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This book is an expanded version of an article by the same authors that appeared in 2000 in the Journal of Economic Literature (Schneider & Enste, 2000). It seeks to be the definitive work on this increasing global phenomenon and does provide excellent coverage of most of the theoretical, empirical and policy issues associated with it. While it is indeed a truly international survey, many of the in-depth studies and examples come from the authors’ home countries (Austria for Schneider, who is at the University of Linz, and Germany for Enste, who is at the University of Cologne).  Also, a substantial portion of the references are from German language publications, including a few that were originally written and published in English but are listed under German titles. However, by and large, the coverage of sources and issues is reasonably comprehensive. To the extent that there are real problems in this area they are connected to a more serious issue, an ideological bias against taxes that in places distorts the discussion and the analysis, a matter we shall discuss further later in this review.


 The book contains ten chapters. The first provides an overview and summary of the rest of the book. The next four present and update the main contents of their 2000 JEL article. The second deals with the difficult matter of defining the shadow economy. The third deals with the equally difficult matter of empirically estimating the size of it. The fourth presents resulting estimates for a large set of countries, broken down into OECD, transition, and developing categories for several time periods. The most detailed data are for the OECD set, and one of the most valuable things in the book is its comparison of estimates for five of those countries using nine different estimation methods. A fundamental problem in studying the shadow economy is that what one wants to measure is that which people are trying to hide; this is a serious problem with no simple or definitive resolution. Direct survey methods produce the lowest estimates. Midrange estimates are provided by a currency demand approach, which the authors suggest may be best for OECD type economies, and an electricity consumption approach, which has been widely used for the transition economies. The fifth chapter presents international estimates for the closely related matter of the size of ‘illicit’ labor forces in many countries.


The remaining chapters shift to theoretical and policy concerns, with the sixth and seventh being substantially longer than any others in the book. Chapter 6 is apparently largely the work of Enste and takes a somewhat different tack than the more conventional approach in the rest of the book. It attempts to provide an ‘integrated’ approach that includes the motives of Homo Oeconomicus with Homo Sociologus and additional ‘social-psychological’ motives using ‘reactance’ theory.  This leads to an emphasis on the role of ‘tax morality’ and more general attitudes toward government. Part of the increase of the shadow economy is thus seen as arising from a deterioration of these attitudes in many countries. The chapter concludes with an interesting evolutionary argument that originally all economic activity was ‘informal’ and that official economies grew at first as tax rates rose and the state expanded. However, beyond some point further tax rate increases push people out of the official sector, this rate being somewhere below the ‘Laffer rate’ beyond which tax revenues actually decline. Curiously, this is the only place in the book where one encounters any offset to the general drumbeat that tax rates should be reduced. The chapter also includes a garden variety micro labor market exposition of how higher tax rates could be expected to increase the incentive for people to choose leisure (or work in the untaxed shadow economy) over work in the official economy.


Chapter 7 focuses on causes of the shadow economy, with high tax rates receiving by far the most attention, although complexity of tax codes is also noted as a factor.  Other culprits cited include density of regulation, nationwide working hour agreements, the degree and intensity (or lack) of enforcement (not found to be very important), and the already mentioned matter of tax morality.


The eighth chapter considers the effects of the shadow economy on allocation, distribution, stabilization, and fiscal policy. While there are some positive allocation effects through greater division of labor and increased competition, the use of resources both to conceal and to discover these activities is seen as inefficient. While resentment of perceived unfairness of the tax code is seen as undermining tax morality, ironically the shadow economy is seen as generally tending to greater equality, with demand coming from higher income people with many of those working in the sector seen as lower income, although the authors admit data is difficult to obtain and their examples at this point come largely from Austria and Germany. Stabilization policy is seen as being undermined because of the inaccuracies in macro data that arise when shadow economies are large. Finally, the fiscal effects are seen as unequivocally bad, as no taxes are collected on shadow economic activity.


The ninth chapter proposes a ‘two-pillar’ strategy to combat shadow economies, given that enforcement is seen as ineffective. One is to reduce the ‘exit’ from the official economy by reducing tax rates and excessive regulation. The other is to increase ‘voice’ through greater democracy, which presumably will improve attitudes toward government and increase tax morality. The possibility of legalizing some ‘soft’ illicit labor is also mentioned. The chapter ends by casting much of the discussion into a public choice framework. The final chapter ruminates generally on the themes of the book.


Let us now return to certain areas of the book that exhibit some problems. The first is the seemingly endless matter of defining the shadow economy, discussed in Chapter 2.  Most of the literature on this topic has tended to view the category as a homogeneous lump, all those economic activities not reported to the government to appear in official GDP statistics, although an incredible plethora of terms have been used to label it. Besides shadow, a term introduced into initially in the German language literature (Schattenwirtschaft), other terms that have been used include: underground, unofficial, informal, second, cash, parallel, illicit, illegal, irregular, hidden, unobserved or non-observed, unrecorded, alternative, subterranean, occult, and black. The latter was probably the first term used, especially in the form of ‘black labor’ in the original 1970s literature in Italian (nero lavoro) and in German (Schwarzarbeit).


