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EXECUTIVE SUMMARY 

Undeclared work and incomes are a serious concern for the Government of Hungary, 
primarily because of the negative consequences for the country’s already difficult $seal 
situation. The Government i s  committed to a program o f  fiscal adjustment that reduces the 
country’s large deficit and debt burden. The fiscal position would certainly benefit from the 
potential tax revenues to be gained by “whitening” the undeclared economy, which i s  estimated 
to account for somewhere between 15%-25% o f  the total economy. However, it should be 
emphasized that Hungary already collects a substantial share o f  GDP in tax revenues and that the 
fiscal adjustment program will not be successful without better control over public expenditures. 

The Government has already introduced a number of reforms intended to reduce undeclared 
economic activity. Much of the effort to this point has focused on strengthening the “stick” 
through enforcement and sanctions. Measures have been introduced to increase the risks and 
costs that entrepreneurs and individuals face by operating in the “black” or “gray” economy. The 
administration o f  the tax system and the labor inspection function have been strengthened and 
penalties for non-compliance have been increased. Evidence suggests that steps taken in these 
areas have paid o f f  in terms o f  improved tax revenues and worker registration. Further 
improvements, especially in the capacity o f  the relevant administrative agencies and their 
methods, would result in additional gains against the informal economy. Policy-makers need to 
be aware, though, that at some point, intense enforcement can risk driving entrepreneurs and 
worker more deeply into the hidden economy or to cease operations altogether. Consequently, the 
costs and benefits o f  these efforts to “whiten” the economy need to be regularly evaluated by the 
Government. 

A successful strategy to combat the undeclared economy also requires more effective “carrots” 
that improve the incentives to operate in the formal sector. The most important measures will 
involve reforms to lighten the tax burden, especially on labor. Tax avoidance i s  the number one 
reason why Hungarians choose not to declare work or income. The overall tax burden i s  high and 
the tax system has a number o f  features that create significant disincentives to declare work and 
wage earnings. Reducing these disincentives will be critical for achieving the overall objective o f  
a smaller undeclared sector and greater tax revenues. This can be done even within the fiscal- 
neutrality constraints o f  the adjustment program by shifts in the structure of  taxation and removal 
o f  various “traps” and distortions that occur through the interplay of taxes and benefits. Over the 
longer run, as the fiscal situation stabilizes, the Government should consider significant 
reductions in the labor tax wedge, both to encourage the full declaration o f  wages and also to 
create a more favorable situation for job creation. 

Public information and education is the final element in a strategy to move Hungary to the 
“tipping point” in the struggle against the undeclared economy. How employers and individuals 
assess the costs and benefits o f  declaring economic activity or not i s  influenced by their attitudes 
about the informal economy and the value o f  participating in the formal economy. Public 
information and education can make a significant difference in altering these attitudes. The 
experience o f  countries that have been successful in reducing informality suggests that public 
education, combined with rising living standards and appropriate structural reforms, can bring a 
society to a “tipping point” where tolerance o f  undeclared activities becomes a deviant and 
socially unacceptable position. This i s  critical for completing the transition from a “bad” 
equilibrium o f  weak institutions, intrusive regulations, a narrow tax base, and a large informal 
economy to a “good” equilibrium characterized by strong institutions, light regulation, a broad 
tax base, and little undeclared economic activity. 

5 



Summary of recommendations 

Eliminate or reform EVA and EKHO (after labor tax wedge has 

Business and labor market 
regulatorv reform I I Further simplifications in procedures for business start-ups 
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1. INTRODUCTION 

The informal economy has become an increasing concern. Countries at all stages of 
development are concerned about undeclared economic activity, in part, because there i s  some 
evidence that it may be growing (Schneider and Klinglmair 2004; World Bank 2007a). But it also 
reflects an increasing awareness of the potentially negative economic and social effects of 
informality. There are various reasons why governments may be concerned about large informal 
sectors. These include potentially negative consequences for competitiveness and growth, 
incomplete coverage of formal social programs, undermining social cohesion and law and order, 
and fiscal losses due to undeclared economic activity. For most governments, these concerns 
outweigh any advantages that the informal sector offers as a source of job creation and as a safety 
net for the poor. 

While these are all relevant considerations for the Government of Hungary, the fiscal issue is 
the most immediate concern. This i s  due to the Government’s current financial difficulties which 
led to the adoption of a strong fiscal consolidation program covering the period to 2010 
(Government of Hungary 2006). Fighting the “black economy” and illegal work was highlighted 
in the Prime Minister’s September statement on the 2007-2008 Government program. Various 
ministries have implemented measures to this end. The Ministry of Finance (2007) has introduced 
tax reforms to discourage untaxed activity and i s  considering additional changes in tax policy and 
administration to further reduce undeclared economic activity. 

At the request of the Government, the primary objective of this study is to present concrete 
policy advice and recommendations to reduce the size of the largely untaxed informal 
economy. To this end, the study has surveyed the international experience regarding actions that 
have been tried and has then has applied this experience to the prevailing conditions in Hungary. 
The analysis o f  the situation in Hungary has involved studies in four specific areas - taxes and 
benefits, regulation, enforcement, and public education and information -- in order to identify 
potential reforms to encourage the declaration of economic activity. The study has also included 
background research necessary to guide these policy recommendations including analysis of the 
scope and composition of  the undeclared economy and motivations for operating informally. 
These background studies are listed at the end of this report. 

In the next section, the context i s  established for understanding the challenge of reducing 
undeclared work in Hungary. The heart of the report i s  Section 3 which presents our analysis of 
measures that should be considered by the authorities in their efforts to reduce undeclared work. 
In each of these areas, recommendations are presented. These recommendations are summarized 
in the executive summary. 
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2. INFORMAL ECONOMIC ACTIVITY IN HUNGARY 

The informal economy refers to activities and income that are partially or fully outside 
government regulation, taxation, and observation. Although there i s  an active debate on the 
precise definition and boundaries, and even the terminology,’ the informal sector essentially 
describes economic activity that i s  outside government statistics, taxation systems, formal social 
insurance plans, and the enforcement o f  business, product market, and labor market regulations. 
Three additional points are relevant. First, the informal sector i s  very heterogeneous, capturing a 
range o f  activities and employment forms. Second, it should not simply be equated with illegal 
activity, though the evasion of taxes and other aspects o f  non-compliance may be illegaL2 Third, 
the undeclared economy encompasses entrepreneurs and workers operating completely outside 
the formal system (“black” economy) and those operating partially outside, by reporting only part 
of their actual production or income (“gray” economy). 

2.1 SCALE AND COMPOSITION 

There is a lot of uncertainty regarding measurement but the undeclared economy is clearly 
signijicant in Hungary as it is in other transition countries. For obvious reasons, it i s  not a 
simple matter to precisely measure the size of informal economies. Several methods exist to make 
 estimation^.^ However, these can yield quite different results, as shown in Table 1. This table 
presents estimates o f  the undeclared economy as a share o f  GDP for EU members, using two 
different methodologies: indirect methods (European Commission 2004) and structural modeling 
(Schneider and Klinglmair 2004). The latter methodology consistently finds higher shares than 
the former, although the difference in the case o f  Hungary (25% vs. 18%) i s  less than in many 
other countries. The new member states have considerably larger informal economies than the 
older EU members, with the exception o f  Greece and Italy. In general, the figures in Table 1 
demonstrate the negative relationship between national income level and informality. Finally, 
these estimates, while admittedly not standardized, suggest that Hungary stood in the middle 
ranks o f  transition countries in terms o f  the relative size o f  the informal economy during the 
period covered by the data. 

Various terms have been used such as the “black”, “underground”, “cash”, “hidden”, and “shadow” 
economy. 
* The System of National Accounts (1 993) distinguishes between four types o f  “hidden” (unmeasured, 
untaxed and/or unregulated) activities: Informal activities, which are undertaken ‘to meet basic needs’ and 
are within the SNA production boundary (e.g. petty trade, household agricultural production, ambulant 
street vending, undeclared paid domestic employment, etc); Underground activities, which are deliberately 
concealed from public authorities (e.g. most cases o f  tax evasion and benefit fraud); Zllegal activities, 
which generate goods and services forbidden by the law or which are unlawfd when carried out by 
unauthorized producers (e.g. production of narcotics, smuggling, prostitution, and unlicensed medical 
practice); and Household activities, which produce goods and services for own-consumption and are 
outside the SNA production boundary (e.g. household cleaning, dwelling maintenance and repair, 
preparation and serving of meals, care for the sick or elderly, etc). 

GDP estimates typically follow one o f  the following approaches: (1) direct methods, such as survey data 
or the results from tax audits; (2) indirect methods or “indicator” approaches, such as discrepancy between 
aggregate income and expenditure, total labor force and formal employment, or monetary methods based 
on unexplained components of money demand, or electricity consumption; and (3)  using structural models. 
Informal employment i s  typically estimated using questions from household survey data on affiliation to 
social security, the mandated benefits workers receive, the size o f  the f i r m s  they work for (in terms o f  the 
number of employees), specific employment status, or using a combination o f  those variables. 
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Source: European Commission (2004), for indirect method estimates. Depending on the country, year i s  
between mid-1990s and early 2000s. The estimate for Hungary i s  for 1998 and i s  based on employer 
surveys and expert interviews. Schneider and Klinglmair (2004), for modeling estimates. Year i s  
1999/2000. No  data are available for Luxembourg. 

