
The Underground Econolny: Estimation Tcchniqucs and Policy Implications 

Collin E. Smith 

DCl>artrncnt of Economics 

McGiII University, Montreal 

March 1991 

( 

A thesis submitted to the 

Faculty of GradtJate Studics and Rcsearch 

in partial fulfillment 9f thc requirements 

for thc degree of Master of Arts 

(c) Colli" E. Smith, 1991 

( 



"- Table of Contents 

Introduction 1 
1.1 The Meaning of the Underground Economy 2 
J.2 Objective 4 

II Mcasuring the Underground Economy 6 
2.1 The Indirect Methods 7 

2. t.1 The Big Bill Approach 7 
2.1.2 The ClllTency-Demand Dcposit Ratio 10 
2.1.3 The Modified Currency Ratio Method 12 
2.1.4 A Variant of the Currcncy Ratio Madel 14 
2. ].5 The Transactions Ratio Method 17 

2.2 Criticisms of the Monctary Appro.lches 20 
2.3 The Direct Mcthods 24 

2.3.1 The SurVL:y Approach 24 
2.3.2 Discrcpancy Method 25 

2.4 Conclu~ions 27 
2.5 Appendix A 29 

IJI The Policy Implications of an Underground Economy 31 
3.1 Two Fallacies surrounoing the Underground Economy 32 
3.2 The Macroeconomie Fffects of Underground Activities 35 

., 3.2.1 Effects on the Aggregate Statisties 35 
3.2.2 Monctal)' Policy and the Underground Economy 39 

'" 3.2.3 The Effects of Fiscal Policy 42 
3.2.4 Savings and Invc~tment 45 
3.2.5 Exchange Rate Implications 47 

3.3 Is the Underground Economy a Social Safety Valve? 50 
3.4 Conclusions 54 

IY nle Canadian Underground Economy 56 
4.1 Defining the National Accounts in Canada 56 
4.2 Canadian Studies of the Underground Economy 57 
4.3 The Canadian Response to the Underground Ec-onomy 61 

4.3.1 Money I,aundering 62 
4.3.2 Fiscal and Monctary Policy, and the Exchange Rate 64 
4.3.3 Tax Evasion 65 
4.3.4 Unemployment lnsurance Fraud 67 

4.4 Conclusions 69 

y SUlllmary and Conclusions 71 

YI References 74 



ii 

Table of Figures 

Ratio of Cl rrcncy to GNP, Consumptioll, and Dcbt ...................... .......... .............. ........... 8 
Ratio of Currency to Travellers Cheques .......................................................................... 9 
Effect of an Exogenous Shift to the Unrccorded Sector Wherc the Long Run Phillips 
Curve is Vertical and Monetary Policy is Countercyclical ............. ............ ..................... 40 
Effect of an Exogenous Shift to the Unrccordcd Scctor Whcre Monetary Policy Pursucs 
a Priee Stability Target and Fiscal Policy Relies on Automatic Stabilizers ...................... 43 

1 



iii 

Table of Tables 

Computcrl underground GNP using alternative methods for selected years (in billions). 30 
Comparison betwecn fonner and revised e~tjmates ofGDP by kind of activity: Jtaly .... 38 



.. 
• 

J 

ACKNOWLEDGMENTS 

1 am especially indebted to Profc~sor R.T. Naylor for his hdpful critici'\lllS and assi"tance 
over the last several years. Were it not for his guidance thi~ thc~is would ncvcr have \x'en 
possible. 

For her love and support, 1 would also like to Ihank Lara, whose efforts and tift'Iess 
proofreading have greatly enhanccd the final product. However, any rcmaining Cm)fS or 
omissions are solcly my respollo;;ibility. 

FinaIly, many thanks must go to m)' parents, who~c encouragclllclli was imtrulIlcntaJ in 
seeing my academic carccr throllgh to its concltlsior .. 

C.E.S. 
Montreal, Canada . 



Abstract 

Thl~ the ... 1... analyze~ the estImation procedure~ and pohcy ImplicatlOns of an 
underground cconomy In completmg thI~ task, we revIewed the technique5. developed by 
(jutmann, f'elgc, Tanzl, and other~ Further attentIon wa~ also glven to t'le estimatIon 
pr<lCe ...... c ... , ... uch a ... the ... urvey dpproachc~, u~ed by vanou~ govemments. 

1 n analyzmg the pOllCy IJllpltcatIom of an underground economy, we ,~xamll1ed the 
d'tect ... of fl~cal and monetary pohcy, the :lggregate ~tatIstIcs, the exchange rélte, and other 
equally Important mdlcatofl, We concluded that the con ... equence~ of a large and growing 
'lIhmcrgcd \cctor can be deva~tatmg to the economic vanable~ 

hnally, thl' parer attempb to examIl1e the CanadwIl underground economy. However, 
\Ince the ~tudlc~ perfonned on the Canadwn underground economy are hmIted, the ta~k of 
hoth rcvlcwlng the htcrature, and determll1ing the Canadian pohcy ImphcatlOn~ was 
pcrplcxIl1g Wc concIuded that there I~ a defIl1ite need for funher study of the Canadlan 
hludcn st"clor. 

Résumé 

Cette thb~ analyse les procédé5. d'estImatIon et le~ ImplIcations politique~ de 
l'économlc souterraine. Pour facIlIter cette tâche, le~ techmques développées par Gutmann, 
FClgc, TanzI, ct al ont été prises en compte. Nou" avon~ également porté attention aux 
proce!'. ... u... d'e~tImation y compns les méthodes d'enquêtes dévéloppées par plUSIeurs 
gouvcrnerncnt<; 

En analy!'.ant le, ImphcatIom pollt1que~ du secteur non-déclaré, nous examinon!'. l"effet 
du ~ectellr caché 'Iur le~ buts des politiques fiscale~ et monétalfes, les donnée~ aggrégées, le 
taux. dl: change, parmi d'autre!'. indIcateurs importants. Nous concluon~ qu'un secteur 
1I11ponant ct en crol ... ~ance peut entraîner de~ con~équences dévastatrices sur la 
rcprc!'.cntatlllvlté de!'. donnée~ économIques 

Flllale\l1cnt, nom analy~ons l'économIe nOIre canadIenne. Les étude!. antérieures 
canalhC'nne~ re ... tent très limnées, ce qUI a rendu diffiCile l'élaboration de la revue de la 
hUl'fature, aII1!'.I que l'analy~e des Imphcatioos politiques. Nous concluons qu'Il serait 
Important d'effectuer plus de recherches approfondies sur le secteur caché canadien. 

l 



1 Introduction 

Until the 1970s there was a general belief among economists that the prevailing body of thcory 

was adequate in fom1Ulating policy prescriptions to aid in both regulating and stabilizing the 

economy. However, since this lime many became disgruntled wit~~ traditlonal thcory as they 

realized it was unable to grapple with the problems of increasing inflation, incrcas\ng 

unemployment, and the supply-side shocks. No longer could the Phillips CUlVe, which sh()~.'ed a 

!'table downward sloping trade-off in unr-mploymenl and inflation, he uscd in constructing 

policy. In addition, such large fluctuations in the economy made it dlfficult for policy-makcrs to 

pursue conventional Keynesian practices to fine tune the economy. 

With traditional theory unable to adequately explain the events of the 1970s, man y 

economists moved toward supply slde and expectational theories in an attempt to explain the 

persistence of inflation and recession, otherwisc known as !,tagflatIon. 

It was during this time that a fcw economists ventured into what was until then a rarely 

examined area of economics. These indiv:duals put forward the notion that, pcrhaps, the theory 

was not at fault for the govemment's inability to restore the economy lO a stable equihbrium. 

Instead, as Tanzi suggests, it was possible that the "facts of economic IIfe had bccome 

systematically distorted as the result of our failure to notice the growth of an "unob ... crvcd" or 

"underground" sector of economic activity. "1 

Most of the economics profession acknowledged the existence of an underground 

economy, but, in man y cases it was assumed to he of the size and dimension that rendcred Il 

unimportant. Although there had becn reference to the unobservcd scctor in Cagan 's study 

(1959) on money demand, it was not until 1977 when Peter Gutrnann 's analy ... is forced 

1 1 VIIO TanZi. Tite Unduground Economy III/he United Slates and Abraad (l..cxlngton Lexington ll<XAcs, 19R2), p 14 
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ccon()mi.,t~ to rccognile the po h:,IOtial importance of a shadow economy on tre above-ground 

cconomy. 

The undaground income hYPolhesis (UII 1) Taises a wholc ncw set of quc::.tions. Not only 

docs il cau~e .,uh~tantivc conccrn about the rcliability of our broad economic indicators, like 

GIO.,S National Pnxluct, but also, since policy is often based on these indicators, therc cxists the 

potclltial for Illisguidcd policy fonnulation. rurthemlore, the growth in unrcpol1cd income 

[educc'i the ahility of the fi!lcal authority to gc:nclale revenue" and, cctffUS parihus. gencrates 

hudgctary de liu IS. 

1.1 The Mcaning of the Underground Economy 

mack, parallel, hidden, ~hadow, subtcrrunl'an, infom1al, unobservt'"d, arc just a fcw of 

the many tl'rrns that ale lI!1cd to de~cribe the underground economy. Howcver, terms <;;uch as 

!hc~c often conjure up images of Illegal or immoral activities. The hiddcn economy, 

thercforc, inc1udcs ail thosc aclivitics not captured by the current official mea~urcl11ent 

Ilowcver, as Rolf MinIs and Roger Smith point out, many economists would not be 

~atisfïcd \Vith the above dcfinirion. 

Although it is agrccd that unohscrvcd cconomic activity is the rcsult of a 
complex interaction of kgal, ecoJ1omic, political, cultural, and other 
Î1' :'ilutional factors that vary from country ta country, il is also apparent 
: .H there is no unifonnly accC'pll'd dcfinition of unobscrved economic 
bchavior.1 

"'f 2 F,lgar " ,/:('. cd • J'hL l '",laCfOund F.COfl()f/llfS T<lf T.Vl1.flOfl ond InfvI1IIIJ/lOrr D.s/or/lOtI (CAunhndge Onnhndge Cnrvcrslly Press 1989), p 
.:/t 2/>7 
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There are thme who contend that the problem in dcr.ning the undcrground c('onomy is 

one of idcntifying the boundary bctwccn the unobscrvcd and the infonnal or hOllschold Sl'ctm 

of the economy. IIere, infonnal cncompasscs ail of the underground economy wllllc the 

hOllsehold, or home production of goods and services, is but one scctor of the Ovel all entity. 

Michael O'Higgins uses the simpli~tic cxamplc of when baby- sitting movcs fwm bcing part 

of a houschold t\) part of the unob!>erved ecolll1ll1y. i le c\.plains that "thc:-c c:\changc!> fall 

ollt~idc thc definÎtions of the hiddcn economy that are ba\cd on cOllccakd faclOl inl"ollll'!'t 

but might bc within Edgar Fcige's (1979) dcfillltlon, which focu\c:- on lInmca\un:d activity 

lather than unmca~ured Înco11lc."3 

Fcige has cxpamkd the dcfinition of the undcIgrollnd CC01l011ly Co covcr inco1l1c 

produced in a Icgal aClivily Ih,1I is nol set down III the n:l'Olded !'>catIMic'i. In olhel wonl'i. he 

includes t:lX eva~ion in his dcfinition. In contrast, Vito Tanzi dcfincs the subtclTancan 

cconomy as "gro~s national pr(xlucl that bccau\e of ul1Jcpol1ing antI/or undt..'l'Icporting IS not 

measured by official ~tatistics."4 Tanzi' definicion would thclcby includc ally kgal or Illegal 

production nOI caplurcd by GNP. 

Whatevcr the C<I"C, it is certain that undaground activitics arc canicd out in a <llffcrcnt 

manner than in the observed sector. For imlance, transactions in the ~hadow cco!1omy arc 

unregulaled. As Philip Mattcra states, "by kecp:ng t'Icir activitics secret from thc gOVl:rn-

ment, participants in the underground eC0!10my arc able 10 escape compIJaJJcc wilh a 

multitude of laws that have ;\1 i"cn to rcgul;ttc cxchangcs bctwccn cmploycrs and cll1pl()ycc~ 

as weil as betwccn buy( rs and sc!1crs. "5 

3 IbId, P 176 
4 Vno Tan/.!, "(ne Underground Fwnum} III he t:llIled 'Itatcl Annual F'lIm'lt<. 1930 !!(J," IMI' 'itaff T'opOI in (1 (J~ 1) 115 

5 Philip Mdllcra. Of/tM Boolc.s (Sew York St Hartm's Prc<,. Inc ,19R~\ l 4 
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The problcm of adcquately dcfïning the underground economy is, perhaps, one of the 

111000t important rca ... ()n~ why it i<; '\0 dlfficult to cstimate it. For the purpo~cs of this thesis the 

~hadow economy will take on the "convcntiunal" definition, which happens to be the 

hroadcst of ail the (kfinitions. The underground economy includes ail those transactions that 

are unrcgulated, 1I11taxed6, and unmea~llled. 

1.2 Objective 

Givl:n the newly crcatcd intcre~t in the ~llbtcrranean eeonomy, there are a number of topies 

that one might discu ... s in this thesls However, probably the most important issues that 

requirc cxamination are the methods, techniques, and eriticisms associated with measuring 

the ~hadow economy. Sinee Gutmann's 1977 article, where he stated that approximately 

10% of Gro'\s National Prodllet (GNP) is due to the unrccorded economy, other economists 

have put forward a variety of diffcrcnt approaches to mea<;urcmcnt. Thcse various approach-

cs have initiated a trcrm:ndous debate in the economics profession. 

The ~econd ~eetion of tl' is phpcr will examine the implications that the underground 

cconomy has on the national accounts, exchange rate fluctuations, and savings and 

invc~tlllCllt lcvcls. In particular, wc will di~cuss the viabllity and useflliness of the broad 

cconnmic indic.ilors, such as GNP and IInemployment statistics, that governmcnts sc cm to 

rdy on so grcatly. 

ft Onr sh"1I1<I he." l<lre.'fllr ln mt",I'" tlllg tf" llntaxcd nature of underground Iraf1ÇactlOn~ Many CCOl1omlSt, lIlistakcnly bclJcve thal.11 hldden 
trNn'a,1Il>m gOllllta \rd For Hl,t.1I1Ct', a vcndor "ho d,\C, nol de. rare Ulcome tax or pay the requHcd sales tu al hl, revenues mlght have alrcady 
Il(~'n tl\r.r III ,'thcr "ay~ Sud. tn\<'< coul<l IIldu,rc rxCI<C, cu<tcms, or sales taxes that have alrcady hcen pald by the Importer or dlStnbutor of 
th,' 1''''''!Ud 1l111', thr prndlld lJ1ljllc,lllln " not tolally untA\cd and, therchy, ,"dudes SOIllC taxes III thc l'nec of the pro,!u(i 
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Moreover, this body of the papcr will cxplain with a rational expectations model thc 

concept of "poliey illusion". By assuming that the undclground and above-ground 

economies are interrclated and overlap, it will he demonstrated that il is pmsible for 

policy-makers to misconstrue eeonomic indicators such as unemploymcnt. Thc potential 

outeome is over-~timlllative poHey that only aggravates unemployment cven more. 

Finally, chaptcr two eoncludcs with a diseus~ion of the "social safcty valve" argument. 

Many individllals have ~lIggested that the underground cconol1ly, espl'cially in lc:-.s devclopcd 

coul1trics, allcviates ~ome of the prc~sure for the ~tate to flllni,h adequate ~ocial a~~i\tancc. 

The final chapler of this paper will analyze the Canadian underground l:conomy. Ilere, 

a summary of the rceent cSlimatcs of the Canadian ~hadow ccoflomy will be providcd. Thl'~c 

eMimates are ba'icd on the techniques prescntcd in chaptcr onc. In addition, the chapter will 

conclude with a discussion of the ways in which Canada is dcalJng wlth the shadow 

ccollomy, and how well the se various initiatives are \VOl king. 
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Il Measuring the Underground Economy 

In light of the various definitions of the subrnerged economy it is hard1y surprising that the 

various methods that have bcen employcd to estimate it often measure different things. For 

in!ltancc, the estimations derivcd flOrn the Illonetary type cf analysis wi!l not inc!udc barter 

transactions. Also, the slIrvcy methods used by institutions like the Intemal Revenue Service 

(lRS) in the United States, or the Central Statistical Office (CSQ) in Britain, only focus on 

unrcported income l!Jal is relatcd 10 tax evasicn. 

The measurcl11Cnl issue, as Maltera cxplains, may be broken down into three categories. 

First, thcre arc direct approachcs ba!'led on amounts of hidden income discovered in a thorough 

cxamil1.ltion of a !'Imal1 sample of taxpaycrs. Such investigations are usually carried out by 

offices like the IRS or CSO. 

Sccondly, thcre are indirect approaches based on discrepancies in expenditure and incorne. 

