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The growth of the public sector in the post-war period and the consequences of this development
for economic growth is a strongly disputed subject of economic theory and policy. In this paper the
development trends of state activities in the case of the Federal Republic of Germany are presented.
The structure of public expenditures as well as the tax structure are taken into consideration and
possible impacts on real economic growth are analysed. The negative correlations between some
kinds of public expenditures (or taxes) and the growth rate of real GNP should not be taken in
proof of the growth-retarding effects which might ensue from increasing state activities. It seems to
be more likely that state activities have induced shifts of resources from the formal into the informal
economy. Politicians should be aware that some measures of economic policy conventionally proposed
will strengthen the movement into the informal economy, thus intensifying the current problems
within the public budgets as well as in the social security system.

1. Since the strong decline of the growth rates in many countries in the
mid-seventies discussions of the influence of the public sector on economic
activities have been intensified. To remove this growth retardation supporters
of supply-side economics put faith in a substantial cut-back in tax rates as well
as in public expenditures, whereas demand-side oriented economists advocate
additional deficit-financed public expenditures especially to overcome the current
world-wide recession. Opponents of supply-side oriented economic policy often
argue that such measures would intensify the current malaise, whilst opponents
of demand-side oriented economic policy fear that a crowding out of the private
sector would be the only effect if deficit spending continues. The controversy
about these two paradigms has an old tradition. But after a long lasting process
of public sector growth especially during the last decade, perhaps there are some
new prospects which could lead to further insights and a new judgement of
economic policy measures conventionally proposed.
2. After World War I1 economic policy in the Federal Republic of Germany
was mainly influenced by Keynesian thoughts, although fiscal policy measures
were often implemented rather halfheartedly compared to pure theory. Today's
time-series are long enough for the analysis of the long term development trends
and to allow some speculations about causes and consequences. Because of its
complexity economic growth is one of the most disputed themes in economic
theory and policy. An isolated analysis of the effects of public sector growth on
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economic growth is only of limited capacity for interpretation. It stands to reason
that economic growth is influenced by many factors of both economic and
non-economic character. Therefore we are fully aware of the limits of such
simplifying analysis. But perhaps time-series analyses shed some additional light
on the relation between the size of the public sector and economic growth.
3. But there might be another reason why our time-series originating from
traditional national accounts statistics do not draw an accurate picture of the
real state of today's economies: a growing discrepancy in the development of
the official economy and the hidden economy, or-in Shankland's (1980) terminology-the formal and the informal sector of our dual economy. In precapitalistic times the informal economy was the dominating one. With continuing
industrialization and labour division as the result of rapid technical progress,
the informal economy has been shrinking and formal economy growing. Therefore the formal economy became the main subject of analysis in economic theory,
whereas the informal economy has nearly been forgotten by economists as well
as by statisticians. Consequently in our present national accounts statistics the
informal economy is overwhelmingly neglected. But currently many people
recognize an increasing number of symptoms which point to a turning-point in
this development; the growth of the "underground economy" or-in a formulation which sounds more positive-the "unobserved sector" (Feige, 1982) is high
on the agenda.
4. In part I1 we use national accounts data for the measurement of the
share of state to official economic activities, expressed traditionally as ratio of
total government expenditures to GNP; in addition to demonstrate the changes
in composition of public expenditures, some structural ratios are analysed.
Corresponding estimates have been made for the revenue side of the budget.
Then some time-series analyses are represented to make plain the long term
development trends between the growth rate of real GNP and the different
ratios. In part I11 we make a very first attempt to examine critically the importance
of the hidden economy in Germany and in part IV we speculate about its causes
and consequences. The results are summarized in part V and some short remarks
are made about the future tasks for public statistics as well as about the implications for future economic policy, the latter especially for the purpose of giving
material for discussion and hints for future research.

