CHAPTER 5
Informality in Emerging Market and Developing Economies:
Regional Dimensions

Emerging market and developing economies (EMDEs) experienced a decline in informality
over the two decades prior to the COVID-19 pandemic. Output informality declined most in
East Asia and Pacific (EAP) and South Asia (SAR), while employment informality fell most
in the Middle East and North Africa (MNA), SAR, and Sub-Saharan Africa (SSA). Yet the
incidence of informality remains high in all regions. In SAR and SSA, pervasive informality
has been associated with low human capital and large agricultural sectors. In Europe and
Central Asia (ECA), Latin America and the Caribbean (LAC), and MNA, heavy regulatory
and tax burdens and weak institutions have been important factors. Also important have
been legacies of the transition from central planning to market economies in ECA and
disruptions related to conflict in MNA and SSA. In EAP, employment informality is
associated with lagging social protection in cities following large-scale rural-to-urban
migration. A balanced policy mix tailored to economy-specific circumstances can help mitigate
the adverse effects of informality.

Introduction
Informal economic activity is pervasive in emerging market and developing economies
(EMDEs), accounting for one-third of GDP, on average. Self-employment, a commonly
used proxy for informal employment, averages about two-ﬁfths of total employment.
For various reasons, including ﬂexibility, some ﬁrms and workers choose to remain
informal. In some cases, informal work may be the only option. High levels of
informality are associated with low labor productivity and low tax revenues, and can
further entrench poverty and inequality.
Informality fell in the average EMDE in the two decades before the COVID-19
pandemic, although the pace of decline varied across regions and countries. The
correlates of informality also vary across regions, shaped by distinctive regional cultures
and histories, as well as economic, social and policy structures.
This chapter addresses the following questions:
•

How has informality evolved over the past two decades in each EMDE region?

•

What are the correlates of informality in each region?

Note: This chapter was prepared by Dana Vorisek, Gene Kindberg-Hanlon, Wee Chian Koh, Yoki Okawa,
Temel Taskin, Ekaterine Vashakmadze, and Sandy Lei Ye. Research assistance was provided by Hrisyana
Doytchinova and Arika Kayastha.
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What policy options are available to address the challenges associated with
informality in each region?

Several techniques have been developed to measure informality (chapter 2).1 For the
analysis here, output informality is proxied by dynamic general equilibrium (DGE)
model-based estimates, in percent of oﬃcial GDP, and employment informality refers to
the share of self-employment in total employment, unless otherwise indicated. These
measures are chosen because of their extensive economy and time-series coverage.
Contributions. The chapter makes several contributions to the literature. First, the
chapter brings a regional perspective to the existing literature on informality in EMDEs.
Past studies either grouped all economies together or focused on one or a few economies
or a speciﬁc region. The chapter distills commonalities among EMDEs within each
region and diﬀerences across regions. Second, the chapter brings together multiple
strands of literature by investigating two key types of informality—output and
employment informality—thus helping policy makers better understand the nature of
informality in their respective regions (chapter 4). Previous studies typically examined
either output informality or employment informality. Lastly, the chapter provides policy
recommendations that are tailored to region-speciﬁc needs and conditions. Former
studies tend to have a broad overview of all relevant policies without applying them to
the regional context.
Main findings. First, the chapter documents large diﬀerences in the evolution of
informality across regions. Output informality is highest in ECA, LAC, and SSA, while
employment informality is highest in EAP, SAR, and SSA. Output informality declined
most in EAP and SAR between 1990-99 and 2010-18, while employment informality
fell most in MNA, SAR, and SSA. Despite declines in output informality, and consistent
with slower productivity growth in the informal than the formal sector, employment
informality remained broadly unchanged in EAP, ECA, and LAC between 1990-99 and
2010-18.
Second, a mix of cross-regional, intra-regional, and economy-speciﬁc factors are
associated with informality in EMDEs. Key correlates of high informality include low
human capital, large agricultural sectors, and poor business climates. But there are also
important region-speciﬁc factors, such as insuﬃcient social protection coverage, trade
liberalization, and economic disruptions due to armed conﬂict. Reﬂecting regional as
well as national diﬀerences in informality, balanced policy mixes tailored to economy
circumstances are required to set the right conditions for informality to fall.

1 Three methods of estimating informal output are used in this book. The DGE method refers to the dynamic
general equilibrium (DGE) model of Elgin and Oztunali (2014). It estimates the allocation of labor between the
formal and informal sectors based on the assumption of utility maximization by an infinitely lived representative
household endowed with certain units of productive capital and time. An alternative, multiple indicators multiple
causes (MIMIC) method is based on a model comprising structural equations that use observable causes and
indicators to capture the latent level of informal output. A third method of uses survey data on perceptions of
informal activity obtained by the World Economic Forum, World Values Survey, and World Bank Enterprise
Surveys. Chapter 2 contains a detailed discussion of these and other measures of informality and their limitations.
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The remainder of the chapter is structured as follows. The next section provides an
overview of informality in EMDEs. The subsequent sections discuss the evolution of
informality in each of the six EMDE regions. Each of these sections examines the
correlates of informality and presents region-specific policy options to address the
challenges associated with informality. The last section concludes with a discussion of
emerging opportunities and policy challenges.

Informality in EMDEs
Informality is far more widespread in EMDEs than in advanced economies (ﬁgure 5.1).
Informal output in EMDEs was, on average, 33 percent of oﬃcial GDP between 2010
and 2018, while self-employment accounted for 42 percent of total employment. These
shares were 18 and 14 percent, respectively, in advanced economies. Of the six EMDE
regions, output informality is highest in ECA, LAC, and SSA. Employment informality
is highest in EAP, SAR, and SSA.
Informality has declined in both advanced economies and EMDEs over the past two
decades, but by more in EMDEs (ﬁgure 5.1; chapter 2). In EMDEs, output informality
decreased by 8 percentage points between 1990 and 2018, while employment
informality fell by about 9 percentage points, with increases in the mid-1990s and early
2000s subsequently reversed.
EMDEs account for half of the world’s informal output and more than 90 percent of its
informal employment (ﬁgure 5.2). Three EMDE regions—EAP, LAC, and ECA—
account for more than one-third of the world’s informal output. These are also the
largest EMDE regions in terms of oﬃcial GDP. EAP and SAR account for the largest
shares, by far, of informal employment at the global level. These two regions’ shares of
global informal employment are three times and eight times as large, respectively, as
their shares of global informal output, implying that productivity is particularly low
among informal workers in EAP and SAR.
EAP and SAR also experienced the largest declines in output informality between 199099 and 2010-18, in large part reﬂecting rapid economic development in China and
India. The sharpest decline in employment informality occurred in SAR, followed by
MNA and SSA. Despite declines in output informality, employment informality
increased slightly in EAP and LAC. This may reﬂect, in part, rigid labor markets and
burdensome regulations (LAC) and mismatch between rapidly expanding jobs during
urbanization and lagging social protection coverage as demographic conditions changed
(EAP). Informality—especially employment informality—is most prevalent in EMDEs
with low income per capita, reﬂecting the role of informality as both a driver and a
consequence of poverty (ﬁgure 5.2; La Porta and Shleifer 2014).
Informality in EMDEs is associated with numerous factors, well documented in the
literature. EMDEs with the highest incidence of informality tend to have weak human
capital (less educated and less skilled workers), large agricultural sectors, and poor
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FIGURE 5.1 Evolution of informality in advanced economies and EMDEs
Informality is far more widespread in emerging market and developing economies (EMDEs) than in
advanced economies. Output and employment informality have declined in both groups, but by
more in EMDEs.
A. Output informality
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Sources: International Labour Organization; World Bank.
Note: Informal output is proxied by dynamic general equilibrium (DGE) model-based estimates, in percent of official GDP. Informal
employment is the share of self-employment in total employment. EMDEs = emerging market and developing economies.
A.B. Bars show unweighted group averages for 2010-18 and vertical lines show +/-1 standard deviation.
C.D. Lines show unweighted group averages for each year.

institutional environments (for instance, high corruption or restrictive regulations; ﬁgure
5.3; chapter 4). In SAR, and SSA, for instance, agricultural production still makes up a
large share of employment in many economies.
Other key correlates of informality diﬀer among regions. In EAP, large-scale rural-tourban migration in recent decades supported rapid growth and industrialization.
Although this migration has been accompanied by falling output informality,
employment informality increased, because of lagging social protection. In ECA, the
high shares of informal output in some economies are partly a legacy of the transition
from centrally planned to market economies. In LAC, trade liberalization reforms of the
1990s contributed to growing informality in some economies, as formal ﬁrms that were
unable to compete in a liberalized formal economy retreated into informality. In MNA
and SSA, economic disruptions during armed conﬂicts have forced people to earn their
livelihoods in the informal economy.
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FIGURE 5.2 Informality in EMDE regions
Employment informality tends to be higher than output informality in EMDE regions. Low per capita
income is associated with high informality, especially employment informality.
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Note: Informal output is proxied by dynamic general equilibrium (DGE) model-based estimates, in percent of official GDP. Informal
employment is the share of self-employment in total employment. EAP = East Asia and Pacific; ECA = Europe and Central Asia;
LAC = Latin America and the Caribbean; MNA = Middle East and North Africa; SAR = South Asia; SSA = Sub-Saharan Africa.
A.C.D. Bars show unweighted group averages for 2010-18.
B. Estimates are based on economies’ shares of output and employment averaged over 2010-18.
E.F. Grey markers show unweighted average log GDP (2017 PPP $) relative to informal output and employment in individual EMDEs,
with the fitted line shown in blue and the corresponding +/-1 standard errors shown in shaded grey areas. Red markers show median
GDP per capita and median informal output and employment in EMDE regions. Data are for 2010-18. Sample includes 154 economies
for output informality and 147 economies for employment informality.
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FIGURE 5.3 Correlates of informality in EMDE regions
EMDE regions with higher employment informality tend to have larger agricultural sectors, lower
educational attainment, heavier tax burdens, and poorer governance than regions with smaller
informal sectors.
A. Share of agricultural output in output
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Sources: Barro and Lee (2013); Végh and Vuletin (2015), World Bank (World Development Indicators, World Governance Indicators).
Note: EAP = East Asia and Pacific; ECA = Europe and Central Asia; EMDE = emerging market and developing economies; LAC =
Latin America and the Caribbean; MNA = Middle East and North Africa; SAR = South Asia; SSA = Sub-Saharan Africa.
A. Data for 2010-18.
B. Average years of schooling for those aged 15 and older. Data for 2010.
C.D. Bars show unweighted group averages.
D. The dashed lines are unweighted averages for EMDEs in 2003 and 2018, respectively.

