reemerges in various shapes in the second economy, for
example, in the regular payment of protection money or in the avail-
ability of free meals and drinks to officials in exchange for their bene-
volent disregard of certain activities.®® In such cases prinoshenie would
undoubtedly be covered by the criminal code’s definition of bribery.

Bribery, looked at from the perspective adopted in the previous para-
graph, again reinforces the point that a classification of second-economy
activities according to merely legal criteria may hinder a more general
understanding: It occurs at almost any point of the economy and em-
braces a great variety of socioeconomic and political situations, from the
conductor who accepts a packet of cigarettes and allows the passengers
to smoke in their compartment to the virtual sale of a ministry of a
union republic.%® A legal typology concerns the form rather than the
content of second-economy activities.

The symbiesis of the first and second economies

One of the insights yielded by the foregoing survey of clusters of second-
economy activities is that many of the latter are located and occur within
the official economy. It would be misleading to present the second
economy primarily as the dealings of individual entrepreneurs who, far
removed from the ostensibly centrally controlled official economy, would
constitute a parallel network operating side by side with the official one.
This image, to be sure, is largely correct with respect to those activities
that supplement and replace a defective performance of the official
apparatus. In the survey provided in the foregoing section such activities
are found especially within the bracket of “forbidden trades and pro-
fessions.” As reported, the poor performance of the official sector and
its adequate replacement by the services of the second economy mutually
reinforce each other.

In many other areas, however, it is not so much a matter of parallel
and separate operations in the official and the second economy but

68 Cf. Simis, op. cit., note 36, pp. 50-2. In the trade scandal in the Chechen-Ingush
republic, mentioned in note 51, the local minister of local industry received a monthly
bribe of 1,500 rubles, while his colleague in Moscow received a monthly sum of 400
rubles.

Simis, ibid., p. 42, mentions that the bribes for securing appointment as minister in one
of the Transcaucasian republics range from 100,000 rubles (Minister of Social Security)
to 250,000 rubles (Minister of Trade). Simis’s data from Azerbaidzhan are based on
information from I. Zemtsov. The latter adds the interesting information that one of
the ground rules in the purchasing of party or government posts is that the price should
not exceed the annual income yielded by the post in question; I. Zemtsov, ‘“The Ruling
Class in the USSR,” Crossroads, 1979, No. 2, pp. 5-60, at p. 35.
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rather of close relationships and widespread interpenetration. Numer-
ous ordinary economic activities are located partly in the official and
partly in the unofficial sector. This holds true for small-scale transactions
of individual consumers as well as for much larger operations taking
place between units of the state economic system. With regard to the
former, it should be sufficient to point out that there is a very consider-
able second-economy input in the production of food, and that the food
trade is riddled with second-economy activities. As to the impact of
second-economy activities within the state economic system, the situa-
tion is no longer that there are wide and important connections between
the two spheres but that the second-economy activities have become an
essential element in the functioning of the state economic system. It is
probable, from the picture emerging from official and samizdat reports,
that at least a number of sectors of the economy would collapse without
the operation of personal networks to secure supplies, materials, labor,
and so on, without the activities of the tolkachi, without the additional
income state enterprises derive from unplanned and unaccounted for
production, and so forth.”® In this respect, the term “parallel” economy
may even produce the wrong impression, insofar as the activities referred
to do not take place inside an independent circuit but are by now
inseparable from the normal operation of the official economy. Soviet
sources, of course, tend to deny the institutional and structural connec-
tions between the two economies and project by the same token the
image of a parallel economy as a separate and insignificant sphere of
action of individual criminal operators.

If one accepts this view regarding the far-reaching integration of the
official and the second economy, then the next consideration that comes
in sight is this: Quantitative assessments of the relative strengths of
aspects of the official and second economies become questionable. Even
where it would be possible, for instance, to estimate the amount of
samogon (home-distilled liquor) produced within a specific period and
in a specific area, who could still guarantee that there would be no
second-economy input in the amount of officially produced liquor within
the same period and area?”! In fact, it has often been reported that
official and illicit distilling constitute a system of communicating chan-
nels (and this is even more so for the liquor trade).

70 Cf. Grossman, op. cit., note 2, pp. 6-7. See also Wiles’s section on ““‘Benign planning
violations,” op. cit., note 19, pp. 31-2, 88-9.

7' A section in [zvestiia, October 28, 1981 (CDSP, 1981, No. 43, p. 19), explains how
legally produced vodka can be diverted into illegal retail networks by making use of a
2.1% allowance for spillage and breakage at the bottling plant. Two employees of a
vodka plant in Omsk had diverted 365 cases of vodka in this way.
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Another consequence of the widespread integration of official and
second economies is that it seriously affects the officially projected view
of total economic control from the top. If it is true that the official econ-
omy functions in part through its recourse to second-economy opera-
tions, then the central planners lack the full information needed to
exercise such control as well as the will or the power to do so.

Second economy and political organization

A realistic assessment of the economic significance of the second econ-
omy on the USSR inevitably leads to wider ranging questions, such as:
Why has it been allowed to assume its present proportions? What is its
function within the political system of the the USSR? And so on.

The official Soviet line on the significance of the second economy is to
belittle it: The socialist economy is by and large working well and is
ultimately superior to the capitalist system; there may be occasional
difficulties in certain sectors, which may provoke unstable or criminal
elements to attempt to exploit such situations; however, such conduct is
quantitatively and qualitatively of very limited effect on the overall rosy
picture of the socialist economy. Due to insufficient information on the
Soviet second economy, this line is still implicitly accepted by large
sections of the Western public.

Even where more detailed knowledge of the Soviet economic scene is
available, there remains the problem of reconciling such knowledge with
the traditional Western view of the Soviet Union as a rigidly centrally
controlled, almost totalitarian political system. If the party and the
government are indeed all-powerful, why do they not put an end to
economic practices that seem to run counter to the basic ideological
tenets of the system and are usually illegal to boot? The answer can only
be that there must be a more complex connection between the second
economy and the prevailing political system.

Grossman had indeed, in his original study on the Soviet second econ-
omy, already referred to this connection in passing when he noted “that
very probably there is a close organic connection between political-
administrative authority, on the one hand, and a highly developed world
of illegal economy activity, on the other.”’> On a more specific point,
planning frauds (ochkovtiratel’sto), Pomorski had argued compellingly
that such frauds were symptomatic of the inherent bureaucratic conflicts
between the central executive and subordinate operational entities.”?

72 Grossman, op. cit., note 1, pp. 32-33.
73 Pomorski, op. cit., note 8, p. 306.
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In the meantime studies and reports by recent Soviet emigrés have
considerably enriched our understanding of the connection. Many of
them have spent their lives in the Soviet Union working in the higher
spheres of the bureaucracy; they brought with them an intimate and
detailed knowledge of the actual operation of the Soviet economic sys-
tem. This information, added to the available reservoir of knowledge,
allowed the construction of a general picture offering a satisfactory
answer to the questions posed at the beginning of this section.

It is essential to recognize that the relationship between the political
system, the official economy, and the second economy is fundamentally
different from the situation prevailing in Western countries. The main-
tenance of central power overrides all other considerations; once this is
realized, many incomprehensible aspects of the Soviet system of econ-
omic management become clear. The Soviet economy is not run with a
view toward making the country richer, satisfying consumer demands,
or even catering to the desires of the elite but in order to maintain
and enlarge the power of those in possession of it. This point is made
forcefully and authoritatively by the most eminent Soviet lawyer, the
chief draftsman of the Soviet civil code, Ioffe, after his arrival in the
West4:

Once this point is grasped, the usual questions asked by Western observers of
the Soviet system seem naive: Why cannot the leadership make the economy
work? Why does one economic failure follow another? Why is every economic
measure more stupid than the last? In fact, the leadership has made the econ-
omy work spiendidly as the source of its dictatorship. In this regard, Soviet
economic policy has never suffered a single real failure, and each new economic
measure has appeared as effective as any previous one. The Soviet economy is
inefficient only as a source of material wellbeing. This criterion, however, has
nothing to do with real Soviet economic efficiency. The measure of material
welfare 1s simply incompatibie with the aims of the Soviet system.

