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Foreword

When the first Human Development Report was published in 1990, the UNDP firmly set out the 
concepts of dignity and a decent life as the essential to a broader meaning of human development. 
In line with this, UNDP in Montenegro, through its National Human Development Reports has been 
drawing the attention of the country’s policy-makers and civil society to Montenegro’s socio-economic 
development. The reports have enthused national debates and resulted in numerous initiatives 
promoting and strengthening sustainable human development. 

This year’s National Human Development Report tackles the topic of informal work - this pressing topic 
that affects not only the economy but all segments of society. A third of all people in Montenegro are fully 
or partly informally hired which puts them at risk of poor social and health protection. The report offers 
focused perspectives and an analysis of national circumstances and strategies for reducing the scale of 
the informal economy and advancing human development. The aim of the report is to bring together the 
facts on human development, influence national policy and mobilize various sectors of the economy and 
segments of society. It introduces the concept of human development into the national policy dialogue 
on informal employment—not only through relevant indicators and policy recommendations, but also 
through the country-led and country-owned processes of consultation, research and report writing. 

The NHDR on the informal economy results in a set of policy options on how to reduce the volume of 
the informal economy in Montenegro with the specific focus on informal employment. In other words, 
the report’s aim is to support the transition to formal economy. A set of adequate policies and ways to 
overcome the barriers to formalization were identified, while at the same time taking into account the 
most common limitations for the transition to the formal economy. 

The NHDR has opened the debate on informal employment and its repercussions on inequalities 
and poverty. To make employment work to reduce poverty, the challenge is not only to create jobs, 
but also to create decent jobs:  ones that offer adequate pay and a sufficient level of social protection. 
Jobs in the informal sector frequently fail to offer just that. In the context of the unfolding economic 
crisis it is important that the commitment to poverty reduction is maintained. The recommendations 
defined in this document that are aimed ultimately at the formalization of labour and at overcoming 
exclusion and marginalization, are based on the a systemic approach and aligned to the Sustainable 
Development Goals of the 2030 Agenda.

Most of those who work informally are insufficiently protected from the various risks to which they are 
exposed: illness or health problems, unsafe working conditions and possible loss of earnings. In this 
context, the NHDR is designed to appeal to a wide audience, to catalyse public debates and mobilize 
support for action and change, going beyond providing recommendations to reducing informal work, 
but influencing the overall structural reforms Montenegro is heading towards. 
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We believe that this report will inspire decision-makers, as well as employers and employees in  
Montenegro, on the way forward to shaping a common response in terms of translating its findings 
into concrete action while contributing to real transformational change on the ground.

 

Fiona McCluney

UNDP Resident Representative  
UN Resident Coordinator to Montenegro 
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Introduction

This report analyses the causes and consequences of the informal economy with an emphasis on 
informal work. In the Report the informal economy and informal work are observed through the lens 
of human development, i.e. ensuring opportunities for people to enjoy a long, healthy and creative life.3 

The goal of the Report is to take into account the overall context – the historical pattern of economic 
and cultural development, the formal and informal rules in Montenegro – and to propose effective 
policies of formalization of informal employment to the decision-makers. Formalization should not 
be technical, such as recording all the employed people, but it should be such that it will contribute 
to human development and promote decent work, respecting the need not to restrict or discourage 
economic activities.  

The Report was prepared after the research company IPSOS conducted a Survey commissioned by 
UNDP (hereinafter referred to as: “the Survey”)4. In the drafting process, the team organized several 
rounds of consultations, meetings and round tables with different stakeholders (representatives of the 
relevant trade union organizations, employers’ associations, and state institutions and bodies). The 
Draft Report was given numerous positive comments by social partners and members of the Project 
Steering Committee. The representative of the Union of Free Trade Unions expressed disagreement 
with certain conclusions and recommendations, particularly in the part of the Report that refers to 
the labour market. 

3	 Mahbub	ul	Haq	(1934–1998)	–	founder	of	the	Human	Development	Report.

4	 The	Survey	included	several	methodological	approaches:	desk	research,	a	general	population	survey,	a	survey	that	included	the	repre-
sentatives	of	companies	and	entrepreneurs	in	Montenegro’s	private	sector,	in-depth	interviews	with	interested	groups	and	stakeholders	
in	informal	employment	and	the	grey	economy	and	discussions	in	focus	groups	with	informally	employed	people.	The	general	popu-
lation	survey	(1,038	households)	served	as	the	basis	for	providing	an	assessment	of	 informal	employment	and	for	a	descriptive	and	
econometric	analysis	of	the	characteristics	of	informally	employed	people.	The	extended	sample,	that	included	119	households	living	in	
an	informal	settlement,	provided	information	about	whether	there	is	a	connection	between	poverty	and	informal	employment.
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The Phenomenon of the Labour Market

Informal employment5 is a widespread phenomenon that is particularly visible in developing 
countries and economies in transition. This phenomenon, however, exists not only in underdeveloped 
countries with inefficient institutions and a lack of trust in the government.  Informality has become 
increasingly common, not least in middle- and even high-income countries.”6

Globally, informal employment is more the rule than the exception, since over 60% of employed people 
in the world work in the informal economy.7 Informal employment is a serious problem in Europe as 
well. According to some studies8, informal employment in Europe amounts on average to 20%, while it 
is highest in the countries of South Europe where it is 28% on average.9 

Economic development can reduce the level of informal work but it does not eradicate it. Since the 
beginning of states and regulation, informal employment has been a permanent characteristic of all 
societies, both underdeveloped and those with a high level of income. The phenomenon of informal 
work therefore attracts more and more attention from international institutions and decision-makers, 
both globally and locally. The global initiative for a sustainable future with dignity for all – the “2030 
Agenda” – shows that there is a need to promote decent work not only in developing countries but also 
in developed ones. The basic goals of this initiative include: improvement of the quality of jobs, gender 
equality, enhancement of social security and security in the workplace. 

Informal Employment in Montenegro 

The labour market in Montenegro is characterized by low activity in the working population, relatively 
high unemployment, particularly of the young and vulnerable, a lack of a sufficient number of new 
jobs and a lack of high-quality jobs.  

5	 In	its	Declaration	from	2002,	the	International	Labour	Organization	defines	undeclared	work	as:	“economic	activities	by	workers	and	
economic	units	that	are	–	by	law	or	in	practice	–	insufficiently	covered	by	formal	arrangements”,	i.e.	employment	“that	does	not	meet	
the	requirements	of	national	 legislation,	regulation	and	practice”.	According	to	the	ILO	definition,	undeclared	work	does	not	 include	
illegal	activities,	particularly	provision	of	services	and	production,	sale,	possession	or	use	of	goods	prohibited	by	law,	including	illegal	
production	of	and	trade	in	drugs,	production	of	and	trade	in	weapons,	trafficking	of	human	beings	and	money	laundering,	according	to	
the	relevant	international	treaties.		

6	 OECD	(2009)	–	“Is	Informal	Normal?	–	Towards	More	and	Better	Jobs	in	Developing	Countries”	p,	11.

7	 The	data	on	the	level	of	informal	employment	in	the	labour	market	presented	by	OECD	in	the	publication	“Is	Informal	Normal?”	shows	
that	60%	of	the	total	number	of	employed	people	in	2009	globally	were	engaged	in	the	informal	sector,	while	40%	were	formally	em-
ployed,	i.e.	40%	exercised	their	rights	to	social	insurance	–	pension	and	health	insurance.	Among	the	40%	formally	employed	there	were	
those	who	were	paid	part	of	their	incomes	contrary	to	the	law	(in-kind	or	cash	without	paying	any	of	the	obligations	to	the	state).	Thus,	
broadly	speaking,	the	level	of	fully	or	partially	informally	engaged	people	is	higher	than	60%	globally.

8	 Schneider,	F.	Buehn,	A.	Montenegro,	C.	(2010),	New estimates for the Shadow Economy all over the World, International Economic Journal.

9	 According	to	these	assessments,	Cyprus	had	the	highest	level	of	informally	employed	people	at	53%,	followed	by	Greece	at	46.7%.	Of	
Western	European	countries,	the	Republic	of	Ireland	and	the	UK	had	the	highest	levels	at	33%	and	21.7%	respectively.	It	is	interesting	
that,	according	to	this	research,	the	lowest	level	of	informally	employed	people	was	recorded	in	Lithuania,	Latvia	and	Sweden:	6.4%,	8%	
and	8.2%	respectively.
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Just like the rest of Europe, in the last 30 years Montenegro has been characterized by so-called negative 
demographic trends. This is primarily caused by an increase in life expectancy, which is a positive 
trend from the aspect of human development. As a consequence of this process, the population, on 
average, lives longer and it is older.10 

The volume of the undeclared economy in Montenegro is significant, while a particularly important 
issue is the issue of informal employment. Just like in other countries in transition, Montenegro has 
two basic forms of informal work existing in parallel. The first one includes all individuals that cannot 
find formal employment and therefore opt for temporary and occasional informal work to earn at least 
some income. In theory, this concept is called the survival strategy and it is very frequent in the sectors 
of agriculture, services, crafts, etc. This form of informal work includes individuals that are excluded 
from formal employment either because they are forced out (dismissed, made redundant, lost their jobs 
because their company closed, etc.), or because they cannot “find” a formal job. This form of informal 
work includes also those individuals that have voluntarily decided not to be formally employed, i.e. 
they prefer not to belong to the formal sector.11 The second form of undeclared work in the majority 
of cases is related to economic entities – entrepreneurs who consciously avoid paying (a part of) their 
liabilities to the state and complying with legislation in order to acquire maximum profit.  

