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The worldwide informal economy consists of over two billion individuals and 

often includes the most dangerous and low-paying jobs, leading to many 

detrimental outcomes for both countries and individuals. Unfortunately, we 

know little about how international agreements shape informal employment. 

Conventional economic theories would suggest that informal employment in 

developing countries should decrease due to trade liberalization and increased 

foreign economic investment. However, empirical research has found mixed 

results, with some finding liberalization increases informality and others 

finding liberalization decreases informal work. To address this inconsistency, 

we develop a theory that considers variation within trade agreements, including 

the presence of labor provisions and the robustness of enforcement 

mechanisms. We argue that trade agreements with strong enforcement 

mechanisms coerce countries to improve labor rights, which in turn decreases 

the informal economy. We test our theory through matching within a 

difference-in-differences design with staggered treatment timing on a sample 

of countries from 1990-2020. Our preliminary results show that labor 

provisions in trade agreements play a meaningful role in reducing the size of 

the informal economy. Furthermore, we expect to find that this effect is driven 

by agreements with strong enforcement mechanisms compared to agreements 

with weak enforcement mechanisms. This work expands our knowledge on the 

causes and consequences of informal work while highlighting a pathway to 

sustainable growth.

This work speaks directly to the question of the role globalization and 

international agreements have on the informal sector. Our findings suggest an 

answer to the empirical puzzle mentioned above. Namely, it is not trade 

liberalization alone that aids in reducing informality. Rather, the institutional 

design and variation within these agreements matters a great deal. FTAs with 

enforceable labor provisions aid in reducing the size of the informal economy 

by providing a pathway to formal employment in trading-partner countries. On 

the other hand, FTAs that incorporate aspirational language with no 

enforceable provisions have a minimal effect on the informal sector. This 

research speaks to the broader questions around the role international 

agreements have on domestic outcomes while providing a blueprint on “what 

works” for future treaties. By ensuring enforceable labor provisions are 

included in trade agreements, countries can reap the benefits of the 

distributional effects of liberalization while also promoting sustainable growth 

and protecting the most vulnerable in society.

To test our theory, we perform a matching and difference-in-differences 

analysis on a sample of 151 countries from 1990-2020. Countries are coded 

based on whether they have entered into a trade agreement with enforceable 

labor provisions, as well as if these agreements are with the United States the 

European Union, or other countries. Data on the scope of trade agreements was 

taken from the Design of Trade Agreements (DESTA) database, while data on 

the informal economy comes from the World Bank’s Informal Economy 

Database and is measured as a percentage of GDP. Countries are matched on a 

variety of political and economic covariates taken from the World Bank's 

World Development Indicators database and the Varieties of Democracy (V-

DEM) database.

H1: Countries that enter into a free trade agreement with labor provisions will 

see a decrease in the size of their informal economy compared to countries do 

not, or have not yet, entered into such an agreement.

H2a: Countries that enter into FTAs with weak labor enforcement mechanisms 

will see a minimal effect on the size of the informal economy compared to 

countries that do not, or have not yet, entered into such an agreement.

H2b: Countries that enter into FTAs with strong labor enforcement 

mechanisms will see a significant decrease in the size of the informal economy 

compared to countries that do not, or have not yet, entered into such an 

agreement.
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We argue that enforceable FTAs with explicit references to labor provisions are 

a key determinant to reducing informal employment. As labor protections and 

enforcement increase, informal workers are incentivized to seek formal 

employment, gaining the legal protections, safer working conditions, and 

higher wages that accompany such work. Moreover, trading partner 

governments and firms are incentivized to incorporate previously informal 

workers into the formal labor force to avoid monetary sanctions or the removal 

of trading privileges.
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