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IN THE SHADOW OF THE STATE – THE INFORMAL ECONOMY
AND INFORMAL ECONOMY LABOR FORCE

Friedrich Schneider1

Abstract
In this paper, the main focus lies on the informal economy and on work in the shadow.
The most influential factors on the informal economy are tax policies and state regulation.
The size of the informal economy was decreasing over the period 1999 to 2007, from
34.0% to 31.2% for 161 countries (unweighted average). Furthermore, economic opportu-
nities, taxes and regulations, the general situation on the labor market, and unemployment
are crucial for an understanding of the dynamics of the shadow labor force. In contrast
with the decrease of the informal economy (value added figures), the informal economy
labor force increased for most countries over the period 1999 to 2007.

Keywords
Informal Economy, Undeclared Work, Shadow Labor Force, Tax Morale, Tax Pressure,
State Regulation, Labor Market

I. Introduction

Fighting tax evasion, the informal economy and informal (illegal or shadow) employment
have been important policy goals in OECD countries during recent decades. In order
to meet these goals, one should have knowledge about the size and development of the
informal economy and informal economy labor force, as well as the reasons why people
are engaged in informal economy activities. This is the content of this paper. Tax evasion
is not considered in order to keep the subject of this paper tractable and because too many
additional aspects would be involved2. Also, tax morale or experimental studies on tax
compliance are beyond the scope of this paper3.
1 Johannes Kepler University of Linz, Department of Economics, Altenbergerstr. 69, A-4040 Linz, Austria.
E-mail: friedrich.schneider@jku.at.
2 See Andreoni, Erard and Feinstein (1998) for the authoritative survey, Feld and Frey (2007) or Kirchler
(2007) for broader interdisciplinary approaches, or the papers by Kirchler, Maciejovsky and Schneider (2003),
Kastlunger, Kirchler, Mittore and Pitters (2009), Kirchler, Hoelzl and Wahl (2007).
3 The authoritative scientific work on tax morale is by Torgler (2007). See also Torgler (2002) for a survey on
experimental studies and Blackwell (2010) for a meta-analysis.
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My paper is organized as follows: Section 2 presents theoretical considerations about the
definition and measurement of the informal economy and also discusses the main factors
determining its size. In Section 3, the empirical results of the size and development of the
informal economy are discussed. In Section 4, a discussion of the size and development
of the informal economy labor force is presented. Finally, Section 5 concludes.

II. Some theoretical considerations about the informal economy

Defining the Informal Economy

Up to today, authors trying to measure the informal economy face the difficulty of a pre-
cise definition of the informal economy.4 According to one commonly used definition,
it comprises all currently unregistered economic activities that contribute to the offici-
ally calculated Gross National Product.5 Smith (1994, p. 18) defines it as “market-based
production of goods and services, whether legal or illegal, that escapes detection in the
official estimates of GDP”. Put differently, one of the broadest definitions is: “. . . those
economic activities and the income derived from them that circumvent or otherwise avoid
government regulation, taxation or observation”.6

In this paper, the following more narrow definition of the informal economy is used.7 The
informal economy includes all market-based legal production of goods and services that
are deliberately concealed from public authorities for the following reasons:

1. to avoid payment of income, value added or other taxes,
2. to avoid payment of social security contributions,
3. to avoid having to meet certain legal labor market standards, such as minimum

wages, maximum working hours, safety standards, etc., and
4. to avoid complying with certain administrative obligations, such as completing

statistical questionnaires or other administrative forms.

4 My paper focuses on the size and development of the informal economy for uniform countries and not for specific
regions. Recently, the first studies have been undertaken to measure the size of the informal economy, as well
as the “grey” or “shadow” labor force for urban regions or states (e.g. California). See, e.g. Marcelli, Pastor and
Joassart (1999), Marcelli (2004), Chen (2004), Williams and Windebank (1998, 2001a, b), Flaming, Hayolamak,
and Jossart (2005), Alderslade, Talmage and Freeman (2006), Brück, Haisten-DeNew and Zimmermann (2006).
Herwartz, Schneider and Tafenau (2009) and Tafenau, Herwartz and Schneider (2010) estimate the size of the
informal economy of 234 EU-NUTS regions for the year 2004, demonstrating considerable regional variation in
the size of the informal economy.
5 This definition is used, e.g. by Feige (1989, 1994), Schneider (1994a, 2003, 2005) and Frey and Pommerehne
(1984). Do-it-yourself activities are not included. For estimates of the informal economy and the do-it-yourself
activities for Germany, see Buehn, Karmann and Schneider (2009) or Karmann (1986, 1990).
6 This definition is taken from Dell’Anno (2003), Dell’Anno and Schneider (2004) and Feige (1989); see also
Thomas (1999), Fleming, Roman and Farrell (2000) or Feld and Larsen (2005, p. 25).
7 See also the excellent discussion of the definition of the informal economy in Pedersen (2003, pp.13–19) and
Kazemier (2005a), who uses a similar one.
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Measuring the Informal Economy8

The definition of the informal economy plays an important role in assessing its size.
By having a clear definition, a number of ambiguities and controversies can be avoided.
In general, there are two types of informal economic activities: illicit employment and
in the household produced goods and services mostly consumed within the household.9

The following analysis focuses on both types, but tries to exclude illegal activities, such
as drug production, crime and human trafficking. The in the household produced goods
and services, e.g. schooling and childcare are not part of this analysis. Thus, it only
focuses on productive economic activities that would normally be included in the national
accounts but which remain underground due to tax or regulatory burdens.10 Although
such legal activities contribute to the country’s value added, they are not captured in the
national accounts because they are produced in illicit ways (e.g. by people without proper
qualifications or without a master craftsman’s certificate). From the economic and social
perspective, soft forms of illicit employment, such as moonlighting (e.g. construction work
in private homes) and its contribution to aggregate value added can be assessed rather
positively.
Although the issue of the informal economy has been investigated for a long time, the
discussion regarding the “appropriate” methodology to assess its scope has not yet come
to an end.11 There are three methods of assessment:

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

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

(3) Statistical models that use statistical tools to estimate the informal economy as an
“unobserved” variable.

