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A widespread assumption is that competition from tfierinal sector has a negative impact on the
firm performance of legitimate enterprises. This is becaudigeofinfair competition they face from
such enterprises in the informal sector. The aim of thisepis to provide an evidence-based
evaluation of whether this is the case based on aysialf the relationship between the firm
performance of enterprises and their perception opteealence of informal sector competition. To
do so, data is reported from a representative samfld®® enterprises in Bulgaria, Croatia and FYR
Macedonia. The finding is that enterprises assertiagttteir competitors participate in the informal
economy have significantly lower real annual sales groatés compared with those who assert that
their competitors do not participate in the informalresray. The theoretical and policy implications
are then discussed.

Keywords Entrepreneurship; informal sector; firm performance; Sdtdast Europe.

1. Introduction

Do enterprises whose competitors participate in the informal sector suffeddvean
levels of firm performance? In recent years, a new sub-discipline tadfpeeneurship
scholarship has emerged which studies enterprises and entreprersmating@dn the
informal sectorby which is meant enterprises and entrepreneurs who do not regteter w
and/or declare some or all production and/or sales to, the authorities, foenafit and/or
labor law purposes when they should do so (Chepurenko, 20118;dfar Xheneti, 2018;
Ketchen et al., 2014; Khan, 2017; Linares, 2018; Ram et al., 2017; Sigueil., 2016;
Williams and Shabhid, 2015; Williams et al., 2013, 2015; Williamesl ¢22017). A cursory
glance at this literature reveals two major rationales for studying infoeciarenterprise
and entrepreneurship. On the one hand, it is claimed that over ortd Allénterprises
globally operate on an unregistered basis (Acs et al., 2013), andrahigher proportion
if the uncalculated number of formal enterprises under-reporting salexligied
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(Williams, 2018). Therefore, to ignore entrepreneurship in the irdbisactor is to
disregard the majority of entrepreneurship across the globe. On théatioeit is asserted
that these informal sector enterprises represent unfair competition for formariseter
and have a deleterious impact on the firm performance of formal Bsésrfi_eal Ordéfiez,
2014; Lewis, 2004; Webb et al., 2009, 2013; Williams, 20HdWwever, whether this is
the case has not been evaluated to. datasequently, the aim of this paper is to provide
an evidence-based evaluation of whether firms witnessing informal smutgretition
have lower levels of firm performance. This paper fills this lacuna lyrtieg 1,430 face-
to-face interviews conducted with a representative sample of entreprendulgarmia,
Croatia and FYR Macedonia.

This paper advances understanding of informal entrepreneurshiprei@ tays.
Empirically, the widespread a priori assumption that enterprises witnessinmptition
from the informal sector have lower levels of firm performance &uated. This will
provide evidence that enterprises reporting that their competitors participate in thralnfor
economy have significantly lower levels of real annual sales gratgh than those stating
their competitors do not engage in the informal economy. TheoretidaBysignificant
positive association between informal sector competition and firm performaovees
validation for the thesis that the impact of informal sector competitoisropérformance
is negative. Finally, and from a policy perspective, this provides evideateadtion is
required by policy makers to tackle the significant negative impact of theriaf sector
competitors on the formal sector business environment.

To commence, the next section frames the contributions of this paper in redettien
extensive body of entrepreneurship scholarship by briefly outlinieg biltrgeoning
literature on informal sector entrepreneurship and more particularly the relgiionsh
between informal entrepreneurship and firm performance. Revetidngvidespread
existence of an assertion that enterprises whose competitors participate irotimalinf
economy suffer from lower levels of firm performance, but a mat&ekl of empirical
evidence that this is the case, the third section introduces the aaialyra 2015 survey
of a representative sample of 1,430 enterprises in Bulgaria, Croatia and FYRoklaced
In the fourth section, the results are presented. Finding evideat@nterprises who repor
their competitors participate in the informal sector suffer lower levels of firmnoeafoce
measured in terms of real annual sales growth, the fifth and final selisicusses the
theoretical and policy implications along with the limitations of this study fature
research required.

