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Abstract 
This paper uses data from 23 Sub-Saharan countries to analyze the relation-
ship between governance, corruption, and the size of the informal economy. 
The results show that corruption, the quality of governance, the quality of in-
stitutional settings, and the unemployment rates are major determinants of 
the size of the informal economy. More specifically, it is found that a high lev-
el of corruption and poor institutional settings favor an increase of the infor-
mal economy. The unemployment rate is negatively related to the size of the 
informal economy, and greater fiscal freedom and business freedom are asso-
ciated with a larger informal economy, while monetary freedom reduces the 
size of the informal sector. 
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1. Introduction 

Since the concept of the informal sector was first used during the 1970s, it has 
been admitted that the so-called informal activities in developing countries con-
stitute a major source of employment for those rural immigrants and urban 
dwellers who were seeking employment in the formal sector and were unable to 
find any. The relative importance of the informal sector for employment varies 
by country, varying from 20% to 60% of urban employment1. 

The informal sector refers to all activities producing goods or services that are 
unregulated and hardly fit into any of the conventional economic categories. Ac-
tivities viewed as part of the informal sector range from fringe and survival 

 

 

1The informal sector has also been called the informal economy, unofficial economy, underground 
economy, parallel economy, or hidden economy. These terms will be used interchangeably in the 
rest of the paper. 
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strategies (e.g., street vending, letter writing, and shoe shining) to more orga-
nized operating units (e.g., small artisans, mechanics, and carpenters). At the 
90th Session of the International Labour Conference in 2002, the ILO launched 
the concept of “informal economy” that attempts to incorporate in the definition 
other forms of informal employment that were not considered in the notion of 
the “informal sector”. The term informal economy not only includes activities of 
the “informal sector” (casual and survival-type activities), but also accounts for 
new types of informal activities that have been emerging in industrialized, tran-
sition and developing economies and being operated beyond the law. They in-
clude home working and workers in sweatshops and self-employed in micro- 
enterprises.  

The informal economy is a specific sphere of economic activity that has 
emerged in developing countries and represents a significant part of the econo-
mies of these countries. Indeed, the importance of the informal economy has 
been largely demonstrated, especially for developing and emerging countries 
where rule of law and institutions fail to ensure the efficient functioning of the 
market [1]. For [2], the informal economy includes both the production activi-
ties of unofficially registered firms and the undeclared products of formally reg-
istered firms, which reflects the rather broad scope of this concept of an under-
ground economy. This type of economy is supposed to operate in a clandestine 
manner, but in developing countries it is carried out under the gaze of the au-
thorities who even seek ways and means to develop it. 

Although the informal sector has long been perceived as a phenomenon with 
adverse effects, nowadays, it is widely accepted that this sector is an important 
component of the economy, both in terms of employment and wealth creation. 
The tendency now is to promote and expand it wherever possible. Policymakers 
and development agencies tend to give a central role to the informal sector in 
development strategies, realizing that any development program that does not 
properly consider the informal sector will likely fail to promote economic 
progress. 

Several factors have been identified in the literature as causes of the emer-
gence of the informal economy. These include the tax burden, the unemploy-
ment rate and labor regulations, and the quality of institutions. Among the 
driving factors of the informal economy, corruption and the quality of gover-
nance have been the subjects of abundant analyses [3]-[10]. The relationship 
between corruption and the informal economy is theoretically ambiguous. While 
[3] and [5] suggested a positive relationship between corruption and the under-
ground economy, [8] found that corruption is negatively related to the informal 
economy. Although acknowledging that the relationship between the quality of 
institutions and corruption is ambiguous, [9] stated that the shadow economy 
and corruption are substitutes. More specifically, [10] argued that the sense of 
the relationship between the two variables depends not only on the type of index 
of corruption used but also on the level of development. 

Considering these discussions and the ambiguities raised, it remains impor-
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tant to analyze the behavior of the informal economy in Sub-Saharan Africa 
(SSA), especially as it relates to corruption and the quality of the institutional 
setting and its determinants in this space. There has been very little analysis of 
the relationship between corruption, the quality of governance, and the informal 
sector in SSA. Yet, this type of analysis is important for countries with a high 
level of corruption and governance failures and where the informal sector mat-
ters. Such analysis not only furthers our understanding of the informal economy 
but is also of policy relevance. Knowing the factors that drive agents to operate 
their businesses beyond state regulation can help to formulate policies to rec-
ommend. This study fills this gap. Its objective is to find the determinants of the 
informal economy in SSA. Data for 23 SSA countries over the period from 2000 
to 2010 are used to empirically analyze the relationship between corruption and 
the size of the shadow economy. 

