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b
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Critics have argued that BLS

employment, price, and productivity indexes
are significantly affected by

unreported economic activity:

Have they made their case?

RICHARD J. McDONALD

Over the past several years, a large number of books and
articles on an ‘‘underground economy,”’ have appeared.’
There is no generally agreed-upon definition of the activities
that constitute this *‘irregular economy,”” but a common
element is the absence of normal business recordkeeping,
or—if records are kept—their unaccessibility, concealment,
or falsification for tax avoidance or other reasons. Because
the existence of an underground economy usually implies
the existence of unrecorded economic activity, the idea has
evolved that government statistics may be missing a sig-
nificant portion of economic activity.

If data are deficient because of the existence and growth
of an underground economy, then we may have erroneous
ideas about economic trends in employment, output, pro-
ductivity, and inflation. Establishing the existence of a sub-
terranean economy, however, does not necessarily prove
that government statistics are invalid. To determine whether
a particular government statistic is affected also requires
careful consideration of the way the data are gathered—the
nature of the survey, what is known about responses to the
survey, and the relation between economic activities that
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may be covered by the survey and those that are not. Our
review of the literature on the underground economy has
convinced us that many of the critics of government statistics
have simply not taken this necessary step. In many cases,
they have done little more than form some estimate of the
size of the underground economy and then jumped to the
conclusion that various pieces of government statistical in-
formation must be in error.

Careful consideration of some government surveys that
have been attacked in this literature suggests that most of
the claims of error reveal misunderstandings of vital aspects
of the surveys. In short, the ‘‘case’’ for error in government
statistics is not nearly so strong as some critics make it out
to be.

This article evaluates statements made about the effect of
the underground economy on Bureau of Labor Statistics
(BLS) data. It reviews the pertinent literature on the under-
ground economy, and examines critically charges that var-
ious BLS data series may be flawed. No new empirical work
has been undertaken, and no new data collection has oc-
curred. Further, no attempt has been made to assess the
methods by which various writers have estimated the size
of underground Gross National Product because this ground
has been well covered by others.? Finally, the large literature
on tax avoidance and the potential loss of government rev-
enues, a major thrust of much of the underground economy
literature, is covered only to the extent that it is directly
relevant to BLS data measurement.



Defining the underground economy

As indicated, there is no general agreement as to which
activities constitute the underground economy.® The nar-
rowest view considers only government revenues lost when
individuals or firms engaged in legal pursuits fail to comply
with tax laws. A wider perspective includes economic ac-
tivity ordinarily included in official government statistics
but which is excluded because those involved have reasons
for false reporting. A still wider perspective includes illegal
activities (proscribed drug sales, prostitution, and so on),
treating them analogously to legal employments and out-
puts. The broadest perspective brings traditionally nonmar-
ket activities (such as housework) into the official statistical
framework.

The approach taken in this article is pragmatic. Each BLS
data series has a concept being measured. We concentrate
on examining the extent to which evidence on the under-
ground economy—by any definition—implies that these
concepts may be mismeasured. We also look at whether the
statistical concepts themselves give a distorted view of the
“‘true’’ economic situation.

The principal BLs statistical series singled out by critics
are the Consumer Price Index, series computed from the
Current Population Survey (such as the unemployment rate,
labor force participation rates, and employment levels), and
the productivity measures. Series derived from the estab-
lishment-based survey of employment, hours and earnings,
and so on, are mentioned only occasionally by critics, and
then most often with respect to their use in compiling the
productivity data. The Producer Price Index, wage measures
such as the Employment Cost Index, and other data series
are not specifically mentioned.

Analysis of how any series might be affected by the ex-
istence of a large or growing underground economy is im-
possible without an understanding of how that series is
constructed and what it is intended to measure. Thus the
following discussion begins with a definition and brief de-
scription of each series, and then turns to an evaluation of
critics’ positions.

Consumer Price Index

The Consumer Price Index (cpi) is a fixed-weight index
of the prices of goods and services purchased by a particular
population. One index refers to *‘all urban consumers’’ and
the other is a subset consisting of ‘‘urban wage earners and
clerical workers.”’ For both indexes, the expenditure weights
currently in use were taken from the 1972-73 Consumer
Expenditure Survey (CES). (Weights have been updated at
approximately 12-14 year intervals in the past.*) This sur-
vey was the first to include a diary component along with
the traditional quarterly interviews of consumers, in order
to capture more accurately small, frequently purchased com-
modities and services.

Total consumer expenditures are grouped into strata of
similar items; from these strata, probability samples of items

to be priced for the index are drawn. Prices are collected
in retail outlets drawn from another continuing survey of
consumers, the Point of Purchase Survey (pops).’ The se-
lection of items for which prices are collected is done by
probability sampling within the outlets and the entire process
is controlled in such a manner as to minimize biases from
quality changes.

There are three places in this process where the presence
of an underground economy might influence the index:

1. The expenditure weights might be wrong, either be-
cause respondents to the CES deliberately or through for-
getfulness misreported certain categories of expenditure
(possibly including purchases from the underground econ-
omy), or because the composition of consumer expenditures
has shifted toward underground purchases and is no longer
accurately reflected by the weights.® The bias this could
create in the index depends on the extent to which expen-
ditures are misreported and on the sensitivity of the index
to ‘‘weighting effects.”’

2. The selection of outlets from the POPS may be dis-
torted. A majority of those few retailers excluded from the
selection process used for choosing CpI outlets are dropped
because their addresses turn out to be erroneous. Addition-
ally, it is sometimes apparent that a retail outlet picked up
in the Pops is unlikely to be locatable for repeated pricing
(for example, college students painting houses or the person
who sells watches on the street). It is then excluded from
the outlet sample. These excluded cases may very likely be
associated with ‘‘underground’’ transactions.

3. The goods and services that BLS prices in retail outlets
may not necessarily be representative of all goods and ser-
vices which are sold in those outlets (for example, plumbers
who work during the day at one price and moonlight at
another). Note, however, that BLS does not use the price
levels in particular retail outlets, but only the price changes
for comparable items from one month to the next. Only if
prices in the underground sector are falling (or rising) rel-
ative to normal prices for the same goods and services will
this factor make a difference. Thus, for the accuracy of price
indexes for individual items generally, it is not the existence
of an underground sector that matters, but whether the prices
in that sector are moving differently from those in the mea-
sured sector. (There is a qualification to this to be discussed
later.)

The accuracy of CES weights has been considered in sev-
eral studies. Independent estimates of consumer expendi-
tures are available from the Personal Consumption Expenditure
(PCE) data in the Gross National Product Accounts compiled
by the U.S. Department of Commerce. The PCE data are
intended to represent the market value of goods and services
purchased by private individuals and nonprofit institutions
in the United States. The estimation procedure for the na-
tional accounts is considerably more roundabout than that
used in the CES. Roughly, production and sales values from
economic censuses and other sources, and various estimates
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of values of services are traced through the economy using
input-output analysis, with cost and profit margins added at
each stage.”

In principle, the expenditures measured by the Cgs should
be exhaustive, containing everything measured in the PCE
plus that part of the underground economy missed by the
Bureau of Economic Analysis. However, for those com-
ponents of expenditure gathered in the interview component
of the expenditure survey, recall is a problem, and those
expenditures made in small amounts (for example, food and
drink, personal care) tend to be underreported, even in the
survey’s diary component.