2. Informal Sector Competition and Firm Performance

For many decades during the twentieth century, entrepreneurs participdtiegriformal
sector were not considered worthy of scholarly attention. A modsiniz theory
dominated the literature. This viewed entrepreneurship in the informal sector as
unimportant because modernization and economic development meantnainfor
entrepreneurship was disappearing. ptssistence signaled “underdevelopment” and
“backwardness” (Lewis, 1959; Geertz, 1963; Gilbert, 1998). However, in recent decades,
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the informal sector in general, and informal sector entrepreneurship mtcelpdy, has
been found to be extensive and persistent (Schneider and Williams, 1201 32013;
Williams, 2015a, b, 2018). Indeed, over one half of all enterpgkssally have been
shown to operate on an unregistered basis (Acs et al., 2013) adtitirtigoof businesses
in developing countries have been revealed to be unregistered at startupatilfo,
2015). This recognition of the extensiveness of informal semttrepreneurship has
resulted in the emergence of a new sub-discipline of entreprenewrkblarship focused
on entrepreneurship in the informal sector and the emergence of eexizétions of
informal entrepreneurship that seek to explain its persistence.

First, some scholars have simply sought to update conventional modernthation
(La Porta and Shleifer, 2008, 2014). This scholarship recogiEe extensiveness of
informality but nonetheless continues to depict the informal sector asasefram the
formal sector, and to view informal entrepreneurs as typically compafsededucated
people running small unproductive enterprises in separate “bottom of the pyramid” markets
where they produce low-quality products for low-income consumerg ligle capital and
adding little value (La Porta and Shleifer, 2014). A second growgghaflars adopting a
structuralist perspective recognize that the formal and informal sectoistaisconnected
and posit that the persistence and growth of informal sector estimpship is a direct by-
product of a deregulated open world economy. Outsourcing and $tamtmy by formal
firms to the informal sector to reduce production costs display héwvmal sector
enterprise has become an inherent component of contemporary capiG@distell§ and
Portes, 1989; Davis, 2006; Meagher, 2010; Slavnic, 2010; Taiwo, 2013).

Both the modernization and structuralist perspectives hold in commelied that
economies are losing “natural” competitiveness because productive formal enterprises
suffer unfair competition from unproductive informal enterprises (Ledbfez, 2014,
Lewis, 2004). Moreover, governments are perceived to be losingatery control over
work conditions (ILO, 2014) and tax revenue (Williams, 20&4) customers losinggal
recourseand certainty that health and safety regulations have been followed (W#lrains
Martinez, 2014)

Furthermore, in both perspectives, unfair competition from the infore@bis is
viewed as having a negative impact on the firm performance oafemterprises (Farrell,
2004; ILO, 2007; Palmer, 2008). First, modernization theory viewsrrivdl sector
competition as hugely inefficient compared with formal enterprises doatuse of evading
taxes, social insurance contributions, and health and safety legislatioexémple), as
able to often out-compete formal sector entrepreneurs on price (La Pdr&hkaifer,
2008, 2014). Second, the structuralist approach similarly depictsmaffosector
competitors as low-productivity enterprises operated by necessity-ctezpreneurs,
requiring low levels of start-up capital. However, these entrepreneurs ret\algantages
gained by evading taxes and regulations, which enable them to morefdwrtafir low
productivity and small scale (Farrell, 2004; Palmer, 2008).

