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MEASURING THE HIDDEN ECONOMY IN COUNTRIES IN TRANSITION

INTRODUCTION

1. Measuring the hidden economy has always been a problem in estimating national accounts.  For
many years it was assumed (perhaps hoped would be a better word) that even if the size of it was
significant, this would not vary very much from year to year and so measurement of the rate of growth of
the economy would not be seriously affected by this non-measurement.  Recently two emerging concerns
have led to a rejection of this rather comfortable hypothesis.  The first is a concern to ensure that the
absolute levels of GDP are comparable from one country to another.  This is the issue behind the work on
“exhaustiveness" undertaken by Eurostat for the EU countries.  The second concern stems from the fact
that the informal economy is the most vibrant and responsive part of a market economy and so is unlikely
to move exactly in line with the activity of large formal enterprises.  In countries in transition, in
particular, it is believed that much of the new market activity is covered by small scale activity, difficult to
measure, while the more easily measured large enterprises are changing only slowly and with difficulty to
accommodate market forces.  Anxiety to know how far market forces are taking hold in the countries in
transition gives the need to measure the hidden economy extra urgency.

2. In fact the term “hidden economy” is used loosely to cover a number of measurement
difficulties:

i. Enterprises which are asked to respond to questionnaires but do not;

ii. Enterprises asked and responding but with inaccurate information either through ignorance of the
actual situation or intent to conceal information;

iii. Enterprises deliberately not covered in a survey because they were excluded from the sample;

iv. Enterprises inadvertently excluded from a sampling frame;

v. Production activities of households which are legal;

vi. Production activities of households which are illegal.

3. These problems are present in market economies also, of course, but the emphasis and therefore
impact in countries in transition tends to be different.

4. In the past, all enterprises were large and were obliged to make returns regularly to government.
This means that the tradition of sampling and persuading rather than ordering firms to respond has still to
be fully absorbed in many countries.  It is still widely held that sampling errors are significant while little
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if any attention is paid to non-sampling errors.  It is sometimes difficult to accept that small firms simply
may not have the degree of detail asked for in questionnaires designed for large state enterprises and that
gaps in response may be due to a real inability to respond rather than a deliberate wish to avoid
surveillance, though this undoubtedly exists also.  All these factors suggest that the measurement of
activity may be significantly understated.

5. The tradition of requiring registration for even the simplest activity is still prevalent which
means that information supplied to a business register is voluminous but may be of limited use.  Not all
activities registered are undertaken at all, many are only part-time activities.  The process of updating
business registers has tended to concentrate on births and not deaths and because of the sheer volume of
material involved tends to lag behind the current situation.  Added to this, there is still a prevailing
assumption that all private sector activities are highly profitable for the owner  and very well paid for
employees.  While this is undoubtedly true for some, there are many instances of people barely scraping a
living by some form of informal activity.  Together these factors suggest that simple grossing up for non-
response according to business registers may in fact lead to overestimates of activity.

6. The methods used by countries in transition to make estimates for the hidden economy, broadly
defined, can be divided into five groups;

i. the “Italian” method,

ii. the “Hungarian” method,

iii. estimates of household production,

iv. estimates bases on household demand,

v. supply and demand balances.

7. The first three of these attempt to measure missing production from the supply side, the fourth
concentrates on deriving missing supply by estimating total demand.  The last method subsumes
estimating the hidden economy in reconciling a wide variety of data sources.

 “ITALIAN” METHODS

8. The heart of these estimates lies in confronting estimates of employment from questionnaires
measuring industrial1  activity with alternative sources of employment data, particularly from labour force
surveys and a population census (referred to briefly as LFS hereafter).  In principle it covers points i, iii, iv
and v given in paragraph 2; special adjustments may be possible to attempt to cover ii; it is unlikely that
illegal activities are covered well because the corresponding information is likely to be concealed from
LFS also.   The adequacy of the resulting estimates depends on a number of key assumptions:

i. The LFS must be assumed to be comprehensive and accurate.  Since these are new to many
countries in transition, they may still suffer from some teething difficulties.

ii. The measured information on industrial activity must be assumed to be correct for the number of
employees recorded.

