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THE RELATIONS UNSHADOWING
IN BUSINESS ACTIVITIES:

THE ECONOMIC AND LEGAL
FACTORS OF SECURITY AT

THE MACROECONOMIC LEVEL

Abstract

The paper analyzes the current state of the shadow relations in business activities in

Ukraine. The purpose of the article is to investigate the current state of the shadow rela-
tions in business activity in Ukraine and abroad; find out the essence of the term “the

relations unshadowing in business activity”, develop the suggestions, which are aimed at
improving the scientific approaches to the economic and legal principles of the relations

unshadowing in business activity as a factor of an influence at the macroeconomic level.
The issue of sensitive motivation system creating is actualized for the purpose of the eco-
nomic activities unshadowing. It is proved that it is impossible now to accurately assess the

extent of the shadow economy. The economic and legal ways of improving the business

unshadowing are proposed, as well as the integration of the relations unshadowing in

the business activities into a system of safety factors at the macroeconomic level. Namely,
the institutional and structural factors, including: an influence on the structural policy
and mechanism of its implementation, possible changes in the structure of the public ad-
ministration, institutional changes, management of the state corporate rights, as well as a

new stage of denationalization of the property and the privatization; programmatic and

strategic factors: the economic development strategy, targeted state programs, as well as

the state programs of the social and economic development; financial, investment, com-
petition, and innovation factors: the competition policy and its implementation, the state

investment policy and its implementation, innovation policy and its implementation, as

well as the impact on financial and economic processes in the state. Based on the research,
the ways to improve the economic unshadowing issue are proposed, in particular through

the introduction of changes to the existing regulatory legislation.

Keywords unshadowing, business activities, economic and legal
factors, economic security

JEL Classification k42, M21, 017

INTRODUCTION

The percentage of the shadow business activities is increasing in the
Ukrainian economy. Of course, the shadow relations in the economy, hav-
ing the objective nature, exist in any country, but the task of the state is to
prevent the excess of the critical level of the shadowing for safety purposes.

In order to develop and formulate the specific activities on the rela-
tions unshadowing in business activities, it is needed to study the
causes of creation and existence of the shadow relations in the econ-
omy. It is necessary to define the essence of the shadow relations in
business activities, analyze their present state, define foreign experi-
ence of the relations unshadowing in the economic sphere, propose,
on its basis, the ways to use opportunities to prevent the excess of the
critical level of the shadowing, as well as to create a sensitive system of
the economic incentives at the legislative level aimed at the relations
unshadowing in business activities.



1. LITERATURE REVIEW

The economic and legal aspects of the shadow econ-
omy, and the relevant principles of the relations un-
shadowing in the business activities were explored
by many foreign and Ukrainian scientists. Thus, es-
timations of the shadow economies are presented
in the work by Schneider, Buehn, and Moutenegro
(2010). Williams and Horodnic (2015) have tenta-
tively confirmed a tax morale explanation for the
shadow economy within the institutional theory.
The theoretical basis of the shadow economy and
economy unshadowing in Ukraine is revealed by
Bazyliuk and Kovalenko (1998), Varnaliy (2014).
Dvoryaninov (2013) proposed the directions of
Ukraine’s economy unshadowing using the tax
mechanisms. Mazur (2008) investigated the econ-
omy unshadowing as a priority of the economic se-
curity of Ukraine. Shevchenko and Reznik (2015)
analyzed the issue of ensuring the state economic
security within the area of taxation.

Dreher and Schneider (2010) analyze the influence
of the shadow economy on the corruption and
make hypothesis that they both are substitutes in
the high income countries; their hypothesis has
been tested in more than one hundred countries.
Trebicka (2014) presents the connection between
the formal and shadow economies. Using the
economic and mathematical model, the scientist
demonstrates the opportunity to obtain the ac-
curate estimates regarding the size of the shadow
economy. Hubareva, Chmutova, and Maksimova
(2016) used in their paper a cognitive approach to
model an impact of the destructive factors on the
economic security at the macrolevel. Quintano
and Mazzocchi (2016) carry out a comparative
analysis of the EU shadow economy.

