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In spite of the recommendations by the European Com mission to put more emphasis 
on measures fostering voluntary compliance, policym akers across the EU and 
beyond continue to perceive deterrence and preventi on as the most effective 
strategies to combat unregistered economic activiti es. However, considerable amount 
of evidence gathered during the last several years has revealed limited effectiveness 
of coercion, particularly in countries with pronoun ced asymmetry between formal and 
informal institutions. This paper adds to the debat e on appropriate policy responses 
towards unregistered practices by examining the cas e of FYR Macedonia, an EU-
candidate country whose government has repeatedly d eclared its strong resolve to 
reduce the size of undeclared work. However, in spi te of significant improvement in 
repression during the past few years and notable ef forts to prevent the occurrence of 
unregistered work from the onset, the share of the undeclared economy in the 
country remains substantial at nearly 35% of offici al GDP. The paper discusses 
reasons behind such limited success of the existing  policy strategies to tackle the 
phenomenon in FYR Macedonia in the light of the cou ntry’s economic and socio-
cultural peculiarities. As we demonstrate, the poor  economic situation accompanied 
with weak enforcement apparatus, prevalent distrust  in state institutions and low level 
of social cohesion have undermined the authorities’  efforts to reduce the size of the 
undeclared economy. Given this, the paper calls for  shift from coercion towards more 
refined strategies, i.e. those focused on the impro vement of the psychological 
contract between the state and the taxpayers. Unles s such an indirect approach is 
pursued, it is hard to expect further advancement i n tackling unregistered work in this 
post-socialist country. Given the number of similar ities with other transition 
economies, the arguments presented in the paper can  easily be extended beyond the 
case of FYR Macedonia.  
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1. Introduction  

The issue of economic activities which remain hidden from the authorities, and thus cannot 
be taxed, has been one of the central areas of interest in both political and academic 
spheres during the last few decades [1-9]. Yet, since the onset of the economic downturn, 
which caused profound public budget deficits, tackling this complex phenomenon has 
become the key political and economic priority all around the globe [10-18]. Following this, in 
the last few years more attention has been given to the evaluation of existing policy 
responses to address the issue, possible improvements of the applied strategies and 
exchange of expertise among countries [19]. An important step in this regard was done in 
2008 by the European Foundation for the Improvement of Living and Working Conditions, 
which launched an online database of the key policy practices applied in 33 countries across 
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Europe [20]. This knowledge bank provides baseline information and evaluation (where 
available) for 186 strategies applied in Europe, thus enabling straightforward insight into a 
huge range of available policy measures for all interested stakeholders. 
So far the authorities in Europe and elsewhere have primarily relied on coercion in their 
endeavours to reduce tax evasion and violations of the labour legislation [17-19]. However, 
some recent research on the issue has questioned such an approach as it can result in 
increased noncompliance [16, 21, 22]. For instance, Walsh [16] argues that coercion 
inevitably deteriorates the psychological contract between the states and its citizens, thus 
reducing taxpayers’ willingness to comply. In addition, evidence show that behaviour of 
audited firms and individuals can worsen for two reasons [21]. Firstly, the perceived 
probability of being targeted again in the near future is quite small, thus providing sufficient 
motivation for disobedience. Secondly, those who are penalised often opt to continue 
evading taxes in order to recover the loss. Another critique of coercive strategies can be 
found in their detrimental effect on social cohesion, which is commonly expressed through 
the informal neighbour exchange and unregistered community work. As Williams and Lansky 
[23] argue, eradication of such small-scale informal activities can suppress active citizenship, 
thus undermining the efforts of the other spheres of public policy which promote it. 
Given the relatively modest success of coercive strategies to reduce the occurrence of 
unregistered economic activities in the EU, there is a call to put more emphasis on measures 
fostering voluntary compliance [17, 22, 24]. Indeed, the European Commission has 
repeatedly advocated for more cooperative approach towards taxpayers, in the first line 
through tax education, awareness raising campaigns and normative appeals, as well as 
through various incentives in the tax system and the social benefit system [14, 25]. 
This paper evaluates the efficacy of coercive policy approach in economies characterised by 
a substantial gap between the state and taxpayers. This is done by examining the case of 
FYR Macedonia, an EU-candidate country whose government has repeatedly declared its 
strong resolve to reduce the size of the undeclared economy given the country’s bleak 
economic prospects and high unemployment rates [26-28]. Nevertheless, in spite of resolute 
efforts of the authorities to tackle the phenomenon, the share of the undeclared economy in 
the country remains substantial at nearly 35% of official GDP [29-31]. To evaluate the 
reasons behind such a limited success of the applied policies, the paper is organised as 
follows: after this introduction part, chapter two gives a systematic overview of available 
policy strategies to tackle undeclared economic activities, followed by an outline of the 
adopted practices in the EU. Summary of the findings on the nature and extent of 
undeclared work in FYR Macedonia is given in chapter three, while chapter four provides the 
review of policy responses to address the phenomenon in this South-East European country. 
In chapter five we critically evaluate adopted strategies in light of the country’s economic and 
socio-cultural peculiarities. The last chapter gives conclusion and recommendations for more 
effective fight against undeclared work in FYR Macedonia, as well as in other economies 
characterised by wide social approval of noncompliant behaviour.  
Nevertheless, before commencing the discussion it is important to define what the term 
undeclared work refers to. Throughout this paper, we use the activity-based definition by the 
European Commission [3] which describes undeclared work as “any paid activities that are 
lawful as regards their nature but not declared to the public authorities, taking into account 
differences in the regulatory system of Member States” [p. 4]. Thus, the only difference 
between undeclared work and its declared counterpart is that undeclared work remains 
deliberately unreported to the authorities in order to evade taxation and/or social security 
contributions, or to avoid having to meet certain employment standards [14, 32]. In the case 
of any further absences or insufficiencies, an activity would not be classified as undeclared 
[33]. This implies that criminal activities, unpaid community work and self-provisioning are 
not considered as undeclared activities.  
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2. Typology of policy strategies towards undeclared  economic 
activities  

