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THE UNACCOUNTED ECONOMY IN INDIA : A CRITICAL
REVIEW OF SOME RECENT EST IMATES

1« Introduction

The black economy {alias the parallel economy, the-
unaccounted economy, the underground economy, the unreported
econamy, etc.) in India has been a matter of graVe concern
for a number of years, -Tuelve-years-égo-the‘wanchoo Committee
Report {Government of India,51971) depicted the phenomenon as
a "cancerous grouth, which if not checked, will-suyrely lead
to its (the economy's) ruination" .Since then numerous arti-
cleé~have been written, pointing to the=various-delet}riaus~
consequences of the-black economy, diagnosing  its causes, and
suggesting a wide range of remedies, During the last two
years -a number of writers have attempted to estimate the size
of the black economy ‘and gauge -its trend-over.time.~ Some of
these estimates, like their precursors, have-been-in the
nature of "informal guesses", Others have-attempted to arti~
culate and deploy analytical methods,-whicﬁ have ths'advantagé'
oF»Facilitafing discussion and assessment of the teghniques -
used, and not - just the resuilts obtained, A third categoiy of
uriters-present’estimatcs vhich purport to be based on ‘the
application of analytic&l~techniques,’but-do not -deliniate
their methods in sufficient detail to permit adequate
.assessment, .

The principal-objective of this paper is to prusent
a ‘critical survey of the.second category of estimates of the
gﬂiccountbd_aconomy in ‘India, Some reference will also be
made;'in passing, to-exercises from the third categorys A
second objective of this paper is to outline a taxonomy |
Por the various estimationiapproaches that have been



essayed'in‘Indié and abroad, This ‘is done -in Section 3,
immediately following a brief Section 2, which draws some:
key conceptual distinctions. Sections 4 through 7 evaluate
four studies recently conducted for India, each exemplying a
diﬁferent-approach to the problem, Section 8 draws ‘together
the'estimateg produced by the various approaches for ready
comparison and comment, The final Section offers some

concluding remarks,

‘2. Concepts and Definitions

It is ‘extremely important to clarify concepts and

" definitions pertaining to the "black" or Munaccounted economy®
for-at.least three reasons. First, the existing literature

on fhe'subject is sometimes bedevilled -by careless use of
concepts. Second, when it comes to the question of esti-
mation it is*crucially<(and-obviously)'important to know

what one is trying to measure, Finally, the actual phenomena
relating to the scope and workings of the black economy are
sufficiencyly murky; exacerbating this intrinsic gloom with
conceptual cloudiness is the last thing one needs.

First of -all, it is important to distinguish between
the floy of black income over a period of time (such as a
year) and the stock of black ‘wealth at any given point of
time, Unfortunately, the term 'black money‘-is-Frequently,
and confusingly, used in common parlance to refer to both
black- income and black-uealth,-uhen, in_fact, its'meéning,
strictiy-sPQaking, should be limited to that portion -of
black wealth which is held in the Porm of ourrency and
liquid bank deposits, in short, money, '



Given the possibilities of "laundering black uealth
into-uhite,~thé probiems of estimating the stock of -black wealth
arg even more formidable than those ‘faced in estimating black
incomes Not -surprisingly,.all the sstimatss reviewed in this.
paper confine their scope to the estimation of black or unacce=

ountéd income in the economy.

Second, at -least two distinct meanings.df unaccounted

1/

. y ! -
income should be recognised:

(i) °the aggregate of incomes which should have been
reported to tax authorities but were not {(in
principle this includes incomes. From 1llegal
activities); and

(ii) the extent to ‘which estimates of.national income
and output are biased downards because of such
non-reporting -(or under-reporting) of incomes
and output,

The two concepts are linked: by the presumption-théf under-.-
reporﬁing~df'incomes;'outputs and transaction valuéé to tax
and ‘requlatory authorities will find some roflection in the
data sources from which national income estimates-are compiled,
Much depends on the 'sources and ‘methods of national- income 7

accounting, It is pessible to envisage aconomic activities

-/ Somctimes the phrase Mblack money" carries a third cunnot-
ation, namoly the amount of taxes evaded in a given period.
Note that in this case the domain of taxes should not be
restrlctad to direct taxes, but should also embrace indireot
taxes, which account for over 80 per cent of tax ravenues _
in India, = Quite often the dvasion of one tax is associated
with cvasion of other taxes,



which cvade taxes, .but the income from which is included
(at>1cast; in brinciplo) in official national -incomo
estimatos.2 ConvarsoTv' tho ostimatos of national income may
be’ biased downwards for reasons other than tax cvasion or
suppr0551on of incomes and output ‘Aside from questions of
.statlstlcal or measurement bias, national incomo cstimatcs
exclude, by convention, earnings from illegal occupations
éuchgaé’gambling,‘smﬁggling, prostitution and -black markctec-

ring, Whether,the convontion makes scnsc is anothor matter,

Each of thqsd two main-definitions céh‘bo~rofined and
subclassifiad -in"a number of ways, - The point that merits -
emphasis -is that the tuwo concepts arg distinct, and a casc
can be mado for tha rclevance of cach,

3, Altornativo Methods for Estimating Unacgountod
Income : A Taxonomy

Given the prolifcration of methods and cstimates that
have occurcd-in-recent;ycars,ra modest taxonomic oxerciso ‘may
not bc-wholly redundant, Thc following broad approaches may
be distinguished: ‘

2/ Takc ‘the cxample of a private doctor who underroports
his carnings for 1980-81 (assossment year 1981-82),
Such cvasion will have no influcnee on the national
account estimates of income from professional sorv1ces for
1980~81. This is 'bccauss the latter arc computed on the
basis of survoy cstimatcs of valuc added per vorker for
same carlier "benchmark® year which arc moved forward in
time with tho help of price indices and than multiplied by
‘ostimatos bf total work force for tho rolpvant pqu0351onal
sorvico to obtain ourrent pricé cstimates of value added in
tho scetor., Nonec of the kcy elements of this national ace-
ounting calculation are affected by the doctor's current
underreporting of income, Of course, undcrreportlng by
respondcnts at the time of tho benchmark survey would
get reflected in tho national account cstimates for
that and subsequent ycars,



a, Fiscal Approaohes

be Monetary Approaches

ce Physical Input Approaches

de. Labour Market Approaches

e, National Accounts Approaches

R brief explanatory comment on each of them is in order,

a, Fiscal Approaches

Most variants of this approach attempt to -arrive at
independent estimates of inoomes -subject ‘to tax, oompare these
with the incomes actually assessed for ‘taxation (typically
much lower amounts) and call the discrepancy-a measure of -
unaccounted income, Usually, the "independent estimate® of -
the ‘tax base starts from income information contained in the
national accounts, Kaldor- (1956) was an early-exponent of this
approach-in»lndia. His methodology was used by the- Wanchoo
Committee Report to obtain more~updatéd~estimétes-of tax
evaded income in -India,- A-variant of the same method has
recently been used by Chopra (1982) to estimate a time series
of unaccounted income in India from 1960-61 to 1976-77; his
work is reviewed in Section 4, Studiss based -on the same
underlying~idea have also been conducted in the United States
(Kenad jian, 1982) and the United Kingdom (0' Higgins, 1982).
The fiscal approabhes; unlike the others that -follow, gener- ,
ally make use of ‘the first of the two definitions of unacc-
ounted income sketched above. '

be Monetary Approaches

In essencey monetary approaches rest on the assumed
stability in the relationship of various money stock aggre=- -
gates to each other and to the total of income or transagtions -



in the economy, and attribute departures from the "norm" -

values to the growth of unaccounted income in the economy,

Tuwo variants of the monetary approach have become -
quite common. The first, ‘pioneered by Gutmann (1977), for
the US in 1976, picks a -base year when tho size of the
unacéountad economy is assumed to be~neg1igible; takes the
currency ‘to demand deposits ratio for thét year ‘to be a
fixed norm, -and attributes ‘all subsequent increases in this
ratio to the disproportionately growing demand for cash to
finance transactions in a growing unaccounted ceconomy, -Since
the ourrency to deposits ratio has been falling steadily in
Indiavsincé 1950, application of the Cutmann method yiclds
nonsense results, 'such.as a "nogative black economy" in many
of the yoars since 1952-53, A reccent and succinct critique
of Gutmannt's method as applied\to India is provided by
Sandesara (1983).,

