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Abstract: Continuing the study on the line of deepening the factors that favor and enhance 

the underground economy, we propose an analysis of how it manifests itself at national level, 

related to the European context, aiming to find effective solutions to reduce and keep the 

informal economy within reasonably accepted limits, there can be no question of its complete 

eradication. The existence of the underground economy level that cannot produce decisive 

negative effects in the economy, respectively serious market distortions and competitive 

environment, can be a pressure factor on the bureaucratic-legislative system in order to 

optimize it, respectively on the need to increase the economy digitalization level. The 

underground economy is directly related to the policies of a state, respectively responsible 

for the state budget size as a result of monetary contributions from individuals and legal 

entities. The underground economy is a complex phenomenon and can differ from one state 

to another, with certain features shaped by the fiscal policy adopted by each state. Regarding 

the differences in fiscal policy between states, the study highlights certain specific features 

of the states in the European economy, generated mainly by the level of development of their 

economy. In Europe's developed economies, fiscal policy is geared towards achieving a high 

level of employment, while developing economies focus on creating an conducive 

environment to economic development. The use of the methodology for investigating the 

literature, followed by the analysis and synthesis of data allowed us to identify the 

interdependencies between the factors favoring the underground economy, respectively the 

impact it had on the national economy as a whole and related to the European environment. 
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1. Introduction 

 

In accordance with the establishment and application of the state's fiscal policy, each 

individual (both at the level of the physical entity and at the level of the corporation) 

will perceive the primary interest as the priority of the collective, so that a behavior 

is formed in the initial phase to avoid the payment of taxes imposed by the state, 

constantly looking for ways to operationalize a mechanism for evasion of payment 

or artificial reduction of payment obligations to the state. We consider this universal 

mailto:nelufeher@gmail.com
mailto:snborlea@yahoo.com
mailto:nicolae.borlea@ubbcluj.ro


 

The Annals of the University of Oradea. Economic Sciences 

TOM XXXI, 1st Issue, July 2022 

192 

 

valid behavior being, in fact, the incipient phase of triggering complex mechanisms 

that have the role of avoiding the payment of obligations to the state, thus fueling the 

underground economy. Although the triggers of the described mechanism are 

generally valid, the spread of this phenomenon is uneven, being found in different 

proportions in the world's economies. The differences come from the way the 

authorities of a state implement fiscal policies, the existing legislative framework, 

respectively other subjective factors that derive from the particularities of each 

economy and society. 

As a direct effect of the state budget deprivation, part of the revenues due to the 

existence of the underground economy, there is a weakening of the democratic state 

prerogatives in the exercise of its powers. In addition to the direct economic effects, 

the underground economy is responsible, to a lesser extent, for social and political 

effects. The economic and financial system that makes up a society determines the 

way it feeds and also the existence of underground economy. Poor tax collection 

leads to poor social protection, as well as contributing to an adequate social 

protection system. 

The decrease in revenues to the state budget due to a high level of the underground 

economy determines, in most cases, the involvement of decision makers in the search 

for new solutions to finance a chronic budget deficit. A handy solution is to introduce 

new taxes and / or increase existing ones. Although this solution could have a short-

term expected effect, we believe that the negative effects are much more important, 

as the long-term problem is not resolved. An initial increase in revenues is made 

without actually removing the root cause - tax evasion, moreover, the increase in 

taxation that generates a high tax burden results in an increase in tax avoidance, 

practically a new impetus of tax evasion, which translates into increasing the sources 

of supply for the underground economy. 

In fact, the chain reaction leads to the feeding of a vicious circle whose sustainable 

solution can only be to reduce tax evasion by optimizing the legislative framework 

in a package with a determined and effective involvement of the institutions involved 

in combating this phenomenon.  

Only the sustainable reduction of the underground economy is likely to lead to an 

increase in revenues to the state budget without aggressively changing fiscal policy, 

without imposing new taxes or increasing existing ones. 

In order to understand the local specificities regarding the underground economy, its 

generating factors, the involvement of the competent institutions in the fight against 

evasion and corruption, the analysis of the interdependencies between underground 

economy and corruption at national level is reported in European context. 

