The Function and Observation
of Underground Activities

Pal Belyt
Director-General

ECOSTAT Government
Institute for Strategic Research
of Economy and Society

E-mail: pal.belyo@ecostat.hu

Hidden economy is one of the most exciting parts
of current economic research in Hungary, because its
extent and gravity in management processes have also
become dominant in the course of development of
Hungarian capitalism. Hidden economy has a wide
range of aspects, so it is difficult to define its actual
order of magnitude.

Hidden economy is accompanied by the develop-
ment and escalation of idiosyncratic Hungarian capital-
ism. It is an important cause of disproportions in econ-
omy and of deformations in society, especially of un-
equal competition, of overmuch liability in a broad popu-
lation, and of extreme income and property deviation.

However, it is not obvious that hidden economy is
always harmful, condemning, and must be persecuted.
Hidden economy is, so to speak, iridescent, and its
economic policy can be to find legalization possibili-
ties, so that hidden economy shall be not more than 7-
10 percent of GDP in Hungary. Dissolving and abol-
ishing the economic causes of participation in hidden
economy can be the solution for the problem. There is
no doubt about rationalizing economic participants. If
the profit is higher than the expected penalty of an al-
most (or a little bit) illegal activity, both companies
and citizens will make the best of such a situation (es-
timating the penalty odds).

There are favourable and unfavourable features
among the system-specific characteristics of capital-
ism, but changing of unfavourable features occasion-
ally can have a bad influence on good practices and
operation.
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Besides the increasingly strong criminal activities (somehow having an influ-
ence on every Hungarian citizen), the so called “soft types” of the hidden economy
that are also accepted by social judgment have become general. These forms of the
hidden economy are so varied nowadays that it is even difficult to collect and clas-
sify them. With this end in view, it is not hyperbolic that the rate of the hidden econ-
omy in Hungary could reach the 25-30 percent of GDP by the middle of 1990s. (This
means approximately HUF 2 500-3 500 billion in the total GDP of HUF 11 580 bil-
lion calculated in current price in 1999.)

1. The concept of shadow economy

Similarly to other societies, Hungary can also be characterised by legal and illegal
activities, visible and invisible — so to speak underground — spheres, silver grey, ox-
ford-grey, and black economies, but their extension and range are quite different.

In some countries concealed, illegal and underground economies are sharply
separated from each other. Certain economic activities are considered productive and
legal, even if they are hidden from authorities, because of different tax or social in-
surance avoidance, and trespasses in connection with minimal payment, maximum
man-hour, security and health or administrative regulations, statistical and other
questionnaire faults.

The activities marked as hidden economy can be placed in the system of all hu-
man actions. For this, the Statistical Office of the European Communities developed
a model that classifies and arranges all economic participants and their activities in
different dimensions. The so called “black economy” is in the middle of this scheme,
and this part of the economy can be also labelled as hidden economy, in accordance
with the expression of several western countries and international institutions. The
main reason for this is that the idea of the black economy is close to illegal wrongful
or criminal acts, so it has a narrower context than interpretation of statistical offices.
Hence, it is just a difference between terms. There is still an important semantic
problem arisen between the definitions of production in System of National Ac-
counts (SNA) and the delineated accrual. It is about the fixation of illegal activities
that are part of production according to SNA, so it must be calculated in GDP, but as
a part of “not measured production”.
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The considerable part of the “black economy” means activities that are profitable for
some people, but can not be calculated in total GDP, because they are not derived from
production. These corrupt, bribed, someway hot, or other wrongful incomes seem to be
substantial in Hungary as well. Such criminal acts evidently do not raise the total avail-
able goods of a country; they only produce the redistribution of incomes and goods.

Studies on shadow economy show significant differences and sometimes
contradictions in the definitions and methods they use as well as in the numerical
results they arrive at. It all leads to errors in estimation and even bad economic
decisions.

Experts of the topic include unreported and unmeasured economic activities in the
concept of the shadow economy (Feige [1989]). They do this by applying the current
regulations and techniques used for the observation of the economy. It is a “loose”
definition that defines hidden activities outside the GDP by considering whether they
belong there according to certain (UN and EU) regulations or they only fall outside the
process of measuring. Shadow economy is “the marked-based production of goods and
services, whether legal or illegal, that escapes detection in the official estimates of
GDP” (Smith [1994]), that is ... all currently unregistered activities that contribute to
the officially calculated (or observed) GNP” (Schneider [2002a]). According to this
definition shadow economy covers the total sum of all income-earning activities that
avoid state regulations, taxation or observation (Fleming—Roman—Farrel [2000]).

Table 1
Types of underground economic activities
Type of activity Monetary transactions Nonmonetary transactions
Illegal activities | Trade in stolen goods; drug dealing; Barter of drugs, stolen or smuggled
prostitution; gambling; smuggling, fraud, etc. goods, etc.; growing or producing

drugs for own use; theft for own use.

