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The Underground Fconomy ir Barbadas

Introduction

This paper will investigate the extent of the
underground economy in Barbados. The size of the underground
economy is s phenomenan which is now attracting the attention of
several economist§ in the major industrialised countries.
Statistical deparfments concerned with the estimation -of
National Income are investigating the issues and tax
departments of the varioué governments are also attempting

to come to grips with the levels of unreported income and

the resulting tax evasion efforts of individuals.

The first section of this paper will discuss the nature
of the underground economy -and the second section will
investigate the size of the underground economy in various
countries and the impact or national 1ncome,'emp1oymenF and
government revenues. In the third section, the theoretical

issues of estimating the size of the underground economy will be

presénted. Following this, an attempt will be made to estimate

the size of the underground economy for Barbados and a summary of

conclusions witl follow in the final section.



1. The Nature of the Underground Economy

The underground economy is characterised by those
activities which escape official measurement because of efforts
by individuals to beat a tax system which is considered

rburdensome. Many terms have been used to describe the

underground economy, and these include tecrms like cash, hlack,

informal, and sub-teranean, to mention a few. From different
vantage points, different terms can also be used. 'Moonlighting'’
is used with reference to employment and ‘unreported' is used by
tax administrators in relation to tax evasion. We will continue
to use “"underground economy" in this paper but the modern concept
of an "economia sommersa" or submerged economy was first put

forward by Professor Giorgie Fina of Ancona in 19771,

The economic activities which are included in the
underground economy can be placed into two categories - legal and
il1l1egal - for national income purposes. The legal activities are
those which can be included in the national accounts and the

i11egal are by nature omittedZ.

1. News Week June 30; 1986, "The Black Economy", page 21.

2. U.S. Department of Commerce, Survey of Current Business
Yol. 64, May 1984, pp. 21-22Z. )
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The legal activities can include the following:

(a)

{b)

{c)

(d)

{e)

The

(a)
{b)
(c)
{d}
(e)

nr

moonlighting - hwork1ng of f the books";
bartering of goods and services;

growing own fruits and vegetables and

other foods and selling these products;

manufacturing articles without proper
registration of both companies and

proprietorships; and

providing goods and services -
carpentry, masonry, vehicle maintenance,

retailing, etc.

illegal activities include the followWing:~-

prostitution;
illegal gambling;
loan sharking;
smuggling; and

drug trafficking.

From the National Income perspective, the measurement

the underground economy must generally be Timited to market

activities as most non-market activities must be omitted.

Wwith respect to those activities which are considered

i1legal, we must differentiate between those activities

which are, by law, illegal and those which, although they

are within the province of legality, are considered tainted

with illegality.

of



The reason why economic activity 1s driven underground pre-cccupation with the subsistence economy and lack of data may

i1s generally "the desire to express disaffection with the have been the prime reasons why no attempt has been made to
means and goals of Government"3, Tax evasion 1% generaliy estimate the impact of the underground economy in these
an fncentive and results from high marginal tax rates with countries5,

respect to income taxes and other mandatory taxes {social

security payments]).
The existence of the underground economy in the highly

Regulations which place severe Timitations on the ’ developed countries (Chart 1)} is recognised by governments
conduct of businmess activities would also drive economic and labour wunjons as they have traditionally fought
activity underground. These relate to minimum wage, maximum ardently against these types of economic activities but now
hours and overtime, safety conditions and environmental admit that underground economic activities are here to stay
protection,? OQutright prohibition by law do drive some and that the underground economy may well be a good things.
activities underground. Such activitfes encompass drug The importance of the underground economy to the economic
trafficing, gambling and prostitution. Support programmes ' well being of Italy was veiced in the Italian Labour
related to unemployment and pensions may also entice persans Ministry's "Labour Policy for the Next Decade" when it
recefving this kind of support to join the underground activity stated that the "official [Italian] economy would obviously
a5 & means ofimaximising income and at the same time evading be in an explosive situation were it not for the presence of
income taxes and other statutory taxes on income. the underground ecnnomy"7.