This paper is organized as follows. Section 2 provides some insight on the re-
lationship between governance, corruption, and the informal economy that has 
been prevailing in the literature. Section 3 outlines the methodology used in the 
study. Subsequently, Section 4 presents the empirical results of the research, and 
the last section concludes the study. 

2. The Nexus between Institutions, Corruption and the  
Informal Economy: Complementarity or Substitutability? 

The relationship between corruption and the institutional arrangements of 
countries seems to be well documented and obvious. Indeed, [11] found that 
corruption, which is generally defined as the abuse of public power for private 
gain, reflects a deficiency in political and administrative systems and its persis-
tence is linked to the failure of the judicial system and rules of law. Thus, the ex-
istence of corruption implies a weakness of governance in general. In this sense, 
one can agree with [12] that corruption reflects the lack of effectiveness of go-
vernance and even alters this effectiveness. Regarding the links between corrup-
tion and the informal economy, the literature reveals two types of relationships 
between these two entities. Corruption and the informal economy are either 
complements or substitutes [11].  

Several authors, including [3] [6] [10] [11] and [5], highlighted the idea that 
corruption and the informal economy are complementary (i.e., there is a positive 
relationship between them). These authors are part of a more global approach 
that considers the burden of institutions and the cost of complying with all 
mandatory regulations to be so important that it forces the entrepreneurs who 
cannot afford it to seek refuge in the informal sector. Regarding this, [3] consi-
dered that corruption can be viewed as an additional tax that increases the bur-
den of regulation and drives entrepreneurs to operate in the informal economy. 
Using a tax collection model that puts together a taxpayer and potentially cor-
ruptible tax inspector, [6] emphasized the effect of regulation on corruption and 
showed a positive correlation between regulatory intensity (measured by the 
regulation of entry), corruption, and the size of the unofficial economy. Davis 
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and Henerikson [13] found similar results. They performed an ordinary least 
squares (OLS) regression to estimate the effect of taxes on work activity, industry 
mix, and the size of the shadow economy; and they found that high tax rates lead 
to an increased underground economy. The results of the research done by [8] 
indicated that a high level of taxation, labor market regulation, corruption, and 
lack of good governance are the major determinants of the informal economy. 

More recently, [11] used a structural equation model with two latent variables 
to examine the relationship between corruption and the shadow economy for a 
sample of 51 countries over the period from 2000 to 2005 and found a positive 
relationship. Using data for 69 countries to investigate factors that drive entre-
preneurs in the unofficial economy, [5] found a positive relationship between 
corruption and the informal economy. They pointed out that the tax rate per se 
does not determine the decision to enter the informal economy. Rather, the 
burden of bureaucracy, corruption, and legal environment better explain the 
level of the unofficial economy. 

Dreher and Schneider [10] used an OLS procedure to analyze the causal direc-
tion between corruption and the shadow economy for 98 developed and devel-
oping countries, with conflicting results. As a measure of corruption, they em-
ployed an index of corruption derived from a structural model and percep-
tions-based indices alternatively. They find that the results depend on the type of 
index used and on the level of development. Finally, while perception-based in-
dices yield no robust relationship, structural model-based indices indicate that 
corruption and the informal economy are complementary for developing coun-
tries but not in developed countries. 

Even though these recent studies establish complementarity between corrup-
tion and the informal economy, they implicitly show that the idea of a negative 
relationship can be conceived. Indeed, if the firm’s fixed costs determine its abil-
ity to pay, only the high-return and high-profit firms will remain on the formal 
market. As these companies become fewer and fewer, they can force public ser-
vants to demand less bribes or lower their claims so as not to further deter an 
entrepreneur’s willingness to remain in the formal sector. This would reduce 
corruption. It is this approach that [7] proposed to analyze the role of the infor-
mal economy in a context of corruption. According to their analysis, the exis-
tence of the informal economy mitigates corruption capacities of civil servants 
and thus is an enhancement of the official sector. Dreher et al. [9] demonstrated 
similar results by performing three-stage least squares (3SLS) regressions with 
data from 78 to 135 countries. They found that corruption and shadow markets 
are substitutes. 