Legal activities Tax evasion Tax avoidance Tax evasion Tax avoidance
Unreported income from Employee Barter of legal Neighbour
self-employment; wages, discounts, services and goods help
salaries, and assets from fringe benefits

unreported work related to

legal services and goods

Source: Lippert and Walker [1997] with additional remarks by Schneider and Klinglmair [2004].
The most obvious and significant characteristic of these definitions is that they

are based upon the definitions of calculating and estimating the GDP of a
government or an international organization. This definition can change in time — as
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it changed in the past. The most accurate approach is the System of National
Accounts (1993) and its amendments that define the compounds of the hidden
economy with great rigour (UNO [2007])." These applied concepts and definitions
have been used in the creation of the European System of National and Regional
Accounts (ESA, 1995) that is also regularly reviewed and amended.

The activities, which belong to the shadow economy, are mostly related to the
distribution of income regulated by the state. The return on the participants’ co-
operation is the amount of unreported tax they can share. It is also important that
both the customers and the sellers are associates in crime and beneficiaries in most of
the transactions. Participants in the shadow economy consider

— the amount of costs and profit of their hidden activities compared
with a legal activity, and also

— the return on legal expansion and increase of efficiency correlated
to the return on tax evasion.

There are also crimes of clearly economic nature where the explicit aim of the ac-
tivity is illegal profit making (for example fictitious VAT refund claims, fraudulent
bankruptcies and embezzlements, cheating on excise taxes). Such activities call for
updating the taxation procedures, increasing the efficiency of tax audits and decreas-
ing the motivation as possibly efficient means of influencing.

The shadow economy is inseparable from the tax system and the rate of employ-
ment. Two extremely large groups within the income created in the underground
economy stem from

— unreported employment and
— the evasion of the tax and the customs system.

The Hungarian tax system has been basically built upon the principles of pay and
file since the tax reform of 1988. It is a fiduciary relation that the state holds as a pre-
requisite for tax-payers willing to comply with the law. In parallel with the economic
transition that started a few years ago, there has been and there is a continuous in-
crease in the number of people who breach this fiduciary relation. Its reasons could
be that the relationship between collecting and using the taxes has not yet had pub-
licly understood in Hungary, and the tax morale is rather low.

Due to the continuous liberalization of economic law there are a number of possi-
bilities for abuse. There is no legal regulation and legislation of criminal law to serve
the disclosure of abusers, as a control for the fiduciary relation. In addition, the legal

! The following standards also exist: the general data transmission system of the International Monetary
Fund, the recommendations of the International Labour Organization of the United Nations for the measuring
of the indicators of employment in the shadow economy (Fleming—Roman-Farrel [2000]).
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regulations are rather complicated, they change frequently and force tax payers to
pay taxes beyond their capabilities. Today, there are companies that have specialized
in utilizing the blank spots of the tax system, and they are usually a few steps ahead
of the preparation phase of legislation.

There are different estimates by sector and activity for the size of the shadow
economy. These, however, do not indicate the approximate amount of damage or
gain created in these areas as a result of illegal or unreported activities.?

Estimates claim that today the amount of unreported tax and contribution is about
one thousand billion HUF.

Phenomena of the shadow economy can be classified by their relationships to the
regulatory system of the economy, that is:

— There are means of gaining income where the activity is neither
economic in its nature nor legal. These areas are basically known (for
example arms trade, illegal security mafia, receiving, drug trade and
other illegal activities). These basically fall outside of the competence
of economic policy.

— There are activities that are clearly economic crimes committed
for the purpose of illegal profit making. These methods of making in-
come are quite significant in Hungary today.

— Finally, there are other means of making income where the un-
derground economic activity is carried out within the frames of legal
economic organizations entangled with completely legal economic op-
erations. The content of this underground economic activity is the de-
crease of tax and contributions paid by the venturer. Today these ac-
tivities represent the greatest part of the shadow economy.

The significance and actual forms of the underground economy are fundamen-
tally influenced by the financial policy of the state and, within it, tax policy and so-
cial policy. The results of the studies about the characteristics of the black economy
show that several groups of factors are in close relationship with the development of
the shadow economy, such as:

— indirect taxes burdening companies and private individuals,

— tendencies in the changing of tax burdens,

— the extent of state regulation of (intervention into) the economy,
— the level of tax morale.

2 In order to reveal the sector specific ratios of the private sector and the shadow economy, the GKI Eco-
nomic Research Co. carried out the updating of the former estimations in 1994. The studies resulted in interest-
ing conclusions about the route of the migration of domestic private- and international properties.
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Without any further analysis, these factors clearly explain even few percent dif-
ferences in the rates of black economies in the developed OECD countries to their
GDP.

2. Characteristics of the shadow economy

The signs of the increasing hidden economy in the 1980s and 1990s came to the
foreground of the interests of politicians and social scientists. One of the most com-
prehensive studies on the size of the shadow economy is a study covering 17 OECD
member states that indicated a significant increase in the volume of the underground
economy.

