MIDDLE EAST AND NORTH AFRICA
DEVELOPMENT REPORT

Informality and Inclusive
Growth in the Middle East
and North Africa

Gladys Lopez-Acevedo, Marco Ranzani,
Nistha Sinha, and Adam Elsheikhi

@) WORLD BANKGROUP






Informality and Inclusive
Growth in the Middle East
and North Africa






MIDDLE EAST AND NORTH AFRICA
DEVELOPMENT REPORT

Informality and Inclusive
Growth in the Middle East
and North Africa

Gladys Lopez-Acevedo, Marco Ranzani,
Nistha Sinha, and Adam Elsheikhi

@) WORLD BANKGROUP



© 2023 International Bank for Reconstruction and Development / The World Bank
1818 H Street NW, Washington, DC 20433
Telephone: 202-473-1000; Internet: www.worldbank.org

Some rights reserved
1234 26252423

This work is a product of the staff of The World Bank with external contributions. The findings, interpre-
tations, and conclusions expressed in this work do not necessarily reflect the views of The World Bank, its
Board of Executive Directors, or the governments they represent. The World Bank does not guarantee the
accuracy, completeness, or currency of the data included in this work and does not assume responsibility for
any errors, omissions, or discrepancies in the information, or liability with respect to the use of or failure to
use the information, methods, processes, or conclusions set forth. The boundaries, colors, denominations,
and other information shown on any map in this work do not imply any judgment on the part of The World
Bank concerning the legal status of any territory or the endorsement or acceptance of such boundaries.

Nothing herein shall constitute or be construed or considered to be a limitation upon or waiver of the
privileges and immunities of The World Bank, all of which are specifically reserved.

Rights and Permissions

This work is available under the Creative Commons Attribution 3.0 IGO license (CC BY 3.0 IGO) http://
creativecommons.org/licenses/by/3.0/igo. Under the Creative Commons Attribution license, you are free
to copy, distribute, transmit, and adapt this work, including for commercial purposes, under the following
conditions:

Attribution—Please cite the work as follows: Lopez-Acevedo, Gladys, Marco Ranzani, Nistha Sinha, and
Adam Elsheikhi. 2023. Informality and Inclusive Growth in the Middle East and North Africa. Middle East
and North Africa Development Report. Washington, DC: World Bank. doi:10.1596/978-1-4648-1988-9.
License: Creative Commons Attribution CC BY 3.0 IGO

Translations—If you create a translation of this work, please add the following disclaimer along with the
attribution: This translation was not created by The World Bank and should not be considered an official World
Bank translation. The World Bank shall not be liable for any content or ervor in this translation.

Adaptations—If you create an adaptation of this work, please add the following disclaimer along with the
attribution: This is an adaptation of an original work by The World Bank. Views and opinions expressed in the adap-
tation are the sole responsibility of the author or autbors of the adaptation and are not endorsed by The World Bank.

Third-party content—The World Bank does not necessarily own each component of the content contained
within the work. The World Bank therefore does not warrant that the use of any third-party-owned indi-
vidual component or part contained in the work will not infringe on the rights of those third parties. The
risk of claims resulting from such infringement rests solely with you. If you wish to re-use a component
of the work, it is your responsibility to determine whether permission is needed for that re-use and to
obtain permission from the copyright owner. Examples of components can include, but are not limited
to, tables, figures, or images.

All queries on rights and licenses should be addressed to World Bank Publications, The World Bank Group,
1818 H Street NW, Washington, DC 20433, USA; e-mail: pubrights@worldbank.org.

ISBN (paper): 978-1-4648-1988-9
ISBN (electronic): 978-1-4648-1989-6
DOILI: 10.1596/978-1-4648-1988-9

Cover image: © Sonideas / World Bank. Further permission required for reuse.
Cover design: Bill Pragluski, Critical Stages LLC.

Library of Congress Control Number: 2023910917


http://www.worldbank.org
http://creativecommons.org/licenses/by/3.0/igo
http://creativecommons.org/licenses/by/3.0/igo
mailto:pubrights@worldbank.org

Middle East and North Africa
Development Report Series

This series features major development reports from the Middle East and North Africa region of
the World Bank, based on new research and thoroughly peer-reviewed analysis. Each report aims
to enrich the debate on the main development challenges and opportunities the region faces as it
strives to meet the evolving needs of its people.

TITLES INTHE MIDDLE EAST AND NORTH AFRICA DEVELOPMENT

REPORT SERIES
Informality and Inclusive Growth in the Middle East and North Africa (2023) by Gladys Lopez-Acevedo, Marco
Ranzani, Nistha Sinha, and Adam Elsheikhi

Exports to Improve Labor Markets in the Middle East and North Africa (2023) by Gladys Lopez-Acevedo and
Raymond Robertson

Blue Skies, Blue Seas: Air Pollution, Marine Plastics, and Coastal Erosion in the Middle East and North Africa
(2022) by Martin Philipp Heger, Lukas Vashold, Anabella Palacios, Mala Alahmadi, Marjory-Anne
Bromhead, and Marcelo Acerbi

Distributional Impacts of COVID-19 in the Middle East and North Africa Region (2021) edited by Johannes G.
Hoogeveen and Gladys Lopez-Acevedo

The Reconstruction of Iraq after 2003: Learning from Its Successes and Failures (2019) by Hideki Matsunaga
Beyond Scarcity: Water Security in the Middle East and North Africa (2018) by World Bank
Eruptions of Popular Anger: The Economics of the Arab Spring and Its Aftermath (2018) by Elena Ianchovichina

Privilege-Resistant Policies in the Middle East and North Africa: Measurement and Operational Implications (2018)
by Syed Akhtar Mahmood and Meriem Ait Ali Slimane

Jobs or Privileges: Unleashing the Employment Potential of the Middle East and North Africa (2015) by Marc
Schiffbauer, Abdoulaye Sy, Sahar Hussain, Hania Sahnoun, and Philip Keefer

The Road Traveled: Dubai’s Journey towards Improving Private Education: A World Bank Review (2014) by Simon
Thacker and Ernesto Cuadra

Inclusion and Resilience: The Way Forward for Social Safety Nets in the Middle East and North Africa (2013) by
Joana Silva, Victoria Levin, and Matteo Morgandi

Opening Doors: Gender Equality and Development in the Middle East and North Africa (2013) by World Bank

From Political to Economic Awakening in the Arab World: The Path of Economic Integration (2013) by Jean-Pierre
Chauffour

Adaptation to a Changing Climate in the Arab Countries: A Case for Adaptation Governance and Leadership in
Building Climate Resilience (2012) by Dorte Verner

Renewable Energy Desalination: An Emerging Solution to Close the Water Gap in the Middle East and North Africa
(2012) by World Bank

Poor Places, Thriving People: How the Middle East and North Africa Can Rise Above Spatial Disparities (2011) by
World Bank

Financial Access and Stability: A Road Map for the Middle East and North Africa (2011) by Roberto R. Rocha,
Zsofia Arvai, and Subika Farazi



From Privilege to Competition: Unlocking Private-Led Growth in the Middle East and North Africa (2009) by
World Bank

The Road Not Traveled: Education Reform in the Middle East and North Africa (2008) by World Bank

Making the Most of Scarcity: Accountability for Better Water Management Results in the Middle East and North
Africa (2007) by World Bank

Gender and Development in the Middle East and North Africa: Women in the Public Sphere (2004) by World Bank

Unlocking the Employment Potential in the Middle East and North Africa: Toward a New Social Contract (2004)
by World Bank

Better Governance for Development in the Middle East and North Africa: Enbancing Inclusiveness and Accountability
(2003) by World Bank

Trade, Investment, and Development in the Middle East and North Africa: Engaging with the World (2003) by
World Bank

All books in the Middle East and North Africa Development Report series are available for free at
https://openknowledge.worldbank.org/handle/10986/2168.


https://openknowledge.worldbank.org/handle/10986/2168

Contents

Foreword Xvii
Acknowledgments xix
About the Authors and Contributors xxi
Executive Summary XXV
Abbreviations XXXi
Overview 1
Introduction 1
MENA’s Track Record: A Need for More
Socially Inclusive Growth 4
How Does This Report Measure Informality? 6
Framework for the Report 11
Realm 1: Informality and Entrepreneur-Worker Relations 13
Realm 2: Informality and the Tax System 18
Realm 3: Informality and Market Conditions 20
Guiding Principles for Moving toward Higher, More Socially
Inclusive Growth 22
Road Map 34
Notes 37
References 37
1 Why Does Informality Matter? A Framework 41
Key Messages 41
Introduction 42
The Long-Standing Informality Debate 43
The Case for Better Understanding Informality 46
What We Know and Do Not Know about Informality in MENA 50
A Framework for an Institutional Analysis of Informality 52

How the Environment Influences Productivity and Growth 57

vii



viii

Informality and Inclusive Growth in the Middle East and North Africa

3

How the Environment Influences Social Protection Coverage,

Poverty, and Inequality

Workers and Firms: Balancing the Costs and Benefits

of Formality
Pilot Countries and Data Sources

Annex 1A: Correlation between Firm Size and

"Total Factor Productivity
Notes
References

MENA’s Key Challenges to Boost Living Standards

Key Messages
Introduction

Growth, Job Creation, and Poverty Reduction
Sources of MENA’s Growth and Economic Transformation
An Overview of Labor Markets in Egypt, Morocco, and Tunisia

High Rates of Informal Employment
Conclusion

Annex 2A: Regional Poverty Estimates, 2000-18
Annex 2B: Shapley Decomposition of Changes in

Value Added per Capita
Notes
References

The Case of Tunisia

Key Messages

Introduction

Overview of the Tunisian Labor Market
Realm 1: Entrepreneur-Worker Relations
Contributory Social Insurance Regimes
Contributory Regimes for Salaried Workers
Social Protection, Informality, and Poverty
Realm 2: Taxes and Transfers

Personal Income Tax

Realm 3: Market Conditions

Registration Procedures and Costs
Competition in the Product Market
Conclusion

Annex 3A: Statistics on Public, Private Formal, and

Private Informal Workers
Annex 3B: Additional Statistics
Notes
References

59

63
64

67
67
68

71

71
72
72
78

94
101
102

102
104
104

107

107
108
108
113
115
117
131
133
136
141
142
144
147

150
151
164
166



Contents

4

The Case of Morocco

Key Messages

Introduction

Opverview of the Moroccan Labor Market

Realm 1: Entrepreneur-Worker Relations

Realm 2: Taxes and Transfers

Overview of the Tax System

Personal Income Tax

Corporate Income Tax

Value Added Tax

Realm 3: Market Conditions

Conclusion

Annex 4A: Additional Statistics

Annex 4B: Key Findings from Conversations with
Moroccan Employees, Own-Account Workers,
and Employers

Notes

References

The Case of the Arab Republic of Egypt

Key Messages

Introduction

Overview of the Egyptian Labor Market
Realm 1: Entrepreneur-Worker Relations
Realm 2: Taxation

Realm 3: Market Conditions

Conclusion

Notes

References

Boxes

0.1

1.1
1.2
1.3
2.1
3.1
3.2

33

Three Realms of the Institutional Landscape for
Informal Employment

Slight Variations in How Informality Is Defined

Legal versus Illegal Informal Employment

How Statisticians Define Informality

"Total Factor Productivity Is Stuck at Weak

Defining Informal Workers

Legal Framework for Labor Relations and Social
Security in Tunisia

Private Firms Cite Corruption as a Major Constraint

Slight Variations in How Informality Is Defined for the

169

169
170
170
175
195
196
198
202
203
204
209
213

222
232
234

237

237
238
240
246
258
265
269
272
274

45
45
47
85
110

113
145



Informality and Inclusive Growth in the Middle East and North Africa

3B.1  Potential Arbitrage Opportunities for Firms Weighing
"Tax Regimes, Tunisia

3B.2  Comparison of the Numbers of Tax Payers, by Income
"Tax Regime

3B.3  Contributory Social Insurance for Salaried Workers in
Agriculture: The RSAA Regime in the Private Sector

4.1 Definitions

4.2 Legal Framework of Workers in Morocco

43 Shortfalls of the Pension Scheme for Private Sector
Salaried Workers

44 Behavioral Constraints on Formal Employment:
Evidence from Interviews

Figures

0.1  Informal Employment Rates, by Region, 2019

0.2 Poverty Level, by Region, 2000-18

0.3 Informal Employment Rates, by Sector, Arab Republic
of Egypt, Morocco, and Tunisia, 2018 and 2019

0.4  Informality Rates, by Income Decile Levels, Arab
Republic of Egypt, Morocco, and Tunisia

0.5 The Environment and Social and Economic Outcomes
in a Country

0.6  Out-of-Pocket Health Expenditures, Arab Republic of
Egypt, 2000-19

0.7 Minimum Monthly Wages, by Sector, Tunisia, 2019

0.8 Access to Credit, by Firm Size, Morocco, 2019-20

0.9  Interactions among Social Protection, Labor
Regulation, Taxation, and Market Conditions, and
Their Effects on Firms’ and Workers’ Formality Status

0.10  Tax Revenues as a Percentage of GDP, Arab Republic of
Egypt, 2010-19

O.11  Share of Tax Revenues, Morocco, 2018

1.1 Share of Informal Employment in Total
Employment, by Region, 2019

12 The Environment and Social and Economic Outcomes

1.3 Key Elements of Realm 1: Entrepreneur-Worker Relations

1.4 Key Elements of Realm 2: Institutions, Laws, and Policies

1.5 Key Elements of Realm 3: Market Conditions

1A.1  Correlation between Firm Size and Total Factor
Productivity, by Pilot Country, Latest Year

2.1 GDP per Capita, by Region, 2000-20

2.2 Demographic Transition, Selected Regions and Pilot

Countries, 2000-20

158
160
162
173
177

181

190

10

11

12

16

18

22

25

32
32

43
53
55
56
56

67
74

75



Contents

23

24

2.5

2.6

2.7

2.8

2.9

B2.1.1

2.10

2.11

2.12

2.13

2.14

2.15

2.16

2.17

2.18

2.19

2.20

2.21

2.22

Annualized Growth Rate, Arab Republic of Egypt,
Morocco, and Tunisia, 2000-19

Headcount Poverty Rate, Arab Republic of Egypt,
Morocco, and Tunisia, 2000-17

Consumption, Investment, Exports, and Imports as a
Share of GDP, Arab Republic of Egypt, Morocco, and
Tunisia, 2000-20

Gross Fixed Capital Formation in MENA and Arab
Republic of Egypt, Morocco, and Tunisia

Account Deficits, Arab Republic of Egypt, Morocco, and
Tunisia, 2000-20

Share of Public Debt, Arab Republic of Egypt, Morocco,
and Tunisia, 2000-20

Labor Productivity, Arab Republic of Egypt, Morocco,
and Tunisia, 2012-18

"Total Factor Productivity, Arab Republic of Egypt,
Morocco, and Tunisia, 2000-19

Labor Productivity, by Sector, Arab Republic of
Egypt, Morocco, and Tunisia, 2018

Labor Productivity Gains within Sectors, Arab Republic
of Egypt, Morocco, and "Tunisia, 2012-18

Labor Force Participation Rate, by Region and
Pilot Countries, 2010-20

Share of Youth and Women Participating in the
Labor Market, Pilot Countries and MENA, 2019

Unemployment Rate, by Region, 2010-19

Unemployment Rate, Pilot Countries, 2010-19

Share of Total Workers, by Type of Work and
by Region, 2019

Share of Total Workers, by Type of Work,
Arab Republic of Egypt, Morocco, and Tunisia, 2019

Public Sector Employment as a Share of Total
Employment, Arab Republic of Egypt, Morocco,
and Tunisia, circa 2010 and 2018-19

Informal Employment Rate, Arab Republic of Egypt,
Morocco, and Tunisia, circa 2008 and 2018-19

Informal Employment Rate, by Employment Status, Arab
Republic of Egypt, Morocco, and Tunisia, 2018-19

Informal Employment Rate as a Share of Total
Employment, Arab Republic of Egypt, Morocco, and
Tunisia, circa 2018-19

Informal Employment Rate, by Education Level, Arab
Republic of Egypt, Morocco, and Tunisia, circa 2018-19

76

77

79

80

82

83

84

85

87

88

90

91

91

92

93

93

94

95

96

98

99



Xii

Informality and Inclusive Growth in the Middle East and North Africa

2.23

2A1
2B.1
3.1

3.2
33

B3.2.1

3.4
3.5

3.6
3.7
3.8
3.9
3.10
3A1
3B.1
3B.2

3B.3

3B4

3B.5
3B.6
3B.7
3B.8
3B.9

3B1.1
3B1.2

Informal Employment Rate, by Household Welfare,
Arab Republic of Egypt, Morocco, and Tunisia, Most
Recent Year

Poverty Headcount Ratio at US$2.15 a Day, by Region

Decomposition of per Capita GDP Growth

GDP Growth and Formal Employees in the Private
Sector, 2012-19

Opverview of the Tunisian Labor Market, 2019

Informal Employment Rate, by Employment
"Type, Tunisia, 2019

Overview of Legislation and Regulations Covering
Workers, by Type of Employment, Tunisia

"Tunisia’s Social Protection System

Ratio of Total Pension Benefits to Total
Contributions Paid, Tunisia

Ratio of Total Retirement Pension Benefits to Total
Contributions Paid, Tunisia

Minimum Monthly Wages, by Sector, Tunisia, 2019

Composition and Trends in Tax Revenues, Tunisia, 2011-19

Structure of the Personal Income Tax, Tunisia, 2019

Access to Credit, by Firm Size, Tunisia, 2019-20

Distribution of Wage Workers, by Real Monthly Wages
and Sector, Tunisia, 2019

Share of Registered Firms Entering and Exiting, by Size
and Year, Tunisia, 2003-19

Ratio Trend in Out-of-Pocket Health Expenditure as a
Share of Current Health Expenditures, Tunisia, 2000-18

"Trends in the Nominal and Real Minimum Wages for
Nonagriculture Sector Workers and the Inflation Index,
Tunisia, 2010-19

Distribution of Population Age 18 and Older, by Type of
Health Care Access and Quintile of Household per
Capita Expenditures, 2010

Tax Revenues, as a Share of GDP, Tunisia, Regional
Peers, and OECD Countries, 2019

Composition of Personal Income Tax, Tunisia, 2019

Marginal and Average Tax Rates, by Annual Income, Tunisia

Revenues from Value Added Tax, as a Share of GDP, by
Country, 2019

Redundancy Payment as a Percentage of the Wage, by
Number of Years of Seniority, Tunisia

Tax Paid, by Fiscal Regime and Sales, Tunisia

After-Tax Profit, by Fiscal Regime and Sales, Tunisia

100
102
104

109
110

112

114
115

119
125
126
135
137
143
150
151

151

152

152

153
153
154

154

155

159
160



Contents

Xiii

3B2.1

3B2.2

4.1

4.2
4.3

44

B4.2.1

4.5

4.6

4.7

4.8
4.9

4.10

4.11
4A.1

4A.2

4A3

4A4

4A.S5

4A.6

4A.7

5.1

5.2

Tax Distribution of Taxable Enterprises and Payers,
by Regime, Tunisia, 2019

Number of Taxpayers (Declarations) among Taxable
Enterprises, by Regime, Tunisia, 2019

Trends in the Informal Employment Rate and GDP,
Morocco, 2000-18

Overview of the Labor Market, Morocco, 2018

Informal Employment Rate, by Employment Type,
Morocco, 2000 and 2018

Distribution of Formal and Informal Wage Employment,
by Firm Size, Morocco, 2017

Overview of Legislation and Regulations Covering
Workers, by Type of Employment, Morocco

Morocco’s Social Protection System

Ratio of Total Retirement Pension Benefits to Total
Contributions Paid, by Number of Years of
Contributions, Morocco

Dismissal Cost as a Percentage of the Wage, by
Number of Years of Seniority, Morocco

Share of Structure of Taxes and Tax Revenue, Morocco

Share and Composition of Personal Income
Tax, Morocco, 2018

Marginal and Average Tax Rates by Monthly Income,
Morocco, 2018

Use of Credit, by Firm Size, Morocco, 2019-20

Trend in Out-of Pocket Health Expenditures Paid by
Private Formal Employees, Morocco, 2013-18

Incidence of Out-of-Pocket and Catastrophic Health
Expenditures, by Quintile of per Capita Household
Expenditures, Morocco, 2013-14

Distribution of Monthly Wages, by Sector, Morocco, 2019

Trends in the Share of Medical Expenses Sustained by
Individuals with Public and Private Health Insurance,
Morocco, 2013-18

Distribution of the Moroccan Population, by Type of
Coverage against Health Risk, Morocco 2016

Distribution of Monthly Wages among Private Sector
Formal Employees, Morocco, 2019

"Tax Revenues as a Share of GDP, Morocco, Regional
Peers, and OECD Countries, 2018

Share of Informal Workers and Real per Capita
GDP Growth, Arab Republic of Egypt, 2007-19

Labor Market, Arab Republic of Egypt, 2018

161

162

171
172

174

176

178

179

182

188
197

199

200
206

214

214

215

215

216

216

217

241
242



Xiv

Informality and Inclusive Growth in the Middle East and North Africa

5.3

54

5.5

5.6

5.7

5.8

5.9

5.10

5.11

5.12

Tables
0.1

0.2
03

1.1
1.2
2.1
2.2

3.1

3.2

33

3.4

Informal Employment Rate, by Type of Employment,
Arab Republic of Egypt, 2017

Shares of Poor and Nonpoor Informal and Formal
Workers, Arab Republic of Egypt, 2017

Overview of Benefits for Formal Salaried Workers in the

Private Sector, Arab Republic of Egypt (Law 79 of 1975)

Ratio of Pension Benefits to Contributions, by
Number of Years of Workers’ Contributions, Arab
Republic of Egypt

Share of Out-of-Pocket Outlays in Total Health
Expenditure, Arab Republic of Egypt, 2000-19

Public Spending on Social Assistance Programs, Arab
Republic of Egypt, 2018 (% of GDP)

Total Tax Revenues as a Share of GDP, Arab
Republic of Egypt, 2010-19

Composition of Tax Revenues, Arab Republic of Egypt,
Fiscal Year 2021

Composition of Personal Income Tax Revenues, Arab
Republic of Egypt, 2019

Use of Credit, by Firm Size, Arab Republic of Egypt, 2020

Informal Employment, by Type of Work, Arab Republic of

Egypt, Morocco, and Tunisia, 2018 and 2019

Policy Principles to Encourage Formal Employment

Contribution Rates for Private Sector
Employees, by Type of Benefit, Morocco, 2018

Definitions of Key Labor Market Concepts

Data Sources, by Pilot Country

Average Annual GDP per Capita Growth Rate, by
Region and Pilot Countries, 2000-20

Foreign Direct Net Inflows as a Share of GDP, by Pilot
Country, Region, and Subperiod, 2000-20

Contribution Rates, by Type of Benefit and Separately
for Employers and Employees, under the RSNA
Regime, Tunisia

Contribution Rates, by Type of Benefit and Separately
for Employers and Employees, under the CNRPS
Regime, Tunisia

Number of Affiliates and Contributors to the RINA and
RIA Regimes, Tunisia, 2019

Distribution of Workers According to Poverty and
Formality Status, Tunisia, 2015

243

244

248

251

253

258

259

260

262
267

23
29
44
65
73

81

118

118

123

131



Contents

3.5

3.6

3.7

3B.1

3B.2

3B.3
3B.4

3B.5
3B.6

3B.7
3B.8
3B.3.1

3B3.2

4.1

4.2

4.3

4.4

4.5

4.6
4.7

Public Expenditures by Poverty and Formality Status
of Workers, Tunisia, 2019

Personal Income Tax Schedule for Wage Workers
and Individual Enterprises under the Real Regime, and
the Distribution of Wage Workers

"Tax Rates and Amounts for Individual Enterprises under
the Special Regime, Tunisia

Distribution of Firms and Employees, by Size and
Formality Status, Tunisia, 2019

Contribution Rates, by Type of Benefit, for
Employers and Employees under the RINA and
RIA Regimes, Tunisia

Contribution Rates, by Type of Benefit, for Employers
and Employees under the RTFR Regime, Tunisia

Overview of Firing Regulations, Tunisia

Overview of Hiring Regulations, Tunisia

Minimum Base Salary Negotiated with
Collective Agreements, Level and Percentage
of Nonagricultural Minimum Wage, Tunisia, 2019

Key Statistics of PNAFN; Tunisia

RTFR Affiliates and Contributors, Tunisia, 2017-19

Contribution Rates, by Type of Benefit and Separately
for Employers and Employees under the General
Scheme for Agricultural Employees in the Private
Sector, Tunisia

Number of Affiliates and Contributors in the General
Scheme for Agricultural Employees in the Private
Sector, Tunisia, 2017-19

Transition Matrix across Labor Market Statuses,
Morocco, 2017-18

Contribution Rates for Private Sector Employees, by
"Type of Benefit, Morocco, 2018

Contribution Rates for Public Sector Employees, by
"Type of Benefit, Morocco, 2018

Distribution of the Employed Population, by Poverty
and Formality Status, Morocco, 2013-14

Public Expenditures on Pensions and Health Insurance,
Contributory and Subsidized, Morocco, 2019

Professional Income Tax Regimes, Morocco, 2018

Marginal Income Tax Rate and Net Profit of
Companies, Morocco, 2018

133

137

139

155

156
156

156
157

157
157
158

163

163

175

180

180

193

195
201

202



Xvi

Informality and Inclusive Growth in the Middle East and North Africa

4A.1

4A.2

4A3

4A4

4A.5
4A.6

4A.7

5.1

5.2

5.3

54

5.5

5.6

5.7

Distribution of Private Sector Employees Declared to the
CNSS, by Sex and Number of Months of Contributions,
Morocco, 2019

Distribution of Private Sector Employees Declared to the
CNSS, by Sex and Salary Bracket, Morocco, 2019

Overview of Hiring Regulations, by Type of Contract,
Morocco

Overview of Firing Regulations, by Type of Contract,
Morocco

Special CIT Regimes and Their Advantages, Morocco

National, Regional, or Provincial Government
Control across Sectors, Morocco

Thematic Analysis: Codebook

Poverty and Informality, Arab Republic of Egypt, 2017-18

Employment Status in 2018 Compared to 2012
among Private and Public Sector Workers, Arab
Republic of Egypt

Legal Framework for Social Insurance, Arab Republic
of Egypt, until 2019

Share of Private Sector Contributions to the Social
Insurance Scheme, by Benefit under Law 79/1975,
Arab Republic of Egypt

Share of Public Sector Contributions to the Social
Insurance Scheme, by Benefit under Law 79/1975,
Arab Republic of Egypt

Marginal and Effective Tax Rates, by Income Bracket,
Arab Republic of Egypt, 2015-17

Adult Population, Limited Liability Companies, and
Business Density, Arab Republic of Egypt, Morocco,
and Tunisia, 2020

213

213

218

219
220

221
225
245

245

247

249

252

262

264



Foreword

Over the past two decades, the economic performance of the Middle East
and North Africa (MENA) has been subpar relative to low- and middle-
income countries. Between 2000 and 2019, gross domestic product per
capita increased by 1.7 percent per year on average, compared to growth
rates about two times as high in the East Asia and Pacific and South Asia
Regions. The MENA Region is also facing various challenges—subpar
labor market outcomes, growth setbacks, and deteriorating fiscal and cur-
rent account deficits in the aftermath of the COVID-19 (coronavirus)
pandemic and in the wake of high inflation and supply chain disruptions
triggered by the Russian Federation—Ukraine war. For too long, the
private sector in MENA has primarily created informal jobs without
offering social protection benefits, leading to the public sector becoming
the main source of formal employment. In short, creating more formal
job opportunities in the private sector has become increasingly important
and is key to transition to a more socially inclusive growth path.

Although informal employment keeps many from living in abject
poverty, it is associated with negative outcomes, such as limited safety net
coverage, reduced risk pooling, limited redistribution, low productivity,
and inequitable growth.

A key purpose of this report is to understand the characteristics and
incentive structures that drive informal employment in the MENA
Region, with a focus on the Arab Republic of Egypt, Morocco, and
Tunisia. The report aims to help MENA policy makers foster more
socially inclusive growth by (1) designing better social protection systems
to protect workers and their families against contingencies as well as vul-
nerability or poverty, (2) improving the functioning and effectiveness of
the welfare state by means of more effective risk pooling and higher tax
revenues to help reduce inequality, and (3) incentivizing firms to grow and
thereby raise overall productivity and economic growth in the long run.

The report adopts a framework that focuses on the legal, regula-
tory, and institutional contexts affecting incentives and disincentives
that economic agents face to operate (in)formally. This “environment”

XVii
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generates a set of incentives determined by laws, institutions, and poli-
cies that affects the decisions of economic agents and can be considered
to be composed of three broad realms: Realm 1, entrepreneur-worker
relations; Realm 2, taxes and transfers; and Realm 3, market conditions.
Employment relationships are often informal due to incentives in this
direction generated by a lack of, or distorted, legal and regulatory frame-
works, whereby it is convenient for firms to hire workers informally.
Taxes and transfer policies play a significant role in driving informality:
firms may reduce their tax burden and have more flexibility in managing
their workforce when operating at a small scale and partially informally;
workers might in certain contexts benefit from social assistance while
working informally without paying taxes on their income. In addition,
market conditions—including limited competition, little private sector
dynamism, difficult access to credit and enforcement of credit, and com-
mercial contracts—contribute to widespread informality in the MENA
Region.

To take on informality and achieve more socially inclusive economic
growth, the MENA Region needs a new approach. This report calls for
progressive and consistent actions to transition from a suboptimal equi-
librium characterized by high informality, little coverage against risks,
low productivity, and subpar growth. A shift is needed to a more inclusive
social protection system, where the principles of universality with respect
to the relevant population and equality of benefits replace the existing
segmentation of social protection schemes and implicit unequal coverage
of workers and families. Moreover, the source of financing would change.
The risks common to all citizens would be funded from general taxes,
risks common to all workers would be funded from workers’ earnings,
and risks specific to workers employed in firms would be funded from
firms’ contributions and be proportional to workers’ wages.

Nadir A. Mohammed

Regional Director; Equitable Growth, Finance, and Institutions
Middle East and North Africa Region

The World Bank
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Executive Summary

The long-standing debate about informality in the Middle East and
North Africa (MENA) has taken on a new urgency as the region looks for
a pathway to more socially inclusive and sustainable growth. This debate
is occurring against a backdrop of subpar labor market outcomes, further
growth setbacks, and deteriorating fiscal and current accounts deficits in
the aftermath of the COVID-19 pandemic, and in the wake of high
inflation and supply chain disruptions triggered by the Russian invasion
of Ukraine.

