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In recent years, a new institutionalist theory has endeiexplain the prevalence of informal sector
entrepreneurship. This argues that formal institutiéaiklres lead to the emergence of an asymmetry
between the formal rules (laws and regulations) anchéinens, values and beliefs of entrepreneurs
regarding the acceptability of participating in thiermal sector, which in turn leads to the prevalence
of informal entrepreneurship. The aim of this paper igvaluate this social actor approach by
reporting evidence from 453 fateface interviews with a nationally representative sampf
entrepreneurs in FYR Macedonia. This reveals notaslgnificant association between participation
in the informal economy and the nefignment of entrepreneurs’ views with the formal rules, but
specific formal institutional failings that are sigoéitly associated with the acceptability of informal
entrepreneurship, namely poor quality public servicés;laof tax fairness, corruption and instability
in the formal institutions. The theoretical and polityplications are then discussed.

Keywords Informal economy; entrepreneurship; tax morale; tutstinal theory; FYR Macedonia.

1. Introduction

To explain informal sector entrepreneurship, the dominant approactoroe kalf a
century has been to view entrepreneurs participating in the informak ses rational
economic actors who do so when the pay-off is greater than tleetedpcost of being
caught and punished (Allingham and Sandmo, 1972). However, thgnigan that many
entrepreneurs do not participate in the informal sector even when théseuawieigh the
costs, has led to the emergence of a new social actor approach (WebB@%12013;
Williams, 2018; Williams et al., 2017). Drawing inspiration fronstitutional theory
(North, 1990), this social actor approach views informal sector eatreprship to be the
result of entrepreneurtck of “vertical trust,” measured by a non-alignment between tire
norms, values and beliefs regarding informality, and the lawsegndations of the formal
institutions (Alm et al.201Q 2012; Cummings et al., 2009; Kirchler, 2007; Murphy, 2008;


http://www.worldscinet.com/jde/jde.shtml

2 Williams and Bezeredi

Torgler, 2007, 2012; Williams and Horodnic, 2015a, b, 2016aTberefore, the solution
is to improve vertical trust. However, until now, most studies have disctlisddck of
vertical trust in formal institutions in a generic mannarthis paper, the intention is to
seek to identify the formal institutions in which there is a lack oft tarl which
institutional failings can be seen to lead to informal sector entrepreneurship.

This paper advances the emergent social actor approach in three ways.nfirst, a
empirically, we report a survey that reveals the strong positive assockmtareen
participation in informal entrepreneurship and the lack of vertical trust, neebby the
non-alignment of entreprenetrgiews with the formal rulesSecond, we advance the
theoretical basis of this new institutional theory by moving beyond theiqusly
discussed lack of trust in formal institutions and identifying moeeipely the formal
institutions in which they lack vertical trust, and therefore, result inrnmeb sector
entrepreneurship. Third and finally, and from a policy viewpointpinpoint some of the
formal institutional failings that need to be resolved to reduce the prevaléimdermal
entrepreneurship.

To achieve this, section 2 reviews the previous literature on institutional tteeor
formulate hypotheses in relation to not only the association between tiosttu
asymmetry and participation in informal entrepreneurship, but aldorteal institutional
failings that lead to this asymmetry. To test these, section 3 then reports thisathta
namely the 2015 GREY survey of entrepreneurs in FYR Macedon@ying 453 face-
to-face interviews. Section 4 then reports the findings, while sectisum®Bnarizes the
theoretical and policy implications

In this paper, informal sector entrepreneurship refers to startingdigr arwning and
managing a business venture that does not register and/or declare sohits sales to
the authorities for tax, social insurance or labor law purposes, whémwutdsdo so
(Ketchen et al., 2014; Siqueira et al., 2016; Williams et al., 2017).&dawough an
institutional lens, formal entrepreneurship is an entrepreneurial endeavor betsatb
the formal laws and regulations. In contrast, informal entrepreneursinigigrepreneurial
endeavor that takes place outside of the formal laws and regulationgHhntthe norms,
values and beliefs held by citizens and entrepreneurs regarding whhat é&nd acceptable
(Godfrey, 2011; Kistruck et al., 2015; Siqueira et al., 2016; Welalh.,e2009; Welter et
al., 2015), while criminal entrepreneurship occurs outside of betffiotimal rules of the
game as well as the socially shared rules of what is acceptable.

2. Informal Entrepreneurship and Institutional Theory: Literature Review and
Hypotheses Development

For nearly half a century, the rational economic actor approach propgs&dingham

and Sandmo (1972) has been dominant when explaining entref@pdarthe informal
sector. This asserts that entrepreneurs participate in the informal sectdhe/pey-off is
greater than the expected cost of being caught and punished. Thecefac&le informal
entrepreneurship, most governments focus on increasing the actical perceived level
of punishments and likelihood of detection (e.g., ILO, 2017; Willia@&14, 2018;
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Williams and Puts2017). However, the evidence of the effectiveness of this appilieach
less than conclusive. Although some find that increasing penalties antbbabifity of
detection reduces participation in the informal sector (Feld and Hre%, Mas’ud et al.,
2015; Mazzolini et al., 2017), others find no significant associationtl(gfal., 2015;
Shaw et al., 2008; Williams and Franic, 2015, 2016), and yet dfinershat increasing
the actual and/or perceived deterrents leads to greater non-compliance (hMefnzdn
2017; Kaplanoglou and Rapano, 2015; Murphy, 2005, 2008; MuaptdyHarris, 2007).
Indeed, the most telling rebuttal of the rational economic actor approach imahgt
entrepreneurs do not participate in the informal sector even when thii/besteratio
suggests they should (Alm et al., 2012; Kirchler, 2007; Murp@@8; Murphy and Harris,
2007 Williams and Krasnigi, 2017, 2018).