The COVID-19 pandemic has hit the informal sector hard. An estimated three-quarters
of the world’s informal workers were signiﬁcantly impacted by lockdowns in early 2020
(ILO 2020). In many economies, informal ﬁrms are concentrated in the services sector,
which has been subject to more disruption from government-imposed mobility
restrictions than the industrial or agricultural sectors due to reliance on face-to-face
interactions. However, because informal workers are often not registered in government
systems, many have been out of reach of social assistance programs. If unreachable
through beneﬁts programs, informal workers are likely to feel compelled to continue
working, despite the health risks (Maloney and Taskin 2020). Encouragingly, the policy
response to COVID-19 in some EMDEs has included the provision of beneﬁts to
informal workers, including through digital platforms, although the adequacy and
coverage of beneﬁts to informal workers was far from complete (Dabla-Norris and Rhee
2020; Díez et al. 2020; Frost, Gambacorta, and Shin 2021).
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East Asia and Pacific
The EAP region experienced a sharp decline in output informality over the past two
decades. This decline was broad-based within the region. However, there remain pockets
of high informality, in particular in several lower-middle-income economies
characterized by large rural sectors, poor governance, weak institutions, and low human
capital (Cambodia, Lao People’s Democratic Republic, and Myanmar).
Although many economies in the region have made considerable progress in integrating
rural migrants into urban labor markets, they still face challenges related to urban
informality. EAP has large slum populations. Many urban dwellers are informal workers
with inadequate social protection and without access to basic services like clean water
and public transportation. While cities across East Asia have propelled the region’s rapid
economic growth, there remain challenges in expanding opportunities, including to
unregistered migrants living in urban peripheries. Reforms to urban planning can help
expand access to opportunities.
The COVID-19 pandemic is taking a severe toll on micro, small, and medium-sized
enterprises (SMEs), which are the sources of livelihood for most informal workers. The
pandemic and resulting lockdowns, given the limited access in the informal sector to
social support and digital technologies, are likely to have increased inequality. Policies
that focus on skills upgrading and improving access to resources, such as business
development services, can help reverse this.

Evolution of informality in EAP
Informal output in EAP was equivalent to 27 percent of oﬃcial GDP, on average, in
2010-18, below the EMDE average and down from 35 percent of GDP in 1990-99
(ﬁgure 5.4). Survey-based measures of informality in EAP, such as perceptions of
informal activity, also indicate a decline. However, informal employment (as measured
by self-employment), at 50 percent of total employment, was higher than the EMDE
average in 2010-18 and has increased slightly over the past two decades. In an alternative
measure of employment informality, the share of labor without basic pension coverage,
approximately 70 percent of EAP employment can be categorized as informal in recent
years.
Declining output informality in EAP has been accompanied by sustained economic
growth, rapid industrialization and urbanization, and improvements in institutional
quality (Loayza 2016; World Bank 2015). Between 1990-99 and 2010-18, the share of
informal output declined rapidly in the fastest-growing economies, in part reﬂecting the
eﬀects of comprehensive reforms. For example, the share of informal output in GDP in
Myanmar fell by 33 percentage points, to below 30 percent in 2010-18, following
broad-based liberalization measures (ﬁgure 5.4).
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FIGURE 5.4 Informality in East Asia and Pacific (EAP)
Compared with other EMDE regions, EAP’s share of informal output is moderate, whereas its share
of informal employment is above average. Informality is particularly high in lower-income economies,
which are also characterized by more stringent labor regulations and lack of enforcement.
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Sources: International Labour Organization; World Bank; World Economic Forum (2018).
Note: EAP = East Asia and Pacific; EMDE = emerging market and developing economies.
A.B. Blue bars show unweighted averages of the informal economy of the region. Red markers show unweighted averages of all
EMDEs and the vertical lines denote the interquartile range of all EMDEs.
A. DGE = dynamic general equilibrium model; MIMIC = multiple indicator multiple causes model. Both models estimate the size of the
informal sector as a percent of official GDP. DGE sample includes 12 EAP economies and 122 EMDEs; MIMIC sample includes 14
EAP economies and 124 EMDEs.
B. Self-employment is measured as percent of total employment. The World Economic Forum (WEF) asks the following question: “In
your country, how much economic activity do you estimate to be undeclared or unregistered? (1 = Most economic activity is undeclared
or unregistered; 7 = Most economic activity is declared or registered).” The average responses are used to capture the extent of
perceived informality. The index is reversed here so that a lower WEF index indicates a larger informal economy. Self-employment
sample includes 19 EAP economies and 134 EMDEs; WEF sample includes 19 EAP economies and 134 EMDEs.
C. Output informality is based on DGE estimates, in percent of official GDP.
D. The upper bound of each bar indicates the latest available share of self-employment in total employment. The lower bound indicates
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output is slightly higher than the level of informal employment. Data for last available year.

Employment informality in upper-middle-income economies is about two-ﬁfths lower
than in lower-middle-income economies. In a pattern consistent with per capita
incomes, output informality is also lower, by about one-tenth.2

2 Although the commonly observed link between per capita income and informality generally holds in the EAP
region, there are outliers. Thus, informality is relatively high in Thailand despite its higher-middle-income status.
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In lower-middle-income economies, the share of informal employment far exceeds the
share of informal output, reﬂecting low labor productivity in the informal sector. The
diﬀerentials are particularly pronounced in Indonesia, Lao PDR, Mongolia, and
Vietnam (ﬁgure 5.4).

Correlates of informality in EAP
The extent of informality in EAP is associated with several economic and institutional
factors, particularly the size of the agricultural sector and human capital development, as
well as ﬁrm structure, regulatory burdens and the quality of governance. Informality is
also correlated with such socio-economic variables as poverty and inequality, which may
exacerbate the vulnerability to shocks of households in the informal sector (chapter 4).
Urbanization. EAP is the world’s most rapidly urbanizing region: the urban population
grew by an average of 3 percent annually during 1978-2015 (Judy and Gadgil 2017).
Rapid industrialization in EAP has supported large-scale rural-to-urban migration and
stimulated growth of output, labor productivity, and employment (Ghani and Kanbur
2013). Urbanization has coincided with a shift from agriculture to manufacturing and
services in China and other fast-growing East Asian economies (McMillan, Rodrik, and
Sepúlveda 2017; Rodrik 2015). In general, larger non-agricultural sectors are associated
with lower informal output, and informality in manufacturing is signiﬁcantly lower than
in services (ﬁgure 5.5; Atesagaoglu, Bayram, and Elgin 2017). In economies such as
Myanmar, Indonesia, and Lao PDR, informal employment accounts for about 80
percent of total non-agricultural employment (World Bank 2020a).
However, rapid growth of cities in EAP has been accompanied by rising urban
informality and policy challenges, such as lack of aﬀordable housing, growing slums,
poor provision of basic services, and widening income inequality among urban dwellers.
In China, for example, there is unequal access to public services between citizens with
urban household registration under the hukou system and those without, with many
unregistered urban households still lacking essential social protection (Park, Wu, and
Du 2012; World Bank 2014). Despite having the lowest employment and output
informality in EAP, China is estimated to have approximately 120-150 million rural-tourban migrants who are not registered to work in cities (Gagnon, Xenogiani, and Xing
2011; Huang 2009; Jutting and Xenogiani 2007). Much of the urban slum population
is informally employed, with signiﬁcantly lower wages than in the formal sector (Judy
and Gadgil 2017).

Firm structure. Economic reforms in China and Vietnam that began in the 1970s have
allowed the emergence of private sector activity in the form of unregulated microenterprises, family enterprises, and individual entrepreneurs (Park, Wu, and Du 2012).
The informal economy in these and other economies mostly comprises such enterprises.
For example, in Indonesia, most informal ﬁrms have fewer than ﬁve employees. These
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FIGURE 5.5 Correlates of informality in East Asia and Pacific (EAP)
Better institutions and business environments, industrialization, and urbanization are associated with
relatively low informality in higher-income economies. Economies with higher shares of informality
have lower levels of educational attainment.
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ﬁrms also tend to be less productive than larger ﬁrms, and they pay lower wages. Their
operations predominantly supply local markets and they have little ambition for
expansion (Rothenberg et al. 2016).