However, despite a considerable amount of the re-
searches in this area, the economic and legal prin-
ciples of the relations unshadowing in business
activities and its impact on the economic security
at the macrolevel are not satisfactorily detailed,
which need the further scientific research.

The purpose of the article is to investigate the cur-
rent status of the relations shadowing in business
activities in Ukraine and abroad; find out the es-
sence of the term ‘the relations unshadowing in
business activities’, develop proposals which are
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aimed at improving the scientific approaches to
the economic and legal principles of the relations
unshadowing in business activities as a factor of
an influence on the security at the macrolevel.

2. METHODS

The theoretical and methodological basis for solv-
ing the issue of the relations shadowing in business
activities at the macrolevel is both theoretical pro-
visions for the regulation of the economic processes,
taking into account the safety factor, and the legal
provisions ensuring the national and economic se-
curity. At the same time, it is necessary to address
the dialectical principle in the study of the transdis-
ciplinary economic and legal sphere of the relations,
as well as use the following methods: the structural
analysis and synthesis (with generalization of the
security factors at the macroeconomic level, in par-
ticular, institutional, structural, program, strategic,
financial, and investment factors); the monograph-
ic method (in the complex study of the factors that
form a high level of the relations shadowing in busi-
ness activity in Ukraine); the method of statistical
analysis, table and graphic methods (in determin-
ing the areas of the corruption in countries around
the world according to the criterion of the shadow-
ing level of the business relations).

3. RESULTS

Assessing the current state of the shadow econ-
omy of Ukraine, one can confidently confirm
that it creates a real threat for the national secu-
rity and democratic development of the country
(Varnaliy, 2014, p. 46). According to various esti-
mates, the shadow turnover in Ukraine is 20-60%
of GDP.

The Law of Ukraine “On the National Security” de-
fines ‘shadowing’ of the national economy as one
of the factors threatening the national interests
and national security of the state (On the National
Security of Ukraine (2003). Law of Ukraine of
June 19, 2003 No. 964-1V).

Schneider (2010), Professor of the Johannes Kepler

University Linz, whose calculations are used by the
IMF and the World Bank, gives the data (Figure 1)
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Source: Schneider, Buehn, and Moutenegro (2010).

“Green zone” of corruption
LS* < 14.0** ‘

Country Ranking LS
Switzerland 1 8.6
USA 2 8.8
Austria 3 9.8
Luxembourg 4 9.9
Japan 5 11.4
Great Britain 6 12.9
the Netherlands 7 13.0
New Zealand 8 13.2
Singapore 9 13.3
China 10 13.5

[[

; “Blue zone” of corruption
/ 14.0<1S<28.0
Country Ranking LS
Australia 11 14.6
France 13 15.4
Germany 15 16.1
Canada 18 16.3
Norway 27 19.5
Sweden 30 19.6
Slovakia 31 19.7
Czech Rep. 32 19.8
Spain 40 22.9
Italy 50 27.2

Y,

“Yellow zone” of corruption

28.0<LS<45.0 ‘
Country Ranking LS
Poland 52 28.0
Slovenia 53 28.0
Greece 57 29.9
Lithuania 64 31.9
Turkey 68 33.0
Romania 87 36.3
Bulgaria 97 38.5
Estonia 102 40.3
Latvia 109 41.6
Tajikistan 120 44.2

[[

“Red zone” of corruption
/ LS>45.0
Country Ranking LS
Kazakhstan 124 45.3
Russia 130 48.6
Armenia 131 48.7
Belarus 136 49.8
Ukraine 145 54.9
Zimbabwe 146 57.6
Tanzania 147 60.2
Peru 148 61.8
Azerbaijan 149 63.3
Georgia 151 68.8

Notes: * Level of shadowing. ** Percentage of GDP.