Table 2

Share of the shadow economy in the GNP, currency demand approach

(percent)

Country 1960 1970 1980 1990 1994
Austria 0.4 1.8 3.0 5.1 6.8
Belgium — 10.4 16.4 19.6 21.4
Canada — — 10.1-11.2 13.6 14.6
Denmark 38438 53-74 | 6.9-10.2 | 9.0-13.4 17.6
Germany 2.0-2.1 2.7-3.0 |10.3-11.2 | 11.4-12.0 13.1
France — 3.9 6.9 9.4 14.3
Ireland - 43 8.0 11.7 15.3
Italy - 10.7 16.7 234 25.8
The Netherlands - 4.8 9.1 12.9 13.6
Norway 1.3-1.7 6.2-6.9 | 10.2-10.9 | 14.5-16.0 17.9
Spain - - 18.0%* 21.0 223
Sweden 1.5-1.8 6.8-7.8 | 11.9-12.4 | 15.8-16.7 18.3
Switzerland 1.2 4.1 6.5 6.9 6.6
United Kingdom - 2.0 8.4 10.2 12.4
USA 2.6-4.1 2.6-4.6 3.9-6.1 5.1-8.6 9.4
Japan 2.0* — 4. 1%/** — —
Finland 3.1* - 7.6%/** - -

* Value calculated by model estimation.
** Data from 1978.
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The most surprising fact revealed by the study was that the penetration, or in-
crease in proportion of the shadow economy has grown faster than any other eco-
nomic indicators. While in 1960 the size of the shadow economy in the studied
OECD countries remained below 5 percent of the GNP, the share of this sector grew
above 10 percent of the GNP in 1994.

To understand the reasons for the changes it is essential to examine them in the
tax system and the regulations. If the tax system changes, by decreasing the tax bur-
dens for instance, the shadow economy may be suppressed at first, but it can also
gain influence later on. Between 1988 and 1990 the underground economy grew in
the studied countries in spite of the lower tax rates of the tax reform because other
important factors (for example regulations) developed unfavourably, making people
work in the shadow economy. The effects of a lower direct tax burden were annihi-
lated by the increasing regulations.

The growth of the hidden economy is also significant in countries where it used
to have a much smaller share. In 1970 in the USA the share of the shadow economy
was 3.6 percent, by 1990 this indicator reached 9.4 percent and remained around 10
percent at the beginning of the new decade, amounting to approximately USD 1000
billion.

The foregoing study came to the following conclusions about the most important
reasons of the increase:

— The higher significance of the shadow economy is mainly due to
the growing general tax and social security burdens. It may lead to the
erosion of the tax and social security funds and finally to the decrease
of inland revenues that further increases the budget deficit and the di-
rect and/or indirect tax rates, and that would lead to a further expan-
sion of the shadow economy.

— In case of an increasing shadow economy, decision makers of the
economic policy may misinterpret the incomplete “official” indicators
(for example official labour, earnings, consumption). In such cases a
flowering shadow economy may cause serious problems to politicians.

— We may consider its increase as a reaction of individuals over-
burdened by the functioning of the state (such as by high taxes and a
growing number of regulations).

— The increase may motivate (local and alien) employees to work
in the shadow economy and reduce their work in the legal economy.

According to the newest global researches “The average size of the shadow

economy (in percent of official GDP) over 2002/2003 in developing countries is
39.1%, in transition countries 40.1%, in OECD countries 16.3%, South Pacific
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Islands 33.4% and 4 remaining Communist countries 21.8%.” (Schneider [2004]). It
seems, however, that its share is increasing due to certain differences in the growth
of income (Schneider—Enste [2002a], Schneider—Klinglmair [2004]).

Table 3
Shadow economy as percent of GDP in different periods
Percent of GDP
Country group
1988-2000* 2002-2003**
Developing 35-44 39
Transition 21-30 40
OECD 14-16 16

* The ranges reflect the different estimation methods used by different sources (Schneider—Enste [2002a]).
** The average size of the shadow economy based on currency demand and DYMIMIC (dynamic multiple-
indicator multiple-cause model) approaches (Schneider [2004]).

Unreported income is obviously intended to optimize the income of tax payers.
The following points are worth considering in this respect:

— The growing probability of detecting tax evasions decreases the
extent of unreported incomes. The effect of the amount of the penalty
on the ratio of concealing has not been clearly demonstrated.

— A motivation for concealing tax may be a high level of average
tax burden. It can be completed by various other studies that, if the av-
erage tax burden is too high, it may lead to unreported tax and unre-
ported work. Some surveys show that a 1 percent increase of tax bur-
dens may result in 8 percent growth in unreported income.

— Another motivating factor is a progressive income tax system. It
is argued, however, whether the increase of the tax free bracket de-
creases the amount of unreported income. The decrease of tax burdens
and the positive changes in the bracket free margins did not clearly re-
sult in the increase of the inland revenue either.

— The researchers have not yet been able to find a close connection
between the size of incomes and the frequency rate of their conceal-
ment. Families with great income take the risk of concealing of income
at the same frequency rate as families with small income. However, it
has been understood that the higher the rate of income not properly
documented, the higher the extent of unreported income.
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— A number of researchers have examined the relationship between
the qualification of the tax payer and the extent of tax evasion.” All in
all we may say that tax evasion is less frequent among people with
higher qualification. It also means that a more intensive tax audit can

only “deter” better educated people.

— A very useful practice for tax payers to be able to gain insight
into the tax records at the local governments. Publicity is a means of
social control that decreases the extent of income concealment via in-

spection by a stranger.