Policy options to address informality challenges in EAP
A distinctive feature of EAP is its large number of slum dwellers. Informality tends to be
high among these populations. Targeted policies to improve urban planning can
improve living conditions and provide more equal opportunities to informal workers in
these settlements. In lower-middle-income economies, underinvestment in human
capital and persistently low labor productivity warrant attention. In addition,
complementary broad-based measures, such as improving governance and removing
disincentives to formal employment, could be pursued.
The COVID-19 pandemic has exposed the challenges in protecting informal workers
and vulnerable households in Asia. But it has also provided an opportunity to address
longstanding inequalities—in access to health and basic services, finance, and the digital
economy—and to enhance social protection for informal workers (Dabla-Norris and
Rhee 2020).
Urban planning reforms. Agglomeration benefits can lower the unit costs of public
service provision in cities, enabling governments to extend access to basic services to
more people (Ghani and Kanbur 2013). To leverage these benefits, urban plans must be
well-designed to help improve access to jobs, affordable housing, commercial services,
public transportation, and health and education services, thus providing more equal
opportunities to disadvantaged communities (Judy and Gadgil 2017; World Bank
2015). Examples of effective metropolitan governance include Beijing, Jakarta, Kuala
Lumpur, Metro Manila, and Shanghai (World Bank 2015; World Bank and DRCSC
2014).
Increasing labor productivity. A shift into the formal sector does not necessarily increase
labor productivity in firms (Demenet, Razafindrakoto, and Roubaud 2016). Supporting
policies need to be in place, including to improve access to business development
services, decrease red tape and corruption, facilitate access to financial services, and offer
better education and training (OECD 2009; World Bank 2019a). These policies are
especially important for small agricultural enterprises, which engage a large share of
EAP’s workforce.
Reducing regulatory burdens. Removing disincentives to formal employment could
encourage a shift of informal firms into the formal sector. Policies can include less
burdensome registration procedures and costs and simpler tax assessment and payment
regimes. Such broad-based reforms to improve the business climate are also important
for formal firms, incentivizing them to invest, grow and create more jobs. These
measures could be complemented with strengthening enforcement to increase the
benefits of regulatory compliance.
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Widening social protection coverage. Investment in social-support systems can be
scaled up, systems can be more effectively targeted and, where possible, linked with
existing education, health and employment support mechanisms. The tax base can be
widened, the progressivity in taxation increased, and financing of social insurance
schemes can be expanded (OECD 2019). The pandemic provides an important
opportunity for policy makers to take measures to strengthen social protection systems,
including ability to adapt to future shocks (World Bank 2020a).

Europe and Central Asia
The incidence of informality in ECA diﬀers markedly between the eastern and western
portions of the region. The east, with weaker institutions and less conducive business
climates, has signiﬁcantly higher informality than the western part (ﬁgure 5.6). Higher
informality in the east can also be attributed partly to larger agricultural sectors and to
sizable remittance inﬂows which have provided capital to establish small, informal
businesses.
Some ECA economies have had success with policies to promote lower informality,
including reductions in tax compliance burdens and tax rates. Policies to promote more
ﬂexible labor markets have also been associated with reductions in informal
employment. For economies in the east, building stronger institutions, strengthening
enforcement, and controlling corruption can encourage businesses to operate in the
formal economy.

Evolution of informality in ECA
With the collapse of central planning in ECA in the late 1980s, the informal sector
expanded dramatically. Many ﬁrms chose to operate informally to avoid regulations,
taxation, or corruption, but also because informal activities were proﬁtable due to
rationing of consumer goods and high inﬂation (Johnson, Kaufmann, and Shleifer
1997). During 1989-95, the size of the informal economy more than doubled. Since
then, informality in ECA has fallen slightly, from an average of 39 percent of oﬃcial
GDP in 1990-99 to 36 percent in 2010-18; it is still slightly higher than the EMDE
average (ﬁgure 5.6). Survey-based measures of informality in ECA, such as perceptions
of informal activity, also indicate a downward trend. Employment informality
(measured by self-employment), however, was unchanged between 1990-99 and 201018, at 30 percent of total employment.
Since the 1990s, the western portion of ECA has experienced a faster decline in
informality than the east, reﬂecting more progress with market liberalization and other
reforms and less corruption than in the east (Kaufmann and Kaliberda 1996).
Notwithstanding the larger decline in informality in the west of the region, one in ten
formal employees in Central Europe still received “envelope wages” as recently as 2006.3

3 “Envelope wages” refers to the practice of paying a portion of wages in undeclared cash to avoid tax and social
security contributions (Williams and Padmore 2013).
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FIGURE 5.6 Informality in Europe and Central Asia (ECA)
Output informality in ECA has been higher than the EMDE median since the 1990s, and has
declined at roughly the same pace as in other regions. But employment informality in ECA has been
lower than the EMDE average. Within ECA, informality has been higher and has declined more
gradually in the east.
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Sources: International Labour Organization; World Bank; World Economic Forum (2018).
Note: ECA = Europe and Central Asia; EMDE = emerging market and developing economies.
A.B. Blue bars show unweighted averages of the informal economy of the region. Red markers show unweighted averages of all
EMDEs and the vertical lines denote the interquartile range of all EMDEs.
A. DGE = dynamic general equilibrium model; MIMIC = multiple indicator multiple causes model. Both models estimate the size of the
informal sector as a percent of official GDP.
B. Self-employment is measured as percent of total employment. The World Economic Forum (WEF) asks the following question: “In
your country, how much economic activity do you estimate to be undeclared or unregistered? (1 = Most economic activity is undeclared
or unregistered; 7 = Most economic activity is declared or registered).” The average responses are used to capture the extent of
perceived informality. The index is reversed here so that a lower WEF index indicates a larger informal economy.
C.D. Output informality is based on DGE estimates, in percent of official GDP. “East” includes Eastern Europe (Belarus, Moldova, and
Ukraine), South Caucasus (Armenia, Azerbaijan, and Georgia), Central Asia (Kazakhstan, Kyrgyz Republic, Tajikistan, and Uzbekistan)
and Russian Federation. “West” includes Central Europe (Bulgaria, Croatia, Hungary, Poland, and Romania), the Western Balkans
(Albania, Bosnia and Herzegovina, Kosovo, Macedonia, Montenegro, and Serbia), and Turkey.
C. Data are for the latest year available, in most cases, for 2018. Orange diamonds indicate subsample averages and blue bars
indicate the one-standard deviation range. Output informality is based on DGE estimates, in percent of official GDP.

Correlates of informality in ECA
Informality in ECA has been associated with several economic and institutional factors,
including the size of the agriculture sector, remittances, and institutional quality.
Informality has also had socio-economic consequences, such as greater income inequality

216

C H A P T ER 5

L O NG S HA D O W O F I N F O R MA L I T Y

arising from lower wages in the informal sector and lower ﬁscal revenues and capacity, as
informal ﬁrms do not pay taxes.
Remittances. Several economies in ECA (in particular, the Kyrgyz Republic and
Tajikistan) are among the most remittance-reliant in the world in terms of inﬂows as a
share of GDP (World Bank 2020b). At the household level, high levels of remittances
inﬂows are associated with a higher likelihood of working informally in ECA (Ivlevs
2016). Remittances can provide capital to help establish small businesses, which tend to
be informal, and income support that can make it easier to engage in less secure but
often more lucrative informal work (Chatterjee and Turnovsky 2018; Shapiro and
Mandelman 2016).
Institutions. Institutional quality is better in ECA, on average, than in the average
EMDE, but it varies widely, with much weaker indicators in the eastern part of the
region (ﬁgure 5.7). The west has seen marked improvements in its institutional
environment, including more eﬀective government, better regulatory quality,
strengthened enforcement, and less corruption, in part owing to reforms implemented in
the context of the European Union (EU) accession process (Kaufmann and Kaliberda
1996). These gains have contributed to substantial improvements in the business
environment, encouraging ﬁrms to operate in the formal sector.4
Wage gaps. Traditionally, workers are thought to seek informal work when formal
employment opportunities are scarce and when they are less productive (box 4.1). But
the informal sector can also provide opportunities to develop human capital helpful for
eventual formal employment or self-employment, as has been found for the Russian
Federation and Turkey (Guariglia and Kim 2006; Taymaz 2009). In some ECA
economies (Russia, Romania, Tajikistan, and Ukraine), informal workers have been
found to earn a wage premium over formal workers, which may compensate for the lack
of social security and lower job security.5 Relatively high wages in the informal sector
may encourage skilled professionals to forgo emigration opportunities in highly regulated
economies experiencing high rates of emigration, such as Tajikistan (Abdulloev, Gang,
and Landon-Lane 2011).
Fiscal revenues. Within ECA, large informal sectors are associated with lower tax
revenues and lower provision of public goods (ﬁgure 5.7). However, the magnitude of
revenues lost because of informality is a matter of debate. One estimate is that tax
revenue losses from informality could have been as high as 7 percent of GDP in Armenia
in 2004 (Grigorian and Davoodi 2007). Survey data, however, point to only modest
potential revenue gains (0.03-0.07 percent of GDP) from turning informal workers into
formal workers in Ukraine in 2009, as the newly formal sector workers would typically
be low-skilled and subject to low tax rates (World Bank 2011).
4 However, the transition from economies dominated by large-state owned enterprises to more private-business
friendly economies can sometimes create more informal employment and a larger informal sector (Earle and Sakova
2000).
5 See, for instance, Lehmann and Norberto 2018, Shehu and Nilsson 2014, Staneva and Arabsheibani 2014,
and Zahariev 2003.
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FIGURE 5.7 Correlates of informality in Europe and Central Asia (ECA)
As in other regions, employment informality in ECA tends to be higher in countries with larger
agricultural sectors. Output informality is higher in the eastern part than in the western part of the
region, in part reflecting differences in institutional quality.
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Sources: European Bank for Reconstruction and Development; International Labour Organization; International Monetary Fund
(Government Finance Statistics); World Bank (Worldwide Governance Indicators).
Note: ECA = Europe and Central Asia; EMDE = emerging market and developing economies.
A. Agricultural employment and self-employment are share of employment in agriculture and share of self-employed in total
employment, respectively. Data for 2018. Sample includes 21 ECA countries.
B.C. Data for 2016 in most cases. “East” includes Armenia, Azerbaijan, Belarus, Georgia, Kazakhstan, Kyrgyz Republic, Moldova,
Russia, Tajikistan, Ukraine, and Uzbekistan. “West” includes Albania, Bosnia and Herzegovina, Bulgaria, Croatia, Hungary, Kosovo,
Montenegro, North Macedonia, Poland, Romania, Serbia, and Turkey.
D. Values are latest available five-year averages for tax revenue, total revenue and social benefit expenditure from the general
government including social security system. High/low informality are median of top/bottom 50 percent of output informality in ECA
sample of economies, as measured by average dynamic general equilibrium (DGE) estimates during 2010-18.

