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1. INTRODUCTION

Fighting tax evasion, the shadow economy and informal (illegal or shadow) employment have
been important policy goals in OECD countries during recent decades. In order to do this one
should have knowledge about the size and development of the shadow economy and shadow
economy labor force as well as the reasons why people are engaged in shadow economy ac-
tivities. This is the content of this paper. Tax evasion is not considered in order to keep the
subject of this paper tractable and because too many additional aspects would be involved®.
Also tax morale or experimental studies on tax compliance are beyond the scope of this pa-

per?.

My paper is organized as follows: Section 2 presents theoretical considerations about the def-
inition and measurement of the shadow economy and discusses also the main factors deter-
mining its size. In Section 3 the empirical results of the size and development of the shadow
economy are discussed. In Section 4 a discussion of the size and development of the shadow

economy labor force is presented. Finally Section 5 concludes.

2. SOME THEORETICAL CONSIDERATIONS ABOUT THE SHAD-
OW ECONOMY

2.1. Defining the Shadow Economy

Up to today, authors trying to measure the shadow economy face the difficulty of a precise
definition of the shadow economy.® According to one commonly used definition it comprises

all currently unregistered economic activities that contribute to the officially calculated Gross

1. See Andreoni, Erard and Feinstein (1998) for the authoritative survey, Feld and Frey (2007) or Kirchler
(2007) for broader interdisciplinary approaches, or the papers by Kirchler, Maciejovsky and Schneider
(2003), Kastlunger, Kirchler, Mittore and Pitters (2009), Kirchler, Hoelzl and Wahl (2007).

2. The authoritative scientific work on tax morale is by Torgler (2007). See also Torgler (2002) for a survey
on experimental studies and Blackwell (2010) for a meta-analysis.

3. My paper focuses on the size and development of the shadow economy for uniform countries and not for
specific regions. Recently first studies have been undertaken to measure the size of the shadow economy
as well as the “grey” or “shadow” labor force for urban regions or states (e.g. California). See e.g. Marcel-
li, Pastor and Joassart (1999), Marcelli (2004), Chen (2004), Williams and Windebank (1998, 2001a, b),
Flaming, Hayolamak, and Jossart (2005), Alderslade, Talmage and Freeman (2006), Brick, Haisten-
DeNew and Zimmermann (2006). Herwartz, Schneider and Tafenau (2009) and Tafenau, Herwartz and
Schneider (2010) estimate the size of the shadow economy of 234 EU-NUTS regions for the year 2004 for
the first time demonstrating a considerable regional variation in the size of the shadow economy.
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National Product.* Smith (1994, p. 18) defines it as “market-based production of goods and
services, whether legal or illegal, that escapes detection in the official estimates of GDP”. Put
differently, one of the broadest definitions is: ““...those economic activities and the income
derived from them that circumvent or otherwise avoid government regulation, taxation or ob-

servation”.®

In this paper the following more narrow definition of the shadow economy is used.’ The
shadow economy includes all market-based legal production of goods and services that are

deliberately concealed from public authorities for the following reasons:

1. to avoid payment of income, value added or other taxes,

2. toavoid payment of social security contributions,

3. to avoid having to meet certain legal labor market standards, such as minimum wages,
maximum working hours, safety standards, etc., and

4. to avoid complying with certain administrative obligations, such as completing statis-

tical questionnaires or other administrative forms.

Thus, 1 will not deal with typically illegal underground economic activities that fit the charac-
teristics of classical crimes like burglary, robbery, drug dealing, etc. | also exclude the infor-

mal household economy which consists of all household services and production.

2.2. Measuring the Shadow Economy’

The definition of the shadow economy plays an important role in assessing its size. By having
a clear definition, a number of ambiguities and controversies can be avoided. In general, there
are two types of shadow economic activities: illicit employment and the in the household pro-
duced goods and services mostly consumed within the household.® The following analysis
focuses on both types, but tries to exclude illegal activities such as drug production, crime and
human trafficking. The in the household produced goods and services, e.g. schooling and

4, This definition is used, e.g., by Feige (1989, 1994), Schneider (1994a, 2003, 2005) and Frey and Pomme-
rehne (1984). Do-it-yourself activities are not included. For estimates of the shadow economy and the do-
it-yourself activities for Germany see Buehn, Karmann und Schneider (2009) or Karmann (1986, 1990).