However, there has been little, if any, empirical evidence until now that iafseator
competition reduces the firm performance of legitimate enterpiidesh of the literature
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on firm performance has only sought to examine the pooonpeahce of informal sector
enterprises, namely their lower productivity. The seminal studydmebard is by La Porta
and Shleifer (2008) who find that “productivity is much higher in small formal firms than
in informal firms, and it rises rapidly with the size of formal firtnShis conclusion is
reached by analyzing World Bank Informal Surveys in thirteen ciesnand Micro-
Enterprise Surveys in fourteen countries (nineteen in Africa, six in Asiaanth Latin
America). The average Informal Survey comprised 31 registered andni®gistered
firms, and the average Micro-Enterprise Survey comprised 137 regisheickd?7
unregistered enterprises (i.e., the total sample was 2,321 registered anchBgistared
enterprises). The non-representative sampling strategy inceastty was that “World
Bank contractors identified neighborhoods perceived to have a large nuinibfermal
firms” (La Porta and Shleifer, 2008). Based on this small unrepresentative sample,
statistically significant differencesvere found in the performance of registered and
unregistered enterprises in ten of the 25 countries on value added peyesgt the 0.1
level (and four countries at the 0.01 level), seventeen of the 26 countrigses per
employee at the 0.1 level (and twelve at the 0.01 level), and in eightden2f countries
on output per employee at the 0.1 level (twelve at the 0.01 level). Heigo#jcant
variations in firm performance are far from universal. Indeed, isieggd enterprises
outperformed registered enterprises in six of the 25 countries anaddied per employee,
three of the 26 countries on sales per employee and four o thie @utput per employee
(see La Porta and Shleifer, 2008: Tables 13 and 14). More importérlyauthors
explicitly state that the ovali productivity gap disappears and “unregistered firms are not
unusually unproductive once we take into account their expenditure on, ithutsuman
capital of their top managers, and their small size” (La Porta and Shleifer, 2008).

Similar evidence, albeit weak, exists in the few other studies ofdbiepperformance
thesis (Fajnzylber et al., 2009; Farrell, 2004; McKinsey Global Institute,)2@a3
example, although Fajnzylber et al. (2009) claim that Mexican firms gagikes exhibit
between 150 percentigher “productivity” levels, their measure of productivity is profit
levels and self-employment income and they do not control fouthehge of firm-level
determinants influencing firm productivity and performance.

This poorer performance thesis has been similarly found in relatiorortoalf
enterprises starting-up unregistered compared with enterprises registeratdroutset
of operations. A study of World Bank survey data on 355 ustergd startups across seven
Latin American countries (104 in Colombia, 72 in Argentina, 72 in Bolégain Mexico
20 in Peru, twelve in Uruguay and nine in Panama) by Perry. 2@07) find that
unregistered startups “at least initially, exhibit on average, much lower levels of output per
worker, after controlling for firm size, time in business, seatat regiori. However, this
is a small sample, the productivity gap is statistically significant ip foir of the seven
countries studied and the headline average national figure of 29 percanptodctivity
for unregistered startups is heavily skewed by the Peru figneeenthe productivity gap
is over 50 percent, is not statistically significant, and only 20 istezgd startups were
surveyed. Therefore, there is a strong consensus but weak aaAolese. More in-depth



Evaluating Impact of Informal Sector Competitionfinm Performance 5

analysis has recently occurred using more extensive datasets. Exprfininfirm
performance of unregistered startups, various subsequent studlesthoindividual
countries (e.g., India, South Africa) and cross-nationally have reveastd ntin-
registration at startup leads to higher levels of subsequent firm perfor(veiticams and

Kedir, 2016, 2017a, b, 2018a,c,). This is asserted to be because unregistered enterprises
that initially avoid the cost of registration and focus their resources@moming other
liabilities of newness, lay a stronger foundation for subsequent gi@Vitiams et al.,
2017).

Therefore, there is some literature on how informal sectormises display lower
levels of performance. However, when looking at whether enterprise® whogpetitors
participate in the informal sector suffer from lower levels of firm peréorce, there has
been little, if any, evidence produced until now to show that this isabe. Yet, despite
this, such a belief is widely held that enterprises and entrepreneurs ahimpetitors
engage in the informal sector witness lower levels of firm perfocegLeal Ordoéfiez,
2014; Lewis, 2004; Webb et al., 2009, 2013; Williams, 2018).

To test this hypothesis that enterprises whose competitors participate in the informal
sector suffer from lower levels of firm performance than thoseselsompetitors do not,
it is necessary to on the one hand, identify the different means by winigietitors may
engage in the informal sector and on the other hand, to detail howdiformance can be
measured. On the former issue of the different means by whiahelsasiompetitors may
engage in the informal sector, the wider literature on the informal seetuifigls at least
four ways in which enterprises engage in the informal sector. Fitetpeises can employ
unregistered employees. This is an employment relationsaiisthot registered with the
authorities when it should be registered. Such employees often doavetwritten
contracts or terms of employment and their remuneration is most pyrabateclared in
nature (Williams, 2018). Second, enterprises can hide or not pay atherdf their taxes,
duties and/or excises (Williams, 2006). Third, enterprises can illicitly exgroitnport
goods, such as using false documentation or no documentatidinaltyd enterprises can
engage in value-added tax (VAT) fraud. On the issue of measfimngerformance,
meanwhile, a common measure used is the annual growth in sales (¥/éliah, 2017).
Therefore, the following hypothesis can be tested:



6 Williams and Bezeredi

Firm performance hypothesis (H1): Enterprises whose competitorysalamin most
cases, participate in the informal sector suffer from lower levels of annualgsaleth
than those whose competitors never do so.

