
44 IZVESTIA – Journal of University of Economics – Varna 
 

 

 

 

Econ Lit – E690 

 

THE INFORMAL SECTOR’S IMPACT ON THE BUDGET REVENUES 

 

Assistant Prof. Vanya Encheva 

 

Introduction 

Within the system of effective wealth distribution an efficient, sustainability-

oriented economic structure should be based on private property, giving wealth disposal 

rights to private entrepreneurs and households. Private property creates the necessary 

incentive to acquire income through labour and is the basis for innovative entrepreneur-

ship. Only an economy based on private property could ensure sustainable employment. 

This is the way to demonstrate personal liability and personal initiative, which are 

indispensable prerequisites for the efficient use of capital, education, innovation, growth 

and prosperity. Private property is a characteristic of the public policy of competition 

whereby many small- and medium-sized entrepreneurs are liable for their activities 

through their personal property. Ownership implies social obligations, while its use 

must serve the common good. This ensures moderate and sustainable entrepreneurial 

action and prevents one-sided pursuit of short-term profits. 

Sustainability itself can be ensured through the appropriate fiscal and financial 

policy of the state. The lack of such a policy in turn is a prerequisite for the existence 

of an informal sector, a phenomenon that has been observed in Bulgaria for over 20 

years and which is a major factor for the country’s insufficient competitiveness. 

Therefore the purpose of this paper is to analyze the informal economy and its 

impact on the revenue side of the budget. To achieve this objective we have set our-

selves the following tasks: 

- defining the informal sector; 

- tracing the dependency between the size of the informal sector and the budget 

revenues; 

- analyzing the possibilities and measures for eliminating the informal sector 

problem. 

The following methods have been used towards the achievement of the above 

tasks: graphic method, table method, comparison method and regression analysis. 

1. The informal sector in Bulgaria as tax evasion 

There are different ways to define the informal sector. One of the most popular 

definition is the following: “market production of goods and services, whether legal 
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or illegal, which is included in the official statistics for calculating the GNP“ (Minis-

try of Finance, 2011, page 2). It can also be described as „the part of  lawful business 

activities that remain unaccounted for by authorities“. (Schneider, 2009, page 2).  

The terms “informal economy” and “grey sector” were first used in academic 

literature and political circles in the 1970s. Hart (1973) classified the informal activi-

ties into “legitimate” and “illegitimate” activities. Legitimate activities are those that 

contribute to economic growth, though on a smaller scale (e.g. domestic manufactur-

ing, personal services, etc.), while illegitimate or informal activities are those which, 

though not necessarily criminal in their nature, have a dubious value for the national 

development (e.g. begging, pickpocketing, etc.). 

According to Kumanova and Manolov (1996) „grey economy” or „shadow 

economy” are only two definitions applied to a real social and economic phenome-

non, whose dimensions can be observed under different forms and in a different de-

gree in every country’s economy. 

There is a shared opinion (Mantarova, 1999), (Doynov, 2002) that the informal 

sector in Bulgaria started to gain speed at the beginning of the transition period and 

the collapse of the planned economy. The above-mentioned authors also claim that 

the said phenomenon is not a product of the transition period; its roots should rather 

be traced in the socialist period, in the so-called “second economy” that used to satis-

fy the need for goods and services that the official economy was not in a position to 

supply to a sufficient degree. 

Four basic factors can be identified (Schneider, 2009, page 4), that influence the size 

and scope of the informal sector and push people into informal employment in any country:  

- savings: by working outside the formal economy, participants avoid taxes and 

social contributions into the budget, thus bypassing the tax and labor regula-

tions. There is a strong cause - effect relationship between the tax rate of the 

country and the size of its shadow economy. This relationship is particularly 

strong during times of crises;  

- the lack of a "guilty conscience": the informal economy is often considered 

normal by the society. This attitude is prevalent in countries where the quality 

of public institutions and national wealth is low or trust in the state is shaken; 

- lower risk of disclosure: participation in the informal sector is illegal, but the 

lower the chance of disclosure and the smaller the penalties, the more people 

believe that the risk is worth it. Therefore, it takes a firm legal stand and 

better law enforcement to reduce the share of the informal sector; 

- easy participation: cash payments facilitate entry into the shadow economy, 

because they can not be traced. Such payments are the main driving force of 

the informal sector.  
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If we try to produce a generalized definition of the term "informal sector", we 

can describe it as a set of legitimate business activities, wholly or partly not reported 

by the national statistics, whereby the people employed in those activities knowingly 

conceal a part of or the entire amount of their income therefrom. Since the sector is 

not fully covered by national statistics, it actually "works in the shadows." Therefore, 

there is no way to fully and explicitly measure the quantity or value of its operations. 