5. The ratios analysed in this chapter do not naturally represent the total
field of state activities, but only that part which is expressed in public budgets.
State activities also take the form of statutes, decrees, orders, prohibitions, etc.,
which are only partly or not at all expressed in public budgets. Because of this
quantitatively invisible part of state activities there is a certain risk of misjudgement of the total extent of state activity in intertemporal but especially in
international comparisons.l In default of a suitable measure for these state
'see Wissenschaftlicher Beirat (1976). One German example is the wage payment to employees
during the first six weeks of illness paid formerly by health insurance and today by employers, thus
shifting burdens from public institutions to the business sector.

activities, a simplifying proxy has often been proposed which might express very
roughly the development trends of regulations: the quantity of legislation is
measured as the annual number of pages of legislation published. This anecdotal
measure shows a strongly increasing trend if federal legislation is taken into
consideration: the average annual page number of the "Bundesgesetzblatt I"
(in which overwhelmingly the legislation important for the German citizen is
published) has been increased from 1,054 pages in the decade 1950 to 1960
over 1,442 pages in the decade 1960 to 1970 and 2,946 pages in the decade
1970 to 1980; the flood of legislation has nearly been trebled.
6. The classification of public expenditures and revenues follows the characteristics of the German national accounts statistics. Total expenditures (federal
government, states, and local authorities including social insurance) are divided
into expenditures for goods and services, transfer payments, and interest payments on public debt;' expenditures for goods and services are further divided
into public purchases and personnel outlays. On the revenue side taxes including
social security contributions are analysed as well as the single components:
indirect taxes, direct taxes, and social security contributions. Time-series analyses
are not done for the purpose of testing a certain hypothesis which afterwards
will be rejected or-as most usual-verified. Our data used as well as our
simplifying models-neglecting influences of important variables which are not
taken into consideration- do not allow the test of causal relationships but make
plain the long-term development trends. At the current state of the art there
are not many alternatives which would yield better result^.^ Therefore we can
only speculate about causes and consequences.
1. Public Expenditure Trends and Economic Growth
7. The development of the different expenditure ratios is represented in
Chart 1. The total expenditure ratio increased from about 30 percent in the
early fifties to about 46 percent in the early eighties.4 Especially since 1960 a
relatively steady increase can be observed which has accelerated since 1970
because of the "Reformpolitik" of the new social-liberal government which, in
principle, should remove-following
the Galbraith hypothesis-"public
poverty." A further acceleration took place as a consequence of the great
recession in 1974175. Here developments a bit similar to Peacock/Wiseman7s
displacement effect can be observed: a sudden increase of the expenditure ratio
which persists in a higher level after the crisis, altogether yielding an increase
in the expenditure ratio of roughly 9 percentage points.5
2 ~ h total
e expenditure ratio is not a "true" ratio but more a relation because transfers are not
included in the GNP; see Littmann and Kriiger (1975).
"sing more sophisticated methods (e.g. factor analysis) leaves us at the "black box" stage of
research into public expenditure growth, too; see Peacock and Wiseman (1979).
wi an^ economic causes for the increasing expenditure ratio have been discussed in the German
literature and are not represented here; see, e.g., Recktenwald (1977), Albers (1977), and Felderer
(1977).
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points of the increase in the expenditure ratio since 1975 are due to
the shift from child exemptions in income tax to child benefits, thus only resulting in an increase of
both sides of the budget.