According to the findings of the Survey12, in 2014 in Montenegro one-fifth (22.3%) of the total number 
of employed people were informally employed, while for one-sixth (10.4%) of those formally employed 
only a part of the taxes and contributions was paid (while the rest was paid in cash). This means that 
the total proportion of people who had a fully or partially informal work engagement (or who were 
fully or partially included in the informal economy) was at a level of about one-third (32.7%) of the total 
number of employed people.13 

10	 The	proportion	of	the	population	under	15	years	was	31.9%	in	1971.	In	2011	this	proportion	reduced	by	approximately	13pp	to	19.2%.	At	
the	same	time,	the	proportion	of	the	population	age	65	or	above	almost	doubled	–	from	7.6%	to	12.8%	of	the	total	population.	The	average	
age	in	1971	of	women	was	29.8,	and	it	was	27.4	for	men,	while	in	2011	the	average	age	of	women	was	38.4,	and	36	years	for	men.

11	 There	are	individuals	that	choose	the	informal	sector	for	various	reasons,	including	resistance	to	authority	or	to	the	established	system	
and	existing	rules	and/or	attaching	higher	value	to	current	income	than	to	a	safer	future.	

12	 The	IPSOS	survey	was	conducted	in	November	2014.	Since	an	important	part	of	the	Montenegrin	economy	is	of	a	seasonal	character,	
November	is	not	“representative”	for	measuring	informal	employment,	particularly	in	labour-intensive	activities	where	activities	are	at	
their	lowest	levels	in	November	(tourism,	agriculture	and	construction).	It	can	therefore	be	concluded	that	the	results	related	to	the	level	
of	informal	employment	do	not	reflect	the	annual	average	but	are	“distorted”	due	to	the	fact	that	the	survey	was	done	in	a	non-repre-
sentative	period.	Still,	every	month	can	be	described	as	non-representative,	and	therefore	more	reliable	and	more	representative	data	
can	be	collected	only	through	repeating	the	survey	in	different	periods	and	then	calculating	the	average.			

13	 There	is	no	generally	accepted	definition	of	informal	employment.	The	legislation	and	methodologies	used	by	state	institutions	in	Mon-
tenegro	are	not	based	on	a	single	definition	of	informal	employment.	The	International	Labour	Organization	has	a	definition	of	informal	
employment	that	includes	individuals	that	work	in	their	own	households	for	their	own	needs,	but	it	does	not	include	those	who	have	
formal	employment	with	a	formal	employer,	while	receiving	part	of	their	salaries	 in	cash	without	taxes	and	contributions	being	paid	
on	that	part	of	the	salaries.	The	IPSOS	survey	starts	from	a	broader	definition	of	informal	employment	–	one	which	includes	employed	
people	who	work	in	companies	in	the	formal	sector	but	receive	part	of	their	salaries	in	cash.	
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The dominant group of informally employed people is made up of informally employed people who do 
not work for any formal employer. Two-thirds of them are such people. This means that the proportion 
of informally employed people who work with registered (formal) employers but without any contract 
of employment is less than 7%. 

Crosschecking of the various data and methodologies14 and also the official MONSTAT data15 can lead 
to the following conclusions: 

• The rate of informal employment in Montenegro is high and in the last 10 years it has been a 
more or less invariable category that oscillates around about one-third of the total number of 
working population (it ranges between 25% and 37%)

• Informal employment with a formal employer has been slightly declining since the beginning 
of the transition 

• The level of formally employed people who have only part of their salaries declared by employers 
is also slightly declining 

The high level of informally employed people, particularly undeclared self-employed people, as well 
as the long period of informal employment, 16 in spite of all the activities that have been undertaken 
in recent years, show that there is a systemic problem in the institutional environment for the 
formalization of employment.  

Informal Employment and Unemployment in Montenegro

According to the data from the MONSTAT Labour Force Survey for 2014, out of the total population of 
620,000 people in Montenegro 432,000 people are of working age, while 260,500 are active. 17 Among 

14	 120	The	data	and	the	methodology	of	the	research	conducted	by	the	Confederation	of	Independent	Trade	Unions	of	Montenegro	(2001)	
“The	Informal	Economy	and	Unprotected	Labour	in	Montenegro”	and	that	of	IPSOS	(2014)	–	“Informal	Employment	and	the	Grey	Econ-
omy	in	Montenegro”,	are	not	comparable	so	categorical	comparisons	cannot	be	made.			

15	 In	order	to	compare	the	data	from	the	Survey	with	the	official	MONSTAT	data,	Prof.	Arandarenko	developed	two	approaches.	“One	is	a	
simple	and	historically	the	oldest,	but	not	a	particularly	reliable	way	of	estimating	informal	employment	by	a	simple	process	of	deriving	
administrative	data	on	employment	from	the	estimates	of	the	employment	rate	based	on	the	household	survey.”	According	to	this	prin-
ciple,	the	informal	employment	rate,	which	does	not	include	formally	employed	people	for	whom	taxes	and	contributions	are	only	partly	
paid,	oscillated	in	the	period	2007–2014	between	15.1%	and	26.5%.	In	2014	it	was	19.6%.	The	second	approach	to	estimating	informal	
employment	is	based	on	using	solely	the	data	from	the	Labour	Force	Survey.	According	to	this	principle,	the	informal	employment	rate,	
which	does	not	include	formally	employed	people	for	whom	the	taxes	and	contributions	are	only	partially	paid,	oscillated	in	the	period	
2007–2014	between	18.4%	and	27%.	In	2014	it	was	24%.	If	we	add	to	the	rate	of	informal	employment	calculated	in	this	way	those	
formally	employed	people	for	whom	taxes	and	contributions	on	salaries	are	only	partially	paid	(those	that	receive	part	of	their	salaries	
in	cash	–	we	have	the	data	about	these	from	the	Survey	–	then	the	percentage	of	employed	people	who	were	partly	or	fully	engaged	in	
the	informal	economy	in	2014	amounted	to	29.9%	and	34.3%	respectively.

16	 Informal	employment	on	average	lasts	between	nine	and	11	years	in	the	same	job,	and	17%	of	informally	employed	people	do	the	same	
job	for	more	than	15	years.	This	means	that	informal	employment	is	a	permanent	condition	for	a	certain	group	of	employed	people.	

17	 The	low	level	of	working	activity,	which	lags	behind	the	average	for	EU	Member	States	by	10	percentage	points,	is	the	key	negative	feature	
of	the	labour	market	in	Montenegro.
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the active population, 47,300 are unemployed, while 213,200 are employed. If we add that, according to 
the Survey, the number of informally employed people is 46,400, it is clear that, if it were not for these 
jobs, the number of unemployed people would be twice as high. Although engagement in the informal 
economy is not a desirable way to be engaged as an individual, this level of informal activities decreases 
the inactivity and unemployment among the active population. This fact is particularly important 
since around 70% of undeclared employed people in Montenegro are undeclared self-employed people, 
which suggests the development of small-scale entrepreneurship within the informal sector. 

An assessment based on unemployment data from the Employment Office and MONSTAT finds that 
informal employment has a significant impact on the unemployment rate, but also that the impact of 
informal employment on a reduction of the unemployment rate is declining. This additionally points 
to the fact that the smaller influence from employment in the informal sector on a reduction in the 
unemployment rate does not mean a reduction in the volume of informal employment, but faster 
growth in formal employment.  

In the early 2000s informal employment had an impact on a reduction in the unemployment rate of 
approximately 7pp, while in 2014 this figure was 3pp. The reduction in the impact in terms of percentage 
points was also caused by an absolute reduction in the unemployment rate. If we analyse how much 
lower the unemployment rate is if we include the informal economy, compared to the unemployment 
rate without inclusion of the informal economy, we can conclude that the informal economy reduces 
the unemployment rate on average by approximately one-quarter. 

Characteristics of Informal Employment in Montenegro

The findings of the Survey regarding the features of the working population that is partly or fully 
engaged in the informal economy in Montenegro do not differ significantly from those in other 
European countries.18 In Montenegro the probability of engagement in the informal sector is highest 
among the young and the elderly population, as well as among single or divorced people. The probability 
of engagement in the informal sector is also higher for people with more than one child who struggle 
to pay the bills every month.  

In spite of the fact that the largest proportion of informally employed people are those between the ages 
of 35 and 64 (59.9%), the rate of informal employment is highest among young people (34% for the age 
group 15–24) and the oldest (73% for people age 65+).19 This is an expected U-form in the age structure, 
which suggests that employers choose the most productive workers to be their formal employees. The 
youngest and the oldest employees have lower productivities. 
18	 Analysis	of	data	 from	the	2013	Eurobarometer	survey	shows	that	engagement	 in	 the	 informal	economy	 is	higher	among	men	than	

among	women,	while	the	level	of	engagement	in	the	informal	economy	among	residents	in	urban	areas	is	not	much	different	from	that	
in	the	rural	population.	