Feige dcvelopcd the transaction-ratio method which provides a good example of this category. 

Finally, there arc indirect approachcs which examine traces of underground activity in the 

economie aggrcgates like the money supply. These procedures inc1ude the methods of Gutmann 

(1977), Pcige (1979), and Tanzi (1982). 

In summary, dircct f11ethods tend to be microtheoretie in their approach since they often 

yicld infonnation on the composition of an undergro1jnd economy at a specifie point in time. In 

comparison, indirect I11cthods tend ta be rnacrotheoretic in their approach and as Carol Carson 

puts forth "yiclds a single aggrcgatc and a time series.''1 

7 Carol Cal \On, "l'he Undcrbrnuml Fronomy An Introduluon," Sur vey ofCurTtTlI BUSr'MSS 64 (May 1984) 25. 
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2.1 The Indirect Method!i 

2.1.1 The Big Bill Approach 

Perhaps the most compelling evidence concerning the existence of the under­

ground economy involves the remarkable level of per carita currcncy holdings. James 

Henry, in his 1976 study, concluded that despite the advent of chcquc accounts, credit 

cards, funds transfer, and other in~titutional dcvelopmcnts, the amount of currency in 

circulation rcmained high. 

Henry estimatcd that people kept an average of $238 on hand in 1968. Furthcr­

more, he explained, "that within the expanding pool of cash the stccpest incrcase was for 

the large dcnominations Iike 50 and 100 dollar bIlls. "8 For instance from 1960-1970 

bills bctwcen $1-$10 rose 37 percent while big bills i ncreascd approximately 75 pcrcent. 

There is no doubt tbat high per capita currency in circulation has givcn credence ta 

claims about the growth in undergrollnd economic activities. lIowever, dcspite high 

levels of currency balances per houschold, the cvidcncc docs not sccm to lIupport the idea 

that growth in currcncy has bcen excessive, relative to dcposits or expcnditures. In fact, 

by examination of figure 1 and figure 2 one may condudc that in the United State,", ()ver 

the Jast two decades total currency has bc~n dec1imng relative to olher fïnancial 

aggrcgates such as M2, travellers cheques, or relative nominal cxpcnditurcs like GNP 

8 Maltera, Offlhe Books, P 44. 
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and measured personal consumption. 

Amanda Porter and Richard Bayer investigate Hennj's IheOI-y and derive even 

largcr JcveJs of per capita holdings. 

Figure 1 

Ratio of Currency to 

01 
_________________ c_on_su~p_tlo_n._G_N_P_a_nd_O_ob_t ______________________ __ 

009 

008 

007 

e ce 006 8 
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--004 

003 

002 

1960 1965 1970 1980 1983 

Year 
curroncyfdebl + money/nomlnal GNP o monoyfconsumption 

SOUfce: P. Bal1helemy, "The Macroeconomie Estimatcs of the Hidden Economy: A 
Critical Analysis", Review o/Income and Wealth 34 (1988):184. 

The two cc()nomi~ts estimatcd that, "by the end of 1982, currency holdings, including 

vault cash, stood at $675 pcrcapita withjust under 40 percent in $100 bills."9 This wou Id 

9 H Porter alld A Rayer," A M\~lrl~ry Pcrspccl1\1e 011 the Underground Economlc Activity ln the Umtcd Stlltes," Federal BuslTless Bul/ellll 
(MKr\.h 1984) 180 
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seem ta calI into question the evidence put f01ward above, since one would expect, for 

instance, total currency to increase relative to, say, travellers cheques. If 1Il1tk, ground 

activities were prevalent in the ovclall eeonomy. one would cxpcct the use of travcllcis 

cheques to dccline as they lcave a so eallcd "paper" trail or easy mcthod of detcctiOll. 'o 

Figure 2 

Ratio of Currency ta 

75 
Travellors Choques -,-------------------- ------ ---- ---

70 

65 

60 

f! ... 55 '5 c 

50 

45 

40 

35 --------T-----------~ ----,--- --..::::::----~-=--::::::---
1960 19b5 1970 1975 1960 1963 

Year 

Source: P. Barthelemy, "The Macroeconomie Estimates of the Hidden EcotloJ1ly: A 
Critical Analysis," Reviewoflncome andWealth 34 (1988):184.b 

JO l'his. oC cour.c. would onl)'!Je the case .Cthe travclcrs checks wcrc 'Igncd 
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Fcige criticizcd the currency de nomination method extensively, He poillted out 

that "with rcaI growth and rc1ativeIy high inflation it wouId be expected that composition 

of currcllcy holdings would change over the years, "11 Further, when per -:apita currency is 

cxprcsscd in 1972 dollars it appears that, despite the substantial growth in real incorne 

since World War Il, pcr capita currency was much higher during World W?j' Il than in 

1980,1213 

James Hcnry's analysis was primarily concemed with convincing the US federal 

llUlhoritics 10 carry out a Iccall of large bills which he fch would have the cffect of 

making ail illcgilimately accumulatcd cash worthless,I4 However, the rccaIl never took 

place. 1 knry was slIcccssful, though, in ~etting the stage for Gutmann's article that 

provoked a Iively controversy in the tconomics profession by forcibly arguing the 

importance of the underground cconomy. 

2.1.2 The Currency-Demand Deposit Ratio 

Gutrnann's article had an astounding impact on the eeonomic eommunity. The faet that 

an estinl.llcd 176 billion in 1976 may be attributable to the shadow econorny eould, as 

many T<:alized, have severe implications for both the rcliability of the aggregate statisties 

Il 1'C'lge, The U"dug,oulUl FrOfJOm"s Tax Eva 'IOn and In/o,mnllO" DlSlorl/O", p 27 
12 Fc'r a IMre deI. tIr" Knalyqs ofthls sec Vllo Tdn/l, "lllc Underground [conorny mlhe US - "nnual Esumatrs, 1930-19W,"/MF Staff 
r&Jpas30 (1983) 2R6 

13 Onc ~hllUld kl cp III 11111 .. 1 t}l.t hlgher JX'r (aplta Cllrrrnc.y dllnng thl' S( (cmd World War would lx: not unllsual as thcre were no credit cards. etc 
llunng thl~ lime 

14lfclIT)' I,,'!lnulthat an) rl'(all had 10 lakc l'ldec III Ihc es siller Ille US doHar wu 50 ..... ocly used as a sl"lIdard for IIIlcmatlonal transactions, 
Il,," < ver, Klllh,,"tt('~ "lie a\\ al"{' that prohably mosllIndcrgrOlmd (1I1rt'I'Rncur<; hld ctther altcady Iauooered Illegal CA~h and were !JIlong 
ad,,"ntdgr ur Furl~nao.l'tlMnl <rcrccy laws,llr "rait wllh meth,xI< sULh as crcdll cards Yet,lIcmy's cOfltnbttllon ,hould not lx: unocrcsUmated 
<111,'(' 1/1 Jd1lU81)' 1991 Ille SOVlcl l'Illon pcrfomll'd <Ul ha recall of large btl1s, al short n.:JUce, III an crfon 10 squekh IlIC black economy in lhat 
\l'IIIIIT)' 
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and policy fonnulation. 

The analysis developed by Gutmann \Vas the fjrst of the monetary applOarhcs. 

Like James Henry, Gutmann put forth the notion that the only way to mC.IS\II'C 

underground activity was indirectly, by ca1culating the additional demand for currency 

created by those who had to carry out transactions in cash. Yet, Înstcad of looking at 

absolute cash balances in circulation, Gutmunll chose [0 examine the composition of the 

money supply. In other words, he examincd thc ratio of currcncy to chcckahlc dcposits. 

The currcncy ratio, as it is refern.:d to, Icquilcs thrce CI iticai a'l\lIlllptions in ortler 

that an estimate may be dcrivcd. First, ail undclground tr:\I1sactÎons involvc cllirency 

exc1usivcly. Sccondly, above-groulld activity has a currcncy ratio that is conslant over 

time. Finally, the income velocity of underground aClivity is the same as that of the 

above-ground holdings in that ycarY 

In arriving al an eSlinltlte of the underground economy, Gulmann rct}uilcd a 

benchmark period, which is assumed to be frce of undcr grollnd activi(ics. 16 Normal or 

above-grollnd curren..;v is then calculaled by a~sllmillg that the ratio of currcncy to 

dcmand deposits, in any givcn pcriod, is proportional 10 that of the base pcriod. Any 

differencc was defined as underground ClIITCIlCy or as Gulmann describcd "cuITcncy 

beyond that for Jcgitimate tramacrions". He calculalcd underground currcllcy to be 

approximately 29 billion. 

The estimatcd size of the underground cconomy is dctcnllined as the product of 

J5 For Gulmsnn's anal)'sis ,cfer ," h,s paper GUlmann. P M "The Suhtcrranean r:<:onomy." FIIWflC.m AM/pIs fourMI 33 (NuvClIlI"'r Dt.~cm 
ber 1977).26-28. 
16 Gutmann used the years pnor to the Sccood World War SIl,te he bchcvcd that IIlWfne lues wue qullc low dt:nllg !lm p<.n,,.j The prRU,U! of 
u~ing the bcn<.hmark pcnod IS <julle comrnon for must of the mooc14ry mt thods and Ir v.ldcly <.nt\(.l/..cd by lhe opponrnl\ of tht' 8WroB<ht 1 as wc 
wul sec later. 
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underground currcncy and income velocityl7 of above-ground Ml, which is the sum of 

above-ground currency and aIl checkable deposits. Gulmann conc1uded that under-

ground GNP was cqual to more than 10% of officiaHy calculated incorne in 1976.18 

2.1.3 The Moditi~d Currency Ratio Method 

Whereas the simple currcllcy ratio method pmtulates that currency is the exclusive 

medium of exchange in the underground, Fcige argued that sorne finns and hOllseholds 

use checks for slIch transactions bccallse thcse individuals perccive that "the case in doing 

so outweighs the cost of leaving a "paper" al:dit trail."J9 Feige funher modified the 

Gutmann approach by contending that the underground sector was more service oricnted 

than the above-ground economy. "Bcc311se fewcr tlansactions occur in lhc production of 

selvices, the alllount of money balances per dollar of output is smaller in this sector than 

in the abovc-ground."20 

Fcigc wcnt on to assume that the currency ratio in the underground sector equals 

two. That is, for every two dollars underground participants hold in currency, they hold 

one dollar in demand deposit balances.21 Finally, he pointed out that the transactions 

vclocity of underground money is 10% higher than Il its above-ground counterpart. 

Fcigc bclicved that Ihis higher vclocity in the underground economy was the result of 

17 GutnuulIl a~<ulllcs thal vcloclty ln the o~cr gnound and underground scclors arc identical. 

II! T'. '1 C1l11l1~IIC" 111ldrrgll'1Il1d G:'\P r'U111~(r~ u<mg thr ~I" Il lIcy dl'mand dqll.)sit raUo and viller estImaI/on procedures scc Appcndu: A, 

191 ,Igar Frlgr. "A RC-UMml1ldllOn (>( (he l'ndl'rgrlll.md rrollomy," IMF Staff Papas 33 (1986) 776. 

20 Ih1l1 ,p n7. 
21 1l1l~ a«II111l'lIoI\IS glven arhllrdnl) b) rrlgc and I~ crllICllcd ntrmlvt..ly by Tann and others 
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fewer intennediate transactions occuITing in the that sector, than in the above-ground 

scctor. 

The modilïed currency melhod is bascd on the quantity thcOI-Y of moncy devclopcd 

by Irving Fisher. Given the cquation: 

MV + M'V' == PT (1) 

whcre M and M' represent notes and dcmund deposits; V and V' the transaction velocity of 

M and M'; and PT the prodllct of the amal/nt of transactions 'f' by the gcncral priee Icvcl P, 

Feige calculatcs his estimate of the submelged econoll1y. The analysis Ploccl'ds as 

follows. 

First, il is neccssary to determine the values of M ,md M' which prc:-.cnts no 

difficulty as the y are calculated by most governmcnts. 12 On the othcr !land, V and V' arc 

somcwhat more tedious to calcu1ate. I1owever, Fcige cxplains in detail how he arnvcd 

at these particular values. He points out that "the number of times a noIe circulatl's in the 

economy is calculated by knowing a stock and a f1ow. n " The stock is the volume of 

currency in circulation and the tlow the Ilwnbcr or dcnominations \I./llhdrawn, bccall!>e of 

matcnal detcrioration, and reintrcxillccd cal:h ycar. 1 knce, V and V' arc i\I rived at 

indcpendcntly of PT. This rcpr('~cnt:-. 11l1lch of the critici:-.m of the modifïcd clIJn.:ncy-dc-

mand deposit upproach to c~timating the underground cconomy. 

The methods of Gutmann and Fcige arc inlh:ed quitc similar. 110th a:-.sumc some 

22 Pcigc as~umc~ lhat M 15 ln d(~nc,hc clrculahon only 

23 Ibid , p. 774. 
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"golden" pcriod where thcre is bclieved to be no underground activity. h:·- <ôutmann this 

pcriod wou Id he the laie 1930s while, for Fcige, eithu the late 1930s or the mid-1960s 

fonn a ba~e period. TIle ),imilarity in the two models is also evident from the 

assumption that the monetary latio, ~ in Gutmann's case, and::' in Feige's model, would 

have Icmained constant over time, were it not have bcen for the underground economy. 

The (hffcrcnces in the two currcncy ratio approachc:s stem from the estimation 

technique. 

In Gutmann's method the estimation is indirect, in the sense that he 
first caleulates "excessive" c1lrrcI1cy in circulation (induced by the 
existence of underground "divities) and then, by making as!.umptions 
about its income vclocity , cstimates the underground economy. In 
Fciges's mdhod the e~til1lation is direct, as the change in the :; ratio 
over time allows a direct e~timation of underground GNP.~ 

Fcigc's estimatc of undclgrollnd aL:tivity ln the United States is stanling. He 

calclllated 700 billion Of approximatcly 27% o~' official GNP in 1978 was attributable to 

submergcd activitics. 

2.1.4 A Variant of the Currency Ratio Mode) 

The major diffcrcnce in Tanzi's (1983) model, when compared with the other 

approachcs, is that he incorporatcs the effccts of taxation on the currcncy ratio, "Based 

on the original version of Cagan's 1l1(,del and on the theory of portfolio choice in the 

more claboratc versions, Tanzi's model is not Iikely to be accused of being a summary of 

24 VII" Tan Il. "111~ Undcrgn,und Fconollly III \he UllIle.! Slales Annual Fçllmales, 1930 1980," [MF Sta// Papen 30 (1983) 284 

i 
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Gutmann's method."2J 

Tanzi 's method begins with the specification of a l110ney demand cquatinn, ~o Ihat 

one is able to infer the effeel of a change in the lax lcvel on Ihal dcmand. YC1, bcforc 

doing this, Tanzi puts forth Iwo critical a~sumptions. First, he states lhal dellland for 

currcncy rises whenever rcal per capita incorne or intcrc~t rates on time dcpo~its fa11, or, 

whcnever the :-.hare of wuges and salaries in nalional il1collle or Ihe Icvcl of {a\cs ri~cs. 

The second assumplion rcquired is Ihal clIrrcncy is the plimary ml'Ihod lIsed 10 l\U-ry OUI 

transactions, or for ~tOJ ing wealth. 

Using annual data from 1930-1980 Tan/i then procecds in the fo11owing way. 

Specifying the equation, 

(2) 

where ~ is the ratio of currcncy holdings C to money (defincd as M2)26; Y is real per 

capita illcome; R is the rate of interesl pa id on lime dcro~its; ;} is ratio of wagc~ and 

salaries to national income; and T is the tax vdriable. 

The empirical imp1cmentation of the model cmploys thrcc alternative mca"\Jrc~ for 

taxes. Tanl.i uses a wcightcd average lax rate on Întcrc'it income, the top bradet ~tatutory 

tax 1 ate, and the ratio of total net tax paymcflts to adju~tcd gross income. According to 

25 P Banhelemy, "The Macroc('onomlc Esillnairs of !he Il). 'den Fconomy A ('1I11<.JlI AnalY\ls," RHlew ofllV(j_ a",' W,a/th 34 (1 <JIU!) 187 

26 Tan71 uscd rallo of currcn~y 10 M210 prl-~cnt \hlfl~ JO ocmand and lime dqlQ\Jls (rom influcllti/lg the rcmh~ 
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Tanzi, alllhrec of thesc cxplicit tax tem1S provide, "the incentive to evade taxes."v 

Two simulations are then carried Ollt. Inilially, all explanatory variables take on 

thcir actual hbtorical values to produce a prcdicted currency series that is consistent with 

thc actual lax raIes In each p.-:riod. Then, the tax rates are set equal to zero rather than 

their historical values. 