Robert Pearl compared the 1972—-73 CEs results with re-
vised detailed PCE estimates for 1972.% He stresses that a
number of incomparabilities and conceptual disparities exist
between the two bodies of data, and that the PCE estimates
are ‘‘subject to various errors and biases and considerable
caution must be exercised in interpreting the results.”’ Pearl
found that, on average, expenditures estimated by the CEs
were 85-90 percent of the same categories of expenditures
estimated by the PCE, with some categories far below that.
(See table 1.) Two categories where the effects of the un-
derground economy might most likely turn up—household

services and home repairs and alterations—were both 4
percent greater in the CES than in the PCE estimates.

In view of the potential errors in both sets of estimates,
it is not clear that the PCE is a reliable standard by which
to measure the CES. It is even more unclear whether the
differences reflect underground activity. Judging statistical
significance of differences between the CEs and PCE data is
handicapped by PCE variance estimates not being available.
However, 21 of 47 of the ratios in Table | indicate CEs-
PCE differences of 10 percent or less. There also remain
small unreconciliable discrepancies between the definitions
of categories in the two surveys.

Data from the diary component of the continuing CES has
just been released by BLS. Comparisons with the 1972-73
CEs data and with current pCE data may shed additional light
on this issue. Many of the more interesting categories of
expenditure for this inquiry, however, are only included in
the interview component of the continuing CEs, which will
not be available until late this year.

Even if there are errors of moderate size in the expenditure
estimates, past research on ‘‘weighting effects’” indicates
that it takes very large, disproportionate misreporting by
categories to have an appreciable effect on the measurement

Consumption Expenditures estimates

Table 1. Ratio of consumer expenditures in the 1972-73 Consumer Expenditure Survey to those in the 1972 Personal

Category Ratio |{ Category Ratio
Food purchases forhome use . . ........ ... ... ... ... . ........ .85 Other larger items (floor coverings, drapes, slipcovers, etc.) ............ 81
Meatorpoultry ..... ... ... .. .. . .. . ... ... 1.02 Household linens (sheets, tablecloths, towels, etc.) .. ... ... ... ... ... a7
BOOS .. .. .95 Smaller items (dinnerware, cookware, luggage, decorative items,
Fresh milk .. ... . ... . . .92 hand tools, etc.) . ....... ... . ... .59
Bread and other fresh baked items . ... ....... ... .. ... ....... .. .88
Food staples (flour, sugar, shortening, canned milk, etc.) ............ .. .59 1| . Automobile and other vehicle expenses
Fruits—fresh or processed . ...... .86 Vehicle purchase .. ............... ... ... 1.01
Vegetables—fresh or processed 74 Gasolineand oil . .......... ... .. . .. .. . ... ... .. .98
Tires and acCeSSOMeS . . . ... ......vt i 75
Purchased meals or snacks . .................. .. ... .. . ... . ..., 1.07 Vehicle repairs and maintenance . .................. ... .. ....... 91
Vehicle insurance .. .......... ... 93
Alcoholic beverages . ............... .. ... .36
Housing expenses
Small nonfood expenditures Rent . o 1.06
Products Mortgage payments and taxes . .................. .. ... .. ... .. 1.02
Items purchased mainly by homemaker (laundry and cleaning products, Home repairs and alterations . ... .............. ... ... ........ 1.04
paper goods, etc.) . ................ .. ... ... ... .. .82 Utility costs (electricity, gas, water, telephone, etc.) ... ............... 1.01
items likely to be purchased by various members (toiletries, film, Fuel costs (fuel oil, bottled gas, coal, etc.) .. ...................... .76
reading material, etc.) .. ........... ... . ... .. ... ... .55
Services Heaith expenditures
Mainly responsibility of homemaker (laundry services, Hospital services ... ....... ... .. ... ... ... .76
household help, etc.) ............ ... .. ... ... ... .. ...... 1.04 Physician, dental, and other professional services ................... .98
Dispersed responsibility (hair care, shoe and watch repairs, Drugs and medicines . ......... ... ... .. ... ... .. .96 .
sporting events, etc.) ............... .. ... ... ... .. ... ... .54 Medical supplies and appliances 72
Health insurance premiums .. .......... ... . ... ... .. ... ....... 1.10
Clothing expenditures .. ........... ... .. ... .. ... ... 73
Larger items (coats, suits, etc.) . ................... ... ........ 1.01 Other expenditures
Medium and smaller articles (dresses, shirts, underwear, hosiery, etc.) . . . . . .66 Education tuition and fees ... ........... ... ... ... ... .. ... ... .82
Accessories (ties, handbags, gloves, etc.) . .............0.......... 12 Tripsand vacations . .................... ... . ... 1.02
Footwear . . ...... ... .. ... .. . ... 77 Public transportation .. ......... ... .. ... ... . .53
Household appliances Miscellaneous
Major appliances (refrigerators, washers, television, etc.) .............. .96 Large items (pianos, organs, funeral costs) ....................... .96
Minor appliances (toasters, hair dryers, radios, etc.) . ................ 75 Moderate items (musical instruments, sporting equipment,
appliance repairs) . . .. ... ... 81
Household furnishings Watches and jewelry .. ........... .. ... .. ... ... .. ... .. .... .48
Fumiture . ... ... .91 Moving and storage costs . ................... .. ... ... ... .. .. 51

SOURCE:  Reevaluation of the 1972-73 Consumer Expenditure Survey: A Further
Examination Based on Revised Estimates of Personal Consumer Expenditures,

Technical Paper No. 46 (U.S. Department of Commerce, Bureau of the Census, 1979),
pp. 7-8.




of the rate of inflation. Several researchers, among whom
are Robert Michael and Robert Hagemann, have calculated
cpI-type indexes for a wide variety of different expenditure
weights. While some differences in levels show up over a
period of time, they are small relative to the overall rate of
inflation. In reconciling differences between the cp1 and the
pcE Deflator (the index used by BEA to deflate the PCE),
Jack E. Triplett compares current- and base-weighted in-
dexes and also finds that alternative weighting patterns cause
very small differences in measured rates of inflation (less
than two-tenths of a percentage point). Steven Braithwait
compared a fixed-weight index with an estimated cost-of-
living index in which weights implicitly shift with changing
expenditure patterns and found very small deviations from
this source for the aggregate index.

These studies do not mean that weighting never matters
in a price index measurement. It does. The studies indicate
that measured price movements are relatively insensitive to
actual patterns of weights that are drawn from a variety of
expenditure data sources, and that reflect weight differences
that actually occur between groups of consumers and in
different periods. Accordingly, the probability that weight-
ing errors from under-reporting will appreciably affect price
indexes is very low.

The potential for systematic bias in the Point-of-Purchase
Survey is difficult to assess. As mentioned earlier, some of
the retail outlets provided by respondents in the POPS can
not be traced when an attempt is made to locate them for
price collection. It is impossible to determine, however,
whether this is because they are part of the underground
economy, the normal fluidity of the regular economy, or
simply, erroneous reporting of addresses by respondents.