Another monetary variant, first deployed by Feige
(1979) in-the US for 1976, also starts.with a-base year whan
the underground ‘economy is -@8ssumed to be non-cxistent, estimates
the ratio of total monetized transactions -{by cheque-and by
currency) to total nominal GNP for that year, and attributes
any subsequent increase in this ratio to the>grouth-of the
unaccounted economy, Gupta and Gupta (1982) have applied
this method to India to estimate a time séries-?or the black
economy from 1967-68 to 1978-79, Seétion 5 summarizes and
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assesses their uork.“/

ce Physical Input Approachgs

~Ph§sical_inputs approaches share ‘a close family
resemblance to monetary approaches in that both seek to identify
some stable Mnorm" linking the use of physical inputs (or mone-
tary stocks) to national output. Here one starts with an
intermediate input, such as electric pouwer, which is widely
used ‘throughout the economy, and for which the aggregate output
and consumption data are deemed reliable., The next step is to
estima*e a relationship between national (or sectoral) output:
and input usé, making -due ‘allowances for changes in technology
and output mix. To the extent that the consumption of the
input - (power, for example) cannot be explained in ‘terms of
growth in officially measured GNP and other relevant variables;
such as changes in technology and output mix, to that extent
the "residual" consumption is attributed ‘to the unaccounted
economy and serves-as-a measure of its size, Section-6 -
revieus the attempt by Gupta and Mehta (1982) to apply this
approach to India,

e B At e —

§/ Monetary variants have been widely used in industrial coun=-
tries to estimate the size of their unreported or underground

economies; see for example, Tanzi (1982b§ Tanzi (1983) and
“the. references citod therein, Some of the more sophisticated
variants attempt to estimate an equatlon explaining changas
in the ratio of currency to deposits in terms of a number of
variables, including those which might spur the grouth of
an underground zconomy., In this method, originally pionae-
red by Tan21, the influence of blagk economy variables is,

in principle, separated from that of other variables whioh
affect the currency to deposits ratio, Once this separation
is accomplishad the egquation can be used to estimate tha

size oP the underground economy,



d; Labour Marke
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It ‘has been suggested that the size of the unaccountsd
economy can ‘be gauged from official labour force participation
rates, 'if these are inexplieably lou compared -toc periods or -
countries where the black economy-is of limited significance,
This approach has been used mainly by researchers in ITtaly
/é.9., by Contini (1981)], uhere the official labour force
participation rate has declined drastically since the lats
1950s, while unofficial surveys have sstimated participation
rates much higher than the official ones in recent years,
suggestingvthat-gfouing numbers of Italians are finding gainful
employment in activities not reported to the authorities, Given
an estimate of the "underground" labour force and ons of
average value added per worker, it is easy to compute an esti-
mate aof the size of the unaccounted economy. The relesvance
of this approach to -India is limited, bpcause of the numerous

difficulties with employment data, -

e, National Accounts Apprgaches

Several alternative approacﬁes fall into this cateqory.
"The first relies on the  fact that a country‘s GNP is- frequently
estimated -independently, from both the income and expenditure
sides."Typically;~the estimate from the income side is

somewhat ‘lower than that from the expenditure-sida. 1In the

UK, it has been hypothesized (Macafes, 1980) that the discrepenoy
oonstitutes a measure of unaccounted incomes, uhich escape- |
national output accounting from the inoome side but ars Mcaught"
by the expenditure side estimates, This approach hinges
crucially on the independence of the national income eétimates-
from the income and expenditure sides, \Where such independencé'
is not complete, as in.India, the approach cannot be effectively



applied.é/

‘An alternative national accounting approach to-esti-
-mating the unaccounted sconomy is to scrutinize the national-
account estimates of value added for each sector and gauge the
probable extent to-uhich'underreporting‘of-outputs,-pr{ces and
values might be imparting a dounuard bias to these estimates,
Some work along these lines has been done by Ghosh gt, al,
(1981), which is reviewed in Section 7,

4, Fisgal Approachs Chopra's Estimates
a,  The Method

Chopra's study clossely follows the Kaldor/Wanchoo
methodology. The key assumptions and steps in this method
are as follows:

(i) Incomee by sector of origin Prom the national
income accounts form the starting point:

(1i) It is assumed that there is no question of tax

' evasion (and therefore of tax evaded income) for
incomes originating in agrlcultura, and, that in
all other sectors, salary incomes are Fully
reported for income taxation;

(iii) For all non-agricultural sectors the ratio of
‘ non-salary income to total income is estimated;

4/ The national accounts estimates of private final consum-
ption expenditure rely on estimates of gross output by
sector of origin and the latter are intimately linked to
the estimates of. value added by sector of origin

(Government of India, 1980),



(iv) For sach sactor the proportlon and amount non-
salary income above tha income tax cxemption
limit is estimated;

(v) . Summation actoss the scctors yields an estimate
of total non=salary income assessable to tax;

(vi) Actual ngn-salary income assessed for income
taxatlon is estimated and substracted from the
above total to obtain the estimate of unaccounted
income for the relevant yecar,

Chopra deployed this .method to obtain a time series.
of unaccounted income from 1960-61 to 1976~77. In implcmen-
ting the crucial stops (iii) and (iv) Chopra used the same
proportions that had beon used by the Wanchoo Report in its
gstimate of unaccounted income for 1961-62,

In carrying out step -(vi) the Wanchoo Report had’
obtained information on incpme assessed to tax for 1961-62
{assessmont  yecar 1362-63), but had -resorted to a simplifying
assumption for 1965-66, namely,; that the ratio of ¢évaded (or
unaccounted) income to non-salary asscessable income had
remained constant -and equal to that obscrved for 1961-62,
This. simplifying assumption uwas invoked to-oope vith the
auwkward fact that incomes carned in any givon year, are-
actually assessed over the next several ycars.sl»Chopra
prosents onc scet of cstimates using the same simplifying
aSSumption-és-the onc usced in ‘the Wanchoo Roport for 1965-66,
He also cstimates an altornative series for unaccounted

_/ For 1961-62 Flnanc1a1 year (1962-63 asscssment year) the
Wanchoo Committec had obtained the full time profile of .
asscssmonts from the revenuc authorities,
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income based on Ya relatively less demanding assumption®" for
step (vi); namely, that "the ratio of the sum of assessed
non-salary income in different: vears for the ‘given year to
the actually assessed non-salary income of the given year
remain (s) oonstant",

