Growing in the Shadows:
The State of
the Hidden Economy
in SEE in 2016
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Why and where the hidden economy
and related corruption emerges
The hidden economy emerges when there is a tension
between the formal intentions of laws and regulations
and the daily choices of individuals and businesses.
A persistent and sizable hidden economy also signals institutional inefficiency.
Corruption appears at the juncture where the formal and informal economies meet,
where businesses and individuals pay an informal rent or capture institutions
to stay hidden, incompliant or to facilitate cheaper
and smoother legalisation of their products or services.
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The vicious circle between
corruption and hidden economy
harms economic growth.
It fuels unfair competition,
provides a pool of cheap talent
for hire for black and grey businesses,
ultimately remaining unaccounted for
financial and other resources.
The scope of business practices hidden
from government view in SEE correlates
with an impact on other illicit activities.
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HIDDEN ECONOMY

The various forms of the hidden economy
The “Hidden Economy” has a set of analytical adjectives - from the “non-observed”
to the “informal” and even “black” economy. Consequently, the involvement
of corruption also varies along the continuum of hidden practices.
The architecture of the hidden economy
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Business Environment
In SEE, business overregulation constantly
generates various barriers to market entrants.
Entrepreneurs in the informal sector
are thus compelled to resort to bribery,
creating the mechanisms for political and
business networks to capture markets.

The state capture, and its link with
overregulation, hidden economy and corruption
In Southeast Europe, business overregulation – mostly concerning registration,
licensing and permit regimes implementation – constantly generates
various barriers to market entrants and higher costs of doing business.
This drives entrepreneurs in the informal sector and/or compels them
to resort to bribery. It also creates the mechanisms
through which political and business networks capture
markets and state institutions to enjoy preferential treatment and
monopolistic rents even though formally markets might look competitive.
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The correlation between corruption and the hidden economy
cannot be properly understood without reference to the broader
framework for doing business, including laws and regulations.
State capture is defined as a complex web
of political and business networks which
control access to government law and policy making.

State Capture – country specifics
In Albania, state capture is a serious issue concerning
the procurement system, privatization,
and economic monopolies in strategic sectors.
In Serbia, an overnight agreement on constitutional
proposals with no proper public debate was noted
as suspicious and a form of state capture.
In Montenegro, state capture is to be found particularly
in the privatization of state-owned enterprises.
In the former Yugoslav Republic of Macedonia,
state capture is manifested by providing authorities with
powers to pressure political opponents and take control
over companies or entire economic sectors.
In BiH, policy and regulatory aspects of state capture are
the biggest problem for businesses.
Kosovo* has the highest risk of state capture in SEE,
combining a weaker judiciary and checks and balances
institutions along with a higher reliance on
government regulations and fiscal support.

Policy Recommendations
Governments in the region must design comprehensive strategies
for tackling the hidden economy, including through:
Tracking regulatory and compliance bodies’ performance on the business environment.
Implementing the Eurostat methodology for non-observed economy adjustments to GDP.
Conducting regular tax gap assessments and sequencing of reforms on tax gap areas.
Introducing policies facilitating the formalisation of whole economic value chains.
Policies should seek to reduce the cost of transfer of remittances
in countries (former Yugoslav Republic of Maceodnia, Kosovo* and BiH)
where remittances largely contribute to the hidden economy.

*The designation "Kosovo" is without prejudice to positions on status, and is in line with
UNSCR 1244/1999 and the ICJ Opinion on the Kosovo declaration of independence.
**According to the RCC Statute, the full name of MK is: The Former Yugoslav Republic of Macedonia.
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