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ABSTRACT

This paper estimates the size of the value added of the informal economy
for 157 countries over 1991 to 2017 with the help of the MIMIC-method. The
results show that OECD countries have by far the smallest informal economies,
with sizes below 20 percent of official GDP. Moreover, informal economies are
larger in Latin American and sub-Saharan African countries, averaging almost
38 and 39 percent of GDP, respectively. The average informal-economy size
over all 157 countries and over 1991-2017 is 30.9 percent. The average
decline in informal-economy size from 1991 to 2017 is a remarkable 6.8
percentage points. In addition, results of the size and development of
undeclared or informal employment all over the world are shown. Except for
Eastern Europe and Central Asia and Southern Africa, informal employment is
above 50% of total employment and even over 88% in Southern Asia and Sub-
Saharan Africa. Finally, some policy measures to reduce the informal economy
and conclusions are given.

Keywords: Informal economy, multiple indicators—multiple causes (MIMIC),
size of undeclared employment.

RESUMEN

Este articulo estima el tamano del valor afladido de la economia informal
para 157 paises entre 1991 y 2017 con la ayuda del método MIMIC.
Los resultados muestran que los paises de la OCDE tienen, con mucho, las
economias informales mas pequefias, con tamafios por debajo del 20 por
ciento del PIB oficial. Y las economias informales son mas grandes en los paises
de Ameérica Latina y Africa subsahariana, con un promedio de casi el 38 y el 39
por ciento del PIB, respectivamente. El tamafio medio de la economia informal
en los 157 paises considerados y durante el periodo 1991-2017 es del 30,9
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por ciento. La disminucion promedio del tamafio de la economia informal de
1991 a 2017 es de un notable 6,8 puntos porcentuales. También se muestran
los resultados del tamafio y desarrollo del empleo no declarado o informal en
todo el mundo. Excepto en Europa del Este, Asia Central y Africa Meridional,
el empleo informal supera el 50% del empleo total e incluso supera el 88%
en Asia Meridional y Africa Subsahariana. Finalmente, se ofrecen algunas
actuaciones de politica orientadas a reducir la economia informal y se extraen
algunas conclusiones al respecto.

Palabras clave: economia informal, indicadores y causas maltiples (MIMIC),
tamano del empleo no declarado.

JEL Classification/ Clasificacion JEL: O17, P37, CO1, C13.



1. INTRODUCTION

There is an intensive debate in both policy and academic circles on
definition, size, and key characteristics of the informal economy as well as
informal or undeclared employment. Recent global developments, such as
migration waves, climate change, and trade tensions, have triggered a renewed
interest in the fields surrounding the informal economy and informal or
undeclared employment!'.

And all of those, definition and measurement of the informal economy,
has been a subject of controversy. A number of different names, such as
the “hidden” economy, “gray” economy, “black” or “lack” economy, “cash”
or “informal” economy, knows it. All these synonyms refer to some type of
informal-economy activities and have been used frequently—and quite
inconsistently. Feige (1979, 1996) argues that the informal economy
comprises economic activities that circumvent costs and are excluded from
the benefits and rights incorporated into laws and administrative rules covering
property relationships, commercial licensing, labor contracts, torts, financial
credit, and social systems. The following text defines the informal or shadow
economy as all economic activities that are hidden from official authorities
for monetary, regulatory, and institutional reasons. Monetary reasons include
avoiding paying taxes and making social security contributions, and regulatory
reasons include skirting governmental bureaucracy or the burden of regulatory
frameworks, while institutional reasons include corruption, poor quality of
political institutions, and weak rule of law. In this paper, the informal economy
reflects mostly legal economic and productive activities that, if recorded,
would contribute to national GDP; therefore, its definition in this study tries
to exclude illegal or criminal activities and do-it-yourself or other household
activities.?

Additionally to the difficulty associated with its definition, the size of the
informal economy is also difficult to measure, as agents engaged in informal-
economy activities try to remain undetected. The search for information
about the extent of the informal economy and its development over time is

! Parts of Chapters 1 to 4 closely follow Medina and Schneider (2019).