Policy options to address informality challenges in ECA
Policies that are eﬀective in other EMDE regions or even in a particular economy within
ECA could be counter-productive for another economy in the region. This underscores
the importance of tailoring reforms to economy-speciﬁc circumstances. In ECA, policies
to tackle informality have centered around ﬁscal policies, reforms of institutional
environments, and labor market policies.
Fiscal reforms. Within ECA, large informal sectors are associated with lower tax
revenues and lower provision of public goods, which is a general pattern in EMDEs
(ﬁgure 5.7; chapter 4). However, the magnitude of revenues lost because of informality
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depends on economy circumstances. Typically, reducing the tax compliance burden and
tax rates, as well as subsidizing the transition to formality, has been accompanied by
declines in informality.6
•

Preferential tax schemes. One form of tax simpliﬁcation that has been used in ECA is
the introduction of presumptive taxation for the self-employed and small ﬁrms (IFC
2007). This can encourage entrepreneurship, increase revenue collection from hardto-tax sectors, and ease the transition from informal to formal work. However, these
schemes may also inadvertently encourage formal workers to avoid taxes by shifting
into presumptive tax status, and encourage ﬁrms to remain small (Packard, Koettl,
and Montenegro 2012).

•

Other taxes. Shifting from labor income taxes, which constitute a wedge between
informal and formal employment, to less distorting and more easily enforced taxes,
such as value-added taxes and progressive real estate or land taxes, can shrink the
informal economy (Packard, Koettl, and Montenegro 2012). Such shifts occurred in
several ECA economies, such as Azerbaijan and Georgia, after 2000 (Végh and
Vuletin 2015).

•

Subsidies. A formal employment subsidy introduced in Turkey in 2004 and 2005
led to an increase in the number of registered jobs by encouraging informal workers
to transition to formal employment, including through better social protection
(Betcherman, Daysal, and Pagés 2010).

Building institutions. Better governance and more eﬀective tax collection authorities
can reduce the size of the informal economy and increase tax revenue. Corruption has
been associated with greater informal activity in Poland and Romania (Johnson et al.
2000). Conversely, better control of corruption has reduced the extent of informal
activities, particularly in countries that joined the EU in the mid-2000s (Fialová and
Schneider 2011). The eastern part of the region, which has much weaker institutions,
could focus on improving governance, strengthening enforcement, and ﬁghting
corruption, to mimic the favorable outcomes observed in the west.
Labor market regulations. More restrictive employment protection legislation has been
associated with higher informal output and employment in ECA, supporting the case for
increasing labor market ﬂexibility (Fialová and Schneider 2011; Lehmann and Muravyev
2009). This can take the form of less restrictive regulations with respect to hiring and
dismissal, working arrangements, and wage levels.
COVID-19. With informal and formal workers both having lost wages during the
COVID-19 pandemic, new wage support programs have targeted both types of workers.

6 On one hand, higher labor tax rates encourage a movement into untaxed informal employment, especially for
low-wage earners (Koettl and Weber 2012). On the other hand, higher labor tax rates have in some cases been
associated with a lower share of informal employment, because higher revenue allow governments to provide better
public goods that can only be accessed in formal employment (Fialová and Schneider 2011; Friedman et al. 2000).

L O NG S HA D O W O F I N F O R MA L I T Y

C H A P T ER 5

219

Success in reaching the informal sector has been uneven across economies, however.
Support programs in ECA, including cash transfers, have also covered informal workers
and ﬁrms, albeit to a smaller degree than formal workers (World Bank 2020c).
Meanwhile, in Central Asia, large informal sectors and low digitalization in Central Asia
many have slowed the transition to online sales that has helped other countries weather
the pandemic (EBRD 2020).

Latin America and the Caribbean
A conﬂuence of factors—labor market ineﬃciencies, burdensome regulations and
taxation, corruption, and vast economic and social inequalities—create an environment
that has allowed informality to ﬂourish in LAC. Although output informality in LAC
has steadily declined over the past two decades, it remains slightly higher than the
EMDE median. The trend in employment informality has been less clear. The COVID19 pandemic has brought new challenges: providing income support to informal
workers, many of whom were already living hand-to-mouth before the pandemic and
have faced severe income losses during it, became an urgent priority.
Although the quality of institutions in LAC is on average stronger than in EMDEs as a
whole, countries in the region with low institutional quality indicators have higher
informality. Informality has increased in countries with rampant corruption. High tax
rates or burdensome tax regulations may also have encouraged ﬁrms to stay in the
informal sector. Informality in LAC has been associated with weak growth of output and
labor productivity, as well as worse poverty and inequality outcomes. Redesigning tax
policy, increasing enforcement of labor laws, and improving the business climate have
had some success in reducing informality in the region.

Evolution of informality in LAC
Output informality in LAC has fallen over the past two decades. On average, informal
output was equivalent to 35 percent of oﬃcial GDP in 2010-18, marginally higher than
the EMDE average, down from 40 percent in 1990-99 (ﬁgure 5.8). A survey-based
measure of perceptions of informal activity has also fallen. However, informal
employment (measured by self-employment) as a share of total employment increased by
about 2 percentage points from 1990-99 to 2010-18, to 36 percent, which was still
below the EMDE average. The COVID-19 pandemic is likely to have sharply increased
the informal share of employment, at least temporarily, and at the same time, informal
workers have suﬀered disproportionately large income losses.
The decline in output informality over the past two decades has been broad-based across
the region (ﬁgure 5.8). Several of the countries with the highest incidence of output
informality, such as Bolivia, Panama, and Peru, experienced some of the largest declines
over the past two decades, in part due to rapid formal job creation in the context of
strong output growth. In most countries, employment informality is higher than output
informality, reﬂecting lower productivity in the informal than the formal sector.
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FIGURE 5.8 Informality in Latin America and the Caribbean (LAC)
Output-based informality in LAC has fallen since the 1990s, on average, but remains above the
EMDE median. Employment-based informality has been stable in the region as a whole; it has
increased in several countries.
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Sources: International Labour Organization; World Bank; World Economic Forum (2018).
Note: Dom. Rep. = Dominican Republic; EMDE = emerging market and developing economies; LAC = Latin America and the
Caribbean.
A.B. Blue bars show unweighted averages of the informal economy of the region. Red markers show unweighted averages of all
EMDEs and the vertical lines denote the interquartile range of all EMDEs.
A. DGE = dynamic general equilibrium model; MIMIC = multiple indicator multiple causes model. Both models estimate the size of the
informal sector as a percent of official GDP. DGE sample includes 26 LAC economies and 122 EMDEs; MIMIC sample includes 25
LAC economies and 124 EMDEs.
B. Self-employment is measured as percent of total employment. The World Economic Forum (WEF) asks the following question: “In
your country, how much economic activity do you estimate to be undeclared or unregistered? (1 = Most economic activity is undeclared
or unregistered; 7 = Most economic activity is declared or registered).” The average responses are used to capture the extent of
perceived informality. The index is reversed here so that a lower WEF index indicates a larger informal economy. Self-employment
sample includes 32 LAC economies and 134 EMDEs; WEF sample includes 25 LAC economies and 114 EMDEs.
C. Output informality is based on DGE estimates, in percent of official GDP.
D. Employment informality is based on self-employment as a share of total employment.