The most fundamental characteristic of the Soviet economy is that it
finds itself almost completely in the hands of the state; it is owned by the
state, albeit not in a strictly legal sense. The state in its turn is owned
by the party, “the leading and guiding force of Soviet society and the
nucleus of its political system and of state and social organizations”
(article 6 of the USSR constitution). The party, finally, is controlled
from the top through the mechanism of democratic centralism and re-
presents a pyramidical structure organized along strictly hierarchical

74 0. 8. Ioffe, “Law and Economy in the USSR,” Harvard Law Review, 1982, pp. 1591
1625, at p. 1625.
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lines. The higher a person’s position in the party, the greater his say in
the affairs of the state and, consequently, of the economy. The entire
arrangement is justified and legitimized by the officially propounded
ideology of Marxism—Leninism: The state is said to be the state of the
working people, whose interests are represented by the party. The same
constitutional provision (article 6) adds: “The CPSU exists for the people
and serves the people.” The will of the party (i.e., the will of the entire
Soviet people) is enunciated by its leaders. As the leaders control almost
all media of expression through the party and the state, they can pride
themselves on the unanimous support of the entire population, and this
again strengthens their claim on a position at the political summit of the
country.

One of the principal instruments through which the party machine
maintains a firm grip on the country’s political and socioeconomic system
is its monopoly of personnel selection. This operates chiefly through the
device of the nomenklatura, a list of positions that may only be filled
after prior vetting and approval by the competent party agency. There
are nomenclatures at all hierarchical and territorial levels, with the
nomenklatura utilized at the level of the Central Committee at the top,
and in this way a totally integrated system of personnel selection and
control has been put into operation.

Appointment to a nomenklatura position implies incorporation into
the power elite. Nomenclatures of various levels embrace all leading
positions in the party, the state apparatus, the economy, and in public
life in general. But apart from the official powers that such positions
confer upon their incumbents, nomenklatura posts also plug into an ela-
borate network of other advantages and privileges.”> The most impor-
tant of these, as related by Matthews in his well-known study of this
subject, are not of an immediately monetary nature (with the exception
of a ““13th month” payment, also known as “‘hospital allowance,” lech-
posobie, bol’nichnaia zarplata).” For several decades higher party func-
tionaries used to receive a secret additional pay packet (kremlevskii
paek), the Kremlin ration, which was paid in special ‘‘certificate rubles”
usable only in special stores with low prices and scarce goods and thereby
worth several times their nominal value. The emission of certificate
rubles seems to have been discontinued, and it is uncertain whether the
Kremlin ration is still being paid out.

73 See especially Zemtsov, op. cit., note 69; Voslensky, op. cit., note 16, pp. 304-308
(“Das Nomenklatura-Bakschisch”).

76 M. Matthews, Privilege in the Soviet Union — A Study of Elite Life-Style Under Com-
munism, Allan and Unwin, London, 1978, especially Chapter 2, pp. 36-58,
“Special Elite Benefits.”
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In accordance with one of the dominant characteristics of the Soviet
economy, the scarcity and/or low quality of many consumer goods and
services, the emphasis within the system of privileges is not on monetary
values but on goods and services in short supply. Members of the elite
have access to special facilities in food supply, medical care, housing,
and leisure. This is usually done by making available special stores,
clinics, hospitals, housing units, holiday homes, and so on, to specific
categories of personnel. Other elements of the system of privileges are
the opportunity to travel abroad, the use of an official car, membership
of elected bodies (such as soviets), which itself is an additional source of
privilege and prestige, and so forth. The least tangible but most per-
vasive advantage to be derived from a position within the nomenklatura
apparatus is the network of personal relations and the accompanying
security of “having arrived” in Soviet society.”’

A very important aspect of the privilege system is that it reflects itself
in the hierarchical structure of the ruling class. The special facilities and
privileges for this class are themselves graded and distributed according
to the beneficiary’s position within the hierarchy. In this way the pri-
vilege system does not only identify and reward membership of the elite
but also maintains discipline and structure within the elite itself.

Powerful imagination is not required to grasp that the twin networks
of the second economy and of a privileged elite do not lead a whol-
ly separate existence. Some of the privileges accorded to members of
the elite do in fact owe much of their attractiveness to their second-
economy value. Trips abroad allow the lucky traveler to purchase goods
not available on the domestic market; access to special shops has a sim-
ilar effect. At a more general plane, membership of the nomenklatura
class offers its incumbents the opportunity to utilize an official position
and its powers as a source of further advancement, favor, and indeed
financial reward through the second economy in the shape of direct
bribery, presents, protection, the possibility to engage in advantageous
deals, and so forth.

The interaction of the two networks of the second economy and the
privileged elite results in a political system that several observers have
even characterized as a kleptocracy’®: Recruitment into the party estab-
lishment is akin to joining a band of robbers — the individual contributes
loyalty and obedience to the organization and in return receives his
share of the proceeds. It may be worthwhile to have a closer look at this

77 Cf. Wiles, op. cit., note 19, p. 19.
78 Grossman, op. cit., note 1, p. 33; Simis, op. cit., note 36, p. 55; Wiles, op. cit., note 19,
pp. 5-6.
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thesis that the major factor of cohesion of the political establishment of
the USSR is not its ideological commitment but the material interests of
its members in exploiting their positions in the second-economy market.

If this thesis is true, it would be irrational for the top leadership to
clamp down decisively on the second economy (as the officially pro-
claimed ideology would seem to demand) because this would undermine
the very foundation of their own power. The fall of Khrushchev retains
its value as a warning signal that the leaders’ possibility of antagonizing
the higher and middle echelons of the party with impunity is strictly
circumscribed.

A superficial examination of Soviet sources may yield the impres-
sion that the regime is indeed strongly committed to stamping out
second-economy activities. A closer look, however, tells us that official
campaigns are full of nuances, both in the types of activities and the
categories of persons they are aimed at. The most energetic measures,
up to capital punishment, are usually reserved for private entrepreneurs
who operate outside the sphere of the governmental officials. The most
obvious examples are professional dealers in foreign currency and other
purely black market operators. Punishment for second-economy activi-
ties decreases, according to the rough rule of thumb and, other things
being equal, with the closeness of a person’s connections to the party
establishment and with the elevation of his position therein. Especially
in the peripheral republics of the Caucasus and Central Asia there
have been a number of far-flung economic scandals involving numerous
participants, where at one end of the spectrum the individual black
marketeer got shot, whereas at the other end the minister of the union
republicinvolved was merely assigned to another well-paid nomenklatura
position.”

Another point deserves to be made with regard to the personal in-
volvement of high-ranking party and government officials. If the thesis
of the kleptocracy, as outlined in the preceding, is accepted, one could
expect involvement of all strata of the establishment in second-economy
profiteering, although it would still be unlikely that the top leadership
should allow exposure of its own members in such practices. Public
admission that members of the highest leading circles themselves were
involved in officially condemned second-economy operations might
undermine their collective legitimacy via-a-vis other ranks within the
party and thereby weaken their hold on supreme power. The pattern
of exposure as displayed in the Soviet press is in accordance with the
kleptocratic thesis. With only very occasional exceptions, exposures stop

7% Several examples are in Simis, op. cit., note 36.
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just before the highest level, that is, the Politburo, but affect the next
highest level of top officials of the federal establishment and of the su-
preme leaders in the smaller union republics. They involve federal minis-
ters, such as Ishkov (USSR Minister of Fisheries) in 1980 or Furtseva
(USSR Minister of Culture) in 1974, republican party first secretaries,
such as Akhundov (Azerbaidzhan, 1969) and Mzhavanadze (Georgia,
1972), and other top leaders in union republics, such as the prime
minister and the Supreme Soviet Presidium chairman of Uzbekistan,
Kurbanov, and Nasriddinova in 1974. The subsequent fate of such of-
ficials conforms to the pattern indicated before: There is usually no
prosecution, but the offending leader is quietly removed to a less visible
and prestigious position. At lower levels the exposure of official involve-
ment in second-economy activities is more frequent, and the penalties
tend to increase.5°

This naturally leads to the question as to why certain activities are
prosecuted and punished and others, presumably, are not. An answer,
in the kleptocratic model, can be given without great difficulty. Access
to the advantages supplied by the second economy is one of the basic
attractions and rewards of membership of the establishment. The indivi-
dual black market operator, who is outside the establishment, has no
claim to these advantages and may therefore be prosecuted without
reservations if the interests of the members of the establishment are
not at stake. A member of the party elite, even the very highest, may
similarly be prosecuted if it has been decided to eject him from the
establishment. Otherwise, a decision to punish a member of the elite for
participation in second-economy activities will be weighed carefully.
Against the tacit admission that such participation is itself a normal
aspect of elite membership may stand the wish to punish a specific in-
dividual. This wish may be motivated by the initiation of new policies
directed against certain economic activities or evoked by the conduct of
the individual himself. Highly institutionalized systems of corruption,
second-economy networks, and so on always have their own informal
rules, and individuals who overstep the bounds imposed by such rules
must be disciplined. The typical cases of prominent officials exposed
in second-economy scandals, as reported to the Soviet press, concern
instances of excessive greed, too blatant corruption, ostentatious display
of wealth, and similar situations where the offending officials upset the
smoothness and discretion of the privilege system itself. Of course, an

8 This seems to me to be a more plausible explanation than Wiles’s thesis that the party
promotes the most honest and most competent to the highest posts; Wiles, op. cit.,
note 19, pp. 36, 5.
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official may also be caught by bad luck: For example, a specific activity
may be exposed by accident or he may become the victim of a feud
between higher party members.

