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Abstract

This article is a succinct description of research into the underground economy (UE) in Croatia in
the 1990 to 2000 period. The circumstances surrounding and the reasons for the origin of the UE
are explained, the dimensions of and changes in the UE are estimated at the level of the whole of
the economy and in terms of certain industries. Also the socio-cultural and institutional
dimensions of the UE are analysed, including the influence of formal and informal norms,
privatisation, poverty, self-employment and so on. Various evaluation methods give different
results — the national accounting discrepancy between income and expenditures method (below:
national accounting discrepancy method) shows a growth of the UE from 1990 to a maximum of
37% of GDP in 1993 and a steady reduction to 7% of GDP in 2000. In accordance with that
method in the 1990-1995 period, the UE came on average to about 25%, and in 1996-2000 to an
average of 10% of GDP. The Eurostat method and estimates of tax evasion coincide with these
trends, while two monetary methods and the consumption of electrical energy method show a rise
in the UE in the 1995-1999 period, with trends at annual levels of between 22 and 34% and a fall
in 2000. With reservations because of the uneven results obtained by these various methods and
because of uncertainty whether this is a matter of a genuine reduction of the UE or of an
improvement in statistics, we nevertheless have to conclude that this research indicates that there
has been a genuine reduction in the UE.

The results of the project indicate a negative correlation between the UE and GDP growth, then
work “on the black” as the main reason for the UE, and the differentiation of statistical and
economic reasons for the UE. Reasons for the reduction of the UE might be an improvement of
the statistical system, a change in the structure of consumption, the introduction of VAT, the
stabilisation of the large retail systems, the entry of foreign firms into the Croatian market, a
change in the image of the government and so on. Unfortunately, there is still a lack of the kind
of transparency and quality of public services that would have a considerable impact on the
further reduction of the UE. The basic recommendation of this research is that for any reduction
of the UE, it is more important to prevent the causes than to penalise the consequences, and in
connection with this it is the institutional sphere that is crucial, the relationship of the government
and the economy, i.e., the speed with which the government redefines its role in the market.
Basic recommendations are also put forward for the improvement of institutions, for example, of
the government, the process of privatisation, statistics, the tax system, the pensions system and so
on.

JEL Classification: O17
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The Underground Economy in Croatia 1990-2000'

Introduction

In 1996 the Institute of Public Finance did research into the UE in Croatia in the 1990-1995
period. ? At that time we stressed the following: in all economies there is a part that is not
included in the official economy (OE), i.e., its economic activities do not form a part of official
statistics. The size and changes of the UE are important, because they can be a source of
independent changes in the economy and can have an effect on the direction and strength of
economic policy. The mostly probable share of the UE in the GDP of Croatia in 1995 was at least
25%. Sector data were in accord with this calculated share and in 1994 covered a range of from
8% of GDP in industry to 68% of GDP in trade. In the 1990-1993 period, the share of the UE in
GDP rose. In the 1994-1995 period it was impossible to make any final judgement, because
although most of the indicators suggested a fall, some important indicators actually pointed to an
increase in the scope of the UE. Then we concluded that the share of the UE in GDP, of 25%,
was large and that it could be expected to stay equally large in the foreseeable future. Among
reasons we stated the inherited tradition, the transition with its vigorous sector and institutional
restructuring, the great influence of the government in the economy, particularly in privatisation.
We also said that the high tax burden, and the renovation of growth and of the new enterprises
might well further support the UE. We suggested detailed measures of economic policy
necessary for the suppression of the UE, and particularly stressed that in attempts to reduce the
UE it was more important to do away with the causes than to penalise the consequences. We also
stressed the importance of the development of the institutional sphere, i.c., the relation between
the government and the economy.

During 2001, the Institute of Public Finance went on with the previous research and started a new
chapter in investigation of the UE in Croatia, > this article in fact stemming from a number of
papers created during this new research. In the first part of the article we attempt in brief to
explain the circumstances and reasons for the origin of and a definition of the UE. The second,
longest, part of the article relates to a measurement of the size of and changes in the UE. This
second part is divided into two units. The first relates to the measurement of the UE at the level of
the economy as a whole: through the national accounting discrepancy method, monetary methods,
an adjusted Eurostat method, and estimates of tax evasion, and an assessment of the UE in
certain industries: agriculture, industry and trade, tourism and foreign trade. The second unit
covers the socio-cultural and institutional dimension of the UE that is the social and cultural

" The research project is published in Croatian in the journal “Financijska teorija i praksa”, 26 (1),
2002., available at http://www.ijf.hr/finpraksa/index.htm

Author would like to thank the following colleagues for their cooperation at the 2001 research
project: Predrag Bejakovic, Sanja Crnkovic-Pozaic, Nevenka Cuckovic, Andrea Domac, Michael Faulend,
Davor Galinec, Nenad Karajic, Zeljko Lovrincevic, Sanja Madzarevic-Sujster, Sasa Madzarevic, Davor
Mikulic, Biserka Niksic-Paulic, Ivan Rimac, Tihomir Stucka, Vedran Sosic, Aleksandar Stulhofer and Maja

Vehovec.
2

The whole project has been published in the journal Financijska praksa, 21 (1-2), 1997, and a
summary in Bicanic and Ott (1997); then came an international conference on the UE in transition, works
from which were also published in Financijska praksa, 21 (5-6), 1997 and the book of Feige, E. L. and Ott,
K. (1999).

3 Both pieces of research (that from 1996 and that from 2000) were financed in part by the

Ministry of Finance, Tax Administration, Republic of Croatia.



dimension, the effect of formal and informal norms, privatisation, poverty, self-employment,
evasion of contributions for pensions insurance, and the judiciary. The third part of the article
analyses the results of the measurement of the dimensions of and changes in the UE, while in the
fourth part we offer recommendations for measures necessary for a reduction in the UE.