Figure 1. Four ‘colored’ zones of corruption in some countries in the world according to the ‘level
of shadowing’ as a percentage of GDP (based on Schneider’s data, 2010)

on the shadowing level in GDP percentage on coun-
try as of 2011, where Ukraine ranks the 145th.

It can be concluded that the level of the shadow
economy in the developed countries is approxi-
mately 15% of GDP and does not have a significant
impact on the national security of the country.

Yurchyshyn, the director of the economic pro-

grams at Razumkov Center, determines the level
of economy shadowing in Ukraine at 50% of GDP
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(Iurchyshyn, 2013). The Ministry of the Economic
Development and Trade estimates the level of the
shadow economy in Ukraine at 45% of GDP (The
Government Estimated the Size of the Shadow
Economy in Ukraine (2013).

It is widely agreed that the level of 30-40% of the
economy shadowing means a critical threshold,
accessing of which provides the evidence of the
existence of so-called reproducing system of the
shadow economic relations in the state.



One should agree that, now, under the political
and economic instability in the country, a mass
withdrawal of the capitals into the shadow by way
of insuring against the risk of the business inter-
ruption and loss in income takes place, as a result,
the level of the shadow relations in business activi-
ties quite naturally increases and reaches a level
greater than 30 to 40% of GDP.

Obviously, this position of the state is not con-
sistent with the course towards European in-
tegration, as the level of the shadow relations in
business activities is significantly higher than in
economically developed countries and most post-
Soviet countries. Especially, given the disappoint-
ing forecasts (Table 1), based on data up to 2016.
Therefore, Ukraine will be a country with a stable
shadow economy in 2025 as in 2010 (Figure 1).

Table 1. Forecasts of the size of shadow
economies (% GDP) in some countries in the
world according to ‘colored’ zones of corruption

Source: Emerging from the Shadows.
The Shadow Economy up to 2025 (2017, pp. 11-13).

Forecasts
Zone/Country 2016 g
2020 2025
“Green zone”
USA VT8 T 694
Japan, L1008 ...942 786 .
China 10.15 10.05 9.9
“Blue zone”
Australia 1140 10.24 8.89
Canada Lad 1395 1380
Italy 26.32 : 26.56 26.37
“Yellow zone”
Poland L2368 02295 223
Estonia 2848 ..28.09 2646
Bulgaria 29.93 : 29.56 29.56
“Red zone”
Russia 03907 3937 39:30 .
Ukraine LA596 1..4610 4598
Azerbaijan 67.04 : 56.73 58.38

For the further research, it is necessary to find
out the factors of the existence and essence of the
shadow relations in business activities as a factor
of influence on the national economy security.

In particular, as Varnaliy (2014, p. 49) notes, the
issue of the shadow economy is a global and his-
torical phenomenon, which to some extent is pe-
culiar to all social systems.
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According to the established national scientific
statements in the field of the national economy
management, which detail the issues of the eco-
nomic security, considering the recommendations
to improve the enterprise management in the work
by Shevchenko (2010), the component of the rela-
tions unshadowing in business activities should
be integrated into the appropriate factors system
as follows (Figure 2).

Firstly, in the center of the indicated field of re-
search there is the national economy management
with a focus on its two components — forecasting
and management, and concerning the aspect - the
economic and legal policy of the state. It is neces-
sary to specially emphasize the regulatory policy
that sets the rules and instruments for control of
the business entities behavior.

Secondly, these factors of the national econo-
my management are arranged into three groups,
namely the institutional and structural factors of
the economic security, program and strategically
factors of the security management of the national
economy, as well as related financial, investment,
competitive, and innovation factors. Especially, it
is necessary to take into account the importance of
a link between the relations unshadowing in busi-
ness activities and the factor of anti-crisis state
policy that should be reflected in the Ukrainian
programs of the social and economic development.