8. Similar developments can be observed for the structural ratios. The ratio
of expenditure for goods and services also increased, but much less than the
ratio of transfer payments. The public purchases ratio is nearly the same in the
early fifties as in the early eighties. Taking different developments of the price
indices for the public sector and the private sector into consideration, we also
estimated real expenditure ratios to real GNP using appropriate deflators for
the different components of public e ~ ~ e n d i t u r eThe
s . ~ development of the real
ratios of expenditures for goods and services and transfer payments is of particular
interest: Whereas the real expenditure ratio for goods and services has been a
bit higher in the early fifties (around 22.5 percent) than in the late seventies
(around 21.5 percent) and remained relatively constant in the meantime, the
real transfer ratio increased strongly from around 10.8 percent in 1950 to 20.6
percent in 1980, thus signifying nearly a doubling during the post-war period.
9. The correlation coefficient between the real expenditure ratio and the
real transfer ratio (R = 0.96) shows a close connection between the development
of these two ratio^.^ The growing transfer budget has overwhelmingly caused
the enlargement of the German public sector, and social transfers make up by
far the biggest part of it. This development took place especially because the
expenditure elasticity within the social security system has been increased by
nearly all post-war reforms,' and spreading pressure groups in the household as
well as the business sector have been very successful in defending old privileges
and adding new ones.9
10. Here economic growth will be measured as the annual growth of the
real GNP. The annual growth rate of real GNP shows a decreasing development
in the post-war period as opposed to the total expenditure ratio. And the
estimated expenditure ratios are themselves dependent on the GNP. These
additional arguments should give rise to a very careful interpretation of our
regression estimates represented now. Chart 2 shows the scattergram of the real
growth rate and the real ratio of total public expenditures, both in 5-year-movingaverages. A strongly negative correlation can easily be observed, grouped in
three periods: 1955 to 1964, 1965 to 1974, and 1975 to 1982.
11. The simple and multiple regression results are represented in Tables 1
and 2 in the Appendix:Concerning the nominal expenditure ratios the adjusted
R square (R2)points to a relatively close negative correlation between the real
growth rate of GNP and the total expenditure ratio as well as the structural
ratios of expenditures for goods and services. In the case of the real expenditure
ratios there is only a limited significance for a negative correlation between real
growth rate and the total expenditure ratio as well as the ratio of transfer
payments. In the multiple regression estimates there are only relatively significant
correlations for the total expenditure ratio (nominal) and the ratio of transfers
(real).''
6 ~ o the
r method see, e.g. Felderer (1977 and 1979), Beck (1979).
7 ~ h correlation
e
coefficient for the connection between the real expenditure ratio and the real
expenditure ratio for goods and services is R = 0.29.
'see, e.g. Jiittemeier and Petersen (1982).
'~n particular the ratio of subsidies to GNP increased by around 134 percent from 1960 to
1980; that is the highest increase on the expenditure side of the budget.
10
The implementation of time lags shows that with a lag of up to three years signs stay
overwhelmingly negative. Using 5-year-averages leads partly to an increase in R' values.
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2. Tax Structure and Economic Growth
12. In Chart 3 the development of the ratio of total taxes to GNP, the
ratios of indirect and direct taxes and social security contributions, as well as
the ratio of the wage tax (income tax for employees which has become the most
important direct tax) is shown. Additionally public surpluses and deficits are
represented; since the seventies the latter have become the rule. The total tax
ratio has increased from around 30 percent in 1950 to around 42 percent in
1980 and strong changes in the tax structure can also be observed. The indirect
tax ratio was on the average during the fifties a bit higher than it has been since
1960, whereas the direct tax ratio steadily increased, interrupted only by casual
tax rate reductions. The wage tax ratio in the late seventies is about four times
what it was in 1950.
13. The comparatively constant indirect tax ratio reduces to the prevailing
proportional tax rates, whereas the income tax schedule is progressive. The
increase of the direct tax ratio is due to the effects of inflationary and real income
growth because exemptions and tax schedule have not appropriately been
adjusted especially for inflation. The social security contribution ratio also
increased strongly, nearly in the same extent as direct taxes, but this growth was
caused by discretionary contribution rate increases to prevent deficits in the
social security system which otherwise would have been created in consequence
of the use of pay-as-you-go financing.
14. Between the real growth rate of GNP and the total tax ratio there also
exists a negative correlation (see Table 3 in the Appendix). Compared to the
expenditure ratio the connection seems to be less strong. The cause might be
the increasing importance of public deficits in financing public expenditures,
whereas direct tax rates have been casually reduced. But nevertheless, there are
negative correlations between the real growth rate and the direct tax ratio as
well as the social security contribution ratio. On the other hand the positive sign
of the indirect tax ratio points to a positive correlation which could lead back
to the slight decrease of the indirect tax ratio during the post-war period. In the
multiple regression equations only the sign of the social security contribution
ratio changes, but all are not statistically significant.
3. Some Suppositions about State Activity and Growth
15. In principal, two hypotheses could be formulated to be tested in the
preceding analyses: (1)because the growth rate has decreased, the public expenditure ratio has increased (Keynesian hypothesis), and (2) because the public
expenditure ratio has increased, the growth rate has been depressed (Neoclassical
hypothesis). The problem is that it is only possible to confirm, and not to reject,
both hypotheses using simple time-series analyses. And for both hypotheses one
can find some supporting ad hoc arguments. In Germany the Keynesian
hypothesis is based on the arguments that the period of reconstruction has been
finished and the first signs of saturation can be observed accompanied by a
change in norms, that is to say a new orientation from material to non-material
values. But the resulting decrease in the growth rate is taken as a symptom of
an economic crisis by government and bureaucracy, both still following the
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traditional aims. Therefore public expenditures will be increased to overcome
the current growth retardation, but because we are confronted with a secular
trend, such economic policies do not lead to a substantial growth enhancement
but to a strong increase in the public expenditure ratio.
16. The Neoclassical hypothesis is based on the conception that politicians
and bureaucracy are both interested in a growing public budget, thus increasing
their power and influence, and politicians will use the expenditures especially
to favour their voters and the related pressure groups. This process and the
Keynesian policy described above shift resources from the private (business)
sector to the public sector. Because public sector productivity is less than business
sector productivity (if not zero or even negative in the case of redistributive
activities) the growth of public expenditures leads to a growth retardation in the
total economy.
17. Perhaps both simple hypotheses together couid provide an explanation
applicable to the post-war developments. High growth rates in the two decades
after World War I1 accompanied more or less by secular inflation lead to an
increasing tax yield resulting especially from the progressive income tax system."
Plenty of tax revenues might have caused politicians and the bureaucracy to
increase expenditures particularly for social security because that kind of public
expenditure is seen as a benefit by the recipients who have no concrete knowledge
about the financing aspects. Naturally, many very important social reforms have
been made, but since adding to existing programs is politically far easier than
reducing or replacing them, few programs are ever re-examined. As long as
growth rates were sufficient no serious pressures were created to do such a
re-examination. Thus transfer payments to households as well as to the business
sector increased, although the net redistributive effect, especially of social transfers, is dubious.
18. Whereas redistributive activities of state authorities have been strongly
increased, their influences on private investments and savings are less important
than often supposed.12 The cause could be seen in the development of net
burdens of the household and the business sector. Chart 4a shows the development of the tax ratio of the business sector13 related to the gross value added
of the business sector, the ratio of subsidies and the ratio of net burden. From
1960 to 1980 the tax burden increased but subsidies, too, increased thus yielding
an increase of the net burden ratio of the business sector compared to the
mid-sixties. The development of the household sector ratios is presented in Chart
4b, all related to the gross income of employees. The tax ratio14 has been at
least partially offset by rising transfers.15 Compared to the early sixties a clear
increase can be observed especially if the reform of child benefits is taken into
consideration, which has led to an increase of transfers partially due to a simple
expansion of both sides of the budget. The increase results from the growing
11