Given the great variety of unregistered economic activities, there is no standard recipe for 
tackling this phenomenon. Instead, the authorities of each individual country tend to adjust 
policy responses in line with the extent and nature of such activities inside national borders 
[11]. As a result, there is a range of possible strategies, which vary according to their 
approach, targeted population and behavioural patterns of interest. Broadly speaking, one 
can roughly categorise these strategies into direct controls and indirect controls (see Figure 
1). While direct controls act upon the cost-benefit ratio of undeclared work, the indirect ones 
are focused on reducing asymmetry between the state and its citizens [17]. In this chapter 
we briefly describe each of these two groups and give an overview of the adopted practices 
in Europe. 
The foundations of the direct controls approach can be traced back to the early seventies 
and the seminal work of Allingham and Sandmo [34]. According to their theory, the taxpayer 
is a rational actor who opts to evade taxes if assessed benefits of evasion are larger than the 
expected costs of being caught and penalised. As such, taxpayers are depicted as “perfectly 
amoral, risk-neutral or risk-averse decision-makers who maximise utility” [35, p. 94]. 
Reflecting these standpoints, a range of direct control measures were developed to act upon 
either cost or benefit side of the equation [19]. Measures focused on the cost side, the so 
called sticks, usually assume various reforms to improve detection or simply an introduction 
of harsher penalties. Due to their aim to deter people from evasion, measures acting upon 
the cost side of the equation are commonly denoted as deterrence measures [35-37]. 
On the other hand, if the aim is to reward compliant behaviour rather than punish the non-
compliant one, the authorities seek to increase benefits of declared work. Such measures, 
which are often depicted as carrots, can be further decomposed according to the target 
population. For instance, preventative measures seek to intercept non-compliance before it 
occurs by providing incentives to start activities inside the formal economy from the outset. 
The most common preventative strategies include facilitation of the transition from 
unemployment to self-employment, easing the process of starting a business, simplification 
of tax payment procedures and introduction of new categories of work [11, 12]. On the other 
hand, curative measures are focused on encouraging individuals and firms who are already 
working on undeclared basis to transfer their activities into the formal realm. This is usually 
done by launching advisory services for undeclared workers and firms who want to shift to 
the declared realm or by organising voluntary disclosure campaigns and providing amnesties 
for such individuals [11, 12]. 

