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Abstract
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CHAPTER 10

Use of Households Survey
Data to Estimate the Size of
the Informal Economy in Romania

Lucian-Livie Albw and Mariana Nicolae

Introduction

Fenerally, there are three methods frequently used to estimate the size of the informal
economy: time-series analysis based on cash demand; method of discrepancy between
incomes and total expenditures at the aggregate level; and discrepancies between
2 and expenditure at the microeconomic level. The lack of some reliable historical
gata before transition and the existence of a structural break between pre- and post-
transition suggest that the time-series method is not feasible. So, a remaining alternative
5 t0 analyze individual household data. Moreover, the results from the analysis on the
is of micro-data might provide more significant information for policy-making
s¢ they, unlike those using aggregate data, can highlight the main participants in
e informal sector and the effects on welfare/behaviour of households.
' Th: study focuses on data and methodological problems trying 1in the same time o
mitline few behavioural aspects by using only simple simulation models. In the last
ction of this paper, we introduce certain more sophisticated dynamic models, which
gimulate wvery complicated types of households® behaviour relaying to
ation in secondary activities and in informal economy.
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Data and Methodological Aspects

The so called Integrated Household Survey (IHS), comprising a sample of
approximately 36,000 observation units from about 500 urban and rural research areas,
provides the main source of information in order to study households’ behaviour, In
September 1996 a Supplementary Survey on Household Informal Economy Activities
was conducted in Romania (Duchene et al., 1998), The Supplementary Survey, which
used a sample size of around 2,600 households, focused on informal economy activities
carried out by houscholds. The survey was divided into 21 sub-sections containing
indirectly formulated, but detailed, questions on the informal economy, It was essential
for our work to correlate the two sources of data. The survey asked about the rml;t
between income from main activity and that from secondary activity. Using the
information, we obtained an absolute measure of households® income from secondary
activity. L)
Based on answers provided by the question in which all members of household
compared their two incomes { from main activity and from declared secondary activity),
we computed a composite coeflficient (ks) for every household in the sample, in order
to characterize the share of the two tvpes of activity.

i
-
-
|

Va=ks .,V

where Vs is income from second activity, ks — the share of income from
secondary activities in total declared income. and V — total declared income.

Also, the income corresponding to the main activity (Vh) was obtained as following
V=%V —-Vs

Using (1) and (2}, we rewrote the shares of the two components in total d wclared
income of a household:

ks = Vs / (Vs + Vh)

and respectively

kb= Vb / (Vs + Vh)

where kb is the share of income from the main job in total declared

One important result was also obtained by comparing the ﬂm[h;ﬂ:
desired) income with the actual size of income. So, in order to capture the size of ini
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{or hidden) economy we computed the difference between the two types of income;
Va=H-% (<)

where Va is hidden (informal) income, H is decent income (or the maximum level
of desired income) and ¥V is actual total declared income (V = Vs =+ Vh).

The computing outputs obtained by grouping data conforming to the last eriterion
are presented synthetically in Table 1, where the desired level of income, H, was
replaced by H*, which means that data were adjusted in order 1o solve some logical
incoherence existing in initial answering data (for instance, in case when a gqualitative
answer relaying to the report between actual income and desired income was V<H, but
from other answers on the precise levels of actual income and respectively desired
income resulted an opposite sitvation, V>H, the respective houschold was moved into
this last group, denoting the new obtained classification by H*). As we can see from
computed data, indeed in case of the richest group (V=H*), where the average of
declared actual income is 311.8 thousands Lei‘person, there is no informal activity, A
different situation is registered in the case of the poorest group of households (V<H*},
where the difference between the considered decent income and actual declared income
is huge. We could interpret this difference as a measure of “potential supply of informal
activity” (il may be interpreted as the desired level of informal activity supplied by
people). However, this “supply™ is more than likely covered in a smaller proportion by
a corresponding demand coming from the real economy, To capture the real size of this
proportion in case of the poorest group (V=H) continues to be a challenge for
economists and statisticians from everywhere.

T e =
TABLE 1: HOUSEHOLD INGOME GROUPED BY RATIC BETWEEN W AND H, IN 1998
Thousand Leai/parson

MNumber Declared income Desired Potential
af Melender acriviny Second acrivity {ncome fnformal activity
danseholdy Fih Fx L g MH* - (Fh + )

Fape 2181 127.0 .5 I6R.2 231.5
F=H* 258 2636 21k 1 3E4.3 1000, 65
Fegie G2 258.0 53.8 3118 . (b

"._fm'ul' sampie 2561 [ dia ia 12.a AIGT.T 208.5
e ——

Estimation of the Hidden Economy in the Case
of the 288-Sample

In order to capture the size of hidden income, we computed the differences between the
two levels of income in the case of households declaring that they are the same, so the
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group V=H (the 28B-sample). However, a problem, which was also solved when we
computed the adjusted data, was in the case when the desired (decent) income in the
Supplementary Survey declared by a household was smaller than the same indicator
reported in IHS. So, in Table 2 there are presented data in case of both corresponding
situations: initial data and respectively adjusted data (when the difference between
declared decent income and actual income was negative, it was replaced by zero,
considering that in case of the 288-sample the decent income must be at least equal to
actual declared income in IHS).

