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The Evolution of the Informal Economy and
Tax Evasion in Croatia

Katarina Ott”

Abstract

This paper presents the results of research on the size and evolution of the informal economy and tax evasion in Croatia. It
compares the results of two large-scale surveys of the informal economy and tax evasion, one conducted in 1996, covering
the first half of the 1990s, and another conducted in 2001, covering the 1996-2000 period. Before conducting the second
survey we expected the size of the informal economy and the extent of tax evasion in Croatia to be declining in response to
positive economic and political changes in Croatia and the region in the second half of the 1990s. Most of our measurement
methods confirm this null hypothesis. In particular, the system of national accounts method indicates that the size of the
informal economy in 2000 was equivalent to about 7% of GDP, compared with an estimated 37% in 1993. However, the
monetary evaluation method and the electricity consumption method suggest that the size of the informal economy increased
somewhat in the second half of the 1990s. Such discrepancies are also common in empirical work in other countries and we
investigate some possible reasons for the contrasting results in the case of Croatia. The paper first presents the key results of
our surveys on the size of the informal economy and the extent of tax evasion; then discusses other evidence supporting our
main finding on the decline in the size of the informal economy, including the results of research on the socio-cultural
dimensions of the informal economy in Croatia, and finally gives some conclusions and provides some policy
recommendations.

I. INTRODUCTION

This paper presents the results of research on the size and evolution of the informal
economy and tax evasion in Croatia during the second half of the 1990s. It compares
the results of two large-scale surveys of the informal economy and tax evasion, one
conducted in 1996, covering the first half of the 1990s, and another conducted in
2001, covering the 1996-2000 period.! Before conducting the second survey we
expected the size of informal economy and the extent of tax evasion in Croatia to be
declining as a result of positive economic and political changes in Croatia and the
region in the second half of the 1990s. Most methods of measurement confirm this
null hypothesis. In particular, the system of national accounts method (SNA) indicates
that the size of the informal economy in 2000 was equivalent to about 7% of GDP,
compared with an estimated 37% in 1993. However, the monetary evaluation methods
and the electricity consumption method suggest that the size of the informal economy
increased somewhat in the second half of the 1990s. Such discrepancies are common
in empirical work for other countries and we investigate some possible reasons for the

* Director, Institute of Public Finance, Zagreb, Croatia.

! More about the 1996 project could be found in Bianié¢ and Ott (1997) and in Feige and Ott (1999).
Besides, all the papers from 1996 project were presented at the conference The Importance of the
Unofficial Economy in Economic Transition organized by the Institute of Public Finance in Zagreb, in
May 1997 and are available on request from the author of this paper. A brief overview of the 2001
project can be found at Ott (2002), but all the papers from the 2001 project were presented at the
conference Unofficial Activities in Transition Countries: Ten Years of Experience organized by the
Institute of Public Finance and Friedrich Ebert Stiftung in Zagreb, in October 2002 and can be found at
[http://www.ijf.hr/eng/UE%202002/croatian.html].
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contrasting results in the case of Croatia. In particular, we consider the results of
related research by sociologists from our team on the socio-cultural dimensions of the
informal economy (see Stulhofer, 1999; Stulhofer and Rimac, 2002). This research
indirectly provides convincing evidence of the decline in the size of the informal
economy, which leads us to argue in the end in favour of the null hypothesis.

The remainder of this paper is divided in three sections. Key results of our surveys on
the size of the informal economy and the extent of tax evasion are presented in Section
2. Section 3 discusses other evidence supporting our main finding on the declining
size of the informal economy, including the results of research conducted by
sociologists on the socio-cultural dimensions of the informal economy in Croatia.
Section 4 concludes and provides some policy recommendations.

I1. ESTIMATES OF THE SIZE OF THE INFORMAL ECONOMY AND TAX EVASION

Figure 1 summarises seven different estimates of the size of the informal economy in
Croatia during 1990-2000. The different methods are described below

Box 1
Methods of estimating the size of the informal economy and tax evasion

1. and 2. Tax evasion - Tax evasion refers to a legal economic activity that is not
reported for the purpose of avoiding the payment of taxation. Method: estimating
the gap between collected and potentially collected taxes. Madzarevi¢-Sujster
(2002); Blades (1982).