Several studies highlighted the role of the quality of institutional settings and 
regulation in explaining the informal economy. For example, [8] found that in-
stitutional quality (captured by rule of law, corruption, and business regulation) 
affects the informal economy. Dreher and Schneider [10] found that institution-
al quality is one of the major determinants of the size of the shadow economy. 
They stated that better institutional quality increases the benefits that entrepre-
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neurs operating in the formal sector derive from their activities. This in turn in-
creases the incentive to remain in the formal economy. Moreover, good institu-
tions lead to a lower level of corruption and a reduction in the size of the infor-
mal economy. This finding was also the conclusion reached by [9]. Their study 
found that institutional quality has a negative and significant effect on corrup-
tion and the shadow economy. Torgler and Schneider [14], after controlling for 
a variety of potential factors, found that higher institutional quality leads to a 
smaller size of the informal economy. Enste [15] built a regulatory index to ana-
lyze the relationship between regulations and the size of the shadow economy in 
25 Organisation for Economic Co-operation and Development (OECD) coun-
tries. He found that the labor market, product regulation, general regulation, 
and poor quality of institutions and administration lead to a rise of the unofficial 
economy. 

3. Methodology  

As stated above, the objective of this study is to find the determinants of the in-
formal economy in SSA. For this purpose, the basic specification on which we 
start is the one adopted by Dreher et al. (2008) [9] which expresses the under-
ground economy in terms of institutional and control variables2. This model is 
expressed as follows: 

31 2Shadow = + + +i i i iβ β g β Z ε                     (1) 

where gi stands for a vector of institutional variables for country i and Zi stands 
for a vector of control variables. This equation will be used to specify our empir-
ical model. Data from 23 Sub-Saharan African countries over the period from 
1999 to -2007 will be used to conduct the empirical investigation. 

3.1. Variable Specification and Data Sources 

Besides corruption and the size of the informal economy, variables used in this 
study for estimations are mostly variables related to governance and institutional 
quality as well as socio-economic variables that can influence corruption and the 
informal economy. The size of the informal economy, the endogenous variable 
of the model, is not generally recorded in official statistics for a long period. 
Most often, authors estimate it. For this study, data computed by [16] are used. 
Corruption is measured through the corruption index provided by the Interna-
tional Country Risk Guide (ICRG, 2012) [17]. This index displays corruption 
scores ranging from 0 to 6, where 0 designates a very high level of corruption 
and 6 a level of zero corruption. The other variables are related to economic and 
political governance and unemployment. Detailed definitions of the variables are 
provided in Table A1 in the appendix. 

Economic governance is measured here by a composite index derived from 10 
indicators of economic freedom (Overall Score, Property Rights, Freedom from 

 

 

2This specification is the most commonly used in empirical tests for estimating the determinants of 
the informal economy. 
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Corruption, Fiscal Freedom, Government Spending, Business Freedom, Mone-
tary Freedom, Trade Freedom, Investment Freedom, Financial Freedom). These 
indicators come from the Heritage Foundation database, 2016 [18]. To calculate 
this composite indicator, we carried out a principal component analysis, which 
provided the main components of which the best explanation for the total va-
riance of the sample was used for the construction of our indicator3. Sociopoliti-
cal stability (or quality of political governance) is introduced to reflect the influ-
ence of political and social factors on the informal economy. This variable is also 
a synthetic index composed of 11 indicators of governance and sociopolitical 
stability provided by the ICRG (2012) [17]4. These indicators include Govern-
ment Stability, Socioeconomic Conditions, Investment Profile, Internal Conflict, 
External Conflict, Military in Politics, Religion in Politics, Law and Order, Eth-
nic Tensions, Democratic Accountability, Bureaucracy Quality. The unemploy-
ment rate refers to the number of unemployed persons as a percentage of the to-
tal workforce. It is provided by labor statistics of the International Labor Office 
[19]. This variable has been widely identified as influencing the informal econ-
omy. The underlying argument is that a higher unemployment rate is associated 
with a larger informal economy. 