The broad-based decline in output informality in recent decades did not occur for
employment informality, in part reﬂecting the eﬀects of trade liberalizations in the
1990s in contexts of heavily regulated labor markets (ﬁgure 5.8; chapter 4). In fact,
informal employment in countries such as Bolivia, Colombia, Honduras, and Peru
increased. Even where employment informality fell overall, the decline was not always
widespread. In Brazil and Argentina, two of the largest economies in LAC, middle-aged
men, the highly skilled, and full-time workers were the most likely to shift from informal
to formal employment during the 2000s (Maurizio 2015).
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Correlates of informality in LAC
Informality in LAC is associated with economic and institutional factors such as trade
liberalization, worker characteristics, tax policy, and governance.
Trade liberalization. The reduction of trade barriers in LAC in the 1980s and 1990s led
to fears that domestic ﬁrms in the formal sector would become uncompetitive and shift
to the informal sector to reduce costs. The eﬀects of trade liberalization on informality
have actually been mixed across countries and diﬀerent in the short run from the long
run (Bosch, Goñi-Pacchioni, and Maloney 2012; Menezes-Filho and Muendler 2011).
It has been found that in the presence of labor market rigidities, informal employment
may rise in the short term after trade liberalization but not necessarily in the long term
(Ponczek and Ulyssea 2018; World Bank 2019b). In Brazil and Peru, trade liberalization
was associated with increases in informality as formal ﬁrms exited to the informal sector
or increasingly hired informal workers, or workers increasingly worked informally
(Cisneros-Acevedo forthcoming; Dix-Carneiro and Kovak 2019). In Colombia, trade
liberalization was associated with a slight increase in informality, but only before a
subsequent reform that increased labor market ﬂexibility (Goldberg and Pavcnik 2003).
Voluntary movement between formal and informal employment. Switching between
the formal and informal sectors is common in the largest economies in the region (Bosch
and Maloney 2010; Fiess, Fugazza, and Maloney 2008; Perry et al. 2007). This may
reﬂect responses to swings in employment and income opportunities in the formal
sector. Other structural factors, such as poor education and skills, could also account for
employment informality (Fernández and Villar 2016).
Tax burdens. High tax rates or burdensome tax regulations have encouraged informality
in the region (Loayza 1997; Ordóñez 2014; Vuletin 2008). During 2010-18, average
corporate and personal incomes tax rates were signiﬁcantly higher in EMDEs with above
-median output informality than in those with below-median output informality
(chapter 6). Both corporate and personal income tax rates tend to be higher in LAC than
in the average EMDE—indeed, LAC is the only EMDE region where the average
personal income tax rate has risen since the early 2000s (ﬁgure 5.9).
Institutional quality. In LAC, most of the institutional measures associated with
informality are at, or slightly better than, the EMDE average. But there is heterogeneity
within the region. LAC economies with weak institutional quality have also tended to be
those with high informality (ﬁgure 5.9). For instance, higher employment informality in
Peru than in Chile has been attributed to poorer governance in Peru (Loayza and Wada
2010). Informality in LAC countries has also been attributed to restrictive business and
labor regulations, which discourage ﬁrms from entering the formal sector.7

7 See, for instance, Dougherty and Escobar 2013; Estevão and de Carvalho Filho 2012; Loayza 1997; Loayza,
Servén, and Sugawara 2010; and Vuletin 2008.
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FIGURE 5.9 Correlates of informality in Latin America and the Caribbean
(LAC)
In LAC economies where government effectiveness is poor, output-based informality tends to be
high. Self-employment tends to be high where labor market efficiency is low. As of 2019, both
corporate and personal income tax rates were higher in LAC than in the average EMDE.
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Sources: International Labour Organization; Végh and Vuletin (2015); World Bank (Worldwide Governance Indicators); World
Economic Forum (2018).
Note: EMDEs = emerging market and developing economies; LAC = Latin America and the Caribbean.
A.B. Unweighted sample averages.
A Sample includes 17 LAC economies and 49 EMDEs.
B. Sample includes 17 LAC economies and 47 EMDEs.
C. Output informality is based on dynamic general equilibrium (DGE) model estimates, in percent of official GDP. “Above (Below)
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market efficiency measures flexibility and efficient use of talent. Sample includes 16 LAC economies.

Policy options to address informality challenges in LAC
Designing policies to address informality requires an understanding of its causes and
characteristics. These vary considerably in LAC, even within individual countries
(Fernández and Villar 2016; Perry et al. 2007). Policies that have been successful in
addressing informality in LAC have taken account of these factors, focusing variously on
reducing tax burdens, strengthening enforcement of labor regulations, and removing
disincentives to formal employment.
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Tax policy reforms. Making tax policy less burdensome, by simplifying tax systems or
lowering tax rates, could incentivize ﬁrms to become formal and increase demand for
formal workers. Indeed, a large reduction in payroll tax rates in Colombia in 2012
reduced employment informality in the main metropolitan areas by about 7 percentage
points (Fernández and Villar 2016). A reduction and simpliﬁcation of business taxes in
Brazil in 1996 was associated with a signiﬁcant increase in the incidence of formal ﬁrms,
and the newly formal ﬁrms achieved higher revenue and proﬁts than those operating
informally (Fajnzylber, Maloney, and Montes-Rojas 2011). The impact of Brazil’s
reform on informality varied across economic sectors, however, because of diﬀerences in
incentives to become formal (Monteiro and Assuncão 2012).
Labor market regulations. Tighter enforcement of labor regulations has been eﬀective in
reducing informality in the region, through various mechanisms. In Brazil, tighter
enforcement of regulations raised wages and output by improving the allocation of
workers between the formal and informal sectors (Meghir, Narita, and Robin 2015).
More frequent inspections in Brazil also induced some informal workers to become
formal (Almeida and Carneiro 2012). Moreover, inspections have been found to be
more eﬀective than incentives in convincing ﬁrms in Brazil to operate in the formal
sector (de Andrade, Bruhn, and McKenzie 2013).
Other regulations. Policy reforms to ease barriers to entering the formal sector have had
mixed results. A reform that simpliﬁed the process of opening a business in Mexico was
successful in increasing the number of registered businesses, but had no impact on
informality: the owners of the new businesses were former employees of formal ﬁrms,
not informal workers (Bruhn 2011; Kaplan, Piedra, and Seira 2011). Financial
deepening contributed to a reduction in informality in Uruguay, particularly for women
and older workers (Gandelman and Rasteletti 2016).
COVID-19 response. The provision of income support to informal workers during the
COVID-19 pandemic has been challenging. In some cases, existing programs have been
successfully scaled up, particularly for the lowest-income informal workers. But even
where informal workers have been reached, there have been challenges related to
coverage (Busso et al. 2020). One lesson is that the provision of social safety nets needs
to be more agile, with low barriers to enrollment and provisions for rapid rollout
(Arnold, Garda, and Gonzalez-Pandiella 2020).

Middle East and North Africa
On average, MNA has the lowest output and employment informality among all
EMDE regions. There is particularly wide divergence within the region, however,
consistent with the wide range of per capita incomes across MNA economies (ﬁgure
5.10). Output informality in oil importers and non-Gulf Cooperation Council (GCC)
oil exporters is well above that in GCC countries, reﬂecting a sizable presence of
agriculture sectors in some countries, as well as histories in some cases of prolonged
armed conﬂict with associated migration, and high reliance on public sector

224

C H A P T ER 5

L O NG S HA D O W O F I N F O R MA L I T Y

FIGURE 5.10 Informality in the Middle East and North Africa (MNA)
Informal sector output in the MNA accounts for about one-quarter of official GDP, lower than in other
EMDE regions. However, perceptions of informality in MNA have risen somewhat, while they have
declined in the median EMDE. Informal activity is relatively low in Gulf Cooperation Council (GCC)
economies.
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employment. Informal activity in these economies absorbs a large proportion of the
region’s high numbers of unemployed youth. By contrast, employment informality in
GCC countries is very low, averaging 3 percent of total employment in 2010-18. This is
broadly in line with the high per capita incomes of GCC countries.
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Several non-GCC economies have reduced informality over the past two decades.
Policies that could be eﬀective in further addressing informality in MNA include
building better institutions to spur private sector activity, ﬁscal reforms to reduce tax
burdens and improve revenue collection, increased access to ﬁnance, and better
education and training for vulnerable groups.

Evolution of informality in MNA
On average in 2010-18, informal output in MNA was equivalent to 22 percent of GDP
and informal employment stood at 23 percent of total employment (ﬁgure 5.10),
substantially below the EMDE averages. Output informality in MNA declined slightly
over the past three decades, by 3 percentage points of GDP between 1990-99 and 201018, while employment informality fell by 6 percentage points of total employment.
Perceptions of informal activity, however, have risen.8
In most of the region, declines in informality in recent decades have been very limited
(ﬁgure 5.10). Some non-GCC economies, such as the Arab Republic of Egypt,
Morocco, and Tunisia, have made progress in reducing output informality. Among
GCC countries, informality in Qatar has declined the most.

Correlates of informality in MNA
Informality in MNA reﬂects economic and development challenges ranging from
limited private sector activity to armed conﬂict. Large informal sectors have been
associated with weak human capital, low labor productivity and wages, and less inclusive
growth. Although informality can provide helpful employment opportunities where the
formal sector suﬀers from severe distortions and governance is poor, the structural,
policy, and institutional causes of informality pose challenges for eﬀorts to diversify
economies and reduce reliance on commodity production and the public sector.
Economic structure. Low informality in GCC countries in part reﬂects high reliance on
expatriate workers and, in some countries, high public employment of nationals (World
Bank 2018a). Urban workers in MNA are less likely to be informally employed than
rural workers (Angel-Urdinola and Tanabe 2012).
Conflict. The MNA region has experienced numerous armed conﬂicts, some prolonged,
in recent decades. In Iraq and the Syrian Arab Republic, violent conﬂicts have severely
limited the number of public sector jobs, and many workers have moved into the
informal sector for lack of alternatives (Ianchovichina and Ivanic 2014; World Bank
2017). In Jordan and Lebanon, the massive inﬂux of refugees—many of whom are

8 Before 2012, perceptions of informal activity in MNA was broadly constant. The recent increase could be due
to the Arab Spring in 2011 and associated disruptions of activity and policing and enforcement (for instance, for
Egypt and Tunisia; Brown, Kafafy, and Hayder 2017). Informal employment and employment outside the formal
sector have also increased in Egypt (Elsayed and Wahba 2019; ILO 2019), while self-employment has remained
stable.