The-estimates obtained ‘by Chopra are presented in
Table 1, both as absolute magnltudes and percentages of - Net
and Gross Natlonal ‘Product, It is interesting to observe that
after 1972-73 there 1s-a~market-dive;gehce-betueen the tuwo
series - oomputed by Chopra; for the final year, 1976-77, 'the
estimate based -on Chopra's Moun" methodology is nearly 80
per cent higher than that- obtained by a direct application of
the Wunochoo Report assumptions,

b, A Critigus

Chopra himself ‘points out-some of the limitations of
the exeréise,'though he -does '‘not always -draw out their full
implications, First, and perhaps most -importantly, the -
sectoral national income data are assumed to provide sound
estimates of total income originating in eagh sector, Yet,
there: are good reasons to believe' that in key sectors, such
as trade, manufacturlng, ounership of dwellings and other
services, the estimates of ‘income reported in the official
national income estimates may be biased downwards by-sub-
stantial margins for-reasons of tax evasion and related
motives (See, for example, Ghosh et, al,(1981). 8/ Not

6/ Looked at another uay, the sources of data for ecmpilation
of natlonal income estimates are, for soms sectors, depsn=
dent on the same Flnan01al accounts that are submitted
to the revenue authorities, Thus the national income
data do not provide independent estlmates for income
orginating in thess sectors.

[
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coincidentally these are also-sectors in which the-propértion
of -non=salary incomes arc relatively high, Taken together,
these points suggest that tha-estimates of total assessable
non-salary income may be substantially below the: true levels,
which, ‘in turn, ‘indicatns significant under-estimation of
tax-evaded incaome, =

Second, the~assumption-that~salary incomes are fully
raported for tax may embody some Optimism.>-Aéide from various
hidden perquisites, there is considerable anccdotal -evidence
which suggests that many wage and salary earners augment-their
incomes through "mdonlighting" onAthe'side.8 -These incomes
are unlikely to be reported to the revenue authorities or to
be included in the national accounts cstimates from the
income side, 2 '

7/ This judgement has to be qualified. While the incentives
to svado taxes and carn illegal incomes may be powerful
in thase sectors, tho oxtent to which the associated supp-
ression of incomgos and qutput is reflected in national
income data depends crucially on natlonal income estimation
methods = a point made earlier,

8/ A school toagcher may undertake private tuition; a PWD
carpenter may take up remunerative projects on his oun
account, ctc,

9/ Many wage and salary carners arc also reported to accept
bribes, In national accounting terms bribes may be classi-
fied as transFers, and therefore cxcluded from the estlmates.
But from the vicupoint of tho tax authorities non-reporting
of bribe incomes constitutes tax cvasion. On the .other
hand paymant of bribes reducos the payer's income, without

v altering his tax liability, Uhero bribes have to be

- payed often and regularly it may be roasonableé to assuma
that the payor makes such payments out of tax-gvaded
income, : :
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TABLE 1

ggpgra's Estimates_of Unaccounted Income

Unaccoun-  Unaccoun- Column Column Column Column
ted incorn: ted in- (1) as  (2) as” (1) as' (2) as’
Year Wyanchoo come: "Oun percen~ psrcen~ percen- percen-
-method" method" tage of tage of tage of tage of

(s crore) (% crore) GNP at NNP at GNP at GNP at .
current current current current
factor factor factor faetor

cost .cost cost = cost

(1) (2) (3) (4) (5) (6)

' 1960~61 747 916 5.6 649 543 6e5
1961-6~ . 801 716 547 5.1 5.4 4.8

1962-63 897 837 6.1 5.6 5.7 5¢3

1963-64 1008 1452 5,9 8.6 5.6 8.1

1964~65 1132 1564 5,7 748 5.4 7.4

1965-66 1231 1539 6.0 7.5 5,6 7.0

1966~67 964 1685 4,0 7.1 3.8 647

1967~68 1563 1816 5,6 64’5 3.9 446

1968+69 1651 1318 5.8 4,6 5.5 44

1969-70 2104 2714 647 846 663 8e1

1970-71 1908 . 20062 5.6 6.0 542 5.7

1971-72 2208 1392 6.0 3.8 507 3.6

1972-73 1897 . 1795 4.7 . 4.5 404 4.2

1973-74 2869 4757 5,7 9,4 544 849

1974=-75 4110 8611 6.9 1445 6,5 13,7

1975-76 4107 7292 646 11,7 642 11.0
1976-77 4551 8098 6.8 1241 64 1144

AP R EREY T B I L AR VW e SR O T RN T TR T R T R 8 A TS . A

Source ¢ 1 Chopra (1982).

2. Government of Indis,
Eoonomic Survey, 1982-83.
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Third, Chopra's application of the Wanchoo methodology
assumes that the ratio of evaded income ‘to non-salary, assess-
able -income remains constant, ~ As Chopra notes, this is a .
strong assumption, which he proceeds to relax in his alter-
native, "oun" estimate, However, Chopra feels ‘that even
" his ‘weaker assumption'(quoted-earlier) is subject to criticism,
_sihca, he ‘notes, it implies "an unchanged efficiency of tax
‘administration",Actually, it is not at all clear that this
implication follous from the assumption underlying his "oun%,
modified eStimate, -What his assumption appears to accomplish
is to'give him a-device to go from published information on
non-salary incomes assessed in a given year (but.pertaining -
to several years) to an estimate of assessed non-salary inoomes

attributable to the given year, - -But the basis for his assum-

ption is not supported by argument or evidence, .

Fourth, the methodology assumes that the ratio-df<hon-
salary income to total income of a sector»remain8<constant;
Ehopra finds some support -for -this -assumption in the obser-~
vation that the ratios are the same for the:two years for
vhioh data is présented in the Wanchoo Report, This may be
rather pold oomfort, since the observed constancy is more
likely to be the result of extrapolation of the ratios
observed in one year to the other than a product of indepen-
dent estimates.  Certainly, over the seventeen year poriod
ocovered by Chopra's work, there is iittle-reason to believe;
a griori,-that these ratiogs would stay constant,

Fifth, it is also assumed that the ratio of non=-salary
incoms above the exemption limit-to total income orginating in
a septor remains constént. There are severe problems with

this assumption, To begin with, the empirical basis for the
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base year (1961-62) values of these. ratios is absent from both
the Wanchoo Report and -Chopra's article, - It is noteworthy
that Kaldor (1956) charactecrized the corresponding, and
81m11ar, assumptions in his estimates as being- ‘"based on very
slender foundations"®, - Furthermore, even if one could give
credence to the baso~year-estimates, thereis no reason to
believe that thesc proportions would remain invariant to
chahges, over time, in the structure and orqganization of
production within each sector, to inflation, or to changes

in tax laws which have -altcred- the -effective exemption
limits.10 "Chopra-conténds that Yon balance thecre '‘may not ‘bo
a significant changa“,fbuﬁ he docs not marshall arguments in

support of this claim,-

‘Therc are~othcrfproblcms with this methodology which
do not-appear to have been fully appreciated by Chopra, First,
the national income estimates, do not, by deliberate conven- -
tion, include cstimates of .income earned in illegal occupations,
'But; for cstimation of tax=-cvaded income, 'such ‘income ought to
be included, since the tax laws recquire tho declaration of all
earnings, ‘including those -from illegal activities, - So, quite
apart from-the possible under~cstimation of scctoral incomas

discussed carlier, the exclusion of illegal incomes imparts a
further dounuward bias to the cstimates of assessable incomo,
and hence, tax cvaded income, proscnted in this exercisc,

