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2019 for the first time, the goal of the current article is two-fold.
First, it offers an overview of the results for the years 2017 and 2018
and estimates the shadow economy in the country at 38.3% of GDP
for 2017 and 38.5% for 2018. Second, it suggests possible advan-
tages in the use of direct methods to estimate the level of the
shadow economy in a country and explore the motives pushing
entrepreneurs to remain in the shadow. The discussion is then
framed to conceptualize the distinction between shadow economy
and informality. We conclude by suggesting that a better under-
standing of the entangled relations lying behind the reasons to stay
in the shadow can help us better address the issue and propose
measures that could help bring business out of the shadow.

Introduction

Across regions of the world, incomes are hidden, companies fail to report activities to the
authorities and workers face situations of precarious employment. This is not a minority
practice. A recent ILO report estimates that 2bn workers are active in the informal
economy (Kuhn, Milasi, and Yoon 2018), with figures growing even bigger if we consider
the effects of the COVID pandemic.' In addition to putting workers in a precarious
position, depriving them of employment security, long-term perspectives and even
medical and social security, the shadow economy significantly impacts state capacity —
reducing the amount of taxes and thus state’s capacity of intervention and discouraging
foreign investments. Accordingly, national governments and international organizations
(ILO, the World Bank, and more recently the European Commission) have, with growing
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persistence, proposed measures to curb the informal sector (Eurostat 2019, World Bank
2019) and tackle issues such as informal labour, tax fraud, informal practices, and pay-
ments (see Labour Market Observatory 2018, Williams and Bezeredi 2018), Williams and
Lapeyre 2017).

Across Europe alone, the shadow economy is estimated at around 20% of GDP (Medina
and Schneider 2018) with higher figures (25-45%) in Eastern Europe and post-Soviet
regions (Medina and Schneider 2018), labelling the post-socialist region as a low-
performing one. While some attempted to explain dysfunctional relations between the
state and business sectors as stemming from state capture or patrimonialism (Cooley and
Sharman 2015; Furstenberg 2018), few efforts have been devoted to distinguishing
seriously harmful practices from others that could be considered needed to unblock
some vicious circles or simply allow people to survive in spite of state ineffectiveness
(Polese 2016). Indeed, the regional literature abounds with works clustering together
informality, corruption, shadow, and informal economy or treating them as synonyms.
Not only is this confusing for social science debates and makes it difficult to compare local
phenomena with tendencies from other regions (Polese 2021). Even more importantly, it
hinders the conceptualization of ways to tackle the negative sides of informality in
practice. At the end of the day, if informality is everywhere, addressing it means to
elaborate some sort of theory of everything, which could have the effect of suffocating
inventivity (Phelps 2021), innovation potential and practices that could eventually boost
governance rather than damaging it (Jaffe and Koster 2019). In contrast, by breaking up
informality into smaller components, it becomes possible to identify and thus address
smaller areas of governance and conceptualize interventions that address precisely and
exactly a given aspect and are thus more likely to be successful.

This article makes two contributions to the study of informality. Empirically, it shares the
result of the shadow economy survey for 2017 and 2018 in Ukraine. These results are used for
the calculation of the shadow economy index for Ukraine estimated as a percentage of GDP.
Already established as an annual exercise for Latvia, and the Baltics since 2010, the survey has
been applied to Moldova and Romania (since 2016), Poland (2015-2016) and Kosovo (in
2018). In 2019 it was also implemented in Georgia, Russia and Kyrgyzstan (2019) within the
framework of the project “SHADOW: An exploration of the nature of informal economies and
shadow practices in the former USSR region”. The methodology was then replicated in
Ukraine and used for direct measurement of underground activities broken up into distinct
values for envelope wages, unreported company income and underreported number of
employees (Putnins and Sauka 2015). While quantitative approaches are useful to estimate
the size of shadow economies, direct approaches can also be used to integrate these data and
look for deeper correlations between the persistence of shadow transactions and some
societal tendencies that are not necessarily economic. In many respects, more important
than debating whether a given country’s shadow economy is at 35%, 38% or 40% of its GDP,
from a policy and possibly science perspective it is more important to know why people
engage in such practices, the main sectors where this is more likely or frequent, and what
could encourage them to come out of the shadow.

In our approach, we suggest that shadow economies are not always sustained by a
desire to maximize income (and minimize the amount paid in taxes). We remain open to
the possibility that unrecorded transactions stem from social or cultural motives, which is
why we believe it is crucial to draw a line between the concepts of informality and shadow
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economy. The definition of informality encompasses any activities that eventually
bypasses the state or the overarching entity regulating the life of that group or society
(Polese 2021). This definition is purposefully intended to include monetary and non-
monetary transactions, as well as short- and long-term ones so to look at informality
beyond a mere economic or economistic lenses (Ledeneva 2018, 2018b). The shadow
economy is much narrower as a category and features three economic components:
under-reported income, employees and wages (Putnind and Sauka 2015). Accordingly,
the approach proposed in this article is to measure, as a share of the GDP, transactions
and evaluate tendencies that weaken state capacity in terms of receivable income. After a
section on the distinction between informality and the shadow economy, we explain the
methodological choices of the survey and the methods employed. The following section
presents the results of the survey. As we will show, it enables us to identify the sectors that
are more affected by shadow transactions and the main tendencies of business actors in a
given country. However, we go beyond a mere economistic understanding of the shadow
economy. This will be shown in the last section where we will suggest that, by seeking the
motives that keep entrepreneurs within the shadow, and interpreting the results not only
through economistic but also socio-political lenses, we may gain an understanding of the
hidden dynamics behind the tendency to underdeclare income, salaries, or number of
employees. In turn, we suggest that this understanding may increase our capacity to
interpret and propose corrective measures.