Figure 1  Policy measures for tackling undeclared work – a conceptual frameworkSource: [17]  
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Unlike direct measures which assume that individuals are rational agents, indirect controls 
approach perceive taxpayers primarily as social agents. According to this standpoint, tax 
evasion is a consequence of the non-alignment between the formal and informal institutions 
[38, 39]. More precisely, the larger disproportion between norms, beliefs and values of 
citizens (i.e. informal institutions) and the laws, codes and regulations inside the legal 
framework of the country (i.e. formal institutions), the greater tax evasion would be [17]. 
According to Levi [40], willingness to pay taxes is determined by invisible psychological 
contract existing between citizens and the authorities. Given this, he describes tax 
compliance as a quasi-voluntary process, which is based on perception of efficiency in 
distribution of public welfare and the overall fairness of the system. More precisely, non-
transparent public spending, widespread corruption among state officers and disrespect 
towards citizens can weaken the psychological contract and amplify institutional 
incongruence (i.e. disparity between the formal and informal institutions) [15].  
To put it in other words, the theory of the taxpayer as a social actor suggests that wider 
societal approval of activities which are deemed as illegitimate from the standpoint of formal 
rules inevitably implies larger undeclared economy. The key indicator of the institutional 
asymmetry is tax morale, a latent factor defined as “individual’s willingness to pay taxes, in 
other words, the moral obligation to pay taxes or the belief that paying taxes contributes to 
society” [22, p. 140]. In that light, indirect controls seek to reduce the institutional 
incongruence. By doing so, the goal is to improve the psychological contract, increase tax 
morale of citizens and consequentially foster voluntary compliance. 
There are two not mutually exclusive approaches available to accomplish this aim. On one 
hand, governments can use normative appeals, awareness raising campaigns and/or tax 
education to act upon norms, values and beliefs of citizen [41, 42]. The idea behind such 
strategies is to illuminate benefits of declared work and drawbacks of the unregistered 
employment, as well as to clarify the role of taxes in society.  
On the other hand, indirect controls can be focused on reforms of the formal institutions [17]. 
This in the first line assumes improvement in procedural justice (by changing the way the 
authorities treat taxpayers – i.e. from coercion to more cooperative approach), procedural 
fairness (by securing fair distribution of tax burden among taxpayers) and redistributive 
justice (by establishing a clear link between what citizens receive from the public budget 
given their tax liabilities) [43-46]. 
The analysis of adopted policy strategies to tackle undeclared work across Europe by 
Williams and Nadin [47] reveals that deterrence is the most popular option among 
policymakers. Namely, all scrutinised countries6 have recently conducted reforms to improve 
detection, while 93% introduced harsher penalties. Although 90% of countries launched at 
least one preventative strategy, those were mainly focused on simplifying compliance. On 
the other hand, only 64% of countries introduced at least one curative measure, while 69% 
of countries introduced some measures fostering commitment.  
Some explanation for such a wide reliance on deterrence can be found in a survey 
encompassing representatives of departments responsible for the fight against undeclared 
work across Europe [48]. According to the survey results, deterrence is generally perceived 
as far the most effective strategy amongst the policymakers (Table 1). While 55% of 
respondents think that repression yields the best results, only 12% see such measures as 
the least effective.  
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 EU27 plus Norvay, Switzerland, Iceland and Liechtenstein. 
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Table 1  Stakeholders opinion on effectiveness of different types of measures (% of respondents) 

  Most effective 2nd most effective Least effective 

Repressive measures 55 13 12 
Preventative measures 20 41 13 
Curative measures 15 27 31 
Measures fostering commitment 10 19 44 

Source: [48] 

All other strategies are much less preferred, and this particularly applies to the measures 
fostering commitment. Namely, 44% of respondents see commitment measures as the least 
effective and only 10% as the most effective. This confirms that the appeal of the European 
Commission to switch attention from direct controls to more refined approach, which would 
put more emphasis on indirect strategies, is far from being accepted. Moreover, such 
perception among policymakers is quite surprising given the earlier discussed findings on 
the limited effect of direct controls, particularly in countries with pronounced asymmetry 
between the formal and informal institutions. One such example is FYR Macedonia, an EU-
candidate country with one of the highest rates of undeclared work in Europe. In spite of 
strengthened deterrence, accompanied with significant improvements of the business 
environment during the past few years, no significant reduction of the undeclared economy 
in this post-socialist country is noticeable. Therefore, the rest of the paper will critically 
evaluate the effectiveness of direct controls applied in FYR Macedonia in the light of the 
country’s economic and socio-cultural peculiarities. 