_'/ In fact, a 51gnlflcant weakness of the Kaldor/Uanchoo/
Chopra approach is its failurc to distinguish betuween’
corporate and non-gorporate income carners,.when cxem-
ption limits, deductions, evasion possibilitics (and
incentives to cvade) are llkely to vary substantially
aoross these catogorles.
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Second, in computinb non-salary incomes actually
assessed to tax, Chopra relies pnlthe data published in the
A1l India Income Tax Statistics (AIITS), various issues,

But, owing to delays in reporting and other reasons, the
information contained in AIITS is far from complete, Some
indication of the extent of under-reporting may be had from
Table 2 which presents relevant information by year of assess-
ment, - Column (1) records the number of assessments carried
out in the relevant assessment year apd for which information
is collated-in the AIITS, Column- (2) shouws the total number
of assessments conducted in that year according to the annual

Reports of the Comptrollier and Auditor-General, The same

reports have been used to compile column (3) which gives the.
total ‘number of assessees on the rolls of the revenue depart-
ment at the end of each assessment year, If the assessments -
in column (1) related solely to the years indicated, then the
ratio of column (1) to column (3) [shoun in percentage terms
in column (6)_/ would be an adequate indicator of the degree
of underreportlng.11' Unfortunately, 'a substantial proportion
of the assessments-in column (1) relate to previdus assessment
years, In recent years -a neu serics -of AIITS publications has
been issued which gets around this problem and provides for
eagh assessment year the total number of assessments pertaln-

ing to that year, which (a) have been conducted in all years,

11/ It should be empha31scd that the difference in total assess-
ments rzcorded in the AIITS, as compared to the Reports of
the Comptroller and Auditor-General, may not ba wholly
attributed to underrcporting. The fotals in the AIITS also
exclude assessments which did not result in either demand
or refund, To the extent these cxclusions are si nlflcant
the interpretatlon of the perccntages in columns %5);

and column (7) as indicators of underreporting is
veakcened,
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TABLE 2

Number of Assessments and Assessees Reported in Alternative Sources

and -Derived Indicators of Underreporting in AIITS

Assess- Number of Numner of Number of Total Undlcators of underrqurthg
mont - 8ss0csSs=- assgss- assesseos ‘assagssments creccontages -
year ments monts (C.&R.G.) tabulated Column (1) Column (1 ?- Column (4)
(ATITS) (C.&A.G,) - in AIITS as por cent as por cent as por cent of
: for given of column of column  column (3)
assessment  (2) (3)
year

(1) (2) - (3) (4) (s) (6) (7)
1967-68 158u187 2556554 2708464 62,0 5845
1968-69 1892620 3421282 2673461 55,3 70.8
1969-70 1934654 3557890 2910341 54,4 66,5
1970-71 NA '
1971=72 2109103 3844219 3208516 54,4 65.7
1972-73 2158970 3598057 3388259 60,0 63,7
1973-74 NA '
1974~75 2367275 3840846 3637434 2518000 61.6 65,1 69,2
1975-76 2426322 4007644 3796258 2374000 60,5 63,9 62,5
1976-77 2440899 3948879 3758753 2194000 61.8 64,9 58. 4
1977-78 2536224 4043813 3955244 62,7 64,1
1978-79 1932815 3310327 3969965 58. 4 48,7
1979-80 1819575’ 3489790 4175615 5241 43,6

Sources: 1, Dircctorate of InSpcctlon; All India Income

Tax Statlstlcs (AIITS), various annual
issucs,

2. Directorate of InSpoctlon, All India Income
Tax Statistics, ASSOSSmunt Vbar, various
annual issues, N 4 o o

3. Governmont of Indla, Rcport of thg Comptrollor
and Auditor-Goneral (C, & A.G.), various
annual issugs,
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and (b) are reported through;the AIITS information system,
However, these numbers, shown in column (4); are only avail=-
able for 3 years, But, at least for these years, the ratio
of column (4) to column (3), shoun in column (7), can be -
arqued - to . be a better indicator of underreporting than the

percentages in column (6).

In any case, the main point to be drawn from Table 2
-is that the assessments analysed and tabulated in RIITS
publications do not cover all assessees, and there are strong
-grounds for believing that the extent of underreporting is- -
substantial, Therefore, Chopra's estimates. of assessed non= -
salary income, Which are based on the AIITS, are- likely to be.
serious underestimates, This source of error imparts a
strong upward bias to Chopra's estimates of ‘unaccounted (tax
evaded) income, ‘Moreover, the degree of bias may fluctuate
from year -to year with the extent of underreporting in the
AIITS data, R

To sum up, there are serious problems with the estimates
of tax evaded income obtained by Chopra, -Some of the principle
sources of error have been touched on here, It is not possible
to hazard uhether ‘the different sources of bias cancel out or
have a discernible net impact upuards or downwards, Nor is
it -justifiable to takec the position that the estimates
correctly indicate the broad orders of magnitude of tax=-evaded
income and' its rough trend over time. Ffinally, giveh tho
dubious nature of ‘the gstimated time series of unaccounted
ingome, Chopra's econometric efforts to "explain® .his.series
in terms of other causal variables have to treated with
gonsiderable skepticism, At best, Chopra's study provides a )

poipt of departure for further explorations along the fiscal
approach,
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_Befcre-ooncluding-this section mention showld be made
of some cstimates of tax evasion published by Kabra (1982), -
Unﬁdrtunately, Kabra does not compute a scries -for unaccounted
income, He only estimatcs a series for personal income tax
avasion, He begins with national income cstimatas of total
personal--incomc earned cach ycar, estimatos the hrOportion of
‘this accruing -in the non-primary sectors of the economy, -and
nets out ostimates of tax exempt income to obtain his serias -
of taxable income.  For this last step he-uses household data-
on income distribution, notably the results of a survey by the
National ‘Council of Applied Economic Research for 1964=-65,

- Ho appliss obsarved averaga-efﬁective-income tax rates to his
derived sasrics of taxablo income in -order to-estimate the tax .
revenue that should have been collected in-each year,  Subtrao-
ting actual income tax collections yiclds tho ostimatass of tax
cvasion, It is difficult to esvaluate tho quality' of ‘theso
ostimates, eincc Kabra does not provide sufficient detail
on-hou ‘the- intermediate stops -were -carried -out, In particular,
one needs to knou-mdre-about how the income distribution data
was used, along with other information,~to.obtainiestimates~of
the ambunt of non=-primary sector~person§l indome exampt from
taxation, - -On the faoc of--it there is rcason for -sorious
"doubt since Kabrats ostimates of ‘tho ratio of taxable to total
personal income ‘in non-primary sectors turn out to be implau=-
sibly high, nearly 90 por cent in most years, 2/ ono would

12/ Thus for the four most rocent yéaré,'Kabréfs astimates
(roportod #n Chapter 7, Tablo IV) are as follows (in
Rs crores):

Non-primaty scctor Taxable non=primary

S fcrsonal "inogme_ - goctor poersonal :inoon
1975=76 3438147 30898,99
1976=77 38044,7 33759, 35
1977-178 42790,5 38417.31