Why the study of shadow economies needs to take into account definitions
of informality

Early and mainstream approaches to the understanding of the non-formal elements of the
economy tended to cluster together all economic activities that fell outside the radar of
state institutions. Given the scarce availability of evidence and broad studies, few — if any -
tools had been devised to distinguish the different kind of informal transactions. As a
result, limited reflection (and distinction) between illegal, extra-legal, shadow, and licit
economies have been generated. Instead, the ideas that modernization and economic
effectiveness would eventually reduce informality received a good amount of consensus
(Lewis 1954).

Things evolved differently. In spite of criticisms about the excessively broad scope of
informality approaches and the difficulty to measure it (Bromley 1978; Lipton 1984),
informality studies developed in different directions. Indeed, a recent paper has identified
no less than six different categories of informality: Economic, legal, technical, organiza-
tional, political, cultural and over a hundred sub-categories (Boanada-Fuchs and Boanada-
Fuchs 2018). By the early 1970s, debates on informality had already proposed a number of
distinct, and sometimes contrasting, approaches across world regions and disciplines
ranging from anthropological perspectives on informal economies (Hart 1973) to litera-
ture on self-help by urban planners (Turner 1968), conceptualization of a whole informal
sector by economists (Harris and Todaro 19701970), in addition to the growing attention
towards informal and precarious employment by the International Labour Organization
(ILO 2018). Not surprisingly, when classifications of informal have been attempted, a large
variety of terms to define the same, or similar phenomena have been discovered, as the
table 1 by Williams below suggests.
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Table 1. Adjectives and nouns used to denote cash-in-hand work.

Adjectives

Black Cash-in-hand Clandestine Concealed
Dual Everyday Ghetto Grey
Hidden Invisible Irreqular Marginal
Moonlight Non-observed Non-official Occult
Off-the-books Other Parallel Peripheral
Precarious Second Shadow Submerged
Subterranean twilight Underground Unexposed
Unobserved Unofficial Unorganised Unrecorded
Unregulated Untaxed Underwater

Nouns

Activity Economic activity Economy Employment
Sector Work

Source: (Williams 2004)

As debates developed, different world regions saw the emergence in popularity of
different concepts, discipline, and approaches ranging from planning (Innes, Connick, and
Booher 2007; Roy and AlSayyad 2004) to public policy (Paula Aureo and Scheinkman 2010;
Roy 2009; Falla and Valencia 2019), urban governance (Sarmiento and Tilly 2018; Haid and
Hilbrandt 2019) resistance (Santini, Ruth, and Kevlihan 2020; Murru and Polese 2020) the
politics of the everyday (Bayat 2000). This disciplinary diversity has come to define not
only a different use of the same words in different regions but a real geography of
informality that has been summarized in Table 2 below.

Possibly inspired by Ledeneva’s work on blat (1998), post-socialist spaces have wit-
nessed a sharp rise in the study of informality and its conceptualization well beyond its
initial economic understanding. Scholars engaged with informality by exploring political
corruption (Darden 2008; Ledeneva 2013; Stefes 2006), informal power (Gel'man 2004;
Hayoz 2015; Ledeneva 2010), the boundary between informal payments and corruption
(Denisova-Schmidt 2020; Osipian 2012) and the use of connections to gain access to the
labour market (John, Williams, and Rodgers 2008). The breadth and variety of studies
available have permitted to look at informality as a complex web of social and economic
obligations (Hann and Hart 2009; Henig and Makovicky 2017; Morris 2017) that can be
observed as stronger in areas where the state is allegedly weak (Rasanayagam 2011;
Rekhviashvili 2017; Morris and Polese 2011) or in countries where informal institutions
dominate over formal ones (Peng et al. 2009). The table 3 below summarizes the main

Table 2. Geography of informality.

Discipline Main focus Geographical scope
Economics Development economics Developing world
Planning Development world urban setting Non-Western world (with an eye for Western
world)
(Human) Alternative economies Worldwide
Geography
Area studies Getting things done Eurasia (expanding)
International Constructing alliances, influence political International organizations, global politics
relations decisions
Policy and Political negotiations, policymaking Russia, national politics, relationship between
governance elites
Political science Corruption, nepotism, neopatrimonialism  The non-Western world with a particular focus on
Eurasia

Source Polese 2021
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possible tendencies in post-socialist informality studies and distinguishes forms of inform-
ality that are more socially embedded from those that can be framework in a more
economic approach.