Global data received from international studies very clearly show that the extent
of the shadow economy is significant and its existence cannot be neglected. Its size
has undergone significant changes and it keeps changing; it is smaller in industrial

11

countries and bigger in developing countries (compared to the characteristic

economic indicators like GDP of the particular country) (Schneider [2004]).

Estimates about the size of the shadow economy by using various methods

Table 4

Country

Average size of the shadow Average size of the shadow

economy in percent of official | economy in percent of the offi-
GDP using currency demand | cial rate of employment using

and DYMIMIC approaches questionnaire method

for the year 1999/2000

Developing countries in
Africa

South- and Central America

Asia (except for Hongkong, Japan and Singapore)
Transition economies
Western OECD countries — Europe

North American and Pacific OECD Countries

42
@3
41
(18)
29
(26)
35
23
18
(16)
13.5
4

482
@3)
45.1
(18)
334
(26)

16.4
@

Note. The numbers given in brackets refer to the number of countries.

Source: Schneider [2002b].

* In this respect it is to be considered whether the “secondary analysis” of tax returns may provide accurate
results. Some scholars (for example E. Sik) do not even consider it as an estimation method.
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In transition countries, there are serious concerns about the size (share) of shadow
economies defined by estimation, in addition to methodological problems:

— Different methods result in different estimations. There is no
guarantee that the results obtained by different methods would
coincide.

— Every method has advantages and disadvantages. In lack of
procedures to compare the different methods we cannot select the
“best” one (the only meaningful feedback would be a comparison with
reality but we do not know the real size of the shadow economies).

— Generated timelines are not suitable for further analysis because
of the dynamic change in the environment and the inaccuracy of
available data.

The estimation accuracy of the size of regional and global shadow economies
reflects the terminological and methodological problems described previously that
are frequently discussed in a number of publications. One of the consequences of the
inaccuracy of current estimations and the changes in the economic systems of
transition countries is the impossibility to provide a ranking (Dallago [2002]). It
seems obvious that the cause of this problem roots in the followings:

— The elements of the system of shadow economies and their loose
internal connections are not entirely understood.

— We do not know much about the relationship between legal- and
shadow economies.

— There is no information on the behaviour of major actors in the
economy.

— There aren’t sufficient quantity and quality of data available.

— There is no method of adequate accuracy — especially to manage
a dynamically changing economic environment together with its
impacts.

— Even in cases where there is a set terminology estimation,
accuracy cannot be increased “endlessly”.

There are rather different estimations made in the international practice about the
size of the shadow economies in particular countries. These estimations, however,
justify the generally accepted belief that the share of the hidden economy is in nega-
tive co-relation with the level of development of a country. According to certain es-
timations the share of the shadow economy in the independent countries formed out
of the member states of the Soviet Union reaches 30 percent, in the newly joined
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countries it amounts to 15-17 percent, in Southern-European countries it is 10 per-
cent, and in developed industrial countries it is about 5-7 percent (UN [2003] p. 14.)

Table 5
Size of the shadow economy in transition countries
Size of the shadow economy (in percent of GDP)
Labor force of the shadow
Transition country Physical irrrllpeltllzézletridty)* DYMIMIC method Wz:&?g};};ﬁf ggz?;tic’&)fn)
1998/99
Average 1990-1993
Former Soviet Union
1. Armenia 39.4 40.1 40.3
2. Azerbaian 43.8 45.1 50.7
3. Belarus 34.0 35.6 40.9
4. Estonia 339 343 334
5. Georgia 43.6 45.1 53.2
6. Kazakhstan 322 31.9 33.6
7. Kyrgyzstan 34.1 352 29.4
8. Latvia 24.3 25.7 29.6
9. Lithuania 26.0 26.0 20.3
10. Moldavia 29.1 29.3 35.1
11. Russia 27.0 27.8 40.9
12. Ukraine 38.4 29.4 41.2
13. Uzbekistan 20.3 22.1 332
Unweighted average 32.8 32.9 37.1
Central and Eastern Europe
1. Bulgaria 26.3 27.1 304
2. Croatia 23.5 24.6 27.4
3. Czech Republic 13.4 13.1 12.6
4. Hungary 20.7 22.3 20.9
5. Macedonia 34.5 35.6 35.1
6. Poland 20.3 22.3 20.9
7. Romania 26.0 27.3 24.3
8. Slovakia 14.2 15.1 16.3
9. Slovenia 22.4 22.9 21.6
Unweighted average 22.4 23.4 23.3

* Using values from Johnson-Kaufmann-Shleifer [1997].

** Working age is between 16 and 65.

Note. The DYMIMIC method is one of the most developed techniques applied in practice today.
Source: Schneider [2002b].
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A widespread method of comparing statistics is based on the collating of input
and output that involves the contrasting of production with consumption on a certain
level of disaggregation (commodity-flow method). The approach in which the ratio
of current consumption and gross output is compared with a value characteristic of a
particular sector can be considered as a professional estimation (comparison with
norm). In this case the corrections of GDP calculation have to be performed on the
basis of larger divergences. The direct surveys recommended by the methodology
should not primarily be applied to income from underground economic activities but
to the consumption of products and services deriving from such activities. This way,
we have more accurate information since the activity itself is illegal but the con-
sumption of its output is usually legal. Such surveys are frequently applied to con-
struction and renovation works.

