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Abstract It has been documented that developing countries are plagued by sizable
informal sectors. There are a lot of studies addressing either the informal economies
or globalization. However, the literature on whether and how globalization affects
the informal sector is somewhat lacking. Several theories are formulated, but
empirical studies do not all agree on what facets of globalization affect informality
and how. Part of the problem is data deficiency and somewhat lacking synchroni-
zation of the existing informal sector data. There are some recent developments in
this area that have furthered the subject. The goal of this chapter is to offer an
extensive overview on the topic of globalization and informality.

1 Introduction

Globalization and informality are two distinctive phenomena with deep connections
to developing countries worldwide. Technological advances and globalization have
made the world an increasingly small place, providing access to international
markets, foreign cultures, political movements, and environmental activities at a
very fast pace. Large companies have become multinational in scope, with most
production outsourced to developing countries that offer vast labor pools at low cost.
Foreign direct investment (FDI) has turned into a staple in the economic analysis of
developing countries, whose governments employ foreign investments as a major
developing strategy.

The informal economy, on the other hand, has proved difficult to define. Opinions
of researchers in economic development differ on the matter of legitimacy of
informal economic activities. One group considers the informal sector to be illegal
and proposes to hinder its existence by way of macroeconomic policies. On the
opposite side of the argument are those who contend that the informal sector is
essential for developing economies and suggest regulating it. It has been
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documented that developing countries are plagued by sizable informal sectors. There
are a lot of studies addressing either informal economies or globalization. But, the
literature on whether and how globalization affects the informal sector is somewhat
lacking. There are some theories formulated, but empirical studies do not all agree on
what facets of globalization affect informality and how. Part of the problem is the
data deficiency and somewhat lacking synchronization of the existing informal
sector data. Recent developments in this area have furthered the subject. The goal
of this chapter is to offer an extensive overview on the topic of globalization and
informality.
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The rest of the chapter is structured in the following manner. Section 2 documents
international evidence of the levels of, and trends in, the informal economies and
their relationship to globalization and economic growth in developing countries.
Recent evidence of cross-regional variation in informal sectors and informal
employment rates is presented and discussed, followed by some stylized facts on
informality, economic growth, and trade openness. Section 3 introduces definitions
and measurements of the informal economy and informal entrepreneurs and provides
some theoretical background on the treatment of informality in the literature.
Section 4 begins with a discussion of definitions and measurements of globalization.
It then offers a summary of the theoretical developments and empirical findings on
the relationship between trade liberalization and informality, followed by a narrower
focus on studies with a comprehensive treatment of globalization that goes beyond
trade liberalization and its effect on the informal economy. Section 5 concludes the
chapter.

2 International Evidence About Informality, Economic
Growth, and Globalization in Developing Countries

2.1 Informal Economy and Informal Employment Rates

According to the most recent data released by the International Labour Organization
(ILO) (ILO 2018), close to two billion people worldwide are employed in the
informal economy. This constitutes nearly 60% of the world’s working population.
When agriculture is not taken into consideration, this figure goes down to 50%,
which is still a significant amount. What is striking, however, is that the majority of
informal employment worldwide is in developing countries. An overall representa-
tion of the geographic distribution of the world’s informal employment in total
nonagricultural employment is displayed in Fig. 1. In Africa, 72% of nonagricultural
employment is informal. The corresponding proportion is 49% in Latin America
(LA) and the Caribbean and 59% in Asia and the Pacific. There is a significant
regional variation present. The largest differences are observed in Africa, where the
proportion of informal employment is as low as 36% in the southern part of the
continent, 56% in Northern Africa, and as high as 87% in Western Africa. LA and
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Fig. 1 Regional variation in the share of informal employment—2016. Source: ILO: Women and
Men in the Informal Economy: A Statistical Picture (2018, pp. 28, 32, 26) (The list of countries used
in the chart is presented in Appendix 1.1). Authors’ own figure

the Caribbean exhibit a much closer distribution, between 46% for South America
and 55% for Central America. In Asia and the Pacific region, the proportion is 49%
for countries in Eastern Asia and as high as 78% for those located in Southern Asia.
The effect that China has on the proportion of the region’s informal employment,
due to its sheer population size, is noteworthy.

Using data from Charmes (2012), I compare the incidence of informal employ-
ment in total nonagricultural employment over time (see Fig. 2), from 1985/1989 to
2005/2010, and across region. For three of the four regions presented on the graph,
there is either a slight trend for an increase or a tendency to keep the proportion of
informal employment at the same steady level. In Northern Africa, the proportion
increased from 34% for 1985/1989 to 58% for 2005/2010. In a similar manner, in
Southern and Southeastern Asia, the proportion increased from 53% in 1985/1989 to
70% over the following decade, but it stayed at the same level for the rest of the
observed period. LA experienced a smaller incremental increase, between 1% and
2% per period, with the incidence of informal employment rising from 53% in 1985/
1989 to 58% in 2005/2010. The sub-Saharan African region is the only exception
where the proportion of informal employment increased from 73% in 1985/1989 to
87% in 1995/1999 and then dropped to 66% in 2005/2010.