Corresponding to the two considered hypotheses (initial data and respectively
adjusted data), as it is shown in Table 2, at the level of whole 288-sample, the share of
probable informal (hidden) activity, Va/H, was around 20.4 percent and respectively
26,2 percent, on average. [n other words, the composition of total income, H, by sources
was, in 1996, in case of initial data: 74.0 percent main activity, 5.6 percent second
declared activity, and 20.4 percent informal activity., In case of adjusted data, the
structure of total households income, H*, was: 68.6 percent main activity, 5.2 percenl
second activity, and 26,2 percemt informal activity. More analytic conclusions were _
provided by a deeper analysis in which the two conventional sectors, S1 (households
operating only in one activity, main or basic activity), and 5I1 {households operating in
more than one activity, main activity and secondary activities), were compare.

TABLE 2: ESTIMATED SHARES OF HIDDEMN INCOME BASED O THE 28B-SAMPLE

fraitical oferfce Adyusfed gleta _
Declared income  Hidden  Toral  Declared fncame  Hidden  Total
THeame e o +.
Meri Second Main Secornd
aetivine  aciivine Fer el activiny  activiry Fer o=
Fi ¥x h 5] - —
51 1629 - 35.9 98,8 1629 - 52.6 2155
Average 340.1 - 74.9 415.0  340.1 - 1098 4495
S11 443 158 21.1 £1.2 44,3 5.8 26.5 BG.6
Average I44.3 51.5 688 2646  144.3 51.5 86,2 2820
Total {51+SI11) 207.2 15.8 570 ZEO.D 207.2 5.8 T '_'-I-E-LI
A!.r:ragt 263.6 20.1 728 1562  263.6 20,1 | 0.6 LS

_';m',q,:.l.l'tmnrﬂ-.l-p Sarvey q‘mﬂnw.l’m__l
S - househalds nperating e seowre thaon owe aotivily fovein LlL-I'I"I.'Ii‘_'r' and secardary activities, cogfarening fa i
definitions comprised in Supperemerniary S )
The fivss god recond rows e sach oovegory refer o foml Fousehnlds ' incomae of che sample {in r|-||'.l'|'1'|=11- !;.pﬂ! W

I'Eﬂ'l'i‘-{‘l'l"l-l'a-'nlj- o phe gueroge level of bacome per person (in thaurand Lai

Sa, the last estimated level of informal activity, 26.2 percent of total income,
may be used as a first estimation in order to obtain parameters in a more general
regression equation and to capture the behaviour of the household under co e
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A very severe restriction, which occurs when we wish to extrapolate some conclusions
in order to capture the general households® behaviour, is coming from the asyvmmetry
between the 288-sample and the whole sample including more than 2300 households.
The best general fitting function to estimate the household's behaviour seems to be one
expressing a complex inverse relation between the average level of income provided by
main activity and participation rate in informal activity.

However, the 2BB-sample may confirm that, at an average level of income
provided by the main activity of 263,600 lei/person, some people are forced to work in
a secondary job and also in the informal sector in order te obtain supplementary income
for their family (20,100 lei‘person from secondary job and respectively 72,500
lei/person from informal activity). Moreover, at an average monthly income of only
144,300 lei/person, people are forced to be relatively more involved both in secondary
activities and in informal activities (in order to add supplementary incomes of 51,500
leifperson and 68,800 lei/person respectively). In the last case, the structure of the final
income is: 51.2 percent main activiry, 18.3 percent secondary declared activities and
30.6 percent informal activities. However, the situation is quite different when the basic
income rises. For instance, al an income obtained from the main activity of 340,100
lei‘person (average level for SI in Table 2}, there were supplementary opportunities for
people to work in the informal sector in a smaller proportion, 24.4 percent, of their total
income.

Indeed, aside the level of income provided by their main activity, the households®
informal activities are probably affected by occupation, region, age, education and
many ather factors. However, at this stage of our investigation, a few conclusions could
be outlined:

+ Taxation is perceived by people as the main cause of underground activity.

= Separating the main motivations of operating in the informal sector in two
groups — “subsistence™ one and “enterprise™ one — the Supplementary Survey
suggests that, at least for 1996, the subsistence represented a relevant reason
for the houscholds® decision to operate in informal economy, including its
underground segment.

* Informal activities supplied a “safety valve”™ within the surviving strategies
adopted by the poorest households.

*  Participation in the informal economy seems to not be simply correlated with
poverty: in the informal economy are involved poor people (having probably
a small level of instruction) as well as relatively reach persons. But their
motivations are quite different. The former are practically “forced™ to operate
in the informal economy {“subsistence™ eriterion), but the latter are “invited™
to participate in it (“enterprise™ criterion). In both cases, at least during the last
stages of transition, the environment was propitious due to legislative
incoherence, feeble penalty system in cases of fraudulent activities, and the
existence of some accompanying elements of informal activity proper, such as
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corruption, bureaucracy, etc. Nevertheless, the behaviour relating 1o the
informal economy is sometimes fundamentally different for the two groups of
population. This is why we consider that deeper investigations focused on the
behavioural aspects of different groups of population will continue 1o be
needed in the future.