                                                  
1 “Industrial” is used here in the sense of ISIC, i.e. covering all activities and not just those producing goods.
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iii. A means must be found of matching the output and value added of employees (and self-
employed) found only in the LFS with those record in the industrial sources.

iv. In itself, this method says little if anything about the demand for the extra output estimated or the
expenditure of the extra value added.

9. This method has been used in a number of countries at lest in part, in particular in Poland,
Romania and Lithuania.

"HUNGARIAN" METHODS

10. The method devised by Arvey and Vertes in their study for the GKI Economic Research
company takes as its starting point the strong incentive to under-report wages and salaries in order to avoid
the payment of social insurance contributions which are particularly heavy in most countries in transition.
One step involves "correcting" officially reported data even from state firms for this under-reporting.  The
second step is to make estimates for the value added of private firms and individuals using this corrected
data from official returns and information from the business register on the number of private firms and
small, often unincorporated, businesses.  Throughout the main attention is on value added rather than
output and the assumptions are that earnings in the private sector are substantially higher (typically three
and a half times) those in the state sector.

11. The intention is to cover all the items i to v in paragraph 2.  The method assumes that :

i. the business register is correct or at least does not contain deaths over and above any unrecorded
births,

ii. the estimates of misreporting in the official returns are accurate;

iii. that the estimates of the ratio between private and state earnings are accurate.

iv. As in the Italian method, there is no follow through to explain the extra demand for the output or
use of income arising from this extra value added.

12. Of all methods used to estimate the hidden economy, this one is most obviously capable of
producing overestimates.  The possibility of overrepresentation on the business register is discussed above.
The basis of the ratio between private and state earnings is a series of indirect enquiries trying to compare
living standards and other evidence of higher incomes.  There may be a temptation for respondent to
overstate their living standards and ignore any debt incurred in achieving these.  Even if there is no cause
of error due to these sources, one consequence is that comparing production accounts for state and private
firms in the same industry, the share of value added is much higher for the latter and the additions to GDP
are proportionally higher than increases in production.

13. Because of the overlap with estimates of unrecorded activities already made in the accounts, the
full results of the study were not incorporated in the Hungarian accounts but rather used to extend the
estimates already made.  Some aspects of the work, or a very similar approach, have also been used in
Bulgaria and Poland.
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HOUSEHOLD PRODUCTION

14. Even under the MPS, estimates were made of production by households for own consumption.
It is therefore not a big step to move to estimating production by households for sale also.  The usual
source is a household budget survey (HBS).  Although this procedure addresses only point v in paragraph
2, it is a relatively straightforward, uncontroversial and useful addition to measures of production.  The
main reservation concerns the quality of the HBS itself.  In many countries in transition the sample basis
of the surveys has become eroded over years and may no longer be representative.  Again of itself the
method does not lead to a balancing of demand and supply.  Much of the output may be consumed by
households, either as own consumption or as sales from one to another.  Some of the production could be
bought as intermediate consumption though or, in the case of artefacts, may be sold as exports to tourists
or otherwise.

15. This method is practised to some degree or other by almost all countries in transition.  Particular
examples include Romania, Poland, Estonia and Lithuania.

HOUSEHOLD DEMAND

16. The most common step to measure unrecorded activity in countries of the CIS in particular also
uses the HBS but concentrates on demand rather than supply.  The most obvious and most pervasive sign
of informal activity is the number of small retail outlets that have sprung up.  In an attempt to measure the
volume of trade passing through these rather than the large, and still predominantly state, shops questions
have been introduced into the HBS to find out the relative proportion of purchases from state and private
outlets.  From this it is relatively easy to derive an estimate of small private retailing to add to the values
reported in statistical returns by (large) enterprises.  Reservations about the adequacy of the HBS may not
be so significant here as for production.  Even an unrepresentative selection of households may now use a
representative mix of outlets.  Less certain is the assumption about the relative level of mark-up between
the two types of outlet.  In this case there may be confusion between level of prices and level of mark-up
with state shops still able to obtain subsidies and concentrating on domestically produced goods where
small traders often sell imported goods.  Although so far this technique is used predominantly or even only
for retail trade, it is by far and away the most important activity to cover and this approach is cheap,
simple and effective.