To explain this, &social actor” approach has emerged, which views entrepreneurs as
more likely to participate in the informal sector if they possess low taale by which
is meant a low intrinsic motivation to pay taxes (Alm et al., 2012gl€g 2007a, 2012).
In recent years, this theoretical perspective has drawn inspirationrfstittional theory
(North, 1990). Viewed through this lerisstitutions are the rules of the game. All societies
have not only formal institutions, which are laws and regulaticatsifine the legal rules
of the game, but also informal institutions, which #@re“socially shared rules, usually
unwritten, that are created, communicated and enforced outside of offgaaityioned
channels” (Helmke and Levitsky, 2004) Therefore, tax morale describes the level of
alignment of citizens’ views with the formal rules. As this gap or asymmetry widens, tax
morale or vertical trust decreases and participation in the informal econoomdgemore
prevalent (Williams, 2018)

Lower levels of tax morale/vertical trust have been found to be associateldwéth
levels of tax compliance (Brink and Porcano, 2016; Dell’Anno, 2009; ¢fasiner, 2010;
Lima and Zaklan, 2008; Lisi, 2015; Stark and Kirchler, 2017; SumagagiaHafidiah,
2014; Torgler, 2004a; Torgler and Schaffner, 2007; Torgler e2@08), larger shadow
economies (Halla, 2012; Torgler and Schneider, 2006, 2007a, b, 26Gfer et al.
2007a, b), higher participation in the informal economy (Williams anadioc, 2015b,
2016a; Windebank and Horodnic, 2017) and higher participation in saldey-teporting
(Williams and Horodnic, 2015ag, d, e, 2016b, 2017a)lndeed, a strong negative
correlation has been identified between the non-alignment of citizenswiwibe formal
rules and participation in the informal economy with Pearson r values betwéeand -
.66 (Alm and Torgler, 2006; Torgler, 2011). For exampleglesr(2011) finds that in post-
socialist societies, when there is a decrease of tax morale by one uniis treiacrease
in the informal economy of twenty percentage points. Whether a sstiteng correlation
exists between the naiignment of entrepreneurs’ views, the formal rules and
participation in informal entrepreneurship can be here evaluatextefore, to evaluate
this proposition, the following hypothesis can be tested:
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Vertical trust hypothesis (H1): the greater is the aldgament of entrepreneurs’ views
with the formal rules, the greater is the likelihood of entreprengamscipating in the
informal sector.

Therefore, what causes this ndignment of entrepreneurs’ views with the formal
rules, regarding the acceptability of participating in the informal economy? When
analyzing citizens, rather than entrepreneurs, a large number of $tadéefound that the
level of vertical trust of citizens in government depends on the perceived/qiaiiblic
services and the level of satisfaction with public services (Williams, 2018; Wilkachs
Horodnic, 2017a). For example, the level of vertical trust is positivelgleded with the
perceived effectiveness of government spending (Alasfour et al., Zdéne and
Mocetti, 2011; Molero and Pujol, 2012; Sipos, 2015; Vythelingum et@l7)2 therefore,
the quality of public services and government (Williams, 2018; Willianm Martinez,
2017). To start to evaluate whether this is also the case when entrepegaeamalyzed,
the following hypothesis can be tested:

Public service quality hypothesis (H2): the lower is the level of satisfewiit the quality
of public services, the greater is the likelihood of entrepreneurs noirsgltethe formal
rules.

It is also the case that citizens who do not perceive the tax system as fe@sdpthe
appropriately used by government tend to possess lower levels of verticdhtassbur
et al., 2016; Alm and Gomez, 2008; Cevik, 2016; Cummings e2@05, 2009; Cyan et
al,, 2016; Frey, 2003; Niesiobedzka, 2014; Torgler and Schaffner, 2007; Torgler et al.
2008; Vythelingum et al., 2017). For example, vertical trust is low iEthee seen to be
resource misallocations and inefficiencies because of state capture. Thespiotess
whereby firms or groups of firms influence the formulatiohasis and other government
policies to their own advantage through illicit or non-transparent means¢Faks2003).
The outcome is that they receive preferential treatment and state resourdie®riee
toward supporting them. For those who are not part of these elitescaytiore the
resources of the state, the outcome is commonly overly burdenagewand relatively
fewer public services in return for the taxes and social contributions thefppaSoto,
1989; Siqueira et al., 2016; Williams et al., 2016). Therefore, in to@gnwhere state
capture prevails, citizens have little trust in public authorities and their vertisgigiow
because the obligation of paying the taxes does not represent an acceptedosncial n
because the citizens feel cheated (Chan et al., 2018; Saitta, 2017; DO@lerTorgler et
al., 2007b). To start to evaluate whether this is also the case whernremrep are
analyzed, the following hypothesis can be tested:
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Tax fairness hypothesis (H3): the lower is the perception that taxes areraiphppsed
by government, the greater is the likelihood of entrepreneurs not adteting formal
rules.