1978=79 4812249 43661,82



have thought that the various pecrsonal income tax cxemptions
would havec operated to yield much lower cstimates of taxable
personal incomc.v Ovor-cstimation of taxable personal income
would ‘help to-account for Kabra's unusually high cstimatcs

of tax cvasion,

- aaar

5. fMonstary Approach: Estimatos by Gupta and Gupta

a, The Method and the Results

Feige's method ‘relies on ‘the standard Fisherian
identity, MV = PT, where M is thc stock of monecy, V is its-
transactions velocity and PT is the total -value of 'monetized
transactions in tho economy,  Further, tha mcthod- assumes
that thoro is a constént>proportional rclationship betwaen
the total valuo of monctized transactions in the oconomy,

PT, and total nominal income -of ‘the economy, Y. PT includes
the valuo o?.monétizod transactions in the black or unreportod
cconomy, just as Y*includes~thcivaluo of income originéfing in
tho unroported cconomy, Application of the method involves
the folltewing stops:

(i) Computc the total valuo of monctized transactions
PT (=MV) for a basc ycar when tho unreported
cgonomy is assumed to be non-cxistent;

(ii) Observe the ratio of PT to offiocially moasurcd
‘GNP in thc year (since, by hypothcsis, thero
is no unrcported economy, GNP will be equal
to YV); '

(iii) Compute the valuc ‘of total monctizod transag-
tions . in subsequent yecars, and by applying the
ratio computed from (ii) estimate the total
nominal income, Y, for tho corresponding ycars;
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(iv) For gach year the difference botwean the compu=-
ted valua of Y and oFF1CLally measured nominal
GNP yiclds estimatos of the unroported cconomy,
Looked at another way, whenever the ratiec of PT to
measurcd GNP axcacds thc base year value, the
prescnce of a black cconomy is signalled,

The computational burden of this method rests with-
calculating the total value of monctizoed transactions in cach
year, - Following ‘Feige, Gupta and Gupta (henceforth GG) -
subdivided the task into~tuo'parts:fostimating the -value of
transactions 'supported by cheques and that by gurrency, - Thoy
estimated tho value of chequing transactions by multiplying
tho'avorage-stock-ofjdomand-deposits by their turnover rate,
Data an demand deposits were ‘readily availablo;-and information
on thoir turnover ratcs was availablc for certain years,

Estimating the value of currency7tfansactiqns‘roquirod
some bold assumptions, ‘In principle, the value of currecncy
transactions can be obtained by aggregating, for all currency
dcnominations, the product of the value of the currency with
tho public and ‘its .turnover rate (per year) por unit, The
value of -eurreney with tho publie, by-diffcrent-dQnominationS,

was readily available, It was in computing their-rOSpoctivo
turnover rates per unit that assumptions had- to bo madec,
Like -Feige; GG estimatcd the turnover rates per unit of
currcnoy by rccourse to the following idoentitys:

Llfetlme transactions aof ourroncv noto

T a = .
urnover rate per yoar Rverage lifo of currcnoy noto

For lifo-time transactions, that is, the total number of times
a ourrenay notc can change hands ‘before it has tO»bo“retirod;
GE followod Foigo in taking Robert Laurcntt's (1970) estimato

. of 125 for the Unitod States, For averaga'longth‘of‘lifo;
they could only obtain indigcnoous infor

R

336-24)60A98 Yy

Acdqu
M3
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Re 1 note, and they assumed the same length of life for the

Rs 2 note, For denominations Rs 5 through Rs 100, they used
estimates pertaining to Canadian dollars of denominations-
ranging from § 1 to 100, For Rs 1,000 and Rs 5,000 notes, they
used Feige's estimate of 22 years for the us % 100 bill,

Based on thesg assumptions GG obtained the
time series for currency transactions; demand deposit transa--
ctions and-the black economy (Table 3). In obtaining the last
series they used.the average transactions to income ratio for
the years 1949/50 to 1951/52 as their base period norm on the
assumption that ‘the black economy uas of negligible dimensions
during these years,

b, A Critique

AR crucial assumption in the Feige/GG method relates
to the ‘constancy of the ratio of total monetized transactions
to total nominal -income, that-is the ratio of PT to Y, IFf
this ratio changes over time, for reasons other than the
growth of ‘a black economy, then the estimates for the black
economy are undermined,

In fact, there are some good reasons to -expect the
ratio of transactions to income to change with economio
deve10pment.'~First,'uith increasing monetization of thao
edonomy the ratio can be expected to increasc since moneti--
zation will tend to increasc the numorator without affecting
the denominator, 'Second, with devclopment, the density of -
inter-industry transactions normally-increasés, or, in other
words, the~input-outbut matrix for the economy gradually fills
up. Thus the grouwth of inter-industry transactions, and hence
of total transactions (the numerator) can be cxpected to be
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TABLE 3

Size of Black Economy

Year Currency Demand Total Ratio of Size of Black Currency transac-
transac- deposits transac- thevtotél the black economy tions as per cent
tions (R transap- tions (Rs transac- _ economy as per of total transac-
crore) tions (R crore) tions to (B crore) rent of tions column (2)/

| crore) columns official of ficial (4) x 100
(1)+(2) GnP GRP |
(1) (2) (3) (4) (5) (6) (7)
1967-68 127974,5 82272.,4 210246,9 6, 56 3034.4 9,50 60,8
1968-69 133399,3  91582,0 224981,3  -6.81 450442 13,64 59,2
1969-70 145252,8 106770,0 252022.8 6.89 5458,.8 14.92 57.6
1970-71 158738.,7 135479,9 294218.6 7432 8900.3 22,15 53.9
1971-72 171925.9 161520.9 333446,.8 7.70 12354, 8 28.56 51.5
1972-73 182731.7 194626.6 377358.3 7.90 15195.5 31.82 4844
1973=74 214030,9 234142,5 448173,5 7.61 15894, 9 27.00 47,7
1974~-75 230685,7 274531.2 505217.0 7¢24 14518, 1 20.81 45,6
1975-76 237077.4 309402.7 546480.1 7.52 18458, 0 25,39 43.3
1976=77 268784.9 372391,4 641176,3 8,33 30014, 8 39,01 41,9
1977<78 284537,1 442028,0 726565,1 8.37 34335, 2 39,53 39,1
1978-79 315284,3 541782.2 8569566,4 8.92 46866, 9 48,78 36,7
Note: Average value of the ratio of total transactions to Source: Gupta and Gupra

official GNP for 1949-50 to 1951~-52 ratios is 5,995,
Divisions of yearly figures in column (3). by 5.995
and then substraction of measured GNP gives column

(5).