The ILO also reports that schooling plays a significant role in the informal
economy (ILO 2018, pp. 29–43) and that education is inversely related to the
incidence of informality. For example, people with secondary and tertiary education
are less likely to be employed in the informal economy in comparison to those with
no education or primary education only. In Africa, for example, those with no
education experienced 94% of informal employment as compared to 88.5% for
those with primary education. The proportion decreased to 68.1% for those with
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Fig. 2 Share of informal employment in total nonagricultural employment. Source: Charmes
(2012, pp. 110–113) (The list of countries used in the chart is presented in Appendix 1.2). Authors’
own figure

secondary and 27% for those with tertiary education, respectively (ILO 2018, p. 29).
In LA and the Caribbean, the corresponding numbers are 82.2, 72.5, 50.8, and 33.5%
(ILO 2018, p. 33), while in Asia and the Pacific region, the incidence of informal
employment across the four levels of education are 94.9, 89.7, 58.9, and 30.7% (ILO
2018, p. 37).
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2.2 Informality, Economic Growth, and Trade Openness

The cross-regional differences in informal employment, as seen above, and differ-
ences in the shadow economy measured in terms of informal activities as a percent of
GDP (Charmes 2000) or through indirect measures (Schneider 2005; Schneider and
Enste 2000) are closely related to the level of economic development (Bacchetta
et al. 2009). The demonstrated links between education level and the incidence of
informality (ILO 2018), and between skill levels and informality (Bacchetta et al.
2009, p. 32), may be associated with each country’s capacity for economic growth
and serve to account for differences in economic development. Figure 3 shows the
relationship between the GDP growth rate and the size of the informal economy for
65 developing countries. The correlation between the two factors implies that
policies focused on reducing the size of the informal economy could potentially
serve to promote growth and economic development.

The third dimension in Fig. 3 represents the size of the FDI net inflows as a
percent of the country’s GDP—the bigger the size of each bubble, the larger the size
of the FDI net inflows. Countries in the top left corner of the graph, such as
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Fig. 3 GDP growth rate, the shadow economy, and FDI net inflows. Source: The World Bank
(https://data.worldbank.org/indicator/BX.KLT.DINV.WD.GD.ZS) and Schneider (2005,
pp. 627–629) (The list of countries used in the chart is presented in Appendix 1.3). Authors’ own
figure

Singapore and Hong Kong, experienced high GDP growth, small incidence of
informality, and significant FDI net inflows. The FDI net inflows are 16.19% for
Singapore and 41.07% for Hong Kong, respectively. Other countries, such as
Jordan, Israel, and Chile, whose GDP growth rate may not be as high, also demon-
strated relatively large FDI net inflows and low informality. Their FDI net inflows
are 10.79, 6.08, and 6.24%, respectively.1 Moving to the right on the graph, the
shadow economy size increases, while the GDP growth rate shows a tendency to
decrease, as do the FDI net inflows. The bubbles representing the FDI net inflows for
the countries in the middle of the graph are much smaller than those for the
aforementioned countries. The countries with the smallest FDI net inflows from
the middle group are Turkey with 0.42%, Pakistan with 0.42%, and Bangladesh with
0.53%. Several countries have experienced negative FDI net inflows (shown with
black bubbles on the graph)—Benin, Guatemala, Ecuador, Indonesia, Nepal, Saudi
Arabia, and the United Arab Emirates. What is interesting, however, is that Bolivia
and Panama who are in the bottom right corner of the graph have FDI net inflows
(8.77 and 6.73%, respectively) at levels comparable to Jordan, Israel, and Chile. The
somewhat ambiguous results indicate that there may be other factors that affect how
the size of the informal sector and the FDI net inflows are related. Such factors may
very well be region and country-specific. For example, Bolivia and Panama both
belong to the LA and the Caribbean region, which is characterized with strict labor
market regulations. Bacchetta et al. (2009) report similar findings, concluding that
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1The FDI net inflows for all participating countries are shown in Appendix 3.

https://data.worldbank.org/indicator/BX.KLT.DINV.WD.GD.ZS


when a distinction is made between actual trade flows and trade barriers, with the
addition of some control variables, the existence of negative correlation between
trade openness and informal employment can indeed be confirmed for a large,
across-regional, sample of developing countries.
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3 Overview and Treatment of Informality

3.1 Definition and Measurement

The informal economy, also known as “shadow,” “hidden,” “underground,”
“unregistered,” etc. economy, has been notoriously difficult to define. One of the
most common and widely accepted definitions is that it encompasses the economic
undertakings that, while formally recorded and incorporated in the gross national
product (GNP), are absent from officially publicized measures such as the gross
domestic product (GDP). The above description, used by Schneider (2003) and
Schneider and Enste (2000, 2002), considered some of the most widely accepted
studies on the “shadow” economy and relates the underground activities to a well-
defined macroeconomic indicator. The definition, however, is rather general and
inclusive regarding what constitutes an underground activity. Under the circum-
stances, it may be helpful to apply the catalogue of underground activities developed
by Lippert and Walker (1997) that maps together legal and illegal activities. The
former are plagued by undocumented revenue and profits, outstanding social secu-
rity obligations, and violation of basic employment standards such as minimum
wage and health and safety condition rules. Noncompliance with set administrative
and governmental practices designed to collect statistical information is pervasive.
While most alternative classifications of the informal economy agree on the treat-
ment of legal activities, they differ on the consideration and inclusion of
(a) household services and production and (b) illegal economic activities:
manufacturing and sales of prohibited goods and services, stolen goods, gambling,
and fraud, among others. See, for example, Bhattacharyya (1999), Smith (1994), and
Feige (1990).