In all these cases the vagueness of the criminal law definitions of
various second-economy activities remains a crucial factor; it allows a
highly flexible use of the criminal law as an instrument of discipline.
Since almost every member of the party elite, and indeed virtually every
citizen, is involved in the operation of the second economy, everybody
is at the mercy of the authorities, who hold lettres de cachet against
anybody.

The Soviet regime continues to adhere to the ideal of a communist
society, which would call for dynamic domestic policies and would cer-
tainly demand the most energetic measures against the second economy.
The evidence, however, suggests that this adherence is purely verbal
and that the operative domestic policies are more modest and more
conservative: maintenance of the prevailing system of distribution of
power and privilege, of which the second economy is an integral part.

The second economy of the USSR in a comparative
perspective

The second economy of the Soviet Union coexists, as we have seen, in a
curious symbiosis with the official economy. This relationship is affected
by numerous domestic factors located in the political and socioeconomic
system of the USSR. Among the external factors bearing on it, the
various experiences of other East European countries exercise a notice-
able pressure. In some of these countries state control of the economy
has been less comprehensive, either by allowing a larger private sector
or by relaxing central control of individual state enterprises. There have
always been indications that such experiments have been closely watched
by Soviet leaders, for whom the optimal balance between economic
performance and political control is a permanent dilemma. Given the
increasing, although still modest, economic pluralism within the Soviet
bloc, the experience of countries such as Hungary and Poland may pro-
vide the Soviet leaders with important pointers for future policy shifts.
These may in turn alter the present relationship between the official and
the second economy in the USSR. In this regard the currently favorable
treatment accorded to private agriculture is worth mentioning.®! Not for
many decades have Soviet leaders displayed such a warm and positive
attitude toward the labor of the individual kolkhoz or sovkhoz farmer.

81 See Rumer, op. cit., note 9.
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This may indeed be a sign of an incipient willingness to relax somewhat
the rigidity of totally central control.

If the Soviet second economy is compared with analogous phenomena
in the Western world, the first difference that catches the eye is in their
respective legal backgrounds. Second-economy activities in the Soviet
Union typically run afoul of the criminal law, whereas analogous activities
in the West are usually motivated by fiscal considerations. This point is
highly significant and reflects the fundamentally different character of
the societies concerned. A Soviet-type economy, with its almost exclu-
sive control of production and trade by the state, can only be kept in
operation if it is backed up by criminal sanctions forbidding all activ-
ities that would encroach upon the state’s monopoly position. Western
governments, on the other hand, do not own the economy in the manner
in which the Soviet government does and have to look elsewhere for the
financial and other material means to realize their intentions. Some
governments, depending on the dominant political ideas, are prepared
to appropriate significant sectors of the economy in order to secure ade-
quate income for the state. But whatever approach is preferred, collec-
tion of taxes from the population and from private enterprise remains a
principal and in most cases the chief source of government income.

Viewed in this manner, the common element of the second economies
in the East and West appears to be a popular, grass-roots reaction
against the state-imposed system of collecting the government’s income.
Of course, as long as state-like institutions have existed, there have been
schemes for inducing the population to pay for them, and people have
resisted such schemes. In this sense a second economy is a perennial
fixture of public life. What has increased its worldwide significance is
the growth of its scope and ramifications. This no doubt is simply a
reflection of the growth of the dominant role of the modern state. It is
more than a curious coincidence that there are remarkable parallels in
the reactions of officialdom in the East and West to the increasing
weight of the second economy. The emphasis is always on repression —
more inspectors, higher penalties, closer supervision — while the argu-
ment that less government intervention would almost automatically
result in lower popular resistance is seldom given prominence. This is
perhaps only to be expected, as it will not appear as rational to an
organization to allow its own power and influence to decrease.

Until about the beginning of the Industrial Revolution governments
were by and large content with maintaining peace and security, both ex-
ternally and internally. They did not believe, as a rule, that they pos-
sessed the potential to embark on a wholesale restructuring of society,
and they did not entertain corresponding ambitions. The picture changed
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when the Industrial Revolution gave birth to the industrial proletariat
and to social conditions widely regarded as unacceptable. Simultane-
ously, the spectacular growth of scientific knowledge and technological
ability seemed to provide the tools for remaking society along lines that
were considered more appropriate. The reply of the Western world was
the welfare state. In Eastern Europe a Marxist-inspired system was
adopted or imposed, of which the Soviet state is the prototype. Both are
characterized, although in very different degrees, by an enhanced role
of the state in the economy, and in both cases this has engendered the
emergence of a lively second economy.

Modern states, in the East as well as the West, have usually adopted
an ambiguous stance vis-a-vis the second economy. Although it is of-
ficially condemned and measures are taken against certain aspects of it,
other aspects are allowed to carry on with impunity, on the understand-
ing that their overall effect is beneficial to official policies or at least that
their effective repression would demand an inordinately high price.

There are, however, serious drawbacks to this seemingly pragmatic
approach. One of the fundamental concepts underlying the more active
intervention of the modern state in economic life is the idea of the
public good, of the commonality of interests, of social solidarity. It may
be argued that it is ultimately on the vitality of such ideas that the
consistency of our society hinges. A lively second economy indicates
increased resistance on the part of the population against government
interference in the economy, and consequently an at least partial rejec-
tion of the societal ideals that legitimize such interference and, by the
same token, a withdrawal into a pursuit of private interests. A govern-
ment that overreaches itself, in the perception of many of its citizens, in
its attempt to control the economy undermines the operation of the very
social ideals in the name of which it purports to act and, consequently,
the cohesiveness of society as a whole.®?

Modern governmental management of the economy, whether of the
welfare state form or of a Soviet type, has its roots in traditional
rationalism. The availability of scientific knowledge and technological
ability promotes an awareness that society can be structured along
rational and utilitarian lines. The rise of the second economy and then
its grudgingly tolerated existence have turned this awareness into a
fallacy because the more realistically the state attempts to implement

82 The space available in a study of this format does not allow any serious discussion of
other attempts to view the second economy from a more elevated position. In this
respect Wiles’s excursions on the religious and national dimensions of the problem are
of great interest; op. cit., (note 19, pp. 47-55.
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its blueprints for the economy of the future, the more patent the gap
between plan and reality becomes. The apparent rationality of the plan
begets the apparent irrationality of the second economy. Could it be
that the problem is not so much with the second economy but rather
with the role the modern state has assumed? Is modesty only a virtue
in individuals?
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CHAPTER 15

Second economy and socialism:
the Hungarian experience

ISTVAN R. GABOR

This chapter examines the extensive presence of the second economy in
Hungary as an important cause and consequence of the structural limits
and dilemmas of state regulation in a socialist economy’. In addition,
the second economy is studied as an essential reason why the population
considers the system to be a relative success.

We define the second economy as the field of all those economic
activities through which the population — legally or illegally — acquires
incomes not as employees in the socialist sector.” The self-supplying
activities of the households belong to the second economy insofar as
they are income-producing activities.> Fundamentally, therefore, our
definition of the second economy is the same as that of Grossman (1977),

! The author wishes to thank the Social Sciences Institute of the Central Committee of the
Hungarian Socialist Workers’ Party for its generous material assistance while writing
this chapter.