It should also be noted that the shadow economy
exists in almost every country, but its size is large-
ly determined by the economic order in this state:
the volume of the shadow economy is negligible in
the state with a strong power, better law-making
basis and organized management and vice versa
(Schneider, Buehn, & Moutenegro, 2010, p. 6).

The shadow economy occurs when the actions of
the power and regulatory structures of the state, in-
dividuals or their groups contradict the objective
economic laws (Bazylyuk & Kovalenko, 1998, p. 37).

In general, as Mazur (2008, p. 78) rightly pointed
out, the shadow economy is an objective phenom-
enon that has always existed, starting with the
establishment of the commodity and money rela-
tions and the introduction of the prohibitions and
restrictions by the government, in other words
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Possible changes
in the structure

The influence on
the structural

policy and of the public corporate rights
mechanism of its administration
implementation et ...
I U Institutional and structural factors 10 1L
............................................................................ . NeW phase
SECURITY of denationalization

Institutional Management
changes of the state

LEGAL AND

of the property
and privatization

ECONOMIC POLICY
OF THE STATE

Competition ... I

implementation :

LEVEL
l

State investment§

policy and its FORECASTING

implementation :

Financial, investment, competitive,

and innovation factors

policy and its MANAGEMENT
AT THE MACROECONOMIC

UNSHADOWING

Economic
development
strategy

State purpose

RELATIONS programs

Program-strategic factors

processes in the

state [

AND
IN BUSINESS
REGULATION
ACTIVITIES :
Innovation Influence on the Within A" State programs
policy and its financial and the anti-crisis for the social
implementation economic policy of the state and economic

development

Figure 2. The relations unshadowing in business activities integrated into security factors within the
management at the macroeconomic level

certain legislative and regulatory ‘rules of the
game’ of the economic activities.

2)
It is clear that the shadow economy as an objec-
tive phenomenon, cannot be overcome. The state
needs by improving the legislative framework and  3)
efficient management significantly affect the fac-
tors, which form the high level of the shadow rela-
tions in business activities.

In our opinion, such factors include the following:

1) Imperfection of the regulatory and legal sup- 5)
port, primarily, the administrative, economic,
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and labor legislation.

Ineffectiveness of the existing mechanisms of
the state regulation of business activities.

Poor tax policy, which creates an additional
burden on the taxpayers and leads to the eva-
sion schemes.

Corruption in the government bodies, law en-
forcement, and judicial authorities.

Low effectiveness of the ongoing economic
reforms.



For effective influence on the mentioned factors, it
is needed to find out the essence of the shadow re-
lations in business activities.

It should be noted that at present, a unified ap-
proach to the definition of ‘shadow economy’ has
not been formed.

The Ministry of Economy of Ukraine defines the
essence of the shadow economy as economic activ-
ities of the entity, unregistered in accordance with
the established procedure, which is characterized
by the minimization of the costs for the produc-
tion of goods, performance of works, provision of
services, the evasion of taxes, duties (mandatory
payments), the statistical survey, and presentation
of statistical reporting, resulting in the violation
of the statutory rules (level of minimum wage
level, working time, conditions, and labor safety,
etc.) (On Approval of Guidance Calculating the
Shadow Economy Level, 2009).

The scientists provide a number of the definitions
of this concept, but we should agree with Buhlak
(2015) [12, p. 6], who defines the shadow relations
in business activities as a set of the administrative,
legal, financial, and economic relations unrecord-
ed in the official statistics and uncontrolled by the
public authorities: 1) legal relations, including in-
formal and hidden ones; 2) illegal (unlawful) rela-
tions which arises while the entrepreneurs carry
out the independent, initiative, and systematic
activity at their own risk to achieve the econom-
ic and social results, safe conditions of work, and
other requirements of the current legislation.

Accordingly, the relations unshadowing in busi-
ness activities should be understood as the pro-
cess of creating equal conditions and clear rules
(as well as regulatory instruments for their imple-
mentation) of doing business, which motivate the
entrepreneurs and other players in the market to
shift from shadow to real economic activity.