2 Of course, | am aware that there are overlapping areas, like prostitution, illegal construction
firms, and corruption; see, for example, Dreher and Schneider (2009), Dreher, Katsogrannis, and
McCorriston (2009), Williams and Schneider (2016), Schneider (2017), and Medina and Schneider
(2018, 2019).

Revista pE Economia MunpiaL 60, 2022, 41-65



4t

v
®

Friedrich Schneider

motivated by its political and economic relevance. Moreover, reliable data on
total economic activity, including official and unofficial production of goods
and services, are essential in the design of economic policies that respond to
fluctuations in economic development over time and across space. Furthermore,
the size of the informal economy is a core input for estimating the extent of tax
evasion and thus for decisions on how to control it adequately.

In order to estimate the size of the informal economy, different methods have
been proposed. Direct approaches, mostly based on surveys and samples, rely
on voluntary replies or tax auditing and other compliance methods to measure
the informal economy; the results are sensitive to how the survey questionnaire
is formulated and therefore unlikely to capture all informal activities.

Indirect approaches, also called indicator approaches, use indirect
information to estimate the size of the informal economy. For example, and
may be the most famous indicator approach is the currency demand approach,
which is shortly described in the next chapter.

More recently, the literature has relied on multiple indicator—multiple cause
MIMIC) models, which explicitly consider causes and indicators of the informal
economy and treat the latter as an unobserved component.3 Although widely
used, MIMIC methods have been criticized, in particular, for (i) the use of GDP
per capita and/or growth of GDP per capita as cause and indicator of the size
of the informal economy, (ii) the fact that these models require an independent
study for calibration, and (iii) some evidence that the coefficients may be
sensitive to alternative specifications, as well as chosen countries and time
span.4

The paper is organized as follows: Chapter 2 briefly discusses the methods
used to measure the informal economy. Chapter 3 shortly presents the in this
paper used MIMIC approach, and chapter 4 reports the econometric MIMIC
estimation findings and the calculation of the results for the 157 countries over
the period 1991 to 2017. In chapter 5 the size of informal and/or unregistered
employment are shown for regions all over the world. In chapter 6, some policy
measures to reduce the informal economy and informal employment are
presented, and finally chapter 7 provides a summary and some conclusions.

2. MEASURING THE INFORMAL ECONOMY

From an economic perspective, it is assumed that individuals are rational
calculators who weigh costs and benefits when considering breaking the law.
Their decision to partly or completely participate in the informal economy is a
choice overshadowed by uncertainty, as it involves a trade-off between gains,

5 Examples of this growing literature include the seminal papers by Schneider and Enste (2000,
2002), Gerxhani (2003), Feld and Schneider (2010), Buehn and Schneider (2012), Hassan and
Schneider (2016), Schneider (2017), and Medina and Schneider (2018, 2019).

“ See Kirchgéssner (2016), Feld and Schneider (2016), Breusch (2016), Feige (2016a, 2016b),
Schneider (2016), Hashimzade and Heady (2016), and Medina and Schneider (2018, 2019) for
recent debates and controversies.
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if their activities are not discovered, and losses, if the activities are discovered
and the individuals penalized. Informal economic activities /E thus negatively
depend on the probability of detection p and potential fines f and positively
on the opportunity costs of remaining formal B. The opportunity costs are
positively determined by the burden of taxation T and high labor costs W
(individual income generated in the informal economy is usually categorized
as labor income rather than capital income) due to labor market regulations.
Hence, the higher the tax burden and labor costs in a given country, the more
incentives individuals in that country have to avoid these costs by working
in the informal economy. The probability of detection p itself depends on
enforcement actions A taken by the tax authority and on facilitating activities
Findividuals engage in to reduce the detection of informal-economic activities.
This discussion suggests the following structural equation®:

IE=IE [5 (E,E);};E (lt,vf’)]

Hence, informal-economic (IE) activities may be defined as those economic
activities (and the income earned by engaging in them) that bypass government
regulation, taxation, or observation. More narrowly, the informal economy
includes monetary and nonmonetary transactions of a legal nature, and hence
all productive economic activities that would generally be taxable were they
reported to state (tax) authorities. Such activities are deliberately concealed
from public authorities to avoid payment of income, value-added, or other
taxes and making social security contributions or to avoid compliance with
certain labor market laws and standards such as minimum wages, maximum
working hours, and safety standards and administrative procedures. The
informal economy thus focuses on productive economic activities that would
normally be included in national accounts but remain underground because
of tax or regulatory burdens.® Although such legal activities would contribute
to a country’s value added, national accounts do not capture them, because
they are produced in illicit ways. Informal household economic activities such
as do-it-yourself activities and neighborly help are typically excluded from the
analysis of the informal economy.”