Besides resource misallocations and inefficiencies, the presence of institutioisal
resulting from the lack of quality of public services and state capture giteeaéso resource
misallocations and inefficiencies that result from the existence of publia sectaption
(Khan and Quaddus, 2015; Round et al., 2008; Toneyah, 2010). The most common
type of public sectotorruption is the ‘misuse of public office for private gain’ (Svensson,
2005). This is the practice whereby government officials demanelceive gifts, bribes
and other payments (e.g., a portion of a given contract) from esrieyms and provide a
service in return. This might include speeding up the granting oparating license, not
producing a negative outcome from a workplace inspection, or helgngavoid delays
in some other regulatory process requiring the approval of publicr sefitéals such as
the granting of a construction permit. Such corruption not only leadsegource
misallocations and inefficiencies, and acts as an additional tax formal entrepreaee
to pay, but also arguably forces entrepreneurs into the informiar gecescape being
subject to such extortion from public officials. To evaluate this, the folipwipothesis
can be tested:

Public sector corruption hypothesis (H4): the greater the perceived levalbb€ p
corruption, the greater is the likelihood of entrepreneurs not adherihg tormal rules.

A final formal institutional failing considered here relates to the perceived and/or
actual instability and uncertainty of the formal rules. Formal institutional instahitidly
uncertainty results from continuous changes in the formal lawsegthtions (Levitsky
and Murillo, 2009; Williams and Shahid, 2016). This is especially the gasnany
transition economies where entrepreneurs and enterprises witness cantihanges in
the formal rules, so much so that they do not expect rules that agply ttm remain in
force in the future. For example, citizens and entrepreneurshirceuatries see little point
in paying compulsory contributory payments for pensionsoiak contributions so they
can claim unemployment benefits because they do not balibea in the future they may
wish to benefit, the same rules will apply. Therefore, this perceivedfgErmanency of
the formal rules is a major problem for governments in engergdedherence to the
formal rules. A further related problem is that there is often a widesperadption that
the formal rules that exist are not indigenous to the country and/or ararbpgpd from
the outside, such as by supra-national institutions (see Williamk, &2043). In such
situations, particularly when the laws and regulations are continuoushgicly, the
outcome is that entrepreneurs and enterprises turn elsewhere fog panoanent set of
values, norms and understandings. In these situations, populattihsisinesses turn to
the informal institutions as a source of more permanent shared naiuss and beliefs
in relation to what is acceptable and what is not to govern and structuredbeomic
activities instead of relying on formal laws and regulations (Londe. e2014; Mair et
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al., 2012), which can be very fluid and temporary in naturestaid to evaluate this, the
following hypothesis can be tested:

Instability of formal institutions hypothesis (H5): the greater is the perdepolitical
instability, the greater is the likelihood of entrepreneurs not adherithg formal rules.

3. Dataand Variables

3.1. Data

To evaluate these hypotheses, data is reported from a representative survey of
entrepreneurs conducted in 2015 in FYR Macedonia, a country where thmahfo
economy is one of the largest in Europe (Medina and Schneider, a0d8here is
purported to be little alignment between entrepreneurs’ views regarding the acceptability

of participating in the informal economy and the formal rules (RistgvgR13). The
sampling methodology ensured the samples are proportionate tovlesarin the country

with respect to firm size, region and sector. The owners or manafgensepresentative
sample of 453 businesses were surveyed.

Given the sensitive topic, it was necessary to develop rapport with the ineegie
Therefore, the survey did not start with sensitive questions. Inskexichierview schedule
started by asking them questions about their satisfaction with the busmessiment,
followed by questions on the acceptability of some uncompliant behaeidysthen were
guestions asked regarding whether they consider they are affecteel éxistence of the
businesses that use informal practices and their engagement in actitepr Analyzing
the interviewers’ responses regarding the perceived reliability of the interviews conducted,
in 94 percent of cases, interviewers reported excellent or fair cooperetiontiie
entrepreneurs. Cooperation was deemed bad, or the interviewer did nothespesseived
reliability of the interviews in only one percent of cases.

3.2. Variables

To evaluate the hypotheses, we use ordered logit regression analysis. Theentepend
variable is a categorical variable showing the level of vertical trust of entreeieur
measure the non-alignment of entreprenewaies, norms and beliefs on the acceptability
of informality (‘civic moralé’) with the laws and regulations of the formal institutions
(“state morality”), the following question was asked: To what extent do you agtie¢he
statements that underreporting annual revenue or turnover to evadastacceptable
This variable is measured on a 10-point Likert scale where 1 meansetslyngdisagree
and 10 means completely agree. In this paper, the 10-point scale hagdmged into a
four-point scale (Torgler, 2004;orgler and Schneider, 2009): value 1 = low tax morale
(responses from 4 through 10); value 2 iddfe lower tax morale (response 3); value 3 =
middle upper tax morale (response 2); and value 4=high tax morale (response
“completely disagre®g.
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Meanwhile, the key independent variables used to evaluate each hypothettis, are
following:
e Participation in informal sector: a categorical variable showing how often genplo
hire an employee on a contract with “hidden clauses, that is, social insurance and tax
contributions are paid based on (for example) the minimum wage, tivbitest of the pay
is paid undeclared, without a payslip”: 1 = never, 2 = sometimes, 3 = in most cases, 4 =
always.
e Satisfaction with the quality of public services: A categorical variable describing
responderis satisfaction with the quality of public services, related to the business
activities in her/his country: value 1= very unsatisfied, value 2= unsatisfaédde 3=
neither satisfied nor unsatisfied, value 4= satisfied, value 5= very satisfied
e Taxes are appropriately used by the government: A categorical varetoeled
using the following survey question: To what extent do you agitbethe statements that
taxes are appropriately used by the government.” This variable is measadd-guoint
Likert scale where 1 means completely disagree and 10 means comgetely a
e Corruption as an obstacle to the current operations of the compargasegorical
variable recorded using the following survey questibm what degree is corruption an
obstacle to the current operations of the companies: value 1=very severe obalaele,
2=major obstacle, value 3=moderate obstacle, value 4=minor obstacle, value 5=no
obstacle.
e Political instability as an obstacle to the current operations of the ciogspah
categorical variable recorded using the following survey quesifionwhat degree is
political instability an obstacle to the current operations of the companies: lalery
severe obstacle, value 2=major obstacle, value 3=moderate obstacle, valuer4=min
obstacle, value 5=no obstacle.