A key pathway to more inclusive growth in MENA lies in stronger
job creation in the private sector. Yet the private sector has not only
underperformed in this area but also has largely created jobs that do not
provide social protection benefits. At 68 percent, MENA features one of
the highest rates of informal employment, after the Sub-Saharan Africa
and East Asia and Pacific Regions. Among the country cases studied in
this report, the share of informal employment ranges from 43.9 percent
in Tunisia, to 62.5 percent in the Arab Republic of Egypt, to 77.3 percent
in Morocco.

A focus on understanding informal employment in the region is
timely. Governments are increasingly seeking to move away from
reliance on universal subsidies and job creation in the public sector—
elements that have been the cornerstone of the social contract. The high
level of informality matters for several reasons:

* A large share of workers (and thus households) does not participate in
social insurance, which hinders the efficiency and inequality-reducing
power of social protection systems via limited coverage, reduced risk
pooling, and limited redistribution.

* Informal employment tends to be associated with small firms—and the
concentration of resources in such firms can dampen productivity and
economic growth.

XXv



Xxvi

Informality and Inclusive Growth in the Middle East and North Africa

¢ Informality limits domestic revenue mobilization, which diminishes
the fiscal space to provide high-quality public goods and services.

¢ Informality represents deeper, structural challenges in the economy, as
itlocks countries into a low-level equilibrium that results in subpar and
inequitable growth.

This report examines and maps the characteristics and incentive
structure of the institutional environment that has led to the prevalence
of informal employment in three MENA countries, namely, Egypt,
Morocco, and Tunisia. The report builds on the framework put forward
by Levy and Cruces (2021), who argue that informality is endogenous to
the legal, regulatory, and institutional contexts in which firms and work-
ers operate and make economic decisions. The size of the informal sector
is thus not a given; instead, it grows or shrinks, depending on a country’s
economic environment. In other words, informality does not represent a
constraint in itself; rather, it is an outcome of the institutional context that
economic agents face.

"The report analyzes the economic environment in three broad realms:
entrepreneur-worker relations, taxes and transfers, and market condi-
tions. For example, the design of social insurance systems affects employ-
ers’ and workers’ preferences to operate formally because of factors such
as contribution rates, risk coverage, and the quality of the services pro-
vided. Similarly, if the tax burden associated with operating formally
(fully or partially) is high and enforcement is weak, economic agents may
opt to operate informally. Informality can also prevail for other reasons:
if it is costly for firms to register their business or resolve commercial
disputes, if it is cuambersome or risky to obtain credit because of high col-
lateral requirements or uncertainties linked to the protection of borrow-
ers’ and lenders’ rights, or if markets are uncontestable due to corruption
and unfair competition. Whatever the reason, if firms and workers per-
ceive few benefits from operating formally, or if the benefits are low com-
pared to informal alternatives, informality will remain high.

"The analysis suggests that countries in MENA can take the following
actions:

® Design better social protection systems to protect workers and their
families against contingencies such as illness, longevity, job loss,
disability, and work accidents, as well as vulnerability or poverty.

* Improve the functioning and effectiveness of the welfare state by
means of more effective risk pooling and higher tax revenues to help
reduce inequality.

¢ Incentivize firms to grow and thereby increase overall productivity and
economic growth in the long run.
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THREE KEY FINDINGS OF THE REPORT

* The current design of social protection systems offers suboptimal cov-
erage to workers and their families, delivers little redistribution, and
often provides inadequate protection against risks, particularly those
associated with longevity and health. Combined with the minimum
wage and collective agreements; lengthy, costly, and complicated dis-
missal procedures; and weak enforcement of labor regulations, this
situation encourages informality and hampers productivity growth.

* The existence of special tax regimes, loopholes, and exemptions hurts
firm expansion, productivity growth, and formal job creation, which
are all compounded by a lack of tax enforcement. In addition, enter-
prise registration offers few benefits to firms in terms of enforcement
of commercial and credit contracts, providing little incentive to regis-
ter and operate formally.

* Addressing workers’ informality and achieving higher and more inclu-
sive growth would require a policy shift leading to a social protection
and tax system. The system will allow all citizens access to basic health
services, citizens to enjoy at least a minimum income in old age, and
there are no special tax regimes. At the same time, the system will pro-
mote the creation and growth of high-productivity businesses.

HOW CAN GOVERNMENTS START TO ADDRESS
INFORMALITY TO ACHIEVE HIGHER AND MORE
SOCIALLY INCLUSIVE GROWTH?

"This report calls for progressive and consistent actions, starting from the
premise that to date the interactions of the three institutional realms—
entrepreneur-worker relations, taxes and transfers, and market condi-
tions—have led to a suboptimal equilibrium. The region has high
informality, little coverage against risks, low productivity, and subpar
growth. Itis key that governments identify a clear vision of where they are
headed and set a path to get there before embarking on a complex set of
reforms. Governments should design a clear map of intertemporally
consistent reforms that would contribute to the desired social protection
system, because a better understanding of the desired outcome can help
to build the necessary coalitions to support the reform agenda.

The report calls for a shift to a more inclusive social protection sys-
tem, in which the principle of universality with respect to the relevant
population and equality of benefits replaces systems comprised of seg-
mented social protection schemes and implicitly unequal coverage of
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workers and families. Moreover, the source of financing would change
so that risks common to all citizens would be funded from general taxes,
risks common to all workers would be funded from workers’ earnings,
and risks specific to workers employed in firms would be funded from
firms’ contributions and proportional to the workers’ wages. The report
outlines a road map for countries to move toward realizing these goals
through five sequential key elements:

1. Coordinated reform. To oversee the compatibility of the policy changes
with government objectives, each country sets up a cross-ministerial
implementation group to ensure a holistic and coordinated approach
in the policy arena.

2. Tailored, gradual, and incentive-compatible social protection reform.
Countries introduce gradual reforms to the social protection system,
particularly the health and retirement components, a noncontributory
universal pension, and a poverty-targeted cash transfer program.

o As a first step, health coverage should be extended to all citizens,
regardless of their employment status; the pension system may
move toward providing benefits to every worker, conditional on
paying contributions, which should take place together with pay-
ment of income taxes.

o Workers, not their employers, would be responsible for paying
contributions for pension benefits, and such payments would
finance individual accounts as opposed to cross-subsidizing the
pension benefits of current retirees or other workers. Vesting peri-
ods in number of years of contributions would be eliminated,
except for the minimum retirement age. Every worker who pays
income taxes and therefore contributes to the pension system
would be entitled to an actuarially fair benefit. This system could
also increase compliance because all workers, irrespective of their
employment status, would know that their pension benefit will be
proportional to their income taxes.

3. Expansion of the tax base to ensure that general revenues are available to
fund universal health insurance. Countries reduce or eliminate tax
expenditures; introduce new taxes and/or increase the rates of existing
taxes on certain activities, such as those that damage the environment
and taxes on property; and remove universal consumption subsidies,
particularly on energy products.

4. Improved quality of service delivery. Countries improve the supply of
health care by providing more human resources and infrastructure. It
is essential to increase the quality of public services. Doing this would
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incentivize workers to pay income taxes, curb resentments, and build
trust, leading to increased revenue from income taxes in the future,
including through progressivity, to expand the fiscal base. These mea-
sures would increase investment, protect the vulnerable, and reduce
inequality.

5. Private sector reforms. Countries prioritize a range of measures that
affect firms:

o Special tax regimes could be abolished gradually, and economic
units that are registered as firms would be required to pay standard
corporate income tax rates, regardless of size, sector of activity, or
other conditions. This change would be disruptive in the short
term; but together with the new social protection system, it would
contribute to raising firm and economywide productivity and
thereby translate into higher income levels and higher growth in
the long term. Overall tax revenues would also increase because,
first, more firms would pay taxes under the standard corporate
regime; and, second, the change would eliminate the value added
tax (VAT) exemption that often comes with special tax regimes and
the VAT exemption for certain consumption goods. It may also have
a positive or at least neutral distributional impact. A recent study
finds that eliminating VAT exemptions does not have regressive
effects because in contexts with high informality, a significant share
of consumption of the poor takes place in establishments that elude
the VAT (Bachas, Gadenne, and Jensen 2020).

o In parallel, job stability regulations could be made more flexible and
minimum wages less binding as the introduction of unemployment
insurance and job loss compensation would support workers in
transitioning between jobs, and workers would be covered against
health risks even after losing their jobs. Moreover, in the medium
term, the proposed changes would support higher productivity and
economic growth, which would lead to increases in wages.

o Simplifying the registration process and improving the benefits
available to registered firms would increase the dynamism of the pri-
vate sector and improve market conditions. The benefits can be
improved by strengthening the enforcement of commercial and
credit contracts, thereby incentivizing firms to register because they
will be able to access credit on better terms. Firms could also enter
more and larger markets since their transactions would be secure
and backed by strong commercial contracts, benefit from technical
and technological transfers due to interacting with larger firms, and
face reduced risk as their business assets would be separate from
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the household. Other institutions would also benefit, including
governments and banks, as a larger pool of registered firms translates
into higher tax revenues and more diversified credit markets. Given
that registered firms are more likely to hire formal workers than
informal ones, this policy intervention alone is likely to have a posi-
tive impact on formal employment.

Bachas, P., L. Gadenne, and A. Jensen. 2020. “Informality, Consumption Taxes
and Redistribution.” NBER Working Paper 27429. National Bureau of
Economic Research, Cambridge, MA.

Levy, S., and G. Cruces. 2021. “Time for a New Course: An Essay on Social
Protection and Growth in Latin America.” UNDP LAC Working Paper
No. 24. Background Paper for Regional Human Development Report 2021:
Trapped: High Inequality and Low Growth in Latin America and the Caribbean.
New York: United Nations Development Programme.
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Overview

The long-standing informality debate in the Middle East and North
Africa (MENA) has taken on new urgency as the region looks for a path-
way to more socially inclusive growth that is less reliant on fossil fuels.
This is occurring against a backdrop of subpar labor market outcomes,
further growth setbacks, and deteriorating fiscal and current account
deficits in the aftermath of the COVID-19 (coronavirus) pandemic—and
in the wake of high inflation and supply chain disruptions triggered by the
Russian Federation—Ukraine war.

It is well recognized that a key pathway to making MENA’s growth
more inclusive lies in stronger job creation in the private sector (Assaad
2014; World Bank 2014). But this sector has not only underperformed
in this area; it has also largely created jobs that do not provide social
protection benefits: at 68 percent, MENA features one of the highest
rates of informal employment after Sub-Saharan Africa and Asia and the
Pacific (figure O.1). At the same time, the public sector has remained the
dominant source of formal employment.

A focus on understanding informal employment in the region is
timely. Governments are increasingly seeking to move away from
reliance on universal subsidies and job creation in the public sector—
elements that have been the cornerstone of the social contract. The high
level of informality matters greatly for several reasons:

¢ A large share of workers (and thus households) does not participate in
social insurance, which hinders the efficiency and inequality-reducing
power of social protection systems via limited coverage, reduced risk
pooling, and limited redistribution.
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¢ Informal employment tends to be associated with small firms—and the
concentration of resources in such firms can dampen productivity and
economic growth.

¢ Informality limits domestic revenue mobilization, which diminishes
the fiscal space to provide high-quality public goods and services.

¢ Informality represents deeper structural challenges in the economy, as
it locks countries in a low-level equilibrium, which results in subpar
and inequitable growth.

What do we know about the causes and correlates of informality in
MENA? Some studies find that policy changes that reduce the costs of
formality or increase labor market flexibility boost formal employment
and vice versa (Angel-Urdinolo, Gadiry Barry, and Guennouni 2016;
Souag and Assaad 2017; Wahba and Assaad 2017). Others find that
institutional labor reforms may not equally translate into positive out-
comes for the informal sector due to segmented labor markets, leaving
the informal sector no incentives to formalize (Boughzala 2017). Some
studies point to the limited dynamism in the private sector and stagnat-
ing private investment as causes of informality in MENA (World Bank
2014, 2021a; World Bank, EBRD, and EIB 2022). Together, these find-
ings suggest that there is no single cause of informality, and the size of
the informal sector likely depends on a combination of factors.

"This report aims to better explain the characteristics and incentive
structure that have led to the prevalence of informal employment in
three MENA countries (that is, the Arab Republic of Egypt, Morocco,

FIGURE O.1

Informal Employment Rates, by Region, 2019

Sub-Saharan Africa 89
East Asia and Pacific 71
Middle East and North Africa 68
World 61
Latin America and the Caribbean 54

Eastern Europe and Central Asia 37

0 20 40 60 80 100

Informal employment rate (%)

Source: Based on data from ILO 2019.
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and Tunisia, collectively referred to as “pilot countries” hereafter). It
breaks new ground by adopting a comprehensive perspective to focus
on features of, and interrelationships between, various aspects of a coun-
try’s institutional landscape—such as contributory and noncontributory
social insurance, labor regulations, taxes, and market conditions—to
make sense of the complex incentive structure that workers and firms
face when deciding whether to work formally or informally. The report
groups these issues in three broad realms: Realm 1, entrepreneur-worker
relations; Realm 2, taxes and transfers; and Realm 3, market conditions.

The hope is to enable MENA countries to:

* Design better social protection systems to protect workers and their
families against contingencies such as illness, longevity, job loss, dis-
ability, and work accidents, as well as vulnerability or poverty.

* Improve the functioning and effectiveness of the welfare state with
more effective risk pooling and higher tax revenues to help reduce
inequality.

* Incentivize firms to grow and thereby raise overall productivity and
economic growth in the long run.

The report is based on an in-depth institutional analysis of the three
broad realms in the pilot countries, which, as of 2021, collectively
accounted for about 38 percent of MENA’ population and 39 percent of
MENA’s gross domestic product (GDP).X

Four key messages emerge from the report:

* At 68 percent in MENA, informality matters as it: (1) hinders social
protection systems in terms of coverage, risk pooling, and redistribu-
tion; (2) dampens productivity and economic growth; (3) diminishes
tax revenues; and (4) can lower the quantity and quality of the provi-
sion of public goods and services.

* The current design of social protection systems offers suboptimal
coverage to workers and their families, delivers little redistribution,
and often provides inadequate protection against risks, particularly
risks associated with longevity and health. Combined with the
minimum wage and collective agreements; lengthy, costly, and
complicated dismissal procedures; and weak enforcement of labor
regulations, this encourages informality and hampers productivity
growth.

* 'The existence of special tax regimes, loopholes, and exemptions hurts
firm expansion, productivity growth, and formal job creation, which
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are all compounded by a lack of tax enforcement. In addition, enter-
prise registration offers few benefits to firms in terms of enforcement
of commercial and credit contracts, providing little incentive to regis-
ter and operate formally.

® Addressing informality and achieving higher and more inclusive
growth would require a policy shift leading to a social protection and
tax system in which all citizens have access to basic health services and
enjoy at least a minimum income in old age, and there are no special
tax regimes, while promoting the creation and growth of businesses

with high productivity.

Opver the past two decades, the economic performance of the MENA
Region—that is, the low- and middle-income countries but not the high-
income ones—has been subpar compared to peers in a similar income
category.? Between 2000 and 2019, their GDP per capita increased on
average by 1.7 percent per year, while other developing regions, such as
East Asia and Pacific and South Asia, experienced growth rates about two
times as high. As a result, MENA has lost ground, and income gaps with
other developing regions, such as East Asia and Pacific and South Asia,
have widened.

The modest economic growth not only generated few jobs compared
to the size of the working-age population but also few jobs of good qual-
ity. Labor market outcomes also remain unsatisfactory across the board.
In 2019, MENA stood out for the lowest employment-to-population
ratio, at 38.2 percent; the lowest female labor force participation rate, at
19.5 percent; the highest youth unemployment rate, at 27.9 percent; and
the largest share of youth “not in education, employment, or training,” at
26.9 percent in North Africa and 34.2 percent in the Arab states (World
Development Indicators and ILOSTAT).

Further, there has been little improvement in living standards. Although
the international measure for extreme poverty (those living on less than
US$2.15 income per day, 2017 purchasing power parity) remained lower
in MENA than in other regions between 2000 and 2014, it grew by
56 percent between 2015 and 2018—from 4.8 percent to 7.5 percent—
making MENA the only region where poverty has been increasing in
recent years. This compares with 2.4 percent in Europe and Central
Asia, 4.3 percent in Latin America and the Caribbean, and 35.7 percent
in Sub-Saharan Africa in 2018 (figure O.2).
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In the pilot countries, the results are mixed. In Morocco, the poverty
headcount rate, measured against the national poverty line, declined con-
siderably, thanks to “pro-poor” growth, coupled with investments in edu-
cation, health, and other social services, whereas transfers and subsidies
were largely regressive (World Bank 2018). In Tunisia, the acceleration
of the rate of poverty reduction between 2010 and 2015 was associated
with more public transfers (World Bank 2022a). However, progress has
been limited in Egypt, where the lower poverty headcount achieved
between 2012 and 2015 was undone between 2015 and 2017.

Faced with declining life satisfaction, citizens in MENA countries
are once again questioning the ability of governments to deliver on
the “social contract” that emerged post independence: a quid pro quo
in which the government would provide jobs in the public sector, free
education and health care, and subsidized food and fuel, in return for
citizens keeping quiet and tolerating some degree of repression and
elite capture in the private sector (lanchovichina and Devarajan 2021).
According to Arab Barometer data, citizens in the pilot countries are
becoming increasingly dissatisfied with their country’s economic situa-
tion. In Morocco and Tunisia, the share of respondents describing their
country’s economic situation as “bad” or “very bad” rose from 49.0 and

FIGURE 0.2

Poverty Level, by Region, 2000-18
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Source: Based on data from the World Development Indicators, World Bank.

Note: The poverty headcount ratio is calculated based on US$2.15 per day, 2017 purchasing power parity. EAP = East Asia and Pacific;
ECA = Europe and Central Asia; LAC = Latin America and the Caribbean; MNA = Middle East and North Africa; SAS = South Asia;

SSA = Sub-Saharan Africa.
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70.6 percent in 2010, respectively, to 56 and 90.7 percent in 2018. In
Egypt, by contrast, the share of negative responses fell from 75.4 to
44.1 percent over the same period.

Recently, some governments in the region have started to acknowl-
edge the need for a new development model and a new social contract.
Here, it is important to note that this report’s review period leaves
out pertinent reforms introduced after 2019 in Egypt—including the
new social insurance law that extends protection to irregular employ-
ees (temporary and seasonal workers), who were previously exempted.
Similarly, since 2020, Morocco has gradually extended specific com-
ponents, namely, health insurance, of contributory social insurance to
certain categories of own-account workers.

Informality arises from a nexus of factors, and thus it is not surprising
that—despite its prevalence in the developing world—it does not have a
universal definition. In some cases, it is viewed in terms of the shadow
economy, unaccounted-for proportions of GDP, or even illegal economic
activity. In others, it is seen as a lack of compliance among firms in terms
of registration or tax obligations or other applicable regulations, lack of
social security coverage of workers, or lack of written contracts.

Importantly, informality assumes different meanings according to
the interlocutor. A minister of finance and a businessperson might be
more concerned about informality in terms of the amount of taxes to
be paid; a minister of labor or a union leader might think about the lack
of social insurance and noncompliance with job stability and minimum
wage regulations among workers; and the average citizen might think of
a street vendor not complying with health and safety standards or not
issuing a receipt of purchase.

In this report, informality refers to informal employment—defined
as workers, salaried or nonsalaried, not covered by contributory social
insurance (see box O.1). This means that informal workers are not
insured against risks (such as illness, work accidents and disability, loss of
life, longevity, and loss of employment). In principle, firms are defined
as informal if they employ all their workers informally, while they are
considered formal if they employ at least one worker formally.

Formality and informality may best be seen as states of employment:
workers might start working informally and then contribute from a
certain point of their working life onward; or they might continuously
alternate periods of informality and formality as they contribute (per-
haps, for example, only a few months in a year). In addition, the same
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‘ BOX O.1

Throughout this report, informality refers
to informal employment—defined as work-
ers, salaried or nonsalaried, not covered
by contributory social insurance. The one
exception is for the in-depth analyses of tax
systems (Realm 2) and market conditions
(Realm 3), where firms are defined accord-
ing to their registration status. This adjust-
ment reflects the absence of representative
enterprise surveys that match firms and
workers.

The two definitions largely overlap
because (1) unregistered firms cannot hire
formal workers, and (2) registered firms are
formal under the first definition, as they
very likely hire at a minimum one worker
formally.

Slight Variations in How Informality Is Defined for the Three Realms of the
Institutional Landscape for Informal Employment

In addition, for market conditions, the
first definition is applied implicitly, given
that:

* Registered firms can hire formal workers
and compared to unregistered firms, reg-
istered firms are more likely to be caught
and sanctioned for hiring informal
workers.

* Strong contract enforcement encourages
firms to register with official authorities
to benefit from the regulatory environ-
ment (including secure and low-cost
transactions and credit contracts).

* Contestability drives the natural selection
of firms and increases the integrity and
benefits of the regulatory environment,
encouraging firm registration and growth.

worker could hold both formal and informal jobs. Such fluidity in labor
markets implies that a full understanding of the incentives and disin-
centives built into institutions, laws, regulations, and policies might be
complex.

An in-depth analysis of the pilot countries shows that informal
employment need not violate the law and that legal provisions con-
tribute to shaping the extent of informality observed. That is why this
report argues for the need to go beyond enforcement as a solution to
tackling informality and to consider the role of workers’ and firms’
incentives that result from how laws, regulations, and institutions are
designed.

In the pilot countries, the legal framework, which differs signifi-
cantly among them, consists of the constitution and labor and social
security codes. It establishes rights and responsibilities for employers
and workers, including for social insurance (table O.1):



Informality and Inclusive Growth in the Middle East and North Africa

¢ In Tunisia, almost every worker must contribute to social insurance,
except unpaid family workers, which means that almost all informal
employment is illegal.

¢ In Morocco, only private and public sector wage and salaried workers
must contribute, which means that for most categories of workers (like
employers, own-account workers, and contributing family workers),
informal employment is legal.

e In Egypt, only private sector wage and salaried workers in regular
employment and public sector workers must contribute, which means
that for some categories of workers (like wage and salaried workers in
irregular employment, own-account workers, and contributing family
workers), informal employment is legal.

The legal framework—together with firms’ and workers’ com-
pliance with it, the composition of employment, and the degree of
enforcement—impacts the size and composition of informal employ-
ment. Among the pilot countries, the overall rate of informal employ-
ment ranges from 43.9 percent in Tunisia to 62.5 percent in Egypt
and 77.3 percent in Morocco (figure O.3). One reason informality
varies by country is because some countries exclude by law specific
categories of workers from contributory social insurance, implicitly
allowing legal informal employment. Among workers who must con-
tribute to social insurance, as defined in table O.1, about 54 percent
do not do so in Tunisia, compared to about 65 percent in Morocco
and Egypt.

The problem is that limiting the number of workers who must con-
tribute to social insurance de facto imposes a constraint on the extent
of risk pooling that the contributory pillar can achieve, as well as on the
amount of revenues that the system can potentially raise.

Moreover, the viability of contributory social insurance systems,
including their ability to protect workers, is reduced by job transitions,
with the same worker switching between informal and formal jobs over
their lifecycle. This decreases the appeal of contributory social insurance,
as workers do not know for how long they will be formally employed, or
if they will be able to benefit from their social security contributions—
such as through benefits in the distant future, like an old-age pension. In
Morocco, in 2019, only half of registered private salaried workers paid
contributions for the entire year, whereas the rest contributed for a frac-
tion of the year, thus operating semi-informally. In Egypt, from 2012 to
2018, about 16 percent of (illegal) informal salaried workers became for-
mal and 24 percent of formal salaried workers became (illegal) informal
salaried workers.



TABLE O.1
Informal Employment, by Type of Work, Arab Republic of Egypt, Morocco, and Tunisia, 2018 and 2019
Egypt, Arab Rep. (2018) Morocco (2018) Tunisia (2019)
Private Private Own- Own- Own-
Public sector sector account  Contributing  Public Private account Contributing ~ Public Private account Contributing
sector employees employees workers/  family sector sector workers/  family sector sector workers/  family
workers  (regular)  (irregular)  employers workers workers  employees employers — workers workers  employees employers  workers

Retirement pension

Health insurance

Family allowance

Unemployment allowance

Sickness/maternity benefit

Work accident insurance

Source: Original table for this publication.
Note: Green cells indicate that workers are covered by law against a specific risk and thus informal employment is illegal; red cells indicate that workers are not covered by law against a specific risk and

informal employment is legal.
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FIGURE 0.3

Informal Employment Rates, by Sector, Arab Republic of
Egypt, Morocco, and Tunisia, 2018 and 2019
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Sources: Calculations based on Labor Force Surveys in the Arab Republic of Egypt (2018); Morocco (2018);
and Tunisia (2019).

Note: The percentages are for the most recent year available. The groups of bars refer to informal
employment rates among all workers and illegal and legal informal employment rates among private
sector workers, respectively.

The evidence of informal-formal transitions implies that for some
workers, informality is not only an outcome of exclusion but also a
choice. This is further confirmed by its pervasiveness across income
levels: in Egypt, Morocco, and Tunisia, 31, 50, and 17 percent of work-
ers, respectively, among households in the highest welfare deciles, are
informally employed, representing more than 5 percent of the countries’
entire populations (figure O.4). The same is true for the presence of
informality across education levels: in Egypt, Morocco, and Tunisia, 31,
31, and 14 percent of informal workers, respectively, have a university
degree. In addition, the wage distributions of formal and informal wage
workers partially overlap, which means that some informal workers earn
more than some formal ones.

Informality is mostly concentrated in small firms, which represent the
largest section of the production fabric in the pilot countries. In Tunisia,
about 97 percent of firms employ fewer than 10 workers and contribute
almost 65 percent to total employment. In Morocco, small firms with
tewer than 10 workers contribute around 90 percent of informal wage
employment and 30 percent of formal wage employment. In Egypt,
about 53 percent of total employment is concentrated in micro firms
with fewer than five workers.
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FIGURE O.4

Informality Rates, by Income Decile Levels, Arab Republic of Egypt, Morocco, and
Tunisia
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Sources: Based on data from CAPMAS 2018 for the Arab Republic of Egypt; HCP 2015 for Morocco; NIS 2015 for Tunisia.
Note: Due to data limitations in the case of the Arab Republic of Egypt, it was not possible to use deciles of per capita household

expenditures—alternatively, wealth deciles were constructed based on a factor analysis approach using household ownership and durable
assets and housing conditions.

FRAMEWORK FOR THE REPORT

This report adopts the framework put forward by Levy and Cruces
(2021) to shed light on the legal, regulatory, and institutional context
affecting the incentives and disincentives that economic agents—
primarily workers and firms—face to operate (in)formally in selected
MENA economies. A cornerstone of the framework is that informality
is endogenous to the legal, regulatory, and institutional context in
which firms and workers operate and make decisions. The size of the
informal sector is not given and grows larger or shrinks depending on
a country’s environment. In other words, it does not represent a con-
straint but rather an outcome of the institutional context that economic
agents face.

The framework focuses on the legal, regulatory, and institutional
context affecting incentives and disincentives that economic agents
(primarily workers, firms, and banks) face to operate (in)formally.
This “environment”—what economic agents consider the “rules of
the game”—influences these decisions, based on a set of incentives
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determined by laws, institutions, and policies, as well as by the func-
tioning of institutions that enforce and determine the extent of the
rule of law function. It is composed of three broad realms: Realm 1,
entrepreneur-worker relations; Realm 2, taxes and transfers; and
Realm 3, market conditions (figure O.5). Unlike approaches that
view the drivers of informality through a single lens, this approach
takes a comprehensive perspective to focus on features of, and
interrelationships between, each broad realm of the environment
to make sense of the complex incentive structure that different
groups of workers and firms face when making economic decisions.
Together with technology and countries’ endowments of physi-
cal and human capital, this determines social and economic out-
comes, including social protection coverage, distribution of income,

FIGURE O.5

The Environment and Social and Economic Outcomes
in a Country
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poverty and inequality, productivity (total factor productivity), and
economic growth.

In the context of this report, the environment creates an incen-
tive structure that influences actors’ decisions to operate informally or
formally. For example, the design of social insurance systems affects
employers’ and workers’ preferences to operate formally because of fac-
tors such as contribution rates, risk coverage, and the quality of services
provided. Similarly, if the tax burden associated with operating formally
(fully or partially) is high and enforcement is weak, economic agents may
opt for hiding under the radar and operate informally.

Informality can increase for various other reasons: (1) if it is costly
for firms to register their business or resolve commercial disputes,
(2) if it is cumbersome or risky to obtain credit because of high collat-
eral requirements or uncertainties linked to protection of borrowers’ and
lenders’ rights, or (3) if markets are uncontestable due to corruption and
unfair competition. Whatever the reason, if firms and workers perceive
few benefits from formalization, or these benefits are low compared to
informal alternatives, informality will remain high.

Although the report applies both quantitative and qualitative meth-
ods to understand why workers and firms are informal, data limitations
are severe and constitute a significant caveat. In the pilot countries, the
report gauges how informality is influenced by the design of the social
protection system and labor regulations, the tax system, and market
conditions. It uses household survey data, tax and social security admin-
istrative data, secondary sources from international organizations and
academics, and, for Morocco, interviews with workers and employers.
On the investigative nature of the work, there were significant challenges
in accessing data in areas like wage distributions, contribution densities,
number of taxpayers, and firms (especially those operating in the infor-
mal sector). Thus, some of the results should be taken with an element of
caution. Future analysis will help to shed light on areas that are not fully
explored in this report due to important data gaps.

The design and implementation of contributory social insurance provides
suboptimal coverage to workers and their families. This occurs for several
reasons. First, informality does not necessarily mean poverty or vulner-
ability. In the pilot countries, the share of informal workers who are
neither poor nor vulnerable ranges from 63 percent in Egypt, to
70 percent in Tunisia, to over 90 percent in Morocco. Even so, informal
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workers and their families are not covered against longevity and health
risks unless they can afford private insurance, meaning that they might
become poor or vulnerable in old age or in case of a health shock.
Informal workers are also left without protection in case of work acci-
dents that might lead to temporary or permanent disability and in case
of job loss, as well as without entitlement to sickness, maternity, or
annual leave.

Second, many workers who should contribute to social insurance do
not. This defeats the purpose of social insurance and limits the extent
of risk pooling—thus delivering suboptimal coverage even to formal
workers compared to a scenario where every employer and worker who
is required to pay contributions does so.