Tanzi dcfines both of these e~til11ates as C and C rcspectively. "The difference in 

t and C gives an e~ljmation of how mllch currency holding is tax indl/ccd, in other 

words, it indicalcs by how ll1uch taxes induce people to hol<.1 largcr amounts of curn.:ncy 

-- prrsumably because of thcir attcmpt to evade the taxes." Tanzi calls this diffcrcnce 

"illcgal moncy". In contra~t, he states that the diffcrence In total cuncncy and dcposits 

(i.e. lotal MI) and estimated Illegal moncy yields "Iegal" money uscd for transaction 

purposes. 

By dividing GNP by legal money, Tanzi was able to derive an e~timate of the 

income vclocity of I("gal money. Since he assumes that tl.e income vclocitics of the 

hiddcn and above-ground scetor are Identical, undcrgmund GNP is then the produet of 

underground clllrcncy balances (Illegal moncy) and the above-ground income velocity of 

(1 bove-ground Ml balances. 

In COll1p,U ison to Peige, il is interesting to note that, the cstimates thal Tanzi arrived 

al are quitc lo\\'. ln facl, the tax driven model gcnerates estimafes in a relatively narrow 

range of abOlit 5% of GNP. 

27 Vito l'anrJ. "J'he l'ntlcrgwund Fcnhlllly mille United States: IMF S/ùffPapers 33 (1986) 781 
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2.1.5 The Transactions Ratio Mcthod 

The second approach developed by Feige is what is known as the transactions ratio 

lllcthod. The main ingredicnt of this analysis is the ratio of total transactions to Gross 

National Product. 

Feige puts forward the idea that monctary uansactions in thc suhtl1crgrd rconomy 

will be recOIdcd in rnca~lIres ()f total transactions, but c:\r1l1dcd fmm rccolIll'd Illl'OIl1C. 

Bence, changes in the ratio of IJansactions to incolllc will rcOect change .. in underglOund 

activities. 

The key assumption in this analy~is is that "((l(al transactions, the \UIll of dchits ln 

chcckable dcposits and the lotal dollar volume of cllrrcncy tl,m-;actions, are plop0\1ional 

to total economic activity."2lI29 

However, Fcige rccogni7ed that a measUlc of gross tran.,actÎons might not he 

appropriatc for this mcthod. Spccifically he was COI1CCIIlCd ahout "the changing patlcrn 

of transfer paymcnts ovcr lime and the Pllrcly tïnancial tran~;H'tions H'isociated witl~ a.,,,ct 

exchangcs which probably had incrca~ed dramatically in rc~pOlhC to varinus tïnancial 

innovations."30 In order to derive the transaction,,> mca.,ure applOpriate for c.,timating 

underground activitics, Feige dcducted a number of major financial Ilan.,aclio!11\ ln arrive 

al a net transaction figure. 

As in the prcvious two mcthods, it is now necc~.,ary 10 deI;,,) the tcchnical 

28 Total hcrt' mc.ms the swn of Brove ground anel underground 8ltJ~lty 

29 R Portl ind Â Rayer. "A MClllclal)' PlT~pc<.tlve on Un,I, rground A(11~lly 111 the l'lIIl,o <;tdtl< l,dual Ptt..,vt fl .. /I,',fI (M." .. l'JK1) IK~ 

30 Velge. 7 he Uflderground Econolnlts Tax f.VtlflOfl and InforT1VJ'lOn OL'/or/W1I. p 134 
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cxplanation of Feige's analvsis. The approach borrows many of the aspects of the simple 

quantity theory of moncy, whlCh specifics an relationship belween MV which arc the total 

volume of paymc11Is, and PT which are total transactions. "If il wcre possible to obtain a 

e~timate for the two then any differcnce between the measures would represent an 

c'\limate of the total volume of transactions. "31 However, wilhout estima tes for the total 

volume of transactions it is csscntial to employ estimates of the total volume of paymcnts 

(MV) which may in turn be l1~ed to eSlimate total unreported income. 

Following Fcige's expo.,ition, let (py)" = total incorne, D = checkable deposits, (PY), 

= recordcd income, Vol = checkable deposit vc1ot.lty, (py). = unreportcd incorne, PT = 

total tJ ansactions, C = currcncy, V, = currency velocity. 'nlen, 

• 
PY = PYr t Py" (3) 

and 

(4) 

If total transactions is assul11cd to oc proportion al to total income then the equation of 

cxchange implics that 

---- ---------
31 Ib"l. JI 49 
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(PT) = kO = (CVc +DVd) 
(py)* (py)" 

(5) 

and 

[
(CVc+DVd )] ° 

(py),. = k O - (PY)r = (Py) - (PY)r 
(6) 

"Givcn cstimutcs of total paymcnts and recordcd incomc it is pos~ih)c to ohtain c~ti111atcs 

of unreported income, givcn the bcnchmalk paramctcr le' - k' is obtaincd cilhcr by 

assuming there is sorne period when incol11c was recorded propcrly, or from an 

independent eSlimate of the plOportion of total incoll1c lhat is unrcportcd in ally givcn 

year, "32 

feige contends t!::lt the tran'lactions method of estimating undcrground a( livity is 

quitc diffcrcnt from the currency ratio methods. First, he explains that thcre are no 

assumptions concerning the exclusive use of money as a medium of exchangc or the 

assumption that fixes the ratio of currency to chcck use in either rccordcd or unrcportcd 

transactions. Morcover, no assumption is requircd conccll1ing the <;i/c of the ÎncOlllc 

velocities in the above-ground or submcrgcd scctors. 

Yet, as Feige later acknow1edgcs, the tral1',(lclion ratio docs not avoid the 

32 IbId. p. 48. 
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requirement of some sort of benchmark period where no underground activity exists. In 

rcfcrence to the above exposition, this wouId involve some estimation for /c'. 

The transactions ralio melhod estimates of the shadow economy produce even 

larger eslimales than the currency ratio techniques. Using 1939 and 1964 as base periods, 

the estima les range from 30.2 to 36.6% rcspectively in 1975, 10 as higil as 59.8 and 

67.7% of GNP in 1981. These values remain the highest estimates of underground 

activity in the United States. 

2.2 CriticisIl15 (lf the Monetary Approaches 

ft is qllile apparent, from our review of the Hterature on underground estimation 

procedures, Ihat thcre is a wide controversy surrounding the usefulness of the monetary 

Il1cthods. Indced, many economists point out thal the only advantage of monetary approach-

es is the production of sorne sort of approximation. This advantage is, however, usually 

ovcrshadowcd by the numerous crilicisms and disadvantages of the theoretical melhods. 

Although eaeh method of estimation is somcwhat different, a11 of the various monclary 

analyses eilher use, or rnodify the following assumptions: 

(1) a bcnehmark 01 hase year where underground activity is assumed to be zero; 

(2) the clIncncy/dcmand d'~posit ratio ~ rcmains constant over time except for changes 

induccd by the growth of unrcported incorne; 

(3) currency is assutllcd to he the exclusive medium of exchange in unreported transactions; 

(4) the incol11c vclocitics of the above-ground and underground sector are the same. 



21 

The most widely used assumption is (1); that is, the necessity of a base pcriod or 

benchmark year. Gutmann's, Feige's modified version, and Tanzi's method a11 cmploy this 

assumption in their analysis. Por instance, Gutmann and Feige both llsed the ycars plcccding 

the Second World War as thcir base pcIiod, sinee they bclieved lhat, during this lime, income 

in the unobserved sector was zero. They justified this approach by ~pccifying that prim to 

the introduction of income tax, the inccntives for unrcpOIted transactions wcrc nit, and 

thcrcforc, no unreported ecollomy existcd at this time. 

This benchmark assumption has been widc1y C1ilici7Cd "ince it is mo:-.t apparl'Ilt that the 

evasion of income taxes is not the only motive for hiding income tlow. There ale !pany 

iIIcgally based profit motives that require this degree of anonymity in onkr to dodgc 

regulations unrelatcd 10 income tax. Dmgs, gambling, pro:-.titution, and sllluggling élie jusl a 

fcw undcrgIOund activities that provide ample inccntive to avoid rcponing income. 

A further problem, associated \vith the me of a base pcriod, is that a !.mal1 change in 

this assumption could dra"tically change the cstimatcd size of the underground cc(\nomy.)) 

For ex ample, underground GNP can take on Ilcgative valucs whencvcr the lIctual rurrcncy 

ratio becomes sm aller than the bcnchmark ratio. 

The second assumption of a constant ~ is another major l.hortcoming of the monetary 

analysis. Both Fcige and Gutmann put forward that the currency-demand depmit ratio is 

constant over time and any change in il is duc 10 an incrcasc in submergcd élctivilics. Yet, 

both economists fail to explain that an increase in the ratio may not only he the rc~ult of 

increased cash demand, by individuals engaging in hiddcn activitks, but also may be duc to a 

weakness in demand deposits. For instance, Tanzi h,IS suggcsted that "the [cxhtcl1cc of) 

33 For an e~alTlple of lhll refcr \0 Appcndlx A whcrc \ WQ Bhcmatc base years arc uscd ln cooJul1ctlOn Will! tJlC 1 r.m'.' lIOn mt Ihod 
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NOW accounts in the United States has lowered the opportunity cost of holding transaction 

balances making it more attl acti ve to hold money in t!lese accounts. "34 This might lead to 

atllibuting induccd changes in the above-ground economy to the underground economy. 

Tanzi proceeded, in his exposition, to estimate ka using interest ratee; with the 

depenocnt variable i2. He considered!co to be a function, rather th an a constant over time. In 

his opinion, this assumption is advantageous since it takes account of thûse economic factors 

that are bclicvcd to havc affectcd variations in the currcl1cy ratio over time. 

The third assumplion St'HCS that currency is the exclusive medium of exchangc in the 

underground cconomy. This assumption is only necessary in Gutmann's original analysis 

since Feige (1980) wcnt on to modify the approach by assuming that i,33 is equal to two. 

Fdge's reasons for rhis modification arc somcwhat counter-intuitive since il wouJd sccm that 

the use of checks in the underground economy would be limited, in fear of leaving a paper 

II ail. His position weakens further when he points out in a laler paper, that the ratio may be 

pcrhaps 3 instead of 2. 

The final critical assumption of these various models is that deaJing with the relative 

income vclocities of the underground and above-ground sector. Gutmann (1976) assumed 

that velocÎtics are identical in both sectors. This position is also taken by Tanzi in his model. 

'l'hl' majority of cconomists, ho wc ver, are not convinced that the iIIegilimate and lcgilimate 

cconomies gcneratcd jdcntical incomc vclocities. Instead, many bclieve that the submerged 

l'conomy should have a much highcr velocity due to the nature, organizationa~ structure, and 

service orientation of underground activities. 

34 RllhRfll Purtcr snd Amanda Bayer, "A M('n<:I!1) Pcrspt'cllve on Underground Economie AClivity ln lhe United Sialcs," Fedua/ ReJtrlle 
RlllIt/1n (Marcl! 1989) 1112, 
35 F,'r Cl'Cry $2 u~c of wrrcncy ln Ihe underground cl'-~Iomy thcrc is a $1 use or checks, 
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In an effort to modify the income velocity assumption, Fcige put forth that "the service 

orientation of the underground sector leads to a higher assu!11t'd velocity for this srctor 

relative to the above-ground sector. "36 The ensuing dcbate was fervent, as various articles 

were published by those who disagreed with Feige. Most notably, Tanzi in his 1986 crilicism 

pointed out that, "if Feige has any strong reason to make a different assumption he should 

state it and declare what the precise value of ~ he would use and why he wOllld lI~C thal 

va1ue."31 

Indeed, Feigc does state that he belicved unctclground income; vc10city 10 lange from 

anywhere between 7% and 12% higher than ilS official COllntclpart. Howevcr, as Tanzi and a 

variety of others criticizcd, "his analysis is an intcresting academic excrcisc, but docs no! 

carry our knowlcdge of the undclground economy Inllch fllrthcr."38 Although, the mbitnuy 

nature in which Feige arrives nt his estimate for the underglOund vclDCity is que"lionahlc, 

yet, his effort should not go unnoticed. In ail probability, tran,actions in the undclground 

economy do have a higher turnover than in the Icgitimate one. Wc Illight "pcculalc that Ihis 

is the result of less rcgulations, the service orientcd nature of the parallcl cconomy, ancl the 

illegal nature of the transactions which provides the inccntive to increasc the speed Hnd 

quantity of overall transactions. 

36 FClge, "I!ow BI8 IS thc Irrcgular [oonomy," Challenge 22 C'lt,vcmbcr Dcccmbcr 19"9) 7. 

37 Vito Tanli, "The Undtrgroul1d Ecooomy ln the Unllrd Sutes." IMF Staff Papers (1')86) 802 

38 Ibid • p 802. 

7 
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( 
2.3 The Direct Methods 

2.3.1 The Survey Approach 

The monctary approaches were by nature more indirect, whereas the survey, or as sorne 

term, labour market methods, "are more direct since they are based on surveys of l~al or 

potcntial agents of the L;dden cconomy. ")9 

Pcrhaps, the Illost weB known of the survey approaches are those used in the Tax 

Compliance Measurcment Prograrn (TCMP). The TCMP initiative is to run checks on 

retullls and to audit suspiciol1s ones. In a special study, carried out in the the United 

States, the InternaI Revenue Service (IRS) used TCMP data to estimate unrep0I1ed 

incomes of non-filers. The estimation process proceeded as follows. First, the IRS 

matchcd survey information with administrative records from social security. Secondly, 

the marched survey records were compared to social security numbers. "These matched 

records then prod ucc [ ct] a filer series while rnismatched records indicate[ d] that the 

survey record belongs to a pool of delinquent filers, legitimate or illegitimate, depending 

on if incorne excecded or fc11 short of the filing threshold.".a With crime statistics to 

dctcm1inc the amount of illegal source income and more survey infommtion to dctcnnine 

unrcported incomc of "informaI supplins", the IRS wu') able to calculate an estimate of 

unrcp0l1cd income. 

The initial IRS study (1979) concluded that an estimated 75-100 billion in Iegal 

f 39 P IhJthclcmy ... nlr Ma. IlX'COJ1(Xnl~ ES1JJnalCS of the llrddcn Ecooomy, A CnlJcal An.!l!)'S1S." Reyltw of IlIco/Tll and Wealth 34 (1988):188. 

'" 40 M Illera. Off tht BOl'b. p 50 
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source incorne was not dec1ared. This amounted to a revenue 10ss by the United States 

Government of approximatt"ly 12.8 - 17.1 billion dollars. Thcsc cstimatcs more than 

nearly doubJed with a further siudy in 1983. 

However, we should note that the lRS cstimates, like most estimatcs of the 

underground activities, must be vicwed with caut;nn. As Feige pointcd out, 

... each componcnt of the IRS study requircd a myriad of assumptioJ1s. 
Further, the complexity and confidcntial nature of some of the data 
makes it difficult to assess the rcliability of thc final rcsults.41 

Asde From this, thcrc still lcmain important thfficultics \Vith the SUI vey type 

approach. For instance, as Philippe Barthelemy states, "If the tïcld of cnl)uiry is rC<;II il'ted 

(one area or one trade over a rcstrictcd groglaphical region), ~h(" rcsults might he precise 

but it wouid not be possible to extend thcm."42 More importantly, the IRS study 

explicitly assumes that ail houschold incomcs are accurately repOJ1ed in survcys. This 

might be quite difficult to bclieve, as cvidcnce sllggests that tlll~re is a tcnclcncy for most 

filers to under-rcport thcir actual incorne. 

2.3.2 Discrcpao'.:y Method 

The discrepancy method of estimating l'l1derground activities IS widcly lIscd by 

governments. Although therc arc rnany diffcrent mcthods that fal\ llndcr the dbcrcpancy 

category. the most impol1ant procedure is the calculation of di:-.crcpancics in income and 

41!·clge. The UnJergrOl'ntl Econormes Tax Eva.Hon and Inforl11ll/lOn [)e,/or/'on p 34 

42 P Barthelcmy, "Thc Macrocconoollc E~lJmalc~ of !hé Hidden Fconorny A \nllLal Alldlym," Rewew ofln, Omt! and W~al/h 34 (19118) 189 
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expcnditure. This particular method has providcd agencies, Iike the CSO in Britain and 

IRS in the United States, with approximations that are added to preliminary GDP 

caleularions, in an effort to include underground activities in the aggregate statistics. 

The pl imary assumptian in the analysis is the premise that while people might 

conceal thcir incomcs, they are less hkcly to hide their true cxpenditure levels. 

Information on the various incomes comes from tax retums, while dctails on expenditure 

are often ca1clllatcd fWIll voluntary household surveys. However, as mentioncd above, 

survcys tcnd to be unreliable in information gathering. This is most apparent from 

participation lcvels in expcnditure surveys in Britain, where anly 70% of those asked 

agrecd to c()opcratc.43 

Thcre is no doubt that great care must be exerciscd wh en examining the 

discrepancy cstimates. ll1e procedure of estimation itself is not weIl documented by 

Illany govcrnmcnts, and often the raw discrepancies betwcen the two sides of the 

accounts arc Ilot published. Instcad, the initial amounts arc often manipulated to the point 

whcrc sizablc discrcpancies arc Icvised and gencrally reduced. Hence the published 

c~ti111ate which is rtferred to as the "~tatistical discrepancy" does not provide an adequate 

.ipproximatiol1 of IlI1reconlcd activity. 

