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Regulating the sharing economy to prevent the growth of the informal sector in the
hospitality industry

Purpose

To tackle one of the main negative consequences of the sharing economy, namely the growth
of the informal sector, the aim of this paper is to evaluate for the first time the impacts of the
informal sector on the hospitality industry, and then to discuss what needs to be done to
prevent the further growth of the informal sector in this industry.

Methodology/approach

To evaluate the impacts of the informal sector on the hospitality industry, data is reported
from 30 East European and Central Asian countries collected in 2013 in the Business
Environment and Enterprise Performance Survey.

Findings

The finding is that 23% of hotels and restaurants in Eastern Europe and Central Asia report
competing against unregistered or informal operators and 13% view these informal
competitors as a major or severe obstacle. The larger the business, the greater is the
likelihood that the informal sector is considered their biggest obstacle.

Practical Implications

To prevent the further growth of the informal sector in the hospitality industry, regulation of
the sharing economy will be required. To achieve this, it is shown that state authorities need
to adopt both direct control measures that alter the costs of operating in the informal sector
and the benefits and ease of operating formally, as well as indirect control measures that
reduce the acceptability of operating in the informal sector.

Originality/value

This is the first paper to evaluate the impacts of the informal sector on the hospitality industry
and to outline the policy measures required to prevent its further growth with the advent of
the sharing economy.

Keywords: informal economy; sharing economy; tax evasion; tax morale; hospitality
industry; tourism; Eastern Europe; Central Asia.

Introduction

In recent decades, there has been recognition that the informal sector is a persistent and
extensive phenomenon across the world (ILO, 2013; Williams, 2014a, 2015). This has
negative implications for governments, workers, businesses and consumers. Governments
lose tax revenue that could provide citizens with better social protection, health and
educational services. Workers lose their entitlement to loans, pensions and social protection,
legitimate businesses witness unfair competition and consumers lack any guarantees that
health and safety regulations have been followed (Eurofound, 2013; Williams, 2014b).
Although it is commonly asserted that the informal sector is particularly prevalent in the
hospitality industry (Thomas et al., 2011), and the advent of the sharing economy is widely
assumed to be leading to greater informality in the hospitality industry (European
Commission, 2016a,b,c), no studies have so far evaluated the impacts of the informal sector
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on the hospitality industry. To fill this lacuna, therefore, the aim of this paper is to evaluate
for the first time the impacts of the informal sector on the hospitality industry, and then to
discuss what needs to be done to prevent the further growth of the informal sector in this
industry.

To commence, therefore, the next section reviews the literature to show that despite
the voluminous scholarship on both the hospitality industry as well as the informal sector,
and despite the recognition that one of the main negative consequences for the hospitality
industry of the sharing economy is the growth of the informal sector, a dearth of studies exist
on the impacts of the informal sector on the hospitality industry. To start to fill this gap,
therefore, the third section reports the data and methods used to evaluate the impacts of the
informal sector on the hotels and restaurants sector, whilst the fourth section reports the
results from hotels and restaurants in 30 East European and Central Asian countries surveyed
in 2013. Given the rapid growth of the sharing economy, the fifth and final section discusses
what needs to be done to prevent the further expansion of the informal sector in this industry.
This will argue that there is a need for countries to adopt a mix of both direct control
measures that change the costs of operating in the informal sector and benefits and ease of
operating formally, as well as indirect control measures that alter the acceptability of
operating in the informal sector.

The informal sector, sharing economy and hospitality industry

The informal sector includes any paid activity which is not declared to the authorities for tax,
social security and/or labour law purposes (European Commission, 2014; OECD, 2012;
Williams and Schneider, 2016). Activities in the informal sector are therefore legal in all
respects except that they are not declared to the public authorities for tax, social security
and/or labour law purposes. Hence, if somebody rents a room on a sharing economy platform
such as Airbnb, and perhaps also offers meals, but does not declare the income for tax
purposes, then they are operating in the informal sector.

Extensive bodies of scholarship exist on both the hospitality industry (e.g., Kan et al.,
2016; Kim et al., 2016; Koseoglu et al., 2016; Sharma et al., 2016) as well as the informal
sector (e.g., Eurofound, 2013; Polese et al., 2016; Sauka et al., 2016). However, an extensive
review of the literature on the hospitality industry reveals that the informal sector is seldom if
ever considered (Thomas et al., 2011). The only known notable exceptions are four studies
which variously analyse informal practices among Romanian rural tourists (Radan-Gorska,
2013), street vendors in Indonesia (Timothy and Wall, 1997), backpacker tourists (Serensen
and Babu, 2008), and in the hospitality industry in the UK city of Leeds (Williams and
Thomas, 1996). Even a cursory glance at the hospitality industry however, reveals that the
informal sector may well be extensive.