Thanks to the variety of different specializations, post-socialist spaces seem an ideal
place to start a discussion on the relationship between shadow economy and informality.
Indeed, we can find a sufficient variety of different definitions and approaches to draw a
clear line between the two. According to a number of empirical works (Medina and
Schneider 2018; Putnins and Sauka 2020), shadow economy is mostly viewed as the result
of under-reporting (income, salaries, number of employees). Informality is, in contrast,
approached from a broader perspectives so that it may include shadow economies but,
under the same framework, a variety of other studies have focused on non-monetary and
non-economic practices that entangle the lives of individuals both as economic actors
and citizens of a given state. Thanks to the work of scholars interested in a deeper account
on the role of informality in the region, attempts have been made to understand shadow
transactions using alternative methods. These have ranged from employment surveys —
used to shed light on the nature of informal or unregistered employment (Williams and
Alexandra Horodnic 2016) - to mixed methods to better understand the nature and
dynamics of shadow economies (Williams and Franic 2016). Eventually, a methodology
based on direct measurement shadow activities based on a nationally representative
sample has been conceptualized and developed, first in Latvia (Putnind and Sauka 2015)
and then expanded to other post-socialist countries (Putnind and Sauka 2020). The
findings of the survey have suggested the separation between shadow economy and
informality that is central to this paper. The starting idea is that, while rational choice
theory could explain from a short-term perspective the desire to remain in the shadow
and hide revenues, long-term perspectives are likely to be more complex. By force of this,
we can refer to informality as the aggregate of activities that happen beyond the control
of the state because they are concealed (Routh 2011) or performed on areas where state
control is limited (Polese, Kovacs, and Jancsics 2018). It could be said that the shadow
economy is the visible and measurable tendency to bypass the state, whereas informality
is the framework allowing us to explain and understand why people are willing to remain
in the shadow, avoid the state, not respect state authority and in general bypass the state
(Polese 2021).

Direct and indirect measurements of shadow economies: methodological
and empirical reflections

Generally, shadow economy is a term used to refer to economic activities and income
earning situations that eventually circumvent government regulation, taxation, or obser-
vation (Sauka 2014; Medina and Schneider 2018). Such activities are deliberately con-
cealed from public authorities to avoid payment of income, value added or other taxes
and social security contributions, or to avoid compliance with certain legal labour market
standards such as minimum wages, maximum working hours, or safety standards and
administrative procedures. The shadow economy thus focuses on productive economic
activities that would normally be included in national accounts, but which remain under-
ground due to tax or regulatory burdens (Polese and Schneider 2021:5). Economistic
understanding of shadow economies seek a correlation between a given governmental
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framework or measure and the reaction of economic and business actors. Schneider and
Medina (2017) identifies a set of indicators and variables that can be associated with the
size and persistence of shadow economies.

e Tax burdens: the bigger the difference between the total labour cost in the official
economy and after-tax earnings (from work), the greater the incentive to reduce the
tax wedge and work in the shadow economy (Johnson, Kaufmann, and Zoido-
Lobaton 1998; Dell’Anno, Gdmez-Antonio, and Alafion-Pardo 2007).

¢ Quality of institutions: perception of the tax system as unfair or corrupted increases
the desire to remain in the shadow. When institutions can be strengthened and fiscal
policy moves closer to the median voter’s preferences shadow economy rates may
drop (Dreher, Kotsogiannis, and McCorriston 2009; Teobaldelli and Schneider 2013;
Williams and Schneider 2016).

® Regulation: Regulations, including labour market regulations and barriers to trade,
lead to a substantial increase in labour costs in the official economy and provide
another incentive to work in the shadow economy (Johnson, Kaufmann, and Zoido-
Lobatén 1998; Kucera and Roncolato 2008; Friedrich Schneider 2011).

e Public sector: An increase in the shadow economy affects state revenues and thus
the services provided by the state. This may then lead to increase in tax rates with
subsequent further expansion of the shadow economy (Johnson, Kaufmann, and
Zoido-Lobatéon 1998; Feld and Schneider 2010). Size of the official economy: The
higher the unemployment quota and/or the lower GDP growth, the greater the
incentive to work in the underground economy (Schneider and Williams 2013; Feld
and Schneider 2010). Self-employment: The higher the rate of self-employment, the
more activities can be performed in the shadow economy (Schneider and Williams
2013; Feld and Schneider 2010)

¢ Unemployment rate: The higher the rate of unemployment, the higher the probability
of work in the shadow or criminal activities, since unemployed people look for
alternative opportunities (Schneider and Williams 2013; Williams and Schneider 2016).

o Size of the agricultural sector: The larger the agricultural sector, which is usually less
regulated and farther from central government structures (Hassan and Schneider
2016).

e Use of cash: The larger the underground economy, the more cash will be used. Also,
the more the tendency to use cash the more the opportunities to hide transactions
(Hassan and Schneider 2016; Williams and Schneider 2016)

e Share of the labour force: The higher the shadow economy, the lower the official
labour force participation rate (Schneider and Williams 2013; Feld and Schneider 2010)

