Bectauk Tomckoro rocyaapcTBeHHOr0 yHuBepcureTa. DkoHomuka. 2025. Ne 71. C. 27-37.
Tomsk State University Journal of Economics. 2025. 71. pp. 27-37.

Original article
UDC 331.526
doi: 10.17223/19988648/71/2

The persistence of the informal economy:
Causes, consequences and pathways to formalization

Erdenetsetseg Baasanjav', Saikhanaa Munkh-Erdene’

-2 Western Regional Branch, National University of Mongolia, Khovd, Mongolia
! erdenetsetseg. b22@gmail.com
? msaikhanaal 1 @gmail.com

Abstract. In many countries, the informal economy constitutes a significant part of the
labor market and plays a vital role in production, employment, and income generation.
On average worldwide, 6 out of 10 workers are engaged in the informal sector, with the
figure rising to 7 in Asia-Pacific countries and 9 in Africa. In the case of Mongolia,
approximately 4 out of 10 workers, including those in agriculture, belong to this sector.
As of the end of 2023, about 70% of herders and 45% of self-employed individuals are
not covered by social insurance. Informal workers and their sales or services are often
not included or are underreported in official records. As a result, there is limited data
on the informal economy. The ILO recommends a "diagnosis—implementation—analy-
sis" cycle for planning efforts to formalize informal sectors. After diagnosing the cur-
rent state of the formal sector, appropriate measures should be taken. Both domestic
and international researchers have conducted relevant studies, noting that although in-
formal employment presents challenges, it also offers some advantages. For self-em-
ployed individuals and employers, the lack of resources and vulnerability to risks are
major issues, while informal wage workers face social protection exclusion, poor work-
ing conditions, and violations of labor rights. On the other hand, employers benefit from
lower labor costs and fewer regulatory pressures in the informal sector. Despite high
contribution rates, the benefits derived from them are inadequate. Small and medium-
sized enterprises often lack full-time accounting personnel, and the process of register-
ing officially — ranging from taxation to paying contributions — is fraught with difficul-
ties and hardships. These are the main reasons why individuals and organizations in the
informal sector do not contribute to social insurance. Workers in this sector are often
left out of social protection, so to implement effective comprehensive policies aimed at
them, it is essential to establish a unified database on informal workers and to imple-
ment intersectoral policies and strategies based on fair, equitable, and worker-friendly