19	 This	situation	is	similar	to	the	situation	in	neighbouring	Serbia	(Koettl,	2013)	and	EU	countries	(William,	Horodonic,	2015).	
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The level of education is an important factor that determines a person’s status in the labour market. 
In the group of employed people without primary-school education, the largest proportion, as many 
as 70.9%, are engaged in the informal sector. Employees with only primary-school education are also 
highly likely to be engaged in the informal sector, and so on; the higher the education level, the larger 
the percentage of formally employed people, i.e. the lower the percentage of informally employed 
people. University graduates are four times less likely to be informally employed than people who have 
only primary school education. 

Of the total number of workers engaged in the informal economy (over 70,000), 34.5% work in other 
services; 19.2% work in trade, 17.7% in agriculture; 10.1% in tourism, 9.8% in manufacturing and 8.6% 
in construction. The practice of paying partially declared salaries as a form of informality dominates 
in the sectors of tourism and manufacturing. It is relatively widespread in the sectors of trade, other 
services and construction, while it is very rare in the agricultural sector.20

A specific feature of the Montenegrin informal sector is the engagement in the informal sector by 
beneficiaries of social support, primarily those that benefit from material allowance for families. A 
quarter of the beneficiaries of the material allowance for families who are able to work fall within 
the category of undeclared employed people. They use the benefits of both informal work and social 
security. 

The Government believes that large companies are particularly susceptible to undeclared employment. 
However, the data from the Survey shows the opposite – that undeclared employment is a phenomenon 
that characterises mostly small companies. 

Approximately two-thirds (63.6%) of informally employed people perform their activities outside of 
the company, e.g. in agricultural holdings, at home, in the form of “door-to-door” sales, in a vehicle, on 
the street, in an open market or in some other untypical place, while this percentage is much lower for 
formally employed people (12.8%). 

Informally self-employed people make up almost 70% of the total number of undeclared employed 
people and their age structure indicates a somewhat different picture in comparison to the total 
population of informally employed people. In this population the dominant proportion is that of 
employed people age 46–64. Given the age structure, there is a high probability that these employed 
people are at the same time beneficiaries of unemployment allowances and other rights. For them it is 
therefore not profitable to formalize their status. 

Of the total number of informally self-employed people, 45.7% are engaged in agriculture, usually in 
small family holdings. A significant number of informally self-employed people are engaged in other 
services (16.5%) and within households that function as employers. 

20	 Taken	from	the	report	by	Prof.	Arandarenko.
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Causes of Informal Work in Montenegro

Analysing the causes of informal employment is important for understanding the motives for informal 
work and for defining economic and social policies that will lead to the formalization of employment, 
and to overcoming exclusion and marginalization. 

In various sources in the field of economics we can distinguish four broad conceptual explanations of 
the motives for participation in the informal economy: (1) the concept of dualism that sees the informal 
sector as marginalized activities aimed at survival, without any connection with the formal sector 
(Hart, 1973); (2) the concept of structuralism (Moser 1978; Castells and Portes, 1989) that sees informal 
activities as activities subordinated to the formal sector and a way of reducing the costs of enterprises; 
(3) the concept of legalism, present in the works of Hernando de Soto (1989, 2000), that emphasizes 
the role of excessive regulations or costs of formal business operations which drive entrepreneurs 
to operate in the informal sector; and (4) the concept of parasitism (Lewis, 2004) that sees informal 
activities as the means for achieving unfair advantages in relation to the competition that operates in 
the formal sector.   

The attitudes of the active population in Montenegro about motives for taking part in the informal 
economy constitute a mix of the above concepts. Individuals and entrepreneurs find their justification 
for informal work in the deficiencies and weaknesses of the system, which include a high burden on 
labour costs, rigid regulations, the widespread grey economy (“if others do it, why shouldn’t I?”) and 
ineffective enforcement institutions in charge of control and sanctioning. 

As for individuals, the respondents say that the key motives for taking part in the informal sector 
include a low standard of living, i.e. poverty, economic crises, as well as unemployment, state policy 
and the work of state bodies, and high taxes and contributions.  

Expressing their opinion on what the factors are that drive employers not to declare their employees, 
members of the working population say that the key factors are poor business results of enterprises that 
make it impossible for them to operate in the formal economy (39%) and high taxes and contributions 
(34%). This means that the citizens of Montenegro see the business environment and conditions for 
business operations as unfavourable for formalization of employment. The attitudes of employers 
match the attitudes of the active population. Employers say that the key reasons for doing business 
in the informal sector are poor business results of enterprises (46%) and high taxes and contributions 
(36%). 

Informally employed people think that the conditions of business operation in Montenegro are 
difficult, particularly for small companies, and that stricter penalties would only lead to the closure of 
those companies that would not be able to operate in full compliance with the law. On the basis of this 
response, it is clear that informally employed people believe that stricter enforcement (penal policy) 
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cannot solve the problem, i.e. that the consequences would be negative both for employers and for 
informally employed people.

Representatives of the business sector say that the key challenges and obstacles to formality include21:

• Numerous and high parafiscal charges (82% of employers) 

• Poor business results (81% of employers)

• High taxes and contributions (75% of employers) 

• High severance payments that have to be paid to employees in the case of dismissal (66% of 
employers) 

• The long period that the state takes for refunding VAT (64% of employers)

• The possibility for employees to use social support and other benefits intended for unemployed 
people (64% of employers)

Direct interviews conducted within the Survey show rather similar findings. The interviewed 
respondents say that the tax burden is the primary reason why most employers opt not to declare 
their employees or to declare only their minimum wages for the purpose of paying the taxes and 
contributions stipulated by law (tax burden here means the total burden on net salaries). On the basis 
of the data from the Survey and statistical analysis it can be established that there is a strong positive 
correlation between the tax burden and the scale of informal employment – the higher the tax burden, 
the higher informal employment is and vice-versa. Employers say they would be willing to formalize 
their business operations if the tax rates and contributions were lower and if they could be convinced 
that legislation would be applied equally to everyone.  

In addition to the direct impact of the level of tax rates on formal and informal employment, regulation 
also has a significant impact on employment. This is also confirmed by the opinions of individual 
respondents. They think that regulation in the labour market is one of the factors that are decisive for 
informal engagement of employed people. This means that in the labour market of Montenegro we see 
confirmation of the relevant theoretical and empirical findings (Heckman, Pages, 2004, Lemos 2007, 
Djankov, 2002) suggesting that regulation in the labour market has an influence on the scale of the 
informal economy through high costs of job security (costs of dismissals), the level of the minimum 
wage, regulation of wages, etc. 

The inequality of enterprises and entrepreneurs before the law is another cause that is perceived 
by employers as very significant for the informal economy and as an obstacle to formalization of 
employment. Data from the Survey points to the perception of the population that the inspectorates 

21	 Since	the	question	for	employers	was	multiple-choice,	this	data	represents	the	percentage	of	the	total	number	of	employers	that	circled	
a	certain	answer.	For	example:	82%	of	employers	thought	that	numerous	and	high	parafiscal	charges	create	obstacles	to	formalization.		
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(labour, tax and market inspectorates) have the capacity to detect informal employment and informal 
activities, however the expectations of successful audits are significantly lower. The perception of 
a quarter of employers is that the inspectors are susceptible to corruption; in all 24% of employers 
complain that the inspections implement the legislation either too strictly (13%) or inconsistently 
(11%), while 11% of employers think that the inspectors spend an unjustifiably long time on their 
audits. The problem for 6% of employers is that legislation is not applied, while 4% of employers think 
that the inspectors do not know the law. 

Social Norms and Informal Work

For the vast majority of the working population in Montenegro (80%) it is socially unacceptable not 
to pay taxes and contributions. However, more than 50% of citizens would not report to inspectors 
that they know of informal work. This means that a large number of people who see informal work as 
socially unacceptable conduct simply ignore this phenomenon and by “acting” that way turn it into a 
socially visible and acceptable phenomenon. 

The key reasons for not reporting informal work to the inspection bodies are as follows: 28% of 
respondents are of the opinion that reporting is also an unacceptable behaviour; 24% of respondents 
believe that it would influence an increase in unemployment, i.e. they believe that the jobs would just 
disappear; while 22% think that it is the task of the institutions. Ten percent of respondents (members 
of the working population) say that they would not report informal work because they do not trust the 
institutions, while 6% of respondents think that they could get into trouble if they reported informal 
work. Employers who have undeclared employed people think that not declaring employees is common 
practice and that all employers have undeclared employed people. 

Consequences of (In)formal Work 

The Survey data shows that work significantly reduces the risk of poverty. However, employed people 
can also be poor, since poverty, among other things, depends on the quality of employment and the 
amount of income from employment.  

According to the Survey, the poverty risk rate22 is most emphasized for unemployed people since 
almost a half of unemployed people age 15 and above (47.6%) are exposed to the risk of poverty. This 
is significantly higher than the average poverty risk rate of the overall population age 15 and above, 
which amounts to 19.3%. 