The elasticity of the total tax system has been around 1.2 in the post-war period.
See Neumark (1981) and Petersen (1982).
13
Income tax on profits, corporation tax, employers' contributions to social security system, etc.
14
Wage tax, employees' contributions to social security system, value added tax, excise duties,
12

etc.
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The transfer ratio is also influenced by the income tax reform of 1975; see above (footnote 5).
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burden of wage taxes and social security contributions imposed prevailingly on
the working generation within the lower and middle income brackets.
19. Because the net burden of the business sector and the higher income
brackets increased less, it is likely that savings and investments are more dependent on other influences than on taxes. If investments should have been depressed
by increasing public activities, this could lead back rather to the crowding out
effect of strongly growing public deficits. But which consequences might follow
out of the increased net burden for employees' households? With increasing tax
burdens compliance with direct taxes and contributions will be impaired, and
the imperceptibility of indirect taxes ("indirect tax illusion") will disappear.
Resistance against taxation will increase, thus inducing politicians to increase
deficits which are needed to finance especially the ever increasing expenditures
for social security. The high elasticity of transfer payments can only be reduced
by a substantial reform which is not very likely. The resistance of pressure groups
is very strong and a majority of politicians fear losing their reputation because
substantial reforms are often defamed as "social cutback" by interest groups
and large parts of the mass media. And long term political perspectives for social
reforms are as badly needed as they are regrettably absent.
20. Social security in the present form has become a "social property"
(sozialer Besitzstand) irrespective of the more than dubious redistributive effects
which are created by today's system and irrespective of the future financial
problems which will occur. Zero pricing for public goods and increasing transfers
have impaired the consciousness of citizens that all public expenditures have to
be financed by citizens themselves. Consequently claims against the anonymous
state have increased, often supported by pressure groups which are increasingly
important and which have been able to generate the impression within their
membership that costless benefits are to be expected. These illusions, leading
to additional expenditure pressures on the one hand, have particularly caused
the growing tax burden on the other hand. Both taxes and transfers certainly
influence the attitudes of individuals, although currently the real extent of the
disincentive effects cannot be exactly evaluated.
21. Because of growing transfer payments and an increasing tax burden it
is likely that disincentives especially in the lower and middle income brackets
have been intensified and that today disincentives in these brackets are much
more important than in the upper income brackets.16 Additionally knowledge
is spreading that many redistributive measures shift public means without net
effects-only with an employment effect for the bureaucracy involved. As the
result of the complexity in social law as well as tax law a majority of citizens do
not understand the system, whereas for a growing informed minority the system
has become exploitable. The moral hazard in taking advantage of the social
security system on the one hand and growing tax resistance on the other hand
will lead to a growing discontent with the state and representing government,
the first symptoms of which can be easily observed. In Germany we have reached
a high living standard; therefore it is likely that the substitution effect of taxes
16
Marginal tax burdens (including social security contributions) for middle income groups are
considerably higher than for higher income groups; see Petersen (1982).