Income and good governance indicators are also considered important factors 
that explain the size of the informal economy. In this study, national income is 
estimated by gross domestic product (GDP) per capita. The data are extracted 
from the world development indicators (WDI, 2015) [20]. Regarding the indi-
cators of good governance, the six indicators identified by the World Bank as re-
flecting the state of governance in the country are used: voice and accountability 
(VA), political instability and violence (PIV), government effectiveness (GE), 
rule of law (ROL), control of corruption (COC), and regulatory quality (RQ). 
Thus, data on these variables come from worldwide governance indicators 
(WGI, 2015) [21]. Considering all these variables, our empirical model is the 
following: 

1it it it it

it it it it

it it it it it

β β β β
β β β β
β β β β ε

0 2 3

4 5 6 7

8 9 10 11

size = + corruption + governance + economic_freedom
+ unemployment + GDP_percapita + VA + PIV
+ GE + ROL + COC + RQ +

    (2) 

3.2. Estimation Technique 

An OLS procedure is adopted to conduct econometric analyses. Most of our ex-
planatory variables are related to the state of governance and are calculated ac-

 

 

3The variable economic freedom is expressed as a linear combination of the relative contribution of 
each of the 10 indicators to the formation of the main component: Economic freedom = 0.097* 
overall score − 0.138*property rights − 0.289*freedom from corruption + 0.571*fiscal freedom + 
0.062*government spending − 0.368*business freedom + 0.099*monetary freedom + 0.532*trade 
freedom + 0.175*investment freedom − 0.019*financial freedom. 
4The principal component analysis is applied and yields the following expression: Governance = 
0.752*Government Stability + 0.530*Socioeconomic Conditions − 0.024*Investment Profile − 0.019* 
Internal Conflict − 0.103*External Conflict − 0.429*Military in Politics + 0.382*Religion in Politics + 
0.011*Law and Order − 0.207*Ethnic Tensions − 0.539*Democratic Accountability − 0.213*Bu- 
reaucracy Quality. 
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cording to the sociopolitical environment; thus, we can cast doubt on the ab-
sence of multicollinearity between these variables. 

In this respect, it makes sense to retain for the analysis only one of the expla-
natory variables among those that are correlated with each other and which most 
often translate the same reality [22]. However, this procedure would require 
several tests, such as multicollinearity tests, to detect the correlated variables and 
make a subjective choice between one or the other variable. Thus, to remedy 
these concerns while realizing our objective of detecting the determinants of the 
informal economy in SSA, we estimate our empirical model using the stepwise 
regression method5. Indeed, in its conception, this method estimates several 
models by introducing the variables one by one to retain in the end the model 
containing the most significant explanatory variables and the least correlated 
ones. In this sense, this estimation technique seems appropriate for determining 
the variables that most influence the informal economy in SSA and the direction 
of these influences. This procedure has been applied using data for the 23 SSA 
countries displayed in Table 1. 

4. Empirical Results 

The estimation using the stepwise regression procedure leads us to estimate four 
different models to perceive the influences of isolated variables on the informal 
economy. First, the regression of our basic model (Column 2 of Table 2) shows 
that the coefficient assigned to the corruption index has a negative and signifi-
cant sign, which means that an increase in this index leads to a decrease of the 
informal economy. As the increase in this index is associated with a relative de-
crease in the level of corruption in the country, this negative coefficient implies 
that the decline in the level of corruption is associated with a decrease in the 
contribution of the informal sector to the formation of GDP. Thus, the assump-
tion that greater corruption leads to a larger share of the informal economy in 
GDP is verified. It appears that in SSA, corruption is a factor favoring the expan-
sion of the informal sector. This result is in accordance with those of [5] [9] and  
 
Table 1. List of countries in the sample. 

1—Bissau Guinea 9—Guinea 17—Nigeria 

2—Botswana 10—Kenya 18—Senegal 

3—Burkina Faso 11—Madagascar 19—South Africa 

4—Cameroun 12—Malawi 20—The Gambia 

5—Congo Republic 13—Mali 21—Togo 

6—Côte d’Ivoire 14—Mozambique 22—Zambia 

7—Gabon 15—Namibia 23—Zimbabwe 

8—Ghana 16—Niger  

 

 

5To perform the stepwise regression EViews was used. 
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Table 2. Results of the estimations. 