3. Undeclared work in FYR Macedonia – extend and na ture  

According to some estimates, hidden economic practices are far more prevalent in FYR 
Macedonia than in any EU-member state or candidate country [29-31]. According to the 
most widely used data by Schneider et al. [31] the unregistered economy in FYR Macedonia 
accounted for 34.9% of GDP in 2007, while the EU average was some 19% (Figure 2). 

Figure 2  The share of undeclared economic activities in European countries as % of GDP, in 2007 
2007Source: [31] 
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In spite of different methodology applied and slight variations in estimated size of the 
undeclared economy, other available sources confirm the pervasiveness of hidden work in 
Macedonian society. For instance, according to two-sector dynamic general equilibrium 
estimates by Elgin and Öztunali [29], such activities accounted for around one third of the 
official economy during 2000-2008 period (Figure 3). In addition, the authors found no 
significant variations during the observed period. Having in mind substantial economic 
growth in FYR Macedonia in early 2000s at average rate of some 5% [49], these findings 
essentially suggest an increase of the real size of the undeclared economy. On the other 
hand, Garvanlieva et al. [30] found using the MIMIC method that there was even an increase 
in the relative size of unregistered economic activities during pre-recession period. 
According to them, such activities accounted for more than a half of the official economy in 
2007. The authors also estimated the dynamic after the onset of the crisis, applying both the 
MIMIC and electricity consumption methods, and found only a modest decrease in the share 
of unregistered activities (see Figure 3). 
 

Figure 3  Undeclared economy in FYR Macedonia as % of GDP, an overview of available estimates, 
2000-2011 

Sources: [29-31] 

Further insight in the dynamics of the undeclared economy after the onset of the crisis can 
be provided by the Labour Force Survey [50, 51]. This survey, conducted by the State 
Statistical Office of the FYR Macedonia, reveals that some 22.5% of the total workforce in 
2013 was employed on undeclared basis. In general, there was a drop in the overall number 
of undeclared workers, which shrunk from 170 thousand in 2009 to some 153 thousand in 
2013 [51]. However, the minimum was achieved in 2012 when 146.3 thousand workers were 
estimated as having undeclared job. Such a severe increase in the last analysed year can 
be best explained by examining growth rates of official GDP. Namely, relatively stable 
economic growth rates of some 3% from 2010 onwards were interrupted only in 2012 when 
real GDP shrunk for 0.4% [49]. Therefore, one can argue that the dynamics of the 
undeclared economy is determined by the dynamics of its formal counterpart, rather than by 
strong resolve of the Government to reduce the size of the undeclared work, which will later 
be discussed in more detail.  
Turning to the nature of undeclared activities in FYR Macedonia, we analyse findings of the 
World Bank Enterprise Survey 2013. The survey reveals that firms in manufacturing are 
more likely to compete against unregistered companies than those in retail and service 
sectors [52]. However, the issue of unfair competition seems more pronounced in retail as 
firms in that sector identify existence of unregistered companies as the key constraint for 
their business. Generally, medium-size companies in FYR Macedonia, and especially 
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domestic owned ones, are most likely to face unfair competition from firms working off-the-
books [52]. 
When it comes to the labour supply side, unregistered work is most commonly found in 
agriculture. For instance, Novkovska [53, 54] concluded using data from the Labour Force 
Survey that more than 4 out 5 people in this sector are working without a contract. Moreover, 
the author found significant gender discrepancies in this regard, as more than 90% of 
women working in agriculture are unregistered, while this share for men is approximately 
80%. Unregistered agricultural jobs mainly assume different types of non-standard work, 
such as seasonal or occasional work.  
Besides agriculture, undeclared economic activities are also inherent for other labour-
intensive jobs. For instance, research show that low-income workers in the textile industry, 
construction, trade, transport and household services are most frequently found to be 
employed without a contract [26, 28, 55]. However, some studies suggest that self-employed 
and sole traders in FYR Macedonia are even more likely to hold undeclared position than 
wage earners [56].  
Turing to the demand for undeclared goods and services, which is often the fundamental 
driver of the undeclared economy, we can analyse findings from the survey of the handicraft 
shadow economy [57]. This survey, conducted in 2009 on 85 households of the 11 cities, 
discloses how easily accessible undeclared good and services in Macedonian society are. 
For instance, more than 9 out of 10 citizens stated they find it easy or very easy to access 
and buy goods and services on undeclared basis [57]. In general, Macedonian households 
spend almost one fourth of their income at the undeclared handicraft market, a significant 
part of which goes to agricultural products (accounting for 10.6% of all income). More 
precisely, some 47% of all the money spent on acquiring products without receipt goes to 
the green markets, followed by car repairs (14.5%) and cosmetic services which account for 
some 10.4% [57]. 

