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ABSTRACT 

The informal sector accounts for an immense share of income, output and employment in 

low- and middle-income countries, providing jobs to over two billion people worldwide (Jütting 

and Laiglesia 2009: 2). Nevertheless, the current policy debate is largely biased against 

informality, with major actors assertively pushing for formalization. Yet as the informal sector 

continues to expand, some have asked whether this phenomenon could in fact be a lifeboat for 

poor economies, enabling citizens to engage in more flexible modes of production in the face of 

institutional and regulatory constraints. This study addresses a critical knowledge gap by 

empirically investigating the impact of informal sector size on the economic dynamism of low- 

and middle-income economies. It hypothesizes that at low income levels, informal sector size 

has a positive effect on economic dynamism (as measured by domestic investment), but that as 

economies become richer they reach a tipping point at which this effect becomes increasingly 

negative. A fixed-effects panel analysis of 22 developing countries between 1995 and 2006 finds 

strong evidence of a non-monotonic relationship between the economic impact of informal sector 

size and GDP per capita. The effect of informality on domestic investment changes direction 

with country income level and appears to describe an inverted U-shape, suggesting the existence 

of an ‘informal sector Kuznets curve’. Moreover, informality has positive effects in low-income 

countries with diminishing returns to scale, and optimal informal sector size is inversely related 

to country income level. These findings recommend adopting a two-track approach: low-income 

countries would gain from implementing policies that fuel the informal sector as an engine of 
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growth in the short run, while simultaneously laying the groundwork for a long-run increase in 

formality. This calls for a more nuanced understanding of the informal sector’s economic 

repercussions, particularly in countries at lower levels of development.  
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INTRODUCTION 

 

From the favelas of Rio de Janeiro to the busy streets of Nairobi city center, the „informal 

sector‟ is a source of livelihood for millions of vendors, mechanics, domestic workers, bus 

drivers and micro-entrepreneurs. Economic activity in developing countries simply cannot be 

understood without recognizing that an immense share of income, output and employment is 

generated outside the formal economy. Broadly defined as small-scale, self-financed activities 

operating with a low level of organization in an unregulated environment, the informal sector has 

exploded with globalization and economic openness (Verick 2006: 2). Its contribution to the 

economy now matches and sometimes even outweighs that of the formal sector in many 

developing countries: in 2009, informal activity accounted for over 80% of non-agricultural jobs 

in Sub-Saharan Africa and South Asia, 50% of gross national savings in India, and 58% of non-

agricultural growth in Ghana (Jütting and Laiglesia 2009: 2 ; CUTS 2009: 5). This expansion 

shows no sign of slowing down. Even in the presence of strong economic growth in Southeast 

Asia and Latin America, rates of informal employment have increased steadily over the past 

twenty years, with formal employment stagnating in comparison (Jütting and Laiglesia 2009: 2). 

Yet despite the clear economic, political and social importance of this phenomenon, a wide 

knowledge gap remains concerning the impact of informal sector size on macroeconomic 

outcomes (OAS-GFI 2011; Jütting and Laiglesia 2009: 4; Gerxhani 1999: 35).  

There has recently been a renewal of interest in the dynamics of informality, yet the 

discourse is fraught with disagreement: economists and decision-makers disagree as to whether 

this phenomenon is a problem to be suppressed or an opportunity to be stimulated. Some experts 

argue that due to their small size, informal firms cannot achieve high capital intensity and 

productivity (Pagés 2010: 213). Furthermore, a large informal sector may create competition for 
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official firms and draw workers away from these, with negative repercussions for public finance. 

This view is reflected in declarations by international organizations stressing the urgency of 

formalizing economies (ILO-WTO 2009: 127). At a January 2011 panel event hosted by the 

Organization of American States (OAS), for example, participants discussed the „problem of the 

informal sector‟ and presented various „roadmaps to formalization‟ as proposed policy responses 

(OAS-GFI 2011). On the other hand, the rising popularity of microfinance initiatives and of 

micro-pension schemes for informal workers cast informality as a force for inclusive economic 

development in poor countries. Informal sector jobs can enhance the competitiveness and 

flexibility of production, allowing workers to find employment in the absence of government 

support (Misati 2010: 221). The debate is far from resolved and stands to be informed by further 

quantitative analysis (Schneider and Enste 2000: 107; OECD 2009: 6).  

This paper tackles the controversy at its crux. The opposing theoretical and policy 

attitudes toward the informal sector are not necessarily incompatible; rather, it is plausible that 

the informal sector plays a positive role in some countries and a negative one in others. The 

present analysis investigates how the effect of informal sector size on a country‟s level of 

economic dynamism (captured by domestic investment) varies with country income. More 

specifically, is the effect of informal sector size on domestic investment monotonic across 

different levels of GDP per capita, or is there some threshold at which the direction of this effect 

is reversed
1
? Intuition would suggest the presence of an inverted U-shape relationship along the 

lines of an „informal sector Kuznets curve‟. At very low country income levels, the informal 

sector should have a positive effect on the economic environment by encouraging alternative 

                                                           
1
 A function is monotonic if it is either consistently increasing and never decreasing, or consistently decreasing and 

never increasing. A nonlinear function can therefore be monotonic (consider an exponential function whose slope 

changes while always remaining positive). By contrast, a non-monotonic function is one where the first derivative 

changes sign, so that the underlying relationship changes not only in slope (non-linear) but also in direction (non-

monotonic). (Source: Thomas et. al. (2009): 263) 
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modes of production. Past a certain income threshold, however, the obligation to remain informal 

likely begins to limit firm productivity, and the impact of informal sector size on economic 

dynamism can be expected to diminish and become increasingly negative. Providing a more 

precise understanding of the informal sector‟s economic consequences is especially timely given 

its projected expansion in the wake of the global economic crisis (Jütting and Laiglesia 2009: 1).  

 

LITERATURE REVIEW 

 

The informal sector: curse or blessing? 

Competing theories of the determinants and consequences of informal employment have 

received varying credence over time. Early models in the 1950s and 60s depicted the informal 

sector as a traditional, backward, low-productivity phenomenon, associated with criminality and 

political instability, which countries would shed as they modernized (Potts 2008: 158). This 

negative perspective began to change in 1972 with a report of the International Labour 

Organization describing the characteristics of informality in Kenya. The ILO presented the 

informal sector as a solution to poverty and unemployment in developing countries, stressing its 

importance in catering to demands that the formal sector did not yet have the capacity to meet 

(Potts 2008: 55). The pendulum has since swung back, with numerous countries cracking down 

heavily on informal firms and more recent ILO publications calling for urgent measures to 

formalize all activity (ILO-WTO 2009: 127; ILO 2006: 57).  