Only assumptions and estimates can be made (subject to various restrictions) on its 

size based on the traces left in the formal economy. 

A series of studies within the project "Reducing and preventing the informal sec-

tor" have outlined several trends concerning the scope of the informal sector in Bul-

garia in the period 2010 – 2013. In 2010, the scope of the informal sector in the na-

tional economy was 42.2 %, while in October 2012 its share decreased by 5.4% to 

36.8%. A survey conducted from September to October 2013 demonstrated that ac-

cording to employers the scope of the informal economy was 33.6 %. This means that 

compared to 2012 the informal sector shrank by 3.2%, while compared to 2010, the 

decrease was 8.6%. 2014 data show that the level of informal practices continued to 

decline, with the average estimate of the share of the informal economy in 2014 being 

32.3% (Industrial Capital Association, 2014, pp. 29-31). It can be assumed that the 

measures undertaken by the Government have led to some progress in the fight 

against the informal sector, which, however, is still operating. 

The main factors that stimulate the informal sector include mass unemployment, 

the economic crisis, poverty, taxes that increase labor costs and the strong competi-

tion, which affects company performance. 

The sectors that have traditionally had the largest share in the grey spectrum of the 

economy are infrastructure construction, health, tourism and milk processing. However, 

if we have to mention different business sectors in the country, these must include trade 

and various service sectors; informal practices are most common in the case of services 

whose end consumer is an individual, since in this case it is possible not to give the 

customer a receipt or another type of document. The main reasons for this phenomenon 

are the low standard of living of the population and the lost trust between the state and 

its citizens. It is exactly the shattered trust that has led to skepticism and susceptibility 

to grey practices. This phenomenon is manifest even among employers in business, the 

consequence being low tax collection and susceptibility to corruption. 

2. Study of the dependence between the informal sector and budget revenues 

This paper attempts to present the informal sector through the indirect method “elec-

tricity consumption”, introduced in the 1960s (Kaufmann and Kaliberda, 1996). When 

using this approach it is assumed that the electricity consumption is actually the best 
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single indicator of the general economic activity (including both the official and informal 

sector). Following that logic, the rate of change of the electricity consumption is a good 

enough indicator for the rate of change in the general economic activities. Therefore, the 

difference between the rates of electricity consumption change and of the change in the 

national economy is indicative of the informal sector dynamics. This method calculates 

the GDP growth, the electricity consumption increase and the country’s GDP elasticity. 

To this end the GDP and the final energy consumption (FEC) for the last 14 years are 

compared. It is assumed that the electricity consumption is an indicator of the growth of 

the registered and non-registered GDP. This method is conditional, since it does not 

account for potential changes in consumption determined by technological advances. 

Table 1  

Dynamics of the GDP and FEC in Bulgaria for the period 2001 – 2013 

Year 

GDP
1
 

(mln 

BGN) 

GDP change rate  

(%)
2
 

Final energy con-

sumption (thousand 

tons of oil 

equivalent) 

Rate of Final energy con-

sumption change (%)
3
 

2001 50 268 - 8 574 - 

2002 52 521 4,48 8 601 0,31 

2003 55 334 5,36 9 247 7,51 

2004 58 964 6,56 9 150 -1,05 

2005 62 475 5,95 9 512 3,96 

2006 66 518 6,47 9 880 3,87 

2007 71 112 6,91 9 748 -1,34 

2008 75 205 5,76 9 552 -2,01 

2009 71 436 -5,01 8 493 -11,09 

2010 71 904 0,66 8 720 2,67 

2011 73 690 2,48 9 050 3,78 

2012 74 475 1,07 9 044 -0,07 

2013 75 745 1,71 8 598 -4,93 

Source: www.nsi.bg 

The situation that results from the data in the table is demonstrated in Figure 1. 

The graph shows that in the period 2002 – 2004 the GDP increased by almost equal 

annual rates. However, the FEC jumped from 0,31% in 2002 to 7,51%  in 2003. In 

2004 there was a decrease in FEC (to -1,05%), the GDP grew by 6,56% compared to 

                                         
1
  GDP as per comparable 2010 prices. 

2
  Calculations done by the author. 

3
  Calculations done by the author. 
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the previous year. If we assume that the GDP accounts for the created products, a 

logical question would be how the production that is growing at a steady annual rate 

would “absorb” so much energy? The answer could be the unreported economic 

activity that resulted in the increased energy consumption. 

 

 

Source: The author. 