Anothcr problem with the discrepancy procedure is the fact that "the observed 

discrepancy bCtwCCll IWO measurcs often rcflecls conceptual differences in wh:.t the two 

mra~lIIcs purport ta estimatc"44 FlIrthcnl1ore, it is important ta note that if bath incarne 

and cxpcnditulc estimates are either directly or indirectly affected by submcrged 

------------
43 MHII,'ra. Of! th~ n""b. Il 48 

44 1'('18'" 1 h~ U",lrrground F, vn,>mus Ta~ Evaslofl and In/ormalloll Distorllon, p. 29. 
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activities, then the discrcpancy in the two procedUlcs simply mca~llre its diff~rcnce, 

lather than the "absolllte magnitude of the unobscrved sector."'" 

Most of the discrcpancy, or, accounting approaches l'stimale the hiddcll cconomy to 

be in the range of 2 to 5 percent, depcnding on the country, the ycar, and the Illcthod 

cmployed. However, as we have explaincd ubove, this procedure is in aH prohabtlity not 

a robust estimator of unrccorded artivities. Instead, as Langfclt explains, "the discrepan-

cy method does not providc a mcasUle of the ~iLC of the llnoh~crvcd scctor: it can only 

give a hint as to the cfficiency of the fiscal adminisllation."46 

2.4 Conclusions 

Our review of the empiricalliterature has providcd saille intcrc..;ting rcsults. Fi/st, flOm 

the substantial body of re'lcarch, one is able ta see the incrcase in aWarL/1CSS of the 

underground economy. Secondly, it is evident that e"timating the undclground ccollomy is 

no easy task. It reqllires the creation of substantial and somctimcs unrcali~tic a"'~lItllpti()ns, 

and the use of mcthods that producc estimatcs that are extrcmc1y vulncrable ta any ~Illall 

change in the assumptions. ThiIdly, the e~til1lates derivcd flOlll cach of the approachcs arc, 

given their range, incanclusive as to thc ovczall ~ize of thc !lubtcrrancan cconomy. Finally, 

more skcpticisll1 is intlOduccd whcn one clm,cly examines the undcrlying assumptions of 

each of the models put forth. 

4S Ibld.p 29 

46 IbId. P 201. 
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However, one should not disqualify the estimation results on the basis of results that do 

not coordinate or on the unrealistic nature of the assumptions. Instead, the models analyzed 

hcre are intcndcd to givc a broad indication of the size of the shadow economy and not a 

precise cstimate. As Tanzi states, 

The rc~ulrs obtaincd should not he taken as a precise estimate of the 
underground economy; they are, at best, broad indications of trends and 
of orders of magnitude because they are sensitive to the assumptions 
made as weil as to data rcvisions.47 

47 Vlll' Tan/J. "l'he Underground rconomy III the Umted States Annual Eçumales, 1930-1980," IMF S/aff Papers 30 (1983) 304. 



29 

2.5 Appendix A 

The table below provides a summary of complltcd underground GNP for the United 

States. The various dcrived estil11iltes are intercsting for a variety of rc~sons. The fl'sultS 

obtained by the estimation procedures show a substanlial varianœ. Sccondly, il may hc 

conc1udcd that the tramactions mcthod gives (he larges( of all the c~(illlates. 110\\ CVl~r, onc 

should he carcful in intrrprcting the tran-.actions rcslIlts sinee, as shown by the chal t, lhey arc 

extremcly sensitivc to the base ycar used. 

Whatever the case, the results obtained From the various alternative Illcthods arc 

surprisingly large and have Icd many eeonomists to the cOllclll~ioll that the suhmcrgcd 

economy can no longer be defillcd as simply an empirical (xldity. 
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Table 1: Computed underground GNP in the United States using alternative methods for 
sclccted j'cars (in billions). 

• 
year simple ll1(xh fi ed 

currcncy currcncy Transactions Variant of CID 
ratio ratio 

1939 base 1964 base TW T 

1950 15.9 21.5 27.6 43.1 14.5 9.4 
1955 14.7 15.6 1.7 21.6 12.8 10.9 
1960 17.3 17.1 -3.4 21.5 20.7 13.2 
1965 31.6 38.6 9.6 44.3 26.3 17.1 
1970 62.4 88.6 101.0 155.2 45.6 25.3 
1975 150.8 246.0 467.3 567.1 77.0 46.6 
1978 226.1 460.2 551.1 685.6 114 80.9 
1979 317.8 558.5 628.4 779.2 130 88.6 
1980 312.8 666.9 1095.6 1280.1 159 116.9 
19R1 427.1 767.6 1765.6 1999.2 n.a. n.a. 
1982 449.7 810.5 n.a. n.a. n.a. n.a. 

CID = currcllcy j atio 
TW = wcightcd average tax rate on intcrest income 
T ='0 ratio of total tax paymcnts 10 adju~tcd gross income 

Source: Edgar Pcige cd., The Underground Economies: Tax Evasion and InfOlmation 
DislOrrion (CambIidgc: Cambridgc Univcrsity Press, 1989), p. 131. 

-, 
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III The Policy Implications of an Underground Economy 
W.~4 _______ W~_~ __ -'~_. _____ ~~ __ ~I _______________________ ~ ___ n;--_., ______ ~=__ 

The objective of this section of the papcr is to anal). <! the implications thal an 

undergIOund economy has on such items as, the national stati~tics, savings and invc'itment 

capabilities, cxchange rate movelllents, fiscal and mnnctary polie y , and the structure of tinancial 

markets. In order to fuI fi Il the above task, we will first put fOlward a theoretical rational 

expectations model that is conwnicnt in explainÎng the notion of "poliey illusion". In other 

words, govcrnments incorrectly inlcrplct économie indicators, and re.let with the u,e of 

ovcr-~timulative cconomic poliey. The rcsults of lhis modc1 arc cXlrcmcly contlllvcrsial in that 

stagflation, defined as ri:;,ing unC'mploymcnt and inOation, may, pcrhaps, be only a '\tati~til'al 

illusion", 

The rational expeetations m()(lcl is quite IObust sinee it may be llscd to explilin poliey 

prescription problems in both dcvcloped and devcloping eountries. 'Inis fact is extrcmcly 

important, as many individuals arc of the opinion that underground activitics arc only Il probkm 

in Jess dcveloped COUlltries likc Colombia, Peru. and Mexico. Howevcr, undergrollnd activitics 

ale no longer limited ta lcss developcd countries as is apparent by the rcecllt policics of the 

United States and Britain who, both lcd by the suppl Y side doctrine, institutcd a va~t array of 

rcfarms in an effort to dccrcase shadow activities. 

At the same lime, one should not fOI get the importa 1CC of the undcrglOund ceOllOl ny in 

lcss dcvelopcd cOllntries. In mast instances, ~lIbtclrancan activitics have aggravatcd CCOJiolllic 

malaise to the point of no rctufll. The parallcl ccollomy has severe implications for exchange 

rate fluctuations, dcbt-rnanagement poliey, and technologieal advanccrnent. Morcovcr, mOllCy 
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lallndering, capital flight, unccrtainty for invcstment, and lax evasion, have aIl contributed to 

SlIccc ... ~ive dcvaluations of the CUlrcncies in these nations, thus rcducing that cOllntry's 

competitive pmition and making for an unfavorable investment cHmate. 

1 Jcncc it is the objective of Ihis section to analyze, and attempt to understand the effects of 

an underground cconomy in both dcvcloped and developing countries. 

3.1 Two FaHacics surrounding the Underground Economy 

Before dcaling directly with the implications that the underground economy exerts on 

economic conditions, il is finit /Icccssary to explain Iwo fallacies surrounding the whole 

notion of a hiddcn economy. Filst, in theory, it is incorrcctly assumed that slIhmerged 

activitics ale di~tinct and scparate from the above-ground economy. For instance, when one 

speaks of national income or any other of the broad bascd economic statistics, the se 

indicators arc refcrring 10 icgal or Icgitimate activities only. Sccondly, as Alejandro Portes 

and Manuel Ca~tel1s point out, thcre is a widespread belief that the underground economy is 

a clIphcmisl11 for povcrty.48 Thlll, as we shaH sec later, is not the case. 

ln onier to properly as-;e~s the convention al wisdom of the separateness of the parallel 

cconomy, it is nccl'ssary ta return to our dcfinition of ~ubmcrged acti /ities. Mattera states 

Ihal "Iransactions in the infonnal scetor are diffcrent from convcntional on es hccause they are 

1Il1lcguJated, not t<lxed and ullmcasurcd."·9 Carson provides examples of what such activitics 

411 A r'1f1C< ~nd M ('JI<'cll<, nif Informai ELonomy s/udlef ln ad~ancl!d and less devtloped COlm/ries (Rdlllmorc' The John 1 ropkins 
l'n,v"I"'> PIl'<. 191\9), p 12. 

49 \huClR, Off rh. 8(>Qk.t. p 4. 
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Illight inc1ude. Smuggling; the illegal trade in drugs, tobacco, and alcohol; moonlighting; 

padding expcnse accountll; working for tips which are only pilrtially dcdall'd 10 the 

authorities; and il1egal prostitution are only ct few of the many Iypes of undcIglOlIlld 

acti vities . .sa 

It is c1ear [rom the sc cxamplcs that thcy arc nol entirc1y distinct from the formaI slxtor. 

For instance, not declaring tips while working in a bar or restaurant is part of the infonnal 

sectar but takes place in the formaI sector. ll1C same is tme for the padding of C\pl'IISC 

accounts. The activity is pCI formed within the fonnal or above-grolllld cconomy. Thcsc 

examples are particularly u~eful in that they also hclp ta disprove the myth that the 

underground economy is bascd on entilcly Cl iminal activitics. 

According ta Panes, there is ~trong cvidcnce of the systematic linkage bctwccn the 

f0n11al and infonnal scctors. For example, individual wOlkcrs may switch bctween the two 

economies, even during the sa me work day. Similar results were vcrilied by a mueh 

publicized study known as the "Detroit cxpcrimcnt".·'t 1 krc it was round thar, 111 many cases, 

it was I1ece:,~ary for individuals, in arder to survive, to moonlight anù not dedarc the wages 

frOIll rhcse aftcr-hoUfs jobs. "The infOI111al cconomy is thus not nn individual condition, but a 

process of income-gcneration, charactcrizcd by one central feature: it is unrcgulated by 

institutions of society, in a Jcgal and social environ ment in which ~imilar activItics are 

rcgulated. "52 

It is also possible ta take an absuact applOach 10 the whoJc notion of the undt;lgnHlIld 

economy, by stating that the infonnal eCO!1omy cxists becau<;e of the fOlmal ecoJ)omy. In an 

so nuaI Carson, . 'The Underground r.. ,lomy' An Introduction," Sune> ofelUrcm RIL"ntH 64 (May 19R4) 21 

51 Carl SImon and Ann Whtle, Beallng (ht Syslem 7 he Undergrw.nd I!ronomy (BoI!on Auhurn Hou!e Puhh Ihlllg \t), 19112), P 35 

52 A. Portes and M Caltells, The InformaI Economy slMles ln adval'lced and I(~s dlYrl.Jped coll1llm~. p 12 
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idcal market ceonomy, with no regulation of any kind, the distinction between fonnal and 

inronnal would lose meaning sinee aIl aetivities wouJd be perfonned in the manner we now 

cali informaI. At the opposite end of the seule, the more society institutionaJizes its economic 

aClivilies, and the more individual agents attempt to escape this institutional structure, the 

dCCI/cr the divi~ion bctwccn the two sectors. Thus, it is because of the fom1alized economy 

that the infollllal one exists. 

rcrhap'i, no whcrc cIse was this ab~tract approach cxamined more carefully than in 

Edwin, whcle part of Margaret Thatcher's supply side ~trategy was ta rem ove institutional 

rigidities and decrcase taxcsY The logic behind thcse proposaIs were twofold. First, it was 

hopcd that the lC1110val of institlitionaI rigit,ities wOlild allow capital and labour to opera te 

more rffcctivc1y. This would have the errect of increasing productivity and wages, which 

would crcate a t1ansfel flOm the infom1al to f0Jl11al economy. The faet that it was neccssary 

for wag(',> to incrcasc was extrcmely impoI1:mt since rnany believed that "the emergence and 

plOhreration "f in fOi mal relations are closcly reJatcd to the prevalcnce of low wages."S4 

Howcvcr, in hindsight, it is safe to say that the British cxperiment was a fa il ure. 

S(x'Îœconomic int'quality has grown, houschold ineorne distribution hr,s worsened, and the 

mm.l outstanding outcome has bccn the huge Joss of jobs. Amhor Guy Standing argues that, 

in faet, the situation is worse for unemployment th an is implied by the figures. "The reason 

is dlllll1g the last dccade the labour proccss has bec orne more flexible, Ihat is, far more 

precariOll" and infonnal to the extent that fewcr workers have full time regular employmcnt." 

5.1 SlIlllldr Il<lhll(,~ \/oCIC IllIhalcd 1II1hc Unllcd SI dies ln the t'Jlrl) 1980'5 Imder Pn:SIIlent Reagan 

54 A l'llrtc~ and M Ca'lcll, cd fhl' Informai ECOllOlII) slualel ln adll(Jl1ccd and Itss developl'd cOwrJrits, p 95. 

55 Ih,,1 • r 2H9 
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The second fallacy surrounding the underground economy is the close association that 

il scems to have with poverty. However, as Portes explains, the slIbtcrrancan cconomy is Ilot 

a cuphemism for poverty but is instcad a specifie "form of relationships of production, while 

poverty is an attribute linked to di~triblltion."~ The infom1al economy is universal and is not 

only limited to deveJoping countrics but is also very prevalent in dcvclopcd cconomics. This 

is substantiated by the empirical findings of Gutmunn, fcige, and othel s that wt'rc di~cu~~cd 

in the previous chapter. 

Whether the undelglOllnd cconomy is larger in some cOlllltrics th an in olhers is 

somcthing beyond the scope of Ihis paper. Instcad, our task is to analy7e the implications 

that a large black cconomy has on the vaJÏolls econornic inJicators, and policics Ihalnl'c I/sed 

by governl11cnts to crcate a stable and lObmt economic cnvironment. 

3.2 The l\1acroeconomic Effccts of Underground Activitics 

3.2.1 Effects on the Aggrcgate Statistics 

In principle, GNP providcs an indication of the value of ail final gO(xtli and services 

produced for a given time frame. In practice, howcver, not ail l'conomic activity is 

accounted for in GNP. Most of the OECD countl ies try to include undcc1arcd Icgal 

ploduction in the GNP, eithcr by using ba~ic ~ourccs that arc bclicvcd to he free of bias or 

by making, in some Cdses, ad hoc adjuslrnents 10 the basic sources that appcar to he 

S6 Ibid. P 12. 
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biased downwards. Yet, only Italy and the United States include any estimate of ilIegal 

production in thcir national accounts and as Derek Blades points out, the amoullts 

involved arc trivial.Y1 

for instance, in the United States it has becn calculated by the OECD that, in 1976, 

iIlcgal production amounted to 1.5% of GNP; undcc1ared legal production amounted to 

2.2% of GNP; and fiddles, or employce thert was 0.5% of ONP. Out of the 4.2% of total 

ull(lerground activitics, only 1.5% \Vas already included in GNP. 

The mcthods cmploycd by the OECO in their study are similar to the approaches 

uscd by variolls governmcnts. 'n1e following are a few of the ways the OECD caJculate 

an estimate of various undcl ground activities: the use of statistics from tax audits as the 

l'CMP dacs in the US; the cXilmination of c~timates of GDP or its components that have 

becn derived from indcpcndcnt sOllrces; the comparison of the cxpenditure side of GNP 

10 ilS income countcrpart. Althollgh as cxplained in Chapter 2, these methods of 

estimation, like a11 tllcthods, have serious disadvantages and they, perhaps, contribute to 

the conscrvative cstimatcs put forth by the OECD, 

Howevcr, thcre are those who view the OECD figures with more credibility th an 

the cstimates anived at by Jnland Revenue in Britain. There, in an attempt to estimate 

1I1ldcclared legal production, In land Revenue look various hYPOIhetical levcls of total 

lIndcr-rcporting--15% of GDP, 10% of GOP, 7% of GDP--and converted them to a per 

WOI kcr basis and then selectcd one that was cOllsidercd to be Ilot plausible. 

According to Inland Revenue 6.5% GDP underreporting could 
potrntially have arisen on the assumption that the two million self 
employed persons in the UK conceal an average of flOOO of income 

57 Ix-n J.. Blade!, 'The J Il.!'!.'fl Fwn"my Blld the Natlondl A<-l'OunlS," OECD Economlc Out/ook. OrcaslOlIG/ Sludlu (1982) 28 
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per annum and secondly six million wage earners conecal (out of 23 
million) earnings of about [1000 per annulll mainly from working on 
their own account in Iheir sparc lime." 