1. The economic circumstances, reasons for the origin, and definition of the UE
1.1. The economic circumstances in Croatia

Table 1: Basic economic indicators in Croatia 1994-2000

1994 ] 1995] 1996 | 1997 | 1998 | 1999 | 2000
GDP, current prices (billion USD) 142 18.1] 198 20.1| 21.6| 20.1| 19.0
Rate of growth of GDP (in %) 59 6.8 6 6.5 25] -04 3.7
Rate of growth of industrial 27| 03| 31| 68| 37| -14| 17
production (in %)

Average number of unemployed (in
000)

Rate of unemployment (Croatian
Employment Agency)

Rate of unemployment (International

Labour Organisation

Source: Data are from Table 1: Basic macroeconomic indicators of the Croatian economy, Monthly Statistical Review of the Ministry
of Finance, save paragraph 2, which is from Table 11.1, GDP, annual calculation, Statistical Yearbook of the Republic of Croatia,
National Statistics Office.

243 241 261 278 | 288 322 | 358

145 145 164 | 175 172 208 21.1

9.4 9.1 100 99| 11.6| 145| 17.0

Although it might seem that they are already notorious facts, we shall endeavour to describe as
briefly as possible the economic indicators in Croatia in the last few years.

In the 1994-1998 period, GDP rose from 14.2 to 21.7 billion USD, falling after that to 19 billion
USD in 2000. Per capita GDP keeps up with the same trend and Croatia actually has a relatively
low per capita GDP (around 4,200 USD in 2000). The rate of growth of GDP swings markedly
(plus 6.5% in 1997, minus 0.4% in 1999, plus 3.7% in 2000). It is similar with industrial growth
rates, only at a somewhat higher level.

The greatest economic headache in Croatia, of course, is unemployment, which from 243,000 in
1994 rose to 358,000 in 2000. The rate of unemployment is constantly on the rise, from 14.5% in
1994 to 21.1% in 2000, according to Croatian official data’, or from 9.4% in 1994 to 17% in 2000
according to the Labour force survey in line with the methodology of the International Labour
Organisation (ILO).

These indicators should be borne in mind as the environment in which various phenomena related
to making a living arise, one of them certainly being the UE.

* Number of persons registered as unemployed at the Croatian Employment Agency.



1.2. Factors that affect the tendency towards the growth of the UE in transition
countries

Table 2. Factors that affect the tendency of the UE to rise in transition countries
Factors Source

political repression, inadequate legal system, institutional | Kaufmann and Kaliberda
weaknesses, administrative control and discretional | (1998), North (1997), Vehovec
decision-making in the economy, high tax burdens, | (2001)

macroeconomic instability and a non-payment culture
non-functioning of property rights, high entrepreneurial risk | North (1997), Vehovec (2001)
and high transaction costs
wide ranging legislative and regulatory changes, enormous | World Bank (2000)
redistribution of the national wealth, lack of existence or
ineffectiveness of institutions of public control

lack of democratic, economic and regulative institutions, | Bejakovic (2001)
absence of experience of paying taxes, discretionary rights
of public servants, governmental waste

Although the UE does exist and develop in all countries, from the most developed to the most
undeveloped, in the last few years particular attention has been attracted by the UE in the
transitional countries. For these countries, it can be pointed out that higher rates of economic
growth, lower rates of unemployment and the rapid development of the private sector can result
in a rapid and successful transition, while lower rates of economic growth and a powerful role for
the government in the redistribution can lead to a more sluggish and unsuccessful process of
transition to the market. It is particularly dangerous if there are no or few democratic, economic
and regulatory institutions. Such a background, in collusion with broad discretionary powers of
public officials, can lead to corruption, lobbying and various forms of informal activities.
Informal activities tend to make the manners of behaving that have arisen in the UE become the
moving force not only in the underground sector, but also behind measures that are taken in the
OE, in the legal and political systems and so on. We have met such phenomena in the last ten
years in all the transition countries, and they have been a great obstacle in the way of economic
development and growth. The UE and corruption are encouraged by monopolies and
discretionary decision-making, and they are limited by transparency, accountability and the
responsibility of governmental and social institutions. Most dangerous are those points where the
private and the public sectors coincide, because then the unregulated opportunities in the public
sector lead to corruption that can have an effect on further social, political and finally economic
regression. For this reason it is necessary to broaden the knowledge and awareness of all those
taking part and of the public about the need for regularity, and to reinforce the legal background,
moral values, market stimuli and the institutional framework.

In brief, as stated by Eilat and Zinnes (2000), the UE is the main feature of the dynamics of
transition. Whether it will have a positive or negative role in the transition depends on the speed
with which the government will redefine its role in the market.

1.3. Defining the UE

In our previous research (1997) most of the authors deal in detail with a definition of the concept
of the research, and the term underground economy was used as a uniform term. However, even



then, and especially over the course of time, it was clear that there was no black and white
phenomenon, i.e., that it is sometimes difficult to differentiate the UE from the OE (Karajic,
2001). Explained through the institutional taxonomy, the problem is simple: the official economy
implies compliance with the rules, and the underground economy implies non-compliance with
the rules. And yet, in all economies, and especially in those in transition, there is a frequent
dualism, that is, phenomena are more frequently grey than black and white. Once we accept this
point of view, it is still more dangerous to accept the statement that rules of behaviour are
transferred from the UE to the OE (Ott, 2000), because it is not only that they get transferred,
rather they are diffused. Nevertheless, because of the inveteracy of the term and for the sake of
connection with the previous project, in this text, although aware of the imprecision, we shall
retain the concepts of UE and OE.

