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1. Objectives and Structure

1.1 Objective

This research paper is intended to help the trade unions from BiH, represented by the Confederation of Trade Unions BiH (KSBiH), better understand issues related to informal economy and to increase their capacity to fight informal economy. The International Trade Union Confederation (ITUC) has provided financial and technical assistance. It has the following four main objectives. The first objective is to analyse the size of informal economy in Bosnia and Herzegovina in comparison with other countries around the world. The second objective is to analyze some main factors that influence the size of informal economy, including tax levels, regulation complexities, bureaucracy, corruption, and social security. The third objective is to analyse consequences of informal economy on social position of workers. The last objective is to increase awareness among the key stakeholders about the problems caused by informal sector, and to initiate dialogue among them on how to develop strategies for reduction of informal economy in BiH.

1.2. Structure

The report is organized in five parts. The first part provides an overview and gives various definitions of informal economy. The second part analyses the main characteristics and size of informal economy in BiH. The third part evaluates some key causes of informal economy, including factors such as tax burdens, regulation complexities, bureaucracy, corruption, and week social security system. The fourth part evaluates the impact of informal economy on workers, governments, and social security funds. The last part provides some concrete recommendations on how to decrease informal economy in BiH.

1.3 Research methods

The main research methods used in this report are the secondary research methods, including published statistics, texts, and documents. The main reason for using these research methods is the short timeframe for development of the report, which was limited to two months only. Moreover, secondary research methods are less expensive and easier to collect. 

1.4 Information sources

The information presented in this report comes from various sources, including statistics bureaus, documents, reports, ILO and trade union statistics and reports. Some data presented in the report may be subject to possible mistakes due to the lack of reliable information on informal economy. The data available from the statistical bureaus are often partial or incompatible. The two entity-level statistical bureaus (FBiH and RS), as well as the state-level Agency for Statistics BiH, often apply different methodologies and use terms in different ways. This makes is it very difficult, and sometimes impossible, to compare the data or to provide aggregate data at the state level. 

2. Overview

In the last ten years Bosnia and Herzegovina has been coping with the post-conflict situation, which is characterized by transitional reforms, high unemployment, slow pace of privatization, and a high degree of informal economy. Bosnia and Herzegovina covers territory of 51,129 km2 and has approximately 3.8 million people

Estimated GDP in BiH in year 2006, according to the CBBiH
, was around 17.9 billion KM. It was by 13.7% higher than in 2005. According to this report average real GDP growth rate for the period 2002-2006 was around 5.3%, while annual inflation rate in year 2006 was 7.4% due to introduction of VAT at the begining of 206. 

However, the above mentioned GDP amount of 17.9 billion KM in 2006 does not take into account informal economic activities.  If we take into account activities in the area of „grey economy”, the estimated GDP in 2006, according to the CBBiH
, was about 20.9 billion KM. This indicates that the size of grey economy in year 2006 was about 3 billion KM.
Background infromation ili introduction to Informal economy in BiH
The term “informal economy” was used by ILO in the 70-ies. Before that the term “informal sector” was widely used by a number of organizations, including ILO. In the last two decades informal economic activities have been growing in many countries around the world, especially in transitional countries, including those in Central and Eastern Europe. The size of informal economy in any country depends on many factors, including economic and social situation, as well as on the global factors such as flexibility of international markets, liberalization of trade and investment, deregulation of labor regulation, industrial restructuring, corporate governance practices, etc.
It is difficult to define, measure, and observe informal economy because informal economic activities include monetary and non-monetary transactions which are often temporal and characterised by frequent changes in regulations and degrees of enforcement. Although statistics on informal economy are unreliable by its nature, they show that informal economy is present in all countries around the world but to a different degree. For example, informal employment in year 2002 made up to 48% of non-agricultural employment in North Africa, 51% in Latin America, 65% in Asia, 72% in sub-Saharan Africa, and 15% in developed countries
. If agricultural employment was included, the percentages would rise, in some countries like India and many sub-Saharan African countries beyond 90%
. 

Average size of informal economy in BiH, according to the recent Labour Force Survey conducted in April 2006
, shows that 29.8% of totally employed persons in that period worked in the informal sector. The Survey also shows that young persons, males, and those living in FBiH and rural areas are more likely to be employed informally. This is by 3.5% lower from the average size of informal employment in year 2001 which was estimated by the UN BIH Common Country Assessment (CCA)
, to be 33.28%, (32.64% in FBiH and 34.4% in RS). This is in contrast with information on informal sector employment presented in the WB Labour Market Update from Dec. 2005
, which indicates and increase in informal employment from 37% in 2001 to 42% in 2004. The increase was higher in RS (from 41% in 2001 to 49% in 2004) than in FBiH (from 33% in 2001 to 36% in 2004). 

Many reasons influence the size of informal economy, including the following: 1) poor business environment characterized by tax burdens and relatively high political and economic risk; 2) regulation complexities characterized with complicated laws and regulations that severely diminish competitiveness of companies and reduces their ability to provide adequate and timely legal protection; 3) bureaucracy and inefficacy of government institutions, especially tax authorities and labour inspections, 4) high degree of corruption which has been increasing in recent years, 5) inadequate social security systems unable to provide sufficient social protection for unemployed persons. 

Although employment in informal sector may help workers and their families to overcome financial difficulties in the short run, it usually hurts them in the long run because it acts as a barrier for faster economic development and increases social risk. It is difficult to evaluate all costs of informal economy because they include direct and indirect costs. Nevertheless, here are some of the most obvious costs: 1) lost revenue in form of uncollected taxes and social contributions; 2) increased social risk due to inability of informally employed workers to retire or get adequate medical treatment; 3) unfair competition between employers from formal and informal sector; and 4) inability to use certain instruments of legal protection and benefit from labour and trade union rights.

The most obvious impact of informal economy on workers can be analysed through inability of informally employed workers, as well as formally-employed without social insurance coverage, to retire once they reach the retirement age. This directly endangers their future, increases social risk, and creates additional burden not only on them but also on their families and the society as a whole. Majority of informally employed workers are unable to find formal jobs either because of their age or because of poor demand for their qualifications. Workers employed in the informal economy often work long hours in very difficult working conditions, without access to instruments of legal protection, such as those granted by the local labour laws and regulations, collective bargaining, and/or international labour conventions. For example, the ILO defined Core Labour Standards (CLSs), freedom of association, and collective bargaining are issues not even discussed in the informal economy. Similarly, informal employers largely ignore local labour laws and regulations. Even some formal-sector employers, mostly private sector employers, often violate basic workers rights especially during and after poorly implemented privatization and bankruptcy processes. 

3. Definition of Informal Economy

It is difficult to define informal economy not only because of inherited differences between countries but also because it is a dynamic process that includes many aspects of economic and social theory including exchange, regulation, and enforcement. By its nature, informal economy is difficult to observe, measure, study, or define. Informal economic activities are often temporal in their nature. They are characterised by frequent changes in regulations and degrees of enforcement, which can, and often do, shift between formal and informal.