22	 Defined	as	the	proportion	of	people	whose	equivalent	income	is	lower	than	60%	of	the	median	of	the	equivalent	income	of	the	total	
population.	The	equivalent	 income	 is	calculated	by	weighting	household	 income	with	 the	number	of	household	members.	The	first	
household	member	(the	head	of	the	family)	has	a	weighting	factor	of	1,	the	second	household	member	a	weighting	factor	of	0.7,	other	
members	older	than	14	have	a	weighting	factor	of	0.5,	while	for	children	under	14	it	is	0.3.
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Informally employed people have a significantly higher poverty risk rate than formally employed 
people (17.1% to 5.9%). However, informally employed people who work for employers (without any 
formal contract of employment) do not have a significantly higher poverty risk than formally employed 
people working for formal employers (7.2% to 6.1%). This to a certain extent distorts the established 
understanding that informally employed people are much less well-paid than formally employed 
people. If we assume that employers strive to keep labour costs at the same level, formalization of these 
jobs would increase the risk of poverty. 

Differences in the risk of poverty are particularly emphasized among informally self-employed people 
where 27.2% of them are exposed to the risk of poverty. This data is particularly emphasized if we 
observe it in comparison to registered self-employed people. For them the risk of poverty is 5.6%, which 
is lower than the risk of poverty for formally employed people.  This data can also be explained by the 
fact that 35% of informally self-employed people are farmers, whose incomes received in-kind are not 
included in their income.  

The differences in the incomes of formally and informally employed people are not significant. The only 
exception is the category of self-employed people, where incomes are much lower for informally self-
employed people than for formally self-employed people. Since informally self-employed people make 
up almost two-thirds of the number of informally employed people, this leads to strong inequality 
in incomes between formally and informally employed people. Also, since about one-half (45.7%) of 
informally self-employed people are engaged in agriculture, mostly in their own holdings, the volume 
of income from this form of engagement could be being underestimated since there is a probability 
that households have not taken into account income in-kind, which makes up the bulk of income in 
agricultural holdings.  

The average income of informally employed people is on average 28.7% lower than the income of 
formally employed individuals. The differences are much more significant when subgroups are 
analysed. People employed informally and working for formal employers earn 5% less than formally 
employed people, while undeclared self-employed people earn approximately 51% less than registered 
self-employed people. The difference in the level of formally and informally self-employed people is 
probably caused by the fact that the first group includes lawyers, notaries, accountants, etc. who are 
highly paid, while the second group includes mostly farmers.  

Benefits and Costs of Formalization

As a rule, and in the long run, formalization brings benefits for both companies that function in the 
informal sector and the individuals that are engaged in undeclared work. The benefits of formalization 
for economic entities include: construction of a long-term competitive business structure and business 
culture, access to financing, the use of incentives that are provided by the state and a reduction in the 
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risk of paying penalties and damaging one’s reputation. The key benefits of formalization for employed 
people include: elimination of deprivation in terms of insurance and vacation; decent working 
conditions, protection of labour through contracts, opportunities for promotion and higher mobility, 
better access to loans from commercial banks and access to services provided by the public sector. 

However, the net effects of formalization depend on the costs of the process which are particularly 
important in the short term. The key costs that economic entities and entrepreneurs have to bear in 
the process of formalization include an increase in expenditures from paying additional taxes and 
other charges and compensations, as well as an increase in administrative costs, since formal economic 
entities are obliged to keep accountancy records and to prepare various types of reports for institutions. 
For economic entities, formalization would also bring a reduction in flexibility, i.e. additional costs of 
compliance with labour legislation, including severance pay in the case of termination of employment 
contracts. 

For individuals, the costs of formalization primarily include a reduction in available income and 
limitations in terms of engagement in additional activities, since they would have to request formal 
approval from their employers. 

For individuals that work for employers, net salaries in the informal sector are slightly lower than 
salaries in the formal sector. If we assume that the costs would remain the same for the employer, 
formalization would mean a significantly lower income or net salaries for these individuals. 
Undeclared self-employed people would suffer the most significant financial loss, given their low 
incomes from informal activities that are, on average, at the level of the minimum wage defined in 
the law. Formalization of their work engagement would mean that they would be deprived of 50% of 
their total income. Since individuals, particularly younger people, attach a higher value to current 
incomes than to the long-term benefits that they might get through formalization and to (un)certain 
pension incomes in the distant future, voluntary formalization is unlikely to happen for this group 
of undeclared employed people, unless the incentives change in the overall system of social and tax 
policy. 
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Conclusions and Recommendations 

The grey economy and informal work are deeply rooted in the Montenegrin social and economic 
system. Although official statistics are non-existent,23 using several methodologies we can obtain 
data that suggests that the level of fully or partially informally employed people in Montenegro has 
been more or less stable over the last 10 years and that it is at a level of about one-third of the total 
number of employed people. The measures and activities implemented in the recent past to combat 
informal employment have not had any significant impact on this phenomenon. Instead of short-term 
individual measures, the situation requires consistent systemic changes and long-term dedication to 
their application to influence the causes of informal employment. 

Given the profile of the informal sector in Montenegro, particularly the fact that the informal sector is 
predominantly made up of self-employed people, it is clear that the overall business environment has 
certain deficiencies and contradictory features. Formalization, mainly focused on repression, would 
lead to a reduction in informal work, but it would also lead to a reduction in total work and economic 
activity, and to increased poverty.24 This kind of policy would be particularly dangerous in countries 
where the working engagement of the population is low, as is the case with Montenegro.25 That is why, 
in formulating an adequate policy for the reduction of the scale of undeclared work, decision-makers 
should carefully design measures that will ensure a less painful transfer from undeclared to declared 
employment.  

Broadly speaking, from the aspect of human development, the most desirable option is to generate new 
jobs and to make them of as high a quality as possible. However, high-quality jobs do not depend on the 
good will of any person, not even of decision-makers or economic entities.26 High-quality jobs require 

23	 As	stated	above,	there	is	no	definition	of	informal	employment	that	would	be	generally	accepted,	and	the	legislation	and	methodologies	
used	by	state	institutions	in	Montenegro	are	not	based	on	a	single	definition	of	informal	employment.	One	of	the	important	technical	
recommendations	of	this	report	is	to	design	and	implement	methodology	and	a	definition	of	informal	employment	that	would	be	used	
by	the	relevant	state	bodies	for	the	purpose	of	statistics.	

24	 Although	engagement	in	the	informal	economy	is	not	a	desirable	way	to	be	engaged	as	an	individual,	informal	activities	decrease	inac-
tivity	and	unemployment	among	the	active	working	population.	This	fact	is	particularly	important	since	around	70%	of	undeclared	em-
ployed	people	in	Montenegro	are	undeclared	self-employed	people,	which	points	to	the	development	of	small-scale	entrepreneurship	
within	the	informal	sector.	

25	 From	the	perspective	of	formalization,	particular	attention	should	be	given	to	the	hypothetical	case	where	there	is	no	income	from	infor-
mal	employment,	since	the	poverty	risk	rate	would	be	much	higher.	If	individuals	lost	their	income	from	unregistered	work,	the	poverty	
risk	rate	would	be	30.3%	instead	of	19.3%	(an	increase	of	57%),	while	an	additional	loss	of	income	for	employed	people	that	have	only	a	
part	of	their	taxes	and	contributions	paid	would	increase	the	poverty	risk	rate	to	33.6%.	Subtracting	the	income	from	informal	employ-
ment	would	have	a	much	more	negative	effect	on	the	growth	of	the	poverty	risk	rate	than	if	social	transfers	were	subtracted.	

26	 The	concept	of	labour	and	definition	of	labour	are	undergoing	dynamic	changes.	In	the	future,	traditional	work	tied	to	the	office	or	pro-
duction	plant	will	decrease.	Technology	has	enabled	us	to	work	anywhere	and	has	made	monitoring	and	recording	work	and	collecting	
taxes	and	other	liabilities	more	difficult.	That	is	why	traditional	employment	strategies	and	approaches	to	employment	policies	do	not	
produce	results	any	more.	
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a conducive, competitive, stable and predictable institutional system and time. If we waited only 
for high-quality new jobs and if we insisted on formalization through repression, a large number of 
informally employed people would only become inactive. That would contribute neither to a reduction 
in poverty, nor to budget revenues, nor to human development. 

Therefore the policy of formalization has to be focused on long-term measures that are related to: 

• Improvement of the business environment and improvement of the quality of public-sector 
services, to generate new and higher-quality jobs

• A change to the “wrong” incentives in the system, so that those who work informally can feel 
the benefits of formalization 

• More efficient work of the inspection bodies

• Promotion of the same rules for everyone, to strengthen trust

Starting from the above, but primarily from the reasons and motives for informal work in Montenegro, 
we can define several (both general and specific) recommendations whose implementation would lead 
to formalization of work, and to overcoming exclusion and marginalization. The recommendations 
refer to reform of and improvements to: 

• The education system 

• The healthcare system

• The social care system

• The taxation system

• The regulatory system with an emphasis on regulations in the labour market 

• The public sector

• The work and conduct of the inspection and misdemeanour bodies 

• The culture of (mis)trust

The education system should be inclusive, high-quality and efficient 

Education is of crucial importance. The Survey of informal employment in Montenegro confirms the 
general rule that higher education levels are connected to a lower inclination to be engaged in the 
informal economy. However, it is not sufficient only to increase the enrolment and graduation rates. 
Systemic measures have to be defined in order to increase the quality of education and its links with 
current and future needs in the labour market.  
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An increase in the coverage, degree and quality of education will lead to improvement in the quality 
of jobs in both the formal and informal sectors. That is why future reform of the education system in 
Montenegro is one of the key system issues for the formalization of employment.  