It can be concluded from these definitions, that
the shadow economy exists in the form of the ad-
ministrative, legal, financial, and economic rela-
tions uncontrolled by the government. Therefore,
logically, the next question arises: how can the
state affect the relationships that it does not con-
trol? The answer should be obvious - by acting on

Problems and Perspectives in Management, Volume 16, Issue 1, 2018

that factors mentioned above, starting with the
imperfection of the normative and legal support of
business activities. But prior to proposing changes
to the existing regulatory legislation, it is neces-
sary to define the strategy of such changes not to
cause even greater flow of business activities into
the shadow sector.

Given the international experience, the regulato-
ry framework has to be directed not at the puni-
tive actions, but at providing favorable conditions
for the legal economy development. The result of
amending the current legislation in the sphere of
business activities should be a flow of the shadow
capitals into the legal sector of the economy.

According to the Global Financial Integrity’s
researches “Illegal Export of Capital from the
Developing Countries’, annually on average 11,676
billion dollars are illegally exported from Ukraine,
over 10 years — respectively 116,762 billion dollars
(More than 116 billion Dollars WERE Illegally
Exported from Ukraine for 10 Years, 2015). At the
same time, according to Mazur, the largest vol-
umes of foreign investments into the Ukrainian
economy are mainly domestic money, returned
from abroad. They were obtained in the shadow
business and capitalized in the official economy
under the guise of the foreign investment (Mazur,
2008). Therefore, in our opinion, the state should
carry out economic ‘amnesty’ by legislative enact-
ment. In this sense, it would be advisable to refer
to the foreign experience, in particular: the prac-
tice of economic ‘amnesty’ in the United States
during 1980s and 1990s, when most states were
exempted from the sanctions by the individuals
who concealed income; the amnesty of 1988 in
Ireland, which resulted in the accumulated funds
exceeding the budget deficit; the amnesty of 1986
in France, which significantly increased the vol-
ume of the investments, etc. (Lopashenko, 2003, p.
142).

Suchalegal act can be the Law ‘On the Legalization
of Funds Received in Non-Criminal Way’. This
law should regulate the legal procedure and condi-
tions of legalization, give the definition of a crimi-
nal and non-criminal capital, provide for the en-
couragement of the use of funds that are legalized,
as well as provide guarantees of non-persecution
of the legalization entities.
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In this aspect, an urgent solution to the issue of
achieving the optimal balance of the public and
private interest in the entrepreneurship field is
needed. It can be solved by adopting a single leg-
islative act on the state control in the entrepre-
neurship field, which should clearly regulate the
general principles of such control. The basis of
this law should be the principles of the deregula-
tion of the business activities based on the mar-
ket mechanisms, simplification of the conciliation
and permitting the procedures for business, and
transition from the penal sanctions to the incen-
tive benefits.

The purpose of adopting such legislative acts in
the areas of the administrative, economic, and la-
bor law should be motivation of the entrepreneurs
to unshadow their activities by their own.

Today, the number of the state entities of relations
unshadowing in business activities is very signif-
icant: the President of Ukraine; the Verkhovna
Rada of Ukraine (including the Committee on
Industrial Policy and Entrepreneurship, the
Committee on Economic Policy, the Committee
on Financial Policy and Banking, the Committee
on Taxation and Customs Policy); the Cabinet
of Ministers of Ukraine; the ministries and oth-
er central executive authorities (the Ministry of
Economic Development and Trade, the Ministry
of Finance, the Ministry of Justice, the Ministry
of Internal Affairs, the State Financial Monitoring
Service, the State Fiscal Service, the State
Regulatory Service, etc.); the National Bank of
Ukraine, the National Commission on Securities
and Stock Market, the National Commission,
which carries out the state regulation in the field of
the financial services markets; other state bodies
and services; and the local governments. Instead,
the division of functions and tasks between them
precisely in the field of the economy unshadow-
ing is not clearly defined in the legislation, which
leads to the duplication of the powers, reducing
the effectiveness of their activities aimed at the re-
lations unshadowing in business activities and re-
quires the appropriate optimization measures.