principles.
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AnHoTanus. Bo MHOrHX cTpanax HeOpMallbHbIH CEKTOP IKOHOMHKH COCTABIISICT 3HA-
YUTEJbHYIO YaCTh PHIHKA TPYJa U UTPAeT OIPEICIAIOLIYI0 POJIb B IPOM3BOJICTBE, 3a-
HSTOCTH M T€Hepaliu A0X010B. B cpentem mo Mupy 6 u3 10 pabOTHUKOB 3aHSITHI B He-
(bopManbHOM CEKTOpE, IPH 3TOM B CTpaHax A3HMaTCKO-THX00KEaHCKOro PeriuoHa 3TOT
noKasaresb Bo3pacraer 10 7, a B Adpuke — 10 9. B cinydae ¢ Monronueit, npumepso 4
u3 10 paGOTHHKOB, BKITIOYAst 3aHATHIX B CEJILCKOM XO3SICTBE, NPUHAUICHKAT K ITOMY
cexropy. Ilo cocrostauro Ha koner 2023 r. okono 70% »HUBOTHOBOAOB U 45% camo3a-
HATBIX JIMI HE OXBa4yeHbl COLMANIbHBIM cTpaxoBaHueM. HedopmaibHubie pabOoTHUKK U
PE3YNBTAThI UX JAEATENBHOCTH (IIPOIAXKH WM YCIYT'H) 4acTo He BKIIOYAIOTCA B ouuu-
QJIBHYIO OTYETHOCTb WJIM OTPAXKAIOTCs B HEel He B OJNIHOM oObeMe. B pesynbrare naH-
Hble 0 HeopMmanbHOH 3koHOMHEKe orpanudeHbl. MOT peKoMeHAyeT LUK «IHarHO-
CTUKA — BHEJIPEHHE — aHAIU3» I INIAHUPOBAHUS YCHIIMIL 1o opManu3anuu Hedop-
MaJlbHbIX CeKTOpOB. ITocie TMarHOCTHKU TEKYILEro COCTOSHUS (POPMAIBHOIO CEKTOpa
cleyeT NMPUHUMATh COOTBETCTBYIOLIME Mepbl. Kak oreuecTBEHHbIE, TaK U 3apyOex-
HbIE yYEHBIC B CBOMX TPYyAaX IIO JAHHOHW TeMe OTMEYaloT, YTO, XOTs HeopMabHas
3aHATOCTH CO3/1aeT MPOOJIEMbI, OHA TAKXKE MMEeT HEeKOTOpble peuMylecTsa. [ ca-
MO3aHSATBIX JIML U padoTonaresnell OCHOBHBIMH IPOOJIEMaMy SBJISIOTCS HEXBAaTkKa pe-
CYPCOB U ySI3BUMOCTb K PHUCKaM, B TO BpeMs Kak He()opMasibHble HAaeMHbIE PaOOTHUKU
CTAJIKUBAIOTCS C CUTYAllMeH MCKIIOYEHHUS U3 CUCTEMBbI COLIMANIbHOM 3aIlUThI, INIOXUMHU
YCIOBHSIMHU TPYJa U HapyIICHUAMH TPYIOBbIX IIpaB. PaboTonaTeiy xe moyy4aroT Bbl-
roxy ot GoJsiee HU3KUX 3aTpaT Ha paboUyIo CHILY U MEHBLIET0 PEryJIsTOPHOrO IaBIeHHS
B He(opMaJIbHOM cekTope. HecMoTpsi Ha BHICOKHE CTaBKH B3HOCOB, IOJY4aeMble OT
HHX BBIFO/IbI HEa/IeKBAaTHBI. Mable U CpeJJHUE MPEIPUATHS YaCTO HE UMEIOT IITaT-
HOro OYXraJaTepcKoro IepcoHaa, a nmpouece opUIHaIbHON PErUCTPALMK — OT HAJIOro-
00JI0’KEeHHS 10 YIUIAThl B3HOCOB — COIPSDKEH C TPYAHOCTSMHU U JIMIICHUSIMHU. DTO OC-
HOBHBIC IPUYUHBI, 110 KOTOPBIM (DU3HUECKUE U FOPUIMYECKHE JTHLa B HehOPMAIBHOM
CEKTOpE HE JIeNIAI0T B3HOCOB B CUCTEMY COLIMAJIBHOIO CTpaxoBaHus. PaOOTHUKHU 3TOr0
CEKTOpa YacTO OCTAIOTCS 33 PAMKAMH COLMAIIBHOM 3aILIUThI, TI03TOMY IS pealn3aluu
3¢ PeKTUBHON KOMILJICKCHOW MOJIMTUKH, HATIPABIICHHON Ha HUX, KpailHe BaXKHO CO3/aTh
eArHYyo 0a3y TaHHBIX 0 He(OPMAJIBHBIX PAOOTHUKAX U OCYILECTBIISATH MEKCEKTOPAIb-
HYIO IIOJIMTUKY U CTPATEr MK, OCHOBaHHbIE HA IPHHIMIIAX CIIPABEJIMBOCTH, PABHOIIPa-
BUSL U IPYXKEITIOOUs K PabOTHHKY.