Digital transformation of society and work does not recognize borders. Work in a digital society is not 
connected to the place where you live. The whole world has become a “global factory” – we live in one 
country, while our employer lives in another, while the buyer of our services lives in a third country. 
This means that, regardless of national economic circumstances and prospects and regardless of the 
number and quality of jobs, everyone can work, provided they have the required knowledge and skills. 
Furthermore, continuous learning and adaptation of knowledge and skills to the needs of the 21st 
century is needed today. This is why education is the key, not as a preparation for a certain profession 
or job, but as a preparation for uncertain and unpredictable economic circumstances.

In that context, reform of the education system should emphasize understanding, (critical 
thinking, practical knowledge and skills, development of creativity and innovation, so that work 
and entrepreneurship can come as a consequence of education. The change in philosophy, methods, 
manners and practical transfer of knowledge is needed from the very first steps – from the family and 
preschool education. This is a long-term challenge also from the aspect of the need to prepare the 
Montenegrin economy for increasingly competitive international competition. Education is also of 
decisive importance for social mobility and for poverty reduction, and that is why it should be affirmed 
from this aspect as well.  

Within the reform of education but also due to the urgent need to reduce the problems of youth 
unemployment and informal employment, it is necessary to consider the option of implementing the 
model of so-called dual education that includes the acquisition of practical working experience during 
schooling and studies, using the model of successful examples from the European Union. 

Health care should be more accessible, of a higher quality and more effective 

From the perspective of human capital development, a lack of health insurance and of appropriate 
health care poses a significant challenge for policy creators. Health care, improvement of the quality 
of services of the healthcare system and particularly promotion of health and healthy lifestyles and 
health and safety at work contribute to the enhancement of human capital and lead to a reduction in 
informal employment. 

Access to the services of the health system is not a serious problem for informally employed people in 
Montenegro. Among formally and informally employed people, the lack of access to health insurance 
is listed as low as fifth on the list of the greatest disadvantages of working in the grey economy. The 
reason is the fact that there are numerous modalities and ways in which health care can be ensured, 
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regardless of the form of employment.27 However, in spite of these opportunities, there are some 
groups that are still not covered by the healthcare system, e.g. farmers, that do their work primarily 
and predominantly to ensure their own subsistence, and rarely for the market.28 Their exclusion, and 
in some case also their distance, make their position particularly vulnerable. This group and other 
marginalized people deserve particular attention, and conditions should be created for their inclusion 
into the healthcare system. 

In addition to this, in Montenegro no difference is made in the level of coverage by health services 
between people who pay contributions for health insurance and those who do not, but are insured on 
some other basis. There is also no difference in treatment depending on the amount of contributions 
that are paid. Thus, there is no motivation to pay full amounts of contributions for health insurance, or 
to pay “additional” contributions to be able to use a “higher” level of health care. Montenegro should 
consider the option of implementing a healthcare system that will partly depend on the amount of 
contributions paid i.e. that will make it possible to pay additional amounts as a contribution that will 
enable the insured individuals can use higher levels of health insurance.

In general, for all insured people in Montenegro, the quality of the provided services is a more serious 
challenge than access to the health system. That is a significant determinant/constraint for human 
development. Independently and in cooperation with the private sector, the state should provide 
higher-quality and less expensive health care. High-quality health care is the key for improving the 
quality of life, but also for improving the competitiveness of the economy and its productivity.

Incentives for formalization within the social care system

The tax-benefit model prepared for Montenegro by the World Bank,29 analyses how the tax system and 
the social care system influence activities in the labour market and formalization of employment. The 
model analyses whether it is more profitable to be informally employed and to enjoy the right to social 
support than to have formalized employment, and whether it is more profitable to be inactive and 
receive social support than to have formal employment. 

The model shows that there are negative incentives for formalization that have come into existence 
as a consequence of the design of the system of social support and family benefits. The design of the 

27	 It	 can	be	ensured	 in	several	ways	–	 through	payment	of	 contributions	 (formally	employed	people),	 insurance	 through	a	household	
member	(parents,	in	the	case	of	children	who	are	minors,	and	spouses,	in	the	case	of	unemployed	people	and	through	obtaining	health	
insurance	as	a	beneficiary	of	some	of	the	social	care	programmes	–	through	retiring,	using	social	assistance	or	registration	as	an	unem-
ployed	person.

28	 This	problem	is	recognized	and	partly	alleviated	through	the	Decree	of	the	facilities	for	paying	contributions	for	insurance	of	farmers.	It	
envisages	the	participation	of	the	state	in	paying	contributions	for	farmers.	

29	 The	technical	assistance	project	“Removing	disincentives	for	work”,	by	experts	Jan	Rutkowski,	Johanes	Koettl,	Boryana	Gotcheva,	Zoran	
Anušić.
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system is such that the beneficiaries of social support are not interested in working at all, or if they do 
work it is not attractive for them to formalize their work, since for every euro that the beneficiary of 
social support earns in Montenegro, he/she loses more than one euro in the form of social support. This 
results in a marginal effective tax rate (METR) that is higher than 100%.30 

These disincentives to formalize their work that the beneficiaries of social transfers have are widely 
recognized. It is this argument that both individuals and representatives of the business sector use as 
one of the key obstacles to formalization (64% of the total number of employers). 

Maximizing the benefits from the formal sector and informal employment is particularly emphasized 
in the case of material allowances for families. One-quarter of the beneficiaries of material allowances 
for families are engaged in informal jobs, which ensures that they receive benefits and use a whole range 
of other privileges (subsidies for electricity bills, child allowances, financial support for purchasing 
textbooks, etc.). At the same time this group of users uses the most generous transfers, since these are 
people who are able to work, who have children who are minors. Through this form of engagement/
manipulation of the system, out of the total expenditure on social transfers (including pensions), 
approximately 10% every year is “wrongly” targeted. That is why it is so important to develop a system 
and measures to motivate the beneficiaries of social care to formalize their work engagement.  

This should include measures that would lead to the gradual reduction of social care benefits for people 
who formalize their work engagement, with the possibility of a “grace period” in which they would 
also obtain additional symbolic benefits.31 

The regulatory framework should be encouraging for formalization

In spite of significant improvements, the regulatory framework in Montenegro is still inflexible.   It is 
characterized by large administrative barriers, some of them being a consequence of unselective and 
verbatim transferring of EU legislation that is not adjusted to the local economic circumstances. Some 
regulatory policies are absolutely contrary to incentives for formal employment.

30	 In	using	insurance	through	a	household	member	or	through	some	other	programme	of	social	care	and	participating	in	the	informal	
economy,	undeclared	employees	partly	use	the	benefits	of	the	formal	economy	as	well.	The	fact	that	they	use	social	care	benefits,	partic-
ularly	social	assistance	while	being	informally	employed	ensures	that	the	beneficiaries	can	maximize	benefits	and	this	reduces	incentives	
for	formalization	of	their	activities.	

31	 This	is	a	delicate	issue	because	it	can	sound	like	a	“reward”	for	those	who	(ab)use	the	social	care	system,	but	nevertheless,	this	might	
be	necessary	if	Montenegro	wants	to	encourage	formalization,	particularly	for	individuals	who	have	been	using	social	support	for	years	
and	have	had	informal	employment	in	parallel.	Some	incentives	have	already	been	introduced.	Thus,	the	Law	on	Social	and	Child	Care	
defines	a	gradual	abolition	of	the	right	to	an	allowance	for	children	whose	parent,	adoptive	parent,	guardian,	foster	parent	or	the	person	
entrusted	with	the	child’s	care,	upbringing	and	education	is	the	user	of	material	allowance	for	families	and	has	become	employed	on	
the	basis	of	the	agreement	on	active	overcoming	of	the	unfavourable	social	situation	for	a	period	of	nine	months	(additional	symbolic	
benefit).
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Thus, for example, before 2008 retired people who wanted to increase their income were not in a 
position to do so through any kind of engagement in the formal economy. It was the same for students 
who were users of family pensions before 2010. Montenegrin legislation contains another anomaly of 
this kind. Students whose education process is financed by the state and have a student loan or any 
form of scholarship lose their right to finances if they find formal employment during the school 
year or even between terms. This policy and provisions in the legislation stimulate work within the 
informal sector and have a negative impact on work engagement.  

The structure of informally employed people (mostly elderly people) shows that by providing privileges 
to certain groups (early pensions, disability pensions, social transfers, etc.) the system creates 
motivation and an environment for a high percentage of informally employed people. That is why 
certain legal provisions that are related to partial individual rights of certain social or interest groups 
should be carefully analysed in the context of their impact on the labour market and informalities. 