Fig. 1. Rate of change of the GDP and the FEC 

in Bulgaria for the period 2002 – 2013 

In 2005 the GDP dropped by 5,95% compared to the previous year, while the FEC 

increased by 3,96%. Thereafter, however, the growth of electricity consumption slowed 

down (to 3,87%), while the GDP increased by 6,47% compared to 2005. The lack of 

correlation between the delayed energy consumption and the GDP shows that there is a 

user unreported through the GDP which slows down their consumption. This can be seen 

even more clearly in 2007, when the reduced consumption of electricity did not affect the 

growth of GDP. During that period, the growth in energy consumption from declining 

turned even to negative (-1.34%). This is again evidence of smaller use of energy re-

sources and other things being equal, it should have resulted in a drop of output, and 

hence of GDP. However, gross domestic product even marked record growth of nearly 

7% in 2007. The situation can be explained as follows: the legal economy impacting the 

GDP expanded. The energy that it consumed, respectively, was also on the increase. The 

FEC reduction was due to the shrinkage of the informal business that abandoned energy 

facilities. This assumption is confirmed by the informal sector reduction in 2007 - 2008 

(See Table 2), which will be discussed later. The 2009 crisis triggered simultaneously a 

shrinking in the informal sector, a decline in the formal economy, a record reduction in 

end-use energy consumption (-11.09%) and in GDP (-5,01%). In 2010 the economy 

gradually recovered, electricity consumption started to increase, and in 2011 the annual 

growth rate had almost returned to the 2006 levels. The annual growth rate of GDP, 

however, remained far lower than in 2006, which again gives indications of unreported 
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economic activity. In 2012, there was a simultaneous decline in FEC and in GDP, while 

in 2013 the opposite trends in their rates of change were recovered (FEC -4,95, GDP 

1,71% compared to the previous year). 

It is an established observation that the tax revenue income management policies 

strongly impact the informal sector practices and vice versa: the changes in the latter 

sector are reflected in the amount of tax revenue. In order to prove and model this 

relationship, data concerning the size of the informal sector has been used for the 

purposes of this analysis
4
  (Schneider, 2015), as well as the dynamics of some reve-

nue items from the revenue part of the statements on the state budget implementation. 

Table 2 below shows data on the GDP size, the total revenue, the tax revenue (TR) 

and the informal sector size (IS) in the last 11 years. 

Table 2 

Dynamics of the informal sector and the interrelated revenue items 

for the period 2003 – 2013 

Year 

GDP
5
 

(mln 

BGN) 

Tax 

reve-

nue 

(mln 

BGN) 

TR 

as % 

of 

GDP 

TR as 

coeffi-

cient 

of 

GDP 

Chain 

index-

es of 

TR 

Total 

revenue 

(mln 

BGN) 

Total 

revenue  

as % of 

GDP 

Total 

revenue  

as 

coeffi-

cient of 

GDP 

Chain 

indexes 

of total 

revenue 

IS as 

% of 

GDP 

IS as 

coeffi-

cient 

of 

GDP 

2003 50 268 11 114 22 0,2211   14 070 28 0,2799   35,9   

2004 52 521 12 779 24 0,2433 1,100 15 855 30 0,3019 1,079 35,3 0,983 

2005 55 334 14 484 26 0,2618 1,076 18 012 33 0,3255 1,078 34,4 0,975 

2006 58 964 16 326 28 0,2769 1,058 20 034 34 0,3398 1,044 34 0,988 

2007 62 475 19 324 31 0,3093 1,117 24 063 39 0,3852 1,134 32,7 0,962 

2008 66 518 22 167 33 0,3332 1,077 27 313 41 0,4106 1,066 32,1 0,982 

2009 71 112 20 172 28 0,2837 0,851 25 041 35 0,3521 0,858 32,5 1,012 

2010 75 205 19 014 25 0,2528 0,891 23 933 32 0,3182 0,904 32,6 1,003 

2011 71 436 20 594 29 0,2883 1,140 25 378 36 0,3553 1,116 32,3 0,991 

2012 71 904 21 529 30 0,2994 1,039 27 469 38 0,3820 1,075 31,9 0,988 

2013 73 690 22 370 30 0,3036 1,014 28 977 39 0,3932 1,029 31,2 0,978 

Source: *The calculations have been done by the author on the basis of data from the 

NSI and the Reports on the statements on the implementation of the state budget of the Repub-

lic of Bulgaria in the period 2003 – 2013. 

                                         
4
  Data from the Schneider research has been used, where the size of the informal sector has been 

assessed on the basis of the MIMIC model. 
5
  GNP according to comparable 2010 prices. 
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The graphs on figure 2 are based on the data in the table. Although the infor-

mation covers a short period of time, it can be clearly seen from the graphs that there 

is a dependency which requires further research. 