KioueBsle ciioBa: HehopMabHas SKOHOMUKA, HE(OPMaIbHbIE PAOOTHHUKH, COLUAIIb-
HOE CTPaxOBaHKE, ypOBEHb OCHOCTH, CAMO3AHATBIE JIMIA, TPY/IOBbIE OTHOILICHHS
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Introduction

The term "informal sector" was first used by economic anthropologist Keith
Hart in a research report conducted in Ghana in the early 1970s. In 2002, at an
ILO conference, the concept of the informal sector was further refined and re-
ferred to as "informal economy" to denote "all activities that are not adequately
covered by official regulations, either in law or in practice" [1]. The informal
economy occupies a significant position in developing and transitioning countries,
with nearly half of the labor force engaged in the informal sector. In Asian coun-
tries, the quality and accessibility of social protection activities are directly linked
to the expansion of the informal sector, which is a common pressing issue. [2] To
transition workers from the informal to the formal sector, it is essential to fulfill
occupational health and safety standards that meet worker needs, utilize resources
from the formal economy, and establish a legal environment prioritizing health
and social protection. [3]

As of 2023, in Mongolia, out of approximately 1.3 million employed individ-
uals, 531.1 thousand (around 41% of total workers) include herders, while 194.1
thousand (21% without herders) are informal workers.
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Figure 1. Informal employment rate, 2019-2023

When examining the level of informal employment by employment status, one
in every two workers in the construction and transport service sectors, two out of
every five workers in the accommodation, housing, and food service sectors as
well as other service sectors, and three out of every ten workers in manufacturing,
wholesale and retail trade, and repair service sectors are informal workers. More-
over, about 50-80% of occasional and assistant workers, unpaid workers, and
those engaged in market-oriented household economic activities are considered
informal workers. As of December 2023, more than 152,000 people were volun-
tarily enrolled in social insurance. However, about 70% of herders and 45% of

29



Dxonomuueckas meopus, memoodono2us u noaumuka | Economic theory, methodology and policy

self-employed individuals remain uninsured. The persistent high number of infor-
mal sector workers is mainly attributed to weak governance, ineffective and
poorly targeted macroeconomic and social policies, and inadequate legal frame-
works and implementation.

There is a lack of detailed statistical data and research on the informal econ-
omy. The National Statistics Office conducted evaluations of the contribution of
the unregistered or hidden economy to the gross domestic product in 2013 and
2020, and also conducted "Surveys on Informal Employment" in 2010 and 2015.
Due to the scarcity of numerical data, studies on Mongolia's informal economy
are limited. The first major study was conducted by researcher Anderson in 1998
on Ulaanbaatar's informal sector. It analyzed attitudes, scale, causes of increase,
and the legal environment of the informal sector. The study found that the infor-
mal sector was small in scale, mostly family-based, and largely excluded from
official registration, reporting, and statistics. It concluded that about 30% of
Ulaanbaatar's working-age population was engaged in the informal sector, with
over 80% of them unregistered in official statistics. The main reason for the
growth of the informal sector was its easy access and low bureaucracy [4]. Sub-
sequent studies in 2001 and 2010 aimed to define and measure Mongolia's infor-
mal sector more broadly, including informal wage workers, self-employed infor-
mal workers, and unpaid family workers. These studies noted that while informal
employment brings many challenges, it also offers certain advantages. For self-
employed individuals and employers, challenges include limited resources and
financing for business expansion and vulnerability to risks. For informal wage
workers, exclusion from social protection, poor working conditions, lack of safety
at the workplace, and associated violations of rights were identified as disad-
vantages. On the other hand, employers benefit from avoiding costs related to em-
ployment such as taxes and social contributions, and find it easier and less pressured
to operate in the informal sector [5]. In 2013 and 2021, the Institute of Labor and
Social Protection Studies conducted surveys on the structure and conditions of in-
formal employment, revealing that key reasons for working in the informal sector
included poor job availability, the flexibility to work at one's own pace and interests,
and the potential for higher income than in the formal sector [6].

Employees identified the advantages of informal employment as flexible
working hours, better wages, and alignment with their skill sets. However, they
cited the lack of social protection, income instability, and limited access to
healthcare services as key disadvantages.

For employers and self-employed individuals, the main advantages included
flexible working hours, income generation, and the ability to work with family
members. On the other hand, they noted income instability, lack of access to social
protection, and absence of job security as major disadvantages.

One in six employers and self-employed individuals reported being unable to ob-
tain loans due to insufficient collateral, strict formal requirements, and high interest
rates. Among those who did manage to access loans, the majority received them from
formal sources such as commercial banks and non-bank financial institutions. Volun-
tary participation in social insurance often yields limited results, largely due to adverse
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selection issues that arise during the enrollment process. In contrast, a mandatory in-
surance system that incorporates features such as subsidies for contributions and dif-
ferentiated contribution categories tailored to individuals with limited payment capac-
ity tends to produce more effective and credible outcomes.

The government first adopted a policy on informal employment in 2006. This
policy was included in Mongolia's short- and medium-term plans and the coun-
try's economic and social development guidelines, specifying its principles and
implementation methods. Additionally, the Government Action Plan (2020—
2024), the "Employment Policy of Mongolia (2016-2025)," the "Three-Pillar De-
velopment Policy," and the long-term development policy "Vision 2050" all in-
clude measures aimed at improving labor and social protection for all workers.
However, the number of informal workers has not decreased. Policies aimed at
transitioning informal employment to the formal sector seem poorly coordinated,
with noticeable discrepancies between policy objectives and actual outcomes.