There are concerns caused by frequent changes in policies that are not part of a systemic approach, 
but often ad hoc solutions motivated by particular interests or the need to score political points. Often 
these measures come as a product of the good intentions of their creators, but without consideration 
of the bigger picture and long-term consequences of their implementation. Thus, regulatory changes 
in the social care system that were adopted in 2015 (special requirements for retirement, benefits for 
mothers and similar benefits) not only pose a fiscal problem, but also create negative incentives for 
all participants in the labour market. Such a policy sends the message to citizens that it is sufficient 
to belong to a certain group of employees for them to acquire privileges and “escape” into inactivity 
and the informal sector. In such circumstances, the pressure to maintain work and work efforts can be 
lower since a guaranteed income is always there.  

Labour legislation should be more flexible

Members of the working population and employers have contradictory opinions about Montenegrin 
labour legislation. According to the Survey results, the working population in Montenegro 
predominantly thinks that the rights of workers are endangered, and that employers are in a privileged 
position. A total of 79% of the working population think that the Labour Law protects the interests of 
employers more than the interest of workers, while 13% are of the opinion that the Labour Law is more 
on the side of workers. As expected, the opinions of representatives of companies are different – those 
who think that the Law protects the rights of workers more are approximately the same in size as 
those who think that the Law is more on the side of employers (43%).

Unions of employers in Montenegro agree that labour legislation is focused on the protection of 
employed people in their workplaces and that it does not promote flexibility, new forms of labour and 
mobility, as key elements for enhancing the skills and competencies of employed people i.e. human 
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capital.  They see labour legislation and related regulations in the field of labour relations as a “significant 
obstacle to achieving the maximum effects of capital investments and the creative work of employed 
people”. In their opinion, “the Labour Law contains incompletely and poorly stipulated rights and 
duties in the field of labour relations, which leaves room for abuse and contradictory interpretations 
of the same legal provisions. This leads to numerous labour disputes and long-term court proceedings 
that in almost all cases end up in judgments against employers”. 32

The need to improve labour regulations in Montenegro is also recognized in the reports of the relevant 
international organizations. The 2014 Progress Report noted that additional flexibility should be 
introduced into the labour market. The World Bank document “Preparation for Prosperity” notes that 
the ability of an economy to response flexibly to changes is extremely important for economic results 
and that flexibility is higher if employed people are not “trapped” into narrow specializations and if 
they are prepared for mobility and the acquisition of new skills. In one of the conclusions it is noted 
that the Government should continue improving its regulation of the labour market in order to avoid 
disincentives for the generation of new jobs. 

Research by the OECD (OECD, 1999, 2004 and 2006) shows that rigid legislation in the labour market 
influences the maintenance of the level of unemployment as well as higher unemployment among 
women, the young and elderly men. In countries that have strict labour legislation, the activity rate 
and employment rate are lower, while the proportion of self-employed people out of the total number 
of employed people is higher. 

In Montenegro the level of employment protection is relatively high, in comparison to the EU and 
OECD countries, with a value of 3.2 (in the range from 0 to 6, where 0 is flexible regulation and 6 is rigid 
regulation).33 Additionally the Severance Pay Generosity Index (Dolanc, 2012) shows that among the 
countries of South-East Europe, Montenegro has the most generous severance pay system.34 Additionally, 
if we observe the provisions of branch level collective agreements and collective agreements at the 
level of employers, which usually give a larger scope of rights, we can see that the severance pay is even 

32	 Representatives	of	the	Chamber	of	Commerce	of	Montenegro,	Montenegro	Business	Alliance,	Union	of	Employers,	Council	of	Foreign	
Investors	and	American	Chamber	of	Commerce	in	Montenegro	on	17	November	2014	signed	a	Memorandum	of	Understanding	aimed	
at	improving	the	business	environment	in	the	field	of	labour	legislation.	The	above	statement	is	what	the	Secretary	General	of	the	Cham-
ber	of	Commerce	stated	on	the	occasion	of	signing	the	Memorandum.

33	 Although	it	brought	improvements	in	some	of	its	provisions,	the	Labour	Law	of	2003	prescribed	a	high	level	of	protection	of	employed	
people.	The	value	of	the	EPL	index,	which	ranges	from	0	to	6	(0	is	flexible	regulation,	6	is	rigid	legislation),	was	4.2,.	Reform	of	labour	
legislation	from	2008	led	to	an	increase	of	flexibility,	primarily	through	regulation	that	is	related	to	the	use	of	fixed-term	contracts,	so	that	
the	index	of	legal	protection	of	employment	reduced	by	1.7.	Although	reform	of	legislation	from	2011	did	improve	labour	legislation	in	
certain	aspects,	particularly	in	the	field	of	severance	pay,	influenced	an	increase	in	the	value	of	the	EPL	index	to	3.2	(MF,	2014)	primarily	
due	to	the	limitations	on	the	use	of	fixed-term	contracts.		

34	 The	Severance	Pay	Generosity	Index	is	measured	on	the	basis	of	the	amount	of	severance	pay	after	one	year	of	work,	five	years	of	work	
and	10	years	of	work.	The	value	of	the	index	is	the	number	of	weekly	wages	per	year	of	work	that	an	employed	person	is	entitled	to	in	
case	of	termination	of	labour	contract.
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more generous in some cases. Regardless of the fact that at the first sight this legislation appears to 
be provide privileges and protection for employed people against losing their job, at the same time it 
might be one of the causes for the high percentage of informally employed people in the formal sector, 
i.e. it might be a constraint to generating more formal jobs. 35 

Additionally, given the findings of the Survey related to the income levels of informally employed 
people, that are at the level of the minimum wage, the amount and use of the minimum wage should 
be considered from the aspect of the incentive it can provide for informality and from the aspect of the 
obstacles it can cause to the creation of new jobs in the formal economy. This should be done particularly 
since there are large regional differences, especially in the level of salaries and the possibilities for the 
companies to make profit.  

Higher mobility between jobs means enhancing human capital through enhancing the skills and 
competences of employed people. Attachment to one job mostly means stagnation and an inability to 
adapt to changed circumstances, which was what happened to a large number of employed people in 
Montenegro when the transition process started. In the pre-transition period, which is not a feature 
of transition economies only, the probability that employees would enter retirement at the company 
where they started working was high. Today such a practice is inconceivable. 

Based on the principle “less is more”, the framework of rights from the Labour Law should promote the 
key rights of employed people and move the focus from job security to employment security. It would 
increase flexibility in the labour market and mobility between jobs and employers.  

The public sector must be more efficient and more “fair”

Countries with higher tax revenues that are achieved with lower tax rates with less regulations, a 
better rule of law and lower corruption levels have a lower level of the informal economy. The efficiency 
of the public sector has an indirect effect on the scale of the informal economy because it influences 
tax morale. Taxpayers are more inclined to pay taxes honestly if they get valuable public services in 
return. However, taxpayers comply more “neatly” and more “voluntarily” if they feel that the laws are 
applied in an unselective and fair manner. Better tax morale and social norms can lead to a reduction 
in the probability that individuals will work in the grey economy. 

A significant source of growth in the burden of legislation, and thus also an encouragement for doing 
business in the informal economy, is the uncritical and non-selective “copying” of international 
practice with a view to achieving faster integration into international organizations and initiatives. 
In that sense, the process of European integration constitutes a particularly important driver for 
development of new legislation in Montenegro. It is not rare, in their wish to ensure harmonization 

35	 A	generous	severance	pay	system	reduces	the	intensity	of	flows	in	the	labour	market	and	discourages	employers	from	introducing	new	
technologies	(Holzman,	Vodopivec,	2012).		
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with European directives and recommendations, for decision-makers to “rush” into integration and 
introduce standards that are inapplicable in Montenegro, because of the stage in the development of 
the Montenegrin economy or due to the lack of capacities. This has created quite significant barriers, 
both for businesses and for the effective operation of the administration. In spite of the declared com- 
mitment of governments, particularly those of EU Member States, to reduce the administrative burden 
and in spite of the slogan “one in, two out”, it seems that, in the end, this initiative has been reduced to 
decreasing the number of pieces of legislation by creating new, more complicated ones, which bring in 
more obligations for businesses and entrepreneurs. 

It is important to continue the process of the reform of public administration and the process of 
regulatory reform, which will not necessarily mean fewer employees in the public sector and a smaller 
volume of regulations, but will lead to the professional, non-discretionary and efficient work of 
employees with regulations that are understandable and applicable. There is something that seems to 
be even more important than the initiative to abolish unnecessary laws, and that is the prevention of 
the adoption of new, illegible and inapplicable laws that are in collision with the existing ones. 

Tax policy should serve the function of creating preconditions for generating 
new jobs and for gradual formalization 

The correlation calculated on the basis of the data from the Survey shows the direction of changes in 
employment in the formal sector under the influence of changes in the tax burden. The correlation 
between the tax burden and the total number of formally employed people in Montenegro is negative 
and statistically significant. This means that every increase in the tax burden has a negative impact 
on employment in the formal sector. This data can be interpreted in such a way that every increase in 
the tax burden influences the decision of employers on whether to hire employees or not and possibly 
whether to hire employees informally. 