Although we shall not here deal to any greater extent with the definition of concepts, we can
nevertheless repeat the common definition (Feige, 1999) that depending on the regulations that
are infringed differentiates illegal activities, i.e., forbidden production and distribution,
unreported activities, i.e., above all the violation of tax regulations, and unrecorded activities,
through which measurement in the national accounts is avoided. Of course, it is not always easy
to draw the line, and activities often overlap.

Karajic (2001), depending on the respect for rules and legality of economic transactions,
differentiates the official economy and the shadow economy; depending on the influence of the
governmental regulations he divides the official economy into the corrupt and the uncorrupted,
and at the same time the shadow economy takes in the corrupt from the OE, and adds to it the
fictional and the criminal. Depending then on the extent of the failure to observe the regulations
Karajic distinguishes the unreported, the unrecorded, the informal, the corrupt, the underground
and illegal, the criminal. In the transition, particularly marked is the complementarity and
continuousness of all formal and informal types of activity.

Although in a great deal of research it has been shown that there is a considerable connection
between corruption (defined as abuse of the public service for personal profit) and the UE (e.g.,
Eilat and Zinnes, 2000), in this research we did not deal in particular with corruption.
Measurements of corruption are on the whole fairly unreliable, and when we had once determined
that corruption is the consequence, and the cause is the lack of transparency of the public sector,
the large discretional rights of public servants, the inefficiency of the courts and so on, it seemed
better to concentrate on the causes.

At the end of this part, in which we have defined the concepts, we can emphasise the most
important consequences of the UE, which is distorted information, lack of governmental revenue,
effects on efficiency (depending on whether it is good or bad regulations that are infringed),
impact on distribution (the poorest and the richest are most apt to be involved in the UE), and the
destruction of the fabric of society (more of this in Feige and Ott, 1999).

2. The measurement of the size of and changes in the UE in Croatia

In this project we have applied various approaches to the measurement of the UE: via the national
accounts, monetary methods, labour force surveys, tax evasion. We have attempted to evaluate
the UE in individual industries, e.g., in agriculture, industry and trade, tourism, foreign trade.

Here one should point out that comparisons of results obtained by different methods are very
risky. From experience it can be said that the measurement of the UE via the national accounting
discrepancy method, for example, always gives relatively low results, unlike monetary methods,
which always give relatively high results. Table 3 best illustrates these diversities.



Table 3: Comparison of the UE as measured by different methods (in % of GDP, average for the

eriod)
Method Germany K?:glfie(:lm Italy USA

Surveys of households - - | 981_192'56)
Tax auditin - - 10.0 10.0

& (1986-1990) | (1986-1990)
Discrepancy between 13.4 4.2 9.3 10.2
expenditure and income (1981-1985) | (1981-1985) (1986-1990) | (1986-1990)

Discrepancy between 34.0 18.4
official and actual (1981-1985) T (1976-1980) )
employment
Physical input (electricity) 14.5 19.3 9.9
method (1986-1990) (1986-1990) | (1986-1990)
. 9.2 21.3 6.2

Currency demand (Tanzi) | jge) 9gs) (1986-1990) | (1986-1990)
Cash-deposit ratio i 13.2 29.3 14.6
(Gutmann) (1986-1990) (1981-1985) | (1981-1985)
Transactions approach 29.3 8.5 34.3 19.4
(Feige) (1981-1985) | (1981-1985) (1981-1985) | (1986-1990)
Multiple-Indicator- 82 3.0 10.5 ]2
Multiple-Cause method - - ) ) )
MIMIC (Frey/Weck-H.) (1981-1985) | (1976-1980) (1976-1980) | (1976-1980)

Source: Schneider and Enste (2000).

Apart from the usual problems that show up in an attempt to compare various methods of
measurement in various periods and in various countries, we also have a number of specific
problems in Croatia as well.

The period of 1990-2000 in Croatia was marked by considerable changes in the statistical system
(research methods, and the actual concept), discontinuity in different statistical research, high
inflation in the early years, the creation of numerous new units with low statistical discipline, and
the disappearance of large business systems.

The changes in the quality and scope of data from 1990-2000 make it difficult to be able to
conclude with any certainty whether the sudden reduction in the UE was really a reduction in the
UE or whether this was simply a better coverage of the OE thanks to better statistics in the
national accounts. It is unfortunately hard to determine the effect of statistics on the results,
particularly because of the lack of updating of the input-output tables.

> In Croatia, input-output tables from 1987 are still last available. ~Since we warned of this in
1997 and on many other occasions, we can only stress once more the need for the elaboration of new tables,
because only in this way can we have an impact on the statistical causes for the appearance of the UE.
For this it will be necessary to make a detailed analysis and to change the forms that are used in the
statistical monitoring of individual industries so as to ensure data at the level of local kind of activity units
and data about the structure of intermediary consumption. The basic premise is the coordination of
activities and readiness for these activities within the National Statistics Office. One encouraging item of
news is that the national Budget for 2002 envisages resources for the making of the input-output tables, and

7



Mikulic and Madzarevic (2001) stress the need for the distinguishing of the UE (as unrecorded
income) in a statistical and economic sense because the causes of origin are different, and this is
usually insufficiently stressed. There is most often generalised talk about the role of the
institutions, and here this is clearly stressed. Among the statistical reasons it is not primarily the
concealment of income for the purpose of evading taxes. On the contrary, a unit may act in line
with the law, pay taxes, but still not be covered by statistical research, its income not being
recorded in the statistical data within the GDP. This shows that the National Statistics Office has
to improve its statistical system. Economic reasons imply a deliberate statement of income that is
less than the real for the sake of the avoidance of the payment of tax, contributions and other
costs related to the formalisation of the industry. In this region it is the tax authorities that have to
work on measures for the suppression of the UE.

