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Abstract: There is a wide belief that firms who operate into the informal economy negatively affect
their competitors who operate in the formal economy. This paper aims to provide an evidence-based
evaluation of this assumption in the context of Albania. Different official sources confirm Albanian’s
informal economy counts for around 40 percent of GDP. Unfair competition remains a huge obstacle
of doing business. To evaluate the impact of informal competition into firms that operate fully formal, a
survey is conducted using a national representative sample size of 400 firms operating in Albania, com-
prising all sizes and economic sectors. The linear regression analysis is employed to develop the impact
analysis. The results uncovered that firms whose competitors operate into the informal economy, have
lower annual sales growth rates compared with those who admit that their competitors do not engage
in the informal economy. The survey results have both theoretical and practical implications which are
discussed at the end of the paper.
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1. INTRODUCTION

here has been an increasingly interest of scholars to study enterprises that operate informal-

ly, meaning those who do not register and/or hide a part of sales to authorities for tax and/or
labor law purposes (Siqueira et al., 2014; Ram et al., 2017, Williams et al., 2017). There are two
arguments the literature highlights as motivation to study informal sector. First, there are over
one half of all enterprises globally that are not registered (Acs et al., 2013), and there is a larger
number that under-report their sales (Williams, 2018). Second, the informal enterprises repre-
sent a big obstacle to formal enterprises and its prevalence negatively impact the performance
of formal enterprises (Lewis, 2004; Webb et al., 2013). This paper aims at examining the impact
of informal entrepreneurship into the performance of firms that operate formally. The results
are reporting from a survey of 400 businesses in Albania, with a representative sample. This
paper provides some evidence of that enterprises admitting that their competitors engage into
informal economy, are inclined to have lower annual sales growth rates compared with those
admitting that those competitors do not operate informally. This provides arguments for policy
makers to design effective policy measures to tackle informal economy in Albania.

This paper starts with a literature review, outlining at a glance the literature on informal sector
entrepreneurship. The third section introduces the data followed up with the results. The final
section closes with theoretical and policy implications.
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2. INFORMAL SECTOR COMPETITION AND FIRM PERFORMANCE

Theories (modernization and structuralist perspectives) highlight that formal enterprises are
suffering due to the existence of unfair competition (Leal Ordofiez, 2014). In addition of the ex-
istence of business loses, governments on the other hand are losing regulatory control over work
conditions (ILO, 2014) and tax revenue (Williams, 2014). Both theories emphasize that enter-
prises operating informally has a negative impact into the performance of enterprises that oper-
ate formally (Farrell, 2004; ILO, 2007). More specifically, the modernization theory considers
informal sector competition inefficient toward formal enterprises. However, due to non-com-
pliance with tax and/or labor authorities, informal enterprises are in advantage in terms of
the price (La Porta and Shleifer, 2008). The same is accepted to be true for the structuralist
perspective which depicts informal sector competitors as low-productive enterprises. However,
these enterprises have low cost and so gain advantage compare with formal enterprises (Palmer,
2007). Besides all, the impact that informal enterprises have onto the performance of formal
enterprises, is rarely tackled. Most of the literature on firm’s performance have endeavored to
study the lower productivity of informal enterprises. This poorer performance thesis has been
approved by various empirical studies (Farrell, 2004; McKinsey Global Institute, 2003). When
it comes to the impact of informal entrepreneurship into the firm’s performance operating into
formal sector, there are rare or none studies that examine this relationship. Nevertheless, there
is a wide belief that formal enterprises whose competitors operate informally, have lower firm
performance (Lewis, 2004; Webb et al., 2009).

To test this main hypothesis two things are essential. First, the examination of informal typolo-
gies is important in order to know how the firms could engage into informal economy. Second,
the way how the firm performance is measures, should be elaborated. For the first thing, the
wide literature identify at least three manners businesses could engage into informal econo-
my: Hiding/not paying taxes, duties and/or excises (Williams, 2006), performing illicit import/
export and siphoning of VAT (VAT fraud using accounting tricks). In terms of the firm perfor-
mance, a well-known measure used is the annual sales growth (Williams et al., 2017). Hence,
these hypotheses seek to be tested:

H1: Formal enterprises whose competitors always/in most cases, do not pay their full taxes,
have lower annual sales growth compared with enterprises whose competitors never do so.

H2: Formal enterprises whose competitors always/in most cases, engage in the illicit exporting
or importing of goods, have lower annual sales growth compared with enterprises whose

competitors never do so.

H3: Formal enterprises whose competitors always/in most cases, engage in VAT fraud, have
lower annual sales growth compared with enterprises whose competitors never do so.

3. DATA AND VARIABLES

3.1. Data

To evaluate the hypotheses data is reported from a survey with 400 Albanian enterprises, com-
prising micro, small, medium and large firms and including all economic sectors. The Albanian

Center for Economic Research (ACER) conducted the field work in 2015 and the author lead the
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research project. To fill the questionnaire, the field-work team used the face-to-face method. In-
terviews were held with Owner, Executive Director, and/or Financial Director of the enterprise,
considering the typology of information the instrument required. The random selection method
was chosen to pick up enterprises from the existing General Tax Directorate (GTD) data base.
The stratified sampling procedure was pursued, considering two variables, size (1-4; 5-9; 10-49;
50 or more employees) and sector (Agriculture, forestry and fishing, Accommodation, Trade,
Industry, Transport, Construction, Other services, Information).

3.2. Variables

The linear regression analysis was deployed to test the hypothesis. In this paper the annual
sales growth in percentage is the dependent variable which implies the change in percentage of
the current fiscal year compare with three years ago. In this paper there are three independent
variables explained as below:

* Hiding/not paying taxes, duties and/or excises: a categorical variable based on the ques-
tion ““How often would you say are the following practices are occurring within com-
panies/firms in your sector — that is — those that are your direct competitors? Hiding/not
paying taxes, duties and/or excises”. 1=never, 2=sometimes, 3=in most cases/always.