An increase in the tax burden means an increase related not only to new employees but also to the 
existing ones, i.e. it means an increase in labour costs, which can have an additional negative impact 
on a reduction of the number of jobs in the formal sector and a smaller number of new jobs. At the 
same time, an increase in the tax burden at the macro level leads to a lower competitiveness of the 
economy. And the same is true vice-versa. A negative correlation between employment in the formal 
sector and the tax burden indicates the fact that a reduction in the tax burden increases employment 
in the formal sector.  

Since 2004, tax policy reforms, primarily the reform of taxation of income and profit, have had a positive 
impact on tax morale and the scale of the informal economy. The available data shows that the scale 
of undeclared employment in absolute figures is fairly constant, while there is significant growth in 
formal employment. 36 

36	 In	the	period	since	2002	the	effective	tax	rate	has	been	reduced	by	10pp	(approximately	one-fifth),	while	formal	employment	increased	
by	approximately	one-quarter	(23.7%)
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The consequences of a decrease in the total tax burden on the labour costs37 are manifested in an 
increase in tax discipline and growth in the collection of income tax. A reduction in the effective tax 
rate in the period from 2004 to 2008 by approximately 10 percentage points resulted in a growth in 
income from income tax of almost 100%. In addition to the effective income tax rate, in the period 
since 2004 the total tax burden on labour costs has also been reduced through the reduction of rates for 
contributions for compulsory social insurance (from a total of 24% to 20.5% for pension insurance and 
from a total of 14% to 12.3% for health insurance, whereby half of the costs were paid by the employer 
and half by the employee).38 

In spite of the reductions in the tax burden on labour costs effected over the last decade, the tax burden 
in Montenegro is still 3pp higher than the average in the European Union (36.7%) and it is 4pp higher 
than in countries that are members of the Eurozone (35.5%). The average tax burden of labour costs in 
Montenegro is 5pp higher than the average for the OECD member countries (34.8%) that are the most 
developed economies in the world. This difference is even more significant if we compare the reliefs 
and exemptions that are applied in the tax regulations of developed countries and those applied in 
Montenegro. 

The Survey has shown that for representatives of the business community, the question of tax is the 
key question. Ranking the challenges and obstacles for the formalization of employment, a dominant 
number of representatives of the business community said that the key constraints were the amount 
of taxes, contributions, parafiscal charges and VAT deadlines.  

In addition to the level of the tax burden, the administrative burden – the cost of paying taxes – is 
also a particularly important part of the tax system from the perspective of formalization. Regardless 
of whether tax rates are low, if it is administratively complicated and expensive to pay taxes, and in 
addition to this, if discretionary and variable calculation rules are still in force, then the total system is 
expensive and irrational, both for the state and for the taxpayer. 

Relevant studies show that in Montenegro it is very complicated to pay taxes, particularly if you are an 
individual or a self-employed person. One of the sub-indicators of the Ease of Doing Business Index is 
the paying taxes index.39 If we observe only the total tax rate as a percentage of profit, then Montenegro 
is 23rd out of 189 countries. However, if we include the indicators of the number of payments, procedures 

37	 The	tax	burden	of	labour	costs	is	an	indicator	of	the	ratio	between	the	costs	of	net	salaries	and	compulsory	taxes	and	contributions.	The	
tax	burden	shows	how	much	of	each	euro	spent	on	labour	costs	goes	to	employed	people,	and	how	much	is	paid	in	the	form	of	taxes	
and	contributions.		

38	 In	2010	the	structure	of	the	burden	changed.	The	contributions	that	are	to	be	paid	by	the	employee	increased,	while	those	to	be	paid	
by	the	employer	decreased.	This	change	led	to	the	situation	where	the	majority	of	employers	kept	net	earnings	at	a	constant	level	and	
increased	gross	salaries,	which	in	turn	led	to	an	increase	in	the	overall	tax	burden	on	labour	costs,	since	gross	salaries	constitute	the	
basis	for	calculation	of	the	employer’s	part	of	the	contribution.	

39	 Doing	Business	index.



30

and the time required for calculating, reporting and paying taxes, Montenegro is 98th out of 189 
countries. An average small enterprise spends 320 hours and takes in total 29 hours a year to comply 
with the tax legislation. 

One of the problems that companies in Montenegro face, according to the Survey, is VAT legislation, 
particularly the part referring to VAT refunds and the procedure related to it. If a company acquires 
the right to a VAT refund, the period within which the state must administer it is 60 days. However, 
since the tax authorities send their auditors within the procedure before issuing a tax refund, it can 
sometimes take as long as six months to obtain the refund. Detailed research (Bošković, 2015) conducted 
in Montenegro shows that application of VAT legislation, in addition to the above, also generates high 
administrative costs that are related to the need to calculate, document, archive and report VAT. These 
costs are roughly 18% of the total revenue from VAT. This means that through compliance with VAT 
legislation, in addition to the approximately €500 million that is annually paid in the form of tax, 
companies have an additional cost of about €100 million that could be used in a much more productive 
way. 

If an individual wants to report and pay taxes, e.g. on the income from additional work or on any other 
income, he/she will have to provide a statement from his/her employers about the income that was 
made in the previous year, fill out an unclear and complicated form and wait for the decision of the Tax 
Administration about the tax he/she has to pay.  

If an individual wants to register and pay taxes as a self-employed person, he/she has to keep business 
books and additionally pay taxes and contributions for the generated income, a minimum amount of 40% 
of the average salary in Montenegro, which is the minimum wage at the moment. Although the concept 
of the minimum wage is completely different and serves for the protection of the minimum income 
of employed people, in Montenegro it is commonly understood as a parafiscal instrument. Since the 
increase in the minimum wage in 2013 (from the pre-2013 level of 30% of the average wage), the amount 
of tax debt for taxes and contributions significantly increased. Additionally, the concept of the minimum 
wage in Montenegrin conditions is acquiring a new dimension from the perspective of formalization. 
Research shows that the average income of self-employed people, who make up a half of all undeclared 
employed people, is at the level of the minimum wage without any taxes or contributions. 

Thus, solution of the tax issues is one of the priorities of the formalization process. In the short run, 
Montenegro needs to undertake measures that will not have a negative impact on the budget and 
that will help to relieve businesses of the burden of employment and encourage employment and the 
formalization of employment. Minor parafiscal charges at the central and local levels should be analysed 
through the lens of budget revenues and the costs of their collection/payment. In all the situations 
where incomes are lower than costs or slightly higher, parafiscal charges should be abolished. The 
deadlines for tax refunds should also be reduced to a minimum. This primarily includes the deadline 
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for the refund from the moment of filing the request. As a rule this results in a long tax audit that 
exceeds the formal deadline for a refund. The procedure for and costs of paying taxes should be made 
more efficient and inexpensive.  

In the medium term, when the fiscal space is created, the tax burden on labour should be reduced 
through a reduction of income tax and/or contributions, at least by 5 percentage points so that it 
reaches the level of the most developed countries. 

Montenegro should consider the option whereby informally self-employed people (whose level of 
income is below a certain level) can choose the services from the state that they want to use and  pay 
insurance for. 

Before the unified registration and collection of taxes and contributions was introduced, farmers used 
the option to pay for health insurance at an annual level. From a financial point of view, for them, it was 
an acceptable cost, which was on average the level of the average monthly salary in Montenegro. When 
the unified registration was introduced, this option was abolished. Farmers and other individuals 
that were not interested in the system of pension insurance simply stopped paying contributions 
for health insurance. Therefore, Montenegro should consider a system in which individuals – informally 
self-employed people – would be able to choose the state services that they want to use and would pay 
the insurance and contributions at the full or a reduced rate. 

From the aspect of the “voluntariness” of paying insurance and contributions, there is a particularly 
delicate issue that is connected with the pension system. The current system of inter-generation 
solidarity40 is not sustainable, particularly given the negative demographic trends. Payment of 
contributions to pay pensions to the current retired population is not a guarantee of a “secure” pension 
in old age. Therefore, as such, the pension system cannot motivate people towards formalization, i.e. 
the payment of contributions. In that context Montenegro should consider measures that would make 
voluntary payment of the pension insurance by certain groups in the labour market (like self-employed 
people) more attractive.  

The work of inspection bodies and enforcement of penalties should be improved

More than a half of employers think that the benefits from informal employment are higher than 
the envisaged penalties. In 39% of the companies that employ undeclared workers and had penalties 
imposed on them, the employers think that those imposed penalties were lenient. In that context, 
since the burden of formal work is too high, employers will rather risk penalties than register their 
employees.  

40	 In	addition	to	the	compulsory	pension	system	of	inter-generation	solidarity,	in	Montenegro	the	Law	on	Voluntary	Pension	Funds	created	
preconditions	for	additional	pension	insurance	on	the	basis	of	individual	capitalized	savings.	
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Employers also justify this behaviour by their perception that there is a low probability that they will 
be punished. This confirms the findings of empirical studies in other countries about the effects of 
“intimidation”. 