We are aware of little direct evidence on the price levels
in the underground economy, much less on the rate of change
relative to regular economy prices. Edgar Feige and Jeffrey
Nichols infer that prices are 20-40 percent lower under-
ground.’ Feige reasons that most underground transactions
go untaxed, and current marginal tax rates are roughly in
the 20—40 percent range for relevant underground suppliers.
Consequently, he feels that sellers would be willing to pass
along about that much advantage to buyers. To reach this
conclusion, Nichols relies on his own informal survey of
purchases of commodities such as fruits and vegetables,
denim jeans, small appliances, plumber’s and electrician’s
services, and so on, in New York City.

Carl Simon and Ann Witte claim that lower prices in the
underground economy have caused us to overstate infla-
tion. '® Their only analysis of price measurement, however,
is with respect to the fencing of stolen goods.'" They claim
that “‘price discounts are substantial with retail and whole-
sale buyers receiving discounts as high as 80 percent of the
legitimate price.”” However, they present no evidence on
differences in rates of change in prices in the underground
and regular economies.

Peter Gutmann, on the other hand, agrees that price levels

might be lower in the underground economy, but disagrees
on the net effect of that economy on the cpl. He thinks that
prices are rising faster underground than in the regular econ-
omy'? because the underground economy is concentrated in
those sectors of the economy—retailing services and con-
struction—where productivity growth has been least. He
also claims that if all underground transactions were sud-
denly included in the cpi—he is implicitly assuming that
they are all excluded now—there would be a once and for
all drop in the index, and then the index would rise at a
faster rate than otherwise, because of the difference in rates
of change. Like the others, Gutmann offers no firm evidence
on the difference in price levels. Feige disagrees with Gut-
mann’s reasoning;'? he points out that it is based on mea-
sured productivity growth, which he thinks is biased by the
growth in the underground economy.

Although they disagree on the direction of the effect on
measured inflation, both Feige and Gutmann conclude that
its quantitative impact is small.'*

The other possibility—that price levels are lower in the
underground, and that a growing share of consumer expen-
ditures are taking place there—has been advanced by Feige,
Gutmann, Nichols, and Simon and Witte. The first point is
if the weights are wrong but stay the same year to year, the
error in the price index will be small. Only if the share of
expenditure in the underground economy grows steadily
larger will it have a continuing effect on the cp1.'* Even if
this is the case, it makes a great deal of difference how it
is happening. If consumers are shifting between the fixed-
weight expenditure categories (there are 265 of them) then
there is a possible weighting effect, since these weights are
held constant. In this case, the preceding discussion of
weighting effects in price indexes applies. And studies have
invariably shown small effects. But if the shift is taking
place within expenditure categories (that is, from ‘‘above-
ground’’ to ‘‘underground’’ plumbing repair), then the effect
is much less clear. The continuing pops allows us to gather
prices from the retail outlets from which consumers are
currently purchasing, and the retail outlets actually priced
for the index continually change to reflect shifting consumer
patronage of retail establishments. The most transient of
these outlets are likely to be excluded from the price col-
lection process.

We conclude that the way the cpI is designed means that
much of the evidence on prices in the underground economy
has no clear implications for the measured rate of inflation.

Unemployment rate and other cps data

Feige, Gutmann, and Simon and Witte have all argued
that the unemployment rate, as measured, is too high—
Gutmann suggests by 1Y to 2 percentage points—and em-
ployment measures too low because of the existence of a
large underground economy. Others, notably Louise Berndt,
Barry Molefsky, and Peter Reuter, have expressed skepti-
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cism about these claims. Before examining the arguments
presented by the various writers, we will sketch the process
by which the unemployment rate and other labor estimates
are constructed.

Survey description. The monthly Current Population Sur-
vey (cps) of the U.S. Bureau of the Census uses a stratified
probability sample of living quarters representative of the
civilian noninstitutional population of the United States.
About 60,000 households are interviewed each month. Each
housing unit remains in the sample for 16 calendar months,
but is sampled for eight (in a four months in, eight out, four
in rotation). The regeneration of the sampling frame is stag-
gered so that an eighth of the sample, called a rotation group,
is replaced every month. The first interview for each house-
hold is carried out in person when possible, while a greater
proportion of later interviews are by telephone. The re-
spondent in the household is asked questions about all mem-
bers of the household.

Among other questions (concerning age, education, mar-
ital and veterans status, and so forth), the respondent is
asked a series of questions concerning the major activities
of each person in the household who was 16 years of age
or older during the previous week. (See exhibit 1, a facsimile
of this portion of the CPs questionnaire.) The respondent’s
answers are used to place the individuals in one of three
mutually exclusive and exhaustive categories: employed,
unemployed, or out of the labor force. The respondents are
not asked directly to place the respective household mem-
bers in these categories, however. Rather, specific questions
are asked about labor force activities during recent weeks
and the reasons for them.

The first relevant question for labor force status (number
19) asks what the housechold member was doing most of
last week. The many parts of the next question uncover,
among other things, if the household member worked at all
last week (excluding housework). Question 21 inquires about
temporary absences from work and the reasons for them
(layoft, illness, vacation, and so forth). Question 22 con-
cerns job search. First it is determined whether household
members who had not worked at all the previous week and
were not temporarily absent from work (including layoff)
had looked for work in the past 4 weeks. The type of search
activity engaged in (if any) is then determined, and then the
line of questioning goes into other related matters, including
(for those in the outgoing rotation group) earnings.

The answers to these questions determine each eligible
household member’s labor force status: people are counted
as employed if during the past week they worked at least 1
hour as paid employees or in their own business, profession
or farm, or for at least 15 hours as unpaid workers in a
family-operated enterprise, or if they had jobs or businesses
from which they were temporarily absent because of illness,
bad weather, vacation, labor-management dispute, or var-
ious personal reasons. Each employed person is counted
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only once, no matter how many jobs they might have worked
at during the week. Individuals are classified as unemployed
only if they meet all the following conditions: they did not
work at all during the survey week, and were looking for
work (had made specific efforts to find work within the
preceding 4-week period) or were on layoff, and were avail-
able for work during the reference period (except for tem-
porary illness). All civilians 16 years of age and older who
are not classified as employed or unemployed are defined
as being not in the labor force.

This concept of employment is all-embracing, and, at
least in theory, would arguably cover most of the activities
that are generally associated with the underground economy.
There are no questions in the cps about the legality or
propriety of one’s work, and it is not known to what extent
illegal or quasi-illegal activities are reported. Interviewers
report that some activities generally considered illegal (pros-
titution, for example) are occasionally reported to them, but
there are obvious reasons to suspect that such activities are
not well reported. Some persons engaged in illegal activities
may report themselves as engaged in an entirely different
and legal type of work.

It is, of course, also possible that some legal activities
may go unreported because of apprehension that disclosure
may lead to a loss of some benefits—such as unemployment
insurance, food stamps, welfare payments, social security
benefits—or to an increase in tax liabilities. Kenneth W.
Clarkson and Roger E. Meiners speculated that unemploy-
ment was overstated in the CPS because respondents who
should have been classified ‘‘out of the labor force’’ were
fearful that they would lose benefits unless they indicated
they were looking for work.'¢ This possibility was not sup-
ported by cps evidence.!” While all respondents in the cps
are assured that the information they provide will be used
only for statistical purposes, we know from having observed
the interviewing process that some respondents are still not
convinced.

