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AN ANALYSIS OF THE SHADOW ECONOMY IN EU COUNTRIES

Brindusa Mihaela TUDOSE"
Raluca Irina CLIPA™

Abstract: The paper aims at analysing the dimension of the underground economy in the EU states
between 2003 and 2015. In order to achieve this goal, we use qualitative and quantitative methods. In the first
two sections of the study we resort to conceptualisation and bring up to date scientific contributions in the
field of the shadow economy both in terms of its definition and the methods of quantifying the phenomenon. In
the third section, based on the results of the latest research, we identify the dynamics of the underground
economy on three levels: the EU-15 (before and after 2005); the EU-10 (before and after the accession of 10
countries in 2005) and the EU-3 (before and after 2007). The main conclusion is that regardless of the
reporting level (national, European, world), the real size of the underground economy remains unknown.

Keywords: shadow economy; MIMIC model
JEL Classification: O17; O47

Introduction

The complexity of the contemporary economies, the free movement of people, capital and
goods on EU territory, technological progress, taxation, economic and financial crisis, concerns of
risk reduction while maximizing the gains or benefits have redefined the behaviour of the world
markets and economic actors. During the last decades, the shadow economy has become a serious
impediment for economic development, the more so since we don’t know precisely its size nor
evolution. Furthermore, for the member states of the EU, the shadow economy is seen as an obstacle
that could threaten the fulfilment of the cohesion and growth objectives of the Europe 2020 strategy.

According to research in the field, the shadow economy is difficult to quantify. However, using
modern statistical means an estimation of the size of this phenomenon can be achieved, with a
reasonable degree of confidence. The dynamics of the shadow economy can be analysed retroactively,
as far as its specific manifestations are identified and sanctioned: evasion, undeclared work,
corruption, money laundering etc. We endorse those approaches provided by the literature according
to which in the context of the underground economy only estimates and not accurate assessments can
be admitted.
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The main objective of the research was to analyse the economy, both nationally and at European
level. To achieve this goal, the paper is organized as follows: the first section presents the state of
knowledge in the field; the second section presents the methodological coordinates for estimating the
shadow economy; the third section presents information on the dynamics of the shadow economy;
the last section summarizes the conclusions and present the limitations and the directions for future

research.

1. The concept of shadow economy. Literature review

The first research in the field of the shadow economy, in an attempt to estimate its size, defines
the concept in terms of the output of goods and services (whether legal or illegal) unreported
officially, not contained respectively in the official estimates of the gross domestic product (Smith,
1994). Schneider (1994) and Lubell (1991) describe the underground economy as all the economic
activities unregistered in the calculation of gross national product. According to other authors, the
underground economy includes "unreported income from the legal production of goods and services
in monetary transactions or barter, so all economic activities which would generally be taxed"
(Schneider and Enste, 2000, p. 5).

Recent research (Schneider, 2011) reveals that the shadow economy includes the production of
goods and services "hidden" intentionally for any of the following reasons: a) to avoid paying income
tax, value added tax and other taxes; b) to avoid paying contributions to the health system, the social
security system etc; c) to avoid compliance with certain legal labour market standards, such as the
mandatory minimum wage per economy, the maximum number of working hours, labour security
standards; d) to avoid compliance with certain administrative procedures, including statistical
questionnaires or other administrative forms.

The European Commission defines the shadow economy as being “those economic activities
and the income derived from them that circumvent or avoid government regulations or taxation”
(European Commission, 2014, p. 1).

The definitions in literature show that there is a narrower meaning to the concept and a wider
one. In a narrow sense, the shadow economy consists of all production resulting from the market of
goods and legal services that is deliberately concealed from the public authorities, but not including
illegal economic activities or the informal domestic economy (Schneider et al., 2010, p. 5). In the
broader sense, the term includes all undeclared or insufficiently declared production, be it legal or

illegal goods.
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In Europe, the activities related to the shadow economy are divided into two main categories:
undeclared work and underreporting (AT Kearney, 2013). Although difficult to quantify, experts
(AT Kearney, 2013) estimated that this phenomenon totalled approximately 2.15 trillion of Euro in
2013, with notable differences between Western (7-8% of GDP in Switzerland, Austria and
Luxembourg) and Eastern Europe (about 30% in countries like Croatia, Romania and Bulgaria).