2 The economic activities of the population are defined as activities conducted by
individuals or households (a) voluntarily and (b) without physical or moral coercion of
others on the condition that the inputs (money, time, effort, etc.) (c) are experienced
by the performers as a sacrifice and (d) are used in quantities of significance to them (e)
with the anticipation of a satisfactory yield (at least of the return of the inputs, either as
the sole goal of their activity or as a restricting condition in pursuing a goal of a different
nature (f) in money or that can be exacted in money or rent or in kind of use to the
performer that could be purchased for money (g) within a foreseeable period of time
and (h) within reasonable risk limits. Accordingly, non-economic activities are defined
as those activities to which any of the criteria listed in the preceding definition does not
apply. As implied by this definition, not all economic activities of individuals and house-
holds are at the same time income-producing activities (changing ‘‘capital” for rent
income; entrepreneurial activity; small-scale production; wage labor). Economic
activities also include those activities aimed at the rational, economical use and spending
of incomes. The distinctive feature of such economizing activities is that, contrary to the
income-producing activities, the performers do not regard the labor input, only the
actual expenditure, as a cost.
In accordance with the definition in footnote 2, a self-supplying activity can fall into the
category of economic activities — and thus belong to either income-producing or eco-
nomizing activities — depending on (1) whether the given needs of the performers can be
met through purchases on the one hand and (2) whether there exists any alternative use
of their manpower in the form of income-producing activity. If option 1 is unattainable,
the activity must be regarded as non-economic in character, whereas the absence of
option 2 only precludes the activity to be classified as income producing (however large
an amount of income it may generate for the performer).
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who regards all those activities aimed directly at private gain or being in
some significant respect in knowing contravention of the law as belong-
ing to the second economy.

We have, however, made three minor modifications:

1 The economizing activities of the population in an attempt to ration-
ally and economically use and spend their incomes are not counted as
part of the second economy.*

2 All acts performed by employees in the first economy to increase their
official earnings by using their bargaining power with their employers
— although such acts are directed at private gain — are not part of the
second economy but of the first.

3 Also excluded from the second economy are all irregularities
committed by employees (mainly in management positions) in the
first economy directed at obtaining advantages for their organization
in the first economy. This is regardless of the fact that they generally
wish to improve their own positions as well. Such infringement of the
rules, based on an ‘“‘acceptance of the common lot,” can be regarded
as a characteristic form of operation in the first economy.

Economic background

The coexistence of a socialized and a second economy in Hungary
explains the schizophrenic duality of economic behavior in the country
as a whole. Both economies operate according to different principles
and are regulated in different ways. They are separated from one an-
other with regard to the flow of capital and the movement of economic
organizations.” They are linked to each other by the flow of consumer
goods and of manpower. Although the first economy is made up of
large-scale production units subordinated to the organs of economic
guidance, the second economy is one of small-scale production, of an
entrepreneurial nature, and operating on a private basis. In the final
analysis, the great difference between the role of the market (money
and prices) in either accounts for their conflicting relationship.®
Although the earnings of their working members impose strict budget

We do not consider these activities as betonging to the first economy either since both
economies are regarded by definition as alternative fields of income acquisition for the
population. We regard them as indispensable for the operation of the (first) economy in
which the dual function attributed by the economy to households (as a basic institution
of labor supply and consumption) is linked and thereby achieved.

For an extensive analysis of this “separation” see Galasi (1982).

For the following discussion of the distinction between the two economies and its con-
sequences for the first economy, I am indebted to Kornai (1980).
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constraints on the consumption possibilities of the households, the mere
accounting function of money and prices dominates in the first economy.
The enterprises in this sector must carry out economic activities,
adjusting to market forces conditioned by the central authority. The
fulfillment of their expansionary aspirations (generally characteristic of
the organizations) depends on the resource allocation decisions taken by
the organs of economic guidance. In the case of state ownership of the
means of production, there can not be private appropriation on which
the interrelated system of price-regulating markets for goods and ser-
vices could be based. In contrast to the households, which can acquire
goods to the limits of the purchasing power of the incomes they earn and
must therefore strive for a balance between the two, the behavior of
units operating in the first economy is characterized by low market sen-
sitivity, low cost sensitivity, and an insatiable appetite for resources.
Besides the futility of the profit incentive, their quasi-unlimited appetite
for manpower as a resource is reflected by the fact that they constantly
strive to pay more and higher wages.

The central economic authority ought, therefore, to limit the outflow
of enterprise earning and judge enterprises’ demands for supplementary
resources. However, as the artificial production cost price system is
an inherent component of the economy, the profitability of operation
cannot be evaluated on the microlevel. Consequently, the economic
planning authority is unable to cope with this task adequately.

In contrast, therefore, with the demand-constrained capitalist econ-
omy, the socialist economy functions as a resource-constrained sys-
tem that perpetuates shortages and is accompanied by relatively low
efficiency in exploitation of the production factors operated by the
enterprises.

There is a chronic shortage not only on the market for production
factors but also on the consumer goods market. This is so because the
enterprises draw away not only part of the supply of consumer goods
from the private consumers (i.e., households) but also capital and man-
power from the enterprises producing consumer goods and from the
development of the infrastructure for the population. The central
economic authority cannot exert effective control in this respect either
because the development possibility for the consumer goods industry
and the infrastructure as well as the formation of resources to be used
for this purpose depend on meeting the investment and manpower
demands of the producing enterprises and, in particular, of those pro-
ducing capital goods.

The shortage makes production in the first economy more costly than
it need be, given the level of technology and the available equipment.
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Production factors are frequently condemned to forced idleness. There
are disruptions in the continuity of production, and the execution of
investment projects meets with long delays. However, the shortage also
leads enterprises to create reserves in order to avoid possible problems
caused by late deliveries or failures to deliver and in order to anticipate
the need for resources and manpower required for future expansion.
This makes the shortage even more poignant.

In this situation of chronic shortage, the sellers or suppliers are at a
definite advantage over the buyers or clients. Sellers can easily pass on
their costs to buyers. The households as ultimate consumers can there-
fore only acquire the goods they desire at a price that is far too high
compared to their incomes and to the technical level of the first
economy.

The unlimited appetite of the first economy for factors of production
(especially manpower) and the chronic shortage on the consumer goods
market corrupt the relationship between consumers and state enterprise
and give rise to public opinion that sanctions the misappropriation of
workplace materials. In the end, it leads to the emergence of so-called
parallel markets within the first economy. Curiously, though, in the case
of this shortage economy, all self-supplying productive activities per-
formed by the population as additional work are deemed desirable
since they ease the burden on the resources of the first economy. Also,
due to the nature of the shortage economy, the population’s labor in
the second economy proves more profitable than work performed for
wages and salaries in the first economy. Consequently, the second eco-
nomy as the field of income-producing activities exerts an attraction
on manpower, and spontaneous processes are set going toward the
strengthening, specializing, and differentiating of the goods-producing
organizations operating there. As a result of their strengthened posi-
tion, these units in the second economy become increasingly dependent
on the first economy to ensure the objective conditions for their opera-
tion (i.e., materials, tools, machines, services). The state is therefore
called upon, to a certain extent anyway, to legalize the necessary ex-
change between the two economies. However, the appropriation of
materials not available through legal channels nevertheless becomes an
unmistakable practice in first-economy workplaces. The resulting addi-
tional costs for the first economy, which are expressed in the price of
its products, in turn improve the profitability of activities in the second
economy. The shortage economy practically excludes the possibility that
the output of the second economy will saturate the market. In fact, the
first economy even withdraws from those areas of activity where it
operates at a loss, leaving the field to second-economy entrepreneurs. It
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is also continually creating new markets for second-economy activities,
for example, by creating a demand for services for the increasing num-
ber of appliances it produces. Finally, it is increasingly obliged to be a
consumer of the products and services of the second economy. Clearly,
to an extent, the spontaneous increase of work performed in the second
economy as well as improving the productivity there coincide with state
aspirations directed at easing the burden on the first economy, raising
the standard of living, and improving the supply of goods. At the same
time, however, such an attitude runs counter to the declared guiding
principles of state control over the distribution of the population’s
income. This leads to a weakening of the incentives for employees in the
first-economy enterprises that are struggling with a shortage of man-
power. It accelerates the decline in the relatively low productivity in
the first economy and makes the profitability of activities in the second
economy even more favorable.

Consequently, the state is constantly faced with a dilemma. Either
it accepts the negative consequences outlined above or it attempts to
redistribute incomes through the imposition of high and progressive
taxes. However, in the best of cases, the consistent application of such
tax rates would only lead to an increase in the volume of illegal activities
and to a corruption of the relationship between taxpayers and the taxa-
tion authorities. In the worst case, it would lead to the shrinking of
second-economy activities and thus to price rises, the deterioration of
the supply of goods, and the creation of exceptionally high incomes in
the second economy. This would place an additional burden on the first
economy, already faced with a shortage of resources. However, if the
state were to renounce the proportionalization of net incomes altogether,
it would provide another incentive for people to enter the second eco-
nomy and cause an expansion of its size. Consequently, the state can
only apply this practice on a temporary basis.

