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Abstract

Building on previously existing literature relating to the impact of legal
structure on a country’s economy, this paper looks at how the distinction
of common versus civil law tradition impacts informal economies
of Sub-Saharan African (SSA) countries. Specifically, it considers
how legal tradition correlates to the (1) overall size and (2) size as a
proportion of certain sectors of SSA countries’ economies. Using both
direct and modeling data on informality and Ordinary Least Squares
(OLS), multivariate, and truncated regression analysis, this paper finds
significant and positive correlation between civil law and agricultural
informality (significant and negative for common law), fitting with
the model’s predictions based on historical colonial legacies. The
relationship between nonagricultural informality and civil law is found
to be less significant, but still positive (negative for common law), while
the relationship between legal tradition and the size of SSA countries’
informal economies overall seems to be negligible and insignificant.
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I. Introduction
Almost all new economic activity in Sub-Saharan Africa (SSA)3 is informal, rather than registered under the jurisdiction of formal regulation.4 In
fact, 80% of labor in the SSA is informal, whereas, throughout the world as a
whole, the figure is around 66%.5 As a region, what defines SSA that makes
informality so prevalent? Are the contributing factors for nonagricultural informality versus agricultural informality more similar or more different? Is
there some influencing factor that can explain these nuances?
Arguably, legal structure6 can explain this trend and its variations in SSA.
Legal traditions influence how individuals shape their livelihoods and engage
in their economies—those formal and those informal. While a subsection of
literature in law and economics is devoted to how legal structures impact various aspects of the economy, and while some of these studies have looked at
informality in particular, this paper specifically considers how the varying legal traditions of SSA countries have influenced the size and composition of
informal economies.
The influence of legal structure on the informal economies of SSA countries is a much more complex and involved study than a simple exercise in
descriptive development economics, and it has broad historical, political, and
cultural implications. The SSA region is one marked overall by colonial interference in both political and economic structures, despite the significantly
varying ways in which colonial powers interfered—different colonizers had
disparate goals for their colonization efforts, and achieved these goals in different ways. On the whole, though, colonial powers’ seeking to define and control the economies of their colonies has contributed to how countries in SSA
experience informality today. This is a particularly salient study, given that
a large percentage of both the overall economy and new jobs created within
these economies are informal.
3 Sub-Saharan Africa is defined by the United Nations Statistics Division as region comprised by Eastern,
Western, and Southern Africa, or all of Africa excluding the Northern African Region. The entire
list of countries in Sub-Saharan Africa can be found here: http://unstats.un.org/unsd/methods/m49/
m49regin.htm#africa
4 90% of all new economic activity in SSA is informal. (Xaba, Jantijie, Pat Horn, and Shirin Motala. “The
Informal Sector in Sub-Saharan Africa.” ILO Working Paper on the Informal Economy (Geneva;
2002/10) )
5 African Development Bank Group (2010) http://www.afdb.org/en/blogs/afdb-championing-inclusivegrowth-across-africa/post/recognizing-africas-informal-sector-11645/; Sparks, Donald L. and
Stephen T. Barnett “The Informal Sector in Sub-Saharan Africa: Out of the Shadows to Foster
Sustainable Employment and Equity.” International Business and Economics Research Journal (May
2010) Vol. 9 No. 5. https://datapro.fiu.edu/campusedge/files/articles/barnetts3107.pdf
6 For the purposes of this paper, “legal structure” specifically refers to extant legal regulations and
frameworks, while “legal traditions” refers more generally to the historical basis of legal systems and
their philosophical/coe of origin (i.e. common law tradition vs. civil law tradition).
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This analysis uses univariate, multiple, and truncated regression models
to isolate the impact of legal structure on informality, in both the size and composition of SSA informal economies. It is found that: (1) civil law traditions
are positively and significantly correlated with the proportion of agricultural
informality across SSA; (2) civil law traditions are, slightly less significantly,
but also positively, correlated with proportion of nonagricultural informality:
and, (3) there seems to be little significance to the relationship between legal
structure and the overall size of informal economies in SSA.