Recent trends.  While there is still relatively little respon-
dent resistance to CPs questions on employment activities,
the refusal rate—the proportion of households which refuse
to participate in the survey—has edged upward from 0.8
percent in 1960, to 1.6 percent in 1970, and to 2.5 percent
in 1982. '8 This might be symptomatic of growing reluctance
by part of the population to report their labor force activity.
In fact, some writers on the underground economy have
speculated that the well-documented decline in labor force
participation among adult men might reflect concealment of
some employment activities.'* Over the past two decades,
the rates for men 25 to 54 have behaved as follows:

Change
1960 1970 1980 (1960-80)
Men 25-34 ........ 97.5 96.4 95.3 ~2.2
Men35-44 ........ 97.7 96.9 95.5 -2.2
Men45-54 ........ 95.7 94.2 91.2 —-4.5




Exhibit 1. Extract from Current Population Survey Interviewer Schedule
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Labor force participation for black men 20 years of age
and over has dropped from about 85 percent in 1960 to
about 75 percent in 1980. On the other hand, it should be
noted that there has not been an intensification of many of
these trends in recent years. The refusal rate in the cps has
been at its current level since about 1976, and the partici-
pation rates for men 25 to 54, after falling for decades, have
also been relatively stable since the mid-1970’s.

John Cogan has examined the declining employment-to-
population ratio for black teenagers. He attributes much of
the decline from 1950 to 1970 to the drying up of oppor-
tunities for low-skilled agricultural labor, and not to the
increasing concentration of black teenagers in central cit-
ies. 20

The following tabulation, which Cogan developed from
Censuses of Population, compares the changes in the black
teenagers’ employment ratios from 1950 to 1970 for total
and agricultural employment, both for the United States and
for four regions.?!

Total Agricultural
United States .................... -19.6 -20.2
Northeast ..................... 2.6 -.8
Northcentral .................. -.3 -1.0
South ......................... -27.0 —-26.4
West ... 1.3 —-6.7

Cogan admits, however, that this explanation does not hold
for the 1970’s when black teenage employment-to-popu-
lation ratios continued to decline, while the corresponding
rates for white teenagers went up. He concludes that this
puzzle remains unresolved.

Various recent studies have explained participation rate
declines by pointing to the greater ease with which workers
can now qualify for disability benefits,? increased schooling
and training, and earlier retirement. The possibility, how-
ever, that part of these declines may be associated with the
nonreporting of underground economic activity cannot en-
tirely be discounted. Simon and Witte address this issue.
They assert: ‘‘Our research leads us to believe that minority
teenage unemployment is particularly overstated, since rel-
atively large numbers of young minority group members
find employment in the underground economy.”’?3 Nowhere
in their book, however, do they present evidence that these
teenagers show up as unemployed in the cps.

Only if underground economic activity is the primary job
would it possibly affect data in the household survey. That
is, if the alleged increase in underground economic activity
is in the form of secondary jobs, the fact that it may go
unreported would have no impact on the basic measurements
of employment—and of unemployment—so long as the first
or principal job is reported correctly. The only statistical
bias that would result would be an underestimation of hours
worked, or total labor input. But establishment-based data
are used to measure labor input for many purposes.

There is as yet relatively little respondent resistance to
CPS questions concerning employment. There is clearly,
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however, more reluctance to answering questions concern-
ing earnings, even when these relate only to one’s principal
job. For example, failures to respond to questions on usual
weekly earnings, now asked monthly of one-fourth of the
CPs sample, have been running in the 16-20 percent range.
In such cases, earnings are imputed by assuming that non-
respondents earn as much as persons of the same charac-
teristics who reported their earnings. (Experimentally, this
method has proven to work well in predicting the earnings
of workers whose earnings were known, but questions have
recently been raised as to whether the method performs as
well in predicting the earnings of nonrespondents.?*) For
the workers whose earnings are reported, a special test made
in 1977 indicated an average underreporting of 3 to 5 percent
relative to payroll records for the same workers.?® These
more sophisticated response problems in the cps have not,
so far as we can tell, motivated the underground economy
researchers, and provide little or no support for the particular
hypotheses they have advanced.

Benchmarking.  An analysis of the structure of responses
to the cPs can provide insight into labor force statistics
expressed in the form of rates, such as the unemployment
rate or labor force participation rates. But to examine the
levels of employment, unemployment, and so on, the prac-
tice of ‘‘benchmarking’® must be considered; that is, the
responses from the survey are not used to estimate labor
force levels. Instead they are adjusted to independent pop-
ulation estimates using Decennial Census of Population fig-
ures and inter-censal projections. If these ‘‘benchmarks’’
are in error, the level estimates will be correspondingly
affected.

During the 1970’s, the inter-censal projections did not
perform as well as in the past. By April 1980, the month
the decennial Census was conducted, these projections turned
out to be much lower than the actual population counts
obtained in the Census. In preliminary reports on the average
problem in the Census itself, the Bureau of the Census
concludes that reasonably reliable estimates of the under-
count can now be made only for the black population, and
for this group the estimates are in the 5-6 percent range. 26
For the rest of the population, the undercount question is
clouded by the difficulty of obtaining good data on the num-
ber of illegal immigrants. It is very difficult to relate Census
coverage and illegal immigration issues to the question of
the underground economy.

Critics. Many writers have claimed that the existence of
the underground economy causes the measured unemploy-
ment rate to be too high. Few, however, seem to have
considered how the unemployment rate is measured and
fewer still, how respondents answer particular questions.
We have seen, for example, that respondents are never asked
to directly categorize household members as unemployed.
In addition, some writers appear unaware of the distinction




between the official unemployment rate calculated from the
Current Population Survey, and the unemployment rate that
can be computed using the Unemployment Insurance system
data. cps definitions of the unemployed are different from
insured definitions (benefit claimants).

Feige has stated, ** . . . unemployment statistics are al-
most certain to overestimate the true situation,”’ but gives
no reason for this statement except to include it in a list of
“‘unavoidable implications’’ of his estimates of the size of
the underground economy.?’ As we have noted, the impli-
cations of any presumed level or type of underground ac-
tivity must be considered within the context of the way the
cps measures unemployment. In this early paper, Feige
mentions the CPs only in reference to the high nonresponse
rate on earnings questions. But as we have stated, earnings
questions are only asked after the questions about labor force
status, which have unremarkable nonresponse rates.

In a later paper®, Feige elaborates on his earlier claim.
His reasoning concerns the illegal acquisition of unemploy-
ment benefits:

Measured unemployment rates are also expected to be tempo-

rarily increased by shifts of resources into the unobserved sector.

Workers finding employment opportunities in the unobserved

sector are likely to leave, lose, or not report their former jobs

and at least temporarily enjoy the benefits of unemployment
insurance.?

This quotation seems to link responses on the CPs to claims
for unemployment benefits. He gives no indication in either
paper of how particular non-response patterns might affect
the official unemployment rate measured by BLS.