Such measures could be the implementation of
an independent examination of the existing laws
and regulatory legal acts of the ministries, depart-
ments, and local authorities for their bringing to

434

a certain system, the elimination of duplication,
reduction, and impact on the functioning of the
shadow economy.

As Dvorianinov (2013, p. 153) rightly notes, it is
possible to allocate one uniform mechanism, ac-
ceptable for unshadowing in all sectors of the
economy among others, namely tax mechanisms,
as taxes and tax system cover all economic spheres.

There is no doubt that now the necessity in ref-
ormation of the taxation system has acquired an
extreme importance, because it is unacceptable
either for businessmen or for the state. The main
purpose of the reform should be the creation of
the prerequisites for economic growth. However,
during the reformation of the tax system, in our
opinion, it must be taken into account whether
such changes fill up the budget, or on the contrary
contribute to the emergence of new schemes for
tax evasion. In addition, the entrepreneurs who
use the general tax system more often complain
of the burdensome and arbitrary tax administra-
tion. Therefore, the priority of the fiscal authori-
ties’ activity is to work with non-taxpayers, as it
happens in EU countries, and not with law-abid-
ing taxpayers.

The tax reform should make the rules of the tax-
ation game equal, transparent, and fair and it
should reduce the burden on the honest taxpayers
due to a uniform distribution of the tax burden as
well as simplify the tax administration.

It should be noted that the tax service is one of the
main hotbeds of the corruption, which, of course,
does not indicate its absence in other govern-
ment, law enforcement, and judiciary authorities.
Obviously, it is impossible to deny that the cor-
ruption is endemic for all countries, regardless of
the political system or the economic development
level. But the fact that corruption has become al-
most the hallmark of Ukraine in the world, put
this question in the first line of the largest and
most painful issues of the Ukrainian reality (Is it
Possible to Prevent Corruption in Ukraine? 2012).

Today, issues on corruption are associated
with the start of functioning of the National
Anti-Corruption Bureau and Anti-Corruption
Prosecutors Office, the development of the National
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Agency on Corruption Prevention and the National tivities primarily depends on the structural chang-
Agency for the Investigation and Disposal of Assets. es in the existing regulatory legislation aiming at
In our view, effective corruption prevention in the its real and radical simplification, independence
sense of the relations unshadowing in business ac- from the officials” abuse of power.

CONCLUSION

Asaresult of the research the current state of the relations unshadowing in business activities in Ukraine
was analyzed. It was found that Ukraine is in a dangerous so-called red zone of corruption. The essence
of the shadow economy and sources of its emergence were also considered, and the question of creat-
ing a sensitive system of the economic incentives aimed at the economic activity unshadowing was put.
It is proved that it is impossible to accurately assess the extent of the shadow economy at present mo-
ment. Based on the research carried out, the ways to improve this issue were proposed, in particular
through the introduction of the changes to the existing regulatory legislation of Ukraine. The relations
unshadowing in business activities is integrated into the factors ensuring the national economy safety
at the macrolevel, namely the institutional and structural factors: the influence on the structural policy
and mechanism of its implementation, possible changes in the structure of the public administration,
institutional changes, management of the state corporate rights, and new phase of the denationaliza-
tion of property and privatization; program and strategic factors: economic development strategy, state
purpose programs, and state programs for the social and economic development; financial, investment,
competitive, and innovation factors: competition policy and its implementation, state investment policy
and its implementation, innovation policy and its implementation, and the influence on the financial
and economic processes in the state.

We further plan to analyze forecasting and state regulation processes within the issues of the shadow
economy in the Ukrainian regions.
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