Empirical Analysis

In order to study systematically the households™ behaviour, as a first stage of research,
we consider some simple empirical analyses. So, to identify the type of diverse
relationships between components of total income, it may be useful to see the simple
graphical representations of such relations based on brute registered data.

First, considering only the average levels, we identified the general types of
demand-curves and supply-curves in cases ol secondary activities and informal
activities respectively, as they are shown in Figures | and 2 {on the abscise axis the
levels are in thousand Leifperson and on the ordinate axis they are in thousand Lei but
using a logarithmic scale). The samples that we used were obtained from the entire SI-
sample (within the total sample of 2,561 households there are 93 | houscholds operating
in SII} sub-grouped by criterion of ratic between ¥ and H*. In figures, the notations
represent: CY and CZD — total demand for Vs and total desired demand for Va
respectively (it is the already mentioned “potential informal activity™, in Table 1}
YW=Ws, X=Vb, and Z=Va; OY and OZ - supply for ¥s and Va respectively. Also, we
mention that on abscise, X may be mterprrtcd as a level of qualification, fmhtmaﬁ
which the demand of real economy is established . So, it must be noted that in ﬂ!.'l# of
informal activity the demand is only that desired by people but not the demand Dﬂmﬁ
from the real economy. On the graphs of Figures 1b and 2b, the solid lines #1'!- e
demand curves, the doted lines — the real supply curves, and their
intersection points — the registered {(empirical) data. Also, on the graphs the aw
levels per person in case of the 93 1-sample (Vm and ZDm) and the total effect
registered demand for the entire 931 households (CY1t and CZDt) rﬂ:pmﬁvﬁg
marked. o

The empirical distribution-maps for the shares of income components (x=
v=Vs/H*, and z=Va/H*} against the level of income supplied by main activity (X=
in case of the 288-sample suggest the existence of certain inverse correlations y-X
z-X and of a direct correlation x-X. In Figure 3 an equivalent graph of such correl:
in 3-1J space is shown. In the next section of the study, we shall analyze in greater
the relationships between ¥ and X, and between z and X respectively by using certal
linear and hyperbolic descriptive functions. L

et
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FIGLIRE 3

i )

Behavioural Regimes

In order to capture the households™ behaviour, we used data from the 288-sample.

Conforming to empirical data for 1996, the parameters of the following estimation
functions were calculated:

Y(X)=a/(X+b), Y(0)=ab=48.7 . 107 Lei (5)
ZiX)=c/[X =YX +d], Z(0) = be / (atbd) = 140.7 , 107 Lei (6)

Then
HEX) = X = Y(X) + Z(X) (7)
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was used as a constraining relation and

x{X) = XH(X),

as resulting formulas, where X, Y, and Z are Vh, Vs, and Va respectively (as they
were defined in the previous section). -

Figures 4a and 4b show the general dynamics in absolute and relative terms
respectively,

¥(X) = Y(XWH(X), and z(X) = Z{XVYH(X) (B}

FIGURE 4
-]
o 200 400
X
bi | '
1
1 — —
=== !"=. - o -
(%} 2 -
I Y “a g P =
i
i AT \ !
A \ . . W
P N e el
|

10



THE INFORMAL ECONORY W ROMAMNIA

The following three behavioural regimes, defined by the hierarchy of components,
in relative terms represent the output of the simulation:

1) Transitional regime from z-y-x to z-x- (Figure 5)
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3) Stability regime x-z-y, with z and v drawing near zero (Figure 7)

FISURE 7
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Conclusions

Among the most significant results of the study based on household survey, the
following could be mentioned:
* informal activities are responsible for 2004 — 26.2 percent in the stn
total households® income, representing a “safety valve” within the s
strategies adopted especially by the poorest households;

* in informal economy are involved poor people as well as reach pes

* the reasons for which people work in the informal sector are quite d
function of their basic income. The poor are “forced” to operate in ir
economy (“subsistence™ criterion), but the rich are “invited™ to part
{“enterprise™ criterion];

» during the last stages of transition, the environment stimulated 7
the informal sector due to persistent crisis in the formal uﬂu&
incoherence, feeble penallty system, corruption, over-bureaucrs

= wvarying with their monthly average basic income per person, ﬁl’
behaviour changes between “regimes”, from the predominance
secondary activities to that of main official activity {"stﬂh:h;gr

In the case of Romania, the most general way to escape

regimes” and enter “stability regime” for an increasing number i:lf
macroeconomic level, to achieve a high growth rate and a durable dew

12
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by a mix of policy measures, such as: improving reforms, legislation, and institutional
reconstruction; extending the privatization process; stimulating domestic saving and
attracting foreign investments; increasing volume of export and its efficiency;
implementing new measures in the field of social security, pension svstem, poverty
alleviation, etg,
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