5. This definition is taken from Dell’ Anno (2003), Dell’Anno and Schneider (2004) and Feige (1989); see
also Thomas (1999), Fleming, Roman and Farrell (2000) or Feld and Larsen (2005, p. 25).

6. See also the excellent discussion of the definition of the shadow economy in Pedersen (2003, pp.13-19)

and Kazemier (2005a) who use a similar one.

Compare also Feld and Schneider (2010), Schneider (2011) and Schneider and Williams (2013).

8. For a broader discussion of the definition issue see Thomas (1992), Schneider, Volkert and Caspar (2002),
Schneider and Enste (2002, 2006), Kazemier (2005a, b) and Buehn, Karmann and Schneider (2009).

~
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childcare are not part of this analysis. Thus, it only focuses on productive economic activities
that would normally be included in the national accounts but which remain underground due
to tax or regulatory burdens.® Although such legal activities contribute to the country’s value
added, they are not captured in the national accounts because they are produced in illicit ways
(e.g. by people without proper qualification or without a master craftsman’s certificate). From
the economic and social perspective, soft forms of illicit employment, such as moonlighting
(e.g. construction work in private homes) and its contribution to aggregate value added can be

assessed rather positively.

Although the issue of the shadow economy has been investigated for a long time, the discus-
sion regarding the “appropriate” methodology to assess its scope has not come to an end yet.™

There are three methods of assessment:

(1) Direct procedures at a micro level that aim at determining the size of the shadow
economy at one particular point in time. An example is the survey method,;

(2) Indirect procedures that make use of macroeconomic indicators in order to proxy the
development of the shadow economy over time;

(3) Statistical models that use statistical tools to estimate the shadow economy as an “un-

observed” variable.

Today in many cases the estimation of the shadow economy is based on a combination of the
MIMIC procedure and on the currency demand method; or the use of only the currency de-
mand method.*! The MIMIC procedure assumes that the shadow economy remains an unob-
served phenomenon (latent variable) which can be estimated using quantitatively measurable
causes of illicit employment, e.g. tax burden and regulation intensity, and indicators reflecting
illicit activities, e.g. currency demand, official GDP and official working time. A disad-

vantage of the MIMIC procedure is the fact, that it produces only relative estimates of the size

9. With this definition the problem of having classical crime activities included could be avoided, because
neither the MIMIC procedure nor the currency demand approach captures these activities: e.g. drug deal-
ing is independent of increasing taxes, especially as the included causal variables are not linked (or caus-
al) to classical crime activities. See e.g. Thomas (1992), Kazemir (2005a, b) and Schneider (2005).

10.  For the strengths and weaknesses of the various methods see Bhattacharyya (1999), Breusch (2005a, b),
Dell’Anno and Schneider (2009), Dixon (1999), Feige (1989), Feld and Larsen (2005), Feld and Schnei-
der (2010), Giles (19994, b, c), Schneider (1986, 2001, 2003, 2005, 2006, 2011), Schneider and Enste
(20004, b, 2002, 2006), Tanzi (1999), Thomas (1992, 1999).

11.  These methods are presented in detail in Schneider (1994a, b, ¢, 2005, 2011), Schneider and Williams
(2013), Feld and Schneider (2010) and Schneider and Enste (2000b, 2002, 2006). Furthermore, these stud-
ies discuss advantages and disadvantages of the MIMIC- and the money demand methods as well as other
estimation methods for assessing the size of illicit employment; for a detailed discussion see also Feld and
Larsen (2005).
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and the development of the shadow economy. Thus, the currency demand method*? is used to
calibrate the relative into absolute estimates (e.g. in percent of GDP) by using two or three

absolute values (in percent of GDP) of the size of the shadow economy.

In addition, the size of the shadow economy is estimated by using survey methods (Feld and
Larsen (2005, 2008, 2009)). In order to minimize the number of respondents dishonestly re-
plying or totally declining answers to the sensitive questions, structured interviews are under-
taken (usually face-to-face) in which the respondents are slowly getting accustomed to the
main purpose of the survey. Like it is done by the contingent valuation method (CVM) in
environmental economics (Kopp et al. 1997), a first part of the questionnaire aims at shaping
respondents’ perception as to the issue at hand. In a second part, questions about respondents’
activities in the shadow economy are asked, and the third part contains the usual socio-

demographic questions.

