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Abstract

To explain tax non-compliance, the
dominant approach has been to view non-
compliance as a rational economic decision
taken when the benefits outweigh the costs.
However, many remain compliant even when
non-compliance is the rational economic
decision. The outcome has been the
emergence of a new tax morale approach.
Grounded in institutional theory, this asserts
that formal institutional failings lead to an
asymmetry between the laws and regulations
of a society’s formal institutions and the
beliefs of the population that constitute
its informal institutions. The greater is this
asymmetry (measured by the level of tax
morale), the greater is the prevalence of
tax non-compliance. Until now, studies have
analysed the tax morale of citizens. This paper
evaluates the tax morale of entrepreneurs and
identifies the formal institutional failings that
lead to lower tax morale among entrepreneurs.
Reporting 456 face-to-face interviews
with a nationally representative sample of
entrepreneurs in Bulgaria, it is revealed not
only that the tax morale of entrepreneurs
varies by sector and firm size, but also that
the formal institutional failings significantly
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associated with low tax morale include a
perceived lack of tax fairness, corruption and
political instability. The implications for theory
and policy are then discussed.
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Introduction

he dominant explanation of tax non-

compliance for some five decades has
been to view non-compliance as a rational
economic decision taken when the benefits
are greater than the expected costs of being
detected and penalised (Allingham and
Sandmo, 1972). However, there has emerged
a recognition that many remain compliant
even when the benefits outweigh the costs,
and the rational economic decision would be
for them to be non-compliant. The outcome
has been a new tax morale approach (Webb
et al.,, 2009, 2013; Williams, 2018; Williams
et al.,, 2017). Grounded in institutional theory
(North, 1990), this approach views tax non-
compliance to result from formal institutional
failings that lead tax payers to view tax non-
compliance as acceptable (Cummings et al.,
2009; Kirchler, 2007; Murphy, 2008; Torgler,
2007, 2012; Williams and Horodnic, 2015a,b,
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20164a,b). The solution is therefore to improve
what is termed tax morale, namely the intrinsic
motivation to pay taxes (Torgler, 2012; Torgler
and Schneider, 2007a). Until now, however,
most studies of tax morale have focused
upon citizens when considering the level of
tax morale. They have not focused upon the
tax morale of entrepreneurs, or which formal
institutional failings need to be resolved to
improve the tax morale of entrepreneurs. This
paper seeks to fill these lacunae.

In consequence, this paper advances
the new tax morale approach in three ways.
Firstly, and empirically, it focuses upon the
tax morale of entrepreneurs and how the
level of tax morale varies across different
types of entrepreneur. Secondly, we advance
the theoretical basis of this new institutional
theory by identifying more precisely the
formal institutional failings that lead to low
tax morale, and which therefore lead to tax
non-compliance. Third and finally, and from
a policy viewpoint, we discuss some of the
formal institutional failings that need to be
solved to prevent tax non-compliance.

To achieve this, section 2 reviews the
emergent literature explaining tax non-
compliance from a tax morale perspective to
formulate hypotheses regarding not only the
varying level of tax morale across different
types of entrepreneur, but also the formal
institutional failings that lead to lower levels
of tax morale. To test these, section 3 then
reports the data used, namely a 2015 survey
of entrepreneurs in Bulgaria, involving 456
face-to-face interviews. Section 4 then reports
the findings, while section 5 summarises the
implications for theory and policy.

1. Tax non-compliance and tax morale:
literature review and hypotheses
development

For nearly fifty years, a rational economic
actor approach has been dominant when
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explaining tax non-compliance. Originally
proposed in a seminal paper by Allingham and
Sandmo (1972), this asserts that tax payers
are non-compliant when the benefits of doing
so are greater than the expected costs of
being detected and fined. To tackle tax non-
compliance, most governments therefore
focus on increasing the actual or perceived
probability of detection and level of penalties
(e.g., Horodnic, 2018; ILO, 2017; Williams,
2014, 2018; Williams and Puts, 2017). This is
also the case in Bulgaria. Between 2005 and
2009, for example, a review of the measures
used to tackle tax non-compliance in Bulgaria
finds that of the 222 measures used, the
majority were focused on improving the risk
of detection and creating tougher sanctions
(CSD, 2009).