Other significant discrepancy methods include the comparison of the amounts of
VAT calculated on the basis of national accounts and actually collected by the tax
authority, or the comparison of the theoretical value of income tax also calculated on
the basis of macro-aggregates with the amount of income tax actually collected.

The conclusions about the size of the shadow economy drawn from macro-
economic data and calculated by macro-models were mainly typical in the 1990s
(Giles [1999], Frey-Schneider [2001], Bernotaite—Piskunova [2005]). These meth-
ods were widely criticised. The major critics claimed that these methods mixed up
elements that are not observed with others or that are observed but inaccurately
measured; the models are based on simplifying presuppositions and aren’t robust
enough; and the results obtained by different methods significantly differ from each
other. One of the most typical methods of calculation based on macro data tries to es-
timate the size of the shadow economy on the basis of financial aggregates. It is pre-
supposed that, by their nature, underground economic activities primarily demand
cash and they try to draw conclusions from the number of transactions, the
cash/deposit ratio, and the amount of cash in circulation. The speed of circulation in
transactions was usually measured by the wearing out of bank notes calculated be-
tween the dates of issue and withdrawal. It obviously often led to distorted results
since, for instance, it disregarded the international circulation of money. In two other
cases the presupposition was that the cash/deposit ratio and the amount of cash are
influenced exclusively by changes in the tax system and the regulations and thus they
made estimations by filtering these out. The two experiments showed significant dif-
ferences, the results were significantly distorted by various forms of cash payment
and savings.

In another basic methodology based on macro-data, calculations are made on the
basis of a global indicator. Such an indicator may be the consumption of electricity.
It may also lead to distorted results since, for instance, the volume of consumption in
agriculture is strongly dependent on the weather, a fixed part of consumption is not
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proportional to the economic activity and — due to artificially low prices — the con-
sumption does not decrease together with the activities of production. Regression
models formerly used in practice are also worth mentioning among macro data-based
methodologies; they were most often criticized for their arbitrarily selected explana-
tory variables and their hardly explainable causal relationships.

In the past ten years bottom-up methodologies, also recommended by Eurostat,
came to the foreground. The most typical estimation methods include the labour
input method mentioned previously, and indirect surveys as well as expert estima-
tions. There are obviously other methods mentioned in the literature. An estimation
about the size of Slovenia’s shadow economy was made by applying and compar-
ing three indirect methods: the consumption of electricity, the currency demand
and the labour input methods (Nastav—Bojnec [2005]). A British model was
adapted to Latvia in which food consumption as a macro-indicator served as a ba-
sis (Bernotaite—Piskunova [2005]). It is obviously arguable whether higher income
results in proportionately higher food consumption. In another case the total of la-
bour expenditures performed in the shadow economy was calculated on the basis
of Romanian household statistics, and then proportioned to the GDP (Albu [2003]).
The same method was also applied to calculations about certain major sectors
(Ivan-Ungureanu [2001]). The shadow economy of Slovakia was basically calcu-
lated by the current Eurostat methodology primarily based on the analysis of the
discrepancies between VAT figures collected actually and defined theoretically on
the basis of Labour Input and the national accounts (Balaz [2004]). The Polish
shadow economy was measured by the labour input method: the results of a small
company were compared with the labour force survey based on household ques-
tioning, and expert estimations were also applied (Jakébiak [2000]). In Bulgaria
quarterly and annual surveys were made based on direct collection of partially
qualitative information in which the data providers made estimations about the site
of the shadow economy, the ratio of unreported activities, and the volume of VAT
and other tax evasion (Vitosha Research [2003]). Other researchers used the labour
input model (Calzaroni [2000]) together with other elements of the Eurostat meth-
odology and made estimations on the basis of the panel model about the size of the
shadow economy in OECD countries derived from the level of taxation and a cor-
ruption index (Bosi [2002]). They also estimated the underground labour supply on
the basis of a simplified cost-benefit analysis and concluded that the general level
of taxation fundamentally influences the size of the shadow economy in developed
economies, therefore its share is the greatest in the Scandinavian countries (Frey—
Schneider [2001]). The correlations between the shadow economy and the effects
of tax burden were examined by a model of econometrics (Giles—Caragata [1999])
but the efficiency of this method is also weakened by its reliance upon former es-
timations about the size of the underground economy (Bosi [2002]). The correla-
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tions of taxation, unemployment and the ratio of the shadow economy were ana-
lyzed on the basis of Russian and Ukrainian data by a macro-model (Bilonizhko
[2006]).

Out of the estimation methods mentioned in the Eurostat methodology, some ex-
perts primarily prefer direct methods. Considering the factors specifically resulting in
the expansion of the shadow economy in newly joined, former socialist countries
these experts set up the following major categories:

1. Elements in the first group are referred to as social-
economic/market factors: an example is the phenomenon in which the
fast structural changes during the transition to market economy led to
distortions in the labour market and, as a result, various forms of unre-
ported employment appeared. The transition and the quick pace of pri-
vatization resulted in the sudden increase of unemployment figures
and the increase of unreported employment. Foreign capital invest-
ments, however, contributed to the increase of legal employment since
these investors tried to avoid illegal forms of employment. It has be-
come generally accepted that the sectors most infected by underground
activities are the ones dominated by domestic capital.