The indirect methods that have been used to identify to the above correlations are
unintrusive in that they rely on secondary sources and offer figures that can be used as
starting point to quantify the shadow economy in a given country. But these very figures
do not provide a solid explanation about why people decide to remain in the shadow, a
thing that could be due to economic but also cultural or societal reasons. Besides, they
measure unrecorded and unregistered flows without enabling them to distinguish
between illegal transactions and those that are inherently legitimate but remain
unreported.
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Direct approaches have been criticized from other standpoints, from risks of under-
reporting to the incapacity to take into account figures from unregistered companies
(Pacula et al. 2010; Beyer 2001; Merriman 2010). However, being sampling based only on
registered companies, they are unlikely to take illegal production and activities into
account, which means they allow to focus on the shadow component of the economy.
Besides, they offer a space to explore the causes of engagement with shadow
economies.

Footing on the above reflections, referring to “shadow economy” as the legal produc-
tion of goods and services by registered firms deliberately concealed from public autho-
rities, we measured the level of the shadow economy relying on a direct approach. The
survey was conducted by the Kyiv International Institute of Sociology, on a sample of 800
business owners and top managers of companies from all regions of Ukraine, except for
AR Crimea and the temporarily occupied NGCA of Donetsk and Luhansk oblasts. The
survey sample was random, stratified, and covered all economic sectors and companies’
size, from macro to micro. KIIS was then instructed on how to calculate the Shadow
Economy Index based on the method developed by Putnins and Sauka (2015). The Index
combines estimates of misreported business income, unregistered or hidden employees,
and “envelope” wages to obtain estimates of the size of the shadow economy as a
proportion of GDP and can be used longitudinally or across sectors and countries for
evaluating the effectiveness of policy designed to minimize the shadow economy.

Given the sensitive nature of the topic, surveys face the risk of underestimating the
total size of the shadow economy due to non-response and untruthful answers. Our
method minimizes this risk by employing data collection techniques shown in previous
studies, hence increasing the effectiveness of the elicitation of truthful responses. These
techniques include: confidentiality with respect to the identities of respondents; framing
the survey as a study of satisfaction with government policy (similar to Hanousek and
Palda, 2004); phrasing misreporting questions indirectly, asking about “similar firms in
the industry” rather than the respondent’s actual firm (Sauka 2014); excluding incon-
sistent responses, and controlling for factors that correlate with potential untruthful
responses.

Phone interviews are conducted with owners, directors, and managers of companies,
and they last 5 min on average. The questionnaire contains four main sections: (i) external
influences and satisfaction; (ii) shadow activity; (iii) company and owner characteristics;
and (iv) entrepreneurs’ attitudes. To increase the response rate and its truthfulness the
questionnaire begins with non-sensitive questions about the satisfaction with the govern-
ment and tax policy, before moving to more sensitive ones about the shadow activity and
deliberate misreporting. This “gradual” approach is recommended by methodological
studies of survey design in the context of tax evasion and the shadow economy (e.g.,
Gerxhani, 2007; and Kazemier and van Eck, 1992).

Even when asked indirectly, some entrepreneurs choose not to answer sensitive
questions about the shadow activity. One way to avoid providing truthful answers is
giving a score of “0” to all the questions, suggesting that no shadow activity has taken
place during the years under scrutiny. These cases are treated as non-responses, hence
minimizing downward bias in estimates of shadow activity. This approach has been
discussed and employed by both Gerxhani (2007), and Hanousek and Palda (2004) in
their respective work.
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The first group of questions “external influences” requires respondents to express their
satisfaction with the State Revenue Service, tax policy, business legislation, and govern-
ment support for entrepreneurs in their country. The questions use a 5-point Likert scale,
from “1” (“very unsatisfied”) to “5” (“very satisfied”). This first section of the questionnaire
also includes two questions related to entrepreneurs’ social norms: entrepreneurs’ toler-
ance towards tax evasion and towards bribery. The measure of tolerance serves a second
important role as a control variable for possible understating of the extent of shadow
activities. The second section of the questionnaire, “informal business”, is constructed
based on the concepts of productive, unproductive, and destructive entrepreneurship by
Baumol (1990), assessment of “deviance” or “departure from norms” within organizations
(e.g., Warren, 2003) and empirical studies of tax evasion in various settings (e.g., Fairlie,
2002; Aidis and Van Praag, 2007). We assess the amount of shadow activity by asking
entrepreneurs to estimate the degree of underreporting of business income (net profits),
underreporting of the number of employees, underreporting of salaries paid to employ-
ees and the percentage of revenues that firms pay in bribes.

In the third section, we also elicit entrepreneurs’ perceptions of the probability of being
caught for various forms of shadow activity, and the severity of penalties if caught
deliberately misreporting. There is also a question conceived to measure the number of
unregistered businesses: “In some industries, in addition to registered companies such as
yours, unregistered enterprises also operate but do not report any of their activity to
authorities. In your opinion, what percentage of your industry’s total production of goods/
services is carried out by unregistered enterprises . .. ?" Even though we ask this question
to owners/managers of registered businesses, we believe that being competitors and
experts in their area they are likely to know approximately how many unregistered
businesses operate in the sector. We do not include the production of unregistered
businesses in the shadow economy index as their activity does not fit our definition of
the phenomenon. By including the above question, we were able to provide a more in-
depth picture of the unobserved economy.