A series of firm-level variables derived from previous studies analyzalikidlihood
of participation in the informal economy (Ali and Najman, 2018; Hodsbal., 2012;
Putnins and Sauka, 2017; Putnin$ 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 = constrietiotransport and
communications, 6 = trade, 7 = retail, 8 = industry, 9 = health, diber.
o Number of employees: A categorical variable describing the total number efttyrr
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 observedngomp
1 = sole proprietorship, 2 = private limited company, limited by shafEd.§, 3 = public
Ltd Company (PLC), 4 = other.
e Age business: A categorical variable showing how many years has therembser
company been trading (this includes under all ownerships and all legaésjatus less
than 5 years, 2 = 6-10 years, 3%20 years, 4 = more than 20 years.
e Business locality: A categorical variable describing in what kind of locality does the
observed company carry out its main activity: 1 = the capital, 2 eityiregional cersr),
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3 = small town, 4 = village or rural area, 5 = the entire countryhétk inside the country
and outside the country, or outside the country only.

e Vat registered: A dummy variable describing whether the resposdemtpany is
VAT registered: 0 = no, 1 = yes.

For the descriptive analysis, we report the crude data for each variable itbeanov
accurate description and to minimize the bias that one would encounter hjirxthose
entrepreneurs who did not provide responses to all the variables in the ématlpssided
responses for some questions. On the other hand, only thosedesisdor which data on
each variable was available for each model were analyzed in the regressisisanal
because of the technical requirements of this type of analysssveks of ‘don’t know”
and“refusal’ have been eliminated in all estimatioAscordingly, an ordered logit model
without multiple imputations was developed.

4, Results

Table 1 presents the descriptive results of the alignment of entrepreneurs’ views with the
formal rules in FYR Macedonia on the unacceptability of informality. Téneals that
overall 31.9 percent have a low level of alignment with the formal ralesthe
unacceptability of informality, and strongly agree that it is acceptabledrreport annual
revenue or turnover to evade taxes, 7.4 percent lower middle aligwnitieistate morale,
6.5 percent upper middle alignment with state morale and 54.3 pdraea a high
alignment with state morale, completely disagreeing that it is acceptable eorapuit
annual revenue or turnover to evade taxes. However, the level of aligrohent
entrepreneurs with the formal rules varies across various firm-level characteristics.

Starting with whether entrepreneurs participate in informal practices, the findag is
there appears to be an association between thodg higined with state morale and their
level of participation in informal practices. 43.6 percent of those who,0Bt nases or
always, use informal practices strongly agree that it is acceptablel¢oreport annual
revenue or turnover to evade taxes, but only 32.5 percent of thassomtetimes use
informal practices and just 26.5 percent of those who never use alfpractices.

Moreover, the degree to which entrepreneurs align with state morale myarbgds
across sectors. Those in agriculture, transport and communicatidrerastruction have
a high alignment with the formal rules, and those in the retail anddeattars for example,
have a lower alignment with state morale. Similarly, sole traders and micro-esg®rpr
have a lower alignment with state morale than entrepreneurs operating smadidinchm
size businesses, as do sole proprietors compared with those entreprepenating
businesses with other forms of legal status. Furthermore, entreprepetming younger
enterprises appear to have a lower alignment with state morale than thadengméder
more established businesses, as do those operating businesses in tharchpétajer
urban areas. VAT registration appears to have no influence.
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Table 1. Alignment of entrepreneurs with the formal rules on the aptatglity of informality in
FYR Macedonia: by firm-level characteristics and views of formal institutions

% of survey respondents Lower Upper

Low middle middle High
alignment i t i t alignment
with state alignmen alignmen with state