 Basic Model 

Model 2:  
Economic  
Freedom  
Indicators 

Model 3:  
Sociopolitical 
Stability  
Indicators 

Model 4:  
No Composite 
Indicators 

Corruption 
−1.175500** 
(0.0209) 

−0.779521 
(0.1489) 

−0.775504* 
(0.0549) 

−1.110536** 
(0.0125) 

Governance 
−0.635739*** 
(0.0036) 

   

Economic freedom 
−0.062631 
(0.1302) 

   

Unemployment 
−0.412023*** 
(0.0031) 

−0.562410*** 
(0.0001) 

−0.562549*** 
(0.0000) 

−0.573386*** 
(0.0000) 

GDP per capita 
0.000702*** 
(0.0005) 

0.000865*** 
(0.0000) 

0.000798*** 
(0.0000) 

0.000767*** 
(0.0000) 

Voice and  
accountability 

  
0.096496* 
(0.0717) 

0.041436 
(0.4438) 

Political stability  
and violence 

−0.086278** 
(0.0149) 

−0.113066*** 
(0.0007) 

 
−0.026501 
(0.4455) 

Government  
effectiveness 

−0.026595 
(0.5839) 

−0.225570*** 
(0.0000) 

−0.038733 
(0.4372) 

 

Rule of law) 
0.272706*** 
(0.0000) 

0.255118*** 
(0.0000) 

0.123954*** 
(0.0037) 

0.144857*** 
(0.0076) 

Control of  
corruption 

 
−0.052219 
(0.2918) 

−0.040289 
(0.3739) 

−0.037577 
(0.3754) 

Regulatory quality 
−0.391040*** 
(0.0000) 

  
−0.117210** 
(0.0325) 

Overall score  
−0.549061** 
(0.0180) 

 
−0.329049** 
(0.0227) 

Property rights  
0.070449 
(0.1539) 

 
0.089381** 
(0.0299) 

Freedom from  
corruption 

   
0.107570*** 
(0.0079) 

Fiscal freedom  
0.106416** 
(0.0419) 

 
0.109747*** 
(0.0059) 

Government  
spending 

 
−0.050012 
(0.2569) 

  

Business freedom  
0.116745** 
(0.0372) 

 
0.077769* 
(0.0900) 

Monetary freedom  
−0.192445*** 
(0.0000) 

  

Trade freedom    
0.024271 
(0.4569) 
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Continued  

Investment freedom  
0.072822 
(0.1068) 

 
0.099872*** 
(0.0080) 

Financial freedom  
0.073181 
(0.1503) 

  

Government  
stability 

  
0.376301 
(0.2126) 

0.325123 
(0.2685) 

Socio-economic  
conditions 

  
−1.695799*** 
(0.0000) 

−1.443906*** 
(0.0007) 

Investment profile   
−2.599799*** 
(0.0000) 

−2.100186*** 
(0.0000) 

Internal conflict   
−1.133595*** 
(0.0001) 

−0.814511** 
(0.0460) 

External conflict   
0.616557** 
(0.0420) 

0.521186* 
(0.0879) 

Military in politics   
−0.958477*** 
(0.0022) 

−1.140314*** 
(0.0009) 

Religion in politics   
−0.807621*** 
(0.0075) 

−0.864875*** 
(0.0079) 

Law and order   
0.955669* 
(0.0589) 

0.671216 
(0.2131) 

Ethnic tensions   
2.875480*** 
(0.0000) 

2.785292*** 
(0.0000) 

Democratic  
accountability 

  
−0.467545 
(0.2788) 

−0.424467 
(0.3183) 

Bureaucracy quality   
0.777981 
(0.1876) 

−0.512620 
(0.4243) 

Constant 
61.03708*** 
(0.0000) 

74.49107*** 
(0.0000) 

61.25609*** 
(0.0000) 

58.08776*** 
(0.0000) 

R-squared 0.493375 0.581924 0.743636 0.780112 

Adjusted R-squared 0.470229 0.549091 0.719091 0.748351 

F-statistic 21.31639 17.72365 30.29628 24.56150 

Prob. (F-statistic) 0.000000 0.000000 0.000000 0.000000 

Note: p-value in parentheses. 