Simon and Witte also conclude that unemployment is
mismeasured (along with other official economic statistics):
‘“Because the prices are often lower and employment is high
in the underground economy, we have overestimated official
inflation and unemployment.’’3® Their analysis is based on
detailed case studies of various sectors of the underground
economy, rather than on indirect inferences from financial
data, but they fail to document their claims about the un-
employment rate. On illegal gambling they say “*As men-
tioned earlier, illegal gambling organizations can benefit
society by providing employment for tens of thousands of
individuals who are officially listed as being unem-
ployed.”’3! They cite Lawrence Kaplan’s and J. Maher’s
estimate that 10,000—100,000 New York City residents are
employed in the ‘‘numbers’’ business.3? On loansharking
they say ‘“The loan shark industry also provides employment
opportunities for a large number of people—many of whom
may be listed as ‘unemployed’ on official employment rec-
ords.”’33 Leaving aside the questionable assumption (in each
instance) that those employed in illegitimate activities have
not been diverted from other productive pursuits, nowhere
do they present evidence that many of those so employed
are miscounted as unemployed by CPSs interviewers, nor do
they discuss CPs procedures in making their estimates. They
fail to distinguish between unemployment as measured by

the cps and the receipt of illegal Ul benefits. Their only
comments on the CPS accuracy occur in their concluding
chapter: **. .. given current laws, we will probably be
unsuccessful in encouraging the drug sellers, thieves, pimps,
prostitutes, fences, etc. of this sector to report their em-
ployment status accurately to the interviewers of the Current
Population Survey.’’* Again, nowhere in their book do
they discuss the incentives those illegally employed might
have to try and get themselves classified in the CPS as un-
employed, as opposed to concocting a cover story for the
benefit of probers into their private affairs (or simply re-
fusing to participate in the survey). (These comments also
apply to the remarks earlier on black teenage unemploy-
ment.)

Gutmann claimed that the actual unemployment rate for
April 1978 was not 5.8 percent as announced by BLS, but
4.3 percent or 1.5 percentage points lower.*> His calcula-

- tions reveal, however, that he attributed only one-third of

this difference to the underground economy. The other two-
thirds were arrived at by using a differential weighting for
part-time workers and by making further assumptions about
the amount of unemployment attributable to liberal welfare
policies.

In making the underground-economy adjustments, Gut-
mann adds 2. 16 million persons to the denominator (civilian
labor force) and subtracts 310,000 from the numerator (un-
employment level). His reasoning is that during 19611977,
there was a 2-percentage point decline in labor force par-
ticipation among prime-age males, most of whom, in his
opinion, simply *‘went off the books.”” To estimate the total
number of persons in this category. Gutmann states, ‘‘we
apply the two percent drop in labor force participation to
the total labor force of 98.87 million, obtaining 1.98 million
who work on a full or part-time basis exclusively in the
subterranean sector, while they are officially not in the labor
force.”’36

But Gutmann applies the 2-percent adjustment to the en-
tire labor force, including groups—such as young women—
whose labor force participation rates had actually risen dra-
matically over the period. Thus Gutmann implies that the
actual growth in women’s participation rates was even faster
than measured by BLS. How this can be rationalized, he
does not say.

In his next step, Gutmann subtracts from the unemploy-
ment level and adds to the labor force his estimate of the
number of persons receiving unemployment insurance while
“‘working off the books.”” Making his own adjustment to
some data from the Unemployment Insurance Service on
the number of claimants found to be working in 1977, he
pegs their number at 350,000, or approximately 13 percent
of the 1977 insured unemployment level. Then adjusting
for full-time/part-time status, he reduces their number to
310,000.

Gutmann makes a clear conceptual error when he sub-
tracts these persons from the unemployment level, and adds
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them to the labor force. Since the labor force is the sum of
the employed and the unemployed, these 310,000 were al-
ready a part of it and should not be added again. So the
Gutmann methodology clearly would be faulty even if all
of his assumptions were correct. He is also assuming that
all individuals collecting illegal ui benefits would be counted
as unemployed in the cps.

Gutmann has strong views about how individuals col-
lecting benefits would respond to the cPs:

The government naively takes for granted that the questions are
answered with the gospel truth. But there is a great deal of
incentive to do otherwise. Put bluntly, plenty of respondents
lie; they lie consistently, and they lie with good reason. Will
someone collecting unemployment insurance—but also working
““off the books,”” paid in cash in the subterranean economy—
tell the Census interviewer that he is, in fact employed? Of
course not. He knows that what he is doing is illegal. Will
someone collecting welfare benefits, who has been required to
register for employment as a condition for receiving such ben-
efits, tell the Census interviewer that he is, in fact, not looking
for work? Of course not! He knows that he is supposed to be
tossed out of the program if he fails to look for work.

But these groups would be only a small part of his under-
ground economy total. Even if those collecting benefits were
to respond this way, their benefits would run out eventually,
and the incentive to lie would disappear.

Louise Berndt, on the other hand, has argued that because
of the questions actually asked in the cps, the employment
numbers probably include individuals engaged in under-
ground work:

Theoretically the cps estimates of employment should classify
irregular workers as employed. No questions are asked regarding
unemployment insurance payment, AFDC, social security, dis-
ability or any income received other than through the job. Unless
we assume a substantially greater degree of caution with respect
to reporting irregular work than our own research leads us to
expect, we can assume that many, if not most, irregular workers
are counted as employed by the cps. 3

Barry Molefsky argues that ‘‘Berndt’s thesis may be sup-
ported by the sharp rise in the number of self-employed
workers.”’ His findings are based on cps employment data.
In discussing professional workers who fail to report earn-
ings for income tax purposes, Molefsky says:

These individuals are obviously part of the underground econ-
omy. But many of them are also established businessmen and
if asked about their employment status would probably indicate
that they were self-employed. Those who are collecting benefits
under various Government programs and who have underground
jobs might be reluctant to admit their employment. It should be
noted that less than half the officially counted unemployed col-
lect unemployment benefits, 40

Peter Reuter’s analysis of the cps interviewing process

is probably the most careful, and deserves to be quoted in
full:

I have been unable to find any literature specifically dealing
with this issue. A review of the survey instrument itself suggests
that the matter is a complex one. Respondents are not asked to
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label their employment as regular or reported. Indeed, the ques-
tions probe very little into the nature of the employment setting.
Nor are respondents ever asked whether they are unemployed;
they are only asked if they are looking for work.

The first issue for the irregular sector worker. when ap-
proached by the cps interviewer, is whether to become a re-
spondent. It seems reasonable to assume that he is more likely
to be a nonrespondent than he would be if he were not in the
irregular sector. But the nonresponse rate for the cps is sur-
prisingly low; about 4 percent overall, with refusals amounting
to 2.5 percent of the total. If irregular sector workers tend to
be nonrespondents, the consequence for measured unemploy-
ment is minor.

Alternatively, and it is clear that this is what Feige and Gut-
mann assume, irregular sector workers may classify themselves
as unemployed. Total labor force counts would be unaffected
but measured unemployment would be raised. This possibility
cannot be discounted but it is not obviously the dominant re-
sponse pattern, among the three alternatives.

First, the respondent may also be employed in the regular
sector. Given the conditions of social security, unemployment
insurance, and medical insurance programs, the optimal situa-
tion may in fact be part-time employment in both sectors. In
that situation the cps, insofar as it is used simply to estimate
the overall unemployment rate, will not be biased by irregular
sector employment.

Second, if the irregular sector worker has no regular sector
employment and is not looking for work, he may choose to
provide a pattern of responses which leads to him being classified
as “‘not in the labor force.’” This will lead to an underestimate
of the labor force but have only a second-order effect on mea-
sured unemployment.