In addition to the studies by Merz and Wolff (1993), Feld and Larsen (2005, 2008, 2009),
Haigner et al. (2011) and Enste and Schneider (2006) for Germany, the survey method has
been applied in the Nordic countries and Great Britain (Isachsen and Strgm 1985, Pedersen
2003) as well as in the Netherlands (van Eck and Kazemier 1988, Kazemier 2006). While the
questionnaires underlying these studies are broadly comparable in design, recent attempts by
the European Union to provide survey results for all EU member states runs into difficulties
regarding comparability (Renooy et al. 2004, European Commission 2007): the wording of
the questionnaires becomes more and more cumbersome depending on the culture of different

countries with respect to the underground economy.

To summarize: Although each method has its strength and weaknesses, and biases in the es-
timates of the shadow economy almost certainly prevail, no better data are currently available.
Clearly, there can be no exact measure of the size of the shadow economy and estimates differ
widely with an error margin of +/- 15 percent. These days, macro estimates derived from the
MIMIC model, the currency demand method, or the electricity approach are seen as upper

bound estimates, while micro (survey) estimates are seen as lower bound estimates.

12.  This indirect approach is based on the assumption that cash is used to make transactions within the shad-
ow economy. By using this method one econometrically estimates a currency demand function including
independent variables like tax burden, regulation etc. which “drive” the shadow economy. This equation
is used to make simulations of the amount of money that would be necessary to generate the official GDP.
This amount is then compared with the actual money demand and the difference is treated as an indicator
for the development of the shadow economy. On this basis the calculated difference is multiplied by the
velocity of money of the official economy and one gets a value added figure for the shadow economy. See
footnote 11 for references discussing critically this method.
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2.3. The Main Causes Determining the Shadow Economy

Table 2.1 presents an overview of the most important determinants influencing the shadow
economy. Due to space reasons, there is no detailed discussion of the various determi-

nants/causes of the shadow economy.
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Table 2.1: The main causes determining the shadow economy

Causal variable

Theoretical reasoning

References

Tax and Social Securi-
ty Contribution Bur-
dens

The distortion of the overall tax burden affects labor-leisure choices and may stimu-
late labor supply in the shadow economy. The bigger the difference between the total
labor cost in the official economy and after-tax earnings (from work), the greater is
the incentive to reduce the tax wedge and to work in the shadow economy. This tax
wedge depends on social security burden/payments and the overall tax burden, mak-
ing them to key determinants for the existence of the shadow economy.

E.g. Thomas (1992), Johnson,
Kaufmann, and Zoido-Lobatén
(1998a,b), Giles (1999a), Tanzi
(1999), Schneider (2003, 2005),
Dell’ Anno (2007), Dell’ Anno,
Gomez-Antonio and Alanon Pardo
(2007), Buehn and Schneider
(2012)

Quality of Institutions

The quality of public institutions is another key factor for the development of the
informal sector. Especially the efficient and discretionary application of the tax code
and regulations by the government plays a crucial role in the decision to work under-
ground, even more important than the actual burden of taxes and regulations. In par-
ticular, a bureaucracy with highly corrupt government officials seems to be associated
with larger unofficial activity, while a good rule of law by securing property rights
and contract enforceability increases the benefits of being formal. A certain level of
taxation, mostly spent in productive public services, characterizes efficient policies.
In fact, the production in the formal sector benefits from a higher provision of pro-
ductive public services and is negatively affected by taxation, while the shadow
economy reacts in the opposite way. An informal sector developing as a consequence
of the failure of political institutions in promoting an efficient market economy, and
entrepreneurs going underground, as there is an inefficient public goods provision,
may reduce if institutions can be strengthened and fiscal policy gets closer to the me-
dian voter’s preferences.