226

C H A P T ER 5

L O NG S HA D O W O F I N F O R MA L I T Y

unregistered—has enlarged the informal sector, where jobs tend to be labor-intensive
and low skilled (Verme et al. 2016).
Governance and business climate. Informality in MNA economies is closely and
negatively correlated with the quality of governance (Elbadawi and Loayza 2008). In
non-GCC economies, government eﬀectiveness and regulatory quality are substantially
worse than EMDE averages, after deteriorating markedly between 2010 and 2018
(ﬁgure 5.11). These issues are further compounded by poor public services and
burdensome taxation, both of which raise the costs of operating in the formal sector
(World Bank 2016).9 Such hindrances incentivize ﬁrms and workers to remain in the
informal sector, where labor productivity is lower.10

Policy options to address informality challenges in MNA
Widespread informality in non-GCC MNA economies reﬂects deep-rooted structural
challenges, such as high youth unemployment and bloated public sectors that can no
longer absorb additional public servants (IMF 2018).11 Public sector employment
constitutes more than a quarter of total employment in these economies, on average-well above the EMDE average (ﬁgure 5.11). The focus has therefore been on multipronged policies that aim to create a more vibrant private sector, especially to encourage
small ﬁrms to grow and boost the human capital of workers so that they can be
productively employed in a reinvigorated private sector. Policies targeting speciﬁc
vulnerable groups can lessen the negative externalities associated with informality.
Fiscal reforms. Burdensome taxation has been a major constraint on formal sector ﬁrms
in MNA (Gatti et al. 2014). In non-GCC MNA economies, reforms to align tax systems
with international best practices and strengthen enforcement could encourage
formalization while also raising revenues. Such reforms could include reducing excessive
corporate tax burdens and enhancing revenue collection through harmonized electronic
ﬁling systems (for example, Morocco) or the introduction of a value-added tax (for
example, Egypt). In Egypt, reduction of the corporate tax burden has been associated
with higher revenues through a broader tax base (Gatti et al. 2014).
Building institutions. Public sector eﬀectiveness and regulatory quality in non-GCC
MNA economies have deteriorated in the last decade (ﬁgure 5.11). Corruption is cited
among the biggest hindrances to MNA ﬁrm operations, incentivizing ﬁrms and workers
to operate informally (World Bank 2016). Policies that reduce regulatory costs help
increase the movement of informal ﬁrms from to the formal sector, while reforms that

9 While informal business operations are likely to make lower contributions to government revenues, they may
add to utilization of public services, such as provision of infrastructure (Galal 2005).
10 Based on Enterprise Survey data, a sizable proportion of firms in oil-importing economies, such as Morocco
and Tunisia, consider competitors’ practices in the informal sector as hindering their own business operations
(World Bank 2004).
11 These two issues may be linked. Informality is high among the young, in part reflecting the entrance of
workers into public sector jobs at a later age (Angel-Urdinola and Tanabe 2012; Elbadawi and Loayza 2008).
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FIGURE 5.11 Correlates of informality in the Middle East and North Africa
(MNA)
High informality in non-GCC MNA economies reflects deep-rooted structural challenges, such as
high youth unemployment and bloated public sectors that can no longer absorb additional public
servants. Policies to improve access to finance and government effectiveness can help shift
resources from the informal to the formal sector.
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strengthen property rights may assist rural and agricultural-sector populations to access
ﬁnancing (for example, enabling collateralized loans). Policies to promote
entrepreneurial activities, such as easing of business licensing requirements, can also
facilitate entry of informal workers into more productive jobs in the formal sector.
Increasing access to finance. Access to ﬁnance is a more binding constraint on doing
business in MNA than in most other EMDE regions (ﬁgure 5.11; Farazi 2014).
Improving such access, including through stronger legal frameworks and improved
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credit protection regimes, can promote formal private sector activity by increasing the
transparency of ﬁrms to investors and facilitating investment (Straub 2005). Several
MNA economies have recently implemented policies in this area, such as new insolvency
resolution laws in Egypt, Saudi Arabia, and the United Arab Emirates. The adoption of
ﬁnancial technologies (ﬁntech), such as innovations that automate ﬁnancial transactions,
can also facilitate access to ﬁnancial services by informal unbanked individuals and
SMEs (Lukonga 2018; World Bank 2018b).
Investing in human capital. Policies that expand job training are especially relevant for
the young, who are commonly informally employed in MNA, to facilitate their entry
into more productive, formal jobs (ﬁgure 5.11; Angel-Urdinola and Tanabe 2012).
Training programs may be particularly eﬀective if they are coupled with mechanisms to
increase women’s mobility, which is constrained in the region, and oﬀer a combination
of soft and hard skills (ﬁgure 5.11). The extension of training to rural areas, where
education levels are low, could also be especially beneﬁcial; the region’s training
programs currently tend to serve higher-income and more educated individuals (AngelUrdinola, Semlali, and Brodmann 2010). A holistic approach that combines job training
with job creation, such as through public-private sector programs, could boost informal
workers’ earnings (Steel and Snodgrass 2008). In MNA, unemployment rates are higher
among university graduates than among low-skilled workers. Thus, education system
reforms that are coupled with private sector development (the demand side of the labor
market) may be more eﬀective at generating high-quality employment.

South Asia
Employment informality in SAR is pervasive. SAR is home to the highest number of
informal workers among the six EMDE regions, accounting for close to two-ﬁfths of the
world total. Output informality has declined in recent decades, however. Low labor
productivity is a long-standing feature of the region’s informal sector.
The pervasiveness of employment informality reﬂects large artisanal and agricultural
sectors and the dominance of micro and small business units, often family businesses.
High unemployment among the low-skilled, rural, female, and young populations
pushes workers into the informal sector. High informality in the region is also associated
with weak institutions and poor business climates. Policies that focus on improving the
business environment and addressing skills gaps in vulnerable groups can help promote
movement to the formal sector.
Evolution of informality in SAR
Informal employment in SAR, at 59 percent of total employment in 2010-18, was the
highest among all EMDE regions, and well above the EMDE average of 42 percent.
However, employment informality has also declined the most of any region since the
1990s (ﬁgure 5.12). Using an alternative measure, lack of basic pension coverage, 90
percent of the labor force in SAR works informally.
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FIGURE 5.12 Informality in South Asia (SAR)
SAR’s share of informal employment is the largest among EMDE regions, despite a below-average
share of informal output. Employment informality in the region has remained broadly unchanged
over the past two decades but output informality has declined rapidly. Persistent low productivity
has therefore been a long-standing feature of the region’s informal sector.
A. Output informality

Percent
50

B. Employment informality and perceptions of
informality

SAR mean

40

60

30

40

20

20

10
0

0
1990-99 2000-09 2010-18 1990-99 2000-09 2010-18
DGE

Percent of GDP
50
40
30
20
10
0

1990-99

Self-employment

EMDE mean

WEF
(RHS)

D. Ratio of informal to total labor productivity
Ratio

2010-18

1
0.8
0.6

Sri Lanka

Nepal

Pakistan

Bangladesh

0.4

Maldives

Bhutan

SAR mean

MIMIC

C. Output informality in selected economies

India

Score
7
6
5
4
3
2
1
0
1990-99 2000-09 2010-18 2000-09 2010-18

Percent
80

EMDE mean

0.2
0
India

Sri Lanka

SAR mean

Sources: International Labour Organization; World Bank; World Economic Forum (2018).
Note: EMDE = emerging market and developing economies; SAR = South Asia.
A.B. Blue bars show unweighted averages of the informal economy of the region. Red markers show unweighted averages of all
EMDEs and the vertical lines denote the interquartile range of all EMDEs.
A. DGE = dynamic general equilibrium model; MIMIC = multiple indicator multiple causes model. Both models estimate the size of the
informal sector as a percent of official GDP. DGE sample includes 7 SAR economies and 122 EMDEs; MIMIC sample includes 7 SAR
economies and 124 EMDEs.
B. Self-employment is measured as percent of total employment. The World Economic Forum (WEF) asks the following question: “In
your country, how much economic activity do you estimate to be undeclared or unregistered? (1 = Most economic activity is undeclared
or unregistered; 7 = Most economic activity is declared or registered).” The average responses are used to capture the extent of
perceived informality. The index is reversed here so that a lower WEF index indicates a larger informal economy. Self-employment
sample includes 7 SAR economies and 134 EMDEs; WEF sample includes 6 SAR economies and 114 EMDEs.
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D. SAR sample includes 7 economies.

Although there is evidence that the COVID-19 pandemic has been accompanied by a
movement of formal workers into the informal sector, informal workers were more
vulnerable to loss of employment in the early stage of the pandemic, when lockdown
measures were most stringent (World Bank 2020d). In India, lockdown measures are
estimated to have tripled the urban unemployment rate in the early stages of the
pandemic. The income losses associated with these lost jobs were exacerbated by the fact
that some 60-85 percent of urban workers had no access to social protection beneﬁts,
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making reaching them through relief programs more challenging (Bussolo, Kotia, and
Sharma 2021; Dhingra 2020).
Output informality in SAR has also fallen, to 29 percent of oﬃcial GDP in 2010-18
from 38 percent in 1990-99. Survey-based measures of perceptions of informal activity
also indicate a decline.
Sri Lanka has the highest informal output share in the region, at 35 percent of GDP in
2010-18, while India has the lowest, at 17 percent (ﬁgure 5.12). This order is reversed
when considering employment informality, which was 76 percent of total employment
in India in 2010-18 and 42 percent in Sri Lanka, reﬂecting greater disparities in labor
productivity between the formal and informal sectors in India than in Sri Lanka.