11 The Size of the Underground Economy in VYarious Countries

In Europe, the urderground economy is estimated at 10% of

The underground economy, the black economy or the ’ Gross National Product. In Britain, its size is estimated
economica sommersa is thriving in European countries {including at 7.5% of GNP, Italy 20% and West Germany between 8-12%.
Eastern Europe), the United States of American and even The unreported income is estimated at US$i6,0 billion for
Russia. However, evidence of its existence in less West Germany and US$8.6 billion for France.

developed countries is not documented. Economists'

&. The paralle] economy in Guyana 15 estimated at 30% of Gross
Nomestic Product.

3, U.S. Department of Commerce “Survey of Current Business 6. News Week June 30, 1986, p. 20.
Vol. May 1984, p. 23,
7. News Week June 30, 1986, p. 20

4, Op. cit p. 23.
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The numbers employed in the underground economic
activities can be staggerimg. It is estimated that in Italy
nearly 3.0 millien people are employed in these activities{_
7.5% of the Tlabour force indulge in some sort of underground
economic activity in West Germany; 800,000 te 1.5 million 1in
France; 300,000 in Belgium and nearly 3/4 million in Sweden. In
Spain, it has been estimated that 50% of the unemployed in

Andalusia are.actually working.

In the centralised ecoﬁomies, it would be expected. that the
underground economy would be minimal. This is not the case
for Eastern Europe where the regimes have begum to despair
of eiiminating 1t8. In Yugeslavia, 10% of the labour force has
another job while in Hungary 70% of the population do some sort
of part-time work. In Russia, 1t is estimatgd that 20 million
workers take home an extra US$8.0 billion per year with the
“unofficial sector" providing more than 50% of th day-to-day

services in the urban areas and nearly 80% in rural areas.

Estimates of the size of the underground economy for the
"United States have been made for the year 1974-1981 (Table 2) and
range from as low as 1% to 33% of GNP depending on the
approach taken and what source of income have been estimated.
The annual growth rate of the underground economy for

various periods (Table 3) vary but range from 10-55%. No

g. Op. cit. p. 26,
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eyidence as to the number of persons employed by the
underground economy 15 available but this could well be

substantial.

The impact on the level of government sepvices is
substantial. In Britain, the loss in government revenue from
taxation is estimated at US$6.0 bii]ion and revenue
inspectors {ghostbusters) are being employed, In the United
States of America, the revenue loss for 1976 was gstimated
at $35.0 billion or 25% of collections of individual dncome

tax?,

9. Survey of Current Business, Vol. 64 May 1984, p.32



-TH Theoretical Considerations - ' ' in the underground economy Js currency, households stil11 use

) cheques im meeting obléigations. He further suggested that the
The generally accepted approach to the estimation of the :

. . underground economy is service-oriented and that money balance
underground economy is monetary. Perhaps less accepted aproaches

. . per dollar of output 3is small in this sector. He therefore make
include interviews, a consideration of labour participation rates and

. the assumptions that the currency ratio in the underground sector
evidence of tax fraud within an economyl.

is equal te 2 and that the income velocity of underground money
The monetary approach has developed along four, not is 10% higher than that of the aboveground economy.

necessarily, distinct lines. The first of these is the Currency

The third approach which was developed by Tanzi [1983]
Ratio Method as developed by Gutman (1977) and analyses the ratio of

is as a more empirical model. Using the ratio of currency to
currency to checkable {(demand) deposits with the assumption that

: Money (M}, Tanzi l1ink the size of the underground economy to
this ratio for the aboveground economy is constant over time. An