Today, a-priori expectations among development economists and policy practitioners 

remain largely tilted against informality. Within the academic community, some authors claim 

that, “the fact that a large informal sector is associated with lower growth rates is widely 

accepted in the literature” (Drine and Nabi 2009: 488). A similar sentiment exists in the policy 
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arena; for example, the ILO‟s Regional Agenda of Development for Latin America proposes the 

following guidelines for labour market reform: 

 
Source: ILO (2006): 56 

As the informal sector continues to expand, however, certain experts and policymakers are 

considering whether informality could in fact be a lifeboat for poor economies. There is growing 

recognition that informal sector firms are a key form of production and organization in 

developing countries, which contribute greatly to income and employment opportunities (Misati 

2010: 222). In light of such diverging views, gaining a better understanding of informality 

requires taking a closer look at the underlying economic theory. The three dominant schools of 

thought in this field each emphasize very different determinants of informal employment, 

leading to starkly opposed predictions in terms of economic outcomes. 

 

 The dualist argument: informality as a drag on productivity 

On one side of the debate, the dualist school perceives informality to be a uniformly 

negative phenomenon. It assumes that at early stages of development, the formal sector alone 

cannot supply enough jobs for a growing labour force; informal jobs therefore arise to provide 

transitory employment for workers unable to find opportunities elsewhere (Misati 2010: 222). 

Dualists conceive of the informal and formal sectors as entirely disconnected labour markets, and 

predict that economic development should transform the informal sector or cause its absorption 
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into the formal economy (ILO-WTO 2009: 42). Thus, Quintin and Pratap (2006) propose a 

microeconomic model predicting that self-employment should fall and the average scale of 

operation rise as an economy develops (Quintin and Pratap 2006: 18). This school of thought 

does not expect the informal sector to contribute to economic growth, but rather emphasizes its 

disadvantages stemming from obsolete technology and insufficient human and physical capital.  

The dualist argument suggests three main channels through which the informal sector 

yields sub-optimal economic outcomes. Firstly, informal firms typically limit their size to avoid 

detection (Verick 2006: 2). Their resulting inability to achieve economies of scale can be a 

significant constraint on productivity; small firms may also be less productive than large 

enterprises due to variations in access to credit, use of training, intensity of innovation, and 

quality certification (Loayza 1997: 130; Pagés 2010: 207). Relatedly, the uncertainty associated 

with the informal context can prevent firms from making large-scale investments, as informal 

entrepreneurs do not have full property rights over their capital and output when contracts cannot 

be legally enforced (Gerxhani 1999: 14; Loayza, Oviedo and Servén 2005: 2). Because informal 

firms typically escape taxation, they may also undermine the ability of the government to 

provide public goods such as law and order, transparent public administration, and effective 

regulatory institutions to the rest of the economy (Kauffman, Johnson and Schleifer 1997: 160).  

 

The legalist and structuralist arguments: informality as an engine for growth 

On the other side of the debate, the structuralist and legalist schools both understand 

informal employment to be an optimal choice made by rational actors in light of prevailing 

economic and institutional conditions. Structuralists emphasize the existence of linkages between 

formal and informal economies, in a flexible production system where each sector has 
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comparative advantages based on different factor costs (Schneider 2008: 107). This 

complementary relationship allows the informal sector to satisfy unmet demand for urban 

services and small-scale manufacturing, with positive economic repercussions (Asea 1996: 164). 

For example, the informal sector can increase the competitiveness of formal firms by providing 

them with cheap labour via subcontracting (Bello 2002:5; Schneider 2008: 107). The legalist 

school differs somewhat from this interpretation in presenting informality as a response not to 

the cost structure of the production process, but to the presence of government-induced 

distortions (De Soto 1989). Following the pioneering work of Hernando De Soto in the 1990s, a 

vast group of theorists now ascribes to the view that in an overly controlled environment, 

workers voluntarily opt out from the formal labour market to escape the burden of government 

regulations, cumbersome bureaucracy, and high transaction costs (Loayza 1997; Johnson, 

Kauffman and Shleifer 1997; Enste and Schneider 2000; Klinglmair and Schneider 2004; Loayza, 

Oviedo and Servén 2005; Quintin and Pratap 2006). Given the state‟s incapacity to satisfy the 

basic needs of its people and to provide secure property rights, informality is seen as a channel 

through which micro-entrepreneurs can liberate their creative potential (Main 1989: 1).  

Structuralist and legalist approaches feed into a wider body of research that expects 

informality to improve economic outcomes in three ways. Firstly, the labour intensiveness of 

informal production makes it a source of plentiful employment opportunities, which is arguably 

well-suited to the production structure of labour-abundant poor countries (Potts 2008: 55). 

Indeed, 93% of new jobs created in Africa during the 1990s arose in the informal sector (Verick 

2006: 4). Secondly, informal markets have low barriers to entry and are characterized by a high 

concentration of sellers producing homogenous goods; the resulting competition is conducive to 

greater productivity and lower prices (CUTS 2009: 6). Perhaps most importantly, the informal 
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sector offers space for entrepreneurship and capital accumulation in the face of constraining 

government regulations, with minimal accompanying tax losses (Schneider and Buehn 2007: 35).  

 

Conflicting empirical findings 

The theoretical stalemate on whether the informal sector is a “curse or a blessing” for 

development has prompted scholars to investigate this question empirically (Schneider 2008: 89). 

Quantitative studies find evidence both of negative and positive relationships between 

informality and economic outcomes. Bello (2002) demonstrates that informal sector size is 

associated with higher poverty, and Loayza (1997) establishes a statistically significant negative 

correlation of -0.70 between informal sector size and real per capita GDP. On the other hand, 

Rogers and Swinnerton (2004) show that suppressing the informal sector can reduce employment 

and aggregate output, and Misati (2010) finds a statistically significant positive impact of 

informality on domestic investment in Sub-Saharan Africa. Empirical claims remain 

contradictory, with ambiguous prescriptions for policymakers. A recent OECD report captures 

this atmosphere of uncertainty by stating that, “it is unclear whether or not informal employment 

represents a drag on productivity or could, at least temporarily, be an engine of growth” (Jütting 

and Laiglesia 2009: 4). This is exactly the question that this paper proposes to address. 