(and transfers) dominates the income effect of taxation. Because the income of
employees is taxed at the source, tax evasion is impossible. Substituting (taxed)
labour for (untaxed) leisure is only one possibility for avoiding taxation available
to employees; switching from the formal economy into the informal economy
is another. This possibility-meaning that resources are legally or illegally withdrawn from the formal economy, thus influencing its growth potential-will be
analysed in the following chapters.

22. There are various different kinds of activities within the hidden
economy. Beginning with the illegal activities of tax evasion and fraud, illicit
work and black-market (barter) transactions up to legal activities as domestic
work (done by men and women or spouses and children), do-it-yourself activities,
neighbourhood aid and voluntary work gratuitously done in social welfare
institutions, political parties, clubs, non-profit organizations etc. Most of these
activities are not expressed in our national accounts statistics, but contribute to
society's total welfare. As long as the informal economy is growing proportionally
to the formal economy, the real growth rate of GNP might be an appropriate
measure for the increase (or decrease) in total welfare (see Feige (1982)).
23. Only if the informal economy is growing faster than the formal economy
is traditional real growth rate of GNF misleading in measuring the growth of
total welfare. But the current problem is how to get a correct diagnosis considering
the fact that suitable statistics are not available. Estimates comparable to those
made by Eisner (1978) and Kendrick (1979) for the United. States including
major imputations have not yet been made for the Federal Republic, and we
are just starting with first estimate of the "monetary unobserved sector" following
the framework of Feige (1982). Therefore it is only possible to give some very
preliminary results and some anecdotal information which demonstrate simultaneously the lack of useful data.
24. A very rough measure of the monetary unobserved sector is the estimation of the discrepancy between the income reported to the fiscal administration
(published at three year intervals in the German income tax statistics) and the
national income of the national accounts statistics. But in the two sets of statistics
income is grouped in different ways17 so that a comparison is restricted to two
components: (1) the income of employees and (2) other income (i.e. income
from agriculture and forestry, from business, of self-employed persons, from
private capital assets, and from leasing). For the period 1961 to 1974 data are
available which show that between 72.7 percent and 78.6 percent of national
income has been reported to the fiscal administration (see Table 4 in the
Appendix). But this difference is not due to illegal underreporting; it includes
all existing tax concessions. Considering the adjusted income of employees,18
underreporting has been between 9.0 percent (in 1961) and 2.1 percent (in
17

Income tax statistics follow the definition of the taxable base in the German income tax law
which is not compatible with national accounts statistics.
18
Data of the income tax statistics adjusted for employers' social security contributions and
voluntary social ser-(ice payments of firms; see Albers (1974).