Today in many cases the estimation of the informal economy is based on a combination of
the MIMIC procedure and on the currency demand method; or the use of only the currency
demand method.12 The MIMIC procedure assumes that the informal economy remains
an unobserved phenomenon (latent variable) which can be estimated using quantitatively
8 Compare also Feld and Schneider (2010), Schneider (2011, 2014) and Schneider and Williams (2013).
9 For a broader discussion of the definition issue, see Thomas (1992), Schneider, Volkert and Caspar (2002),
Schneider and Enste (2002, 2006), Kazemier (2005a, b) and Buehn, Karmann and Schneider (2009).
10 With this definition, the problem of having classical crime activities included could be avoided, because
neither the MIMIC procedure nor the currency demand approach captures these activities: e.g. drug dealing is
independent of increasing taxes, especially as the included causal variables are not linked (or causal) to classical
crime activities. See, e.g. Thomas (1992), Kazemier (2005a, b) and Schneider (2005).
11 For the strengths and weaknesses of the various methods, see Bhattacharyya (1999), Breusch (2005a, b),
Dell’Anno and Schneider (2009), Dixon (1999), Feige (1989), Feld and Larsen (2005), Feld and Schneider
(2010), Giles (1999a, b, c), Schneider (1986, 2001, 2003, 2005, 2006, 2011, 2014), Schneider and Enste (2000a,
b, 2002, 2006), Tanzi (1999), Thomas (1992, 1999).
12 These methods are presented in detail in Schneider (1994a, b, c, 2005, 2011), Schneider and Williams (2013),
Feld and Schneider (2010) and Schneider and Enste (2000b, 2002, 2006). Furthermore, these studies discuss
advantages and disadvantages of the MIMIC and money demand methods as well as other estimation methods
for assessing the size of illicit employment; for a detailed discussion, see also Feld and Larsen (2005).
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measurable causes of illicit employment, e.g. tax burden and regulation intensity, and
indicators reflecting illicit activities, e.g. currency demand, official GDP and official
working time. A disadvantage of the MIMIC procedure is the fact that it produces only
relative estimates of the size and the development of the informal economy. Thus, the
currency demand method13 is used to calibrate the relative into absolute estimates (e.g. as
percentage of GDP) by using two or three absolute values (as percentage of GDP) of the
size of the informal economy.
In addition, the size of the informal economy is estimated by using survey methods
(Feld and Larsen (2005, 2008, 2009)). In order to minimize the number of respondents
dishonestly replying or totally declining answers to the sensitive questions, structured
interviews are undertaken (usually face-to-face) in which the respondents slowly become
accustomed to the main purpose of the survey. As with the contingent valuation method
(CVM) in environmental economics (Kopp et al. 1997), the first part of the questionnaire
aims to shape respondents’ perceptions to the issue at hand. In the second part, questions
about respondents’ activities in the informal economy are asked, and the third part contains
the usual socio-demographic questions.
In addition to the studies by Merz and Wolff (1993), Feld and Larsen (2005, 2008, 2009),
Haigner et al. (2013) and Enste and Schneider (2006) in Germany, the survey method
has been applied in the Nordic countries and Great Britain (Isachsen and Strøm, 1985,
Pedersen 2003) as well as in the Netherlands (van Eck and Kazemier, 1988, Kazemier,
2006). While the questionnaires underlying these studies are broadly comparable in design,
recent attempts by the European Union to provide survey results for all EU member states
runs into difficulties regarding comparability (Renooy et al., 2004, European Commission,
2007): the wording of the questionnaires becomes more and more cumbersome depending
on the culture of different countries with respect to the underground economy.
To summarize: Although each method has its strength and weaknesses, and biases in the
estimates of the informal economy almost certainly prevail, no better data are currently
available. Clearly, there can be no exact measure of the size of the informal economy
and estimates differ widely, with an error margin of +/– 15 percent. These days, macro
estimates derived from the MIMIC model, the currency demand method, or the electricity
approach are seen as upper bound estimates, while micro (survey) estimates are seen as
lower bound estimates.

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

A useful starting point for a theoretical discussion of the informal economy is the paper
by Allingham and Sandmo (1972) on income tax evasion. While the informal economy
and tax evasion are not congruent, activities in the informal economy in most cases imply
the evasion of direct or indirect taxes, such that the factors determining tax evasion will
most certainly also affect the informal economy. According to Allingham and Sandmo, tax
compliance depends on its expected costs and benefits. The benefits of tax non-compliance
result from the individual marginal tax rate and the true individual income. In the case of
the informal economy, the individual marginal tax rate is often roughly calculated using the
overall tax burden from indirect and direct taxes including social security contributions.
The expected costs of non-compliance derive from deterrence enacted by the state, i.e.,
the state’s auditing activities raising the probability of detection and the fines individuals
face when they are caught.
Individuals are rational calculators who weigh the costs and benefits a legal status entails.
Their decision to partially or completely participate in the informal economy is a choice
under uncertainty facing a trade-off between the gains if their activities are not discovered
and a loss if discovered and penalized. Informal economic activities SE thus negatively
depend on the probability of detection p and potential fines f, and positively on the
opportunity costs of remaining formal denoted as B. The opportunity costs are positively
determined by the burden of taxation T and high labor costs W – the individual income
generated in the informal economy is usually categorized as labor income rather than
capital income – due to labor market regulations. Hence, the higher the tax burden and
labor costs, the more incentives individuals have to avoid those costs by working in the
informal economy. The probability of detection p itself depends on enforcement actions
A taken by the tax authority and on facilitating activities F accomplished by individuals to
reduce detection of informal economic activities. This discussion suggests the following
structural equation:

SE = SE

[
−
p

(
+ −
A,F

)
;
−
f
;
+
B

(
+ +
T,W

)]
. (1)