morale with state with state morale

morale morale
Total 31.9 7.4 6.5 54.3
Participation in informal practices
Never 26.5 9.1 7.4 57.0
Sometimes 325 5.7 9.6 52.2
In most cases/ always 43.6 5.9 2.0 48.5
Sector
Agriculture 5.6 0.0 0.0 94.4
Hotels and restaurants 45.2 6.5 12.9 355
Services 24.1 13.8 8.6 53.5
Construction 34.5 0.0 35 62.1
Transport and communications 11.9 7.1 4.8 76.2
Trade 40.8 105 9.2 39.5
Retail 321 6.2 3.7 58.0
Industry 42.6 9.3 5.6 42.6
Health 48.0 0.0 8.0 44.0
Other 105 5.3 53 79.0
Number of employees
Sole traders and micro (0-9 employees) 34.0 7.4 6.4 52.3
Small (10-49 employees) 15.6 8.9 6.7 68.9
Medium and large (50+ employees) 27.3 0.0 9.1 63.6
Legal status
Sole proprietorship 61.2 7.5 4.5 26.9
Private limited company, limited by shares 26.2 7.9 7.2 58.6
Public Ltd Company (PLC) 36.4 9.1 4.6 50.0
Other 4.8 0.0 9.5 85.7
Age of business
Less than 5 years 38.6 1.2 3.6 56.6
6- 10 years 39.5 10.1 4.7 45.7
11 - 20 years 26.1 8.5 9.2 56.3
More than 20 years 22.1 7.8 6.5 63.6
Businesslocality
The capital 48.4 12.9 9.7 29.0
Big city (regional centre) 34.4 5.9 5.0 54.8
Small town 235 6.2 8.6 61.7
Village or rural area 33.3 0.0 25.0 41.7
The entire country 16.2 8.1 2.7 73.0
Both inside th_e country and outside tl 15.0 15.0 0.0 70.0
country, or outside the country only
Vat registered
No 315 6.9 8.2 53.4
Yes 31.7 7.8 6.3 54.2
Satisfaction with the quality of public services
Very unsatisfied 57.7 0.0 3.9 38.5
Unsatisfied 27.4 7.6 6.6 58.5
Neither satisfied nor unsatisfied 375 55 4.7 52.3
Satisfied 27.1 10.3 8.4 54.2

Very satisfied 22.2 111 0.0 66.7
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Table 1 (continued). Alignment of entrepreneurs with the formal ruléiseounacceptability of
informality in FYR Macedonia: by firm-level characteristics and views of fomstitutions

% of survey respondents Low Lower Upper High
alignment middle r_niddle alignment
with state al!gnment al!gnment with state

morale with state with state morale
morale morale

Taxesappropriately used by gover nment

Completely disagree 39.1 2.9 15 56.5
2and 3 41.4 6.9 35 48.3
4 and 5 39.5 7.8 8.5 44.2
6 and 7 28.8 12.1 10.6 48.5
8and9 235 8.8 5.9 61.8
Completely agree 16.1 0.0 0.0 83.9
Corruption an obstacle to current operations
Very severe obstacle 58.1 3.2 6.5 32.3
Major obstacle 39.7 11.8 5.9 42.7
Moderate obstacle 333 8.0 13.3 45.3
Minor obstacle 35.6 6.8 6.8 50.9
No obstacle 23.0 6.2 34 67.4
Political instability obstacle to operations
Very severe obstacle 41.9 6.5 9.7 41.9
Major obstacle 38.9 6.9 14 52.8
Moderate obstacle 51.8 7.2 9.6 31.3
Minor obstacle 255 14.6 55 54.6
No obstacle 20.6 5.6 7.2 66.7

Source Authors’ own work based on the GREY Survey in FYROM

However, there is a marked association between the satisfaction of entrepreitieu
the quality of public services and their level of alignment with state moralenis tefrthe
unacceptability of informal practices. Some 57.7 percent of those veagigfiesl with the
quality of public services have a low alignment with state morale on the unacceptdbilit
informal practices compared with just 22.2 percent of those who arsatisfied with the
quality of public services. Similarly, 39.1 percent of those who compldisagree that
taxes are appropriately used by the government have a low alignment with steeanor
informality, but only 16.1 percent of those who completely agree thxes are
appropriately used by the government. There also appears to be close ansoeiaten
perceptions of corruption and the alignment of entrepreneurs with stasenom the
unacceptability of informality. Some 58.1 percent of those who perasixruption as a
very severe obstacle to the current operations of their business havalagtonent with
state morale on informality, but only 23 percent of those who tperaeive corruption
as an obstacle to the current operations of their business. And,fiifaBypercent of those
entrepreneurs who perceive political instability as a very severe obstacle toréw cur
operations of their business have a low alignment with state morale anatifgrout only
those 20.6 percent of those who do not perceive political instability @lsssacle.

However, these are descriptive statistics. They do not hold constant theasthbles
that may influence these correlations. To do so, Table 2 presartsamed logit regression
analysis. This adopts a staged approach. Model 1 considers solelywehefleron-
alignment of entrepreneurs across various firm-level variables. Model 2dldsnin the
variable of participation in the informal economy to seenifepreneurs’ non-alignment
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with the formal rules is associated with participation in the informal ecpndmevaluate

the various formal institutional determinants that lead to this non-alignment of
entrepreneurs’ views with the formal rules, model 3 then adds in the variable of their
satisfaction with the quality of public services, model 4 their views/oether taxes are
appropriately used by the government, model 5 their views on whetbhéc gector
corruption is an obstacle to the current operations of their businesapaedi6 their views

on whether political instability is an obstacle to the current operations obtiweiress.

Starting with the level of noalignment of entrepreneurs’ views with the formal rules
according to firm-level variables, model 1 in Table 2a reveals that the algnvita the
formal rules is significantly lower for entrepreneurs workingatels and restaurants than
for entrepreneurs operating in the construction sector, but entrepreakgmsent with
the formal rules is greater in the agriculture sector and transport anduoications than
for entrepreneurs operating in the construction sector. Interestingdn ather variables
are held constant, there is no difference in entrepreneur’s alignment with the formal rules
by the number of employees employed (i.e., firm size). Howekiere are significant
variations by the legal status of the business. Entrepreneurs whol@aneroprietors are
significantly less aligned with the formal rules than entrepreneurs opepaiiate limited
companies and public limited companies. So too are entrepreneurs operatiegdmsssix
to ten years old significantly less aligned to the formal rules than tpesating younger
business ventures (less than five years old), and those operating inptted aee
significantly less aligned with the formal rules than those operatingat sowns, as are
those who are VAT registered significantly less aligned to the formal rnadeghbse who
are not.