2. The second group includes institutional factors, primarily high
levels of tax and contribution burden. Unreported employment is also
stimulated by the underdevelopment of the institutional infrastructure,
that is, the quick changes or lack of transparency in the regulations, the
underdevelopment of the financial sector, the lack of efficiency in the
tax audit system, etc. Legal operations are also hindered by too bu-
reaucratic and expensive mandatory procedures, like in the case of es-
tablishing a company, or the possible interventions into the private
sector by the state.

3. The third group includes factors deriving from social traditions
and attitudes. These causes are the most difficult to change and they
will probably have long-term effects. These factors include the attitude
of hostility against the state, and generally against all authorities or
systems of norms and rules, as well as the lack of public trust. It entails
that the tax payers do not believe that their payments are used prop-
erly. Evading contributions is dominated by a short-sighted perspec-
tive: contribution payers believe that their future pension will not de-
pend on their current payments.

Apart from these, all means of collecting income are legal in market economies
and the law can usually prevent or eliminate them with low efficiency. There were
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types of underground activities exclusively characteristic of socialist countries: unre-
ported employment, wages applied as costs, illegal second job next to the legal one,
employing unjustified beneficiaries of supplies, illegal employment of foreign citi-
zens, unauthorized economic activity, unreported personal services, such as teaching,
baby-sitting or cleaning, etc. (Renoy et al. [2004]).

In Hungarian studies the ratio of the shadow economy was calculated on the basis
of electricity consumption. Researchers estimated the energy consumption indicating
personal use or production on the basis of a cross-section statistic model (Lacké
[1996]). The disadvantage of the method is that it may provide unreal results, like in
the case of Slovenia (Nastav—Bojnec [2005]). The developed model, however, is ap-
plicable in controlling the results of a bottom-up method. The motivations of partici-
pating in the shadow economy and the possible measures of suppressing it (Szant6—
Toth [2001]) as well as the temporal changes in the contract and tax morale of com-
panies have all been examined by a direct survey (Semjén-Tdth [2004]). The re-
searchers studied the answers looking for factors influencing the contract and tax
morale by a model inscribed on nominal variables.

Experts are regularly examining in detail the general and system specific reasons
of the shadow economy (Ekes [2003]). Hungarian researchers find similar reasons to
the ones ascertained by international colleagues. Among the general causes they
mention excessive taxation, operational problems of the institutional system, over-
regulation, poverty, higher levels of income only available by underground means,
inflation, the growth of the service sector, the reduction of working hours, and the
traditions. System specific reasons most typical in transition economies are the mix-
ing of a wage system inherited from the socialist era with market-based forms of dis-
tribution, privatization, and the dismantling of the former state property, as well as
the deficiency of economic and legal regulations, for example loopholes. The most
characteristic phenomena of the shadow economy in Hungary have been analyzed in
details in recent years. These include tax evasion, transfer type incomes (that is the
transferring of income within private individuals), illegal labour together with their
social and economic impacts. The estimated size of the shadow economy is also con-
sidered in international comparison.

The volume of underground activities is usually estimated in practice by direct or
indirect methods.* The Eurostat methodology referred to previously primarily rec-
ommends discrepancy-analyses, since they are based on available statistics, and thus
statisticians can be provided with easily and repeatedly calculable procedures. Even
though it approaches direct surveys with reservation, since data providers obviously

* Direct methods include questionnaire studies, the application of the results of administrative audits, and
experience-based expert estimations. Indirect methods cover estimations based on the discrepancies in the offi-
cial statistical observations, and they apply top-down methodology on the basis of financial or natural macro-
data.
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cannot provide accurate information, this methodology accepts the necessity of such
limited information in the estimation of the shadow economy.

In spite of the former doubts, one of the significant trends of the recent years was
the increasing role of the so called public opinion surveys performed by personal in-
terrogation. Several of them have been published recently about the Hungarian
shadow economy; they are primarily based on the results of questionnaire studies
carried out among companies and individuals within the frames of ECOSTAT.

These public surveys summarize the results obtained from personal questioning
in active households, as well as the answers collected from companies by question-
naires. The questions covered the views and opinion shared in the surveyed house-
holds about the shadow economy and their participation in it (Belyd [2002], [2007]).
Results showed that the government measures intended to serve the fiscal budget
balance have a direct influence on the unreported income of the individuals, as well
as on the evasion of tax and other payments (for example social security). The values
shared by the individuals in the sample prove that the compliance with economic
laws and regulations is considered essential; the majority of the individuals in the
sample do not intend to break the law, 49 percent claim that they would never do
anything like that. Another significant group (13%), however, claims that incompli-
ance with the law derives from deficiencies of the current legal regulations, espe-
cially tax regulations; and 7 percent of them believe that incompliance with the law
is necessary in lack of other alternatives.