The most commonly used definition
 of informal economy is that “Informal economy includes all currently unregistered economic activities which contribute to the officially calculated or observed Gross National Product (GNP)”.

The ILO
 defines informal employment as “employment without secure contracts, workers benefits, or social protection”. It includes both self-employment informal enterprises and paid employment in informal enterprises

Informal economy excludes domestic labour activities, such as child care and cooking, provided that they are preformed in the natural course of daily life and to one’s own benefit. If such activities are performed for others and exchanged for goods and services with economic value they can be either formal or informal depending on the broader context. However, if these activities are performed for personal benefits they have no external value, and therefore, would not be considered as informal.

There are also different terms associated with informal economy. Prior to 1990s the term “informal sector” was used instead of “informal economy” with the same meaning. In the second half of the 1990s many scholars have started using the term “informal economy” more frequently. The English phrase “under the table” typically refers to informal economy. Moreover, the term “underground economy” is often used as a synonym for informal economy although it doesn’t have the same meaning. However, the term “underground economy” also involves money laundering and tax evasion activities (which is not necessary criminal). The term “black economy” also differs from the underground economy because “black economy” exclusively refers to trade of illegal goods. The term “grey economy”, on the other hand, may be related to informal economy. 

One of the common characteristics of the terms “underground economy”, “shadow economy”, and “black economy” (or “black market”) is that they include all economic activities on which applicable taxes are being evaded, including legally-prohibited activities, such as drugs, prostitution, and gambling, and legally allowed activities. The underground economy also includes tax-free transactions that are allowed by governments either by legal sanctions or by lack of enforcements of tax laws. Underground economy transactions are typically cash transactions designed to evade traceability by governments or complex financial operations involving the use of multiple subsidiaries and tax havens. 

The term underground economy doesn’t typically refer to trade in stolen goods, which may more appropriately fall under definition of the “black market”. Black economy (or black market) involves activities related with trade of illegal goods and services. The goods traded at black market may be either illegal to sell, such as weapons and illegal drugs, stolen, or legal but sold illicitly to avoid tax payments or licensing requirements, such as cigarettes or unregistered firearms.
  

Regardless of the different definitions, one the main characteristic of informal economy is that informal economic activities are neither taxed nor monitored by governments and they are not included in Gross National Product (GNP), as opposed to formal economic activities. Other common characteristic of informal economy is that it is diverse and includes small-scaled, occasional members such as street vendors, as well as large companies that operate informally. It also includes workers working from their homes, provided that such activities are performed for others and exchanged for goods and services with economic value, as well as informally employed workers in formal enterprises who do not pay social legally required social contributions.

The most obvious problem related with informal economy is lack of payment of social contribution, including pension and disability insurance (PIO). According to the analysis of pension systems in BiH conducted by the KSBiH in Dec.2006
, PIO contributions in FBiH have not been paid on average for 49,177 workers per year in period 2000-2005, which is around 12.4% of registered workers who worked in the formal sector in this period.  In Republika Srpska (RS), contributions were not paid in that period on average for 35,399 workers, which is 15.1% of average number of workers from the formal sector.  In calculation for entire BiH, annual PIO contributions have not been paid for 84,576 workers, which is 13.4% of the average number of workers in the formal sector. Average loss created as a consequence of unpaid PIO contributions for these workers is estimated to be around 137.6 million KM for entire BiH (100.3 million KM for FBiH and around 37.3 million KM in RS).  

Graph 2: Potential and real revenue from PIO contributions in FBiH and RS for the past few years


[image: image1]
Source: Pension Systems in BiH, Dec.2006, based on information on realized revenue from PIO contributions provided by the Federal PIO/MIO Institute and RS PIO Fund.  Data on potential revenue from PIO contributions is calculated using the following formula: a) FBiH: number of workers in formal sector * average gross salary * PIO rate; b) RS: number of workers in formal sector * average net salary + meal allowance * PIO rate
4. The Size of Informal Economy

It is very difficult to measure the size of informal economy in any country because of lack of reliable information. Reliable statistical data on informal economy is either limited or non-existent. Available statistical data relates mostly to the formal economy, such as data on formal employment and unemployment, formal business activities, international trade, tax collections, etc. Information about informal economy can also be gathered through primary research methods, such as surveys and interviews. But, these methods are expensive and time consuming, and they also lack reliability because survey respondents often hesitate to reveal true information about their informal activities because they are afraid it may be misused or simply because they may not want to talk about it. This is especially true about the black market activities. 

Moreover, it is difficult to measure the size of informal labour market also because some informal jobs may also include part-time jobs during or after regular working hours in formal sector. So, individuals may be registered in formal economy but also work part time in informal economy. Another problem is the so-called “wait-listed-workers” who are registered as formally employed workers but are not paid salaries and social contributions regularly or not paid at all. These kinds of problems are mostly present in companies experiencing financial difficulties and companies with long pending bankruptcy procedures. There are many workers in BiH who are in this situation, and it is difficult to assign them appropriate work status. I would call them “formally-informally employed workers” because they are both formal and informal workers. 

4.1 Methods for Measuring the Size of Informal Economy

There are various methods for measuring the size of informal economy, but none of them is perfect, and they all have some advantages and disadvantages. Economists often try to measure it by analysing the volumes of cash in circulation. But, this method may fail to capture a large portion of the underground economic transactions that take place via bank accounts located in tax havens. Discrepancies between the growths of officially reported spending and the growth of cash in circulation may be used to infer growth in the size of the underground economy, but these estimates as subject to a considerable amount of judgement, and are also controversial.

In his research on informal economy
 Friedrich Schneider (2002) analysed some of the methods for measuring the size of informal economy, including direct methods (Survey and Tax Auditing Compliance), and indirect methods (Income-Expenditure Discrepancy, Labour Force Discrepancy, and Currency Demand method). Directs methods involve use of primary data obtained from surveys and samples while indirect methods involve the use of various macroeconomic and other statistical indicators that contain information about the development in informal economy.

1) Survey method is a direct method for measuring the size of informal economy. It involves the use of surveys and samples specially designed to obtain information about informal economy. The main advantage of this method is that it provides the detailed information about the structure of the informal economy. The main disadvantage of this method is that it may lack reliability because it relies on information acquired from respondents, which may hesitate to reveal true information about their informal activities. 

2) The Auditing Compliance Tax is also a direct method designed to measure the amount on undeclared taxable income, and is based on the analysis of discrepancy between income declared for tax purposes and income measured by selective auditing checks. The main advantage of this method is that it can provide detailed information about the structure and composition of activities in informal economy. The main disadvantage of this method is that it uses selective samples of those taxpayers that indicate likelihood of tax fraud (instead of using a random sample of the whole population). 