4. Policy strategies to tackle undeclared work in F YR Macedonia  

Reviewing policy measures to combat the undeclared economy in FYR Macedonia, one can 
notice that the focus lies predominantly on repressive and preventative strategies [58]. Alike 
other European states, the authorities in FYR Macedonia therefore rely on coercion rather 
than on cooperation in their efforts to increase tax income. This chapter gives an overview of 
the most important reforms implemented in this South-East European country during the last 
several years. This will provide a solid basis for the next chapter in which we discuss 
reasons why such an approach failed to significantly reduce the share of undeclared work. 
The most important improvement in the field of repression was accomplished during 2012 
and 2013, following the introduction of the system for electronic data exchange. The main 
aim of this reform was to facilitate cooperation and mutual support of various governmental 
departments. Yet, repression was additionally enhanced by establishing several 
administrative bodies responsible for enforcement of tax and labour law legislation. The most 
important among them is the Misdemeanour Body, a specialised department established in 
2010 within the Ministry of Labour and Social Policy, which monitors and processes any 
detected irregularities in labour relations [59]. Other notable departments include Centre for 
debt collection, Tax Academy for training and Centre for seized goods, which were all 
established within the Public Revenue Office. 
Willingness of employers to hire workers on undeclared basis was further reduced in 2011, 
by obliging them to officially employ any unregistered workers detected by labour inspection, 
in addition to payment of three gross wages to the worker [60]. In addition, the Government 
also decided to put particular emphasis on activities of the unemployed, as they are most 
prone to work undeclared [30]. In this regard, the authorities proscribed compulsory 
verification of job search activity for the unemployed in 2012 [61]. 
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When it comes to prevention, some significant reforms have been conducted from 2007 
onwards. For instance, in order to increase the standard of living, stimulate consumption and 
decrease the share of the unregistered economy, the Law on Minimal wage was adopted in 
2012 [60]. Furthermore, the national collective agreements became obligatory for all 
employers in both private and public sectors after amendments to the Law on Labour 
Relations in 2008 [62]. There are three levels of collective bargaining: national (between 
confederations of unions and employers’ associations for private sector and confederations 
of unions and minister of labour for public sector), branch (between representative unions 
and employers’ organizations) and company level (between the representative union 
organization in the company and the employer). Further amendments to the Law on Labour 
Relations were adopted in February 2013 [63], which resulted in easing the requirements for 
severance pay, introduction of the trial work in seasonal jobs and reduction of time for a 
firing notice. 
However, the main reforms to prevent occurrence of undeclared economic activities were 
focused on tax system and procedures for starting a business. In 2007 both personal income 
and corporate income tax rates were decreased and equalised, thus resulting in the flat tax 
system [64]. More precisely, the progressive personal income tax system with marginal tax 
rates of 15%, 18% and 24% was replaced with a single tax rate of 12%, while corporate 
income tax rate was decreased from 15% to 12%. This unique rate was additionally reduced 
to 10% in 2008. This was accompanied with a gradual reduction of the social contribution 
rates since 2009. Namely, the pension insurance rate was at first reduced from 21.2% to 
19% of the gross wage in 2009 and then to 18% in 2010 [64]. Additional reduction in tax 
burden was done in 2011 when the obligation to pay corporate income tax was proscribed 
only for distributed profits [58]. 
To ease the process of starting a business, the Government in 2009 introduced a one-stop-
shop system for the registration of companies [27]. The main idea was to reduce 
administrative requirements, as well as time and financial costs associated with registering a 
company. The system was additionally improved in the following years by establishment of 
the online scheme for registration and the electronic system for registration of collateral and 
leasing [65].   
These are just some of the most important changes which resulted in relatively high position 
of FYR Macedonia in the World Bank Doing Business Survey for 2015 [66]. Ranked 30th out 
of 189 countries across the World, FYR Macedonia provides much more supportive 
business environment than any other surrounding state7. In addition, Estonia, Latvia and 
Lithuania are the only EU-member states in transition ranked higher on the list. Such a high 
overall ranking of FYR Macedonia indeed results from remarkable achievements in the fields 
of starting a business and paying taxes. Namely, FYR Macedonia ranks 7th when it comes to 
paying taxes, while New Zealand and Canada are the only two countries that made it easier 
to start a business [67]. 
Following this, one could debate about why all of these changes failed to significantly reduce 
the prevalence of undeclared economic activities. In spite of increased repression on the one 
hand and significant reduction of tax burden accompanied with praiseworthy improvements 
in business environment on the other, the undeclared economy in FYR Macedonia still 
accounts for almost one third of official GDP. As the next chapter will show, the answer lies 
in almost complete absence of measures to reduce the disparity between formal and 
informal institutions. Due to extremely week psychological contract between the state and its 
citizens, wide social approval of tax evasion has undermined effects of the introduced 
measures.  
Indeed, indirect control measures are particularly scarce in FYR Macedonia. Apart from two 
awareness raising campaigns conducted in 2012, there were no other significant attempts to 
educate population about the importance of taxation. Nonetheless, even these two 