In terms of conceptualization, we conclude by stating that although the shadow economy has
been defined and interpreted as having multiple meanings, we need to remember only the common
essence of the debate: it comprises all unregistered / undeclared economic activities having negative
economic (damage functionality of the economy and reducing GDP) and social (in terms of social
equity) impacts.

Therefore, in order to understand the shadow economy, its component elements have to be

known (Figure 1).

Figure 1 - Matrix of the shadow economy
MATRIX OF THE SHADOW ECONOMY

Influencing factors:

Tax fraud Corruption | - The economic system;

- Fiscal pressure and morals;

- The social and cultural system;

- The quality of public institutions;
- Legislation;

- The international context;

- Peculiarities of local governance etc.
Source: Authors’ representation

Money

Undeclared work )
laundering

The Convention on the protection of the financial interests of the European Communities (OJ
C316, 27.11.1995, p. 49) defines fraud as any intentional act or omission relating to: a) the use or
presentation of false statements or documents, incorrect or incomplete, that has the effect of hijacking
or improper withholding of public funds; b) non-disclosure of information and violation of a specific
obligation; c) improper use of funds for purposes other than those for which they were originally
granted. Most often, tax fraud is linked to organized crime. According to Europol, it is estimated that
between 40 and 60 billion euros in annual losses of tax revenue in Member States are caused by
organized criminal groups and that 2% of these groups are responsible for 80% of intra-Community
fraud with "ghost" companies.

Lately, undeclared work is a phenomenon that has grown both in Romania and in European

countries, especially among immigrants. A report published by Special Eurobarometer 402 in 2014,
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identified the main causes of undeclared work: a) low levels of incomes from legal business; b) lack
of regular jobs on the labour market; c) tax or social security contribution too high; d) lack of control
by the authorities. At the EU level, the most common type of undeclared work is recorded in the
repairs or renovations (i.e. gardening, cleaning work), elderly care or childcare.

Corruption, a phenomenon without borders, translates (in the most popular and common sense)
as the misuse of power for personal gain, materializing in accepting and soliciting bribes, receiving
undue benefits, influence peddling, illicit activities conducted in order to obtain material benefits or
social or political positions. Lately - more than ever - this phenomenon has had favourable conditions
for proliferation, being supported by a complex of economic, institutional, political, social and moral
factors.

Money laundering is the last link in the chain through which money from criminal activities of
the underground economy are reintroduced in surface or directed to financing of terrorism.

Seen in all its complexity, an analysis of the chromatics of the shadow economy configures a
wide array comprising both bleak tones (states / areas / regions whose underground economy exceeds
30% of GDP) and lighter tones (where the underground economy is under 10% of GDP).

2. Methodological coordinates for estimating the shadow economy

The literature (Feige, 1989) offers three models to estimate the size of the underground
economy: a) qualitative methods (focused on identifying motivations, perceptions and behaviours of
the actors of the shadow economy; b) quantitative methods (conclusive, focused on obtaining
representative data on the structure and dynamics of the phenomenon); ¢) methods that do not claim
systematic scientific estimates (based on personal observation, without considering the context,
nominal, partial case studies or random investigations). Although of partial relevance, the latter still
provides relevant images on the frequency and nature of this phenomenon and can be a starting point
for a scientific approach.

From the point of view of the scope, the methods process two types of information:

a) Information obtained through observations on a microeconomic level (through individual
surveys and polls, reports of the auditors, fiscal auditing, revenue reports etc). Such information
outline the profile of the companies / persons involved in the underground economy; note that as long
as the information is collected from persons, the objectivity of the information must be considered
carefully. Moreover, this approach allows an estimate of the size of the shadow economy at a time,

and not the dynamics of the phenomenon.
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b) Information collected at the macroeconomic level. Although the creation of databases at the
macroeconomic level is not aimed exclusively at estimating the shadow economy, these databases
allow estimating it based on logical inferences are devoid of subjectivity, less expensive, allow
estimating the temporal dimension and the dynamics of the underground economic activities and use
reliable data collected by organizations or public entities (i.e. central banks).