 

CONCEPTUAL FRAMEWORK AND HYPOTHESIS 

 

Hypothesis 

This study asks what effect the size of a country‟s informal sector has on its economic 

dynamism, and whether the direction of this effect changes with country income – that is, 
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whether there is a „tipping point‟ at which the informal sector impact turns from a net gain into a 

net drag on the economy. The paper hypothesizes that at very low levels of income, informal 

sector size should have a positive effect on the dynamism of economic activity, but that as 

economies become richer, they reach a tipping point at which this effect diminishes and becomes 

increasingly negative (Figure 1). This non-monotonic effect would resemble the inverted U-

shape relationship between economic inequality and income famously described by the Kuznets 

curve, which has since been applied to other economic phenomena
2
. If a tipping point does exist 

in the informality-investment relationship at some income level, the current work may add to this 

literature by providing preliminary evidence of an „informal sector Kuznets curve‟.   

Figure 1: Conceptual framework – the “Informal Sector Kuznets Curve” 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

The notion of an inverted U-shape relationship between the economic effects of 

informality and country income level flows from several testable assumptions. The author 

                                                           
2
 For example, Grossman and Krueger (1995) have proposed an „Environmental Kuznets Curve‟ relating per capita 

income to an economy‟s level of environmental degradation. 
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expects to find that informal sector size increases economic dynamism in lowest-income 

countries, with less positive effects as income rises; that the optimal size of the informal sector is 

greater in low-income countries than in middle-income countries; and that there are diminishing 

returns to informality (so that even in a country where the economic effect of informality is 

positive, this marginal effect should diminish as the informal sector grows, until some optimal 

level of informality is reached for that country‟s income level). Although it may not be possible 

to explicitly demonstrate the presence of a tipping point, providing evidence of these three 

effects would lend substantial support to the „informal sector Kuznets curve‟ hypothesis. 

 

Theoretical justification 

This paper‟s hypothesis reconciles theoretical arguments made by the three dominant 

schools of thought in this field. The anticipation that informality should have positive economic 

effects at low country income levels is consistent with the structuralist view that the informal 

sector drives growth in very poor developing countries by providing sources of livelihood and 

economic opportunity unavailable in the formal sector. Legalist theory would also consider 

informality to be an optimal behaviour in low-income countries (in which labour regulations 

increase production costs by an average of twenty percent), but would predict a reversal of this 

effect: as the regulatory costs of formality decline with a country‟s level of income, informality 

should become a second-best option in the presence of improved institutions and economic 

opportunities (Loayza 1997: 132). Assuming that bureaucratic requirements, taxation systems 

and labour regulation grow to be more user-friendly as an economy develops, the idea of a non-

monotonic relationship therefore aligns closely with legalist arguments. Finally, the expectation 

of negative returns to informality in middle-income countries is consistent with the dualist notion 
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that in a modernized economy, small-scale informal firms operating outside legal contracts and 

clearly defined property rights can constrain economic initiative.  

Very few studies to date have explicitly investigated the possibility that the economic 

effects of informality may differ by country income level. The only previous foray in this 

direction appears to be the work of Klinglmair and Schneider (2004), which estimates the impact 

of informal sector size on GDP growth and tests for different effects in OECD, transition, and 

developing economies. The authors find that if the informal sector (as a percentage of GDP) 

increases by one percentage point, the annual GDP growth rate will decrease by approximately 5% 

in developing countries and increase by up to 10% in industrialized and transition economies 

(Klinglmair and Schneider 2004: 29). These findings run counter to a-priori expectations and 

leave many questions unanswered, reinforcing the need for further research. 

 

DATA REQUIREMENTS 

 

Dependent variables: domestic investment and poverty 

The choice of dependent variable requires identifying some macroeconomic measure to 

reflect the concept of „economic dynamism‟. Domestic investment is one such measure, which 

plausibly captures the health and energy of the broader economic environment. As a component 

of national income, domestic investment reflects the degree of trust in the domestic economy. It 

is also a key driver of production efficiency that contributes to physical capital accumulation 

(Drine and Nabi 2010: 487). Domestic investment is measured by gross fixed capital formation 

(GFCF), as defined by the World Bank‟s World Development Indicators. GFCF computes the 

total value of producers‟ acquisitions, less disposals, of fixed assets plus certain additions to the 

value of non-produced assets. This variable indicates how much of the new value added in the 
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economy is invested rather than consumed by businesses, governments and households. Using 

GFCF (as a percentage of GDP) as a dependent variable should therefore convey the effects of 

informal sector size on economic dynamism. As levels of domestic investment vary greatly in 

the sample, however, absolute changes in this variable are not readily comparable. The 

dependent variable will be expressed in logged form to reflect the effect of informality on 

proportionate rather than absolute changes in GFCF. All other dollar-denominated series, 

including per capita GDP, will also be logged for more meaningful coefficient interpretation. 

Once the effects of informality on economic dynamism have been identified, a short 

extension of the analysis will use poverty (poverty headcount ratio at $1.25 a day (PPP), as 

measured by the World Bank's World Development Indicators) as a dependent variable, with the 

intent of comparing the social and economic effects of informality. 

 

Main independent variable: informal sector size 

Measuring the incidence of informal employment is an inherently challenging task. 

Described by many as the “shadow economy”, the informal sector is difficult to observe directly, 

leading to very different approaches to its measurement. „Direct‟ methods such as household 

surveys or tax audits help to determine the extent of informality in the labour force but may not 

include individuals engaged in precarious informal employment or in very small-scale activities, 

who tend to under-report their work or and may even fall outside the survey frame (ILO-WTO 

2009). „Indirect‟ procedures exploit discrepancies between macroeconomic indicators (for 

example, the difference between national expenditure and income statistics) to approximate the 

„leakage‟ of economic activity into the informal sector. Changes in currency demand or in 

electricity consumption have also been used as indicators of informality (Johnson et al. 1997), 
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but this approach is problematic as not all informal sector activity requires cash transactions or 

uses electricity as a main energy source. A third method relies on econometric techniques to 

build „dynamic multiple-indicators multiple-causes‟ (DYMIMIC) models (Loayza 1996; 

Klinglmair and Schneider 2004; Schneider 2008; Schneider and Buehn 2009). These calculate 

informal sector size using predicted values from regressions whose independent variables 

include typical determinants of informality, but the resulting estimates are highly sensitive to 

changes in the specification of the underlying model
3

. Given this lack of consensus in 

measurement techniques, it is important to recognize that estimating the effects of informality on 

economic outcomes will inevitably be subject to some measurement error, regardless of what 

metric of informality is chosen as an independent variable.  