Despite the dominance of this rational
economic actor approach, the evidence of
its effectiveness at reducing non-compliance
is less than conclusive. Although some
commentators find that increasing fines
and the risk of detection reduces tax non-
compliance (Feld and Frey 2002; Mas’ud et
al., 2015; Mazzolini et al., 2017), others find
no significant association (Shaw et al, 2008;
Williams and Franic, 2015, 2016), and yet
others that increasing the actual or perceived
fines and risks of detection results in higher
levels of tax non-compliance (Hofmann et al.,
2017; Kaplanoglou and Rapano, 2015; Murphy,
2005, 2008; Murphy and Harris, 2007). Indeed,
the major criticism of this rational economic
actor approach is that many tax payers remain
compliant even when benefits of being non-
compliant far outweigh the costs, suggesting
that they should be non-compliant (Kirchler,
2007; Murphy, 2008; Murphy and Harris, 2007;
Williams and Krasniqgi, 2017, 2018).

To explain why tax payers are compliant
even when the pay-off is greater than the
costs, a “tax morale” approach has emerged.
This asserts that tax payers have a greater
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likelihood of being tax non-compliant if they
possess low tax morale, by which is meant a
low intrinsic motivation to pay taxes (Torgler,
2007a, 2012). To provide a theoretical basis
to this conceptualisation, a loose group
of scholars have drawn inspiration from
institutional theory (North, 1990). This views
institutions as the rules of the game. All
societies have both formal institutions, which
are the laws and regulations that define the
legal rules of the game, as well as informal
institutions, which are the “socially shared
rules, usually unwritten, that are created,
communicated and enforced outside of
officially ~sanctioned channels” (Helmke
and Levitsky, 2004: 727). When these are
fully aligned, tax non-compliance will not
occur, except unintentionally, because the
values, norms and beliefs of tax payers
will be fully aligned with the formal rules of
the game. However, when the formal and
informal institutions/rules of the game are
not aligned, which can be measured by the
level of tax morale, then engagement in tax
non-compliance will become more prevalent
(Williams, 2018).

Indeed, this non-alignment of formal and
informal institutions is widely recognised in
Bulgaria. Surveys repeatedly point to a lack of
trust in government due to, for example, public
sector corruption and an inefficient judiciary
as key reasons for tax non-compliance
(European Commission, 2012; Goev, 2009).
Indeed, the World Economic Forum’s Global
Competitiveness Report ranks Bulgaria 112
out of 148 countries in terms of the quality
of its institutions in 2014, with particularly
low scores given to public trust in politicians
(1.9 out of 7), favouritism in decisions of
government officials (2.1 out of 7) and judicial
independence (2.3) (World Economic Forum,
2014). The widely shown consequence is that
tax non-compliance, although illegal from the
viewpoint of formal institutions, enjoys high

levels of social legitimacy in Bulgaria (BICA,
2011; CSD, 2013).

Indeed, lower levels of tax morale have
been found to be significantly associated with
higher levels of tax non-compliance (Brink
and Porcano, 2016; Dell’Anno, 2009; Horodnic
and Williams, 2016; Lima and Zaklan, 2008;
Lisi, 2015; Ostapenko and Williams, 2016;
Stark and Kirchler, 2017; Sumartaya and
Hafidiah, 2014; Torgler, 2004a; Torgler and
Schaffner, 2007; Torgler et al., 2008; Williams
and Horodnic, 2015a,b,c,d,e, 2016a,b, 2017a;
Windebank and Horodnic, 2017). Indeed, a
strong negative correlation has been identified
between tax morale and tax non-compliance
with Pearson r values between -.46 and -.66
(Alm and Torgler, 2006; Torgler, 2011). For
example, Torgler (2011) reveals how in post-
socialist societies a one unit decrease in tax
morale in a 20 percentage points increase in
tax non-compliance.