3) The Income-Expenditures Discrepancy method is an indirect method of measuring the size of informal economy and is based on analysis of discrepancies between national income, often expressed as Gross National Product (GNP), national expenditures. The gap between the income and expenditures indicates the extent of informal economy. The main advantage of this method is that it is easier and cheaper to calculate, provided that statistical information is available. The main disadvantage is that it depends on statistical data that may not be accurate.  

4) The Labour Force Discrepancy is indirect method based on the analysis of discrepancies between the official and actual labour force in the formal economy. Assuming that the total labour force participation is constant, and other things being equal, a decline of labour force participation in formal economy can indicate increased employment in informal economy. The main advantage of this method is that it uses readily available statistical data on employment levels in formal economy in order to estimate the size of informal economy. The main advantage of this method is that it the discrepancies in labour force participation rates may also have other causes or people can have part time jobs in formal and informal economy.  

5) The Currency Demand Approach is the most commonly used indirect method for calculating the size of informal economy. It is based on the analysis of correlation between currency demand and tax pressures. It assumes that informal transactions are hidden cash transactions designed to hide its traceability. Therefore, an increase in informal economy will increase the demand for currency. The resulting exes increase in demand for currency, in the amount above normal increase, is attributed to the rising tax burden and other reasons leading people to work in informal economy. The size of informal economy is calculated by first comparing the difference between the demand for currency when the tax burden and government regulations are held at its lowest value, and the demand for currency when the tax and regulation burden is higher. The main disadvantage of this model is that it assumes that all transactions in informal economy are cash transactions. 

Tanzi (1993) developed the following regression equation for the currency demand:

In (C/M2)t = β0 + β1 ln(1+TW)t + β2 ln(WS/Y)t + β3 ln Rt + β4 ln(Y/N)t + Ut

With: β1>0, β2>0, β3<0, β4>0

ln denotes natural logarithms;

C/M2 is the ratio of cash holdings to current and deposit accounts;

TW it a weighted average tax rate (to proxy changes in the size of the informal economy); WS/Y is a proportion of wages and salaries and national income (to capture changing payment and money holding patterns);

R is the interest paid on savings deposits (to capture the opportunity cost of holding cash), 

Y/N is the per capita income.

4.2. Estimates of the Size of Informal Economy

Average size of informal economy in Bosnia and Herzegovina, expressed as percentage of Gross Domestic Product (GDP), according to the Living Standard Measurement Survey (LSMS)
, in year 2000/2001 was 33%. 

Average size of informal economy in BiH, expressed as percentage of Gross National Product (GNP), according to the WB
, in year 1999/2000 was 34.1% (the same size of informal economy had Uzbekistan, Algeria, and Lebanon). This was slightly above the average for the 105 selected countries (average for the selected counties was 33%). In comparison with the countries from the region, BiH had lower size of informal economy than Moldova (45.1%), Bulgaria (36.9%), and Romania (34.4%), but larger than Croatia and Albania (33.4%), Turkey (32.1%), Serbia and Montenegro (29.1%), and Slovenia (27.1%). Georgia had the largest size of informal economy (67.3%), followed by Bolivia (67.1%), Panama (64.1%), and Azerbaijan ((60.6%). On the other hand, Canada had the lowest size of informal economy (3%), followed by United States and Switzerland (8.8%), Austria (10.2%), and Japan (11.3%).

4.3 The Size of Informal Employment

Informal employment is employment outside the scope of the formal economy. It includes any type of employment that doesn’t comply with legal requirements. In some transitional countries informal economy and informal (or unregistered) employment are silently tolerated. In these countries it is accepted that the informal sector eases social transition, creates new jobs. and helps bridge unemployment gaps. Moreover, informal employment is often seen as a source of additional income that helps households improve their financial position. It can also help increase national GDP and cover trade deficit. 

However, negative sides of informal economy are often ignored. For example, evasion of taxes and social security contributions can, and often does, destabilize government budgets and social insurance funds, such as pension and health funds. Moreover, existence of hidden cash transactions, within informal economy, supports criminal and money laundry activities and encourages corruption. Informal economy also encourages devaluation of laws, business rules and regulations, which can lead to various types of market distortions, such as price dumping, unfair competition, and unethical business practices. 
It is also difficult to measure the size of informal employment because of the lack of reliable information on employment in informal economy. Informally employed workers are often not willing to talk about their informal employment either because they are afraid of losing their jobs or because they have some other incentives. 

Average size of informal employment in Bosnia and Herzegovina, according to the recent Labour Force Survey
, which was conducted in April 2006, shows that 29.8% of totally employed persons in that period worked in the informal sector. The Survey also shows those young persons, males, and those living in FBiH and rural areas are more likely to be employed informally. The Survey was the first and most comprehensive survey on labour market characteristics that was carried after the Census in 1991. It was carried out in compliance with the ILO methodological rules and guidelines adopted at the 13th Conference of Labour, as well as the rules and guidelines of the European Statistical Office (EUROSTAT). The labour force in this survey consists of 811,000 employed persons, 360,000 unemployed persons, and 1,566,000 inactive persons. 

The Survey defines informal workers as those who are employed in accordance with the International Labour Organization (ILO) criteria, and who don’t have health and pension insurance. According to this survey 30.1% of employed persons don’t have health insurance and 33.3% of them don’t have pension insurance. Therefore, 29.8% of totally employed persons work informally. Younger persons (age 25-49), male, and those living in FBiH and rural areas are more likely to have informal work. 

Graph: Informal Work in FBiH, by canton (2006)
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Source: Labour Force Survey, 2006


Another source of useful information on informal employment is the recent research on informal work in BiH conducted by Prism Research
 According to this research 5.7% of interviewed citizens claimed that they work informally (7.5% in FBiH and 3.3% in RS). The largest groups in informal employment are younger persons (9.3%) and persons with high school (9.1%). The research shows that 68.7% of those who work informally persons are registered at Unemployment Bureaus as unemployed persons. The research also shows that 87.1% of those who work informally believe that they would be more dedicated to their jobs and work more efficiently if they were registered. Among those who currently work informally, 12.3% has sometime worked informally; mostly younger people age 18 to 35 (20.1%). Almost every tenth interviewed person (9.6%) has family members who also work informally. 

The above-mentioned research also shows that the interviewed persons have different opinions about what actions should be taken against informal work. Half of them claim that they would report informal work to inspections, while the other half of them would do nothing about it. The older persons and those with higher education are more likely to report informal work, while the younger persons and those with lower level of education are less likely to anything about it. The research also shows that 51.1% of interviewed persons who have jobs and 38.5% of those who don’t have jobs would never report their employers. The two main reasons for not wanting to report their employers include their perception that it would not change anything and the fear of not finding another job. The majority of interviewed citizens said that their employers have never harassed them, and 5.9% of them claimed that they have been exposed to psychological harassment.