Recently published studies (Ene, 2010) have recommended estimating the shadow economy by
using other methods, more or less complex, structured as follows:

a) Methods based on direct approach, specific to the microeconomic field, based on surveys /
voluntary interviews, fiscal statistics, tax audits and other similar methods. The advantage of this
method is that it allows the providing of information on the structure of the shadow economy (the
correctness of the analyses and the interpretations depends on the availability, cooperation and
sincerity of the respondents).

b) Methods based on indirect approach, specific to the macroeconomic field, used to estimate
the size of certain components of the economy;

c) Causal methods, which were developed as a response to the need to integrate multiple causes
of manifestation and development of the underground economy with generated effects over time.
Such methods are: MIMIC (Multiple Indicators and Multiple Causes), DYMIMIC (Dynamic
Indicators Multiple Causes Multiple).

3. Analysis of the shadow economy’s dynamics using MIMIC model

Using the MIMIC model, Friedrich Schneider (2015) has estimated the dynamics of the
underground economy for the period 2003-2015, showing a decrease from an average of 22.6% to
18.2% of GDP (sample being made up of 28 EU Member States).

Based on the results of the research mentioned above, we intend to identify the dynamics of the
underground economy on three levels: the EU-15 (before and after 2005); the EU-10 (before and after
the accession of 10 countries in 2005) and the EU-3 (before and after 2007).

Among the 15 original EU countries (Table 1) Luxembourg stands out, with the lowest
percentage of the underground economy in GDP for the period 2003-2007; after 2007 Luxembourg

is surpassed by Austria. Greece is situated at the opposite pole.
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Table 1 - Dynamics of the shadow economy for the UE-15 (%GDP)

State 2003 | 2004 | 2005 | 2006 | 2007 | 2008 | 2009 | 2010 | 2011 | 2012 | 2013 | 2014 | 2015
Luxembourg 9.8 9.8 9.9 | 10.0 9.4 8.5 8.8 8.4 8.2 8.2 8.0 8.1 8.3
Austria 108 | 11.0 | 103 9.7 9.4 8.1 8.5 8.2 7.9 7.6 7.5 7.8 8.2
UK 122 | 123 | 120 | 111 | 106 | 101 | 109 | 10.7| 105| 10.1 9.7 9.6 9.4
Netherlands 12.7 | 125 | 120 | 109 | 101 9.6 | 10.2 | 10.0 9.8 9.5 9.1 9.2 9.0
France 147 | 143 | 138 | 124 | 118 | 111 | 116 | 11.3| 11.0| 10.8 99| 108 | 123
Ireland 154 | 152 | 148 | 134 | 127 | 122 | 131 | 13.0| 128 | 12.7| 122 | 118 | 113
Germany 171 ] 16.1 | 154 | 15.0 | 147 | 142 | 146 | 139 | 132 | 129 | 124 | 122 | 12.2
Denmark 174 | 171 | 165 | 154 | 148 | 139 | 143 | 140| 138 | 134 | 13.0| 128 | 120
Finland 176 | 172 | 166 | 153 | 145 | 138 | 142 | 140 | 13.7| 133 | 13.0| 129 | 124
Sweden 186 | 181 | 175| 16.2| 156 | 149 | 154 | 150 | 14.7| 143 | 139 | 136 | 132
Belgium 214 | 207 | 201 | 19.2| 183 | 175| 178 | 174 | 171 | 168 | 164 | 16.1 | 16.2
Portugal 222 | 217 212| 201 | 192 | 187 | 195 19.2 | 194 | 194 | 190 | 18.7 | 176
Spain 222 219| 213 | 202 | 193] 184 | 195 194 | 19.2| 192 | 186 | 185 | 18.2
Italy 261 | 252 | 244 | 232 | 223 | 214 | 220 | 218 | 21.2 | 216 | 211 | 20.8 | 20.6
Greece 282 | 281 | 276 | 262 | 251 | 243 | 25.0| 254 | 243 | 240 | 23.6 | 233 | 224
UE-15average | 178 | 174 | 169 | 159 152 | 144 | 150 | 148 | 145 | 143 | 138 | 13.7 | 136

Source: Based on Friedrich Schneider (2015)

By 2008 most countries presented a declining trend of the informal economy in the GDP. The
inflection point of growth of the underground economy is performed between 2008 and 2009. At this
point, the indicator analysed recorded growth in all countries. By 2009, all countries showed a
downward trend. In 2015, the only country to record an increase in the share of the underground
economy in the GDP is France.