Until now, however, most of these studies
have been on tax payers in general. There
has been an absence of studies on the tax
morale of entrepreneurs. Studies on tax
payers display that tax morale varies by
socio-demographic characteristics such as
age, gender, employment status, religiosity,
marital status and social class (for a review,
see Horodnic, 2018). However, there has
been until now no data on whether tax morale
varies by the characteristics of entrepreneurs
such as the sector in which they work, their
number of employees, and the legal status
of their business. Although there is data on
how entrepreneurs have lower tax morale
than employees (e.g., Alm and Torgler, 2006;
Torgler, 2007), and studies have revealed that
tax non-compliance varies by sector, firm size,
and so forth (e.g., Williams et al., 2017), no
studies have sought to evaluate how the tax
morale of entrepreneurs varies across these
characteristics. To evaluate this, therefore,
the following hypotheses can be tested:
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Sector hypothesis (H1): Tax morale will
be lower in some sectors than others.

Firm size hypothesis(H2): entrepreneurs
operating as sole traders or with 1-9
employees are more likely to have
lower tax morale than those operating
businesses with more employees.

Legal  status  hypothesis  (H3):
entrepreneurs operating as sole proprietors
are more likely to have lower tax morale
than those operating limited companies.

Firm age hypothesis (H4): entrepreneurs
of younger firms are more likely to have
a lower tax morale than entrepreneurs in
older business ventures.

Urban hypothesis (H5): entrepreneurs
operating in larger urban areas are more
likely to have a lower tax morale than
entrepreneurs operating in rural areas.

VAT hypothesis (H6): entrepreneurs
who are not VAT registered are more
likely to have a lower tax morale than
entrepreneurs who are VAT registered.

What, therefore, causes low levels of
tax morale among some entrepreneurs than
others? When analysing citizens, rather
than entrepreneurs, numerous studies have
found that the level of tax morale depends
on whether citizens perceive the tax system
as fair, or taxes to be inappropriately used
by government (Alasfour et al, 2016; Alm
and Gomez, 2008; Cevik, 2016; Cummings
et al., 2009; Cyan et al., 2016; Frey, 2003;
Niesiobedzka, 2014; Torgler and Schaffner,
2007; Torgler et al., 2008; Vythelingum et
al., 2017). For example, tax morale is low
when citizens view there to be resource
misallocations and inefficiencies due to state
capture. This is where firms or groups of firms
influence the formulation of laws and other
government policies to their own advantage
through illicit or non-transparent means (Fries
et al., 2003). The result is that they receive
preferential treatment and state resources
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are diverted towards them. For those not part
of these elites who capture the resources of
the state, the result is burdensome taxes, and
relatively fewer public services in return for
the taxes and social contributions they pay
(De Soto, 1989; Siqueira et al., 2016; Williams
et al,, 2016). In nations where state capture
is more prevalent, in consequence, citizens
have lower levels of tax morale because the
citizens feel cheated (Chan et al., 2018; Saitta,
2017; Torgler, 2001; Torgler et al., 2007b). In
Bulgaria, the widespread perception is that
the laws and regulations of formal institutions
are made for the benefit of the ruling classes
who are viewed as allegedly extracting
money from the taxes paid for their own
personal gain. The result is that many citizens
are unwilling to pay their taxes due to the
perceived unfairness of the system and their
belief that any taxes paid will not benefit them
in terms of schools, hospitals and so forth but
instead will find its way into the pockets of the
ruling classes (Dzhekova and Williams, 2014).
To start to evaluate whether this is also the
case when entrepreneurs are analysed, the
following hypothesis can be tested:

Distributive fairness hypothesis (H7): the
lower is the perception of entrepreneurs
that they receive sufficient in return for the
taxes they pay, the lower is the level of tax
morale.