The third situation is the one that Gutmann and Feige probably
refer to, an irregular sector worker who is receiving unemploy-
ment benefits. Presumably he responds to the questions solely
in his capacity as registered unemployed, thus raising measured
unemployment. However, in order to be eligible for unemploy-
ment benefits the worker must have held, within a relatively
recent period, a job in the regular sector. While one cannot
discount the possibility that a significant portion of the registered
unemployed is able to move at will between regular and irregular
employment, it does require implausibly high access to regular
sector jobs.*!

A few comments on the way individuals engaged in un-
derground activities might respond to the cPs are in order.
One group of underground workers includes those people
with regular employment, but who also enter the under-
ground sector through moonlighting or whatever. These
workers have a clear incentive to report their regular sector
activities to the CPs interviewer, as this is the course that
(in the respondent’s eyes) would arouse the least suspicion.
These people are highly unlikely to wind up classified as
unemployed in the cps.

A second group are those whose entire income comes
from underground activity. These respondents may well
conceal their source of income from the CPs interviewer.
But rather than give the interviewer the kinds of responses
that would cause them to be reported as unemployed, they
would be more likely to present some cover story that amounts
to an assumed regular economy job. It may even be that
the household respondent is unaware of the underground




activities of other household members, but has been given
a phony job that gets passed on to the CPS interviewer. For
criminal activity, this is especially likely. An example is
provided by the notorious case of the wealthy Washington,
D.C., burglar who shot a prominent Georgetown doctor
during a burglary. The burglar’s neighbors were told that
he was engaged in legitimate financial activity. What would
he have told a cps interviewer about his labor force status?
That he was a burglar? That he was unemployed but living
in an obviously very expensive house in an exclusive sub-
urb? For cases like this, the type of CPs responses posited
by Gutmann seem naive. Cover stories to hide the true
sources of respondents’ incomes could distort the measured
distribution of jobs across occupations and industries in the
cps, but would not affect aggregate employment and un-
employment levels at all.

Even in the case of individuals who are illegally receiving
government benefits tied by law to unemployment status,
the issue is not as clearcut as Gutmann (and to some extent
Reuter) would have it. The interviewer does not ask about
the receipt of benefits. All questions about earnings come
after the questions on labor force status have been answered.
On the one hand, the respondent presumably does not want
to lose the illegally obtained benefits, and may give the CPs
enumerator the same answers that (falsely) were given to
the u1 people. On the other hand, the respondent may want
to avoid telling anyone the truth about sources of income,
and so will have concocted a convenient story intended to
arouse the least suspicion. A nonspecific but legitimate
sounding job would appear the easiest way out for those
individuals. Which of these effects would dominate is any-
one’s guess.

We conclude that while there is a basis for concern about
the possible effects of the underground economy on CPS
data, particularly the earnings data, there are as yet no
soundly based estimates of those effects on employment and
unemployment. Moreover, the extreme views taken by some
writers on the underground economy are based largely on
conjecture. Our analysis of the cps survey fails to confirm
these conjectures. Evidence that labor force status has been
reported incorrectly in the cps because of the underground
economy has yet to be collected.

Productivity measures

BLS publishes two sets of productivity indexes for the
U.S. business economy. One relates real output to labor
input and the other relates output to labor and capital input-—
multifactor productivity. Only indexes of output per unit of
labor input—output per employee or per employee hour—
are published at the industry level.

For the productivity measures covering the business sec-
tor, the output measures are based on real gross product
data developed by the BEA of the U.S. Department of Com-
merce. In deriving these measures, BEA, in turn, relies for
the most part on data from BLS" Consumer Price Index and

Producer Price Index to deflate nominal output to obtain
real output. Any biases in the price deflators will have an
equal and opposite effect on BEA’s measures of real output
and thus on BLS’s measures of productivity.*?

Labor input is alternatively measured by the total count
of, or the total hours of, all persons, including paid em-
ployees, self-employed persons, and unpaid family workers.
The data for employees is taken from BLS’ establishment-
based survey of employment, hours, and earnings. The data
on the self-employed and unpaid family workers come from
various sources, but principally from the Current Population
Survey. Errors in labor input measures will cause errors of
equal magnitude but of opposite direction from output errors
in the BLS productivity measures.

The BEA measures of nominal output are strongly chal-
lenged by Feige and Gutmann, who based their separate
and methodologically different analyses on changes in the
relationship between various financial variables. Their re-
vised estimates of output are nearly enough to explain the
post-1973 productivity slowdown. Both their methods are
indirect, however, and have been questioned by some an-
alysts.*> In 1982, Edward Denison analyzed the issue in
terms of how the official national accounts are actually pre-
pared, and in terms of comparison of the output and income
sides of the accounts. He reached the conclusion that mis-
measurement of GNP as officially defined due to the under-
ground economy is relatively small.*

An analysis of Feige’s or Gutman’s methods is beyond
the scope of this report, but it is of some value to examine
the implications that their findings would have for produc-
tivity measurement even if they were only approximately
true. Feige has provided several estimates of the size of the
underground economy.*® His latest estimates are to be pre-
ferred, if only because they no longer produce a negative
estimate for the underground sector for the 1939-68 period.
They provide similarly much higher estimates for the recent
past, with two of his estimates of the ‘‘Monetary unobserved
sector as a percentage of GNP’’ set at about 28 percent in
1979.% Feige does not prepare estimates of underground
employment, but argues that shifts in employment should
lag shifts in output because of moonlighting, skimming, and
so forth.*” He further claims that people tend to ‘‘save the
best performances for moonlighting.’’*® Feige does not con-
struct new indexes of productivity but does find a high
degree of correlation between his measures of the output of
the unobserved sector and measures of the unexplained pro-
ductivity residual prepared earlier by Denison,*® and claims
that he has explained two-thirds of the observed productivity
slowdown. 50

Gutmann has prepared independent estimates of output
and employment.’! His method for constructing employ-
ment estimates based on the Current Population Survey has
been discussed earlier in this report. His estimates of output
and employment can be used to calculate his implied esti-
mate of the impact of the underground economy on estimates

13



MONTHLY LABOR REVIEW January 1984 e The ‘Underground Economy’ and BLS Statistics

of national productivity. If for the sake of argument we
accept his estimates of underground GNP and underground
employment, we can add these to previously measured GNP
and employment and get a rough idea of the impact upon
BLS productivity measures. To do this, we are forced to
assume that everything about Gutmann’s work is correct,
that all otherwise uncounted GNP actually belongs in GNP,
and that the subterranean rest-of-the-world sector is small
enough to be ignored. Though Gutmann’s employment es-
timates (discussed earlier) are based on adjustment to the
cps, and not on BLS’ establishment survey primarily used
in BLS productivity measurement, we use them because they
are the only estimates available. That would imply roughly
1.7 million persons employed in the subterranean economy
in 1971 and 1.9 million persons in 1976. Gutmann’s esti-
mates of underground GNP are based upon the growth of
currency in circulation relative to demand deposits. Richard
X. Bove and Thomas D. Klingenstein have prepared esti-
mates of subterranean GNP derived from the Gutmann meth-
odology of $69.2 billion in 1971 and $190.6 billion in
1976.%2

Using the implicit price deflator and average weekly hours
that apply to the legitimate economy as proxies for those in
the underground economy, we find that the ratio® of output
to hours for the total economy (with the underground in-
cluded) would have been 6.96 in 1971 and 8.09 in 1976.
This implies a 3.1-percent compound annual growth rate.
By contrast, unpublished BLS data on productivity in the
total economy>* indicate that output per hour was 6.67 in
1971 and 7.28 in 1976, implying that productivity in the
legitimate economy grew at a 1.8-percent compound annual
rate over the same period. Thus if Gutmann’s underground
estimates were accurate, they could serve to explain much
of the post-1973 productivity slowdown.