 

 

2. Favoring factors of the underground economy. Objective and subjective 

parts    

 

According to an extensive study conducted by the International Monetary Fund 

(IMF) over several years, a number of causes of the underground economy have been 
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highlighted, revealing a series of complex mechanisms that determine economic 

developments that enhance to varying degrees the size of the underground economy. 

The research conducted by Deléchat and Medina (2021) under the auspices of the 

IMF highlighted the existence of peculiarities regarding the size and evolution of 

informal economies within and between countries, resulting that: the informal 

economy is large and represents, on average, one third of the global economy; the 

underground economy tends to shrink over time and be lower, to a greater extent in 

advanced economies, compared to lower-income countries (although the downward 

trend is not universal); the underground economy varies significantly between 

regions and countries, with Latin America and Africa standing out as the two regions 

with the largest informal economy in the world. In low-income countries, the average 

size of the informal sector averages 36%, down to 14% for advanced economies 

(chart no. 1 and 2). 

 

 
Chart 1: The level of the underground economy by regions, percentage of GDP 

Source: Medina and Schneider, 2021 

 

 
Chart 2: The level of the underground economy by income level, percentage of GDP 

Source: Medina and Schneider, 2021 

 



 

The Annals of the University of Oradea. Economic Sciences 

TOM XXXI, 1st Issue, July 2022 

194 

 

The extensive study conducted by Medina and Schneider (2021) under the auspices 

of the IMF reviews the main objective factors causing informal activities. Starting 

from the classification of Gyomai and Van de Ven (2014), who associate the 

underground economy with the following activities: 1. Hidden production (activities 

that create value but are deliberately hidden from public authorities); 2. Illegal 

production (productive activities that generate goods and services prohibited by law); 

3. Production in the informal sector (productive activities carried out by companies 

that partially declare the activity or the number of employees); 4. Production for own 

use (final) and 5. Underground statistics (productive activities that should be taken 

into account in data collection programs, but are missed due to poor systems), 

Schneider (2017) comes with an approach complex of variables that impact the 

underground economy. 

According to this study, the underground economy is boosted by: the tax burden (on 

labor in particular): the distortion of the general tax burden affects work-leisure 

options and can stimulate labor supply in the underground economy (the higher the 

tax burden on labor in the official economy, the greater the incentive for labor to 

move into the informal economy); the quality of institutions or corruption: seen as a 

key factor in the development of the underground economy, due to the efficient and 

discretionary application of the tax code and government regulations, being 

considered more important than the real tax burden. A bureaucracy with highly 

corrupt government officials tends to be associated with more unofficial activity. An 

informal sector that is developing as a consequence of the failure of public 

institutions to promote an efficient market economy can only be reduced by 

consolidating the institutions and fiscal policies preferred by the most of society; 

regulation: labor market regulations in particular or trade barriers are another factor 

that reduces freedom (of choice) for individuals in the official economy. In fact, they 

substantially increase labor costs in the official economy and thus provide another 

incentive to work in the hidden economy; public sector services: the growth of the 

underground economy reduces state revenues, which in turn reduce the quality and 

quantity of goods and services provided to the public. This may eventually lead to 

increased tax rates for businesses and individuals, although the deterioration of the 

quality of public goods (such as public infrastructure) and government would 

continue. The consequence is an even stronger incentive to operate in the 

underground economy; fiscal morality: public sector efficiency has an indirect effect 

on the size of the hidden economy because it affects fiscal morale. Compliance with 

voluntary compliance with the payment of tax obligations is determined by a "tax 

contract" which involves rights and obligations not only from the taxpayers but also 

from the tax authorities. Taxpayers are more inclined to pay their taxes fairly if they 

receive quality public services; deterrence: despite the strong emphasis on deterrence 

in policies to combat the underground economy, little is known about the effects of 

deterrence. This is due to the fact that data on the legal context and frequency of 

controls are not available openly and comprehensively. In this context, no objective 

conclusions can be drawn as to how penalties and fines have an impact on the 

underground economy. 
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The same study also identified other factors of marginal importance that contribute 

to the maintenance or development of the underground economy. Unemployment 

rates, individual workers or the size of the agricultural sector are variables that are 

directly related to the size of the underground economy.  