Taking these definitional constraints into account, this paper uses data on informal sector 

employment calculated by the International Labour Organization (ILO). Relying on an 

internationally recognized source is arguably the safest manner of obtaining credible estimates of 

informality in the absence of wider theoretical consensus. The ILO uses the international 

statistical definition of the informal sector adopted by the fifteenth International Conference of 

Labour Statisticians (ICLS) in 1993. This definition, now part of the revised System of National 

Accounts (SNA 1993), focuses on the traits of the production units in which economic activity 

occurs. Informal production units meet three criteria: non-registration of the enterprise, small 

size in terms of employment, and non-registration of employees (Hussmanns 2004: 3). Based on 

this definition, informal employment comprises “all persons who, during a given reference 

period, were employed in at least one informal sector enterprise, irrespective of their status in 

employment and whether it was their main or a secondary job” (ILO 1993).  

                                                           
3
 For a comprehensive review of these different measurement methods, see Schneider and Enste (2000). 
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The ILO‟s International Institute for Labour Studies (IILS) Informality Database (2009) 

provides data for the paper‟s main independent variable.  This database combines data from a 

multitude of direct sources - including household surveys such as the ILO‟s Key Indicators of the 

Labour Market (KILM) database, the Regional Database for Latin America and the Caribbean, 

the ILO‟s Information System and Labour Analysis (SIAL), and surveys conducted by African 

National Statistical Offices - to yield harmonized estimates of informality comparable for each 

country over time
4
. It is important to note that the IILS Informality Database measures 

informality rates in urban settings, omitting rural sector informality to allow for better cross-

country comparability (ILO-WTO 2009: 116). While this may limit somewhat the transferability 

of this study‟s findings to rural employment, focusing on the urban context is also likely to 

reduce the measurement error associated with the independent variable. 

Informal sector size will be introduced into the model in linear and quadratic forms. The 

quadratic term will allow the effect of informal sector growth on domestic investment to be 

influenced by the preexisting level of informality in the economy, to capture the possibility of 

diminishing returns to informality. Indeed, even if one embraces the premise that informality 

enhances entrepreneurship and creativity, it is unlikely that the informal sector has “unlimited 

abilities to elastically expand and absorb all new micro-enterprises”: past some informal sector 

size, the niche for new initiatives may become saturated, so that informal actors do not create 

new value added but only redistribute economic activity among themselves (Bateman 2007: 1). 

 

Other independent variables of interest: interaction terms 

Linear and quadratic interaction terms between informality and national income 

(ln(GDPpc)*informalityit and ln(GDPpc)*informality
2

it , where GDPpc is GDP per capita, PPP 

                                                           
4
 For a more detailed description of underlying data sources for the IILS dataset, see ILO-WTO (2009): 163-175. 
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as measured by the World Bank‟s World Development Indicators) will serve to explore whether 

the effect of informality on a country‟s economic dynamism changes direction at different levels 

of country income. If both the linear and the quadratic interactions are statistically significant, 

the effect of informality on domestic investment varies both with the level of GDP per capita and 

with informal sector size (with the squared interaction term allowing for any diminishing 

marginal returns associated with informal sector growth to have different effects at different 

income levels). The interaction terms thus capture the possibility that the informality-investment 

relationship changes in magnitude, and perhaps even in direction, past a certain income level
5
.  

 

Control variables:  

Variables explaining domestic investment (Exhibit 1) are drawn from basic 

macroeconomic relationships and from the work of Ouattara (2004), Sioum (2002) and Misati 

(2010) on private investment in African economies. Data for these variables is obtained from the 

World Bank‟s World Development Indicators dataset. Standard determinants of investment 

include the inflation rate and the real interest rate, which macroeconomic theory predicts will be 

positively and negatively related to domestic investment, respectively. Level of external debt is 

expected to have a negative coefficient, as external debt can be a significant disincentive to 

domestic investment if it contributes to raising domestic interest rates. Conversely, availability of 

credit to the private sector should have a positive relationship with domestic investment. The 

                                                           
5
 More specifically, if the initial specification is ln(GFCF)it = α + β1informalityit + β2ln(GDPpc)it + 

β3informality
2

it + β4ln(GDPpc)*informalityit + β5ln(GDPpc)*informality
2
it + γZit + δyeart + λcountryi + εit , with 

the marginal effect of informality on domestic investment (
      

            
) expressed as [ β1 + β4ln(GDPpc) + 

2β3informality + 2β5(ln(GDPpc)*informality)], then the tipping point hypothesis would predict β1 to be positive for 

low-income countries (reflecting positive economic effects of informality), β4 to be negative (reflecting diminishing 

returns to scale), and β3 to be positive (reflecting that higher income levels tend to be associated with a weaker 

positive relationship between informality and domestic investment).  
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effect of official development assistance and foreign direct investment is somewhat ambiguous, 

as both of these flows could either crowd out or facilitate domestic investment. Finally, per 

capita GDP should be positively associated with domestic investment. 

Some of the main determinants of informality are also important drivers of the dependent 

variable
6
, and their presence in the model could further increase its explanatory power. Indeed, 

several econometric models from the legalist school – including Schneider and Enste (2000), 

Loayza (1997) and Johnson, Kauffman and Shleifer (1997) – control for determinants of 

informal sector size when estimating the impact of informality on economic outcomes. The most 

commonly included variables of this kind are measures of labour market restrictions, quality of 

government institutions, and the tax burden. Testing the sensitivity of a basic specification to the 

inclusion of such controls should allow to better disentangle the economic effects of informal 

sector size from the influence of these other phenomena highly correlated with informality.  

In light of this discussion, controls considered for this study‟s sensitivity analysis 

(Exhibit 1) include the tax burden and government-imposed labour market regulations, both of 

which are likely to discourage domestic investment by increasing the associated costs; 

government spending, which has an ambiguous effect on investment (as government spending 

can either stimulate or crowd out private access to finance); and the quality of government 

institutions, specifically protection of property rights and control of corruption, which should 

incentivize domestic investment. These variables capture the principal driving forces behind 

informal employment, and observing their effect on the main variables of interest should provide 

insight on the channels through which informality affects investment. Data for these controls is 

obtained from the 2008 Economic Freedom of the World (EFW) database and from the World 

Bank‟s World Development Indicators.  

                                                           
6
 Appendix 2 provides a graphical representation of the relationships between the main variables in this analysis. 
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Dataset description  

This analysis merges data from the ILO‟s 2009 IILS Informality Database, the Fraser 

Institute‟s 2008 Economic Freedom of the World database and the World Bank‟s 2010 World 

Development Indicators to create a dataset containing 250 observations. The unit of analysis is 

the country-year. Rather than comparing the impact of informal sector size on domestic 
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investment between developing and OECD economies, the analysis is limited to a sample of 

African, Latin American and Asian countries. Specifically, the ILO‟s IILS Informality Database 

(2009) provides estimates of informal sector size as a percent of total urban employment for 31 

developing countries for the time period 1989 to 2006. This database includes 14 Latin American 

countries, 6 Asian countries, and 11 African countries, with somewhat fewer years covered in the 

latter two groups. According to the World Bank‟s (2011) classification
7
, these countries fall 

mainly into „lower middle income‟ and „upper middle income‟ categories, with „low-income‟ 

countries relatively under-represented. However, the variety of GDP per capita levels remaining 

in the merged dataset (ranging from $226 to $413070, with a standard deviation of $3247) is 

arguably sufficient for this sample to be representative of low and middle-income countries more 

generally. Appendix 1 provides a full list of the countries and years included in the IILS 

Informality Database, and of those remaining in the regression sample used for later analysis.  