Roughly one-j&?h of all employed people in Hungary are engaged in unregistered work. One 
way to statistically identify and estimate informal work i s  to compare employment levels reported 
in the Labor Force Survey (LFS) and in the National Pension Insurance (ONYF) administrative 
database. Since, in principle, the LFS data should capture all employment while only registered 
employment i s  reported to the ONYF, the difference can be interpreted as a measure o f  
completely unregistered (“black”) empl~yment .~  Comparing LFS and ONYF data in a 
background paper for this study, Elek, Scharle, and Szabo (2008) calculate that, in 2004 (the 
latest year in which ONYF data were available), about 20-22% o f  total (LFS) employment was 
not registered, amounting to 840,000 workers.’ This share o f  total employment that was not 
registered did not change significantly between 2001 and 2004.6 

The presence of “black” employment varies considerably among dfferent types of workers and 
in dfferent parts of the economy. Elek, Scharle, and Szabo (2008) find that the rate o f  
undeclared work i s  higher among men than women. They also document high incidence rates for 

This methodology may generate an underestimate o f  “black” employment if unregistered workers are 
reluctant to reveal their status to LFS interviewers or if they do not interpret what they have done as 
“employment”. This latter possibility may be particularly likely to occur for individuals who define 
themselves primarily through a non-labor force status like student or pensioner. Indeed, i t  i s  possible that 
Hungary’s relatively low labor force participation and employment rates (62% and 57% in 2007, 
respectively) reflect significant numbers of people who are working informally but do not report this to the 
LFS interviewers. 

The estimates require adjustments to the ONYF data to make them as comparable as possible to 
employment as defined in the LFS. See Elek, Scharle, and Szabo (2008) and Kollo (2008) for further 
details. 

A recent survey across the EU by Eurobarometer (European Commission 2007a), which uses qualitative 
techniques, arrives at similar orders o f  magnitude for Hungary. Approximately 20% o f  the respondents in 
Hungary estimated that between 10 and 20% o f  the population works without declaring any or some 
income and another 22% estimated the undeclared share of the population was between 20 and 30%. 
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those reaching pre-retirement age; however, in terms of sheer numbers, most undeclared workers 
are in the prime-age group (25-54 years). As Figure 1 shows, the LFS-ONYF comparison finds 
that undeclared work i s  most prevalent in Central Hungary (24%), which accounts for 40% of 
total undeclared employment in the country. This regional pattern differs from earlier results that 
suggested that the unregistered economy was strongest in economically undeveloped regions. 
Elek, Scharle, and Szabo (2008) show that construction and certain personal service occupations 
have both high incidence rates and large numbers of unregistered workers. Kollo (2008), also 
comparing LFS and ONYF figures, finds that undeclared work accounts for about one-half of 
total employment in the agriculture, services, and construction sectors. 

Figure 2.1: Employment according to LFS and ONYF data and undeclared employment 
rate, by region, 2004 
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Jurce: Elek, Scharle, and Szabo (2008) 

An additional component of the undeclared economy is underreporting of wages and sales in 
the formal sector (“gray” economy), The LFS-ONYF comparison underestimates total 
undeclared work since it cannot detect “gray” employment (Le., registered work but earnings 
underreported). For example, a well-documented practice i s  the use of “envelope wages” where 
registered employees officially receive the minimum wage, supplemented by an untaxed cash 
payment. Kollo (2008), using Wage Survey data, and Elek, Scharle, and Szabo (2008), using 
ONYF and tax data, find that 10-12% of registered employees earn the minimum wage. This 
relatively large spike does suggest some underreporting but these estimates also suggest that the 
magnitude of the practice i s  not nearly as high as has been concluded in some other studies (e.g., 
Kreko and K i s s  2007). 

Both employers and workers believe that some underreporting exists in their industries. The 
EBRD-World Bank Business Environment and Enterprise Performance Survey (BEEPS), which 
samples firms that are operating formally, found that respondents estimated that, on average, 
firms in their industry underreported around 9% of their workforce, 14% of the wage bill, and 
12% of sales (Figure 2). Comparable results are found when employees are asked about 
underreporting of wages in their industry: on average, respondents in a household survey 
conducted by TARKI for the World Bank estimated that the typical company in their industry 
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declares 85% of  i t s  wages for the purposes of taxes and social insurance contributions.' The 
BEEPS data suggest that large firms very rarely underreport for tax purposes, with non- 
compliance essentially limited to small and medium-size f i r m s  (less than 250 employees). These 
qualitative estimates of the extent of underreporting are almost certainly biased downwards 
because of the reliance of firms in the formal sector to subcontract work, much of which i s  likely 
to be done on an undeclared basis. 

Figure 2.2: Estimates of reporting rates for sales, wage bills, and workforce, New EU 
member countries, 2005 
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2.2 MOTIVATIONS FOR OPERATING INFORMALLY 

Undeclared economic activity is due to a range of factors that exclude entrepreneurs or 
workers from the formal economy or lead them to voluntarily &t that economy. Traditionally, 
informality has been seen as a consequence of involuntary exclusion - i.e., f i r m s  or workers could 
not access the formal sector (and the benefits that go with it) because of  regulatory barriers or 
excessive costs that rationed formal jobs and economic opportunities. Increasingly, the 
conception of informality has broadened to incorporate the concept of voluntary exit - Le., 
optimizing decisions made by some firms and workers to minimize or eliminate their engagement 
with formal institutions of the state, depending on their evaluation of the relative costs and 
benefits of operating in the two sectors.' 

For policy-makers trying to reduce the informal economy, this suggests that efforts should 
focus not only on removing barriers but also on improving the incentives to opt for 

This average masks the observation that respondents believe that the majority (about two-thirds) of 
companies do not underreport. Relatively few (less than 20%) believe that the typical company reports less 
than one-half o f  their wage bill. 

See, for example, the World Bank (2007a) study of informality in Latin America. This report develops 
and elaborates a framework based on exclusion and exit. 
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formalization. This requires an understanding of the motivations for operating in formally. 
Where undeclared economic activity i s  the result of exclusion due to constrained opportunities in 
the formal sector, policy reforms need to be directed towards minimizing or removing any 
regulatory barriers. The classic example i s  a minimum wage set too high that constrains 
employment in the formal sector. However, when informality i s  seen through the lens o f  
voluntary exit, policy-makers needs to focus more on reforms that are likely to shift the cost- 
benefit assessment of entrepreneurs and workers in favor of operating formally. This includes 
measures that both increase the relative cost of undeclared activity (“sticks”) and increase the 
relative benefits of declared activity (“carrots”). Identifying effective carrots and sticks requires 
an understanding of why entrepreneurs and workers choose not to (fully) declare activities and 
income. 

Taxes, including social contributions, stand out as the top factor in discouraging the 
declaration of jobs and income in Hungary. Widespread informality i s  a warning signal that 
something i s  wrong with the framework conditions for formal work (Leibfritz 2008). Research 
conducted in many countries shows that there are various aspects of this framework that can 
matter including taxes, regulations, efficiency of public services, and the integrity of public 
institutions (e.g., Schneider and Klinglmair 2004, Bovi 2002). In Hungary, while many factors 
come into play, the evidence points to taxation as the number one disincentive to declare 
economic activity 

Taxes are the most important problem both for employers and individuals. The 2005 BEEPS 
survey of enterprises indicates that employers are much more likely to identify tax rates as a 
problem for their operations than any other business factor. Taxes were cited by 81% of 
respondents, well ahead of cost of financing which was the second most often identified factor 
(58%). Moreover, while taxes are an issue for firms in many of the EU-10 countries, they were 
seen as considerably more problematic in Hungary than anywhere else - except the Czech 
Republic which has had a major tax reform since the survey (Figure 3). Household surveys 
indicate that high taxes are also problematic for individuals. According to a recent Eurobarometer 
survey, which collected data on attitudes to informality across the EU, 35% of Hungarians cited 
excessive taxes and social contributions as the major reason for undeclared work (European 
Commission 2007a). This was more than double the average in the EU overall. No other reason 
was cited by more than 13% of the Hungarian sample. In addition to the qualitative evidence 
summarized in this paragraph, more objective evidence of Hungary’s tax burden will be presented 
in section 3.1. 

Not declaring work or income is also more socially acceptable in Hungary than in most EU 
countries. Relative to EU averages, Hungarians have a more favorable assessment of the social 
acceptability of various types o f  undeclared activities such as not declaring private household 
services, other types of work, or income (European Commission 2007a). In part, this seems to 
reflect a sense that public institutions are somewhat unfair and ineffective. For example, 
according to one recent survey, four out o f  five people reported a belief that significant tax 
evaders will never be caught (TARKI 2008). Moreover, there are concerns about the general 
effectiveness of enforcement mechanisms. Over half of the respondents to the Eurobarometer 
survey believe that chances are “small” that tax or social contribution evaders will be detected 
(European Commission 2007a). Finally, many people question how well the government uses tax 
 revenue^.^ 

To cite one example, 59% o f  respondents in a recent TARKI survey agreed with the statement that “[tlax 9 

income i s  not well used by the state” (TARKI 2008). 
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Figure 2.3: Share o f  employers identifying tax rates as a problem for operations 
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2.3 INFORMALITY AND THE FISCAL CHALLENGE 

A sizeable informal sector is primarily a concern in Hungary now because of its fiscal impacts. 
Undeclared economic activity has important consequences for productivity and innovation, social 
protection, and social inclusion. It also has fiscal implications, most obviously stemming from 
losses in potential government revenue. Moreover, to the extent that informality narrows the tax 
base, this limits possibilities for lower statutory rates that, in turn, would create incentives for the 
formalization of economic activity. At the same time, the informal sector benefits from at least 
some government services so, while it does not directly contribute on the revenue side, it s t i l l  
increases government expenditures. 