E.g. Johnson et al. (1998a,b),
Friedman, Johnson, Kaufmann,
and Zoido-Lobaton (2000), Dreher
and Schneider (2009), Dreher,
Kotsogiannis and Macorriston
(2009), Schneider (2010), Buehn
and Schneider (2012), Teobaldelli
(2011), Teobaldelli and Schneider
(2012), Amendola and Dell’ Anno
(2010), Losby et al. (2002),
Schneider and Williams (2013)

Regulations

Regulations, for example labor market regulations or trade barriers, are another im-
portant factor that reduces the freedom (of choice) for individuals in the official
economy. They lead to a substantial increase in labor costs in the official economy
and thus provide another incentive to work in the shadow economy: countries that are
more heavily regulated tend to have a higher share of the shadow economy in total
GDP. Especially the enforcement and not the overall extent of regulation — mostly not
enforced — is the key factor for the burden levied on firms and individuals, making
them operate in the shadow economy.

E.g. Johnson, Kaufmann, and
Shleifer (1997), Johnson, Kauf-
mann, and Zoido-Lobatén
(1998b), Friedman, Johnson,
Kaufmann, and Zoido-Lobaton
(2000), Kucera and Roncolato
(2008), Schneider (2011)
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Table 2.1: The main causes determining the shadow economy (cont.)

Causal variable

Theoretical reasoning

References

Public Sector Services

An increase of the shadow economy may lead to fewer state revenues, which in turn
reduce the quality and quantity of publicly provided goods and services. Ultimately,
this may lead to increasing tax rates for firms and individuals, although the deteriora-
tion in the quality of the public goods (such as the public infrastructure) and of the
administration continues. The consequence is an even stronger incentive to partici-
pate in the shadow economy. Countries with higher tax revenues achieved by lower
tax rates, fewer laws and regulations, a better rule of law and lower corruption levels,
should thus have smaller shadow economies.

E.g. Johnson, Kaufmann, and
Zoido-Lobatdn (1998a,b), Feld
and Schneider (2010)

Tax Morale

The efficiency of the public sector also has an indirect effect on the size of the shad-
ow economy because it affects tax morale. Tax compliance is driven by a psychologi-
cal tax contract that entails rights and obligations from taxpayers and citizens on the
one hand, but also from the state and its tax authorities on the other hand. Taxpayers
are more heavily inclined to pay their taxes honestly if they get valuable public ser-
vices in exchange. However, taxpayers are honest even in cases when the benefit
principle of taxation does not hold, i.e. for redistributive policies, if such political
decisions follow fair procedures. The treatment of taxpayers by the tax authority also
plays a role. If taxpayers are treated like partners in a (tax) contract instead of subor-
dinates in a hierarchical relationship, taxpayers will stick to their obligations of the
psychological tax contract more easily. Hence, (better) tax morale and (stronger) so-
cial norms may reduce the probability of individuals to work underground.

E.g. Feld and Frey (2007), Kirch-
ler (2007), Torgler and Schneider
(2009), Feld and Larsen (2005,

2009), Feld and Schneider (2010)

Deterrence

Despite the strong focus on deterrence in policies fighting the shadow economy and
the unambiguous insights of the traditional economic theory of tax non-compliance,
surprisingly little is known about the effects of deterrence from empirical studies.
This is due to the fact that data on the legal background and the frequency of audits
are not available on an international basis; even for OECD countries such data is dif-
ficult to collect. Either is the legal background quite complicated differentiating fines
and punishment according to the severity of the offense and the true income of the
non-complier, or tax authorities do not reveal how intensively auditing is taking
place. The little empirical survey evidence available demonstrates that fines and pun-
ishment do not exert a negative influence on the shadow economy, while the subjec-
tively perceived risk of detection does. However, the results are often weak and
Granger causality tests show that the size of the shadow economy can impact deter-
rence instead of deterrence reducing the shadow economy.

E.g. Andreoni, Erard and Feinstein
(1998), Pedersen (2003), Feld and
Larsen (2005, 2009), Feld and
Schneider (2010)
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Table 2.1: The main causes determining the shadow economy (cont.)

Causal variable

Theoretical reasoning

References

Agricultural Sector

The importance of agriculture in the economy is included, since many studies endorse
the idea that informal work is concentrated in highly segmented sectors, with clear
prevalence for the agricultural and related sectors. One of the most important reasons
for this is the minimum enforcement capacity of governments prevalent in rural areas.
The importance of agriculture is measured as the share of agriculture as percentage of
GDP. The larger the agricultural sector, the larger the expected size of the shadow
economy, ceteris paribus.