II. Literature Review
The literature relevant for this study is found at the intersection of development economics, labor economics, and law and economics studies. While
the literature has tentatively determined a relation between legal structures and
the size of the informal economy, this paper focuses the analysis to see if this is
true of SSA as a singular region, and also extends the study to test whether legal origin additionally influences the composition of SSA informal economies.
Origins of the informal economy in colonialism:
On the whole, West Africa and East Africa had more previously-established trade networks and trade infrastructure than Southern African regions at
the beginning of the colonial era. Trans-Saharan trade in salt, gold, and slaves,
and interaction with Islamic trade networks, had been in existence long before colonization took place. This was important for how informality emerged
during and continued after the colonial period. Colonial powers were broadly
interested in formalizing the parts of their colonies’ economies that were most
profitable to them. This was, in the majority of instances, tradable goods and
natural resources, rather than any type of subsistence farming or localized
trading of services.
C. Magbaily Flye studied how such trends influenced the development of
the informal economy specifically in West Africa. He notes that the colonialera West African population was more interested in products like food items
and clothing than their trade-focused colonial governors were. This meant that
the production and markets for these good and services remained intact, under
the radar of formal colonial governance structures, which in turn set up the
beginnings of the informal economy in West Africa.7
East Africa had a similar experience because of its position on the other
side of trans-Saharan trade networks. However, Southern Africa was not as integrally linked to such trade routes. Therefore, in this region, less of a marked
7 Fyle, C. Magbaily. “Indigenous Values and the Organization of Informal Sector Business in West
Africa.” Black Business and Economic Power. Edited by Alusine Jalloh and Yoyin Falola. (The
University of Rochester Press: Rochester, NY; 2002) p 29-40
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distinction between “traditionally” informal and “traditionally” formal economic activity can be seen, as there was not a specific industry or sector in
which the colonizing power was interested. This analysis is important for consideration largely because geography is linked to colonial rule (French in West
Africa, English in Southern Africa), which obviously is then in turn associated
with legal tradition. This specifically is influential in the analysis of how legal
tradition determines informal economies’ compositions.
Definition of “informality”:
While there are certain conventions utilized in an effort to standardize the
study of informality, a coherent definition of informality is still elusive. Different authors include a variety of types of work/firms in their classification of
“informal,” and this necessarily impacts any results of their study.
In 1973, Keith Hart published a study of the Ghanaian economy,8 which
has been since noted as the first acknowledgement of the existence of informal
economic activity. This study was explicitly conducted within the context of
development economics, however, since then, the topic has also been looked at
from the perspective of labor economics. Hart defined informality specifically
as economic activity outside the scope of governmental regulation.9
The International Labor Organization (ILO) employs a matrix methodology to define informality. Their definition includes both informal activities
within “formal” firms, as well as informal firms themselves, and this is the
definition to be used in this analysis. Specifically, the characterization of “informality” as employment in the unofficial economy utilized in La Porta, et.
al (2007)10 study is adopted for this paper’s analysis of informal economies’
size. This allows the study’s measurement to account for informal work in both
formal and informal firms.
Measurement of informality:
Whichever way the “informal economy” is defined impacts the methodology chosen to measure the informal economy and what to include within
that measurement. Framing the question of informality in terms of the ILO’s
spectrum suggests that using labor data, as opposed to firm data, to formulate
measures of the informal economy makes more sense.
The three main methodologies for measuring the informal economy are
8 Hart, Keith. “Informal Income Opportunities and Urban Employment in Ghana” The Journal of Modern
African Studies, Vol. 11, No. 1 (Cambridge University Press: London, England; Mar 1973), p 61-89
http://www.jstor.org/stable/159873
9 Hart (1973)
10 La Porta, Rafael, Florencio Lopez-de-Silanes, Andrei Shleifer. “The Economic Consequences of Legal
Origin.” Working Paper 13608 NBER (2007)
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direct measurement, indirect measurement, and modeling. Direct measurement
includes both surveys and tax audit reports.11 Indirect measurement backs out
the size of the informal economy by using the observed discrepancies between
income and expenditure in macroeconomic measurements or labor force and
formal employment, or by calculating currency demand, electricity consumption, etc.12 The third method is modeling, and the decisive papers using modeling techniques to determine the size of different countries informal economies have been written by Fredrich Schneider. In “Shadow Economies in 145
Countries,” and the follow-up papers he wrote on the same subject, Schneider
uses Multiple Indicators Multiple Causes (MIMIC) modeling to calculate the
percentage of economic activity in a given country that is informal.13 The
MIMIC methodology uses a Structural Equation Model (SEM). The SEM
uses covariance matrices to measure the relationship between observed and
unobserved variables, in this case the size of the informal sector being the unobserved variable. While modeling has several advantages methodologically
over either direct or informal measurement, it is still based on conjecture, if
highly mathematical conjecture, as the MIMIC model is estimating parameters
indicating a relationship for an unobserved variable.14
While this paper focuses on macroeconomic measures of informality, for
several reasons discussed below, the analysis of informality on a micro level is
also of note. While the macroeconomic study of informality focuses on broad
structural factors, microeconomic analysis of the individual informal versus
formal decision identifies three separate margins: the intrafirm margin, the
firm intersectoral margin, and the worker intersectoral margin.15 The intrafirm
margin considers the decision within a firm as to whether they will adhere
to various governmental regulations—underreporting and tax evasion are the
types of informal activity considered on this margin. The firm intersectoral
margin looks at what influences the decision of a firm as a whole to register
and follow the law or to operate in the informal economy. The worker intersectoral margin considers the same choice, but on the level of the individual,
choosing whether to engage in formal or informal labor hours.
Microeconomic informality analysis frames the decision between informal and formal economic activity, as determined by both exclusion and exit
11 Oviedo, Ana Maria, Mark R. Thomas, and Kamer Karakurum-Ozdemir. “What is Informal Economic
Activity?” Economic Informality: Causes, Costs, and Policies—A Literature Survey. (The World
Bank: Washington, DC; 2009)
12 Ovieda, Thomas, and Karakurum-Ozdemir (2009)
13 Schneider, Friedrich , Andreas Buehn, and Claudio E. Montenegro. “New Estimates for the Shadow
Economies all over the World”, International Economic Journal, 24: 4, p 443-461 (2010)
14 Schneider, Buchn, Montenegro (2010)
15 Perry, Guillermo E., William F. Maloney, Omar S. Aria, et al. Informality: Exit and Exclusion. (The
World Bank: Washington, DC; 2007) p 25-27
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factors, on an individual level.16 The more traditional approach to informality
framed it as a matter of “exclusion.” In this view, informality is characterized
as the refuge of the underemployed. The decision to operate within the informal economy is framed as the result of being forced out of the formal sector,
due to inefficiencies/non-clearing in the labor market.
The “exit” view of informality takes into account the more dynamic aspects of the informal economy and allows for an individual to participate more
voluntarily in both formal economic activity and informal economic activity
or to switch between the two. In the exit view, individuals might choose to
leave the formal economy for the informal economy if they see governmental regulations as too burdensome for their business, or if they perceive their
chances of as well off or better off in the informal economy as opposed to the
formal (despite the potential risk of being caught and punished). The exit formulation sees informality less as a forced condition and more as an individual
decision to operate outside the rule of (potentially ineffective) law.17
While the micro level is an interesting and relevant area of study, for this
research question, the paper instead focuses on how macro structures shape the
decision that individuals face. Legal origins influence economic structures on
a very broad scale. Specific policies or circumstances likely to be the driving
decision for an individual’s or an individual firm’s participation or non-participation decision, i.e. microeconomic decision-making, are likely to be found
across legal traditions, while higher level policies or economic structures liable to influence macroeconomic level indicators are more characteristic of
legal traditions overall. Therefore, it is an easier and more intuitive exercise
theoretically to examine the relationship of macroeconomic informality, as opposed to microeconomic, but it is also more intuitive, and possible, to do so
empirically as well. A microeconomic study of the effect of a legal tradition
on participation in the informal sector would be challenging, as such a study
would present the challenges of correcting for different situations and circumstances across individuals—a panel data set would be required, in order to fix
the inability to move certain individuals across countries/legal systems, which
would be challenging because the informal sector is highly fluid, meaning that
measurement of specific individuals or firms over time would be difficult. A
macroeconomic study does not completely erase these challenges, however
the level of analysis allows for easier data analysis, in addition to being more
theoretically compelling for such a model as well.
Informality and Legal Structure:
16 Perry, et. al (2007) p 1-19
17 Perry, et. al (2007) p 43-45
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Rafael La Porta, Florencio Lopez-de-Silanes, Andrei Shleifer, and Robert
Vishny began looking at how legal structures influence a country’s economy
in their cross-country analysis published in 1999.18 This study of how legal code determines investor protection measures began a multi-faceted, and
much-debated, series of papers on how legal tradition influences economic
structures. In these studies, the authors develop what they call the “Legal Origins Theory.”
Legal Origins Theory asserts that legal tradition has a distinct and significant impact on a country’s economic structures. In other words, legal tradition
is more than just a representation of certain economic policies—ceteris parabis, a difference in legal heritage is a determining factor in its own right. The
authors contend that legal structure is “a style of social control of economic
life,”19 and, in this way, determines how individuals interact with economic
markets and rules.
Methodologically, in order to define a country’s legal origins, the authors
look at the presence or absence of certain provisions, to match the country
with a broad legal tradition. The two main characterizations are civil and common law traditions, but these, particularly civil law, can be broken down further (German Civil Code, French Civil Law, etc.) Legal Origins Theory most
generally claims that civil law (“policy-implementing”) traditions are associated with higher levels of governmental regulation, whereas common law
(“dispute-resolving”) traditions are associated with less regulation and more
governmental support of free market policies.20
The authors, after publishing their first paper on legal origins and investor
protection, extended their analysis to determining how legal structure shapes
other economic factors, including regulation and employment in the “unofficial economy.”21 They found, using a cross-country regression, including the
natural log of GDP per capita, that: (1) civil law is significantly correlated with
higher levels of government regulation of firm entry into the formal economy,
as compared to common law tradition, and (2) higher levels of government
regulation of entry into the formal economy are significantly correlated with
higher levels of employment in the unofficial economy.
This second finding supports de Soto’s seminal hypothesis, put forward
in his 1989 book The Other Path,22 that regulation drives individuals away
18 La Porta, Rafael, Florencio Lopez-de-Silanes, Andrei Shleifer, and Robert Vishny. “Investor protection
and corporate governance” Journal of Financial Economics 58 3-27 (1999)
19 La Porta, et. al (2007) p 3
20 La Porta, et. al (2007) p 4-5
21 La Porta, et. al (2007)
22 De Soto, Hernando. The Other Path: The Invisible Revolution in the Third World. (Harper & Row:
New York, NY; 1989)
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from the formal sector and forces them to operate outside of legal structures.
This is further supported by various other studies,23 particularly in Loayza,
Oviedo, and Serven (2006). This study makes the important contribution of
adding an interaction between governance quality and regulation, rather than
just controlling for the simple level of regulation. Rita Almeida and Pedro
Carneiro extend this analysis to labor market regulation, and find that, despite
a correlation between more labor market regulations and more informality,
well-enforced labor market policies regarding provision of benefits to workers
induce workers to move from the informal economy to the formal economy.24
The informal economy in SSA:
Studying the informal economy in SSA is both a particularly important and a particularly challenging proposition. As was previously mentioned,
the high percentage of the labor force engaged in informal employment means
that informal economic activity is a significant factor in many individual’s
livelihoods, and also that a large measure of SSA countries’ economies are
unreported, underrepresented, and untaxed. The ILO over the past decade has
made a large effort to improve international measurement and reporting of the
informal sector, due to its global importance. The ILO has adopted a definition
of informality as “the sum of employment in the informal sector and informal
employment found outside of the informal sector,”25 and encouraged governments and non-governmental organizations (NGOs) to collect data according
to this framework, to increase uniformity in reporting. SSA as an economic
region comprises both agricultural and non-agricultural informal activity—
non-agricultural informal economic activity includes, for example and on
the whole, transportation, construction, manufacturing, and trade. Allocation
of resources and arable land greatly impacted colonial policies, which then
shaped legal heritage of modern SSA countries, and, so, colonial interested
played differing roles in how the composition of informal sectors developed in
these countries. Additionally, historically, ineffective regulation (mainly due
23 Loyaza, Norma, Ana Maria Oviedo, and Luis Serven. “The Impact of Regulation on Growth and
Informality: Cross-Country Evidence.” Unlocking Human Potential: Linking the Informal and
Formal Sectors. EDGI-WIDER (2006)
Djankov, Simeon Rafael La Porta, F. Lopez-de-Silanes, and A. Shleifer. “The Regulation of Entry.”
Quarterly Journal of Economics. 117.1 (2002) p 1-37
Friedman, E., S. Johnson, D. Kaufmann, and P. Zoido-Lobaton. “Dodging the Grabbing Hand: The
Determinants of Unofficial Activity in 69 Countries.” Journal of Public Economics. 76. (2000). p
459-93
24 Almeid, Rita and Pedro Carneiro. “Enforcement of Labor Regulation and Informality.” IZA Discussion
Paper No. 5902 (The World Bank: Washington, DC; 2011). http://ftp.iza.org/dp5902.pdf
25 “Statistical Update on Employment in the Informal Economy.” International Labor Organization
(June 2012) http://laborsta.ilo.org/applv8/data/INFORMAL_ECONOMY/2012-06-Statistical%20
update%20-%20v2.pdf
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to corruption), low levels of education, and prevailing poverty are all particularly relevant in SSA countries, and these all have a strong influence on determining the dynamics of the informal economy.
Because of these specificities in studying the informal economy in SSA,
this study differs from the existing literature in several ways. In contrast to the
La Porta, et. al (2007) study, this paper only includes SSA countries, to focus
this analysis on this region. Additionally, this paper moves to test the effect
of differing legal heritage on informality by sector in SSA, whereas previous
literature has mainly focused merely on looking at legal effects on informality
only by size.