Third, the exclusion of specific categories of workers by design
further limits the efficacy of the contributory system. In Egypt and
Morocco, employers and own-account workers are not required to
contribute to social insurance (as of the latest available year used in
the analysis, 2018 or 2019). However, these countries have recently
started to extend social insurance coverage to specific categories of
self-employed workers, using a system that works similarly to the one
currently in place for private sector employees for health insurance and

a retirement pension.*
Contributory social insurance delivers little redistribution, given strong

incentives for bigh earners to be formal but few incentives for low earners.
The labor markets in the pilot countries feature an important public/
private wage employment divide, with the public sector providing on
average better monetary and nonmonetary benefits and job security.
Contributory social insurance makes the situation worse by provid-
ing higher-quality social insurance benefits at a lower cost to public
sector workers (such as family allowances at no cost to workers and
access to better health insurance). In the private sector, workers with
short formal careers are likely to be taxed, as they do not contribute
continuously to social insurance, making it less likely for them to meet
the eligibility requirements. Further, the probability of working for-
mally for long periods of time is likely to be higher on average among
high-wage workers, which defeats the redistribution component of

the system.
Pension systems do not provide adequate protection against the longevity

risk to private sector workers with short formal careers. Pension systems are
designed as pay-as-you-go and feature important discontinuities that
can play in favor of informal employment. In the pilot countries, the
pension systems base benefits on the number of years of contributions.
Workers who do not meet the minimum number of years of contribu-
tions are entitled to a lump sum that corresponds to the contributions the
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workers paid, but it excludes the contributions paid by their employers.
In other words, such workers are taxed by contributory social insurance,
with the amount of the tax corresponding to the discounted value of
contributions paid by employers.

This feature exposes such workers to longevity risk, as no right
to an annuity is accrued. It also exposes them to health risk, as the
elderly without entitlement to a pension benefit are left without
health insurance. On the one hand, the pension systems in Egypt,
Tunisia, and Morocco redistribute from informal and low-wage work-
ers who do not accumulate the minimum number of years of contri-
butions to formal and high-wage workers. Moreover, for workers who
meet the eligibility requirements, the system is more than actuarially
fair, as it provides retirees a pension that is higher than what they paid
for and provides little incentive to contribute beyond the minimum
number of years required by the law. On the other hand, in countries
like Tunisia, which lack wage ceilings for contributions and a cap for
benefits, there is an element of redistribution from high- to low-wage

workers.
Contributory bealth insurance does not deliver good coverage to workers
in the private sector, thereby exposing bousebolds to hefty out-of-pocket health

expenditures. Although specific features of contributory health insurance
vary across the pilot countries, in practice, access to health care services
depends on workers’ income level, despite all formal employees being
covered in principle. Long waiting lines, the low quality of services pro-
vided, and regional imbalances push workers to opt for private provid-
ers. However, workers are only refunded a percentage of the legal tariff,
which is typically lower than the market price that families actually paid.
Contributory health insurance is an option that only high-wage workers
can afford, and it comes at the cost of high catastrophic health expendi-
tures for the rest.

In Egypt, it is common for employers in the upper segment of the
labor market to opt out of the system, to provide workers better service
quality, although this defeats the purpose of insurance risk aggregation
across the private sector. Such opting out helps explain the large (and
growing) share of out-of-pocket health expenditure in Egypt—which
has remained high, despite fluctuations, at about 63 percent since 2000
(figure O.6).

Noncontributory social insurance provides partial and ervatic coverage.
Informal workers who belong to poor or vulnerable households typi-
cally have access to noncontributory social insurance, which provides
free or subsidized health insurance—but it does not provide a retirement
pension benefit or protection against disability, death, accidents at work,
or job loss.
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FIGURE 0.6

Out-of-Pocket Health Expenditures, Arab Republic of Egypt, 2000-19
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In Morocco and Tunisia, poor and vulnerable workers who are
employed informally receive free or subsidized health coverage, which
grants them access to public health care facilities. In Egypt, every unin-
sured person has access to public hospitals and health care facilities at a
subsidized rate. There are also cash transter programs (Le Programme
National d’Aide aux Familles Nécessiteuses [PNAFN] in Tunisia,
Tayssir and Project DAAM in Morocco, and Takaful and Karama in
Egypt) that provide income support to help the poor make ends meet.*
Although these programs can be helpful if they are designed as a tem-
porary support to help poor families invest in the human capital of their
children to break the intergenerational transmission of poverty, they do

not provide insurance and protection against contingencies.
Noncontributory social insurance might act as a subsidy to informal employ-

ment, particularly for low-wage workers. In Tunisia, the incentives for pri-
vate sector wage workers to comply with contributory social insurance
are weak. Being formal and paying social security contributions would
imply the loss of both free or subsidized health care and cash transfers.
Insurance provided for other risks, particularly a retirement pension,
might give little value for money. However, in Egypt and Morocco, the
noncontributory pillar does not seem to have direct effects on the incen-
tives to work formally. Even so, in a context of constant supply of health
care and inadequate resources, free or subsidized health care might
reduce the value of contributory health insurance for low earners—who
must use the same public channels as formal workers and are less likely
to be able to afford to opt for private health care.
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Most social protection expenditures are absorbed by contributory social
insurance, particularly for public sector workers, and little is captured by social

assistance. In the pilot countries, expenditures on contributory social
insurance for salaried workers account for the largest share of social pro-
gram outlays—with Egypt, Tunisia, and Morocco spending 10.9, 11.7,
and 6.6 percent of GDP, respectively. This compares to the averages of
6.1 percent of GDP for lower-middle-income countries, 10.3 percent
for upper-middle-income countries, and 17 percent for high-income
countries.?

Moreover, universal consumption subsidies, aimed at providing house-
holds specific consumption items below market price, absorb a consider-
able amount of public resources. In Egypt, Morocco, and Tunisia, they
represented 5.6, 1.30, and 3.91 percent of GDP, respectively, in 2019.
However, universal consumption subsidies provide more advantages to
the middle class and the most affluent households, as such households
consume more of the items typically subsidized (such as gasoline, elec-

tricity, and gas), thereby adversely impacting income inequality.
Minimum wages might be set at levels too high for workers with low levels

of productivity—as is occurring in Tunisia. The minimum wage in Tunisia
is about 79 percent of the median wage (the same as in Egypt), and in
Morocco, it is about 51 percent of the average wage.¢ In Tunisia, col-
lective agreements impose higher minimum wage levels for specific
sectors and establish the extent of wage increases, which might not
always be well suited to the economic and financial conditions of all
firms operating in specific sectors (figure O.7). This might further push
employers to hire at least some of their workforce informally, as they
cannot shift back the cost of labor in the form of a lower wage to work-
ers. Moreover, Tunisia’s wage floor is high by international standards—
in developing and emerging economies, the average is about 67 percent
of the median wage. In Egypt, although the minimum-to-median-
wage ratio is comparable to other developing countries, private sector

workers were unable to benefit until 2022.
Firing costs and dismissal procedures might further hinder formality,

as firms need flexibility to adjust the workforce in case of shocks. In Egypt
and Morocco, dismissal costs (excluding damages) start at about 8 and
4 percent of workers’ wages, respectively, and increase with seniority.
In Tunisia, based on the labor code, the cost of dismissal (excluding
damages) is 5 percent of accumulated wages, while it is 6.25 percent if a
sectoral agreement is in place, and both decline with seniority. However,
uncertainty about the length of dismissal procedures might push firms
to hire part of their workforce informally. Often, strict firing regulations
are created as a substitute for limited, or lack of, unemployment insur-
ance—but they are not a good substitute, as they protect formal workers
while shifting the risk to informal workers.
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FIGURE O.7

Minimum Monthly Wages, by Sector, Tunisia, 2019
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Source: World Bank 2022a.

Note: The figure shows the cumulative distribution function of monthly wages of private (by formality status) and public sector wage workers
in 2019. Monthly wages are expressed in TD (2019 prices). CA = collective agreement; SMIG = minimum monthly wage for nonagricultural
workers, set at TD 403 in 2019.

Enforcement of labor laws and regulations is weak. Given low penalties
and a low probability of getting caught due to limited resources available
for labor inspections, the pilot countries cannot implement an adequate
level of enforcement of labor laws and regulations, thus facilitating
evasion of labor regulations and informal employment.

REALM 2: INFORMALITY AND THE TAX SYSTEM

Preferential tax treatment offered by “special regimes” attracts many small,
unincorporated enterprises. Special regimes are often implemented with the
intention of facilitating participation of self-employed and micro firms in
contributory programs and bringing them within the purview of the tax
authority. They provide preferential tax treatments to specific enterprises
compared to those obtained under the corporate income tax regime. Such
treatments are granted if firms meet certain requirements—such as single
ownership or limited partnership, operating as an unincorporated
business, and keeping annual sales below specified thresholds.
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* InTunisia, individual enterprises can file their tax returns under one of
two special regimes and pay a flat rate or 3 percent on sales if their
annual sales are below a specific threshold. Their tax burden compares
favorably to those of enterprises in the personal income tax (PIT) and
corporate income tax (CIT) regimes, which charge minimums of
26 and 25 percent, respectively, and they are also exempt from value-
added tax (VAT). Here, an individual enterprise refers to a firm owned
by a single person, that is, with only one shareholder, registered as a
natural person regardless of the number of employees, and with no
distinction and no separation between assets of the owner and assets of
the enterprise.

¢ In Morocco, self-employed workers can apply for auto-entrepreneur
status and benefit from preferential tax rates and VAT exemption, if
their turnover is less than DH 500,000 (or DH 200,000 for those oper-
ating in the service sector, equivalent to about US$55,617 and
US$22,247, respectively).

¢ In Egypt, commercial and industrial unincorporated enterprises struc-
tured as sole proprietorships and simple partnerships can file taxes
under the PIT regime regardless of their size. The tax burden is sig-
nificantly less than the CIT regime: the highest personal income tax
rate is equal to the standard corporate income tax rate of 22.5 percent.

However, this comes at a cost as special tax regimes arve inconducive to firm
expansion, productivity growth, and formal job creation. The reasons why
are many. First, special regimes do not generate incentives to expand the
size of enterprises beyond the qualifying threshold, and firms will only
do so if they expect sales to rise such that after-tax profits are higher
than before, which is unlikely to occur for most micro and small firms.
Second, the special regimes help micro and small enterprises that operate
at low productivity levels to survive, which distorts the natural process
of firm selection, trapping resources in unproductive firms rather than
more productive ones. Third, operating at small scale reduces firms’ like-
lihood of being caught by tax enforcement authorities and sanctioned,

thereby encouraging fraudulent behavior and informality.
Special regimes interact with other taxes in pilot countries, such as the VAT,

distorting market dynamics further and stifling productivity and formality. In
Morocco and Tunisia, small firms and the self-employed under special
regimes are exempt from paying the VAT, which encourages them to
remain small and pay lower taxes. It also discourages interacting with
other firms, as goods and services purchased from a firm under the spe-
cial regime cannot be included in the calculation of the deductible VAT.
As a result, firms and the self-employed under the special regime mostly
trade with other informal firms or sell to final consumers—a situation
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that prevents technical and technological knowledge transfer and inhibits
economies of scale, growth, value chain development, and the creation

of formal jobs.
The structure of the PIT regime can disincentivize formal employment of

low-wage workers. In the pilot countries—especially in Tunisia—low-
wage earners, particularly those earning an annual income around the
minimum wage, have little incentive to pay income taxes. The mar-
ginal tax rate rises sharply from zero for workers earning a monthly
income at or below the minimum, to 26 percent in Tunisia and to
10 percent in Egypt and Morocco. This might further discourage
formal employment of low-wage workers, given the few incentives
provided by contributory social insurance, the minimum wage, and

dismissal regulations.
The lack of tax enforcement encourages tax evasion and informality, which

raises the cost of formality. Tax enforcement is weak because of poor
information exchange and communication between tax authorities and
a lack of human and financial resources. As a result, tax evasion and
underreporting are widespread. In Tunisia, tax fraud was estimated at
US$8.5 billion—or 20.4 percent of GDP—in 2019 (Bouzaiene 2021),
while in Morocco, as much as US$2.45 billion—or about 2 percent of
GDP—was lost due to the tax practices of multinational corporations
alone in the same period (Oxfam and Reuters 2021). As a result, a small
number of taxable formal private and public wage workers and mostly
large firms face a high tax burden compared to most economic actors in
their respective countries. As of 2019, Tunisia’s and Morocco’s tax bur-
dens were comparable to the Organisation for Economic Co-operation
and Development (OECD) average despite having a narrower tax base,
representing 25.1 and 21.4 percent of GDP, respectively, while it was
slightly lower in Egypt, at 15.5 percent (IMF 2022). Still, weak enforce-
ment coupled with a high tax burden increases the appeal of arbitrage,
fraud, and evasion among workers and firms in the pilot countries, as the
probability of getting caught is low and most other economic agents do
not pay direct taxes. This situation produces a vicious circle of informal-
ity, tax evasion, subpar tax collection, limited redistributive power, and
low quantity and quality in the provision of public goods and services,
which encourages further informality.

The process of registering a business is the first step an entrepreneur
must take before starting an economic activity. The more complex,
lengthy, and costly the procedures are, the less attractive and likely that
micro and small firms will comply with the law and operate formally.
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In Morocco and Tunisia, starting a business is a relatively fast and inex-
pensive process, taking an average of 6.4 and 9 days, respectively, while
costing 3.6 and 2.9 percent of income per capita, performing similarly
to the OECD average of 9.2 days and 3 percent of income per capita
(World Bank 2021a). In Egypt, however, starting a business takes
12 days and registration costs are about 20.3 percent of income per
capita, much higher than regional peers, which might dissuade firms

from registering their businesses.
Enforcement of commercial and credit contracts remains challenging and

can discourage formality and hamper firm growth. In the case of commer-
cial contracts, strong enforcement directly affects the level of security
and integrity of economic transactions. For firms, it corresponds to
lower transaction costs, higher incentives to register with official
authorities, and a greater likelihood of interacting with many firms
beyond a small and trusted network of suppliers and customers. Such
factors are associated with firm formality because not only are they
growth-enhancing, but also the risk of getting caught and sanctioned
for hiring informal workers increases with firm registration. In the
pilot countries, however, resolving a commercial dispute is typically a
costly and slow process. The biggest downfall is the low quality of judi-
cial processes, reflecting inefficient court structures and proceedings,
poor case management, and a lack of court automation and alternative
dispute resolution.

On credit contracts, weak enforcement generates uncertainty and
increases the legal costs to impound collateral in case registered firms
fall into bankruptcy or default on their loans. This might lead banks
to provide less credit or offer costly loans, which dissuades firms from
registering with official authorities to benefit from credit contracts and
often prompts them to rely on internal finance—a route that limits their
growth prospects and ability to formalize by hiring formal workers. In
the pilot countries, the rights of borrowers and lenders are weakly pro-
tected, as shown by their poor performance on an index that captures the
strength of legal rights—with Egypt, Morocco, and Tunisia scoring 5, 2,
and 3 (out of 12), respectively. This translates into difficulties in getting
credit, which is particularly challenging for the smallest firms, which

largely rely on internal sources of finance (figure O.8).
Restrictive regulations, a heavy state-owned enterprise (SOE) footprint,
and cronyism hamper competition in product markets, causing unfair and non-

contestable market structures and bigh market concentration. Product market
competition is related to firms competing on an even field and speaks to
the cost that firms face when starting operations in a market for specific
goods or services and when they interact with existing firms. The pres-
ence of SOEs and monopolies in sectors where such market structures
are not justified on economic grounds dissuades firms from registering
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FIGURE 0.8

Access to Credit, by Firm Size, Morocco, 2019-20
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with official authorities (to hide under the radar) or even entering mar-
kets. As a result, firms stay small after entry, or are pushed out of markets,
which depresses the number of formal firms, their size and level of pro-
ductivity, and ultimately economic growth.

In the pilot countries, SOEs are widespread, with their presence
extending to 41 sectors in Egypt, 23 sectors in Morocco, and 40 sectors
in "Tunisia, compared to an average 26 sectors in developing countries.
The situation is made worse by cronyism and political connections that
further undermine market contestability and fair competition.

GUIDING PRINCIPLES FOR MOVING TOWARD HIGHER,
MORE SOCIALLY INCLUSIVE GROWTH

A Starting Point

As the pilot countries move away from regressive subsidies and reliance
on the public sector to provide jobs, there is an opportunity to realize
sustained and socially inclusive growth. That means a social protection
and tax system in which all citizens have access to basic health services,
are provided at least a minimum level of financial protection against
health risks, and enjoy at least a minimum income in old age, while pro-
moting the creation and growth of businesses with high productivity.
Although there has been a welcome and needed recognition of the role
that targeted income transfers can play in reducing poverty, these pro-
grams alone cannot provide the key ingredients needed for a growing
and youthful workforce.
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How can governments start to address informality to achieve higher

and more socially inclusive growth? This report calls for progressive and

consistent actions, starting with the premise that to date the interactions

of the three institutional realms have led to a suboptimal equilibrium—

notably, high informality, little coverage against risks, low productivity,

and subpar growth in the region. Six policy principles emerge from the

analysis of institutions in the realms of worker-entrepreneur relations,

the taxation system, and market conditions that will shift individuals’

incentives. The goals are (1) making the formal and informal dichotomy

irrelevant as social protection policies will operate through the tax and

transfer system (Realm 2) and not through entrepreneur-worker relations

(Realm 1); (2) fostering universal protection, redistribution, and efficiency

gains; and (3) shifting pilot countries onto a higher, more socially inclusive

development trajectory. Table O.2 describes the six policy principles.

TABLE O.2

Policy Principles to Encourage Formal Employment

Policy principle Realm(s)

Description

Impact of policy on informality

1. Policies should not be
designed or evaluated in and3
isolation.

Realms 1,2,

Policy makers must be mindful about the
change in incentives offered to firms and
workers to operate informally when
introducing a new, or altering an existing,
policy because it is the effect of the policy
mix on individuals’ behavior that matters for
policy reforms.

By adopting a holistic view on the
policy front, policy makers will be able
to improve the effectiveness and
predictability of policy interventions
on workers" and firms’ behavior,
thereby minimizing unintended and
often undesirable outcomes, including
informality.

When contributory social insurance schemes
are not standardized across groups of workers,
including noncontributory programs for the
poor and vulnerable, it reduces the protective
capacity of programs, can encourage
informality, and creates opportunities to
arbitrage the system.

Providing coverage to all individuals exposed
to the same risk with one single program can
ensure more risk pooling, can increase efficacy
and diversification of risk, as well as ensure that
all individuals receive the same quality of
service.

2. All the population Realm 1
exposed to a given risk

should be covered by

the same program.

3. The source of Realm 1

financing should vary
with the type of risk
covered.

Risks of different natures are best covered
through different sources of financing: (1) risks
common to all citizens should be funded from
general taxes; (2) risks common to all workers
should be funded from workers' earnings; and

(3) risks specific to workers in firms (employees)

should be funded from firms’ contributions
based on workers’ wages.

Following the report’s definition of
informality, universality with respect to
the relevant population solves the
informality problem, at least from a
standpoint of protection against the
fundamental risks of health and
longevity.

(continued)



24

Informality and Inclusive Growth in the Middle East and North Africa

TABLEO.2

Policy Principles to Encourage Formal Employment (continued)

Policy principle

Realm(s)

Description

Impact of policy on informality

4, Social protection for  Realm 1
the poor via non-

contributory programs

should be targeted

based on family income

and not tied to the work
formality of

beneficiaries.

All the poor should receive income transfers,
and eligibility must not be conditional on
workers' formality status. This is to avoid
informality and poverty traps and to support
the vulnerable during the labor market
adjustment period in response to proposed
changes to health insurance and retirement
benefits.

The fact that income transfers are
conditional on income, and not
formality status, creates an incentive
for poor workers to search for a formal
job. Moreover, poor workers may
prefer a formal to an informal job if the
former offers better working
conditions.

5. The taxation structure Realm 2
should strengthen

incentives for formal
employment and,

together with social

protection, be

The number of tax regimes offered to economic
agents must be minimized such that tax
loopholes, special regimes, and exemptions are
abolished. Tax schedules must exhibit sufficient
progressivity to fund redistribution and create
opportunity, not to discourage productivity,

Standardizing the tax system by
abolishing exemptions or discounts
encourages firm natural selection,
productivity growth, and formal job
creation. Coupled with increased
enforcement, it also broadens the tax

progressive. and to assure public services of high quality. base and, in turn, tax revenues, which
In addition, enforcement and tax collection can be invested in funding the
must increase in tandem. universality of health care and old-age
transfers, and improve the quality of
services provided, making formality
more attractive.
6. Governments should  Realm 3 (i) The registration process for new enterprises By making the registration process

ensure that market
conditions are
conducive to firms’
entry, growth, and exit.

should be further simplified with the aid of
digital technologies.

(i) Measures should strengthen commercial
contract enforcement, most notably by
strengthening the quality of the judicial
process in the pilot countries.

(iii) Measures should strengthen credit contract
enforcement, particularly the legal rights of
borrowers and lenders. The pilot countries
should implement measures to reduce the
time and cost required to resolve an insolvency.
(iv) Policies should address product market
competition, price controls, the presence of
state-owned enterprises, and cronyism.

See World Bank (2022b).

simple in addition to improving the
benefits of being registered—for
example, by enhancing contract
enforcement—more firms will register
with the authorities.

Since registered firms can benefit from
commercial and credit contracts and
cannot easily hide under the radar
from their tax and social obligations,
formal employment will increase.

Source: Original table for this publication.

Policy Principle 1: Policies Should Not Be
Designed or Evaluated in Isolation

Each policy lever in each of the three realms has direct effects on firms’

and workers’ incentives to operate formally or informally (figure O.9).

Moreover, policies interact with each other, and it is the effect of the

policy mix on economic agents’ behavior that matters—and thus should

be considered when evaluating policy reforms. Potential policy interac-

tions could fall into the following areas:
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FIGURE 0.9

Interactions among Social Protection, Labor Regulation, Taxation, and Market
Conditions, and Their Effects on Firms’ and Workers’ Formality Status
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costly, complex, and lengthy

procedures.

Weak enforcement of commercial
and credit contracts.

Limited PMC, the presence of SOEs,

and cronyism limit firm entry in certain

sectors and firm growth after entry.

Note: GDP = gross domestic product; PMC = product market competition; SOEs = state-owned enterprises; TFP = total factor productivity;

VAT = value added tax.

Noncontributory social insurance. These programs, which deliver free

or subsidized health coverage to poor and vulnerable workers—often

combined with a cash transfer—might help reach population groups

that would otherwise be left unprotected against health risk. Yet, the pro-

grams typically provide only partial social insurance coverage (in the pilot

countries, only health risk is covered) and top up the income levels of

the poor to boost current consumption. The problem is that they might

unintentionally subsidize informal employment, particularly when (i) the

quality of free or subsidized health care is adequate, and (ii) the income

transfer is large enough to discourage poor informal workers from get-

ting a formal job, which would mean losing this health care.
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Fob regulations. Policies that govern when firms can dismiss
employees—such as advance notice requirements, specific reasons for
dismissal, and workers’ compensation—may be insufficient to adequately
protect workers. The policies can be adequate when they are combined
with unemployment insurance that provides income replacement in case
of job loss and active labor market policies aimed at retraining workers.

Taxation. Although indirect taxes, such as the VAT, are regressive in
nature because poorer households spend a larger share of their income
on consumption, the resulting tax revenues can be channeled into financ-
ing transfer programs to poorer households. This would ensure that the
combined effect of the VAT and income transfers delivers the desired
degree of progressivity.

Special tax regimes. These offer discounted tax rates to small, unincor-
porated businesses that register with the tax authorities. The problem is
that they often interact with other taxes—such as when firms must con-
solidate income taxes and the VAT into a single payment, and thus may
not be allowed to sell to firms that pay the VAT in the general regime.
Paradoxically, while these regimes try to reduce inequality by subsidiz-
ing low-income entrepreneurs and helping the self-employed move into
contributory programs, they hinder firm expansion, productivity growth,
and formal job creation.

Business regulations. If procedures to register a business are costly,
lengthy, and complex, and enforcement of commercial and credit con-
tracts is weak, the incentives built into special tax regimes to comply with
tax laws and register with tax authorities might not be obvious, given that
the benefits are few.

Often, programs are created for small groups of workers, such as civil
servants, and are gradually extended to other workers. In the pilot coun-
tries, at first, the system was expanded to include private sector employ-
ees, in some cases with different schemes depending on the sector of
employment or income levels to encourage participation in the system.
In a second step, which is currently underway in Egypt and Morocco, the
system is being further expanded to include nonwage workers, particu-
larly employers and own-account workers. Although the incremental
approach was adopted with the best of intentions—to cover more work-
ers with contributory social insurance—it has also generated an array of
programs that not only provide different benefits but also benefits of

different quality.
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In addition, noncontributory social insurance provides poor and
vulnerable informal workers protection against the health risk for free or
at a subsidized rate. However, the presence of a multitude of programs to
cover the same risk (such as health) poses numerous problems: less risk
pooling and diversification, less efficacy of insurance, higher costs, and
unequal benefits in terms of quality (depending on workers’ employment
status or sector of employment). By contrast, providing coverage to all
individuals exposed to the same risk with one program can ensure more
risk pooling, greater efficacy and diversification of risk, and the provision
of the same quality of service for all individuals.

Risks of differing natures are best covered through different sources of
financing: (i) risks common to all citizens should be funded from general
taxes, (ii) risks common to all workers should be funded from workers’
earnings, and (iii) risks specific to workers in firms (employees) should be
funded from firms’ contributions based on workers’ wages.

Given that all individuals are exposed to health and longevity risks,
there is no rationale for financing these risks out of workers’ contribu-
tions and leaving individuals with no formal job uncovered. The policy
objective is to provide every individual access to health care when it
is needed, since it is not known ex ante who will get sick or when.
Similarly, in the case of longevity, the goal is to provide a minimum
income in old age to every person. Thus, there is a need for both uni-
versal health insurance for individuals of all ages and a universal policy
for the elderly.

Universal health insurance. Health services provided by one program
for all would achieve a greater degree of risk pooling and ensure that
the same quality of health care was provided, regardless of labor market
status or informality status. Moreover, if health care services were to
be financed via general tax revenues, it would ensure a higher extent
of redistribution through health care. In this area, the most significant
obstacle would be the fiscal cost.

In the pilot countries, many workers are not covered by con-
tributory or noncontributory social insurance (40 percent in Egypt,
31.1 percent in Morocco, and 2.2 percent in Tunisia). Even among
those who are covered, there is significant variation in the overall
quality of services received. Back-of-the-envelope calculations using
data on current health coverage and expenditures suggest that it
would cost an additional 2.1 and 1.75 percent of GDP in Morocco
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and Tunisia, respectively, to provide universal health insurance to the
remaining uncovered population, as well as to switch individuals from
noncontributory to contributory social insurance. The total cost of
universal health insurance would be 3.45 percent of GDP in Morocco
and 3.01 percent of GDP in Tunisia.

Universal policy for the elderly. All individuals face uncertainty about
the duration of their life. Some might save for retirement when they
work, others might have never worked, and others might not save
enough. A policy to avoid old-age poverty would be a flat pension ben-
efit, financed from general revenues, for all the elderly—independent
of whether they worked and for how long. It would be a noncontribu-
tory universal pension. However, it is important to consider how this
policy would interact with contributory pension benefits to strike the
right balance between redistribution via noncontributory benefits and
individual-level incentives to work and save for retirement via the
contributory system.

Contributory pension policy for all workers. Contributory pensions are
associated with workers employed in firms for a wage, which implies
that some workers (such as own-account workers and contributory
family workers) are excluded. The proposal for contributory pension
insurance would require all workers (i) to contribute, irrespective of
employment status; and (ii) to participate in the same system that pools
the longevity risk of all workers once they retire. This would mean
shifting the obligation to contribute from the firm to the worker. It
could be combined with an obligation to pay PIT, although revenues
from contributions for a pension benefit would be earmarked for
workers’ pension benefit and could not be used for other purposes
(as in the case of PIT revenues).

The proposal would also align the incentives to contribute, as only
workers would be responsible for contributing to health insurance and
pension benefits—unlike now, where employers are required to pay
contributions, partly on behalf of workers. For example, in Morocco
and Tunisia, employers contribute 8.98 and 7.76 percent, respectively,
of their employees’ salaries for retirement pensions (table O.3). If work-
ers assigned a positive value to the benefits provided, they would have
incentives to contribute. Linking the obligation to save for retirement
with PI'T might provide an incentive at the margin to comply, as pen-
sion benefits would be proportional to income taxes. Further, transfer-
ring the obligation of contributing to the worker implies a reduction in
employers’ labor cost, which might partially or fully benefit workers as
an increase in gross wages.
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TABLEO.3

Contribution Rates for Private Sector Employees, by Type

of Benefit, Morocco, 2018

Cap on gross

Benefit monthly wage (DH) Employer (%) Employee (%) Total (%)
Retirement pension 6,000 8.98 448 1346
Health insurance® — 411 226 637
Family allowance — 640 — 6.40
Job loss allowance 6,000 038 0.19 0.57
Professional training — 1.60 — 1.60
Work accident and disability insurance® — 1.90 0.84 274
llness and maternity, death 6,000 067 033 1.00
Total — 21.77 7.77 29.54

Source: Original table for this publication.
Note: — = not applicable.

a. Companies that provided medical insurance before the introduction of Assurance Maladie Obligatoire (AMO) are exempt from health

insurance contributions and pay a solidarity rate of 1.85 percent.

b. These benefits are provided by private insurance companies and are not administered by the Caisse Nationale de Sécurité Sociale (CNSS).

A big obstacle to implementing contributory pension insurance for
all workers is enforcement, as pension benefits would be proportional
to individual savings without cross subsidies or any additional costs to
the state budget. In the pilot countries, many informal workers do not
pay PIT, given that enforcement is weak and large shares of workers
are not registered with the tax authority. But the analysis shows that the
distributions of earnings of formal and informal wage workers largely
overlap, meaning that there is space to tax informal workers. Moreover,
the proposal would incentivize workers to contribute, as they would be
solely responsible for paying for their contributions to health insurance
and pension benefits. Therefore, if workers assigned a positive value
to the benefits provided, they would have incentives to contribute to
the system.

In sum, the proposals sketched here for insuring risks would entail a
rebalancing of the source of financing of social insurance between con-
tributions and taxes. The two largest components of contributory social
insurance—health insurance and retirement pensions—would disappear,
with the first being universal and funded via general tax revenues, and the
second being levied on workers only and collected with PIT.

What about risks (like death and disability in the performance of work
duties) that are faced only by workers? These would require a policy that
covers all workers. Risks (like job loss and accidents at work) that are only
associated with employment in a firm would concern only workers hired
as employees by firms.
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Policy Principle 4: Social Protection for the Poor via
Noncontributory Programs Should Be Targeted Based
on Family Income and Not Tied to the Work Formality of
the Beneficiaries

Making social insurance more inclusive with the proposed changes to
health insurance and retirement pension benefits would provide protec-
tion to the poor and vulnerable against fundamental risks, while also
improving the conditions under which the poor and vulnerable partici-
pate in the labor market, thereby positively affecting their income and
contributing to reduce poverty. However, systemic policy changes pro-
ceed slowly, and labor market adjustment might take time to display the
full effects. Thus, the poor will need help via income transfers to support
their current consumption levels.