 
[11]. Moreover, this analysis is even more justified because the coefficient of go-
vernance is negative and significant, which explains why a better quality of po-
litical governance reduces the size of the informal economy. Thus, in agreement 
with the explanation given by [23], the low level of development of the SSA 
countries goes hand in hand with poor institutional quality, which, through fis-
cal incivism and corruption, increases the size of the informal economy. 
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However, the influence of income levels on the size of the shadow economy is 
to be nuanced because the per capita income introduced in our basic model has 
a positive sign. This means that, in SSA, higher levels of income are associated 
with a greater contribution from the informal sector. This paradox is explained 
by the participation of the informal sector in the formation of national income. 
In developing countries, such as those of SSA, informal entrepreneurs do not 
evolve totally in the shadows because there are systems of taxation in the infor-
mal sector. In several African countries, informal enterprises pay direct and in-
direct taxes. Indeed, some countries, such as Burkina Faso and Niger, have set 
up a specific taxation system for the informal sector to bring informal enterpris-
es to pay taxes. They also pay indirect taxes through the purchase of inputs that 
mostly come from the formal sector [24]. Thus, the informal economy contri-
butes to the formation of the national income, and the larger it is, the greater its 
contribution. In addition, there is evidence that the informal economy also con-
tributes to the reduction of the state’s social burden by generating income for the 
workers of the informal economy. In this regard, it is recognized there is a posi-
tive relationship between per capita income and the size of the informal sector. 

Regarding the relationship between the unemployment rate and the size of the 
informal economy, we find that the coefficient of the unemployment rate is neg-
ative and significant. This means that a fall in unemployment rates in SSA is as-
sociated with an increase in the size of the informal sector. This negative rela-
tionship reflects the fact that, in SSA countries where social conditions are not 
very good, the supply of informal goods and services comes mainly from skilled 
or unskilled labor that did not find employment in the formal economy. Thus, 
informal activities, while generating income, also decrease the proportion of the 
unemployed in the country. 

As for the other variables, the estimation of our basic model shows that, in 
addition to the corruption index, the quality of political governance, per capita 
income, and the unemployment rate, indicators of good governance, such as po-
litical stability, the rule of law, and the quality of regulation, have significant ef-
fects on the size of the informal economy in SSA. However, contrary to the 
analysis of [4], economic freedom appears to have no significant effect on the 
informal economy. However, assuming that this result can be linked to an eco-
nometric bias arising from the fact that this variable is introduced as a composite 
indicator, we estimate a model in which the indicators of economic freedom are 
introduced as regressors. The results of this estimation (Column 3 of Table 2) 
show that, among the indicators of economic freedom, fiscal freedom, business 
freedom, and monetary freedom have significant effects on the informal econo-
my. Thus, greater fiscal freedom and business freedom are associated with a 
larger informal economy, while monetary freedom reduces this size. 

To identify the indicators of the quality of political institutions that best ex-
plain the evolution of the informal economy in SSA, we estimate a model with 
decomposed indicators. From this estimate (Column 4 of Table 2), it appears 
that only government stability, democratic accountability, and bureaucracy 
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quality have no significant effect on the informal economy. However, this esti-
mate also provides information on the variables that determine the influence of 
the quality of political institutions on the informal economy. The results show 
that 1) less socio-economic pressures promote greater effectiveness of political 
institutions, which reduces the size of the informal economy; 2) lower risk of 
loss of investment due to political, economic, and financial factors increases en-
trepreneurs’ confidence in political institutions and thus reduces the size of the 
informal economy; 3) less political and civil violence leads to a better quality of 
governance and a decrease in informal activities; and 4) a low risk of external 
conflict (i.e., less external diplomatic or commercial pressure) is associated with 
a larger informal economy; 5) the less the military is involved in the manage-
ment of political affairs, the more effective the government policy and the small-
er the informal economy; and 6) lesser social tensions are associated with a bet-
ter quality of political institutions and a decline in the size of the informal 
economy. 

Moreover, the estimation of a fourth model containing all variables confirms 
the effects of the variables identified in the other three models as determinants of 
the size of the informal economy in SSA but suggests others that appear to have 
effects on the unofficial economy. These include property rights, freedom from 
corrupt, and investment freedom. 

5. Conclusions 

This study was aimed at determining the relationship between governance, cor-
ruption, and the size of the informal economy in SSA. An OLS regression was 
applied on the data of 23 countries. The results show that a high level of corrup-
tion and poor institutional settings favor an increase of the informal economy. 
There is also evidence that the unemployment rate is negatively related to the 
size of the informal economy and that greater fiscal freedom and greater busi-
ness freedom are associated with a larger informal economy, while monetary 
freedom reduces the size. 