One of the most predominantly used measurements of the informal economy has
been put forth by the ILO. The ILO has implemented a conceptual outline for
“statistical measurement and employment data collection” (ILO 1993, 2003) that
reflects both “employment in the informal sector (an enterprise-based concept) and
informal employment (a job-based concept).” The former encompasses
“unregistered and/or small unincorporated private enterprises; such enterprises are
not constituted as separate legal entities (and are thus not officially registered) and do
not maintain a complete set of accounts,” while the latter is a reference to “jobs that
generally lack basic social or legal protections or employment benefits and may be
found in the formal sector, informal sector or households.” According to the ILO,
jobs that represent informal occupations are, for example, “own-account” employees
working in informal sector companies or the owners of such companies, “own-



account” employees involved in non-remunerated housework, domestic employees
in both sector companies, affiliates of informal company cooperatives, and workers
with informal employment in both sector companies or in households. Formal jobs
in informal sector enterprises are left out of the informal employment sector. The
ILO surveys belong to the group of direct methods. The most recent ILO data
became available in June 2012 (ILO 2012). It includes information on both statistics
presented above from a total 47 medium- and low-income countries.
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A second group, called indirect methods for measuring the informal economy,
uses macroeconomic indicators that can shed light on how the informal sector
develops and expands over time (Thomas 1992; Schneider and Enste 2000;
Schneider 2005). The five indicators used are inconsistencies between national
expenditure and income statistics (Thomas 1992), inconsistencies between the
official and actual labor force (Thomas 1992), inconsistencies between the nominal
(transaction) and official GNP (Feige 1996), currency demand (Tanzi 1983), and
inconsistencies between the electricity consumption for the economy overall as a
proxy measure of the GPD and the estimates of the official GDP (Kaufmann and
Kaliberda 1996; Lacko 2000). The most recognized in the group of indirect methods
is the so-called model method that considers multiple indicators, reflecting the
existence of multiple causes for the existence and multiple effects of the informal
economy (Schneider 2005; Schneider and Enste 2000). The DYMIMIC (dynamic
multiple-indicators multiple-causes) model, as it’s known, uses factor analysis to
measure the informal sector as an unobserved variable overtime. Among the most
precise and largely employed estimations of the extent of the informal sectors that
use indirect methods are those presented in Schneider and Enste (2000) and
Schneider (2005). They use the DYMIMIC and currency demand methods and
report their estimates for 110 OECD countries for several periods of time (1989/
1990, 1990/1991, 1994/1995, and 1999/2000). Kaufmann and Kaliberda (1996)
estimates are also among those used in the literature (Pham 2017).

The topic of outlining informality in the economy and finding its magnitude is rife
with controversy (Thomas 1992; Dixon 1999; Schneider and Enste 2000, 2002;
Schneider 2003, 2005; Evans et al. 2006; Williams and Windebank 2006).

3.2 Informal Entrepreneurs

Informal entrepreneurs represent a special group of the informal economy that is
often overlooked and less well observed. Williams (2006, 2007) and Williams and
Nadin (2010) provide the following definition of informal entrepreneurs:
“. . .somebody actively engaged in starting a business or is the owner/manager of a
business that is less than 42 months old who participates in the paid production and
sale of goods and services that are legitimate in all respects besides the fact that they
are unregistered by, or hidden from the state for tax and/or benefit purposes.” People
in the line of production and sale of prohibited goods and services are omitted.
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Self-employment, often used as a proxy of entrepreneurship, is reportedly the
main factor in informal employment, as reported by the ILO (2002) and Williams
and Nadin (2010). This stylized fact has prompted a trend toward revisiting the role
of the informal economy—from what used to be considered in the past as workers
exploitation to a phenomenon that is recognized as a form of an underground culture
as reported by Williams (2006), Williams and Windebank (2006), and Williams and
Nadin (2010). Such a change has occurred not only in developing and economies in
transition but also in developed economies as well. Williams and Nadin (2010)
present an expansive overview on entrepreneurship and the informal economy
addressing all three country groups.

Research on the incidence of informal entrepreneurship, both at the national level
and cross-country comparison, have been limited. Most studies are based on small-
scale surveys and anecdotal evidence. For example, Williams (2008) collects data on
enterprises in Ukraine, Russia, and England. His findings show that those surveyed
in Russia and 90% of the Ukrainian sample operate, to some extent, in the informal
economy.

3.3 Theoretical Background

There is an extensive branch of economics literature devoted to exploring the causes
of informal economies. Studies explore the role of legal and financial institutions,
labor market policies and regulations, tax systems, etc. As a starting point, matching
and search models of the economy examine how outcomes are affected by different
labor market interventions. The basic matching model is expanded into segmented or
dual market models by incorporating an additional sector that mirrors the under-
ground economy (Mortensen and Pissarides 2003). One strand of the literature
considers employment in the informal sector a disadvantage. Further, violation of
labor market laws is endemic in the informal sector. Hence, scholars in this group
emphasize the development and enactment of policies designed to prevent such
activities. Fugazza and Jacques (2004) find that policies that institute higher benefits
and encourage participation in the formal sector are more efficient than taxation and
labor market regulations. Kolm and Larsen (2004) consider stricter penalty and audit
rates, Bosch and Esteban-Pretel (2012) study the cost of hiring and firing workers, as
well as payroll withholdings, while Boeri and Garibaldi (2007) focus on
deregulating markets.

A second strand of the literature (Dolado et al. 2007; Dabla-Norris et al. 2008;
Albrecht et al. 2009; Ulyssea 2010; Charlot et al. 2011) treats underground activities
as essential to the economy. Introducing empirical evidence from several LA
countries, which experience an informal sector of 30–70% of the urban labor market,
Maloney (2004) dismisses the suggestion that the informal sector is secondary to its
formal counterpart and that those employed in the formal sector enjoy certain
advantages. Similar results are reported by Gong and van Soest (2002) for the
Mexican economy, by Pratap and Quintin (2006) for the Argentinian economy,



