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ABSTRACT 

Rise in the underground economy creates problems for the policy-makers 
to formulate economic policies, especially the monetary and fiscal policies. It is 
found that if there was no tax evasion, budgets balance might have been zero 
and positive for some years and we would not have needed to borrow as much 
as we had borrowed. It is concluded that the impact of the underground 
economy is significant to the movements of the formal economy, but the impact 
of formal economy is insignificant in explaining the movements in the 
underground economy. In the long run, underground economy and official 
economy are positively associated. It is estimated that the underground economy 
ranges between Rs 2.91 trillion and Rs 3.34 trillion (54.6 percent of GDP to 62.8 
percent of GDP respectively) in 2005 and tax evasion ranges between Rs 302 
billion and Rs 347 billion (5.7 percent of GDP to 6.5 percent of GDP 
respectively) in 2005. Underground economy and tax evasion were increasing 
very rapidly in the early 1980s but the rate of increase accelerated in the 1990s. 
It declined in 1999, but reverted to an increasing trend until 2003. It declined 
again in 2004 and 2005. 
 

JEL classification: E26, H26 
Keywords: Underground Economy, Tax Evasion  
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1.  INTRODUCTION* 

Illegal activities such as smuggling, corruption, black-marketing, 
narcotics, informal legal jobs etc. constitute the underground economy. These 
activities are not in the tax net and have significant negative impact on social 
welfare of the country. Almost all the transactions made in the underground 
economy are through cash, e.g., payments to the contractual workers, 
transactions in illegal sales, transactions involved in smuggling and drug 
trafficking, cash payments to the shopkeepers who do not provide valid cash 
memos1 etc. In general, self-employed persons are involved in tax evasion and 
underground economic activities because there is no formal system of 
documentation of self-employed persons and their activities. 

Underground economy generally exists in every country, however, the 
policy-makers are especially concerned about the rise of the underground 
economy. It creates difficulties for the policy-makers to formulate the policy 
especially the monetary policy. On the other hand, increase in tax evasion is 
mostly associated with the fiscal policy, i.e., increase in tax rates erodes the tax 
base, which eventually reduces the willingness to pay taxes even when the 
Government reduces the tax rates. Government thus fails to impose progressive 
taxation and in order to get revenues they impose different taxes or increase the 
tax rates or increase the price of those commodities whose demand is inelastic to 
its price, e.g., wheat flour (this is known as inflation tax). As a result, fiscal 
deficit and inflation increases in the country. This problem results in gradual 
weakening of the economic and social basis of collective arrangements 
[Schneider and Enste (2000)]. Furthermore, the statistics on unemployment, 
labour force, income, consumption and other welfare indicators are unreliable, 
which is the major hurdle in the path of policy-making.  

Contrary to the above, increase in the underground economy affects 
positively to the formal economy. Empirical findings of Schneider (1998) show 
that at least two-third of the income earned in the shadow economy is 
immediately spent in the official economy. However, some studies show 
opposite results, e.g., Yasmin and Rauf (2003) conclude that the underground 
economy and tax evasion affects formal GDP2 negatively in Pakistan.   

                                                 
Acknowledgements: I am thankful to Dr Nadeem Ul Haque, Dr A. R. Kemal, Dr Faiz 

Bilquees, and Mr Mahmood Khalid for sending me useful comments on this paper. All errors of 
course should be attributed to the author. 

1Although they accept credit cards, the shops even in Islamabad prefer taking cash because 
use of credit cards forces them to pay taxes.   

2There are certain econometric problems with their regression approach. 
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Tax system should simple and easy to understand because loopholes in 
the complex tax system tempt people to evade taxes which they might pay 
otherwise. Until the agriculture tax was not imposed industrialists and traders 
showed their income as income from agriculture and were exempted from 
taxation. Even now the tax on agriculture sector is significantly lower and this 
practice of tax evasion still continues. In the public sector government 
employees are not allowed to work anywhere besides their main office. 
However, there are many persons who work at more than one place3 and do not 
report their income from the second job, which remains out of the tax net.  

It is difficult to estimate the exact amount of tax evasion and the size of 
the underground economy. A number of researchers [Shabsigh (1995); Ahmad 
and Ahmad (1995); Iqbal, Qureshi, and Mahmood (1998); Aslam (1998); Khalid 
(2002); Kemal (2003) and Yasmin and Rauf (2003)] have tried to estimate it 
using Tanzi’s (1980, 1983) monetary approach. However, this is an indirect 
approach to estimate the underground economy, which can show the trend in 
underground economy but fails to provide the exact numbers [for more details 
see Kemal (2003)]. 

