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Informal Economy and Poverty in Urban Nepal
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Abstract

Informal sector plays crucial role in employing a significant part of the
economically active population of Nepal. The Nepal Labour Force Survey
(NLFS) - 2017/18 has estimated around 62 percent people to be currently
employed in the informal sector. It is estimated that there are 84.6 percent
of the currently employed who are informally employed in all industries as
compare to formal employment 15.4 percent in Nepal. Employment is the
main source of income of poor people which is still considered to be the
most effective vehicle to take them out of poverty. People of rural areas
are gradually coming to urban areas. So, economic growth and structural
changes are increasingly linked to urbanization process. More people will
live in urban settlements than in rural areas. Metropolitan cities of Nepal
like Lalitpur can offer the lure of better employment, education, and health
care and they also contribute disproportionately to the economy of the
country. However, rapid urban expansion is often associated with poverty
and rapid growth of informal sector urban area.
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Introduction

The informal economy is normally associated with poor, unproductive and excluded
workers and its significance has varied in different economic periods (Gerxhani, 2004).
Informal earnings are significant in middle income households and stronger in poorer
households (Hieu et al., 2014). Income generation in the informal sector has been helpful
in mitigating poverty in a big way. It has been a good mechanism for economic attainments
when there is lack of sufficient economic opportunities elsewhere (Agrawal &Dhakal, 2010).
Poverty alleviation is a major agenda for sustainable development in developing countries
like Nepal. However, poverty of Nepal has notably declined in current year. The decreasing
trend in poverty rate from 41.8 percent in 1996 to 30.9 percent in 2004; 25.16 percent in
2011 and 21.6 percent in 2015;and 18.7 percent 2018 (CBS, 2011; NPC, 2015 and 2018).
The agenda of poverty alleviation not only includes the income raising activities but also
constitutes the broadest opportunities in the economic development of the country.
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Informal sector plays crucial role in employing a significant part of the economically
active population of Nepal. Informal sector provides the means of livelihood to millions of
people in the country. It employs more than 96 percent of the economically active population
in the country. Employment is the main source of income among the poor and most of them
are found to be employed in informal sector. In most of the cases, however, the jobs are
low-paid and the job security is poor (Suwal & Pant, 2009). Informal sector absorbs surplus
labours and provides income earning opportunities for the poor and that becomes a primary
means of maintaining a low cost of living with cheaper goods and services (Bhatt, 2006).

In the urban context, the informal sector refers to small enterprise operators selling food or
goods and offering services and thereby involving the cash economy and market transactions
(Adhikari, 2011). Informal street food trade is taken as a means to provide low-cost food to
a growing urban population of poor, unemployed, and low-wageworkers in Nepal (Adhikari,
2017). This urban informal sector is more diverse than the rural one and includes a vast and
heterogeneous variety of economic activities through which most urban families earn their
livelihoods.

Review of Literature

Sastry (2004) has quantified informal employment and poverty in India. This study used
the international conceptual framework on the National Sample Survey Data of 1999-200.
This survey was conducted 365 days to find the usual activity status. To classifying informal
sector enterprises this study was used the ILO conceptual framework. The results revealed
that 95 percent of all workers were in informal employment. Among them more proportion
was females. In total, 96 percent of total jobs in rural areas were informal where 98 percent
was female and 95 percent was male. In urban India, 79 percent of total jobs were of an
informal nature where 82 percent of total female workers and 78 percent male workers. The
study also analyzed that self-employed workers of urban area perform somewhat better and
earns more than casual worker. Poverty is related more to the nature of employment than to
be absolute tare of employment.

Nguyen etal., (2013) have analyzed informal economy as an engine for poverty alleviation
in Vietnam. Secondary data has been used to link the informal economy with poverty. The
‘Household Living Standard Survey’ of Vietnam are the unique national surveys containing
information about both employment and living standard have been used. The study revealed
that the probability of being poor has decreased with the increase in the informal income.
Further, the regression results also show that the probability of the household being poor is
lower with the increase in education and vocational training of the household head. Further,
the impact of informal income on poverty reduction is statistically positive.