Hla: Enterprises whose competitors hire workers without contract always, most
cases, suffer from lower levels of annual sales growth than those whimpetitors never
do so.

H1lb: Enterprises whose competitors always, or in most cases, do nibigafull taxes
owed suffer from lower levels of annual sales growth than thossemtompetitors never
do so.

Hlc. Enterprises whose competitors always, or in most cases, engdlge ifficit
exporting or importing of goods suffer from lower levels ofuairsales growth than those
whose competitors do not.

H1d: Enterprises whose competitors always, or in most cases, engage iinavié suffer
from lower levels of annual sales growth than those whose compet#ees engage in
VAT fraud.

3. Dataand Variables

3.1. Data

To evaluate these hypotheses on the impact of informal sector competitiirmo
performance, data is reported from a representative survey of enteqreonducted in
2015 in Bulgaria, Croatia and FYR Macedonia, which are countries with ablaigest
informal economies in Europe (Medina and Schneider, 2018; Stefanoy 20&dab, c;
Williams and Franic, 2015, 2016). The sampling methodology eddiat the samples
are proportionate to the universe in each country with respect to firmregien and
sector. The owners or managers of a representative sample of 456isedewere
surveyed in Bulgaria, 521 enterprises in Croatia and 453 enterpriS¢Riof Macedonia.
Considering this is a sensitive topic, a rapport had to be established with th
interviewees before asking any sensitive questions. Conggquée interview schedule
commenced with non-sensitive questions about their satisfaction wéthbukiness
environment, followed by questions on the acceptability of variouscompliant
behaviors. Adopting a gradual approach, it was only after these neitise topics that
guestions were posed on whether they consider themselves affediaditgsses using
informal practices. Interviewers were asked to rate the reliability of the interviews
Reviewing the responses, interviewers reported excellent or fair cooperalibpéncent
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of the interviews with entrepreneurs. Cooperation was bad, or the imtendal not assess
the reliability of the interviews in only one percent of interviews.

3.2. Variables

To evaluate the hypotheses, linear regression analysis has been us@théneiependent
variable is real annual sales growth (%). This measures the real annualiztdig sales
expressed as a percentage. Real annual sales growth is the change insédesingbe
current fiscal year from a previous period (three years ago).

Meanwhile, the key independent variables used to evaluate the four ésg®th
respectively, are the following:
e Hiring a worker without contrach categorical variable based on the question “How
often would you say the following practices occur within your diregimpetitor
companies/firms? Hiring a worker without a contradétnever, 2=sometimes, 3=in most
cases/always
e Tax evasiona categorical variable based on the question “How often would you say
the following practices occur within your direct competitor companies/finfidihg/not
paying taxes, duties and/or exciselk=never, 2=sometimes, 3=in most cases/always
o lllicit exports/imports of goodsa categorical variable based on the question “How
often would you say the following practices occur within your diregimpetitor
companies/firms? lllicit exporting/importing of goods (false documentation/no
documentation). 1=never, 2=sometimes, 3=in most cases/always
e VAT fraud: a categorical variable based on the question “How often would you say
the following practices occur within your direct competitor companies/filsl? fraud.”
1=never, 2=sometimes, 3=in most cases/always