Graph: Reasons for not reporting informal employers (2006)
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Source: Prism Research, Informal Work, Dec. 2006

Average size of informal employment in Bosnia and Herzegovina, according to the UN BiH Common County Assessment (CCA) 
, in year 2001 was 33.28%. Informal employment was higher in RS (34.4%) than in FBiH (32.64%). The CCA has been prepared under the auspices of the UN BiH agencies, principally the three lead agencies: UNDP, UNFPA, and UNICEF. However, Significant contributins have been made by: UNOHCHR, UNOCHA, WHO, ILO, UNODC, UNESCO, UNHCR, UNV, FAO, IOM, and WB. It has been prepared in pararell with teh Poverty Reduction Strategy Paper (PRSP) and other national BiH government policy frameworks. 

The share of informal sector employment in total BiH employment, according to the WB
, increased from 37% in 2001 to 42% in 2004. The increase was higher in RS (from 41% in 2001 to 49% in 2004) than in FBiH (from 33% in 2001 to 36% in 2004). The same report shows that the net employment in the informal sector in BiH increased by about 111,000 (70,000 in FBiH and 40,000 in RS). 

4.4 Unemployment levels

Unemployment in Bosnia and Herzegovina is very high and increasing. The official unemployment rate in BiH in 2004 was as high as 43.2%
. But this rate is not the real rate of unemployment because it does cover informal sector. Since informal sector employment is large it is obvious that the official (registered) unemployment rate is lower than officially reported. Also, a large number of informally employed people are registered as unemployed in order to get health protection, but they actually work full or part time in informal economy. So, real unemployment rate is lower than official.

According to the Living Standards Measurement Survey (LSMS) 
 unemployment in BiH increased from 16% in 2001 to 22% in 2004. The increase was higher in RS (from 15% in 2001 to 24% in 2004) than in FBiH (from 17% in 2001 to 21% in 2004). In terms of numbers, the unemployment in BiH increased by 132,000 in period from 2001 to 2004 (from 112,000 to 182,000 in FBiH and from 81,000 to 143,000 in RS).

According to the official statistical data, presented by the Agency for Statistics BiH, the number of registered unemployed persons in BiH increased from 419,864 in 2000 to 516,216 in year 2006. However, there are visible differences between the two entities. In FBiH the number of registered unemployed persons increased by 89,560 workers, from 265,542 in 2000 to 355,102 in 2006. In RS this number has decreased by 11,102 workers, from 154,321 in 2000 to 143,219 in 2006. In Brcko District the number of registered unemployed persons has also decreased by 298 workers, form 18,193 in 2005 to 17, 895 in 2006 (see table bellow).

The most obvious reason for the decrease in registered unemployment in RS and BD is the improvement in business environment in these regions. For example, social contribution rates and income tax (both personal and corporate income tax) are lower in RS than in FBiH. Workers from BD can chose where they want to pay social contributions (either in RS or FBiH). The laws in both entities allow people to have a free access to health benefits if they are registered as unemployed. This provision directly stimulates people to be registered as unemployed. Most of these “registered unemployed” work in informal sector and use the health benefits. 

Table: Registered employment and unemployment in FBiH and RS, 2000-2005

	 
	FBiH
	RS
	BD

	Period
	Employed
	Unemployed
	Employed
	Unemployed
	Employed
	Unemployed

	2000
	411.000
	265.542
	227.000
	154.321
	-
	-

	2001
	407.199
	267.783
	219.954
	153.037
	-
	-

	2002
	394.132
	282.473
	234.713
	145.061
	12.137
	16.170

	2003
	387.381
	297.328
	238.190
	136.759
	11.851
	16.663

	2004
	388.310
	315.847
	236.889
	139.989
	12.521
	17.135

	2005
	388.418
	338.270
	244.200
	151.599
	13.044
	18.193


Source: Agency for Statistics BiH
The most recent and probably most comprehensive source of data on labor market is the Labor Force Survey that was carried out in April 2006. It also shows that the number of inactive population was by 379,000 higher than active population. The Survey also shows that the unemployment rate in BiH was 31.1% (32.4% in FBiH, 28.5% in RS, and 37.1% in BD). Female unemployment rate was also higher in all parts of BiH.  

Table: Measures of the population activity in BiH, by sex and by entity, April 2006

	 
	BiH
	FBiH
	RS
	BD

	I) Activity Rate:
	
	
	
	

	Total
	43,1%
	43,1%
	43,3%
	37,6%

	Male
	56,2%
	57,2%
	54,8%
	50,2%

	Female
	30,8%
	30,0%
	32,4%
	25,5%

	II) Employment Rate:
	
	
	
	

	Total
	29,7%
	29,1%
	30,9%
	23,7%

	Male
	39,9%
	40,3%
	39,6%
	33,7%

	Female
	20,0%
	18,8%
	22,7%
	14,0%

	III) Unemployment Rate
	
	
	
	

	Total
	31,1%
	32,4%
	28,5%
	37,1%

	Male
	28,9%
	29,5%
	27,6%
	32,8%

	Female
	34,9%
	37,5%
	30,0%
	45,2%


Source: Agency for Statistics BiH, based on Labour Force Survey curried out in April 2006

Graph: Labour Force Survey, April 2006
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5. Main Factors Influencing the Size of Informal Economy

Most research studies
 suggest that high and complex taxes, including social security taxes and contributions, combined with excessive government regulations is such areas as business environment and labour regulations are the key factors influencing the size of informal economy. Moreover, inefficiency of public administration characterised by bureaucracy and red tape, along with corruption are also important factors that strongly influence the size of informal economy in any country. 

5.1 Tax Levels

Tax level is one of the main factors that influence the size of informal economy in any country. Taxes have direct impact on informal economy because they directly influence cost of conducting business regularly. High tax levels stimulate the growth of informal economy, while low taxes levels and good and transparent tax administration can help reduce its size. Governments impose various types of taxes including: Value Added Tax (VAT), Social Security Contributions, Personal Income Tax, Corporate Income Tax (Profit Tax), and other taxes.

The WB study
 presented in the table below shows the total tax rate that a medium-size company in BiH must pay or withhold in a given year (expressed as a percentage of profit) is 50.4% (26.2% Profit Tax, 17.7% Labour and Contribution Tax and 6.5% other taxes). In comparison with the Region the total tax rate in BiH is lower by 5.6%, but it is higher than in OECD countries by 2.6%.  The table also shows that a medium-sized company from BiH must make 73 payments per year, which is significantly higher than in the Region (50 payments per year) and OECD countries (15.3 payments per year). However, the table also shows that the time required for preparing, filling and paying taxes in BiH (100 hours per year) is more than four times lower than in the Region (423 hours per year) and two times lower than in the OECD countries (203 hours per year).