More concretely, all the poor should receive income transfers, and eli-
gibility should not be conditional on workers being employed informally.
Moreover, the amount of the transfer should balance, on the one hand,
the need to support current consumption and, on the other hand, the
need to minimize an implicit tax on poor workers who lose the transfer
when their earnings place them above the eligibility threshold. In com-
bination with universal health insurance and contributions to the retire-
ment pension benefit, fewer households will likely fall into poverty if
negative shocks occur, as they will be covered against key contingencies.
In addition, more productive jobs would be available in the economy,
thus helping the poor to escape poverty on their own and reducing the
likelihood of poverty traps.

Policy Principle 5: The Taxation Structure Should
Strengthen Incentives for Formal Employment and,
Together with Social Protection, Be Progressive

Special tax regimes for firms come with specific requirements in terms
of sales, legal entity, and type of ownership. They provide preferential
tax treatments relative to standard corporate tax rates, which average
about 20 percent in the pilot countries. The special tax regimes also
impose constraints on capital diversification, access to credit, and econ-
omies of scale. Plus, VAT exemptions that accompany these regimes
imply that firms cannot sell to firms under the standard corporate tax
regime and thus end up being trapped in operations with a small net-
work of firms, informal or under the special tax regimes, or selling only
to final consumers, which disallows technological transfer from larger
to smaller firms.
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Thus, eliminating these regimes and exemptions can help boost tax
revenues while also removing barriers to firms’ growth. Some firms
would be forced to exit the market, as the higher tax burden under the
CIT regime would require higher sales to maintain positive posttax
profits. Therefore, the process of firm selecton would gradually con-
tribute to raising total factor productivity, as more productive formal
firms would prosper and grow, entry of firms with very low productivity
levels would be discouraged, and firms with low productivity would exit
the market. The latter would have economic and social implications for
employers and workers employed in those firms. However, if the key
assumption for special tax regimes is that many such small firms are
owned by low-income families, the proposals illustrated above to modify
contributory social insurance would increase redistribution and coverage
and question the need for inefficient special tax regimes as a redistribu-
tive tool.

Opverall, the tax-to-GDP ratios in the pilot countries range from
about 15 percent in Egypt in 2018 to 32 percent in Tunisia in 2019
(figure O.10), which are below the OECD average (33.4 percent in
2019). These figures point to the possibility of raising more revenues,
for example, to fund universal health insurance and improve its qual-
ity. In addition, resources can be obtained from current allocations to
universal consumption subsidies. The pilot countries allocate between
1.3 and 5.6 percent of GDP to universal consumption subsidies on
food, transportation, and energy. The largest share of subsidies is typi-
cally spent on energy: in Egypt, energy subsidies were valued at about
0.3 percent of GDP in 2020; in Morocco, 0.8 percent of GDP; and in
"Tunisia, 2.1 percent of GDP.

Although the pilot countries have been gradually decreasing the
amount spent on energy subsidies, some of these subsidies still exist
and redistribute resources inefficiently, with middle- and high-income
households receiving higher subsidies in per capita terms than low-
income households. In Morocco, households in the top decile received
over twice the amount in per capita terms than those in the bottom
decile for the liquefied petroleum gas subsidy in 2013/14; in Tunisia,
households in the fifth quintile received 25 percent of the per capita
energy subsidy benefits, compared to 15 percent for households in the
first quintile in 2014/15 (Cuesta, El-Lahga, and Ibarra 2015).

On the composition of taxes, there are important differences between
the pilot countries and the OECD. First, the pilot countries typically
collect more indirect taxes and less income taxes than the OECD. For
example, about 56 percent of Morocco’s tax revenue comes from indi-
rect taxes (like the VAT and other consumption taxes) (figure O.11),
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FIGURE 0.10

Tax Revenues as a Percentage of GDP, Arab Republic of Egypt,
2010-19
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FIGURE O.11

Share of Tax Revenues, Morocco, 2018
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which is significantly higher than the OECD average (about 31 percent
in 2019). Similarly, the CIT represents 30.6, 21.0, and 13.3 percent in
Egypt, Morocco, and Tunisia, respectively, far above the 10.7 percent
in the OECD. By contrast, the PIT accounts for smaller shares of
tax revenues in Egypt (10.6 percent) and Morocco (17.7 percent)
than in Tunisia (30.8 percent) and the OECD (41.4 percent). While
property taxes contribute negligible tax revenue shares in Egypt and
Tunisia (0.7 and 1.3 percent, respectively), they represent 6.7 percent
in Morocco, which is nevertheless far less than the average in OECD
countries (11.6 percent).

Thus, additional revenues could come from higher property taxes
(especially in Egypt and Tunisia), new taxes levied on environmentally
unfriendly activities, or better tax enforcement. The last would require
far more financial and human resources than are currently allocated—
along with the use of digital technologies to identify individuals and
firms evading taxes and for better communication across entities to

reduce tax evasion.

Market conditions are key for the creation and growth of new and high-
productivity firms—and making improvements here could be a first step
toward higher and more socially inclusive growth. Firms’ decisions to
formalize depend on incentives stemming from the complexity and costs
of business registration procedures, and the degree of enforcement of
commercial and credit contracts.”

First, the registration process of a new enterprise should be further
simplified, and the costs associated with the process can be reduced by
implementing the use of digital technologies. While in the pilot coun-
tries starting a business has been made easier in recent years with the
introduction of one-stop shops, there is still room for improvement,
particularly in Egypt, where costs remain high.

Second, on contract enforcement, two policy avenues should be
explored to increase the level of security and integrity of formal firms’
economic transactions:

o Commercial contract enforcement. Measures to strengthen the quality of
the judicial process are at the forefront of much needed policy inter-
vention in the pilot countries. A commonality across the countries is
that dealing with disputes is an inefficient process, which is long in
duration and expensive. Improvements can be realized by devoting
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additional resources to establishing more efficient court structures
and management of proceedings, with the support of court automa-
tion, which is currently nonexistent.

o Credit contract enforcement. Measures to strengthen the legal rights of
both borrowers and lenders are required, as this is a weak area in the
three pilot countries (World Bank 2021b). Insolvency laws and
performance represent another dimension of doing business that
requires attention: pilot countries should implement measures to
reduce the time and cost required to resolve an insolvency, which
currently lag aspirational leaders, such as the OECD.

"Taken together, these policies would increase the benefits of regis-
tering for firms, encouraging them to go beyond a trusted network of
suppliers and clients; absorb skills, techniques, and technologies from
interacting with more and larger firms; and increase their external credit
take-up—thereby spurring productivity, firm expansion, and formal job
creation.

The policy principles put forward in this report are aimed at indicating a
way forward to achieve higher and more socially inclusive growth.
Importantly, the specific policy changes may differ across countries and
can create winners and losers. Therefore, broad and deep reforms will
likely face opposition from various groups and setbacks in many contexts.
For this reason, it is key that governments identify a clear vision of where
they are headed and set a path to get there before embarking on a com-
plex set of reforms. Governments should design a clear map of intertem-
porally consistent reforms that contribute to the desired social protection
system, as a better understanding of the desired outcome can help build
the necessary coalitions to support the reform agenda.

Providing a road map can help groups representing various interests
to grasp what the proposed policy changes intend to bring for them,
which may spur sentiments of inclusion and trust that were beforehand
fragile but are fundamental to cohesive societies. Although some parts of
the reform process might penalize some groups, the overall redesign of
the system will be more acceptable and should produce a net societal gain
as the proposed policy principles offer a route to fiscally sustainable and
socially inclusive growth.

Identfying a country-tailored way forward is a challenging task,
as countries differ in terms of initial conditions, administrative capac-
ity, and political context, and thus is beyond the scope of this report.
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Nevertheless, a road map can help governments navigate the reform
process along the lines of the principles sketched in this report. The
policy proposals identified would entail a shift toward a more inclusive
social protection system, where the principles of universality with respect
to the relevant population and equality of benefits substitute the existing
segmentation of social protection schemes and implicit unequal coverage
of workers and families. Moreover, the source of financing would change.
Risks common to all citizens would be funded from general taxes, risks
common to all workers would be funded from workers’ earnings, and
risks specific to workers employed in firms would be funded from firms’
contributions and proportional to workers’ wages. A road map for coun-
tries to move toward realizing the vision and goals outlined in this report
would contain the following five sequential key elements:

1. Coordinated reform. To oversee the compatibility of the policy changes
in the overall policy mix with government objectives, each country sets
up a cross-ministerial implementation group to ensure a holistic and
coordinated approach in the policy arena.

2. Tailored, gradual, and incentive-compatible social protection reform. Coun-
tries introduce gradual reforms to the social protection system, par-
ticularly the health and retirement components, complemented by a
noncontributory universal pension and a poverty-targeted cash trans-
fer program.

o As a first step, health coverage should be extended to all citizens,
regardless of their employment status, and the pension system
may move toward providing benefits to every worker conditional
on paying contributions, which should take place together with
payment of income taxes, as suggested by policy principles 2 and 3.

o Only workers, not their employers, would be responsible for paying
contributions for pension benefits, and such payments would
finance individual accounts as opposed to being used to cross-
subsidize the pension benefits of current retirees or other workers.
Vesting periods in number of years of contributions would be
eliminated, except for the minimum retirement age. Thus, every
worker who pays income taxes and therefore contributes to the
pension system would be entitled to an actuarially fair benefit.
This could also increase compliance, since workers, employees,
and the self-employed would know that their pension benefit will
be proportional to their income taxes.

3. Expanded tax base to ensure that general revenues are available to fund
universal bealth insurance. These measures include reducing or elimi-
nating tax expenditures; introducing new taxes and/or raising rates for
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existing taxes on certain activities, such as those that damage the envi-
ronment and taxes on property; and removing universal consumption
subsidies, particularly on energy products.

. Improved service delivery quality. Countries increase the quality of public

services in parallel with element 3. This would incentivize workers to
pay income taxes, curb resentments, and build trust, potentially
to increase the income tax in the future, including its progressivity, to
expand the fiscal base, increase investment, protect the vulnerable, and
reduce inequality. Therefore, the road map calls for improving the
supply of health care with more human resources and more
infrastructure.

. Private sector reforms. Countries prioritize a range of measures that

affect firms.

o Special tax regimes would be gradually abolished, and economic
units registered as firms would be required to pay standard
corporate income tax rates regardless of size, sector of activity, or
other conditions. This change would be disruptive in the short
term but, together with the new social protection system, it will
contribute to raising the productivity of firms and the economy,
and thereby translate into higher income levels and higher growth
in the long term. Overall tax revenues will also increase because,
first, more firms will pay taxes under the standard corporate regime
and, second, thanks to the elimination of the VAT exemption that
often comes with special tax regimes and possibly the elimination
of the VAT exemption of certain consumption goods. Abolishing
special tax regimes may also have a positive or at least neutral
distributional impact. A recent study finds that eliminating VAT
exemptions does not have regressive effects since in contexts with
high informality, a significant share of the poor’s consumption takes
place in establishments that elude the VAT (Bachas, Gadenne, and
Jensen 2020).

o In parallel, job stability regulations could be made more flexible and
minimum wages less binding as the introduction of unemployment
insurance and job loss compensation can support workers in
transitioning between jobs, and workers would be covered against
health risk even after losing their job. Moreover, in the medium
term, the proposed changes would support higher productivity and
economic growth that would lead to increases in wages.

o To increase the dynamism of the private sector and improve
market conditions, countries must simplify the registration process
and improve the benefits available to registered firms. Benefits can
be improved by strengthening the enforcement of commercial and
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credit contracts, thereby incentivizing firms to register because
they will be able to access credit on better terms, enter more
and larger markets since their transactions would be secure and
backed by strong commercial contracts, benefit from technical and
technological transfers due to interacting with larger firms, and
face reduced risk as their business assets would be separate from
their household. Other institutions will also benefit, including
government and banks, as a larger pool of registered firms
translates into higher tax revenues and more diversified credit
markets. Given that registered firms are more likely to hire formal
workers than informal ones, this policy intervention alone is likely
to have a positive impact on formal employment.

1. GDP and population figures are from the World Development Indicators
database, World Bank.

2. Statistics are derived from the World Development Indicators database and
Feenstra, Inklaar, and Timmer (2015).

3. A notable exception is the taxable base, which in the case of own-account
workers and employers is typically a measure of business income, with brack-
ets defined in some cases as a multiple of the minimum wage.

4. In Morocco, in addition to targeting based on poverty rates at the municipal-
ity level, the transfers are conditional on having children in school (Tayssir)
or restricted to widows with children (DAAM).

5. Social protection expenditure as a proportion of GDP is calculated as the
sum of expenditure data from ILOSTAT and the World Health Organization
data portal (2020). Specifically, GDP contributions from “total expenditure
on social protection (excluding heath)” and “domestic general government
health expenditure” have been added together.

6. Due to data limitations, Morocco’s Kaitz index has been computed as the
minimum wage as a proportion of the national mean wage.

7. Policies on product market competition, price controls, the presence of
SOEs, and cronyism are not discussed here, as there is a broad literature
covering these topics (see World Bank 2022b).

Angel-Urdinolo, Diego F., Abdoul Gadiry Barry, and Jamal Guennouni.
2016. “Are Minimum Wages and Payroll Taxes a Constraint to the Creation
of Formal Jobs in Morocco?” Policy Research Working Paper 7808,
World Bank, Washington, DC. https://doi.org/10.1596/1813-9450-7808.

Assaad, R. 2014. “Making Sense of Arab Labor Markets: The Enduring Legacy
of Dualism.” IZA Fournal of Labor & Development 3 (6). https://doi
.org/10.1186/2193-9020-3-6.


https://doi.org/10.1596/1813-9450-7808�
https://doi.org/10.1186/2193-9020-3-6�
https://doi.org/10.1186/2193-9020-3-6�

38

Informality and Inclusive Growth in the Middle East and North Africa

Bachas, P., L. Gadenne, and A. Jensen. 2020. “Informality, Consumption Taxes
and Redistribution.” NBER Working Paper 27429. National Bureau of
Economic Research, Cambridge, MA.

Boughzala, M. 2017. “Employment and the Functioning of the Labour Market in
Tunisia.” Economic Research Forum, Giza, Arab Republic of Egypt.

Bouzaiene, A. 2021. “T'ax Justice in Tunisia: An Ideal Crushed by Debt Policies.”
Friedrich Ebert Stiftung, Bonn, Germany.

CAPMAS (Central Agency for Public Mobilization and Statistics, Government of
the Arab Republic of Egypt). 2018. “Egypt Labour Market Panel Survey
2018.” CAPMAS, Cairo, Arab Republic of Egypt.

Cuesta Leiva, Jose Antonio, Abdelrahmen El Lahga, and Gabriel Lara Ibarra.
2015. "The Socioeconomic Impacts of Energy Reform in Tunisia:
A Simulation Approach.” Policy Research Working Paper 7312, World Bank,
Washington, DC.

Feenstra, R. C., R. Inklaar, and M. P. Timmer. 2015. “The Next Generation of
the Penn World Table.” American Economic Review 105 (10): 3150-82.
www.ggdc.net/pwt.

HCP (High Commission for Planning, Government of Morocco). 2015.
“Morocco Household Budget Survey 2015.” HCP, Rabat, Morocco.

Tanchovichina, E., and S. Devarajan. 2021. “Why Does the Arab Spring
Keep Coming Back?” ABCDE Conference, June 21-25. World Bank,
Washington, DC.

ILO (International Labour Organization). 2019. Women and Men in the
Informal Economy: A Statistical Picture, 3rd ed. Geneva: ILO.

IMF (International Monetary Fund). 2022. “World Revenue Longitudinal Data
Set.” IMF, Washington, DC.

Levy, S., and G. Cruces. 2021. “Time for a New Course: An Essay on Social
Protection and Growth in Latin America.” UNDP LAC Working Paper 24.
Background Paper for Regional Human Development Report 2021: Latin America
and the Caribbean Region. United Nations Development Programme,
New York.

NIS (National Institute of Statistics, Government of Tunisia). 2015. “Tunisia
Household Budget Survey 2015.” NIS, Tunis, Tunisia.

Oxfam and Reuters. 2021. “Moroccan Government Looks to Taxes to Cut
Deficit.” Reuters, July 14. https://www.reuters.com/article/morocco
-taxation-idAFLIN2OQI19F.

Souag, A., and R. Assaad. 2017. “The Impact of the Action Plan for Promoting
Employment and Combating Unemployment on Employment Informality in
Algeria.” Institute of Labor Economics, Bonn, Germany.

Wahba, J., and R. Assaad. 2017. “Flexible Labor Regulations and Informality in
Egypt.” Review of Development Economics 21 (4): 962-84.

World Bank. 2014. Striving for Better Fobs: The Challenge of Informality in the
Middle East and North Africa. Washington, DC: World Bank.

World Bank. 2018. “Morocco Systematic Country Diagnostic: Governing

towards Efficiency, Equity, Education and Endurance.” World Bank,
Washington, DC.


www.ggdc.net/pwt�
https://www.reuters.com/article/morocco-taxation-idAFL1N2OQ19F�
https://www.reuters.com/article/morocco-taxation-idAFL1N2OQ19F�

Overview 39

World Bank. 2021a. The Long Shadow of Informality: Challenges and Policies.
Washington, DC: World Bank.

World Bank. 2021b. Doing Business 2020. Washington, DC: World Bank.
World Bank. 2022a. “T'unisia’s Jobs Landscape.” World Bank, Washington,
DC. https://openknowledge.worldbank.org/handle/10986/38381.

World Bank. 2022b. Fobs Undone: Reshaping the Role of Governments toward
Markets and Workers in the Middle East and North Africa. Washington, DC:
World Bank.

World Bank, EBRD, and EIB (World Bank, European Bank for Reconstruction
and Development, and European Investment Bank). 2022. Unlocking
Sustainable Private Sector Growth in the Middle East and North Africa:
Evidence from the Enterprise Survey. Washington, DC: World Bank.


https://openknowledge.worldbank.org/handle/10986/38381�




CHAPTER 1

Why Does Informality Matter?
A Framework

KEY MESSAGES

* Informality—measured in terms of workers not covered by contribu-
tory social insurance—is a complex phenomenon that must be

addressed for countries in the Middle East and North Africa (MENA)
Region to achieve long-term, inclusive growth.

* It matters because (1) it hinders social protection systems in terms of
coverage, risk pooling, and redistribution; (2) it dampens productivity
and economic growth; (3) it diminishes tax revenues; and (4) it can
lower the quantity and quality of the provision of public goods and
services.

* This report is a first attempt to conduct a comprehensive analysis of
the effects of the institutional environment on informality in MENA
countries—with a focus on Arab Republic of Egypt, Morocco, and
"Tunisia.

* A cornerstone of the framework is that informality is shaped by the
environment in which firms and workers operate—which includes
institutions, laws, regulations, and policies that determine employer-
worker relationships, tax and transfer systems, and market conditions.

4
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Informality has long been at the forefront of academic and policy debates
because of both its pervasiveness and its links with development
outcomes. Yet it is a complex phenomenon, covering a broad range of
contexts, and—despite its importance—it lacks a universal definition. In
some cases, it is viewed as the shadow or underground economy.
In others, it is seen as a lack of registration of firms with the tax author-
ity, a lack of compliance of registered firms with tax laws or other appli-
cable regulations (such as keeping formal accounting books or holding
a bank account), a lack of social security coverage of workers, a lack of
written contracts, or even illegal economic activity.

Further, informality typically assumes different meanings according
to the interlocutor. A minister of finance or a businessperson might be
more concerned about informality in terms of the amount of taxes to
be paid; a minister of labor or a union leader might think about a lack
of social insurance and noncompliance with job stability and minimum
wage regulations among workers; and the average citizen might think of
a street vendor not complying with health and safety standards or not
issuing a receipt for a purchase.

The informality debate has taken on new urgency as countries in the
Middle East and North Africa (MENA) look for a pathway to inclusive
growth, against a backdrop of further growth setbacks and deteriorating
fiscal and current account deficits in the aftermath of the COVID-19
pandemic. The region is already struggling with important structural
challenges in the labor arena, such as low labor force participation (espe-
cially among youth and women), high unemployment rates (particularly
among tertiary-educated youth), and little job creation. In addition,
MENA’s informality rate, at an estimated 68 of total employment, is one
of the highest among the world regions, after Sub-Saharan Africa and
East Asia and Pacific (figure 1.1).

This report aims to better explain the characteristics and incentive
structure that has led to the prevalence of informal employment in
selected countries in the region. The objectives are to:

* Help design social protection systems that better protect workers and
their families against risks (such as health, longevity, job loss, sickness,
disability, and work accidents) and vulnerability or poverty.

* Improve the functioning and effectiveness of the welfare state (more
risk pooling and higher tax revenues) and help reduce inequality.

* Incentivize firms to grow and thereby raise aggregate productivity and
foster economic growth in the long run.
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FIGURE 1.1

Share of Informal Employment in Total Employment,
by Region, 2019

Sub-Saharan Africa 89
East Asia and Pacific 71
Middle East and North Africa 68
World 61
Latin America and the Caribbean 54

Eastern Europe and Central Asia 37
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Source: Based on data from ILO 2019.

The report breaks new ground by applying Levy and Cruces’ (2021)
framework to the MENA Region—zeroing in on three countries—
Arab Republic of Egypt, Morocco, and Tunisia, which were chosen
based on data availability. Their informal employment as a percentage
of total employment ranges from an estimated 44 percent (Tunisia), to
64 percent (Egypt), to 77 percent (Morocco). In addition, the report
makes use of microdata—including household budget data, labor
force surveys, and enterprise surveys, some of which have rarely been
used before, particularly the data on wages and labor market transi-
tions—combined with administrative data from national institutes of
social security and tax administrations (see table 1.1 for definitions of
selected items).

THE LONG-STANDING INFORMALITY DEBATE

In this report, informality refers to informal employment—defined as
workers, salaried or nonsalaried, not covered by contributory social
insurance. This means that informal workers are not insured against
risks (such as illness, work accidents and disability, loss of life, longev-
ity, and loss of employment). In principle, firms are defined as informal
if they employ all their workers informally, while they are considered
formal if they employ at least one worker formally (see box 1.1). Two
key points follow from the definition of informality adopted in the
report.
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TABLE 1.1

Definitions of Key Labor Market Concepts

Labor market status Definition
Working age The working-age population includes all individuals age 15 and older.
Labor force The labor force is all working-age individuals who were employed or unemployed during
the reference week.
The employed population consists of working-age individuals who have worked for pay, profit, or
Employed househo\q gain for at least one hour during the referen_ce Week. It includes individuals who are .
temporarily absent from work for reasons such as working time arrangements, the nature of their
work, public holidays, annual leave, sick leave, or maternity/paternity leave.
The unemployed population comprises all working-age individuals who were not employed during
Unemployed the reference week, looked for work during the past month, and were available for work during the
reference week.
Inactive The inactive population includes individuals who were neither employed nor unemployed during the
reference week.
NEET These are young people age 15 to 24 who were not in employment, education, or training (NEET).
Type of employment

Wage worker or employee

A wage worker or employee is a person who works for pay for someone else, even in a
temporary capacity.

Irregular wage worker or
employee (Egypt, Arab Rep.)

",

A wage worker or employee who holds a “part-time,” “temporary,” or “seasonal” job.

Apprentice

An apprentice is a person being trained for a job or trade. The individual may be paid or may receive
pocket money; a paid apprentice is considered in employment.

Employer

An employer is a person who operates his/her own business or trade and hires one or more
employees.

Own-account worker

An own-account worker is a person who operates his/her own business or trade and does not hire
employees. He/she may be working alone or with the help of contributing family workers.

Unpaid or contributing family worker

A contributing family worker is a person who works without pay in a market-oriented enterprise
operated by a household member.

Public/private employment

Public sector employment

Employment in the public sector comprises all employees working in a public establishment or in a
public company.

Private sector employment

Employment in the private sector includes all employees not working in a public establishment or in
a public company, as well as all employers, own-account workers, and unpaid family workers.

Source: Original table for this publication.

First, informality and illegality are not the same—although there

continues to be a great deal of confusion about where one starts and the

other ends and when they overlap. The only case where the two overlap

perfectly is the case of a country that by law requires every worker to

contribute to social insurance (box 1.2).

Second, the formality status of firms matters because (1) it has impli-

cations for social protection as it directly affects the social protection

benefits that workers receive; and (2) it matters for productivity because

it affects the relative prices and incentives that firms face when deciding

about the number of workers to hire, under what types of contracts, and

the technology to adopt—which, in turn, affect productivity.



Why Does Informality Matter? A Framework

45

BOX 1.1

Throughout this report, informality refers
to informal employment—defined as work-
ers, salaried or nonsalaried, not covered
by contributory social insurance. The one
exception is for in-depth analyses of tax
systems and market conditions, where firms
are defined according to their registration
status. This adjustment reflects the absence
of representative enterprise surveys that
match firms and workers.

The two definitions largely overlap
because (1) unregistered firms cannot hire
formal workers; and (2) registered firms are
formal under the first definition, as they likely
hire at a minimum one worker formally.

Slight Variations in How Informality Is Defined

In addition, for market conditions, the first

definition is applied implicitly given that:

* Registered firms can hire formal workers
and, compared to unregistered firms, are
more likely to be caught and sanctioned
for hiring informal workers.

* Strong contract enforcement encourages
firms to register with official authorities
to benefit from the regulatory environ-
ment (including secure and low-cost
transactions and credit contracts).

* Contestability drives the natural selection
of firms and increases the integrity and
benefits of the regulatory environment,
encouraging firm registration and growth.

BOX 1.2

The definition adopted in this report—
informality measured in terms of work-
ers not covered by contributory social
insurance—makes it clear that formality
is not defined with respect to compliance
with tax laws or other requirements, such as
firms’ registration or having a bank account
or keeping formal account books. This defi-
nition implies that countries can have legal
and illegal informality. In countries with
laws that require every worker to contribute
to social insurance, all informal employ-
ment is illegal; in other words, workers
are illegally informal. Other countries have

Legal versus lllegal Informal Employment

different legislation that mandates contrib-
uting to social insurance only for certain
workers (for example, salaried workers). In
such case, own-account workers, employers,
and unpaid family workers are informal and
legal. There might also be situations with
unclear requirements in terms of contribut-
ing to social insurance due to ambiguities in
the legislation, which would make the legal
status of informal workers unclear.

In practice, formal and informal workers
are not always separate individuals. Workers
might start working informally and then
contribute from a certain point of their

(continued)
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BOX 1.2

working life onward, or they might
continuously alternate between periods of
informality and formality as they contribute
(maybe, for example, only a few months in
a year). In addition, the same worker could
hold both a formal and an informal job.
Such fluidity in labor markets implies that
a full understanding of the incentives and
disincentives built into institutions, laws,
regulations, and policies might be complex.

Some firms might employ all workers
formally, others hire all workers without

Legal versus lllegal Informal Employment (continued)

paying contributions, and others work
with part of their workforce employed
formally and part informally. In this report,
to the extent that data are available, firms
are categorized as formal if they employ at
least one worker covered by contributory
social insurance, and they are informal
if they do not have any workers covered
by social insurance. Similar to the case
of workers, informal firms can be legal
or illegal, depending on the country’s
legislation.

In general, the concept of informality can refer to production units, the
type of activity carried out by production units, or workers and/or jobs.
Often, these concepts are mixed together under the big umbrella of infor-
mality (see box 1.3). From a statistical perspective, the term “informal
sector” refers to production units; the term “informal employment” refers
to jobs held by individual workers; and the concept of “underground,
shadow, and illegal economy” concerns the type of activity conducted by
production units. Although any production unit can be engaged in activi-
ties that are legal and not underground, or legal and underground, or
illegal, most production units in the informal sector carry out legal activi-
tes. In this report, the terms “informality” and “informal employment”
are used interchangeably, and they are always intended to refer to workers
not covered by contributory social insurance.

THE CASE FORBETTER UNDERSTANDING
INFORMALITY

Why does informality matter? Some commentators argue that firms and
workers choose to operate informally to reduce costs and evade taxes,
social contributions, and compliance with standards and licensing require-
ments (Dabla-Norris, Gradstein, and Inchauste 2008; Rauch 1991).
Others argue that workers cannot access formal employment because of
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BOX 1.3

How Statisticians Define Informality

"The informal sector is defined in terms of
the characteristics of the production units
(enterprises) in which the activities take
place (enterprise approach):

® The term “sector” follows the System of
National Accounts, so that the definition
of the informal sector refers only to the
productive activities of households within
the System of National Accounts produc-
tion boundary.

* The term “enterprise” refers to any unit
engaged in the production of goods or
services for sale or barter—which com-
prises informal own-account enterprises
and enterprises of informal employers.

National definitions can specify whether all
own-account enterprises should be consid-
ered informal or only those that are not
registered under specific national legislation
(such as lack of legal identity or lack of a
complete set of accounts). Enterprises of
informal employers should be defined at the
country level according to one or more of
the following criteria: (1) small size of the
enterprise in terms of employment; (2) non-
registration of the enterprise (as defined in
the case of informal own-account enter-
prises); and (3) nonregistration of its
employees.

Informal employment is a statistical
concept that refers to jobs, not to individuals,
as some workers might hold more than
one job and not all jobs held by the same
individual are formal or informal. It refers to

the total number of informal jobs—whether
carried out in formal sector enterprises,
informal sector enterprises, or households
in a given reference period. Informal
employment includes the following:

* Own-account workers employed in their
own informal sector enterprises

¢ Contributing family workers

* Employees holding informal jobs,
whether employed by formal or informal
sector enterprises, as well as domestic
workers employed by households

* Members of informal producers’
cooperatives

* Own-account workers engaged in the
production of goods only for their house-
hold’s own final use

* Employees with formal jobs in informal
sector enterprises.

Underground production concerns pro-
duction activities that are legal when
performed in compliance with relevant
standards or regulations but are deliber-
ately concealed from public authorities to
avoid (1) paying income, value added or
other taxes, or social security contribu-
tions; or (2) having to meet legal standards
(such as minimum wages, maximum hours,
and safety or health regulations) or comply
with administrative procedures (such as
completing statistical questionnaires, tax
returns, or other administrative forms).

(continued)
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BOX 1.3

How Statisticians Define Informality (continued)

Illegal production includes “(a) the pro-  unauthorized producers” (OECD, IME,
duction of goods and services whose and ILO 2002, 216).

sale, distribution or possession is for-

bidden by law and (b) production of Statistical underground refers to produc-
activities that are usually legal but tion missed due to deficiencies in data
become illegal when carried out by collection programs.