L the incentive to evade taxes. His model can be stated as
increase in the amount of currency held in relation to checkable

follows:
depoesits represents a rise in underground economic activity.
The estimation of the underground economy is therefore the
. ) C/Mp = f(T, W5, ¥, R)
product of the underground currency and the income velocity of N
above ground money (MI) ~ aboveground currency and checkable
when C = currency holding;
(demand) deposits. The final assumption would be that the
: . L = money supply;
income velocity of money for both the aboveground and
’ Y = real per capita income;
underground economy is the same.
: R = prate of interest on time deposits;
The second approach is a modified version of the Currency- ‘WS . ‘
' I = ratio of wages and salaries in national output; and
Ratio Method and was developed by Feige(1979), He suggested
that this modification conformed more closely to what was the T = Ratio of total income tax payments to adjusted
) gross income.
"actual" practice in the underground economy. The postulate of the _ ’
Feige's method js that, while the exclusive medium of exchange The basic calculations to estimate the size of the

underground economy using Tanzi's approach can proceed as follows:-

I.” Oxford Econem¥c Papers Vol. 35 March 1983 No. 1. Bruno S. Frey
and Hannelore Week" estimating the Shadow Economy: A Naive
approach.
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(1) For each year C/Mz; can be calculated;

(2) Using Mz the predicted level of currency holdings
C can be calculated;

>

A

(3). With. the tax variable equal to zere, C can be
calculated;
P
(4) The difference between T and C gives an indication of how

much currency holding 15 tax induced - how much taxes
induce people to hold larger amounts of currency and
presumably because of their attempts to evade taxes.

A R
(5) € - C 1s an estimation of illegal money;

(6) The difference between the total currency and demand
deposits in circulation (Total M1) and the estimated
i1llegel money, yields legal money.

(N GNP = estimate of income velocity of legal
K money (LM = legal money)
(8) Assuming the income velocity of illegal money is

same as legal money an estimate of the underground
economy can be obtained.

The fourth method as developed bj Feige proposes that
monetary transactions in thg underground economy 15 already
recorded in total monetary transactions but omitted from tota1
income. The ratio of total transactions to Gross National
Product is used to estimate the size of the underground economy
with the omission of certain transactions including those of
major financial institutions and direct transfers. The method of
estimation then proceeds in the same way as the currency ratio

method after assuming a bench mark ratio.
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1v Preliminary Results for Barbados

The size of the underground economy using the currency
pratioc method as developed by Gutman is given beiow with the details
in Appendix 1.

Table

Undergkound Economy

Underground Economy OnempToyment
Year % of rate
M GDP
1873 30.0 6.6 16,9
1574 48.8 7.6 19.6
1975 58.7 8.4 22.5
1976 78.8 10.0 15.2
1977 102.1 11.5 16.2
1978 117.1 11.7 12.5
1979 86.4 7.2 11.3
1980 173.6 11.3 11.4
1981 208.7 12.2 11.4
1982 208.7 11,7 11.2
1983 154.5 8.1 13.3
1984 149.2 7.2 15.8
1985 147.8 6.6 18.3




Pretiminary observations would suggest the fallowing:

(1)

(2)

(3)

The size of the underground economy is not unduly large

ranging from 6.6% to 12.2% of Gross Domestic Product.

The revenue Toss from personal income tax is of the order
of $9.2 miliion but could be higher with the progressive

fncome tax system.

Increasing unemployment rates are associated with
decreasing size of the underground economy suggesting
that with higher employment levels and greater spending

power, the underground economy is apt to grow.
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in rural

areas.

TABLE 1
The Underground Economy
Contribution to the National Economy
% of Numbers Income
; GNP Employed Unreporteg{uss)

Britainl 7.5 N.AL N.A.
Itaiy 20.0 3.0 N.A,
West Germany? 8-12 7.54 16.0 billion
France N.A. 0.8-1.5 million 8.6 billion
Belgium N.A. 0.3 million N.A.
Sweden N.A. 0.75 million N.A. .
Yugoslavia3 N. A. 10.0% N.A.
Spain? N. AL N.A. N.A.
Russfad N. A, 20.0 millien 8.0
A1l Europe 10% N.A. N.A.
1. The loss in Government revenues is estimated at $6 billion.
2. The number of persons employed estimated at ?;5% of the

population.
3. The numbers of persons emploved estimated at 10% ot the

labour force.
4. In Andalusia, 50% of the unemployed are actually working.
5. The unofficial sector provides more thar 50% the day-to-

day services of the economy and this figure rise to B0%
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