                                                             
7
 In comparison, Montenegro is ranked 36th, Bulgaria 38th, Romania 48th, Slovenia 51st, Greece 61st, Croatia 65th, 

Albania 68th, Kosovo 75th, Serbia 91st, and Bosnia and Herzegovina 107th  [67]. 
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campaigns, which were supported by the International Labour Organisation, were focused 
only on specific target groups. While the first one targeted undeclared workers in agriculture 
and construction [68], the second one aimed to educate students about pitfalls of undeclared 
work and their rights on the labour market [69]. 

5.  Barriers to formalisation – asymmetry between f ormal and 
informal institutions  

An important feature of the studies such as the above discussed World Bank Doing 
Business Survey is their analytical approach towards evaluating business environment. 
Namely, assessments are based on a predefined set of measureable indicators and thus 
some important aspects often remain left out. For instance, the Doing Business Survey 
assesses achievement in only 11 technical criteria, thus failing to take into consideration all 
the obstacles that firms encounter on a daily basis. For more comprehensive picture of the 
economic environment in FYR Macedonia, it is thus crucial to get some insight into 
perception of the legislative framework and the overall business climate in this EU-candidate 
country from the perspective of firm managers and owners.  
Examining the results from several surveys on this issue, one can find numerous barriers to 
formalisation. For instance, the survey by the Institute for Democracy, Solidarity and Civil 
Society, conducted in 2008 on 100 companies [70], reveal somehow different picture than 
the Doing Business Survey. For instance, representatives of the surveyed firms pointed at 
frequent changes in tax legislation as the central impediment in running their business. 
Having a harmful effect on long-term investments and business planning in general, 
uncertainty caused by unstable legislation is recognized as the key obstacle by almost 50% 
of owners and managers. The issue is particularly pointed out by the representatives of large 
firms, with 75% of them emphasising the necessity for a more stable regulatory framework.  
In addition to this, the surveyed individuals also underlined the weak performance of the 
Public Revenue Office as another important obstacle in day-to-day business operations. 
Firms frequently encounter various complications in the tax payment procedures, which are 
in their opinion the consequence of an insufficient number of personnel in the Office, as well 
as of the inadequate skills of the existing tax officers. In order to avoid hassle with the 
administration, a certain proportion of companies inevitably choose unregistered work as a 
more convenient option. 
Another important issue in FYR Macedonia is the weak rule of law, which is reflected 
through both the poor performance of inspections and under-developed judicial system [70]. 
It is widely perceived that a strong political influence over the inspection services provides a 
shelter for some privileged companies, thus enabling them engagement in various informal 
operations. Moreover, many of those who are detected and prosecuted manage to avoid 
fines due to prevalent corruption inside the judicial system [30]. Such a weak rule of law 
undermines previously discussed efforts of the authorities to increase deterrence, as there is 
a low risk perception of being penalised when carrying out unregistered work. 
Yet, corruption is not confined solely to the judicial system, but it is rather inherent for all 
aspects of the Macedonian society. For instance, a representative survey on corruption in 
FYR Macedonia, which encompassed 3,500 respondents interviewed during 2010, reveals 
that approximately one in ten citizens had participated in at least one corruptive action 
involving public officials during 12 months preceding the survey [71]. The most common 