Source: ILO (2013).

a. According to the 17th International Conference of Labour Statisticians guidelines, “employees are
considered to have informal jobs if their employment relationship is, in law or in practice, not subject
to national labor legislation, income taxation, social protection, or entitlement to certain employment
benefits (advance notice of dismissal, severance pay, paid annual or sick leave, among others) for reasons
such as: the jobs or the employees are not declared to the relevant authorities; the jobs are casual or of
a limited duration (for example, through on-call arrangements); the hours of work or wages are below
a specified threshold (e.g., below that qualifying for social security contributions); the workers are
employed by unincorporated enterprises or by persons in households; the employee’s place of work is
outside the premises of the employer’s enterprise (e.g., outworkers without an employment contract);
or regulations are not applied, enforced, or complied with for any reason” (ILO 2003, 6).

circumstances beyond their control and a lack of economic opportunities,
such as no or limited access to education, few economic resources, or
poverty—in other words, informality is due to exclusion (Arias Diaz et al.
2007; Gatti 2014; ILO 2019; Ohnsorge and Yu 2022). Whether firms and
workers engage informally in production and employment relationships
because they opt out of formality or they have been excluded, informal

employment and informal firms take a serious socioeconomic toll.
Informality hinders social protection systems in terms of coverage, risk

pooling, and redistribution. Lacking contributory social insurance, infor-
mal workers sometimes rely on noncontributory insurance—typically
restricted to health insurance or retirement pensions—a situation that
recent studies suggest makes informal workers more vulnerable to
economic fluctuations (OECD 2019; Williams and Horodnic 2019;
Williams and Lansky 2013). In some countries, informal workers from
poor or vulnerable households receive conditional cash or in-kind trans-
fers. Although these transfers can help overcome temporary shocks and
even lift individuals and their families to the poverty line, they do not
cover workers or families against socioeconomic risks. Moreover, if eli-
gibility conditions depend on the formality status of workers, transfers
might end up trapping the poor in a state of informality and vulnerability.
The existence of a large number of informal workers limits the extent of
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risk pooling of social insurance systems, which results in suboptimal or
more expensive coverage for formal workers. Depending on the profiles
of workers who contribute and those who do not, informality might
compromise, or at best reduce, the extent of redistribution from high- to
low-income workers.

Informality can dampen productivity and economic growth. Informal firms
tend to be smaller and less productive, generate lower value added, and
have limited market reach (ILa Porta and Shleifer 2008). Small firms can-
not take full advantage of economies of scale in production and might
use less sophisticated technologies compared to formal firms, even when
they produce the same or similar goods. Informal firms often adopt out-
dated and cheap technology, as they can afford to survive in the market
with a low marginal revenue product of labor. Further, as the number
of informal firms can be very large, the effect on overall productivity
can be sizable—with many small and low-productivity firms absorbing a
significant share of resources (labor and capital) that could be used more
efficiently by larger and more productive firms. This also discourages
investing in human capital, which is key for innovation. Economies with
low productivity growth cannot reach sustained long-term economic

growth.
Informality can diminish the quantity and quality of public goods and

services. The high fiscal costs of informality, as documented in the lit-
erature, could significantly shrink a country’s tax revenue base, thus
imposing a higher fiscal burden on a smaller number of formal firms
and workers (Bardey and Mejia 2019; Ohnsorge and Yu 2022). This
reduces the resources available to governments to provide public goods
and services, such as hospitals, schools, roads, social protection benefits,
and so on. Governments must then provide a lower quantity of public
goods and/or borrow money to maintain the same level of supply, thus
incurring fiscal deficits and public debt. In extreme cases, the failure of
a government to repay its debts can lead to a default, with long-lasting
social and economic costs that can undermine a country’s social fabric
for many years.

The bottom line is that informality can provide a means of escaping
unemployment for people who may not be able to access formal jobs—
due to low skills, poor endowments, and binding tax constraints and
regulatory costs associated with joining the formal sector (IMF 2022;
Loayza 2018; Ulyssea 2020). It can act as a buffer against employment
and wage losses experienced by low-skilled and less productive work-
ers when they are exposed to economic shocks, especially in develop-
ing countries (see, among others, Colombo, Menna, and Tirelli 2019).
Informality may also serve as a temporary, medium-term solution for
trade-displaced workers, preventing them from falling out of the labor
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force completely (Dix-Carneiro and Kovak 2019; Ponczek and Ulyssea
2018). However, the long-run negative effects of informality on social
protection, tax revenues, public goods, productivity, and growth far out-
weigh the short-term benefits.

The phenomenon of informality has been studied less in MENA com-
pared to other regions, especially in terms of its causes. Few studies have
rigorously investigated the determining factors of informal employment
in the region. It is difficult to compare the findings among the studies,
owing to differences in how informality is defined and the methodologies
used. This occurs because of limited access to micro-survey data, due to
the region’s strict national statistics bureau confidentiality guidelines. As
a result, the use of micro-surveys (such as labor force surveys, consump-
tion and expenditure surveys, and household budget surveys) remains
limited among researchers, academics, nongovernmental organizations,
and even public institutions—and MENA is the region with the lowest
number of publications in the field of labor markets (Angel-Urdinola,
Hilger, and Irvins 2010).

In recent years, most studies of the region have used macroeco-
nomic correlation analyses, specific changes in policy, and interviews to
investigate the causes of informality, at least in certain instances or for
particular groups. However, the studies look at a small part of the story
and do not capture the complex relationships between the institutional
environment and informal outcomes. No study to date has comprehen-
sively considered the role of the institutional environment in a MENA
country by mapping out the various interactions between institutions,
laws, and policies and assessing how the associated incentive structures
influence informality.

What does the literature say about informality in MENA? One
strand of literature considers correlates of informality at the regional
level. A recent World Bank study argues that informality in MENA
reflects three factors: economic structure, conflict, and the governance
and business climate (Ohnsorge and Yu 2022). It finds that countries
with high shares of nonnative populations or high public employment
have higher levels of informality. The same is true for countries exposed
to prolonged armed conflict (such as Iraq and the Syrian Arab Republic)
and those performing poorly in the government effectiveness and
regulatory quality index. Similarly, another World Bank study contends
that the prevalence of informality depends on a country’s structural
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characteristics—such as governance, productivity, and economic com-
position (Gatti et al. 2014). The results indicate that law and order,
business regulatory freedom, education, and sociodemographic factors
are all remarkably robust determinants of formality; that is, informality
decreases as these factors improve. In addition, informality decreases
when the share of the population that is young or lives in rural areas
decreases.

A recent study that focuses on Egypt, Morocco, Mauritania, and
"Tunisia distinguishes between “normal” and “excess” definitions of infor-
mality (IMF 2022). It argues that normal informality is a function of the
level of development and structure of a country, while excess informality
is a result of distortionary policy measures or frameworks. The study’s
cross-country regressions on the share of employed workers without
social insurance show that about 44 percent of the predicted informality
surplus in MENA (compared to advanced economies) is associated with
the region’s relatively lower level of development, with differences in
policy distortions accounting for the rest. However, there are substantial
differences in policy distortions across countries. For example, in Egypt,
factors such as lower quality of governance, exorbitant tax burden, and
limited access to financial services significantly affect individual choice
between working in the formal and informal sectors. In Tunisia, the
cumbersome government regulatory framework and rigid labor market
regulations are the key binding factors.

Another strand of the literature focuses on country-level analyses to
evaluate how changes in the regulatory framework influence informal-
ity. Wahba and Assaad (2017) find that in Egypt, the 2003 labor law
boosted formal employment. By relaxing hiring and firing arrange-
ments, it increased the probability of transitioning to formal employ-
ment for noncontractual workers employed in formal firms by about
3-3.5 percentage points, or the equivalent of at least a fifth of informal
workers in formal firms. A similar change in the labor law introduced
in Algeria in 2008 reduced the cost of hiring and decreased informal
employment in firms with five or more workers (Souag and Assaad
2017). A study of Tunisia suggests that such institutional labor reforms
may not equally translate into positive outcomes due to segmented labor
markets—where labor regulations and protection are strictly applied
only in the public and formal private sector, leaving the informal sector
no incentives to formalize (Boughzala 2017). Angel-Urdinola, Barry, and
Guennouni (2016) calibrate a model for Morocco to assess the effects
of labor regulations on formal employment costs (particularly minimum
wages and payroll taxes). They find that these regulations (notably mini-
mum wage policy) hampered formal employment, especially for young
people and women.
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A third strand of literature uses firm interviews to understand
constraints on enterprise formalization. An important input here is
the World Bank Enterprise Surveys, which provide comprehensive
firm-level data on emerging markets and developing countries. The
Enterprise Surveys cover a broad range of business environment topics,
including access to finance, informality, and performance. However, a
notable caveat is that they traditionally only include formal private firms,
making the survey findings indicative rather than representative of the
private sector challenges informal firms face. A recent study shows the
top obstacles that business face: in Egypt, high tax rates (24 percent of
firms reporting); in Morocco, corruption (15 percent); and in Tunisia,
access to finance (39 percent) (World Bank, EBRD, and EIB 2022).
These factors likely limit firm growth and formal private sector job
creation. Using Enterprise Survey data, other studies have used regres-
sion analysis and found that limited access to loans or other modes of
finance present an overarching challenge to growth and job creation.
Another study explores the link between jobs, access to finance, and
informality using a longitudinal, firm-level data set for countries in
MENA (Brancati, Di Maio, and Rahman 2022). The authors find that
job creation correlates positively with better access to finance, and that
accessing finance is significantly more difficult for firms that are more
exposed to competition with informal firms due to worse expectations of
future sales growth, which is also aligned with earlier findings from Amin
and Viganola (2021) and Distinguin, Rugemintwari, and Tacneng (2016).

This report adopts the framework put forward by Levy and Cruces
(2021) to shed light on the legal, regulatory, and institutional context
affecting the incentives and disincentives that economic agents—
primarily workers and firms—face to operate (in)formally in selected
MENA economies. A cornerstone of the framework is that informality is
endogenous to the legal, regulatory, and institutional context in which
firms and workers operate and make decisions. The size of the informal
sector is not given and grows larger or shrinks depending on a country’s
environment. In other words, it does not represent a constraint but
rather an outcome of the institutional context that economic agents face.

The framework focuses on several actors—government, banks, firms,
and workers—and how they interrelate to influence individuals’ eco-
nomic decisions, including whether to work formally or informally, and
whether to lend or borrow. This “environment”—what economic agents
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consider “the rules of the game”—influences these decisions based on a
set of incentives determined by laws, institutions, and policies, as well as
by the functioning of institutions that enforce and determine the extent
of the rule of law. It is composed of three broad realms: Realm 1, entre-
preneur-worker relations; Realm 2, taxes and transfers; and Realm 3,
market conditions (figure 1.2). Unlike approaches that view the drivers
of informality through a single lens, this approach takes a comprehensive
perspective to focus on features of, and interrelationships between, each
broad area of the environment to make sense of the complex incentive
structure that different groups of workers and firms face when making
economic decisions.

For example, the design of social insurance systems aftects employ-
ers’ and workers’ preferences to operate formally. More concretely, it
depends on various factors: contribution rates, benefits that accrue to
workers in terms of risk coverage, quality of services provided, and the

FIGURE 1.2

The Environment and Social and Economic Outcomes

Physical
capital

Technology Endowments

Human
Incentive capital
structure

Social and economic
outcomes (for
example, total factor
productivity and social
protection coverage)

Source: Based on Levy and Cruces 2021.



54

Informality and Inclusive Growth in the Middle East and North Africa

expected costs to employers of hiring workers informally. Expected
costs to employers depend on the probability of getting caught and the
severity of sanctions. These factors determine the value that individuals
attribute to participating in contributory social insurance as opposed to
receiving benefits through noncontributory social insurance or transfer
programs. Similarly, if the tax burden of operating formally (fully or par-
tially) is high and enforcement is weak, economic agents may prefer to
evade to minimize their costs, thereby incentivizing informality. In addi-
tion, informality might increase if it is costly for firms to register their
businesses or resolve commercial disputes—or if it is difficult or risky
to access credit because of high collateral requirements or uncertainties
linked to protection of borrowers’ and lenders’ rights, or if it is difficult
to enter a market and grow because some markets are uncontestable due
to corruption and unfair competition.

Realm 1: Entrepreneur-worker relations. This realm covers institutions
and laws related to how entrepreneurs and workers interact to form firms
and establish their respective rights and obligations, as well as the institu-
tions in charge of enforcing those rights and obligations. It includes (1) a
country’s contributory social insurance programs, with taxes levied in
proportion to workers’ earnings and earmarked to finance benefits (such
as health, disability, work accidents, unemployment insurance, and retire-
ment pensions); (2) labor regulations (such as those on minimum wages,
collective agreements, noncontributory social insurance programs, and
hiring and firing regulations); and (3) institutions in charge of enforcing
such laws and regulations (such as labor tribunals adjudicating disputes
on hiring and firing regulations, as well as institutions responsible for
collecting social insurance contributions and enforcing minimum wage
laws) (figure 1.3).

Each element of Realm 1 consists of several institutions, laws, and pol-
icies, which vary by country. For instance, contributory social insurance
may be managed by a specialized social security institute in one country,
while similar programs may be administered by different agencies in
another (like one for health and another for pensions). In some countries,
such agencies are charged only with financing-related activities, while in
others they also provide services. Although not exhaustive, the aforemen-
tioned elements sufficiently capture the core policies to insure workers
against risks (such as illness, disability, work accidents, longevity, death,
and loss of employment).

Importantly, these risks are bundled and part of a package that includes
other elements of Realm 1. Workers in firms covered by contributory
social insurance are also protected by firing regulations and minimum
wage laws. Firms that employ workers formally are required to comply
with all three concurrently. However, not all workers are protected by
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FIGURE 1.3
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these three elements—possibly due to explicit exemptions, unclear obli-
gations, or noncompliance—and informal workers are excluded from
contributory social insurance programs and other labor regulations.

Realm 2: Taxes and transfers. This realm encompasses the laws and
institutions that collect taxes and deliver transfers to households. It
includes (1) laws on personal income tax, (2) corporate income tax,
(3) consumption taxes (like value added and excise taxes), (4) transfers
to households in kind or in cash (which are different from contributory
and noncontributory social insurance), and (5) institutions in charge
of enforcing taxes and delivering transfers (figure 1.4). Like Realm 1,
Realm 2 consists of several laws and institutions that may vary across
countries. For example, a country’s tax system and tax enforcement may
be managed by the ministry of finance, while the ministry of labor and
social security may collect and manage social security contributions.
Personal and corporate income taxes are not related to contributory
social programs; while the former provide a stream of government
revenue to use at its discretion, the latter are earmarked to provide risk
insurance for contributing workers.

Realm 3: Market conditions. This realm represents the laws and institu-
tions that determine market functioning, including institutions designed
to provide legal certainty to parties in an exchange, correct market
failures, or promote certain sectors or activities. The realm of market
conditions is extensive. Levy and Cruces (2021) identify several elements
that are important when considering the overall relationship between
a country’s institutional landscape and economic and social outcomes.
These include a country’s foreign trade and investment laws that affect
the degree of competition domestic firms face from foreign firms,
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FIGURE 1.4
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FIGURE 1.5
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Functioning of institutions
Laws regulating foreign trade Laws regulating domestic enforcing credit/commerical

and investment competition contracts and firm registration
procedures and costs

Source: Based on Levy and Cruces 2021.

to regulate domestic competition that determine the extent of market
contestability; policies to promote specific sectors; the functioning of the
institutions in charge of enforcing credit or commercial contracts; as well
as the procedures and costs to register a firm.

Within Realm 3, this report reviews only a subset of factors that
mostly influence the number, size, and productivity of firms, which
have important implications for the extent to which firms operate
formally, expand in size, and create formal jobs. The three dimensions
considered are the procedures and costs to register firms, enforce-
ment of credit and commercial contracts, and competition in product
markets (figure 1.5).

Importantly, firms are defined as informal if they employ all their
workers informally, while they are considered formal if they employ at
least one worker formally. In this report, however, due to the absence
of representative enterprise surveys that match firms and workers, firm
informality in Realms 2 and 3 is defined according to registration status.
The two definitions largely overlap as unregistered firms cannot hire
tormal workers and registered firms are formal under the first definition
as they likely hire at a minimum one worker formally.
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Every country is characterized by a certain level of human and physical
capital, which changes over time due to several factors, such as population
growth, technological advancement, and improvements in education. At
a given point in time, there is also a distribution of firms that possess dif-
ferent levels of productivity, which depend on (1) the level and quality of
physical capital, (2) the technology that is available and used by different
firms, and (3) the skill level of the workers managing such technology.
Importantly, a country’s total factor productivity (TFP) can be defined as
the weighted average productivity of all firms, with weights given by each
firm’s share of total resources.t

In developing countries, self-employment is often widespread,
with a significant proportion of workers concentrated in micro or
small firms, both of which absorb large shares of country resources.
In Tunisia, about 97 percent of firms employ fewer than 10 workers
and contribute almost 65 percent to total employment. Similarly, in
Morocco, small firms with fewer than 10 workers contribute around
90 percent of informal wage employment and 30 percent of formal
wage employment. In Egypt, about 53 percent of total employment is
concentrated in micro firms with fewer than five workers.2 Most firms
with low productivity also tend to be small and often operate in the
informal sector (IDB 2010; Gatti et al. 2014). In the pilot countries
for this report—namely, Egypt, Morocco, and Tunisia—the size of an
enterprise’s workforce and its TFP are positively correlated, although
the strength and shape of this relationship varies by country (figure
1A.1, in annex 1A).

The resource allocation process determines a country’s overall pro-
ductivity, which is also key to determining workers’ and households’
income levels and access to social protection. If the allocations of
resources and TFP are known, then the income level of each individual
and the compliance of firms and workers with laws under Realm 1—
and therefore their formal and informal status—are also known. Taken
together, an environment that creates an incentive structure that allows
many informal, small firms with low productivity to survive, thereby
absorbing resources and market share from more productive firms, yields
subpar social and economic outcomes. At the macro level, it hurts TFP,
may not contribute to poverty and inequality reduction, and ultimately
stifles economic growth. At the worker level, it reduces coverage against
risks and increases vulnerability.

Another factor that affects the formal/informal composition of the
economy concerns the system of taxes, or Realm 2. Countries have
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introduced special tax regimes for the self-employed as well as for micro
and small enterprises, to incentivize compliance with contributory social
insurance schemes and the tax system. Special tax regimes typically come
with specific requirements (such as the firm’s sales or numbers of work-
ers below certain thresholds) only for firms in certain sectors or those
with a single owner. Preferential tax treatment consists of a very low tax
rate—much lower than the rate levied under the corporate income tax
regime—paid on revenues or sales, instead of profits or a flat amount.
"This allows very-low-productivity firms to stay afloat since their labor
cost and tax burdens are considerably lower than for firms operating
under the standard tax regime, while diverting resources from more
efficient firms.

These special tax regimes impose binding conditions that do not
allow firms to grow beyond the threshold imposed by the law, unless
the expected growth is such that the jump in revenues is large enough
to counterbalance the decline in posttax profits associated with higher
taxes. They stop firms from taking advantage of economies of scale and
impede the diversification of stakeholders (if firms under a special regime
are required to be individual enterprises), thereby reducing access to
credit and capital and, ultimately, productivity growth and formal job
creation. Special tax regimes interact with other taxes, like the value-
added tax. Often, firms under special tax regimes are exempted from the
value added tax. This restricts the network of suppliers and customers, as
such firms can only sell to final consumers or interact with other firms
informally. As a result, interactions across firms of different sizes are
limited, thus preventing skill and technology transfer. Ultimately, special
tax regimes and their interaction with other taxes provide perverse incen-
tives for firms to operate at a small scale and remain in a low-productivity
equilibrium.

Market conditions (Realm 3) also play a role in productivity and
growth. First, lengthy and expensive procedures to register a new enter-
prise might constitute an initial barrier to formality. Second, contract
enforcement affects the level of security and integrity of economic
transactions of formal firms. For example, weak enforcement of credit
contracts generates uncertainty and increases legal costs to impound col-
lateral in case firms fall into bankruptcy or default on loans. This might
lead banks to provide less credit, and small firms are more likely to suffer
the consequences. Further, this does not incentivize firms to operate for-
mally, as there are no significant advantages in terms of access to credit
from being a formal business. Where many small, informal firms are not
legally incorporated and operate as individual enterprises—with no dis-
tinction between the assets of the firm and the assets of the owner—this
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might generate concerns when assets need to be used as loan collateral.
Similarly, strong enforcement of commercial contracts can increase the
advantages of operating formally and allow firms to go beyond a trusted
network of suppliers and clients, as dispute settlement is administered by
efficient courts.

"Third, product market competition is key to ensuring that firms can
compete on an even field and represents the cost that firms face when
they enter a market and interact with existing firms. The presence of
state-owned enterprises and monopolies in sectors where such a market
structure is not justified economically, institutional controls on prices,
and restrictions on foreign entry into the domestic market constrain
market entry and firms’ growth. It lowers the number of firms operat-
ing in markets, their level of productivity, and, ultimately, economic
growth—a situation made only worse in MENA countries by cronyism
and political connections that further undermine market contestability
and fair competition.

The bottom line is that the combination of weak contract enforce-
ment, long and expensive registration procedures, limited market com-
petition, and cronyism keeps firms small, at low levels of productivity,
and informal. Improvements on these fronts could help firms grow by
improving access to credit, allowing firms to diversify their networks,
facilitating technology transfer, and increasing productivity. Larger firms
would be more likely to hire formal workers, since larger firms have
higher productivity and it would be more difficult for them to evade,
thus increasing formal job creation and social insurance coverage while
improving social protection.

To the extent that the elements that compose the three realms affect the
formal/informal composition of the economy, the immediate by-product
is that a certain number of workers—in some countries, a very large num-
ber of workers—do not benefit from contributory social insurance and
thus are not covered against a series of risks. This protection gap influ-
ences the extent and quality of social protection coverage of workers and
ultimately affects poverty and inequality outcomes. Here, the focus is on
whether the value of contributory social insurance can equal the cost that
firms pay for it.

The largest share of contributions, typically two-thirds paid by
the employer and one-third paid by the worker, goes to funding
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retirement pensions and health insurance. In the case of pension
benefits, some contributing workers might not have access to these
benefits because of their discontinuous formal careers, with contri-
butions paid only for a few months in a year, and therefore requiring
much more time to achieve the minimum number of years to be
eligible for the pension benefit. For workers who meet the eligibility
requirements, the design of pension systems might in some cases be
more than actuarially fair, meaning that workers receive more than
what they paid for in terms of pension benefits. This ends up being
an implicit tax on informal workers and a subsidy to formal workers.
The presence of pension benefit caps without a cap on contributions
might provide an incentive to be partially informal. In other words,
high-wage workers as well as the firms employing them might have
an incentive to declare and pay contributions only on a fraction of
the actual wage.

In the case of health insurance, the low quality of health services
provided under contributory social insurance might be a strong disin-
centive to contribute. Public health care is completely free or provided
conditional on a small co-pay for formal workers and their families,
but there are hidden costs (such as long waiting lines and limited avail-
ability of treatments and medicines). Ceilings on the amount refunded
if workers opt for private providers and a disconnect between negoti-
ated and market tariffs decrease the value of contributing to health
insurance, particularly in the case of ordinary diseases. Moreover,
in some countries, informal workers have access to the same public
health care available to formal workers, through noncontributory
social insurance. This reduces the value of contributory health insur-
ance, and therefore of formality, unless the supply of health care is
scaled up to accommodate the demand for health care coming from
both groups of workers. Further, the lack of a cap on taxable wages
implies that high-wage workers pay more than low-wage workers and
receive the same benefit—which incentivizes only partial compliance,
as in the case of pension benefits.

On job stability regulations, workers might appreciate protection
against and compensation for unfair dismissal if courts functioned
efficiently, rapidly, and independently. However, the level of enforce-
ment tends to correlate with firm size. Indeed, enforcement of con-
tributory social insurance, job stability, and minimum wage regulations
focuses on larger firms that are easier to catch and sanction in case of
violations.

Could the value of contributory social insurance and job stability
regulations equal the cost that firms pay for them? Yes, but it would
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depend on factors that are specific to the design of the social insurance
system and vary by country. The key point here is that if the value is
lower than the cost to firms, then formal employment is implicitly taxed
because workers and firms pay for nonwage benefits, and workers only
receive a fraction of them.

What happens to those who do not benefit from contributory
social insurance, which in some MENA countries is a large share of
workers? In some contexts, such workers might have partial coverage,
typically health insurance or retirement pensions, through noncontribu-
tory social insurance, conditional on belonging to poor or vulnerable
households. However, the fact that not everyone who is supposed to
contribute does so limits the risk-pooling scope of contributory social
insurance, thus decreasing the quality of the benefit for formal workers.
In addition, if some informal workers are covered by noncontributory
social insurance and have access to the same types of facilities avail-
able to formal workers (such as health care), this might further lower
the quality of service unless the supply of health care is adequately
increased. Noncontributory social insurance is often accompanied by
cash or in-kind transfers, which do not provide insurance against the
risks that are not covered by noncontributory programs, such as illness,
loss of job, loss of life, and disability.

Moreover, the fact that some transfers are conditional on workers’
formality status imposes a high implicit tax on moving out of poverty.
"The only workers who will complete the transition are those who expect
a very large increase in their labor income to compensate for the loss of
the transfer as well as for payments for their social security contribu-
tions. In addition, it is possible that the marginal product of labor of
poor workers might be lower than their marginal cost if they were hired
formally, considering their low educational level and the low productivity
of the firms that could hire them.

Similarly, if workers decide to contribute as self-employed, the cost
of contributory social insurance might be excessive, given their level of
earnings. In addition, the benefits of contributory social insurance for
poor informal workers might be lower if they are more likely to experi-
ence frequent transitions in and out of formality—as this makes it less
likely that they will be eligible for certain types of benefits (such as a
retirement pension that requires a minimum number of years of contri-
butions). The subsidy to informality might be higher for poor workers
when some benefits received through noncontributory social insurance
are a fixed amount—in other words, the benefits represent a larger share
of their earnings. This can end up trapping workers in a poor, vulnerable,
and informal status.
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How does contributory social insurance affect inequality? There are
two main channels:

* Firms pay a share of the contributions, which is typically larger than
the share that employees pay. If firms’ owners have higher incomes
than employees—and firms absorb contributions in the form of lower
profits as opposed to covering the cost of social insurance by lowering
wages—then contributory social insurance can reduce inequality
through redistribution from firms to workers.

* Some programs entail cross-subsidies from high- to low-wage formal
workers. This happens when the contribution rates and the quality of
services are the same for all workers—in other words, high-wage work-
ers contribute more in absolute terms for the same service (like health

insurance).

In practice, however, some high-wage workers do not contribute
at all (informal), contribute partially (by declaring a lower wage), or
are excluded because they work as self-employed or contribute to
separate schemes. For retirement pensions, if the system is actuarially
fair—meaning that contributions are proportional to returns—then no
redistribution takes place. However, discontinuities in eligibility require-
ments—such as requiring a minimum number of years of contributions
to be eligible—create a redistribution from informal to formal workers.
In other words, the contributions that informal workers pay during the
tew months or years they are formal end up funding pensions for formal
workers with sufficiently long formal careers, who are more likely to be
high-wage workers.

Noncontributory social insurance can reduce inequality because it is
financed from general tax revenues and, on average, informal workers
have lower incomes compared to formal workers. In some countries,
there is a substantial overlap between the wage distributions of formal
and informal workers, meaning that high-wage informal workers capture
some subsidies from noncontributory insurance. Typically, the redistri-
bution effects are smaller relative to those of contributory social insur-
ance, as the resources devoted to noncontributory programs tend to be
relatively small.

Elements of Realm 2 can also affect inequality. For example, the
personal income tax can result in a redistribution from high- to low-
income workers and families if the system is progressive. However, the
presence of loopholes and evasion limits the extent of such a redistribution.
Similarly, under Realm 3, a very high concentration of income at the top of
the distribution is often associated with failures in the laws and institutions
in charge of regulating monopolies and market power. This can cause a
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redistribution from low- to high-income individuals—and it inhibits the
political process from changing laws and regulations that serve the inter-
ests of privileged groups or insiders, who are often politically connected.

For a better understanding of how the environment—particularly the
elements of Realm 1—affects incentives to formalize, it is helpful to
identify the costs and benefits to workers and firms operating under
different contractual arrangements. Following Levy and Cruces (2021),
three cases can be considered: (1) formality, (2) illegal informality, and
(3) legal informality.

Case 1: Both workers and firms are formal. Firms are incentivized to hire
workers formally if the increase in revenues associated with hiring one
extra worker, known as the marginal revenue product of labor, exceeds
the cost of hiring the additional worker formally. This cost is determined
by compliance with regulations on contributory social insurance, job
stability, and the minimum wage. For firms with very low TFP—and
thus a low marginal revenue product of labor—hiring the extra worker
formally would pose a problem, unless the firm can shift some of the cost
(especially of contributory social insurance and job stability regulations)
back to the worker in the form of a lower wage. But if there are minimum
wage regulations that prevent this, firms will hire workers informally or
not hire them at all. It is worth noting that the level of a firm’s TFP is not
sufficient to guarantee that workers will be hired formally, particularly if
there are strict job stability regulations that impose high firing costs or
make the dismissal process lengthy and uncertain—for example, in the
case of a negative shock.

If an extra worker is hired formally, he or she receives a wage at or
above the minimum wage and is entitled to social insurance. If the value
of social insurance and job stability for the worker is equal to the value
for the firm, then the worker will accept what the firm is willing to pay
and will be hired formally. However, if the value for the worker is lower
than the cost the firm must pay to comply, then there is an implicit tax
on formal employment.

Case 2: Workers and firms are illegally informal. This occurs when firms
do not comply with social security regulations and the labor code. In this
case, their cost of labor is lower than what is determined by contribu-
tions to social insurance and compliance with job stability regulations,
and potentially below the minimum wage. This implies that firms with
very low productivity might be able to exist in the market and absorb
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resources, in terms of labor and capital, that could be used more effi-
ciently by firms with higher productvity levels. Although workers do not
benefit from contributory social insurance and job stability and might
be paid a wage below the legal minimum, they might benefit from non-
contributory programs (like health insurance) and cash transfers (free to
workers). If the value of such noncontributory programs to workers is
positive, then informal employment receives an implicit subsidy. Firms
do not pay for such benefits, but they run the risk of being caught and
sanctioned—a question of the degree of enforcement and the cost of
sanctions if they are caught. In addition to being means-tested, in some
countries, cash transfers are conditional on workers’ formality status;
otherwise, cash transfers do not have a role in the formal-to-informal
composition of employment, as their value is positive for all workers
regardless of their formal or informal status.