5 In this paper a detailed discussion about the underlying theories is not done due to space reasons;
compare here the famous and pioneering paper of Allingham and Sandmo (1972), for further
literature see Schneider and Enste (2002) and Feld and Schneider (2010).

6 Although classic crime activities such as drug dealing are independent of increasing taxes and the
causal variables included in the empirical models are only imperfectly linked (or causal) to such
activities, the footprints used to indicate informal-economic activities such as currency in circulation
also apply to classic crime. Hence, macroeconomic informal-economy estimates do not typically
distinguish legal from illegal underground activities; instead, they represent the whole informal-
economy spectrum.

" From a social perspective, and maybe even from an economic one, soft forms of illicit employment
such as moonlighting (e.g., construction work in private homes) and its contribution to aggregate
value added may be assessed positively. For a discussion of these issues, see Thomas (1992) and
Buehn, Karmann, and Schneider (2009).
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Taking in account these considerations, a variety of methods have been used
in the literature over the years to measure the size of the informal economy.
These methods can be categorized as either direct or indirect (including the
model-based ones)é.

The common direct approaches to measuring the size of the informal
economy rely on surveys and samples based on voluntary replies or tax
auditing and other compliance methods. While providing great detail about
the structure of the informal economy, the results are sensitive to the way the
survey questionnaire is formulated and respondents’ willingness to cooperate.
Consequently, surveys are unlikely to capture all informal activities in an
economy (see Isachsen and Strem 1985; Witte 1987; Mogensen et al. 1995;
and Feige 1996).

Alternatively, indirect approaches are mostly macroeconomic in nature.
These are in part based on (i) the discrepancy between national expenditure
and income statistics or (ii) the discrepancy between the official and actual
labor force in a country, or else they follow one of several approaches that have
been formulated: (iii) the “electricity consumption” approach of Kaufmann and
Kaliberda (1996), (iv) the “monetary transaction” approach of Feige (1979),
(v) the “currency demand” approach of Cagan (1958) and Tanzi(1980), as
well as others, and (vi) the “multiple indicators—multiple causes” approach.
Specifically:

1. Discrepancy between national expenditure and income statistics: This
approach is based on the idea that if those working in the informal economy
are able to hide their incomes for tax purposes but not their expenditures,
then the difference between national income and national expenditure
estimates can be used to approximate the size of the informal economy.
It assumes that all the components of the expenditure side are measured
without error and constructed so that they are statistically independent
from income factors (see for example MacAfee 1980 and Yoo and Hyun
1998).

2. Discrepancy between official and actual labor force: According to this
approach, if total labor force participation is assumed constant, a decline
in official labor force participation in a country can be interpreted as an
increase in the extent of the informal economy. Since fluctuation in the labor
force participation rate might have many other explanations, however, such
as the economy’s position in the business cycle or individuals™ difficulty
in finding a job or education and retirement decisions, estimates of this
kind represent weak indicators of the size of the informal economy (see for
example Contini 1981; Del Boca 1981; and O’'Neil 1983).

3. Electricity approach: Kaufmann and Kaliberda (1996) endorse the idea
that electricity consumption is the single best physical indicator of overall
(official and unofficial) economic activity in a country. Using findings that

8 This section follows Schneider and Enste (2002), Feld and Schneider (2010), and Schneider (2017).
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indicate the electricity—overall GDP elasticity is close to one, these authors
suggest using the difference between growth of electricity consumption and
growth of official GDP as a proxy for the growth of the informal economy in
a country. This method is simple and appealing but has many drawbacks,
including that (i) not all informal-economy activities require a significant
amount of electricity (e.g., personal services) or the use of other energy
sources (coal, gas, etc.), hence only part of informal-economy growth is
captured; and (ii) electricity—overall GDP elasticity may vary substantially
across countries and over time (see for example Del Boca and Forte 1982;
Portes 1996; and Johnson, Kaufmann, and Shleifer 1997).