From a policy point of view, the results suggest that the burden of institutional 
setting, governance, and corruption can lead entrepreneurs to enter to the in-
formal economy. The findings also show that the informal economy is an im-
portant component of the economy. For this reason, it must be considered when 
implementing economic policies. Thus, it is necessary for any action aimed at 
using this sector to enhance growth to tackle the conducive factors of the infor-
mal economy identified in this study. 

Despite these findings, the model suffers from the lack of a variable reflecting 
the burden of taxation (corporate and income taxes) which is considered as an 
important factor that causes the emergence and the spread of the informal 
economy. Including such a variable in the model could provide a better under-
standing of the role of taxation in the entrepreneurs’ decision to flee to the in-
formal economy. The use of alternative data (country-specific data) for the size 
of the informal sector to test the robustness of the results is also likely to im-
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prove the results of the study.  
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Appendix 

Table A1. Variables definition and sources. 

Variable Definition Source 

Size 

Expresses the share of the informal economy in the GDP. It is calculated  
according to the Multiple Indicators Multiple Causes (MIMIC) econometric 
method. An increase in this variable also reflects a relatively larger size of  
the informal sector in the country. 

Schneider et al. (2010) 

Corruption 

Measurement of corruption in the governance system, particularly in terms  
of bribes and special and unusual payments met by businesses. Corruption 
scores range from 0 to 6, with 0 designating a very high level of corruption  
and 6 a level of zero corruption. 

International Country Risk  
Guide (ICRG, 2012) 

Governance 

This is a composite index of the quality and stability of political institutions.  
It is calculated on the basis of the main component analysis of the main  
indicators of quality of the political institutions of the ICRG (2012).  
By construction, an increase in this variable indicates a better quality  
of political governance. 

Calculated by the author, using 
data from ICRG (2012) 

Economic_freedom 

Composite indicator of economic freedom calculated from the principal  
components analysis of the economic freedom variables of the Heritage  
Foundation base (2016). An increase in this variable reflects more  
economic freedom, thus less economic and financial regulation 

Calculated by the author, using 
data from Heritage Fundation 
(2016) 

Unemployment 
Measure of the unemployment rate, i.e. the share of the non-employed  
labor force in the total labor force. 

International Labor Office 

GDP_percapita 
It is a measure of national income divided by the number of people in the 
country. By construction, the larger this variable, the higher the level of  
development of the country. 

World Development Indicators 
(WDI, 2015) 

Voice _and_accountability (VA) 

Measurement of freedom of expression and inclusion of citizens in the  
decision-making process and governance system. The larger it is, the more 
inclusive development and governance strategies are, which increases their 
effectiveness 

World Governance Indicators 
(WGI, 2015) 

Political_stability_and_violence  
(PIV) 

Evaluates the risk of violence and abrupt and unexpected change in  
government. The higher the score the lower the risk and therefore the  
better the quality of governance. 

World Governance Indicators 
(WGI, 2015) 

Government_effectiveness (GE) 
Translates the effectiveness of government in the conduct of public  
affairs and the quality of public service. A more effective government  
has a better score 

World Governance Indicators 
(WGI, 2015) 

Rule_of_law (ROL) 
Measures trust and respect for political and judicial institutions by citizens.  
A higher score is associated with better respect for the rule of law 

World Governance Indicators 
(WGI, 2015) 

Control_of_corruption (COC) 
It expresses the extent to which public action related to the rules and  
functioning of public administration promotes corruption. Higher ranking  
is given to countries with better control of corruption 

World Governance Indicators 
(WGI, 2015) 

Regulatory_quality (RQ) 
It is the measure of the quality of governance in the sense of enabling an  
environment conducive to the development of the private sector. Higher  
ranking is given to countries with better regulation 

World Governance Indicators 
(WGI, 2015) 
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Continued  

Property_rights 

This indicator measures the degree to which private property rights is  
respected in the economy. It also reflects the extent to which the judicial  
system is independent. A higher score expresses more legal protection  
of property. 

Economic Freedom Heritage  
Fundation (2016) 

Freedom_from_corruption 
Evaluates the extent to which government regulation and the operating  
principles of public administrations foster an environment of corruption  
in the business climate. 

Economic Freedom Heritage  
Fundation (2016) 

Fiscal_freedom 
It is a measurement of tax burden derived from government taxation. The 
lower the tax burden, the greater the incentive for entrepreneurs to invest. 