On the one hand, there are registered businesses operating in the tourism and
hospitality industry (e.g., hotels, restaurants) that either do not declare all of their transactions
(e.g., the full number of nights visitors stay or food supplied to their guests) or reduce their
tax and social security payments and evade labour laws either by employing undeclared
workers or by paying their formal employees two wages, namely an official declared salary,
which is detailed in a formal written contract, and an additional undeclared ‘envelope wage’
via a verbal unwritten agreement. Such a verbal unwritten agreement to pay an additional
undeclared (envelope) wage may simply deviate from the formal contract by stipulating that
the employee will be paid more for their regular employment than is in the formal written
contract. More usually however, this verbal agreement attaches additional conditions to the
employee receiving this envelope wage, such as that they will not take their full entitlement
to annual leave, that they will work more hours per week than is stipulated in the written
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formal contract (which might take the employee over the hours stipulated in any working
hours directive or result in them being paid below the minimum hourly wage) or the job
content may differ to that stated in the formal contract (Horodnic, 2016; Williams and
Horodnic, 2015a, 2016a). Considering the seasonal nature of the hospitality industry, the
informal labour practices of employing wholly undeclared labour or paying formal
employees ‘envelope wages’, not least for overtime worked during the high season, may well
be extensive.

On the other hand, there are unregistered businesses operating in the hospitality
industry, such as tour guides, or particular businesses selling services to tourists (e.g., fishing
trips, overnight accommodation in family homes). In the hospitality industry, these may well
be small-scale enterprises (i.e., small guesthouses, restaurants and shops), and may well be
family businesses (Gladstone, 2005; Wahnschafft, 1982).

In recent years, moreover, the hospitality industry has arguably witnessed a
significant expansion of informality due to the advent of the ‘sharing economy’ (Choi et al.,
2015; Heo, 2016; Juul, 2015; Koolhoven et al., 2016; Zekanovi¢-Korona, 2014). The ‘sharing
economy’ refers to collaborative platforms on the internet which allows assets or services to
be shared between private individuals (European Commission, 2016c¢), and the hospitality
industry is arguably one of the industries most affected by these platforms, especially with
regard to the accommodation sector (Guttentag, 2015; Juul, 2015; Pairolero, 2016; Vaughan
and Daverio, 2016). These digital platforms connect travellers with individuals who wish to
rent a portion of their primary residence (e.g. a sofa, a spare room), their whole primary
residence (e.g. whilst they are not present) or a secondary residence (e.g. a holiday home).
They include peer-to-peer rental platforms (e.g. Airbnb, Wimdu, 9flats, Gloveler), home-
swapping platforms (e.g. LoveHomeSwap) and online-only vacation rental platforms (e.g.
HomeAway).

This sharing economy is a sizeable realm and rapidly expanding. The European
Commission estimate the sharing economy as a whole to have generated €28bn (£21.6bn) in
revenues in 2015 across Europe, which is double the figure of 2014, and it forecasts that this
may rise to €160bn in coming years (European Commission, 2016¢). Indeed, not only have
half (52 per cent) of respondents in a recent Eurobarometer survey heard of such platforms
but 17 per cent have used them, although participation is higher among younger and more
highly educated respondents living in urban areas who are self-employed or employees
(European Commission, 2016a,b). In the accommodation sector, Airbnb, established in 2008
in the USA, provides a platform for individuals who wish to rent their spare room or entire
home to access potential customers. Some seven times larger than its nearest competitor,
Wimdu, Airbnb lists some 2 million properties in 191 countries, with 16 million guests using
the platform in 2015 compared with 45,000 in 2010 (European Commission, 2016¢,d). Its
revenue model works by charging a flat commission fee from hosts and a small transaction
fee to travellers (European Commission, 2016d).

Given the rapid growth of these platforms, traditional accommodation providers in the
hospitality sector widely view them as a threat and more importantly so far as this paper is
concerned, as unfair competition. Not only are these providers not always subject to the same
legal and safety regulations (Heo, 2016; Juul, 2015) but those who use these platforms to
provide services are also seen as more likely to be operating in the informal sector. Until
now, however, the only evidence of this is a study conducted by TNS Sofres in France which
reveals that only 15% of the participants in a market survey reported the income through their
transactions in the sharing economy (De Groen and Maselli, 2016).

Here, therefore, we start to fill this gap in the literature by evaluating for the first time
the impacts of the informal sector on the hospitality industry. This will set the scene for a
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discussion of how to prevent the further growth of the informal sector in this industry, with
an emphasis on tackling the informal sector in the sharing economy.

Data and methods

To evaluate the impacts of the informal sector on the hospitality industry, we here analyse
data from 30 Eastern European and Central Asian countries from the fifth round of the
Business Environment and Enterprise Performance Survey (BEEPS V, 2013), conducted by
the World Bank and the European Bank for Reconstruction and Development. Overall, this
survey involved 15,883 interviews with firms in the manufacturing and service sectors in
these countries. In each country, a harmonised questionnaire was used and a common
stratified random sampling methodology to ensure that the sample was representative of the
non-agricultural private sector at the national level. To do this, the sample was stratified by
sector, firm size, and geographical location. Following the BEEPS methodology, we here use
weighting to ensure that the sample is proportionate to the universe of the population in each
country.