3. SNA - The informal economy is defined as the unrecorded economy. Method:
independent sources of information (e.g. household budget surveys) are used to
assess the level of GDP, which is usually higher according to the expenditure
approach than according to the production or income approach. Results derive from
the fact that individuals have fewer incentives to hide their real consumption in
household budget questionnaires than income in tax files. The informal economy is
thus interpreted from the difference in GDP calculations from two sources.
Madzarevié-Sujster and Mikuli¢ (2002); Blades (1982).

4. Electricity consumption — the unofficial economy is estimated on the basis of
electricity consumption. Under the unit elasticity condition a percentage change in
electricity consumption changes total GDP (includes both official and unofficial
economy) for the same percentage. Kaufmann and Kaliberda (1996), Sogi¢ and
Faulend (2002).

5. Foreign currency — the unofficial economy is approximated on the basis of the
estimated amount of foreign currency cash, given the underlying hypothesis that
says that foreign currency cash is mainly used for transactions in the unofficial
economy. This method could be particularly interesting for dollarized/euroized
economies. The only known source, Sosi¢ and Faulend (2002).

6. Ratio of domestic cash and deposits — the unofficial economy is approximated on
the basis of the estimated amount of domestic cash currency that is used in the
unofficial economy, since the main idea is that transactions in the unofficial
economy are conducted only in (domestic) cash. Gutmann (1977); Sosi¢ and
Faulend (2002).

7. Eurostat — data about employment from the official sources are compared with data
derived from the household labour force survey and from other sources. Eurostat
(1995); Lovrincevi¢, Mikuli¢ and Niksic¢-Pauli¢ (2002).
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We should first stress that empirical evidence for other countries also indicates wide
discrepancies in the estimated size of the informal economy based on different
methods. National accounts discrepancies methods usually give lower, while various
monetary methods usually give higher results. Schneider and Enste (2000) compare
results of various methods e.g. for Germany in the same period the discrepancy
between expenditure and income resulted in an informal economy of 13 % GDP while
the transactions approach resulted in 30%; for Italy in almost the same period the
discrepancy between expenditure and income gave around 9%, while the cash-deposit
ratio gave around 30%, and the transactions approach over 34% GDP.

In the case of our research in Croatia four of the seven methods indicate that the size
of the informal economy continuously declined in the second half of the 1990s. The
SNA method indicates the most significant reduction in the informal economy, from
about 37% of GDP in 1993 to an estimated 7% of the GDP in 2000. The Eurostat
method, which could be applied only to 1998 and 1999 because of the lack of data for
other years, strongly coincides with the SNA method.

FIGURE 1: ESTIMATES OF THE SIZE OF THE INFORMAL ECONOMY AND TAX EVASION IN

CROATIA (% OF GDP)
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Source: }ovrinéevic’, Mikulié and Nikgi¢-Paulié (2002); Madzarevié-Sujster (2002); Madzarevi¢-Sujster and Mikuli¢
(2002); Sosi¢ and Faulend (2002).

Upper-and lower-bound estimates of the share of tax evasion in GDP provide evidence
of the same trend, although they do not indicate such a large shrinkage of the informal
economy as the former two methods. Nevertheless, these two estimates are
particularly important because our survey indicates that labour not reported for the
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sake of evading the payment of taxes” is a major source of the informal economy in
Croatia (Lovrin¢evi¢, Mikuli¢ and Niksi¢-Pauli¢, 2002).

Figure 2 compares the upper- and lower-bound estimates of the share of tax evasion in
GDP with two alternative indicators that are expected to be positively correlated with
the size of the informal economy: the size of the tax burden on the economy, defined
as total tax revenue of consolidated general government in official GDP; and the
estimated size of the informal economy. The tax burden indicator is clearly highly
correlated with the upper-bound estimate of the extent of tax evasion, while the
estimated size of the informal economy is highly correlated with the lower-bound
estimate, thus confirming the initial result. One should note, however, that the lower
limit estimate of missed revenue in 2000 (8.6 billion kuna) is still very large - it is
greater for instance than the deficit of consolidated general government in 2000 (7.7
billion kuna).

FIGURE 2. COMPARISON OF TAX EVASION AND THE SHARE OF THE UE (% OF GDP)
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Source: Madzarevié-Sujster (2002).

In summary, the SNA, Eurostat, and the (upper limit) tax evasion methods indicate
that the informal economy in Croatia accounted for about 9% of GDP in 1998 and
about 7% in 1999. The similarity of these estimates is in itself a remarkable result —
that the three different methods yield almost identical estimates in two consecutive
years would hardly seem to be a coincidence.