III. Model
For the size study, the model is based on that of La Porta, et. al (2007).
This model hypothesizes that civil law traditions, because they are associated
with higher levels of economic regulation of entry to the formal economy, are
also, therefore, associated with higher levels of employment in the informal
economy, while common law traditions are associated with lower levels of
regulation and thus informality. Consequently, civil law tradition (French legal
heritage) should be correlated with more overall informality than common law
tradition (English legal heritage). This means civil law should be positively
correlated to informality, while common law is negatively correlated.
However, in order to extract the actual effect of legal tradition, due to
differing colonial policies/histories regarding agricultural versus nonagricultural production, both percentage of arable land and percentage of a population
living in urban areas should be controlled for within this relationship. These
controls are necessary because informality in SSA is more likely to occur in
the agricultural sector, rather than the nonagricultural (mainly urban) sector,
according to the explanatory theory, and so, SSA countries that are better endowed for farming will also be more predisposed towards higher levels of
informality.
Then, tax burden should be controlled for, and should be positively correlated with informality. This is because taxes can be viewed as a cost, specific to
formal economic activity. Regulation and governance might additionally play
into this relationship, if they are not completely endogenous, as should their
interaction. If relevant, these factors should all be positively correlated with
informality—excess regulation and poor governance serve to inhibit formal
economic activity. Therefore, the corresponding regression equation for the
model is as follows:
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Second, when looking at how legal tradition impacts informality by
sector, the model predicts that civil law tradition is associated with a higher
percentage of agricultural informal economic activity, than common law is.
Conversely, civil law should also be associated with a lower percentage of
nonagricultural informal economic activity as compared to common law. This
should be the case because, outside the degree of regulation mechanism relevant for the size study, the basis for informality was impacted largely differently for agricultural versus nonagricultural production in civil and common
law countries.
French colonizers, using civil law traditions, governed the economic systems of their colonies, at least from the beginning of the colonial era, with
the intent of controlling Trans-Saharan trade routes and the markets for tradable goods that already existed within the territories of their colonies prior to
European arrival. This meant that they focused on controlling nonagricultural
economic activity much more so than they concerned themselves with “formalizing” agricultural production in these areas. These strategic policies set
the scene for the development of stronger formal economics within nonagricultural sectors, and of much stronger and more prevalent informal agricultural economies, in civil law colonies (later developing into civil law countries).
English colonizers, on the other hand, using common law tradition, were
much more concerned with controlling the overall structure and government
of their colonies’ economies. This meant that they enacted policies and implemented regulatory structures affecting the economy overall, and these changes/
governance structures affected economies on a much more broad-based scale,
than merely controlling the markets for tradable goods. Common law systems
were, therefore, much more likely to impact local service/subsistence farming,
translating into lower rates of informality overall, and relatively lower agricultural informality rates than civil law countries, but relatively higher nonagricultural informality rates (earlier start in implementing regulations, driving
laborers and firms away from the formal market).
Inclusion of the previously mentioned other factors, such as regulation,
governance, the interaction between governance and regulation, and the tax
factor, as well as income and education, should have similar effects as in the
size regressions, in terms of signs, and so, the two relationships would be modeled as follows:
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It should be noted that decomposing informality by sector in this manner
allows the relationship between sector-specific informality and legal structure
to be isolated from effects that can mask this relationship, when the data is
viewed for the overall economy. However, this methodology does not control
for differences across sectors within a legal tradition. That is to say, decomposing agricultural versus nonagricultural production does not draw out the effect
of legal tradition on the sectoral composition (all agricultural versus all nonagricultural production) within either the category of common law countries or
of civil law countries.