Case 3: Workers and firms are legally informal. This occurs when there
are firms owned by one person or firms without salaried workers—
hence, there is no need to comply with minimum wage, social insurance,
or job stability regulations. These firms pay workers as little as possible
and thus can survive even at very low levels of productivity. This might
take place in contexts where laws allow for the exclusion of some workers
or firms from contributory social insurance, job stability, and minimum
wage regulations. Examples include individuals employed in the one-
person firm they own, workers in a firm without a direct relationship of
dependency or subordination, family members helping without pay in
the family business (known as contributing family workers), and legisla-
tive ambiguities that place some workers in a gray area. Some countries
allow the self-employed to contribute to social insurance under separate
schemes, using declared income level at a lower contribution rate rela-
tive to salaried workers. The results of legal informality are a limited
number of benefits (like retirement pension and health insurance) and
lower benefits (especially for pension).

"This report focuses on countries in the MENA Region for which the
following data are available: (1) micro-level data with information on
employment, social insurance coverage, and household welfare; (2) social
security administrative data or reports based on these data; and (3) data
on regulatory and institutional dimensions—such as labor regulations
and tax laws—from government websites and gathered in collaboration
with local think tanks. The final set of MENA countries the report ana-
lyzes includes Egypt, Morocco, and Tunisia.
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Worker data. Household budget surveys and labor force surveys are
at the core of all the worker-level analyses. To characterize the pilot
countries’ labor markets, including informal employment, the study uses
available micro-level data, primarily labor force surveys and household
budget surveys (table 1.2).

For Egypt, multiple rounds of annual labor force surveys, con-
ducted between 2007 and 2019 by the Central Agency for Public
Mobilization and Statistics, as well as the Labor Market Panel Survey
of 2012 and 2018, are used. For Morocco, the annual employment sur-
vey is used—namely, the Enquéte Nationale sur I’Emploi, conducted
by the High Commission for Planning—which provides labor market
and socioeconomic information from 2000 to 2018. For Tunisia, the
key micro data sets used are the latest rounds of the annual National
Survey on Population and Employment (Enquéte Nationale sur la
Population et "Emploi) and the National Survey on Household Budget,
Consumption and Standard of Living (Enquéte Nationale sur le Budget,
la Consommation et le Niveau de Vie des Ménage), produced by the
"Tunisia Institute of Statistics.

TABLE 1.2

Data Sources, by Pilot Country

Tunisia

Type of source Egypt, Arab Rep. Morocco
* Labor Force Survey, 2007-19 ® Enterprise Survey, 2000-18 .
Labor force survey  ®  Egypt Labor Market Panel Survey,
2012and 2018

National Survey on Population
and Employment, 2006-19

National Household °
Consumption and Expenditure

¢ Household Income, Expenditure, o

Household budget
ousehold budge and Consumption Survey,

National Survey on Household
Budget, Consumption, and

SUvey 2017/2018 Survey, 2013/14 Standard of Living, 2010 and 2015
®  General Census for Population, * World Bank Enterprise Surveys, ®  World Bank Enterprise Surveys,
Housing, and Establishments, 1996, 2013 and 2019 2013 and 2020
Enterprise survey 2006, and 2017 *  Report based on Survey of

* World Bank Enterprise Surveys,
2016 and 2020

Economic Activities of Micro
Enterprises, 2016

Administrative data

Secondary sources, such as
academic papers, reports, and
newspaper articles

National Social Security Fund /
National Fund of Social
Provident Organizations
reports, 2010-20

Annual reports based on National
Business Registry, 2000-19

CRES database, 2019, 2021, and
2022

Tax data

IMF and OECD tax data repositories,
2019

IMF and OECD tax data
repositories, 2000-18
Central Bank of Tunisia data
Ministry of Finance data

IMF and OECD tax data
repositories, 2011-19
Ministry of Finance data, 2019

Doing Business

World Bank Doing Business archive,
Egypt, Arab Rep,, 2019

World Bank Doing Business
archive, Morocco, 2019

World Bank Doing Business
archive, Tunisia, 2019

Source: Original table for this publication.
Note: CRES = Center for Research and Social Studies; IMF = International Monetary Fund; OECD = Organisation for Economic Co-operation

and Development.
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Firm data. The enterprise-level analysis is largely based on World
Bank Enterprise Surveys and other analytical reports (by country sta-
tistical agencies), with data on the distribution of informal enterprises
by characteristics (such as size and productivity). In particular, recent
and previous Enterprise Surveys are used for all countries, while
the General Census for Population, Housing, and Establishments
(1996, 2006, and 2017) and Survey of Economic Activities of
Micro Enterprises (2016) are also employed for Egypt and Tunisia,
respectively.

Administrative, regulatory, and tax data. The study draws on several
sources of administrative data to analyze the institutions, laws, and poli-
cies that govern firm and worker relations (Realm 1), including contribu-
tory and noncontributory social insurance programs:

® For Morocco, this includes data from the National Social Security
Fund (Caisse nationale de sécurité sociale) and the National Fund of
Social Provident Organizations (Caisse Nationale des Organismes de
Prévoyance Sociale).

* For Tunisia, this comprises annual reports based on National Business
Registry data from 2000 to 2019 and other data from the database
maintained by the Center for Research and Social Studies (Centre de
Recherches et d’Etudes Sociales) in 2019, 2021, and 2022.

* For Egypt, the institutional analysis (Realm 2) relies on secondary
sources, owing to limited access to equivalent data sources.

For all the countries, the tax analyses (Realm 2) use International
Monetary Fund and Organisation for Economic Co-operation and
Development data repositories, which provided important informa-
tion related to each country’s tax revenue composition and enabled
international comparisons. More granular information on tax sched-
ules and collections by income tax regime are from ministries of
finance and central banks.

Although firm data on the ease of doing business and market con-
ditions are scant in MENA, especially for informal firms, the World
Bank’s Doing Business repository and Enterprise Surveys are used for
the pilot countries as measures of business regulations and enforce-
ment quality. Additional market contestability inputs are from several
secondary sources, most of which were written by governmental or
intergovernmental organizations, such as the International Monetary
Fund, Organisation for Economic Co-operation and Development,
and World Bank.
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ANNEX 1A: CORRELATION BETWEEN FIRM SIZE AND
TOTAL FACTOR PRODUCTIVITY
FIGURE 1A.1

Correlation between Firm Size and Total Factor Productivity, by Pilot Country,
Latest Year

a. Egypt, Arab Rep., 2016 b. Morocco, 2019
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Source: Based on data from Enterprise Surveys (dashboard), World Bank (https://www.enterprisesurveys.org/).
Note: The figures above used a Lowess smoother and a bandwidth of 0.8. Observations with productivity below the 5th and above the
95th percentile were dropped from the sample.

NOTES

1. TFP refers to the value added produced by a firm with US$1 of capital and
labor and is the result of the interaction between the physical efficiency of
production and the price the firm receives for its product.

2. Calculations based on data from the National Business Register (2019) for
Tunisia, the Labor Force Survey (2017) for Morocco, and the General
Census for Population, Housing, and Establishments (2017) for Egypt.
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CHAPTER 2

MENA’s Key Challenges to
Boost Living Standards

KEY MESSAGES

Since 2000, economic growth in the pilot countries has been subpar,
largely driven by consumption, while investment is low—and in the
Arab Republic of Egypt and Tunisia, it is declining.

Despite subpar growth, better living standards have continued in
Morocco and Tunisia—mostly driven by pro-poor growth and higher
public outlays—but not in Egypt, where living standards have
stagnated.

Subpar growth was driven by labor productivity gains, associated with
physical and human capital accumulation, while total factor productiv-
ity growth remained sluggish.

Making matters worse, rising fiscal deficits and public debts, along
with rising current account deficits, are a recipe for unsustainability.

Labor markets feature low labor force participation rates, especially
among youth and women.

Informal employment is high, especially in Egypt and Morocco, and it
is more common among workers with little education, youth and older
workers, and poor workers—although the middle class and affluent
households have not been spared.

Al
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Over the past two decades, the economic performance of the Middle East
and North Africa (MENA) Region, excluding high-income countries, has
been subpar, and this report’s three pilot countries (Arab Republic of
Egypt, Morocco, and Tunisia) are not exceptions. As a result, the region
and the pilot countries have lost ground. The modest economic growth
has not only generated few jobs compared to the size of the working-age
population but also few jobs of good quality—a serious problem for a
region with low labor force participation and high unemployment, espe-
cially among youth and women. Despite the modest growth, improve-
ments in living standards have continued in Morocco, driven by pro-poor
growth and investments in health and education, and in Tunisia, driven by
an increase in public transfers.

As chapter 1 points out, the institutional forces that shape informal
employment also feed through to productivity, growth, jobs, poverty,
and inequality. This chapter looks at the key challenges that MENA
countries must tackle to lay the groundwork for steady, sustainable, and
inclusive growth. It begins with a look at the growth context in MENA
and the pilot countries—in which labor market outcomes, including
sizable informal employment, are embedded—before zeroing in on the
labor markets and informality.

During 2000-19, economic growth averaged 1.7 percent per year in
MENA, which was higher than growth in Latin America and the
Caribbean (LAC) (1.6 percent) and Europe and Central Asia (ECA)
(1.4 percent), but much lower than some other developing regions, such
as East Asia and Pacific (EAP) (3.9 percent) and South Asia (SAS) (3.3 per-
cent) (table 2.1). MENA’s growth rate started to lose steam amid the Arab
Spring—which contributed to a drop in average growth from 2.5 percent
in 2000-04 to 0.5 percent in 2010-14. Although average growth doubled
to 1.0 percent in 2015-19, disruptions in global supply value chains, capi-
tal flows, and COVID-19 confinement measures led to MENA’ negative
per capita growth rate of —4.3 percent in 2020.

Although growth in the pilot countries outperformed MENA’
1.7 percent average, their economic performance has been weaker
compared to their income group peers. Among the three pilot coun-
tries, Morocco and Egypt had the highest average economic growth
over 2000-19, about 2.8 and 2.3 percent, respectively; Tunisia’s growth
was slightly lower, at 2.1 percent. These rates are well below the
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TABLE 2.1

Average Annual GDP per Capita Growth Rate, by Region and Pilot Countries, 2000-20

Percent

Region/country 2000-04  2005-09  2010-14  2015-19 2020  2000-19

Middle East and North Africa (excluding high-income) 25 27 0.5 1.0 -43 1.7
Egypt, Arab Rep. 20 42 06 26 16 23
Morocco 34 37 24 18 74 28
Tunisia 33 35 1.1 05 =101 2.1

Lower-middle-income 38 43 48 44 40 6.9

East Asia and Pacific (excluding high-income) 6.7 8.5 6.9 56 04 39

Europe and Central Asia (excluding high-income) 64 40 33 18 =21 14

Latin America and the Caribbean

1.0 20 2.5 00 -7.7 16
(excluding high-income)
Sub-Saharan Africa (excluding high-income) 2.1 25 20 -0.1 -44 46
South Asia 35 49 48 5.1 -6.9 33

Source: Based on data from World Development Indicators, World Bank.
Note: GDP = gross domestic product; MENA = Middle East and North Africa.

average 6.9 percent for the lower-middle-income group. Moreover,
the COVID-19 pandemic and ensuing economic downturn wors-
ened the economic outlook of the pilot countries, albeit to differing
degrees. In 2020, gross domestic product (GDP) per capita in Tunisia
and Morocco contracted by 10.1 and 7.4 percent, respectively, while it
increased by 1.6 percent in Egypt (table 2.1). Glimmers of economic
recovery have emerged in Tunisia, with 2021 GDP per capita growth
starting to rebound, at 2.3 percent, while in Egypt it has remained at
a tepid 1.4 percent.!

Another commonly used measure—the level of GDP per capita—also
shows MENA and the pilot countries at a low level compared to other
developing regions (excluding Sub-Saharan Africa [SSA] and SAS). In
2020, for instance, MENAY estimated GDP per capita of US$9,790
(measured in 2017 purchasing power parity) was 32 percent less than that
of LAC (US$14,295), the region’s nearest (upward) regional comparator.
Egypt and Tunisia have historically enjoyed higher GDP per capita than
MENA’s average, while Morocco’s economic situation has compared
less favorably (figure 2.1). Tunisia had the highest estimated GDP per
capita among the pilot countries until the COVID-19-induced economic
contraction, when it fell to US$10,260 in 2020, making Egypt the group
leader with GDP per capita at US$11,951. In Morocco, by contrast,
GDP per capita has been markedly lower than the MENA and regional
comparator averages, standing at US$6,986 in 2020, which was similar
to the EAP average in 2007.

These economic growth trends should be viewed against MENA’s
changing demographic trends. Indeed, MENA, including Egypt and
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FIGURE 2.1

GDP per Capita, by Region, 2000-20
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Tunisia, is experiencing a reversal in its demographic transition—that
is, the historical shift away from high birth rates and high death rates
to low birth rates and low death rates as countries move up the eco-
nomic development curve. Currently, most regions—except MENA
and SSA—are seeing reductions in the fertility rate and the relative
size of the young population (those under age 15) compared to the
working-age population (those age 15-64). The year 2011 marked
a turning point, with MENA’ fertility trends rising after a period
of steady decline, as shown by a higher child dependency ratio (the
dependence of youth on the working-age population), which is now
about 49 percent. For the pilot countries, projections suggest that
the child dependency ratio will resume its decline until 2025, with
that of Morocco converging to a similar level as Tunisia’s by 2050
(at 29 percent) (figure 2.2, panel a).

However, MENA’s old-age dependency ratio (the dependence of
those over age 64 on the working-age population) has remained low—at
around 8 percent. In the pilot countries, the ratio ranges from 8.8 percent
in Egypt, to 12 percent in Morocco, to 13.3 percent in Tunisia, but it is
increasing rapidly. By 2050, Tunisia is expected to reach 32.5 percent;
Morocco, 27.4 percent; and Egypt, 14.7 percent (figure 2.2, panel b).
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FIGURE 2.2

Demographic Transition, Selected Regions and Pilot
Countries, 2000-20
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The current period—with the working-age population stll growing
faster than the total population in MENA—offers the region an oppor-
tunity to take advantage of this “demographic dividend” by creating
enough decent jobs for the growing working-age populations.

How is MENA doing in terms of creating jobs from economic
growth? One way to measure this is through employment elasticity
(the percentage change in the number of employed persons in an
economy associated with a percentage change in GDP). Although
this effect is on average larger in high-income economies compared
to emerging economies, in most countries, 1 percentage point of
GDP growth can boost employment between 0.3 and 0.8 percentage
point (Furceri, Crivelli, and Toujas-Bernate 2012). In the MENA
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Region, these elasticities tend to be near or below the lower end of
this range—and they contrast with the high elasticities registered in
Tunisia and Egypt:

¢ In Tunisia, the employment-to-growth elasticity has picked up since
the revolution, from 0.28 in 200611 to 0.89 in 2011-17 (World Bank
2022).

* In Egypt, the elasticity hovered at 0.88 from 2004 to 2019.

* In Morocco, the elasticity fell from 0.37 in 2000-9 to 0.12 in
2010-18.2

The next step is to see how these elasticities compare to not only
the expansion of each country’s labor force but also its working-age
population. Except Tunisia, the pilot countries have created enough jobs
to keep up with their growing labor force but not with their expanding
working-age population (figure 2.3).

* In Egypt and Morocco, where employment creation reached
1.9 percent (2004-19) and 1.4 percent (2000-18), respectively, this
was higher than the increase in the labor force, which averaged 1.6 and
0.9 percent, respectively.

¢ In Tunisia, the average 1.5 percent increase in the labor force per year
was higher than the rate of employment growth, contributing to a net
employment deficit of about 15,500 jobs per year.

FIGURE 2.3

Annualized Growth Rate, Arab Republic of Egypt, Morocco,
and Tunisia, 2000-19
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In contrast, the working-age population increased at an average
annual rate of 0.2 percent higher than the rate of employment growth in
Egypt, 0.3 percent in Morocco, and at the same rate in Tunisia.

Against this backdrop of low economic growth and not enough
job creation in MENA, extreme poverty (those living on less than
US$2.15 per day, 2017 purchasing power parity) was lower than in other
regions from 2000 to 2012 (see figure 2A.1, in annex 2A).

Itincreased by around 56 percent between 2015 and 2018, from 4.8 to
7.5 percent, due in large part to conflicts in the Syrian Arab Republic and
the Republic of Yemen—making MENA the only region where poverty
has been increasing in recent years.

In the pilot countries, the poverty picture has been mixed. In Morocco,
the poverty headcount rate at the national poverty lines declined
considerably (from 15.3 percent in 2000 to 4.8 percent in 2013)
(figure 2.4). The main driver was “pro-poor” economic growth, coupled
with investments in education, health, and other social services, whereas
transfers and subsidies were largely regressive (World Bank 2018).
A similar decline in the poverty headcount was seen in Tunisia (from
25.4 percent in 2000 to 15.2 percent in 2015). The impetus between
2010 and 2015 was associated with more public transfers, upon which
low-income households rely, and to some extent an employment shift
from agriculture to wage employment among the poorest households
(World Bank 2022). In contrast, progress has been limited in Egypt: the

FIGURE 2.4

Headcount Poverty Rate, Arab Republic of Egypt, Morocco,
and Tunisia, 2000-17
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reduction in the poverty headcount from 30.4 to 27.8 percent between
2012 and 2015 was followed by an increase to 32.5 percent in 2017.
In the first period (2012-15), poverty reduction followed increases in
social spending after the 2011 revolution, whereas double-digit inflation
eroded purchasing power and led to the increase in poverty between
2015 and 2017 (World Bank 2021).

On inequality (as measured by the Gini index, where 0 means perfect
equality and 100 means perfect inequality), the pilot countries have
seen an improvement over time, albeit to different degrees. Egypt has
the lowest inequality (31.5 in 2017), followed by Tunisia (32.8 in 2015)
and Morocco (39.5 in 2014). While Tunisia’s Gini index fell by 3 points
and Morocco’s by 1.2 points, Egypt’s dropped only by 0.3 point. High
inequality is the by-product of noninclusive growth that fails to create
decent jobs for all and may also signal the limited effectiveness of fiscal
redistribution.

What are the key drivers of economic growth in MENA and the pilot
countries? One way to answer this is by looking at the final users—
households, businesses, and the government—of the goods and
services produced by a country’s economy during a specific period.
As figure 2.5 shows, consumption is the clear leader among the pilot
countries. In Egypt, Morocco, and Tunisia, final consumption averaged
87.0,93.0,and 78.0 percent of GDP, respectively, between 2011 and 2019.
Moreover, consumption’s share of final demand gained relevance com-
pared to the 2000-10 average, especially in Tunisia and Egypt. At the
same time, the roles of investment and trade faded in the region, implying
an economic shift to less sustainable sources of growth.

Investment as a share of GDP is low and declining. Underpinning recent
weak economic performance, MENA countries have had low levels of
investment as a share of GDP. Until 2011, MENA’ gross fixed capital
formation as a proportion of GDP was below the average for other
developing regions; thereafter, it caught up, and its investment rates have
been on a similar path as those of other developing regions (figure 2.6).
Even so, MENA is significantly below its aspirational regional compara-
tors in terms of investment per capita. In 2018, MENA’s investment per
capita was US$2,811, markedly less than EAP (at US$5,661) and ECA
(at US$5,267).

In Egypt and Tunisia, fixed capital formation as a proportion of GDP
has been below the averages for MENA and other developing regions,
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FIGURE 2.5

Consumption, Investment, Exports, and Imports as a Share of
GDP, Arab Republic of Egypt, Morocco, and Tunisia, 2000-20
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FIGURE 2.6

Gross Fixed Capital Formation in MENA and Arab Republic of Egypt, Morocco,
and Tunisia

a. Gross fixed capital formation as a share of GDP, 2000-18
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exhibiting a downward trend over time. In Morocco—given public efforts
to incentivize capital-intensive industries—investments as a share of GDP
reached 33.5 percent in 2018, exceeding the average for the other devel-
oping regions. Per capita investments increased in the pilot countries
from 2000 to 2018, more than doubling in Morocco, while increasing
more modestly in Tunisia and Egypt. Of the three pilot countries, Tunisia
exhibited the highest investment per capita in 2000 and 2018.
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The external sector, particularly exports, bas also been subpar: In MENA,
exports have historically outweighed imports, with the external trade
surplus increasing from 3.9 percent of GDP in 2000 to 5.5 percent of
GDP in 2008. Following the 2008/09 financial crisis, however, MENA’s
trade balance underwent a steep downturn, which led to an external trade
deficit, worsening from -2.3 percent of GDP in 2009 to —5.6 percent of
GDP in 2019. Remittances and international tourism receipts, mean-
while, modestly bolstered their relevance in MENA, increasing their
GDP shares from 2.4 and 4.2 percent in 2000 to 4.1 and 4.5 percent in
2019, respectively.

In the pilot countries, imports have consistently outweighed exports
over the past two decades, causing an external trade deficit. In Morocco,
the difference between imports and exports was widest in 2012 amid the
Arab Spring, at —15.3 percent of GDP. In Egypt and Morocco, the dif-
ferences were —13.5 and -13.0 percent in 2017 and 2018, respectively.
Tourism receipts, which are important contributors to GDP, stood at an
average 8.9 percent in Morocco, 6.9 percent in Tunisia, and 4.6 percent
in Egypt from 2000 to 2020—although they have been declining since
the 2011 Arab Spring. Another contributor, remittances (as a share of
GDP), have remained relatively stable over the past two decades in
Morocco (7 percent) and Tunisia (4.5 percent), but have been steadily
increasing in Egypt (from 2.9 percent in 2000 to 8.1 percent in 2020).

Foreign direct investment (FDI) inflows remain weak. MENA has had
lower average rates of FDI as a proportion of GDP (1.6 percent) in the
past two decades than other developing regions (2.5 percent) (table 2.2).
However, the pilot countries have exhibited higher FDI inflows than
MENA and other developing region averages. From 2000 to 2019,
average FDI inflows as a share of GDP in Egypt and Tunisia were 2.9
percent, with Morocco at 2.8 percent. In all cases, these inflows increased
from 2000-04 to 2005-09 but fell in the wake of the 2009 global reces-
sion and the 2020 COVID-19 restrictions.

TABLE 2.2

Foreign Direct Net Inflows as a Share of GDP, by Pilot Country, Region, and
Subperiod, 2000-20

Region/country 2000-04  2005-09 2010-14 2015-19 2020 2000-19
Middle East and North Africa (excluding high income) 15 26 1.1 10 1.0 1.6
Egypt, Arab Rep. 09 6.7 13 28 1.6 29
Morocco 3.1 29 26 24 15 28
Tunisia 26 50 23 19 14 29
Other developing regions 23 3.1 26 22 18 25

Source: Based on data from World Development Indicators, World Bank.
Note: FDI = foreign direct investment; GDP = gross domestic product.
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FIGURE 2.7

Account Deficits, Arab Republic of Egypt, Morocco, and Tunisia, 2000-20
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Current account deficits ave still in the red. Although Tunisia has persistently
run deficits over the past two decades, the global collapse of trade in late
2008 had a strong impact on Egypt and Morocco, which both suffered
from the ensuing sluggish global growth and turned to negative balances
in the past decade (figure 2.7). These deficits have now peaked in all three
countries but remain sizable. The annualized average current account defi-
cit since 2008 has been -3 percent in Egypt, which compares favorably to
Morocco’s =5 percent and Tunisia’s —7.2 percent. Current account deficits
mirror net inflows of foreign capital and indicate that sustained external
debt accumulation has accompanied a decade of sluggish economic growth.
The COVID-19 pandemic and global economic contraction played a role
in temporarily narrowing deficits in Tunisia and Morocco, due to decreased
import demand and resilient remittance inflows, despite a strong decrease
in exports and collapsing tourism receipts (IMF 2022).

Budget and debt imbalances worsen the fiscal burden. Making matters worse,
fiscal deficits and public debt have increased in MENA, including the pilot
countries—with the most prominent increase in Egypt, whose deficits
increased from an average of —3.6 percent in 2000-04 to —9.9 percent in
2015-20 (figure 2.8, panel a). Morocco and Tunisia exhibited average fiscal
deficits of 4.0 and —3.8 percent, respectively, over the 200020 period. In
large part, sustained deficits are attributable to high recurrent public expen-
ditures for wages, energy, and food subsidies, as well as transfers to state-
owned enterprises. Rising fiscal deficits imply higher general government
debt-to-GDP ratios, which exceeded the MENA average (37.3 percent)
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FIGURE 2.8

Share of Public Debt, Arab Republic of Egypt, Morocco, and Tunisia, 2000-20
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Source: Based on data from World Development Indicators, World Bank.
Note: GDP = gross domestic product; MENA = Middle East and North Africa.

in all three countries (figure 2.8, panel b). Egypt exhibited the highest and
most volatile debt-to-GDP ratio from 2000 to 2020. Its debt-to-GDP
ratio was 84.1 percent, far above Tunisia’s 57.9 percent and Morocco’s 60.0
percent. Further, the pandemic-triggered recession and the fiscal response
increased both fiscal and public deficits in 2020.
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Labor Productivity: A Driver of Recent Growth,
Despite Lackluster Total Factor Productivity

What can MENA countries do to boost economic growth, in addition to
encouraging more investment (domestic and foreign) and securing tech-
nological progress? The pathway centers on better labor productivity.
Here, labor productivity is defined as aggregate output per worker, which
represents a measure of efficiency in the use of labor in production and is
also correlated with changes in living standards via its relationship to the
wages paid to workers.

For the pilot countries, a look at the 2012-18 period shows that
higher labor productivity explains most of the increases in GDP per
capita (figure 2.9)—although overall total factor productivity (TFP)
has been weak (box 2.1). GDP per capita can be decomposed into three
components: (1) GDP per employed person (a measure of labor pro-
ductivity); (2) the employment-to-population ratio, that is, the share
of employed persons in the working-age population (a measure of the
employment rate of all working-age people); and (3) the share of the
working-age population (age 15 years and older) in the total population

FIGURE 2.9

Labor Productivity, Arab Republic of Egypt, Morocco, and
Tunisia, 2012-18
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BOX 2.1

Total Factor Productivity Is Stuck at Weak

The growth of labor productivity that drove
economic growth in per capita terms in the
pilot countries between 2012 and 2018 was
largely due to “extensive growth”—that is,
more physical capital and human capital. In
contrast, “intensive growth,” or total factor
productivity (TFP)—that is, changes in both
the efficiency with which inputs are used and
technology—was weak (figure B2.1.1):

* In the Arab Republic of Egypt, the
average annual rate of growth of TFP
decreased by 0.3 percent.

* In Tunisia, TFP increased by only
0.3 percent per year.

* In Morocco, TFP increased by only 1.3
percent per year.

FIGURE B2.1.1

This matters because if TFP had been
higher, labor productivity—which has
been driving growth in the Middle East
and North Africa and the pilot countries—

would have been higher.
Why is TFP so low? There are several

possible explanations: (1) allocative
inefficiency, with capital flowing to
unproductive sectors; (2) technical

inefficiency and weak capacity to convert
and (3) factors
such as barriers to firms’ market entry

inputs into outputs;
or exit, regulatory failures, or probably a
combination of factors. As the World Bank
(2022) argues, lack of market contestability
is likely the main culprit.
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BOX 1.2

Total Factor Productivity Is Stuck at Weak (continued)
FIGURE B2.1.1
Total Factor Productivity Remains Weak, Particularly in Morocco and Tunisia
(continued)
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(a demographic measure that reflects the economic burden on the work-

force) (see annex 2B).

However, there are significant differences in labor productivity

across countries, with Egypt and Tunisia having higher labor produc-

tivity than Morocco (figure 2.10). There are sizable shares of workers

still employed in sectors with below average labor productivity: 48.3

percent in Tunisia, 34.1 percent in Morocco, and 21.7 percent in

Egypt. Further, there are big differences within countries across sec-

tors, producing notable intersectoral differences in wages and living

standards:

* InTunisia, the sectors with below-average productivity are agriculture

and industry. Output per worker in the service sector (which accounts

for about half of employment) is significantly higher than in agricul-

ture and industry (which account for 14 and 34 percent of total employ-

ment, respectively).

* In Morocco, agriculture is the sector with below-average productiv-

ity. Output per worker in in the service sector (which accounts for

about 43 percent of employment) is four times higher than in

agriculture.

FIGURE 2.10

Labor Productivity, by Sector, Arab Republic of Egypt, Morocco, and Tunisia, 2018

60,000 -
515
50,000 b
40,000 ~
34.1
([
30,000

20,000

Constant 2017 international (PPP)

10,000 ~

42.6
[ J

I

517

LJ
342
I141 I
T T

Agriculture  Industry Service | Agriculture  Industry Service | Agriculture  Industry
Egypt, Arab, Rep Morocco Tunisia
M Output per worker -+ Average output per worker @ Employment intensity

Service

Sources: Based on data from national statistical offices for the pilot countries; data from ILOstat, International Labour Organization.

Note: PPP = purchasing power parity.

60

50

40

30

20

Employment share (%)



88

Informality and Inclusive Growth in the Middle East and North Africa

FIGURE 2.11

¢ In Egypt, the only low-productivity sector is agriculture. Output per
worker in industry (which accounts for only 27 percent of employment)
is significantly higher than in agriculture and somewhat higher than in
the service sector (which accounts for around half of employment).

Workers have an incentive to move from lower to higher labor pro-
ductivity sectors as long as labor productivity gaps persist across sectors
and such gaps are reflected in the wages paid to workers. However,
markets are not always competitive, labor productivity can differ from
wages within sectors, and workers might face barriers to mobility across
sectors—for example, getting a job in a different sector might require
moving to a different location or having a different skill set.

These big differences in labor productivity across sectors within a
country raise the question of whether each country’s labor productivity
gains have come from within or across sectors. To answer this, a further
decomposition is needed: breaking down labor productivity growth into
(1) changes in output per worker within sectors; and (2) changes in out-
put per worker due to shifts of labor between sectors (see figure 2B.1,
in annex 2B).

The within-sector component explains most of the net labor
productivity gains over 2012-18: Morocco, 75.1 percent; Tunisia,
74.2 percent; and Egypt, 68.2 percent. The across-sector component
(also known as structural transformation) explains the remaining 25 to
30 percent (figure 2.11). This means that growth of labor productivity

Labor Productivity Gains within Sectors, Arab Republic of Egypt, Morocco, and

Tunisia, 2012-18
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has been driven mostly by improvements in the use of labor to produce
a unit of output within each sector, as opposed to gains due to labor
movements from less productive toward more productive sectors.
However, considering the still sizable gaps in average labor productiv-
ity across sectors, there is space for structural transformation to play a
bigger role and contribute more to economic growth going forward,
particularly in Morocco, where the share of employment in agriculture
is still sizable.