 Performing illicit import/export: a categorical variable based on the question ‘““How of-
ten would you say are the following practices are occurring within companies/firms in
your sector — that is — those that are your direct competitors? Performing illicit import/
export”. 1=never, 2=sometimes, 3=in most cases/always.

» Siphoning” of VAT (VAT fraud using accounting tricks): a categorical variable based
on the question ‘“How often would you say are the following practices are occurring
within companies/firms in your sector — that is — those that are your direct competitors?
“Siphoning” of VAT (VAT fraud using accounting tricks)”. 1=never, 2=sometimes, 3=in
most cases/always.

Two control variables are used drawing on other studies (Williams and Horodnic, 2017a, b)
described below:

» Sector: A categorical variable describing the economic sector: 1= Agriculture, forestry
and fishing, 2=Accommodation, 3=Trade, 4=Industry, 5=Transport, 6=Construction,
7=0ther services, 8=Information.

» Firm Age: A categorical variable describing how many years has the company been
operating: 1= less than 5 years, 2=6-10 years, 3=11-20 years, 4=more than 20 years.

4. FINDINGS

The effect of informal sector competition into the firm’s performance has been evaluating using
the linear regression analysis which reports data from 400 firms operating in Albania. Four
models which are displayed in Table 1, are used to specifically evaluate the impact of different
typologies of informal sector on the firm’s performance. So, Model 1 evaluates the results for
the control variables (independent) to see if the firm performance varies depending on econom-
ic sector and years of experience. Model 2-4 evaluates separately the independent variables one
by one. So, model 2 whether it is usual for Albanian firms not to pay all taxes, model 3 whether
it is usual for Albanian firms to perform illicit import/export and model 4 whether it is usual
Albanian firms to perform VAT fraud.
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Model 1 provides evidence that firm performance does not vary significantly by economic sector
and years of experience. To evaluate the hypothesis that enterprises whose competitors always,
or in most cases, participate in the informal sector suffer from lower levels of annual sales growth
than those whose competitors never do so, model 2 displays that enterprises whose competitors
always, or in most cases, do not pay their full taxes owed are more likely to suffer from lower
levels of annual sales growth than those whose competitors never do so (confirming H1). Model
3 displays enterprises whose competitors always, or in most cases, engage in the illicit exporting
or importing of goods are not significantly more likely to suffer from lower levels of annual sales
growth than those whose competitors do not (not confirming H2) and enterprises whose compet-
itors always or in most cases engage in VAT fraud do not suffer from lower levels of annual sales

growth than those whose competitors never engage in VAT fraud (not confirming H3).

Table 1: Linear regression results

Model 1

Model 2

Model 3

Model 4

Coefficient
(Standard error)

Coefficient
(Standard error)

Coefficient
(Standard error)

Coefficient
(Standard error)

Sector (RC: Agriculture, forestry and fishing)

Accommodation 1.008 (3.453) .571 (3.480) -492 (3.775) -413 (3.682)
Trade .056(3.361) 113 (3.372) -457 (3.569) -.521 (3.564)
Industry -917 3.414) -1.190 (3.432) -1.652 (3.628) -2.004 (3.622)
Transport 404 (3.699) 106 (3.725) .559 (3.902) 150 (3.899)
Construction -5.961 (3.775) -6.136 (3.815) -3.794 (4.138)| -6.996 (3.989) *
Other services 1.391 (3.401) .699 (3.436) 1.614 (3.695) 455 (3.659)
Information -2.391 (4.892) -2.731 (4.902) -2.857 (5.069) -3.248 (5.052)
Years of experience (RC: Less than 5 years)

6-10 years -.203 (1.481) -494 (1.517) -.269 (1.661) -.485 (1.538)
11-20 years -1.689 (1.399) -1.877 (1.414) -2.456 (1.564) -2.226 (1.459)

More than 20 years

-2.128 (2.081)

-1.778 (2.107)

-2.187 (2.260)

-1.873 (2.165)

Hiding/not paying taxes, duties and/or excises (RC:

Never)

Sometimes

-1.293 (1.556)

Almost always/often

-2.544 (1.388) **

Performing illicit import/export (RC: Never)

Sometimes 1.360 (1.691)

Almost always/often .948 (1.640)

“Siphoning” of VAT (VAT fraud using accounting tricks) (RC: Never)

Sometimes .039 (1.463)
Almost always/often 1.239 (1.297)
(Constant) 3.174 (3.372) 5.222 (3.619) 3.412 (3.647) 3.794 (3.618)
Number of observations 384 375 320 361
R2 0.038 0.047 0.035 0.044

5.  DISCUSSION AND CONCLUSION

Drawing on the data reported from 400 enterprises in Albania and the results of a linear regres-
sion analysis, it is concluded that informal sector competition negatively affects the firm perfor-
mance. In other words, those companies whose competitors always, or in most cases do not pay
their full taxes, are more inclined to have a lower annual sales growth. However, this does not
seem to be true for all typologies of informal engagement (VAT fraud and illicit import/export).

Theoretically, these findings have implications. It confirms that unfair competition destroys
the rules of the game and this is reflected into the firm performance of formal competition.
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However, this holds true for a type of informal engagement out of three stated out. In addition,
this is true for Albania only. Hence, a wider representative survey in other countries should be
conducted.

As a summary, this paper uncovered that informal enterprises negatively impact the firm per-
formance of formal enterprises. This paper has the intention to foster policy makers to think
about different policy approaches to effectively tackle the informal sector in Albania. If this
happens, then it has achieved its aim.
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