reason for bribery was for speeding up a procedure, which is highlighted by 50% of those 
who admitted corruptive practices. Other frequent reasons include finalising a procedure 
(12%) and attaining a better treatment (11%). In general, one quarter of the respondents in 
the survey think there is a widespread corruption among public officers, while more than one 
third thinks that the situation will even worsen in the future [71].  
In its Progress Report for 2013, the European Commission [72] pointed at weak formal 
institutions as one of the fundamental factors behind the pervasive undeclared economy in 
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FYR Macedonia. As stressed by the report, the central problem in FYR Macedonia lies in 
(non)enforcement of the existing legislation rather than in the lack of regulative framework 
[72]. Therefore, all future attempts to combat undeclared work should include substantial 
reforms of formal institutions. This is to be done in the first line by improving judicial system, 
combating corruption, ensuring independence of inspectors and empowering the Public 
Revenue Office. On the other hand, numerous changes in tax and labour legislation during 
the last few years seem to have had a counter-effect due to increased uncertainty.   
Finally, one should also scrutinise the issue of undeclared work in FYR Macedonia through 
the lens of the pervasive unemployment, which accounted for 29% in 2014 [73]. Particularly 
problematic are high rates of long-term unemployed and youth unemployment, which 
undoubtedly indicate “deep-rooted structural impediments in the labour market” [72, p 18]. 
Since more than 4 out of 5 unemployed in FYR Macedonia are without a formal employment 
for more than a year [74], they often find undeclared work as the only income opportunity. 
The problem is especially pronounced among young population, given that almost one half 
of the work-capable people aged between 15 and 29 struggle to find an official job [75]. 
Some estimates suggest that approximately 70,000 of the unemployed in FYR Macedonia 
are engaged in some kind of unregistered work [30]. 
Having enumerated these economic and regulatory deficiencies, one should not be 
surprised with the low public support towards national institutions. For instance, according to 
the study by the Macedonian Center for International Cooperation [76], slightly more than 
one third of citizens trusted their Government in 2010 (Figure 4). What is more, this presents 
a severe decrease in comparison with the pre-crisis period, as some 50% of population 
expressed their support for the Government in 2008.  

Figure 4  Trust in the Government, 2008 and 2010, in %Source: [76] 

However, the most notable feature concerning trust in institutions is the substantial 
difference between ethnicities. For instance, only 18.5% of ethnic Albanians, who comprise 
one quarter of the Macedonian population [77], expressed their support to the Government 
in 2010. On the other hand, this share was 2.5 times larger for ethnic Macedonians, 
accounting for some 44% [76].  
All these factors inevitably affected the citizens’ willingness to pay taxes. Indeed, findings 
from the European Values Study [78], which provides insight into attitudes of Macedonian 
citizens towards different types of noncompliant behaviour, confirm that a significant part of 
the population tend to tolerate various unregistered activities. For the purpose of this paper, 
we are interested in attitudes towards the next four practices, which are seen as illegitimate 
from the standpoints of the formal institutions: cheating on taxes, falsely claiming state 
benefits, purchase of undeclared goods and services and corruption. Possible answers 
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range from 1 to 10, where 1 indicates zero-toleration towards a certain activity and 10 means 
that it is absolutely acceptable. Findings from the latest wave of the European Values Study, 
conducted in 2008 on 1,500 Macedonian citizens, are summarised in Figure 5.  