Particularly concerning is the fact that one in six companies managed to avoid the attention of the 
Labour Inspectorate and that one in five of those companies engaged in informal employment which 
was punished, in the end found a way to avoid paying the penalty. This means that, although the Labour 
Inspectorate audited 83% of companies that are engaged in informal employment, only 18.4% of all of 
them were punished. Employers themselves say that they have heard of or experienced cases where 
the inspectors do make a report, but the process gets suspended in part of the chain and the penalties 
are never enforced.

The most serious complaint that the business sector makes about the work of the inspection bodies is 
that they are susceptible to corruption. An argument that supports their complaint is the finding that 
a half of the employers say that very frequently or frequently they hide their non-payment of penalties 
by bribing the inspectors, and almost one-third of employers think that it happens occasionally.

Particular attention should be paid to the practice and conduct of the inspections, in terms of their 
approach to the objects of the inspection and the (non-)imposition of penalties. An increasing number 
of employers complain about the selective approach of the inspection bodies, different interpretations 
of legislation by the inspections depending on the individual inspectors, and about the large degree 
of discretion on the side of the inspectors. That is why the work of the inspection bodies, their penalty 
policies and enforcement should be thoroughly analysed and measures for ensuring that their work 
is efficient and effective should be designed. It seems it would be useful to consider modalities for 
developing stronger trust and better cooperation among the inspection bodies and social partners, 
particularly representatives of the trade unions, that acknowledge the problems in their work and 
conduct. 

Instead of putting the focus on intimidation, it should be put on education and 
development of a culture of trust

The Granger causality test shows that the scale of the informal economy has an impact on a policy of 
intimidation, i.e. the higher the level of the informal economy, the more government policy is based 
on promoting penalty policies, while the policy of intimidation itself does not have an impact on the 
reduction of the informal economy. Still, empirical studies show that repressive mechanisms do not 
have any positive impact on the formalization of informal work. 

An institutional approach to combating informal employment in Montenegro is rather highly based 
on intimidation and penalty policies, as well as on additional regulation aimed at combating the grey 
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economy. One of the basic goals, in addition to the goal of reducing informal employment, was to 
increase budget revenues. It is not enough to take into account only the lost revenue of the state and 
not to take into account other consequences. It does not provide us with the whole picture. Ultimately, 
insisting on repressive measures to enact a formal transfer from the informal to the formal sector 
could have a negative effect on the economic and social system in Montenegro. 

According to the IPSOS Survey, if for all those who are partly or fully informally engaged, all duties were 
calculated and paid to the state, the state budget would have an additional revenue of €140 million. 
This would at the same time lead to additional costs for economic entities or a smaller income for 
those people who are (or were) informally employed. It is very likely that a repressive policy aimed at 
formalization without changing the system of incentives would lead to a reduction of economic and 
work engagement and as a consequence lead to an increase in poverty.  

Also, if we analyse the work of inspection bodies in Montenegro and their work plans and reports, we 
get the impression that the emphasis is on a strategy of “intimidation” and punishment, as well as 
that insufficient attention is dedicated to education of the relevant entities. Education of the relevant 
entities becomes particularly important in intensive regulatory activity, as is the case with Montenegro, 
particularly at the time of amendments to legislation with a view to ensuring harmonization with 
European legislation. A culture of partnership between inspectorates and employers should be 
developed and the focus should be on prevention and not on sanctions.  

The population’s tax morale will not improve if trust in the institutions is low and if the belief in the 
existence of corruption in the public sector and among inspectors is widespread. Given the limited reach 
of intimidation policies, the approach of the state has to change significantly and an approach where 
a culture of trust is nurtured should be developed. Additionally, modernization of the government and 
governance, promotion of responsibility for the results as well as a change in the style of governance 
are required both for managing public finances and for ensuring public services, particularly those 
that are financed directly from taxes on labour (health insurance and insurance from unemployment). 

It is important that citizens perceive the system as just and therefore the following is required (William, 
Horodonic, 2015): 

• An improvement of procedural justice – the tax authorities should treat citizens and businesses 
with respect, impartially and responsibly, and they should focus on an service-oriented approach

• Provision of procedural regularity – individuals have to be convinced that the tax rate they pay 
is fair in comparison to what others pay

• Establishing of redistributive justice, in such a way that citizens are convinced that for the 
taxes that they pay they get an appropriate quality of service from the public sector 
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Education of taxpayers and development of a culture of trust are particularly important to ensure that 
the overall measures for the reduction of informal employment can have a longer-term effect through 
the reduction of asymmetry between the formal and informal institutions. Changes in the informal 
institutions, i.e. in the attitudes and perception of citizens about the benefits and threats of informal 
work, can be achieved through the following:

• An increase in the awareness about the consequences of the lack of formal working history and 
the advantages and disadvantages of formal/informal work

• Tax education with a view to harmonizing the values with the formal rules and promotion of 
self-regulation

• An improvement of the policy with a view to ensuring better planning, execution of the budget 
and measuring of the achieved results, as well as through an increase in the transparency of 
public spending and visualization of the budget 

At the same time, in order to strengthen trust, but also to ensure more entrepreneurial initiatives 
and employment, Montenegro should promote an environment where entrepreneurs are respected 
members of society and good role models for future generations. This is the most difficult task of all. It 
will require a change in the mindset.

Compliance of the Recommendations with the 2030 Agenda

The recommendations defined in this document that are aimed ultimately at the formalization of 
labour and at overcoming exclusion and marginalization, are based on a systemic approach. They are 
based on the Sustainable Development Goals defined in the Agenda for Sustainable Development by 
2030.

Thus, recommendations that refer to the improvement of the education system to make it more 
inclusive, of a higher quality and more efficient, and these include an increase in coverage and the 
level and quality of education, are directly related with Sustainable Development Goal No. 4  (SDG4) – 
“Ensure inclusive and quality education for all and promote lifelong learning”. Given the fact that the 
recommendations in this respect particularly focus on acquiring practical knowledge and skills, as well 
as development of creativity and innovation so that work and entrepreneurship can be a consequence 
of education, Target 4.4 within SDG4 of the 2030 Agenda can be taken as the crucial one. Taking into 
account that education is important, not only for decent work and employment, but also for social 
mobility and a reduction in poverty, the recommendations of this document are also in line with SDGs 
1, 8 and 10. 
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Another aspect that the recommendations of this document focus on is health care that should be 
more accessible, of a higher quality and more efficient so that it can contribute to the development 
of human capital, and, as a result, also to a reduction in informal employment. This part of the 
recommendations is based on SDG3, which refers to ensuring a healthy life and promoting wellbeing 
for all, at all ages. From the perspective of the NHDR recommendations, it is particularly evident that 
they are in compliance with Target 3.8, because in its essence it is about achieving universal coverage 
of health insurance, access to high-quality health services and health institutions. 

Recommendations that are aimed at the reform and revision of the social care system in order to 
make it encouraging for the formalization of jobs and to better target those that need social support, 
lie in the basis of adequate and high-quality social care that is promoted through several sustainable 
development goals. Therefore, in order to achieve higher formalization and a better and more efficient 
social care system that would motivate the formalization of employment, Montenegro needs a more 
flexible regulatory framework that would not be a burden in terms of administrative obstacles, but an 
encouraging environment that would reduce the level of informally employed people, increase the 
mobility of workers (which is the basis of SDG8) and that would focus on security of employment 
instead on security of a position.

Reducing the volume of the grey economy requires higher efficiency and “fairness” in the public sector, 
which can be achieved through a stronger rule of law. Target 16.3 within SDG16 of the 2030 Agenda 
focuses on the rule of law for all, which will, among other things, ensure increases in the efficiency of 
work, strengthening of integrity, responsibility and transparency in the public sector. More efficient 
administration and transparent work with clear legislation would lead to better tax morale and an 
environment with a lower probability of working in the grey economy. 
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Figure 9.1: Compliance of the recommendations with the 2030 Agenda goals
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SDG8, as one of the key goals related to employment and the labour market, focuses in its targets on the 
promotion of entrepreneurship, strengthening of the private sector, encouraging the formalization 
and growth of micro-, small- and medium-sized enterprises (Target 8.3). In line with these targets, 
the Report offers the recommendation that tax policy should serve the function of creating the 
preconditions for generating new jobs and gradual formalization, particularly given the fact that 
these enterprises account for 99% of all enterprises in Montenegro and that a large tax burden leads 
to their closing or to informal work, which includes informal employment. Therefore, the work of 
inspection bodies and the system of enforcement of penalties should be ensured. That would require 
the strengthening of the capacities of the tax administration, respect for the principles of fairness, 
transparency, efficiency and effectiveness of the tax system. Higher efficiency in the work of services, 
as well as the strengthening of the integrity, responsibility and transparency of state services lie in the 
basis of SDG16, i.e. in Targets 16.3, 16.5, 16.6 and 16.7. Only with stronger institutions and more efficient, 
more transparent and more motivating work by the relevant authorities, can Montenegro work on 
enhancing a culture of trust, which means that instead of focusing on deterrence, the focus should be 
put on education and development of a culture where citizens can perceive the system as fair. 