 

 

Source: The author. 

Figure 2. Growth rates (coefficients) of the informal sector parallel 

to the tax revenues and the total budget revnues for the period 2004 – 2013 

A single factor regression analysis is applied using Excel, whereby the 

relationship between the dynamics of tax revenues and the size of the informal sector 

is examined first, and subsequently the dynamics between the informal sector and the 

general budget revenues is monitored. Some additional calculations have been made 

for the purposes of the analysis (see Table 2). Since the order is too short, the model 

does not claim complete accuracy and precision, given the nature of the gray 

economy phenomenon and the fact that the results concerning the size of the informal 
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sector are based on a different study
6
 (Schneider, 2015). Two hypotheses are 

considered: zero hypothesis, whereby the variation in the tax revenue is not caused by 

the dynamics of the informal sector and the regression model is not adequate; and 

alternative hypothesis, according to which the variation in tax revenues is caused by 

the dynamics of the informal sector and the model is adequate at a level of 

significance α = 0,05. Data from this model is shown in Figure 3.  

 

 

Source: The author. 

Fig. 3. Results from the single-factor regression analysis 

It follows from the obtained results that there is a considerable dependency be-

tween the researched parameters ( R Square = 0,596991786). The model is adequate ( 

Significance F = 0,008791543 < α = 0,05), that is the zero hypothesis is rejected and 

the alternative hypothesis is adopted, according to which the variation in the tax reve-

nues is caused by the dynamics of the informal sector and the studied parameter is 

significant ( Р – value = 0,00322464  < α = 0,05). There is a reverse dependency (X- 

Variable = - 5,136301636) between the informal sector and the tax revenues. This 

means that if the informal sector growth rate increases by 1 %, the tax revenue growth 

rate will decrease by 51%. Results show that 77 % (Multiple R = 0,772652435) of the 

change in tax revenue results from the dynamics of the informal sector, while the 

remaining 23 % are caused by other factors, which are not accounted for in this study. 

Figure 4 shows the results of the single-factor regression analysis of the growth 

rates of the informal sector and the total budget revenues. Here again two hypotheses 

are considered: zero hypothesis, whereby the variation in the total income is not 

                                         
6
 Data from the Schneider research has been used, whereby the size of the informal sector is evalu-

ated on the basis of the MIMIC model. 

 

 

 

 

Regression Statistics

Multiple R 0,772652435

R Square 0,596991786

Adjusted R Square 0,546615759

Standard Error 0,063856301

Observations 10

ANOVA

df SS MS F Significance F

Regression 1 0,048322785 0,048322785 11,85071201 0,008791543

Residual 8 0,032621017 0,004077627

Total 9 0,080943803

Coefficients Standard Error t Stat P-value Lower 95% Upper 95% Lower 95,0% Upper 95,0%

Intercept 6,101589809 1,471519497 4,146455295 0,00322464 2,708259764 9,494919853 2,708259764 9,494919853

X Variable 1 -5,136301636 1,492032551 -3,442486313 0,008791543 -8,576934869 -1,695668403 -8,576934869 -1,695668403



52 IZVESTIA – Journal of University of Economics – Varna 
 

 

 

 

caused by the dynamics of the informal sector and the regression model is not 

adequate, and alternative hypothesis, according to which the variation in tax revenues 

is caused by the dynamics of the informal sector and the model is adequate at a 

significance level of α = 0,05. This analysis is dictated by the relationship observed in 

Fig. 2.  

 

 

Source: The author. 

Fig. 4. Results of the single-factor regression analysis 

It can be concluded as a result of this research that there is a considerable de-

pendency between the researched parameters ( R Square = 0,698758813). The model 

is adequate ( Significance F = 0,002588477 < α = 0,05), that is the zero hypothesis is 

rejected and the alternative hypothesis is adopted, according to which the variation in 

the total revenue results from the dynamics of the informal sector and the researched 

parameter is significant (Р – value = 0,000846736  < α = 0,05). A reverse dependency 

has been observed ( X Variable = - 5,21980775 ) between the informal sector and the 

total revenue. This means that provided the informal sector growth rate increases by 1 

%, the total income growth rate will decrease by 52%. Results show that about 84 % 

(Multiple R = 0,835917946) of the variation of total income results from the informal 

sector dynamics, while the remaining 16 % result from other factors that are not 

accounted for in this study. 

A question that arises logically is whether we could expect the business to be le-

galized to a greater extent with the stabilization of the economy. This could as well 

happen, however, it does not mean that the informal sector would immediately disap-

pear with the end of the economic downturn (Democracy Research Center, 2011). 