 

DESCRIPTIVE STATISTICS 

 

An initial perusal of the data (Table 1) confirms that the means and standard deviations of 

all nominal variables fall within sensible ranges from a macroeconomic viewpoint (with a 

particularly large standard deviation for the Consumption Price Index indicating that certain 

countries in the sample experienced high inflation in several years). Table 1 also highlights the 

scarcity of available data points in certain control variables (mainly categorical variables from 

the 2008 Economic Freedom of the World database). Data are missing in a non-random manner, 

mostly because the Economic Freedom of the World indices are infrequently reported prior to  

                                                           
7
 The World Bank determines income categories according to per capita Gross National Income (GNI), using cut-

offs listed in Appendix 1.  
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2000; it is therefore worth keeping in mind that specifications including these controls will 

generate results more applicable to the decade of the 2000‟s than to earlier years of the dataset. 

Including these variables in the model will cause the loss of numerous observations, potentially 

making it more difficult to statistically distinguish the effects of interest. Yet this also means that 

any statistically significant effects that the analysis does identify should be particularly robust.  

Turning to the main explanatory variables, the mean size of the informal sector as a share 

of total employment is 55.53% in this sample, such that on average the informal sector 

outweighs its formal counterpart in the countries and years observed. The mean GDP per capita 

in this sample is $6,054. As can be expected, countries with an above-average per capita income 

level have a smaller informal sector than countries where per capita income is below the sample 

mean (Table 2). Likewise, countries with a larger-than-average informal sector have a lower 



19 
 

GDP per capita than those where informal sector size is below the sample mean (Table 3). 

Broadly speaking, informal sector size varies inversely with GDP per capita.  

 

The simple correlation coefficient between informal sector size and domestic investment 

reveals a moderate positive association for the full sample (r = 0.503). Splitting the sample by 

income level shows that the informality-investment relationship is stronger for economies with a 

per capita GDP below the sample mean (r = 0.466) than for economies with a per capita GDP 

above the sample mean (r = 0.178). Correlation coefficients do differ by country income, with 

weaker positive effects at higher GDP per capita levels. However, this preliminary analysis does 

not yet suggest any change in the direction of the informality-investment relationship. Testing 

the tipping point hypothesis calls for more sophisticated investigation. 
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METHODOLOGY 

 

The IILS Informality Database aggregates country-specific measures of informal sector 

size from a variety of direct sources. This raises a potential limitation: estimates are generated 

through the same method for each country over time, but variations in definitions of informality 

between countries prevent pooling the data or carrying out a simple cross-sectional analysis. The 

data are comparable over time for each country individually but not across countries. To 

overcome this problem, the present analysis follows ILO-WTO (2009) in assuming that 

definitions of informality vary across countries but are fixed within each country over time (ILO-

WTO 2009: 175). This implies that panel data can be used in making cross-country comparisons: 

a two-way fixed effects model drops time invariant omitted variables (such as country fixed 

effects, including country-specific measurement methods) from the model, so that the ILO‟s use 

of different measurement methods across countries should not bias results. 

The basic econometric specification is therefore a two-way fixed effects model to be 

estimated in OLS: Yit = α + βXit + γZit + δyeart + λcountryi + εit, where Yit represents domestic 

investment, α is a constant term, yeart  is a vector of year dummies, countryi  is a vector of country 

dummies, Xit are the main explanatory variables of interest (informal sector share, country 

income level, and interaction terms), Zit are controls, and εit is an error term.  

The first step of the analysis is to estimate this model with a basic set of control variables. 

Several specifications of this model will then be estimated to test the sensitivity of key 

independent variables to the inclusion of additional controls. This second set of controls includes 

variables whose place in the model is less straightforward to ascertain from theory, as they are 

important determinants of informality (such as the tax burden or labour market regulations). It 
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may be inappropriate to hold such factors fixed when estimating the effects of changes of 

informal sector size on economic outcomes, if informal sector size cannot in fact vary without a 

change occurring in these underlying variables. Based on the results of sensitivity testing, the 

final specification will retain only the most appropriate controls. The statistical significance and 

magnitude of the informality terms (including interactions) in the final specification should 

provide important information regarding the manner in which GDP per capita affects the 

informality-investment relationship.  

A mere interpretation of regression coefficients from the final specification cannot 

directly address the hypothesis of an inverted U-shape relationship, however. The second step 

will be to split the sample into countries with GDP per capita levels below and above the sample 

mean, respectively, and to estimate the leading specification separately for each of these 

subsamples. Splitting the sample by income level should help to identify a change in direction of 

the relationship, and may also serve to locate an optimal informal sector size for each group. 

The third and final part of this analysis will be to briefly investigate the social impacts of 

informality by replacing domestic investment with poverty as a dependent variable in a full-

sample regression.  

 

RESULTS OF MULTIVARIATE ANALYSIS 

 

Specification analysis (Table 4)  

The first column of Table 4 reports regression coefficients and standard errors for Eqn (1), 

which controls only for the standard determinants of domestic investment (drawing from the 

model of Misati (2010), who investigates the impact of informal sector size on domestic 
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investment in Sub-Saharan Africa). The main independent variables of interest Xit (informal 

sector share, country income level, and interaction terms) are not statistically significant and 

their estimated coefficients are of relatively small magnitude. Introducing a control for 

government regulation greatly increases both the statistical significance and magnitude of all 

informality terms (Eqn 2A). The same is true when controlling for rule of law (Eqn 2D) and for 

bribery (Eqn 2E). This suggests that informality exerts an effect on domestic investment 

independently of government regulation, rule of law or bribery, and that these three variables 

belong in the final specification (as excluding them from the model would bias the estimation of 

Xit downwards). On the other hand, the statistical significance and magnitude of the informality 

terms is either only marginally affected or somewhat reduced by controlling for the tax burden 

(Eqn 2B) and for government spending (Eqn 2C). This implies either that informality has little 

effect on domestic investment, or that its effect works mainly through the channel of government 

spending and taxation. If these variables are in fact mechanisms driving the informality-

investment relationship, they should not be held fixed in estimating it; they are therefore 

excluded from the model. The final specification is Eqn 3 (rightmost column, Table 4): 

Eqn (3)  ln(GFCF)it = αi + β1informalityit + β2ln(GDPpc)it + β3informality
2

it + 

β4ln(GDPpc)*informalityit + β5ln(GDPpc)*informality
2

it + γ1tdebtit + 

γ2domcredit + γ3odait + γ4fdiit + γ5cpiit + γ6rinterestit + γ7reghire it + 

γ8rolproprightit + γ9bribeit + δyeart + λcountryi + εit . 