Williams (2014) has shown the evidence and policy review on informal economy and
poverty in United Kingdom (UK) to recognize whether informal economy helps those who are
poor. This study mentioned that poor people are more likely to participate in informal economy.
Their total income and wage rate are lower than for other groups. On the basis of survey conducted
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by Euro-barometer Survey - 2007 examine, 29 percent informal work was wage employment, 11
percent was self-employment and 60 percent was pain. Lower income population is more likely
to take the form of paid favors for close social relations. In recent years, the approach of UK
government has begun to shift away from eradication and towards facilitating its formalization.
This report also supports this policy shift towards formalizing informal work.

Cichello and Rogan (2016) analyzed that employment in informal sector and poverty
in South Africa is to identify the role of informal sources of income on poverty measures.
Secondary data has been used to estimate the role of informal sector earning to poverty
reduction. This research used ‘Foster Greer Thorbecke (FGT)’ to measures poverty. The
result shows that government transfer and formal sector jobs are important determinant of
poverty reduction whereas limited role plays in poverty reduction by informal sector at the
national level. This is primarily obsessed by the fact that there are relatively few informal
sector jobs compare to formal sector jobs. In the pre-job basis, the poverty reduction related
with formal and informal sector job is quite similar. The informal sector self-employment
jobs were providing just less 1.60 times the poverty reduction as formal jobs.

Barros and Chivangue (2017) discussed on poverty reduction through informal trade
in Mozambique. The study contributed in literature by focusing on informal trade in
Mozambique and it helps to establish the relationship between poverty reduction and informal
trade. They used primary data through a set of questionnaires undertaken in the capital city
of Mozambique, Maputo, in 2012. Stata software was used to checked heterogeneous logit
model, which proved that the parameter estimation is in line. The results show that informal
trade helps to decrease poverty and it is a strategy for the survival of low skilled individual
household. They concluded that poverty decrease through informal trade and it is a well-
established strategy in poor African countries. Informal economy is an alternative to absence
of formal jobs and represents a strategy for evasion poverty.

Delbiso et al., (2018) described that informal sector and urban unemployment are related
to small businesses contribution to large livelihood improvements. This study is based on
primary data that were collected from 450 respondents related to informal sector by taking in
detail interviews with stakeholders in Hawassa City of Ethiopia. They used ordinal logistic
regression model to determine factors that affect the livelihood improvement with the help
of choice variables. Their results indicate that there has been majority of the respondents
witnessed livelihood enhancement after the informal business. About 62 percent were youth
(10-24); nearly 45 percent operators were women and 63 percent were single. The bulk (90
percent) of the respondents has basic literacy. In general, nine out of ten operators witnessed
improvement in their livelihood after they started operational in informal sector. Furthermore,
around 82 percent of the respondents were able to meet their basic needs.

The given review of literature shows that it explored the relationship between informal sector
and poverty but the sector-wise poverty has not been measured. This study seeks to establish the
relationship between informal economy and poverty particularly related to urban areas of Nepal
by utilizing the secondary sources of data basically from Nepal Living Standard Survey, NLFS,
and primary data and information collected from Lagankhel area of Lalitpur Metropolitan City.



Adhikari: Informal Economy/PovertyinUrbanNepal. ..| 15

Objectives of the Study

The objectives of the study are to show the contribution of informal sector on GDP at
Continents level, SAARC level and national level along with analysis of the economic impact
of informal sector in urban poverty in the Lalitpur Metropolitan City.

Data and Methodology

To measure the informal sector activities, various methods have been used in practice.
In the case of Nepal, Labour Force Survey has used household survey method to collect the
information of informal sector. This study is based on both secondary as well as primary data.
The secondary data has been collected from periodic and annual reports of different government
agencies and research articles. The primary data and information were based on street vendors
of Lalitpur Metropolitan City which was collected in December, 2017. The major tools of data
analysis are various tables, graphs, correlation, regression, multiple coefficient of determinants,
adjusted coefficient of determinants, t-test, and F-test using computer software STATA-14.