The informal sector would rather continue to exist, although on a smaller scale. It 

would take purposeful actions aimed at the specific shadow practices and this would 

 

 

 

 

Regression Statistics

Multiple R 0,835917946

R Square 0,698758813

Adjusted R Square 0,661103664

Standard Error 0,051859521

Observations 10

ANOVA

df SS MS F Significance F

Regression 1 0,049906824 0,049906824 18,55679349 0,002588477

Residual 8 0,021515279 0,00268941

Total 9 0,071422104

Coefficients Standard Error t Stat P-value Lower 95% Upper 95% Lower 95,0% Upper 95,0%

Intercept 6,185823767 1,195062897 5,176149124 0,000846736 3,430003785 8,941643749 3,430003785 8,941643749

X Variable 1 -5,21980775 1,211722133 -4,307759683 0,002588477 -8,014043998 -2,425571501 -8,014043998 -2,425571501
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be the best approach (e.g. decreasing the number of procedures, the unnecessarily 

long deadlines for their implementation, the registration costs and the imposition of 

requirements that do not follow any market logic; alleviating the social security bur-

den, the non-transparent procedures for permits and licenses renewal, especially in the 

field of construction and public work, etc.). 

Another goal-oriented approach is raising the citizens’ awareness of the damages 

they suffer. This is exactly how the big change in society can be unleashed: when 

people start believing that the grey practices that they believed for many years were 

“the necessary evil you cannot do without” can actually be reduced and their reduc-

tion would benefit the whole society and every one of us (Association of the Industri-

al Capital in Bulgaria, page 15). 

The government’s degree of involvement is also very important. Schneider has 

expressed the strongest views in this respect, stating that if a government aims to 

decrease the size of the informal sector, it should first and foremost analyse the com-

plex relationship between the official economy and the shadow economy and, what is 

more important, evaluate the impact of its own policy on the existence of grey prac-

tices (Schneider, 2005). 

Conclusion 

The proper understanding of the dynamics of the informal sector is of great im-

portance for the improvement of the public and private sector management. Its nega-

tive effects are many-sided and therefore it is important that they are identified and 

restricted. The large scale of the grey economy in Bulgaria undermines the economic 

development of the country and requires serious political attention. 

The tax system’s potential for achieving economic growth remains not fully utilized. 

The changes in the said system should be considered very carefully and they should have 

public support. Raising  taxes motivates both the employee and the employer to operate in 

the shadow economy by avoiding taxes and social security payments.  

Tax fraud and tax evasion concern the society as a whole. There hardly exists a 

country that is not ‘suffering’ from the informal sector, which impacts the size of its 

tax revenue. There are a number of preventive practices in this respect that could 

influence positively the state budget revenues. On the one hand, it is necessary to seek 

greater responsibility from businesses, in combination with considerable sanctions for 

infringers. This is the way to make tax payers feel satisfied and not taken advantage 

of. On the other hand, businesses and individuals should be facilitated in their will-

ingness to pay their dues.  In order to achieve this, it is necessary to ensure coopera-

tion and coordination in the administration, to fight corruption and to build greater 

trust in the state.  



54 IZVESTIA – Journal of University of Economics – Varna 
 

 

 

 

Obviously, the informal economy is a complex socio-economic phenomenon 

permeating all economic sectors and areas. It can only be reduced through sensible, 

well thought out, coherent and sustainable, long-term actions engaging the good will 

and the conscious efforts of the whole Bulgarian society. 

What is needed is an atmosphere of partnership between the public and private 

sectors. By implementing and complying with clear rules and alleviating the burden-

some administrative procedures, our country will become a more attractive place for 

foreign investors. There will also be fewer incentives for tax evasion by individuals 

and companies. This is the only way to create an environment in which everyone is 

responsible and fulfills their obligations, which will improve tax collection and will 

increase revenues in the state budget. 
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THE INFORMAL SECTOR’S IMPACT ON THE BUDGET REVENUES 

Assist. Prof. Vanya Encheva 

Abstract 

The shadow economy reduces budget revenues, which - against the background of the 

crisis deficit - additionally harms the fiscal equilibrium. In addition - also against the back-

ground of the crisis - the shadow economy increases the costs of the honest business entities, 

forcing them to compensate for the actions of the dishonest ones. On that basis it is necessary 

to conduct regular analysis of its effect - both on the public sector, and on business. In view of 

the limited volume of the present article, the latter will focus on the analysis of the shadow 

economy phenomenon and the effect on the revenue portion of the budget. 

Keywords: shadow economy, state budget, budget revenue, GDP. 
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