Yet measures of the informal economy using the ratio of domestic cash and deposits
(C/M1), the so-called Gutmann method; the ratio of foreign cash in circulation and
domestic monetary aggregate (FCC/M1); as well as the electricity consumption
method suggest that the size of the informal economy increased more or less
continuously from 1995 to 1999 and subsequently declined in 2000. Again, the three
estimates are remarkably similar, but indicate that the informal economy was much

? Estimate of tax evasion was given on the basis of selected direct (personal income, surtax and social
security contributions, corporate income) and indirect (value added, excise on tobacco) taxes.
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larger in 2000, equivalent to about 25% of GDP. We must here stress that
measurements with monetary methods in Croatia are in a way problematic because of
the short time series and the unsatisfactory statistical basis (more about the
shortcomings in Jankov, 1997 and Sosi¢ and Faulend, 2002). Particularly important is
that e.g. the Gutman method does not take into account the specific circumstances in a
country like Croatia, i.e. experience of hyperinflation and frequent devaluations. As a
consequence citizens are apt to turn their free resources into foreign currency and put
them into short-term time deposits. This can not be considered real savings, rather
delayed consumption stored in a currency that citizens trust more. If the share of cash
in a somewhat wider monetary aggregate (between M1 and M4) had been used, i.e. if
short-term time deposits were included, the results could have been different (the
share of cash would probably have fallen). The electricity consumption estimates
were criticized by Schneider and Enste (2000) because not all economic activities are
equally electricity-intensive, while some service industries that are easier to conceal or
switch into the informal economy are often labour intensive; technological advances
that increase efficiency reduce the need for electricity, and electricity consumption
elasticity compared with changes in GDP can change in some years. The method has
also been criticized by Lacko (2003) and Eilat and Zinnes (2000).

II1. HAS THE SIZE OF THE INFORMAL ECONOMY REALLY DECLINED?

Can these two sets of contrasting evidence be reconciled? We address this issue in
three steps. First we consider macroeconomic trends in the 1990s. Second, we discuss
how various special factors identified in recent literature are likely to have influenced
the evolution of the informal economy in Croatia during the 1990s. Third, we look at
evidence from a related survey on the socio-cultural characteristics of the informal
economy.

Macroeconomic trends

In general, one would expect the size of the informal economy to increase as
macroeconomic circumstances - growth, inflation and unemployment - deteriorate.
See e.g. Eilat and Zinnes (2000) and Feige (2002, 2003).

TABLE 1: BASIC ECONOMIC INDICATORS IN CROATIA 1994-2000
1994 1995 1996 1997 1998 1999 2000
Rate of growth of GDP (in %) 5.9 6.8 6 6.5 2.5 -0.4 3.7

. A . .
Rgte of inflation (% change in retail 3.0 37 34 33 54 4.4 74
prices

gOVOe)rage number ofunemployed (in— 43 541 261 278 288 322 358
Rate of unemployment

(International Labour Organisation) 04 9.1 10.0 99 1.6 143 17.0

Sources: Ministry of Finance and State Statistical Office.
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If we look at the data in the Table I we could argue the following:

e Strong economic growth in the mid-1990s and sharp slowdown in 1998-2000
would suggest a decline in the informal economy in the mid-1990s and its rise in
the late 1990s. This conflicts with the evidence of the decline and supports the
evidence of the growth of the informal economy.

¢ Inflation was relatively low in the mid-1990s and rose in 1998-2000, which again
argues in favour of the evidence of the growth and contrary to the evidence of the
decline in the size of the informal economy.

e Unemployment rose more or less continuously, which again speaks in favour of the
evidence of growth of the informal economy.

In summary, macro evidence would at first sight seem to point to conditions for an
increase in the size of the informal economy in the late 1990s. However, additional
macroeconomic evidence is not inconsistent with the estimated decreasing trends in
the informal economy. As argued by Madzarevi¢-Sujster and Mikulié (2002),
economic stabilisation in 1994 and the rise in personal incomes in 1997 clearly led to
a reduction in the estimated size of the informal economy. Higher incomes in
particular led to a change in the structure of personal spending — spending on
consumer durables, mostly financed with loans (which automatically reduce the
possibility of concealing transactions) rose significantly in 1997 as a result of higher
personal incomes. The consolidation of large retail chains and the entry of foreign
firms into Croatia in the second half of the 1990s reduced the market share of small
and informal enterprises, leading to better statistical reporting. In 1998 a value added
tax with broad coverage was introduced, which considerably improved the registering
of transactions due to built-in incentives for keeping neat records. Finally, in 2000 the
government paid off a large proportion of its debts to enterprises; the banking sector
was further consolidated; and banks started to increase lending to small- and medium-
sized enterprises, all of which increased the incentives for reporting transactions.
Thus, on balance we can conclude that macroeconomic evidence with some
reservations is basically consistent with a decline in the size of the informal economy
in the late 1990s.