In addition to the objective causes, which have a wide support in the literature, there 

is a unanimous consensus on how it impacts the underground economy, various 

studies have focused on more unconventional areas, of subjective causes, very 

difficult to quantify, which affect also the level of the informal economy. The 

multitude of factors favoring the underground economy is underlined by various 

studies (Achim et al., 2019) which demonstrate an empirical evidence that certain 

cultural factors can help us understand the size of the underground economy in 

various countries.  

As Stiglitz, Sen, and Fitoussi (2010) argue, the line between economics and other 

social sciences has become increasingly blurred, and so many behavioral phenomena 

in economics could be better explained if we turn our attention to other aspects 

related in the social field. The study of variables: culture, religion and happiness 

form, in a broad sense, the cultural sphere of a country. The study (Achim et al., 

2019) conducted on European countries, in the period 2005–2015, reveals that four 

cultural dimensions: collectivism, femininity, short-term orientation and retention 

have a direct impact on the size of the underground economy. In addition, it turned 

out that happier people naturally tend to act more honestly, with the effect of 

lowering the level of the underground economy. Moreover, a high level of religiosity 

increases the inclination to orient activities towards the underground economy.  

Several studies (Achim et al. 2018; Bergheim 2007; Schneider and Klinglmair 2004; 

Thiessen 2010) document a relationship between happiness and the underground 

economy. Thus we include another independent variable related to culture in our 

model of underground economy - happiness. Culture plays another important role in 

expressing spirituality, including religion, and may be directly related to subjective 

well-being or human happiness (Eckersley 2006). Regarding the influence of 

happiness on the size of a hidden economy, Schneider and Klinglmair (2004), 

Bergheim (2007), Thiessen (2010) and Achim et al. (2018) find that happier people 

are more likely to act honestly, thus reducing the size of the underground economy. 

Recent studies (Achim et al., 2020) highlight the impact of technology on economic 

and financial crime, highlighting the fact that an increase in the technological level 

in society and economy has a contribution to reducing the underground economy. In 

addition, it has been established that research and development expenditure (% of 

GDP) is more important in reducing economic and financial crime in low-income 

countries than in high-income countries. Starting from the premise of the influence 

that information and communication technology has on institutions with 

responsibilities in the fight against corruption, (starting from public authorities to the 

private sector and the media), Adam and Fazekas (2019), focusing especially on 

developing countries, it considers information technology to be effective in fighting 

corruption. 



 

The Annals of the University of Oradea. Economic Sciences 

TOM XXXI, 1st Issue, July 2022 

196 

 

However, the positive effect is closely linked to the political environment, public 

governance and civil society. Wickberg (2013) provides examples of various 

technologies that impact the reduction of corruption: technologies used to report 

administrative abuse and corruption, to facilitate the filing of complaints (use of 

online networks, helplines or telephone applications), including sharing bribery 

experiences and electoral fraud. Information technology is also used to monitor 

access to information, public budgets and social services, political life, the judiciary 

and even illegal logging. Technologies also play a key role in social mobilization 

campaigns and citizen-government interaction, being extremely useful in several e-

government initiatives (e-procurement, e-justice, e-taxation, financial transactions 

and e-identification).  

 

 

3. The underground economy in the European Union vs Romania 

 

Starting from the study conducted by Kelmanson et al. (2021), under the auspices of 

the IMF, a complex analysis was made of the manifestation and level of the 

underground economy among the countries of the European Union. According to the 

data processed, although the formal economy has declined across Europe, it still 

remains at a significant level, especially in emerging market economies.  

On average, underground economies are around 15-25% of GDP in the European 

Union, with higher values (30-40%) among developing countries. 

Updated data (up to 2019) of underground economy estimates (Kelmanson et al., 

2021) for 47 European countries, using the model of multiple indicators, multiple 

causes, used to estimate the size of the hidden economy as a share of GDP, highlights 

values between 10% and 40% of GDP, with a European average of 23%, Romania 

exceeding the average by about 10 percent (chart no. 3). 
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Chart 3: The level of the underground economy in the EU, percentage in GDP, 2019 

Source: IMF statistical calculations 
 

The data of the present study highlighted the existence of some disturbances in the 

evolution of the informal economies trend, with an obvious change in the period 

2008-2010, a period that overlaps with that of the global financial crisis. During this 

period, most countries saw an increase in informal activity of about 1-2% of GDP 

(Chart 4). 