and Mondragon and Pena (2010) for the Colombian economy. Here workers volun-
tarily select the sector they enter. Their selection depends largely on how productive
they are (Amaral and Quintin 2006), the existing possibilities for matching with an
employer (Ulyssea 2010; Zenou 2008), or labor market limitations (Antunes and
Cavalcanti 2007) in the official economy. Among the policies analyzed in this group
are payroll taxes (Ulyssea 2010), separation pay (Albrecht et al. 2009; Dolado et al.
2007), employment procedures (Charlot et al. 2011), unemployment reduction
policies (Ulyssea 2010) and cost of entrance (Ulyssea 2010), and implementation
of financial contracts (Antunes and Cavalcanti 2007).
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Both strands, however, agree on the fact that there is a compromise concerning
underground employment on one hand and jobless rates on the other (Ulyssea 2010).
The effect of the tradeoff is diminished when governments choose to institute the
type of policies and procedures that help the formal sector function more efficiently,
and not rules and regulations that negatively affect the cost of operating a business in
the informal sector (Boeri and Garibaldi 2007 and Charlot et al. 2011). Further, both
regulation costs and the level of enforcement affect the size of the informal sector in
developing countries (Antunes and Cavalcanti 2007), but only the former seems to
be of significance for developed countries. In relation to that, Dabla-Norris et al.
(2008) point out that how the legal system functions is directly related to the size of
the informal sector. For countries with a sub-par legal system, policies related to
labor market regulations, taxation, and financial markets improvement play a prom-
inent role in controlling the size of the informal economy. This is consistent with the
evidence from LA countries that are characterized with a relatively high prevalence
of the informal sector, as reported earlier in the section, and very strict labor market
regulations at the same time (Maloney 2004).

4 Globalization, Economic Growth, and the Informal
Economy

4.1 Definition and Measurement of Globalization

There is a wide range of views on what globalization really embodies. According to
Held et al. (2002), there are three categories of thoughts: skeptical, hyper-globalist,
and transformationalist. Each category brings to prominence distinct characteristics
of globalization. Those skeptical toward the globalization process posit that global-
ization began centuries ago and that any new developments, economic, political,
cultural, etc., may affect the scope and scale of globalization, but will have no effect
on the very process of globalization. The hyper-globalist category supports the view
that contemporary globalization has worked in a direction of undermining the role of
the state. The last category believes that “globalization is the process that underlines
current economic, political and social changes,”while the state involvement is not so
much in diminished, but somewhat transformed, capacity. The transformationalist



view essentially combines the ideas of the skeptics and hyper-globalists. Similarly,
Dreher et al. (2008) advise that globalization is a complex process that is better
served by a multidimensional approach. The most common determinants of global-
ization recognized in the literature are capitalism (Dierckxsens 2000; Giddens 2000;
Hardt and Negri 2003), technology (Langhorne 2001; MacKenzie and Wajcman
1999), politics (Bergesen 1980; Dreher et al. 2008), the environment (Martens and
Rotmans 2011; Martens et al. 2003), and social and cultural life (Bourdieu 2004;
Castells 2010; Kellner 1995). Dreher et al. (2008) suggest shifting from the tradi-
tional historical view of globalization and emphasizing instead current socioeco-
nomic and cultural developments. He offers a contemporary definition of
globalization as “the intensification of cross-national interactions that promote the
establishment of trans-national structures and the global integration of cultural,
economic, environmental, political, technological and social processes on global,
supra-national, national, regional and local levels” (Dreher et al. 2008, p. 15).
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One of the most widely accepted measures of globalization is the KOF index2

(Dreher 2006). The index was published for the first time in 2002, reporting on
123 countries and 23 variables. Additional updates become available later (Dreher
et al. 2008). There are three main dimensions, or subindices, of the KOF index:
economic, political, and social globalization. “Economic globalization is character-
ized by the long-distance flows of goods, capital and services as well as information
and perceptions that accompany market exchanges; political globalization is char-
acterized by the diffusion of government policies; and social globalization is
expressed as the spread of ideas, information, images and people.” The economic
subindex is allotted 37% of the total KOF index and consists of actual flows, such as
trade and FDI, and restrictions, such as import barriers, tariffs, etc. The social
subindex, also 37% of the total KOF index, consists of data on personal contacts,
information flows, and cultural proximity. The political subindex has 26% represen-
tation. A detailed definition of the KOF index and its components is given in
Appendix 3.3

2http://www.kof.ch/globalization
3Some alternative, less well-recognized, measures of globalization are the Maastricht Globalization
Index (Martens and Zywietz 2006), the World Market Research Centre G-Index (“WMRC” 2001),
the A.T. Kearney/Foreign Policy Magazine Globalization Index (“ATK/FP” 2001; “ATK/FP”
2004; “ATK/FP” 2005), the Global Civil Society Index (Salamon and Sokolowski 2004), global-
ization matrix (Al-Rodhan et al. 2006), the Cultural Globalization Index (Kluver and Fu 2004),
measures of political integration (Miles and Posner 2008; Nitsch 2007), Growth Environment Score
(O’Neill et al. 2005), as well as measures replicating those mentioned above (Andersen and
Herbertsson 2005; “CSGR index” 2006; Heshmati 2006; Li et al. 2007) or cover only few countries
(Bamrud 2005; Gersbach 2002). OECD (2005) constructs separate globalization indicators.

http://www.kof.ch/globalization
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4.2 Theoretical Development