. Transaction approach: Using Fischer’s quantity equation, Money * Velocity
= Prices * Transactions, and assuming a constant relationship between the
money flows related to transactions and total (official and unofficial) value
added—that is, that Prices * Transactions = k (official GDP + informal
economy)—it is reasonable to derive the following equation: Money
* Velocity = k (official GDP + informal economy). The stock of money
in a country and official GDP estimates are known, and money velocity
can be estimated. Thus, if the size of a country’s informal economy as
a percentage of its official economy is known for a benchmark year, the
size of that country’s informal economy can be calculated for the rest of
the years in a sample. Although theoretically attractive, this method has
several weaknesses, for instance: (i) the assumption that k is constant over
time seems quite arbitrary, and (i) other factors in an economy like the
development and use of checks and credit cards can affect the desired
amount of cash holdings and thus velocity (see for example Feige 1979;
Boeschoten and Fase 1984; and Langfeldt 1984).

. Currency demand approach: Assuming that informal transactions in a
country take the form of cash payments, in order not to leave an observable
trail for the authorities, an increase in the size of the country’s informal
economy will consequently increase the demand for currency. To isolate
this “excess” demand for currency, Tanzi (1980) suggests using a time
series approach in which currency demand is a function of conventional
factors, such as the evolution of income, payment practices, and interest
rates, and factors causing people to work in the informal economy, like the
direct and indirect tax burden, government regulation. And the complexity
of the tax system. However, there are a number of problems associated
with this method and its assumptions: (i) the procedure Tanzi suggests may
underestimate the size of the informal economy, because not all transactions
in an economy take place using cash as means of exchange; (ii) increases
in currency demand deposits may occur because of a slowdown in demand
deposits rather than an increase in currency used in informal activities; (iii)
it seems arbitrary to assume equal velocity of money in both formal and
informal economies; and (iv) the assumption of no informal economy in a
base year is arguable (see for example Cagan 1958; Gutmann 1977; Tanzi
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1980, 1983, 1999; Kirchgéssner 1983; Schneider 1997; and Johnson,
Kaufmann and Zoido-Lobaton 1998a, 1998b).

6. Multiple indicators—multiple causes (MIMIC) approach: This method
explicitly considers several causes, as well as various indicators of the
informal economy, which is shortly presented in chapter 3. (Compare
also Loayza 1996; see also Vuletin 2008; Dell’Anno and Schneider 2009;
DellAnno 2007; Schneider 2010; AlIm and Embaye 2013; Abdih and
Medina 2013; Williams and Schneider 2016; and Medina, Jonelis, and
Cangul 2017).

3. THE MIMIC ESTIMATION PROCEDURE

Most of the methods described in the preceding section consider only
one (either direct or indirect) indicator of the informal economy in a country,
such as electricity consumption or money demand. However, more than one
manifestation or symptom of the informal economy may exist and show up
simultaneously.

Here, this paper uses the MIMIC approach, as it explicitly considers various
causes and effects of a country’s informal economy. The MIMIC model exploits
the associations between observable causes and effects of the unobserved
informal economy to estimate the size of the informal economy itself (see
Loayza 1996). The model can be described by two equations:

y=AE +¢ m
IE=Yyx+v (2)

where IE is the unobservable latent variable, y' = (y4,...,¥,) IS a vector of
indicators for IE, x" = (x4,...,%4) Is a vector of causes of IE, and are the (px1)
and (gx1) vectors of the parameters, and and are the (px1) and scalar errors.
Equation (1) relates the informal economy to its indicators, while equation (2)
associates the informal economy with a set of observable causes. Assuming
that the errors are normally distributed and mutually uncorrelated with
var(v) = o2 and, cov(&) = 0., the model can be solved for the reduced form as a
function of observable variables by combining equations (1) and (2):

y=mx+p (3)
where , T=AY', 0 = Av + € and cov(p) = 1403 + ©,.

As y and x are data vectors, equation (3) can be estimated by maximum
likelihood using the restrictions implied in both the coefficient matrix 7w and the
covariance matrix of the errors p.