The rise of second-economy incomes and the increasing divergence of
income levels are becoming a source of social and economic conflict.
They force the state to take decisions since sooner or later some of the
units in the second economy reach the limits of expansion imposed by
the state to guarantee the dominance of the first economy and to pre-
vent citizens from becoming capitalists. Some entrepreneurs who have
reached the limits of expansion refrain from further expansion by con-
suming those earnings that are in excess of the costs required to main-
tain their business at a steady level. Others purchase precious metals or
invest in works of art and other valuable property. Others again exceed
the limits of expansion in secret by taking recourse to illegal practices.

The state could try to control all of these consequences by widening
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the limits of expansion of the units operating in the second economy.
However, this would only delay the appearance of the conflicts inherent
in the relationship between the first and second economy, as the schizo-
phrenic duality of the economy as a whole precludes the peaceful move
of the relevant units into the first economy. Thus, due to the nature of
the relationship between the two economies, the state is obliged to
change from time to time the formal regulation of the second economy
and the strictness with which regulations are applied. However, this
changing treatment by itself gives rise to anomalies. First, it contri-
butes to the erosion of business morality because instead of a long-term
business policy, entrepreneurs in the second economy strive for quick
enrichment at all costs. Second, it leads to the spread of corruption as
bribed connections and the financed goodwill of officials can protect
firms against the unpredictable changes in the behavior of the state.
Thus, despite the theoretical possibility to conduct activities legally in
the second economy, varying state regulations and the resulting self-
defensive tactics of entrepreneurs in the second economy make it more
and more difficult for outsiders to enter the most profitable sectors of
the second economy. The monopolizing activities of a small group of
entrepreneurs contributes to making full-time participation in the
second economy by small-scale goods-producing families marginal and
leads to an increase of small units that are poor in capital, less produc-
tive, and particularly sensitive to state regulation. Since the entrepre-
neurs with the exceptionally high incomes are also best able to weather
the state restrictions, the restrictions make smaller units even more vul-
nerable. It can therefore be said that the second economy is becoming
segmented and is taking on a hierarchical structure.

The negative consequences of the changing regulations lead the state
to seek more viable ways to consolidate the development of the second
economy, by means of compromises with those involved. However, the
fact that the schizophrenic duality of the economy produces the same
duality in the attitude and aspirations of the citizens makes this extremely
difficult to achieve. Individuals and households as earners in the first
economy and as consumers of its products have an interest in its im-
proving productivity. However, as the majority of them are simultane-
ously active in the second economy, they have an equally immediate
interest in the opposite. In their minds, the fact that higher incomes may
be earned under primitive conditions in the second economy is rational-
ized as a direct consequence of inefficient handling of assets and man-
power by managers in the first economy and of their refusal to allow
people to earn more. They question the principles of wage policy, and a
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general attitude emerges that is tolerant of workplace lapses and
slackness.

In the minds of the enterprise managers, however, the disparity of
income in the two economies is rationalized as the consequence of vary-
ing regulatory conditions and of the limited operating autonomy of state
enterprises. They consider the shortcomings of their operation to be
largely attributable to the disparity in incomes in the two economies and
do not consider that, conversely, their poor management might be the
cause of these income disparities. In part, they call for restrictions on
second-economy and other non-state organizations and in cases even for
restrictions on small enterprises in the first economy. In part, they strive
to become monopoly suppliers and/or buyers for the small producers
and small entrepreneurs in a given sector. In this way, they would be
able to influence the operation of the latter to suit the interests of their
own organization. However, such asymmetry of the power positions
inevitably leads to illegal bargaining between small producers and entre-
preneurs on the one hand and representations of first-economy organi-
zations on the other. Finally, the resulting isolation of the small pro-
ducers and small entrepreneurs from the market due to their integration
into larger organizations also forces into the background those qualities
that are so important for the national economy in socialism: the flexible,
market-sensitive, self-reliant nature of their operation, which provides a
wide scope for individual inventiveness.

The paradoxical relationship between legality and regulation
in the second economy

The intention of the foregoing analysis was to shed light on the state’s
varying treatment of the second economy and on the consequences this
has in terms of its legality. In view of these consequences, it would be
wrong to draw a distinction between the so-called legal private sector
and other second-economy activities, considering that income-producing
activities belonging to the latter can be related to the failures of state
regulation. However, both in Hungary and in part of the Western litera-
ture dealing with the socialist economy, this distinction is nevertheless
made.

In Hungary, for example, the latest measures allowing broader scope
than ever before for income-producing activities in the second economy
have given rise to the term ‘“‘auxiliary supplementary economy.”” This
term is used in political documents to refer to income-producing activi-
ties carried out by the population instead of or in addition to employ-
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mentin the socialist sector, activities carried out within a legal framework,
guided by economic self-interest but at the same time serving the com-
mon good. The purpose of this term is to distinguish these income-
producing activities from illegal activities and to force out of general use
the term “second economy,” which is said to blur this distinction.’

Even before the appearance of this latest terminology, it was not con-
sidered appropriate to define small-scale agricultural production carried
out on a part-time basis by village households as second-economy activi-
ties.® In fact, official statistics record the production value produced
here within the socialist sector. The remarkable success of Hungarian
agricultural policy as compared to that of other Eastern European coun-
tries (largely due precisely to the recognition of the importance of small-
scale production) is also the argument most frequently put forward
to disprove claims about the failure of state regulation. The present
author’s interpretation of the second economy has also been challenged
by Marrese (1980), an American expert on the Hungarian economy. In
his view, the legal private sector fits harmoniously into the institutional
system of the socialist economy, promoting as it does the attainment of
the economic policy goals. He does not deny that there are irregular and
illegal aspects involved. However, according to Marrese, these are
characteristic of all economic systems so that there is no reason for
classifying the legal private sector in the second economy.

Holzman (1981) reaches the same conclusion by means of the elegant
syllogism that if the state sector is not a second economy within the
capitalist economy, then it is equally unjustified to regard legal private
activities as a second economy in socialism. Although the views of
Hungarian authors may be influenced by the fear that my emphasis on
the illegal aspects of the legal private sector could lead to the imposition
of restrictions, it is not likely that this consideration would be the main
cause for their mistake. The more profound cause is their misidenti-
fication of the legal private sector in socialism with its counterpart in the
capitalist economy. They are trapped in a kind of legal nominating that
regards the economic phenomena of the world as being largely identical
with the ideals of the legal system.’ As a result, the most important
characteristic of the private economy under socialism is not taken into
account, namely, the paradoxical relationship between the legality and

7 For a growing recognition of the propagandist aims behind the term “auxiliary supple-
mentary economy,” compare Héthy (1980) and Héthy (1983).

8 Conflicting ideas about this issue may be found by comparing Gabor (1979a), Gabor
(1979b), Radneoti (1979), and Varga (1980).

° On the pitfalls of such a procedure, see Weber (1964a, pp. 233-5).
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the efficiency of the regulation of the second economy. The private
economy under socialism does not in itself reveal a great deal about the
extent to which its operation is actually controlled by the state.

In order to resolve this apparent contradiction, we must refer back to
the consequences of the schizophrenic duality of the economy, which
makes restriction of the participants’ activities in this economy the only
viable option for the state to control the operation of the second econ-
omy. This is done by what I shall term control based on infringement
of the rules (CIR). It may best be understood by comparing this seem-
ingly incongruous form of regulation to the so-called control based on
the application of rules (CAR), which plays a significant role in the
regulation of the private economy in the capitalist system.

The CAR assumes a system of rules, prescribed by the state, for
sovereign participants in the economy. The success of its application
depends on the effectiveness of the coercive institutions available to the
state. It also largely depends on the extent to which the state is able to
bring the subjects of the regulation to recognize the prescribed system of
rules as legitimate. To achieve such a consensus requires the broad and
public participation of the subjects of the regulation in defining the
state’s aspirations to be attained through the system of rules.

The CIR, however, assumes the permanent general possibility of ex-
posure and punishment by the state as an external power. It is a system
of rules that in theory excludes simultaneous legal activity in all respects
by the subjects of the regulation who are sovereign participants in the
economy. The attainment of the state’s aspirations through this selective
enforcement of necessarily systematically violated rules depends on the
effectiveness of the coercive institutions available to it and on the co-
ordination between the application of the rules and the aspirations at a
given time. However, state control cannot compete with the inventive-
ness of the subjects of regulation in finding and exploiting gaps and con-
tradictions in the rules for their benefit. The successful application of
this type of regulation depends to a large extent on “‘informers.” Thus,
although the main threat to CAR is the undermining of the legitimacy of
the aspirations to be asserted, the principal enemy of CIR is the silent
complicity of the subjects of regulation. An equally important distinct-
ion is that the success of CIR cannot, by definition, be measured simply
by the extent of infringements of the rules.