The level of tax morale is also related
to the perceived quality of public services
(Williams, 2018; Williams and Horodnic,
2017a; Williams and Martinez, 2017), such as
the perceived effectiveness of government
spending (Alasfour et al., 2016; Barone and
Mocetti, 2011; Molero and Pujol, 2012; Sipos,
2015; Vythelingum et al., 2017). This can
be measured by examining the perceived
presence of public sector corruption (Khan
and Quaddus, 2015; Round et al, 2008;
Tonoyan et al, 2010), by which is meant
the ‘misuse of public office for private gain’
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(Svensson, 2005). This occurs in relation to
entrepreneurs when government officials ask
for bribes (e.g., a portion of a given contract)
in return for a service. This service might
be speeding up the approval process for
an operating license, not writing a negative
outcome for a workplace inspection, or
helping entrepreneurs avoid delays in some
other regulatory process such as the granting
of a construction permit. Where public sector
corruption prevails, therefore, tax morale is
likely to be lower. This is widely perceived
to be the case in Bulgaria (Dzhekova and
Williams, 2014). To evaluate this, the following
hypothesis can be tested:

Public sector corruption hypothesis
(H8): the greater the perceived level of
public corruption, the lower is the level of
tax morale.

A further and final formal institutional
failing here reviewed is the perceived and/or
actual instability and uncertainty of the formal
rules. Formal institutional instability and
uncertainty results when there are continuous
changes in the laws and regulations (Levitsky
and Murillo, 2009; Williams and Shahid,
2016). This is often the case in many
transition economies where entrepreneurs
and enterprises are subjected to continuous
ongoing alterations in the formal rules, and
therefore do not expect the rules that apply
today to remain the same in the future. For
example, citizens and entrepreneurs in such
countries see little point in paying compulsory
social insurance contributions so that they
can claim unemployment benefits or pensions
in the future, because they have little reason
to believe that when they wish to benefit, the
same rules will apply. This lack of perceived
permanency of the formal rules is a major
problem for governments. It leads to low
levels of tax morale. Indeed, this instability
of the formal rules is widely recognised in
Bulgaria, with 69 changes having occurred in

the tax laws and regulations in just five years
(Dzhekova and Williams, 2014). A further
related issue is that when the perception is
that the formal rules are not indigenous to
the nation but are imposed from the outside,
such as by supra-national institutions, tax
morale will again be much lower (see Williams
et al., 2013). Indeed, in such situations, it is
perhaps unsurprising that populations and
entrepreneurs look beyond the formal laws
and regulations to the informal institutions
for a more permanent shared set of norms
and rules in relation to what is acceptable
and what is not to govern and structure their
economic activities instead of relying on
formal laws and regulations (London et al.,
2014; Mair et al., 2012), which can be very
fluid and temporary. To start to evaluate this,
the following hypothesis can be tested:

Instability — of  formal institutions
hypothesis (H9): the greater is the
perceived political instability, the lower is
the level of tax morale.

2. Data and Variables

2.1 Data

To evaluate these hypotheses on the
tax morale of different entrepreneurs, and
the determinants of low tax morale, data is
reported from a representative survey of
entrepreneurs conducted in 2015 in Bulgaria,
a country where the informal economy is
one of the largest in Europe (Williams et al.,
2017b) and there is found to be a low level
of tax morale among its citizens (Williams
and Franic, 2015, 2016). The sampling
methodology ensured that the samples are
proportionate to the universe in Bulgaria
with respect to firm size, region and sector.
The owners or managers of a representative
sample of 456 businesses were surveyed.

Given the sensitive nature of the topic,
it was necessary to establish a rapport with
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the interviewees. The survey in consequence
started  with  non-sensitive  questions
about their satisfaction with the business
environment. This was then followed by
questions on the acceptability of various non-
compliant behaviours and only after this, were
questions asked on whether they consider
themselves affected by businesses using
informal practices and their own participation
in informal economic practices. Reviewing the
responses of the interviewers in relation to the
perceived reliability of the interviews that were
conducted, interviewers reported excellent or
fair cooperation in 94 per cent of interviews
with entrepreneurs. The interviewer stated
that cooperation was bad, or the interviewer
did not assess the reliability of the interviews,
in just 1 per cent of interviews.