Since the reduced form parameters of equation (3) remain unaltered when
A is multiplied by a scalar and yand ¢ ? are divided by the same scalar, the

©
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estimation of equations (1) and (2) requires a normalization of the parameters
in equation (1), and a convenient way to achieve this is to constrain one element
of Ato some pre-assigned value.

Since the estimation of A and is obtained by constraining one element of
A to an arbitrary value, it is useful to standardize the regression coefficients

Aand yas A* =1

The standardized coefficient measures the expected change (in standard-
deviation units) of the dependent variable due to a one-standard-deviation
change in a given explanatory variable, when all other explanatory variables
are held constant. Using the estimates of the vector and setting the error term
to its mean value of O, the predicted values for the informal economy can
be estimated using equation (2). Then, by using information for one country
from various independent studies regarding the specific size of the informal
economy measured in percent of GDP, the ordinal within-sample predictions
for the size of the informal economy can be converted into percentages of
GDP®°.

4. EcoNoMETRIC MoDEL MIMIC APPLIED TO THE INFORMAL ECONOMY ESTIMATION
4.1. EconomETRIC MIMIC MODEL OUTCOMES

As explained in the previous section, the MIMIC model assumes specific
causes and indicators that can be used to measure the size of a country’s
informal economy. The specialized literature highlights the tax burden or
distortionary government policies, labor market rigidities, lack of institutional
quality, and product and financial market rigidities as the main causes (see, for
example, Schneider 2010; Feld and Larsen 2005, 2009; and Schneider and
Enste 2000).

The model used in this paper covers a sample of 157 countries over the
1991-2017-time interval. The estimation relies on the following drivers of
a country’s informal economy: (i) a measure of tax burden on the economy,
as everything else equal, a larger tax burden is likely to encourage economic
agents to remain outside of the formal sector;'° (ii) institutional quality, as weak

2 Up to today, an intensive debate about the pros and cons of this method and especially its use to
estimate the informal economy has been taken place. See the references in footnote 5 for such a
debate.

10 This paper uses two variables to proxy for these effects: (i) the share of government consumption
in GDP and (ii) a fiscal freedom index produced by the Heritage Foundation. A larger government
will be required to raise more taxes that distort economic activity and push economic agents from
the formal to informal sector. The fiscal freedom index is equally weighted with scores from the top
marginal tax rate on personal and corporate income, as well as the share of tax burden in GDP. High
marginal rates on personal income will push workers toward the informal sector, just as high marginal
rates on corporate income will encourage businesses to move activity to the informal sector. See also
Medina and Schneider (2018).
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institutions, such as lack of respect for the law or high levels of corruption,
encourage informal activities; (i) openness, proxies by trade openness,
because as economies become more interconnected and trade more with
their neighbors and other countries, it becomes harder to hide these activities
from authorities; and (iv) unemployment, as lack of opportunities in the formal
sector will force individuals to engage in informal economic activities.

The MIMIC model also uses measurable indicators, such as (i) currency
as a fraction of broad money, as people engaged in the informal economy
usually conduct their activities in cash; (i) labor force participation, as a
decline in official labor force participation could signal some individuals’ giving
up searching for work in the formal sector; and (iii) a measure of the size of the
economy.

Tables 1 and 2 shows the results for the model (MIMIC) estimation and
it presents six specifications over the period 1991-2017 for 157 countries
(largest sample).! Table 1 provides the estimation results for all countries.
All causal variables (trade openness, GDP per capita, unemployment, size of
government, fiscal freedom, rule of law, control of corruption, and government
stability) have the theoretically expected signs, and most are highly statistically
significant. The indicator variables also have the theoretically expected signs
and are highly statistically significant. The test statistics are satisfactory.

4.2 . SIZE OF THE INFORMAL ECONOMY WITH MIMIC APPROACH

Statistical Annex shows the most important results (summary statistics) for
the 157 countries in the sample over the sample period 1991-2017. The
mean value for the size of the informal economy of the 157 countries over
the sample period is 30.9% of official GDP, and the median is 31.2%, so
there is not a strong deviation between the two. The countries with the three
largest informal economies are Bolivia at 62.9% of GDP, Georgia at 61.7%,
and Nigeria at 56.8%; the countries with the three smallest are Switzerland at
6.4% of GDP, the United States at 7.6%, and Austria at 7.9%.