Sampling Design

The study focused on the street vendors of Lagankhel area of Lalitpur Metropolitan City - 12.
The size of sample of the study was determined by observation method following a pilot survey.
120 vendors in the study area are selected randomly and they were interviewed individually
by the researcher himself. The study area seems to be highly dominated by the rural migrated
people as many respondents have been working for more than 25 years in the area. Most of the
respondents are of semi-mobile nature only some are mobile nature. Most of the respondents
who were in mobile and mobile-semi activities have been taken at their working places.

Model and Variables Specification

The model of the study is basically focused on how the earnings of street vendors have been
affected by changing different explanatory variables. This is examining by using in multiple
regression model. The general functional form of regression, the factors affecting the income of
the street vendors of the Lalitpur Metropolitan city with explanatory variables is expressed as:

Y =B,+BINV+BLS+B,WY +B,AGE+e,

Where, Y = Income, INV= Initial investment; LS = labour supply; WY = working years;
AGE = Age of the respondents, . = Constant term, 3, ,= Coefficients of parameters

In this model, income (Y) is a dependent variable and investment (INV), labour supply
(LS), working years (WY and age of street vendors (AGE) are explanatory variables. Income
represents the monthly income of respondent. Investment indicates the money spent in the
start-up phase of business. On the other hand, supply of labour indicates the total members
of a worker involved in this sector. It causes the changes in the income of business-runners.
Another effective factor in street business is working year. Persons who contribute more
time, they do more income. Age of street vendors also affects income of street business.
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Normally, young age of the respondents performs better than old age. Data are analyzed
using OLS regression, and STATA-14 statistical software.

Data Presentation and Analysis

World Scenario of Informal Economy

It is not an easy task to calculate the informal sector contribution to GDP due to change
in values price are primarily assumptions of national accountants. Those countries which
prepare the household sector accounts in national income accounting system, there is a
tentative estimate of the informal sector contribution which is possible to calculate (Charmes,
2012).

Table 1: Contribution of Informal Sector to GDP

Continents Informal Sector (including Informal Sector (excluding
agriculture) in % of Total GDP | agriculture) in % of Total GDP

Asia 30.2 14.2

North Africa 35.8 23.9

Sub-Sahara Africa 63.6 31.3

Latin America 29.2 24.0

Transitional Countries 19.5 10.7

Source: Charmes, 2012.

Table 1 shows that the contribution of informal sector to GDP including agriculture (63.6
percent) as well as non-agriculture (31.3 percent) is higher in Sub-Sahara Africa as compare
to other continents. But the contribution of informal sector to GDP is lowest in transitional
countries as compare to other continents.

Table 2: Non-agricultural Informal Employment

Informal Employment

Continents (% of Non-agriculture Employment)

Women Men Total
Latin America and the Caribbean 54 48 51
Sub-Sahara Africa 74 61 66
Middle East and North Africa 35 47 45
Eastern Europe and Central Asia 7 13 10
South Asia 83 82 82
East and Southeast Asia (excluding China) 64 65 65

Source: Vanek et al., 2014.
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Table 2 shows that the employment in non- agricultural sector of South Asia (82 percent)is
higher as compare to other continents where as 66 percent in Sub-Saharan Africa, 65 percent
in East and Southeast Asia, 51 percent in Latin America, 45 percent in Middle East and North
Africa and only 10 percent in Eastern Europe and Central Asia. Informal employment is not
attached only with informal sector but also large proportions of informal worker are available
in formal sector.

