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Beyond a deterrence approach towards the undeclared economy: some
lessons from Bulgaria

Abstract

Until now, the undeclared economy has been tackled in Balkan countries by increasing the
penalties and risk of detection so as to deter participation. Recently however, calls have been
made for a new more indirect approach that improves tax morale in order to foster a culture
of commitment to compliance. The aim of this paper is to evaluate these contrasting policy
approaches. Reporting evidence from 1,018 fadece interviews conducted in Bulgaria
during 2013, logistic regression analysis reveals no association between participation in
undeclared work and the perceived level of penalties and risk of detection, but a strong
association between participation in undeclared work and the level of tax morale. The paper
concludes by discussing the theoretical and policy implications of the findings.

Keywords: informal sector; tax morale, institutional theory; tax evasion; BulgBakans

I ntroduction

The aim of this paper is to evaluate various policy approaches that can be used to tackle
undeclared work. Although there is a growing understanding of the extent and character of
undeclared work in the Balkahs®*°° 7891011 jittje attention has been so far paid to
evaluating the various policy approaches available for tackling this phenomenon. However,
unless effective strategies are developed to tackle the undeclared economy, not only will
governments continue to lose considerable public revenue but the unfair competition faced by
legitimate businesses and poorer quality working conditions faced by workers will rémain.

13 Tackling the undeclared economy which represents around a quarter of Gross Domestic
Product (GDP) in the Balkans is therefore an important'task.

To evaluate the various policy approaches available for tackling the undeclared
economy, section 2 provides a conceptual framework of policy approaches and shows how
until now in the Balkans, the focus has been upon increasing the penalties and risk of
detection confronting those participating or thinking about participating in undeclared work.
Despite recent calls in the scholarly literature for an indirect controls approach which
engenders a commitment to compliance, Balkan governments have been slow to consider this
approach. This however is perhaps unsurprising since there have been few evaluations of
these contrasting approaches. To begin to fill this gap therefore, section 3 introduces the data
and methodology used here to do so, namely a logistic regression analysis of 1,08 face-
face interviews conducted in 2013 in Bulgaria. Section 4 then reports the results. Finding that
there is no association between participation in undeclared work and the perceived level of
penalties and risk of detection, but a strong association between participation in undeclared
work and a commitment to compliance, section 5 discusses the policy implications and draws
conclusions.

Before commencing nevertheless, undeclared work must be defined. In this paper, and
reflecting the consensus in the literature, undeclared work is defined as paid work which is
legal in all respects other than it is not declared to the authorities for tax, social security or
labour law purposes.t617 181920 ¢ it is not legal in all other respects, it is not part of the
undeclared economy. For example, if the goods and/or services exchanged are illegal (e.g.,
illegal drugs), then this is not part of the undeclared economy but part of the wider criminal
economy.



Tackling the undeclared economy: aliteraturereview

Undeclared work is an extensive and persistent feature of Balkan ecofbffifédt is also

a sphere that has significant implications for Balkan governments and societies. As Table 1
reveals, and based on 2009 figures, the average size of the undeclared economy in the four
Balkan countries examined was 30.4 per cent of GDP and on average, 22.7 per cent of the
total tax revenue was lost. This equates to 130.5 per cent of current health care spending in
these countries. Put another way, spending on health care in these Balkan countries could
have more than doubled if those participating in undeclared work had paid their taxes.

Table 1 Tax revenue lost due to undeclared work, four Balkan countries

Country GDP  Sizeof Tax Tax revenue Gov't Taxlostas Health care Tax lost as

2009 undeclared burder lostasa spending a% of spending % of

economy 2009  result of as %of gov’t as% of healthcare
2009 undeclared GDP spending GDP spending
economy
Euro'm % % Euro'm % % % %

Bulgaria 36,000 35.3 28.9 3,673 37.3 27.4 7.4 137.9
Greece 230,00( 27.5 30.3 19,165 46.8 17.8 7.4 112.6
Romania 122,00( 32.6 27.0 10,738 37.6 23.4 54 163.0
Slovenia 36,000 26.2 37.6 3,546 44.3 22.2 9.1 108.3
Total or 424,00( 30.4 31.0 37,122 22.7 130.5
unweighted
average

Source: derived from R. Murphy, Closing the European Tax Gap: a report for Group of the
Progressive Aliance of Socialists and Democrats in the European Parliament, Tax
Research LLP, Downham Market, 2012, Table 1.

