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One of the main features of the shadow economic activity is its character that cannot be 

controlled by the state, when the operations of the economic actors are somehow hidden from 

the bodies for state control and monitoring, or it is prohibited by law altogether. In view of its 

character, we could outline two main areas of the shadow economy:  

 Economic operations in the legal sector that are hidden from reporting and auditing 

point of view (fully or partially);  

 Economic operations in the illegal sector prohibited by law.  

 

In view of its result’s characteristics we could also outline two versions – producing, 

providing real contribution in the GDP increase and re-distributing, not related to creating 

economic goods (corruption etc.). This way, the individual features of the structure of the 

shadow economy in the different countries could be defined, in essence, by different 

qualitative and quantitative combinations of these four factors. Armenia has its own unique 

combination of these factors.  

 

The important question is about the assessment of shadow economy’s scale. The problem is 

that the vagueness of the “shadow economy” term brings about the ambiguous assessment of 

its scales. The assessment complexity is due to the fact that on one hand the shadow economy 

occurs accidentally because of the desire to avoid some dimensions, and on the other hand the 

assessment depends on researcher’s subjective attitude towards this problem.  

 

Obviously it would be a better idea to assess the shadow economy level according to the 

exemplary gradation: very high (60-80%), high (30-60%), average (20-30%) and low (5-

20%). The assessments in view of Armenia also fluctuate in large scope – from 40% 

(according to the official data) to 60%, and in the area of retail sales and services the shadow 

grows to 80%. This way, according to the assessments elaborated by the IMF, at present the 

shadow economy varies between 30 and 50% (in the various areas).  

 

Amongst the numerous negative consequences of shadow economy’s impact on the society 

we could outline the two most important ones – cutting down the budget revenues and 

distorting the competitive field. In the capacity of positive consequence we could note the 

mitigation of the unemployment problem.  

 

The main reasons that bring about the shadow economy in Armenia 
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The shadow economy is business’ natural reaction to state’s inefficiency. Obviously, there are 

many reasons behind the shadow economy in Armenia, which is undergoing a transitional 

period. Furthermore, such a high level and most of all shadow economy level that does not go 

down demonstrates the availability of significant systematic problems.  

 

It is worth acknowledging that the main reason which brings about and maintains the high 

level of shadow economy in the legal sector was and remains the inadequate taxation policy 

of the state and the legislation that provokes corruption. The inadequacy of that policy is 

about the fact that in the circumstances of institutional and resource weakness of the state 

undergoing transitional period, the government tried implementing the taxation models of the 

Western developed countries in the Armenian reality without considering the resource 

capacities of our state. The features of these taxation models are complexity and bulkiness in 

combination with the high level of the taxation rates.  

 

These models are fully operational but only with high level of development of the 

governmental institutes and mechanisms of state regulation of the economy, as well as with 

the necessary material and technical procurement of the tax services. If resources are 

insufficient, and the institutes are underdeveloped, the high rates should be adjusted in 

practice with the assistance of corruption mechanisms and shadow economy. This is what 

happened in Armenia.  

 

This way the VAT introduction in Armenia was directly contradicting the experience of the 

global practice. Instead of the gradual rate increase with the minimum possible one until 

achieving the optimum, they immediately introduced the highest possible rate. The evolution 

of the standard VAT rates in practice started from the level of 8-10% (Austria, England, 

Denmark, Turkey, Germany) to the present ones of 19-21% in Spain, Germany and 20-23% in 

Great Britain, Greece, Italy, France. The highest VAT rate of 25% was implemented in 

Denmark and Sweden, whereas the VAT share in the total tax revenues in Sweden was the 

lowest – only 13%. The global experience about VAT collectability shows that because of the 

high fixed maintenance costs and the administrative complexity of that tax, its optimal rate 

should be around 12-18%.  

 

The high taxation for salaries fund and the social contributions also brought about massive 

shadow in the labour remuneration. At present the highest “shadow” could be seen in the area 

of retail sales and services. The main reason is the same – the unrealistically high tax burden. 

The implementation of cash machines in these circumstances which was proclaimed as the 

main measure for counteracting shadow turnovers, made the situation worse since the 

unrealistic taxation in combination with the cash machine created the perfect ground for mass 

corruption.  