The fourth section of the questionnaire elicits entrepreneurs’ opinions and attitudes
towards tax evasion, including questions relating to entrepreneurs’ tax morale. For this
section, we drew from Torgler and Schneider (2009) who defined tax morale as a moral
obligation to pay taxes and “a belief in contributing to society by paying taxes” (Torgler
and Schneider 2009: 230). Similar to other questions, we phrase the tax morale one
indirectly, asking company managers to what extent they would agree or disagree with
the statement: “Companies in your industry would think it is always justified to cheat on
tax if they have the chance” using scale from 1 (“strongly disagree”) to 5 (“strongly agree”).
We also include a question on community belonging and one on perceived contribution
to the growth of the economy and society in general, both factors associated with tax
morale.

Once data has been gathered, we proceed to calculate the Shadow Economy Index as a
percentage of GDP calculated through the income approach. GDP is hence the sum of
gross remuneration of employees (gross personal income) and gross operating income of
firms (gross corporate income). Computation of the Index proceeds in three steps: (i) we
estimate the degree of underreporting of employee remuneration and underreporting of
firms’ operating income using the survey responses; (ii) we estimate each firm’s shadow
production as a weighted average of its underreported employee remuneration and



110 A. POLESE ET AL.

underreported operating income, with the weights reflecting the proportions of
employee remuneration and firms’ operating income in the composition of GDP; (iii) we
calculate a production-weighted average of shadow production across firms.

In the first step, underreporting of firm i's operating income, UR;Opeératingincome s aqti-
mated directly from the corresponding survey question (7). Underreporting of employee
remuneration, however, consists of two components: (i) underreporting of salaries, or
“envelope wages” (question 9); and (ii) unreported employees (question 8). Combining
the two components, firm i's total unreported proportion of employee remuneration is:

URiEmployeeRemuneration -1 — (-I . URiSalaries) (1 o URiEmponees) In the second step, for
each firm we construct a weighted average of underreported personnel and under-
reported corporate income, producing an estimate of the unreported (shadow) propor-
tion of the firm’s production (income):

ShadowProportion; _a UREmployeeRemuneration | (1 _ g )R Operatingincome \yhare g, is the
ration of employees’ remuneration to the sum of employees’ remuneration and gross
operating income of firms. We calculate a. for each country, ¢, in each year is using data
from Eurostat. Taking a weighted average of the underreporting measures rather than a
simple average is important to allow the Shadow Economy Index to be interpreted as a
proportion of GDP. In the third step, we take the weighted average of underreported
production, ShadowProportion;, across firms in country c to arrive at the Shadow Economy
Index for that country:

INDEX,Shedowteonomy — Ny, shadowProportion;
i=1
The weights, w;, are the relative contribution of each firm to the country’s GDP, which we
approximated by the relative amount of wages paid by the firm. Similar to the second
step, the weighting in this final average is important to allow the Shadow Economy Index
to reflect a proportion of GDP.

Shadow economies in Ukraine: measurements and results

The Ukrainian business survey was implemented between March and May 2019. All size
types of companies were sampled: big, medium, small, and micro. Results indicate that
the size of the Ukrainian shadow economy was 38.3% as a proportion of the GDP in 2017
and 38.5% in 2018. This is much higher than in the Baltic countries where, for comparison,
the shadow economy was assessed at 22% and 24.2% in Latvia, 18.2% and 18.7% in
Lithuania, and 18.2% and 16.7% in Estonia in 2017 and 2018, respectively. Besides a slight
increase in the Ukrainian shadow economy, there have been fluctuations in the size of the
different components measured: while unreported business income decreased from
60.2% in 2017 to 58.2% in 2018, unreported wages grew from 18% to 23.1%, as well as
unregistered employees to 18% in 2017 and 18.7% in 2018.

The businesses surveyed grew more convinced of the existence of income under-
reporting in their sector. In fact, while in 2017 those that believed that there was no
underreported income were 41.5% of the interviewed, in 2018 they were 33.3%. As a
result, except for the slot from 1% to 10%, businessmen grew convinced that in their
sector higher shares of income were underreported compared to 2017, this is illustrated in
Table 5: shares of underreported income
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In contrast, the trend of underreporting of employees was reversed from 2017 to 2018,
with more than a 10% increase of respondents believing that in their sector there were no
underreported employees. This is shown in Table 6 for every slot from 1% to 10% of total
employees up to the slot from 76% to 100% of employees. No substantial change with
regards to envelope wages as most of the slots did not change considerably as shown in
Table 7.