A series of further variables derived from previous studies analyzngeiihood of
participation in the informal economy (Ali and Najman, 2018; Hudsah &012; Putnins
and Salda, 2017; Putnins et al., 2018; Williams and Horodnic, 2017a, b) are used as control
variables as detailed below:
e Sector A categorical variable describing the main activity of the company: 1 =
agriculture, 2 = hotels and restaurants, 3 = services, 4 = constructiotraBsport and
communications, 6 = trade, 7 = retail, 8 = industry, 9 = health, 10 = other.
e Number of employees: A categorical variable describing the total number efityrr
employed people in the observed company (excluding owners and parinerssole
proprietor’s and micro (0-9 employees), 2 = small (10-49 employees), 3 = medium and
large (50+ employees).
e Legal Status: A categorical variable describing the legal status of observednyomp
1 = sole proprietorship, 2 = private limited company, limited by shafeB.{l.3 = public
Ltd Company (PLC), 4 = other.
e Firm Age: A categorical variable showing how many years has teradd company
been trading (this includes under all ownerships and all legal statuses): 4 thadesb
years, 2 = 6-10 years, 3 = 11-20 years, 4 = more than 26. yea
e Country: A categorical variable value 1 for FYR of Macedonia, value 2 titgaia
and value 3 for Croatia.
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For the descriptive analysis, the crude data for each variable is reportevlidie @ro
accurate description and to minimize bias that would occur if entrepreneorsligiimot
respond to all questions included in the analysis but did provide answsym&oof the
guestions were excluded. However, only respondents providing sesptmall questions
included in the analysis are included in the linear regression analysissbeafathe
technical requirements of this type of analygiaswers of “don’t know” and “refusal”
were eliminated in all estimations. Accordingly, a linear regressioreltas been used
without multiple imputations.

4. Findings

To evaluate the impact of informal sector competition on firm performaiatde 1 reports
the results of the linear regression analysis of the responses of dnd@preneurs
interviewed in Bulgaria, Croatia and FYR Macedonia. Model 1 reports the reswdtg pur
for the independent control variables to evaluate whether firm performatecensof real
annual sales growth varies by sector, firm size, firm age, legal statusoamdry.
Meanwhile, models 2-5 add each of the key independent variables omahfsector
competition. Model 2 adds whether it is common for informal competitdiise@ worker
without contract, model 3 whether it is common for informal competitoengage in tax
evasion, model 4 the illicit exporting or importing of goods and modet YAT fraud.

Starting with whether firm performance in terms of real annual saleglgr@ries by
sector, firm size, firm age, legal status and country, the finding iditilaperformance
does not significantly vary by sector, firm size or legal status. Howeverpg&nfiormance
is significantly associated with firm age and country. Younger firnsstlesn five years
old have significantly higher levels of real annual sales growth than ofdes. fThis is
perhaps not surprising when one considers that many of thekeasare in their initial
growth stage (Williams et al.,, 2017). It is also the case that fiemiopnance is
significantly higher in Bulgaria than in FYR Macedonia.

To evaluate the hypothesis that enterprises whose competitors alwagsmost
cases, participate in the informal sector suffer from lower levels of annual saeh g
than those whose competitors never do so, model 2 reveals that those indormal
competitors always, or in most cases, hire workers withoutamirdare not significantly
more likely to suffer from lower levels of annual sales growth thase whose
competitors never do so (not confirming H1a). However, mod&@ays that enterprises
whose competitors always, or in most cases, do not pay tHeitakes owed are
significantly more likely to suffer from lower levels of annual salesvtjicthan those
whose competitors never do so (confirming H1b). Similarly, as mdddisplays,
enterprises whose competitors always, or in most cases, engage in thexplaciing or
importing of goods are significantly more likely to suffer frimwer levels of annual sales
growth than those whose competitors do not (confirming Hlc)esmmerprises whose
competitors always or in most cases engage in VAT fraud sufer fower levels of
annual sales growth than those whose competitors never engage fnaddTconfirming
H1d).
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Table 1. Linear regression, dependent variable: Real annual sales growth

Model 1 Model 2

Model 3

Coefficient Coefficient

Coefficient

(Standard error) (Standard error (Standard error)

Sector (RC: Construction)

Agriculture 1.568 (5.313) 0.273 (6.054)
Hotels and restaurants 2.071 (5.603) 3.197 (5.960)
Services 1.560 (4.814)  0.525 (5.205)
Transport and communications 0.259 (4.886) 2.941 (5.485)
Trade -0.569 (3.936) -0.131 (4.216)
Retail -4.465 (4.327) -6.290 (4.689)
Industry 5.988 (4.481) 7.384 (4.989)
Health -3.667 (7.299) -5.952 (7.936)
Other 2.475(3.812) 3.961 (4.049)