IV. Data and Empirical Strategy
Legal Classification:
For the empirics of this study, both for size and composition analysis, it
is first necessary to categorize the countries of SSA by their legal structure. As
was previously mentioned, SSA countries’ legal structures were largely influenced by their colonial experiences, and the nature of colonial rule in Africa
lends itself fairly easily to simplifying the characterization of Sub-Saharan
legal structures into two broad categories: civil law and common law. While
there were several countries whose legal traditions can most accurately be
characterized as “Portuguese civil law” or “German civil code,” the majority
of SSA countries’ legal structures were based on either French civil law or
English common law. The few countries who fall outside of this can comfortably be placed into the broader civil category—although there are some differences between French and Portuguese or German civil law, for the purposes
of this study, the effects are the same. It should be noted that all colonies
were consistent in legal structure after transition from colony to independent
country—no SSA country switched from a common law system to a civil law
system or vice versa.
Figures 1 and 2 in the Appendices illustrate the categorization of the forty-five SSA countries by legal code. The map in Figure 1 shows how legal
origin is disbursed geographically—location had an undeniable influence on
the colonization of these regions, which in turn greatly impacted modern legal codes. Civil law countries are the majority of West Africa, while East and
Southern African countries are more prevalently common law countries. There
is a fairly general consensus on how to classify legal structures by country,
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but for this analysis the specific characterizations of the La Porta, et. al (2007)
study are used.
While legal structure classification presents few challenges, measurement of SSA informal economies is a complex and difficult task. Of the three
previously discussed measurement methodologies, the indirect measurement
method is not very useful for SSA. Macro-level data of the kind needed to indirectly calculate the size of the informal economy is not widely available and
not generally reliable. Data such as electricity consumption, currency demand,
formal employment, etc. are not figures maintained with statistical accuracy
by many SSA governments. Many of these governments lack the capacity to
collect the information and do the statistical analyses necessary to reliably and
regularly publish the relevant statistics that would be needed. Therefore, for
this study, as for most other studies in the literature, modeling and direct measurement data for the informal economies of SSA is used.
Size of the Informal Economy:
Looking first at the size regressions, the modeling dataset is taken from
Schneider (2005). The descriptive statistics for this data are shown in Column
1 of Figure 5. For each country, the data indicates the percentage of total employment classified as “unofficial,” as an average over the years 1999-2007.
The main advantage of the modeling dataset is that each SSA country has a
datapoint observation. Because modeling does not require the kind of data collection that direct measurement (survey) data does, as it relies on mathematical
estimation of the informal economy’s size, it is not subject to the same uncertainty and issues of availability/misrepresentation that survey data is.
The first disadvantage of the modeling dataset is that it is technically hypothetical as has been discussed. Second, there is arguably a degree of endogeneity associated with this measurement. Schneider employs a model that
considers several “input factors,” or order to calculate the size of the informal economy in each country. Somewhere within his methodology, he considers the regulatory environment as a determining input factor for unofficial
employment. This plays into the hypothesis that legal structure determines
regulatory burden, which then, in turn, significantly impacts the size of the
informal economy.
The direct measurement data set is a compilation of the data used in La
Porta, et. al (2007) and Heinz and Valodia (2008).26 The reasoning behind using a compilation of these two sets is that, with survey data, there is significant
chance of measurement error. The methodology of asking individuals to report
their participation in the unofficial employment market is necessarily an im26 Heinz and Valodia (2008)
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perfect strategy for determining the over portion of the labor force employed in
the informal economy. There is incentive for individuals to misrepresent their
involvement (fear of legal punishment or repercussions), and it is also challenging to ensure that the survey sample is an entirely random and unbiased
segment of the population. Therefore, by utilizing the compilation of these two
data sets,27 which are both combinations of several studies themselves, some
of this error can be averaged out.
Column 2 of Figure 5 itemizes the descriptive statistics for this data. As
compared to the modeling data, the direct measurement data are seen to have
significantly fewer observations and significantly higher levels of standard deviation. Given the measurement challenges associated with the direct method,
this is unsurprising.
Across both methods of measurement, the levels of informality are seen
to be much lower than the previously referenced ILO statistics. This discrepancy can most likely be explained through data deficiency and inaccuracy. Informality is challenging to measure in practice, and so it makes sense that the
ILO’s estimates of the true level of informality in SSA are much higher than
the numbers actually seen in the dataset.
The data has been divided by legal characterization into civil and common
legal traditions, in order to compare the simple averages of the two categories.
Looking at the modeling data, civil law traditions are associated with slightly
lower levels of unofficial employment than common law traditions, while the
direct measurement data shows that civil law traditions have a slightly higher
level of informality than common law countries. The direct data fits with the
model for this study, however it is unclear whether this difference in means is
statistically significant or not.
Composition of the Informal Economy:
In order to analyze how legal tradition impacts the composition of SSA
informal economies, again, the classifications detailed in Figure 2 are used
to categorize countries based on civil or common law traditions. The dataset
found in Charmes (2000)28 is used to consider the sector breakdown of these
countries’ informal economies.
For this analysis, the distinction between sectors is agricultural versus
non-agricultural. While non-agricultural production itself breaks down into
various sectors (services, manufacturing, etc.), it is most interesting and infor27 In order to compile this data, I take the averages of data points that are available in both surveys, and
simply use that which is available, if the data point is only found in one study or the other
28 Charmes, Jacques. Measurement of the Contribution of Informal Sector and Informal Employment to
GDP in Developing Countries: Some Conceptual and Methodological Issues (Institute of Research
for Development: Paris, France; 2000) p 13 table A2
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mative to look at the broad difference between agricultural and non-agricultural production. As discussed in relation to the model, common law versus civil
law countries developed differently in historic economic contexts, specifically
with the distinction of how colonial powers sought to control agricultural/nonagricultural production. Because of this, breaking down the overall size of the
informal economy in a particular country into sectors is integral for the analysis. Separating these types of economic activity allows more specific analysis.
However, it is, again, important to note that this does not and cannot control
for differing sectoral composition across countries, i.e. how agricultural or
how nonagricultural an SSA country’s economy is.
The relevant series from this dataset are informal agricultural production
as a percentage of total agricultural production and informal nonagricultural
production as a percentage of total nonagricultural production in a given SSA
country. The measurement issues that were relevant in for the size data are
also applicable to the composition data (both are directly measured). These
data rely on measurement of aggregate economic indicators, both for formal
and informal economic activity. Both of these quantities are difficult to measure in SSA. Informal agricultural production is particularly challenging to
accurately quantify. However, once again, Charmes used the averages of several estimates for these quantities, which corrects for at least some associated
measurement error.
The descriptive statistics for this dataset can be found in Figure 6. According to the simple averages of this data, in both civil and common law countries,
informal production makes up a higher percentage of both nonagricultural production and agricultural production when taken separately by sector. That is
to say, a higher percentage of nonagricultural production is informal in civil
law countries, and also a much higher percentage of agricultural production
is informal in civil law countries, when comparing the simple means of the
data. These differences seem significant, however, it is still be necessary to
test econometrically the relationship’s statistical significance and to control for
other influencing factors.
Other Factors:
The data for the additional regressors were mostly found through World
Bank World Enterprise Surveys and World Development Indicators databases.
ARABLELAND is simply the percentage of a country’s land area that qualifies
as arable (suitable for crop production). URBANPOPULATION is a percentage of a country’s population living in areas designated as “urban.” TAXBURDEN is a measure of the average tax rate in a given country, and should also be
positively correlated with informality, assuming that taxes are a deterrent for
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firms and individuals from entering the formal economy. INCOME is a measure of a country’s GNI per capita, in terms of PPP. EDUCATION is a measure
of the adult literacy rate in each SSA country. These two regressors should be
negatively correlated with informality, if it is assumed that poverty and lack of
education are two explanatory reasons for informality in SSA. REGULATION
is a measure of the percentage of a firm’s senior management’s time spent
dealing with governmental regulations. GOVERNANCE is a measure of the
percentage of firms in a particular country identifying corruption as a significant constraint to doing business. Both should have a positive correlation with
informality, if they are not endogenous, according to the model that regulatory
burden drives firms and individuals out of the formal economy.
Empirical Strategy:
Moving from descriptive data analysis to econometric study, first, simple
univariate OLS regressions, focusing on just the relationship between legal
structure and informality, were used to test the model’s predictions. Then, the
other relevant factors were added in sequentially, in a series of multivariate
regressions. Finally, truncated regressions were used to ensure that the proportional nature of the dependent variable in both sets of analysis does not impact
the econometric results.
This strategy of moving from a very simple, univariate regression to multiple regressions controlling for more factors developed as a way to try and
balance the concerns of omitted variable bias and overfitting. Leaving out factors besides legal structure that might explain cross-country variation in informality could result in overstating legal tradition’s influence on informality,
while including factors that are really channels for how legal structure impacts
informality, rather than separate influences in and of themselves, could have
resulted in understatement of how much legal structure is responsible for informality.
Looking at these relationships, starting with the univariate regression, and
then adding in the other factors (first arable land and urban population, then tax
burden, followed by income and education, and then finally adding in regulation, governance, and the interaction between governance and regulation), sequentially, while examining how the addition of each factor contributes to the
fit of the model, allowed for minimizing the risk of understating legal structure’s influence. In this way, the univariate regressions were arguably the most
informative in describing the actual correlation between informality and legal
structure.
Finally, truncated regressions were utilized to ensure that the proportional
nature of the dependent variable in all of these cases did not impact the esti-
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mations. Because the UNOFFICIALEMPLOYMENT, AGINFORMALITY,
and NONAGINFORMALITY variables all represent informality as a percentage of either total employment or total sectoral production, these datasets are
naturally bounded at 0 and 100 (there can be no observations either below 0%
or above 100%). OLS regressions do not account for these boundaries, and
so could potentially misestimate the tails of these distributions (if the limits
are not accounted for, the relationship could be extended past feasible limits).
Therefore, the following truncated regressions were estimated:

V. Discussion of Results
Tables 7 through 9 in the Appendices detail the results of the regressions
performed. The sectoral results are more interesting and significant than the
size results, where not much significance was found. For the analysis of informality by sector, just looking at the simple differences of means, the relationship between the percentage of agricultural production that is informal in a
given country and that country’s legal tradition seems to be much more significant than the relationship between legal origin and the size of the informal
economy, and this significance plays out in regression analysis.
A univariate OLS regression between AGINFORMALITY and COMMON yields a significant and negative relationship, with a very high adjusted
R-squared value.29 Specifically, this impact of legal tradition on the percentage
of agricultural production that is informal is significant at the 1% level. This
suggests that legal structure does have an important effect on the informality of agricultural in Sub-Saharan Africa—civil law is associated significantly
with a higher percentage of agricultural informality, while than common law
tradition is negatively related to agricultural informality.
This indicates that, even in a univariate analysis, civil law countries are
significantly more inclined to have a higher level of informality in the agricultural sector, as compared to common law countries. This result fits with
the theory of the model—because colonial powers associated with civil law
systems (namely France) were more interested in tradable items and natural
resources, and less interested in formalizing aspects of the economy that did
not directly benefit their economic interests, agricultural production, predominantly rural agricultural production outside of economic/population centers,
was left as it was. This set up the beginning of an informal agricultural econo29 See Figure 7 Column (1)
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my, with little or no regulation.
On the other hand, in common law countries, legal structure makes formal sector participation less prohibitive. Colonial governments (specifically
England) were more interested in control of the entire economy as a whole,
meaning there was less of a basis for informality established within colonial
history. It would seem, then, that this historical factor outweighs the effect of
less regulation within the agricultural sector generating less incentive to need
to avoid the formal sector, which would imply lower rates of informality. This
finding, therefore, runs counter to de Soto’s assertion that regulation leads to
informality.
Adding in other relevant factors to constitute a multiple regression model,
only the inclusion of TAXBURDEN improves the fit of the model, and, even
so, once again it is only the legal tradition dummy variable that is significant
at any level.30 While there is an already noted data shortage, as well as noted
problems with data collection, the results from these regressions indicate that
legal tradition is a highly significant factor in explaining agricultural informality, in both a univariate and multiple regression model. This fits well with the
main prediction of the theoretical model—that civil law SSA countries should
be correlated with higher levels of agricultural informality, as compared to
common law countries, due to historical colonial policies.
Moving to nonagricultural informality, the simple differences of means
for this measure seems less significantly correlated with legal structure. A univariate OLS regression between the legal tradition dummy variable and nonagricultural informality (the percentage of nonagricultural production that is
informal), in fact, shows significance at the 5% level.31 This would indicate
that legal tradition is an important determinant of the informal share of nonagricultural production, and, since the coefficient’s sign is negative, civil law is
associated with higher percentages of nonagricultural informality as compared
to common law tradition.
Including all relevant factors from the model increases the adjusted Rsquared value, however it takes away from the significance of the legal type
variable.32 In fact, none of the regressors were then significant at any level,
except INCOME.33 This indicates that legal structure is not as much of a determining factor with regard to nonagricultural informality as it is for agricultural
formality, since the legal dummy is still insignificant. Arguably, however, the
univariate regression, in which legal tradition is significant at the 5% level, is
the more informative relationship. Adding more regressors seems to merely
30
31
32
33