The survey carried out among Hungarian companies offered insights into their
relationships with the underground economy.

70 percent of the chief executive officers are convinced that there are means to
fight against the shadow economy and to suppress its possible appeal or necessity
(Bely6 [2002], [2007]).

The results of direct surveys are necessarily reconcilable with other methods of
observing the shadow economy. In parallel with the international practice, Hungarian
studies consider the labour input method as essentially important. It is basically a
comparison of the volumes of labour expenditure collected from company surveys
and household questionings. The latter is typically a higher value serving as the basis
for the estimation about the size of the shadow economy. Direct surveys should also
be carried out about the labour expenditures connected to underground activities.
Experience shows that data providers are willing to render detailed information about
labour done in the shadow economy if it is not an illegal activity. Useful information
may also be obtained from questions concerning time consumption. In this case data
providers describe the overall consumption of their time that often provides more ac-
curate information on labour expenditures than household labour surveys. Useful in-
formation for grounding expert estimations is provided by surveys based on qualita-
tive questions.
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Obviously, there is no one “best” methodology, the foregoing methods are used
in practice as complementary solutions depending on available data and information.
The different methods will surely provide different estimations and that raises the
question of which one to accept. The upcoming chapter offers an overview of the
Hungarian and international results of the former estimations.

3. Measuring the size of the shadow economy

We do not have direct and exact information about the extent and change of the
shadow economy — as the expression itself suggests. However, its main characteris-
tics have been identified by the researches of the last few decades, which also pro-
vide possibilities to make approximate calculations, linked sample survey, opinion
polls, and quite solid professional estimates.

Studying the extent and certain fields of the shadow economy, it could be espe-
cially important to have an extensive knowledge about it in international organiza-
tions and possible interpretation in the aspect of Hungary. Researchers have quested
for samples that could express in numbers some segments of the hidden economy for
several decades.

Direct and indirect approach, and recently model-based approximation are
applied for estimating the rate of the hidden economy. Direct approaches can be
sampling surveys or estimates deriving from for example tax audits. Statistics based
on national accounts (income-expense) or labour market are used in indirect
approach, but the so called transaction and currency demand approach, or for
example the material input based methods (power consumption) are also applied.
During model-based approximation, latent variables are used in dynamic structural
equations, or multiple indicator models, multipurpose models, and in dynamic
multiple indicator or multipurpose models.

The Statistical Office of the European Communities feels it necessary to create a
standard terminology that constitutes a common conceptional frame and makes it
possible to develop the valuation methods of the hidden economy. It has become ab-
solutely clear how substantial it is to review the possibilities of estimation for illegal
production activities. In the case of economies in transition, it could be a crucial ob-
jective to integrate and institutionalise the informal sector, but in the developed countries
new statistical methods that can be adapted for measuring brand-new, emerging forms
of informal activities must be developed.

There has been a great leap forward to form a general model for surveying hidden
economy, but the different approaches and separated data sources seem to remain a
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constant problem. In the matter of further projects it is necessary to provide compa-
rability, especially in the context of international data and transparency. All these ac-
tivities presume new methods to define the extension of the hidden economy. Simulation
can be a sufficient methodological choice, because it is able to manage complex,
dynamic systems, and it is insensitive for data quality.

The scholars of the field (Schneider [1992]) have developed a number of
applicable methods since the 1970s to find out about the shadow economy and to
measure its size and share. The compiled rough classification of the methods used
after 2000 and applicable for measuring would be the following:

— Direct approach
Sampling survey
Tax audit
— Indirect approach
National account statistics (receipts and expenditures)
Labor statistics
Transactional approach
Currency demand approach
Physical input method
— Model-based approach
Using latent variables
— Structural equation modeling (SEM)
— Multiple indicator multiple cause model (MIMIC)
— Dynamic multiple-indicator multiple-cause model (DYMIMIC)
Simulation model

The background for the shadow economy of Hungary from the 1990s is also
provided by economic, political and cultural factors. The dynamics and size of the
underground economy are the necessary results of them.

The size of the Hungarian shadow economy compared to the official GDP
decreased from its 1993 peak of 33 percent to 25 percent by 1998, and it has kept
on decreasing since then, according to several surveys (Lackd [2000], Toth—Sik
[2002]). One of the newest simple experience estimations calculates the possible
change in the ratio of the hidden economy on the basis of major changes in macro-
level trends and estimates that the rate of the shadow economy is between 18 and
20 percent (Belyd—Molnar [2007]). This is also supported by international
comparative studies.

In the past two decades the underground economy has undergone a significant
change and, as an important characteristic, the income deriving from it fundamen-
tally changed during the period of transition. The structural changes taking place in
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this context are closely related to the changes in the political and economic environ-
ment, such as the growing number and economic performance of private ventures,
the new income tax, accounting and auditing systems, etc. There have always been
new possibilities for the expansion of the shadow economy in areas that were func-
tionally unaffected by the black economy during the planned economy in Hungary.