Figures 1 and 2 present some disaggregated results. Figure 1 depicts the
size of the informal economy by region, as well as for member countries of the
Organisation for Economic Co-operation and Development (OECD), in three
subperiods of the overall survey period. Remarkably, the size of the informal
economy shows a negative (falling) trend over time in all six regions and in
OECD countries, meaning that the average size of the informal economy in each
region and in OECD countries was considerably smaller in 2010—17 compared
to 1991-99. The average decline from 1991 to 2017 was 6.8 percentage
points. The OECD countries have by far the lowest average values over the
full survey period, below 20 percent, and the sub-Saharan African countries

" For a detailed discussion of the econometric (MIMIC) results compare Medina and Schneider
(2019).
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TABLE 1. MIMIC MODEL ESTIMATION OUTCOMES: 1991-2017, ALL COUNTRIES

(1) @ 3 () ©) (6)
Causes
(T)rade -0.077*** -0.074*** -0.097*** -0.063** -0.062** -0.097***
penness

GDP Per Capita -0.299* ** -0.304* -0.347* <0244~ -0.256% -0.290*

Unemployment

0.002 0.004 0.026 -0.001 0.003 0.044*
Rate

Size of

0.110*** 0.115%** 0.140%**
Government

Fiscal Freedom -0.097*** -0.101*** -0.105%**

Rule of Law -0.043* -0.057**

Control of Corruption -0.067*** -0.062***

Government Stability -0.045* -0.038

Indicators

Currency 1 1 1 1 1 1

Labor Force
Participation -0.523%** -0.525%** -0.410%** -0.529*** -0.523*** -0.389***
Rate

GDP Per Capita

C -0.051 -0.100 -0.241 %%+ 0.088 0.048 -0.097*
rowth

Statistical Tests

RMSEA 0.061 0.052 0.057 0.051 0.043 0.048
Chi-square
(model vs. 87.902 66.165 89.216 61.262 46.931 58.653
saturated)
Chi-square
(baseline vs. 419.447 401.916 582.586 340.457 326.345 432786
saturated)
Observations 2106 2100 2450 1980 1979 2109

Note: RMSEA = root mean square error of approximation.
***p < 0.01, **p < 0.05, *p < 0.1.
Source: Medina and Schneider (2019).

and Latin American countries have the highest, with average values above 36
percent. Figure 2 presents the results arranged by income group. Advanced
economies have the smallest informal economies, on average, and low-income
countries the largest.'?

12 Massive refugee inflows have affected many countries in recent years, especially in the Middle
East. Unfortunately, our model does not capture this dimension and therefore could potentially
underestimate the size of the informal economies in countries such as Jordan, Lebanon, and Turkey.
For the same reason Syria’s results should be viewed with caution. China’s results should be taken
with caution as well, as its economy is partly market and partly planned, and the results might
therefore be capturing the informal economy only partly.
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FIGURE 1. AVERAGE SIZE OF INFORMAL EcoNomy BY REGION (PERCENT oF GDP)
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Note: Numbers in parentheses beneath each region name represent the number of countries from
each regional grouping represented in the sample
Source: Medina and Schneider (2019).

Figure 2. Average Size of Informal Economy by Income-Level Grouping (Percent of GDP)
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Source: Medina and Schneider (2019)
5. INFORMAL EMPLOYMENT

Here, in this chapter some of the latest results about the worldwide
development about informal or unregistered employment are presented. This
chapter is based on the results of two recent international institutions studies:
Bonnet and alter (2019) and OECD, (2019).

In order to better understand what this meant with informal employment in
table 2 a classification of the components of the informal sector and informal
labor force is given. Table 2 clearly demonstrates the various components of
informal employment from own-account workers to members of producers’ co-
operatives or to family workers.
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TABLE 3. COMPONENTS OF THE INFORMAL SECTOR AND INFORMAL LABOR FORCE

Jobs by status in employment
Production
units by Own-account Contributing Members of produ-
type workers Employers family workers Employees cers” co-operatives
Informal | Formal | Informal | Formal Informal Informal | Formal | Informal | Formal
Formal
sector

enterprises

Informal
sector
enterprises®

House-
holds*

Notes: As defined by the 15th International Conference of Labour Statisticians (excluding households
employing paid domestic workers).