Indeed, Bulgaria, the focus of this paper, has one of the largest undeclared economies in the
Balkans. Most studies find the Bulgarian undeclared economy to be on average the equivalent
of around one-third of total GDF. ?°® ?® ?’Moreover, on average, some one-fifth of
employment in Bulgaria is found to be in the undeclared ecodfy’** %232 As a result,

recent years has seen the fight against the undeclared economy become a prominent political
issue in this country.

To understand the policy approach adopted in Bulgaria in particular and the Balkans
more generally, Table 2 provides a heuristic conceptual framework of the available policy
approaches. As can be seen, the undeclared economy can be tackled using either direct or
indirect controls. When direct controls are used, the intention is to ensure that benefits of
participating in the declared economy outweigh the costs of engaging in the undeclared
economy. This can be accomplished using either deterrence me@sticks’) to increase
the costs of non-compliance and/orusyng incentives (‘carrots’) to increase the benefits of
participating in declared work. When indirect controls are ugsetbntrast, the intention is to
nurture the social contract between the state and its citizens so as to encourage a commitment
to compliance among citizens and thus greater self-regulation. Here, each approach is briefly
reviewed.



Table 2 A framework of policy approaches for tackling the undeclared economy

Approach Method Measures
Direct controls:  Improve detection Data matching and sharing
deterrents Joined up strategy
(“sticks™) Joint operations

Increase penalties Increased penalties for evasion
Direct controls:  Prevent Simplification of compliance
Incentives Direct and indirect tax incentives
(“carrots”) Supply chain responsibility

Support and advice

Cure Supply-side incentives (e.g. society-wide
amnesties; voluntary disclosure; smoothing
transition to legitimization)

Demand-side incentives (e.g. service vouchers
targeted direct taxes; targeted indirect taxes)

Indirect controls: Change informal  Tax education
reduce asymmetr institutions (values, Normative appeals
between formal norms and beliefs) Education and awareness raising of benefits of

and informal declared work

Institutions Change formal Procedural fairness
institutions (laws,  Procedural justice
regulations and Redistributive justice
codes)

Direct Controls

Conventionally, direct controls have been used to tackle the undeclared economy. In the early
1970s, Allingham and Sandmo argued that undeclared workers are rational economic actors
who will evade tax when the perceived benefits outweigh the expected cost of detection and
punishment? To deter participation therefore, the argument has been that attention needs to
focus upon changing the cost/benefit ratio facing those participating or considering
participation in undeclared work.*® 3’ As the OECD summarizéCombating informal
employment requires a comprehensive approach to reduce the costs and increase the benefits
to busines and workers of operating formally’.*® For most government both in the Balkans
and beyond, this has been pursued by increasing the actual and perceived risks and costs of
participating in undeclared work. This has been done by firstly, raising the perceived or
actual likelihood of detection and/or secondly, increasing the penalties for engaging in such
work. The approach therefore is to use ‘sticks’ to detect and punish non-compliant (‘bad’)
behavior?

Indeed, this is the dominant approach used in Bigg@irstly, penalties and sanctions
have been increased and/or secondly, the likelihood of detection improved such as by
increasing workplace inspections and by improving data sharing and matching to identify
individuals engaged in undeclared employniémn the period 2005 to 2009 for example, a
review of the measures used to combat undeclared work in Bulgaria reveals that of the 222
measures employed, the majority were focused on deterrence, using stricter requirements,
tougher sanctions and improved detecfibmdeed, amendments to the Labour Code enacted



in 209264 ??nd 2008 merely extended the powers of control and introduced harsher penalties and
fines