See Figure 7 Column (4)
See Figure 7 Column (5)
See Figure 7 Column (8)
Significant at the 5% level
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increase the noise within the data’s relationship—significance of coefficients
is decreased, while the fit of the model is only slightly increased. Again, if
legal structure influences informality through some of these added regressors,
the effect of common versus civil law will be understated.
In this case, COMMON, the legal dummy variable, is significantly and
negatively correlated with nonagricultural informality. This does not fit with
the model’s prediction that civil law should be associated with lower levels
of nonagricultural informality—just as with agricultural informality, a negative coefficient on the COMMON dummy variable would indicate a positive
relationship between civil law and percentage of nonagricultural informality.
This contradiction of the model can potentially be explained if one considers how colonial policies remained consistent, rather than fundamentally
differed, across economic sectors, although, once again, this paper is a comparison across legal structures, not across sectors within a legal tradition. This
finding also does not fit with de Soto’s view, however it is a testament to how
formal legal structures can promote formal economic activity, as opposed to
discouraging it (what de Soto’s exit hypothesis suggests). Perhaps more consistent economy-wide regulation encouraged development of effective regulations, making exit from formal nonagricultural markets less attractive in common law countries.
It makes sense in that legal tradition is a more significant determining
factor for agricultural informality than it is for nonagricultural informality. It
is significant with regards to agriculture, potentially, because there is substantial reason as to why colonies with differing legal traditions set up different
formal economic mechanisms for regulating agricultural production. Civil law
colonial powers (France) were again more interested in controlling nonagricultural production, particularly that of natural resources and tradable goods.
However, common law countries (English colonies) were just as interested in
controlling nonagricultural production, as they were in controlling agricultural
production. They were after the full picture, more so than France. Therefore,
legal structure may have had less of a determining influence on nonagricultural
informality. Or, it is possible that legal structure still determines nonagricultural informality, but French colonizers mitigated this effect through efforts on
their part to regulate formal nonagricultural production.
The regressions testing the relationship between the size of the informal
economy of SSA countries and legal tradition yield much less interesting and/
or significant results. Looking at the direct measurement data, legal tradition does not seem to have any explanatory power with regard to the size of
the informality economy in a given Sub-Saharan country. First, performing
a simple OLS regression, the legal tradition dummy variable has no signifi-
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cance.34 Moving to a multiple regression model, URBANPOPULATION and
INCOME are both significant at the 10% level, while GOVERNANCE is significant at the 5% level.35
This can be explained potentially through data deficiencies. Because
direct measurement of unofficial employment is unavailable in a number of
Sub-Saharan African countries, the data may be incomplete and therefore
obscuring the effect of legal origin. This could be the case because there is
some characteristic not included in the model explaining whether or not survey
data is easily available that is connected to informality. Something like ease
of transportation (allowing survey researchers to easily access workers in all
parts of a country) could potentially be this characteristic, however, this is not
included in the model.
The size regressions performed with modeling data were no more significant. Neither the univariate, nor the multiple regression models tested led to
any significant results for legal tradition, although, once again, INCOME and
URBANPOPULATION are somewhat significant.36 This makes sense, however, because the modeling dataset is not ideal for this analysis. In formulating
his modeled estimates of the size of the informal sector in each Sub-Saharan
African country, Schneider considers regulatory structures, which have been
previously linked to legal origin. This suggests the possibility of colinearity
and could explain why the REGULATION variable was insignificant and why
the legal origin dummy variable did not account for much of the variation in
the data.
Controlling for Data Deficiencies:
In order to try to correct for the differing samples available for the size
versus composition analyses, the size regressions,37 for both direct and modeling data, were repeated using a sample of only observations corresponding to
the countries included in the composition regressions.38 For both the modeling dataset and the direct measurement dataset, this specification had no impact on the results—no independent variable became significant, and the fit of
the model only decreased.39 This would indicate that the lack of significance
found in the initial analysis is not due to any unobserved characteristic of the
countries included in the sample. Instead, it is the case that legal tradition,
34
35
36
37