Correlates of informality in SAR
High employment informality in SAR is associated with weak human capital
development, poor business conditions and limited access to ﬁnancial resources.
Informality has adverse implications for poverty and inequality reduction, especially
where ﬁscal revenues available to fund development objectives are limited.
Human capital. SAR has the second lowest average years of schooling among EMDE
regions, behind only SSA (Barro and Lee 2013).12 Low levels of education limit
opportunities for employment in the formal economy. Conditions in slums, home to
130 million South Asians, entrench large education gaps (Ellis and Roberts 2016). In
Bangladesh, for example, the net school enrollment rate of children living in informal
communities is 15 percentage points below the national average (Kabir and Parajuli
2016).
COVID-19 impact. The negative eﬀects of the COVID-19 pandemic on human capital
accumulation may have implications for future informality in SAR. A decline in the
duration of schooling during the pandemic may ultimately push more of the labor force
into the informal sector, where they will face lower earnings. It is estimated that average
lifetime earnings in South Asia will decline by 5 percent because of the pandemic
(Azevedo et al. 2020; World Bank 2020d).
Worker characteristics. South Asia’s informal labor force consists predominantly of lowskilled, rural, female, or young workers (Goldar and Aggarwal 2012; Gunatilaka 2008;
Parajuli 2014). Such worker characteristics contributed to a wider labor productivity gap
between formal and informal sectors in SAR than in other EMDE regions (Loayza
2018). For many, the informal sector is the only option for earning a livelihood. In
Pakistan, the characteristics of individuals, such as older age and higher levels of
education, have been found to be more predictive of formal employment than the
institutional environment (Williams, Shahid, and Martinez 2016).
12 Average years of schooling in Afghanistan, Nepal, and Pakistan were lower than the SSA average in 2010, the
most recent year of available data.
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FIGURE 5.13 Correlates of informality in South Asia (SAR)
Weak control of corruption, low government effectiveness, and heavy tax burdens have likely
contributed to high employment informality in SAR. Unemployment is higher among women, who
represent a larger share of informal workers than men.
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Business climate. Over the past decade, SAR has suﬀered greater corruption and weaker
government eﬀectiveness than EMDEs on average (ﬁgure 5.13). The business
environment in SAR—such as the burden of tax rates and compliance, labor regulations,
and the ease of starting a business—is also less favorable than in the average EMDE, and
has been be associated with high informality (Goldar and Aggarwal 2012; FICCI 2017;
Waseem 2018).

Policy options to address informality challenges in SAR
Policies to address the challenges related to informality in SAR could prioritize
addressing weak human capital in vulnerable groups and improving access to ﬁnance
and public services. Also important, including for the creation of a more conducive
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climate for private sector development, would be strengthening governance and reducing
regulatory burdens.
The COVID-19 pandemic has highlighted structural problems in the informal sector in
South Asia (Kesar et al. 2021; World Bank 2020d). In the short run, policy makers can
provide relief to the informal sector, and in the long run increase the inclusivity of
universal social protection systems.
Investing in human capital. Unemployment is particularly high among young, lowskilled, female, and rural workers (ﬁgure 5.13). These groups often seek employment in
the informal sector. Policies targeting training and education of these groups, especially
in rural areas, could help their transition to formal employment (Khera 2016).
Increasing access to resources. Greater access to credit for informal workers could
encourage formalization in South Asia (Beck and Hoseini 2014; Ghani, Kerr, and
O’Connell 2013). Expanding access to microﬁnance has led to increasing investment
and productivity in the informal sector (Donou-Adonsou and Sylwester 2017; Imai and
Azam 2012). High-quality public services can also provide an incentive for informal
ﬁrms to become formal in order to access them.
Building institutions. There is signiﬁcant room for improvement in SAR’s business
environment, including improving government eﬀectiveness and controlling corruption.
Measures to reduce regulatory burdens would also improve the business climate and
foster growth (FICCI 2017). This could reduce informality by reducing the costs of
entry to, and operating in, the formal sector. Enhanced monitoring and enforcement,
including of tax regulations, could help discourage informality (Ilzetzki and Lagakos
2017). In India, the recent introduction of a Goods and Services Tax is expected to
encourage formalization of activity.

Sub-Saharan Africa
Informality in SSA is very high by multiple measures. In some countries, informal
employment exceeds 80 percent of total employment. In others, informal output is
equivalent to more than half of oﬃcial GDP. SSA had the highest employment
informality of the six EMDE regions in 2010-18, and along with ECA and LAC, also
had the highest output informality.
Numerous factors related to underdevelopment are associated with informality in SSA,
including weak institutions, large rural and agricultural sectors, armed conﬂicts, and low
human capital. The high incidence of poverty and inequality is also closely linked to the
prevalence of large informal sectors.
Governments in SSA have struggled with how to address high levels of informality.
There is a growing recognition of the key role of the informal economy in the region’s
development, and of the potential of the resources it employs if policies were more
attuned to their mobilization.
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Evolution of informality in SSA
Informal output in SSA was 36 percent of oﬃcial GDP, on average, in 2010-18, the
highest among EMDE regions and slightly above the shares in LAC and ECA (ﬁgure
5.14). Informal employment (measured by self-employment), at 51 percent of total
employment, is the second highest after SAR. Alternative measures of informality, such
as the share of labor without pension coverage (90 percent) and perceptions of informal
activity, are also among the highest of EMDE regions.
Over the past two decades, both output and employment informality in SSA have fallen
somewhat, by 5 and 6 percentage points, respectively. Relative to other EMDE regions,
the decline in employment informality was large, whereas the fall in output informality
was broadly in line with the EMDE average. That said, several SSA countries have made
more signiﬁcant progress in lowering output informality (ﬁgure 5.14).
Informality is higher in low-income countries (LICs), fragile states, and commodity
exporters. Informal employment exceeded 80 percent of total employment, on average,
in Benin, Burundi, Madagascar, and Uganda during 2010-18, whereas it was less than
20 percent in Mauritius and South Africa. Among sub-regions, central and western
Africa had the highest average shares of informal employment during 2010-18, at 80
percent and 74 percent, respectively, compared to 50 percent in southern Africa.

Correlates of informality in SSA
High informality in SSA reﬂects wide-ranging economic and development challenges,
including poor institutions, labor and product market rigidities, armed conﬂict, limited
access to resources, and a dearth of skilled labor (Lince 2011; Xaba, Horn and Motala
2002).
Fragility and conflict. As of 2021, SSA hosts all but six of the world’s 29 LICs and more
than half of the world’s 39 fragile states. In general, informality is higher in low-income
SSA countries—especially in fragile states with weak state capacity—than elsewhere in
the region. Economic disruptions related to conﬂict and violence have been an
important factor forcing people to earn their livelihoods in the informal economy
(Heintz and Valodia 2008).
Economic structure. In commodity-exporting countries, the capital-intensive mining
sector creates few formal employment opportunities (and artisanal mining creates
informal employment opportunities). Moreover, most economies in SSA have large
agricultural sectors that have high rates of self-employment. In non-agricultural sectors,
there is also considerable self-employment in labor-intensive services, such as street
vendors, craftsmen, and home-based activities (Fox and Sohnesen 2012). Rural-to-urban
migration and increased labor force participation, especially among women, have been
mostly absorbed by the informal sector (Kessides 2005). In countries where social norms
restrict the mobility of women, their only employment options are in the informal sector
(ILO 2009).
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FIGURE 5.14 Informality in Sub-Saharan Africa (SSA)
SSA has the highest output and employment informality of the six EMDE regions, although both
measures have fallen somewhat in recent decades. Informality is highest in western and central
Africa, low-income countries, fragile states, and commodity exporters.
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Regulatory burden and governance. SSA has considerably heavier regulatory burdens
than other EMDE regions (ﬁgure 5.15). Burdensome regulations such as lengthy
business registration processes, cumbersome procedures for ﬁling taxes, costly
documentary compliance for exports and imports, rigid labor regulations, and high taxes
can make it prohibitively expensive to operate in the formal economy (Mbaye and
Benjamin 2015). SSA also has considerably weaker governance and institutions than
other EMDE regions, which can result in failures in enforcing regulations and
containing corruption and an environment in which informal enterprises can easily
conceal their activities and evade taxes.
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FIGURE 5.15 Correlates of informality in Sub-Saharan Africa (SSA)
Low human capital, limited access to resources, heavy regulatory burdens, and weak governance
are potentially important drivers of informality in SSA.
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Labor productivity. Diﬀerences in labor productivity between formal and informal
sectors are large: value added per worker in informal ﬁrms is only 14 percent that in
formal ﬁrms in the median SSA country, lower than the corresponding ratio in other
EMDEs (La Porta and Shleifer 2014). Although Enterprise Surveys conducted in SSA
indicate that practices of competitors in the informal sector are only the third biggest
obstacle to the activities of formal ﬁrms (after access to electricity and ﬁnance) they are
more problematic in SSA than in other EMDE regions (ﬁgure 5.16; Dinh, Mavridis,
and Nguyen 2010; La Porta and Shleifer 2016; Nguimkeu 2014).
COVID-19 impact. The large pool of informal workers in SSA, already highly
vulnerable to economic shocks, was poorly positioned to withstand the unprecedented
supply and demand shocks caused by the COVID-19 pandemic. Further, evidence
suggests that the presence of large informal sectors in the region, where workers gather in
close proximity to one another, exacerbated the spread of COVID-19 (Nguimkeu and
Okou 2020, 2021).