Research objectives

The article aims to (1) assess the implementation of policy actions aimed at
improving the working conditions of informal employment and overcoming bar-
riers; (2) identify opportunities and pathways for transitioning to formal employ-
ment.

This research primarily examines the outcomes of tax and social protection
policies aimed at transitioning the informal sector to the formal sector. To derive
results, comparative and quantitative analysis methods were employed.

Factors affecting the expansion of the informal sector
and results of efforts to address them

Based on the various features of Mongolia's economy and the principles of the
International Labour Organization's "Decent Work Agenda" and the "Declaration
on Fundamental Principles and Rights at Work," the government adopted a policy
to address informal employment in three phases from 2006 to 2015. The aim of
this policy is to shift informal workers to formal employment through state ser-
vices, establish legal, economic, labor, and social protection guarantees against
risks, and enhance the country's economic growth. The policy outlines 23 action
plans under five main directions. One of the key factors influencing the transition
of informal workers to the formal sector is the tax and social protection policy, as
evidenced by international best practices.

Thus, we will focus on the following four activities related to tax and social
insurance reforms from these policy actions, assessing their implementation level
and their impact on the informal sector:

1. Enhance opportunities for individuals, households, and groups to transition
their work and services to formal status through flexible tax policies.

2. Increase formal employment by gradually reducing social insurance rates
and improving wage and salary structures.
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3. Develop and implement projects to expand the scope and types of social
insurance, including informal workers.

4. Support initiatives and proposals to integrate informal workers into volun-
tary social protection structures and micro-networks that align with international
standards.

Several factors affecting informality

— The most significant and primary factor is poverty, where limited livelihood
opportunities and job scarcity directly correlate with the lack of job opportunities
for the working poor. There is a direct relationship between job scarcity and pov-
erty, which is a main cause of income sources. Increasing job supply through tax
and monetary policy, along with the expansion of permanent job opportunities, is
one step toward reducing the number of informal workers. The number of infor-
mal sector workers tends to increase during high unemployment years (see Fig 2).
An informal report indicates that more than half of informal workers are engaged
in irregular jobs without any social protection and earn inadequate income. Em-
ployers have little interest in enrolling these employees in social insurance, and
due to low and irregular wages, employees also face challenges in paying social
insurance.
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Figure 2. Composite measure of labour underutilization, %
and informal employment rate, % [7]

— Economic instability, limited industrial diversification, and incapacity to ab-
sorb the labor force contribute to poor quality employment in the service sector.
This results in increased inequality, expanded informal employment, and deepen-
ing vulnerabilities. Although the country has taken policy measures to promote
domestic production rather than being a consumer-led economy, the progress in
the production sector is overly dependent on mining, with only about 20% of total
employment being in the production sector (see Fig. 3). The newly created jobs
mostly comprise seasonal, hourly, and part-time informal positions that do not
afford full social protection.
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Figure 3. Employees, by classification of economic activities, 2023 [7]

— Various legal regulations have been criticized for creating rigidity in the la-
bor market, which in turn leads individuals to voluntarily choose informal em-
ployment. To address this, the Government of Mongolia set a goal to increase
formal employment by gradually reducing social insurance contribution rates and
improving the wage and salary system. When social insurance contribution rates
decreased, the number of voluntarily insured individuals increased, while the
number of insured individuals overall also grew. Conversely, there is an inverse
relationship between the increase in contribution rates and the number of insured
individuals, including those formally employed. The level of social insurance con-
tributions directly affects the expansion of the informal sector. In other words,
higher contribution rates increase the cost of formal employment, which pushes
both employers and employees toward the informal sector. Although the contri-
bution rate was reduced and maintained at a stable level starting from 2007, the rate
was gradually increased again from 2019 onward. This led to greater financial burden
on both workers and employers, limiting their access to social protection. As a result,
the number of voluntary contributors decreased (see Fig. 4).

The General Law on Social Insurance also includes income from wages and
salaries, as well as payments agreed upon under wage-based or similar contracts,
in the category of income subject to social insurance contributions. This provision
has increased the burden of social insurance contributions for both self-employed
individuals and legal entities that contract their services. Although intended as a
strict measure to regulate and reduce self-employment, it is believed to have had
the opposite effect by contributing to the expansion of the informal economy.