It is interesting tr Ilote the ad Iwc fashion in which Inland Revenue uses to dcrive thcir 

"guesstimates". More importantly howcver, it is critical to rcalize that this mcthod, and 

the various athers dcscribcd, are \0 be t1scd only as blOad ba-;cd approximations of 

underground activity. This is due ta the camplex nature of the estimation proccss, and of 

the shadow economy itself. BOlh factors makc it extremcly diflicult to anive at any 

conclusive e~timates. 

Given that an underground cconomy cxists, then dcpcnding on its sile and glOwth 

there might be dire consequcncrs for a cOllntry's aggregatc Mati~lics. If a :-.uhstantial 

underground ccol1omy is Ilot inc1uded in, say, GNP, the rC~lllt is a performancl' intlicator 

that will he undercstimated. Italy, for inslance, in an altcmpt 10 include slIhmclgcd 

activitics in its GNP, rccvaluatcd that country's wholc I,;~timation plOCCSS ba\cd on 

improved survey procedures al1d more accuratemailingli~I~.Thedcbatcwasintense.as 

many economist~ qucslioncd the proccss Ihat changrd Italy's GNP sub~tantiaI1y. Table 1 

presents the impact of the changes in GNP by activity. 

The pClcentlige increase, in the rcvhcd cstimates of Italy's liNP, is rcmarkahle. 

However, !lome economists accept !/lcse revisions on the basis that it would not be 

58 Ibid. p 36. 
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lIm,sua] for Italy to have a larger underground economy than the United States or Britain. 

This is ùue to the fact that Italy is prcsumed to have proportionatcly more peasant fanners 

and self-cmployed individuals who make up a large source of hidden activities. 

TABLE 1 

ComparisoJ1 bctween fomlcr and rcviscd cstimatcs of GDP by kind of activity: Italy 

Percentage incrcases in revised cstimates 

1975 1976 1977 

AgricultUlc, etc. 0.2 2.3 
Mining and Encrgy PlOducts 0.1 -0.3 1.3 
Con~truction 7.2 7.2 8.6 
Other Industrial Output 14.3 13.7 15.3 
Trade, hOlcls, etc. 14.0 15.1 16.6 
TJansp0l1, cIe. 12.1 7.1 8.7 
Non-mai kct Services 19.3 18.7 18.4 
Olhcr Services -2.0 -1.7 -3.1 

GDP 9.0 8.9 9.8 - _ • ........"., ., _____ ~ ~d 
.... ;QIR' "....'G" - - .~ 

Source: Derek Slades, "TIle Hidden Economy and The National Account", OECD 
Rcollomic Ourlook: Occasioll111 Studies (1982):34. 

The rcsult of a large underground sector on macroeconomic activities is clear. The 

black economy makes accuratc mcaslllcment of economic perfonnance impossible, and 

thcreby not reprcsentative of rcality. As we will sec, fiscal, uncmployment, international, 

and industrial polie)' based on official statistics, which do not accot/nt for a sizable 

p:lrallel scctor, WIll havl.. misguidcd cffects. This is the result of what economists term as 

"slil!btical illusion". 

In economics with extensive shadow aClivities, three factors are most apparent with 

respect to the aggregate Sl.ttistics. First, uncmployment will he understated as those 
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working in the subtcrranean cconomy are counted as officially unemploYl'd individuals in 

the above-grollnd economy. Second, the rate of glOwlh will be und\'rstatrd as it is 

actually higher than the mcasurcd rate of growlh if the underground cconomy is growing 

faster than measured ONP. Third, the inflation rate will be cxaggrratcd as priees in the 

paraIlel economy are likely to be growing at a 10wcr rate than those in the lega1 cconomy. 

Incidentally, thcse lower priccs often plOvide mllch of the inccntive for the switch fWIll 

overground to underground activitics.59 

When goycrnments hase many of thcir polides on the statistics that arc dcsclÎhcd 

above, the rcslIlt is ovcrly ~timulative Illonctary and n'ical policirs, that thll'ah:n 10 

introduce ~tagflation. In ordcr to propcrly asscss thcse conclll~ioJ1s it is pertinent to put 

forth two models Ihat cxplain policy cffccls in an ecoJ)omy with an \J/H!crgJOund 

economy. 

3.2.2 Monctary PoJicy and the Underground Economy 

The development of po1icy based on biased statistics will he over-..,timulative, and 

mé.y causc inflation. In fact, ~ome analysts claim that the apI',lIent brcakdown of ~tandard 

macrocconomic thcory in the 1970's, manife~tcd ilS stagnation, may he a direcl r('sult of 

this misgllidcd macrOC'conomic poljcy. 

59 The dlcory of lower pnœs ln the underground economy ha! becn wldcl)' dl'pulCd GIVcn hlKh<.r velot Il)', Ind cklle mlclralirAl ri tho aho.,. 
ground economy Wlth the hlJdcn rwnomy. JI ha, h<.cn ,uggr,lcd Ihal pme (hrrcrcllllal~ would nol he large C11(~lgh 10 .((c<.llhc '1\1( rMllmnalJon 
SlaUsfles, Morcover, smce the pHallc1 and oHrgroond C<.orlllffiIC' arc dUlel)' rLldtcd, Il 15 hlghly prul14hle lhdlmfonlldtMl rcgardlIIg l'TlV'' 01 
products or servILes 10 the suhlcndlledn economy. woulcl bc rcadlly a<.ces5rhle (rom aoove ground markels 
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Hence, il the objcct of this section to explain, by way of a thcoretical model, the 

concept of "policy illusion" whcrcby policy-makers rcact to obscrvcd economic infonna-

tion wilhout regard to the cxh.tence of the unrecordcd cconomy. 
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Figure.\ Hft'd of (ln E\l)gcnolls Shlftto the Unrccordcd Scclor Whcrc the Long Run PllIl\lpS 
('ulve IS Vt'Iticnl and ~Iunclal)' Polt(y IS COlllltclcycllcal 

Source: Edgar Fcigc cd., 11ze Undcrgtound Economies: TlU Evasion and Illformation 
Distortion. (Camhridge: Cambridge University Press, 1989), p. 87. 
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Following the expmition put forward by Fcige!!O wc will examine in this, and the next 

section two rational expectations (RE) models and explain the rcsults whcn each system 

is shocked by an exogcnolls growth in submcrgcd (\C'tivîties. 

Through the examination of figure 3, one is able to see that the Phillips cmve, 

which shows the trade-off betwccn inflation an unemployment, is vCltical. This implics 

t!1at the monetary authority is charged with the rcspon~ihility of maintaining full 

cmploymcnt. The rational expectations equilibriull1 is point A whclc initially thcrc is no 

inflation. '111C mode! is con~tnlctcd to confonn with the RE type of world where stahllity 

occurs \Vhen the monctary growth rate ni equals the rate of growth in rcal incomc y. 

Bence, cquilibJium will be maintaincd at A '10 long as ni :-- y Point'i 10wcI than UA will 

only incrcase inflation and cause a movement hack tn UA' 

\Vith the !11()(icl now cxplaincd, it is ncce<;~ary to ~hock thc sy~tcm ""ith SOIl1C ~ort 

of occurrence in order that wc may procccd with the comparative ~tatjcs analysis. In this 

case, the shock willtake the fOlln of an illcrcase in ~ubll1clged activitics which may he 

the reslIlt of, a war, or illcrcase in tllxes. Whatcver the case, cithcr ~hock has the crrcet (lf 

creating a transfer of individuals from the recordcd, to the unrecordcd scctor. 'Ille rca),on 

for this transfer is that the inccntive to engage in ),hadow activitics is il\\umed to have 

increa~ed. The individuals who have moved to the para11cl economy arc IlOW dcdarcd 

ofticially unemployed. 

The ncw observl:d uncrnploymcllt is VIC' This induces a monetary cxpan~ion, ali the 

Central Bank secks 10 limit unemployment effects. The inerca\cd moncy growth ni) WIll 

M f'Or FClgc's analy~l~ sc.c Fcigc, E cd. The Underground EconomIes T(u f.vallOn and In/"mulflon DH(U'(JfJfI Camhrlllgc Cdrnhrrdge 
Unrvcr~lly PrCl>s. 1989. 
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act to ilH...rcu!.c priees to fi 1 sinee the monetarj growth rate now exceeds the growth rate in 

rcal incol11c. Tne ncw equilibrium is at point D whieh is characterized by increased 

inflation, and wherc obscrvcd uncmploymcnt is highcr than actualunemployment. 

The result of this shock is the appearance of stagflation. Moreover, the effects of 

this are f1ll1her cxacerbatcd by cvery other exogenous shock that will cause another round 

of actllal inflation, and even more pcrceived unemployment. 

The m<xlcl has surprhing results. Stagflation, in the presence of a large hidden 

economy, rnay be no more than a '\tatistieal111usion" .61 

3.2.3 The EfTecls of Fiscal Policy 

As with !11ol1ctary policy, the effects of fiscal policy may also be more aggravating 

than use fuI. Givcn a sizable and growing submergcd economy, the tax burden falls on a 

group whose numbers arc in decline--tax compliers. As economies grow and mature, the 

state's nced to supply more public go<X1s inlfeases. As individuals and fimls rclocate 

thcir Hctivities underground, gOVCI nments are forced to increase the lax burden on the 

rClllaining compliers to kcep revenue !-.table. This, of course, forces more activity 

underground. The lesult is, in many cases, a viciolls cycle that many countries are unable 

to escape. 

--------------
61 1111' 1< ah" th,· ,"'e \\ hen th" nll,,!c1I' mo .. hficd 10 Ill- lu .le an upward slormg Phllhps curve. Although. the rcsu)ts are even more 
.1"\8,1 Itmg.lhsn fil the ~lrl1ph(jcd ~el~lon Ihat \\c haH l \pldlnt:d hcre For a drl,n)cd analym oflhe upward sloplng Pllllhps curve mode! see: 
FClgc. r cd. 711~ (1",/. 'SrtJwul Econ.,mlts Tox F."a~IÙII an,/lnforma/1011 Du/or/10ft Cambndge Camlmdgc Unlvc~ily Press. 1989 
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ft is useful to cxpt:lin the effcct of fiscal poticy by means of a theorrlical mode!. 

Once again, Ihe analysis put forward by Fcigc has clI.acling rcsults which qucstion the lise 

of fiscal policy in association with a sublcrranC'an economy. The modcl hcrc, howcver, is 

l'cr caplla 

-------_._-------------..... 
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Figure 4 Hfl:t1 of an E\ogcnoll'i Shlfl 10 Ihe Unrcpolled Sl'llor Wherc ~1()1J(' .. lIy Pohcy 
Pur~lIe~ a Pliee Slablhly Target and Fl"cal Poll(Y Rrllc,> on AIIIOII),tIIC SI.lhlh/l'f!> 

Source: Edgar Fcige cd., The Underground Economies: Tax Evasion and In!ollna(ion 
DislOrrion. (Cambridge: Cambridge Univl:f:-,ity PIC"iS, 19X9), p. 95. 
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somcwhat diffcrent than that in the monetary case. ll1e main differen,:,e is tnl.. ~pproach 

of policy-makcrs to stabilization goals. Unlike before, strict.;r control of the n.oney 

supply, and hcnce rcduccd inflatjon, is favored to intc'"t!st rate stabilization and fl/Ji 

employmcnt goals.62 

A simiJar position of stricter cOlltJOI of the money ;;upply was, in fact, adopted by 

thc B"nk of Canada arollnd 1974 undcr the directior. of Gerald Bouey. In the United 

Stat~s, the Fc<.\cw\ Re~crve Board fol\owed m0rc ~ tringent monetary policy around 1979. 

ln both COllntries, the burdcn of income and c'nployment stabilization now fell more 

heavily on fiscal po\icy. 

Figul1' 4 \)[0\ idcs an exarnple of a system wherc the monetary authorities succeed 

at fixing a moncy growth rule with the effect of stabilizing inflation at a low lcvel. ll1e 

points ACE Icprcsent the trade-off in uncmployment and interest rates that are consistent 

with cquiliblÎum. As real intclcst rates increase, invcstment decrcases, capital stock 

decrea\cs, and uncmploymcnt is created. 

The lowcr 1 ight quadrant lcprcscnts the cxogenolls relatiol1ship betwccn the level of 

unemp\oyment and lcvcl of real government debt. As Fcige explains, when unernploy-

ment increases, rcal tax rcvenuc falls as the income tax ba~e shrinks, At the same time, 

govcrnment expcnditures will rise to mect the the higher nccd for unemployment 

hCllcfits. As a rcsuIt of monctary policy bcing fixcd, revenue shortfalls mll~t be financed 

by public borrowing which inèrCLl"eS the prcssure on intcrest ratcs. This is explained by 

the locus of points in the upper lcft quadJant of figure t which dcpicts the trade-off in 

02 Fdt:H1 Fl'Ige. Th, L'ndasr(lijnd I:LÙIlOllllts 'fat E ... asioll ami Illforma/ioll Dis/or/IOII p 93, 
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government bonowing and intcrest rates. 

A shock to this system, c\cmplified by an inercase in underground &ll"livitics will 

have the effeet cleating higher lJnrmployllll'nt and thus moving the linc ACE ln BDF. 

However, BDF. is an illusionary position. Unemployment is the samc as bcfore since 

individuals leaving the ovcrgl '1und economy have sought cmployment in the submcrgcd 

economy. With the filleal authority only able to sec the perceivrd 1I1ll'mploYIl1l'nt, tisl"al 

poliey will be invoked automatically, and thus produec a larger dcficit. 

In figure 4, the larger deficit is depicted by an illerca,c in b \0 hl' which in t\ll n 

forces intercst rates to increasc From , \0'1" Inereased intcrcst rates act tn plOducc a !eal 

supply side effcet in both aetllal lIflcmployll1L:nt ta point C, and obser wd uncmploylllcllt 

ta u2• "EquilibrillT11 inflation is unaffcclcd but the merl' illusionary cffcet of highcr 

unemploymcnt has crcated the reality of higher intelcst 1 ates and incrcascd rcal 

unempIoymcnt."63 Funher incrcases in the lIndcrglOlIlld eeonomy will only Hct to sC'nd il 

second round of incrrased interest rates, and real uncmployment. 

3.2.4 Savings and Invcstmcnt 

The erreet of a large underground eeonomy on an ecol1omy's potcntiallo save and 

invcst is hazardous. This is parlicularly the ca~e when it COI11CS to dcvclopll1g couIltrics, 

who requile domestic !lavings to finance necdcd invc~tll1cnt. 

However, the savings-invcstment problcm is Ilot only limitcd to llcvcloping 

63 Edgar FClge. ed • The Un..lel ~,ound F.conOmltf 'fax F.Vùslon C'l<f In/am.1Mn DeI/or/IOn p 96 
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countrics but is also of increasing conccm to policy-makers in more advanced nations. 

As the illcgal ~cctor cxpands, informnl indmtries are able to avoid a variety of taxes and 

rcgulations which le~ults in a Joss of government revenue. Thcre fore , businesses in the 

fonnal sector will bear an unfair burden of the taxes which, in tum, reduces theiT 

investment capabilitics. Dedining investmcnt and capit,.l fomlation have setious conse-

qucnccs ~illcc bOlh often signal declcascd prudllctivity or 10wcI glOwth in GNP. 

Morcover, policy decisions, relaling to savings, can be rnisguided when there is a 

!Luge illcgular ecollomy. As Joel Houston points out, ~ince policy-makcrs base their 

dccisions on hb.tOl ieal data, repoI1ed incomc and consumption c~timates might !cad the 

tluthorities to conclude that houschold saving rates are cither 100 low, or in decline. At 

the saille time, howevcr, individuals rnight be earning il1come in the undt gmt/nd 

('conollly. 'OlC bl'licf by the authorities of low savings in the economy, could potentially 

rcsult in 11I-dcfined savings policies due to incomplete infonnation about the economy's 

pl'rfonnancc.64 

The savings-invcstl11cnt problem describcd above is cven more aggravated by the 

capital Oight prob1cm. Thcre arc many rca,olls put forth in the litcrature, that attempt to 

a'iSCSs the undcrlying causes of capital flight. Overvalucd exchange IlHes, higher intcrest 

laIes in foreign coulltries, and undcsirablc invcstment conditions arc only a fcw suggested 

causes of the capital flight problern. Whafcvcr t1~e ca'c, as CUlllby and Levich explain, 

capital Oight has scriolls ünplications since "hot moncy flows may destabilize financial 

markets by w;sing a cauntry's borrowing nceds; capital flight rai~es the marginal co st of 

the forcign dcht; and once capital leaves, it never retums, rcsulting in lower domestic 

64 J Il''11'1''11, "nlr l 'rhkrgwund f.( ,'uorny A TrouMmg IS<llC for Pohcy-makc"," F~deral Rt'snve BOille 0/ !'),tfotfR/phUJ, Work1l18 Paper 
l19K7) 7 
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investment and a lower tax base. "6S 

Declining investrnent is not only due to the savings constraint or capital flight 

problem, but also is the result of the nature of the underground economy. As } klnando 

de Soto explains, the subtcrrancan economy is typified by busincsscs whose tcchnology is 

usually labour inlensive since the costs of operation, of an illt'gitimatc business, arc orten 

higher than a legitimate one. An cxample of this incrcascd cost, 10 an cnllcprcncur 

opcrating in the hiddcn economy, is the mllch higher laIe of 1cturn on luans 1hat Ihcsc 

undc) ground busines'ies must pay financiers. This IS duc 10 thc risk invo\wd of 

uansactions wherc 1here are no cnforccable con1rac1s.66 

The ~witch to labour intensive tcchnology is as~ociated with lwo scvere plOhlcms. 