These fiscal effects of undeclared economic activity are especially concerning because of 
Hungary's deficit. The Government has run a deficit since the mid-l990s, largely due to 
spending that i s  not sustainable over the long term. Consolidated government spending 
represented one-half of GDP in 2007. Social benefits (18.2% of GDP in 2007) constitute the 
largest expenditure item, accounting for over 35% of total spending in that year (Table 2). 
Primarily as a result of these high spending levels, Hungary has the largest fiscal deficit among 
EU countries, although the deficit has been reduced by 3 percentage points since the 2006 level 
shown in Figure 4. The debt burden exceeds 60% of GDP. Against this background, and also in 
view of the budgetary impact of an aging population, the sustainability of Hungarian public 
finances i s  at high risk (European Commission 2007b)." The additional adjustment of more than 
10% of GDP i s  projected to ensure the sustainability of public finances in the long term. 

lo For a discussion o f  the fiscal pressures due to population aging in transition countries, see World Bank 
(2007b). 
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Source: Ministry o f  Finance 
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The fiscal imbalances have had significant economic consequences. The fiscal situation has 
contributed to high real interest rates, current account deficits, and exchange-rate volatility. These 
are particular concerns in light o f  the current global financial instability, as well as the longer- 
term objective o f  entering the Euro zone. The fiscal imbalances have almost certainly played a 
key role in the recent weakening o f  economic performance. Growth slowed to below 2% in 2007 
and i s  expected to lag behind neighboring countries in upcoming years. The main reason behind 
the decelerating economic growth has been waning domestic demand, as a result o f  impacts o f  the 
fiscal adjustments made in 2006. The direct effects o f  government measures were reflected in the 
fall in government consumption, social transfers, and government investment. Moreover, 
household consumption and investment demand have declined also as a part o f  the indirect 
impacts of fiscal adjustments, mainly the increase in companies' tax and contribution burdens. 

The Government is making a determined effort to reverse the poor fiscal outcomes and low 
credibility of policy. The fiscal consolidation program has included immediate measures to raise 
revenues, including tax increases, many of which are intended to be temporary. The program also 
involves wide-ranging structural reforms to public spending including subsidies for 
pharmaceutical products, public services (natural gas, utilities) as wells as the financing of local 
governments and the reduction o f  public employment and the spending freezes in public-sector 
pay. Moreover, several mechanisms helping budgetary discipline have been strengthened, 
including tightening rules on state guarantees and spending on infrastructure. In addition, 
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important reforms with longer-term payoffs are either being implemented or are in the pipeline, 
notably in health, education and pensions. 

Reducing undeclared economic activity is an important element in achieving the goals of the 
overall fiscal strategy. While tax rate increases have been part o f  the f i rst  stage o f  the fiscal 
adjustment program, this measure has only limited revenue-raising potential because o f  the 
disincentives it creates for declared economic activity. Moreover, the Government needs to be 
aware o f  the competitiveness o f  Hungary's tax regime relative to that o f  i t s  neighbors, some o f  
whom have introduced pro-growth reforms in recent years. In this context, then, reducing 
undeclared economic activity i s  seen as an important element in the fiscal adjustment effort since 
it can create additional tax revenue without these potentially negative consequences. The Ministry 
o f  Finance (2007) estimates that foregone tax and social contribution revenues because o f  the 
black economy exceed HUF 1,000 bi l l ion (about 4% o f  GDP)." According to  Ministry figures, 
total revenues from taxes and contributions would be increased by more than 10% if these 
potential receipts were collected. However, as Leibfritz (2008) notes, caution i s  needed when 
interpreting the estimates o f  fiscal costs o f  tax evasion.'* 

'I This includes a number o f  aspects o f  the "black" economy: unregistered or partially registered 
employment, smuggling and excise duty fraud, and various types o f  tax avoidance. '* Leibfritz (2008) identifies three reasons. First, estimates may ignore the fact that some undeclared 
activities would not be carried out if they were fully taxed. Second, informal firms do bear some tax burden 
since they buy goods and services that may have been taxed at earlier stages. Third, the government may 
have adjusted tax rates by setting higher rates on income and consumption so that desired revenues are 
collected despite evasion. 
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3. POLICY MEASURES TO REDUCE UNDECLARED 
ECONOMIC ACTIVITY 

Category 
Tadbenefit policy 

Countries in the EU, elsewhere in the OECD, and in Latin America have considerable 
experience in attempting to reduce undeclared work. In a background paper undertaken for this 
study, Kuddo (2008a) has reviewed the international experience with efforts to reduce 
informality. The review describes actions taken, primarily in OECD countries but also in middle- 
income countries, spanning a broad range o f  policy areas covering tax policy, including benefits; 
business and labor market regulatory reform; institutional reform, including improved 
enforcement; and public information and education. Table 3 provides an illustrative list o f  some 
o f  the types o f  measures that have been ~ndertaken.’~ 

Some examples of measures 
Reducehestructure tax rates (VAT, 
income tax, corporate tax, etc.) and 
social insurance contributions 
Presumptive taxes 

Some recent country examples 
Many countries 

Italy, several Latin American 
countries 

Remove “traps” from social benefits 
Tax concessions in high-informality 

Bulgaria 
Sweden, France, Belgium 

istration licensing, closing 

1. This l i s t  i s  only illustrative o f  some measures that have been taken and some countries where measures 
have been introduced. 
Source: Based on Kuddo (2008a, Table S), which has a more extensive l i s t  

The international experience does not provide “silver bullets” but leads to the conclusion that 
the country-specific situation matters and that success depends on a multi-pronged approach 
that includes both “carrots” and “sticks”. Unfortunately, there has been very l i t t le  serious 
evaluation o f  the effect o f  these efforts so, in most cases, it i s  not possible to provide quantitative 

For details on country experiences with these measures, see Kuddo (2008a). 13 
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estimates o f  the impacts o f  individual actions or to empirically demonstrate that certain types of 
interventions have a stronger impact than others. Much more empirical analysis i s  required. 
However, the existing studies reviewed by Kuddo (2008a) lead to two important conclusions: 
First, the success of particular measures depends on the country-specific situation with respect to 
the nature o f  the informal sector and the particular obstacles to formalization. Second, an 
effective strategy must include a range o f  measures, incorporating both improved incentives to 
operate formally and higher risks o f  detection and stronger sanctions for violators. Indeed, some 
countries have made considerable inroads into reducing undeclared work (see Box 1 for a 
summary o f  the Estonian experience). 

Box 3.1: Gains against the undeclared economy in Estonia 
I Over the past decade, the Government of Estonia has made substantial progress in reducing the 

size o f  i t s  undeclared economy. In 2000, it was estimated to account for nearly 10% o f  GDP and 
by 2006, it had fallen to less than 5%. Estonian entrepreneurs now believe that the informal 
economy has much less negative impact on national economic development than was the case 
before. For example, according to the IMD International Competitiveness rating on this 
dimension, Estonia ranked 20th in 2007 compared to 40th in 2001. This improvement i s  due to a 
number of different factors. 

Economic growth and development. Real annual GDP growth has averaged over 8% since 2000. 
This has, in itself, contributed to the decline in the informal sector share o f  the total economy. As 
disposable incomes have risen, fewer Estonians are inclined to purchase informal goods and 
services because of their low purchasing power. And, as unemployment has fallen, it i s  easier for 
workers to find legal employment. 

Government ef$ciency. It has become easier for people to operate formally because o f  more 
efficient regulation, support of entrepreneurship, and an effective, modern banking system. At the 
same time, transparent budgeting has created a more positive attitude towards what the 
government does. Finally, improvements in the police, tax, and customs offices have made 
enforcement more effective. 

Tax reform. Estonian tax policy i s  relatively simple. With flat taxes and contributions, all 
individuals above the tax-exempt threshold pay the same marginal rate. In recent years, direct 
taxes (income tax) have been lowered while indirect taxes (VAT) have risen. I t  has also helped 
that national tax policy has remained clear and stable. Tax filing has been simplified and the 
capacity o f  the Tax and Customs Board has improved. 

Attitudes toward the shadow economy. According to opinion surveys, the percentage o f  people 
saying they did not approve of unreported wages rose from 57% to 93% between 2000 and 2005. 
This appears to reflect greater understanding of the implications of  undeclared income for social 
benefits and public services. The Tax and Customs Board has launched public campaigns in 
recent years to underline these links. Special campaigns have also been held in industries where 
underreporting i s  a problem. 

I Source: Based on Josing (2007) 

Hungary has already taken a number of steps to reduce undeclared work. Before turning to our 
analysis o f  what reforms could reduce undeclared work in Hungary, it i s  important to note that 
the Government has already undertaken various measures. For example, the Ministry o f  Finance 
(2007) has introduced some reforms to discourage untaxed activity, with further changes 
proposed for 2008. The steps already taken focus largely on administrative actions such as 
simplification, greater transparency, stiffer penalties, improved use of information for compliance 
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purposes, and enhanced enforcement capabilities. Regular employment and labor relations are 
now a pre-condition for participation in public procurement tenders and to be eligible for state 
subsidies. A number o f  business regulations have been simplified, which should encourage 
entrepreneurs to operate formally. Some measures have been taken to improve the effectiveness 
o f  labor inspections and some other measures have been introduced that are meant to encourage 
the declaration o f  wages. Health insurance coverage has been made a mandatory condition to 
receive health care services. Many o f  these measures are discussed in the ensuing sub-sections. 