1974). This declining trend demonstrates that taxation at the source has worked
successfully.
25. Other income is overwhelmingly taxed by assessment procedures; here
between 60.3 percent and 65.1 percent has been reported to the fiscal administration. Using the German "report of subsidies" (Subventionsbericht) and similar
data we tried to estimate which part of underreporting is due to legal concession~.'~
In Table 4, other income adjusted by the income tax base which
corresponds to the different tax concessions is also shown. Here a declining trend
in underreporting can also be observed, but underreporting is considerably higher
than in the case of employees' income, thus pointing to the fact that, if assessment
is used, there are more possibilities for underreporting. But the declining trend
is particularly caused by strongly increasing tax concessions. The unexplained
remainder, which-apart from certain failures in our data and rough estimatescorresponds approximately to the illegal underreporting of the taxable base,
amounts to 16 percent of national income in 1961 and 4.8 percent in 1974. By
and large the German fiscal administration has worked effectively compared to
developments in other countries.
26. But the unexplained remainder is a very imperfect measure of the
monetary unobserved sector because it neglects essential parts of unobserved
activities, especially the development of illicit work and do-it-yourself activities.
Since in these areas currency is particularly used as medium of exchange, a
simple currency-demand deposit ratio is often used as proxy for the monetary
unobserved sector (see, e.g. Gutman (1977)). It is obvious that this measure is
a very weak one. But strong changes in a long-term trend, thus pointing to
changes in paying habits using currency instead of demand deposits, at least
could be interpreted as a symptom of an increasing informal economy, although
currency is not the only medium of exchange used within the informal sector
(see Feige (1982)).
27. In Table 5 in the Appendix the German currency-demand deposit ratio
is presented for the post-war period. This ratio shows a declining trend only
interrupted by some small increases. The decreasing ratio is the result of the
increasing use of demand deposits (spreading cashless payment) in the post-war
period. As opposed to the development in the United States this trend is going
on because of a further growing use, for instance, of Euro-checks and credit
cards. The late introduction of credit cards in Germany compared to the United
States on the one hand and the use of demand deposits for "black market
transactions" on the other hand might have slowed a change in the trend, but
a reduction in the rate of decline is obvious.
28. Both imperfect measures do not support the hypothesis of a growing
monetary unobserved sector in Germany and estimates of the development of
the "non-monetary unobserved sector" (Feige (1982)) as made by Kendrick and
Eisner for the United States revealing a dramatic growth in this sector relative
to observed income as well as suitable micro observations are not yet available.
Because our research project is in the very first phase, today we have only some
anecdotal evidence which has its own relevance. Do-it-yourself activities have
19

I wish to thank my colleague Karl Heinz Juttemeier who placed the data of tax concessions
at my disposal; see Juttemeier (1982).

become popular in all classes including the well-to-do; home-worker service
markets are spreading out and at present roughly two-thirds of tool sales are
made to non-professionals compared to about one third in the fifties. The
craftsmen's association often complains of the negative impacts resulting from
these activities on the handicrafts branch, but particularly about the influence
which illicit work might exert on the employment situation in this branch. In
the early seventies around 70 percent of new home buildings in rural areas have
been produced using illicit work, and at present nearly all buildings in the
countryside are produced by do-it-yourself and illicit work. Planning as well as
the procedure of permission is overwhelmingly done by public employees as a
legal side-line (see Aberle and Eggenberger (1979)).
29. Fines for illicit work increased strongly from DM 1.4 Mill. in 1976 to
DM 3.7 Mill. in 1980. This small amount shows that only the peak of an enormous
iceberg is punished. The total extent of illicit work in the handicrafts branch is
estimated at around DM 3.5 Bill. in 1980, that is roughly 10 percent of its
turnover. A slightly increasing trend is prognosticated by the craftsmen's association, but their interest in illicit work is heavily influenced by the business cycle.
30. The low participation ratio especially of married women older than 35
years, in comparison with other developed countries (see Albers (1980)) as well
as the tendency of the German trade unions in demanding more leisure (35-hoursweek) and an earlier retirement age point to the fact that a considerable do-ityourself and illicit work potential exists and will strongly increase if trade unions
are successful in realizing their demand. The present high level of unemployment
increases informal sector potential, too, and many people are surprised that the
substantial increase in unemployment has not been accompanied by strong
protests but by widespread acquiescence (see Shankland (1980)), perhaps due
partially to the relatively high level of living resulting from the combinaticn of
unemployment benefits and informal sector activities.

IV. CAUSESAND CONSEQUENCES
OF

THE

INFORMAL
ECONOMY

31. Apart from the problems in measuring the development of the informal
sector, we will speculate about possible causes which have led or will lead to an
increase of the informal sector relative to the institutional economy, and about
the consequences for economic and social policy. The main causes have already
been presented above: strongly increasing transfers connected with a strongly
increasing tax and contribution burden especially for lower and middle income
brackets. In several cases shifting from official labour to social welfare and
informal economy lead to higher net incomes in the lower brackets with only
the constraint that official property is not accumulated, a factor which is not
very important in these income brackets.
32. Because people show a behaviour which has economic consequences
if they are moving into social welfare, retirement, or doing illicit work instead
of official work, society is pressed to criminalize these a~tivities,~'
thus introducing
new laws and regulations which are overwhelmingly ineffectual but improve the
20
In recent years several laws have been designed especially by conservative politicians to reduce
illicit work.