Firstly, it reduces overall capital investment and formation. Secondly, excessive labour 

intensity results in a capital/labollf ratio that is too lo\\'. This imbalancc plO<lUCCS an 

arbitrary and inefficient specialilation of a cOlllltry's rc~ourccs that lias far rcaching 

implications for the tenns of trade and comparative advantagc of that COUlltry. 

3.2.5 Exchange Rate Implications 

In rnany COtin tries the black ccollomy is made up of a val il'ty or illcgal dl'aling~' 

Sorne of the activities of the unùcrgJOlIlld economy involvc cnonnous ~lIms of mOllcy 

that ncccssitates discrction from the cyes of the authoritics. '1l1cse activitics might 

6S LC~5,lId and W\I!Jamson. C'apllall'ilgh/ ao" Th,," World Deb/ r 31 

66 IIcmando D E. Soto. 7 he O/her Pa/ho C-;cw York I!drpcr and Row Puhh\hm. \989). p \75 
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include tran~actions that in volve dnlgs or tax evasion. At the same lime, these 

tramactions arc respomible for major inter-country transfcrs that have serious ramifica-

tions for various exchange rate regimes. 

ln a country \Vith a fhcd exchange rate, capital tlight resuhs in severe balance of 

paylllcnts probkms. Evi(knce of the se problcms is provided by Brazil, where between 

1973-84 O1ost of thaT country's forcign bOl rowing was used to finance its CUITent account 

dcficit. The rc\ults were an incleasc in ex ternal debt, and dccrease in foreign reserves 

that was brought abolit by the necd to accu1l111l0date the excess demlind for currency. 

The plOblcll.ï <l!lsociatcd WIth a noating exchange rate are cqually as aggravating. 

Bctween 1974-84 Algentina, Mexico, and Ycnezuela's foreign bOl rowings went largely 

into financing capital flight, ciue mainly to OpCll overvaluation of their respective 

currencics in an environmcnt of frcc cO/lvcltibility. The problems in less developed 

countries arc evcn more accentuatcd \vhen foreign financing is no longer available. 

Thcleforc, the budget mU!lt adapt 10 servicing the external debt. As Dornbmch explains, 

~inœ it is hard to rai~e taxes, and because of the difficulty in cutting the budget, the 

rcmaining route is incvitably money creation. 111is, in tum, creates an inflation tax that, 

in many cases, induces a secondary round of capital flight. 67 

In order to affect the tllmsfcr of moncy out of a country, a real depreciation is 

rcquircd. This dcpreciation, howcver, aho has severe implications for the economy. The 

cost of st'rvicing the existÎng forrir,n dcbt is increased, which rcsults in a widened budget 

gap and subsequent inflation tax. furthcnnore, a rcal depreciation \vould requirt~ "wages 

in dollars to dcclinc which causes thc standard of living to be cut as labour is now put on 
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sale. liS! 

Capital tlight financcd by foreign bùrrowing is cxtremcly drtrimcntal to a 

developing country's economy. Since dcveloping cOllnu'ies arc uSlIally capital illlpOl1l'rs, 

cilpital flight hindcrs grQl,vth potential for se veral rcasons. First, as a rcslIlt of foœign 

cxchange and savillgs shortn.ges, finallcing of dcvclopmcnt projccts is mOle difficlIlt 

which causes GNP growth shoufalls and ullc:nploymcnt. Sccondly, whcn c.\pital Oight is 

financed by borrowing, the negative cffccts on the cconomy bccomc cvcn mOle 

pronounced. For instance, therc have bcen clIlimatcs that the direct \.'o:-.t of capital tl1ght 

has meant a doubling of the debt burden for ~orne Latin American countric"i.b'l Finally, 

capital flight causes income and wralth redi~lriblltion efft~cts tn be mOle plollounccd as a 

fcw individualli gain é1CCCSS 10 subliidi,ed forcign cxchangc and Ilal1\fcr Iheir wcalth 

abroad with the rcsult of Iremcndous capital gains. This cxport of fund"i rC\lIlts in il hugc 

public sellor debt that falls mainly on workCls and finns. 

The cxchange rate cffccts, in aS"iociation with a large undcrglOlind cconomy, are 

quite perverse. As individuals ~('ek to acquire foreign rcscrves to facilitate capital I1lght, 

an excess \uppl:/ of the home CUlf(:ncy is clcated. 'n,is rcsults in a dcprccialioll of the 

home country's exchange rate. IIuwcvcr, this dcpreciation i<; orten not cnough to rom~ct 

the balance of paymcnts problcms. Capital flight that is financcd by external horrowing 

only acts to create inflation, dcclining living ~ta/ldards, and a capit;l! a('COllnt d('ficit 

which, more th~"l often, accounts for an ovcrHll tcrm~ of trade dctcriolation. 

6l! Ihld ,Il 148 
69 M Carter, "I«ues in lhe Ihdoln E<."nomy A Survcy," nt! Econonllc Record 60 (1984) 56 
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3.3 Is the Underground Economy a Social Safcty Valvc? 

There are many cconomisls who fiml1y advocate that the underground economy is an 

entity of slIeh siLe and dimension that it will never he erased. At the same time, for these 

imJividuals, the cxi~tcnce of the underground economy is sllfficient, in many cases, for the 

~Iatc 10 forsakc ils commitment to social programs or "the social safcty valve". 

The ba~ic prcJl1i\e of the ... ocial ~afety nct theory is that individllals, who are un able to 

finti work in Ihe lcgal cconomy, Illay tllm 10 the submcrged one for employmcnt. Indeed, 

cvidence sllggc~ts that in many devcloping countries such as Peru, Bolivia, and Colombia, 

thc populace that make thcir living in the illegal economy rivaIs that of the legalone. In 

ll1ilny in~tal1ccs, tbis Plovides the grounds to reduce a country's cxpensive commitment to the 

welfare state, as es"cntially the same mechanism is provided by the underground economy, at 

a fraction of the cast. 

The idca that the wbtcrranean economy might reduce the dilcct cost of social programs 

to the statc is not a new one. In fact, in man y devcloping countries, governments have 

opcnly supportcd and toleratcd the infonmtl cconomy as a way to resolve potential social 

conflicts. Moreovcr, in some Latin American cOlllltrics the infomlal ~ector is more 

productive than the statc. For in"itance, in Lima, Peru 274 of 331 markets in the city arc built 

by lInd~rglOlIlld cJl\lcprcncurs. At the ~amc time, the slIbmcrged sector owns 95% of public 

transportation; half of the p0l'lliation live in homing built by the black market; and infonl1al 

invc~tment in hOllsing bctwecn 1960 and 1984 was 8.3 billion US dollars as compared to 
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state investmcnt of 173.6 million.70 

Other Latin American countrics are equally as supportive of the underground cl:o\1omy. 

In 1976, the Colombian govcwment attcmpted to l'llrtai! capital f1ight by selling up ftl 

ventanilla sinies/ra at the national bank. This move allowcd people to convcrt hlack market 

money into clean pesos. In Bolivia, the Garcia Mela dictatorship of 1980 81 intel venet! to 

strcngthcn cocaine relatcd production and marketing. The Ministry of the latelÎor hccamc 

the main regulator of trade in cocoa and the anncd forces becamc dllcctly involved in thc 

manufacture and cxpmt of cocnille. The objective of the legimc was 10 cOIH:enlIalc Ihe 

industry and make it ca~icr to control while, at the ~allle time provide the appcaranl'c of 

pos<;cssing an anti-narcotic policy for an inh.:rnational audience.71 

On the slIIfaœ the bCllcfJts accruing directly from an informaI seclnr secill t1uile 

advantageou'l. Many have al gllL:d that dllring the 1980's, when other dcvcloping couiltril's 

\Vere scr.unbling to mcct the service charges on t!lcir dcbts, Colombia wa'i able 10 rctain its 

favorable errdit rating among the WC!ltcrn banh duc ta that coulltry's Icliance on lllug 

moncy. Pal1ÎCularly, the state lallndcring service, la vClllanilla sine.\lra, allowed C'oloJl)hia to 

use hllge amollnts of "narco-bllcks" pOllring in and out of the country's bordcrs. The ~ame 

\Vas truc for Bolivia where the cxport of cocoa has gcneralcd huge reVCllllC'i for the cconomy. 

"Cocoa dollars have effcctivcly kcpt Bolivia atloat dllling the acute rccc~"ion "72 

The motivating factor of why thcse govcrllmcnts support the underground crollollly is 

not only fCvenue fl'latcd. Often many countI ics support Ihe growth of the ~ubJl1crgcd 

economy as a way to qllell social unrest. Evidence of this is Ihe infonml housing polices that 

-------
'1(1 SvlO, The Othu Path, p 15. 
71 Portes and Ca~lclh. J'he Informai Econofn)l studler ln adVtlnad and lus dt~tl()['tJ COlUlJfltf. p. 146 

72 Ward. CorruptIOn. D<ye!opment and Il1tquailt). p 40 
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are pron~oted in many developing nations. POIles and Castells point out that "most 

govcrnmcnts support infonnal ~cctor squatter settlements in Third World cities since thcy 

providc a chcap and easy solution to the housing crisis whilc predisposing squaltcrs to 

political allcgiance."73 This ~itualion is no more evident than in Peru, where in 1948, the 

Odria rcgimc was in a position to assist the poor by helping in the acquisition of land and 

provi!',ion of serviccs, white at t hc !\ame time rcduce political unrcst by allowing the poor to 

put up homcs with()ut major cm.t to the national treasury. OdIia's policy was twofold. 

Fir~tly, it hclpcd real-cslate in the city by e~tablishing the infol111al scctors on the city's 

oubkirts. Sccontlly, it calmcd private Jandowners fcars of invasion by infonnal sector to 

c~tablish settlements by cncollraging the takeover of statc-owned rather th an private 

wastcland.74 

Thc Inany bCl1CfilS Ihal govcrnmcnts seem to rcap from the underground economy are 

more than orten ovC'r~haclowcd by scrious social costs. A careful examination of the 

submerged ~('ctor of any country, cspecially those in the developing nations, revcals that the 

vast majority of thnsc working thclc arc doing so involuntarily. Wages are extrcmcly poor, 

the lack of lcglllation often implies dangclOus working conditions, and living conditions of 

thc~c illdividuals are dcplorablc. Govcmments, who rely on the underground economy as a 

social safcty valve, only cxacerbatc the~c problems. 

On a largcr lIcale, a substantial hidJen economy can, as wc have seen, distort cconomic 

!lfalistics II1Iough Ihe proœss of "policy iIJusion". 111ere are IIlso grave consequences for 

inllation, the cxchange rate, productivity, fiscal policy, and monetary policy. Moreover, 

731")rt('~ .. nd ('B''''II~, 1 N lnfulllkli ECOnlJlnlff ,/..,il~t ln odvQllad and Itss developtd coun/rles, p 27 

74 S,lin. Tht Olh. r f<llh. p 40 
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when industrie.s resort to backward and exploitative infol11lallabour arr.mg,cments, il crclUes 

a disillcentive for technological innovation. Instead cOllntries with a large lIndclglOund 

cconomy oft(;11 exhibit a eapital/labour ratio thut is too low rcsulting in an inapproprialc use 

of resources. 

Most importantly, in cOllntncs such as those in Latin American, whcre lIndl'rglOund 

activities are widcly known, there is beginning to be a Illimber of diplomatie, political, and 

finaneial prol.lems. 'nlcse problcms are no bcttcr cvident than in Colomhia, wherc "violrnt 

consequenccs of narcocr,lCY cuncntly threatcn the politieal fabric of Cololl1hian ~Ocil'Iy."'\ 

The effcet of Ihe 1I1ldcrgrOlllld ecollomy, on cOllntrics sllch as thc<;e, is to C\II t'lIl the nluch 

nceded tcd1nological innovation and long tl'rm inV('~tmcllt ~o despl'Ialely rcquircd. 

Tt secms that a large underground economy ~hould il1lply an cnhanccd commillllclll 10 

social welfare on the part of the state throllgh job CI cation and training. Given the 

alternative, most undcrground wOlkcrs would gladly join the lcgitimatc work fOlcc if thcy 

would be a~surcd of jobs and adequatc training. 

Further, turning a blind cye to the underground sceror is a "hand-aid" solution to Ihe 

problems faccd by dcveloping countries. In fact, by doing so, off-th~-b()oks activity is 

rewarded and cncouraged. Problcms of criminal activity arc cxaccrbatcd by cxpanding the 

frontier of acceptable economic aClivity ali mOle people have roOI1l lO mancuv(;r wl1h1l1 the 

system, and are also providcd wlth l!lOfe and belter facilitics to launder thcir illcgal t':lrnings. 

Clearly, one must concludc that the undclglOund cconomy is not a ~()cial ~afcty valve. 

-------- .--------
7S Wdrd, CorrupllM, Developmenl, and l1uqualllY, p 50 

• 
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Instead, in most cases, submerged activities only aggravate a country's economic fabric in a 

number of detrimental ways. More, not less, state-sponsored programs are required to 

alleviate the ills of societies plagued with pervasive hidden activities. 

3.4 Conclusions 

Contrary to what many believe, the underground economy is not distinct and separate 

from that of the overground. Instead, submerged sector production and transactions often 

overlap, and are carried out in a similar fashion as in the legitimate sector. 

The underground economy can have far-reachmg implications for the overground 

economy. First, aggregate statistics, in the presence of a large and growing parallei sector, 

arc not representauve of reahty. For example, unemployment will be overstated as many 

individuals declared unemployed in the legal economy may be, in fact, employed in the 

underground economy. As we have seen, misrepresented employment figures can result in 

over-stimulatlve monetary or fiscal policy. Further, Gross National Product will be 

undereslnnated as production in the hidden economy is not accounted for. Since GNP 

provides a standard of a country's economic well-being, underestimated ONP may result in, 

once agam. improper policies on behalf of the government. 

Finally. a large subterranean economy in developing countr,es has the effect of creating 

an inhospnablc mvestment envlronment, and shortages in savings that are drastically needed 

to carry out investment. Nevertheless, in many cases, local governments have encouraged 

hidden aCtlVltles as a way to ease political tensions or gather foreign reserves. Moreover, 
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many developing nations are of the opinion that the underground economy arts as li sodal 

safety valve and thus alleviates some of the economic plOblems in thcse countrks. This 

attitude, as we have discovclcd, is misguided. 
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IV The Canadian Underground Economy 
._ ... _._._u ___ v _____ ... _.· .. __ ..... "._. ___ . .-._a:. ______ "" _______ = __ =_ ... ~...,~~~......._oeFT" .. 

Measurelllcnt of the underground cconomy in Canada has proven to he a difficult task. 

This is duc to the limited amount of empirical work perfOimed on the submerged Canadian 

~ector. ;,;:. ~:,~,,,,,r. . ' Ihe objeCl ,)f lhis chapter, to examine the various estimates of the hidden 

cconomy in Canada and, fmther, discuss the Canadian Government's initiatives in dealing with 

the parallcl scctor. 

4.1 Dcfining the National Accounts in Canada 

Unlike the ORCD, Italian, and US estimation procedures, Canadian GNP measurement 

;~ limitcd as a mca~un;ment of total underground aClivity . 