Table: Paying Taxes Index for 2006

	PAYING TAXES INDEX

	Indicator (2006) 
	BiH
	Region
	OECD

	Paying taxes (rank)
	111
	
	 

	Payments (number of payments per year)
	73
	50
	15,3

	Time (number of hours per year)
	100
	423
	202,9

	Profit Tax (%)
	26,2
	11,7
	20,7

	Labor tax and contributions (%)
	17,7
	30,6
	23,7

	Other taxes (%)
	6,5
	13,7
	3,5

	Total tax rate (% of profit) 
	50,4
	56
	47,8


Source: World Bank, Doing Business 2007

5.1.1 Value Added Tax (VAT)

The implementation of Value Added Tax (VAT) in BiH started in January 2006. The VAT rate is 17%. According to the latest results presented in the Tax Authority Report
 total indirect tax revenue in BiH in 2006 was 4.29 billion of KM that is by 26.1% higher than in 2005. Indirect Tax Authority (ITA) collected 94.5% (4.05 billion KM) while the rest (233.4 million KM) was collected by Entity Tax Authorities. The Value-Added Tax accounted for 57% of all indirect taxes in 2006 (see graph bellow). Other indirect taxes included: excise, customs, sales, and toll taxes.

  Graph: Structure of Revenue from Indirect Taxes in BiH for 2006
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5.1.2 Social Contributions and Income Tax
Some studies suggest that a decrease in taxes and social contributions rates does not necessarily lead to an increase in employment levels. As an example, a recent increase in employment levels in FBiH by 40,000 in period from April-July 2007 was not due to a decrease in social contribution and tax rates. As a matter a fact, taxes and contribution rates have not been changed in this period, and this increase in formally registered employment was a direct result of the stepped up inspections that were implemented in this period. Most employers will try to keep any additional profit resulting from reduced taxes and/or social contributions. They will register workers only if they are forced to do so by governments or if they are given some incentives to do so. Some employees are also reluctant to pressure their employers to formalise their employment, in part because they are afraid of loosing their jobs.

Labour legislation in BiH is organized on entity levels. Each of the two entities (FBiH and RS) has their own labour laws and regulations, including collective agreements. In addition, in FBiH there are also labour laws and regulations on cantonal levels. For example, there is a joint pension insurance fund, but health insurance is organized on cantonal level. Brcko District relies on either FBiH or RS pension system. 

Therefore, social contributions and payroll taxations are calculated differently in FBiH and RS. Differences exist not only in methodology for calculating social contributions but also in definition of contribution base. Contribution base FBiH is often mistakenly called “gross” salary even though it does not include any allowances, such as meal and transport allowances. Therefore, “gross” salary is not equivalent to total labour cost. In RS “net” salary includes take-home pay plus allowances except transport allowances. For better understanding, in the table below, we have defined “gross salary” as equivalent to the total labour cost that includes: net salary, plus all allowances, social contributions, and income taxes. 

The contribution base in FBiH is gross salary, which is defined as the employee’s wage plus the employer’s share in the social insurance and it does not include any allowances that may come with the salary. The total social contribution rate in FBiH is 43.5% (24% pension insurance, 17% health insurance, 2.5% unemployment insurance). There is also salary tax (or wage tax) rate of 5% that is levied on net wage, which excludes wage allowances. Salary tax rate if expressed as percentage of gross salary amounts to approximately 3.8%. Total social contribution rates plus salary tax rate in this entity is 47.3% of gross wage or about 68% of net wage.

In RS social contribution base is net salary plus all allowances, except transportation allowance. The term “net salary” in this entity is defined as a take-home pay plus all allowances, except transport allowance. Total social contribution rate is 42% of net wage (24% pension insurance, 15% health insurance, 1% unemployment insurance, and 2% child protection). Salary tax rate is 10% on net wage. Total social contribution rate and salary tax rate in this entity is 52% on net wage. 

Table: Social contribution rates in FBiH and RS

	Type of contribution
	FBiH
	RS

	Pension insurance
	24,0%
	24,0%

	Health insurance
	17,0%
	15,0%

	Unemployment insurance
	2,5%
	1,0%

	Child protection
	0,0%
	2,0%

	TOTAL
	43,5%
	42,0%


Source: Entity laws on social contributions

Salary income tax rate in FBiH is 5% and is levied on net salary regardless of the amount of salary. In RS there are three salary income tax rates (0%, 10%, and 15%) and is levied on net salary (net salary in RS includes allowances, except transport allowance). If net salary is below the minimum net salary (currently minimum net salary in RS is 205 KM) income tax is 0 %. If a net salary is in the range between the minimum salary and four average salaries in the previous year (e.g. average salary in RS in 2006 was 521 KM) income tax is calculated by first deducting the minimum salary from the taxable base and then applying a 10 % tax rate on the remaining amount. If the tax base is higher than the four average salaries income tax is calculated by first deducting the minimum salary from the tax base, and then deducting the four average salaries from that amount, and applying 15 % tax rate on that amount. The remaining amount of four the average salaries is taxed at 10% tax rate.          

If we assume that the net salaries in both entities are the same (e.g.1000 KM), allowances also the same (e.g. hot meal allowance 200 KM and transport allowance 50 KM). In this example, the total amount of social contributions is 639 KM in FBiH and 504 KM in RS. The total income taxes are 50 KM in FBiH and 99.5 KM in RS. The total gross salaries, which include net salary, allowances, social contributions, and income taxes, are 1,939 KM in FBiH and 1,853 KM in RS. From this example we can see that the total labour cost in FBiH is higher than in RS. Corporate income tax in FBiH is also higher in FBiH (30%) than in RS (10%).

Table: Example of salary calculations in FBiH and RS 

	 
	FBiH
	RS

	
	Total
	Expressed as % of:
	Total
	Expressed as % of:

	
	KM
	Net Salary
	Contr. base
	Gross Salary
	KM
	Net Salary
	Contr. base
	Gross Salary

	1) Net Salary
	1.000,00
	100,00%
	68,07%
	51,57%
	1.000,00
	100,00%
	53,95%
	53,95%

	2) Allowances:
	
	
	
	
	 
	
	
	 

	    2.1 Hot meal allowance
	200,00
	20,00%
	13,61%
	10,31%
	200,00
	20,00%
	10,79%
	10,79%

	    2.2 Transport allowance
	50,00
	5,00%
	3,40%
	2,58%
	50,00
	5,00%
	2,70%
	2,70%

	    2.3 Other allowances
	0,00
	0,00%
	0,00%
	0,00%
	0,00
	0,00%
	0,00%
	0,00%

	Total allowances
	250,00
	25,00%
	17,02%
	12,89%
	250,00
	25,00%
	13,49%
	13,49%

	3) Take home wage (1+2)
	1.250,00
	125,00%
	85,09%
	64,46%
	1.250,00
	125,00%
	67,44%
	67,44%

	4) Contribution base *
	1.469,08
	146,91%
	100,00%
	75,76%
	1.200,00
	120,00%
	64,74%
	64,74%

	5) Contributions:
	
	
	
	
	
	
	
	 