Let us look now what kind of results we obtained with measurements at the level of the entire
economy, and of particular industries.

2.1. Measurement of the size of and changes in the UE at the level of the economy as a whole

2.1.1. Measurement with the discrepancy in the national accounting method

Madzarevic-Sujster and Mikulic (2001) attempt to estimate income made but not recorded with
the discrepancy in the national accounting method.

The data up to 1995 are the revised data from the previous research (1997), considering the later
officially published data that better cover individual components of the GDP in Croatia. For the
period up to 1998 the methodology of estimation of personal consumption on the basis of the total
supply of goods for personal consumption is applied, while for later periods, the results of
surveys of household consumption carried out by the National Statistics Office are used. In order
to confirm the consistency of the estimates obtained, 1995 and 1998 are dealt with additionally,
with alternative methods. The discrepancies of the results obtained are negligible.

Thanks to improvements in statistics introduced in the meantime, the authors have checked out
their results (Madzarevic-Sujster and Mikulic, 1997) for the 1990-1995 period, and determined
that the UE in this period came to an average of 25.4% of GDP, which is within the limits of the
earlier estimates (23.35 and 26.88%). We can be particularly satisfied with the coincidence of the
results, considering the statistical conditions in which the first investigation was carried out. For
the 1996-2000 period, the UE is estimated at an average 10.4%. Such results seem fairly logical.
In the earlier period we had the war, hyperinflation, the beginnings of the transitions and reform,
and in the second period stabilisation and the strengthening of the ethical and legal system. Of
course, one has to ask again how much this is a real reduction in the UE, and how much a better
statistical coverage of the OE.

Once again also one should stress that the method of discrepancy in the national accounting gives
lower estimates of the UE than most other methods. Although it has a number of drawbacks, the
method does provide a general picture, and it can be considered the lower border for the share of
the UE in GDP. It is a very good point of departure for complementation with alternative
methods of UE estimation.

we can hope that the resources will really be used for this purpose and that in the next research, not only in
the UE, we can arrive at much more reliable results.



Madzarevic-Sujster and Mikulic (2001), just like Eilat and Zinnes (2000), have determined that in
Croatia there is a negative correlation between the UE and GDP. In further research one should
go further into the link between growth in official GDP, the level of restructuring and the UE,
because this knowledge might help in throwing light on the causes of the UE.

Figure 1. Share of the underground economy in GDP (% of official GDP)

40 10
3688, . - "« o _ . --=
35 A0-88. - . 5
/ \l S . - Pl
30 . . 0
//' 29.4 '\
25 . 28.15 . 2545 5
A} e N
20 4 PR \NQB‘\ -10
15— 143 L3 -15
\ 11.38
10 8.1 841 -20
6.81
5 T T T T T T T T -25
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——Grey economy, % of GDP - left axis = = = = Real growth of GDP, % - right axis ‘

Source: Madzarevic-Sujster and Mikulic (2001).

2.1.2. Measurements by monetary methods and the consumption of electricity
method

Monetary methods of the estimate of the UE are relatively simple, relatively reliable, but very
questionable because of the rigid and arbitrary presumptions they are based on. They do not give
any estimation of the absolute level of the UE, but can be used for an evaluation of its dynamics.
Sosic and Faulend (2001) stress that the widespread dollarisation® and the use of foreign cash in
the UE is a particular obstacle to reliability of monetary methods (greater than reliance on
empirically unconfirmed assumptions).

The authors think that in Croatia there are a number of problems that stand in the way of the
application of monetary methods of measuring the UE, e.g. the short time series and the
unsatisfactory statistical basis. Jankov too (1997) is of the same mind. Nevertheless Sosic and
Faulend (2001) have attempted to estimate the UE:

1. testing the simple Gutman approach (ratio of domestic cash and deposits), and came
to results that in the period of 1995 to 2000 vary between 25 and 34%, with a rising
trend,

2. on the basis of an estimate of the amounts of foreign cash in circulation; the results
also vary between 22 and 27%, the trend being upwards again,

¢ Sosic and Faulend (2001) talk of unofficial dollarisation as distinct from the official acceptance
of a foreign currency as a lawful means of payment. This is the use then of a foreign currency (not
necessarily the dollar, but also the mark or the euro) as money in the local economy.



3. through the method of electricity consumption; the results vary between 24 and 30%,
the trend being also upwards.

If all three approaches are compared, the inter-year variations are very high, but the UE
constantly shows a rising trend.

Figure 2. Evaluation of UE dynamics

36%

The foreign cash estimation method

34% - - - -Electricity consumption

329, The Gutmann method /\

30% ,/’/, \\

28% /__/’ \ ) .
/ - - 'X
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22%
20%
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Source: Sosic and Faulend (2001).

Figure 3. Evaluation of UE dynamics, linear trends
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Source: Sosic and Faulend (2001).

As already pointed out, it is characteristic of various methods to give lower results (discrepancy
of the system of national accounts) or higher results (monetary methods). Accordingly there
should be no wonder that the results are so different. But how should one explain the differences
in the trends? The Gutman method, used by Sosic and Faulend, does not take into account the
specific features of a land like Croatia, in which there is an experience of hyperinflation and
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frequent devaluations, the citizens as a result being apt to turn their free resources into foreign
currency and put them into short-term time deposits. This is not real saving, but delayed
consumption stored in a currency in which there is more trust. If the share of cash in a somewhat
wider monetary aggregate (between M1 and M4) than was used by Sosic and Faulend (2001)
were investigated, i.e., if short term time deposits were included, the results would very likely be
different (the share of cash would likely fall).’