3.1 TAX AND BENEFIT POLICY’4 

Reforming the tax and benefit system would address the most important factors driving 
undeclared economic activity. Section 2.2 highlighted survey evidence suggesting that high taxes 
and social contributions are the primary reason for undeclared employment and income in 
Hungary. Accordingly, the reform of the tax and social contribution systems will be the most 
important steps taken to combat the undeclared economy. These reforms need to include 
improved incentives through changes in tax and benefit rates and rules (“carrots”), which are 
discussed in this sub-section, and more effective enforcement and administration (“sticks”), 
which are discussed in section 3.3. 

While this study has focused on the implications of the tax system for undeclared economic 
activity, it should be noted that tax reform needs to be based on the related but more 
encompassing objectives of overall efficiency, equity) and competitiveness. This study has 
looked at the tax-and-benefit system specifically in terms o f  how it affects decisions o f  
entrepreneurs and individuals to declare income and employment. Based on this analysis and 
international experience, it discusses potential measures that would encourage the declaration o f  
income and, thus, increase tax receipts. These actions should contribute to the overall goals of a 
comprehensive tax reform, whenever it i s  introduced in Hungary.” Measures that encourage 
formalization will contribute to the overall tax reform objectives o f  a more equitable and efficient 
tax system by reducing inequities between tax-payers and tax-evaders and by encouraging the 
higher growth potential that exists in the formal sector (Leibfritz 2008). 

3.1.1 Analysis o f  tax and benefit system 

Hungary is a high-tax country) with high public expenditures. Hungary collects more tax 
revenue (as a share of GDP) than the average OECD country and considerably more than a 
number o f  middle-income or transition countries (Figure 5). A major factor i s  the high social 
contributions that are needed to finance the social insurance programs. More generally, Hungary 
must collect a large share o f  its national income in taxes because o f  the high government 
expenditures, already discussed, which exceed public spending levels in much o f  the OECD and 
in al l  middle-income and transition countries (Figure 6). Indeed, even the high tax revenues have 
not been sufficient to finance this spending, with the resulting deficits and debt noted earlier. 

l4 This sub-section summarizes the analysis and conclusions in a paper by Leibfritz (2008) undertaken for 
this study. More detail i s  available in this paper. 

At the time that this report was being prepared, the Government was considering tax reform possibilities. 
In February 2008, the Prime Minister proposed three different options to reduce tax burdens. 
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Labor and consumption taxes are the dominant sources of tax revenue. Hungary relies on the 
taxation of labor and consumption while capital income and property are relatively minor sources 
of revenue (Figure 7). This tax mix i s  often found in Central and Eastern European countries (and 
elsewhere) which have comprehensive social insurance systems where the benefits are meant to 
be financed through payroll-based contributions.16 Consumption taxes are also important, with a 
VAT rate that i s  now 20%, reduced by 5 percentage points in 2006." Like a number o f  transition 
countries, Hungary has a relatively low tax on capital in order to attract business investment, 
particularly FDI. Taxes on property are among the lowest in the OECD. 

Figure 3.1: Relationship between tax-to-GDP collections and per capita incomes, OECD 
countries, 2004' 
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In 1998, Hungary introduced a new two-pillar pension system, with the existing (though reduced) 
defined-benefit pension and a new mandatory, funded, defined-contribution pension. The old defined 
benefit pension will eventually be phased out. 

At the same time, the reduced rate o f  15% for some products was abolished although other selected 
products (drugs, medical instruments, books) are still taxed at only 5%. 
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Figure 3.2: Relationship between Government spending-to-GDP and per capita incomes, 
OECD countries, 2004' 

I Other Goods and services I Property 0 Payroll 

0 Social security Corporete income I Personal income 
-... . ..~ .... . .. ~~. . ...~.~~~~ ~ ~ .. ~~.. .~. ~~~ ~.~ .~~ ~~~~~ 

60 

.+ Sweden 
*. Denmark 

*. France 

.+ Hungary 
e Portugal 

*Canada 
Japan *Switzerland*ifed * 

Australia Ireland 

States 

* Argentina + Korea 
4 China 

India 

M e x i c o  
20 1 

10 I 
0 5 0 0 0  10000 15000 20000  2 5 0 0 0  3 0 0 0 0  3 5 0 0 0  40000 45000 

GDP percapita PPP (USD) 