	     5.1 Pension insurance
	352,58
	35,26%
	24,00%
	18,18%
	288,00
	28,80%
	15,54%
	15,54%

	     5.2 Health insurance
	249,74
	24,97%
	17,00%
	12,88%
	180,00
	18,00%
	9,71%
	9,71%

	     5.3 Unemployment insurance
	36,73
	3,67%
	2,50%
	1,89%
	12,00
	1,20%
	0,65%
	0,65%

	     5.4 Child protection
	0,00
	0,00%
	0,00%
	0,00%
	24,00
	2,40%
	1,29%
	1,29%

	Total contributions
	639,05
	63,90%
	43,50%
	32,96%
	504,00
	50,40%
	27,19%
	27,19%

	6) Taxes:
	
	
	
	
	 
	
	
	 

	     6.1 Income tax**
	50,00
	5,00%
	3,40%
	2,58%
	99,50
	9,95%
	5,37%
	5,37%

	     Total income taxes
	50,00
	5,00%
	3,40%
	2,58%
	99,50
	9,95%
	5,37%
	5,37%

	7) Total deductions (contributions & taxes) (5+6)
	689,05
	68,90%
	46,90%
	35,54%
	603,50
	60,35%
	32,56%
	32,56%

	8) Gross Salary***
	1.939,05
	193,90%
	131,99%
	100,00%
	1.853,50
	185,35%
	154,46%
	100,00%

	 * In FBiH the Contribution Base upon which social contributions are paid is 146.9% of Net Salary;

	** In FBiH income tax is 5% on net regardless of the salary amount, while in RS it depends on the taxable amount;

	** Gross Salary here is equivalent to Total Labour Cost and it includes: net salary plus all allowances, contributions, and salary income taxes


Source: Own calculations based on the available information 

5.2 Regulation Complexities

The complexity of regulations, which is often measured in the numbers of laws and regulations, is another important factor influencing the size of informal economy. Labour market regulations, trade regulations, employment rules and procedures, licences and permits, and a double accounting practices, are just some of many regulations that have direct or indirect impact on informal economy. For example, labour market regulations directly influence labour costs in formal economy, and therefore, have impact on the size of informal economy. Any increase in labour cost, due to an increase in regulations, has to be burned either by employer or employee. If the cost is shifted to an employer, it serves as an incentive for him/her to avoid it by moving to informal economy. On the other hand, if the cost is shifted to an employee, it will reduce his/her net earnings and will have a dissimulating effect on him/her. The employee will try to offset this additional cost either by trying to shift it to the employer, which in turn will put pressure on employer, or to avoid by moving to informal employment.

Empirical evidence suggests that countries with more general regulations of their economies tend to have a higher share of informal economy in total GDP
. According to a study on informal economy curried by Johnson
 in 1998, a one point increase of the regulation index, raging from 1 to 5, with 5 indicating the most regulations, other things being equal, leads to an 8.1 percentage point increase in the share of informal economy. These findings suggest that there is a strong correlation between regulations and informal economy. This leads to a conclusion that regulation complexity is an important factor determining the size of informal economy. Bosnia and Herzegovina has complex regulation frameworks, reflecting its complicated political and economic settings. So, it is not surprising to see a relatively high size of informal economy.

However, it is important to understand the difference between overall level of regulations and enforced regulations. The overall level of regulations can be extensive and complex, but it may not have significant impact on informal economy unless the regulations are enforced. Therefore, more emphasises should be put on improving enforcement mechanisms rather than increasing the number of regulations. 

5.3 Bureaucracy

The administrative structure of labour and employment sector in Bosnia and Herzegovina is very complex. The complexity stems from the administrative structure of the country and closely reflects economic and political complexities rooted in the constitutional arrangements established by the Dayton Peace Accords. . Also, within FBiH some responsibilities are assigned to the Cantons, while in RS all labour matters are assigned to the centralised Ministry of Labour and Social Policy. Brcko District has its own legislative and administrative responsibilities, which allow workers to choose where to pay social contributions. The state level competencies within the labour and employment sector are under the responsibility of the Department for Labour, Employment, Health, Social Protection, and Pension within the Ministry of Civil Affairs.

Labour legislation in Bosnia and Herzegovina exists exclusively at the Entity and Cantonal levels. There are no labour laws at the state level, so the state-level administration has little or no jurisdiction over the issues regulated by labour legislation. There are tow entity-level Labour laws (in FBiH and RS) and one in Brcko District. Moreover, by July 2006 five out of ten Cantons (Sarajevo Canton, West-Herzegovina Canton, Zenicko-Dobojski Canton, and Tuzla Canton) adopted their own labour laws. The existing entity-level labour legislation is mostly harmonised and only minor differences exist between the Labour Laws of the two entities
. 

The existing complexity of labour legislation increases the cost of formal employment and stimulates the growth of informal economy. Moreover, complicated and non-functional labour and public administration stimulates the development of dual labour market. In BiH one of the main characteristics of labour market is duality, which is the existence of two labour markets. The first market is comprised of the state owned companies and institutions. The private sector companies, mostly informal companies, dominate the second market. The main difference between these two markets is in the degree of enforcement of labour regulations. The existing labour laws and collective agreements are enforced to a large extent in the first market, while their enforcement in the second market is almost non-existent. 

5.4 Corruption

Corruption in BiH is one of the main factors of high informal sector. Corruption stimulates the rise of informal economy and it undermines positive results of the reforms and acts as a barrier for economic and social development of the country. According to the recent Transparency International report
 the Corruption Perception Index in 2006 included 163 countries and ranked them on a scale from the least corrupt to most corrupt countries. The index shows that corruption in BiH increased as the country fell from the 70th place in year 2003 to 88-96th place in 2005. In 2006 BiH shared the 93-98th place and had a score of 2.9 out of maximum 10. This ranked the country among the most underdeveloped and corrupt countries in the world where reforms are slowly implemented, transition is characterised by numerous affairs which further indicates a continual lack of vision and strategy to fight corruption.

The Transparency International surveys and findings also show that corruption in BiH is most pervasive at the municipal and cantonal levels because majority of contacts between citizens and public administration takes place at the local levels. Majority of corruption cases in BiH are related to bribery, fraud, misappropriation of public funds, mismanagement of public companies, and privatization-related irregularities. Most criminal activities could not happen without the direct engagement or support of high-ranking officials who are often involved in corruption cases.

It is difficult to calculate costs of corruption because it includes both direct and indirect costs. Here are some of the most obvious costs of corruption in BiH: 1) Negative effect on investments, especially foreign direct investment (FDI) manifested in the fact that BiH has the lowest level of FDI in SEE, 2) Negative effect on development of the private sector, evidenced in the low number of registered private enterprises per capita, 3) Increased administrative costs, evidenced in the fact that BiH has the highest government spending in the region (about 50% of GDP), 4) Diminishing quality of goods and services, both in private and public sectors, 5) Increased poverty, 6) Organized crime, and 7) Diminishing credibility of the state.