In any case, considering the importance of foreign cash in circulation for the UEs of dollarised
countries, which is the fact in all countries in transition, it is unusual that researchers do not put it
at the centre of investigations of the UE, but still base their evaluations on data about the
domestic money in circulation. The reason is perhaps the lack of existence of or poor reliability
of data about foreign money in circulation, and the low level of knowledge about the real role of
foreign cash in the UE.

The results from this method are perhaps questionable, but are certainly indicative. They are
particularly of importance because Sosic and Faulend (2001) endeavoured to link up literature
about the UE and dollarisation, suggesting this connection as a link that is missing, and which
could enhance the quality of research into both areas. The paper more foregrounds the
importance of dollarisation for UE research rather than it gives definite answers. Since the
measurement of underground dollarisation is in its infancy, this work is one of the pioneer
attempts that, we hope, will stimulate new research into the phenomenon.

2.1.3. Measurements with an adjusted Eurostat method ®

Lovrincevic, Mikulic and Niksic-Paulic (2001) have estimated the UE according to the Eurostat’
method adjusted to the needs of transitional countries. Employment data from official sources
and labour force surveys are compared. This method covers illegal activities such as prostitution,
drug dealing and so on. The difference of the officially recorded and the expected rates of
activity of the population is analysed. The expected rates are based on rates recorded in the
reference years (when it is assumed there was no UE) or in reference countries (with a similar
economic structure). The comparison takes various assumptions as its point of departure, and
additional data from the labour force survey are also used as well.

With the use of the adjusted Eurostat method, in 1998 the UE came to 12.2 billion kuna, or 11.1%
of the gross value added (GVA) or 8.9% of GDP, and in 1999 to 11.5 billion kuna, or 10.1% of
GVA or 8.1% of GDP.

Because of the lack of adequately reliable indicators, assumptions are used that give a
conservative estimate, that is, a lower limit for the UE.

71 owe this observation to Davor Mikulic.

¥ For the inclusion of this text in the project we are grateful to Ivo Sutalo of the National Statistics
Office of the RC, which in 2001, in collaboration with the Economic Institute Zagreb, started a project to
estimate the UE in RC according to the Eurostat methodology. Here the methodology and first results of
the research are displayed. The authors have attempted to link the Eurostat approach with classical
scientific methods so that interested readers should find it easier to see the differences and similarities of
different scientific and statistical approaches during establishment of the scope of the grey economy in the
RC during the 1998-1999 period.

? EUROSTAT is the statistical service of the EU; an abundance of interesting data can be found on
their Web page:

http://europa.eu.int/comm/eurostat/Public/datashop/print-catalogue/EN?catalogue=Eurostat&service=about_catalogue
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The major part of the UE in Croatia (around 65%) is related to non-reported labour, and in 1998
amounted to 8.2 of the 12.2 billion kuna, and in 1999 to 7.4 of 11.5 billion kuna.

The total UE in 1999 fell as compared with 1998, and its most important item also dropped —
unregistered employment. The fact that unreported work is the main source of the UE in Croatia
shows that it is precisely this sector that should be focussed on in further research, along with the
taking of appropriate measures of economic policy.

If we want to observe the share of the UE in individual industries, we cannot use percentage of
GDP but percentage of GVA. '° Looked at according to industries, the share of the UE in 1999
was the greatest in trade (retail and wholesale) (25%), health care (14%), construction (13%),
fishery (12%). The lowest share was in the public administration (0%), agriculture and forestry
(0.4%), electrical supply industry (1.4%). In absolute amounts, the greatest GVA was achieved
in trade, 3.0 billion kuna, in the manufacturing industry, 2.5 billion, in transport and
communications, 1.1 billion kuna.

The Eurostat method differentiates several forms of activity within the UE, for example,
unrecorded for statistical reasons, unrecorded for economic reasons, informal, illegal and so on.
Among the unrecorded for economic reasons there is a distinction between underreporting
(income is underrated, the amount of intermediate consumption is overestimated, the aim being
tax evasion) and non-reporting, or work on the black.

In Croatia the main component of the UE is work on the black, or unreported employment, but
underreporting is not unimportant either. Underreporting actually very much depends on the size
of the tax burden. In developed countries the penalties for unreported labour are very high, and
the control system functions better than in Croatia, and thus here work on the black is more
common than underreporting. More severe penalties for the non-reporting of labour and the
government's writing off its claims from the past might result in underreporting rising and the
non-reporting of workers falling. This is an expected trend in the structure of the UE as the
transition process progresses.

2.1.4. Estimate of tax evasion

Since Lovrincevic, Mikulic and Niksic-Paulic (2001) state that non-reported labour is the main
source of the UE, the estimate of tax evasion is particularly important. For the sake of an estimate
of tax evasion Madzarevic-Sujster (2001) defines the UE as a legal economic activity that is not
reported, for the sake of evading the payment of tax.

Madzarevic-Sujster (2001) finds the causes for the tendency towards tax evasion in the process of
transition that created many changes in the taxation and the economic system. The rise in the
overall tax burden is regularly accompanied by greater tax evasion, especially of income tax and
contributions for social security. But an inappropriate legislative framework also has an effect on
tax evasion, together with administrative obstacles, the credibility of the legal system, the quality
of public services and so on.

From 1994 to 2000 the lower border of tax evasion shows a declining trend, from 8.5 to 5.5% of
GDP, while the upper border up to 1998 was constant, and after that it fell from 11 to 7.5%.