The gradual recognition across governments in both the Balkans and beyond however,
has been that tiregoal is not so much to eliminate undeclared work but rather, to transform it
into declared work. A consequence is that greater thought has begun to be put on using
incentives (‘bribes’) to increase the benefits of declared work.** Until now however, such
measures are the exception rather than the norm. The norm continues to be the use of
sanctions and detection to deter engagement. An example of using such incentives however,
is a food voucher system whereby Bulgarian employers can provide employees with food
vouchers up to BGN 60 (€30) per month and this is exempt fromthe employees’ taxable
income and treated as a social expense. In 2013, the scheme was used by 4,000-5,000
employers and covered 350,000 employees, or around 15-16 per cent of all erfipfoyed.
2010 evaluation finds that employers use food vouchers to substitute for undeclared wage
payments, thus leading to a reduction in the under-reporting of sdfafes.the whole
however, providing such incentives to foster declared work have been rare. A prominent
reason is that ‘bribing’ employers and employees to operate on a declared basis is an
expensive option.

Indirect Controls

In recent years, a potentially more cost effective way of tackling the undeclared economy has
been proposed by an emergent literature. This literature, grounded in institutional theory
views institutions as setting the rules of the game by prescribing the norms regarding the
acceptability of activitied’ “49°° As such, it recognises that all societies have codified laws
and regulations (i.e., formal institutions) that set the legal rules of the game (prescribing ‘state
morality”) and also informal institutions which are norms, values and beliefs of the citizens;
the ‘socially shared rules, usually unwritten, that are created, communicated and enforced

outside of officially sanctioned channels’.>* The argument is that when symmetry exists
between the formal and informal institutions, the undeclared economy will be largely absent
since citizens will seek to adhere to the legal rules of the game. However, if there is
asymmetry between a society’s formal institutions and its informal institutions, such as due to

a lack of trust in government or a belief that government serves the interests of the ruling
class rather than citizens in general, the undeclared economy will be’farger.

Indeed, this institutional asymmetry is widely recognised in Bulgaria. Surveys have
repeatedly pointed to a lack of trust in government due to for example public sector
corruption and an inefficient judiciary as key reasons for the existence of undeclaretf work.
*° Indeed, the World Economic Forum’s Global Competitiveness Report ranks Bulgaria 112
out of 148 countries in terms of the quality of its institutions in 2014, with particularly low
scores given to public trust in politicians (1.9 out of 7), favouritism in decisions of
government officials (2.1 out of 7) and judicial independence €2.Bhe widely shown
consequence is that undeclared work, although illegal from the viewpoint of formal
institutions, enjoys high levels of social legitimacy in Bulgafi&

Based on this, an alternative policy approach is to nurture the social contract between
the state and its citizens in order to promote greater institutional symmetry and thus
commitment to complianc® ° ® 2 This is achieved either by changing the informal
institutions and/or the formal institutions. To change informal institutions (i.e., the norms,
values and beliefs of citizens regarding compliance) so that these are in symmetry with the
formal institutions, governments either seek to improve tax knowledge, use awareness raising
campaigns about the costs of undeclared work and benefits of declared work, or use
normative appealsAn example in Bulgaria is the ‘Coming into the Light” awareness raising



campaign of the Bulgarian Industrial Capital AssociatfHowever, in societies in which
there is a lack of trust in government, such as due to public sector corruption, it is also the
case that formal institutions need to change. In Bulgaria for example, the widespread
perception is that the laws and regulations of formal institutions are made for the benefit of
the ruling classes who are viewed as legitimately evading tax through legal tax avoidance
schemes and also allegedly extracting money from the taxes paid for their own personal gain.
The result is that many citizens are unwilling to pay their taxes due to the perceived
unfairness of the system and their belief that any taxes paid will not benefit them in terms of
schools, hospitals and so forth but instead will find its way into the pockets of the ruling
classe$* The result is that improvement in informal institutions will not occur without
improvements in the formal institutions in terms of actual and/or perceived tax fairness,
procedural justice and redistributive justf¢&® ¢’

Evaluating direct versus indirect controls

Beyond the Balkans, an expansive body of literature reveals that increasing penalties or the
probability of detection may not lead to greater complidAé&’® ! Instead, it raises non-
compliance, not least due to a breakdown of trust between the state and its Gifiz&ns.