E.g. Vuletin (2008), De la Roca,
Hernandez, Robles, Torero and
Webber (2002), Greenidge, Hold-
er and Mayers (2005), Mootoo,
Sookram and Watson (2002),
Amendola and Dell’ Anno (2010),
Loshy et al. (2002)

Development of the
official economy

The development of the official economy is another key factor of the shadow econo-
my. The higher (lower) the unemployment quota (GDP-growth), the higher is the
incentive to work in the shadow economy, ceteris paribus.

Schneider and Williams (2013)
Feld and Schneider (2010)

Self-employment

The higher self-employment is, the more activities can be done in the shadow econo-
my, ceteris paribus.

Schneider and Williams (2013)
Feld and Schneider (2010)
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3. SIZE OF THE SHADOW ECONOMIES ALL OVER THE WORLD"

Figure 3.1 shows the average size of the shadow economy of 162 countries over 1999-2007.
In tables 3.1 und 3.2 the average informality (unweighted and weighted) in different regions
is shown using the regions defined by the World Bank. The World Bank distinguishes 8 world
regions which are East Asia and Pacific, Europe and Central Asia, Latin America and the Car-
ibbean, Middle East and North Africa, High Income OECD, Other High Income, South Asia,
and Sub-Saharan Africa. If we consider first table 3.1 where the average informality (un-
weighted) is shown, we see that Latin America and the Caribbean have the highest value of
the shadow economies of 41.1%, followed by Sub-Saharan Africa of 40.2% and then fol-
lowed by Europe and Central Asia of 38.9%. The lowest have the High Income OECD coun-
tries with 17.1%. If we consider the average informality of the shadow economies of these
regions weighted by total GDP in 2005, Sub-Saharan Africa has the highest with 37.6%, fol-
lowed by Europe and Central Asia with 36.4% and Latin America and the Caribbean with
34.7%. The lowest again has the High Income OECD with 13.4%. If one considers the world
mean weighted and unweighted, one sees that if one uses the unweighted measures the mean
is 33.0% over the periods 1999-2007. If we consider the world with weighted informality
measures the shadow economy takes “only” a value of 17.1% over the period 1999-2007.

Weighting the values makes a considerable difference.

One general result of the size and development of the shadow economies worldwide is that
there is an overall reduction in the size. In figure 3.2 the size and development of the shadow
economy of various countries groups (weighted averages by the official GDP of 2005) over
1999, 2003 and 2007 are shown. One clearly realizes that for all countries groups (25 OECD
countries, 116 developing counties, 25 transition countries) | observe a decrease in the size of
the shadow economy. The average size of the shadow economies of the 162 countries was
34.0% of official GDP (unweighted measure!) in 1999 and decreased to 31.2% of official
GDP in 2007. This is a decrease of almost 3.0 percentage points over 9 years. Growth of the
official economy with reduced (increased) unemployment (employment) seems to be the most

efficient mean to reduce the shadow economy.

13.  Some figures are taken from Schneider, Buehn and Montenegro (2010). The econometric MIMIC estima-
tion results are not shown here due to space reasons; see e.g. Schneider, Buehn and Montenegro (2010).
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Table 3.1: Average Informality (Unweighted) by World Bank’s Regions

Region mean median min max sd

EAP East Asia and Pacific 32.3 324 12.7 50.6 13.3
ECA Europe and Central Asia 38.9 39.0 18.1 65.8 10.9
LAC Latin America and the Caribbean 41.1 38.8 19.3 66.1 12.3
MENA Middle East and North Africa 28.0 32.5 18.3 37.2 7.8
OECD High Income OECD 171 15.8 8.5 28.0 6.1
OHIE Other High Income 23.0 25.0 124 334 7.0
SAS South Asia 33.2 35.3 22.2 43.9 7.0
SSA Sub-Saharan Africa 40.2 40.6 18.4 61.8 8.3
World 33.0 33.5 8.5 66.1 12.8
Source: Schneider, Buehn and Montenegro (2010)
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Table 3.2: Average Informality (Weighted) by Total GDP in 2005

