The Underground Economy

Internal Revenue Service Commissioner Charles
Rossotti recently estimated that the federal government
is losing $195 billion per year in revenue due to the
failure of people to report income and pay taxes on it.
This is a substantial increase over the IRS’s last pub-
lished figure for taxes due on unreported income, a 1992
estimate of between $93.2 billion and $95.3 billion.
Although Commissioner Rossotti did not explain why
the amount has more
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In 1995 itis estimated that Americans failed to report
$630 billion in AGI on their tax returns. That year they
paid 14 percent of their AGI in federal income taxes.

B Assuming they would have paid the same rate on their
unreported income, this suggests that the federal gov-
ernment lost at least $88 billion in individual income
taxes alone in 1995.

B If that income were taxed at 22 percent (the average
marginal tax rate for all taxpayers), the revenue loss
rises to $139 billion.

Looking at the

than doubled since
1992, his estimate is
consistent with other
data showing substan-
tial growth of the so-
called underground
economy. This term ! 129,
refers to economic ac-
tivity that is unre-
corded in the grossdo- | 9%
mestic product figures. |
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By its nature, the | ¢
size of the underground
economy is difficult to
measure. However, |
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amount of unreported
income as a share of
the Commerce De-
partment’s estimate of
actual AGI givesus an
g . idea of whether tax
evasion has changed
overtime. As Figurel
indicates, unreported
income has indeed
been on the rise, from
10.1 percent of AGlin
1988 to 13.1 percent
in1995. This may well
be a response to the
higher tax rates that
were enacted in 1990
and 1993. Astax rates
' rise, hiding income
| becomes more profit-
i able. Conversely,

there are some indirect

ways to get a fairly accurate indication of its size. One
way is to compare income reported to the IRS with other
measures of income. Another is to compare the public’s
use of large-denomination currency.

Failure to Report Income. The IRS collects data on
adjusted gross income (AGI) from tax returns — what
people say they make. The Commerce Department
calculates a measure of AGI from sources such as total
wages paid by corporations and total interest paid by
banks. Comparing IRS and Commerce Department data
gives a good idea of how much income people are failing
to report and pay taxes on.

lower tax rates such as
those enacted in 1986 reduce evasion because the cost of
reporting one’s true income is lower.

Currency in Circulation. Another way to measure
the underground economy is to look at the growth of
currency in circulation, especially large bills such as
$100 bills. Since the underground economy operates
almost exclusively in cash, unusual increases of cash in
circulation are considered a valid indicator of its growth.

Figure Il shows the growth of $100 bills as a percent-
age of the value of all outstanding U.S. currency. Asone
can see, there has been a steady rise for many years.
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B According to the Treasury Department, $100 bills
have risen from less than 20 percent of the value of
currency outstanding in 1967 to more than 63 percent
in 1997.

E In 1997 total currency increased by $31 billion — and
$30.2 billion of it was in $100 bills.

Economists can calculate the size of the underground
economy from currency data by looking at the real
increase in currency per capita above some base period.
The assumption is that law-abiding citizens will not
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attractive to drug dealers and the like because the volume
of cash necessary for large transactions will be reduced
by 80 percentover the U.S. $100 bill. The eurois the new
European currency that will soon become the single
currency of Europe, replacing the French franc, German
mark and Italian lira, among others. Professor Kenneth
Rogoff of Princeton believes that the European decision
to print 500 euro notes is an explicit effort to compete for
the business of the underground economy. (The U.S.
Government has not printed notes larger than $100 since
1946 and withdraws from

ordinarily increase their day-
to-day need for cash (in in-
flation-adjusted terms).
Hence, any significant in-
crease in cash per capita | 70% .
must be used in the under-
ground economy. On this
basis, Professor Edgar Feige
of the University of Wis-
consin recently put the size | 40% 1
of the U.S. underground
economy at between $500
billion and $1 trillion in
1993.

Of course, not all of this
currency fuels growth of the
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FIGURE II
$100 Bills as a Share of U.S. Currency

circulation those that come
into its possession.)

Conclusion. There is
strong evidence that the un-
derground economy is
growing, distorting eco-
nomic statistics and reduc-
ing federal revenues. Itisa
problem policymakers
should pay more attention
to.
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