See Figure 8 Column (1)
See Figure 8 Column (6)
See Figure 9 Columns (1) - (6)
Again, as there is limited data available, the datasets used contained an overlapping, but not identical,
catalogue of countries. These further tests were conducted to ensure that differences in results were
not due to any country-specific characteristics
38 See Figure 8 Column (-) and Figure 9 Column (-)
39 See Figure 8 Column (-) and Figure 9 Column (-)
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notably controlling for percentage of arable land in a given SSA country, does
not have a significant impact on the size of the informal economy in a given
SSA country overall.
Truncated Regressions:
Finally, in order to make sure that the limited range of possible dependent
variable values for both sets of regressions did not impact the accuracy of the
estimation, truncated regressions were performed for the agricultural production, nonagricultural production, and overall size (both direct and modeling)
data.40 This technique shifts the methodology to a maximum likelihood estimation, limiting the possible results to the possible range of 0% - 100% (of
either employment or a given type of production).
The results did not indicate anything different from the previous OLS
regressions. Legal tradition remains significant for both informality as a percentage of agricultural production and informality as a percentage of nonagricultural production—civil law is positively correlated with informality in both
instances, whereas common law is negatively related to informal production.
And, legal structure still has a negligible impact on the overall size of an informal economy in a given SSA country, using both direct and modeling data.
This implicates that the potentially misestimated tails of the preceding regressions were not problematic in the interpretation the statistical relationships.