Region Mean median min max sd

EAP East Asia and Pacific 17.5 12.7 12.7 50.6 10.6
ECA Europe and Central Asia 36.4 32.6 18.1 65.8 8.4
LAC Latin America and the Caribbean 34.7 33.8 19.3 66.1 7.9
MENA Middle East and North Africa 27.3 32.5 18.3 37.2 7.7
OECD High Income OECD 13.4 11.0 8.5 28.0 5.7
OHIE Other High Income 20.8 194 12.4 334 4.9
SAS South Asia 25.1 22.2 22.2 43.9 5.9
SSA Sub-Saharan Africa 37.6 33.2 18.4 61.8 11.7
World 17.1 13.2 8.5 66.1 9.9
Source: Schneider, Buehn and Montenegro (2010)
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Figure 3.1: Average Size of the Shadow Economy of 162 Countries over 1999-2007
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Figure 3.2: Size and Development of the Shadow Economy of Various Countries Groups (Weighted Averages (!); in percent of official total
GDP of the respective Country Group)
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4. SHADOW ECONOMY LABOR FORCE

The following results of the shadow economy labor force are based on the OECD and World
Bank database on informal employment in major cities and in rural areas, as well as on other
sources mentioned in the footnotes of this chapter and the tables. The values of the shadow
economy labor force are calculated in absolute terms, and as a percentage of the official labor
force, under the assumption that the shadow economy in rural areas is at least as high as in the
cities. This is a conservative assumption, since in reality it is likely to be even larger.** Survey
techniques and, for some countries, the MIMIC-method and the method of the discrepancy

between the official and actual labor force are used for estimation.

One of the most famous studies is the OECD (2009a, b) one with the title “Is informal nor-
mal?”, which provides worldwide figures. This OECD study™ concludes that in many parts of
the world and over the period 1990 to 2007 informal employment is the norm, not the excep-
tion,. More than half of all jobs in the non-agricultural sectors of developing countries — over
900 million workers — can be considered informal. If agricultural workers in developing coun-
tries are included, the estimates size to roughly 2,000 million people. The share of informal
employment is also shown in figure 4.1 for Latin America and South East Asia. In some re-
gions, including Sub-Saharan Africa and South Asia, over 80% of non-agricultural jobs are
informal. Most informal workers in the developing world are self-employed and work inde-
pendently, or owe and manage very small enterprises. According to the OECD study (2009a,
b), informal employment is a result of both, people being excluded from official jobs and
people voluntarily opting out of formal structures, e.g. in many middle income countries in-

centives drive individuals and businesses out of the formal sector.

To summarize, this OECD study clearly comes to the conclusion that informal is really the
norm or the normal case. 1.8 billion people work in informal jobs, compared to 1.2 billion
who benefit from formal contracts and social security protection. Informal economic activity,
excluding the agricultural sector, accounts for three quarters of the jobs in Sub-Saharan Afri-
ca, for more than two thirds in South and South East Asia, half in Latin America, the Middle
East and North Africa, and nearly for one quarter in transition countries. If agriculture is in-

cluded, the informal share of the economy in the above mentioned regions is even higher (e.g.

14.  The assumption that the shadow economy labour force is at least as high in rural areas as in major cities,
is a very modest one and is supported by Lubell (1991). Some authors (e.g., Lubell (1991), Pozo (1996),
and Chickering and Salahdine (1991)) argue that the illicit labour force is nearly twice as high in the
countryside as in urban areas. But since no (precise) data exists on this ratio, the assumption of an equal
size may be justified arguing that such a calculation provides at least minimal figures.

15.  The following results and figures are taken from the OECD (20094, b), executive summary.
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more than 90 % in South Asia). Also, this OECD study comes to the result that more than 700
million informal workers “survive” on less than $ 1.25 a day and some 1.2 billion on less than
$ 2 a day. The study also concludes that the share of informal employment tends to increase
during economic turmoil. For example, during the Argentine economic crisis (1999-2002), the
countries’ “official” economy shrank as by almost one fifth while the share of informal em-
ployment expanded from 48 to 52 percent. One can clearly see that even under strong eco-
nomic growth, the share of non-agricultural employment and, the share of informal employ-

ment is strongly rising.