Similarly, beyond the Balkans, an emergent literature has begun to evaluate the
effectiveness of pursuing changes in informal and formal institutions. For example, studies
have analysed the effectiveness of awareness-raising campaigns to change &ititacs
compliance. As a UK study reveals, advertising campaigns run by the UK tax office have
provided a return of 19:1 on the expenditure of £2 million, compared with an overall return of
4.5: 1 on the £41 million a year spent on all its detection and compliance work in 2606-07.

In the US similarly, Chung and Trivedi compare the impact of normative appeals on a
friendly persuasion group required to both generate and read a list of reasons why they should
comply, with a control group not asked to do so. The friendly persuasion group report higher
earnings than the control grolfp.

Examining formal institutions meanwhile, studies beyond the Balkans reveal that
improving procedural justice, which refers to whether citizens perceive the government to
treat them in a respectful, impartial and responsible marsignificantly improves
compliance’’ "8 Similarly, so too does developing procedural fairness, which refers to the
extent to which citizens believe that they are paying their fair share compared with°thers
81 82 and improving redistributive justice, which refers to whether citizens believe they
receive the goods and services they deserve given the taxes that tf&} pay.

Here, therefore, we evaluate these policy approaches in the Balkans. Does increasing
the penalties and risks of detection reduce participation in undeclared work in the Balkans
And does engendering commitment to compliant behavior on the partciizen (i.e.,
greater institutional symmetry) reduce engagement in undeclared work in the Balkans? To do
this, two hypotheses are evaluated:

Deterrence hypothesis (H1): the greater the perceived penalties and risk of detection,
the lower is the likelihood of participation in undeclared work.

Institutional symmetry hypothesis (H2): the greater the symmetry between formal and
informal institutions, the lower is the likelihood of participation in undeclared work.



Data and Variables
Data

To evaluate these two hypothese® here report data from 1,018 faoeface interviews
conducted in Bulgaria during 2013 as part of the Special Eurobarometer No. 402 survey
(‘Undeclared work in the European Union’). This survey is the first and so far only
comprehensive source of data that examines not only who participates in undeclared work in
Bulgariabut also citizens’ views on the penalties and risk of detection, and acceptability of
participating in undeclared work (and thus the level of institutional symmetry).

To collect this data, a multi-stage random (probability) sampling methodology was
used to ensure that on the issues of gender, age, region and locality size, the Bulgarian
national level sample as well as each level of the sample, was representative in proportion to
its population size. In every housethahe ‘closest birthday’ rule was applied to select
respondents, while every subsequent address was determined by the standard ‘random route’
procedure. In the fad®-face interviews, participants were firstly asked questions regarding
their views on the acceptability of various types of undeclared work and their views on the
level of penalties and risks of detection, followed by questions on whether they had
purchased from the undeclared economy and finally, whether they had participated in the
undeclared economy in the prior 12 months.

Variables

To evaluate whether increasing the penalties and risks of detection, and greater symmetry
between formal and informal institutions, reduces the likelihood of participation in
undeclared work in Bulgaria, two dependent variables are used. The first examines who
engages in undeclared work and is a dummy variable with recorded value 1 for persons who
answered ‘yes’ to the question: ‘Have you yourself carried out undeclared work in the last 12
months?’. The second examines who purchases goods and services in the undeclared
economy and is again a dummy variable with recorded value 1 for persons who answered
‘yes’ to the question: ‘Have you in the last 12 months acquired any goods or services on an
undeclared basis?’.

To evaluate the association between participation in undeclared work and the policy
measures, three explanatory variables are used. Firstly, to evaluate whether the perceived risk
of detection influences participation, a categorical variable was used which rates whether
respondents perceive the risk of being detected when engaging in undeclaresmbs wemk
small, fairly small, fairly high or very high. Secondly, to evaluate how penalties are
associated with participation, a categorical variable was used whereby participants stated
whether they thought the expected sanctions if caught doing undeclared work were: normal
tax or social security contributions are due; normal tax or social security contributions are due,
plus a fine; or prison.