The informal economy thus focuses on productive economic activities that would normally
be included in the national accounts but which remain underground due to tax or regulatory
burdens.14 Although such legal activities would contribute to the country’s value added,
they are not captured in the national accounts because they are produced in illicit ways.
Informal household economic activities such as do-it-yourself activities and neighborly
help are typically excluded in the analysis of the informal economy.15

14 Although classical crime activities such as drug dealing are independent of increasing taxes and the causal
variables included in the empirical models are only imperfectly linked (or causal) to classical crime activities, the
footprints used to indicate informal economic activities such as currency in circulation also apply to classic crime.
Hence, macroeconomic informal economy estimates typically do not distinguish legal from illegal underground
activities; rather they represent the whole informal economy spectrum.
15 From a social perspective, maybe even from an economic one, soft forms of illicit employment, such as
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Kanniainen, Pääkkönen and Schneider (2004) incorporate many of these insights in their
model of the informal economy. They hypothesize that tax hikes unambiguously increase
the informal economy, while the availability of public goods financed by taxes moderates
participation in the informal economy. The latter effect depends, however, on the ability
to access those public goods. A shortcoming of this analysis is the neglected endogeneity
of tax morale and good governance, which is addressed by Feld and Frey (2007), who
argue that tax compliance is the result of a complicated interaction between tax morale
and deterrence measures. It must be clear to taxpayers what the rules of the game are and,
as deterrence measures serve as signals for the level of tax morale a society wants to elicit
(Posner, 2000), deterrence may also crowd out the intrinsic motivation to pay taxes. Tax
morale does not only increase if taxpayers perceive the public goods received in exchange
for their tax payments. It may also decrease if individuals perceive political decisions
for public activities or the treatment of taxpayers by the tax authorities to be unfair. Tax
morale is thus not exogenously given but influenced by deterrence and the quality of state
institutions.
Table 1 presents an overview of the most important determinants influencing the informal
economy. Due to space reasons, there is no detailed discussion of the various determi-
nants/causes of the informal economy.

moonlighting (e.g. construction work in private homes) and its contribution to aggregate value added, may be
assessed positively. For a discussion of these issues, see Thomas (1992) and Buehn, Karmann and Schneider
(2009).



DANUBE: Law and Economics Review, 5 (4), 227–248
DOI: 10.2478/danb-2014-0013

233

Ta
bl

e
1:

T
he

m
ai

n
ca

us
es

de
te

rm
in

in
g

th
e

in
fo

rm
al

ec
on

om
y

C
au

sa
lv

ar
ia

bl
e

T
he

or
et

ic
al

re
as

on
in

g
R

ef
er

en
ce

s

Ta
x

an
d

So
ci

al
Se

cu
ri

ty
C

on
tr

ib
ut

io
n

B
ur

de
ns

T
he

di
st

or
tio

n
of

th
e

ov
er

al
lt

ax
bu

rd
en

af
fe

ct
sl

ab
or

-l
ei

su
re

ch
oi

ce
sa

nd
m

ay
st

im
ul

at
e

la
bo

r
su

pp
ly

in
th

e
in

fo
rm

al
ec

on
om

y.
T

he
bi

gg
er

th
e

di
ff

er
en

ce
be

tw
ee

n
th

e
to

ta
l

la
bo

rc
os

ti
n

th
e

of
fic

ia
le

co
no

m
y

an
d

af
te

r-
ta

x
ea

rn
in

gs
(f

ro
m

w
or

k)
,t

he
gr

ea
te

rt
he

in
ce

nt
iv

e
to

re
du

ce
th

e
ta

x
w

ed
ge

an
d

w
or

k
in

th
e

in
fo

rm
al

ec
on

om
y.

T
hi

s
ta

x
w

ed
ge

de
pe

nd
s

on
so

ci
al

se
cu

ri
ty

bu
rd

en
/p

ay
m

en
ts

an
d

th
e

ov
er

al
lt

ax
bu

rd
en

,m
ak

in
g

th
em

ke
y

de
te

rm
in

an
ts

fo
rt

he
ex

is
te

nc
e

of
th

e
in

fo
rm

al
ec

on
om

y.

E
.g

.T
ho

m
as

(1
99

2)
,J

oh
ns

on
,K

au
fm

an
n,

an
d

Z
oi

do
-L

ob
at

ón
(1

99
8a

,b
),

G
ile

s
(1

99
9a

),
Ta

nz
i(

19
99

),
Sc

hn
ei

de
r(

20
03

,
20

05
),

D
el

l’A
nn

o
(2

00
7)

,D
el

l’A
nn

o,
G

om
ez

-A
nt

on
io

an
d

A
la

no
n

Pa
rd

o
(2

00
7)

,
B

ue
hn

an
d

Sc
hn

ei
de

r(
20

12
)

Q
ua

lit
y

of
In

st
itu

tio
ns

T
he

qu
al

ity
of

pu
bl

ic
in

st
itu

tio
ns

is
an

ot
he

r
ke

y
fa

ct
or

fo
r

th
e

de
ve

lo
pm

en
t

of
th

e
in

fo
rm

al
se

ct
or

.T
he

ef
fic

ie
nt

an
d

di
sc

re
tio

na
ry

ap
pl

ic
at

io
n

of
th

e
ta

x
co

de
an

d
re

gu
-

la
tio

ns
by

th
e

go
ve

rn
m

en
t

pl
ay

a
cr

uc
ia

l
ro

le
in

th
e

de
ci

si
on

to
w

or
k

un
de

rg
ro

un
d,

ev
en

m
or

e
im

po
rt

an
t

th
an

th
e

ac
tu

al
bu

rd
en

of
ta

xe
s

an
d

re
gu

la
tio

ns
.I

n
pa

rt
ic

ul
ar

,
a

bu
re

au
cr

ac
y

w
ith

hi
gh

ly
co

rr
up

tg
ov

er
nm

en
to

ffi
ci

al
s

se
em

s
to

be
as

so
ci

at
ed

w
ith

la
rg

er
un

of
fic

ia
la

ct
iv

ity
,w

hi
le

a
go

od
ru

le
of

la
w

by
se

cu
ri

ng
pr

op
er

ty
ri

gh
ts

an
d

co
n-

tr
ac

te
nf

or
ce

ab
ili

ty
in

cr
ea

se
s

th
e

be
ne

fit
s

of
be

in
g

fo
rm

al
.A

ce
rt

ai
n

le
ve

lo
ft

ax
at

io
n,

m
os

tly
sp

en
ti

n
pr

od
uc

tiv
e

pu
bl

ic
se

rv
ic

es
,c

ha
ra

ct
er

iz
es

ef
fic

ie
nt

po
lic

ie
s.