Although state regulation of the second economy is necessarily CIR,
COD (control based on orders and directives) dominates the regulation
of the first economy, which, as we have seen, closely interacts with the
second economy. In its theoretically pure form, this means of control
assumes theoretically applicable orders issued by the state to the partici-

347



ISTVAN R. GABOR

pants in the economy in order to control their activity. The implemen-
tation of these orders depends on the strength of dependence, that is,
the effectiveness of the means of reward and punishment that can be
applied. However, since (1) the applicability of orders, (2) the efforts
made by the subjects of the regulation to apply them, and (3) the results
can never be perfectly supervised from above, the success of this type of
regulation depends to a large extent on the state’s ability to ensure the
loyalty of the subjects of the control.! This loyalty can be attained by
means of a system of informal bargains between the state and the sub-
jects, in which the latter strive to have their own interests recognized as
state interests and to exert an influence on decisions that affect them.
The success of this form of regulation can be undermined by corruption,
which takes the form of separate illegal bargains. Considering the
schizophrenic duality of the Hungarian economy, the question arises as
to how successful CIR - as the only suitable means of controlling the
second economy — can be in the hands of the state. As already indicated,
the success of CIR applied to the second economy largely depends on
whether the behavior of the participants in this economy is character-
ized by informing on each other rather than by silent complicity. It is
obvious that the fiercer the competition between the participants and
the firmer their belief in the unconditional loyalty of those in positions
of trust in the first economy, the smaller the risk that state aspirations to
limit their self-interests will fail. However, as we have seen, the situa-
tion of the second economy is characterized by the fact that it operates
in a situation of global excess demand for its products and its services.
Consequently, there are no real grounds for informing among the parti-
cipants. At the same time, the shortage economy perpetuates a state of
affairs in which the second-economy units — forced into dependence on
products and services of the first economy — cannot in general prosper
without taking recourse to illegal means. This leads to the establish-
ment of an extensive system of corruption sanctioned by custom, which
undermines the faith of the participants of the second economy in the
moral impeccability of state organizations and officials. This weakened
faith and the serious business consequences of exclusion from the sys-
tem of corruption would tend to make silent complicity the general rule
of behavior. Thus, the syndrome of silent complicity and corruption,
each assuming the support of the other and providing mutual cover,
limits the restricting aspirations of the state in the second economy.
However, it must be added that the “liberalism” of the state’s treatment
of the second economy cannot be unlimited either. The proclamation

1% The ideas in this discussion of COD were inspired by Crozier (1963).
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In the first economy In the second economy

of the socialist system

In the private capital sector

of the capitalist system

Figure 15.1. Extent of direct economic role of state and way in which it is exercised.

and application of such a policy would undermine the loyalty of those in
positions of trust in the first economy, loyalty that is indispensable for
the state in asserting its aspirations because of the dominance of COD in
this economy.!! Returning to the principle of symmetry put forward by
Holzman (the essence of which is the relatively analogous treatment of
the relationship between the private and the state sectors in the capita-
list economy and the socialist economy), Figure 15.1 sheds light on the
pitfall of this procedure, as seen from the angle of regulation.

The triangles in Figure 15.1 illustrate the situation of the different
economic sectors in terms of the amount of restriction imposed on the
pursuit of self-interest and the extent of COD methods of regulation.
This is indicated by the size of the triangles. In addition, the triangles
show how these forms of regulation are combined. The dark third of
each triangle indicates the dominant form of regulation, the medium-

"1 None of the reforms in economic management made in any of the CMEA countries
during the past three decades has succeeded in shifting the emphasis to CAR. For
Hungary see Antal (1979).
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toned section indicates the form used to supplement this, and the white
section indicates the form of regulation that is not used.

The triangles show that the private capitalist sector and the state
sector in the capitalist system differ only in the proportional application
of the two forms of regulation CAR and COD. In the state and private
sectors of the socialist system — due to the schizophrenic duality of the
economy — the state is obliged to use the contradictory forms of regu-
lation CAR and CIR. At the same time, the two economic systems
differ even more widely with regard to the extent of the state’s direct
economic role asserted through these forms of behavior control of the
participants in the economy.

The competitive symbiosis of the two fields for acquiring
income

In the previous section, we concentrated on the structural limits and
dilemmas of state regulation of the second economy. We regarded the
state as the active initiator. We pointed to the dual resistance to state
aspirations by the subjects of the regulation, namely, the participants in
the second economy and the enterprise management stratum that is
largely excluded from the sources of income of this economy. However,
the enterprise management stratum does not only have a hierarchical
relationship to the state. It also personifies the role of employers to the
participants in the second economy who — either personally or through
members of their households — are simultaneously employees in the
organizations of the first economy. This relationship between the enter-
prise management stratum as employer and the working masses as
employees striving for the most advantageous combination of the possi-
bilities offered by the two fields of income-producing activities provides
another interesting insight into the contradictory relationship between
the first and the second economy. As people freely entering into em-
ployment must manage their labor in order to raise the level of con-
sumption for themselves and their families and keep pace with the
general standard of living, wage differences play a decisive role in
socialism in influencing the behavior of employees. Under these circum-
stances, the operation of the labor market will naturally be more effec-
tive if the relative wage differences can spread over a broad scale and if
the influence of these differences on the level of consumption of the
households can be more clearly marked.

Let us imagine a socialist economy without a second economy, in
which the households are able to acquire earnings solely through em-
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ployment in the first economy. The labor market in the socialist econo-
my is characterized by a state of permanent global excess demand. This
is particularly true for lower skilled workers. The chronic shortage of
manpower means that workplace performance standards tend to be very
low, and the labor market tends to overvalue unskilled jobs as com-
pared to skilled jobs, thus narrowing earnings differentials. Rather than
pursuing a professional career, the main path for material advancement
is promotion within the hierarchy of classification, which makes it possi-
ble to acquire material advantages in the nature of privileges. This is,
however, essentially independent of the operation of the labor market
and can be regulated directly by the state.

In addition, under the conditions of the shortage economy, the poor
contractual discipline in inter-enterprise relations and the frequent de-
lays this causes in production make it difficult for employers to apply
consistent and large-scale incentives based on the differentiation of
earnings, as this can only be done in the case of a high level of or-
ganization and standard work requirements. As the shortage economy is
accompanied by the practice of forming manpower reserves, labor ca-
pacity is not used efficiently. As a result, performance incentives in-
herent in the differentiation of earnings hardly come into play. For
employers, earnings are primarily means of attracting additional man-
power and of retaining their labor force. Only incidentally are they
used for encouraging the workers to greater efficiency. With a high level
of employment, the relative differentiation in earning to be achieved by
the employers is more limited than at lower levels of employment. The
lowest wages at any given time must be sufficient to provide for a
modest life at the given consumption level, but at a given average wage
level, the higher the level of employment, the higher the average level
of consumption and with it the minimum wage level. In addition, at a
higher employment level, the same income differences have less incen-
tive power. Thus, as the level of employment rises, the attainable earn-
ings differentials have a weaker and weaker role in influencing the
workers’ behavior.'?

Significantly, the inadequate differentiation in incomes according to
performance exists side by side with very large earning differentials due
to the bargaining position of various groups of workers. This differen-
tiation depends on the role these workers play in coping with chronic
disorders in production and in resolving bottleneck situations.

12 Further details on questions relating to the differentiation of earnings may be found in
Gabor (1979¢).
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To what extent does the second economy relate to the preceding
characteristics of the labor market in the “pure” socialist economy?
Since they are largely the same households that acquire income from the
second economy as those whose members are wage earners in the first
economy, the second-economy incomes further deteriorate the ability of
the first-economy earnings to ensure a livelihood, as they widen the gap
between average earnings and the average consumption level. This
makes it even more difficult to influence the workers’ behavior by a
differentiation of earnings. In addition, these second-economy incomes
are distributed far more unevenly among households than earnings from
the first economy. Consequently, in order to ensure the relative smooth-
ness of production and to maintain or increase the enterprise’s attrac-
tiveness on the labor market, employers are obliged to take into account
the workers’ unequal opportunities for earning second-economy income
when determining earnings and performance requirements.