' This is the only possible concept for a division according to industries because according to the
existing calculation the GDP is calculated according to industries and in basic prices, and then the total net
taxes on the products are added on (only at the level of the RC, and not on particular industries).
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Figure 4. Comparison of tax evasion and the share of the UE (% of GDP)
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Source: Madzarevic-Sujster (2001).

It is interesting that the upper estimate of tax evasion follows the tax burden until 1998, the rise of
the tax burden in 1998 led to the rise in tax evasion, and in 1998-2000 the reduction of the costs
of labour resulted in a reduction of tax evasion.

Tax evasion is reducing, and we can be pleased with this. Nevertheless, 8.6 billion kuna (the
lower limit) of missed revenue in 2000 is still a very large amount. The missed revenue is greater
than, for example, the deficit of consolidated general government, which in 2000 came to 7.7
billion kuna. ' This means that the tax authorities, in their sphere of competence, and the
government in all relevant segments, have to do all they can to keep on providing conditions that
will lead to a reduction of the tendency towards the UE, that is, tax evasion. It is worth bearing
in mind that it is easy to make a decision about going into the UE in an unstable environment, and
for getting out of the UE a number of positive reforms and a relatively long period of time are
required.

And here it is not enough just to step up fines. Large penalties, of course, do reduce the
attractiveness of getting into the UE, but an increase of revenue from fines shows that the system
is in a bad condition. For this reason it is more important to obviate the causes than to penalise the
consequences.

" Ministry of Finance (2001).
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2.1.5. Estimates of the UE in individual industries
2.1.5.1. Estimates of the UE in agriculture, industry and trade

Mikulic and Madzarevic (2001) have attempted to estimate the UE in three branches of the
economy.

Agriculture. The results of the estimate are very stable for the whole of the 1990-1999 period,
with an average lower limit of 6.8% and an upper limit of 16.9%. Such weak oscillations are
mainly the consequence of an inappropriate statistical basis and the lack of adaptation of the rural
family budget survey.

Industry is a branch with a relatively low though growing UE trend, from 2.3% in 1996 to 5.2%
in 1998. The results are lower than in the other branches, but one should recall the statement that
the speed of the transition determines the height of the UE (Eilat and Zinnes, 2000), because the
example of industry shows this best. As Mikulic and Madzarevic (2001) state, the growth or
stagnation of the UE in industry, unlike the fall of the UE at the level of the economy as a whole,
can be explained by the lagging of the transition in this activity. Small business and private
initiative started earlier and more powerfully in trade and other service industries, which was
manifested with a rise of the UE in such activities. With the development of competition and the
stabilisation of the large systems, the UE starts to fall. The delay in the development of private
enterprise and the transition to the market in industry can bring about a time delay in UE trends in
industry.

Trade. Although, depending on the definition, the results of estimates of the UE in trade vary a
good deal, the trends are nevertheless identical — a sudden growth in 1990-1993, a sudden fall in
1993-1994, a mild decline or stagnation from 1995 on. A negative correlation between GDP and
the UE is noticed in trade in some years. This is yet another indication that more careful attention
should be devoted to this phenomenon.

Figure 5. The UE in agriculture, industry and trade (%)
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Source: Mikulic and Madzarevic (2001).
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In these three industries, for the whole of the decade, the ratio among them was the same — the
UE is greater in trade, smaller in agriculture, and smaller still in industry. The trends, however,
are essentially different: the UE is reducing in trade, stagnating in agriculture, but rising in
industry. The explanation might be fairly simple — the speed of the transition per sector, the
development of a number of new, mainly small business units and the number of employees, the
relative weakening of the importance of the big systems. In short, the transition was most rapid
in trade, slowest in industry — hence this kind of result. In agriculture there has been no
transition, hence the stagnation. It is true, the already mentioned statistical limitations in
agriculture do not allow reliable data to be attained.

If we wished to distinguish the economic and statistical effects on the size of the UE, it could be
concluded that in trade it is both that are at work, while the economic are preponderant in
industry, and in agriculture only the statistical influences are at work. This means that in a fiscal
sense in trade large effects can be expected, smaller in industry, and the least of all in agriculture.

2.1.5.2. Estimates of the UE in tourism

Stucka (2001), with a simple, well documented and pioneering approach, attempted to estimate
the UE in tourism. Because of the different methodology, the results of this work are not
comparable with the results of the previous research (Ivandic and Radnic, 1997).

Through a comparison with results of research in countries from which tourists come (Germany,
Austria, Italy, Czech R., Slovakia and Slovenia) with the registered bed-nights in Croatia, Stucka
calculated that the UE in the 1998-2000 period ranged from 18.6 to 28.8% of the registered total
foreign bed-nights. This means that the forgone tax receipts of the government had risen from
0.4-0.6% of GDP in 1998 to 0.5-0.8% of GDP in 2000.

According to the analysis of water consumption in and out of season the UE in 1998 ranges from
33 to 39% of the total bed-nights in private lodgings; in 2000 it ranges from 12 to 22%.
Expressed in percentage of GDP, the forgone tax receipts lie between 0.10 to 0.12% in 1998, and
0.05-0.10% in 2000.

Clearly, the results obtained should be taken with a reservation, precisely because of the number
of pioneering approximations. Only a basic insight into the problem area is provided, and in
future works these estimates need to be complemented with additional microeconomic
knowledge.

Measurement via electricity consumption and the inflow of cash and cheques, although very
interesting approaches, have not given the desired results, because of the inadequate quality of
data. But with improvements of the statistics in some future research we can hope for more
precise calculations with these methods too.

