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Introduction

The underground economy refers to activities giving rise to unreported,
unmeasured and untaxed income, whether earned from legal or illegal sources
(5). The underground economy has many different names - in Britain it is
called the black economy, in Germany the shadow economy, and in Italy it is
referred to as the submerged economy. Bookmaking, prostitution, smuggling,
and illegal drugs are some of the activities of the underground economy. Busi­
ness activities which are legal and desirable fall into the underground economy
when the business people involved choose to cover up part or all of the income
from the~e activities. A business owner who doesn't ring up all cash sales, the
plumber who works for cash only, and the teacher who gives the beautician a
music lesson in exchange for a haircut, are all examples of the underground
economy. The income earned in the underground economy is usually referred
to as 'off-the-books' income. If this income were reported it would add to the
GNP.

The purposes (>f this paper are to describe the size of the underground
economy, identify those factors that have caused the underground economy
to flourish and to examine the effect that the underground economy has had
on the business practices. Both the ethical and economic impact of the un­
derground economy are examined.

Dr. Edgar Feige of the University of Wisconsin estimates that the unre­
ported income from the underground economy is as high as 27 percent of our
GNP (3). In terms of the 1986 economy, this would mean an underground
economy in the vicinity of $1 trillion. Research at the Federal Reserve Bank
of Atlanta concluded that the underground economy grew from 9 percent of
reported GNP in 1970 to at least 15 percent of GNP in 1978 (5). In 1977,
Professor Peter Gutmann of Baruch College estimated the underground econ­
omy at 10 percent of. the recorded GNP (4). While estimates by Gutmann
assume that all hidden transactions are done with cash, Feige's estimate of
27 percent uses additional methods of payment, such as checks. However,
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none of the estimates take into consideration unreported barter-the practice
of exchanging one service or product for another (1).

The first in-depth effort by the IRS to measure unreported individual
income uses 1976 tax-year data (2). This study reported that individuals
failed to declare $75-$100 billion in legal income that year, resulting in a loss
of $13-$17 billion in tax revenue. The greater part of business activity covered
in the IRS study was legal, but the participating individuals illegally failed
to report the generated income. The same study estimated that unreported
income from illicit trade costs the government some $6-$9 billion in lost tax
revenues annually. However, as increasingly larger caches of illegal drugs are
discovered, this amount may be understated. One bank in Florida reports
receiving $1.2 million in $20, $50, and $100 bills in one afternoon and more
than $10 million in currency in one week, all from illegal cash transactions
of its depositors (9). Another bank in California reported its employees a.s
'almost suffering hernias' from having to carry in so many boxes of currency
from a dope-dealing depositor (10). Such efforts on the part of the underworld
to 'launder' money have become commonplace.

While no one can be sure of the exact size of the underground economy, it
is certain that it is growing at a faster rate than the above ground economy.
Using an econometric model, Professor Feige estimated that during the 1970's
the underground economy increased at 2 1/2 times the rate of the above
ground economy (15).

Probably the most serious threat posed by the underground economy di­
rectly on legitim ate American businesses is in the area of illegally counterfeited
products. The true extent of this aspect of the underground economy cannot
be measured, but The Counterfeit Intelligence Bureau in London estimates
that up to $60 billion in annual world trade involved counterfeit products in
198-&. The United States House of Representatives' Energy and Commerce
Committee recently estimated direct losses for American firms to counter­
feit products at approximately -$20 billion annually. Not only does product
counterfeiting involve such consumer goods as Cartier watches and Cabbage
Patch Dolls, but also chemicals, drugs, pesticides, military hardware, food,
and thousands of replacement and component parts. The impact of coun­
terfeit goods on one American based multinational corporation is shown by
General Motors' estimate that nearly 40 percent of all GM parts in the Middle
East are counterfeit (10).