Number of employees (RC: Sole traders and micro (0-9 employees)
Small (10-49 employees) 1.091 (3.261) 2.293 (3.614)
Medium and large (50+ employees) 5.828 (5.349) 3.718 (6.028)

Legal status (RC: Sole proprietorship):
Private limited company (Ltd)

Public Ltd Company (PLC)

Other
Operating period (RC: Less than 5 yea

-5.581 (3.542)
-14.105
(5.808)**

1.928 (6.739)

-2.876 (3.303)
-5.705 (5.163)
3.365 (5.880)

6 10 vears -10.703 -9.742
y (3.102)*++ (3.351)***
-6.730

- - *%
11- 20 years 6.655 (3.054) (3.285)

More than 20 years -1.879 (3.455)

Country (RC: FYROM)

-3.175 (3.248)

Bulgaria 5.104 (2.648)* 2.866 (3.026)
Croatia 1.068 (2.686) -0.922 (3.008)
Hiring a worker without a contract (R
Never)
Sometimes -0.063 (2.756)

In most cases/ always 0.721 (3.154)

Hiding/ not paying taxes (RC: Never)

-2.030 (6.681)
1.893 (6.220)
2.789 (5.297)
6.196 (5.629)
1.606 (4.356)
-5.762 (4.765)
3.330 (5.375)
-5.080 (7.909)
3.086 (4.189)

-0.072 (3.945)
4.786 (6.017)
-5.641 (3.727)
-5.373 (5.839)
0.021 (6.751)
-11.202
(3.536)***
-5.970 (3.429)*
-1.430 (3.680)

6.138 (3.272)*
2.576 (3.213)

Sometimes -1.395 (2.805)
In most cases/ always -6.436 (3.122)**
Constant 2.349 (5.511) 4.889 (6.396) 3.794 (6.596)
Number of observations 439 373 343
Prob > F 0.001 0.005 0.002
Pseudo R2 0.081 0.099 0.103

9
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Table 1 (continued). Linear regression, dependent variable: Real aalesgrowth

Model 4
Coefficient
(Standard error)

Model 5

Coefficient
(Standard error)

Sector (RC: Construction)

Agriculture -0.691 (6.644)
Hotels and restaurants 4.556 (6.533)
Services 0.337 (5.748)
Transport and communications 4.678 (5.919)
Trade 1.192 (4.626)
Retail -3.054 (5.053)
Industry 6.434 (5.420)
Health -11.024 (8.508)
Other 3.635 (4.414)

Number of employees (RC: Sole traders and microéfployees))
Small (10-49 employees) -0.860 (4.031)
Medium and large (50+ employees) 3.678 (6.302)

Legal status (RC: Sole proprietorship)

Private limited company, limited b

shares (LTD.) -6.663 (4.109)

Public Ltd Company (PLC) -9.100 (6.389)

Other 5.684 (7.034)
Operating period (RC: Less than 5 years)

6- 10 years -10.373 (3.603)***

11 - 20 years -4.386 (3.512)

More than 20 years -0.492 (3.765)
Country (RC: FYROM)

Bulgaria 3.223 (3.460)

Croatia 1.994 (3.217)
Illicit export/import of goods (RC: Never)

Sometimes -5.421 (2.603)**

In most cases/ always
VAT fraud (RC: Never)

-7.755 (3.080)**

-2.258 (6.781)
3.820 (6.687)
1.849 (5.787)
1.635 (6.258)
1.024 (4.745)
-5.480 (5.134)
4,510 (5.612)
-9.595 (8.285)
3.869 (4.329)

1.785 (4.131)
3.826 (6.797)

-8.184 (4.388)*

-5.658 (6.696)
3.975 (7.792)

-11.194 (3.869)
-5.695 (3.805)
-2.056 (4.085)

3.038 (3.705)
2.704 (3.399)