The dependent variable here used is dummy variable that evaluates the impacts of the
informal sector on the hotels and restaurants sector, with recorded value 1 for firms in the
hotels and restaurants sector in Eastern Europe and Central Asia which consider the practices
of competitors in the informal sector as their biggest obstacle and with recorded value 0
otherwise.

Drawing upon past studies that identify the variables which influence the prevalence
and impacts of the informal sector (Williams and Horodnic, 2015a,b, 2016a,b; Williams and
Kedir, 2016; Williams et al., 2016a), the independent variables selected to control for the
impacts of the informal sector are as follows:
= Firm size: a categorical variable grouping hotels and restaurants by their firm size with

value 1 for micro (up to 4 permanent full-time employees), value 2 for small (5 to 19
permanent full-time employees), value 3 for medium (20 to 99 permanent full-time
employees), and value 4 for large (more than 99 permanent full-time employees).

»  Main clients: a categorical variable for the main clients to which the establishment sold its
main product or service with value 1 for local (clients from the same municipality where
establishment is located), value 2 for national (clients from the country where
establishment is located), and value 3 for international (clients outside country where
establishment is located).

»  Subsidies: a dummy variable with recorded value 0 for firms receiving over the last three
years subsidies from the national, regional or local governments or European Union
sources and with recorded value 1 otherwise.

»  Cheque or savings account. a dummy variable with recorded value 0 for managers/
owners/ directors who answered ‘yes’ to the question: ‘At this time, does this
establishment have a cheque or savings account?’ and with recorded value 1 otherwise.

= Line of credit or loan: a dummy variable with recorded value 0 for managers/ owners/
directors who answered ‘yes’ to the question: ‘At this time, does this establishment have a
line of credit or a loan from a financial institution?” and with recorded value 1 otherwise.

=  Part of a larger firm: a dummy variable with recorded value 0 for a firm which is part of
a larger firm and with recorded value 1 for an independent firm.

»  Females amongst the owners: a dummy variable with recorded value O for firms having
females amongst the owners and with recorded value 1 for firms not having females
amongst the owners.
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»  New or significantly improved products or services: a dummy variable with recorded
value 0 for firms introducing during the last three years new or significantly improved
products or services and with recorded value 1 otherwise.

= New or significantly improved organizational or management practices or structures: a
dummy variable with recorded value 0 for firms introducing during the last three years
new or significantly improved organizational or management practices or structures and
with recorded value 1 otherwise.

» [T&C - High-speed Internet connection: a dummy variable with recorded value 0 for
firms having a high-speed Internet connection and with recorded value 1 for firms not
having this facility.

To report the findings, firstly a descriptive analysis is provided. Secondly, and as the

dependent variable is a dummy, we employ a logistic regression analysis to explore the firms

whose managers/owners/directors consider the practices of competitors in the informal sector
to be their biggest obstacle. Further details about these variables are available in the

Appendix.

Results

Of the 15,883 interviews conducted with firms in the manufacturing and service sectors in
these 30 East European and Central Asian countries in 2013, 623 businesses were
interviewed in the hotels and restaurants sector. Nearly one quarter (23.3 per cent) of these
businesses in the hotels and restaurants sector assert that they compete against unregistered or
informal firms in these East European and Central Asian countries. Nevertheless, as Table 1
displays, the phenomenon is not evenly distributed across countries. Whilst 76 per cent of
firms assert that they compete against unregistered or informal firms in Bosnia-Herzegovina,
72 per cent in Kosovo and 63 per cent in Kazakhstan, just 7 per cent state that this is the case
in Azerbaijan, 4 per cent in Uzbekistan and 2 per cent in Armenia.

INSERT TABLE 1 ABOUT HERE

Analysing the level of threat that the informal sector represents to businesses in the hotel and
restaurant sector, Table 2 reports whether hotels and restaurants view the practices of
competitors in the informal sector as an obstacle to their current operations. In Eastern
Europe and Central Asia as a whole, just 54 per cent of the hotels and restaurants state that
the informal sector is not a threat (i.e., obstacle to their operations). For 46 per cent of
businesses in the hotel and restaurant sector, therefore, informality is a threat, with 15 per
cent viewing the informal sector as a minor obstacle, 11 per cent a moderate obstacle, 11 per
cent a major obstacle and 2 per cent a severe obstacle.