There are many factors that have caused the underground economy to
flourish at an ever increasing rate. One such factor is the overall increase in
criminal activity in recent decades, especially drug and narcotic trafficking.
In addition to this, high income tax rates, overall inflation, and a distrust
of government at all levels have caused many average citizens to explore the
possibility of operating in the underground economy. Because of actual and
potential economic benefits, operating in the underground economy tends
to be habit forming for the individuals directly involved, and it tends to
spread like a communicable disease as others in society observe the apparent
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economic rewards accruing to those operating in the underground economy_
In fact, because of the perceived low probability of legal punishment, the
major deterrent for most individuals is their particular moral and ethical
convictions. One measure of the level of these convictions is seen in the
results of two recent surveys concerning cheating on income taxes. A 1984
poll commissioned anonymously by the Internal Revenue Service found 19
percent of the respondents admitted being less than completely honest on
their tax returns. A similar poll completed for U.S. News and World Report
in 1985 found 24 percent of the respondents admitted to dishonesty when
filing federal income taxes (7).

Business IITlplications

From the business point of view, it is useful to separate the underground
economy into two large segments based on the legal dimensions of the activ­
ities. First, we have those economic activities that are illegal for all persons
engaged in the production or marketing of the good or service. In this group
we find businesses actively engaged in the drug market, trafficking in stolen
goods, producing counterfeit goods and smuggling. For reference purposes,
we have chosen to designate these as Class I activities. Again, readers are
reminded that Class I activities are all in violation of various local, state or
federal laws.

The second major segment of the underground economy is composed of
legal economic activities, but which become illegal because of the way some
dimension of the activity is handled. For example, hiring a carpenter to inst~ll

storm windows on a house is a perfectly legal activity and paying him in cash
is equally legal. However, if he fails to report this cash as income he is in
violation of federal income tax laws. In this paper, all such activities are
classified as Class II a.ctivities.
Class I Activities

Businesses should never be involved in Class I activities because they are
illegal. However, such illegal economic activities are of major concern to
business managers because of the following reasons:

1. Smuggled, stolen and counterfeit goods are .sold in the market in compe­
tition with ordinary goods which tends to give their marketers an unfair
cost profit / advantage.

2. Huge potential tax revenues are lost in the Class I segment of the econ­
omy. These are tax revenues that will have to be ultimately paid by the
above ground segment of the economy.

3. Efforts to police and punish offenders in the Class I segment of the
economy represents a major drain on governmental budgets at all levels
of government. This is money that could and should be spent on more
socially desirable projects.
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4. The Class I underground economy tends to have a corrupting influence
on governmental officials through attempted bribery and political con­
tributions; thus, lowering the overall efficiency of government.

5. Consumer expenditures for illegal goods and services represent lost sales
for the legitimate businesses of government.

These Class I aspects of the underground economy represent a major com­
ponent of what has been called an 'unwholesome demand' (6). In such situ­
ations, the primary goal of the ethical business organization is to unsell the
target market on the goods and services involved. Unselling a market tends
to be very slow, expensive and difficult because it often represents an attempt
at intervening in the ways people think and behave. The time, difficulty, and
expense associated with unselling a target market or the elimination of the
'unwholesome demand' helps explain why it tends to be most often a.tternpted
by large corporations, trade associations, nonprofit organizations and govern­
ments.

It is obviously desirable for businesses to be informed on the nature and
extent of the Class I segment of the underground economy. This is especially
true when the illegal activity represents direct or indirect competition for
their lines of business. Also, because of the pro'bable inferior quality and
performance of most counterfeit goods, business firms must be on the alert
to take legal action against all types of offenders, as well as being ready to
defend against product liability suits growing out of consumer injury from the
use of counterfeit products and replacement parts.

Class II Activities
Business interest in the Class II segment of the underground economy

stems from many of the same reasons as does their interest in the Class
I activities. Namely, the unfair competitive element, lost tax revenues for
governments, and social costs associated with legal enforcement. In addition,
there is an ethical dimension when a marketer has reason to believe that one
or more of his business contacts is operating in the Class II underground
economy. For example, if a supplier of goods or services requests payment
in cash, should the buyer report such a transaction to tax authorities on the
presumption that the recipient does not plan to report the cash received as
income? Obviously, the answer to such ethical questions will depend upon
the ethical standards of the persons involved.