Most of the studies that explore the relationship between the informal sector and
globalization have narrowed their focus to studying how trade globalization affects
the informal sector. Two branches have developed. One branch of studies has
achieved this within the framework of rural-urban migration models (Todaro
1969; Harris and Todaro 1970) that explain the high rates of urban unemployment
in developing countries with the difference in economic prospects between rural and
urban areas and the existence of rural-urban income differentials. Grinols (1991),
Chandra and Khan (1993), and Marjit et al. (2007) explicitly incorporate the urban
informal sector into the rural-urban migration setup with the purpose of studying the
“desirability of foreign investment” (1993, p. 80). Grinols (1991) started the con-
versation by arguing that the Brecher-Diaz Alejandro proposition, that foreign
capital inflows with full repatriation of earnings must be immiserizing4 (Brecher
and Diaz Alejandro 1977), may not hold in the presence of an urban informal sector.
Motivated by Grinols (1991), Chandra and Khan (1993) review several “concep-
tions” of the informal sector based on criteria such as whether the informal output is
traded, either domestically or internationally, or a non-traded, intermediate, good
used in the formal sector; the degree of complementarity and substitutability
between the formal and informal sector; capital versus labor intensity; etc. Chandra
and Khan’s main finding is that in the presence of tariffs and repatriation of profits,
capital inflows are immiserizing if and only if the imports are capital-intensive.
While looking into the effect of capital flows and tariffs on the informal sector was
not their main concern, they have also found that when the informal output is traded,
lack of tariffs will help raise the wage and employment in the informal sector, though
not necessarily at the same time. Marjit et al. (2007), who explicitly study how trade
reform affects informal wages, reach a similar conclusion. Along the same lines,
Beladi and Yabuuchi (2001) use the rural-urban migration framework to study the
effect of tariff-induced capital inflows on the informal sector when the informal
output is an input in the formal sector. They found that tariff-induced inflow of
foreign capital may not be immiserizing, that rural wage subsidy has positive welfare
effects, and that trade liberalization decreases informal employment. Their findings
are consistent with empirical evidence that developing countries employ foreign
investments as developing strategy (OECD 2002).

The second branch employs the traditional neoclassical general equilibrium
growth models for an open economy with dual labor markets to study the effect of
“deregulatory policies on informal wages and employment” (Kar and Marjit 2001;
Marjit 2003; Marjit and Beladi 2002; Marjit et al. 2004; Marjit and Maiti 2005;

4The term was coined by Bhagwati (1958) as a reference to economic growth that makes the
country worse off. Immiserizing growth that is due mainly to expanding exports worsens the terms
of trade sufficiently and causes real income to fall.



Wuyts 2001).5 The formal sector produces import-competing manufacturing goods,
while the informal sector produces three categories of goods—manufacturing goods
for export, non-traded goods, and agricultural goods. Workers who cannot find
employment in the formal sector transition to the informal sector. This approach to
what is known in economics as “full employment”6 is consistent with the dual labor
market analysis for developing countries (Carruth and Oswald 1981; Maloney 1998;
Pratap and Quintin 2006). Liberalization in trade policy, such as tariff reduction, will
increase competition and result in the decrease of formal employment. The informal
sector employment will increase after those who lost their jobs join the informal
economy and so will the wage in the informal sector. Marjit and Maiti (2005) point
out that the above outcome is possible in the presence of capital mobility. If capital
does not move freely between the formal and informal sectors, the increase in
informal employment will cause a downward pressure on the wages in the informal
sector (Kar and Marjit 2001; Marjit and Beladi 2002; Marjit et al. 2004). When the
informal sector produces goods and services that are used as intermediaries in a
capital-intensive formal sector, trade liberalization will cause informal employment
and wages to increase in the presence of capital mobility (Marjit 2003).
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4.3 Empirical Work

The implications and hypotheses of the theoretical studies presented in the previous
section are tested empirically for several LA countries. Each study, however, reflects
only country-specific evidence. There is no cross-country analysis available. As a
result, there is no firm conclusion on the effect of trade openness and trade reforms
on the employment and wages in the informal sector that is uniformly valid across all
developing countries or even across region. The evidence presented is strictly related
to the local government policy, rules, regulations, and other country-specific char-
acteristics. Marjit et al. (2004) and Marjit and Maiti (2005) present evidence of an
increase in real informal wages and fixed assets and decline in capital formation in
organized manufacturing as a result of trade liberalization in India. Further, they
show that while the overall unemployment in the country has not been positively
affected, the employment in the informal sector has increased.

In a similar manner, Goldberg and Pavcnik (2003) study the relationship between
trade liberalization and the informal sector in two LA countries. They focus on Brazil

5Goldberg and Pavcnik (2003) also present a theoretical model to study the effect of trade
liberalization on informality in the framework of the efficiency wage theory. They, however, ignore
general equilibrium effects.
6Full employment, also known as natural rate of unemployment, is a concept used in economics to
describe situations where workers who are willing to work at the current wage rates in the economy
are able to find jobs. If unemployment exists, it’s voluntary (due to workers changing job or
seasonality) and considered normal, reduced to a certain established level (Ehrenberg and Smith
2000, p. 590; Todaro and Smith 2015, p. 824).



and Colombia, two countries that underwent some significant trade liberalization
shocks in the 1980s and 1990s. As it’s typical for many LA countries, Brazil and
Colombia are known to have large informal sectors. Both countries also experienced
significant increases in informal employment during that period, a trend that was
associated in the literature with the increased post-trade liberalization competition.
Brazil and Colombia’s trade liberalization policies were slightly different in com-
parison to other developing countries. They not only decreased tariffs but also
altered the tariffs’ structure, such that sectors with traditionally high protection
experienced larger reductions than sectors with low protection where tariff cuts
were much smaller. Further, both countries employed tariffs as a main tool prior to
liberalization, although GATT stipulations allowed less developed countries to keep
high protection levels. Goldberg and Pavcnik found no evidence of the informal
sector being affected by trade liberalization in Brazil. They found some weak
evidence in Colombia that was present only before the country enacted the labor
reform, and only in the sectors affected the most by tariff cuts. No evidence of a
connection between trade and informality was observed afterwards. Brazil and
Colombia’s evidence implies that labor market policies play a primary role, partic-
ularly in the presences of rigid labor market institutions, as is the case of Colombia.
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Two additional empirical studies that did not explicitly explore the link between
trade and the informal economy, but still derive some implications in that regard, are
Maloney (1998) for Mexico and Currie and Harrison (1997) for Morocco. Maloney
showed evidence that the size of and employment in the informal sector, as well as
the mobility between the formal and informal sector, move with the business cycle.
His findings indicate that activities in the informal sector increase slightly over time.
Maloney, however, concludes that workers may or may not be worse off conse-
quently. Currie and Harrison reported that there was almost no impact on aggregate
employment and wages in the country after Morocco instituted a wide-ranging trade
reform. Those affected, however, were publicly owned and export-oriented compa-
nies, who responded by employing low-paid, temporary, workers.