In
fa

ct
,t

he
pr

od
uc

tio
n

in
th

e
fo

rm
al

se
ct

or
be

ne
fit

s
fr

om
a

hi
gh

er
pr

ov
is

io
n

of
pr

od
uc

tiv
e

pu
bl

ic
se

rv
ic

es
an

d
is

ne
ga

tiv
el

y
af

fe
ct

ed
by

ta
xa

tio
n,

w
hi

le
th

e
in

fo
rm

al
ec

on
om

y
re

ac
ts

in
th

e
op

po
si

te
w

ay
.A

n
in

fo
rm

al
se

ct
or

de
ve

lo
pi

ng
as

a
co

ns
eq

ue
nc

e
of

th
e

fa
ilu

re
of

po
lit

ic
al

in
st

itu
tio

ns
in

pr
om

ot
in

g
an

ef
fic

ie
nt

m
ar

ke
te

co
no

m
y,

an
d

en
tr

ep
re

ne
ur

s
go

in
g

un
de

rg
ro

un
d,

as
th

er
e

is
an

in
ef

fic
ie

nt
pu

bl
ic

go
od

s
pr

ov
is

io
n,

m
ay

re
du

ce
if

in
st

itu
tio

ns
ca

n
be

st
re

ng
th

en
ed

an
d

fis
ca

lp
ol

ic
y

co
m

es
cl

os
er

to
th

e
m

ed
ia

n
vo

te
r’s

pr
ef

er
en

ce
s.

E
.g

.J
oh

ns
on

et
al

.(
19

98
a,

b)
,F

ri
ed

m
an

,
Jo

hn
so

n,
K

au
fm

an
n,

an
d

Z
oi

do
-L

ob
at

on
(2

00
0)

,D
re

he
ra

nd
Sc

hn
ei

de
r(

20
09

),
D

re
he

r,
K

ot
so

gi
an

ni
s

an
d

M
ac

or
ri

st
on

(2
00

9)
,S

ch
ne

id
er

(2
01

0)
,B

ue
hn

an
d

Sc
hn

ei
de

r(
20

12
),

Te
ob

al
de

lli
(2

01
1)

,
Te

ob
al

de
lli

an
d

Sc
hn

ei
de

r(
20

12
),

A
m

en
do

la
an

d
D

el
l’A

nn
o

(2
01

0)
,L

os
by

et
al

.(
20

02
),

Sc
hn

ei
de

ra
nd

W
ill

ia
m

s
(2

01
3)

R
eg

ul
at

io
ns

R
eg

ul
at

io
ns

,f
or

ex
am

pl
e

la
bo

r
m

ar
ke

tr
eg

ul
at

io
ns

or
tr

ad
e

ba
rr

ie
rs

,a
re

an
ot

he
r

im
-

po
rt

an
t

fa
ct

or
th

at
re

du
ce

s
th

e
fr

ee
do

m
(o

f
ch

oi
ce

)
fo

r
in

di
vi

du
al

s
in

th
e

of
fic

ia
l

ec
on

om
y.

T
he

y
le

ad
to

a
su

bs
ta

nt
ia

l
in

cr
ea

se
in

la
bo

r
co

st
s

in
th

e
of

fic
ia

l
ec

on
om

y
an

d
th

us
pr

ov
id

e
an

ot
he

ri
nc

en
tiv

e
to

w
or

k
in

th
e

in
fo

rm
al

ec
on

om
y:

co
un

tr
ie

st
ha

ta
re

m
or

e
he

av
ily

re
gu

la
te

d
te

nd
to

ha
ve

a
hi

gh
er

sh
ar

e
of

th
e

in
fo

rm
al

ec
on

om
y

in
to

ta
l

G
D

P.
E

nf
or

ce
m

en
t,

an
d

no
tt

he
ov

er
al

le
xt

en
to

fr
eg

ul
at

io
n

–
m

os
tly

no
te

nf
or

ce
d

–
is

th
e

ke
y

fa
ct

or
fo

rt
he

bu
rd

en
le

vi
ed

on
fir

m
s

an
d

in
di

vi
du

al
s,

m
ak

in
g

th
em

op
er

at
e

in
th

e
in

fo
rm

al
ec

on
om

y.

E
.g

.J
oh

ns
on

,K
au

fm
an

n,
an

d
Sh

le
ife

r
(1

99
7)

,J
oh

ns
on

,K
au

fm
an

n,
an

d
Z

oi
do

-L
ob

at
ón

(1
99

8b
),

Fr
ie

dm
an

,
Jo

hn
so

n,
K

au
fm

an
n,

an
d

Z
oi

do
-L

ob
at

on
(2

00
0)

,K
uc

er
a

an
d

R
on

co
la

to
(2

00
8)

,
Sc

hn
ei

de
r(

20
11

)