1. Includes social insurance expenditures 
Source: Leibfiitz (2008), based on OECD data 

~~~ ~ 

Source: Heady (2008), based on OECD data 

The tax burden on labor is high. The largest component of  the labor tax i s  the employers' 
contribution to social insurance (33.5% o f  gross wages plus a 1950 HUF lump-sum health tax 
payment). Employees contribute 17% of  gross wages plus personal income taxes, with marginal 
rates ranging from 18%-40%. The resulting tax burdens are high. The "tax wedge" i s  a common 
indicator of  the burden o f  labor taxes and measures the gap between total labor costs and take- 
home pay due to employer and employee social contributions and income taxes.I8 The tax wedge 
for a single worker earning the average production wage in Hungary i s  about 50% and i s  the third 

Specifically, the tax wedge i s  calculated as income taxes and combined (employer-employee) social 
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security contributions, minus cash benefits, as a percentage o f  total labor compensation. 



highest in the OECD (Figure 8). Even though the tax wedge for low-wage labor has fallen in 
recent years (due to the introduction of the employee tax credit), it i s  still well above the OECD 
average (Figure 9). 

High tax wedges discourage declared work, with the effect strongest for low-wage labor. A high 
tax wedge acts to reduce declared employment and earnings because o f  i t s  effects on both labor 
demand and labor supply. To the extent that social contributions and personal income taxes raise 
total labor costs, they decrease employer incentives to formally hire workers or to fully declare 
their earnings. At the same time, by cutting take-home pay, a high tax wedge reduces incentives 
for workers to participate in the formal labor market or to fully declare their wages. Because o f  
how the elasticity o f  labor supply and demand and the final incidence o f  labor taxes (Le., who 
actually pays) vary along the wage distribution, the negative employment effects o f  a high tax 
wedge tend to be strongest for low-wage labor. As the minimum wage sets a floor to the gross 
wage, the combination of a relatively high minimum wage and high employer contributions to 
social security leads to high wage costs for low-skilled workers and reduces their job 
opportunities in the formal sector. 

Figure 3.4: Tax wedge for single worker with no dependents earning the average 
woduction wage, OECD countries, 2006 
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Figure 3.5: Tax wedge for single worker with no dependents earning 67% of  the average 
production wage, OECD countries, 2006 
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Given Hungary’s low participation and employment rates, especially for unskilled workers, the 
tax wedge is a significant problem in the labor market. Hungary’s labor market has been 
relatively sluggish, with key performance indicators below the levels in most EU countries. In 
2006, the labor force participation rate (1 5-64 years) was 62%, compared to the EU-27 average of 
70% and the employment rate was 57%, compared to the EU-27 average o f  65%. Although many 
factors are involved, a high labor tax regime that discourages formal sector labor demand and 
labor supply can only contribute to the problem. The barrier that these tax and contribution levels 
pose for low-wage labor i s  a particular concern since 6 out o f  10 poorly educated prime-age 
adults are currently not working (Kollo 2008). 

The interplay between taxes and benefits creates serious “traps” that further discourage 
individuals from declaring employment and earnings. The withdrawal of income-dependent 
benefits as earnings increase creates some large spikes in marginal tax rates. For affected 
individuals and households, these “traps” create additional disincentives to work formally and to 
declare wages. An initial spike occurs when individuals move from unemployment to work and 
lose the unemployment benefit. A second spike occurs when the housing benefit disappears (at 
HUF 1.4 million per year). Other instances o f  very high marginal tax rates occur at incomes 
where the tax credit and supplementary tax credit for low-income earners i s  withdrawn and where 
taxable income moves the individual into a higher tax bracket (especially from 18% to 36%). 

When the social contributions of employers are also considered, additional incentives to under- 
declare earnings are evident. Figure 10 tracks how the tax wedge and average and marginal tax 
rates evolve as wages rise. For individuals earning between 80% and 110% of the average wage, 
the effective marginal tax rate i s  around 75%. These workers are affected by both the high labor 
taxes and the withdrawal o f  employee tax credits. With this marginal tax rate, an employer would 
need to incur an increase o f  4,000HUF in total labor costs if it wanted to increase the (declared) 
disposable income of an employee by 1,000HUF. This creates strong incentives for both parties 
to minimize the declaration o f  earnings. The effective marginal tax rate decreases somewhat as 
the employee tax credit i s  phased out but, as Figure 10 shows, it s t i l l  remains high. 
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Figure 3.6: Average and marginal tax wedges and tax rates by wage level, 2006 
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The relatively favorable taxation of profits compared to labor also provides incentives for firms 
to under-declare wages. When profit tax rates are significantly lower than labor tax rates, as i s  
the case in Hungary, firms have an incentive to not to fully declare wages even though labor costs 
are deductible as an operating expense. This does require employers to find a way to make the 
undeclared wage payments, which usually necessitates under-reporting sales. 

The VAT should reduce this underreporting (due to input tax credits) but this is 
unintentionally undermined by Hungary ’s various simpliped tau programs. In Hungary, 
various special tax treatments exist that are intended to ease the administrative burden for small 
operators. One example i s  the simplified entrepreneurs’ tax (EVA) which i s  available to 
entrepreneurs and contract workers with annual gross revenues up to 25 million HUF. Tax-filers 
under EVA pay a flat rate (25%) on income and are not required to f i l e  expenses. While they 
must add VAT to their invoices, they neither make VAT payments nor can they claim credits on 
their inputs. They do make social contributions but are allowed to make them at the minimum 
wage regardless of actual income (which almost al l  do). Cultural workers can opt for the EKHO 
scheme which also provides a simplified tax treatment. Individuals have significantly lower tax 
wedges under EVA or EKHO than if they are considered as employees so these schemes create 
incentives to adopt self-employment rather than employee status. While this favorable tax 
treatment does provide an incentive to move from the informal to formal sector, at the same time 
these schemes encourage non-declaration because tax-payers cannot claim VAT credits and may 
also have incentives to under-declare revenues by not giving receipts to customers. 

The design of social insurance programs may also be contributing to undeclared work. Social 
insurance programs, including health care and pension, disability, and unemployment benefits, 
can create incentives for undeclared work if benefits are not tightly linked to premium payments 
or if the design o f  programs encourages beneficiaries to supplement benefits through undeclared 
work. The recent measure to make health insurance payments compulsory in order to receive 
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health services represents an important step and, indeed, seems to have led to increased worker 
registration. The reforms to introduce a defined contribution system as the major pension 
component should also encourage registration o f  work and incomes since benefits are directly 
linked to contributions under this scheme, as opposed to the defined benefit pension. This should 
also discourage early retirement, which now seems to be combined often with informal work. 
However, the effective retirement age o f  men has still not increased. Finally, unemployment 
benefit and social assistance recipients also have incentives to earn undeclared income, especially 
since benefits are fully reduced with declared earnings and since employment offices appear to 
have only limited capacity and incentive to monitor beneficiaries. Only 59% o f  the registered 
unemployed receiving unemployment benefits or social assistance were actively looking for work 
in 2006. Whi le  many o f  those not seeking jobs were undoubtedly truly inactive, it seems likely 
that some were working informally. 

3.1.2 Tax and benefit policy reforms to reduce undeclared work and income 

The recommendations put forward in this sub-section to improve the incentives to declare 
economic activity need to accompany measures to strengthen en forcement, discussed later. 
Given the fiscal adjustment program, it could be argued that tax-related reforms to “whiten” the 
economy should be limited to “sticks” that increase the detection risks o f  tax evasion and the 
penalties, if detected. Whi le better enforcement i s  important, it could drive more people 
underground or even cease operations unless it i s  accompanied by “carrots” that ease tax burdens 
and improve incentives to formalize. 

I n  addition to encouraging the “whitening” of the economy, our proposals are guided by two 
necessary conditions: broadly maintaining fiscal neutrality and improving the incentives for 
job creation. While some o f  the recommendations do imply reduced revenues from certain 
sources, compensating revenue sources are identified.” This figures most prominently as a result 
o f  recommended reductions in social insurance contributions. The proposal to cut these 
contributions i s  consistent with the second condition guiding these proposals - that reforms 
improve the labor market, which i s  a major concern in Hungary’s overall economic situation. 

Tax and benefit recommendations include: 

Reduce employer social insurance contributions. This i s  the most important proposal for 
encouraging formal-sector employment and the declaration o f  earnings. By diminishing the 
labor tax wedge, reduced social insurance contributions would increase incentives for both 
employers and workers to declare employment and earnings. Social contribution reductions 
targeted on low-wage labor would have a particularly large effect on employment while 
reducing the fiscal losses o f  an across-the-board reduction. A targeted reduction in employer 
social insurance contributions would need to be carefully designed to avoid introducing a new 
spike in marginal tax rates. 

After the labor tax wedge has been significantly reduced, eliminate or reform EVA and 
EKHO. Eventually, these schemes could be removed - or, if continued for reasons o f  

l 9  Leibfritz (2008) suggests that, as a compromise in the current fiscal context, the Government might 
consider setting a revenue target and promise that any additional revenue from improved enforcement 
could be used for tax cuts in the following year. 
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simplification, they should be made less discriminatory against dependent employment, thus 
restoring horizontal equity. 

Consider financing part of the labor tax cuts by introducing a progressive real estate tax 
and - if needed - raising the VAT. These sources o f  revenue would have more favorable 
consequences for the labor market than the currently high social insurance contributions. 

Reduce the spikes in the effective marginal labor tax by smoothing the rate structure of the 
personal income tax and by a more gradual phasing out of income-dependent social 
benefits, including the employee tax credit and the housing benefit. Introducing an 
intermediate personal income tax rate (between the current 18% and 36%) should be 
considered. While a flat income tax could also be an instrument for addressing the spike 
problem, it i s  not recommended for equity reasons and because the single rate would have to 
be set at quite a high level to remain fiscally neutral.20 

Simplify the tax system by removing minor taxes and eliminating loopholes and 
exemptions. According to the Ministry o f  Finance, there are 37 types o f  taxes yielding less 
than 1% o f  GDP. These minor taxes reduce the efficiency o f  the tax system while raising the 
costs o f  compliance. Eliminating loopholes and exemptions would also broaden the base of 
the main taxes. 

Strengthen the links between social insurance contributions and benefits, most notably for 
pensions. For example, given that there i s  a cap on benefits in the defined benefit scheme, 
employer contributions (and not just employee contributions) should also be capped. W h i l e  
progress has been made to reduce incentives for early retirement, some incentives still exist 
(such as in the “advanced retirement pension”) and should be removed. Such strengthening o f  
the link between contributions and benefits should be reinforced by public communication to 
deepen awareness o f  the need for this connection. 