 

This way in the institutionally weak state the pseudo-stringent policy of high tax rates is not 

effective and dangerous since, firstly, it provokes shadow economy and corruption, bringing 

about unfair distribution of the tax burden and unfair pricing, secondly, it does not provide the 

desirable fiscal result – the state does not achieve the tax objectives, and thirdly, it 

demoralizes the psychology of the government sector and deforms the relations between the 

business and the authorities. 

 

Additionally, it is worth mentioning that the policy of high tax rates in the majority of 

countries with economy in transition turned into the reflection of the fact that taxes play 
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vividly expressed fiscal function, instead of being mechanism for implementing the economic 

policy of the government.  

 

This way, the high level of shadow economy is predefined by the fact that the aggregate costs 

for staying in the shadow (the value of bribery, the impossibility to enter contracts, which 

could turn out to be subject matter of legal consent etc.) in most cases are lower than doing 

business in the legal sector.  

 

When it comes to the factor of the law enforcement bodies, the formal-legislative methods for 

counteracting the shadow economy are effective only with high level of development of the 

government institutions for economic regulation, just like their role in the majority of the 

developed countries. In Armenia where the state is still not able to ensure equal rule of the 

game for the economic actors and play the role of independent arbiter, while strengthening the 

tax administration in dangerous and ineffective manner. 

 

The passing of the new Taxation Code that would become effective in January 2018 is 

supposed to narrow the area for the shadow economy. This was declared by the IMF resident 

representative in Armenia, Teresa Daban Sanchez during the conference “Favourable 

atmosphere for the sustainable business in Armenia” (organizers – theRepublican Union of 

Employers of Armenia and the International Labour Organization). While expanding the 

taxation base, the taxation highlight should be shifted from the production to consumption and 

close a loophole for tax avoidance.  

 

In 2015 they registered economic growth of 3%, and for the five months of 2016 it 

equalled5.5% thanks to the efforts made by the Government of the Republic of Armenia, 

irrespective of the fact that according to the IMF forecasts the economic growth ought to be 

2% in 2016. In view of the Armenian GDP development we could also mention the recovery 

of the Russian economy, since when it comes to the external trade Russia ranks second after 

the EU countries.  

 

Conclusion 

 

Counteracting the shadow economy and corruption suggests the availability of three essential 

prerequisites 

 Political will on behalf of the government of the state,  

 “anti-shadow”, firstly economic, tax legislation that is adequate to the resource 

capacities of the state, 

 Effectively operating law-enforcement system.  

 

It is impossible to fully eliminate the shadow economy, but we could significantly cut down 

its sizes. Obviously there is a natural background of the shadow economy, after which 

counteracting it is meaningless. To Armenia the size of this background could be perceived as 

equalling25-30%. In the case the necessary political will is demonstrated, the main way of 

cutting down the shadow economy level in the conditions of institutionally weak state is the 

maximum simplification of the tax legislation and bringing the tax policy in conformity with 

the resource capacities of the state for monitoring its enforcement.  
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In general, the normal evolution of the tax policy in an institutionally weak state should take 

place in the direction from low taxes to higher ones, not vice versa, way it is now. Today the 

government does not have the sufficient resources to implement the present tax policy. In 

itself the high level of shadow economy proves the inefficiency of the tax policy being 

implemented and the inefficient actions of the government in the legal sector.  

 

The latest research held by theRepublican Union of Employers of Armenia among 300 

employers of the private sector according to the ILO methodology, within the framework of 

the project “Favourable atmosphere for the sustainable business in Armenia”, EESE: showed 

five basic blocks of obstacles:  

 

1. Education and repeated preparation of the personnel; 

2. Accessibility of financial resources for the small- and medium-sized enterprises; 

3. Business environment; 

4. Quality of the governance and corruption; 

5. Fair competitiveness and informal economy.  

 

Consequently, the basic taxation rates should be lowered to the level where the actually 

available resource and administrative potential of the government would be sufficient for 

ensuring the conformity with the tax laws that burden the majority of the legal business 

entities. This should turn out to be the criterion of taxation policy’s efficiency for the 

countries in transition and not the level of the taxes collected on GDP in parallel to the 

developed countries. This is essential in order to create competitive field of equal footing and 

make market mechanisms of fair competition and pricing work. Hence it is imperial to 

improve the literacy of employers, who are capable of implementing cutting-edge 

management systems, improving output and protecting their rights.  

 

In view of the developing countries like Armenia, the ratification of the international 

convention is important since it allows the social partners to promote and follow up the 

implementation of their demands better than the local laws. 