... il is only the mC[\l,lIIcrncnt of those p:uticular unrecorded actIvltles 
which confo11n LO the same pl inciplcs by which the estimate of GNP is 
made in the Canadian System of National Accounts, i.e. the activities 
must constitute economic production giving rise to goods and services 
which .Ire, by and large, cxehangcd for moncy in the market economy; 
and funhcrmore, activities or production of slIch goods and services must 
not bc prohibited by law.76 

Sincc the C'anadian National Accounts definition encompasses those activities that involve 

the cxchange of moncy, GNP e~timates l '(cilicie those scctors of the underground economy 

sueh as hOll~chold production and criminal ilctivities. Bence, the Canadian hidden economy 

76 &:)'Illor Rager, '''n,e (1nn·"mlrd f'œflont)' Concepts, Apprlld<.h a/ld PrcllmmBry Estlmale! For Canada, 1981," CoouJdJOn SlollSlIcol Re vIe.,., 
(Al'u\ 19~(') VIII 
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is dcfined as "the pOltion of markct production which is missing from GNP, bccausc catning 

fIOm lcgal economic activities are mi~rcportcd, or not reported, as rcquircd, to statistical, tax, 

custol11S, employmcl1t, and immiglation and other lluthorities."m, 

4.2 Canadian Studies of the Underground Economy 

As one might suspect, Canadian ~tudies of the submcrgcd sectol' arc Ilot ahllndanl. 'Ille 

pionccring cstimates of Canadian underground activitics were anivcd at by the Bank of 

Canada. NcvcllheJcss, since the Il'slllts wel'e only circulatcd wilhin Ihe ('eflllal Bank, they 

have nOl bren widcly reportcd. The two stlldie~, pelformcd by lIa~s (1978) and Wong and 

Rose (1980), are both based on the role of currency as a medium of t:,changc in Ihe 

ccollomy. 

Bass 5ltlldied per capita clIrrcncy holdings in Canada and a~!lllmcll that thcy wOllld 

decline, as a result of the intIodut:tion of credit cards, and olher financial innovations. 

lIowcver, Hass conc1uded quite the opposite. In fact, he found that during the 1960's and 

1970's per capita holdings incrcalif'd, which he attributed to a rise in the underground 

economy. 

Wong and Rose, in their exposition, went on to CI itici7c the Illcthod cll1ploycd by J lasso 

Both economi~ts put forward that the c!-tinwtion proe;;:;:;, cmployed by J Jil:-''i, nq.:lcctcd thrce 

essential chaJacteristics. First, dcmographic changes had hccn ignorcd; ~c<.:()nd, vcIocity was 

77 Jbld • p ix. 
78 TnCldcnllllly, 10 1989 the SIllIJ~lIlaJ dl>Crcpan<..y ln the ldna,J'an GD? c81ÇlIJ~ll<m amfJlIllted 10 51 % nl!' figure n ln Imc v.J1h Ihe olher 
01 CD COUlltflCS dl~cT\.pancy apprn\lmaIJOIlS 
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not adjllsted to reOcct observed activity; and third, the income elasticity of real per capita 

currcncy holdings was assumed to be zero. Neverthciess, one should be careful not to 

diliqualify Jla~~'5 analysis since, "the approach is promising in that if avoids the difficulties 

bcseuing the melhods lIsed by Glltmann (1977) and Feige (1982), namely, drawing 

infcrcnces about additional cllrrcncy holdings by studying the movement of currcncy relative 

tn dcmand dcposits or a broader cconomic aggregale."79 

The ~t\Jdy pcrfonned by Wong and Rose comprised of e~timating the black economy 

based on the plOccdures dcvc10ped by Gutmann and Pcige. With respect to the Gutmann 

approach, WOllg and Rme conc1udcd that, in the Canadian setting, the simple cllrrency-de-

mand ratio mcthod encoulltcred dlfficlIlties. They maintained that when dividing currency 

into thcir two componcnts, currcncy declincd relative to personal chccking deposits 

throughout the 1970's. Bence, the ohscrved incrcase in the CUI rency-demand dcposit ratio 

had to be the rcsult of the rapid glowth in cuncnt-account balances. Moreover, when holding 

the share of clIIfcncy lran~ft.:rs and bank note quality comtant, the two economists 

dcmonstratcd that currency Il ansfers relative to dcmand deposit transfers dcclincd during the 

perit)(} of 1950 to 1978. "'This dccline implies that the stock of clIrrency grew at a rate 

inslIfficicnt to ~lIPP()rt IHlIch growth in unob~crvcd transactions."so Wong and Rose rejccted 

the GlItmanll applOach and il1.;tcad favored Feige's tralhactions lllcthod as the theoretically 

,trongesl, although thcy did nOI pw 'IIC any estimations u,ing Fcige's procedure. 

Minl<; and Smith (1981) did c~li\l1ate underground activitics in Canada using Feige's 

transactions Illcthod. lIowcver, their attempt to mcasure the underground economy by the 

----- ---
79 I·(·lgr. 1 h~ l 'r.t.., li round 1:', v, .. 'm.es Tax Fva. .. un ondln/urmûllO" O""or'.on, p 268 

1-11 Illl.!. Il U,S 
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transactions approach proved to be prccarious, as it was nccessary to ll1ake an adjmtmcnt for 

purely finallciaI transactions. Thercfore, after omitting chcck-dearing tIaIlSactÎolls in major 

banking œlllers, and aS~lIming 125 lifetime transactions per bank note, Ihe Iwo ecollomists 

calculated the underground economy 10 be in the range of 28.1 % of GNP in 1976, using 1939 

as their benchmark pcriod. 

MinIs and Smith also uscd the Tunzi model, or variant of thc currcncy latio model. In 

estimate the CanaJian parallcl econoll1y. 111Cy Cxpll;ssed the CUI rcney-Jcmand dcp()~it ratio 

as a function of, among other lllings, the avclage persona1 tax bUllicn and calculatl'd that an 

inerease in tax evasion aClivities, attriblltab1e to an incrcase in taxes, CDlIld rcsult in a 

gcnel,ltcd underground ineome equivalent of 5.3 - 7% of Canadiall fiNP.8J 

FUI1hel e~timatcs of the Canadian undc!ground CCOIlOllly involvc the lise of slIch 

Illdhods as the large dCl1omination bank note thcory. Onee ag:un, MinIs and Smith projcctcd 

that betwccn 1969- J 979 GNP grew by 226% while the use of $100 and $1 noo notes grcw by 

288 and 641 % respectivcly.82 

More reccntly, eonccm for the growth in large bills has bcen cchocd by senior 

executivcs at the Bank of Canada who acknowlcdge, '\incc 1977 the amollllt of papcr moncy 

circulating in Canada - has mmhroomcd to abolit $20 billion f!om $R 6 billion."K1 lIowcvcr, 

these same officiais ale quick 10 point out thal the increase in the ll10ncy supply is probably, 

"thanks to an cxpanding economy and inflation. "1!4 Tndecd, cvidcnce docs ~lIpport the 

inOation hypothesis where, "in Canada from 1960-1980 average note lknominatÎon grcw by 

81 Ibid. p 269. 

82 Ibid. 27 J. 
83 "Dcllland for Bank notes gro\\s cvcry yrar." The GtJ7fllt, 17 ~ll'cmhcr 1990, 5. c D, P DI 

84 Ibid. P D2. 
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241.7% while the consumer priee index grew by 283.8%."15 

The SUI vey method has nOI, at !cast to our knowlrdge, bcen widely used as an 

C~liJ1lalion technique for Canada's underground economy. TI1ere fore , the discrepancy 

measure proceùure rcmains to he discusscd. 

Scymor Berger, in his 1981 sllIdy, uses the discrepancy mcthod in an extensive 

ana)y:-.is of the ("ÀI'~nditllre and illcome compollents of Canadian GNP. Berger eonclllded a 

IlUIll)x:r of rcslIlts of which, perhap~, the must important is that "the dcmand for unrecordcd 

labour is likely to be industry specifie anù ccntered on bminesses with a small number of 

cmployces. "H6 Pdmary examples of these types of induMries would include manufacturing, 

C()Il~truction, Il adc, and community, businc~s and personal services. 

The rea~ons givcn by Berger, as to why underground activity would be centered around 

the above industries, aIe not new. First, he pûilllS out that there is a high opportunity for 

labour to wOlk off-the-books in these particular arcas as 1110st of the commodities produced, 

in thL:se industril's, do not require a great dcal of capital invcstmcnt. Hence, these businesses 

are ahle to Icmain small, while having the advantage of 3\ oiding a variety of rules and 

n:glllations. In e~sence, it is more difficlIlt for the govel J1l1lcnt tu detcct the underground 

cconomy in Ihc !'Imall business "cctor. A similar in~tance is cvident in Italy, where industries 

cmploying undcr 15 individuals are Illllch less ~crutinized than larger businesst!s. 

Berger conclllded that Canadian GNP is lInderstated by bctween 2.9 and 3.5%. 

FUl1hcnnore, likc GUlmann, Feige and olhers, he points oul that this estimate should be 

intcrprctt'd as Ilicrcly li rOllgh c:-timatc of the size of the hidden economy in Canada. 

------------
85 h Igl', 1 he (I"dagrou'v.1 l'u)11om'ts Ta:>. F.v,H/Of! alld /riforma/wf! D'S/OT/IOf!, p 271 

llli SI ~1I111r 11crgt'r. '''Ille llnrl'lOldl',1 P"'IHlIllY ('onccl'll, AppJOal'hcs and PlclJmllldry Ellullalcs for Canada: CaNJduJfI S/a/IS/ical Rtview 
('\rnl l'lN6) '1 
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Once again, it is apparent that the underground estimation procedmcs, whcn applkd to 

Canada, are unahle to producc C'stimates that are not slIbject to a wide degrel' of spl'culation. 

The Canadian cJl.pcricncc is cven more acccnlllalcd by the difliculties involved wilh u~ing Ihe 

approaches developed by G.Jtmann and feif.~. 1l1is fact provides, pcrhaps, more than 

enough evidence as to how ~ensitive the monetnry approaches are to, in particular, the data 

set employed. 

4.3 The Canadian Response to the Underground Economy 

The methods emp!oyed by govcrnmcl1ts 10 clifrai! underground aclivitics arc 1l111l1l'lOtlS. 

Howcver, more orten than Ilot, govclIlmenlal efforts takc Ihe fonn of sOllle kind of 

legislation, intcnded to dcter, and incvitably ha1t submcrgcd aClivities. NCVCJ1hclc~'i, thts is 

not always the case, as rulcs and regulations mc simply sidc-:-tcppcd, by individuals taking 

part in the hidden ~ector. 

Ultimatc1y, the analysis begs the qlle~tion of what course of actIOn should governml'Ilts 

take when a portion of their economy is made up of a paraUcl seelor') The British cxpcrÎcncc 

tells us Ihat the answer is Ilot to rcduce rules or Il~gulations draslically, sincc Ihis Illight only 

act to stimulate Ihe underground ecol1omy cven mOlc. On the olher hand, cvidencc sllgge~ls 

that mies and regulations ~holl)d not be ~tifling, as in the ca'>e of Boltvial!1, whl:JC Îndivldua)s 

find it almost imp(l-;sible to take part in the above-ground cconomy. PClhaps, the an~wcr to 

the question would be, ideally, 10 make everything III the undcrgJOund economy !cg:!1 and 

87 ror a 10 dCl'lh , 'lalym of !he pcruvlan expcncncc, sec De SolO, The at/", Pa/h, p 134 
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hcnce, inclusive in thc overgroun0 .!\onomy. The problern of enforcing sorne regulations 

may he solvcd, but what of the role of gcvernmcnts in an economy where tax evasion, money 

laundcring, fiddling, and a host of other aClivities, that are now ilIcgal, are legal? Clearly, the 

an~wcr sccms to bc that, in fact, thcre would he vÎl1uaIly no role for a government. 

Assuming that a govcrnmcnt's role, wh en fa~eJ with the pmblems associated with an 

underground ccol1omy, is to enact and cnfOlce legislation, it is, therefore, necessary to 

examine the Canadiall expcricnce. ln particlIl.tr, the dillcus~ion will c10sely follow policies 

thal arc dircctly Iclatcd to the Canadian hidden economy, namely, tux evasion, mOl1ctary and 

fi~cal policy, the cxchangc ratc, money laulldering, and unemploymcnt insurance fraud. 

4.3.1 Moncy Laundcring 

Moncy laundering has nevcr playcd a major role in the Canadian undergIOund 

cconomy due to strict corporation and banking laws. Nonetheless, a reecnt federal report 

on money laundcring has conduded that undcr the frce trade agreement between the 

Uni ted States and Canada, intel national CI ime syndicates have found it much casier to 

scnd thcir dirty dollars to Canada. This is the rcsult of the liberalintion of trade 

restrictions thal climinates trade barricrs, while making tramactions seem much more 

l'ommonplace.!QI 

Reaction to this Icport was swift as the Canadian Govcrnment had aJready finished 

its first reading of bill C-89, or, the procecds of crime (moncy laundering) act. The bill 

",. 

8S "\I,'nly laun.!<.'flng rd\lcr undcr (ree lradc:' 11l1.' (;,nellt, 21 !'ill\CmOCr 1990, scc D, p D2 
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will presumably improve Canada's ability to investigate and prosccute moncy lallndcring 

offences by reqlliring those in the financial field to kccp ICCortiS of lal1~c transactions. 

The regulations will inilially define a largc transaction as one or more transactions 

totalling more than $10,000 on a givcn day. 

Similar legislation has bœn in place in many states in the US such as Florida, for 

somc lime now. Howcver, the US expcricncc ~lIggesb Ihat Ihis sort of law is lilllitcti, in 

the sense that il is only al'plit able to 11l0llCy laundcrcd transactions that illvolvc ca!>h 

IIcncc, the various other methods of 1110,)cy lallndcring ~llch a<;, ca),llIers checks, 

sl11uggling gold or prccious stones, fabificd airline tickets, and bcalcr bonds arc exempt, 

and thCICby do not require any ~ort of notifICation to the authoritics. 

Thc mmt promilll 'Il erfect of money laundering on a countJy's rcollomy is 

decreased domcstic ~avings and, Ihus, dcclcascù investmcnt. Wlth rcspc(.'t to Canada, 

cvidencc suggcSIS that cven if money laundcl ing was a problem, it ~ecrns that Canatiian 

savings and inV\~tment have nul bcen largcly affccted, This is ~lIh,tafltiatc<.l by hoth a 

personal savings rate that is one of the highcsr among the DECO countrics, and an 

excellent invcstmcnt clim<llc.89 

8911 15 Important 10 note llo.llhe pt.rsnnal SdY,"g~ rdlr has becn d('cllnll1& 111 Remi yldl"\ lIo .... LVI'r. CVJ&"IIU- \UPporl11lol n'J!I'lIllhalllllS 
dcdmc IS muely a Shlfl From 1'<..T'lIndl savlllgs \0 othe rIO, ,ns uf savmgs sueh as Rr&I'lcrcd RClm"ffienl Sa ''"&S l'la",. IIfe m"lrll1l1 r. and 
lruslced pCt15lon plans For fuMer cxplanauon, lec Canada Year Ruok, 1990 
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4.3.2 Fiscal and Monetary Policy, and the Exchange Rate 

The lilllited amount of research perfonned on the Canadian underground economy 

combined with the Canadian GOVCI nment who does not officially acknowledge the 

hiùdcn scctor, makC'~ it cxtrcmcly diflicult to analyze. Bence, the task of interpreting the 

cffcctivcncss of policy initiatives in Canada, given the submerged seetor, is also rather 

aI dllous. 

One might ~pcelilate, gi vcn the previous discussion of policy implications, that 

fiscal policy in Canada cOlild be somewhat over-stimulative. This is duc to the fact that 

Canadian fi~cal policy has gcnerally followcd a direction geared 10 dealing directly with 

1I1lC'mploymcnt, whlle monetary poliey has pursllcd tight money targets. 90 Following our 

rational cxpectations model, the rC~1I1t of an increase in underground actIvities is an 

increasc in pcrrcivcd lIncll1ployIllcnt. If the govell1mcnt is concerned with unemploy-

ment than the fl~cal authority will rcact to this perceived lIncmployment with measures 

that have the crfeet of hcing oHr-stJmulative. 

With rc~pcct to thc cxchangc r,lte, thcre are no exchange controls in Canada and, 

thclcby, no cxplieit poliey in dcaling with ~lIbl11crged activities. Nevenhcless, it is 

intcrc~ting to noIe the stati~tical di~crcpney in the Canadian National Accounts. In 1989 

this di'icrcpallcy ll1l'asurcd - $5,832 l1ullion 91
, almost cqual to Canadian direct investmcnt 

abtnad. The Canadian Governmcnt accounts this large of a figure to "the growing 

-------
Q() Rcn'lIt1y. 1,,-," l'ver. (j,utl I,,'h,y under Filldncc ~11111<ter MIchael Wilson has pursucd dcficlI rcducllOo and sOmcv.hll ncglcClcd lhe 
1l1lt·11I1't.')IIH'nt rn,hlt'm 

91 Illc 11I11l1l~ ~Ign ""h"l'~ 91111lllnl'" or '..\l'lIl11 
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number of intel national transactions."n However, one might guess that probably l\1uch of 

the discrcpancy is a means of taking into aCCOlll1t, at Icast, some of the ,!l"tivitics in the 

hidden economy. 