existing jungle. And all this because we are obviously unable to remove defects
within our tax and transfer system which have been created in the historical
development process.
33. In the opinion of many politicians illicit work is dangerous for the state
as well as for economic and social policy, but this opinion is apparently not
shared by the total population. Perhaps therefore the German panel of economic
experts (Sachverstandigenrat) (1980) has written about the "economia sommersa": "The official economy following the pressure of the division of labour
has certainly imperfections which in certain cases might be reduced by the
informal economy ("Schattenwirtschaft"). The informal economy produces
without distortions resulting from taxes and contributions as well as excessive
regulations. Since the informal economy rather promotes than injures social
consensus, this might have led to a certain toleration of this sector. It would not
be an appropriate response to combat this sector with rigorous legislation. Fair
tax rules are preferable. But if shifting into the informal sector would become
a matter of course, there is no time to be lost."
34. Without doubt, a strongly increasing informal sector and shrinking
formal economy would create substantial financial problems for the public
budget, especially for social security because the existing system is dependent
on real growth of G N P . ~ 'But that does not necessarily mean a serious danger
because politicians and the bureaucracy would be forced to change expenditure
behaviour and to reform the social security system. Beyond this, real growth of
GNP is not necessarily affected by the growth of the informal economy, especially
if service sector and similar activities with low productivity and a low degree of
division of labour are shifted whereas activities with high productivity (using
economies of scale) remain in the formal economy.
35. Within the informal sector the responsibility of the citizen for his own
work as a rule strengthens his motivation. Because of the lower degree of division
of labour what we call "Selbstverwirklichung" in German is easier and the
alienation from work often observed in the formal economy is not present. Thus
the increase of the informal economy would mean an improvement of working
conditions, meeting the demand for more humanity at work. All these facts
increase total welfare but are hard to evaluate.
36. But apart from these advantages of the informal economy the fact
remains that a strong increase of the informal sector induced by an economic
and social policy which neglects the existence of an informal sector could be
dangerous: if public policy goes on using Keynesian measures for enhancing the
growth of the formal economy this will require additional revenues (taxes or
debt) which will strengthen the movement into the unobserved sector, thus
reducing public tax revenues and increasing public deficits. Following the lines
of supply-side economics would be less dangerous because reductions particularly
in marginal tax rates within the lower income brackets etc. would diminish the
incentive to shift into the unobserved sector, especially if transfer payments
without net redistributive effect are simultaneously removed.
37. A supply-side oriented economic policy will only succeed if the movement into the informal sector can be stopped or-if a mass movement has already
21
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happened-can be turned back. But if we are confronted with a secular trend
which results from a new-orientation from material to non-material values, in
the long run these measures will fail, too. Then new forms of economic and
social management will be implemented which perhaps are similar to methods
used in pre-capitalistic times, or perhaps are totally unknown at present. But
because such methods must be developed slowly, current economic policy should
not accelerate these developments.