Model 2 in Table 2a adds in the variable of participation in the informal econldmay
first important finding is that the significance and direction of eission remains the same
on almost all the firm-level characteristics. The additional finding is thmetetis a
significant association between the level of adherence to the formal rulésdikelthood
of engaging in informal economic practices. Those entrepreneurs who aatidass to
the formal rules are significantly more likely to engage in informahegoc activity
(confirming hypothesisH1). Indeed, a one unit increase in the scale measuring
participation in the informal sector worsens by 7.7 percentage pointsdperfion of
entrepreneurs indicating the highest level of alignment with the foriesl ru
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Table 2a. Estimation results from the ordered logit regression

Mode 1 Model 2
Coefficient Marginal Coefficient Marginal
(Standard error) effect (Standard error) effect
Sector (RC: Construction)
Agriculture 2.977 (1.195)** 0.418 2.730 (1.227)*  0.407
Hotels and restaurants -1.060 (0.569)* -0.202 -1.106 (0.619)* -0.201
Services 0.304 (0.508) 0.061 0.448 (0.570) 0.087
Transport and communications 1.165 (0.593)** 0.219 1.244 (0.652)* 0.230
Trade -0.106 (0.485) -0.021 -0.002 (0.528) 0.000
Retail 0.448 (0.50) 0.089 0.251 (0.548) 0.049
Industry -0.257 (0.522) -0.052 -0.142 (0.578) -0.028
Health -17.021 (1117.371)  -0.468 -15.689 (604.351) -0.449
Other 1.195 (0.837) 0.224 1.777 (1.014)* 0.308
Number of employees (RC: Sole
tradersand micro (0-9 employees))
Small (10-49 employees) 0.486 (0.394) 0.091 0.168 (0.425) 0.031
Medium and large (50+ employee: 0.447 (0.796) 0.084 0.114 (0.817) 0.021

Legal status (RC: Sole
proprietor ship)
Private limited company, limited by

*kk K*kk
shares (LTD) 1.669 (0.335) 0.317 1.331 (0.351) 0.251

Public Ltd Company (PLC) 0.808 (0.438)* 0.146 0.397 (0.482) 0.071
Other 20.596 (1117.371) 0.731 19.032 (604.352) 0.689
Operating period (RC: Lessthan 5
years)
6- 10 years -0.748 (0.338)** -0.141 -0.948 (0.359)***  -0.175
11 - 20 years -0.268 (0.337) -0.050 -0.417 (0.356) -0.076
More than 20 years -0.011 (0.377) -0.002 -0.111 (0.410) -0.020
Businesslocality (RC: Small town)
The capital -1.413 (0.430)*** -0.265 -1.865 (0.478)**  -0.335
Big city (regional centre) -0.249 (0.295) -0.047 -0.538 (0.321)* -0.100
Village or rural area -1.531 (0.791)* -0.285 -1.806 (0.806)**  -0.326
The entire country 0.197 (0.483) 0.036 0.188 (0.542) 0.033
Both inside the country and outsid:
the country, or outside the country -0.262 (0.594) -0.050 -0.188 (0.693) -0.034
only
Vat registered -0.688 (0.307)** -0.129 -0.519 (0.322) -0.095
Participation in informal economy -0.417 (0.166)***  -0.077
Number of observations 412 359
Pseudo R2 0.152 0.164
Prob>F 0.000 0.000

Notes: (1) Dependent variable: Tax morale measured on a four-point(ssatewv tax morale;
2=Mid low tax morale; 3=Mid high tax morale; 4=High tax morale)

(2) We report the marginal effects for the highest score of the taxeniodax (4)

(3) Significance: *p<0.1, *p<0.05, **p<0.01

Source Authors’ own work based on the GREY Survey in FYROM

To begin evaluating the various formal institutional determinants that I¢hid toon-
alignment of entrepreneurs’ views with the formal rules, model 3 in Table 2b adds in the
variable of their satisfaction with the quality of public services. Again, thefisigmte and
direction of association remains the same on almost all the firm-lexedathristics. The
additional finding is that there is a significant association between the adherfence
entrepreneurs’ views to the formal rules and their perceptions of the quality of public
services. The lower is the level of satisfaction with the quality of publiices: the
significantly greater is the likelihood of entrepreneurs not adheririgetdormal rules
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(confirming Hypothesidi2). An increase by one unit in satisfaction with the quality of
public services improves by 4.2 percentage points the proportion afpmreurs
indicating the highest level of alignment with the formal rules.

Meanwhile, model 4 adds in the variable of whether they view taxes espappely
used by the government. Again, the significance and direction of assoc&tiains the
same on near enough all the firm-level characteristics. The additionalfiisdinat there
is a significant association between the adherence of entrepreneurs’ views to the formal
rules and their perceptions of whether taxes are appropriately used émynmgewnt. The
lower is the perception that taxes are appropriately used by governmesignifieantly
greater is the likelihood of entrepreneurs not adhering to the foresl ¢confirming
HypothesidH3). An increase by one unit in the perception that taxes are appropriately used
by government improves by 2.4 percentage points the proporfioentoepreneurs
indicating the highest level of alignment with the formal rules.