Introduce a reemployment allowance or a partial earnings disregard for unemployment 
benefits recipients. When accompanied by closer monitoring o f  beneficiaries, this would 
reduce incentives for these beneficiaries to work informally. 

3.2 BUSINESS AND LABOR MARKET REGULATIONS” 

Business and labor market regulations can be an important factor in determining how much 
undeclared activity exists in an economy. Informality may be encouraged by barriers to entry 
into the formal sector or excessive business and labor market regulations that make compliance 
costly. Empirical evidence supports the hypothesis that more regulation i s  associated with higher 
levels o f  undeclared economic activity (Schneider and Klinglmair 2004). However, this 
relationship i s  complicated by a number o f  factors. First, deregulation can go too far if market 
failures are not adequately corrected. Second, there can be a contradiction between limiting the 
regulatory requirements imposed on firms and rooting out fictional economic actors. Third, 

*’ The equity concern could be handled by a substantial personal exemption. However, this would imply 
revenue losses and, also, a sizeable spike at the point that the basic exemption was phased out, especially if 
the single rate i s  set at a relatively high level. 
2’ This analysis and recommendations on business and labor market regulations are based on a paper by 
Kuddo (2008b), prepared for this study. 
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enforcement i s  a key element since it i s  how regulations are enforced that often determines the 
actual burden of regulation, rather than the rules themselves. 

3.2.1 Analysis o f  business regulations 

Hungary has introduced regulatory reforms that have made it more attractive to invest and 
operate in the formal sector. The Government’s efforts to increase the competitiveness of 
Hungary’s business environment has led to regulatory and procedural reforms that have reduced 
barriers and improved incentives for entrepreneurs to declare their activities. The “In Tune with 
Business” program, launched in 2006, i s  expected to achieve large-scale savings for enterprises 
over the next five years by reducing operating and transaction costs. According to the World 
Bank’s Doing Business indicators, the regulatory environment i s  becoming more business- 
friendly, although it s t i l l  lags behind the leading reformers both globally and in the region.** In 
the latest rankings (2008), Hungary placed 451h among the 178 countries included in the study. 
This represents the continuation of an upward movement, from 5 I s t  in 2007 and 66‘h in 2006. 
Among transition countries, it was rated 7th in 2008, up from 12th in 2007. 

I n  some areas, though, regulations still create disincentives for doing business formally. There 
is also general uncertainty among firms about the regulatory environment. Table 4 shows the 
Doing Business rankings for Hungary in the 10 areas of the business environment covered by the 
study. Many of these areas are directly relevant to the decisions made by entrepreneurs about 
whether to declare their businesses and how much of their operations to declare. Paying taxes 
remains the number one concern. This i s  due both to tax rates, discussed in the previous sub- 
section, and tax administration, which i s  covered later in this report. Other areas where Hungary 
continues to rank poorly include protecting investors, registering property, dealing with licenses, 
and employing workers (dealt with below). Many of the concerns that emerge from the Doing 
Business results are also evident from the EBRD-World Bank BEEPS survey. In addition, the 
firms participating in the BEEPS survey also highlighted a general uncertainty about regulatory 
policies. 

Source: www.doingbusiness.org 

22 The Doing Business results and methodology can be found at www.doingbusiness.org 
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The requirements for starting a business are an important factor in determining whether 
entrepreneurs will choose to declare their operations. Hungary has introduced measures to 
streamline the process but further reforms need to be made. Undeclared enterprises often 
perceive business start-up requirements and costs as a serious barrier to entry in the formal sector. 
According to Doing Business, Hungary managed to reduce the time to complete the registration 
o f  a business from an average of  38 days in 2006 to 16 days in 2007.23 At the same time, the costs 
of  duties and publication fees were also slightly reduced. These changes reflect the impact o f  a 
new Act on Business Associations and a new Act on Company Registration Proceedings, both 
coming into force in mid-2006. The Act on Company Registration Proceedings (including 
amendments in 2007) reduced time limits on registration, simplified proceedings, made electronic 
registration compulsory, and reduced administrative and minimum capital requirements. 
However, the Doing Business database indicates that some countries, including Australia, Canada 
and New Zealand, have streamlined start-up procedures beyond those that exist in Hungary, even 
after the reforms introduced in the last two years.24 

Registering property is another area relevant for business formalization where Hungary lags 
behind leading reformers. Hungary ranks 96’h in Doing Business in terms o f  the administrative 
requirements and costs required to register property.25 On average it takes 4 procedures, 63 days, 
and 11% o f  the property value to legally register property in Budapest; OECD averages, in 
comparison, are 4.9 procedures, 28 days, and 4.6%. Efforts have been made to improve land 
registration processes. For example, a second registry office has been functioning in Budapest 
since 2005 to deal with commercial and industrial property transfer cases. However, while the 
official deadline for the land registry office to register a right under the application i s  30 days, it 
usually takes 1-3 months. The registration fees have increased from HUF 5000 to HUF 6000. 
Transfers o f  property are subject to a 20 percent VAT. Documentation requirements are 
considerable. 

Licensing procedures are still too complicated and create a disincentive for formalization. 
Difficulties obtaining licenses can present another obstacle to businesses and this can also 
contribute to informalization. The process o f  obtaining a business license i s  a basic first step 
toward formality which entails both entry and permanent costs. Overall Hungary currently stands 
at 87‘h position in the Doing Business database, which uses the procedures, time, and costs to 
build a warehouse as the measure in this area. Compared to the average OECD country, Hungary 
requires cumbersome, costly, and time-consuming procedures. 

23 The procedures and costs associated with setting up a business reflect a standardized company - Limited 
Liability Company in Budapest with minimum capital requirement o f  HUF 1,500,000. 
24 In the Doing Business database, “starting a business” identifies the bureaucratic and legal hurdles an 
entrepreneur must overcome to incorporate and register a new firm. It  examines the procedures, time, and 
cost involved in launching a commercial or industrial firm with up to 50 employees and start-up capital o f  
10 times the economy’s per-capita gross national income. They include: (i) all procedures required to 
register a firm; (ii) average time spent during each procedure; (iii) official cost o f  each procedure, and (iv) 
minimum capital required as a percentage o f  income per capita. 
25 This topic examines the steps, time, and cost involved in registering property, assuming a standardized 
case o f  an entrepreneur who wants to purchase land and a building in the largest business city-already 
registered and free o f  title dispute. The main indicators include: (i) number o f  procedures legally required 
to register property; (ii) time spent in completing the procedures, and (iii) the costs, such as fees, transfer 
taxes, stamp duties, and any other payment to the property registry, notaries, public agencies or lawyers. 
The cost i s  expressed as a percentage o f  the property value, assuming a property value o f  50 times income 
per capita. 
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3.2.2 Labor market regulations 

Labor market regulations can be a potentially important disincentive for employers to hire 
workers in formal jobs. Restrictive and costly hiring and firing rules, constraints on the 
deployment of workers, inflexible wage setting, and high minimum wages (discussed separately 
in section 3.2.3) are all aspects of labor market regulation that can discourage f i r m s  from hiring 
employees, especially in registered positions. 

However, these regulations do not appear to be a major factor in encouraging the non- 
declaration of work in Hungary. Labor market regulations are not particularly rigid. Hiring and 
firing rules have few restrictions. Wages are flexible and are responsive to market conditions. 
Researchers also do not consider labor market regulations to be a serious issue (e.g., Kollo and 
Nacsa 2005). This perception i s  reinforced by Hungary’s scores on different comparative 
measures of the flexibilityhigidity of labor market regulations. Hungary i s  just slightly above the 
OECD average and below the average for transition countries on the Doing Business Rigidity-of- 
Employment Index. According to the OECD measure of the strictness of employment protection 
legislation, Hungary has the lowest rating (Le., most flexible) among new EU member countries. 
There i s  also a clear tendency towards further liberalization of the labor market compared with 
the late 1990s. 

I n  practice, some employers do see labor market regulations as a problem, most probably 
because of constraints in working hours. According to the 2005 BEEPS results, 36% o f  
responding f i r m s  in Hungary indicated that labor market regulations were a problem for doing 
business. The main problems seem to l ie in the rigidities involving working hours. This i s  the one 
aspect of regulation where the Doing Business study found Hungary to have more constraints 
than i s  typically found in OECD countries.26 Restrictions on night work, holiday work, and the 
maximum number of days in the work week, overtime limits, plus paid vacation rules, may create 
hiring disincentives. However, while changes in these rules might encourage more (registered) 
employment, employers do not consider the magnitude of the effect of the current rules to be 
substantial.*’ 

3.2.3 Minimum wages 

The minimum wage is an important policy tool for reducing undeclared work. There are two 
ways in which the minimum wage can affect informality and the declaration of employment and 
earnings. Most obviously, declared employment will decrease if the minimum wage i s  set above 
what employers are willing to pay for an unskilled worker since this will either eliminate jobs or 
push workers into “black” employment. On the other hand, minimum wage policy can be an 
instrument for reducing tax evasion where underreporting i s  a problem.28 

Hungary’s minimum wage is currently set an appropriate level from an economy-wide 
perspective; however, it is relatively high compared to prevailing wage levels in some low-wage 
sectors. In 2001 and 2002, Hungary increased the minimum wage by about 70% in real terms.29 
Since then, the level of the minimum wage has been around 40% of average gross earnings, 

26 The rigidity o f  hours index in Hungary was 80, compared to an average o f  39.2 in the OECD (Doing 
Business 2008). ’’ BEEPS respondents indicated that if there were no restrictions due labor market regulations, regular, full- 
time employment would increase by less than 5%. 

This aspect o f  minimum wages i s  the focus o f  papers prepared by Tonin (2008) and Kollo (2008) for this 
study. 

See Benedek et al. (2006) for a review o f  the effects o f  the 2001-2002 minimum wage increases. 
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which i s  not particularly high compared to most countries in Europe. However, in low-wage 
industries, the statutory minimum wage i s  much closer to the average wage: for example, about 
65% for manual workers in primary industries and over 70% for manual workers in textiles and in 
the hotel and restaurant sector. In these parts of the labor market (and especially in low-wage 
regions), the minimum wage may act as a disincentive for employers to hire and declare unskilled 
workers. 

The minimum wage is received by about one in I O  private-sector workers, which includes 
“genuine” minimum-wage earners as well as workers receiving undeclared cash payments on 
top of their official wage. As was noted earlier, analysis undertaken for this study has found that 
10-12% of workers are paid at the minimum wage (Kollo 2008; Elek, Scharle, and Szabo 2008). 
This incidence of minimum wage payments i s  not nearly as large as some observers have 
suggested. However, it i s  s t i l l  considerably larger than corresponding shares in many other 
countries (e.g., less than 3% in Czech Republic, Poland, Slovakia, and Slovenia). One 
interpretation of this employment spike at the minimum wage i s  that it includes not only unskilled 