(1982).
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more ‘rapid than the grouth of nominal value ‘added (the denomi-
nator), - So, once again, the ratio of transactions to income
can be expected to incfease. Third, as GG themselves notey
economic development will normally be associated with dispro-
poftionately higher groﬁth in purely financial transactiaons,
reflecting‘grouing-divefsification and sophistication in
financial-and capital markets;lé/ This too would tend to
increase the ratio of transactions to income over time, On
the other side of the coin a growing proportion of economic
transactions may be conducted within vertically integrated
production units, This would tend to reduce the transactions/
income ratio, though its effect is likely-to be mueh less than
ths three factors, noted~above,Auorking in the opposite:
direction, On balance, a'priori reasoning would suggest that
the transactions/incohe'ratio will increase as development
proceeds,  But if this is the case, then the observed increases
in the ratio of transactions to nominal, measured GNP cannot
be wholly attributed to the development of an ‘unreported
economy, It may, at least partly, reflect the effect of the

influences cited above,

R second set of doubts regarding the GG estimates
relate to their use of proxy values (from the United States
and Canada) - for their estimates of lifetime transactions -of
currency notes and the average life of different denomination
notes, One can sympathize with their need to make some
assumptions, without suspending doubts about the specific ones

they have used,

o

. - - - e g -

13/ Gupta and Gupta suggest some svidence to the contrary
in India, but it is not compelling.
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Quite apart from the issue of the actual values assumed
(for lifetime transactions and average length of life), their
method freezes the currency turnover rates for the entire period,
Thus, on their assumptions, intertemporal variations in the
value of currency transactions are attributable solely to vari-
ations in currency stocks (of diFferent denominations) held
by the public. ’

Fourth, the method makes no-allowance for possibile
diﬁferences-in velocity of transactions ‘in the reported and
unreported ‘economies,; ‘The same turnover ‘rates for demand
deposits'énd currency ‘are ‘implicitly adsumed to be applicable
irrespective of the nature of the transactions.‘

None of the last three vonsiderations allous Bne to deduce
the possible direction of bias in the estimates of the unacc-
ounted economy; they simply underline the fragility of their
basis,

A fifth reason for doubting the GG estimates derives
from the time profile of the ratio of currency transactions
to total transactions, uwhich is implied by their estimates,
Table 3, column.(7) shous the evolution of this ratio from
1967-68 to 1978~79, There is a marked and steady decline
from 61 per cent in 1967-68 to- 37 per cent in 1978-79, - This
decline occurs during -a period, when, according to GG, the
unreported economy grew rapidly in relation to officially-
measured GNP.from under 10 per cent of {officially measured
GNP) in -1967-68 to nearly -50 per cent in 1978-79,  In
absolute nominal terms the scale of the black economy ‘is
estimated to have increased by more than 1,500 per-cent over
this period., These opposing trends do not co-exist’
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comfortably, ‘It is'one thing to admit that black economy
transactions may not he wholly financed through cash, It is -
quite another to reconcile 2 rapild growth in the black economy
with a declining share of cash transactions in total transapg-
tions., This-is so because both reasoning and casual empiri-
cism strongly suggest that black eccnomy transactions are
likely to be mainly financed through cash.lﬁf

Finally, what of the results obtained by GG? A careful
scrutiny of the national accounts suggests that about half of
oFFiciélly~measured GNP in 1978=79 was in sectors such as
"agriculture®, Wpublic administration and defence", "electri-
city, gas and water supply™, "banking and insurance®™ and - -
"railways®, sectors in which the incidence of the unreported
economy_is generally believed to be negligfble, ‘It follous
that wvirtually all af the.Rs 46,867 crore of unreported
income estimated for 1978-79 by GG was in the remaining sectors
for which the total of officially measured GNP was less than.
Rs 42,000 crore, This, in turn, implies that those responsi-
ble for constructing Indiat's official national accounts uere
underestimating value added by a factor of more than 100
per cent in those sectors where the black economy is believed
to flourish, While this implication is not impossible, it is
certainly implausible.b

LA . ——-

14/ Tanzi (1982a) levels a similar criticism against Feige's
estimates of the underground cconomy for the United
. States, : ‘
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To sum up; there are serious methodological reasons to
doubt the validity of the Fsige approach -as applied to India
by GG, 'These methodological concerns are compoqnded~6y the
prima facie implausibility of the results obtained through
éh{b~approach.'-Furthermore,-as in the case of Chopra's
sstimates, doubts -about -the methods and ‘results pertaining
to aﬁy‘single-year'are reinforced when- it comes to consider=
ing the plausibilify of the estimated -time ‘series, not to
mention the regressions advanced to "expléin" the series,

6., Physica) Input Approacht Estimates by Gupta and Mehta

a;‘ The Method and the Estimates

Gupta and Mohta -(henceforth GM) generate estimates
of the unreportad economy ‘based-on trends -in the consumption
of electric pouer in—the‘economy. ‘As noted earlier the
basic épproach is to identify a stable relationship betwsen
the use d?-elactric¥pouer and national output (vith due
allowance for changes -in- output-mix and technology) and
then ses if the grouth of officially measured GOP can
account for the grouth of electricity consumption; to the
extant ‘it cannot, unreported economic activity is inferred,
The main steps and assumptions of their method are
summarised belous

(1) They start with the assumption that there is a
fixed linear relationship bstween total value
added (roportocd plus unreperted) in the sconomy
and the oonsumption of electric power, which
can be reprasented by the following equationt
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- Input_of electrlc420uur - I%&
Total valuoc.addod in cconomy th

(ii) In any ycar, t, a variable by is defined such that,

Total GOP .. _ Tt ,
t  Roported GDP  RYyg

(iii) This allouws one to writeo:
IN, = a.b, RY, =RV,

ab

whoro, Pt £°
In order to allow for changes in technology and

output-mix, GM definc the proxy variables IT, -and Ipt to

represent - these phenomena, The resulting form of the

cquation to be ostimated is:
IN, =+ By RY, +), Iy +Y, TPy

(iv) . Recognising that the value of ﬁt can change
ovaer time {(bccause of underlying changes in bt)’ GM experi-
ment with alternative f‘unctlonal forms of’ﬁt, such aszs

ﬁt =ﬁ0 +p1 t +»P2 t2 tesesass

(v) Tho equation which is finally chosen ‘to derive
the scale of the unrcported cconomy 1ncorporates cstimatcs
f‘orP andﬂz, and is as f‘ollous°



IN, = - 7782.27 + (0,7909 + 0,001203 t°) RY,

. (1a78)  (3.40)
+ 2037472 T + 11856 1P

(6.33) - (0.86)

t

1_2 N
where, R = 0,996; F = 1238,08; t-values of. coefficients are

in parentheses; and

]

N, Gross electricity generation.in million Kuh;
RY£'= GDP at factor cost in 1970-71 Rs crores;

t = Time trend (it is also the proxy for technology
- change)

IPt

Ratio of gross value added in the secondary
sector to gross value-added in the primary
sector of the economy,

On the basis~of Ehis equation GM obtain the following
estimates for-the unreported economy (they present their
results as per cent sharesof total GDP; here they have also
been converted into per cent shares of reported GDP&:

As per cent of As per cent of
+ntal GBP reported GDP
1964~65 267 2.8
1974=75 1241 13.8
1978-79 1644 19,8

be A _Critique

The first point that needs to be mads -about GM's
methodology is that their write=-up does not seem to be compléte.
Their estimated equation yields values for Bt for any given
year, Butﬁt is a product of two parameters, a and by ; and it
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is 'only the latter which yields-a,numerical-measure'Fbr-the
unreported-econdmy.- To go- from pt to bt‘requires~either :
independent knowledge of the value of a, or, alternatively, -
the valus of a can be derived by assuming that the unreported
economy is non-existent in soms base year (in which case b
becomes unity by hypothesis-and ﬁ--= o @ gives an estimate of
a), 'Presumably GM adopted the latter approach, but it is not
spelt out in their paper, '