— The insufficiency of benefits from social insurance: Efforts to broaden the
scope and types of social insurance have not adequately met the demands of in-
formal sector workers, creating another barrier to formal transition.

33



Dxonomuueckas meopus, memoodono2us u noaumuka | Economic theory, methodology and policy

80%

70% 5% - carit®, 14%
60% pd % 6%

38%
50% J

477 v
o

0,

40% o
30% 9
20% 2 e A D e o D i T 22T, 2V 26%026%
0,
10% Lo A o o 19% o 0 14%
7% 0% tt/0

0%
2007 2008 2009 2010 2011 2012 2013 2014 2015 2016 2017 2018 2019 2020 2021 2022 2023

e Share of voluntary insured e Share of compulsory insured

social insurance contribution rate

Figure 4. Social insurance contribution rate and proportion of insured individuals, 2007-2023

As of 2022, Mongolia ranked second in Asia after Japan (17.1%) in terms of
social protection expenditure, allocating 15.4% of its gross domestic product
(GDP) to social protection [7]. In the Republic of Korea, social protection spend-
ing has generated cumulative GDP growth, producing 3 dollars after 10 quar-
ters—the highest among Asia-Pacific countries. In Mongolia, the cuamulative mul-
tiplier effect is 1.5 dollars after 8 quarters. Thailand has the lowest multiplier ef-
fect, at 1.4 dollars after 8 quarters [8]. Although Mongolia's social protection
spending is relatively high, it has limited positive impact on productivity and pro-
duction, indicating the inefficiency of its social protection policies.
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Figure 5. Output per worker and government actual expenditre on social protection excluding
health, latest available year, 2020-2023 (percentage of GDP)

According to a study by the International Labour Organization (ILO), unem-
ployment benefit coverage in Mongolia is relatively higher than in some South,
Central, and North Asian countries [9]. However, it is lower than that of East and
Northeast Asian countries, standing at around 30%. This is due to the exclusion
of those without labor contracts, temporary and part-time workers, self-employed
individuals, and informal workers from receiving unemployment benefits [10].
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Figure 6. Share of disability benefits in per capita GDP (%)
and daily consumption per adult ($) (latest available year)

The share of per capita disability benefits in GDP is around 6%, which is low
compared to other countries. These benefits are insufficient to cover even the min-
imum daily consumption needs of an adult. Although old-age pensions account
for 18% of per capita GDP, they also remain inadequate for meeting daily con-
sumption needs.

Based on the experience of many developing and developed countries, part of
social insurance contributions is covered by the government to expand coverage
and improve social protection. These countries assessed the working conditions,
income, and income risks of informal workers and grouped them accordingly,
providing larger subsidies to low-income individuals than to high-income ones.
By subsidizing employers' social insurance contributions, they have successfully
encouraged transitions from the informal to the formal sector.

Conclusions

— The national population information system should be expanded and updated
regularly to reduce the invisibility of informal workers and allow for better plan-
ning and implementation of tailored policy actions. Policy measures should be
based on the findings and recommendations from research conducted by interna-
tional organizations like the ILO and ADB, as well as domestic institutions like
the Labor and Social Protection Training, Evaluation, and Research Institute.

— Informal workers often have unstable jobs and fluctuating incomes. Policies
must reflect this by offering flexible conditions. Based on international experi-
ence, clearly categorizing informal workers, improving registration systems, and
tailoring pension benefits to contribution levels can enhance social insurance cov-
erage and protection. Encouraging higher-income self-employed individuals to
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transition into the formal sector through incentives without imposing burdens,
while prioritizing the inclusion of low-income groups into social protection, can
lead to economic growth, increased tax revenue, and improved living standards.

— It is necessary to expand stable employment opportunities and domestic pro-
duction to reduce poverty and unemployment, which are major drivers of informal
employment.

— The benefits received from contributions—such as healthcare services, pen-
sions, and allowances—must be improved. Additionally, awareness campaigns on
insurance benefits should be intensified in remote areas to foster positive attitudes
toward taxes and contributions.

— Preventing the shift of jobs from the formal to the informal sector requires
improving accounting, inspections, audits, and the effectiveness of social insur-
ance and tax controls.
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