4.3.3 Tax Evasion 

In Canada, the Depal tment of National Revenue is rc~ponsiblc for ovcr:-,ecing tax 

rclated activitics. Sincc the Canadillll ~y~tem of tax collection is ba~cd on sclf-a"sess-

ment, the Revenue Departmcnt u~es a substantial pOltion of their Il':-'Ollrccs for 

enforccmcnt and compliancc mca~lIrcs. Enforcclllcnt dUlies involvc lax alldits which 

may include; an audit that reljllircs a vi'lit to thc filers' home or bu:-.in('~s; an oflicc 

examination which docs not involve any vi"it; or finally a matching plOl'C:-'~ whcre 

comparisons .lfC made in the tax paycrs rdurn with information from other sourccs. 

The majority of the enfUI( I~ment activltics lIndertakcn by the Rcvenue Dcp.\Jtll1cnt 

are tax audits. 'nle dcpartl11ent's enforccmcnt mandate is to correct in"tallcc~ of failliTe to 

comply with the law, particularly by taxpaycrs in highcr illcomc bracket~, and tho .. e who, 

such as the sclf-employcd, have more op port li Il it Y to avoid c0l11plyillg.9J 

The CO'iIS of lax eva.,ion to an cconomy can be ~cvcre. Frr'l, tax eva~ion re .. ults in a 

10ss of govclnmcnt revenue as weil a" a direct C(})t of increu .. ing cOlllpiianu! plOgrams, 

In addition, sodal cmts from cvasion activities can be sub~tantial, ",nce citi7cns mu"t pay 

92 M,nultr of Suppl)' and SiTvias Vol 38 no 3 Ottawa G"vcrnrn('nt Puhh,llIng ('Iutre, 1 <NO 

93 Canada, The Dcpanm~ntllf ~alton .. 1 R\.vcnuc, "Fnforung the Tnce.ne '1 dl Act," fnlliJr Ta"'J/lQn 24 (1990) 556 
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cithcr incrcascd taxes, or forcgo a varit:ty of social services. Finally, the effects of tax 

cvasion are ~ccn through biased aggregatc statistics and, most importantly, false 

infonnation. As Cowell points out, "the distortion of infornlation lies at the heart of the 

slatc's probkm of cxerching control and authority in the economy."94 

Mo~t econollli!otts wou Id probably agrce that in ordcr 10 decrease the instances of tax 

eva!otion, it is nerc~~ary to incrca<;e the costs and thereby decrease the benefits of that 

aClivity.95 ln other \vord<;, governmcnts must cOl1vince society that it will not benefit from 

evasion aClivlties. As Carl SlIllOn and Ann White exp!ain, the approach, uscd by most 

govcrnml:llts, inc1udlllg the Canadian Governmcnt, to accomplish the above goal, is often 

morally or p\ychologically ba'led. "It is gCIlL'1 ally rcfcrred to as genera! dcterrence where 

wc scek to cOllvince people that they Lue hkely to be caught quickly and to be given 

penalties that lalgely wipe out the gains achie\'clÏ by their Illegal activity."96 

In Canada, it is beheved that gcnl'I al detcrrcnœ is achieved through a wide 

CXpo,>urc of taxpaycrs 10 cnforcement activities. However, "If one accepts thal enforce-

ment has a ~ignificant dctcncnt cffect, then the dec1ine in audits, office examinations, and 

post aS\l's!'ling IllII,t be cau-,e for conccrn. "'17 Morcover, in 1987 the Revenue Dcpartment 

adoptcd a polley of not infonning the public on ~pcclfïc pro:o.ccutions whieh has 

con~cqllt'ntly rC!'IlIltcJ in a lalgc dcclinc in the publicity surrounding the pro~eclltion of 

tax cvadcrs. C\'idcncc of the dcpmtl11cnt not inforJ11ing the public is sub~lantiatcd by the 

following, 

94 rfllnk (\l\ldl. Ch.aIIM!! lite (;oytfNlUnl Thé' T:tonorm, f of F. •• HlOn (C"aOlhllJge ~1I1 Press, 1990). p 40 

95 Il l' II1ll'n"lmg l,' note Ihat ln an effurt 1" çurtalllU cva""n actlv,l', s lhe ('.IIMIt .. n G"" mmcnl n:ccnl1r 1Il1rodul<J the &oods and SC/Vloe. 
lU B)' 1~\lIIg ukh a large am> ufl'roducts hltd 'rrvl(~'. mllly cwnoml<t, and gove, lmrnt< hcheve th.t Il is more dlrfitult 10 eVlde lues 

% C"rI ".l\h'l1 and Ann \\111Ic. Fr,]f,"!! Ihe S)<lrm (he Un,ûrgl(11mtl f.N'fù.'m> (B()~tl,n Auhum Puhh,hmg ('o. 1982), P 110 

97 C, ,.ldH. nie nrl'MIIIl! nt oC "atH~lal Rt\ ,'IIIIC, 'Tnrprtlllg the In" .... ne 1 d\ Art: III.,td~ Ta:rùf."fI 24 (1990) 559 
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... of 291 prosecutions undertakcn by the Dcpartmcnt betwccn August 
1981 and Scptembcr 1983, all but one reccivcd sOllle media covcrage, 
with 275 cases covcred by the ncwspapers. Ilowcver, only one-half 
of the prosecutions rC:-'lIlting in convictions bClween Man.:h 19R8 ilnd 
February 1989 rcccivcd any media covcrage.9I 

The lack of suit able dctelTcnt standard~ in Canada is funhcr witnc~~cd by the fact 

that, in thc past, the Departmcnt of Revenue has wavcred penalties for gross ncgligcncc 

sa long as taxpaycts disclose their non-comphancc hcfore an aUlht. FllllhermOl'c, il is the 

policy of National Revenue, to advi~e the Attorney Gcneral, to not Iccolllll1cnd 

proseculion of lax cvadcr~ unlc~~ altcmptcd cva~ion is in cx,-'c'\s of $100,000 in w\cs. "In 

contra~t to the lax evasion pcnalty, flaud ovcr $1,000 is an indictablc offencc lIndrr the 

climinal cooe and may lC~Ult in impti"Olll11Cnt for up to tCIl yeats. "99 

Clcarly, ftom the disclIssion of tax cva~i()n in Canada, one Illight rondude that Ihe 

dcterrent methods cmploycd by the Canadian HuthOI !tics arc not ~tl ingcnt cllough. 

IIO\,,'cver, in re~pon~e to these Cliticisms, Revenue Canada has ~talctl thal givcn 

government cllibacks, thcre are ~imply nOI the rC'iOlllCl;S or man power avatlablc 10 

improve ils cnforcement mcaSlilCS al Ihis limcYXl 

4.3.4 Uncmploymcnt Insurnncc Fraud 

The problcm of uncmploymcnt imurancc fraud in Canada is of incrca~ing COlllCrn 

as a growing nllnlhcr of Canadians attcmpt 10 illcgilimatcly co\lCCl the ~ocial a"i~t,lnce. 

98 IbId 0 P 560 

99 Jh,d 0 P 561 

100 IIlId 0 P 566 
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In the best of limes, the drains on govcrnmcnt coffers are enormous and are even more 

pronounccd dllring recessionary peri (xJs, wh en the demand for benefits increases 

rcmarkably. 

To qllalify for unemployment inslirance (VI) in Canada, one must have worked 

from 10 - 20 wccks dcpcndillg on the regional unemploymcnt rate. Regions with higher 

lInemployment allow individuals \Vith fcwer wccks worked to qualify for bcnefils. 

Morcover, tho.,c who colleet ul1cmploymcnt must declare aH Illoney earned whilc 

rcœiving bCllcfilS and are Ilot pcrmitled to engage in full time studies. 

Ncvcrthelcss, dCllpitc thc'ie and other reglilalions, it scems that eollecting uncm­

ployl11cllt and avoiding dClcction is relalivcly easy. First, when applying for assistance, 

many people have rcaliœd the importance of :~ecking low-demand occupational prefer­

ences cOlJlbined with ovcr-inflated salary e\pectations. The~e actions make it difficult 

for the uncmploymenl allthoritics to match applicant~ with an occupation, and thlls divert 

élltention away flOm the c1aimant's file. 

Flalldlllcnt bchavior is also evidcnt from the cl)lIl1sive behavior of employers and 

cmployccs. The mo"t common type of collusion are bctwccn claimants who seek 

under-Ihe-table cmployment to supplement thcir bcncfits and employers who bcnefit from 

the chcap sub~idill d lahour. 

As in the C.t<,C uf tax cva.,ion, Canadian authorities bclievc that the most effective 

v. ay in dcaling with 1I1lcmploymcnt inslIIance fralld is through prevention and dissuasion 

ll1l'thods. Such mclhod~ might inc1udc public campaigns to increase awareness, or strong 

penalties. Indeed, the penalty in ('anada for unemployment abuse has tri pIed in the last 

two ycars to incllldc prosccution or fines from $500 - $2000. 
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However, the weakncss of the Canadian uUlhorities abilily to dctcct frauduknt 

behavior lies in its detection procedures. Section 94 of the VI aet states that no inslitution 

is lcgally bound to fumish any infonnalion or names of any people it selVes. 1 kncc, Ihe 

only way to access such infommtion is through a difficult and time-consuming Icgal 

request throllgh the courts. 

Gther problcms associatcd with dcteclion are the lack of adcquatc contact with the 

claimant. Even though aH claimants are 1cgally obligcd to gcnllincly ~card\ for work 

white receiving bcnefits, in the majOiity of cases the lH oftice does not colltact the 

individllal. Whcn the authoritics do makc contact with the c1aimant, in l\1o!'ll Îmlanccs il 

is slIfficient cnough grounds not 10 cali an inve!'ltigation if the individual has legi!'llcrcd 

with a job bank, or U Canada EmploymcllI Centre. 

It secms Ihat the policy complication sunounding UI abu.,e and frallli is the Ill'cd to 

amend section 94 of the UI Act which wOllld cnable the authol itie<; grcatcr kgal access 10 

names and infoll11.ltion from val ious unions, employer .. , and olhcr in.,tillilions. Fuuhl'r 

improvemcnts wOllld be more ~1I ingcnt job ~calch Icquiremcnts, rcduccd hellcfits, and 

longer waiting periods, and CyrIl more stringellt pl'naltic~ impo!'lcd on fraudll1cnt claims. 

4.4 Conclusions 

ft is aprarent flom our di'iclission of the Canadian underground cconomy lhat Il i'i 

extrcmc1y difficult to c~tiJllate. This is evidcnt from the complications involVl:d in u.,ing 

Gutmann's clIITcncy ratio IIlcthod and f'eigc's tran!'lactions approath. F1II1i.crmorc, the big 
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( 
bill approach is proven to be infcasible in the Canadian context, as il is believed that 

increased demand for large notes is simply a result of higher inflation and an expanding 

economy. Finally, Berger's co'nprehen!'ive study and subsequent cstimate of the submcrgcd 

e,conomy, ming the discrepancy method, does little to verify the actual size of the hidden 

sector. 

This chapter has also attcmpted to review and assess Canadian initiatives that have 

lwcn lIndertakcn by the (Jovcrnmcnt. One must conclude that the Moncy Laundering Act, 

although wekoll1cd by the authoritics, will do little to rrducc money laundering activitics. 

SCL'Olldly, mcth(xls l'Illploycd by the Department of National Revenue, to combat tax evasion, 

arc also not effective enollgh in solving that problcm. Thildly, laws a~sociated with 

unl:lllploymcllt in"lllal1CC fraud must bc updatcd and ~trellglhcned in order to make ;raud 

( more difficlllt and increa'ie dctc.:rrence. CleaIly, the Canadian Governmcnt must examine 

more c1oscly, .Ind introdllL'C bettcr policics to dral with parallel economy. 

( .. 
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V Summary and Conclusions 

.....,..,""._-""" ..... ~l77TT...,.F » . -
Our revicw of the underground economy has bcen al the very least, pcrplcxing. The 

apparent failllle by economists and variolls govcrnmcnts 10 rcalizc the impm1ancc and cxtcnt of 

the submcrged sector, has made the task of analY1.ing the underground CCOlh'll1y cxtrcmdy 

diffieull. 

Tt seems that the primaI)' problct11 in the e 'imation techniquC's cmploycd l'COIlOl1list:-. i'i the 

faet that no one is able \0 agrcc on an adequale dl'finition of the lIndl'lglOlInd cconomy. Fcigc, 

Tanzi, Gutmann, and Mattcra aH di:-.agree on what activities actually ma\...e up Ihe hlack SCl'lor. 

Indccd, each analyst is OftCIl mcasuring lmly a pOltion of Ihe undClground ccol1omy. We ha\e 

concluded that the inability to corrcctly tlefine the undel ground t'conolny is onc of Ihe pl illl.lry 

reasons that cconomi!>ts are un able 10 produce credible c:-.timatc<:. 

FUlthcrmore, the assumptions uscd in many of the estimation prol'l'dlllc'i arc unrcali~lic, 

extremely sensitive to the analysis, and are often plescntl'd in an ad hoc fashion. For installre, 

thc bcnchmark é:I:-'l\umplion rcquircs Ihe lise of a year whl'IC no lI/HIcI grolll1d activltic~ takc place. 

Howcver, finding such a period is often intractable. Other barricrs to the analy"b inc1udc the 

mcasuremcnt of velocity in the underground and it<; dcgrce of con<;i~tency wllh the value of 

vc10city in the overglound. Although most il1l~; viduals agrec that the fOllllcr i<; highcr, they arc 

unable to !>cltle 011 an cxact valuc for vc)odty. 

Many obscrvers who study the underground cconomy arc awarc of the Ct itici"llls wc have 

Illcntioned hl're, but point olltth.l\ the purpO\c of thc:-.c c'itilllati()n~ arc 10 ~itl1ply give a gCIl!:la) 

indication of the ~i/e of the parallcl ~ector. 1 fowcver, one might a"k how e~tillla((.:s ranging (mm 
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anywhere between 4% and 28% of GNP are able to provide even a general indication of the size 

of the ~uhterranean economy. 

There I~ no doubt that a large and growing hidden economy has a number of substantial 

imphcatlon~ for mar1y of the economic Indlcators and pohcies In the overall economy. As we 

have ~ecn, the effects of submerged aCtlv1Ue~ are disa~trous for less developed countries. The 

exchange rate, ~aving~ and Investment, and the balance of trade are aIl affected adversely by 

huge capital outflows, namely, money laundenng and tax evasion. When acuviues such as the se 

occur, government.,' often have no alternative but to lncrease thelr debt load WhlCh may bnng on 

anothel round of capital fhght. For les~ developed countnes, breakmg free of thlS cycle is an 

onerou~ task. 

ln more developed nations, the con~equence~ are equally problematic as witnc'\sed by 

biased economic indicators, over-~timulative fiscal and monetary policy, and increased clandes­

tine activItle~. We beheve that government~ are not deahng WIth these l~sues effectlvely. Many 

advanced countncs, except the US and Italy, largely Ignore the hldden sector. The statI~tical 

dlscrepanClcs, whether In the national accollnts or clirrent accollnt~, are attnbuted to no more 

than a correction for problems 111 the data. Clearly, from our revlew of the hidden economy we 

have seen that aCl1vltIe~ 111 thls sector have been increasll1g and ~hould therefore recelve greater 

conslderatton by the allthontle~ 

From the analy~l" of the Canadlan underground economy, we conc1ude that there is a 

defmite need for more ~tudlc~ to be perfonned Thl~ is apparent from the hmited work done on 

the appIH.:atlon of Canadmn data to the vanou~ c.,tnnation proce~se~ developed by Feige, Tanzi, 

and others. Furthermore, exanunatlon of the policy implications for Canada have been largely 

19norcd winch l~ eVldent from the lack of mformatlon surrounding monetary, fi~cal, and 
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exchange rate policics. 

Thrce promincnt submerged activities \Vere studied in the Canadian contex!. 11H~y inc1udc 

1I1lcillploymcnt inslIrance fralld, lax evasion, and moncy laundering. In ail thrce cases, the 

Canadian GOVC'lllmcnt rares poorly in its attcmpt to de al \Vith and clIItail these illidt activities. 

The Money LUlIndering Act has only reeently bcen introduccd and its effee! wIll pwhably he 

Iimitcd in decrcasing laundcring activities, as this kgislation only covers ttansactions at tinancial 

in:-.titutions Ihat are in cxcess of $10,000. Similar kgi-;Iation is in place in many liS slatcs but 

has not becn very sllCCC~Sflll in hampcring laundcring activities. \Vith respect tn tax evasion, wc 

conclucle that the reecnt dccline in illVestigations and dctcncm:c I1lcthods have nnt aidcd in 

reducing cvasion activities. 

Finally, in examining ullcmploymcm ÎmlJlancc fmull in Canada, wc rcachetl wnrlusio/ls 

similar to th(,sc encountcred in the analysis of tax cva:-.Îon. Dcterrcncc Illcthod" and regulations 

governing uncmploymcnt insurance randidacy ,tre too Icnient. Longer walling paiods, mOlc 

C0n~ultations with claimants, and gr~a(cr accc~s to inronnation by the uncmploymcnt agcncy arc 

nC('C!'Isary if fraudlllcnt claims arc to dccrcase in the ncar futufC. 
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