5.5 Social Security

Social protection system in Bosnia and Herzegovina is inadequate. Total public spending on social welfare and protection in BiH in 2003 was 15.8% of GDP
, which was slightly higher than the average for CEE countries. However, this level of social protection is inadequate if we take into account the higher need for social protection in BiH due to the war, political fragmentation, economic transition, and the delay in implementation of reforms. About one third of the total social protection spending goes to war veterans, which leaves less available funds for other vulnerable categories of people in need for social assistance. 

Moreover, the categories of social welfare beneficiaries, as defined by the legal framework, include: children without parental care, educationally neglected children, children whose development is disrupted by their family situation, disabled persons and those with mental and physical development problems, persons incapable of working and without any material insurance, elderly persons without any family care, persons with anti-social behaviour, and persons and families in social need due to special circumstances. 

The above categories do not include unemployed persons who are capable to work. Because of their ineligibility to get social welfare benefits this category of people is under pressure to accept any job including informal sector jobs, which are easier to find due to the high unemployment in the formal sector. If they were allowed to get social welfare assistance this category of people would be less likely to accept informal jobs, especially difficult and poorly paid jobs in informal economy.

6. Impact of Informal Economy on Workers, Governments, and Social Funds

Informal economy has positive and negative impact on workers, governments, social funds, and on society as a whole. Positive effects of informal economy include: 1) creation of new jobs, 2) earning of additional income, 3) flexible employment practices characterized by ease of entry, and 4) market flexibility characterized by quick adaptation to market changes. Negative effects include: 1) reduction of government budgets due to tax evasions,2) social insecurity due to the lack of social security payments, such as pension and health insurance, 3) increase in corruption and criminal activities due to cash transaction and money laundry activities, and 4) various market distortions, such as price dumping, unfair competition, and unethical business practices, due to devaluation of laws, business rules and regulations.
Informal economy is a systematic phenomenon that is often accompanied by corruption and lack of transparent and effective regulatory mechanisms. Corruption promotes informal economy because it allows individuals, including employers, and public officials, to enrich themselves, at the expense of others, by escaping regulations such as payment of taxes and social contributions. Some employees are also engaged in corrupt and informal activities because they believe that they will benefit from such activities on the expense of the state or other individuals. Some employees chose to work informally also because they are unhappy with the quality of public services, such as unemployment and health benefits. Therefore, it is important to establish direct links between social contributions and benefits.  
It is difficult to evaluate the overall impact of informal economy because it includes both direct costs, such as lost revenue, and indirect costs, such as increase social risk. Nevertheless, here are some of the most obvious costs: 1) lost revenue in form of uncollected taxes and social contributions; 2) increased social risk due to inability of informally employed workers to social protection, such pension, disability, and health insurance; 3) unfair competition between employers from formal and informal sector; and 4) inability of informally employed workers to use certain instruments of legal protection.  
Impact on Workers:

Informal workers are not registered and they have neither formal employment contracts nor social insurance coverage, such as pension, health, and unemployment insurance. They usually work long hours in difficult working conditions, without access to instruments of legal protection provided by labour laws and collective agreements. Majority of informally employed workers are unable to find jobs in formal sector either because of their age or because of poor demand for their qualifications. Not only are the workers from the informal sector exposed at risk but also a number of formally employed workers whose contributions have not been paid regularly or have not been paid at all.
Although informal employment may help workers and their families to overcome financial difficulties in the short run, it usually creates more problems for them in the long run. The most obvious impact of informal economy on workers can be seen through inability of informally employed workers, as well as formally employed workers with unpaid social contributions, to retire once they reach the retirement age. Moreover, they are not eligible to use inability insurance if they get injured. This directly endangers their future, increases social risk, and creates additional burden not only on them but on their families too. 

Health insurance, on the other hand, is of a less concern for informally employed workers in BiH, because a large portion of them gets health insurance either through Employment Bureaus or through their family members. While, this practice allows informally employed workers to use public health benefits for free it may also stimulate them to continue working in the informal economy because they get health insurance. Also, the quality of public heath services may suffer because of increased number of those who use public health services without actually paying for it. The end result is often reduced quality of public health services and longer waiting lines. 

Another negative effect on informal employment on workers is lack of access to instruments of legal protection defined by labour laws and collective agreements. Informally employed workers often do not use any instruments of legal protection either because of their work status or because they are afraid of loosing their jobs. Most of them work long hours in very difficult work conditions, often exposed to various abuses and humiliation by their employers.

Impact on government budgets:

Informal economy also has negative consequences on government budgets because it has direct impact on government budgets. An increase in informal economy reduces government revenue due to tax evasions. Reduced revenue usually lowers the quality of public services. Any decrease in quality of public services may further stimulate growth of informal economy. Faced with revenue shortcuts, governments often try to ‘solve’ the problem by further increasing tax levels. This policy puts more pressure on employers and employees from formal sector and further increases cost of doing business. It also provides additions incentives for informal economy to grow. 

Another policy option is to reduce taxes, but most governments, especially in developing countries, do not like this option because they are afraid it may lower their revenue. While it may be true in the short run, it usually leads to an increase in revenue levels in the long run. If appropriate tax-cuts are applied together with a simultaneous increase in enforcement mechanisms, it stimulates formal economy and de-stimulates informal economy. 

The best policy option is to increase quality of public administration by reducing bureaucracy and corruption. Taxpayers want to know how and where their money is spent, and they require quality of public services and efficiency of public administration. Otherwise, they will try to avoid paying taxes by moving in informal economy. If we analyse tax levels as a price for doing business legally, than the quality of public services should justify its price. If the price is higher than the quality (e.g. tax levels are higher than quality of pubic services) than we should expect increase in informal economy. Taxpayers have right to demand high quality and governments have obligation to ensure high quality of public services.  

Impact on Social Security Funds

Informal economy also has negative impact on pension, health, and unemployment funds because of lost revenue in form of unpaid social contributions. Lost revenue creates a burden on pension and health systems. Statistical data on PIO revenue
 show that total revenue from PIO contributions in BiH in year 2005 was close to 1.19 billion KM (851.5 million KM in FBiH and 337.6 million KM in RS). If we take into account the fact that there were 632,618 formally registered workers in these two entities in this period (388,418 in FBiH and 244,200 in RS), we can calculate that an average worker paid 1,880 KM of PIO contributions per year (156.6 KM per month). If we assume that 33% of all workers (or about 311,588 of them) have informal employment, we can calculate that pension funds in BiH in year 2005 lost about 585 million KM. This is a huge amount of lost revenue for pension funds.  
Table:  PIO revenue and expenses in FBiH and RS for 2002-2005

	 
	FBiH
	RS

	Description
	2005
	2004
	2003
	2002
	2005
	2004
	2003
	2002

	 
	(KM)
	(KM)
	(KM)
	(KM)
	(KM)
	(KM)
	(KM)
	(KM)