These results indicate that businesses are underreporting incomes and salaries in
the attempt not to pay state taxes. On the other hand, business owners seem to
value their collaborator offering increasingly often official employment and envel-
ope wages. An increasing bribing tendency can be regarded as evidence of a
worsening of the relationship between state and business. In fact, while in 2017
11.8% of revenues were spent in bribery, in 2018 the share grew to 12.6%. The
average value of the bribe to secure a contract has been assessed at 7.5%. More
than half of businesses surveyed were convinced that no bribe was necessary “to
get things done”, but overall, more among them grew convinced that a share of
revenue in their sector was used to obtain something from the public administra-
tion. Even higher was the share of businesses arguing that no contract value is paid
to the government to secure the contract. The full breakout of revenue shares on
bribery is shown in Table 8 below.

The geographical distribution of shadow economy did not change substantially
between 2017 and 2018 with Northern, Western, and Southern regions being less
prone to informality than the capital Kyiv and Eastern Ukraine. Data have been
visualized through Figure 1 and the full breakout is in Table 9 below.

The sectors revealing to have the largest shares in the shadow are those in retail,
manufacturing, and construction. In fact, the percentage of their economy in the
shadow compared to the GDP remained above 50% in 2017 and 2018 alike.
Services were assessed at around 40%, while wholesale remained stable at 32.7%.
The full breakout of data is shown in Figure 2 below.

The data on the size of the firm compared to the participation in the shadow economy
as percentage of the GDP shows a tendency to formalize with the growing of the size of
the company. The data can be visualized in Figure 3 below, bars are divided by year and
size of the company in terms of employees.

Even if small, the trend shows that smaller companies are more frequently in the
shadows, and the more firms grow, the harder it is to hide from the state. Surveyed
businesses were then asked about their perception on the probability of being caught for
every component of the shadow economy, from underreporting of profits to paying
bribes. While generally almost a third of respondents believed there is a high probability
of being caught, the lowest score was obtained by paying bribes, a practice that remained
stable throughout 2017 and 2018. Finally, as observed above in Table 6, from 2017 to 2018
there has been a decisive decrease in underreporting employees, and here, accordingly,
the perception of the highest probability of being caught is for this aspect of the shadow
economy. The full set of data is shown in Figure 4 below. Each column represents the
frequency of the probability of being caught according to the different businesses.

According to the interviewees, being caught underreporting may cause fines to affect
seriously the competitiveness of their firms. Particularly, 35% of companies believed that
fines can severely harm competitiveness, 25.6% that they would risk insolvency, and
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Shadow Economy in Ukraine in 2017 and 2018

Shadow Economy as % of GDP
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Figure 1. Shadow economy in Ukraine in 2017 and 2018.

12.1% that they would be forced to cease operations. Only 21.6% of companies believed
that fines would be small and 6.1% that the amount to pay would be nothing to worry
about. This general preoccupation is likely the result of the recent increase of fines in the
Ukrainian legislation for certain instances of unregistered personnel, such as unregistered
contracts, full-time workers registered as part-times, and some of them paid through
envelope wages. While in 2018 and 2019 the fines were more than 20 times the value of
the minimum wage, by 2020 the fine was re-settled to 10 times.

Starting from the assumption that higher tax morale reflects a higher respect of rules,
interviewees were asked whether they believed that tax avoidance and bribery are
tolerated behaviours, and if tax evasion is seen as justified by the colleagues in their
sector. While scarce tolerance of these behaviours is generally strong, interviewees seem
less forgiving of tax evasion, having 75.7% believing is not a tolerable practice. On the
other hand, tax avoidance is acknowledged as the most tolerated practice. The full
breakout of the data is shown in Figure 5 below.

Nevertheless, the predisposition to pay taxes is also determined by the level of
satisfaction towards the services to enterprises. Interviewees were asked to express
their level of satisfaction on a series of different questions, from the support to
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Size of the shadow economy (% of GDP) by sectors, 2017
and 2018
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Figure 2. Size of the shadow economy (% of GDP) by sectors, 2017 and 2018.
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Figure 3. Formalization by company size.

entrepreneurs to the tax policy and the quality of the business legislation. The lowest level
of satisfaction was recorded for government’s support to entrepreneurs, while the pre-
vailing sentiment was indifference for all the proposed issues. On the other hand, the
highest level of satisfaction was recorded for the administration of taxes by the State
Fiscal Service, as shown in Figure 6.

Finally, interviewees were asked to what extent they believed that a set of nine
different conditions could be considered an obstacle to their activity. Giving a score
from 1 to 5 where 0 was to be understood as “not an obstacle” and 5 “a major obstacle”,
surveyed businesses identified political instability and corruption as the major problem
for their activities. The Figure 7 below shows the factors that were ascribed as the most
problematic to conduct their economic activity in 2018.
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Perception of the probabilities of being caught, 2018
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Figure 4. Perception of the probabilities of being caught, 2018.
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Figure 5. Tax morale in 2018.