Informal Economy at SAARC

In India, around 93 percent of industrial and service sector workforce engaged in informal
sector in urban and sub-urban areas. Not surprisingly, these entire workforces are economically
marginalized (Marjit & Kar, 2007). More than two third (79.8 percent) workers in the South
Asia region were in informal employment which was above the global average (ILO, 2013).
Non-agriculture informal employment remains a major challenge in across the South Asia.

Table 3: Non-agriculture Informal Employment in South Asia

Countries Years Informal employment (% of Non-agriculture Employment)
Bangladesh 2010 88.5
Nepal 2008 86.4
India 2009/10 83.6
Pakistan 2009/10 78.4
Sri Lanka 2009 62.1
Maldives n.a. n.a.
Afghanistan n.a. n.a.
Bhutan n.a. n.a.

Source: ILO, 2013.

Table 3 shows that the contribution of informal economy to employment generation in
South Asian region was very high. The non-agriculture employment of Nepal (86.4 percent)
and Bangladesh (88.5 percent) were very high as compare to other South Asian countries like
in India (83.6 percent), in Pakistan (78.4 percent) and in Sir Lanka (62.1 percent).

Informal Economy in Nepal

The informal sector represents an important part or economy in many countries like
Nepal and it plays a key role in production, income generation and formation of employment
(Adhikari, 2011). Informal employment has been defined as the total number of informal
jobs, whether accepted in informal sector enterprises or households, formal sector enterprises
(Hussmann, 2004). Around 70 percent of total non-agricultural employment aged 15 and over
were currently employed in informal sector (NLFS, 2008). But the informal non-agriculture
sector accounts only 41 percent of all jobs (NLFS, 2018).
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Table 4: Total Formal and Informal Employment by Sector

Sector of Employment | Male (in Percent) | Female(in Percent) | Total (in Percent)
Formal 40.3 33.5 37.8
Agriculture 1.3 1.2 1.3
Non-agriculture 39.0 32.3 36.5
Informal 59.7 66.5 62.2
Agriculture 13.4 31.8 20.2
Non-agriculture 45.7 32.9 41.0
Private households 0.6 1.8 1.0

Total 100 100 100

Source: NLFS, 2018.

Table 4 shows that employment in informal sector is 62.2 percent as compare 37.8 percent in
formal sector. The evidence clearly shows that the role of informal economy is very important to
generate employment opportunity in Nepal like other developing countries. Intotal employment
was the non-agriculture informal sector along accounting for 41 percent of all jobs, the informal
agriculture accounting for 20.2 percent while private households accounted for 1 percent of
total employment. In Nepal, informal employment includes employers, contributing family
workers, informal sector’s own-account workers who are employed in informal sector, as well
as employees and paid apprentices who do not have paid annual leave or sick leave benefit and
whose employers do not contribute to their social security (NLFS, 2018).

Table 5: Formal and Informal Employment (in percent)

Occupation Formal Employment Informal Employment Total
Total 15.4 84.6 100
Formal sector 40.8 59.2 100
Informal sector 0.0 100.0 100

Source: NLFS, 2017/018

Table 5 shows that the informal employment is higher (84.6 percent) as compare to formal
employment (15.4 percent) in Nepal. In formal sector, only 40.8 percent workers are employed
in formally whereas 59.2 percent are employed informally. They do not have to sick leave and
paid annual leave benefits and their employers do not contribute towards their social security.

Table 6: Share of Informal Employment by Sector

Occupation Informal Employment (in thousands) In percent
Total 5994 100
Formal Sector 1583 26.4
Informal Sector 4411 73.6

Source: NLFS, 2018.
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Table 6 shows that above 15 years employed people are 84.6 percent informally. Among
them, 73.6 percent are in informal sector and 26.4 percent are in formal sector.

Sector-wise Poverty in Nepal

The poverty and informal sector have close relationships. They may have causal
relationship between them. However, informal sector pays low wage rate in comparison to
formal sector. The NLSS - 2010/11 estimates that 25 percent of people are living below
the absolute poverty line in Nepal. Therefore, informal sector may be one of the important
determinants of poverty in Nepal as shown in given table 7.