 

Effect of Informal Sector Size on Domestic Investment (Table 4) 

The estimates presented in Table 4 highlight two general findings.  

(1) Higher levels of informality are associated with higher levels of domestic investment, 

and this effect has decreasing returns to scale (the coefficient on informality is positive and 

that on informality
2  

is negative);  
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(2) the positive effect of informality on domestic investment decreases as country income 

level rises, at a diminishing rate (the interaction term informality*ln(GDPpc) is negative, and 

that on informality
2
*ln(GDPpc) is positive, indicating that the effect of GDP per capita on the 

informality-investment relationship is negative with an increasing slope).  

While the magnitude and statistical significance of these effects are sensitive to 

specification changes, the direction of all informality terms is consistent across all seven 

specifications examined. The R-squared of Eqn (3) is quite high (the explanatory variables 

explain 60% of the variation in the dependent variable) and the explanatory variables are jointly 

significant at the 1% level. The fact that all independent variables of interest are individually 

statistically significant at the 1% level in the final specification is also encouraging, especially 

given the small size of the sample: the effects being identified in spite of such low statistical 

power are likely to be particularly robust. 

The statistical significance of the interaction terms indicates that the effect of informality 

on investment is a function of country income level: (
      

            
 ) = β1 + β4ln(GDPpc) + 

2β3informality + 2β5(ln(GDPpc)*informality). Evaluated at the mean informality level (55.33%) 

and the mean GDP per capita level ($6054) for the sample, this expression implies a relatively 

small effect - a one percentage-point increase in informal sector size (from 55.33% to 56.33%) is 

associated with a 0.0134 percentage-point increase in gross fixed capital formation. Yet as the 

marginal effect of informality on domestic investment effect varies with both informality and 

GDP per capita, this interpretation provides only a snapshot of the informality-investment 

relationship. A more detailed unpacking of the results is necessary to understand whether the 

partial effect changes direction for different income levels, and what these regression results 

imply for different countries.  
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Several observations deserve to be made about the estimated effects of the control 

variables in Eqn (3). External debt is statistically significant at the 10% level and has a negative 

impact on domestic investment, as anticipated. Foreign direct investment appears to be a 

complement to domestic investment rather than a substitute, as it has a positive coefficient and is 

the only control variable in the final specification which is statistically significant at the 1% level. 

Having an infrequent bribery rating (a high score on the variable bribe) has a positive effect on 

domestic investment, which is statistically significant at the 5% level. This indicates as expected 

that corruption is a disincentive to investment. Finally, it is interesting to note that interest rate 

and inflation are both statistically significant at the 1% level before the inclusion of additional 

controls, suggesting that the effect of macroeconomic variables on investment can be outweighed 

by other considerations, and in particular by the institutional environment.   

  

Effect of Informal Sector Size on Investment by Country Income Level (Table 5) 

To directly address the tipping point question, Table 5 shows results of the same 

specification (Eqn(3)) when the sample is split into „poor‟ and „rich‟ countries (countries with 

GDP per capita levels below and above the sample mean of $6054, respectively
8
). The results 

suggest a change in direction of the informality-investment relationship at a GDP per capita level 

close to the sample mean. For the „poor‟ country subsample, informality has a positive effect on 

domestic investment with diminishing returns to scale, as was the case for the full-sample 

regression. Strikingly, the direction of all explanatory variables of interest is reversed for the 

„rich‟ country subsample: higher levels of informality are associated with lower levels of 

domestic investment, and this effect becomes increasingly negative as informality increases  

                                                           
8
 This mean GDP per capita value for the sample is approximately equivalent to the level of income of the 

Ecuadorian economy in 2003 ($6016.96). 
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(informality has a negative coefficient while informality
2
 has a positive coefficient). Meanwhile, 

the direction of all control variables is consistent across both subsamples. This aligns closely 

with the hypothesis of an inverted U-shape relationship between informality and investment: the 

effect of informality on domestic investment changes direction at some per capita GDP 

level, with (diminishing) positive effects in the sample’s poorer countries and (increasing) 

negative effects in the sample’s richer countries. As intuition would suggest, informal sector 

size is a more important determinant of domestic investment in poorer countries than in richer 

ones: all informality terms are statistically significant at the 1% level for the „poor‟ subsample, 

whereas none of these have any statistical significance for the „rich‟ subsample. 

 

Unpacking the results: Marginal effects of informality  

Regression results in Tables 4 and 5 strongly suggest that the informality-investment 

relationship is non-monotonic: the partial effect of informality on investment changes not only in 

magnitude, but also in direction with increasing levels of GDP per capita. To better understand 

the implications of these findings for different economies, the regression sample is divided into 

income groups by quartile (so that the „lowest-income‟ group contains the poorest 25% of 

economies from the regression sample, the „highest-income‟ group contains the richest 25%, and 

economies falling between these thresholds are shared equally between the „low-income‟ and 

„middle-income‟ groups). Figure 2 presents the predicted informality-investment relationship for 

each group (as determined from the fitted values of Eqn3), plotted against informal sector size. 



28 
 

 

Three crucial points emerge from this graph, all of which support the „informal sector 

Kuznets curve‟ hypothesis: 

 Informality generally has a positive effect on economic dynamism, with diminishing 

returns to scale: with the exception of the highest-income economies in the regression 

sample, informality has an initially increasing and then decreasing impact on domestic 

investment (indicating diminishing and then negative returns to informality for a given 

income range).  

 

 The effect of informality on domestic investment changes direction with GDP per 

capita, with more positive effects at lower income levels: the quadratic relationship is 

most pronounced in lowest-income economies, is flatter in low-income and middle-

income economies, and is entirely negative for the sample‟s highest-income group. This 

suggests that the relationship between GDP per capita and the effect of informality on 

domestic investment may indeed be an inverted U-shape function. 