4.4 Comprehensive Treatment of Globalization

The theoretical and empirical studies discussed in the previous two sections make an
outstanding contribution to the field by advancing our knowledge on the linkage
between trade and informality in developing countries. They, however, do not take
into consideration other forms of globalization—political, cultural, social, etc. (see
Sect. 4.1). A group of recent studies, Bacchetta et al. (2009), Fugazza and Fiess
(2010), and more recently Pham (2017), remedy this omission by incorporating
other facets of globalization.

Bacchetta et al. (2009) use data on informal employment and the informal sector
from the ILO to study the effect of globalization on informality in developing
countries. The study includes 14 countries from LA, 6 countries from Asia, and
31 countries from Africa observed from the early 1990s to the early 2000s, with the



longest period being 16 years, forming a highly unbalanced panel. The empirical
analysis uses a panel data approach, with simultaneous variation of informality rates
between and within countries. Since there are differences in the underlying defini-
tions of informality across countries, the authors make the simplifying assumption
that the variation of the rates of informality observed across country and over time is
not affected by the corresponding definition used by each country. Bacchetta et al.
(2009) expand the scope and depth of their empirical study, in comparison to similar
studies before, by including a wide variety of economic and social indicators.
Among the trade indicators they use are trade diversification and trade concentra-
tion,7 trade restrictions,8 trade reforms,9 and most-favored nation average duties,10

together with the popular and previously used trade openness,11 trade-weighted
tariffs, and FDI liabilities.12 In addition, Bacchetta et al. (2009) use indices for
personal contacts and information flows, the two components of the social global-
ization portion of the KOF Globalization Index (see Appendix 3). They also used the
whole KOF Globalization Index13 itself as an independent indicator and a set of
macroeconomic indicators. The results of the empirical work show that while
openness, in general, is associated with lower rates of informality, trade reforms,
such as tariff reduction, and FDI inflows are associated with higher rates of infor-
mality. Bacchetta et al. suggest that the effect of trade and investment reforms may
contribute to a positive outlook in the long run, but, nevertheless, have undesirable
effects in the short run. Further, they show that labor market regulations and policies
have a mitigating effect on the relationship between trade reforms and informality.
Finally, Bacchetta et al. report that there may be a reverse effect between informality
and trade, where lower levels of informality positively affect trade diversification
and globalization in general.
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Following Bacchetta et al. (2009), Fugazza and Fiess (2010) use three different
data sets (ILO 2003; Kaufmann and Kaliberda 1996; Schneider 2005) to study the
link between trade liberalization and informality, considering a narrower set of trade
liberalization indicators. They, too, report mixed results that are also heavily depen-
dent on the econometric approach they use. For example, Fugazza and Fiess show
that in a cross-section analysis setup, trade openness is associated with lower levels
of informality; in a time-series analysis setup, trade openness is associated with
higher informality, in terms of both employment and output; and in a panel data

7United Nations Conference on Trade and Development (UNCTAD) indices of exports and imports
of countries and country groups.
8See Appendix 3.
9Annual percentage change of the trade restriction indicator.
10Taken from the Common Analytical Market Access Database (CAMAD).
11Sum of exports and imports as a share of GDP.
12Inflows of FDI as a share of GDP.
13The political globalization component of the KOF index is excluded.



analysis setup, informal employment decreases, while informal output increases with
trade liberalization.

Globalization and the Informal Economy in Developing Countries 63

Both Bacchetta et al. (2009) and Fugazza and Fiess (2010) build empirical studies
with regression models that rely on data sets containing a large number of covariates,
including composite indices, gathered across several different data sources. The one
common caveat is the lack of determination in regard to what factors should be
included and what factors excluded from the study. The individual effects of the
factors of interest are highly sensitive to the inclusion or exclusion of a single
covariate or, sometimes, a small group of covariates. The outcome is ambiguity
and lack of consistency between the results on how globalization affects informality
reported in the two studies.

To remedy the empirical problem mentioned above, Pham (2017) utilizes a
different methodology, called Bayesian model averaging (BMA), that allows the
use of endogenous covariates and fixed effects in a panel regression analysis setup.
The BMA deals with the model sensitivity to covariates and exogeneity restrictions
and helps identify the globalization indicators with a high probability of affecting the
informal sector in developing countries. The BMA has been applied to verify the
robustness of empirical results to different model specifications.14 Pham (2017)
employs the same indicators chosen by Bacchetta et al. (2009) and uses two sources
of data—the ILO and Schneider (2005). Pham’s results based on the ILO data on
informality are similar to Bacchetta et al. (2009), while the results based on
Schneider’s (2005) data set are comparable to those of Fugazza and Fiess (2010).
Pham’s study found that the globalization indicators that significantly affect infor-
mality are trade openness, diversification and concentration, financial openness, and
personal contacts. Factors reported to be significant in previous studies, such as trade
taxes, social and political globalization components, other than personal contacts,
and some macroeconomic variables, do not seem to affect informality. Finally, the
nature of the relationship between globalization and informality is closely related to
the specific measure employed in the study.