2.1.5.3. The UE in foreign trade

On account of a poor foundation in statistics and documentation Galinec (2001) did not even
attempt to assess the size of the UE in foreign trade, but drew attention to segments in which the
UE might occur in foreign trade. These are money-laundering via foreign trade operations, false
statement of the value of goods in customs declarations, the use of various customs rates during
the import of similar products, the forgery of documents and bypassing the rules about the origin
of goods.
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In the work, the effects of the existence of customs relief and privileges on the UE are analysed,
and the effects of lost customs and tax revenue are estimated; these came to 3.6% of total
budgetary revenues in 1998 and 1999, and 2.2% in 2000. For each form in which it appears,
concrete recommendations are made to those in charge of trade, fiscal and overall
macroeconomic policy, how to determine the existence and assess the dimensions of the UE, and
how to work preventively. Guidelines are also offered for further research into the UE in foreign
trade, particularly with respect to the efficiency of the customs authorities, money laundering, the
fiscal effect of customs duties and the consequences that the reduction of profit tax has for the
acquisition of comparative advantages.

Galinec (2001) gave a comprehensive systematisation of the problems and recommendations and
with an improvement of the statistics, in the future it might be possible to set out on more
concrete research on such bases.

2.2. The socio-cultural and institutional dimensions of the UE
2.2.1. The socio-cultural dimension of the UE

Stulhofer and Rimac (2001) start out from the widely accepted assumption that the causes and
dynamics of the UE cannot be understood outside the social and economic background of the
area, in which the economic and cultural conditions create unique premises for the actions of
individuals. This means that the reduction of the UE is necessarily based on the simultaneous
action of social and cultural, legal and economic measures.

The Stulhofer and Rimac (2001)'? paper, which is a direct continuation of the previous analysis
(Stulhofer, 1997), starts off from the theoretical assumption that the dynamics of social
opportunism coincides with the dynamics of the UE, since the rise in opportunism reduces moral
costs. This, in turn, increases the readiness to get round or break the standards and - if it goes
unpunished - sustains the expansion of opportunism.

If we compare the results from 1995 and 1999, we will notice the following:

- The level, in both diffusion and intensity, of opportunism has decreased. The number of those
who think that tax evasion and bribe can never be justified has doubled. But the fact still is that
46% of respondents were prepared in certain circumstances to tolerate these phenomena.

- The age structure of opportunism has remained unchanged — the youngest age group is still most
apt to justify tax evasion and taking bribes. This gives ground for concern suggesting that the
phenomenon might be long-lived.

- Distrust in institutions has increased, and is once again most pronounced among the young.

- Economic traditionalism has ceased to be a relevant factor; respondents are getting used to
differences in wages and are, as it seems, embracing the principle of individual responsibility.

Stulhofer and Rimac (2001) are relatively optimistic about the reduction of opportunism and the
assumed increased moral costs of participation in the UE. They argue that the rise of distrust in
institutions should be ascribed to the fact that during the first research work in 1995, trust in

2 The authors have endeavoured to measure opportunism (can the payment of bribes and the

evasion of taxes be justified), lack of trust in institutions (the legal system and parliament), inclination
towards economic traditionalism (increase or decrease levels in salaries), fondness for state paternalism
(who should take care of the welfare and prosperity of citizens).
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institutions suddenly rose because of the political and military circumstances of the time (war
victories in the Flash and Storm operations). Apart from that, they assumed that distrust in
institutions precedes an opportunistic conception of reality, so the dynamics of the latter must be
a better indicator of the UE. Since the level of opportunism has somewhat decreased, they suggest
the corresponding reduction in UE. Of course, an opposite opinion is also possible — that
inherited opportunism is the cause of lack of trust in institutions.

2.2.2. Effects of formal and informal norms on the UE

Vehovec (2001) stresses that the aim of economic development in a society is the construction of
ethical norms that will reduce the costs of accepting, fulfilling and carrying out the law. These
norms are formed in social life through upbringing, education and experience, creating a social
capital that Fukuyama (1995) says is an additional resource, i.e., the ability of a nation to increase
its economic potential. The creation of social capital cannot be resigned to spontaneous
development. The government and institutions of government bear the responsibility for the
construction of ethical norms. With their own ethical behaviour in the short term they can give a
positive example, and over the long term they have to carry out reforms of the educational and
judicial systems.

In connection with this the government can be protective or predatory in its effects (Mantzavinos,
2000). In the first case it will provide secure property rights and collect the fruits of the economic
efforts of the citizens, and in the second it will manipulate property rights and take away their
riches.

In a society there are both formal and informal institutions, which are interwoven, that is the
informal usually complement the formal. In the transitional countries, the formal institutions are
incompletely articulated, not built up, and some do not even exist. For this reason, it is the
informal institutions that affect the (lack of) efficacy. The weakness of formal institutions
contributes to the rise in the UE, crucial being an analysis of the costs and benefits of accepting
(un)lawfulness. It is possible to observe the costs and benefits of unlawfulness, but also the costs
and benefits of lawfulness.”> The rise in the UE indicates something of the weakness of the
institutional framework that has not allowed the increase in the benefits to be greater than the
increase in the costs of accepting lawfulness. For a change in the manner of behaviour, it is
necessary to have formal stimuli (more consistent application of the laws) and informal stimuli
(private support for contracts). In this, it is of particular importance for the laws to be credible.

2.2.3. The UE and privatisation

Cuckovic (2001) treats the privatisation process that was in the 90s the background to the growth
in the UE. Most activities of the UE in the first half of the 90s (Cuckovic, 1997), such as political
clientelism, fictitious recapitalisation, failure to report or appropriation of the profits of firms,
assets stripping, deliberate bankruptcies, corruption, bribery, abuse of official positions and so on
went on in the second half of the 90s, with the new phenomena of irregularity in the privatisation
of the banking sector and coupon privatisation.