2.2 Variables

To evaluate the hypotheses, ordered logit
regression analysis has been here used. The
dependent variable is a categorical variable
showing the level of tax morale. To measure
the level of tax morale of entrepreneurs, the
following question was asked: To what extent
do you agree that underreporting annual
revenue or turnover in order to evade taxes
is acceptable. The responses were given
on a 10-point Likert scale, where 1 means
completely disagree, and 10 means completely
agree. In this paper, the 10-point scale has
been recoded into a four point scale (Torgler,
2004; Torgler and Schneider, 2009): value 1 =
low tax morale (responses from 4 through 10,
due to the low number of responses); value
2 = middle lower tax morale (response 3);
value 3 = middle upper tax morale (response
2); and value 4=high tax morale (response 1
“completely disagree”).

To test if and how the level of tax morale
varies across entrepreneurs, a series of firm-
level independent variables derived from
previous studies analysing the likelihood of
participation in tax non-compliance (Ali and
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Najman, 2018; Hudson et al, 2012; Putnins

and Sauka, 2017; Putnin$ et al., 2018; Williams

and Horodnic, 2017a, b) are used, as detailed

below:

® Sector: A categorical variable describing
the main activity of the company: 1 =
agriculture, 2 = hotels and restaurants, 3
= services, 4 = construction, 5 = transport
and communications, 6 = trade, 7 = retail,
8 = industry, 9 = health, 10 = other.

® Number of employees: A categorical
variable describing the total number
of currently employed people in the
observed company (excluding owners
and partners): 1 = sole traders and
micro (0-9 employees), 2 = small (10-49
employees), 3 = medium and large (50+
employees).

® |egal Status: A categorical variable
describing the legal status of observed
company: 1 = sole proprietorship, 2
= private limited company, limited by
shares (LTD.), 3 = public Ltd Company
(PLC), 4 = other.

® Age business: A categorical variable
showing how many vyears has the
observed company been trading (this
includes under all ownerships and all
legal statuses): 1 = less than 5 years, 2
= 6-10 years, 3 = 11-20 years, 4 = more
than 20 years.

® Business locality: A categorical variable
describing in what kind of locality does
the observed company carry out its
main activity: 1 = the capital, 2 = big
city (regional centre), 3 = small town,
4 = village or rural area, 5 = the entire
country, 6 = both inside the country
and outside the country, or outside the
country only.

® \Vat registered: A dummy variable
describing whether the respondent’s
company is VAT registered: 0 = no, 1 =
yes.

® The key independent variables used
to evaluate each hypothesis about

Economic Alternatives, Issue 1, 2020
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the determinants of low tax morale,
meanwhile, are the following:

® Tax fairness: A categorical variable
recorded using the following survey
question - To what extent do you agree
with the statements that the state does
not give businesses enough in return
for the taxes they pay. This variable is
measured on a 10-point Likert scale, 1
means completely disagree, 10 means
completely agree.

® (Corruption as an obstacle to the
current operations of the companies.
A categorical variable recorded using
the following survey question - To what
degree is corruption an obstacle to the
current operations of the companies:
value 1=very severe obstacle, value
2=major obstacle, value 3=moderate
obstacle, value 4=minor obstacle, value
5=no obstacle.

® Political instability as an obstacle to the
current operations of the companies.
A categorical variable recorded using
the following survey question - To
what degree is political instability an
obstacle to the current operations of
the companies: value 1=very severe
obstacle, value 2=major obstacle, value
3=moderate obstacle, value 4=minor
obstacle, value 5=no obstacle.
For the descriptive analysis below, the

crude data for each variable is reported

to provide an accurate description and to
minimise any bias that would be encountered
by excluding those entrepreneurs who did
not provide responses to all the variables
in the analysis but provided responses for
some questions. In the regression analysis,
however, only those respondents for which
data on each variable was available for each
model were analysed due to the technical
requirements of this type of analysis. Answers
of “don’t know” and “refusal” were eliminated
in all estimations. Accordingly, an ordered
logit model has been used without multiple
imputations.

3. Results

Table 1 presents the descriptive results
of the level of tax morale of entrepreneurs in
Bulgaria. This reveals that overall 50.6% have
a low level of tax morale, strongly agreeing
that it is acceptable to underreport annual
revenue or turnover to evade taxes, 10.3%
have a lower middle tax morale, 11.2% an
upper middle tax morale and just 28.0% a
high tax morale, completely disagreeing that
it is acceptable to underreport annual revenue
or turnover to evade taxes. However, the level
of tax morale of entrepreneurs varies across
different groups according to various firm-
level characteristics (see Table 1).