Model 5 in Table 2c examines their views on whether public sectorptimmus an
obstacle to the current operations of their business and whethisrabsociated with their
adherence to the formal rules regarding the unacceptability of informEtiigyfinding is
that the greater the perceived level of public corruption, the greater is the likkebiioo
entrepreneurs not adhering to the formal rules (confirming HypotHd%¥iA decrease by
one unit in an entrepreneur’s perception that corruption is an obstacle to their operations
improves by 6.1 percentage points the proportion of entreprenelicating the highest
level of alignment with the formal rules.

Finally, model 6 in Table 2c explores whether perceived political instability is
associated with entrepreneurgiews on adhering to the formal rules regarding the
unacceptability of informalityThe finding is that the greater is the perceived political
instability, the greater is the likelihood of entrepreneurs not adheritige tiormal rules
(confirming Hypothesis H5A decrease by one unit in the perception of entrepreneurs that
political instability is an obstacle to their current operations imprbye3.9 percentage
points the proportion of entrepreneurs indicating the highest level of aligrwith the
formal rules.
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Table 2b. Estimation results from the ordered logit regression

Model 3 Model 4
- Margin Coefficient Marginal
Coefficient al (Standard error) effect
(Standard error)
effect
Sector (RC: Construction)
Agriculture 2.968 (1.182)**  0.421  3.170 (1.208)**  0.462
Hotels and restaurants -0.917 (0.580) -0.174  -0.676 (0.602) -0.121
Services 0.434 (0.524) 0.086 0.731 (0.550) 0.139
Transport and communications 1.246 (0.602)** 0.232 1.408 (0.638)** 0.258
Trade -0.143 (0.502) -0.029  0.081 (0.513) 0.015
Retail 0.442 (0.516) 0.087 0.659 (0.526) 0.125
Industry -0.320 (0.542) -0.063  -0.095 (0.572) -0.018
Health -15.408 (524.160) -0.458  -15.873 (717.777) -0.412
Other 1.292 (0.842) 0.239 1.616 (0.887)* 0.291
Number of employees (RC: Soletraders
and micro (0-9 employees))
Small (10-49 employees) 0.626 (0.403) 0.115 0.734 (0.422)* 0.130
Medium and large (50+ employees) 0.479 (0.80) 0.089  -0.040 (0.913) -0.007

Legal status (RC: Sole proprietor ship)
Private limited company, limited by

*kk *kk
shares (LTD.) 1.675 (0.340) 0.314 1.584 (0.352) 0.289

Public Ltd Company (PLC) 0.786 (0.404)* 0.140 0.631 (0.469) 0.109
Other 18.924 (524.161) 0.731  19.505 (717.778) 0.714
Operating period (RC: Less than 5
years)
6- 10 years -0.583 (0.346)* -0.109  -0.671 (0.36)* -0.121
11 - 20 years -0.094 (0.345) -0.017  -0.189 (0.355) -0.034
More than 20 years 0.023 (0.385) 0.004 0.000 (0.399) 0.000
Businesslocality (RC: Small town)
The capital -1.572 (0.442)** -0.288 -1.569 (0.468)*** -0.281
Big city (regional centre) -0.285 (0.298) -0.053  -0.401 (0.320) -0.073
Village or rural area -1.545 (0.805)* -0.284  -1.486 (0.808)* -0.267
The entire country 0.132 (0.490) 0.024  0.284 (0.538) 0.049

Both inside the country and outside tl

; -0.312 (0.80) -0.058  0.140 (0.699) 0.025
country, or outside the country only

Vat registered -0.700 (0.314)** -0.130  -1.022 (0.338)***  -0.183
Satl:_;factlon with the quality of public 0.227% (0.120) 0.042
services
Taxes are appropriately used by the 0.132 (0.046)*  0.024
gover nment
Number of observations 404 371
Pseudo R2 0.158 0.178
Prob>F 0.000 0.000

Notes: (1) Dependent variable: Tax morale measured on a four-point(sehtew tax morale;
2=Mid low tax morale; 3=Mid high tax morale; 4=High tax morale)

(2) We report the marginal effects for the highest score of the taxeniodax (4)

(3) Significance: *p<0.1, *p<0.05, **p<0.01

Source Authors’ own work based on the GREY Survey in FYROM
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Table 2c. Estimation results from the ordered logit regression

Model 5 Model 6
Coefficient Marginal Coefficient Marginal
(Standard error) effect (Standard error) effect
Sector (RC: Construction)
Agriculture 2.900(1.204)** 0.412 2.765 (1.211)** 0.391
Hotels and restaurants -1.419 (0.624)**  -0.244 -1.212 (0.582)**  -0.226
Services 0.320 (0.550) 0.061 0.214 (0.520) 0.042
Transport and communications 1.140 (0.618)* 0.206 0.958 (0.598) 0.178
Trade 0.019 (0.524) 0.004 -0.123 (0.494) -0.024
Retail 0.631 (0.541) 0.119 0.400 (0.508) 0.078
Industry 0.002 (0.572) 0.000 -0.375 (0.535) -0.074
Health -15.478 (536.687) -0.453 -14.602 (370.085) -0.481
Other 1.366 (0.859) 0.242 1.237 (0.843) 0.223
Number of employees (RC: Soletraders
and micro (0-9 employees))
Small (1049 employees) 0.365 (0.415) 0.065 0.480 (0.399) 0.088
Medium and large (50+ employees) -0.173 (0.842) -0.031 0.128 (0.834) 0.024
Legal status (RC: Sole proprietorship)
Private limited company, limited by ok ok
shares (LTD.) 1.682 (0.360) 0.309 1.717 (0.345) 0.321
Public Ltd Company (PLC) 0.639 (0.463) 0.111 0.677 (0.456) 0.118
Other 19.268 (536.688) 0.721 17.946 (370.086) 0.734
Operating period (RC: Less than 5
years)
6- 10 years -0.792 (0.361)*  -0.141 -0.805 (0.348)**  -0.151
11 - 20 years -0.347 (0.357) -0.061 -0.304 (0.345) -0.056
More than 20 years -0.027 (0.402) -0.005 0.035 (0.387) 0.006
Businesslocality (RC: Small town)
The capital -1.347 (0.447)***  -0.244 -1.284 (0.444)**  -0.241
Big city (regional centre) -0.371 (0.313) -0.067 -0.280 (0.305) -0.053
Village or rural area -1.579 (0.811)* -0.284 -1.553 (0.803)* -0.286
The entire country 0.116 (0.529) 0.020 0.161 (0.488) 0.029
Both inside the country and outside tl -0.278 (0.605) -0.050 -0.163 (0.601) -0.030
country, or outside the country only
Vat registered -0.594 (0.33)* -0.106 -0.752 (0.313)**  -0.140