	REVENUE:
	
	
	
	 
	
	
	
	 

	1. From PIO contributions
	851.561.055
	801.260.090
	730.844.691
	691.873.780
	337.636.679
	300.262.452
	243.658.890
	296.822.751

	2. Untaxed revenue
	n/a
	1.910.053
	n/a
	n/a
	n/a
	n/a
	n/a
	n/a

	3- Support (grants)
	n/a
	40.691.245
	n/a
	n/a
	n/a
	n/a
	n/a
	n/a

	 Total revenue:
	853.918.865
	843.861.388
	732.576.579
	694.470.606
	459.853.840
	413.721.312
	326.782.900
	333.595.543

	 
	 
	
	
	 
	 
	
	
	 

	EXPENSES:
	
	
	
	
	
	
	
	

	1. Pension expenses*
	n/a
	n/a
	n/a
	n/a
	441.514.355
	381.829.946
	309.709.325
	275.512.827

	2. Other expenses
	n/a
	n/a
	n/a
	n/a
	29.465.223
	27.399.165
	25.434.354
	25.529.982

	Total expenses:
	n/a
	774.727.401
	n/a
	n/a
	470.979.578
	409.229.111
	335.143.679
	301.042.809

	Surplus/Deficit
	n/a
	69.133.987
	n/a
	n/a
	-11.125.738
	4.492.201
	8.360.779
	32.552.734


Source: FBiH and RS PIO Institutes, Department for Budget Auditing in FBiH, Report on auditing of financial reports on December 31, 2004, Sarajevo, July 2005

* (pension expenses in RS include expenses for pensions’ funerals)

n/a (information not available)

Also, if we take into consideration the decision of the High Representative (from year 2000) that the total pensions may not be higher than the collected contributions and that they have to be paid regularly, it is clear that the amount of pensions paid is directly connected to collected contributions. Therefore, it is in the interest of pension funds to increase their revenue from contributions in order to be able to pay an adequate amount of pensions. These issues are of common concern for all stakeholders.   

Conclusion

It is difficult to define, measure, and observe informal economy because it includes various economic and social aspects, including exchange, regulation, and enforcement. Informal economic activities are often temporal and characterised by frequent changes in regulations and degrees of enforcement. Although statistics on informal economy are unreliable by their nature, they show that informal economy is present in all countries around the world, but to a different degree. 

Average size of informal employment in Bosnia and Herzegovina, according to the Labour Force Survey, curried out in April 2006, was 29.8%. The Survey also shows that young people, males, and those living in FBiH and rural areas are more likely to be employed in informal economy. Average size of informal employment in BiH, according to the UN BiH Common County Assessment, in year 2001, was 33.28% (32.64% in FBiH and 34.4% in RS). The share of informal sector employment in total BiH employment, according to the WB
, increased from 37% in 2001 to 42% in 2004. The same report shows that the net employment in the informal sector in BiH increased by about 111,000 (70,000 in FBiH and 40,000 in RS). 

The findings of this research show that an increasing tax burdens, including social security contributions, combined with excessive government regulations, is such areas as business environment and labour regulations, are the key factors influencing the size of informal economy in most countries, including our country. Moreover, inefficiency of public administration characterised by bureaucracy and red tape, along with corruption, nepotism, and ineffective social and job creation policy further stimulate the growth of informal economy.

Informal-sector employment may help workers overcome financial difficulties in the short run, but it usually hurt them in the long run due to the lack of labour and social protection. Informal economy acts as a barrier for faster economic development, increases social risk, and endangers social security of workers and their families. The most obvious costs of informal economy include: lost revenue in form of uncollected taxes and social contributions, increased social risk due to inability of informally employed workers to retire or get adequate medical treatment; unfair competition between employers from formal and informal sector, and inability of informally employed workers to use instruments of legal protection defined by labour laws and collective agreements.

The most obvious impact of informal economy on workers is seen through inability of informally employed workers, as well as formally employed workers with unpaid social contributions, to retire once they reach the retirement age. It directly endangers their future, increases social risk, and puts additional burden on them, their families, and the society as a whole. Majority of informally employed workers are unable to find jobs in the formal sector either because of their age or because of the low demand for their qualifications. Informal economy also has an impact on pension and heath funds through lost revenue in the form of unpaid social contributions. 

Here are some recommendations on how to reduce informal economy in BiH:

1. Tax cuts in combination with improved tax collection mechanisms– Governments at all levels should aim at lowering taxes to the average EU levels, especially corporate income tax in FBiH (which is currently 30%) and social contribution taxes in both entities. Salary tax rate in FBiH needs to linked to the amount of salary (similar as in RS). They should also try to improve tax collections mechanisms by stepping up tax and labour inspections and enforcing payment of taxes more rigorously. Tax cuts in combination with improved tax collection mechanisms and more rigorous labour inspections will stimulate economic growth and discourage informal economy. 

2. Reduce regulation complexities by simplifying corporate and labour legislations - Regulation complexities, especially in area of corporate and labour legislation, need to be simplified as much as possible in order to reduce administrative costs and stimulate formal sector employment. Simplification can be implemented either by amending existing laws and regulations, introducing new rules and regulations that better fit labour markets, or by unifying or harmonizing existing legislation between the entities and cantons. Reduction of regulation complexities will lower administrative costs, increase efficiency, and ultimately reduce informal economy.

3. Increase efficiency of public administration by reducing bureaucracy, corruption, and nepotism – Bureaucracy, corruption, and nepotism prevent faster economic development of the country and increases informal economy. They also have negative impact on public administration because they reduce quality of public administration. Taxpayers, including workers, pay public servants to provide public services to them. So, they have the rights to demand better quality of public services. Good quality of public services encourages formal economy, while poor quality encourage informal economy.  

4. Establish direct links between social contributions and benefits, and encourage worker’s participation in management of social funds– Currently, workers do not actively participate, either directly or through their unions, in decision-making processes related to the management of pension, health, and unemployment funds, which often results in poor management of the funds. For example, all formally employed workers are required to pay health insurance, but health benefits may also be available for informally employed workers if they are registered as unemployed. Similarly, in FBiH there are no direct links between the amount of unemployment insurance paid and used. All formally employed workers have to pay unemployment insurance at the rate of 2.5% of their gross salary. When they become unemployed they are entitled to receive a fixed amount of unemployment benefits (e.g. 250 KM) for a fixed period (e.g. 3 months), regardless how much and how long they have contributed (e.g. 8 months to 5 years). This policy directly discourages formal and encourages informal employment. 
5. Development of social dialogue – social dialogue needs to further developed. Also, informal sector workers and employers should be encouraged to get organized and participate in collective bargaining whenever possible. Informal sector workers need to first organize themselves because only organized workers can change their status from informal to formal, and demand higher salaries and better working conditions through collective bargaining. They should be encouraged to seek advice and help from the formal sector workers and unions. 
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