Countries’ labor markets are intricately linked to their markets for
capital, goods, and services—and thus the overall economic context in
which they operate. A close look at the labor markets in MENA and the
pilot countries raises concerns about (1) labor market participation,
(2) unemployment, (3) workers’ employment relationships, and (4) the
relevance of the public sector as an employer. All these factors, and
especially employment relationships, are key for understanding the size
of informal employment together with a country’s legal labor market
framework.

Labor force participation rate (LFPR). The LFPR provides an estimate
of a country’s active workforce. As of 2019, MENA’s LFPR rate was
42.8 percent, significantly lower than the rates in EAP (68.7 percent),
SSA (67.0 percent), and LAC (58.4 percent) (figure 2.12). Moreover,
MENA’s LFPR has been declining, dropping by almost 2.0 percent-
age points from 2010 to 2019. The pilot countries had remarkably
similar LFPRs (46.8-49.5 percent) from 2010 to 2016, which slowly
decreased over time. After 2016, the rate was unchanged in Tunisia and
Morocco, but it fell to 41.1 percent in Egypt in 2019. Then, with the
COVID-19-induced economic contraction, which set back economic
activity around the world, MENA’s LFPR fell by 1.6 percentage points
from 2019 to 2020—which was much less than the declines in other
developing regions (such as LAC, at 5.2 percentage points, or SAS, at
3.4 points).

A worrisome aspect of MENA’s LFPR is the low level of female
labor force participation. Indeed, at 19.5 percent, MENA’ female
LFPR is the lowest among all regions and is on the decline in the
pilot countries other than Tunisia (figure 2.13, panel a). As of 2019,
although female LFPR was higher in Tunisia (26.8 percent) and
Morocco (22.2 percent) compared to MENA’ regional average, it
was lower in Egypt (15.6) percent. Still, the female LFPRs are all
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FIGURE 2.12

Labor Force Participation Rate, by Region and Pilot Countries,
2010-20
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lower than the lower-middle-income country average (33.1 percent).
Another worrisome aspect is the high level of young people who
are not in education, employment, or training (NEET) in the pilot
countries, particularly in Tunisia, where the situation is getting worse
(figure 2.13, panel b). Although the high level can be partly attributed
to increases in secondary and tertiary school enrollments, NEET rates
remain strikingly high.

Unemployment rates. In MENA, unemployment rates are signifi-
cantly higher than in other developing regions—and have been so for
decades (figure 2.14). Between 2010 and 2019, for instance, MENA’
average unemployment rate was 11.6 percent, well above the rates
in ECA (7.4 percent), LAC (7.0 percent), SSA (6.1 percent), SAS
(5.0 percent), and EAP (4.0 percent). In the pilot countries, Tunisia,
at about 16.0 percent between 2012 and 2019, stands out with the
highest average unemployment rate of all developing regions and
the three pilot countries (figure 2.15). Egypt registered a comparable
average unemployment rate as the MENA average, at 11.4 percent,
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FIGURE 2.13

Share of Youth and Women Participating in the Labor
Market, Pilot Countries and MENA, 2019
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FIGURE 2.14

Unemployment Rate, by Region, 2010-19
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and Morocco stood at 9.5 percent. Between 2010 and 2019, Egypt
exhibited the largest differentials in average unemployment by sex,
with women being 1.8 times more likely to be unemployed than men
(22.9 and 8.0 percent, respectively).

Waorker status by type of employment. The four main types of worker
status are (1) employees, (2) employers, (3) own-account workers,
and (4) contributing family workers. In developing countries, often
own-account and contributing family members make up a large
share of workers, while in developed economies, employees repre-
sent the largest share of employment. After ECA, MENA has the
largest share of employees in total employment among developing
regions (figure 2.16). As of 2019, employees accounted for close to
63.0 percent of total employment, while their employment shares
in SAS and SSA were 28.4 and 25.0 percent, respectively. The share
of own-account workers and contributing family workers is low in
MENA, at 31.4 percent, compared to other developing regions, such
as EAP’s 44.6 percent. The MENA Region has the largest share of
employers, at 6.0 percent.

In the pilot countries, employees account for most employment in
Tunisia (74.7 percent) and Egypt (71.1 percent); in Morocco, work-
ers were equally split between wage and nonwage employment as of
2019 (figure 2.17).2 Own-account workers are relatively more preva-
lent in Morocco (31.4 percent) compared to Tunisia (15.9 percent)

FIGURE 2.15

Unemployment Rate, Pilot Countries, 2010-19
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FIGURE 2.16

Share of Total Workers, by Type of Work and by Region, 2019
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Source: Based on data from ILOstat for regional aggregates.
Note: EAP = East Asia and Pacific; ECA = Europe and Central Asia; LAC = Latin America and the Caribbean;
MENA = Middle East and North Africa; SAS = South Asia; SSA = Sub-Saharan Africa.

FIGURE 2.17

Share of Total Workers, by Type of Work, Arab Republic of
Egypt, Morocco, and Tunisia, 2019
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and Egypt (13.1 percent). Contributing family workers account for
15.8 percent of employment in Morocco, which is more than in
Tunisia (2.8 percent) and Egypt (6.4 percent). Employers are most
abundant in Egypt (9.4 percent), followed by Tunisia (6.6 percent)
and Morocco (2.3 percent).
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FIGURE 2.18

Public Sector Employment as a Share of Total Employment,
Arab Republic of Egypt, Morocco, and Tunisia, circa 2010 and
2018-19
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Public sector. The MENA Region has, on average, high levels of public
sector employment, representing about 25 percent of total employment.
Public sector salaries account for about 32 percent of total government
spending—higher, on average, than any other region.

In the pilot countries, the public sector—with about 20 percent of
workers—is a key employer in Egypt and Tunisia (figure 2.18). In Egypt,
public sector employment is high, but it decreased from 26.0 percent in
2010 to 23.2 percent in 2019. Moreover, women are markedly more likely
than men to hold a public sector job in Egypt; as of 2019, 40.9 percent
of female employment was in the public sector compared to 19.3 of male
employment. Likewise, in Tunisia, women (26.3 percent) are more likely
than men (19.2 percent) to work in the public sector. By contrast, Morocco’s
public sector wage bill is significantly less than Egypt’s and Morocco’s, rep-
resenting only around 8.1 percent of employment in 2010 and 2018.

HIGH RATES OF INFORMAL EMPLOYMENT

Informal employment, measured as the share of workers not covered by
social insurance, is pervasive in MENA, representing about 68 percent of
total employment—far higher than the 59.6 percent in middle-income
countries, 37 percent in ECA, and 54 percent in LAC, but lower than in
the 89 percent in SSA (WIEGO 2018; ILO, forthcoming).
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In the pilot countries, informality is extensive. Morocco has the
highest informality rate among the three countries, at 77.8 percent in
2018, which was a decrease from 82.7 percent in 2008 (figure 2.19).
Informality in Egypt increased from 55.7 to 63.2 percent over the same
period. In Tunisia, for which there is only one data point, the rate of
informality is significantly lower than the others (44.0 percent in 2019).
Despite the variations among the three countries, some stylized facts
stand out that paint a picture of informality in MENA.

Informal employment rates are mostly higher among men than women.
In 2008, informal employment rates in Egypt were almost identical for
both sexes; in 2018, the rates started to diverge—with informality among
Egyptian women dropping to 52.9 percent and among men increasing to
65.6 percent. In Tunisia, as of 2019, the informal employment rate was
16 percentage points higher for men than women (47.7 percent versus
31.9 percent). Still, women more often work in the most vulnerable seg-
ments of the informal economy—for example, as domestic workers, home-
workers engaged on a piece rate basis at the lower tiers of the global supply
chain, or contributing family workers. In Morocco, women are more than
four times more likely than men to be a contributing family worker.

Nonwage workers have a higher likelibood of being informal than wage
workers. In Egypt, as of 2019, the informal employment rate of employ-
ees was 51.1 percent, while the rates were 85.2 and 84.4 percent for
employers and own-account workers, respectively, and 98.8 percent
for contributing family workers (figure 2.20, panel a). In Tunisia,

FIGURE 2.19

Informal Employment Rate, Arab Republic of Egypt, Morocco,
and Tunisia, circa 2008 and 2018-19
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Tunisia, they are for 2019.
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FIGURE 2.20

Informal Employment Rate, by Employment Status, Arab
Republic of Egypt, Morocco, and Tunisia, 2018-19
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Note: The informal employment estimates for the Arab Republic of Egypt and Morocco are for 2018; for
Tunisia, they are for 2019. Panel a shows the percentage of informal employment within each employ-
ment status (for example, 100 percent for own-account workers in Morocco). Panel b shows the distribu-
tion of informal employment across employment statuses (for example, own-account workers account
for 41.8. percent of informal employment in Morocco).



MENA’s Key Challenges to Boost Living Standards

97

as of 2018, 29.0 percent of wage earners were classified as being in
informal employment, a fraction of the proportion among employers
(72.0 percent), own-account workers (92.4 percent), and contributing
family workers (100 percent). In Morocco, whereas 54.4 percent of
wage workers were informal, 100 percent of nonwage workers were
informal. In figure 2.20, panel a shows the percentage of informal
employment within each employment status, and panel b shows the
distribution of informal employment across employment statuses. For
example, in Morocco, whereas all contributing family workers are
informal—that is, 100 percent—they represent only 21.3 percent of
national informal employment because of their small share in total
employment.

Wage workers are the largest contributor to informal employment
in Tunisia and Egypt due to their overall large employment share.
While wage workers represented 55.9 and 49.2 percent of total informal
employment in Egypt and Tunisia, respectively, they only accounted for
33.8 percent in Morocco (figure 2.20, panel b). Moreover, in Morocco,
own-account workers are the largest contributor to informal employment
(41.8 percent), followed by contributing family workers (21.3 percent).
In contrast, employees in the pilot countries are the largest contributor
to formal employment.

Youth and older workers are most likely to be employed informally, but all age
groups are deeply affected.

In Egypt, about 90 percent of younger (age 15-24) and older (65+)
workers are informally employed, compared to an average of 56.0
percent of those age 25-64 (figure 2.21). A similar picture emerges in
"Tunisia, where 62.6 percent of younger workers and 70.3 percent of
older workers are informally employed, compared to 37.4-48.5 percent
of prime-age workers (age 25-65). In Morocco, too, formal employ-
ment is particularly rare among younger (7.2 percent) and older workers
(5.8 percent), and it is more common for those age 25-64, with an aver-
age formal employment rate of 24.2 percent. Compared to Egypt and
"Tunisia, informal employment in Morocco is persistent over workers’
lifecycle, with informal employment rates remaining higher than in the
other two countries across age groups. This is because of the prevalence
of self-employment in Morocco, which often leads to fewer formal
employment opportunities.

Waorkers with low levels of education are more likely than those with tertiary
education to be informal. In the pilot countries, the effect of education on
formality is strongest in Morocco—where the informal employment rate
drops from 91.4 percent among those with no education to 32.3 percent
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FIGURE 2.21

Informal Employment Rate as a Share of Total
Employment, Arab Republic of Egypt, Morocco, and
Tunisia, circa 2018-19
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Note: The informal employment estimates for the Arab Republic of Egypt and Morocco are for 2018; for
Tunisia, they are for 2019.

among those with tertiary education (figure 2.22, panel a). This effect
is also pertinent in Egypt and Tunisia, where 85.2 and 66.3 percent of
workers with no schooling were informally employed, respectively, com-
pared to 30.9 and 14.2 percent of workers with tertiary education.

Informal employment absorbs the largest share of workers with no
or little education. In Morocco, Egypt, and Tunisia, 86.8, 55.7, and
57.1 percent of all informal workers, respectively, have at most a primary
education, as opposed to the proportions with a tertiary-level education
(4.1, 10.7, and 6.7 percent, respectively) (figure 2.22, panel b). The edu-
cation profile of formal workers differs significantly, insofar as the major-
ity have achieved at least a secondary education. In Egypt, Morocco, and
Tunisia, for instance, 79.2, 55.9, and 68.1 percent of formal workers,
respectively, have secondary education or higher.

Informality is most prevalent among workers in poor housebolds. In
Egypt and Tunisia, as of 2019, the average informal employment
rates among workers in the bottom 50 percent of the household
welfare distribution were 77.6 and 55.3 percent, respectively—
significantly less than Morocco’s 94.7 percent in 2018 (figure 2.23,
panel a). Informal employment was still sizable among richer work-
ers, with the average informal employment rates among workers in
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FIGURE 2.22

Informal Employment Rate, by Education Level, Arab Republic of Egypt, Morocco,
and Tunisia, circa 2018-19
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FIGURE 2.23

Informal Employment Rate, by Household Welfare, Arab Republic of Egypt, Morocco,
and Tunisia, Most Recent Year
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the top 30 percent estimated at 41.2, 65.0, and 25.0 percent in Egypt,
Morocco, and Tunisia, respectively. This extensive spread might sig-
nal that informal employment is not always a matter of exclusion or
a last-resort option.

Workers who are informally employed largely belong to households
in the bottom 40 percent of the welfare distribution—50 percent of
informal workers in Egypt, 45 percent in Morocco, and 47.5 percent in
Tunisia (figure 2.23, panel b). In other words, about one in two informal
workers belongs to a household in the bottom 40 percent in the pilot
countries.

Opver the past two decades, Egypt, Morocco, and Tunisia have posted sub-
par growth relative to their income peers, and economic growth was
mainly driven by consumption—with investments playing a secondary
role together with trade. Fiscal and current account deficits have been a
constant feature of the three economies, have recently deteriorated, and
are not substantiable in the long term. Nonetheless, improvements in liv-
ing standards have continued in Morocco and Tunisia, mainly driven by
pro-poor economic growth in Morocco and increases in public transfers
in Tunisia. In Egypt, little progress was observed in poverty reduction
between 2012 and 2017.

On the labor front, except in Morocco, TFP growth has been
anemic (possibly due to resources not flowing to the most productive
sectors and firms), as reflected in modest economic performance and
weak employment creation, particularly in high-productivity sectors.
The labor markets of the pilot countries suffer from low labor force
participation—especially among women—and high unemployment,
posing challenges for inclusive economic growth. In addition, perva-
sive informal employment leaves most workers in Egypt and Morocco
and over two-fifths of workers in Tunisia uninsured against risks, while
acting as a drag on economic growth and hurting development pros-
pects at the aggregate level.
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ANNEX 2A: REGIONAL POVERTY ESTIMATES, 2000-18

FIGURE 2A.1

Poverty Headcount Ratio at US$2.15 a Day, by Region
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Source: Based on data from World Development Indicators, World Bank.
Note: In the figure, the poverty line is set at US$2.15 a day, 2017 purchasing power parity. EAP = East Asia and Pacific; ECA = Europe and Central
Asia; LAC = Latin America and the Caribbean; MENA = Middle East and North Africa; SAS = South Asia; SSA = Sub-Saharan Africa.

ANNEX 2B: SHAPLEY DECOMPOSITION OF CHANGES IN
VALUE ADDED PER CAPITA

The methodology decomposes value added per capita growth using sev-
eral consecutive steps. In the first step, growth in value added per capita
is decomposed into changes in the employment ratio, changes in output
per worker (or labor productivity), and demographic changes, as follows:

y oy B 4 @B
N E A N

where Y = total value added; N = total population; E = total employ-

ment; A = total working-age population; }/E = ® — output per worker;

/A = e— share of working-age population that is employed; and

A/N = a— share of the total working-age population.

In the second step, employment changes, Ae, are further decomposed
into changes in employment by sector:

Ae=Y % A, (2B.2)
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The third step decomposes changes in output per worker into changes
linked to changes in output per worker within sectors and changes linked
to structural transformation or the reallocation of workers across sectors,

as follows:
%:25_1%X%0ra} =2sz‘f’ (2B.3)
T . ) . E.
where | @, = T is output per worker in sector 7 and |, = E’

is employment share in sector i. Taking differences of equation 2B.3
between the final year (#) and the initial year (¢ — 7) yields the following:

_\S = s =
Ao = Zi:ISiA w,;, +Zi=1wi A Sits
Within Structural (2 B 4)

component trasnformation

where Aw, and AS, are the changes between periods # and 7 — 7in output
per worker and employment share in sector 7, respectively. Thus, changes
in output per worker are the weighted sum of changes in output per
worker in all sectors, where the weights are the employment shares of
each sector. The weights of each sector are calculated as averages over
the two periods of the shares in employment and the shares in output per
worker in each sector.

The fourth step goes further in understanding the role played by
each sector in the aggregate effect of employment shifts across sectors.
Increases in the share of employment in sectors with above average pro-
ductivity will increase overall productivity and contribute positively to
the structural transformation term. By contrast, movements of labor out
of sectors with above-average productivity will have the opposite effect.
Similarly, increases in the share of employment in sectors with below-
average productivity will reduce growth, while reductions in their share
will contribute positively to growth. If a sector has productivity below
average and its employment share shrinks, then its contribution will be
positive. Thus, outflows of workers from this low-productivity sector will
contribute positively to the increase in output per worker. If the same
sector sees an increase in its employment share, such inflows of workers
into this low-productivity sector will contribute negatively to output per
worker and thus have a negative effect on the structural transformation
term. The magnitude of the effect will be proportional to (1) the differ-
ence in the sector’s productivity with respect to the average and (2) the
size of the employment shift.
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The last step combines all the elements together to calculate how
much each factor contributes to growth of gross domestic product per
capita (figure 2B.1).

FIGURE 2B.1

Decomposition of per Capita GDP Growth
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NOTES

1. In the case of Morocco, GDP per capita growth data are currently unavail-
able for 2021.

2. For more information, see Morocco’s Job Diagnostic (Lopez-Acevedo et al.
2021).

3. Estimates for Morocco are for 2018.
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CHAPTER 3

The Case of Tunisia

KEY MESSAGES

The social protection system—combined with the minimum wage and
collective agreements; lengthy, costly, and complicated dismissal
procedures; and weak enforcement of labor regulations—incentivizes
informality and hampers productivity growth.

The interaction between contributory and noncontributory social
insurance does not encourage formal employment—and leads to
erratic coverage and poverty traps.

Special tax regimes for individual enterprises that operate below
certain sales thresholds—coupled with advantages from value added
tax exemptions and weak tax enforcement—discourage firms’ growth,
productivity, and creation of formal jobs.

Setting up a business is simple and inexpensive, but laws protecting
borrowers and lenders are weakly enforced, and competition is ham-
pered by a heavy state-owned enterprise footprint and cronyism—
severely limiting market entry, firms’ growth, and potentially formal
job creation.
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On December 17, 2010, a Tunisian street vendor set himself alight to
protest his harassment by Tunisian authorities, which triggered a popular
uprising, known thereafter as the Jasmine Revolution, and led to the oust-
ing of longtime president and dictator Ben Ali. At issue were the country’s
declining living standards, as evidenced by high unemployment, food price
inflation, corruption, and lack of political freedoms. The revolution
opened the path to a complex political transition, which is today threat-
ened by the outcome of a recent referendum, and brought about a change
in economic policy to accommodate social demands, paving the way for
higher public sector employment and wages, stepped-up cash transfers,
and better access to subsidized health insurance. However, in parallel,
economic growth weakened, the business environment deteriorated, and
the fiscal deficit and public debt rose together with a worsening of the
current account deficit—raising concerns about the sustainability of the
country’s economic development model. Then, in 2020, the COVID-19
pandemic worsened the economic outlook and exacerbated existing
imbalances.

Today, Tunisia struggles with limited economic growth, high fiscal
and current account deficits, and labor market outcomes that are unsat-
isfactory for a majority of the population and thus nurture a sense of
frustration. These challenges include low labor force participation rates
(particularly among women), subpar employment creation, high unem-
ployment, and a large share of informal workers.

As Tunisia weighs the best way forward to sustainable, inclusive
growth, an in-depth analysis of the country’s high level of informality—
in particular, through an institutional lens (see chapter 1)—can shed
light on how the design of the social protection system, the tax system,
and market conditions—as well as their interaction—might contribute
to limited social insurance coverage, thereby dampening productivity
growth and, ultimately, overall economic growth.

In the aftermath of the Jasmine Revolution, Tunisia’s economic growth
has weakened. Between 2012 and 2019, real gross domestic product
(GDP) increased cumulatively by less than 14 percent (figure 3.1), and
real GDP per capita growth averaged only 1.1 percent per year. At the
same time, the share of formal employees in the private sector increased
by only 1 percentage point, or 0.2 percent per year—from 60.3 percentin
2012 to 61.3 percent in 2019. This means that if the relationship between
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FIGURE 3.1

GDP Growth and Formal Employees in the Private Sector,
2012-19
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growth and formal employment stays the same, a high rate of growth
would be needed to increase formal employment significantly going
forward. If GDP growth remains constant, it would take almost two
centuries to make a significant dent in the incidence of informal
employment.

Given that growth alone has not significantly reduced the informal
employment rate, how else might policy makers further increase for-
mal employment? This chapter applies the framework put forward by
Levy and Cruces (2021), described in chapter 1, to investigate how the
institutional landscape influences informality in Tunisia. In this frame-
work, the institutional landscape is composed of three broad realms:
Realm 1, entrepreneur-worker relations; Realm 2, taxes and transfers;
and Realm 3, market conditions.

Before delving into the three realms, it is helpful to take a snapshot of
Tunisia’s labor market. Figure 3.2 decomposes the working-age popula-
tion (age 15 and older) into employed, unemployed, and inactive; and
then drills down into whether those who are employed work for wages
or not, which categories nonwage workers fall into (such as employers or
own-account workers), where the public sector fits in, and the shares of
informal and formal workers (see box 3.1).

The following key labor market trends stand out.

Labor market participation is low, especially among women. The working-
age population comprises 8.8 million people who can contribute
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FIGURE 3.2

Overview of the Tunisian Labor Market, 2019
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Source: Based on data from the Labor Force Survey.

Note: Informal employment—defined as workers not covered by contributory social insurance—is by law illegal for virtually all workers, with
contributing family workers being the only exception. The light blue boxes indicate illegal informal employment; the green box indicates legal
informal employment.

BOX 3.1

Defining Informal Workers

Informal employment includes workers
who do not contribute to social insurance
or, in the case of employees, workers whose
employers do not contribute to social insur-
ance on their behalf.

Workers are legally informal if the law does
not require them to contribute to social

insurance. In Tunisia, except for contribut-
ing family workers, all workers, salaried
and nonsalaried, who are not covered by
contributory social insurance are illegally
informal.

productively to the economy. About 47 percent of this group (4.1 million)
is active in the labor market, and 53 percent (4.7 million) is neither
employed nor looking for work. Among the inactive, more than 8 in
10 are also not in school. Women, particularly, participate in the labor
market in very low numbers: fewer than 30 percent are employed or
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unemployed, despite considerable improvements in educational out-
comes. This compares to an average rate of 52.9 percent (2019) among
Organisation for Economic Co-operation and Development (OECD)
countries, 45.4 percent (2019) among middle-income countries, and
about 17.9 percent in the Middle East and North Africa (MENA)
(excluding high-income countries, 2017).

Most workers receive a wage, and the public sector remains a large employer.
Both before and since the 2011 revolution, there has been a steady
increase in the share of the employed working for a wage, which is
now at about 75 percent of the total employed population—above the
average for middle-income countries (47.6 percent) and MENA (62.6
percent, excluding high-income countries). Further, while the share of
wage workers employed in the public sector has decreased since 2012,
it is now estimated at 29 percent, from 31.5 percent in 2012. The size
of the public sector workforce increased from about 725,000 to 752,400
workers over the same period (up 3.1 percent). There were also shifts in
the shares of the three types of nonwage workers from 2012 to 2019: the
share of employers fell from 7.1 to 6.9 percent; own-account workers,
from 17.3 to 15.9 percent; and contributing family workers, from 4.4
to 2.6 percent.

Informal employment is highest among nonwage workers and not limited to
workers from poor households. Although the informal employment rate is
about 44 percent overall, there are large differences among employment
categories (figure 3.3). While 41 percent of wage workers are informal,
the rate is much higher for nonwage workers—such as employers (72
percent) and own-account workers (92 percent). Moreover, informal
employment is very high among workers in the poorest households, but
not all informal workers are poor. The rate of informal employment
remains high (17.1 percent) among workers in households at the top of
the welfare distribution—an indication that informal employment might
be a choice for some and not always due to socioeconomic exclusion or
lack of formal job opportunities.

Formal workers typically earn more than informal workers, especially those
in the public sector. For example, in Tunisian dinars, while the median
monthly public sector wage is about TD 1,000 (equivalent to US$358),
that for formal private sector workers is TD 540 (US$194), and for
informal private sector workers, it is TD 435 (US$156). Nonetheless,
all types of workers can be found throughout the wage distribution, and
the wage distributions of the three groups of wage workers overlap sub-
stantially. In addition, on average, public sector wage workers earn more
than twice as much per hour as wage workers in the private sector, even
after accounting for differences in workers’ characteristics (such as age,
education, and occupation) (World Bank 2022). Most of the difference
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FIGURE 3.3

Informal Employment Rate, by Employment Type, Tunisia, 2019
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Sources: Based on data from the Labor Force Survey; National Social Security Fund 2020.

in average wages between formal and informal workers employed in the
private sector is due to differences in workers’ characteristics (World
Bank 2022).

Almost all firms are micro and small ones, accounting for almost 65 percent
of total employment. At about 1 million in 2019, the estimated total
number of enterprises is low for a population of around 12 million
people. The distribution of firms by size is heavily skewed toward micro
and small enterprises (with fewer than 10 employees), accounting for
about 97 percent of all firms. Moreover, 65 percent of firms do not have
employees (one-person firms) and the same share operates informally.
However, micro and small firms account for only about 40 percent of
all employees, whereas medium-size and large firms (10 employees or
more), which represent a small share of production units, account for
about 46 percent of all employees. This pattern—with most firms being
micro and small but medium-size and large firms contributing a sizable
share of employment—is not unique to Tunisia (Merotto, Weber, and
Aterido 2018). Further, medium-size and large firms are more likely to
hire workers formally, as almost 90 percent of their workforce is formal—
underscoring their importance in creating jobs, especially formal ones.

The entry of small firms drives job creation, but smaller firms are the ones
most likely to fail. Evidence from recent data from the National Register
of Enterprises shows that (1) the share of entering firms is significantly
larger among micro firms (fewer than six formal employees) than small,
medium-size, and large firms; and (2) the share of firms exiting the
market is much larger among micro firms than larger ones. This matters
because aggregate job creation in Tunisia has long been driven by firm
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entry, especially that of one-person firms (own-account workers). For
example, a study by Rijkers et al. (2014) finds that this was the case in
1997-2010. However, the study also finds that smaller firms were more
likely to fail: on average, about 7-8 percent of firms with fewer than six
workers exited the market after one year, compared to 1.6-3.8 percent of
medium-size and large firms during 1996-2010.

REALM 1: ENTREPRENEUR-WORKER RELATIONS

The “entrepreneur and worker relations” realm comprises a complex set
of dimensions that directly affect the incentives of firms and workers to
operate formally and therefore contribute to the social protection, pov-
erty, and inequality outcomes of individuals and households. The interac-
tions of these elements with Realms 2 and 3 affect the number, size, and
productivity of firms. In Tunisia, the social protection system, which is
complex in terms of legislation and governance (see box 3.2), is composed
of two main pillars: a contributory component (social insurance) and a
noncontributory component (social assistance to the poor and vulnerable)
(figure 3.4).

BOX 3.2

Legal Framework for Labor Relations and Social Security in Tunisia

In Tunisia, labor relations are governed by
the Constitution, the Labor Code, and the
Social Security Code:

working conditions, and hiring and dis-
missal rules. The vast majority of provi-
sions apply to salaried workers in all

o . . sectors (agriculture and nonagriculture).
* The Constitution contains general provi- (ag & )

sions concerning the right to health (arti-  ©

cle 38), the right to work (article 40), the
right to organize, and the right to strike,
without distinguishing between salaried
and nonsalaried workers.

The Labor Code presents general provi-
sions that regulate employment relations
in the public and private sectors—
including remuneration, minimum wage,
paid leave, promotions, trade union rights,

The Social Security Code provides for
mandatory social security contributions
to cover mainly the health and pensions
of all workers (salaried and nonsalaried).
"This means that informal employment—
defined as employment not covered by
social insurance—is by law illegal for
virtually all workers in Tunisia, with
contributing or unpaid family workers
being the only exception (figure B3.2.1).

(continued)
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BOX 3.2

Social security contributions and benefits
are separately regulated by sector (private/
public, agriculture/nonagriculture) and by
employment type (salaried worker, self-
employed) across various specific regimes.
The regulation of social security is man-
aged by the National Social Security Fund
(Caisse Nationale de Sécurité Sociale) for
private sector workers and by the National
Pension and Social Insurance Fund (Caisse
Nationale de Retraite et de Prévoyance

FIGURE B3.2.1

Employment, Tunisia

Workers

Nonsalaried
workers

Source: Original figure for this publication.

LC = Labor Code; SS = Social Security Code.

Legal Framework for Labor Relations and Social Security in Tunisia (continued)

Sociale) for public sector workers. The gen-
eral status of the civil service (Law 83-112,
1983) governs public administration and
local administrative authorities and covers
working conditions, wages, and holidays,
among other things, ensuring full coverage
of public sector workers.

In addition, collective sectoral agreements
covering salaried workers play an important
role in the organization and regulation of
working conditions and wage setting.

Overview of Legislation and Regulations Covering Workers, by Type of

[ 100 percent formal

=

\

Formal

Informal
Own-account workers

NOT covered by LC, CA
covered by SS (= CNSS)

Employers
NOT covered by LC, CA
covered by SS (= CNSS)

Informal

Contributing family workers
NOT covered by LC, CA, SS

100 percent informal

Note: CA = collective agreement; CNRPS = National Pension and Social Insurance Fund; CNSS = National Social Security Fund;
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FIGURE 3.4

Tunisia’s Social Protection System
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Source: Original figure for this publication.

Note: AMG = free medical assistance program for the vulnerable population; CNAM = National Health Insurance Fund; CNRPS = National
Pension and Social Insurance Fund; CNSS = National Social Security Fund; PMT = proxy means test ; PNAFN = National Program of Assistance
to Needy Families; RACI = social insurance for artists and intellectuals in the private sector; RIA = general scheme for agricultural employees in
the private sector; RINA = general scheme for nonagricultural self-employed workers in the private sector; RSA = expansion of the general
scheme for agriculture and forestry workers; RSAA = general scheme for agricultural employees in the private sector; RSNA = general scheme
for nonagricultural employees in the private sector; RTFR = social security insurance for low-income salaried workers in the private sector.