The primary objective of this paper is the fresh assessment of the 
underground economy and tax evasion. We also checked the long run 
relationship between the underground economy and formal economy and the 
short run causality between the two variables. The paper also explores the 
consequences of the underground economy and tax evasion. 

The plan of the paper is as follows: Section 2 describes the possible 
causes of the underground economy; Section 3 gives overview of the past 
studies; Section 4 describes the data and methodology; Empirical results are 
presented in Section 5; Consequences of the underground economy and tax 
evasion are described in Section 6; Section 7 explores the linkages between the 
formal and the underground economy; and Concluding points are drawn in 
Section 8.  
 

2.  MAIN CAUSES OF INCREASE IN THE  
UNDERGROUND ECONOMY 

The growth of the underground economy is associated with various 
factors, such as

 
rise in taxes and social security burdens, intensity of regulations 

in the official economy, especially the labour markets including forced reduction 
of weekly working time, early retirement, prohibition of not working at more 
than one office etc. Apart from economic factors certain non-economic factors 
also lead to the expansion of the underground economy such as unwillingness to 
show the accurate income etc.

 
According to Schneider and Enste (2000) micro-

                                                 
3At high rates of inflation, while income levels remain the same, people need to earn more 

to maintain the same living standard if not better. 
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sociological and psychological approaches can provide interesting additional 
insights in the decision-making process of individuals choosing to work 
underground. For example, the decline of civic virtue and loyalty towards public 
institutions and decline in tax morale of the people.4  
 
2.1.  The Burden of Tax and Social Security Contributions  

The most important determinant of the increase of the underground 
economy is the rise in tax and social security burdens [see Tanzi (1982, 1999); 
Frey and Pommerehne (1984); Feige (1989); Pozo (1996) and Johnson, 
Kaufmann, and Zoido-Lobatón (1998)]. As a result of increase in tax rates 
people generally get involved in those activities where they can earn more and 
pay as less taxes as possible. Schneider and Enste (2000) state that bigger the 
difference between the total cost of labour in the official economy and after tax 
earnings (from work), greater the incentive to avoid this difference and work in 
the underground economy. Since this difference depends broadly on the social 
security system and the overall tax burden, therefore, these are the key features 
of the existence and rise of the underground economy (Ibid). 

Loayza (1996) estimates the size of the informal sector in fourteen Latin 
American countries and finds that tax burden and labour market restrictions 
increases the underground economy activity, while the strength and efficiency of 
government institutions reduces the underground economy. Neck, Hofreither, 
and Schneider (1989) investigated the determinants of a household’s supply of 
underground labour and its demand for underground goods. They concluded that 
higher marginal income tax rates imply a higher supply of underground labour, 
and higher wage rates in the official economy imply a lower supply of 
underground labour. On the other hand, they showed that the firms’ demand for 
underground labour and supply of underground goods depend positively on the 
indirect tax and wage rates in the official economy, i.e., higher the tax rates 
higher would be the underground economy. 

Schneider and Neck (1993) emphasise the complexity of taxation system. 
A complex tax schedule allows more legal tax avoidance by providing various 
tax exemptions and reductions. However, exemptions and reductions in taxes 
always lead to better welfare of the people at least in the short run. 

The main problem with the underground economy activity and tax 
evasion is that once an individual gets involved it becomes almost impossible to 
come out of it for various reasons, such as (i) their informal income, if not 
declared, cannot be taxed since there is no proper documentation for the 
informal sector in Pakistan. On the other hand, everything is taxed in the formal 
sector, (ii) Even when the policy of taxation is relieved (either reduction in tax 
rates or amnesty schemes) tax evaders have fear that government is trying to 

                                                 
4For further details see Frank (1988). 
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cheat them; once they are registered with the tax network the tax rates will be 
raised once again and they will be picked up very easily because then the 
government will have full information about their informal activities and 
incomes. Spiro (1993) finds for Canada that people once working in the 
underground economy prefer the high profiles from irregular activities, develop 
social networks and personal relationships and hence will not return to the 
official economy even in the long run. 