5 Conclusion

The evidence presented in this chapter demonstrates the existence of a strong
connection between globalization and informality in developing countries. Yet, it’s
surprising that the topic has not been explored more fully in the literature. Most of
the extant empirical evidence is largely country-specific and predominantly dictated
by the availability of relevant and reliable macro data. This explains why studies for
Brazil, Colombia, and Mexico that have traditionally been known for the collection
of rich macro-level data dominate the field. Only a few works exist that attempt to

14This is done by calculating probabilities and posterior distributions over coefficients and models.
The BMA has a history of applications in the economic growth literature.



document the relationship between globalization and the informal sector in a cross-
country comparison analysis framework. Even those studies, plagued by some
estimation and modeling issues, cannot reach a consensus on the nature of the said
relationship. This invites a deeper investigation into the effects of the various facets
of globalization on the informal economy, and how they interact with the labor
market regulations and policies in developing countries. Furthermore, the less well
documented, but nevertheless significant reverse effect of how changes in the size
and structure of the informal sector and informal employment affect the globaliza-
tion process in developing countries has been left almost untouched. There are
lessons to be learned on how manipulating the informal sector in a developing
economy may cause a potential spur in economic growth.
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Appendix 1

1.1 Countries Used in Fig. 1

1. Africa15—Northern Africa (Algeria, Egypt, Libya, Morocco, Sudan, Tunisia,
Western Sahara); sub-Saharan Africa (Central Africa, Angola, Cameroon, Cen-
tral African Republic, Chad, Congo, Congo, Democratic Republic of the Equa-
torial Guinea, Gabon, Sao Tome and Principe; Eastern Africa, Burundi,
Comoros, Djibouti, Eritrea, Ethiopia, Kenya, Madagascar, Malawi, Mauritius,
Mozambique, Rwanda, Somalia, Tanzania, United Republic of Uganda, Zambia,
Zimbabwe; SouthernAfrica, Botswana, Lesotho,Namibia, SouthAfrica, Swaziland;
Western Africa, Benin, Burkina Faso, Cabo Verde, Côte d’Ivoire, Gambia, Ghana,
Guinea, Guinea-Bissau, Liberia, Mali, Mauritania, Niger, Nigeria, Senegal, Sierra
Leone, Togo).

2. LA and the Caribbean16—The Caribbean (Bahamas, Barbados, Cuba, Domini-
can Republic, Haiti, Jamaica, Puerto Rico, Saint Lucia, Saint Vincent and the
Grenadines, Trinidad and Tobago, US Virgin Islands); Central America (Belize,
Costa Rica, El Salvador, Guatemala, Honduras, Mexico, Nicaragua, Panama);
South America (Argentina, Bolivia, Brazil, Chile, Colombia, Ecuador, Guyana,
Paraguay, Peru, Suriname, Uruguay, Venezuela).

3. Asia and the Pacific17—Eastern Asia (China, Hong Kong, Japan, S. Korea,
Macau, Mongolia, Taiwan); Southeastern Asia and the Pacific (Pacific Islands,
Australia, Fiji, French Polynesia, Guam, New Caledonia, New Zealand, Papua

15Source: ILO: Women and Men in the Informal Economy: A Statistical Picture (2018, pp. 28, 32,
26).
16Source: ILO: Women and Men in the Informal Economy: A Statistical Picture (2018, pp. 28, 32,
26).
17Source: ILO: Women and Men in the Informal Economy: A Statistical Picture (2018, pp. 28, 32,
26).
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New Guinea, Samoa, Solomon Islands, Tonga, Vanuatu; Southeastern Asia,
Brunei, Darussalam, Cambodia, Indonesia, Lao People’s Democratic Republic,
Malaysia, Myanmar, Philippines, Singapore, Thailand, Timor-Leste, Vietnam);
Southern Asia (Afghanistan, Bangladesh, Bhutan, India, Iran, Islamic Republic
of Maldives, Nepal, Pakistan, Sri Lanka).

1.2 Countries Used in Fig. 218

(1) Northern Africa—Algeria, Egypt, Morocco, and Tunisia; (2) Sub-Saharan
Africa—Benin, Burkina Faso, Cameroon, Chad, Cote d’Ivoire, Democratic Republic
of Congo, Chana, Guinea, Kenya, Lesotho, Liberia, Madagascar, Mali, Mauritania,
Mozambique, Namibia, Niger, Senegal, South Africa, Tanzania, Uganda, Zambia,
Zimbabwe; (3) Latin America—Argentina, Bolivia, Brazil, Chile, Colombia, Costa
Rica, Dominican Republic, Ecuador, El Salvador, Guatemala, Haiti, Honduras,
Mexico, Nicaragua, Panama, Paraguay, Peru, Uruguay, Venezuela; (4) Southern and
Southeastern Asia—Bangladesh, India, Indonesia, Mongolia, Nepal, Pakistan,
Philippines, Sri Lanka, Thailand, Timor-Leste, Vietnam

1.3 Developing Countries Used in Fig. 319

Algeria, Argentina, Bangladesh, Benin, Bolivia, Botswana, Brazil, Burkina Faso,
Cameroon, Chile, China, Colombia, Costa Rica, Cote d’Ivoire, Dominican Repub-
lic, Ecuador, Egypt Arab Repub., Ethiopia, Ghana, Guatemala, Honduras, Hong Kong
China, India, Indonesia, Iran, Islamic Repub., Israel, Jamaica, Jordan, Kenya, Korea,
Lebanon, Madagascar, Malawi, Malaysia, Mali, Mexico, Moldova, Mongolia,
Morocco, Mozambique, Nepal, Nicaragua, Niger, Nigeria, Pakistan, Panama, Peru,
Philippines, Saudi Arabia, Senegal, Singapore, South Africa, Sri Lanka, Syrian Arab
Republic, Tanzania, Thailand, Tunisia, Turkey, Uganda, United Arab Emirates,
Uruguay, Venezuela, Vietnam, Yemen Rep., Zambia, Zimbabwe