Looking at the sample of the 10 Southeast European countries (Table 2) that joined the EU in
2005, we see an increasing share of the shadow economy in GDP and a downward trend of the
indicator for the entire period.

Lithuania is the state with the largest share of the shadow economy in GDP and recorded the
biggest drop of the indicator (6.8 percentage points) during the period 2003-2015. Slovakia submits
the most favourable situation as it is situated at the top of the rankings (2003-2015) and recorded a
decrease in of the underground economy by 4.3 percentage points.

Like the EU-15 sample states, the South-East Europe recorded the same point of inflection in
the dynamics of shadow economy. In 2009 (compared to 2008) all the economies of the 10 countries

marked an increase in the share of underground economy in GDP (average 0.5%).
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Table 2 - Dynamics of shadow economy UE-10 (%GDP)

State 2003 | 2004 | 2005 | 2006 | 2007 | 2008 | 2009 | 2010 | 2011 | 2012 | 2013 | 2014 | 2015
Slovakia 184 | 182 | 176| 173 | 168 | 16.0| 168 | 164 | 16.0 | 155 | 15.0| 146 | 14.1
Czech Rep. 195 191 | 185| 18.1| 170 | 166 | 169 | 16.7 | 16.4 | 16.0 | 155 | 153 | 15.1
Hungary 25.0| 247 | 245 | 244 | 237 | 230 | 235 | 233 | 228 | 225| 221 | 216 | 219
Slovenia 26.7| 265 | 260 | 258 | 247 | 240 | 246 | 243 | 24.1| 236 | 23.1| 235 | 23.3
Malta 26.7| 267 | 269 | 272 | 264 | 258 | 259 | 26.0 | 25.8| 253 | 243 | 240 | 24.3
Poland 277 | 274 | 271 | 268 | 260 | 253 | 259 | 254 | 25.0| 244 | 238 | 235 | 23.3
Cyprus 287 | 283| 281 | 279 | 265 | 260 | 265 | 26.2 | 26.0| 25.6 | 25.2 | 25.7 | 24.8
Lithuania 320 | 31.7| 31.1| 306 | 29.7 | 291 | 29.6 | 29.7 | 29.0| 285 | 28.0| 27.1| 258
Estonia 30.7| 208 | 20.2 | 296 | 295 | 29.0 | 29.6 | 29.3 | 28.6 | 28.2 | 276 | 27.1 | 26.2
Latvia 304 | 300| 285 | 29.0| 275 | 265 | 271 | 27.3 | 265 | 26.1 | 255 | 24.7 | 23.6
UE-10 266 | 253 | 249 | 257 | 248 | 241 | 246 | 245 | 24.0| 236 | 23.0| 227 | 22.2
average

Source: Based on Friedrich Schneider (2015)

Table 3 - Dynamics of shadow economy UE-3 (%GDP)

State | 2003 | 2004 | 2005 | 2006 | 2007 | 2008 | 2009 | 2010 | 2011 | 2012 | 2013 | 2014 | 2015
Croatia 323 | 323 | 315 312 | 304 | 296 | 301 | 298| 295 | 290 | 284 | 280 | 27.7
Romania 336 | 325 | 322 | 314 | 302 | 294 | 294 | 2908 | 2904 | 291 | 284 | 281 | 28.0
Bulgaria 359 | 353 | 344 | 340 | 327 | 32.1| 32.5| 326 | 32.3 | 31.9 | 312 | 31.0 | 306
UE-3 339 | 334 | 327 | 322 311 304 | 307 | 307 | 304 | 300 203 | 290 | 288
average

Source: Based on Friedrich Schneider (2015)

At beginning of the analysed period, the last three Member States which joined the EU
quantified the underground economy to a third of GDP (Table 3). Although it has the best recovery
(-5.6%), Romania recorded a high share of the shadow economy in 2015. For these three states, 2009
is the point at which the downward trend of the underground economy finished. Compared to other
groups of countries, Romania and Bulgaria maintained the increase for two consecutive years.