Sometimes -3.662 (2.699)
In most cases/ always -9.503 (3.470)***
Constant 6.301 (6.718) 7.766 (6.995)
Number of observations 319 314
Prob > F 0.005 0.007
Pseudo R2 0.107 0.105

Notes: Significance: *p<0.1, **p<0.05, ***p<0.01

Source: Authors’ own work based on the representative GREY Survey in Bulgaria, Croatia and FYROM

5. Discussion and Conclusions

Reporting the results of a linear regression analysis of the respédsé3®entrepreneurs
interviewed in Bulgaria, Croatia and FYR Macedonia, the finding is that imlosector
competition has a significant negative impact on firm performanceriitises whose
competitors always, or in most cases, do not pay their full taxes, oiliedly
export/import goods or engage in VAT fraud are significantly mi&edyl to suffer from

lower levels of annual sales growth than those whose competitors ngageen such
informal sector practices. Therefore, these results provide evidence to shppeidely

held assumption that informal sector enterprises represent unfair competition for
enterprises and have a deleterious impact on their firm performance (Lé&ke@r@014;
Lewis, 2004; Webb et al., 2009, 2013; Williams, 2018).
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These findings have important wider theoretical implications. They advance
understanding of informal entrepreneurship. The widespread a asgnnption that firms
witnessing informal competition have lower levels of firm performdme® has been put
under the spotlight. This reveals that enterprises reporting their competitors participate in
the informal economy have significantly lower annual sales growth rateshtismndtating
their competitors do not engage in the informal seclbeoretically, this significant
association between informal sector competition and firm performanciel@soxalidation
for the thesis that the impact of informal sector competitors on fenfopmance is
negative. However, this paper only shows this to be the casaderdbuntries in South-
East Europe and using only one indicator of firm performance. é&studies need to
evaluate whether this is also the case in other countries and global regiongeaiddte
this using a wider range of indicators of firm performance. Not oelytare well-known
difficulties with estimating the sales of sole traders and micro-enterpidesck,
Musgrove and Stelcner, 1990; Vijverberg, 1991), but there is also ameedsider other
indicators of firm performance in future surveys such as annyabgment growth rates
(using full-time equivalent job growth) and annual productivitgvgh rates, including
total factor productivity, which would account for sources of petidity that include not
only labor but also management quality, technological progress andmsysit
government.

Meanwhile, and in terms of policy implications, this paper provides evidemate th
action is required by policy makers to tackle the significant negative iropt informal
sector competitors on the business environment. How this can beeaties matter of
debate. For many decades, the dominant policy approach has been te sFalittation
of informal sector competition. Drawing on the Allingham and San{it8@2) rational
emnomic actor approach that seeks to change the costs of operatingalhf@and benefits
of operating formally, governments predominantly increased ths ofsnformality by
increasing the penalties. However, this is not the only approach. Policysratealso
reduce the costs and improve the benefits of formality. This requsispéification of
registration and a reduction in the costs and improvement in the berigtigistration
(Maloney, 2004; McKenzie and Woodruff, 2006). There is also pernapsd to deal with
the systemic formal institutional deficiencies that lead entrepreneurs to decide to operate
in the informal economy (De Castro et al., 2014; Webb et al., 2009, 2013; Williams
and Shahid, 2015). However, to determine what policy actions aregégfuiture research
on the impact of informal sector competition on firm performance w#idnto build into
the survey design an analysis of the reasons why enterprisagedandghe informal sector.
This will require these surveys evafing firm performance include questions on
perceptions of the levels of penalty and risk of detection, along withpglsieptions of
the benefits of formality, and which formal institutional deficienciesaas®ciated with
participation in the informal sector. This will enable policy measures to be tagjetede
issues that influence participation in the informal sector.

In sum, this paper has revealed that informal sector competition has a significa
negative impact on firm performance. Enterprises reporting their compettdicpate in
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the informal economy have significantly lower annual sales growth rateshtismndtating
their competitors do not engage in the informal economy. If this stonulates similar
research in other countries and global regions, and a wider rangengbdiformance

indicators to be used, then one intention will have been fulfilled. If il@dsis to questions
being raised about what policy approaches should be pursued for tacklimyah$ector

competition, and further research on this issue, then this paper wilabaeved its fuller

intention.
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