 
Chart 4: The level of the underground economy in Europe, the Eurozone and the EU, as a 

percentage of GDP 

Source: IMF Statistical Calculations (2000-2019) 

 

Tax fraud as a relevant economic and social phenomenon in the economy of any state 

is present in all European Union countries, as an effect of state fiscal policies coupled 

with the quality of institutions with combat powers, being considered one of the main 
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causes of the underground economy. When we talk about tax fraud we will always 

refer to illegal / illicit tax evasion, without taking into account the legal component, 

tax optimization, respectively “that form of interpretation of tax legislation which, 

without being fraudulent, leads to a reduction of the tax base, and therefore to pay 

lower taxes” (Bodu and Bodu, 2019). The study of some databases (National Institute 

of Statistics - NIS, 2019) and of the specialized literature (Medina and Schneider, 

2018) certifies that Romania is higher than the European average in terms of the 

share of the underground economy fueled by tax fraud, even if in a slight decrease 

(chart no. 5). 

 
Chart 5: The share of the underground economy in Romania vs. EU average (% in GDP) 

Source: NIS, Medina and Schneider, 2018 

 

The data highlighted by Kelmanson et al. (2021) certifies the existence of an average 

level of European countries underground economies, with particularities specific to 

distinct categories of economies (developing and respectively developed), context in 

which some proposals are made to improve regulation and institutional quality.  

Given the inversely proportional relationship between institutional quality and the 

underground economy, the steps taken by Kelmanson et al. (2021) to strengthen 

institutions can have a twofold effect: reducing the share of the underground 

economy while meeting development goals, practically generating a fair and long-

term sustainable growth. Institutional reforms are crucial for resolving business 

bottlenecks, strengthening the rule of law, improving the effectiveness of governance 

and combating corruption. 

Reducing administrative and regulatory barriers will have a direct impact on 

reducing the cost incentive for participation in the underground economy. Relevant 

are examples of reforms that include simplifying the registration and licensing 

process (automatic licensing in Georgia), creating a one-stop shop (Estonia), and 

reducing registration and statutory fees (USAID 2005). 

Improving governance, increasing involvement and transparency through the 

adoption of measures to promote it (mandatory public electronic procurement for 

public procurement) in public administration (improving the judiciary) can improve 
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the government's perception, leading to an increase in voluntary compliance (IMF 

2017).  

According to the same study (Kelmanson et al. (2021), measures to reduce the share 

of the underground economy are appropriate to be implemented in the labor market 

and human capital. Thus, in countries with high labor migration and where the 

informal economy can act as a form of social security, policy action should focus on 

improving incentives for informal workers to migrate to the formal sector. In this 

context, encouraging private sector employment would contribute to the transfer of 

companies and workers from the informal to the formal sphere. 

Actions aimed at improving human capital should focus on measures to increase the 

flexibility of employment and dismissal (in countries with excessive restrictions on 

labor law), while it is necessary to apply effective labor laws elsewhere in order to 

maintain fair competition conditions between companies. Measures to increase labor 

market inclusion through the development and implementation of personalized 

employment and training policies for target groups at risk of social exclusion (young 

people) or measures to create a favorable employment environment should also be 

considered for migrants returning to their environment, through special training 

activities and recognition of practical skills acquired abroad. 

 

 

Conclusions, limits and directions of research 

 

We can see from this study how the underlying causes of the underground economy 

become its effects, which perpetuated, again turn into favorable factors. An 

inadequate fiscal policy, with a low quality of institutions, with a society affected by 

corruption will lead to low quality public services, will impact on fiscal morality, 

which in turn will fuel the underground economy. In order to stop the vicious circle, 

in which one factor potentiates another, we consider vital the harmonization of good 

governance (adequate fiscal policies, high quality of public services, low level of 

corruption) with the deterrent component of the phenomena that fuel the 

underground economy.  

The study of the favorable factors and the forms of manifestation of the underground 

economy in Romania, compared to the EU countries cannot be limited only from the 

perspective of the present analysis, but represents a point of understanding of some 

correlations and interdependencies in the economy. Understanding the factors that 

determine the size of the underground economy allows the substantiation of more 

effective measures to combat this phenomenon. The limitations of the study are 

given by the need to correlate the data with the harmful effects of the underground 

economy on the economic and social environment. We aim to focus research on the 

measures needed to combat the phenomenon and its effects. 
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