workers who are actually paid minimum wages but also significant numbers of higher- 
productivity workers who are officially paid at the minimum wage but also receive undeclared 
“envelope wages” on top of the minimum. Indeed, Kollo (2008) shows that, while the incidence 
of minimum wages i s  relatively high in several low-skill occupations, it i s  also significant in a 
number of higher-skilled managerial and professional occupations where one would presume that 
true earnings are above the minimum wage. Raising the minimum wage could reduce the 
undeclared earnings of “non-genuine” minimum wage workers. But, for the “genuine” (low- 
productivity) minimum wage workers, it would lead to job losses or push them into the black 
economy. An effective minimum wage policy must be able to distinguish between these two 
groups. 

Hungary has tried to address this problem through the introduction of a double minimum 
wage contribution base with opt-out possibilities. Presuming widespread tax evasion through 
undeclared earnings, Hungary has established the employer’s social contribution base at twice the 
minimum wage, unless the employer declares that workers are indeed earning the minimum wage 
(which, in turn, raises the risks of a tax audit). According to Government figures, employers paid 
double contributions for 110,000 workers who were paid less than double the minimum wage, 
which increased social contributions by about 0.5% of GDP.30 

Another approach is to introduce multiple minimum wages to differentiate among workers 
with different productivity levels. Some countries have put in place differentiated minimum 
wages (or contribution bases) to reflect presumed variations in the productivity level of workers 
with different characteristics. Minimum wages that are set higher for categories of workers with 
higher productivity (and expected wages) can be a potentially effective way to reduce undeclared 
earnings by shifting some portion of wages from cash to taxable income. Admittedly, the costs of 
administering such a system are likely to be higher. Hungary i s  trying a differentiated approach, 
with the recent introduction of  a three-tier minimum wage scheme defined by the educational 
requirements of the job. It i s  not clear at this point how this policy i s  being applied or what its 
effect has been. However, experiences with an education-based minimum do not appear to have 
been fully successful since it i s  relatively easy for employers to manipulate the requirements of a 
given occupation. Another option i s  to differentiate the minimum wage according to sector and 
occupation. This has been done in Bulgaria, where the social partners appear to have been largely 
successful in agreeing on appropriate minimums (Tonin 2008). Yet another alternative i s  to set 
different minimum wage levels by region, given the substantial differences in regional wages in 

30 This additional revenue i s  roughly in line with estimates made by Kollo (2008) about the likely gains in 
revenues with a major reduction in disguised minimum wages. 
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Hungary (as in other countrie~).~~ Whatever model i s  implemented, it i s  critical to maintain a low 
minimum wage for unskilled workers so that they are not priced out of the formal labor market. 

3.2.4 Business and labor market regulatory reforms to reduce undeclared work and 
income 

Business and labor market regulations are not major reasons that entrepreneurs and workers 
operate informally in Hungary. In recent years, various measures have been introduced to reduce 
the costs o f  complying with business regulations and the Government seems committed to 
continued reforms along these lines. The framework for regulating the labor market i s  quite 
flexible with relatively few disincentives for employers to under-declare their workforces and 
payrolls. 

However, some specific regulatory reforms would contribute to the esfort to reduce undeclared 
work. These include: 

Further simplifications in procedures for starting a business. Registration costs could be 
reduced and minimum capital requirements could be eliminated for all companies (in addition 
to limited and general partnerships that already have no requirements). 

Making it easier to register property. The Government should consider strengthening the 
capacity o f  the land registry offices. The high stamp duty, currently at 10% o f  property value, 
should be reduced, even if this has some fiscal implications. 

Simplify licensing procedures. The procedures for licensing can be streamlined and some 
licensing requirements can be eliminated. The authorities should also consider automatic 
licensing (“silence i s  consent”) to simplify the process further. 

Ease restrictions on working time. Reducing or eliminating current limitations on night 
work, holiday work, hours o f  work, and overtime would improve employer incentives for 
formal job creation. 

Keep the basic minimum wage low. This will ensure that unskilled workers are not priced out 
o f  the formal labor market. Social partners should be encouraged to consider the potentially 
negative effects of the minimum on declared employment in low-wage sectors, in particular. 

Consider the feasibility and potential impact of different models for differentiating 
minimum wages. These approaches can be a tool for reducing underreporting of earnings; 
however, there are different variations (e.g., educational requirements, sector/occupation, 
region) which should be carefully analyzed before moving forward. 

3.3 INSTITUTIONS, INCLUDING ENFORCEMENT 

Public institutions can also be a significant factor in determining the scale of undeclared 
economic activity. While tax policy and business and labor market regulations may define the 
substantive conditions governing the formal economy, institutions also matter since they strongly 
shape perceptions regarding the costs and benefits of  operating formally vs. informally. For 

3 ’  For example, in 2005, the national minimum wage was equivalent to 27% o f  the average wage in 
Budapest and 45% in Bekes. 
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example, the efficiency and reliability of public services such as the provision o f  health care and 
pension benefits affects individual assessments about whether social contributions are pure taxes 
(and thus to be avoided) or reasonable payments for important services. Another important 
institutional factor i s  the effectiveness o f  enforcement which provides the “stick” in the overall 
strategy to combat undeclared economic activity. 

Institutional weakness contributes to Hungary’s high level of informality. Recent surveys 
suggest that Hungarians are skeptical both about the efficiency o f  public services and about the 
effectiveness and fairness o f  enforcement. Almost 60% of respondents to the TARKI survey cited 
earlier agreed with the statement that “tax income i s  not well used by the state” (TARKI 2008). 
Most people think that risk o f  detection for not declaring income i s  Moreover, there 
appears to be a widespread perception that enforcement i s  unfair: 81% of the respondents in the 
TARKI survey believe that “significant tax payers will never be caught”. The administration of 
the tax system i s  also seen as an issue among employers. Close to half of the BEEPS sample 
identified tax administration as an obstacle for doing business. 

3.3.1 Tax adrninistrati~n~~ 

The collection of more taxes will be a fundamentally challenging task in Hungary. The 
effectiveness of tax collection naturally depends in part on the organization and capacity o f  the 
tax administration. However, the challenges facing a tax administration in carrying out its 
functions will vary considerably depending on the framework conditions. In countries like 
Hungary with high tax rates and complex tax systems, and where tax evasion i s  deeply engrained 
in society, it i s  inherently difficult to collect taxes. The low effective VAT rates and the 
prevalence of earnings not declared for tax and social contributions attest to this difficulty. 
However, some countries with similar, or even more unfavorable, framework conditions are 
achieving some success with tax administration reforms (see Box 2 for the case of Bulgaria). 

Box 3.2: Bulgaria’s National Revenue Administration 
In recent years, Bulgaria has made considerable progress in reducing tax evasion due to the 
undeclared economy. In 2006, the new approaches were institutionalized with the creation of the 
National Tax Administration (NRA). A study by PWC found that Bulgaria, in fact, was the top 
reformer in the improvement of business tax systems. Some o f  the keys to success have been the 
establishment o f  a sophisticated performance monitoring system, organizational innovations, and 
highly organized communication. 

Performance monitoring. A critical factor was the development o f  a set o f  sophisticated and 
comprehensive performance indicators. A unit was staffed with experts who could gather, 
monitor and assess the data on a regular basis and provide reliable input on compliance 
performance. This monitoring included longitudinal trends and contributing factors, such as how 
many taxpayers are registered to pay what type o f  taxes, how much has been collected from 
whom, and what are the results of  taxpayer services and communication campaigns in 
contributing to increases in compliance as measured by periodic surveys. 

32 According to the Eurobarometer survey, 52% o f  respondents think the risk o f  detection i s  small, 
compared to 37% who assess the risk as high (European Commission 2007a). 
33 This discussion o f  tax administration i s  based on Leibfritz (2008). 
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Organizational innovations. A unified approach for strategic and operation planning was 
developed for the NRA, based on international best practice. A model for performance 
assessment was also implemented. Planning i s  based on five-year cycles and cover topics like 
motivation, organizational structure, sharing o f  responsibility, management style, and authority 
relationships. NRA was also given authority to hire its own staff and i s  recruiting from the private 
sector, as well as elsewhere in government. The organizational changes call for much higher 
professional requirements for staff than was the case previously. 

Communication. The focus has been on providing accessible, comprehensive, and meaningful 
information and services to taxpayers. The NRA has developed a five-pronged communications 
strategy which encompasses internal (centralization, consolidation, and new organizational 
culture) and external communications (new institutional identity of NRA and new tax culture 
among the public and NRA clients). This strategy i s  now being implemented. 

Impact. The NRA i s  now one of the most modern revenue administrations in the EU. It has 
managed to establish strong client service relations with al l  taxpayers segments and i s  moving 
systematically to an e-filing environment. There has been a restructuring o f  the agency in all its 
29 territorial directorates and transferring local taxes and fee to the municipalities. In addition, 
efficiency increases include strengthened processes of collection o f  taxes and social security and 
health contributions, resulting from new Tax and Social Security Procedural Codes. Moreover, 
capacity i s  rapidly being built for information exchange with countries of the EU. This reflects 
continuity o f  intensive institution building from 2004 to the present. One notable outcome was 
the identification o f  the NRA by the government as the best-run institution in the public 
administration as well as having the best human resources department. The increased collection 
effectiveness, rationalization o f  the tax burden, and effective client services have had a positive 
impact that augurs well for the future sustainability o f  results. 

Source: Mavville (2007) 

The Hungarian Tax and Financial Control Administration (APEH) is responsible for the 
collection of all main taxes and social insurance contributions. APEH i s  a semi-autonomous 
administrative agency reporting to the Ministry o f  Finance. I t  collects all major taxes and social 
insurance contributions; combining these responsibilities in the tax agency has been a positive 
development. However, customs and excises are collected by the Hungarian Customs and 
Finance Guard and local taxes are the responsibility of local tax authorities. APEH i s  also not 
responsible for tax fraud functions which are under the jurisdiction of a separate Criminal 
Directorate. APEH i s  organized internally along functional lines ( e g ,  registration, accounting, 
auditing, collection, appeals, etc.). Some other countries follow a tax payer structure (e.g., large 
business, small business, employees, etc.) or a mixed functional/tax payer model. Compared to 
other countries in the OECD, the costs o f  tax administration (as a percentage o f  collected 
revenue) in Hungary are about average and somewhat lower than in some neighboring countries 
including Poland and the Czech Republic (Leibfritz 2008). 

APEH appears to have improved the efficiency of its auditing and is improving its risk 