17. Results vary slightly, but typically show from 40 to 70 per cent of goods sold through private
outlets.  Some commentators have carelessly deduced that this means up to two-thirds of production is
accounted for kiosk trade.  In fact, given many of the goods are imported, only the margin represents an
addition to GDP, but even this represents an addition of 5 to 10 per cent to GDP.

BALANCING SUPPLY AND DEMAND

18. This traditional method of balancing estimates of GDP reached from the income, expenditure
and output side was not devised specifically with the hidden economy in mind. However, the fact that it
provides a robust framework within which to reconcile disparate data sets necessarily implies that many of
the sort of problems tackled explicitly in the methods above will also be covered. In general at least one of
the three aspects of an activity, its production, use or income generation, tends to be measured fairly
easily. Although not a hard and fast rule, usually balancing supply and demand will tend to bring the lower
estimate up to the higher unless there are strong grounds for assuming an overestimate on one side. It
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could be argued that the difference added is due to some sort of non-recording though how far this should
be described as "hidden" activity is open to question.  Although it is possible for some activities to be
missing from all three sides of the account, this happens relatively seldom and tends to be confined to
activities that are either illegal (e.g. drugs) or similar in the sense that there is a general reluctance to
disclose information about them (e.g. prostitution).  There is a reasonable case for saying, therefore, that
accounts where supply and demand have been balanced are unlikely to still omit significant amounts of
hidden activity.  The case is even stronger if some of the techniques described above have been applied
before undertaking a balancing exercise.

19. This technique is not yet universal throughout the countries in transition but has been applied in
the Czech Republic, Bulgaria, and a few of the CIS countries.  In a number of other countries, for example
Hungary and Latvia, the technique is not used globally but for some commodities where it is particularly
difficult to reconcile supply and demand because of under-reporting on one side or the other. While this
does not mean the hidden economy is exhaustively covered, it is likely to ensure that many of the worst
under-recordings are eliminated.

IDENTIFICATION OF THE HIDDEN ECONOMY

20. There are good reasons for identifying the hidden economy separately; because of the tax that is
evaded and to know how quickly market forces are working are the most obvious of these.  For this
reason, some studies concentrate only on identifying the "hidden economy" and not on integrating this
within the national accounts proper.  This raises two problems.  The first is the question of the exact
coverage of the term "hidden' and whether apparent synonyms such as "informal" and "small-scale private
activities" really have the same of somewhat different coverage.  The second problem is that almost no
national accounts estimates do completely ignore the problem.  If a separate estimate of the hidden
economy is then added to "official" estimates of GDP, some overcounting will almost certainly result,
possibly of a significant proportion and users will be hardly any better off than when no attempt to
quantify the problem had been made.

21. Bearing all these considerations in mind, here are a number of propositions that could be put to
national accountants in countries in transition.  The meeting is invited to comment on these.

1. Estimating non-response is not just a problem for national accountants but affects a number of basic
data sets of which industrial production and employment are only two instances.  While national
accountants might take the lead in trying to identify the approaches taken to deal with lack of
coverage for whatever reason, to harmonise approaches in different areas and to try to ensure
minimal omissions, the problem is one affecting almost all parts of the statistical system and should
be seen as a systemic issue rather than one peculiar to national accounts.  In general, ensuring the
hidden economy is covered tends to be synonymous with fundamental improvements of the
statistical system.

2. It is unlikely that one single method can be used in all circumstances and all data sets to cover all
problems of under-coverage.  Approaches targeted at particular aspects of the problem can be used to
advantage and reconciled within a general supply and demand framework.

3. While estimates of the "hidden" economy have an intrinsic interest, they must be integrated within
the national accounts in order to be of most use otherwise the uncertain degree of overlap seriously
weakens the worth of the independent studies and may lead to misleading analysis.
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4. Making estimates for the hidden economy should be seen as a continuing exercise.  This is
especially important when the structure of the economy is changing quickly.  For this reason
continuing exercises are of more value than one-off exercises even if the latter are technically
superior to the former.