C
on

tin
ue

d
on

ne
xt

pa
ge



234 Friedrich Schneider: In the Shadow of the State – the Informal
Economy and Informal Economy Labor Force

C
au

sa
lv

ar
ia

bl
e

T
he

or
et

ic
al

re
as

on
in

g
R

ef
er

en
ce

s

Pu
bl

ic
Se

ct
or

Se
rv

ic
es

A
n

in
cr

ea
se

of
th

e
in

fo
rm

al
ec

on
om

y
m

ay
le

ad
to

fe
w

er
st

at
e

re
ve

nu
es

,w
hi

ch
in

tu
rn

re
du

ce
s

th
e

qu
al

ity
an

d
qu

an
tit

y
of

pu
bl

ic
ly

pr
ov

id
ed

go
od

s
an

d
se

rv
ic

es
.U

lti
m

at
el

y,
th

is
m

ay
le

ad
to

in
cr

ea
si

ng
ta

x
ra

te
s

fo
r

fir
m

s
an

d
in

di
vi

du
al

s,
al

th
ou

gh
th

e
de

te
ri

o-
ra

tio
n

in
th

e
qu

al
ity

of
th

e
pu

bl
ic

go
od

s
(s

uc
h

as
th

e
pu

bl
ic

in
fr

as
tr

uc
tu

re
)a

nd
of

th
e

ad
m

in
is

tr
at

io
n

co
nt

in
ue

s.
T

he
co

ns
eq

ue
nc

e
is

an
ev

en
st

ro
ng

er
in

ce
nt

iv
e

to
pa

rt
ic

ip
at

e
in

th
e

in
fo

rm
al

ec
on

om
y.

C
ou

nt
ri

es
w

ith
hi

gh
er

ta
x

re
ve

nu
es

ac
hi

ev
ed

by
lo

w
er

ta
x

ra
te

s,
fe

w
er

la
w

s
an

d
re

gu
la

tio
ns

,
a

be
tte

r
ru

le
of

la
w

an
d

lo
w

er
co

rr
up

tio
n

le
ve

ls
,

sh
ou

ld
th

us
ha

ve
sm

al
le

ri
nf

or
m

al
ec

on
om

ie
s.

E
.g

.J
oh

ns
on

,K
au

fm
an

n,
an

d
Z

oi
do

-L
ob

at
ón

(1
99

8a
,b

),
Fe

ld
an

d
Sc

hn
ei

de
r(

20
10

)

Ta
x

M
or

al
e

T
he

ef
fic

ie
nc

y
of

th
e

pu
bl

ic
se

ct
or

al
so

ha
sa

n
in

di
re

ct
ef

fe
ct

on
th

e
si

ze
of

th
e

in
fo

rm
al

ec
on

om
y

be
ca

us
e

it
af

fe
ct

s
ta

x
m

or
al

e.
Ta

x
co

m
pl

ia
nc

e
is

dr
iv

en
by

a
ps

yc
ho

lo
gi

ca
l

ta
x

co
nt

ra
ct

th
at

en
ta

ils
ri

gh
ts

an
d

ob
lig

at
io

ns
fr

om
ta

xp
ay

er
s

an
d

ci
tiz

en
s

on
th

e
on

e
ha

nd
,b

ut
al

so
fr

om
th

e
st

at
e

an
d

its
ta

x
au

th
or

iti
es

on
th

e
ot

he
r.

Ta
xp

ay
er

s
ar

e
m

or
e

he
av

ily
in

cl
in

ed
to

pa
y

th
ei

r
ta

xe
s

ho
ne

st
ly

if
th

ey
ge

t
va

lu
ab

le
pu

bl
ic

se
rv

ic
es

in
ex

ch
an

ge
.H

ow
ev

er
,t

ax
pa

ye
rs

ar
e

ho
ne

st
ev

en
in

ca
se

s
w

he
n

th
e

be
ne

fit
pr

in
ci

pl
e

of
ta

xa
tio

n
do

es
no

th
ol

d,
i.e

.f
or

re
di

st
ri

bu
tiv

e
po

lic
ie

s,
if

su
ch

po
lit

ic
al

de
ci

si
on

sf
ol

lo
w

fa
ir

pr
oc

ed
ur

es
.

T
he

tr
ea

tm
en

t
of

ta
xp

ay
er

s
by

th
e

ta
x

au
th

or
ity

al
so

pl
ay

s
a

ro
le

.
If

ta
xp

ay
er

s
ar

e
tr

ea
te

d
lik

e
pa

rt
ne

rs
in

a
(t

ax
)

co
nt

ra
ct

in
st

ea
d

of
su

bo
rd

in
at

es
in

a
hi

er
ar

ch
ic

al
re

la
tio

ns
hi

p,
ta

xp
ay

er
sw

ill
st

ic
k

to
th

ei
ro

bl
ig

at
io

ns
of

th
e

ps
yc

ho
lo

gi
ca

l
ta

x
co

nt
ra

ct
m

or
e

ea
si

ly
.H

en
ce

,(
be

tte
r)

ta
x

m
or

al
e

an
d

(s
tr

on
ge

r)
so

ci
al

no
rm

s
m

ay
re

du
ce

th
e

pr
ob

ab
ili

ty
of

in
di

vi
du

al
s

w
or

ki
ng

un
de

rg
ro

un
d.

E
.g

.F
el

d
an

d
Fr

ey
(2

00
7)

,K
ir

ch
le

r(
20

07
),

To
rg

le
ra

nd
Sc

hn
ei

de
r(

20
09

),
Fe

ld
an

d
L

ar
se

n
(2

00
5,

20
09

),
Fe

ld
an

d
Sc

hn
ei

de
r

(2
01

0)