Third and finally, to evaluate the association between participation in undeclared
work and the level of institutional symmetry, an interval variable was used whereby
participants raad the acceptability of three types of undeclared work using a 10-point Likert
scale (1 equals absolutely unacceptable and 10 equals absolutely acceptable). These were: a
firm is hired by a household for work and it does not declare the payment received to the tax
or social security authorities; a firm hires an individual and all or a part of the wages paid to



him/her are not officially declared; and someone evades taxes by not declaring or only

partially declaring their income.

Given the substantial pairwise correlations across these three indicators (accounting
for 0.65, 0.66 and 0.69) and the substaniianbach’s alpha of 0.86, exploratory factor
analysis was applied to reduce the dimensionality. The analysis indicates there ig a sing
factor underlying attitudes towards the three types of noncompliance, which can thus be
labelled as ‘tax morale’. Overall, each of the three individual indicators contributes
significantly to the extracted index, with communalities accounting for 0.60, 0.63 and 0.64.
To reflect the scale of the baseline variables, the obtained tax morale index has been
transformed to follow the original 10-point Likert scale. Therefore, lower values represent
higher tax morale (and thus high institutional symmetry and greater commitment to being
compliant), and vice versa.

Drawing upon past studies evaluating participation in undeclared work from either the
supply- and/or demand-si?é® 8" 888 the control variables selected are:

e Gender- dummy variable for gender: 0-men, 1-women.

e Age- an interval variable indicating the exact age of a respondent.

e Occupation— a categorical variable denoting current job status of a respondent: 1-
unemployed; 2 - self-employed; 3 - dependent employee; 4 - inactive (house persons,
students, etc.) and 5 - retired.

e Financial situation— a categorical variable measuring how often a respondent has
problems in paying their bills: 1-most of the time, 2-from time to time, 3-almost
never/never.

e Community size- a dummy variable describing the size of the area where a respondent
lives: O-rural area or village, 1- urban area.

e Bulgarian region- a categorical variable indicating a region of residence: 1-Northwest; 2-
North Central; 3-Northeast; 4-Southeast; 5-Southwest; 6-South Central.

Given that there were a considerable number of missing values and inconclusive answers (i.e.,
refusal and ‘don’t know’) across the dependent and independent variables, multiple
imputation was used to predict the valﬁ%%l. %2 This is done using a system of chained
equations for each variable with missing values, with fifty imputations simulated for each
missing value. Furthermore, population weights are applied based on age and gender to
correct for under and over-representation in the sample.

Findings

To evaluate the hypotheses regarding whether participation in undeclared work is
significantly associated with firstly, the level of sanctions and risk of detection and secondly,
tax morale (i.e., institutional symmetry), Table 3 reports the results of two logistic regression
analyses of both engagement in undeclared work and the purchase of goods and services in
the undeclared economy.

Starting with whether participation in undeclared work is associated with the
perceived level of penalties and risk of detection, the finding is that there is no association
between the perceived risk of detection and participation in undeclared work, when other
variables are introduced and held constant. In other words, hypothesis 1 is not confirmed. It is
not the case that when respondents view there to be a high risk of detection, this is associated
with lower levels of engagement in undeclared work. It is similarly the case that there is no
association between participation in undeclared work and the perceived level of sanctions. As
such, when respondents perceive the level of sanctions to be high (e.g., prison), this is not
associated with lower levels of participation in undeclared work. On the demand-side

7



meanwhile, there is also no significant association between the expected sanctions and the
propensity to purchase undeclared goods and services, when other variables are introduced
and held constant. However, there is an association between the perceived risk of detection
and propensity to purchase undeclared goods and services when the perceived risk is fairly or

very high. Overall therefore, the tentative intimation is that increasing the sanctions and risk
of detection will have little impact on participation in undeclared work in Bulgaria and the
only time it has an impact is amongst purchasers when the perceived risk of detection is fairly

or very high.