Table 1. Distribution of tax morale in Bulgaria, % of entrepreneurs

Low tax Mid low Mid high High tax
morale tax morale tax morale morale
Total 50.6 10.3 11.2 28.0
Sector
Agriculture 41.2 17.7 5.9 35.3
Hotels and restaurants 60.7 74 10.7 214
Services 51.9 15.4 5.8 26.9
Construction 65.4 3.9 19.2 115
Transport and communications 36.0 8.0 16.0 40.0
Trade 54.4 7.6 141 23.9
Retail 57.8 9.4 7.8 25.0
Industry 31.3 21.9 9.4 375
Health 35.3 17.7 5.9 41.2
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Low tax Mid low Mid high High tax

morale tax morale tax morale morale
Other 48.7 6.6 13.2 31.6
Number of employees
Sole trader 33.3 9.1 18.2 39.4
Micro (1-9 employees) 53.8 10.5 9.6 26.1
Small (10-49 employees) 36.0 4.0 20.0 40.0
Medium and large (50+ employees) 38.9 16.7 16.7 278
Legal status
Sole proprietorship 51.7 13.8 10.3 241
Private limited company, limited by shares (LTD.) 50.0 8.4 11.9 29.7
Public Ltd Company (PLC) 58.3 8.3 0.0 33.3
Other 50.0 25.0 16.7 8.3
Firm age
Less than 5 years 55.0 10.0 10.8 24.2
6 - 10 years 50.0 10.5 12.1 274
11 - 20 years 53.2 11.9 10.3 24.6
More than 20 years 40.8 6.1 12.2 40.8
Business locality
The capital 55.3 7.0 9.7 28.1
Big city (regional centre) 47.0 10.7 111 31.2
Small town 58.8 8.8 11.8 20.6
Village or rural area 58.3 16.7 16.7 8.3
The entire country 48.2 18.5 74 25.9
Sg;:tlrr;,sfrﬁ;he country and outside the country, or outside the 571 14.3 28.6 0.0
Vat registered
No 575 10.0 10.0 22.5
Yes 43.6 10.8 12.4 33.2
The state does not give businesses enough in return for the taxes
they pay
Completely disagree 471 5.9 11.8 35.3
2and 3 28.6 10.7 25.0 35.7
4 and 5 44.6 214 8.9 25.0
6 and 7 52.7 10.8 8.1 28.4
8 and 9 64.7 9.8 6.9 18.6
Completely agree 52.9 5.8 10.6 30.8
Corruption as an obstacle to the current operations of the
companies
Very severe obstacle 56.1 7.2 9.4 27.3
Major obstacle 53.4 14.6 15.5 16.5
Moderate obstacle 48.6 12.9 14.3 24.3
Minor obstacle 45.2 71 9.5 38.1
No obstacle 34.1 11.4 4.6 50.0
Political instability as an obstacle to the current operations of the
companies
Very severe obstacle 60.4 7.7 8.8 231
Major obstacle 51.1 8.0 18.2 22.7
Moderate obstacle 472 17.0 13.2 22.6
Minor obstacle 54.4 8.7 4.4 32.6
No obstacle 41.4 71 8.6 42.9

Source: Authors’ own work based on the representative survey in Bulgaria
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Commencing with how tax morale varies
by the sector in which entrepreneurs operate,
the finding is that a larger proportion of
entrepreneurs in agriculture, the health sector,
manufacturing industry and transport and
communications have a high tax morale, while
higher proportions have a low tax morale in the
construction industry, hotels and restaurants
sector, retail and trade sectors, and services.
Similarly, a higher proportion of entrepreneurs
operating micro-enterprises have a low tax
morale. However, there appears to be little
marked variation according to the legal status
of the business venture that they operate. It
is the case, nevertheless, that entrepreneurs
operating enterprises older than 20 years
tend to have a higher tax morale than those
operating younger enterprises, as do a
greater proportion have low tax morale who
are operating businesses in the capital city of
Sofia and small towns and rural areas, as do
those who are not registered for VAT have a
lower tax morale.