Policy options to address informality challenges in SSA
While informality is more pervasive in SSA than in other EMDE regions, the
environment is conducive to a policy push to shift informal to formal activity. More SSA
formal ﬁrms started out as informal and the duration of their informality was shorter
than in other EMDEs (ﬁgure 5.16). Population surveys in SSA also tend to show a more
positive attitude toward starting a business than surveys in other EMDE regions, despite
a higher proportion of entrepreneurs who became such out of necessity. Thus in one
survey, 65 percent of respondents believed that they had the required skills and
knowledge to start a business, 59 percent indicated that they saw good opportunities to
start a ﬁrm, and 43 percent intended to start a business within three years. This
entrepreneurial spirit, despite high regulatory burdens, may make the informal sector a
reservoir of untapped economic potential if allowed to ﬂourish (de Soto 1989; Grimm,
Knorringa, and Lay 2012).
Policy makers are focusing their eﬀorts on a combination of strategies aimed at making
work more skilled and more productive. Investing in human capital, including
increasing the duration of schooling and improving learning outcomes, is a critical pillar
in the region’s development strategy.13 Other policies that have been successful in
addressing informality have focused on increasing access to resources, such as leveraging
technology to make banking accessible to the general public and bridging small informal
ﬁrms to formal markets (Benhassine et al. 2018; Nguimkeu and Okou 2019). Building
better institutions would also help to foster a more conducive business environment,
encouraging informal ﬁrms to operate in the formal sector and incentivizing formal
ﬁrms to invest and create more job opportunities.
13 In Kenya, for example, improved managerial skills and new marketing channels induced by competition
helped metalwork enterprises in the Kariobangi Light Industries grow and transition to the formal economy
(Sonobe, Akoten, and Otsuka 2011). The local government provided little support other than designating an area
for these artisans to operate, but that proved sufficient.
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FIGURE 5.16 Informality indicators and entrepreneurial conditions in
Sub-Saharan Africa (SSA)
In SSA, on average, more than 80 percent of surveyed firms lack formal registration, while about
three-quarters of formal firms face competition from firms in the informal sector. There are
indications of widespread entrepreneurial ambition in SSA, but potential entrepreneurs are deterred
from entering the formal sector by low human capital, limited access to resources, heavy regulatory
burdens, and weak governance.
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Investing in human capital. Policies to improve human capital can be prioritized. Fewer
than 20 percent of primary school students in SSA pass a minimum proﬁciency
threshold in learning assessment, the lowest among EMDE regions (World Bank
2019a). Teachers are often absent from classrooms. The ensuing learning deﬁciencies
compound over time and eventually appear as a weakly skilled labor force. Although
technically and politically diﬃcult, eﬀorts to improve learning outcomes are essential.
There is also a need to address issues related to health care. COVID-19 is likely to set
back human capital further, by disrupting schooling and livelihoods. To cushion the
negative eﬀects of the pandemic, concessional ﬁnancing and enhanced domestic resource
mobilization will be critical to ensure suﬃcient investment in human capital, as well as
green energy and digital infrastructure, amid elevated public debt (World Bank 2021).
Improving labor productivity. Small informal ﬁrms, lacking in human capital, cannot
be expected to raise the productivity of their labor forces just by registering (La Porta
and Shleifer 2016). Large informal ﬁrms are likely to resemble formal ﬁrms much more
than their small informal counterparts: labor productivity diﬀerentials between large
informal ﬁrms and formal ones tend to be minor (Benjamin and Mbaye 2012). In west
Africa, the largest and fastest growing sectors are dominated by large, informal ﬁrms.
This argues for policies to encourage small ﬁrms to grow into larger, more productive
ones, through skills upgrading and better access to inputs and resources such as business
development services, transport and communications connectivity, ﬁnancial services,
health services, land and property rights, infrastructure, digital technology, and product
markets (Nguimkeu and Okou 2019; Oosthuizen et al. 2016; World Bank 2021).14 As
these ﬁrms become more productive, with higher quality products, they may be able to
participate in formal-sector supply chains (La Porta and Shleifer 2016). For large ﬁrms
or those that voluntarily remain informal to evade taxes or avoid labor codes, incentives
to encourage formal registration can be combined with tighter enforcement (Mbaye and
Benjamin 2015).
Building institutions. Regulatory and institutional reforms to build public trust can
strengthen incentives for ﬁrms to operate formally (Mbaye and Benjamin 2015). This
includes improving the business environment by removing unnecessary regulatory
barriers, strengthening monitoring and enforcement capabilities, combatting corruption,
and upholding legal and judicial systems. These policies apply equally to formal ﬁrms as
an enabling environment is critical for investment and employment generation.
Improving macroeconomic stability with sound ﬁscal and monetary policy frameworks is
also essential.
Stakeholder engagement. Governments can actively engage with the informal
community to put in place the conditions for informality to end. This can involve
educating informal ﬁrms on the beneﬁts of formal registration, providing information
on formalization and the procedures involved, participating in social dialogues to

14 For example, training programs in Côte d’Ivoire have had significant positive economic results for informal
workers in the agricultural and electronics sectors (Verner and Verner 2005).
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understand pressing issues for informal ﬁrms, customizing household surveys to better
capture important aspects of informality, and collaborating with informal actors to
design and implement eﬀective development policies.

Conclusion
The varied nature of informality in EMDEs indicates the need for policy mixes that are
appropriate to each economy’s circumstances. Cross-economy experiences also highlight
the importance of the right policy mix. Policies that have been successful in addressing
informality fall broadly into four categories: investing in human capital, improving
access to resources, easing regulatory and tax burdens, and strengthening governance.
•

Investing in human capital. In Pakistan and Côte d’Ivoire, for example, training
programs boosted worker income and ﬁrm revenue in the informal sector (Burki
and Abbas 1991; Verner and Verner 2005).

•

Improving access to resources. In Kenya and Bangladesh, providing informal ﬁrms
with better access to markets or ﬁnance helped increase ﬁrm proﬁtability and
investment, easing transition to the formal sector.15

•

Ease regulatory and tax burdens. Policies to reduce tax rates and simplify tax systems
have incentivized ﬁrms to transition to the formal sector in countries such as
Colombia, Egypt, Mexico, and Russia.16

•

Strengthen governance. In Georgia, during 1996-2016, the transition to a market
economy brought signiﬁcant improvements in government eﬀectiveness, control of
corruption, and law and order (World Bank 2019b). This was accompanied by a
steep decline in informality.

The COVID-19 pandemic has taken an especially heavy toll on informal workers, who
have not only faced severe income losses, but have also been difficult for social safety
nets to reach to offset some of the income losses. Restrictions on physical interaction and
mobility, to impede the spread of the virus, have been difficult to enforce for informal
workers because many already live on the cusp of poverty, in turn blunting the public
health benefits of lockdowns (Alon et al. 2020).
With good policies, effective enforcement of sensible regulations can help reduce the
presence of the informal sector (Loayza 2018). In Brazil, labor inspections helped induce
informal workers and firms to formalize (Almeida and Carneiro 2012; de Andrade,
Bruhn, and McKenzie 2013). In ECA, better control of corruption reduced the extent of
informal activities in the countries that joined the EU in the mid-2000s (Fialová and
Schneider 2011). In SSA, policies have focused on unlocking the latent economic

15 See, for instance, Donou-Adonsou and Sylwester 2017; Imai and Azam 2012; and Sonobe, Akoten, and
Otsuka 2011.
16 See, for instance, Bruhn 2011, Fernández and Villar 2016, Gatti et al. 2014, and Slonimczyk 2012.
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potential of the informal sector through investing in human capital and improving
access to resources to increase labor productivity. Such policies offer a pathway for
informal firms to improve product quality and participate in formal-economy supply
chains. In contrast, in ECA, LAC, and non-GCC MNA economies, successful policies
have centered around easing regulatory and tax burdens and building more effective and
accountable institutions—in particular, strengthening enforcement and reducing
corruption. Supportive macroeconomic, structural, and social policies—such as reducing
labor market rigidities and enhancing public service delivery and social protection—can
ease the implementation of these reforms and facilitate smoother transitions to the
formal sector.
The importance of comprehensive strategies, based on thorough economy-speciﬁc
diagnoses, merits emphasis. In some instances, well-intentioned policies have turned out
to aggravate the problems associated with informality. Often these policies were
implemented in isolation without complementary measures. For example, trade
liberalization reforms were followed by greater informality in some LAC countries, but
when the reforms were accompanied by supporting policies, such as more ﬂexible labor
market regulations and well-designed social safety nets, the outcomes were more
favorable.
Digital platforms oﬀer governments opportunities to reduce regulatory burdens,
strengthen tax administration, and improve the coverage of social protection programs.17
In Georgia, for example, successful tax reforms were accompanied by the introduction of
an electronic tax ﬁling system, which led to improved eﬃciency, a doubling of the taxrevenue-to-GDP ratio, and a reduction in employment informality by 8 percentage
points between 2004 and 2011 (Akitoby 2018). In response to the COVID-19
pandemic, new online platforms (Thailand and Brazil) and new mobile payment devices
(Morocco) have been utilized to help governments expand the coverage of existing social
protection programs to reach informal workers (World Bank 2020e).

17 See, for instance, Gupta et al. 2017, Junquera-Valera et al. 2017, Awasthi and Engelschalk 2018, and World
Bank 2020d.
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