Economic Freedom Heritage  
Fundation (2016) 

Government_spending 

Evaluates the extent to which government spending influences the business 
environment whether in terms of eviction or distortions in the functioning  
of the economy. To this end, excessive expenditure is akin to a reduction in 
economic freedoms. 

Economic Freedom Heritage  
Fundation (2016) 

Business_freedom 

This variable reflects the freedom to create and operate a business. It reflects 
the extent to which public regulation and the business environment affect 
entrepreneurship. Thus, more business freedom should facilitate the  
creation of formal enterprises. 

Economic Freedom Heritage  
Fundation (2016) 

Monetary_freedom 
It is an indicator of price stability and control, which promotes a certain  
security in terms of preserving the value of investments and wealth.  
A high value of this variable reflects a more stable monetary policy. 

Economic Freedom Heritage  
Fundation (2016) 

Trade_freedom 

It reflects the extent to which the opening of the local economy to the  
international market is not constrained by public regulation, particularly  
in terms of trade taxation and non-tariff barriers. It is especially important  
for companies with a broad development plan but is an important indicator  
of the freedom of foreign trade 

Economic Freedom Heritage  
Fundation (2016) 

Investment_freedom 
Measures freedom of investment, particularly in terms of creating  
opportunities, facilitating research and development, and free movement  
of capital. More investment freedom favors the creation of companies 

Economic Freedom Heritage  
Fundation (2016) 

Financial_freedom 
Measures the accessibility and efficiency of the financial system, particularly 
with regard to credit, savings and payments. 

Economic Freedom Heritage  
Fundation (2016) 

Government_stability 
Measures the ability of the government to effectively manage its projects  
and programs and remain in place. The higher the score, the more effective  
and stable the government 

International Country Risk  
Guide (ICRG, 2012) 

Socioeconomic_conditions 
Measures the influence of social and economic pressures on the effectiveness  
of government. The higher it is, the less social governance constraints the  
governance and therefore the more effective it is 

International Country Risk  
Guide (ICRG, 2012) 

Investment_profile 

Indicates the risk of loss of investment due factor other than political,  
economic and financial risks. These factors include contract viability,  
profit repartition and payment delays. A high score (4) reflects a low  
risk and a low score (0) reflects a high risk 

International Country Risk  
Guide (ICRG, 2012) 

Internal_conflict 

It expresses the existence of civic and political violence and their ability to 
impede good governance. A high score (4) signifies an absence of armed  
or civil opposition against the government and that the latter does not  
exert violence on the population. At the extreme, a low score (0) reflects  
the existence of civil war in the country 

International Country Risk  
Guide (ICRG, 2012) 
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External_conflict 
It assesses the risk of government pressure from outside, particularly in  
terms of diplomatic pressure or even border conflicts. A high value  
corresponds to a low risk while a low rating is a high risk 

International Country Risk  
Guide (ICRG, 2012) 

Military_in_politics 
Translates the intervention of the army into politics. A military involvement  
in political management translates upstream or downstream a risk of  
flouting democratic rules. A low score reflects a high risk and vice versa 

International Country Risk  
Guide (ICRG, 2012) 

Religion_in_politics 
It expresses the risk of religious tensions linked to the fact that a religious 
group wants to replace civil rights by religious law. 

International Country Risk  
Guide (ICRG, 2012) 

Law_and_order 
It is an indicator of law and order that assesses the effectiveness and  
impartiality of the judicial system as well as the respect of the rules  
and laws by the populations. A low risk corresponds to a high score 

International Country Risk  
Guide (ICRG, 2012) 

Ethnic_tensions 
It assesses the risk of tensions linked to racial and identity discrimination.  
The higher the score the lower the risk and the more stable the governance 

International Country Risk  
Guide (ICRG, 2012) 

Democratic_accountability 

It expresses the extent to which governments are responsive to the aspirations 
of the people, which reflects to a lesser extent the effectiveness of the  
governance system and its capacity to ensure a stable democratic regime.  
A high score corresponds to a low risk therefore a more effective democracy 

International Country Risk  
Guide (ICRG, 2012) 

Bureaucracy_quality 
It is a measure of the strength and expertise of government in defining and 
managing projects and programs so as to minimize radical changes to  
governance programs. High value translates into more effective government. 

International Country Risk  
Guide (ICRG, 2012) 
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