Figure 5  Attitudes of Macedonians towards four types of noncompliant behaviours, % of 
respondentsSource: Authors’ calculations based on [78] 

As can be noticed from the figure, there is a wide social approval of cash transactions 
without a receipt. Almost every fifth citizen finds informal payments for services highly or 
completely acceptable, while further 27.8% tolerate such behaviour to some extent. On the 
other hand, only 52.6% of population would rarely or never approve cash-in-hand activities 
from the demand side. Although being much less permissive when it comes to corruption, 
direct tax evasion and cheating on state benefits, there is still a substantial proportion of 
Macedonians who approve those illegitimate activities. With some 10-12% of population 
finding such practices moderately or completely acceptable, one can conclude there is a 
significant asymmetry between formal and informal institutions in FYR Macedonia.  
In their analysis of determinants of tax morale in FYR Macedonia, Ristovska et al. [79] found 
a strong link between (dis)trust in institutions and citizens’ willingness to pay taxes. More 
precisely, using above described data from the European Values Study in probit modelling, 
the authors concluded that tax morale in FYR Macedonia is predominantly determined by 
trust in the Government, trust in judicial system trust and trust in civil service. In addition, the 
findings indicate that attitudes towards taxation also reflect satisfaction with life and the level 
of national pride. Finally, and confirming previous discussion about ethnical variations, the 
authors found significant difference between ethnicities in this regard. Namely, ethnic 
Macedonians, which comprise around 64% of the population [77], are 60% more likely to 
demonstrate the highest tax morale than any other ethnicity. This certainly indicates a deep 
division inside the multi-ethic Macedonian society, as non-ethnic Macedonians find it hard to 
identify themselves with the rest of the society and thus express weaker inclination to 
contribute to the public budget. 
The findings presented in this chapter undoubtedly illustrate existence of the substantial gap 
between the state and taxpayers. Since the authorities have failed to establish a clear link 
between paid taxes and public goods and services received in return, many practices which 
are deemed as illegitimate from the perspective of the formal institutions are wide approved 
amongst taxpayers. Indeed, the survey by Stankovic and Stankovic [28] reveal that one in 
four citizens does not see any problem in buying unregistered goods and services nor feel 
obliged to report tax evaders in his/her surroundings. It is likely that this trend will continue in 
the future if nothing is done to reduce the misalignment between the formal and informal 
institutions. 
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6. Conclusion  

By focusing on the case of FYR Macedonia, this paper has demonstrated the limitations of 
direct control approach in tackling undeclared work in societies characterised by low tax 
morale. The findings on the extent and nature of the undeclared economy in this EU-
candidate country reveal no significant decrease in its size during the last decade, thus 
questioning the effectiveness of the adopted policy responses. In spite of significant 
improvement in repression during the past few years and notable efforts to prevent the 
occurrence of unregistered work from the onset, it remains substantial at nearly 35% of 
official GDP. 
As we argued in this critical assessment, failure of the applied direct controls can be found in 
the country’s economic and socio-cultural peculiarities. Namely, due to weak rule of law, 
pervasive corruption among state officials, low efficiency of the public administration and the 
lack of regular employment, there is a wide social approval of undeclared work in this post-
socialist country. Having in mind that almost one half of the population support cash 
economy, while more than 10% of citizens see corruption, direct tax evasion and cheating on 
state benefits as highly or completely acceptable, it is hard to expect significant reduction of 
undeclared work unless the issue of low tax morale is addressed. 
Due to complex intertwining of trust in institutions, tax morale and tax evasion in FYR 
Macedonia, we argue that no successful fight against the undeclared economy in this South-
East European country can be accomplished if nothing is done to improve the weak 
psychological contract between the state and its citizens. To achieve this, the authorities 
should not only strive to alter norms, values and beliefs of citizens, but should also attempt 
to extensively reform the formal institutions. To change attitudes of citizens towards taxation, 
it is important to rely on tax education, normative appeals and awareness raising campaigns 
which would foster voluntary compliance. When it comes to reforms of the formal institutions, 
particular emphasis should be placed on tax fairness and improvement of procedural and 
redistributive justice, alongside wider economic development.  
Given the number of similarities with other transition economies, arguments presented in the 
article can be easily extended beyond the case of FYR Macedonia. If this paper hence 
encourages policymakers in FYR Macedonia and beyond to put more emphasis on indirect 
approach towards tackling the undeclared economy, then it will have accomplished its main 
objective. If it also intensifies discussion about the link between the institutional 
incongruence and undeclared work, then it will have achieved its broader academic 
objectives. 
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