There is, however, some association
between the satisfaction of entrepreneurs
with the state giving businesses enough in
return for the taxes they pay, and their level
of tax morale. Those completely agreeing that
the state does not give businesses enough
in return for the taxes they pay have lower
tax morale, while those believing that the
state does give businesses enough in return
have higher tax morale. There also appears to
be a close association between perceptions
of corruption and the level of tax morale of
entrepreneurs. Those viewing corruption as
more prevalent have lower tax morale. Some

56.1% of those perceiving corruption as a
very severe obstacle have a low tax morale
but just 34.1% of those perceiving corruption
as no obstacle. Similarly, just 27.3% of those
who perceive corruption as a very severe
obstacle have a high tax morale but 50%
of who perceive corruption as no obstacle.
Finally, 60.4% of those entrepreneurs who
perceive political instability as a very severe
obstacle to the current operations of their
business have a low tax morale but only
41.4% of those who do not perceive political
instability as an obstacle. And similarly, 23.1%
of those entrepreneurs who perceive political
instability as a very severe obstacle to the
current operations of their business have a
high tax morale but 42.9% of those who do not
perceive political instability as an obstacle.

The shortcoming of these descriptive
statistics is that they do not take account
of, and hold constant, other variables which
may influence these correlations. To do this,
Table 2 therefore presents an ordered logit
regression analysis. This adopts a staged
approach. Model 1 consider the variations in
the level of tax morale of entrepreneurs across
various firm-level variables. To evaluate the
various formal institutional determinants that
lead to low tax morale, model 2 then adds
in the variable of whether the state gives
businesses enough in return for the taxes they
pay, model 3 their views on whether public
sector corruption is an obstacle to the current
operations of their business, and model 4
their views on whether political instability is
an obstacle to the current operations of their
business.
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Starting with how the level of tax morale
varies across entrepreneurs  operating
different types of business, model 1 in Table
2 reveals that there are some significant
sectoral variations. Compared with the tax
morale of entrepreneurs operating in the
construction sector, entrepreneurs have a
significantly higher tax morale who operate
in the agriculture, services, transport and
communications, retailing, manufacturing
industry, health and other sectors (confirming
hypothesis H1). Moreover, there are also
variations in entrepreneurs’ tax morale by
the number of employees they employ.
Those operating micro-enterprises (with 1-9
employees) have a significantly lower tax
morale than those who are sole traders.
This, therefore, requires a refinement of
hypothesis H2. It is entrepreneurs operating
micro-enterprises  with  1-9  employees
have a lower tax morale than sole traders.
Interestingly, however, when other variables
are held constant, there is no difference in
the tax morale of entrepreneurs by the legal
status of their business venture (refuting
hypothesis H3). Neither are there significant
variations by age of the business (refuting
hypothesis H4) or the type of locality in which
the business operates (refuting hypothesis
H5). However, there are significant variations
by whether they have registered for VAT or
not. Those entrepreneurs who have registered
their businesses for VAT have a higher tax
morale than those who have not (confirming
hypothesis H6).

To start to evaluate the various formal
institutional determinants that lead to this
non-alignment of entrepreneurs’ views with
the formal rules, model 2 in Table 2 adds in
the variable of whether they view the state
as giving businesses enough in return for the
taxes they pay. The significance and direction
of association remains the same for all the
firm-level characteristics in model 1. The

additional finding is that there is a significant
association between the tax morale of
entrepreneurs and their view on whether the
state gives businesses enough in return for
the taxes they pay. Those who not believe that
the state gives businesses enough in return
have significantly lower tax morale (confirming
Hypothesis H7). An increase by one unit in
the perception that the state does not give
businesses enough in return for the taxes
they pay decreases by 1.1 percentage points
the proportion of entrepreneurs indicating the
highest level of tax morale.