The authors provide a useful service in recognizing that there are policy-important sub-categories of this lump. They denote four. At one extreme are completely legal household sector activities that would not be included in official GDP statistics, even if they were reported to the government. Next is what they label the informal sector, following de Soto (1989). This involves market activities that are not reported to the government, but which are tolerated by the government, despite their technical illegality due to non-payment of taxes. De Soto sees this as a phenomenon more prevalent in developing economies, such as Peru. Then comes the intensively studied irregular economy, market activities illegal only due to non-payment of taxes and which the government does not tolerate. Finally there is the criminal sector, where the activities themselves are illegal, irrespective of whether they are reported or taxes are paid. Clearly societal attitudes and policy approaches toward each of these vary greatly.


I agree that making such finer point distinctions is useful. I have two quibbles, related actually. One is that there is now an emerging international bureaucratic terminology for some of these categories, initiated by the UN and since adopted by the statisticians at the OECD. Now, there may be some purpose served by continuing to use this wide array of colorful terms. But it would seem that clarity of discussion would be served by moving toward greater uniformity of terminology. The related quibble is that rather than four sub-categories, these entities recognize only three, the distinction between legal but unreported activities that are government tolerated and those that are not tolerated being ultimately arbitrary and unhelpful. This emerging international bureaucratic terminology labels the entire lump as ‘non-observed,’ which has the virtue of being normatively neutral, if dull, in contrast to Schneider & Enste’s ‘shadow’.  The bureaucrats label the household sector as ‘informal’, arguably not an improvement. The middle two categories combine to become ‘underground’ rather than ‘informal’ and ‘irregular’.  ‘Criminal’ is simply ‘illegal’. Given the authors’ ambition to provide a definitive work, it is unfortunate that they have encouraged the continued proliferation of labels rather than moving toward an increasingly uniform usage. They do not even recognize this terminology, despite their discussions of the role of international institutions in dealing with this phenomenon.


Let us now move to the more serious problem with this book, its obsession with reducing tax rates, both direct and indirect, as the most important policy tool for reducing the shadow economy.  Now, it is certainly reasonable to argue and expect that tax avoidance behavior will tend to increase as tax rates increase, and the authors are able to cite a voluminous literature that purports to come to this conclusion. There is only one problem; recent major studies have found strongly contrary evidence, most notably a much cited global study by Friedman, Johnson, Kaufmann, & Zoido-Lobatón (2000), which Schneider & Enste cite as a 1999 World Bank report, even though it appeared in the Journal of Public Economics two years prior to their book appearing.  One can dispute the data or methodology, but this very carefully done, multivariable study using several techniques found a robustly strong and significant negative relationship between tax rates and the size of the shadow economy (to stick with Schneider & Enste’s terminology).  

Their one reference to this study is dismissive. They note (p. 107) that overall tax rates do not ‘consider the individual decision’, that base changes have occurred as well as behavioral responses in the data, that professional groups and living conditions should be considered, that marginal tax rates are not important (!), that tax exceptions,  concessions, and specific applications should be considered. ‘When these elements are ignored, one obtains inaccurate results,’ at which point they make their only citation to Friedman, et al., describing that paper as ‘such an empirical study’.  Of course, when they make their own one empirical effort to verify the tax rate–shadow economy link in Chapter 7, they run a bivariate regression for 16 OECD countries using precisely these aggregates they criticize, and do not even report significance levels of the equation. Without doubt the authors have a predetermined conclusion, despite their own caveats in Chapter 6, and are not to be swayed by contrary evidence.

Thus, the question arises as to how these contrasting findings can be reconciled.  A possible answer might be the role of income distribution, a factor not directly included in either of these studies. In Schneider & Enste it appears indirectly through the perceived ‘fairness’ of the tax code affecting tax morality and in the effects of the shadow economy discussion rather than its causes. They also note that excessive redistributive transfer payments might increase the shadow economy, but defend such payments in general as part of ‘rational social policy’. They, as well as Friedman et al., fail to recognize that these redistributive transfers are usually paid for by taxes. If a failure to redistribute, due to low taxes, leads to inequality, perceptions of unfairness, and social alienation, then lower taxes might actually deteriorate tax morality and increase the shadow economy.

In fact, Rosser, Rosser, & Ahmed (2000, 2003) have shown that in the transition economies income inequality is strongly, robustly, and significantly correlated with the size of the shadow economy. Schneider was made aware of these papers well before the publication of this book, but they are not cited, and the phrase ‘income distribution’ does not even appear in the book’s index. A more recent study by Ahmed, Rosser, & Rosser (2004) on the data set used by Friedman et al. confirms the strong relation between income inequality and the shadow economy globally. It finds no relation between tax rates and the shadow economy in either direction, but does find a strong relation between tax rates and income equality. So, it may well be that income equality working through social-psychological factors on tax morality is more important than tax rates per se, with the incentive to exit to the shadow economy when taxes are high being approximately offset by the improvement in tax morality arising from the income equalizing effect of transfer payments financed by the high taxes.

All in all, this book is a serious effort that advances our knowledge of this important subject. Unfortunately it is marred by significant lacunae apparently due to a strong ideological bias. More emphasis on the sociological and social-psychological factors discussed in parts of the book might have overcome this problem.  

J. Barkley Rosser, Jr

                                                                                              James Madison University 
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