 
2.2.  Intensity of Regulations 

Regulatory frameworks are generally designed to get control over 
certain things. For example, the role of monopoly control authority (MCA) 
is to protect consumer rights by creating competition among different firms 
so that consumers can buy same products at competitive prices from 
different producers. It prohibits the monopoly situation in the country, which 
improves efficiency as well. Increasing the number of regulations for any 
market is not a good policy to adopt; more regulations mean more 
restrictions which lead to increased labour costs in the official economy. 
Since most of these costs can be shifted onto employees, it reduces 
individuals’ choices to work in the official economy. As a result, they would 
work in the informal/unofficial sector, which thus leads to more tax evasion 
and increase in the underground economy. Intensity of regulation is often 
measured by the number of laws and requirements such as licenses, and 
various other labour laws, e.g., labour restrictions for foreigners, price 
controls and trade barriers.  

Johnson, Kaufmann, and Shleifer (1997) predict, inter alia, that countries 
with more regulations tend to have a higher share of unofficial economy in total 
GDP. They estimated that one point increase of the regulation index (ranging 
from 1 to 5, with 5 = the most regulation in a country) leads to 8.1 percentage 
point increase in the share of the underground economy. They conclude that the 
enforcement of regulation is the key factor for the burden levied on firms and 
individuals that drives them into the underground economy. Friedman, et al. 
(1999) show that more regulations are correlated with larger underground 
economy. They estimated that one point increase in an index of regulation 
(ranging from 1–5) leads to 10 percent increase in the underground economy.5, 6 

Johnson, Kaufmann, and Zoido-Lobatón (1998) find that countries with a 
better rule of law have smaller underground economy. Transition countries have 
higher levels of regulation leading to a significantly higher incidence of bribery, 
higher effective taxes on official activities, and a large discretionary framework 
of regulations and consequently, larger underground economies.  
                                                 

5Both studies are based on cross country analysis. 
6To read more about cost of regulation see De Soto (1989). 
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These findings demonstrate that government should put more emphasis 
on reducing the intensity of regulations or at least improve the enforcement of 
laws and regulations instead of increasing the number of regulations [Schneider 
and Enste (2000)].  
 
2.3.  Social Transfers 

Social transfers such as zakat and subsidies7 discourage people to work 
especially in the official economy because their overall income is higher if they 
receive these transfers while working in the underground economy. However, 
this does not contribute significantly to the underground economy as far as 
Pakistan’s is concerned. Pensions which have a major proportion in social 
transfers in Pakistan may contribute but very little to the underground economy.  
 

3.  OVERVIEW OF LITERATURE: EVIDENCE 
FROM THE PAST 

Kemal (2003) comprehensively reviews the past studies including 
Shabsigh (1995), Ahmad and Ahmad (1995), Iqbal, Qureshi, and Mahmood 
(1998), and Aslam (1998). All these studies used Tanzi’s (1980, 1983) monetary 
approach to estimate the size of the underground economy and tax evasion. 
There are several shortcomings of this approach, which lead to incomparable 
estimates of the underground economy and tax evasion (in figures).8 These 
problems were also comprehensively discussed in my previous paper, i.e., 
Kemal (2003). Let’s look at the other studies which were not discussed in my 
previous paper.  

Khalid (2002) and Yasmin and Rauf (Y-R) (2003) estimated the 
underground economy and tax evasion using monetary approach but got 
different estimates from Kemal (2003). However, the trend of the underground 
as percentage of GDP is the same in all the three studies (see Graph 1 below), 
which shows that the underground economy as percentage of GDP started 
increasing at a rapid rate after 1991 and in 1998 it was maximum and then 
started declining.  

Time period and benchmark period is the same in Y-R (2003) compared 
to Kemal (2003) but the definition of dependent variable9 is different. Moreover, 
interest rate is used by Y-R (2003) as an explanatory variable which was absent 

                                                 
7In Pakistan there is not social security system which says that if you are unemployed and 

permanent resident of that country you will get minimum amount to maintain your subsistence level. 
This system is applied in UK and some other countries. 

8All the indirect approaches have several shortcomings and monetary approach is the best 
among those approaches [see Kemal (2003)]. 

9Y-R (2003) used ratio of currency in circulation to M2 as dependant variable, while Kemal 
(2003) used ratio of foreign currency accounts in conjunction with currency in circulation to M2 as 
dependant variable. 



 

 

6 

in Kemal (2003) due to insignificant impact on the dependent variable. Dummy 
variable is not used by Y-R (2003), which was used by Kemal (2003) to capture 
the impact of hundi after liberalisation of foreign currency accounts. Similar to 
Iqbal, Qureshi, and Mahmood (1998), Y-R (2003) used lagged value of tax to 
GDP ratio as an explanatory variable, while Kemal (2003) used the current 
period tax to GDP ratio. The results of the estimated equation of both the studies 
are given in Table 1.  