Businesses that contend that they know very little about the underground
economy surrounding their lines of business may be telling the truth, but if
so, they are probably equally uninformed about the above ground economy
in which they operate. For example, a good sales analysis will tell a business
who is buying, what they are buying, how they are paying, who is making
the sales, and how the goods are being shipped, such that an alert business
will have a pretty good idea of the extent of his intentional and a.ccidental
involvement in the underground economy. What is really being said is that the
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extent of a firm's involvement in the underground economy is very dependent
on the ethica.l values of the management personnel in the firm.

Impact on Business Planning

Use of Incorrect Data
Businesses who engage in strategic planning rely heavily on data from

both public and private sources. It is a certainty that omission of data on
the underground economy causes many economic indicators to understate the
health of the U.S. economy and its various segments. It is widely believed
that unemployment figures are too high and personal savings too low. Peter
Gutmann of Baruch College maintains that the underground economy causes
the true unemployment rate to be overstated by two percentage points, or
about 2 million people (15). In recent years,' economic statistics have indicated
that personal savings have been decreasing. Because of the increased activity
in the underground economy, many economists and business planners believe
that the Commerce Department's personal savings estimates are incorrect.
Further proof of the magnitude of this problem is seen by observing that at a
given time the flow offund~ data from the Federal Reserve showed the savings
rate could actually be as high as 9.4 percent at the time the Department of
Commerce was estimating it to be 5.3 percent of disposable income. This
translates into a difference of approxim ately $75 billion in savings.

The use of incorrect economic data will certainly impact business planning.
High unemployment and low personal savings data will cause businesses to be
too conservative in their forecasting. In general, businesses may have held off
on expansion-both in the purchase of capital equipment and in the addition
of new product lines as a result of erroneous data which did not consider the
operations of the underground economy.
Human Resource Planning

The underground economy is even thought to be having a major impact
in the area of human resource planning. Consider that in 1980 the level of
total employment rose by only 0.3 percent, but the number of self-employed
rose by 3 percent to a new high of 6.9 million. In the decade of the 1970's, the
number of self-employed increased 30 percent faster than did total employ­
ment (15). Large business corporations appear to be suffering most from this
move to become self-employed as increasing numbers of highly skilled person­
nel have left after the corporation had invested heavily in developing their
various abilities. While no data appears to be available on the true extent
of talented people moving into the underground economy, the mere fact that
the underground economy exists and is growing rapidly among self-employed
people leads the authors to believe that many of these talented people are
contributing to the growth of the underground economy.

SumDlary and Conclusions

Existing environmental factors indicate that the underground economy
will continue to grow at a faster rate than the above ground economy_ In-
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creases in the level of criminal activity, high taxes, inflation, changing moral
values, and a general distrust of government all point toward this trend. The
total business implications of the underground economy are numerous, com­
plicated and varied. When analyzing the und,erground economy it is useful to
divide it into two broad segments. The first segment, which we have desig­
nated as the Class I segment, is composed of business activities that are illegal
in all respects and should never be practiced. The second major segment of
the underground economy has been designated the Class II segment and refers
to those business activities that are not inherently illegal, but certain aspects
of these business activities become illegal when practiced in an illegal way.

The underground economy has caused many businesses to offer a dual
pricing structure rewarding customers with special discounts if they pay cash
instead of using checks or credit cards. It has also fostered increases in barter­
ing among both households and businesses, and may be contributing toward
the growing level of self-employment; particularly in markets where it is rel­
atively easy for the business person to conceal profits.

Changing moral and ethical values of our society coupled with the inabil­
it~y of legal authorities to· enforce laws governing activities involved in the
underground economy also point toward the continued rapid growth of this
segrnent of the American economy. In fact, unless the non-participants in the
underground economy become concerned to the point of drastic political or
legal action, the underground economy will eventually become so large as to
seriously cripple the health and efficiency of the above ground economy.
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