Aside from this apparent omission, GM's methodology
is questionable on a number of grounds, Most-of these relate:
to GM!s assumption of a“?ixed-copfficient‘relationship-be@ueen
power consumption and national output (abstracting from changes
due to technical change and output-mix), Uhile this assumption
may be plausible for a technical process.or even an 1ndustr1a1
plant, it i% much less so at the economy-wide level,

First, value-added (uhether accounted or not) in
service sectors, such as trade, can expand-(or'coéiract)
greably with relatively~iittle change in the -demand for
electricity, The same is true for much of agriculture.  Note
that the issue ‘here is not of the output-mix of total value-
addedj rather it is a denial of any fixed-coefficient, or
linear rclationship betweesn power oconsumption and valus added
in certain ma jor sectors of the economy. - Once this is admi=-
tted,:not~mpch significance can be read into the observed

changes in the ratio of total electricity consumption to
measured GOP,

A sgcond reason for doubting the significance of
changes in-this- ratio is that electricity is -not just an
intermediate-input in production, Much.-of residential

demand, and perhaps sqmé of commercial demand, falls into
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the category of final consumption., -Such consumption can vary
with changes in income, the relative price of electricity,

the spread of eleétricity—uéing consumer goods and so on, The
simple point is that changes in-final- (that is; as a consumer
good) consumption of slectricity can powerfully -influence the
aggregate ratio of-total‘electricity~c0nsumption~to'measured~-
GﬁP, and thus undermine the interpretation of that ratio as an
input-output production relation, Sometimes the growth of
final -consumption of electricity may be the result of .deli-
berate government polioy,- The period 1960-61 to'1978-79
witnessed massive increases in rural electrification; while
much of this increase could be classified as intermediate
consumption of electricity associated with higher production,
much cbu1d~also-be'categofised as ‘final consumption, whioch
improved the quality of ruré; life,

A third weakness of GM!'s method is that it assumes
total electricity production to equal total electricity oonsum=
ption (except for transmission losses which are -assumed ‘to be
a-oonstant*proportion).'~Inlfact,-there are -uidespread reports
of the theft of pouer; which caution against this assumption,

Fourth, while GM allow, in principle, for changes
in electricity demand due to technology change and shifts
in the composition of output, their actual modelling of
these -factors' is unconvincing, - Technical change is modelled
through a simple time-trend, uhich could just as well be
inteppreted as a proxy for any number of factors ranging
from the growth of rural electrification to secular increases
in final electricity oconsumption, sfemming from grouth of per
capita incomes and generalised "electrification® of society,
As for the output-mix variable, IP,, its role in explaining
changes in electricity consumption turns out to be statis=



tically -insignificant,  This may be more a comment on ths
variable used than on-the-underlyihg theory, It lsaves the
tertiary sector wholly out of the account. Moreover at its
high level o f aggreqation ‘the variable is incapable of
reflecting the effect of output shifts within the broad
sectors, primary and secondary,

Fizglly, for-those who fall credulous prey to high:
values of ‘R- and F statistics, it is worth emphasizing that
GM's estimated equation permits alternpative interpre-
tations ‘to the one that they have used., GM-interpret-thé
estimated/fcoefficients és'indicators~of-the~unreported
economy. They could just.as-easily be interpreted as
indicators of electricity~intensification in the economy
as it. modernises over time -and adopts more power-intensive
techniques of production' in all sectors,  Or the coefficients
may be -interpreted to represent grouing -final consumption of
slectricity commensurate with increasing per capita income,
rapid rural electrification and the spread of electricity-
using oonsumer ‘goods, " The ﬁoint is that statistical
"goodness of fitM cannot -substitute for weaknesses in the
underlying a33umptipns and theory,

To sum up, GM have made a novel and intriguing -attempt
fn-apply~a~physical input approach to estimating the size of -
the unreported economy:. Unlike the estimates of Gubta-ﬁupta,
the results obtained by GM are not, 'in themselvesy implausi=
ble, But, as the preceding pages have tried to show, GM's
efforts to identify "residual™ power,consumption-and
fhencs to gauge the size of the unreported economy are
vulnerable to too many questions and doubts to merit
confidence,.
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8, National Accounts, Approach: Estimates by Ghosh et, al

a. The Estimates

As the title -says, the main purpose of the paper by
Ghosh, Bagchi, Rastogi and Chaturvedi (1981) is-ta-analysa
and explain "Trends in Capital Formation, Growth of Domestic
Product and Capital-Output Ratios (1950-51 to 1978-79)%, In
particular Ghosh et, al, duell on the "intriguing phenomenon
of the high observed rates of capital formation not-being
reflected in higher-output growth,s..". As one of the
possible ekplapatiohs-to the puzzle Ghosh et, al. consider
the possibility that the official data for GOP may reflect
significant und®r-estimation, It should; thus, be clear that:
Ghosh g;, ‘al. do not make ‘@stimation of the unreported-eccnomy
-the central obgect of their study, but rather are led.to this
issue in their search for solutions to the investment-output
puzzle,

In providing. guestimates of unreported -GOP, they do
not deploy any complicated "methodology™, in the normal sense
of the word, They simply examine the national-accounts, by
sector, and suggest some orders of magnitude by whioh output
and value~added may be underrecorded in certain key seotors,
Thus;'tﬁey hazard~tﬁat‘the'gross value of output from manu-
facturing is -understated by 10 per cent; prtncipa11y to-
further the goal of tax-évasion.- For similar reasons they
éugggst-that gross value édded»in trade and other servicee
is-undeg;estimated'by'153per*cent.~ For rental frpm-Hbusing-
they’ﬁote~that~the national accounts-rely on municipal- valu~
atiohs, vhich may be grossly understéted because of, primarily,
the prevailing rent control laus, - Combining these:assumptions
they estimated unreported GOP to have been about 7~-9 per -cent
of ourrent market price GDP in the years 1970-71 to 1977-78.
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b.: Ap Assgssment

‘The estimates by Ghosh gt. al, are the most ipformal
of all the ones reviewod thus far, Indeed; part of -the reason
for  including them in this ‘survaey ‘is that they serve as a
contrast ‘to the more "technical® methods, - Nor are they quite
in the category of single number guesses that érop up frequently
in - newspapers -and magazines. -These estimates are more in -the
nature of -"three numbor guesses™ (.) - corresponding to the
thres rates of undervaluation, in different sectors, which
they assume,

The fact remains that these three percentages -are
guessas, unsuppdrted-by any independent quantitative infor-
mation, 'True, they may reflect informed  judgement, since.
all the authors:are well-versad in'.the strengths -and weaks
nessas of India's national accounts,- But thoy are.guesses
nonetheless, -Aside ftom suggosting possible(and plausiblo)
orders  of magnitude their principal virtue may lie in provo;‘ .
king other ressarohors to tackls the issueq of under-cstimation
at a §39toral”laVel and confirm (or controvert) the guessas
they have advanced, ‘

8. Estimates of Upaccounted Income; A Numerical Overvieu

In Table 4 tho sstimates reviswed -in this paper are
brought ‘together for easy reforence and comparisons The
latter activity should bo prafaced with the repetition of
an important warning, namaly, the éonccpt of unaecounted:
income is not tho same in all the studios, Specifically;
Chopra'g estimates aro based on the notion of tax-svaded
incomp; while the others raevicwed in this paper refer to
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income,which is not reported or measured in official esti=
mates of national income and output, It is not entirely
clear which concept of unaccounted income underlies
Rangnekar's -estimates: ‘in ‘his note of dissent to the Wanchoo
Report; he appears to adhere to the concept of tax-evaded
income, but his recént paper- (Rangnekar, 1982) updating these

earlier estimates is somewhat ambiguous on this score,

It -should ‘-be said that no attempt has -been made to
evaluate Rangnekarﬁs estimates -in this paper as it.proVed
impossible to obtain a clear understanding of his "expendi=
ture® methodology from the description provided in both the
sources»méntioned~éboye;»'Nevertheless,'since his estimates
are ‘frequently cited;-they have been included for purely

numerical comparisons,

A few pdints-emerge from inspection of Table 4o
First, except for the estimates by Ghosh et. al,, all the other
others boint towards an:-unaccounted econmomy which is growing
both in absolute value and in relation to- officially estimated.