Table 7: Poverty by Occupation of Household Head (in percent)

Sectors Poverty Index Distribution of Poverty
Incidence | Intensity | Sensitivity | Of the Poor | Of the Population
Main Occupation of Household Head
Self-Employment 27.23 6.00 2.05 55.20 51.00
Agriculture
Manufacturing* 22.44 5.03 1.77 3.80 4.20
Trade 13.21 2.54 0.74 4.10 7.90
Services 19.63 3.33 1.02 2.00 2.60
Wage
Agriculture 47.03 8.56 2.52 6.30 3.40
Professional 5.55 1.14 0.35 0.70 3.30
Other 28.25 5.76 1.73 16.20 14.50
Extended 31.55 9.37 3.67 5.90 4.70
economic activity
Unemployed 26.65 3.60 0.86 0.40 0.40
Inactive 16.63 3.35 1.09 5.30 8.00
Nepal 25.16 5.43 1.81 100.00 100.00

Note: An asterisk * shows manufacturing workers in mining, quarrying, construction, elec-
tricity and utilities.

Source: NLSS, 2011.

Table 7 shows that poverty in agriculture sector is found 27 percent which is close to the
poverty rate of unemployed. Poverty in agriculture-based wage is found almost 50 percent
which is higher compared to another sector. Poverty in manufacturing sector including
workers in mining and quarrying, construction, electricity and utilities as well found around
22.44 percent. Similarly, poverty found in trade 13.21 percent and service sector 19.63
percent. Similarly, poverty in agriculture-based wage is found almost 50 percent which is
higher compared to another sector such as professional sector found only around 5 percent. It
suggests that poverty and informal sector have close relationships. They may have causality
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relationship; however, informal sector pays low wage rate compared to formal sector.
Therefore, informal sector may be one of the important determinants of poverty in Nepal.

Correlation Analysis

Correlation analysis measures the degree of association and direction of relationship
between two or more variables. It is a quantitative assessment that measures both the direction
and strength of a linear relationship between two variables. The study used Pearson’s correlation
coefficient as a test statistic. Itis to analyze the degree of relationship between income (Y) of
individual street vender in the study area with its major determinants like investment (INV),
labour supply (LS), working years (WY), and age of individual (AGE) of street vender in the
study area. Pearson’s coefficients of correlation have been presented in the table 8.

Table 8: Correlation Matrix between the Variables

Variables Income (Y) Inv;elsl\’:\r;m)ent Suls:IzL(l[S) Y‘::::k(l‘nNgY) Age (AGE)
Income (Y) 1
Investment (INV) 0.51 1
Labour Supply (LS) 0.46 0.36 1
Working Years (WY) 0.16 -0.03 0.23 1
Age (AGE) 0.04 0.07 0.17 0.48 1

Source: Author’s calculation.

Table 8 shows that the Investment, labour supply, working years and age are positively
correlated with income. It implies that increase in all the given variables leads to higher level
of income. The coefficient of correlation between income (Y) and investment (INV) is 0.51
which shows that both of them are moderate positive relationship. Likewise, the coefficient
of correlation between income (Y) and labour supply (LS) is 0.46 which shows that both
of them are low degree of correlation to each other. Similarly, the coefficient of correlation
between income (Y) and working years (WY) is 0.16 which shows that both of them have
very low degree of correlation to each other. Moreover, the coefficient of correlation between
income (Y) and age (AGE) of individual street vender is 0.04 which shows that both of them
have very low degree of correlation.