Discussion and conclusion: the future of informality studies

The above figures show that the shadow economy in Ukraine is high. They are not so
distant from 45.5% of the GDP in average until 2017 that Schneider calculated using a
MIMIC approach (Medina and Schneider 2018) but they are definitely higher than the
23.8% declared by the National Bank of Ukraine for 2018.% They also seem to suggest that
the causes of informality are various. At any rate, the shadow economy constitutes an
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Level of satisfaction of interviewees with the Fiscal Service,
2018
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Figure 6. Satisfaction with the Fiscal Service, 2018.
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Figure 7. Major obstacles to a successful economic activity, 2018.

integral part of the national economy and informal practices are part of everyday
transactions in the country. Now, rational choice theory could suggest that entrepreneurs,
in their quest to maximize their income, may attempt to minimize the amount of
payments to the state. Besides, when a state’s fiscal services are weak, entrepreneurs
will have more incentives to under-declare profits, pay envelop wages and under-declare
the number of employees as a way to maximize their profit thus justifying the need for
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repressive and punitive approaches. However, the situation is probably more complex
than this, as our survey shows, and further studies shall take into account at least two
things.

First, the levels of tax morale are relatively high. As Figure 5 shows, the number of
respondents endorsing under-declaring and non-paying taxes is low (25.6% tax
avoidance and 10.2% tax evasion). Non-paying taxes seems to go even against the
business in the long term since the fear of being caught is high. Figure 4 shows that
between 19.9% and 34.6% of interviewees see the risk of being caught as real,
especially when hiding revenues or income but a bit less when hiding employees,
which in a consolidated practice are often hired as “independent workers” having to
register their own business and being thus sub-contracted. This avoids the burden of
medical insurance payments, a practice encouraged by the fact that public hospitals
remain affordable and that medical care remains (at least officially) universal in
Ukraine. It also allows avoiding paying contribution to state pension schemes, a
payment with only low perceived benefits given the volatility of the national currency.
Yet, the fear of being caught is significantly low when it comes to bribes, possibly
suggesting that payments are done to state officers to limit damage if the employer is
caught under-reporting incomes or salaries. This would justify why 16% of respon-
dents declare to spend more than 25% of income in bribes. As a colleague smartly
put it at a workshop some years ago, we all know that it is bad, but we all do it
(Fogarty 2005).

Second, as shown in Figure 6, lack of satisfaction with state services is high with
19.4% of respondents unsatisfied with the tax administration of the state fiscal service,
33.4% with the quality of business legislation, 38.2% with the government’s tax policy,
and 65.9% of how the state helps entrepreneurs. If | am unsatisfied with a service, | am
less likely to be willing to pay for it (or to pay the full requested amount). Entrepreneurs
unhappy with state support might as well ask why they need to contribute to institu-
tions that fail to pay them back. Eventually, a second driver leading to under-declare
work might be, in addition to a desire to maximize informe, a desire to minimize the
amount paid for services that they see as useless, deficient, or senseless. This would be
in line with the possibility that under-declaring be an act of resistance, protest, or
insubordination (Murru and Polese 2020) that finds its origins in the concept of the
moral economy (Scott 1977), everyday rebellion (Scott 1977) or infrapolitics (Scott
2019).

This is a key point and corroborates the results of a recent survey that some members
of the team conducted on Ukraine, when we explored the use of connections to gain
access to services (Polese and Stepurko 2016). The same survey showed that, while
respondents were unlikely to trust the state, to consider that institutions had improved
in the past years or that the government was acting to their advantage, they clearly
asserted the need to help fellow citizens.

Traditional shadow economy measurements allow to quantify some socio-economic
phenomena are correlated with low state efficiency. However, it is not always clear the
causal relationship and whether non-compliance stems from perceived state inefficiency
and the idea that abiding by the rules leads nowhere good or can be avoided, or the
opposite, that state inefficiency happens because of citizens’ behaviours and attitude.
Whatever the position, to be able to address a deficiency in governance, it is important to
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understand why people engage in such behaviour. It is by understanding their motives
that incentives can be identified and used to enhance compliance by the citizens. This is
where informality steps in to help better understanding the way things work in a context,
region, or in a particular situation, so as to contribute to explaining the relationship of
monetary and non-monetary (or even not directly economic) practices. A situation of high
level of insatisfaction towards economic governance, high level of solidarity towards
fellow citizens seems the perfect context to rely on alternative social support structures
a sort of necessity or at least a more suitable alternative to the system currently in force. It
is no longer “how things should work in theory” but “how we're going to survive in
practice” (Polese 2006) or how to make things work in the short term in a system that has
some strong spots of inneffectiveness.

Under these conditions, a sort of shift in tax morale can be expected. Officially, we are
all in favour, and we know how things should work in an ideal situation. However, reality is
different and citizens might eventually endorse alternative ways of living loyalty towards
the state and even renegotiation of the role of the state against some non-state actors
that de facto replace its institutions in some spheres of public life as suggested in Table 4.

