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Francesco Flaviano Russo

The Cost of the Legal System and the Hidden Economy (Job Market Paper)

| propose a dynamic model of industry equilibrium to study the effect of the costs of access and
participation to the legal system on the size of the hidden economy. The cost of access is related to the
monetary expenses that are necessary to start a business and to the opportunity cost of the bureaucratic
procedures involved. The cost of participation is related to tax payments and to labor market regulations.
The model implies that, on average, two thirds of the observed cross sectional differentials in the size of
the hidden economy can be accounted for by differences in the cost of access. Furthermore the model
delivers a measure of the hidden economy that is highly correlated with all the available estimates. | also
show that a regression analysis confirms all the results of the numerical analysis.

Double Business Cycle: the Hidden Economy in the U.S.

In the U.S. the cyclical component of the GDP is negatively correlated with the cyclical component of the
hidden economy GDP over the period 1960-2003, highlighting the existence of a Double Business Cycle.
The relative size of the hidden economy is decreasing over all the sample, while the absolute size is
increasing until the first half of the 80's and then fluctuating around a constant trend. The main
contribution of the paper is showing that this characterization is robust across different estimation
methods of the hidden economy. The second part of the work proposes a DSGE model that rationalizes
the empirical findings. The key factor that delivers the negative correlation is a process of workers
reallocation along the cycle in response to exogenous shocks. The decreasing relative size of the hidden
economy is implied by the time series behavior of the effective tax pressure.
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