Table 3 Determinants of undeclared activities in Bulgaria, logistic regression

Variables

Supply of undeclared

work

Purchase of undeclared
goods and services

Detection risk (RC: Very small)
- Fairly small

- Fairly high

- Very high

Expected sanctions (RC: Tax or social security

contributions due)

- Tax or social security contributions + fine
- Prison

Tax morale

Female

Age

Occupation (RC: Unemployed )

- Self-employed

- Employed

- Inactive (house persons, students, etc.)
- Retired

Financial problems (RC: Most of the time)
- From time to time

- Almost never/never

Urban area

Region (RC: Northwest)

- North Central

- Northeast

- Southeast

- Southwest

- South Central

Cons

Number of observations

Number of imputations

Prob > F

0.625 (0.440)
-1.070 (0.741)
-0.166 (0.952)

-0.176 (0.530)
-0.435 (1.190)
0.441%* (0.085)
-0.692* (0.334)
0.009 (0.016)

-0.344 (0.692)
-0.963* (0.432)
-0.866 (0.688)
-2.875%* (0.876)

0.592 (0.449)
0.551 (0.574)
-0.155 (0.386)

-0.445 (0.576)
-1.677* (0.777)
-0.633 (0.611)
-0.607 (0.513)
-1.030 (0.557)
-2.957* (1.128)
1,018

50

0.000

0.149 (0.260)
-1.014** (0.328)
-2.130* (0.954)

0.120 (0.321)
0.186 (0.688)
0.323** (0.059)
-0.196 (0.199)
-0.009 (0.010)

1.685%* (0.461)
0.819* (0.324)
0.163 (0.506)
0.150 (0.454)

0.396 (0.272)
0.071 (0.324)
-0.384 (0.228)

-0.175 (0.379)
-0.820* (0.397)
-1.064** (0.409)
-1.082** (0.358)
-0.067 (0.339)
-1.441 (0.797)
1,018

50

0.000

Significance: *p<0.05, **p<0.01, ***p<0.001, (standard errors in parentheses)
Notes: 1) Estimates based on multiple imputation technique with 50 imputations
2) Tax morale is given on an inverse 10-point Likert scale, with lower values
representing higher tax morale and vice versa. Therefore, positive coefficients in the
table show that a decrease in tax morale results in a higher probability of participation

in the undeclared economy

Source: Authors’ calculation based on the Special Eurobarometer 402/Wave EB79.2



Is it the case therefore, as hypothesis 2 states, that there is an association between
participation in undeclared work and higher tax morale (and institutional symmetry)? The
finding is that tax morale is strongly associated with the propensity to participate in
undeclared work not only on the supply-side but also the demand-side. The greater is the
institutional symmetry (and thus tax morale and commitment to compliance), the lower is the
propensity to participate in undeclared work. Moreover, this is a very strong association on
both the supply- and demand-side at the 0.001 level. Individuals with a higher tax morale are
significantly less likely to work on an undeclared basis and also significantly less likely to
purchase goods and services in the undeclared economy.

These logistic regression analyses therefore display little or no association between
the likelihood of participating in undeclared work either on the supply- or demand-side and
the level of punishments and risk of detection, but a strong association with the level of
institutional symmetry (i.e., level of tax morale). The intimation is that policy interventions
that increase the level of punishments and risk of detection are likely to have little influence
on participation in undeclared work but policy interventions that improve tax morale (and
thus the level of institutional symmetry) may well reduce engagement in the undeclared
economy.

Table 3 also provides evidence on the groups most likely to participate in undeclared
work and thus the groups that could be targeted. This reveals that so far as the supply-side is
concerned, men are more likely to participate in undeclared work more than women, and that
the unemployed are more likely to participate than the retired and employed. These signal th
groups that might be targeted by indirect controls seeking to reduce participation in
undeclared work by improving tax morale. On the demand-side meanwhile, the self-
employed and employed are significantly more likely to purchase undeclared goods and
services than the employed, and there are significant variations between regions, as people
from Northeast, Southeast and Southwest are less likely to buy such products than their
counterparts in other regions.