D
et

er
re

nc
e

D
es

pi
te

th
e

st
ro

ng
fo

cu
s

on
de

te
rr

en
ce

in
po

lic
ie

s
fig

ht
in

g
th

e
in

fo
rm

al
ec

on
om

y
an

d
th

e
un

am
bi

gu
ou

s
in

si
gh

ts
of

th
e

tr
ad

iti
on

al
ec

on
om

ic
th

eo
ry

of
ta

x
no

n-
co

m
pl

ia
nc

e,
su

rp
ri

si
ng

ly
lit

tle
is

kn
ow

n
ab

ou
tt

he
ef

fe
ct

so
fd

et
er

re
nc

e
fr

om
em

pi
ri

ca
ls

tu
di

es
.T

hi
s

is
du

e
to

th
e

fa
ct

th
at

da
ta

on
th

e
le

ga
lb

ac
kg

ro
un

d
an

d
th

e
fr

eq
ue

nc
y

of
au

di
ts

ar
e

no
t

av
ai

la
bl

e
on

an
in

te
rn

at
io

na
l

ba
si

s;
ev

en
fo

r
O

E
C

D
co

un
tr

ie
s,

su
ch

da
ta

is
di

ffi
cu

lt
to

co
lle

ct
.E

ith
er

th
e

le
ga

lb
ac

kg
ro

un
d

is
qu

ite
co

m
pl

ic
at

ed
,d

if
fe

re
nt

ia
tin

g
fin

es
an

d
pu

ni
sh

m
en

ta
cc

or
di

ng
to

th
e

se
ve

ri
ty

of
th

e
of

fe
ns

e
an

d
th

e
tr

ue
in

co
m

e
of

th
e

no
n-

co
m

pl
ie

r,
or

ta
x

au
th

or
iti

es
do

no
t

re
ve

al
ho

w
in

te
ns

iv
el

y
au

di
tin

g
is

ta
ki

ng
pl

ac
e.

T
he

lit
tle

em
pi

ri
ca

ls
ur

ve
y

ev
id

en
ce

av
ai

la
bl

e
de

m
on

st
ra

te
st

ha
tfi

ne
sa

nd
pu

ni
sh

m
en

t
do

no
t

ex
er

t
a

ne
ga

tiv
e

in
fl

ue
nc

e
on

th
e

in
fo

rm
al

ec
on

om
y,

w
hi

le
th

e
su

bj
ec

tiv
el

y
pe

rc
ei

ve
d

ri
sk

of
de

te
ct

io
n

do
es

.H
ow

ev
er

,t
he

re
su

lts
ar

e
of

te
n

w
ea

k
an

d
G

ra
ng

er
ca

us
al

ity
te

st
s

sh
ow

th
at

th
e

si
ze

of
th

e
in

fo
rm

al
ec

on
om

y
ca

n
im

pa
ct

de
te

rr
en

ce
in

st
ea

d
of

de
te

rr
en

ce
re

du
ci

ng
th

e
in

fo
rm

al
ec

on
om

y.

E
.g

.A
nd

re
on

i,
E

ra
rd

an
d

Fe
in

st
ei

n
(1

99
8)

,
Pe

de
rs

en
(2

00
3)

,F
el

d
an

d
L

ar
se

n
(2

00
5,

20
09

),
Fe

ld
an

d
Sc

hn
ei

de
r(

20
10

)

C
on

tin
ue

d
on

ne
xt

pa
ge



DANUBE: Law and Economics Review, 5 (4), 227–248
DOI: 10.2478/danb-2014-0013

235

C
au

sa
lv

ar
ia

bl
e

T
he

or
et

ic
al

re
as

on
in

g
R

ef
er

en
ce

s

A
gr

ic
ul

tu
ra

lS
ec

to
r

T
he

im
po

rt
an

ce
of

ag
ri

cu
ltu

re
in

th
e

ec
on

om
y

is
in

cl
ud

ed
,s

in
ce

m
an

y
st

ud
ie

se
nd

or
se

th
e

id
ea

th
at

in
fo

rm
al

w
or

k
is

co
nc

en
tr

at
ed

in
hi

gh
ly

se
gm

en
te

d
se

ct
or

s,
w

ith
cl

ea
r

pr
ev

al
en

ce
fo

rt
he

ag
ri

cu
ltu

ra
la

nd
re

la
te

d
se

ct
or

s.
O

ne
of

th
e

m
os

ti
m

po
rt

an
tr

ea
so

ns
fo

rt
hi

si
st

he
m

in
im

um
en

fo
rc

em
en

tc
ap

ac
ity

of
go

ve
rn

m
en

ts
pr

ev
al

en
ti

n
ru

ra
la

re
as

.
T

he
im

po
rt

an
ce

of
ag

ri
cu

ltu
re

is
m

ea
su

re
d

as
th

e
sh

ar
e

of
ag

ri
cu

ltu
re

as
pe

rc
en

ta
ge

of
G

D
P.

T
he

la
rg

er
th

e
ag

ri
cu

ltu
ra

ls
ec

to
r,

th
e

la
rg

er
th

e
ex

pe
ct

ed
si

ze
of

th
e

in
fo

rm
al

ec
on

om
y,

ce
te

ri
s

pa
ri

bu
s.

E
.g

.V
ul

et
in

(2
00

8)
,D

e
la

R
oc

a,
H

er
na

nd
ez

,
R

ob
le

s,
To

re
ro

an
d

W
eb

be
r(

20
02

),
G

re
en

id
ge

,H
ol

de
ra

nd
M

ay
er

s
(2

00
5)

,
M

oo
to

o,
So

ok
ra

m
an

d
W

at
so

n
(2

00
2)

,
A

m
en

do
la

an
d

D
el

l’A
nn

o
(2

01
0)

,L
os

by
et

al
.(

20
02

)

D
ev

el
op

m
en

to
f

th
e

of
fic

ia
l

ec
on

om
y

T
he

de
ve

lo
pm

en
to

f
th

e
of

fic
ia

le
co

no
m

y
is

an
ot

he
r

ke
y

fa
ct

or
of

th
e

in
fo

rm
al

ec
o-

no
m

y.
T

he
hi

gh
er

(l
ow

er
)

th
e

un
em

pl
oy

m
en

t
qu

ot
a

(G
D

P-
gr

ow
th

),
th

e
hi

gh
er

th
e

in
ce

nt
iv

e
to

w
or

k
in

th
e

in
fo

rm
al

ec
on

om
y,

ce
te

ri
s

pa
ri

bu
s.