18Charmes (2012, pp. 110–113).
19https://data.worldbank.org/indicator/BX.KLT.DINV.WD.GD.ZS and Schneider (2005,
pp. 627–629).

https://data.worldbank.org/indicator/BX.KLT.DINV.WD.GD.ZS
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Appendix 2

2.1 FDI Net Inflows (% of GDP, 2000)

Country code Country FDI net inflows

DZA Algeria 0.51

ARG Argentina 3.67

BGD Bangladesh 0.53

BEN Benin 0.50

BOL Bolivia 8.77

BWA Botswana 0.99

BRA Brazil 5.03

BFA Burkina Faso 0.88

CMR Cameroon 1.58

CHL Chile 6.24

CHN China 3.48

COL Colombia 2.44

CRI Costa Rica 4.84

CIV Cote d’Ivoire 2.19

DOM Dominican Republic 4.12

ECU Ecuador 0.13

EGY Egypt 1.24

ETA Ethiopia 1.64

GHA Ghana 3.24

GTM Guatemala 4.09

HND Honduras 4.93

HKG Hong Kong 41.07

IND India 0.78

IDN Indonesia 2.59

IRN Iran 0.18

ISR Israel 6.08

JAM Jamaica 4.7

JOR Jordan 10.79

KEN Kenya 0.87

KOR Korea 2.05

LBN Lebanon 5.76

MDG Madagascar 2.14

MWI Malawi 1.49

MYS Malaysia 4.04

MLI Mali 2.04

MEX Mexico 2.67

MNG Mongolia 4.72

MAR Morocco 0.57

MOZ Mozambique 2.77

NPL Nepal 0.01
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Country code Country FDI net inflows

NIC Nicaragua 5.22

NER Niger 0.87

NGA Nigeria 2.46

PAK Pakistan 0.42

PAN Panama 6.73

PER Peru 1.56

PHL Philippines 1.84

SAU Saudi Arabia 0.99

SEN Senegal 1.74

SGP Singapore 16.19

ZAF South Africa 0.71

LKA Sri Lanka 1.06

SYR Syrian 1.4

TZA Tanzania 4.55

THA Thailand 2.66

TUN Tunisia 3.5

TUR Turkey 0.36

UGA Uganda 2.59

ARE United Arab Emirates 0.49

URY Uruguay 1.15

VEN Venezuela 4.01

VNM Vietnam 4.16

YEM Yemen 0.07

ZMB Zambia 3.38

ZWE Zimbabwe 3.35

Source: https://data.worldbank.org/indicator/BX.KLT.DINV.WD.GD.ZS

Appendix 3

3.1 KOF Globalization Index Components

3.1.1 Economic Globalization20

(A) Economic flow (% of GDP) components: (1) Trade—sum of exports and
imports of goods and services measured as a share of GDP; (2) FDI
(stocks)—sum of inward and outward FDI stock as a percentage of GDP;
(3) Portfolio investment—sum of portfolio investment assets stocks and port-
folio investment liabilities stocks; (4) Income payments to foreign nationals—
employee compensation paid to nonresident workers and investment income

20http://www.kof.ch/globalization

https://data.worldbank.org/indicator/BX.KLT.DINV.WD.GD.ZS
http://www.kof.ch/globalization
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(payments on direct investment, portfolio investment, other investments).
Income derived from the use of intangible assets is excluded.

(B) Trade restriction components: (1) Hidden import barriers (“In your country,
tariff and non-tariff barriers significantly reduce the ability of imported goods to
compete in the domestic market.”); (2) Mean tariff rate (as the mean tariff rate
increases, countries are assigned lower ratings); (3) Taxes on international trade
as a % of current revenue (import duties, export duties, profits of export or
import monopolies, exchange profits, and exchange taxes); (4)Capital account
restrictions (two subcomponents: (i) “Foreign ownership of companies in your
country is rare, limited to minority stakes, and often prohibited in key sectors or
prevalent and encouraged” and (ii) IMF’s Annual Report on Exchange Arrange-
ments and Restrictions, including 13 different types of capital controls)

3.1.2 Social Globalization21

(A) Personal contact components: (1) telephone traffic (international incoming and
outgoing telephone traffic in minutes per person); (2) transfers as a % of GDP
(sum of gross inflows and gross outflows of goods, services, income, or
financial items without a quid pro quo); (3) international tourism (sum of
arrivals and departures of international tourists as a share of population);
(4) foreign population as a % of total population (number of foreign or
foreign-born residents in a country; (5) international letters (number of interna-
tional letters sent and received per capita).

(B) Information flow components: (1) Internet users—people with access to the
worldwide Internet network; (2) Television—share of households with a tele-
vision set; (3) Trade in newspapers—sum of exports and imports in newspapers
and periodicals in percent of GDP. Data are provided by the United Nations
Statistics Division and correspond to those published in the UN.

(C) Cultural proximity components: (1) number of McDonald’s restaurants per
capita; (2) number of IKEA stores per capita; (3) trade in books (sum of exports
and imports in books and pamphlets in percent of GDP)

3.1.3 Political Globalization Components22

(1) Embassies in country; (2) membership in international organizations (absolute
number of international intergovernmental organizations); (3) participation in UN
Security Council missions (personnel contributed to UN Security Council missions
per capita); (4) international treaties (any document signed between two and more
states and ratified by the highest legislative body of each country since 1945)

21http://www.kof.ch/globalization
22http://www.kof.ch/globalization

http://www.kof.ch/globalization
http://www.kof.ch/globalization
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