Figure 4.1: Informal Employment and GDP in Latin America and Southeast Asia
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Part2:  Southeast Asia

75 - 39
5 37
/0 1
S - 35
= 8
£65 1 333
é :
S0 - 3.3
£ o
= 29
[«b]

o0 -
£ 27
50 25

1985-89 1990-94 1995-99

—— Share of informal employmentin

total non-agricultural employment
Real GDP per capita (World Penn

Tables)

Source: OECD, Is Informal Normal, Paris, 2009a, b.

In table 4.1 the share of informal employment in total non-agricultural employment by five-
year period and by region is presented. From the table one clearly sees that in all regions the
share of informal employment has remarkably increased over time. The share of informal
employment in South- and Middle-American countries in the period of 1985-1989 was 32.4%
and increased in the period of 2000-2007 to 50.1%. In 34 Asian countries informal employ-
ment rose in the period of 1985-1989 from 55.9% to 70.2% from 2000-2007. In the 42 Afri-
can countries the share of informal employment (in percent of total non agricultural employ-
ment) was 40.3% from 1985-1989, and increased to 60.5% in 2000-2007. Table 4.1 clearly
demonstrates that there is a very strong positive trend in the share of informal employment (in

percent of total non-agricultural employment).
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Table 4.1: Share of Informal Employment in Total Non-Agricultural Employment by five-year period in %

Region

Average Share of Informal Employment in % of Local Non Agricul-
tural Employment over

1985-89 1990-94 1995-99 2000-07
22 South- and Middle American Countries 324 354 40.3 50.1
34 Asian Countries 55.9 60.4 65.4 70.2
42 African Countries 40.3 47.1 52.4 60.5
21 Transition Countries 30.9 32.3 354 40.2

Source: OECD 20093, b, pages 34-35; and Charmes (2002, 2007, 2008) for the ILO Women and Men in the Informal Economy, 2002.
For the most recent period: Heintz and Chang (2007) for the ILO, and for West Asia: Charmes (2007 and 2008).
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5. CONCLUSIONS

In this paper some of the most recent developments in research on the shadow economy and
undeclared work in highly developed OECD, developing and transition countries are shown.
The discussion of the recent literature shows that economic opportunities for employees, the
overall situation on the labor market, not least unemployment are crucial for an understanding
of the dynamics of the shadow economy. Individuals look for ways to improve their economic
situation and thus contribute productively to aggregate income of a country. This holds re-

gardless of their being active in the official or the unofficial economy.

A last question remaining is: What type of policy conclusions can | draw? One conclusion
may be that — besides the indirect tax and personal income tax burden, which the government
can directly influence by policy actions — self-employment and unemployment are two very
important driving forces of the shadow economy. Unemployment may be controllable by the
government through economic policy in a traditional Keynesian sense; alternatively, the gov-
ernment can try to improve the country’s competitiveness to increase foreign demand. The
impact of self-employment on the shadow economy is less or only partly controllable by the
government and may be ambiguous from a welfare perspective. A government can deregulate
the economy or incentivize “to be your own entrepreneur”, which would make self-
employment easier, potentially reducing unemployment and positively contributing to efforts
in controlling the size of the shadow economy. Such actions however need to be accompanied
with a strengthening of institutions and tax morale to reduce the probability that self-
employed shift reasonable proportions of their economic activities into the shadow economy,
which, if it happened, made government policies incentivizing self-employment less effective.
This paper clearly shows that a reduction of the shadow economy can be achieved using vari-
ous channels the government can influence. The main challenge still is to bring shadow eco-
nomic activities into the official economy in a way that goods and services previously pro-
duced in the shadow economy are still produced and provided but in the official economy.

Only then, the government gets additional taxes and social security contributions.

Finally, if I ask what we know about the shadow economy and work in the shadow, | clearly
realize that we have some knowledge about the size and development of the shadow economy
and the size and development of the shadow economy labor force. For developing countries,
the shadow economy labor force has reached a remarkable size according to OECD (2009 a,

b) estimates, which is, that in most developing countries the shadow economy labor force is
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higher than the official labor force. What we do not know are the exact motives, why people
work in the shadow economy and what is their relation and feeling if a government under-
takes reforms in order to bring them back into the official economy. Hence, much more micro
studies are needed to obtain a more detailed knowledge about people’s motivation to work

either the shadow economy and/or in the official one.
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