38. Our analysis has shown that certain negative correlations exist between
public expenditure and tax ratios on the one hand and the growth rate of real
GNP on the other. But these correlations are not necessarily a symptom that
state activities in total have growth-retarding effects especially if the existence
of an informal sector is taken into consideration. However, it is likely that state
activities have induced shifts of resources from the formal into the informal
economy, whereas the effects on the growth of total welfare are difficult to
evaluate.
39. If the informal economy is increasing and the formal economy shrinking,
this development is not necessarily dangerous for our societies. In view of the
positive aspects involved in this development apocalyptic visions about the danger
of the current state activity for a free society (see, for instance, Brunner (1978))
at least seem to be a bit exaggerated. Opportunities as well as risks are included;
the informal economy works like a valve: if government is going beyond certain
limits, naturally difficult if not impossible to determine, citizens will react. They
have the possibility to vote with their feet, i.e. to escape into the informal sector,
thus limiting government sector in a certain way.
40. But apart from this "automatic stabilisation effect" of the informal
economy, in our current economic and social policy we should consider the
existing informal economy because otherwise a threatening acceleration of movement into the informal sector might be possible, thus leading to serious crises
in the public budget and the social security system. To prevent such developments,
we need additional information about the current state and the probable future
development of the informal economy because our existing statistics are not
useful for this purpose.
41. Particularly we need enlarged national accounts statistics comparable
to Eisner's total income system of accounts (TISA). And this system has additionally to be harmonized with our existing tax statistics. Beyond this we need
useful statistics of income distribution, also taking account of the existence of
an informal sector; it is often supposed that informal sector income is distributed
in favour of the lower income groups, thus indicating that perhaps total welfare
is distributed more equally than formal sector income (see Feige, (1982)). For
this purpose we need regularly collected survey data and user analyses. Besides
these micro data, some additional information for macroeconomic approaches
to determine the trend of development as, e.g., in Feige's framework is necessary.
42. This is more than the usual plea for more data; it is a plea for a useful
public statistics. In Germany we are counting even the last animal in agricultural
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statistics and even the egg-shells which are wasted in bakeries in our handicrafts
statistics, but data which are wanted badly for important economic analyses are
not available. Here a shift of resources is more than necessary.
43. Apart from the current state some conclusions for economic policy can
be drawn. Politicians and the bureaucracy should be fully aware that we are
approaching the limit at which the burden imposed on the employed generation
will create serious disincentive effects. Up to now government rather welcomed
the additional (overwhelmingly inflationary) tax revenue and used it for further
increases in public expenditures, with the consequence that at least for some
periods inflation accelerated. The inflationary process did not only lead to a
declining money illusion, but to an increasing "tax awareness' (or declining "tax
illusion"), too.
44. Therefore it seems to be senseless to substitute indirect for direct taxes
to lower possible growth-retarding pressures, because with an increasing share
of indirect taxes their imperceptibility disappears. Just as the money illusion
decreases with an increasing rate of inflation, so the "indirect tax illusion"
decreases with an increasing share of indirect taxes. Beyond this indirect taxes
(as well as the expenditure tax) promote the movement "back to barter" and
"back to nature," because do-it-yourself and barter transactions would become
more l~crative,~'so that eventual positive effects on the growth of formal
economy could be compensated for.
45. Particularly a reduction of marginal tax rates for lower and middle
income brackets accompanied by an inflationary adjustment scheme seems to
be necessary and could be financed by abolishing the numerous loopholes within
the German income tax
Also harmonizing the tax and transfer system
through an integration of social concepts into the income tax system can lead
to a widening of the tax base, avoid cumulative side effects of different kinds of
transfer payments as well as combined marginal tax-transfer rates which are
often higher than 100 percent, and so contribute to a stronger realization of the
principle of "vertical equity." A comprehensive tax base would give the financial
scope for reducing tax progressivity and especially for reducing the disincentive
effects in the lower and middle income brackets, thus canalizing the movement
into the informal economy in calm paths.
46. However, we do not want to repeat the favourite song of some neoclassically oriented economists which runs "to give market a chance," whereas some
of them often intend exclusively a real "social cutback." Perhaps society is
moving in the opposite direction. Even Schumpeter (1918), currently often
quoted by Neoclassical economists, was not totally sure about future developments, but he wrote in Crisis of the Tax State: "The first premise for the
socialized society is that capitalism has done its work and that with the help of
entrepreneurs a strongly rationalized economy exists, so that one can look
forward in peace to the inevitable slowdown in economic development, because
socialism means the liberation of life from the economy, turning off the
economy." And later on he continued: "By and by private enterprise will lose
22
23

Especially in the case of personal progressive expenditure taxes; see Petersen (1981b).
Here one has only to mention the numerous articles written on a comprehensive tax base.

its social purpose because of the development of the economy and the increasing
social sympathy. Society is outgrowing the private enterprise and tax state: That
is sure!" We are not as sure as Schumpeter 60 years ago, but we think that we
have to keep this possibility in mind.
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TABLE 4
INCOME REPORTED TO THE FISCAL ADMINISTRATIONAND
NATIONALINCOME (DM BILL.)
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(1) Income of employees reported to the fisc
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(1) as a percentage of (2)
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(3) as a percentage of (4)
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79.1'
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74.9'
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78.6'
95.2'

Source: See Table 1; Statistisches Bundesamt: Fachserie 14, various issues; Bundesministerium
der Finanzen: Subventionsberichte, various issues.
statistics.
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