Because of the absence of political will, the non-existence of an effective and independent
judiciary and the inefficient public control, the UE was maintained in privatisation during the
whole of the decade.

' Thanks for this mention to Vojo Franicevic.
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It is most interesting how the public appraised the effects of privatisation in 1998. The biggest
winners were considered to be members of the then leading party HDZ, managers and politicians,
and the greatest losers farmers, workers and professionals. In 1998 almost 30% of respondents
expressed distrust in the Privatisation Ministry and the Croatian Privatisation Fund (only 5% of
citizens had any trust in these institutions), while between 1996 and 1998 there was a marked
reduction in trust, and distrust in the legal system and the government of Croatia grew as well.

The structure of those who demanded a revision of ownership transformation also shows the
public perception. Most demands for a review were made by the owners of nationalised and
confiscated property, small shareholders and trade unions.

The reactions of the legal system were slow, and the first indictments were made only after the
HDZ party was ousted although some cases had been investigated earlier; in the 1993-2000
period, however, 75% of crimes in the economic sphere that were reported were not prosecuted.

In its programme for 2000, the new government expressed its intention to improve the situation,
but it concentrated on the legal framework for the revision of the privatisation process and not on
the construction of appropriate institutions. A revision of the ownership transformation,
unfortunately, is not the best of all solutions. On the one hand it is inadequate and inefficient, and
on the other hand sends a bad message to investors and puts new uncertainties into the area of
property rights. Instead of a revision of privatisation, broader institutional measures are required,
especially those aimed at the prevention of any future such activities. Cuckovic (2001) offers an
excellent review of concrete problems and concrete recommendations for the solution of them.

2.2.4. The UE and poverty

Poverty, unemployment, the transition and the war are factors that must have had an effect on the
aptitude to various informal forms of behaviour, and to taking part in the UE. Karajic (2001),
then, dealt with a very interesting, important and so far completely neglected dimension in UE
research in Croatia, and that is poverty.

According to World Bank research (2000), in line with international standards, the rate of
absolute poverty, of 4%, in Croatia is very low, but measured by the national standards, 10% of
the population lives below the poverty line. The main economic causes of poverty in Croatia are
the limited employment opportunities and an inappropriate welfare network. Thus for most of the
poor the UE most often constitutes the only available possibility of making a living.
Unfortunately the poor are involved in the UE less than those who are not poor. Thus it happens
that in Croatia the UE does not reduce but rather increases existing social differences because the
poor, because of increasingly weak education and lack of knowledge, do not manage to make use
of the advantages of the UE even. These restricted opportunities keep the poor within this vicious
circle and contribute to the long-lastingness of the phenomenon.

In brief, the following need stressing: (1) poverty is not the key generator of the UE, (2) the fact
that the UE actually deepens inequality need not be equated with the creation of poverty and (3) a
certain level of the UE in every developed society is related to the poorest but this is not the
segment of the UE towards which social measures need to be directed.

2.2.5. The UE and self-employment

Karajic (2001) concludes that it is most important for employment to start to rise, because then,
all those who are in the UE not from their own will but because it is the only way out will start to
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go over from the UE to the OE. With a rise in employment, the income of the population will rise
and this will have an effect on a reduction in the UE.

Crnkovic-Pozaic (2001) starts out from the thesis that in the transitional countries business
activities actually start in the UE and only then goes on in the OE. She studies persons who are
self-employed in the UE, and unemployed persons who did work in the UE and then got involved
in the Croatian Employment Agency Self-Employment Programme. During this she has tested the
success of the programme and the difficulties that show up in a transition from the UE to the OE.
The study of such programmes is most important, for if it could be shown that a large number of
registered unemployed earn money in one way or another, that neither they nor their employers
pay any kind of tax on these earnings, that all this is made possible by inappropriate regulations.
Once we clear that, it would be much easier for the the media, politicians and the public to
understand who among the unemployed is really at risk and how they should be assisted.
Similarly, if it is shown that the self-employment programme is just a waste of money (it does
cost more than DM 14,000 per employed person) and that the emphasis should be placed on the
linking of enterprises with the existing industry and on a regional approach, then the problem of
employment is turned into an organisational problem. * It is crucial then, to determine the real
level of unemployment, to reinvestigate the model of self-employment carried out recently and
then either retain or reject it. The programme is without doubt expensive and is meant primarily
for persons who anyway do have entrepreneurial abilities. The programme should be more
effective considering the costs and help possible entrepreneurs to make a better estimate of the
risks they are going to meet. Apart from this, it is necessary to bring in more thoroughgoing
provision of information at the beginning of the programme, a tighter self-selection and selection
processes.

2.2.6. Evasion of retirement insurance contributions

Since it is work on the black that is one of the main forms of the UE in Croatia the problems of
contribution evasion deserve special attention. Bejakovic (2001) stresses that a propensity to
evasion will be crucially affected by an inadequat link between contributions and pensions, an
unjust system with many (high) privileged pensions, without the payment of contributions, and
circumstances in which a contribution is not a condition for being able to claim pension rights.
According to the Croatian Pension Fund (HZMO, 2001) in 2000 about 82% of contributions were
collected (73% from tradesmen and only 40% from farmers). Annually 2.5 billion kuna in
contributions are not collected.

Some positive steps have already been taken, e.g., the collection of contributions by the Tax
Administration, the expansion of the time range for the calculation of pensions and the
development of the capitalised system, but many measures for improving collection are still
required. Bejakovic (2001) states in detail many procedures that should be undertaken in the
immediate future, related to legal provisions, the collection of contributions, the work of
inspectors and so on. It is of particular importance to develop the feeling that the non-payment of
contributions is not the heroic act of an individual and a manner of right