GNP.LS-/

istic is not clear, - True, the rising trend accords well with

How much should be inferred  from this common character=

conventional anxieties ‘about-a grouwing -black economy, - But,:
given the dubious nature of the underlying methodologies,;it
would be unwise to infer anything more than a uweak presum-
ption -of a grouwing trend., = And even that - judgement - may

be more -firmly based -on casual empiricism than on the

estimates reviewed here,

-

15/ And the principal reason underlying the relatively static
estimates by Ghosh et, al, is that their assumptions ,about
the p.rcentage of under-reportlng in various sectors are
held constant over *time; the changes: in the aggregate
percentage are attrlbutable wholly to changes in the
composition of GOP.



- 36 -

TABLE ¢4

Alternative Estimates of Unaccounted Ingome
(As Per: Cent of GNP or GDP)

popap—_ ]

Year Chqpra's estlmates Gupta Gupta  Ghosh Range-
“Wanchoo  Y0un and . and et,_al's kar's
method" method" Gupta's Mehta's estima- . esti-
estimates estima- tes mates
, tes -

(1) (2) (3) (4) (s) . (6)
1960<61 5,0 6e1 - - - -
1961-62 5.0 4,5 - - - -
196263 5,3 4,9 - - - -
1963-64 5.2 Ted - - - -
1964=65 449 6.8 - 2.8 - -
1965=-66 5.1 6.4 - - - 9,8
1966-67 365 6.1 - - - -
1967-68 4,9 5.7 9,5 - - -
1968-69 5.0 44,0 13.6 - - 8.6
1969-70 5,8 Te 4 1449 - - 8.4
1970-71 448 5e2 22.3 - 7.6 -
1971=72 541 342 28,7 - . 7.8 -
1972=73 4,0 3.8 3149 - 7.8 -
1973~=74 4,9 8.1 27,1 - 7.4 9.9
1974=75 5,9 1244 2049 13.8 8.1 9,3
1975=76 5.6 9,9 25,0 - 8.4 10,0
1976=77 5.7 10,2 37.6 - 8.7 1143
1977-78 - - 38. 4 - 8.7 12.1
1978=79 - - 48.1 19.8 - 1345
1979-80 - - - - - 1444

-

Note: Column (1), '2), (3), (5) Spu}ce:. Chopra (1982), Gupta

and (6) are computed as and Gupta(1982),
percentage of GNP at Gupta and Mehta (1982),
current market prices, Ghosh et, al. (1981)

. Column (4) is computed Rangnekar 17982) and
as a percentage of GDP Government of India

at factor cost and 1970~ (1982).

71 prices,
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Second, and-this highlights the fragility of the
various exaercises,y the cstimates of unaccounted income for
any given -year vary widely across the diffcrent studies,. Thus,
for the year 1976-77, they range from-a low of 9 per cent of
GNP according to-Ghosh gﬁ,'gg;, to a high of 38 per cent
estimated by Gupta -and Gupta.lé/ About the only thing thesc
numbers have 'in common is that they are all-positive. And
gvoen ‘this virtue would have become a casualty if the results
of Sandeseral's critical . application of the Gutmann method had
been -included (for 1976-77 it gave an estimate of black income
of minus 55 per cent .of GNP),

9, Concluding Romarks

What is one to make of all this? The first and most
obvious lesson to draw is that the enterprise of estimating
the~siie of -the unaccounted economy is still in its infancy,
It has a long way to go before the methods and results ecan
persuade the -agnostics, let alone the scepties, This need
not ‘be construed as-a counsel of despair, In any nou ficld
of empirical enquiry it is quite natural for the carly efforts
to be highly -vulnerable to criticism, - But-it is only by
‘beginning, and then respondingvto-legitimate criticismsy that
progress can be achicved, of course, there is no guaraﬁtee
that this particular field of empirical effart will yield
increasingly acceptable results, -What -one gan guarantee is
‘that without some effort there can be no improvements in

the quality of methods and cestimates,

16/ Actually, Chopra's cstimate by the "Wanchoo method" is
oven lower, 6 per cent of GNP, but his preferred, "ouwn
sories" yiclds a higher cstimate of 10 por cant of GNP,
Furthermore,. the concept of unaccounted income under-
lying Chopra's (and Rangneckar's?) cstimates is not
comparable to that used by other authors,
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Second, in judging the quality of studies in this
area it would be unreasonable to expect standards of accuracy
that may be prevalent -in other applied economic worke The
very nature of the phenomena under study defy direct measure=
mente - In principle; attempts could be made to mount direot
surveys of unaccounted income and its dispecsition. But ths
credibility of such survey responses is likely to be extre=-
mely low, Hence, there is likely to be a continuing need to
rely on indirect methods and circumstantial evidence.

Is this sort of prospect of uncertain empirical
foundations a fatal weakness characterising all efforts at
estimating the dimensions of the unaccounted economy? To
answer this guestion cone needs to be clear about the princi=-
pal objectives which metivate such enterprises, - First, it
is important to establish ~ even if not beyond reasonable
doubt = whether the blaok economy is a quantitatively signi--
ficant phenomenon in India, - If it is not, then concern about
its causes, its nature and its consequences for the economy
and economic policy-makingy, ‘loses much of its steam, Second,
it is desirable to form some reasonable judgement about the
trends in the black economy: is it static, declining or
growing? -Both of these are psrfectly valid reasons for
pursuing efforts at quantification, even if, for the forse=-
able future, such estimation exercises are bound to be open
to considerable questioning and criticism,

Finally, an excessive preoccupation with the estima=-
tion of the size and trends of the unaccounted economy has
its dangers, ' It can detract from serious exploration'of
its causal origins, its functioning characteristics;vas

well as the economic and social caonssquences of ths
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phenomenon, True, such enquiries will be bedevilled by some
of the doubts that plague ‘the estimation sfforts, But such.
doubts should not preclude the-dedﬁction of qualitative oon=-
clusions backed by piecemealzempirical-evidence.-~For axample,
often ‘it may be possible to form a sound judgement about
whether a particular measure will reduce or -increcase -black
economic activity,  In particular markets onc may evan bo
able to substantiate such judgements with empirical evidenoc.
Such evidence is likely to be more -accossible -and bettor
groundaed ‘for a small sggmdnt of the -economy than for the
economy as a Whole, Indeed such scctor or market-uwise

studiocs might yield insights about- hou to improve the

macro cestimation efforts, Put simply, the attompts to:
estimate the dimensions of the black cconomy should CQmploment,
and not substitute For, analyses of its causcs, nature and
conscquences,
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