Transition-related factors influencing the informal economy
The 1990-2000 periods in Croatia was marked by several specific factors that may
have considerably influenced estimates of economic activity.

First, there were significant changes in the statistical system and many statistical series
were discontinued. Second, high inflation in the early 1990s highly distorted the size
of many economic variables. Third, numerous new business units were created that
reported few if any data to the statistical office, while on the other hand large business
systems with established statistical reporting procedures disappeared. The changes in
the quality and scope of data between 1990-2000 therefore make it likely that the
estimated size of the informal economy in the mid-1990s, when many of these
changes were still occurring, was underestimated and that the estimated reduction in
the size of the informal economy in the late 1990s reflects better coverage of the
formal economy in the national accounts.

The literature somehow came to the understanding of some of the factors influencing
informal activities in countries in transition. Political repression, inadequate legal
system, institutional weaknesses, administrative control and discretional decision-
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making in the economy, high tax burdens and a non-payment culture are recognized
by several authors Kaufman and Kaliberda (1996), North (1997), Vehovec (2001). All
these factors became less pronounced in the late 1990s in Croatia and hence point to
the decline in the size of the informal economy.

e Political repression certainly gradually started to phase out after the end of the war
in the mid-1990s.

e The legal system has been constantly improving (even if still not fast enough) with
the introduction of numerous new laws and amendments to the existing ones (e.g.
bankruptcy law, criminal law and various tax related laws).

e Institutions improved during the time (e.g. tax and customs administrations were
introduced, financial police established, central bank developed). Particularly
influential was the privatisation of media and their liberalization, which played a
great role in exposing the poor practices of the institutions.

e Administrative control and discretional decision-making in the economy had to
become less pronounced thanks to the liberalizations of markets, entrance to the
WTO, and preparations for EU accession.

e As shown before in Figure 2 the high tax burden decreased and tax evasion
paralleled it.

e Government started paying its liabilities, including arrears, which influenced the
pro-payment culture.

In particular, several factors that affect the growth of the informal economy in
economies in transition were present in Croatia as well.

The transition intensified sectoral and institutional restructuring. As can be seen from
Figure 3 in three chosen industries, for the whole of the decade, the ratio among them
was the same — the informal economy 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 was
no transition, hence the stagnation.
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FIGURE 3. THE UE IN AGRICULTURE, INDUSTRY AND TRADE (% OF GDP)
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Source: Mikuli¢ and MadZarevi¢ (2002).

Transition also created significant changes in the tax system. The majority of new tax
laws were passed and new taxes were introduced during the early and mid-90s when
Croatia simultaneously had to make the transition and carry on the war. Tax
authorities had to cope with the new taxes and the increased numbers of taxpayers.
Taxpayers took advantage of the opportunity of constant changes and lack of
organized authorities. With the introduction of the tax administration, customs
administration and financial police in the mid-90s situation had to improve in the
direction of a diminution of informal activities.

Croatia’s transition also had some specific features. The most significant was the
break-up of the former country and the establishment of the new state. As a result,
numerous “soft borders” between the former Yugoslav republics were created. The
end of the war, the establishment of new and better functioning customs authorities at
borders, the conclusions of bilateral agreements with neighbouring countries all made
for a less friendly environment for informal activities.

The war that followed the break-up of former Yugoslavia had serious social
consequences; in particular it created a huge number of displaced and disabled
persons. It took some time for majority of them to settle and fit into the formal
environment.

The non-transparent process of privatisation catering to various special interests (the
so-called clienteles) delayed the establishment of competitive market conditions. With
the growth of domestic economic entities, openings for foreign players in the
privatisation game, the space for special domestic players narrowed.
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Socio-cultural factors

In addition to macroeconomic and transition-related factors, evidence from research
conducted by sociologists from our team also points to conditions that are conducive
to reduced role of the informal economy in the late 1990s. Stulhofer and Rimac (2002)
start off from the theoretical assumption that the dynamics of social opportunism
coincides with the dynamics of the informal economy: the rise in opportunism reduces
the moral costs of engaging in informal economic activities, i.e. increases the
readiness of individuals to get round or break the standards of economic behaviour.
And if such informal activities go unpunished, they may sustain the expansion of
opportunism on their own.