Sc
hn

ei
de

ra
nd

W
ill

ia
m

s
(2

01
3)

,F
el

d
an

d
Sc

hn
ei

de
r(

20
10

)

Se
lf-

em
pl

oy
m

en
t

T
he

hi
gh

er
se

lf
-e

m
pl

oy
m

en
ti

s,
th

e
m

or
e

ac
tiv

iti
es

ca
n

be
do

ne
in

th
e

in
fo

rm
al

ec
o-

no
m

y,
ce

te
ri

s
pa

ri
bu

s.
Sc

hn
ei

de
ra

nd
W

ill
ia

m
s

(2
01

3)
,F

el
d

an
d

Sc
hn

ei
de

r(
20

10
)



236 Friedrich Schneider: In the Shadow of the State – the Informal
Economy and Informal Economy Labor Force

III. Size of informal economies all over the world16

Figure 1 shows the average size of the informal economy of 162 countries over the pe-
riod 1999–2007. In tables 2 and 3, the average informality (unweighted and weighted) in
different regions is shown using the regions defined by the World Bank. The World Bank
distinguishes eight world regions: East Asia and Pacific, Europe and Central Asia, Latin
America and the Caribbean, Middle East and North Africa, High Income OECD, Other
High Income, South Asia, and Sub-Saharan Africa. If we first consider table 2, where the
average informality (unweighted) is shown, we see that Latin America and the Caribbean
have the highest value informal economies, at 41.1%, followed by Sub-Saharan Africa, at
40.2%, followed by Europe and Central Asia, with 38.9%. The High Income OECD coun-
tries have the lowest, with 17.1%. If we consider the average informality of the informal
economies of these regions weighted by total GDP in 2005, Sub-Saharan Africa has the
highest, with 37.6%, followed by Europe and Central Asia, with 36.4% and Latin America
and the Caribbean, with 34.7%. Again, the High Income OECD has the lowest, at 13.4%.
If one considers the world mean weighted and unweighted, one sees that, if one uses the
unweighted measures, the mean is 33.0% over the period 1999–2007. If we consider the
world with weighted informality measures, the informal economy takes “only” a value of
17.1% over the period 1999–2007. Weighting the values makes a considerable difference.
One general result of the size and development of the informal economies worldwide is
that there is an overall reduction in the size. In figure 2, the size and development of the
informal economy of various country groups (weighted averages by the official GDP of
2005) over 1999, 2003 and 2007 are shown. One clearly realizes that, for all country groups
(25 OECD countries, 116 developing counties, and 25 transition countries), a decrease
in the size of the informal economy can be observed. The average size of the informal
economies of the 162 countries was 34.0% of official GDP (unweighted measure!) in
1999 and decreased to 31.2% of official GDP in 2007. This is a decrease of almost 3.0
percentage points over nine years. Growth of the official economy with reduced (increased)
unemployment (employment) seems to be the most efficient means to reduce the informal
economy.

16 Some figures are taken from Schneider, Buehn and Montenegro (2010). The econometric MIMIC estimation
results are not shown here due to space reasons; see, e.g. Schneider, Buehn and Montenegro (2010).
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Table 2: Average Informality (Unweighted) by World Bank’s Regions
Region mean median min max sd

EAP East Asia and Pacific 32.3 32.4 12.7 50.6 13.3
ECA Europe and Central Asia 38.9 39.0 18.1 65.8 10.9
LAC Latin America and the Caribbean 41.1 38.8 19.3 66.1 12.3
MENA Middle East and North Africa 28.0 32.5 18.3 37.2 7.8
OECD High Income OECD 17.1 15.8 8.5 28.0 6.1
OHIE Other High Income 23.0 25.0 12.4 33.4 7.0
SAS South Asia 33.2 35.3 22.2 43.9 7.0
SSA Sub-Saharan Africa 40.2 40.6 18.4 61.8 8.3
World 33.0 33.5 8.5 66.1 12.8

Source: Schneider, Buehn and Montenegro (2010)

Table 3: Average Informality (Weighted) by Total GDP in 2005
Region mean median min max sd

EAP East Asia and Pacific 17.5 12.7 12.7 50.6 10.6
ECA Europe and Central Asia 36.4 32.6 18.1 65.8 8.4
LAC Latin America and the Caribbean 34.7 33.8 19.3 66.1 7.9
MENA Middle East and North Africa 27.3 32.5 18.3 37.2 7.7
OECD High Income OECD 13.4 11.0 8.5 28.0 5.7
OHIE Other High Income 20.8 19.4 12.4 33.4 4.9
SAS South Asia 25.1 22.2 22.2 43.9 5.9
SSA Sub-Saharan Africa 37.6 33.2 18.4 61.8 11.7
World 17.1 13.2 8.5 66.1 9.9

Source: Schneider, Buehn and Montenegro (2010)
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Figure 2: Size and Development of the Informal Economy of Various Country Groups (Wei-
ghted Averages (!); as percentage of official total GDP of the respective Country Group)

Source: Schneider, Buehn and Montenegro (2010)

IV. Informal Economy Labor Force

The following results of the informal economy labor force are based on the OECD and
World Bank database on informal employment in major cities and in rural areas, as well
as on other sources mentioned in the footnotes of this chapter and the tables. The values
of the informal economy labor force are calculated in absolute terms, and as a percentage
of the official labor force, under the assumption that the informal economy in rural areas
is at least as high as in the cities. This is a conservative assumption, since in reality it is
likely to be even larger.17 Survey techniques and, for some countries, the MIMIC method
and the method of the discrepancy between the official and actual labor force are used for
estimation.
One of the most famous studies is the OECD (2009a, b) one titled “Is informal normal?”,
which provides worldwide figures. This OECD study18 concludes that, in many parts of
the world and over the period 1990 to 2007, informal employment was the norm, not
the exception. More than half of all jobs in the non-agricultural sectors of developing
countries – over 900 million workers – can be considered informal. If agricultural workers