The overall picture of the dynamics of the underground economy in the period 2003-2015 is
shown in Table 4. The graphical representation (Figure 2) makes it possible to observe the inflection
point (2009 in the changing trend indicator) and the delayed recovery of Romania and Bulgaria on

the downward trend.

Table 4 - Dynamics of shadow economy (%GDP)

AVERAGE | 2003 | 2004 | 2005 | 2006 | 2007 | 2008 | 2009 | 2010 | 2011 | 2012 | 2013 | 2014 | 2015
UE-28 226 | 220| 214 211 | 203 | 196 | 201 | 199 | 196 | 19.3| 188 | 18.6 | 18.3
UE-15 178 | 174 | 169 | 159 | 152 | 144 | 150 | 148 | 145| 143 | 138 | 13.7| 136
UE-10 266 | 253 | 249 | 257 | 248 | 241 | 246 | 245 | 240 | 236 | 23.0 | 22.7| 222
UE-3 339 334 | 327) 322 311 | 304 | 30.7| 30.7| 304 | 300 | 293 | 29.0 | 28.8

Source: Based on Schneider (2015)
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Figure 2 - Dynamics of shadow economy (%GDP)
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Overall, we are witnessing a revival of the formal economy corresponding to a contraction of
the underground economy. As research (Schneider 2015) showed, the countries of Central and
Eastern Europe (new members of the EU such as Bulgaria, Cyprus, Czech Republic, Latvia, Lithuania
and Poland) have a higher share of the shadow economy than "old" countries (i.e. Austria, Belgium,
Germany and lItaly). The author reveals an increase in the size of the underground economy from

west to east and from north to south.

Conclusions

The shadow economy has been and still remains a topical issue in terms of scientific debate,
but also a major concern for all governments of the states of the world. In order to reduce the size of
the phenomenon discussed, economic, fiscal and institutional approaches appear as basic tools in the
redefinition of the quantitative and qualitative coordinates of a transparent and efficient economy.

The conclusions drawn from the analysis undertaken are:

1. Regardless of the reporting level (national, European, world), the real size (accurate) of the
underground economy remains unknown. Profile research has achieved estimates of its size and
dynamics. Even in these circumstances, research results are valuable and serve as benchmarks for
appropriate correctional measures.

2. In the EU Member States the underground economy, estimated as a percentage of GDP,
varies between 8.2 and 33.6% in 2003 and between 8.2 and 30.6% in 2015. Its main determinants are:
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the economic system; fiscal and moral pressure; social system; cultural system; quality of public
institutions; legislation; international context; particularities of local governance etc.

3. By 2015, the analysis of the EU Member States has allowed us to identify a wide range of
variation including both gloomy tones (states whose underground economy reached almost one third
of the gross domestic product, as well as Bulgaria, Croatia and Romania) as well as lighter tones
(Member States where it is below 10% of GDP, namely: Luxembourg, Austria, UK, Netherlands).

4. Spatially, we have noticed a geographical concentration of countries with a higher share of
shadow economy in Southeast Europe (EU-3 and EU-10). The other states (EU-15) are limited to
areas of northern and south-western EU.

5. The analysis of the shadow economy’s dynamics has enabled us to identify an inflection
point in 2009, when a change in its trend was recorded. In 2010, all EU Member States followed the
downward trend except Romania, which has a delayed recovery.

The limits and future directions for research. This research is purely based on information
provided by recent research in the field. To overcome this limit we plan to conduct future research
into two main directions: identifying the determinants of the shadow economy and developing

projections regarding the underground economy in Romania compared to other European countries.
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