Box 2

Socio-cultural dimension of the informal economy

Using “World Values Survey 1995 and European Values Survey 1999 data for
Croatia" the authors analyse the dynamics of opportunism and lack of trust in
institutions regarding them to be socio-cultural proxies of (the acceptance and
volume of) the informal economy, measuring:

e opportunism, defined by the extent to which respondents are ready to justify
the payment of bribes and the evasion of taxes;

e distrust in institutions (the legal system and parliament);

e inclination towards economic traditionalism defined as preference for
egalitarian distribution (“we need larger income differences as incentives
for individual effort” vs. “incomes should be made more equal”) and
collective ownership, and preference for state paternalism (“people should
take more responsibility to provide for themselves” vs. “the government
should take more responsibility to ensure that everyone is provided for”).

In this context, it is worthwhile to highlight the following findings of the two surveys
on the socio-cultural dimensions of the informal economy and tax evasion in Croatia
that were conducted in 1996 and 2001:

The diffusion and intensity of opportunism (see Box 1 for definitions) decreased from
72% in the mid-1990s to 48% in 2000.

e The number of respondents who think that tax evasion and bribing can never be
justified doubled.

e Economic traditionalism ceased to be a relevant factor. Respondents were getting
used to differences in wages and, as it seems, embraced the principle of individual
responsibility.

One should note, however, that almost half of respondents were prepared to tolerate
tax evasion and bribing phenomena in certain circumstances. Moreover, the
distribution of opportunism according to age has remained unchanged, with the
youngest age group still most apt to justify tax evasion and take bribes. This suggests
that the phenomenon of opportunism might remain present in Croatia in the long term.

IV. CONCLUDING REMARKS
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The evidence presented in this paper suggests that, on balance, the size of the informal
economy and the extent of tax evasion declined in Croatia in the second half of the
1990s. One should note, however, that changes in the quality and scope of statistics
during the past ten years make it difficult to assess the trends in informal economic
activity with much certainty. Further research will therefore be necessary to provide
better insight into the scope and dynamics of informal activities.

One area that needs to be explored in particular is “moonlighting” i.e. the labour that
is not registered for economic reasons (subjects are not registered, so-called TS in
accordance with OECD, 2001) which seems to be an important component of the
informal economy according to Lovrinc¢evi¢, Mikuli¢ and Niks§i¢-Pauli¢ (2002). As the
process of transition goes on, we can expect a reduction of the share of
“moonlighting” and an increase in the amount of underreporting. This fact could have
serious implications both for policy makers and for further researchers.

Another potentially important policy implication is that the extent of informal activity
seems to be inversely related to the speed of transition and privatisation in particular.
Thus, in retail trade, where the transition to a market-based system is essentially
completed, there is clear evidence that the extent of informal activities has diminished.
Policymakers should be prepared for the fact that with the eventual progress in
privatisation of the agriculture for example we could expect first the parallel growth of
the informal activities in that sector and later their decline.

One finding in this paper that has a bearing on economic policy is the need to improve
the statistical system and to reform the tax system. Of particular importance would be
to simplify the tax system and to improve the efficacy of the tax authorities. Because
of the many changes in the tax system in the last couple of years it is necessary to try
to ensure a more neutral tax system that will to the least possible extent influence
economic decision making and in which the tax bases will be as broad as possible,
with as few exemptions and privileges as possible, with the tax system not being used
to carry out governmental social, economic and development policies. This means no
additional tax concessions, credits, and allowances for individual industries, regions or
occupations. On the contrary, the aim should be to abolish the existing privileges. The
tax system should be as stable as possible, the tax and regulatory burden as low as
possible, together with an increase in the probability of tax evasion being detected and
penalised, with a build up of an appropriate public spending structure and quality of
public services, and a strengthening of the general awareness of the need to pay taxes.
As stressed by Madzarevié-Sujster (2002) it is easy to make a decision about going
into the informal activity in an unstable environment while for getting out of it a
number of positive reforms and a relatively long period of time are required. It is not
enough just to introduce fines. Large penalties do reduce the attractiveness of getting
into informal activities, but an increase of revenue from fines shows that the system is
in a bad condition. It is more important to obviate the causes than to penalize the
consequences. The institutional sphere is crucial — the relationship of the government
and the economy, i.e. the speed with which the government redefines its role in the
market.
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