VI. Further Study
Considering these results and drawing conclusions implicates several
ways in which this paper could informatively be furthered. Because legal
structure much more significantly impacted informality as a percentage of a
given sector than it did the size of informal economies overall in SSA, furthering this aspect of the study seems more important. To corroborate the model’s
explanation of the correlation between agricultural informality and civil law,
regarding varying colonial experience of French vs. English interest in formalizing agriculture, cross-country data from around the world could be analyzed.
As opposed to focusing on specifically SSA, testing to see whether or not the
relation holds in countries that do not have a colonial history could confirm
whether this colonial explanation is the right one, or whether the relationship
between civil law and agricultural informality has a different explanation.
The nonagricultural analysis yielded results that seemed significant, despite being less statistically rigorously correlated than the agricultural data
was. This study could be furthered by decomposing the nonagricultural sector
along two different aspects of this economic activity: (1) urban versus rural
40 See Figure 10
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and (2) specific type of nonagricultural production (manufacturing, services,
construction, mining, professional, etc.). However, obtaining the data for this
decomposition would be a major challenge to confront.
Additionally, this study leaves unexplored the impact of and variation in
household production. In other words, it neglects informality that occurs on
a household level, which includes growing food in gardens, raising children,
etc. This consideration was omitted from the analysis due to a lack of data, but
if survey data on household production were to ever be available, this would
potentially be an informative extension of the analysis.
Finally, although it fell outside the scope of this paper, legal tradition’s
significance in determining informality by sector in SSA suggests that there
may be an underlying relationship between legal structure and the distributional composition of economic production, both formal and informal, across
the agricultural vs. nonagricultural sectoral divide. It would be interesting to
study this relationship in order to determine whether historical colonial policies regarding nonagricultural versus agricultural production affected not just
a country’s informality, but also its sectoral composition in general.

VII. Conclusion
In sum, this paper found a highly significant and positive relationship between civil law and agricultural informality as a percentage of a SSA country’s
total agricultural production, and a slightly lower degree of significance to the
similarly positive relationship between civil law and nonagricultural informality as a percentage of total nonagricultural production.
Differing colonial interests in countries with common law versus those
with civil law was the explanation offered to explain this significant difference in informality by sector. Size of the overall informal economy in a given
SSA country seems largely unaffected by differences in legal tradition, based
on both direct and modeling data, and importantly controlling for a country’s
percentage of arable land and urban population. It makes sense that this relationship is less important than that between legal tradition and sector-specific
informality, because the differences in common versus civil law countries had
to do with colonial powers’ policies regarding agriculture, rather than in economic activity overall, and because dividing sectors was seen to draw out correlations hidden by other relationships occurring within the overall data.
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Appendix

Figure 1: Sub-Saharan African Countries Identified by Legal Tradition41

Figure 2: Legal Characteristics of Sub-Saharan Countries42

41 La Porta, et. al 1999
42 La Porta, et. al 1999
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Figure 3: Unofficial Employment by Country as a Percentage of Total Employment (Direct)43

43 Data is an average from data used in La Porta, et. al (2007) and Heinz and Valodia (2008)
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Figure 4: Unofficial Employment by Country as a Percentage of Total Employment (Modeling)44

Figure 5: Descriptive Statistics Size Regressions45 46

44 Schneider (2005)
45 Columns represent unofficial employment as a percentage of total employment for a given country
46 Modeling data set is taken from Schneider (2005) and Direct Measurement data is an average from La
Porta, et. al (2007) and Heinz and Valodia (2008)
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Figure 6: Descriptive Statistics: Composition Regressions47 48 49

47 Column 1 represents aggregate nonagricultural informal production as a percentage of total GDP.
Column 2 represents aggregate agricultural informal production as a percentage of total GDP.
Column 3 represents aggregate nonagricultural informal production as a percentage of total
nonagricultural production. Column 4 represents aggregate agricultural production as a percentage of
total agricultural production
48 Source: Charmes, Jacques. Measurement of the Contribution of Informal Sector and Informal
Employment to GDP in Developing Countries: Some Conceptual and Methodological Issues
(Institute of Research for Development: Paris, France; 2000) p 13 table A2
49 The observation for Ghana’s nonagricultural informal production was determined to be an outlier
(outside three standard deviations from the mean), and so was excluded from the dataset
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Figure 7: Sectoral Composition of the Informal Economy
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Figure 8: Direct Estimates of Unofficial Employment

88

THE MICHIGAN JOURNAL OF BUSINESS

Figure 9: Modeling Estimates of Unofficial Employment
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Figure 10: Truncated Regressions
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