Figure 1. Size of the shadow economy in percent of GDP
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Figure 2. Estimated value of unofficial economic activities at current prices
(HUF million)
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The majority of the shadow economy in the 1980s was provided by unofficial
economic activities of private individuals (for example tip, gratitude money,
neighbour help, etc.) From the 1990s tax evasion and unreported business activities
of companies play the most crucial role in the underground economy. These tenden-
cies, however, have been/are hardly represented in the official statistics. Even if
Hungarian statistics have relatively improved in this respect since the end of the
1990s, — moreover, they cover a greater part of the shadow economy than the
statistics before the transition to market economy — as a result of the significant
increase that took place after the change of the system, a significant volume of
production in the underground economy is probably still unregistered. The size of the
shadow economy has significantly increased — estimations of international
comparisons claim that the volume of HUF 83 billion measured in 1980 increased to
HUF 230 billion by 1989, and to HUF 650 billion by 1992 — the improved methods
of measurement could only decrease its rate unobserved in the GDP.

The questionnaire studies carried out within the frames of ECOSTAT in the first
half of 2000 among companies and private individuals were important milestones in
the research of the shadow economy and, in particular, the so called calculation by
direct estimation methods.’

The urgent need to incorporate the shadow economy into the legal economy is an
unavoidable problem and task of our times. There have been a number of measures
introduced recently to solve this issue; international experiences highlight the impor-
tance of the strengthening of the organization of the tax and contribution collection
system, a significant aggravation of sanctions and the increase in the efficiency of the
fight against corruption. According to general opinion, the decreasing of the shadow
economy results in significant growth in inland revenue, it leads to the production of
public goods and services in greater quantity and quality, that eventually stimulates
economic growth. We may also claim that in countries where the tax burden is above
the optimal level and the co-operation of law enforcement authorities is insufficient,
the growth of the shadow economy results in the decline in the growth rate of the
economy (Schneider [1998]).

The neo-classic approach considers the operation of the underground economy as
an optimal reaction to the production and service demands of the economic
environment, for example that it is basically dependent upon the states efforts to
create a strong, motivating environment, that results in competition, high efficiency
and strong limitations in the activities of the government. Experts claim that we
should not universally prevent all underground economic activities (Fleming—
Roman-Farrel [2000]). Empirical studies also show that two thirds of the income

5 Support for the research was provided by OTKA (Hungarian Scientific Research Fund) T026023 and
OTKA T032637.
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produced in the shadow economy are practically spent immediately in the legal
sector, thus indirectly contributing to the economic growth and the indirect inland
revenue (Schneider [1998]). In developing countries with high unemployment rate
unofficial activities are necessary means of survival for the people and they may
never entirely disappear; the enforcement of regulations may only lead to the
annihilation of the bases of incomes (Bely6 [1999]).

Governments are capable of influencing the shadow economy by inspiring certain
activities and exploiting the possibilities offered by the economic factors (Schneider
[1998]). Incentives, prevention, detection, penalizing, and publicity, all of them are
instruments to be applied only in a refined and balanced formula (Grabiner [2000]).

The practice of economic policy applied against the shadow economy can best be
connected to the terminology of untaxed economy (Atkinson [1999]). This name re-
flects on the relationship between income and taxation and shows that the untaxed
economy does not only cover tax evasion practices within legal activities but illegal
activities as well. The types of income in this category have one thing in common:
they are not taxed regardless of the differences between legal and illegal activities.

According to Eurostat calculations, the size of unobserved economic activities
was about 12 percent of the GDP in Hungary in 2000. (In Poland and Slovakia this
figure shows 15-15 percent, while in the Czech Republic it is only 7 percent.)

Hungarian scholars claim that the size of the shadow economy was the greatest in
1993 compared to the GDP (33%), it has been gradually decreasing since then, and
in 2006 a ratio of 17-19 was estimated.

The volume of GDP in 2007 amounted to nearly HUF 25 thousand billion. The
structure of the shadow economy shows the following important characteristics:

54 percent of the companies in the productive sectors, and 64 percent of the com-
panies in the service sector claimed that the shadow economy is present in their im-
mediate economic environment.

Most frequent forms of the shadow economy are unreported employment (30%),
unreported services (20%), and abuses in waging (17%).

The Hungarian Central Statistical Office carried out its first calculations in 2006
that measured the production of GDP on a wider basis than before in accord with the
norms of the EU. The calculations included prostitution, as well as the production
and trading of drug increasing the level of GDP by approximately 1 percent.®

It is inevitable that the level of tax evasion in Hungary jeopardizes the balanced
future growth of the economy. In 2006, the centralization of taxes and contributions

¢ The values are derived from the number of consumer transactions multiplied by the average price. The
calculations about the production and trade of drugs are based upon criminal statistics and the sources of the po-
lice and the tax authority. The statistics on prostitution are built on data provided by the lobby organizations.
However, it does not have any significance from the perspective of inland revenues, these activities do not con-
tribute to the value of taxed income.
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amounted to approximately 40 percent of the GDP in Hungary. The aggregate tax
and contribution revenues amounted to HUF 8700 billion. On the basis of the esti-
mated value of the rate of the shadow economy compared to the GDP, it probably
means more than HUF 1000 billion in unpaid taxes and contributions. It is a gigantic
amount, especially compared to the budget deficit of HUF 1.375 billion in 2007.
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