Khalid (2002) and Kemal (2003) used same methodology, same 
dependant variable but different benchmark periods, i.e. former used 1975 as 
benchmark year while later used 1973 as benchmark year. Moreover, real 
interest rate and GDP per capita is used by Khalid (2002) which are insignificant 
in Kemal (2003) and were not used in the final equation. Instead of using per 
capita growth Kemal (2003) used GDP growth as a proxy to economic 
development.  

The estimates of underground differs due to different dependent 
variables used by different authors, different benchmark periods taken in 
each study, different explanatory variables chosen, different time period etc. 
The estimates of the underground economy calculated from this approach 
are good in examining the trend but not the exact size of the underground 
economy. 

 
Graph 1.  Underground Economy Estimates by Khalid (2002),  

Kemal (2003), and Y-R (2003) 
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Table 1 

Results of Estimates of Regression Equation  
Kemal (2003), Y-R (2003), and Khalid (2002) 

 Kemal (2003) Y-R (2003) Khalid (2002) 
Variable Coefficient t-values Coefficient t-values Coefficient t-values 
Constant 0.114 1.87*** 0.151 2.78* 0.1604  
Tax to GDP Ratio 1.067 2.22**   0.667  
One-period Lag of Tax to GDP Ratio   0.848 3.04*   
Banking Services –1.34E-05 –2.08** –2.166 –3.32* 2.37E-05  
Growth Rate of GDP –0.506 –1.58 –0.094 –1.01   
Growth Rate of Per Capita GDP     –0.2061  
Real Rate of Interest     –0.0084  
One-period Lag of Interest Rate   –0.006 –1.47   
DUM 91 0.060 2.92*   0.0164  
Lag Dependent Variable 0.327 1.92*** 0.401 2.44** 0.3537  
 R2 = 0.75, F = 14.67, h= -1.36 R2 = 0.82, F = 21.9, h= 0.34 R2 = 0.95, DW = 2.23 
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4.  DATA AND METHODOLOGY 

Annual data on currency in circulation, M1, M2, total number of bank 
deposits, total number of bank accounts, interest rate, and resident foreign 
currency accounts are taken from various issues of the Annual Report of The 
State Bank of Pakistan and Hand Book of Statistics on Pakistan Economy 2005 
by the State Bank of Pakistan. Data on GDP, GNP, inflation, and real per capita 
income are taken from various issues of the Economic Survey, and the data on, 
sales tax on imports, custom duties, and total tax revenues are taken from 
various issues of the CBR Annual Report. Data are collected from 1973 to 2005 
because disaggregated data of money supply, GDP, and GNP are not available 
for Pakistan for the pre 1973 period. 

 
4.1.  Construction of Variables 

Real interest rate is computed by subtracting inflation rate from nominal 
interest rate. Variable of banking services (BS) is obtained by dividing total 
number of bank deposits by total number of bank accounts. Growth rate of GDP 
is calculated by the following formula applied on GDP at constant factor cost. 

Growth rate of GDP = 
1

1

−

−−

t

tt

GDP
GDPGDP  

 
4.2.  Model 

The size of the underground economy can be estimated by direct as well 
as indirect methods. Direct methods are micro approaches that rely upon either 
survey and samples based on voluntary replies, or tax auditing [for details see 
Kemal (2003); Schneider and Enste (2000) and Pyle (1989)]. Indirect methods 
rely on discovering the traces which the black economy leaves in its wake. 
There are different types of indirect approaches such as monetary approach, 
income and expenditure approach, labour market approach and physical input 
method (electricity consumption approach). The details of these approaches 
described in Kemal (2003), Schneider and Enste (2000) and Pyle (1989) show 
that every approach has its shortcomings but monetary approach is the best and 
most commonly and easily applied approach among these to estimate the size of 
the underground economy and tax evasion.  

Kemal (2003) concluded from replicating different studies using Tanzi’s 
monetary approach that choosing a functional form is a major concern because 
using equation in double log form, semi log form or simple linear form 
fundamentally changes the results; choosing a meaningful benchmark is also a 
major obstacle, which should be resolved at the outset; changing the time period 
changes the results drastically, also evident from Tanzi (1983); inclusion and 
exclusion of variables from the model results in significant difference in the 