INSERT TABLE 2 ABOUT HERE

Again, however, marked cross-national variations exist in the level of threat that the informal
sector represents to businesses in the hotel and restaurant sector. In general, in countries with
the lowest level of competition between formal and unregistered or informal firms, informal
practices are not seen as a marked threat. For instance, no hotel or restaurant in Armenia,
Belarus and Hungary asserted that informal competitors were a major or severe obstacle and
just 1 per cent of hotels and restaurants in Azerbaijan found informal competitors to be a
major or severe obstacle. In contrast, 53 per cent of firms in Bosnia-Herzegovina found
informality to be a major or severe obstacle, 69 per cent in Kosovo, and 61 per cent in
Kazakhstan. Indeed, the countries where informality is most likely to be seen by hotels and
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restaurants as a major or severe obstacle are Romania (48 per cent), Macedonia (40 per cent),
Czech Republic (39 per cent), Bulgaria (30 per cent), Latvia (21 per cent), Albania (19 per
cent), Lithuania (16 per cent), and Croatia (15 per cent). Indeed, in 6 out of the 11 East
European countries that are EU members, the percentage of firms in the hotel and restaurant
sector viewing the practices of informal competitors as a major or severe obstacle are above
the mean across Eastern Europe and Central Asia of 13 per cent.

Is it the case, however, that the informal sector is the most common major obstacle
faced by firms in Eastern Europe and Central Asia? Table 3 reports the commonality with
which various obstacles were cited by firms in the hotel and restaurant sector. In this sector, it
is tax rates that are most frequently cited as the biggest obstacle faced by firms, followed by
the practices of competitors in the informal sector (cited by 10.5 per cent). Indeed, whether
one examines solely the hotel and restaurant sector, or all firms surveyed, the similar finding
is that the practices of informal competitors is deemed the biggest obstacle faced for some 11
per cent of firms. Nevertheless, a closer investigation reveals that the informal sector was the
second most frequently cited biggest obstacle among hotels and restaurants, whilst it was
ranked third behind access to finance by firms across all sectors. Compared with other
obstacles faced by firms, therefore, the practices of competitors in the informal sector are an
important issue and one of the most frequently cited major threats cited.

INSERT TABLE 3 ABOUT HERE

To analyse the characteristics of the firms in the hotel and restaurant sector which consider
the practices of competitors in the informal sector as their biggest threat (i.e., obstacle to their
activity), an additive model is used. The first stage specification examines the general profile
of the firms while the second stage specification adds variables related to firms’ innovation
capability. Table 4 reports the results. Model 1 in Table 4 reveals that compared with micro-
enterprises (with less than five employees), larger businesses are more likely to consider the
practices of competitors in the informal sector as the biggest obstacle they face. It is also the
case that independent businesses are more likely to perceive the practices of competitors in
the informal sector as their biggest obstacle than those which are part of a larger firm. This
may well be because these hotels and restaurants that are larger and part of a chain are
appealing to a different segment of the hospitality market to smaller businesses that compete
more on price (rather than brand). Alternatively, and as previous research has revealed
(Williams et al., 2016a), it may be because smaller firms are themselves more likely to be
operating in the informal sector themselves. Meanwhile, the lack of subsidies from
governments and also those operating without a cheque or savings account reduce the
likelihood of them viewing the practices of competitors in the informal sector as the biggest
obstacle they face. As previous research has again revealed (Williams et al., 2016a,b), this is
because these businesses are themselves significantly more likely to be operating in the
informal sector. Meanwhile, this is less likely among those who have formal bank accounts
and those who need to meet criteria on official turnover to benefit from subsidies. No
significant association is identified, moreover, with the gender of owner or the existence of a
line of credit or a loan.

INSERT TABLE 4 ABOUT HERE

Conducted in 2013 before the sharing economy started to considerably expand, this survey
finds that businesses which sold their goods and services mainly to international clients were
less likely to perceive informal competitors as their biggest threat. At the time, this was
because international tourists would have usually booked their accommodation (and perhaps
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inclusive meals as well) and/or paid in advance, so were less likely to source accommodation
and meals from informal sector providers compared with more local or national tourists who
can search accommodation on their arrival since they know the area and the language.
However, the growth of the sharing economy since this 2013 survey may well have changed
these findings if the survey was to be repeated today, since these platforms have enabled
smaller providers operating in the informal sector to now compete with larger well
established businesses for international tourists.

When model two includes variables more related to firm innovation capability, there
are no major changes in the firm characteristics associated with the likelihood to perceive the
threat of informal competitors as the most important impediment to their activity.
Surprisingly, however, those managers which have not introduced new or significantly
improved products or services are less likely to perceive the practices of informal sector
competitors as the important obstacle for their company (although the association is weak).
No significant association is identified, moreover, in relation to new or improved
organizational or management practices or structures, or with the presence of high speed
internet connection accessibility.