* Households producing goods exclusively for their final use and households employing paid
domestic workers.

Source: OECD, 2009: 29.

In figure 3, the share of informal employment (in % of total employment)
all over the world is shown. The highest values/shares (over 90%) are in the
southern hemisphere, and obviously the lowest are in northern hemisphere.

FIGURE 3. INFORMAL EMPLOYMENT DOMINATES IN THE GLOBAL SOUTH

Informal employment (incuding agriculture]
[ Less than 20%

[ 2%

B s

B s

I 90% and higher

Source: OECD/ILO (2019).

In table 3 the informal employment, in percent of total employment,
according to regions and sex are presented. Informal employment as a share
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of total employment is highest, at 92 per cent, in the countries of Sub-Saharan
Africa (excluding Southern Africa) with Southern Africa it declines to 89
Southern Asia is next highest with 88 per cent of employment as informal
followed by East and South-Eastern Asia (excluding China) at 77 per cent. In
the Middle East and North Africa 68 per cent of employment is informal and
in Latin America and the Caribbean 54 per cent is informal. Only in Eastern
Europe and Central Asia does informal employment represent less than half (at
37 per cent) of total employment. The informal share of men is higher in Asia
and Pacific, Middle East and North Africa, and Eastern Europe and Central
Asia; in the other regions, the share of women is higher or equal with the one
of men (East and South Eastern Asia (excluding China).

TABLE 4. PeR CENT INFORMAL EMPLOYMENT IN TOTAL AND NON-AGRICULTURAL EMPLOYMENT BY SEX AND
GEOGRAPHIC REGION, EXCLUDING DEVELOPED COUNTRIES 2016*

Total employment

v
®

Total Men Women
Asia and the Pacific 71 T4 67
Southern Asia 88 87 91
East and South-Eastern Asia (including China) 61 63 59
East and South-Eastern Asia (excluding China) 77 77 77
Sub-Saharan Africa 89 86 92
Southern Africa 40 38 42
Rest of sub-Saharan Africa 92 89 95
Latin America and the Caribbean 54 53 55
Middle East and North Africa 68 69 62
Eastern Europe and Central Asia 37 38 36

Note: Due to rounding, some totals may not correspond with the sum of the separate figures (informal
employment in the informal sector, in the formal sector, in households).

*These data are for emerging and developing countries only, not for developed ones, in the regions.
Source: ILO (2018) calculation based on household survey micro datasets.

Everywhere and at all levels, global and regional, there is a clear relation
between an increase in level of education of the labor force and a decrease
in the share of informal employment, which is shown in figure 5.2. Globally,
the rate of informal employment decreases with levels of education: from 94
per cent of those with no education, to 85 per cent among the labor force
(workers) with primary education, to 52 per cent for those with secondary
education, to 24 per cent for those with tertiary education. The differences
in rates of informal employment by level of formal education are higher in
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developing and emerging countries than in developed countries, which have a
low incidence of informality. Additionally the decline in informal employment is
somewhat steeper/faster considering women compared to men.

FIGURE 4. SHARE OF INFORMAL EMPLOYMENT IN TOTAL EMPLOYMENT BY EDUcCATION AND SEX, 2016
(PERCENT)

% informal
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Source: ILO (2018) calculation based on national labour force or similar household survey data. See
Appendix C.1 of ILO (2018) for some of the drivers or informality associated with level of education.

6. POLICY MEASURES AND SOME REMARKS ABOUT THE CORONA PANDEMIC
6.1. GENERAL REMARK

In every country, the government faces the challenge to undertake policy
measures, which reduce the informal economy and informal (informal)
employment. However, the crucial question is: “Is this a blessing or a curse?” |
would like to give the following answer:

1) If one assumes, that roughly 50% of all informal (informal) economy
activities complement those of the official sector (i.e. those goods would
not be produced in the official sector) the development of the total (official
+ informal economy) GDP is always higher than the “pure” official one.

2) A decline of the informal economy and informal employment will only
increase the total welfare in every country if the policy maker succeeds in
transferring the informal economic activities into the official economy.