The future of informality studies lies, in our view, in its use as a framework or a means to
explain and interpret the persistence of underground economies. In other words, looking
at the behaviour of economic actors in a given state, or some of its subunits, we can
measure the potential harm of such tendencies and estimate the kind of interventions

Table 4. The legal - illegal dichotomy.
Non-observed (shadow)

economy

Grey area

Undeclared (illegal) economy

Typology

Registered companies that

under-report salaries, number
of employees or income. They
can be encouraged to fully
report their incomes and
figures

Services/good  They offer legal services and

Companies that do not register

for lack of incentives,
excessive red tape, offer a mix
of legal and illegal goods and
services. They can eventually
be invited out of the shadow,
if providing the right
incentives

Legal services and goods

Unregistered and underground
entities providing services
and goods that in no way
can be considered legal in
the country where they
operate and they have all
interests in remaining
hidden

Usually illegal (but some goods

offered goods. (occasionally illegal ones) or services can be illicit or
socially acceptable)
Negotiate, provide incentives to Identify, Negotiate, provide 1) Crack them when services
Possible come out of the shadow. This incentives to come out of the are totally obnoxious; 2)
approaches is a part of the non-observed shadow. In most cases, the understand the social
to reduce economy where the costs of cost for coming out of the background and why they
informality coming out of the shadow are  shadow is relatively low enjoy social acceptance or

relatively low

(except when providing illegal
goods and services)

protection to change
people’s behaviours and
attitudes

Table 5. Shares of under-reported income.

Share of underreported income

Years 0% 1-10% 11-30% 31-50% 51-75% 76-100%
Surveyed businesses 2018 33.3% 8.5% 24.4% 19.8% 6.7% 7.3%
2017 41.5% 13% 17.3% 16.2% 5.6% 6.3%
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Table 6. Shares of under-reported employees.

Share of underreported employees

Years 0% 1-10% 11-30% 31-50% 51-75% 76-100%
Surveyed businesses 2018 44.2% 14.3% 17.4% 14.3% 3.8% 6%
2017 33.2% 7.7% 22.8% 20.6% 7.7% 7.9%

Table 7. Shares of under-reported salaries.

Share of underreported salaries

Years <1% 1-1.9% 2-9.9% 10-12% 13-25% >25%
Surveyed businesses 2018 34.1% 5.4% 15.7% 27.5% 11.8% 5.5%
2017 32.9% 5.3% 14.8% 25.4% 15.4% 6.2%

Table 8. Revenue shares breakout.

Share of revenue spent on bribery

Years <1% 1-1.9% 2-9.9% 10-12% 13-25% >25%
Surveyed businesses 2018 55.6% 1.1% 18% 0% 8.9% 16.4%
2017 56.9% 0.7% 16% 0.4% 9.4% 16.6%
Contract value paid to the government to secure the contract
Surveyed businesses 2018 71.4% 0.5% 8.8% 0% 9.5% 9.8%

Table 9. Shadow economy in Ukraine by region.

Shadow Economy by Region

Years South West East Center/North Kyiv city
Surveyed businesses 2018 41.2% 32.5% 50.2% 30.3% 43.8%
2017 40.3% 34.9% 52% 30.3% 40.9%

that might be needed. However, while some of these can be universally applied, there is a
number of other correlations that may be seriously affected by the perceived role of the
state by the citizen and eventually the way state-citizen relationships are constructed.
Starting from the results of a managers survey, we have tried to go beyond economic
and rational choice explanations of the presence and persistence of shadow economies in
Ukraine to propose possible new directions for informality studies. If we conceive inform-
ality as a framework helping analysing the relationship between a state and its citizens,
how citizens organize themselves in sub-structures that can eventually replace or supple-
ment state ones (Polese, Kovacs, and Jancsics 2018; Rekhviashvili 2015) then we can
transcend from the notion of informality as “good” or “bad” per se. We refer here to works
asserting the role of informality as a reservoir of creativeness (Roy 2005), innovation
(Phelps 2021) and discovering new solutions to existing problems. This is possibly a
side of informality worth exploring and even to be used to improve governance mechan-
isms. Indeed, understanding and exploiting local cultural and social nuances can help not
only changing behaviours but using existing structures and power relations embedded in
a given cultural context to improve the level of governance. In this respect, it is by



JOURNAL OF CONTEMPORARY CENTRAL AND EASTERN EUROPE . 19

understanding shadow economies as the most visible and measurable expression of an
overall tendency to do things informally we can take a step back and look at the cultural,
social, and economic settings in which shadow transactions are embedded, which is the
first step to focus. Informality cannot be eradicated, it is intrinsic to all societies and
cultures (Polese 2021). But it can be regulated, understood, and circumscribed to given
areas of governance where it is useful, at best, or at least not harmful at worst.

Notes

1. Deutsche Welle (2020) ILO warns of massive unemployment, https://www.dw.com/en/ilo-
warns-of-massive-unemployment/av-53286327; World Bank (2020) Supporting vulnerable
temporary workers and businesses coping with coronavirus challenges https://blogs.world
bank.org/developmenttalk/supporting-vulnerable-temporary-workers-and-businesses-
coping-coronavirus

2. “Nearly Quarter of Ukraine’s GDP, or UAH 846 Billion, Is in Shadow - Study of Shadow
Economy Finds,” National Bank of Ukraine, 17 February 2020 https://bank.gov.ua/en/news/
all/doslidjennya-tinovoyi-ekonomiki-v-ukrayini-mayje-chvert-vvp-abo-846-mird-
griven-perebuvaye-v-tini#:~:text=Historically%2C%20the%20estimated%20level%
200f,2018%2C%20i5%20in%20the%20shadow
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