Those workers who are least dispensable because of their qualifica-
tions and experience must be ensured conditions for earning additional
income and promotions within the enterprise so as to counteract the
temptation of earning additional income in the second economy. Gene-
rally, this can only be achieved at the price of concessions in perform-
ance and work discipline requirements for other groups of workers. In
this way, their parallel participation in the second economy is acknowl-
edged or even facilitated. The situation is different again for those
workers who have the opportunity to acquire second-income earnings
through their actual jobs, a condition employers use as a trump card in
their bargains over wages and performance requirements.

If we consider that, in addition to all this, the workers have widely
differing attitudes toward the given workplace performance require-
ments and earning possibilities (depending on their status within the
family or their income-earning strategy), it becomes clear that the partly
competitive and partly symbiotic relationship between the two fields of
income-producing activities perpetuates extremely unstable and highly
complex labor market relations in the first economy, which is suffering
from a shortage of manpower. The employers are obliged to adopt im-
provisations and defensive employment strategies, whereas the workers
strive to occupy favorable positions on the labor market and to partici-
pate in the second economy. The fact that in Hungary the trade unions
do not restrict the bargaining between employers and employees in
determining the ratio between performance and wages undoubtedly
contributes to perpetuating the present situation. In the final analysis, it
is correct to regard this situation as the consequence of the labor market
in the socialist economy rather than as a cause.
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The size of the second economy in Hungary: 1970 — 1983

No reliable data are available concerning the size of the second econ-
omy in Hungary. The validity of those data that occasionally appear
cannot be established due to the fact that no basic definitions are pro-
vided, nor is the method explained that was used to arrive at the re-
levant estimates. Even the widely quoted estimate that 16—18% of
GNP is created in the second economy draws its credence solely from
the prestige of the person who made the estimate.'®> However, if we
accept this as a starting point and add the activity of the “semi-private”
organizations that this estimate classifies in the first economy, at least
one-fifth of the annual GNP can be attributed to activities performed
outside the first economy.

Examining all second-economy activities on which quantitative data
of any worth are available, certain conclusions can be drawn. The man-
power input in small-scale agricultural production is equivalent to the
full annual working time of approximately 800,000 people. This is 10%
more than the work time basis for agricultural production units in the
first economy.' The corresponding figures for private construction'®
and for legal private-trade activities are around 150,000 each.'® Non-
legalized trade activity is estimated at 100,000.'7 Private retail trade and

13 Rezso Nyers’s estimate is quoted in Juhasz and Prugberger (1980).

!4 The data for small-scale agricultural production given here have been derived from
several representative national surveys. The figure for the time input is based on a full
census. The data for production value and income are estimates made on the basis of
natural production data obtained from representative surveys conducted twice every
year and with the aid of the regular observation of market prices and plant management
cost norms.

The manpower time requirement for a self-built house is considered to be equivalent to
the legal annual work time basis of three persons.

The official figures for the numbers involved in legal private trade activities do not
include the number of auxiliary family members or occasional, seasonal, and part-time
employees. For this reason and also because the working hours in private trade plants
are generally longer than the legal working hours, we have taken into account approxi-
mately one and a half times the official figure for the numbers involved. The very high
proportion of able-bodied women recorded formally as dependents in the families of
self-employed persons is an indication of the important role of the help of family
members. This proportion (28%) is almost as high as that in the households of the
cooperative peasantry (30%), in contrast with the 14% for households of blue-collar
workers and the 4% for white-collar households. According to a member of the minis-
try responsible for the state guidance of private trades, the figure increased approxi-
mately 1.5-fold between 1975 and 1980 (Kovacs, 1981).

Estimate based on the parallel use of various methods. The so-called spare-parts rate
method is based on the figures for retail trade spare-parts turnover. The estimated
quantity used in private trade is deducted from this. Subsequently, the performance
values for the remaining portion of spare-parts turnover are calculated on the basis of
technically estimated norms. In contrast the so-called repair requirements method is
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private intellectual activities together amount to approximately 50,000.!8
Finally, the various semi-private activities together amount to roughly
the same figure. The total time input in the second economy corre-
sponds to around one-quarter of that used in the first economy.

Small-scale agricultural production is carried out by 1.7 million house-
holds, which is 50% of all Hungarian households. Out of this total, the
number of independent peasant farms is only 30,000 and declining.
They produce one-third of the country’s gross agricultural output and
more than half of the net output. They consume approximately half of
their produce and sell the other half. Out of the 86% of income from
small-scale agricultural production that goes to the active households,
30% goes to the working class households, 23% to the households of the
cooperative peasantry, and 18% to “mixed” households comprising
both peasants and wage earners. The remaining 15% is divided equally
between white-collar households and households carrying out full-time
small-scale production.

The number of earners in the legal private trades is approximately
5,000 of whom 15,000 are officially registered as employees. Of the
100,000 independent tradesmen, only 60% carry out this activity as a
full-time occupation (this figure was more than 80% in 1970); 10% are
pensioners and 30% carry out their trade activity in conjunction with
earning activities in the first economy. The number of households living
solely from private trade activity does not amount to even half of the
number of independent private tradesmen. Legal private trade activity
produces 2-2.5% of GNP.'” With a total of around 15,000 persons,
legal private retail trade handles about 5% of the total retail trade turn-
over. Around half of the houses built each year (i.e., 40,000—50,000),
including more than four-fifths of those in the villages, are built in the

based on an estimate of the average annual repair requirements for the stock of various
consumer durables owned by the population (apartment, household appliances) using
technically estimated breakdown norms. The performance of the legal service organiza-
tions is then deduced from the total repair requirement obtained in this way. The labor
input figure given here is based on the assumption that the non-legalized tradesmen
produce approximately two-thirds greater performance over the same amount of time
as workers in the legalized service organizations. For further details on the methods of
estimation see Razus (1975), Drexler (1977), Belyo (1981), and Drexler et al. (1981).
Legalized and non-legalized together, assuming a ratio of 3 :3.

The figures for the production value of legal private trade are determined with the aid
of the county councils by first estimating the average performance value for a trade unit
in each branch and then multiplying this by the average number of units for the given
year. The figure obtained in this way is considerably underestimated since the councils
are also the taxation authorities for the private sector in the given areas, and they are
only able to counterbalance the effect of the unrealistically high tax rates (the shrinkage
of the private sector) by approving or setting a much lower tax basis.
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second economy, a proportion that has increased during recent years
and may be expected to rise even further (up to about 85%). The share
of legal private trades in housing construction carried out in the second
economy is less than one-third. The share of legalized and non-legalized
activities in the household repair sector is similar, but here the role of
the second economy as a whole is more than five times greater than that
of first-economy organizations. In other repair services, the gross per-
formance value of non-legalized activities by the population can be esti-
mated at around five times that of legal private trade and approaches
that of the services provided by organizations in the first economy.?
More than one-fifth of non-agricultural skilled workers regularly per-
form such activities.

Intellectual private activity can only be carried out on a full-time basis
in exceptional cases. It can be carried out legally either in addition to
full-time employment or pension (e.g., with a permit to conduct a pri-
vate medical, veterinary, or architectural practice, which is presently the
case for around 10,000 persons) or in different semi-private organiza-
tions (such as associations of solicitors, language teachers, or music
teachers), in which the personal incomes earned are subject to taxation
rules similar to those for private activities in the new collective entre-
preneurial forms to be discussed later. The extent of non-legalized
private professional activities is most probably not less than that of non-
legalized activities in industrial and construction jobs. To conclude the
discussion of the productive activities by the population, mention should
also be made of renting apartments and rooms as a source of second-
economy income. There are 110,000 officially reported sub-tenants, and
30,000 families officially rent rooms, apartments, and holiday homes for
tourism. In addition, there is also the far greater extent of non-legalized
accommodation for tourists, since four-fifths of the nights spent by tour-
ists from abroad (as recorded in the number of border crossings) are
spent in places of accommodation not officially recorded.

Net population incomes equivalent to at least one-third of wage-type
incomes in the first economy are generated by the total of private activi-
ties listed in the preceding.