How believable is the productivity differential implied by
Gutmann’s work? Molefsky points out that Gutmann’s out-
put and employment estimates, if taken at face value, imply
that value added in the subterranean sector was more than

$100,000 per worker in 1978 compared with $22,000 per
worker in the legitimate economy.>

One aspect of the underground economy that is consistent
with these numbers is the possibility of skimming—output
or revenue kept off the books. If it is possible for some
business to make a lot of their sales off the books without
getting much of their employment off the books, they might
well do so because of the economic rewards in the form of
reduced tax bills associated with the resulting lower reported
profits. This could mean that more output than employment
is off the books, and that a certain amount of recorded
employment is actually engaged in producing unrecorded
output. If it were possible for this to occur on any kind of
scale, and if the national accounts were affected, the result
would be an understatement of observed productivity in the
measured economy with an implied very high productivity
in the unmeasured economy.,

The results which we have seen in recent years for the
published BLS productivity measures show declining pro-
ductivity growth, declining unit profits, and increasing unit
labor cost, results which might be attributable to increas-
ingly important skimming. Of course, they are also consis-
tent with other economic forces. A sectoral breakdown of
productivity might shed some light on this issue. Table 2
measures the productivity slowdown in 10 sectors of the
private economy and in government enterprises (the man-
ufacturing and trade sectors are broken down further) by
computing the difference between average annual rates of
growth in labor productivity in the 1958-73 and 1973-79
periods. Measuring productivity by output per hour or output
per employee makes only trivial differences in the results.

The sectors where skimming would appear most likely
(for example, wholesale and retail trade and services) show
large slowdowns in productivity. The striking feature of the
table is that the slowdown has occurred in nearly all sectors
of the economy.

Notwithstanding these results, the possibility that part of
the story of the underground economy is connected with

Table 2. Sectoral breakdown of the productivity slowdown, average annual rates of growth (least squares method),

data do not meet BLS standards for publication and are not published. They are in-
cluded here for illustrative purposes.

1958-79
Output/hour Output/person
Industry 1958 1973 1958 1973
to fo Difference Rank to to Oifference Rank
1973 1979 1973 1979
Farming 53 3.0 -23 4 5.2 34 -1.8 5
Mining . ................ 3.9 -51 -9.0 1 4.4 -46 -9.0 1
Construction’ . 0.2 -17 -1.9 5 0.0 -1.6 -1.6 6(T)
Ourable manufacturing ............ 2.9 2.1 -0.8 10 3.1 2.0 -1.1 10
Nondurable manufacturing . .. ....... 34 1.8 -1.6 7 3.4 1.8 -1.6 6(T)
Transportation . . ................ 31 1.3 -1.8 6 29 1.0 -19 4
Communications . ............... 5.0 6.0 +1.0 13 5.0 6.1 +1.1 13
Electricity, gas, utilities . ........... 45 1.1 -34 2 4.6 1.1 -35 2
Wholesale trade . ................ 38 0.9 -27 3 3.3 0.7 -26 3
Retail trade . . . ................. 2.5 1.4 -1.1 9 1.4 0.0 -1.4 8(T)
Finance, insurance and real estate! . . . . [X:] 0.4 -0.5 1 0.6 0.3 -03 1
Services! ... ... e 1.8 0.4 -1.4 8 1.2 -0.2 -14 8
Government enterprises . .......... 0.8 1.3 +05 12 0.5 1.4 +0.9 12
‘Because of the limitations in the real output measures for these sectors, these T = atie.
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skimming would tend to diminish the validity of Denison’s
position.> He argues that the case made so far for a bias
in output measures is not compelling, and that employment-
to-population ratios and labor force participation rates, which
are more pertinent than monetary ratios, have been stable
over time. A measured productivity slowdown along with
stable employment ratios and labor force participation rates
would be consistent with increased skimming, however. On
the other hand, the critics themselves have argued that mea-
sured employment is increasingly biased.

Even if Feige’s or Gutmann’s measures of subterranean
economic activity were correct, it is still not clear that it
would be appropriate to add them to the published output
and employment measures (thus changing the productivity
calculations). Some underground activity may end up in the
official measures anyway, since BEA makes an attempt to
adjust for it based on Internal Revenue Service estimates.
Further, that portion of underground activity that is illegal,
even apart from the issue of tax evasion, is not included in
the definition of GNp. For this reason the BEA does not
attempt to measure such activities. It is also worth repeating
what Denison has said:

.o

. much of the value of illegal products—an estimated
99.5 percent in the case of drugs—exists only because their
illegality has made their prices high. The value of the quantities
of drugs now produced would be of trivial importance in the
economy if they were legalized.”’®’

The establishment survey. The BLS survey of employment,
hours, and earnings in establishments has not come under
much specific criticism. In fact, many writers on the un-
derground economy seem unaware that more than one BLS
measure of employment exists. However, this survey is used
in the measurement of productivity and it provides an es-
timate of employment that is largely independent of that
derived from the cps, aspects of this survey may make it
susceptible to inaccuracy because of misreporting of un-
derground activity. We begin with the definition and con-
struction of the survey, then discuss the possible effects of
various aspects of the underground economy.

BLS cooperates with State agencies in collecting monthly
data on employment, hours, and earnings from a sample of
about 200,000 establishments in all nonagricultural activi-
ties including government. For this survey, an establishment
is defined as an economic unit producing goods or services,
such as a factory, mine, or store. Where a single physical
location encompasses two or more distinct and separate
activities these are treated as separate establishments, pro-
vided that separate payroll records are available and certain
other criteria are met. When a company has more than one
establishment engaged in the same activity in a geographic
area, these establishments may be covered by a combined
report. In general, data refer to persons who worked during,

or received pay for, any part of the pay period that includes
the 12th of the month.

The definition of employed persons includes both per-
manent and temporary employees and those who are work-
ing either full or part time. Payroll workers on paid sick
leave, or paid holiday or vacation, or who work only a part
of the specified pay period are counted as employed. The
survey is a count of jobs filled, as reported by employers,
and makes no attempt (in contrast to the CPS) to count the
number of persons at work. This means that persons on two
or more payrolls during the survey pay period are counted
in each establishment whether the replication is due to turn-
over or multiple jobholding. Proprietors, self-employed, un-
paid family workers and domestic workers in households
are excluded. Data on government employment refer to
civilian employees only.