 

 Optimal informal sector size is inversely related to country income level (inflowest 

income* > inflow income* > infmiddle income* > infhighest income*): the turning point of each 

parabola in Figure 2 represents the „optimal‟ informal sector size for that income group 

(the level of informality at which the effect of informality on investment is maximized, 

and past which further informal sector growth brings negative returns). For the highest 

* 

* 

* 
* 
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income group where this parabola is inverted, the optimal informal sector size is the 

leftmost point of the function, for which the associated level of domestic investment is 

greatest. The optimal level of informality (marked with a * in Figure 2) moves backwards 

as country income increases. For the economies in this regression sample, optimal 

informal sector size for the lowest-income quartile occurs at roughly 70% of total urban 

employment, compared to roughly 40% in low and middle-income quartiles, a little 

above 30% in the sample‟s highest-income quartile
9
.  

 

An extension: Effect of Informal Sector Size on Poverty (Table 6) 

A final extension of the analysis uses poverty as a dependent variable. Table 6 presents 

results for several specifications, controlling for different determinants of informality as in the 

preceding analysis. The direction of the main independent variables is consistent across all 

specifications: informal sector size has a positive and diminishing effect on the poverty 

headcount, and the effect of income level on the informality-poverty relationship is negative with 

an increasing slope. This leads to an interesting conclusion: a larger informal sector is associated 

with greater domestic investment but also with a higher poverty headcount. Table 6 thus presents 

tentative evidence that informal sector size has a negative effect on social outcomes.  

This aligns with statements made by major institutional actors framing informality as a 

critical challenge to poverty reduction. For example, several ILO publications deplore the 

detrimental impact of informal employment on the living standards of informal workers, who 

suffer from „decent work deficits‟ such as the absence of social protection and job security (ILO  

2006: 57). However, the poverty regression in this paper is run on relatively few observations (n 

< 50) and the informality terms are statistically significant only in one of the specifications (Eqn 

5B), at the 10% level. The results should therefore not be over-interpreted in terms of their policy 

relevance. They nonetheless illustrate the importance of considering the effect of informality on 

other dimensions of development, with particular focus on its distributional effects.  

                                                           
9
 Appendix 4 presents an attempt to develop a more general expression of optimal informal sector size. 
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LIMITATIONS 

 

External validity  

Due to inconsistent data availability across countries, Latin American economies are 

over-represented relative to Asian and African economies in this dataset, and middle-income 

economies far outnumber low-income economies as classified by the World Bank (for a full list 

of countries and years included in the analysis, see Appendix 1). The conclusions derived from 

this analysis can nonetheless be extended beyond the 22 countries examined in the final 

specification to a wider range of economies, as the regression sample includes countries from a 

variety of regions, many of which are significantly richer than others. Furthermore, the use of 

panel data reduces the risk that results may be driven by country characteristics specific to this 

dataset, as country fixed effects eliminate potentially problematic time-invariant variables such 

as geography or ethnicity.  

A more worrisome feature of the dataset is that data are missing in a non-random way for 

certain variables. The Economic Freedom of the World indices are only available for 1990, 1995, 

and for every year after and including 2000. Consequently, specifications including these 

controls use mostly observations occurring in or after 2000. While the number of observations (n 

= 100 in Eqn(3)) remains high enough to establish statistically significant results, the 

relationships derived from such models may be picking up effects specific to the decade of the 

2000‟s. It is however unlikely that global macroeconomic trends between 2000 and 2006 would 

have differed sufficiently from those of the previous decade for this to markedly influence results. 

The inclusion of year dummies should also mitigate any resulting biases. It is nonetheless worth 
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noting that conclusions from the final specification are likely to have stronger external validity 

for recent years.  

 

Robustness 

Estimating various specifications in both the investment and poverty analyses shows that 

the sign of all informality terms is robust to the inclusion of different controls. While the 

magnitude and statistical significance of these variables vary with specification changes, the 

direction of the underlying relationship is unambiguous in both cases.   

Several statistically significant controls in the final investment specification (Eqn (3)) do 

not have the expected sign, however. Surprisingly, both availability of credit to the private sector 

and rule of law have a negative effect on domestic investment, statistically significant at the 5% 

level and at the 10% level, respectively (Table 4, rightmost column). The magnitude of the 

private credit coefficient is arguably sufficiently small that its counterintuitive direction does not 

threaten the validity of the main analysis
10

. On the other hand, the negative coefficient on rule of 

law (as measured by a protection of property rights index) is quantitatively large. This is 

puzzling given that property rights are widely seen to be a crucial precondition for incentivizing 

entrepreneurship within an economy. A tentative explanation of this finding – whereby 

oppressive enforcement mechanisms would greatly increase the regulatory cost of engaging in 

economic activity in low-income countries – is not entirely convincing. The fact that many 

controls are sensitive to specification changes should also somewhat temper the confidence with 

which the main results are interpreted.  

 

                                                           
10

 It could also be that the availability of private credit only stimulates domestic investment in the absence of 

crowding-out by government spending (as the private credit variable has a positive coefficient in specification 2C, 

which holds government spending fixed). 
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Endogeneity 

This analysis investigates to what extent changes in informal activity affect domestic 

investment, but it is possible that changes in domestic investment in turn affect the size of the 

informal sector (for example, investment in domestic businesses could cause enough informal 

firms to reach a size at which they transition into formality). In the presence of endogeneity, 

causal claims cannot be established and the statistical validity of the econometric analysis is 

weakened. Also, despite best efforts at selecting a credible data source for informality statistics, 

measurement error remains likely due to the very nature of informal sector activity. The potential 

bias associated with endogeneity and measurement error can be mitigated through a two-stage 

least squares (2SLS) instrumental variable estimation. The instrumental variable method isolates 

only that part of informality which has a causal link to domestic investment, ensuring that any 

effect of informality on domestic investment picked up by the model is truly caused by informal 

sector size, rather than by other factors.  

Instrumental variable estimation requires identifying a variable that is strongly related to 

informal sector size but whose effect on domestic investment works only through the channel of 

informality. The lagged term of the independent variable arguably fits this criterion: the 

correlation between informalityt and informalityt-1 is necessarily non-zero, and there is no causal 

channel through which domestic investment this period could affect informal sector size last 

period, eliminating the possibility of reverse causation. The instrumental variable estimation 

presented in Appendix 3 therefore uses lagged terms of the key dependent variables as 

instruments. All main independent variables of interest in the second stage are statistically 

significant at either the 5% or the 10% level and have the same direction and order of magnitude 

as in the full-sample OLS specifications (Table 8, Appendix 3). However, as none of the four 
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instruments is statistically significant in any of the first stage regressions, the instrumental 

variable estimation cannot serve to verify that the main findings are unaffected by endogeneity 

and measurement error bias (Table 7, Appendix 3). Further research could focus on finding a 

more appropriate instrumental variable for informal sector size, with stronger first-stage 

significance and a more robust exclusion restriction. 