3) Therefore, a policy maker has to favor and choose such policy measures
that strongly increase the incentives to transfer the production and labor
from the informal (black) to the official sector.

Only then the decline of the informal economy and of informal employment
will be a blessing for the whole economy.
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6.2. SOME SHORT REMARKS ABOUT THE INTERACTION OF THE INFORMAL ECONOMY WITH
THE OFFICIAL ONE

The informal and official one closely interact with each other. The informal
economy positively and negatively influences (i) the tax system, (i) the
allocation, and economic policy decisions through biased figures. In order
to develop effective policy measures to reduce the informal economy, these
interactions should be taken into account.

6.3. POLICY MEASURES AGAINST THE INFORMAL ECONOMY AND INFORMAL EMPLOYMENT

In this context, | would like to propose the following six policy measures in
order to promote formalization of informal economy and employment:

1) Unemployment is either controllable by the government through economic
policy in a traditional Keynesian sense; or the government can try to
improve the country’s competitiveness to increase foreign demand. If
unemployment is reduced, both the informal economy and informal
employment will shrink.

2) The impact of self-employment on the informal economy is only partly
controllable by the government. A government can deregulate the economy
or incentivize “to be your own entrepreneur”, which would make easier
self-employment and more attractive in the official economy, which would
potentially reducing unemployment and the size of the informal economy
and informal employment.

3) These two policies need to be accompanied with a strengthening of
institutions and trust in public institutions to reduce the probability that
self-employed shift reasonable proportions of their economic activities into
the informal economy, which, if it happened, made government policies
incentivizing self-employment less effective.

4) Besides these measures, policy makers should focus to reduce overall
taxation (especially direct taxation on employment).

5) Equally important is the quality of institutions; i.e. creating democratic
and transparent institutions with lesser regulatory burden, corruption and
bureaucracy in order to be able to restore the trust and confidence of the
people in the public institutions.

6) Reducingadministrative burden on businesses by simplifying the procedures
for obtaining licenses, accelerating the release of documents required for
entrepreneurship, reducing bureaucratic barriers for such documents and
increasing transparency of the whole process.

/. FINAL REMARKS

With the help of the MIMIC-method this paper estimates the value added
of the size of the informal economy for 157 countries over 1991 to 2017. The
results clearly show that OECD countries have by far the smallest informal
economies, with sizes below 20 percent of official GDP, and that informal

©
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economies are larger in Latin American and sub-Saharan African countries,

averaging almost 38 and 39 percent of GDP, respectively. The average

informal-economy size over all 157 countries and over 1991-2017 is 30.9

percent. The average decline in informal-economy size from 1991 to 2017 is

a remarkable 6.8 percentage points. Results of the size and development of

undeclared or informal employment all over the world are also shown. Except

for Eastern Europe and Central Asia and Southern Africa, informal employment
is above 50% of total employment and even over 88% in Southern Asia and

Sub-Saharan Africa.

1) And finally, we can see some policy measures to reduce the informal
economy and employment.The size of the informal economy as well as
informal employment are quite large in some regions (Latin America and
the Caribbean and sub-Saharan Africa).

2) There is substantial heterogeneity within regions in informal-economy size.

3) Countries’ informal sectors act as a safety net.

4) The informal sector has low productivity and keeps productivity low in a
vicious cycle.

5) A balanced approach is needed for transitioning from the informal to the
formal sector.

Additionally, here several preliminary remarks about the Corona Virus
Pandemic crisis outcomes on informal economy an employment tendency are
showed.

a) The Corona Pandemic has led to a world-wide lockdown of the national
economies causing a severe recession with a sharp decline of the GNP and
a strong increase of unemployment.

b) Due to this the informal (shadow) economy as well as informal employment
will sharply increase, because quite often this is only way to earn some
income and to avoid further poverty.

¢) Inthe OECD countries | expect an increase of the shadowinformal economy
between 9-12% and in developing countries between 12-18%. Globally
such an increase will be the strongest over the last 40 Years!

i) And all of these suggests some key policy recommendations to formalize
the informal sector, like following options:  Improve governance, a
necessary condition.

i) Enhance doing business and competitiveness indicators, focusing on
the indicators for which the gap is largest compared to countries with
smaller informal sectors.

iii) Improve the trust of people in public institutions.
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