Since 2013 when this survey was conducted, the sharing economy has rapidly
expanded. It might well be the case that the characteristics of businesses in the hotel and
restaurant sector viewing the informal sector as their major threat will have changed. The
important point, nevertheless, is that even before the rapid growth of the sharing economy,
just under a quarter (23.3 per cent) of firms in the hotel and restaurant sector in Eastern
Europe and Central Asia viewed themselves as competing against unregistered or informal
firms, and 13 per cent of all firms in the hotel and restaurant sector perceived these informal
competitors as a major or severe obstacle to their activity.

Discussion and Conclusions

In order to tackle the informal sector in the hospitality industry, and more particularly, its
further growth due to the advent of the sharing economy, a range of policy approaches and
measures can be used. As Table 5 reveals, there are two distinct policy approaches which can
be adopted. These are firstly, a direct controls approach that seeks to tackle the informal
sector by ensuring that payoff from informal work is outweighed by the costs, and secondly,
an indirect controls approach grounded in a view that the informal sector arises when there is
low commitment to compliance.

INSERT TABLE 5 ABOUT HERE

The direct controls approach views those engaged in the informal sector as rational economic
actors who participate when the benefits of operating in the informal sector outweigh the
expected penalty and probability of being caught (Allingham and Sandmo, 1972). Here,
therefore, the intention is to change the cost/benefit ratio confronting those engaged or
thinking about participating in the informal sector. The conventional means of achieving this
has been to increase the costs of operating in the informal sector by either increasing the
actual or perceived penalties for those caught, and/or by increasing the risks of detection.
Unlike conventional participants in the informal sector who tend to be hidden from
the view of state authorities, informal sector transactions in the burgeoning sharing economy
in the hospitality sector are potentially in clearer sight of the state authorities since the
participants advertise and trade on these platforms. Several options are therefore available to
state authorities to tackle the informal sector in the sharing economy due to them being in
plain sight. Firstly, and exemplified by the French government with regard to collecting
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tourist taxes, sharing economy platforms could be asked to collect the necessary taxes and
remit them to government, instead of depending on individual suppliers to do so. This would
put the responsibility on the platform providers, who would be at risk of their platform being
closed if they did not efficiently collect the taxes owed. Unlike individual suppliers, they
would therefore have commercial interest in identifying and collecting the taxes owed.
Secondly, the platforms could be requested to provide data on the earnings of suppliers to the
state authorities, as is already done in the case of both employers as well as banks in many
countries, thus increasing the probability of detection of the individual suppliers if they do
not declare their earnings.

With this information on platform earnings, a simple data matching exercise could
then be undertaken by tax administrations to determine whether these earnings from property
rental and the provision of meals has been declared on self-assessment tax returns by the
individual suppliers. Moreover, by platform providers explicitly informing suppliers that tax
administrations have access to such information, the perceived risk of detection would
significantly increase for individual suppliers and reduce the prevalence of the informal
sector in the sharing economy. Besides taking such measures to increase the perceived and/or
actual risk of detection, increasing penalties could also deter those considering not declaring
their income. However, recent research reveals that increasing the perceived risk of detection
is more effective at deterring engagement in the informal sector than increasing the level of
penalties (Williams et al., 2016c).

Besides increasing the cost side of the cost-benefit ratio, this direct controls approach
might also seek to make it beneficial and/or easier for participants to operate in the formal
sector. This has been seldom considered in most countries. The UK is an exception. To make
it easier to operate legitimately, the UK has overcome the problem of differentiating between
those providing services on an occasional basis and service providers acting on a professional
basis by allowing suppliers to earn up to £7,500 per annum tax-free by renting out a spare
room in their house, under the ‘rent a room’ allowance, which was raised in 2015 from
£4,250 per annum. From 2017, furthermore, additional tax allowances have been introduced
to cover sharing economy home rentals beyond just one room, such as whole properties,
holiday homes, storage space and driveways. Participants are to be allowed to earn up to
£2,000 tax-free per annum; £1,000 a year for trading income and £1,000 for property income.
An alternative incentive measure is to allow short-term rentals and home-sharing without any
registration requirements with the tax authorities only up to a specific number of days per
year (e.g., 30 or 60 days).

Policy measures focused on making it easier and/or more beneficial for suppliers to
operate legitimately, however, are only one tool available to state authorities. Until now, state
authorities have given little thought about how to incentivise platform providers or customers
to ensure that the activity is in the formal sector. For example, there have been no discussions
of whether exemptions from local tourist taxes could be given either to platform providers if
they report consumer purchases to the state authorities, or to customers when they perhaps
use a tick box on the platform booking system to claim exemption from local tourist tax
which at the same time reports to the state authorities their purchase. This would not only
encourage suppliers to declare their earnings, but in doing so would also ease the pressure
being exerted on platform providers in many countries about the unfair and informal
competition that they promote (European Commission, 2016d). Greater consideration is
required, therefore, regarding the provision of incentives to platform providers, suppliers and
customers to operate in the formal sector.