Regression Analysis

The multiple regression analysis shows the linear role of independent variables
to the given dependent variable in order to examine the any given units change in given
independent (explanatory) variables to the estimated units change in dependent variable (Y).
In the study, the income (Y) is taken as the dependent (response) variable and investment
(INV), labour supply (LS), working years (WY) and age (AGE) of individuals street vendors
are taken as independent (explanatory) variables as shown in given model and table 9.
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Y =B,+B,INV+B,LS +B, WY + B, AGE+ e,
Y = 9,843 + 0.0598INV + 3,786LS + 303.4 WY -111.4 AGE+e,

Table 9: Results of Regression Analysis for Determinants of Income

Variables Parameters | Constant & | Standard | t-value | Prob.
Coefficients Error

Constant B, 9,843 2,967 3.32 0.001
Initial investment (INV) B, 0.0598*** 0.0117 5.09 0.000
Labour Supply (LS) B, 3.786%** 1,087 3.48 0.001
Working years (WY) B, 303.4* 168.4 1.80 0.074
Age of respondents (AGE) B, -111.4 91.21 -1.22 0.224
R? =0.3609 Adjusted R? = 0.3386No of Observation = 120

F-value = 16.23 Prob.> F = 0.0000

Note: Standard errors in parentheses. *** p <0.01, ** p < 0.05, * p <0.10.
Source: Author’s calculation.

The given table 9 reveals that 36.09 percent of the total variation in income is explained
by the variation in the given all independent (explanatory) variables like investment, supply
of labour, working years and age. Similarly, 33.86 percent of the total variation in income is
explained by the given fitted regression. Again, the P-value (0.000) for overall goodness of fit
in the model is lesser than a value (o= 0.01) so that the model is statistically significant even
at one percent level of significance. Hence, it could be concluded that the regression equation
is significant by rejecting null hypothesis of the study.

The coefficient of investment variable is positive that shows any increase in investment
brings increase in income of the vendors. The coefficient indicates that NRs.1 increase in
investment brings near about NRs. 0.0598 increase in income per month of the vendors.
Again, the P-value (0.000) for investment in the model is lesser than o value (o = 0.01) so
that the model is statistically significant even at one percent level of significance. Hence,
it could be concluded that investment is an important variable that brings significant and
positive effect in street income of vendors and significant at one percent level by rejecting
null hypothesis of the study.

Similarly, the results reveal that labour supply has great significant impact in bringing
change in income earned by the vendors. The positive sign of coefficient indicates that
increase in labour by one unit, increases the income of street vendors by around NRs. 3,786
per month. It is significant at one percent level.

Again, the result reveals that working year is another important variable affecting the
incomes of street vendors. The positive coefficient of working years of street vendors
indicates that increase in one more experience year, increases the income of the street vendors
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by around NRs. 303.4 per month. The variable is found significant to bring about the change
to income. It is significant only at ten percent level.

Finally, age of the street vendors is another important variable which is being a negative
coefficient. It indicates that when age of street vendors increases, the probability of their
capacity to generate income decreases and vice versa. But it is not found significant even at
ten percent level of significant in this analysis.

Conclusions

Informal sector plays the significant role in to the economy of nation. It helps to reduce poverty,
unemployment and inequality without government policies and programmes. Thus, it creates self-
employment opportunity and raises their leaving standard. Some argues that the urban informality
is increases after the liberalization of cities as one of the consequences of globalization (AlSayyad,
2004). On the other hand, rural-urban migration is the main cause which leads to increase urban
informal sector. Those people who recently migrant in the city, urban informal sector provides as
significant entry point (Koo & Smith 1983). The urban areas tend to offer better public services
and urban informal sector offers better opportunities than the rural economic sector. Earnings
are higher in urban informal employment than in rural occupations. In many countries including
Nepalese cases, in the initial phase of urbanization informal economic activities are very high.

Poverty in Nepal is compounded by general uncertainty with respect to livelihood and life,
which threatens an even wider section of the population than might be counted as poor. Poverty
is an extremely complex phenomenon, which manifests itself in a range of overlapping and
interlinked among economic, political and social deprivations. Benefits of development are not
widely spread to various sections in society. Some are left behind and some others are not touched
by the benefits of development. Those people who are far from the development activities in a
nation, these are usually used to do informal jobs and survived their lives.
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