Corruption asan obstacleto the current
operations of the companies

Poalitical instability as an obstacle to the
current operations of the companies

0.341 (0.088)**  0.061

0.209 (0.085)*  0.039

Number of observations 390 401
Pseudo R2 0.176 0.159
Prob>F 0.000 0.000

Notes: (1) Dependent variable: Tax morale measured on a four-point(seatew tax morale;
2=Mid low tax morale; 3=Mid high tax morale; 4=High tax morale)

(2) We report the marginal effects for the highest score of the taxeniodax (4)

(3) Significance: *p<0.1, *p<0.05, **p<0.01

Source Authors’ own work based on the GREY Survey in FYROM
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5. Discussion and Conclusions

This paper has evaluated a new institutionalist theory, which argues that formal
institutional failures lead to the emergence of an asymmetry betweemrtiz fales (laws

and regulations) and entrepreneurs’ views regarding the acceptability of participating in

the informal sector, which in turn leads to the prevalence of informal emeymship.
Reporting facde-face interviews with a nationally representative sample of 453
entrepreneurs in FYR Macedonia, not only is a significant associatiotifieie between
participation in the informal economy and the rabignment of entrepreneurs’ views with

the formal rules, but some specific formal institutional failings are identified thatdead
this asymmetry between their views and the formal rules.

Therefore, in terms of theoretical implications, this paper makes threecadvéirst,
most studies explaining participation in the informal economy frasneimergent social
actor approach grounded in institutional theory have focused on citizesrmployee’s
level of adherence to the formal rules regarding the unacceptability of inforniadity
have evaluated the level of entreprenenom-alignment with the formal rules. This paper
has filled this lacuna in South-Eastern Eurofecond, by revealing there is a strong
association betweeparticipating in the informal economy and entrepreneurs’ non-
alignment with the formal rules, it confirms the usefulness of an instialtibeory lens.
The greater the degree of asymmetry between the laws and regulatiooemaf f
institutions and the norms, values and beliefs of entrepreneurs, tter ggele prevalence
of informal entrepreneurshifrinally, and importantly for further advancing institutional
theory, some of the formal institutional failures that lead to this lack adradbe to the
formal rules are identified. There is a significant association between entrepreneurs’ level
of adherence to the formal rules and their perceptions of the quatitpti€ services, tax
fairness, public sector corruption and instability in the formal institutions

Turning to the implications for policy, this paper reveals that at amaimi, there is a
need to complement the dominant rational economic actor policy apprdsch,sgeks to
increase the penalties and probability of detection with policy measureptoventhe
alignment between entrepreneurs’ views of the acceptability of informality and the formal
rules. To do so, the first approach that can be used is temltgireneurs’ views regardimg
the acceptability of informality using tax education and awareness raisimaims (e.g.,
by providing information about the benefits of operating in the formahauoy and
showing the public goods and services received for the taxes pad@rtheless, it is
arguable that entrepreneurs’ views on the acceptability of informality will not change until
there are alterations in the formal institutions. On the other hand, forstiditions need
to be altered. As the ordered logit regression analysis reveals, thigse@tiia minimum,
improvements in the quality of public services, greater tax fairness, cedubéc sector
corruption and greater stability in the formal institutions and rules afahre.

Despite these theoretical and policy implicatidhs paper has its limitations. First, it
reports results for only one country. Therefore, future research teedaluate whether
similar associations are identified when conducting entrepreneur sunvetyger nations
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Second, although this study reveals that the propensity of enteepseio operate in the
informal economy is significantly associated with their degree ofatigmment to the
formal rules, it only uncovers some of the formal institutional fadithat lead to this lack
of adherence to the formal rules. Therefore, future quadiaéi as well as in-depth
gualitative research, is required to more systematically evaluate the typesmad for
institutional failings that lead to this lack of adherence so governmeniurane more
targeted policy measures to improve the level of trust between entameand
government.

In sum, this paper has revealed the importance of the “social actor” approach grounded
in institutional theory in explaining and tackling informal entrepreneurship iR FY
Macedonia. If this paper stimulates similar research in other countdema in-depth
research on the formal institutional failings that lead to this lack of adbeythen it will
have fulfiled a primary intention. If this then leads to changes aw lnformal
entrepreneurship is tackled and greater emphasis on addressing the lowetheoflev
vertical trust that lead to higher levels of informal entrepreneurship, theitl have
fulfilled its fuller intention.
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