17 The assumption that the informal economy labour force is at least as high in rural areas as in major cities,
is a very modest one and is supported by Lubell (1991). Some authors (e.g., Lubell (1991), Pozo (1996), and
Chickering and Salahdine (1991)) argue that the illicit labour force is nearly twice as high in the countryside as
in urban areas. But since no (precise) data exists on this ratio, the assumption of an equal size may be justified
by arguing that such a calculation provides at least minimal figures.
18 The following results and figures are taken from the OECD (2009a, b), executive summary.
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in developing countries are included, the estimates come out at roughly 2,000 million
people. The share of informal employment is also shown in figure 3 for Latin America
and South East Asia. In some regions, including Sub-Saharan Africa and South Asia, over
80% of non-agricultural jobs are informal. Most informal workers in the developing world
are self-employed and work independently, or own and manage very small enterprises.
According to the OECD study (2009a, b), informal employment is a result of both people
being excluded from official jobs and people voluntarily opting out of formal structures,
e.g. in many middle income countries, incentives drive individuals and businesses out of
the formal sector.
To summarize, this OECD study clearly comes to the conclusion that informal is really
the norm or the normal case. 1.8 billion people work in informal jobs, compared to 1.2
billion who benefit from formal contracts and social security protection. Informal econo-
mic activity, excluding the agricultural sector, accounts for three-quarters of the jobs in
Sub-Saharan Africa, for more than two-thirds in South and South East Asia, half in Latin
America, the Middle East and North Africa, and nearly one-quarter in transition countries.
If agriculture is included, the informal share of the economy in the abovementioned regi-
ons is even higher (e.g. more than 90% in South Asia). Also, this OECD study arrives at
the result that more than 700 million informal workers “survive” on less than $1.25 a day
and some 1.2 billion on less than $2 a day. The study also concludes that the share of
informal employment tends to increase during economic turmoil. For example, during the
Argentine economic crisis (1999–2002), the country’s “official” economy shrank as by
almost one-fifth while the share of informal employment expanded from 48 to 52 percent.
One can clearly see that, even under conditions of strong economic growth, the share of
non-agricultural employment and the share of informal employment is strongly rising.

Figure 3: Informal Employment and GDP in Latin America and Southeast Asia

Part 1: Latin America
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Part 2: Southeast Asia

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

In table 4, the share of informal employment in total non-agricultural employment over
a five-year period and by region is presented. From the table, one clearly sees that in all
regions the share of informal employment has remarkably increased over time. The share of
informal employment in South- and Middle-American countries in the period 1985–1989
was 32.4% and increased in the period 2000–2007 to 50.1%. In 34 Asian countries,
informal employment rose in the period 1985–1989 from 55.9% to 70.2% from 2000 to
2007. In the 42 African countries, the share of informal employment (as a percentage of
total non-agricultural employment) was 40.3% from 1985–1989, and increased to 60.5%
in 2000–2007. Table 4 clearly demonstrates that there is a very strong positive trend in the
share of informal employment (as a percentage of total non-agricultural employment).

Table 4: Share of Informal Employment in Total Non-Agricultural Employment by five-year
period in %

Average Share of Informal Employment in %
Region of Local Non Agricultural Employment over

1985–89 1990–94 1995–99 2000–07
22 South- and Middle American
Countries

32.4 35.4 40.3 50.1

34 Asian Countries 55.9 60.4 65.4 70.2
42 African Countries 40.3 47.1 52.4 60.5
21 Transition Countries 30.9 32.3 35.4 40.2

Source: OECD 2009a, b, pages 34–35; and Charmes (2002, 2007, 2008) for the ILO Women and
Men in the Informal Economy, 2002. Note: For the most recent period: Heintz and Chang (2007)
for the ILO, and for West Asia: Charmes (2007 and 2008).
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V. Conclusion

In this paper, some of the most recent developments in research on the informal economy
and undeclared work in highly developed OECD, developing and transition countries
are shown. The discussion of the recent literature shows that economic opportunities for
employees, the overall situation on the labor market, not least unemployment, are crucial
for an understanding of the dynamics of the informal economy. Individuals look for ways
to improve their economic situation and thus contribute productively to the aggregate
income of a country. This holds regardless of whether they are active in the official or the
unofficial economy.
A further question is: What type of policy conclusions can I draw? One conclusion may be
that – besides the indirect tax and personal income tax burden, which the government can
directly influence by policy actions – self-employment and unemployment are two very
important driving forces of the informal economy. Unemployment may be controllable by
the government through economic policy in a traditional Keynesian sense; alternatively, the
government can try to improve the country’s competitiveness to increase foreign demand.
The impact of self-employment on the informal economy is less or only partly controllable
by the government and may be ambiguous from a welfare perspective. A government can
deregulate the economy or incentivize “be your own entrepreneur”, which would make
self-employment easier, potentially reducing unemployment and positively contributing
to efforts aimed at controlling the size of the informal economy. Such actions, however,
need to be accompanied by a strengthening of institutions and tax morale to reduce the
probability that the self-employed shift reasonable proportions of their economic activities
into the informal economy, which, if it happened, would make government policies incen-
tivizing self-employment less effective. This paper clearly shows that a reduction in the
informal economy can be achieved using various channels the government can influence.
The main challenge is still to bring informal economic activities into the official economy
in such a way that goods and services previously produced in the informal economy are still
produced and provided, but rather in the official economy. Only then can the government
get additional taxes and social security contributions.
Finally, if I ask myself what we know about the informal economy and work in the
shadow, I clearly realize that we have some knowledge about the size and development of
the informal economy and the size and development of the informal economy labor force.
For developing countries, the informal economy labor force has reached a remarkable
size, according to OECD (2009a, b) estimates, which is that, in most developing countries,
the informal economy labor force is greater than the official labor force. What we do not
know are the exact motives, why people work in the informal economy and what is their
relation and feeling if a government undertakes reforms in order to bring them back into
the official economy. Hence, many more micro studies are needed to obtain more detailed
knowledge about people’s motivation to work in either the informal economy and/or in
the official one.
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