Beyond such direct controls, another approach is to use more indirect controls that
seek to alter people’s view of the acceptability of operating in the informal sector, grounded
in a view that the informal sector arises when there is low commitment to compliance. This

8

http://mc.manuscriptcentral.com/ijchm

Page 8 of 27



Page 9 of 27

OCoONOOOR~WN =

International Journal of Contemporary Hospitality Management

approach argues that many voluntarily comply even when the level of penalties and risks of
detection suggest that they should not if they were truly rational economic actors (Alm et al.,
2012; Kirchler, 2007; Murphy, 2008; Murphy and Harris, 2007). To explain this, a ‘tax
morale’ approach has emerged which views citizens more as social actors and explains
engagement in the informal sector to be a consequence of low tax morale, by which is meant
a low intrinsic motivation to pay taxes (Alm and Torgler, 2006, 2011; Torgler, 2012). The
objective in consequence is to foster the commitment of citizens to voluntarily comply by
improving their tax morale rather than seeking to force them to comply by using threats or
incentives to do so (Kirchler, 2007; Torgler, 2007, 2012). Rather than pursue compliance
using deterrence measures in a low commitment, low trust and adversarial culture, using
monitoring, stringent rules and prescribed processes, this tax morale approach pursues
compliance through self-regulation in a high trust, high commitment culture that aligns the
values of citizens with the formal ‘rules of the game’ so as to engender greater voluntary
commitment to compliant behaviour (Alm and Torgler, 2011; Torgler, 2012).

In Ontario in Canada for example, the federal government is working with Airbnb, the
home rental company, to urge hosts to declare income. The intention is to protect consumers,
ensure accessibility, rights and safety obligations are met, and that tax laws are respected.
Some 82 per cent of Airbnb’s Ontario hosts are renting out their principal residence for about
40 days a year, generating $280 per month (European Commission, 2016¢,d). Airbnb is to
send out an email during the tax season to remind hosts that they are expected to follow the
rules regarding tax compliance. The company itself is abiding by all tax regulations, but it is
up to individuals to report rental income to the state revenue agency for taxation purposes.
This, therefore, is an indirect controls approach, raising awareness, rather than using enforced
compliance. They are providing greater information to the hosts that they too must submit
and provide their taxes through the federal government.

Until recently, it was widely assumed that these direct and indirect control approaches
were mutually exclusive (Eurofound, 2013; Williams, 2014a). However, the broader
scholarly literature on tackling the informal sector has revealed that the most effective policy
approach is to combine both direct and indirect controls. In what has become known as the
‘slippery slope’ policy framework, the argument is that the most effective approach is to
combine direct controls to engender ‘enforced’ compliance by increasing the penalties and
risks of detection and therefore the power of authorities, with indirect controls to engender
‘voluntary’ compliance by improving tax morale and therefore trust in authorities (Kirchler et
al., 2008; Kogler et al., 2015; Kastlunger et al., 2013; Muehlbacher et al., 2011; Wahl ef al.,
2010). This literature has revealed that when there is neither trust in authorities and
authorities have no power, then the informal sector will be more prevalent. When trust in,
and/or the power of, authorities increases however, then the informal sector reduces. This
literature reveals that the most effective approach is when there is both greater power of
authorities and greater trust in authorities.

In sum, the key contribution of this paper is that it provides the first evaluation of the
impacts of the informal sector on the hospitality industry and outlines the policy measures
required to prevent its further growth with the advent of the sharing economy. This paper has
shown that many firms in the hotels and restaurants sector in Eastern Europe and Central
Asia compete against unregistered or informal firms and find it a major or severe obstacle to
their operations. If this paper now encourages further analyses of the impact of the informal
sector on the hospitality industry in individual countries and other global regions, and more
particularly research on the prevalence of the informal sector in the sharing economy, then it
will have achieved one of its intentions. If it also leads to greater consideration by state
authorities of the full range of policy measures that can be used to tackle the further growth
of the informal sector in this industry, especially with regard to tackling the informal sector in
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the sharing economy, then it will have achieved its fuller intention. What is certain, however,
is that a laissez-faire approach cannot be adopted so far as tackling informality in the sharing
economy is concerned.
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Table 1. Hotels and restaurants in Eastern Europe and Central Asia competing against
unregistered or informal firms (%, by country)

n=2623
Country Hotels and restaurants (%)
Bosnia-Herzegovina 76
Kosovo 72
Kazakhstan 63
Mongolia 61
Serbia 52
Macedonia 52
Georgia 51
Montenegro 45
Moldova 42
Bulgaria 41
Croatia 40
Poland 38
Albania 32
Turkey 32
Tajikistan 31
Slovakia 25
Russia 20
Lithuania 17
Latvia 16
Slovenia 15
Ukraine 15
Czech Republic 13
Kyrgyzstan 11
Romania 11
Estonia 11
Belarus 8
Hungary 8
Azerbaijan 7
Uzbekistan 4
Armenia 2

Note: We used here the answers to the question “Does this establishment compete against unregistered or informal
firms?”".