analysis. Data provided by the tax administration indicates that auditing efficiency has improved. 
In part, this i s  because more revenues have been found among large tax payers; it i s  not clear 
whether auditing has been strengthened in the case o f  less visible firms and individuals. APEH i s  
currently in the process o f  improving i t s  risk analysis to better identify potential evaders. To 
sharpen the approach against undeclared earnings, the tax administration would benefit from 
models which help to predict average wage levels by sectors and regions; firms that declare much 
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lower wages than predicted by the model for their region and sector would then face a higher 
likelihood o f  being selected for auditing. An Italian scheme along these lines i s  described in 
Tonin (2008). These more sophisticated approaches would increase the tax administration’s need 
for more and higher skilled auditors. 

There appears to be some room to further improve the effectiveness of APEH. Currently, APEH 
i s  responsible for some tasks (e.g., managing student loans) that are not connected to tax 
administration. Centralizing some administrative tasks might also be effective. The agency could 
also consider measures that would improve the motivation of i t s  employees, such as performance- 
based pay. 

Better information and, perhaps above all, stricter sanctions have been key elements in the 
strategy to reduce undeclared economic activity. In addition to the operational reforms within 
APEH, efforts to reduce tax evasion have emphasized information collection and data sharing 
and, above all, stronger penalties for non-compliance. For example, data exchange between the 
tax administration and relevant agencies (Labor Inspectorate, Construction Authority, Housing 
Authority, etc.) has improved. Electronic reporting i s  being used increasingly. In terms o f  
sanctions, to offer a few examples, measures have been introduced or will be introduced shortly 
that provide for increased fines for non-compliance, larger penalties for failure to certify origin o f  
goods or registration o f  employees, and the suspension o f  tax identification numbers. 

3.3.2 Labor inspection 

Since 2005, identifjing undeclared work has been a priority of the Hungarian Labor 
Inspectorate (OMMF), The Hungarian Labor Inspectorate i s  responsible for enforcing labor 
legislation, including the registration o f  workers. OMMF statistics indicate that the Inspectorate 
has become more successful in identifying infractions related to undeclared workers. In 2004, 
only 10,000 cases were found; by 2006, this figure had risen to about 42,000 and in the first 8 
months o f  2007, about 50,000 cases o f  undeclared work were found. 

The increases in undeclared worker infractions are due to changes in inspection methods and 
more resources dedicated to the task. In addition to focusing more on identifying undeclared 
workers, OMMF has introduced some new methods. Inspections are targeted on sectors 
(especially construction and agriculture) where non-registration i s  known to be a problem. Site 
visits are less predictable (e.g., outside working hours) and inspectors sometimes return to 
inspected workplaces. Inter-agency cooperation has improved, with data sharing (e.g., with 
APEH) and joint inspections. OMMF has also introduced internal changes, including more 
flexibility in allocating resources across regions. The constraint o f  inadequate numbers o f  
inspectors i s  being addressed, with numbers doubling over the past three years and further 
additions anticipated. 

Sanctions for undeclared work have also been increased. Penalties for labor violations have 
been increased. As well, firms with infractions are now ineligible for state subsidies for 2 years 
and are excluded from public procurement procedures for 5 years. These provisions are expressly 
intended to further discourage employers from hiding employment. APEH now has powers to 
determine and assess contributions that are due from employers with undeclared workers. OMMF 
has started publishing the names o f  firms with labor violations, including hidden employment, on 
i t s  website. 
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3.3.3 Tax administration and labor inspection reforms to reduce undeclared 
economic activity 

Further gains in reducing undeclared economic activity could be achieved by additional 
reforms in tax administration. 

Increase detection through continued efforts to enhance risk analysis. This could include 
the implementation of more sophisticated models to estimate expected tax liabilities. 

Increase penalty rates for non-compliance. There does seem to be scope for higher penalties 
since Hungary’s penalty rates are considerably lower than rates in some other OECD 
countries, such as Ireland, Austria, and Denmark. 

Consider reforms to APEH’s structure by combining its “functional” approach with a “tax 
payer type” model. A number of OECD countries are using this combined structural model. 

Consider consolidating additional tax enforcement functions in APEH. Merging the 
Customs and Finance Guard and the local tax administration into APEH and also giving 
APEH responsibility for tax fraud could lead to improved enforcement. 

Strengthen political independence of the tax administration, with more scope for 
implementing incentives for improved performance. This has proven to be successful in tax 
agencies in some other OECD countries. 

I n  the area of labor inspection: 

Consider recent experiences of other OECD countries that have introduced innovative 
approaches to inspection. These approaches, often based on the involvement o f  the social 
partners to set and monitor industry standards, could complement current more traditional 
approaches. 

More intense auditing by tax and labor agencies and stiffer penalties for violators are major 
weapons to combat undeclared economic activity; however, there are limits to what these 
measures can achieve by themselves. Without minimizing the obvious importance o f  
enforcement, there i s  a risk that heavy auditing and very strong sanctions will drive some small 
firms, entrepreneurs, and workers more deeply into the black economy or that they will even 
cease to produce at all. Moreover, when the regulations themselves are viewed as too complicated 
or tax levels as too high, then heavy fines will be seen as unfair and will contribute to law and 
order problems. In the end, stronger enforcement will not achieve i t s  objective unless incentives 
for declaring economic activity are improved, above al l  through a less burdensome tax regime. 
This underscores the importance o f  a “carrot and sticks” strategy. 
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3.4 PUBLIC INFORMATION AND EDUCATION34 

Public information and education is thejinal element in a comprehensive strategy to reduce 
undeclared economic activity. How employers and individuals assess the costs and benefits o f  
declaring economic activity or not i s  influenced by their perceptions and attitudes about the 
informal economy, the efficiency of government services, the risk and costs of being detected, the 
fairness o f  the “system”, and so on. When combined with sound framework conditions (Le., 
reasonable taxes and regulations, strong institutions), public education can make a difference in 
bringing a society to a “tipping point” where undeclared work becomes a deviant and irregular 
proposition. 

Currently, Hungary is well away from this “tipping point”, not only with respect to the 
framework conditions but also in terms of public opinion. Survey data suggest that people see 
undeclared economic activity as widespread and that the risk of detection and punishment i s  fairly 
small, especially for law-makers and the well-off. Appreciation for the social welfare and social 
solidarity aspects i s  uneven: many people do not acknowledge the connection between paying 
taxes and the provision of public goods and services. 

Many countries, including Hungary, have launched communication campaigns to change 
public perceptions. These campaigns have tried to emphasize different core messages. For 
example, in 2006, the U.K. focused on positioning tax evaders as a minority that damaged the 
interests o f  the majority. Some campaigns have targeted high-informality sectors. One example i s  
the Canadian construction industry which focused on consumers, informing them o f  the legal and 
financial disadvantages o f  “cash deals” and linking quality and professionalism with registered 
contractors (see Box 3). Hungary’s “Fair Play” campaign in 2007 emphasized, among other 
messages, the damage that tax evasion does to the country’s financial situation. A serious 
evaluation o f  the effect o f  this campaign would be important for informing future communication 
efforts. 

34  For a more detailed analysis, see the paper from T A M 1  (2008) prepared for this project. 
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Box 3.3: Canadians urged to “Get I t  in Writing” 
As i s  the case in many countries including Hungary, a substantial portion of the construction 
industry in Canada operates in the informal economy, resulting in a loss of billions in tax 
revenues. In the last two years alone, Revenue Canada audited almost 25,000 firms in the 
construction industry, netting an additional $140 million in unpaid taxes, $44 million in interest 
and penalties, and $36 million in GST. However, this amounts to just a fraction o f  the taxes 
owed. 

In a joint effort of the Canadian Home Builders’ Association and Revenue Canada, a successful 
“Get it in Writing” public information and awareness campaign was launched. The idea i s  to 
encourage individuals to utilize the services o f  registered businesses by warning them o f  the legal 
and financial ramifications o f  engaging in business transactions with unlicensed or unregistered 
contractors. The premise o f  the campaign was that “professional contractors always work with 
proper, written contracts” and thus using a written contract may ensure financial and legal 
protection for the consumer in the event that something should go wrong. 

The main tool utilized by the “Get it in Writing” information campaign i s  an extensive and 
informative website providing consumers with the who’s, how’s, and why’s o f  hiring a registered 
contractor (http://www,hiringacontractor.com/). The site provides consumers with detailed 
information including national and provincial regulations, a checklist for hiring a contractor, 
determinants o f  a binding contract, and includes anecdotal “horror” stories o f  individuals that 
faced legal and financial consequences of hiring contractors without written contracts. Additional 
information i s  available in a downloadable brochure directly from the website or at the local 
home builders’ association office. Revenue Canada also proactively works with individuals in the 
zonstruction trade to build awareness of the importance o f  registering their business by visiting 
zonstruction sites, informational presentations at trade schools, and seminar and workshops for 
new businesses. This comprehensive informational campaign provides information for both 
Canadian consumers and businesses in an effort to protect both the consumers and business 
Dwners. 

Source: TARKI (2008); Canadian Revenue Agency, http:/lwww.cra-arc.gc.cdElpub/tg/rc4406/rc44O6- 
:.html 

Altering perceptions about informality must be an ongoing task. Future efforts should consider 
the following: 

Information campaigns with segmented communication plans. Public opinion polls show 
that different groups have different attitudes and behaviors regarding the undeclared 
economy. For example, young people appear to have a relatively high acceptance level; this 
group should be a priority in communication efforts, with messages that not declaring work 
and income are old and outdated practices and underlining their criminal aspect. A common 
objective o f  information campaigns should be to position tax evasion as a deviant and 
increasingly marginal activity, with serious personal consequences. Successful enforcement 
and sanctioning of  tax evasion cases involving the rich and powerful should be widely 
publicized. Campaigns should also focus efforts on sectors where undeclared activities are 
significant. . Educating the public on the fundamentals of public finance. This involves providing 
transparent information about how the government spends tax revenues and showing how the 
payments made by entrepreneurs and individuals are linked to the public benefits they 
receive. Another important aspect of public education i s  to clearly illustrate how paying taxes 
now i s  a necessary condition for making Hungary a low-tax country in the future. 
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Involving the social partners. Registered employers and trade unions have strong and shared 
motivations to reduce the prevalence o f  undeclared work in their sectors and workplaces. 
They should be encouraged to work together to explain the problems with informality to their 
constituencies while, at the same time, committing themselves to fighting undeclared work in 
collective agreements. 
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