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e Historical background on the phenomenon:
» Its “discovery”
» terms to describe it
» shadow economy and informal economy
» economy-related definition
» tax-related definition
» frequent confusion between the two.
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e MAIN CAUSES OF SHADOW ECONOMY
1. Taxes

2. Regulations
3. Prohibitions
4. Corruption
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1. Taxes

> Income taxes
Value added taxes
Excises
Social security taxes
Foreign trade taxes
Taxes on capital transfers
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e Tax characteristics:
Rates
Administrative aspects:
(a) efficiency of tax administration
(b) penalties for tax evasion
(c) exemptions levels
(d) cost of compliance
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Other aspects:
(a) corrupt tax inspectors
(b) taxpayers morality
(c) quality of public spending
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2.

REGULATIONS and their effects:
(a) labor markets

(b) goods and services markets
(c) domestic financial markets

(d) foreign exchange markets
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3. PROHIBITIONS and their effects
(a) illegal drugs
(b) illegal gambling
(c) usury lending
(d) production and sale of dangerous
substances and services
(e) criminal activities
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e Prohibition and criminal activities raise
Important question for the definition (and
the measurement of the shadow economy).
Should incomes obtained from illegal
activities (prostitution, sale of illegal drugs
and weapons, proceeds from gambling or
extortion) be considered parts of shadow
economy? They can be very large.
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4. CORRUPTION: should the proceeds from
corruption be counted?
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e CONSEQUENCES OF SHADOW ECONOMY

1. Equity consideration: some are taxed and some
are not

2. Effects on markets and on competition

3. Effects on tax systems

4. Effects on the measurement of some important
economic variables (GNP, growth, tax burden,
unemployment, productivity)

5. Effect on the country’s international interest

6. Effect on economic policy when economic variables are
distorted.
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e The above effects may depend on the
definition of the shadow economy

e Recent economic changes have likely affected
the shadow economy

(a) deregulation policies (in financial markets,
foreign trade, other)
(b) tax policy
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e Comments on the relation between shadow
economy and unemployment

(a) are unemployed busy working in the
shadow economy?

(b) or are those in the underground economy
people that officially are not allowed to
work?
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e Shadow economy and tax evasion
» shadow economy can exist without tax evasion
» tax evasion can exist without shadow economy
» relation between tax evasion and shadow economy

» does tax evasion necessarily imply that GDP is
underestimated?
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e Concluding remarks
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