Source: own calculations based on Enterprise Surveys (Business Environment and Enterprise Performance Surveys,
BEEPS, 2013) conducted by the World Bank and the European Bank for Reconstruction and Development.
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Table 2. Practices of informal competitors as obstacle to current operations in hotel and
restaurant sector in Eastern Europe and Central Asia (%, by country)

n==623
No Obstacle (%): DK,
Region/ Country obstacle Minor Moderate Major Severe Refusal,
(%) DA (%)*

Eastern Europe and Central Asia 54 15 11 11 2 7
Serbia 0 0 52 0 48
Montenegro 2 53 15 0 0 30
Kosovo 7 6 13 20 49 5
Bulgaria 16 8 23 30 0 23
Czech Republic 16 0 31 39 0 14
Macedonia 16 6 38 22 18 0
Bosnia-Herzegovina 22 2 23 53 0 0
Tajikistan 28 41 24 0 0 7
Romania 32 0 14 39 9 6
Albania 35 24 18 14 5 4
Kazakhstan 35 0 2 61 0 2
Mongolia 39 16 45 0 0 0
Latvia 41 34 4 21 0 0
Turkey 49 43 4 0 0 4
Russia 53 9 14 8 1 15
Slovakia 54 25 21 0 0 0
Croatia 55 22 8 15 0 0
Kyrgyzstan 62 0 25 4 9 0
Azerbaijan 67 23 9 1 0 0
Belarus 68 8 0 0 0 24
Slovenia 70 23 7 0 0 0
Ukraine 71 7 10 10 1 1
Estonia 75 14 11 0 0 0
Georgia 77 4 2 4 0 13
Armenia 83 0 1 0 0 16
Hungary 83 8 0 0 0 9
Lithuania 83 0 1 0 16 0
Poland 84 0 13 0 0 3
Moldova 85 0 0 15 0 0
Uzbekistan 93 0 1 3 3 0

Notes: We used here the answers to the question “To what degree are Practices of Competitors in the Informal Sector an
obstacle to the current operations of this establishment?”. * Don’t know, Refusal, Does not apply.

Source: own calculations based on Enterprise Surveys (Business Environment and Enterprise Performance Surveys, BEEPS,
2013) conducted by the World Bank and the European Bank for Reconstruction and Development.
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Table 3. Biggest obstacle faced by firms in Eastern Europe and Central Asia: all sectors and
hotel and restaurant sector (% and rank)

Hotels and restaurant;
All sectors otels and restaurants

Biggest obstacle faced (n=15,883) (rsli%t;;)

% Rank % Rank
Tax rates 24.86 1 28.73 1
Practices of competitors in the informal sector 11.00 3 10.52 2
Political instability 9.40 4 8.95 3
Access to finance 11.04 2 6.94 4
Inadequately educated workforce 4.81 6 3.77 5
Electricity 2.59 8 3.60 6
Corruption 5.35 5 3.52 7
Tax administration 3.40 7 3.16 8
Access to land 1.99 12 2.57 9
Labour regulations 2.51 10 1.25 10
Business licensing and permits 2.11 11 1.08 11
Customs and trade regulations 1.45 13 0.85 12
Transport 2.54 9 0.70 13
Crime, theft and disorder 1.29 14 0.59 14
Courts 1.03 15 0.05 15
Don't know; Refusal, Does not apply 14.63 - 23.72 --

Notes: We used here the answers to the question “Which of elements of the business environment included in the list, if
any, currently represents the biggest obstacle faced by this establishment?”.

Source: own calculations based on Enterprise Surveys (Business Environment and Enterprise Performance Surveys, BEEPS,
2013) conducted by the World Bank and the European Bank for Reconstruction and Development.
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Table 4. Logistic regressions of the propensity to consider practices of competitors in the
informal sector as biggest obstacle by hotels and restaurants in Eastern Europe and Central

Asia
. Model 1 Model 2
Variabl
o p se(p) p se(p)
Business size (Micro: < 5)
Small: >= 5 and <= 19 4.894 *** 0.883 4975 *** 0977
Medium: >= 20 and <= 99 5220 *** 1.137 5.520 *** 1313
Large: >= 100 4.829 *** 1296 4.963 *** 1292
Main clients (Local)
National -0.003 0.756 0.048 0.746
International -2.835 ** 1227 -2.909 **  1.192
Subsidies (Yes)
No -1.551 * 0.850 -1.562 **  0.694
Cheque or savings account (Yes)
No -2.425 ** 1014 -2.370 **  1.064
Line of credit or loan (Yes)
No 0.398 0.514 0.540 0.517
Part of a larger firm (Yes)
No, a firm on its own 1.957 * 1.076 2.002 * 1.037
Females amongst the owners (Yes)
No 0.238 0.576 0.392 0.628
New or significantly improved products or
services (Yes)
No -1.175 * 0.660
New or significantly improved organizational or
management practices or structures (Yes)
No 0.946 0.754
IT&C: High-speed Internet connection (Yes)
No -0.107 0.924
Constant -7.688 *** 1.542 -7.860 *** 1.675
Subpop. N 588 582
F 4.54 3.76
Prob > F 0.0000 0.0000

Notes:

Significant at *** p<0.01, ** p<0.05, * p<0.1 (standard errors in parentheses).
All coefficients are compared to the benchmark category, shown in brackets.
Sample size is lower due to missing data.