 

POLICY IMPLICATIONS AND CONCLUSIONS 

 

This paper finds evidence of a statistically significant positive relationship between 

informality and domestic investment in low and middle-income countries, with diminishing 

returns to scale. The effect of informality on economic dynamism actually changes direction with 

country income level, seeming to describe an inverted U-shape function: informality has a 

positive and statistically significant effect on domestic investment in poorer economies, and this 

effect weakens and becomes negative and insignificant as an economy crosses a certain income 

threshold. Moreover, optimal informal sector size appears to be inversely related to an 

economy‟s per capita income level, as the positive effects of informality on domestic investment 

are maximized at a higher level of informality for the sample‟s poorer economies. These results 

strongly suggest the existence of a non-monotonic relationship between the economic impacts of 

informality and country income level, along the lines of an „informal sector Kuznets curve‟. 

By providing detailed quantitative insight on the economic impacts of informality, this 

paper responds to the oft-cited need for better estimates linking informal sector size to economic 

outcomes (Jütting and Laiglesia 2009: 6). It also makes a timely contribution to current analysis 

of the informal sector by casting doubt on commonly-held paradigms. At a panel event hosted by 
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the Organization of American States in January 2011, for example, representatives of 

international organizations, think tanks, and development practitioners all repeatedly referred to 

the “problem of the informal sector”, implicitly assuming informality to be a uniformly negative 

force in developing countries (OAS-GFI 2011). The results in this paper suggest that this basic 

premise needs to be redefined. In particular, broad claims that “a rise in the level of informal 

employment would not be good news for developing countries” (OECD 2009: 5) are unfounded - 

the findings indicate that a rise in informality would be bad news for some developing countries, 

but good news for many others. 

Policymakers have too long attempted to resolve the problems of urban poverty with a 

blanket approach to informality, focusing on elimination of the informal sector without regard 

for its potential contributions at certain stages of economic growth. Their counterintuitive 

approach exacerbates the vulnerability and marginalization of informal workers, as legal and 

regulatory frameworks are designed without the informal sector in the picture. This study calls 

for a more nuanced understanding of informality. Firstly, wholesale formalization appears to be a 

misguided objective: all economies examined in this analysis have some optimal, non-zero level 

of informality, which is a function of their income level. Secondly, stimulating the informal 

sector stands to increase economic dynamism in lower-income developing countries, where 

informality provides a second-best solution for economic activity in the short run. Thirdly, the 

positive effect of informality on domestic investment has diminishing returns to scale and 

declines as national income increases. This suggests that the transition to formality is a desirable 

long-run objective for developing countries, as the informal sector is probably “not an acceptable 

foundation for sound and sustainable development” over time (OECD 2009: 5).  
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Encouragingly, some developing-country policymakers are beginning to realize that it is 

neither possible nor desirable to eliminate a phenomenon that accounts for 60% to 90% of total 

employment. Policy efforts in low-income countries should instead focus on improving 

livelihoods and productive capacity in both formal and informal sectors, so as to fuel the 

economy‟s informal growth engine in the short run while simultaneously laying the groundwork 

for a long-run increase in formality. The Global Fairness Initiative‟s approach to informality 

provides a concrete example of this two-track vision: its programs provide the informal sector 

with better access to credit and with optional insurance regimes on the one hand, while 

simultaneously reducing administrative and institutional barriers to formalization on the other 

(GFI 2009 : 11-14). Even once an economy passes its „tipping point‟ and begins to formalize 

activities, therefore, the objective should not be the transition to a fully formal economy, but the 

attainment of a hybrid model in which formal and informal structures overlap to maximize 

economic outcomes.  
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APPENDIX 

 

Appendix 1: Country and year coverage in IILS Informality Database and regression sample 
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Appendix 2: Main relationships between dependent, independent and control variables 

Figure 3: Informality, domestic investment and controls 

 

Appendix 3: Details of instrumental variable estimation  

The models reported in Table 7 test the validity of four different instrumental variables 

(informalityt-1, informalityt-1
2
, ln(GDPpc)*informalityt-1 and ln(GDPpc)*informalityt-1

2 
) in first-

stage equations, regressing the non-lagged versions of these variables on the instrument and all 

basic controls from the OLS specification. Unfortunately, the 2SLS approach cannot 

satisfactorily resolve endogeneity and measurement error problems, as the proposed instruments 

are not statistically significant in the first stage. For completeness, Table 8 reports second-stage 

results using these instruments as explanatory variables, with domestic investment as a 

dependent variable.  
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Appendix 4: Optimal level of informality 

From a policy perspective, it would be informative to formally derive a general 

expression for informality*, the level of informality at which the impact of informal sector size 

on domestic investment is maximized such that (
      

            
) = 0.  Such an expression could be 

used to derive different optimal levels of informality for countries at different income levels. 

Assume that the optimal level of informality for any economy will be a function of its 

income level: informality* = f (GDP). Figure 4 graphs the relationship between informality* and 

GDP per capita, using informality and GDP per capita levels from the full sample. The tipping 

point hypothesis is supported to the extent that there is clearly a nonlinear relationship between 

optimal informal sector size and GDP per capita, with a break at a certain GDP per capita level 

(nearing $5000). However, the complexity of the underlying functional form makes this 

relationship difficult to interpret. Focusing on low-income countries, for which the informality-

investment relationship is statistically significant, Figure 4 suggests that the optimal level of 

informality is increasing for poor countries at an increasing rate with GDP per capita, until an 

asymptote is reached at a certain income level. At a GDP per capita level close to the sample 

mean, optimal informal sector size drops dramatically and the informality-investment 

relationship is no longer statistically significant. In slight contradiction to the notion of an 

„informal sector Kuznets curve‟, moderately low-income countries would appear to have more to 

gain from informal sector growth than extremely low-income countries, but only until a point. It 

is unclear whether the two asymptotes in the relationship between GDP per capita and optimal 

informal sector size are a reflection of some underlying economic relationship, or just an artifact 

of the functional form chosen for this regression.  
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There is also clear evidence of a structural break at a similar income level for the 

relationship between informal sector size and GDP per capita (with a positive relationship at 

low-income levels and a negative relationship at high-income levels – Fig5), and for the 

relationship between domestic investment and informal sector size (also with a positive 

relationship at low-income levels and a negative relationship at high-income levels – Fig6). Why 

exactly these structural breaks all occur at a GDP per capita level of approximately $5000 may 

be a fruitful avenue for future investigation. 
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