The other group of incomes derived from the second economy com-
prises such forms of income as tips received for services, “gratitude
money”’ received by doctors, income from bribery in commerce and
from official administrative bodies, the value of means of production
misappropriated from the first economy and the income derived by

20 The figure is derived from a survey conducted by means of a questionnaire (Drexler,
1977).
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using those means for private benefit, and income from private work
performed for personal benefit during working hours. This category
does not include income from speculation in land and property or in-
come derived from usury loans to private individuals, bootlegging, or
prostitution. Thus, when considering only transactions related directly
to employment in the first economy, the sum of these second-economy
incomes is similar in volume to the total income from production and
service activities performed in the second economy. Of this total, ap-
proximately 30% concerns the redistribution of income among the po-
pulation, whereas 70% is at the expense of social ownership.”' The
incomes in the second economy that have been considered so far to-
gether amount to two-thirds of the wage-type incomes paid in the first
economy. In view of the fact that the estimates are moderate and many
sources of income in the second economy for which no quantitative in-
formation of any kind is available have not been taken into account, the
real figure must even be higher than this. It also means that for the 75%
of the population that, as empirical studies have shown, receive second-
economy incomes, the second economy must be a source of income of
similar importance as the first economy.

Among the many signs pointing at the growing importance of the
second economy as a source of income, mention should be made of (1)
the slow decline during the last few years in the statistically measured
economic activity of the able-bodied population, (2) the shift from a
decline to a slow increase in the number of first-economy agricultural
earners at the end of the 1970’s, and (3) the rapid rejuvenation of the
labor force in legal private trades. They are all facts that can hardly be
explained other than by the expansion and growing attraction of non-
legalized and legalized activities in the second economy. The differen-
tiation of participation in the second economy can be demonstrated
concretely by the data series for small-scale agricultural production and
legal private trades. They bear witness to the increasing degree of
specialization and to the growing proportion of employment in branches
that provide greater scope for entrepreneurial activity.?

2! The source of the estimates (Lukacs, 1980) does not indicate the method used. We
were only able to establish that the figures quoted are based on checks conducted by the
Ministry for Domestic Trade and on the author’s estimates.

To give an indication of the extent of these trends, the following data are useful.
Between 1970 and 1980 the proportion of private tradesmen under the age of 40 rose
from 35 to 54%. According to a representative survey (Juhasz, 1978), the number of
goods-producing units within the household plots of members of agricultural coopera-
tives rose from 30 to 57% between 1972 and 1977, and of this number, the proportion
of those specializing rose from 10 to 30%. Within private trades, the numbers of self-
employed in the engineering and construction industries, where the entrepreneurial
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In 1981-82 a number of new small-scale entrepreneurial enterprises
were legalized. Contrary to the expectation of the economic policy-
makers, only those enterprises became popular in which participation
could be combined with employment in the first economy or at least did
not require any substantial material investment.? This means that the
most rapid increase is in the so-called intra-enterprise — business work
partnership — in which workers in the first economy perform work for
their own employer after working hours for an entrepreneurial fee. In
mid-1982 these partnerships had 6,000 members, and by the end of that
year this figure had already risen to 20,000. In March 1983 it amounted
to 30,000. Individual association members add an average of one-third
to their working hours for an entrepreneurial fee that is 10—-15% lower
than the usual rates. The other entrepreneurial form that spread rapidly
is that of renting or of operating first-economy commercial and catering
units after paying a contract price. By the end of 1982, 20,000 people
were already working within such a framework, and an additional 5,000
had taken over the operation of service units from their employers, also
for a contract price. Finally, 15,000 people had formed independent
economic communities, largely for services that were mainly profes-
sional services and for other activities requiring a very low level of
operating capital. The so-called small cooperative form, which requires
a more substantial material contribution, is not proving attractive, and
only few such cooperatives have been formed.

The emergence of private and semi-private undertakings has added
new color but has not changed the face of the second economy. At the
same time it is highly probable that it has further expanded its scope.
For it is only within a very limited circle that the new types of under-
takings are proving to be realistic alternatives to the other ways of
satisfying the population’s needs within the second economy. They not
only fail to present a competitive threat to the “traditional” private
trades and small-scale private commerce but are also not bringing about
any decrease in non-legalized activities. The majority are organized
either to take over activities for the population previously performed by
organizations in the first economy or to meet orders from first-economy
organizations. In the latter case, they offer the possibility for a new and
broader circle of workers to earn supplementary income in the first
economy instead of or in addition to overtime, part-time, or occasional

nature is stronger, rose by 21 and 44%, respectively, between 1970 and 1978, in
contrast with the increase of 3% for personal services largely covering traditional
activities and the 20% decline in the light-industry sectors of a handicraft nature.

2 See Laki (1983).
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jobs and provide the enterprises with a means of stabilizing and en-
couraging their workers in more important posts by means of sources
outside their wage budgets.

Thus, the new entrepreneurial forms may also use part of the surplus
manpower capacity previously used for second-economy activities. How-
ever, assuming that the population’s demand for such work (goods and
services) will not decline, the consequence to be expected is a rise in
the “free market” price of these services. This will in turn attract part
of the manpower capacity used in the new entrepreneurial forms and
induce people excluded from the new entrepreneurial forms to take
advantage of the new opportunities offered for earning income. In
Hungary the time spent on earning activities in the second economy is
determined not by the population’s willingness to undertake additional
work but by the demand for such work and the possibility of acquiring
additional income.

Thus, instead of (1) causing a spread of small undertakings operated
on a full-time basis, (2) activating substantial financial resources of the
population, and (3) placing a growing proportion of second-economy
activities within a legal framework, the only change produced by the
measures of 1981-2 has been that the second economy, as the alter-
native field of income-producing activities, has expanded by legally
penetrating organizations in the first economy. This could easily create
the illusion that by progressing in this direction, the competitive sym-
biosis of the two fields of income earning by the population could lead to
a peaceful symbiosis and end the schizophrenic duality of the economy.

General conclusions

The socialist economy, as it exists in reality, is characterized by the
simultaneous presence of two ‘‘productions forms.” The first is the
large-scale production-type first economy guided by the state, in whose
organizations the workers act as wage laborers freely entering employ-
ment in exchange for wages. The second production form is that of the
second economy. It is regulated by a market, operates on a private
economic basis, and comprises individual and small-scale production
and entrepreneurial units. These two economies are inevitably inter-
twined both in the national economic and in the sociological sense. They
are mutually interdependent although due to their fundamentally dif-
ferent operating principles, the relationship between the two is of a
conflicting nature. Accordingly, the second economy within the socialist
economy cannot be equated either with the unobserved economy or
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with the small-scale goods-producing and entrepreneurial sectors of the
advanced capitalist economies. Because of the schizophrenic duality of
the economy, state regulation of private economic activities in a socialist
society follows a radically different pattern from that of the capitalist
economy in which the degree of infringements (tax fraud and illegal
employment) is uncertain and the effectiveness of state regulation not
clear.

Finally, led by theoretical considerations, we reach the conclusion
that in terms of scope and the effectiveness of state regulation, the
presence of the entire second economy in a socialist system can be re-
garded as essentially of similar significance as the unobserved economy
in the capitalist system. As in the case of the unobserved economy of the
capitalist system, its spontaneous expansion can cause an increasingly
serious disruption of the state’s policy with regard to the economy.

Since the population’s capacity for work in a socialist economy is not a
production factor that can be taken into state ownership, the market
distribution of consumer goods and the condition of the labor market —
as in the capitalist economy — exert a decisive influence on consumer
and employee behavior and on the performance of labor within family
frameworks. If differences in the economic behavior of workers and
households in the socialist economy may still be perceived, this must be
due to the varying degree in which they are enabled to assert their
consuming, producing, and employment aspirations.

The shortage economy nature of the first economy and the absence
of the possibility for anyone to become a capitalist perpetuate goods
market and labor market conditions that diminish the proportion of
the population living from full-time small-scale production, as well as
the proportion living solely from first-economy earnings, to a marginal
level. The twofold economic status of individuals and households is
a natural consequence. The population’s livelihood strategy — including
people’s behavior as employees in the first economy — is greatly in-
fluenced by the global excess demand for manpower in the first economy
and by the fact that productive activities that can be carried out in the
households make it possible to earn a substantially higher income than
could be received for the same amount of work in the first economy.

Hungarian research on the second economy has shown that the only
way to resolve the increasing social and economic conflicts arising from
the presence of the second economy and to resolve the dilemmas in-
herent in state regulation of private economic activity is a radical reform
of the first economy. Reform is aimed at accepting the profit-oriented
(or self-managing) socialist enterprise — operating as a market-sensitive
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and cost-sensitive undertaking — as the basic unit of the economy.?* The
closer alignment of the operating principles of the two economies, which
can only be achieved in this manner, would open the way for the uni-
form incorporation of small-scale production and small-scale entrepre-
neurial private activities into the institutional system of the national
economy, operating through controls based on the application of the
rules.

** On the main current conceptions, see Barsony (1981), Antal (1982), Bauer (1982), and
Kornai (1982).
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