Source: own calculations based on Enterprise Surveys (Business Environment and Enterprise Performance Surveys, BEEPS,
2013) conducted by the World Bank and the European Bank for Reconstruction and Development.
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Policy approaches for tackling the informal sector in the sharing economy

Approach

Measures

Tools

Examples for tackling sharing
economy

Direct controls:
deterrents

Direct controls:
incentives

Indirect controls

Improved detection

Improve sanctions

For platforms

For suppliers

For customers

Change citizens tax
morale

Data matching and sharing

Inspections

Increase penalties

Simplification of compliance

Supply-side incentives (e.g.
simplification of compliance;
advice and support)

Demand-side incentives (e.g.,
targeted direct and indirect
taxes)

Tax education
Normative appeals

Awareness raising of benefits of
declaring full salaries

Tax administrations cross-
tabulate platform data on
participants earnings with tax
return data

Conduct inspections of
properties rented out

Raise penalties for not declaring
income from shared economy

Request platforms to collect
taxes from hosts

Tax-free limit for earnings from
sharing economy

Provide exemptions from tourist
taxes for those reporting
platform purchases

Send normative appeals to
platform participants that they
should declare income

Educate suppliers about the
benefits of declaring income and
paying tax
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APPENDIX

Table A.1. Variables used in the regression analysis: definitions, descriptive statistics and the
results of Chi-square test of independence between the dependent variable and the
independent variables

Variables Definition Mode Min / Chi-square test of
Max independence*
Dependent variable
Informal sector as the ~ Dummy variable that evaluates the Not the 0/1 -
biggest obstacle faced ~ impacts of the informal sector on the biggest
by businesses in hotels  hotels and restaurants sector obstacle
and restaurants sector (89.5%)
Independent variables
Firm size Firm size in categories Small 0/4 X?(3)=10.30,
(67.9%) F (1.82, 1130.92) = 0.93,
p>0.05
Main clients The main clients to which the Local 1/3  X?(2)=1.8,
establishment sold its main product (87.9%) F (1.07, 657.83) = 0.34,
or service in categories p>0.05
Subsidies Dummy variable for receiving over No 0/1 X?(1)=19.09,
the last three years subsidies from the (91.4%) F (1, 615)=4.05,
national, regional or local . p<0.05
governments or European Union
Cheque or savings Dummy variable for establishments Yes 0/1 X?(1)=18.71,
account having a cheque or savings account (74.9%) F (1, 614) = 10.30,
p <0.05
Line of credit or loan Dummy variable for establishments No 0/1 X?(1)=0.38,
having a line of credit or a loan from (72.7%) F (1, 610)=0.09,
a financial institution p>0.05
Part of a larger firm Dummy variable for the No, firm 0/1 X?(1)=0.98,
independence of the firm on its own F (1, 622) = 0.45,
(92.3%) p>0.05
Females amongst the Dummy variable for establishments Nofemale 0/1 X2 (1)= 0.01,
owners having females amongst the owners owners F (1, 614)=0.01,
(54%) p>0.05
New or significantly Dummy variable for establishments No 0/1 X?(1)= 5.59,
improved products or introducing during the last three years (84.5%) F (1, 620) = 1.23,
services new or signiﬁcaptly improved p>0.05
products or services
New or significantly Dummy variable for establishments No 0/1 X2(1)= 0.11,
improved introducing during the last three years (82.6%) F (1, 619) = 0.03,
organizational or 4 new or signiﬁcantly improved p>0.05
management practices organizational or management
or structures practices or structures
IT&C - High-speed Dummy variable for establishments Yes 0/1 X2(1)= 2.22,
Internet connection having a high-speed Internet (68.6%) F (1, 620) = 0.22,
connection p>0.05

Notes: * Because of the complex sampling design, the default X2 calculated by STATA software is uncorrected. For solving
this issue, the Pearson X 2 statistic is corrected with the second-order correction of Rao and Scott (1984) and is converted
into an F statistic (for further details please see Stata User’s Guide Release 13).

Source: own calculations based on Enterprise Surveys (Business Environment and Enterprise Performance Surveys,
BEEPS, 2013) conducted by the World Bank and the European Bank for Reconstruction and Development.
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