Model 3 in Table 2, meanwhile, examines
their views on whether public sector corruption
is an obstacle to the current operations of
their business and whether this is associated
with their level of tax morale. The finding is
that the greater the perceived level of public
corruption, the lower is the level of tax morale
(confirming Hypothesis H8). An increase by
one unit in an entrepreneur’s perception that
corruption is an obstacle to their operations
decreases by 4.4 percentage points the
proportion of entrepreneurs indicating the
highest level of tax morale.

Finally, model 4 in Table 2 explores whether
perceived political instability is associated
with the tax morale of entrepreneurs. The
finding is that the greater is the perceived
political instability, the lower is the level of
tax morale (confirming Hypothesis H9). An
increase by one unit in the perception of
entrepreneurs that political instability is an
obstacle to their current operations decreases
by 4.2 percentage points the proportion of
entrepreneurs indicating the highest level of
tax morale.

4. Discussion and Conclusions

This paper has evaluated a new tax
morale approach, based on institutionalist
theory, which argues that formal institutional
failures lead to the emergence of lower
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tax morale amongst entrepreneurs, which
in turn leads to the prevalence of tax non-
compliance. Reporting face-to-face interviews
with a nationally representative sample of 456
entrepreneurs in Bulgaria, it is revealed not
only that the tax morale of entrepreneurs
varies by sector and firm size, but also that
the formal institutional failings significantly
associated with low tax morale include a
perceived lack of tax fairness, corruption and
political instability.

In terms of the theoretical implications,
therefore, this paper makes three advances.
Firstly, most studies explaining tax non-
compliance from this tax morale approach
have focused upon citizens or employees’
levels of tax morale. Few have evaluated the
tax morale of entrepreneurs. This paper has
filled this lacuna. Secondly, it has revealed
that there are indeed variations in the levels
of tax morale of entrepreneurs according
to the sector in which they operate and the
number of employees they employ. Third and
finally, and importantly for further advancing
institutional theory, some of the formal
institutional failures that lead to the lower tax
morale of some entrepreneurs have been
identified. There is a significant association
between the tax morale of entrepreneurs
and their perceptions of tax fairness, public
sector corruption and instability in the formal
institutions.

Turning to the implications for policy,
this paper reveals that at a minimum, the
dominant rational economic actor policy
approach, which seeks to increase the
risks of detection and penalties, should be
complemented with a policy approach that
seeks to improve tax morale. To achieve
this, the first approach is to improve the tax
morale of entrepreneurs using tax education
and awareness raising campaigns (e.g.,
by providing information about the benefits
of being compliant, and showing the public
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goods and services received for the taxes
paid). It is arguable, nevertheless, that the tax
morale of entrepreneurs will not change until
there are alterations in the formal institutions.
Secondly, therefore, formal institutions need to
be improved. As the ordered logit regression
analysis in this paper reveals, this requires,
at a minimum, improvements in tax fairness,
reduced public sector corruption and greater
stability in the formal institutions and rules of
the game.

Despite these clear implications for theory
and policy, this paper nevertheless has its
limitations. Firstly, it reports results for only
one country. Future research, therefore,
needs to evaluate whether similar significant
associations are identified when conducting
surveys of entrepreneurs in other countries.
Secondly, although this study reveals that
tax morale is affected by formal institutional
failings, it only uncovers some of the formal
institutional failings that lead to lower tax
morale. Future quantitative as well as in-depth
qualitative research, therefore, is needed to
evaluate systematically a wider range of
formal institutional failings that might lead
to lower tax morale, so that government can
pursue more targeted policy measures to
improve the level of tax morale and therefore
tax non-compliance.

In sum, this paper has revealed the
importance of the tax morale approach
grounded in institutional theory when
explaining and tackling tax non-compliance
in Bulgaria. If this paper stimulates similar
studies in other nations and more in-depth
research on the formal institutional failings
that lead to lower tax morale, then this paper
will have fulfilled a primary intention. If this
then leads to changes in the policy approach
adopted for tackling tax non-compliance,
with greater emphasis put on addressing the
low levels of tax morale that lead to higher

Economic Alternatives, Issue 1, 2020
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levels of tax non-compliance, then it will have
fulfilled its fuller intention.
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