The sampling universe for the establishment employment
survey is largely derived from the Unemployment Insurance
records of employers maintained by State employment se-
curity agencies, which, since the expansion of Ul coverage
in 1972, include 97 percent of private nonagricultural es-
tablishments. The Ul records are augmented by various other
sources to ensure complete coverage of employers. Sam-
pling is stratified by industry and by establishment size. In
nearly all industries, establishments with 250 or more em-
ployees are included in the sample with certainty and in
many industries the cutoff is lower. In industries with con-
siderable employment in small establishments, the sample
includes all large establishments and a substantial number
of small ones. Because of cost considerations, it is necessary
to accept samples in these divisions with a smaller propor-
tion of universe employment than is the case for most man-
ufacturing industries.

State agencies (usually the employment security agency)
collect the primary data by mail, using a shuttle schedule
(BLs form 790, which provides the common name for this
series). The data collected are limited to what can be ex-
tracted from payroll records, which respondents would or-
dinarily maintain for a variety of tax and accounting purposes.

The establishment estimates exclude, by definition, ail
self-employment and all private household work, and these
two fields are where much of the unreported income that
help make up the underground economy is likely to origi-
nate. Thus the extent of potential error in the establishment
series due to the misreporting of underground activities is
limited.

The establishment survey is, nonetheless, subject to mea-
surement difficulties which, as in the case of the household
survey, depend primarily on the complex motives of po-
tential respondents, who may choose not to respond, or not
to respond accurately. Establishments that are attempting to
elude the tax and law enforcement arms of the government
may choose not to respond to the survey despite BLS as-
surances of confidentiality.’® Establishments that are at-
tempting to avoid some kinds of taxes (unemployment
insurance, workers’ compensation, social security, and so
forth) may underreport their employment and payroll for
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the same reasons. On the other hand. payroll is a tax-de-
ductible expense, so the latter incentive may be moderated
or even reversed, depending on the establishments’ tax li-
ability situation and depending on their trade-off between
paying less income tax and reporting low profits (or losses)
to owners. Feige cites anecdotal evidence that firms engaged
in ‘*skimming”’ activities may take workers off the books
(for tax purposes) when their profits start to look too low.*
The actual extent of this behavior is unknown. As Reuter
points out, firms engaged in illegal activities doubtless take
the probability of detection into account when deciding how
to deal with the various data requests they receive.® We
do not know where the payroll employment survey stands
in underground establishments’ rankings of various potential
sources of detection.

Perhaps most important in terms of the accuracy of the
estimates derived from the establishment survey are the
problems of keeping track of the universe. Many of the
incentives mentioned in the previous paragraph could also
work to keep establishments out of the sampling universe,
which comes largely from Unemployment Insurance re-
ports. The birth of new firms and the death of old ones raise
particular problems for this survey, particularly during a
slide into and recovery from a recession.

An annual benchmarking process, again using data from
the Ut program and other independent sources, attempts to
correct for any deficiences. Thus the accuracy of long-term
trends hinges on the adequacy of the benchmarking process.

The accuracy of the benchmark estimates probably im-
proved when coverage by the Ui system became nearly uni-
versal. It was previously necessary to make some estimates
of the number of small employers. When coverage was
extended from firms with 4 or more employees to firms with
one or more employees, it was found that the number of
such small employers had previously been underestimated.
It was also found, at least in some States, that some em-
ployers with more than four employees had previously es-
caped UI coverage by allegedly claiming they had only one
to four employees.

In a series of studies, David Birch concluded (based on
an analysis of Dun and Bradstreet files) that small firms
accounted for most of the employment growth during the
1970’s.%" If Birch’s findings were true, this could have
implications for the measured level of employment. His
conclusions have been challenged by Catherine Armington
and Majorie Odle, however. Using a later version of the
same data base, they found that 55 percent of employment
growth between 1978 and 1980 took place in establishments
with fewer than 20 employees in 1978, and 78 percent of
net growth took place in establishments of fewer than 100.
They then examined the question of whether these estab-
lishments were truly small, or were parts of larger enter-
prises. This changed their findings drastically:

However, a significant portion of these growing small estab-
lishments are branches or subsidiaries of large firms. Indeed, if
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we retain the 100 employee size limit, but apply it to the size
of the whole firm, rather than to separate establishments, the
share of total employment accounted for by small business (firms
with fewer than 100 employees) is 38.6%. These truly small
businesses contributed 39.1% of the employment growth be-
tween 1978 and 1980. Thus the small business share of em-
ployment growth was almost exactly proportional to its share
of the private sector, paid labor force.®

Armington and Odle also conclude that the same result is
generally true in all regions and industry divisions, with
some exceptions in sectors with shrinking shares of em-
ployment.

If Armington and Odle’s findings are also applicable to
earlier periods, then the case for bias in employment levels
as measured by the establishment survey is weakened con-
siderably. It is unlikely that there are any Exxons or other
large establishments lurking around out there without being
entered in the Ul records. So potential errors would have to
come from small establishments. But if small establishment
employment growth is roughly proportional to large estab-
lishment employment growth, as Armington and Odle con-
clude, then only trivial errors could occur in employment
trends. And for many purposes, such as measurement of
changes in productivity, only trends matter.

We conclude this section with a brief comparison of the
BLS establishment and household employment surveys. Al-
though there are conceptual differences between the two
surveys, they do provide independently derived estimates
of nonagricultural employment. The main differences be-
tween the two surveys are: the payroll survey excludes un-
paid family workers, private household employees,
proprietors, and other self-employed persons, all of whom
are included in the cps. The payroll survey counts a person
employed by more than one establishment at each place of
employment, while the cps counts each individual only once.
Certain persons on unpaid leave are counted as employed
in the cps but not in the payroll survey. The BLS attempts
to reconcile the movements in the two surveys. The most
recent report is by Gloria Green and Joha Stinson who
provide references to earlier literature on the subject.® They
conclude that although the levels of employment estimated
by the two series differ significantly, in the long-term they
have moved similarly. The relevant question is whether
household and establishment survey samples would both be
motivated by the underground economy to respond (or not
respond) in ways that would make the two independent
measurements track the same in the long run.

Is BLS data affected?

We have examined the claims that have been made about
the possible effects of a large and growing underground
economy on BLS data. Because of the very nature of the
underground economy, it tends to leave very few quanti-
fiable traces, either in official data or elsewhere. Thus many
of the claims made have been based on indirect evidence.
Further, the main thrust of the research has been directed



to topics other than the accuracy of BLS statistics, so sta-
tistical methods have not been examined closely by many
of the researchers. We have concentrated on examining the
adequacy of the analysis—the facts and logic—behind the
claims that the underground economy has caused error in
some BLS statistical series.

Our general conclusion is that the claims made do not
stand up to close scrutiny. What has been done, for the
most part, is to document in some manner that some sort
of underground activity exists or that it probably exists, and
then to form estimates of its size. Some critics have then
simply leaped to the conclusion that some BLS series are in
error, without even the most elemental consideration or
review of the way the series is constructed, and whether the
actual collection of BLs data is likely to be affected by
characteristics of the underground economy. We believe we
have shown that when one looks at the way the data are
collected, claims of major defects in BLS statistics must be
deemed unproven.

With regard to the Consumer Price Index, we have con-
cluded that because of the manner in which it is constructed,
which few of the critics considered, the chance of a large
systematic bias attributable to the underground economy is
minimal. This conclusion is reinforced by the disagreement
among the critics of the series as to the supposed direction
of bias.

In both the household- and establishment-based employ-
ment surveys, we have seen that the possible effects of the
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underground economy hinge to a large degree on whether
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