Given significant association between tax morale and participation in undeclared
work, Figure 1 explores the predicted probabilities of a ‘representative’ Bulgarian citizen
participating in undeclared work according to their level of tax morale. Here, a
‘representative’ Bulgarian citizen is derived by taking the mean and modal values of the other
independent variables. As such, the representative citizen is a 49 year-old individual living in
an urban area of Southwest, who has a regular job, occasionally faces financial problems,
identifies the detection risk as fairly small and assumes that the penalty if caught will be a
financial fine in addition to tax or social security contributions due. To evaluate gender
differences, the results for the representative man and woman are presented separately.

Figure 1 Predicted probability of participation in undeclared economy of a ‘representative’
Bulgarian citizen: by tax morale and gender



Undeclared work - labour supply side Purchase of undeclared goods and services

Predicted probability
Predicted probability

Tax morale Tax morale

‘— Male —Female‘ ‘— Male

Female ‘

Notes: 1) Tax morale is measured on the scale from 1 to 10, with value 1 indicating
completely unacceptable and 10 absolutely acceptable. Therefore, higher levels mean
lower tax morale.

Source:Authors’ calculation based on the Special Eurobarometer 402/Wave EB79.2

As Figure 1 reveals, the finding is that the propensity of the representative Bulgarian citizen
to supply undeclared work ranges from slightly above 0 per cent for those with the strongest
tax morale to 75 per cent for those with the lowest tax morale. While the differences between
men and women are not so pronounced for those with high tax morale, these differences
become more pronounced as tax morale worsens. For instance, whilst 75 per cent of men
with the lowest level of tax morale and other characteristics as defined above are expected to
work undeclared, for women this decreases to some 60 per cent. The important point
nevertheless, and leaving aside the gender differences, is that the predicted odds of the
representative Bulgarian citizen participating in undeclared work significantly rises as tax
morale worsens. Similarly, the predicted probability of a representative Bulgarian citizen
purchasing goods and services in the undeclared economy ranges from around 10 per cent for
those with the highest tax morale to 70 per cent for those with the lowest tax morale. There is
however a relatively more constant and insignificant difference between men and women at
all levels of tax morale.

Discussion and Conclusions

This study has evaluated whether there is an association between participation in undeclared
work and the level of perceived penalties and risk of detection, and also the level of tax
morale (and thus institutional symmetry) in Bulgaria. The finding has been that there is no
association between participation in undeclared work and the perceived level of penalties and
only a weak significance with the risk of detection (which holds only for the demand-side).
However, there is a strong association between participation in undeclared work and the level
of tax morale. The intimation is that policy interventions increasing the level of punishments

10



and risk of detection will have little influence on participation but policy interventions which
seek to improve tax morale may well reduce participation. Here in consequence, the
theoretical and policy implications of these findings are discussed.

Theoretically, these findings support the emergent explanation for undeclared work
grounded in institutional theory which suggests that undeclared work can be explained as
resulting from a violation of the social contract that exists between the state and its tizens.

% Undeclared work in other words, arises when the norms, values and beliefs of citizens
(civic morality) do not align with the codified laws and regulations of a society’s formal
institutions (state morality). The wider is the gap between state morality and civic morality
(and thus the lower is the level of tax morale), the greater is the likelihood of participation in
undeclared work. As such, this analysis provides a quantitative reinforcement for a
burgeoning view that participation in undeclared work in Bulgaria is in large part due to the
lack of alignment of civic morality with state morality’® Whether similar findings are
identified in other Balkan countries now needs to be investigated, perhaps using the same
Eurobarometer data-set.

Turning to the policy implications, the finding that increasing the penalties and the
risk of detection is not associated with lower levels of participation in undeclared work, but
that improving tax morale is strongly associated with lower levels of participation, suggests
the need for a change in policy approach. The current focus upon increasing penalties and the
risk of detection needs to be replaced. What is perhaps required is a focus upon improving the
tax morale of the population.

Firstly, this requires changes in the informal institutions in Bulgaria to align them
with the formal institutions. This can be achieved through tax education inthateitizens’
understand what taxation is for and what government services they receive as a result of taxes
paid. One solution may be to provide tax-payers with a letter setting out where their taxes are
spent and what services they receive in return. More directly, signs could be put up on
ambulances and in schools, hospitals and surgeries informing people that their taxes paid for
these services. Table 3 reveals moreover, the groups that might be targeted by such tax
education, namely men and the unemployed, since these are the groups displaying a greater
propensity to engage in undeclared work.

Secondly, and perhaps more importantly, it is also necessary to change formal
institutions. Indeed, informal institutions are unlikely to change unless there are changes in
the formal institutions. In Balkan nations such as Bulgaria, where there is widespread lack of
trust in government and public sector corruptiofi, informal institutions ee unlikely to
change unless there are marked alterations in formal institutions. So far as improving tax
morale is concerned so as to tackle undeclared work, at a very minimum, this necessitates a
change in the culture of tax offices and tax inspectors. Until now, the approach of increasing
penalties and the risk of detection reflects the existence of a braagerand robbers’
approach whereby citizens are viewed as criminals to be caught. It is an approach grounded
in a low-trust, adversarial and low-commitment view of citizens.

To promote greater tax morale and institutional symmetry, what is required is a more
‘customer service-orientated’ approach founded upon a high trust-high commitment view of
citizens. To bring this approach to fruition, at least three changes are necessary in formal
institutions so that citizens have greater trust and commitment in government. Firstly,
improvements in procedural justice are required, which means the authorities treating citizens
in a respectful, impartial and responsible mariié¥’ Secondly, procedural fairness must be
improved, which means citizens believing that they pay their fair share compared with
others® and third and finally, redistributive justice requires improvement, which means
citizens believing that they receive the goods and services they deserve based on the taxes
they pay*®? To achieve such procedural fairness and redistributive justiedssue needs to
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be addressed that the laws and regulations of formal institutions are perceived to be made for
the benefit of the ruling classes, exemplified by them legitimately evading tax through legal
tax avoidance schemes. Until such procedural and redistributive justice and fairness is
addressed, tax morale will remain low and citizens will continue to be unwilling to pay their
taxes.

This paper, therefore, intimates the need for a new policy approach towards
undeclared work in Bulgaria. It reveals no association between participation in undeclared
work and the perceived level of penalties and risk of detection, but a strong association
between engagement in undeclared work and the level of tax morale, suggesting that efforts
are required to engender a culture of commitment to compliance. This arguably requires a
fundamental restructuring of the formal institutions in Bulgarian society and especially the
issue that the ruling classes are the foremost tax evaders who use tax avoidance schemes that
are legal but are not deemed legitimate in the eyes of citizens.

Nevertheless, this paper has limitations. The major limitation is that although the
guantitative analysis displays the importance of tax morale, it has not been able to show that
the reasons for the low tax morale of the Bulgarian population lie in the injustices and
unfairness of the formal institutions. Future research is therefore required to identify whether
citizens identify this as the fundamental reason for their lack of tax morale. This will then
enable the tailored policy approaches required to bring about commitment to compliance.
Importantly, moreover, previous research suggests that tax evasion in other Balkan countries
may well be similarly due to this institutional asymmetry grounded in the perceived
procedural and redistributive unfairness and injustices of the current system, and thus that the
explanations and solutions may well be the s 1%

In sum, this paper strongly intimates the strong association between participation in
undeclared work and tax morale, and the need to shift towards a policy approach that seeks to
improve tax morale by creating greater symmetry between formal and informal institutions.
Whether similar findings are revealed in other Balkan countries now requires detailed
evaluation. If this paper inspires such evaluations, it will have achieved one of its intentions.
However, if it also encourages new policy measures to achieve this, not least related to
tackling the injustices and unfairness inherent in formal institutions, rather than persist with
detection and punishment, then this article will have achieved its wider intention.
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