CONTRIBUTORY SOCIAL INSURANCE REGIMES

The contributory pillar distinguishes between workers in the public and
private sectors. The main fund for the public sector is the National
Pension and Social Insurance Fund (Caisse Nationale de Retraite et de
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Prévoyance Sociale [CNRPS]); the main one for the private sector is the
National Social Security Fund (Caisse Nationale de Sécurité Sociale
[CNSS]). For the private sector, the schemes cover workers depending on
whether they are employees or self-employed, and whether they work in
the nonagriculture sector or the agriculture sector.? Other schemes that
were created in the early 2000s for employees and the self-employed pro-
vide social insurance to specific categories of precarious workers who
were not previously covered by the other schemes. The following are the
social insurance schemes for private sector workers:

RACI: social insurance for artists and intellectuals

RIA: general scheme for agricultural employees

RINA: general scheme for nonagricultural self-employed workers

RSA: expansion of the general scheme for agriculture and forestry
workers

RSAA: general scheme for agricultural employees

RSNA: general scheme for nonagricultural employees

RTFR: social security insurance for low-income salaried workers.

The contributory pillar covers all social risks (as defined by
International Labour Organization Convention No. 102 of 1952), except
job loss, which is partially covered under only one scheme (RSNA). The
National Health Insurance Fund (Caisse Nationale d’Assurance Maladie
[CNAM)) covers the health risk of all formal workers, whether in the
public or private sector. The CNRPS and the CNSS collect contribu-
tions for CNAM. However, since retirement pension funding has faced
hardships over the past decade, they have not reimbursed contributions
paid to CNAM—creating a sizable debt and pushing CNAM into finan-
cial uncertainty.

The presence of several schemes that do not provide the same coverage
in terms of the number of risks or quality makes the system complex and
prone to arbitrage of firms and workers. This also raises questions about
the system’s ability to provide incentives to pay social security contribu-
tions and provide adequate coverage for different categories of workers.

A big problem for Tunisia is that the social insurance system segments
private and public sector salaried employees, which might contribute to
incentivizing informal employment. The public sector is an important
employer, responsible for about 21 percent of all workers, and provides
better and more generous working conditions than the private sector.
For example, workers in the public sector are entitled to higher pensions,
shorter working hours, longer paid leave, and more secure and stable
jobs. It is no wonder that Tunisians prefer public sector jobs: 78.5 percent
of individuals in the labor force would choose a job in the public sector
(Assaad and Boughzala 2018).
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Differences in working conditions generate labor market distortions,
with a high share of private sector workers as well as unemployed and
inactive (particularly graduates) individuals searching for an attractive
public sector job. Given the preferential treatment of the unemployed
in the public selection process, youth often opt for an informal private
sector job while queuing for preferred employment in the public sector
(OECD 2015).2 Further, rising fiscal deficits due to greater public sec-
tor recruitment have led to a hiring freeze, thus adding pressure on the
struggling private sector, further limiting formal employment opportu-
nities, and pushing many to accept informality by necessity (Yassin and
Langot 2018).

Contributory social insurance covers multiple risks that are bundled and
offered as a package, which differs depending on the scheme. All compo-
nents of the package have costs that depend linearly on workers’ salaries.

In the private sector, the RSNA scheme—managed by the
CNSS—covers Tunisian nonagricultural workers, while the RSAA
provides coverage to agricultural wage workers. The benefits of
these schemes include (1) retirement, invalid, and survivors’ pen-
sions; (2) family allowances; (3) employee death benefits; (4) health
insurance, workplace accidents, maternity, and sick leave benefits
provided by CNAM; and (5) supplementary pensions for nonagricul-
tural workers with remuneration exceeding six times the minimum
wage (the guaranteed minimum interprofessional wage [SMIG]).*
With nearly 1.3 million members, the RSNA is the largest plan in
terms of contributors, covering 72 percent of CNSS contributors
(about 44 percent are women). The overall contribution rate of the
scheme is 28.75 percent, with the highest rates for retirement pen-
sions (12.5 percent) and health (6.75 percent) risks, followed by family
allowances (3.10 percent) (table 3.1).

For public sector workers, the CNRPS covers all risks covered under
the RSNA scheme, with the same type of coverage for health insurance,
family allowances, and death benefits (table 3.2).

Retirement pensions. In the private sector, pensions can be obtained at
60 years of age with a minimum of 10 years of contributions. The pen-
sion benefit represents 4 percent of the reference wage for each of the
first 10 years of contributions, and subsequently 2 percent per year to
reach a maximum benefit equal to 80 percent of the reference wage. The
minimum benefit for those contributing 10 years equals two-thirds of
the minimum wage. The reference salary is the average salary received
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TABLE 3.1

Contribution Rates, by Type of Benefit and Separately for
Employers and Employees, under the RSNA Regime, Tunisia

Percent
Benefit Employer Employee Total
Retirement pension 7.76 4.74 12.50
Health insurance 4.00 2.75 6.75
Family allowance 221 0.89 3.10
Workplace accident and occupational disease 0.72 0.28 1.00
Sickness and maternity benefits 061 024 0.85
Lump sum death benefit 047 0.18 0.65
State special fund 0.50 na. 0.50
Employee social protection 029 0.11 040
Vocational training tax 2.00 na. 2.00
Housing fund 1.00 na. 1.00
Total 19.56 9.19 28.75

Source: Original table for this publication.
Note: n.a. = not applicable; RSNA = general scheme for nonagricultural employees in the private sector.

TABLE 3.2

Contribution Rates, by Type of Benefit and Separately for
Employers and Employees, under the CNRPS Regime, Tunisia

Percent
Benefit Employer Employee Total
Retirement pension 14.50 9.20 23.70
Health insurance 4.00 2.75 6.75
Lump sum death benefit na. 1.00 1.00
FOPROLS (housing fund) 1.00 na. 1.00
Total 19.50 12.95 32.45

Source: Original table for this publication.
Note: CNRPS = National Pension and Social Insurance Fund; n.a. = not applicable.

over the past 10 years of contributions, capped at the SMIG level. What
happens to workers who fall short of the 10-year minimum? If they have
contributed 5-10 years, they can receive a benefit reduced by 50 percent,
while workers who do not accrue 5 years can get a lump sum payment
corresponding to the amount of contributions they paid, but not the two-
thirds paid by employer contributions.

The pension system presents discontinuities that might play in favor
of informal employment. The most evident one is between workers who
contribute for 4 years and 11 months and do not have a right to a pension
(thus bearing longevity risk, despite paying contributions) and those who
contribute for 5 years and are entitled to a pension (although they must
pay a penalty due to the low contribution density) (figure 3.5, panel a).
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FIGURE 3.5

Ratio of Total Pension Benefits to Total Contributions Paid, Tunisia
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Note: Panel a shows the ratio of total retirement pension benefits to total contributions paid, by number of years of contributions for workers
under the general scheme for nonagricultural employees in the private sector. Panel b shows the ratio for public sector employees. The
following assumptions were used in the simulation: salary growth rate: 3 percent; pension growth rate: 2 percent; capitalization rate: 3 percent;
life expectancy: 19 years at age 60; and salary capitalization scale for calculating the reference salary: official scale used by the National Social
Security Fund (panel a) or the National Pension and Social Insurance Fund (panel b). G = ratio of benefits to contributions.

Further, workers paying into the system for just under 5 years are also
denied the possibility of joining the public health insurance system dur-
ing retirement, thus fully bearing health care costs when they are highest.
Another discontinuity is that the size of the taxed population—that is,



120

Informality and Inclusive Growth in the Middle East and North Africa

those earning a pension less than proportional to their contributions or
earning no pension at all despite contributing—could be sizable: in 2022,
for instance, about 17.5 percent of RSNA contributors contributed less
than two-thirds of the minimum wage, which is below the minimum
benefit threshold (Center for Research and Social Studies 2022 data).

In addition, the system is somewhat regressive, as low-wage workers
might subsidize high-wage workers given the low contribution densities
of low-wage workers, and thus have a higher probability of not accruing
enough years of contributions to receive a pension benefit. However, the
system has some progressive elements. Given the SMIG cap on benefits,
workers earning very high wages pay more into the system since there is
no cap on contributions and they do not receive proportionally higher
benefits. This creates another incentive problem: low-wage workers
might not be incentivized to contribute to the system if they expect to
have discontinuous careers, and high-wage workers benefit from not
declaring all their salary to the CNSS, only exactly enough to maximize
their returns from the pension system.

Nonetheless, the pension system is more than actuarially fair—the
discounted sum of pension benefits is greater than the discounted sum
of contributions paid (the ratio of benefits to contributions exceeds
1 [G > 1]). A simulation shows that there are significant differences
in the value of G depending on the level of salary. Low-wage workers
can obtain much higher returns than high-wage workers with the same
number of years of contributions (fewer than 10). For workers with
more than 10 years of contributions, the value of G hovers around 5,
which means that workers who meet the eligibility criteria receive five
times the amount they paid. In addition, it does not provide incentives
to contribute more than the minimum number of years since the value
of G tends to decline over the number of years of contributions paid. In
other words, the system is not actuarially fair at the margin. This discour-
ages working formally beyond the minimum number of years required to
get a full pension. It also hurts the CNSS’ financial stability, given that
90.6 percent of its revenue comes from the RSNA scheme. The financial
deficit recorded by the pension component of CNSS in 2019 (TD 870
million, equivalent to US$311.8 million) represents 66 percent of the
overall deficit of the fund and 0.75 percent of the country’s GDP.

In contrast, in the public sector, pensions can be obtained at age
62 with a minimum of 15 years of contributions. The pension benefit
represents 2 percent of the reference wage (the last wage before retire-
ment) for the first 10 years, 3 percent for an additional 10 years, and
2 percent for the remaining years of contributions paid. The replace-
ment rate is capped at 90 percent of the last gross salary. Workers with
fewer than 5 years of contributions get a lump sum payment that refunds
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contributions paid; for those with more than 5 and up to 15 years, the
benefit equals 50 percent of the minimum wage.

A simulation indicates that for a career of less than 14 years, workers
are taxed as they receive less than what they paid (figure 3.5, panel b).
With at least 15 years of contributions, public sector workers receive
three times the amount paid, and the benefit increases for up to 20 years
of contributions. Such an incentive to pay contributions for a long
period is associated with stable and secure employment of civil servants
who enjoy open-ended contracts and high average salaries, in addition
to bonuses and allowances. At 23.7 percent, the CNRPS collects much
higher contribution rates for retirement pensions. Together with higher
average salaries and longer and continuous careers, this leads to higher
average pension benefits for public sector workers.

Family allowances. These do not create a large incentive to contribute
to social security. Family allowances are paid to all contributing workers
for the first three children under age 16, between 16 and 21 years of age
if the child is enrolled in school, and without an age limit in the case of
a handicapped or invalid child. The quarterly amount is calculated as a
percentage of the total quarterly remuneration of the employee, capped
at TD 122,000, or US$43,728, in the following amounts for each addi-
tional child:

* First child, 18 percent, maximum of TD 21,960, or US$7,871
* Second child, 16 percent, maximum of TD 19,520, or US$6,996
* Third child, 14 percent, maximum of TD 17,080, or US$6,122.

Workers with a nonemployed spouse are entitled to a higher allow-
ance. The benefit has a progressive component built in as all workers
pay the same percentage, which means that high-wage workers end
up contributing more to the system relative to low-wage workers, and
receive the same benefit conditional on the numbers and ages of their
children. Thus, high-wage workers might have a further incentive to
declare a lower salary. However, the benefits are low compared to the
cost of living; and even among low-wage workers, family allowances do
not represent a big incentive to contribute to social security.

Unemployment benefit. Job loss risk is only covered under the RSNA
regime. The conditionalities are strict: (1) three years of contributions
with the same employer with an open-ended contract; (2) job loss
due to firm closure for economic or technological reasons, or unex-
pected closure of the firm and failure to meet dismissal procedures
(as certified by a labor inspector or court); and (3) dismissed workers
must be registered with the National Agency for Employment and
Independent Work for at least one month and must not have received
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any job offers. Unemployment benefits are low, as the maximum
amount corresponds to the minimum wage, and are provided for up
to one year.

Health insurance. The health insurance system—which is managed by
CNAM-—covers health risk (along with workplace accidents and sick
leave benefits) for all workers covered by social insurance, whether in
the public or private sector and regardless of the contribution scheme.2
CNAM (created in 2007) has helped reduce out-of-pocket health expen-
ditures and improve social security coverage. However, at close to 39.0
percent of GDP in 2018, the share of these health expenditures remains
much higher than the OECD?’ 13.8 percent. There are also significant
differences in access, depending on where workers live (Ministry of
Health 2019). Households in rural areas far from facilities equipped to
provide certain medical specialties must incur significant travel costs and
forgo earnings because they cannot work. Despite its complexity, CNAM
remains an essential player in the management of chronic diseases, and
many workers contribute irregularly to the system to maintain a valid
card that lasts six months.

The overall contribution rate for health insurance for both public
and private workers is 6.75 percent, of which employers pay 4 percent.
There is no ceiling on taxable wages, which means that high-wage
workers pay much more than low-wage workers for the same service,
thus creating an incentive to declare a lower wage when possible and
pay for a private health insurance plan. Moreover, the system might
partially redistribute from workers with continuous formal employ-
ment to those with short formal employment spells.t The system pro-
vides three options:

® The private channel offers access to private health care providers by
referral from a primary care physician, with payment of 30 percent
of treatment cost (selected by about 20 percent of CNAM
contributors).

® The public channel offers access to public health providers and CNSS
polyclinics, with copayment fees (selected by about 55 percent of
CNAM contributors).

® The reimbursement channel offers access to public providers, as well
as agreed-on private providers, with CNAM reimbursement of the
legal tariff (selected by about 25 percent of CNAM contributors).

The most common health plan provides limited coverage for ordinary
illnesses and shifts a large part of the costs to workers—in the form of
long waiting lines and low-quality services or low reimbursement rates if
private providers are used.
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Most contributors opt for the public channel, given the low cover-
age of the other regimes and high costs of medical treatments in the
private sector. Although chronic diseases are fully covered, for ordinary
illnesses, there is a reimbursement ceiling at TD 300 (US$107) per year
for the insured worker, plus TD 75 (US$27) per year for each additional
dependent, with a household cap at TD 600 (US$215) per year. In both
cases, the amount refunded is the rate negotiated between the health
insurance fund and doctors, which is typically below the private sector
price. Some workers supplement the public health scheme with a pri-
vate mutual system organized at the sectoral level, which offers higher
benefits and prompt reimbursement. However, this partially undermines
the system’s ability to share risks to the extent that workers who opt for
additional health insurance tend to have higher salaries and declare lower
wages to the CNSS.

The self-employed benefit from a separate contributory social insurance
scheme and a certain degree of flexibility. Contributory social insurance
covering the self-employed is composed of three schemes: (1) the RINA
scheme (created in 1995) for the self-employed in the nonagriculture sec-
tor, (2) the RIA scheme (created in 1995) for the self-employed in the
agriculture sector, and (3) the RACI scheme (created in 2002) for artists
and intellectuals. The RIA and RINA schemes operate under the same
legislation, and the health insurance benefits (under the RSNA regime)
are the same. The RACI scheme features a few differences for pension
benefit calculations. With more than 429,000 members, the RIA scheme
is the second-largest CNSS scheme in terms of the number of affiliates,
and the RINA has fewer than 140,000 members. However, there is a sig-
nificant gap between the number of affiliates and the number of active
contributors in a year—in the case of RINA, fewer than 6 in 10 affiliates
contributed in 2019 (table 3.3).

TABLE 3.3

Number of Affiliates and Contributors to the RINA and RIA
Regimes, Tunisia, 2019

Category RINA RIA
Affiliates (number) 429,063 137,229
Contributors (number) 243,036 70,851
Contributor/affiliate ratio (%) 56.6 516

Source: Center for Research and Social Studies 2021 data.
Note: RIA = general scheme for agricultural employees in the private sector; RINA = general scheme for
nonagricultural self-employed workers in the private sector.
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The retirement age for self-employed workers is 65 years, which is
higher than that for wage workers (60 years), and a minimum of 10 years
of contributions is required. The self-employed contribute according
to 10 income classes, ranging from 1 (less than 2 times the minimum
wage) to 10 (18 times the minimum wage). Workers who do not meet
the minimum number of years of contributions are entitled to a lump
sum payment equal to the contributions they paid. The total contribu-
tion rate for the three schemes is 14.71 percent and is mainly composed
of contributions to retirement pensions (7 percent) and health insurance
(6.75 percent). The other risks covered, namely, sickness and maternity
benefits and the lump sum death benefit, have low contribution rates, at
0.55 and 0.41 percent, respectively. The schemes do not provide family
allowances for the self-employed.

The pension benefit is calculated as 3 percent of the reference wage
for each of the first 10 years of contributions, and subsequently 2 percent
per year to reach a maximum benefit equal to 80 percent of the reference
wage. This is less generous compared with wage workers for the first
10 years. The minimum benefit for those contributing 10 years equals
30 percent of the minimum wage. The vast majority of the self-employed
under the three schemes pay contributions in the lowest income brack-
ets: 88 percent of RINA contributors and 96 percent of RIA contributors
were in the lowest income category in 2019. The evidence whereby most
of the self-employed pay contributions based on the minimum income
level allowed by the system might be the by-product of two factors:
(1) the self-employed might try to benefit from the contributory social
insurance system (notably, health insurance) while paying the minimum
allowed by law, or (2) this behavior might signal the low value that they
place on the retirement pension benefit.

In addition, the self-employed with very low incomes can contribute
under the RTFR—the social security insurance for low-income salaried
workers—if they declare an income equivalent to two-thirds of the mini-
mum wage (SMIG or guaranteed minimum agricultural wage [SMAG],
depending on the sector). This scheme (introduced in 2002) covers low-
income workers (like domestic and construction workers, fishers, and
agricultural workers). It has relatively low coverage, due to a combination
of the strict legislative requirements and the socioeconomic conditions
of the reference population. The number of contributors remains low,
reflecting the inability of the scheme to attract this category of workers.

The self-employed can opt to contribute for some fraction of their
working life and still be able to regularize their social security contri-
butions at any subsequent time to benefit from the system (such as for
a retirement pension). Those who contribute pay a total contribution
rate (health insurance and pension contributions) of only 7.5 percent,
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but the benefits are relatively limited. The maximum retirement pension
benefit is low, at 80 percent of two-thirds of the minimum wage, and the
minimum retirement age is 65. Figure 3.6 shows that people who con-
tribute for fewer than 10 years are taxed, although beyond the minimum
number of years of contributions, the system is more than actuarially fair.
However, it is unlikely that many contributors will meet the eligibility
requirement—and even if the benefit is much higher than the cost, the
amount of the pension benefit would not allow retirees to have a decent
standard of living.

Minimum wage. Over the past decade, the minimum wage has remained
roughly constant in real terms. The Tunisian system operates with two
minimum wages: the Guaranteed Minimum Wage for nonagriculture
sector workers (SMIG), and the Guaranteed Minimum Wage for
agricultural workers (SMAG). They are applied to all employees with
open-ended and fixed-term contracts (article 134 of the Labor Code).

FIGURE 3.6

Ratio of Total Retirement Pension Benefits to Total
Contributions Paid, Tunisia
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Source: Original figure for this publication.

Note: The figure shows the ratio of total retirement pension benefits to total contributions paid, by num-
ber of years of contributions for workers under the social security insurance for low-income salaried
workers in the private sector regime.
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FIGURE 3.7

Minimum wage levels are revised every year after consultation with social
partners, to keep up with price changes. They are also a reference for the
negotiation and adjustment of wages under collective agreements. The
increase in the minimum wage is often used as a reference for wage
increases provided through sector-level agreements. In 2019, the SMIG
was around TD 403 (US$144) per month and the SMAG was around
TD 372 (US$133) per month. Since 2010, the minimum wage has been
revised upward in nominal terms at nearly the same rate as inflation,
keeping it roughly constant in real terms.

Minimum wages are set at a relatively high level and might be a bar-
rier to formally hiring workers with a low productivity level. In 2019, the
minimum wage for nonagriculture sector workers was about 67 percent
of the average wage and 79 percent of the median wage. Around
45 percent of informal workers earned less than the SMIG (figure 3.7).
In addition, collective agreements set sectoral minimum wages higher
than the SMIG, which might further discourage formal hiring of work-
ers with very low or unknown productivity levels (youth with no previ-
ous work experience, for example). For example, the minimum wage set
by the collective agreement for the beverage industry is 152 percent of
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the SMIG. As of 2020, the ratio of the minimum wage to value added
per worker in Tunisia is 0.58, which is higher than the MENA average
(0.47) and the world average (0.45) (World Bank 2021).

Collective agreements. These play a key role in the organization and
regulation of working conditions and wage setting. Sectoral agreements
complement the Labor Code by introducing specific provisions on
working conditions, recruitment, remuneration, severance payment, and
conflict management. By law, collective agreements cannot provide less
favorable conditions with respect to those defined in the Labor Code.
They cover mainly permanent workers and, to a lesser extent, workers
with fixed-term contracts.® About 54 collective agreements currently
exist in the private sector, covering a majority of sectors. Although the
Labor Code allows different levels of negotiation (article 44), since 2011,
collective bargaining has been carried out at the national and inter-
professional level—rarely at the sectoral level and even more rarely at the
company level. Centralized negotiations, most often focusing on wage
increases, lead to a national agreement on wage adjustment. Branches
and companies have a legal obligation to comply with the national agree-
ment. This protects formal salaried workers while introducing a degree
of rigidity since nationally agreed-on wage increases do not account for
sector- or company-specific conditions.

The base salary, collectively agreed on within a sector, is the minimum
wage firms pay to salaried workers in the sector and is considerably
higher than the SMIG. For example, firms in the construction sector
must pay a minimum salary that is 114 percent higher than the SMIG.
Moreover, collective agreements can provide for bonuses and allow-
ances in fixed amounts by professional categories that account for up
to 98 percent of workers’ regular pay. Bonuses and allowances include
transportation and lunch allowances, allowances for workers exposed to
dangerous products, allowances paid to managers in positions of high
responsibility, child allowances, and bonuses on religious holidays. On
average, less than 2 percent of remuneration is variable and indexed to
personal performance. Remuneration grids contained in collective agree-
ments reveal a glaring weakness in the share of merit pay—which implies
that companies end up paying a quasi-fixed remuneration to all workers
(within a category), regardless of performance and productivity. Firms
are also required to provide workers centrally agreed-on wage increases,
regardless of the firms’ economic and financial conditions.

Hiring and firing regulations. The most common job contracts in
Tunisia are open-ended in nature, and as of 2019, they applied to over
half of all employees. The prevalence of these contracts varies signifi-
cantly by institutional sector and formality status—while 85.7 percent
of public sector employees had a permanent contract, the shares were
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lower in the private sector, at 57.5 percent for formal employees and
20.1 percent for informal ones. Meanwhile, 20.3 percent of employees
worked under fixed-term contracts. These contracts are allowed for
nonpermanent tasks in specific cases prescribed by the Labor Code
(such as seasonal work, temporary replacement of a permanent worker,
and maintenance work). Firms hiring workers with a fixed-term contract
have significant flexibility in managing human resources, particularly in
terms of simplified dismissal procedures. However, fixed-term contracts
must be converted into open-ended ones after four years, leading some
employers to dismiss workers before reaching the four-year term (Assaad
and Boughzala 2018).

Workers with open-ended contracts can be fired under specific condi-
tions, with limited dismissal costs.2 Dismissing workers is authorized in
the case of an established and proved misconduct or/and fault (article
14 of the Labor Code; for instance, continuous absence without justi-
fication, theft, violence, or disclosure of a professional secret) or in the
case of economic (such as demand contraction or shrinking markets) or
technological reasons. No compensation is due to employees in the case
of serious misconduct or fault. In the event of termination of a fixed-term
contract due to economic or technological reasons, an amount equal to
the salary corresponding to the remaining duration of the contract must
be paid. Redundancy pay is provided only to employees with permanent
contracts who are dismissed for proven economic or technical reasons
(article 21 of the Labor Code). Article 22 of the Labor Code mandates
compensation corresponding to one day of salary per month of service
with the firm. Sectoral agreements often require higher compensation,
set at a minimum of 1.25 days of salary per month, and it can reach 2.5
days of salary per month. A simulation of the cost of redundancy (as a
percentage of cumulated wages) finds that it is between 5 and 6 percent
of cumulated wages, which is not very high, and it decreases with years
of service.l?

However, uncertainty about the length of the dismissal process might
push firms to hire part of their workforce informally. Dismissal proce-
dures are long and require several stages: from gathering evidence and a
labor inspection one month before termination, to a possible interven-
tion by a central commission (composed of representatives of unions, the
company, and labor inspectors) or a court appeal. In the case of abusive
dismissals or noncompliance with legal procedures, additional damages
(between one and two months of salary per year of service with the com-
pany, capped at three years of salary) must be paid to workers on top of a
redundancy payment. However, the law does not envisage the possibility
of nullifying the dismissal decision; thus, worker reinstatement is pos-
sible only in agreement with the employer. Such complex, uncertain, and
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lengthy procedures lead to only a few redundancies—less than 1 percent
of the total workforce, compared to an average over 10 percentin OECD
countries (World Bank 2014).

In addition, the virtual lack of unemployment insurance makes dis-
missals even more complex and strongly opposed by workers and unions.
Dismissed workers are generally left without income and social protec-
tion support until they find a new job. Only nonagricultural salaried
workers under the RSNA scheme can receive, in the event of proven
economic or technological redundancies and under strict conditions and
complex procedures, a monthly allowance (not exceeding the minimum
wage) and social protection for up to one year.

Enforcement. This is weak due to a lack of human and financial
resources. The Ministry of Social Affairs (MoSA) enforces labor
regulations with labor inspectors. However, the labor inspection
department lacks sufficient human and financial resources to conduct
its mission. According to a department report, in 2017 MoSA carried
out 18,297 inspections, resulting in 3,144 written warnings and 526
penalties in a labor market of 3.5 million people (labor inspection
report, 2018). The small number of controllers (about 300 in 2021)
cannot ensure effective enforcement of paying social security contri-
butions. There is also an overlap of control functions between labor
inspectors and social security controllers, which makes governance of
the control system complicated and inefficient. Further, derisory and
nondissuasive sanctions make the control particularly ineffective and
lead to rare recourse to justice. However, complicated and lengthy
judicial procedures, lack of transparency, judicial misconduct, and
uncertainty discourage recourse to justice. According to a 2019 survey
by the Observatoire national de ’emploi et des qualifications and the
National Institute of Statistics on informal workers, 97 percent of
them declare that they have never been contacted by the public con-
trol services (labor inspection, social security controllers, or others).
In a context of weak law enforcement, many employers do not comply
with regulations and choose to operate fully or partially informally
to limit labor costs and benefit from more flexibility in workforce
management.

The noncontributory pillar is composed of two key elements: a cash
transfer program, the National Programme of Assistance to Needy
Families (Programme national d’aide aux familles nécessiteuses
[PNAFN]), and free or subsidized access to health care. The economic

and social crisis that followed the Jasmine Revolution was largely
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mitigated by scaling up the social response. This included more public
sector hiring and increases in the number of social assistance beneficiaries
and the amount of cash transfers, which helped improve living standards,
but at a high cost. Since 2019, the government has engaged in a reform
program to set up a new integrated social safety net program—known as
the AMEN Social program—to address multidimensional poverty by
reducing fragmentation, increasing coverage, and creating a Social
Registry of beneficiaries.

Cash transfer program. The PNAFN, which is implemented by the
MoSA, consists mainly of an unconditional permanent cash transfer to
households that lack financial and family support (such as the elderly
poor and individuals with disabilities). Program management is based
on identification through social surveys of families living in poverty and
eligible for aid. Most beneficiaries are household heads age 60 or older.
Even for working-age beneficiaries, the program does not foresee a
graduation from poverty. Among the beneficiaries, 55 percent have been
in the program for at least 10 years, with some households having been
in the program for more than 20 years. The program works with quotas
at the regional level, and households must submit an official request
to MoSA to receive benefits. Over the past decade, the coverage and
budget of the cash transfer increased from 124,000 households in 2010
to 265,000 households in 2021. PNAFN beneficiaries receive a monthly
cash transfer of TD 180 (US$64.5) per family plus TD 10 (US$3.5)
per child (limited to three children per family) and free access to health
care. Beneficiaries cannot benefit from social insurance through their
job—which therefore favors informal work for workers living in poor
households who would not receive a considerably higher wage by work-
ing formally.

Health programs. There are two key health programs:

* Free Medical Assistance 1 (médicale gratuite catégoire 1), which inte-
grates free access to public health infrastructure for PNAFN benefi-
ciaries (7.5 percent of the total population; 824,000 people; total
outlay: TD 276 million, or US$98.9 million).

* Free Medical Assistance 2 (médicale gratuite catégoire 2), which allows
access to public health infrastructure at reduced rates for the vulnera-
ble population, with payment of a symbolic price of TD 10 (US$3.5)
per year (17.5 percent of the total population; 1.9 million people; total
outlay: TD 242 million, or US$86.7 million).

Beneficiary selection is based on self-declared data, which are verified
and completed by social workers with social surveys and manual cross-
checks with some public administrations.™ The health insurance benefits
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from these programs are like those received from contributory programs
under the public sector plan—a disincentive for low-wage workers from
poor and vulnerable families to contribute to the CNSS and pay for the
full package of bundled risks. This is particularly the case if the pool of
workers who can benefit from free or subsidized health care does not
place a high value on the benefits received to cover longevity risk and
the family allowances. In addition, inclusion and exclusion errors have
restricted access to health care among the poorest, while providing it for
free or at a subsidized rate to middle-class and rich households.

How many workers are both poor and vulnerable, not poor but vulnera-
ble, or not poor or vulnerable? Table 3.4 maps out the distributions of
workers according to (1) formality status (and separates public sector
workers from private sector ones), and (2) household-level per capita
expenditures. It shows that in 2015:

¢ Informal employment did not imply poverty or vulnerability, as more
than 7 in 10 informal workers were neither poor nor vulnerable.

* A large number of workers who should contribute to social insurance
do not do so. This limits the extent of risk pooling and implies that
there is suboptimal coverage among formal workers in terms of risks

of illness, death, or disability.

TABLE 3.4

Distribution of Workers According to Poverty and Formality Status, Tunisia, 2015

Category Public sector workers Formal private workers Informal private workers Total
Nonpoor, nonvulnerable

Number 717,247 1,157,014 887,663 2,761,924
Percent 93.1 91.5 70.6 83.9
Nonpoor, vulnerable

Number 8,492 8,254 152,936 169,682
Percent 1.1 0.7 121 52
Poor

Number 44,452 98,157 216,861 359,471
Percent 58 7.7 17.2 109
Total

Number 770,192 1,263,425 1,257,460 3,291,077
Percent 100.0 100.0 1000 100.0

Source: Based on data from the 2015 Household Budget Survey, National Institute of Statistics.

Note: The statistics refer to the employed population age 18 and older. Poverty is defined at the household level based on per capita
expenditures and the official poverty lines. Households are classified as vulnerable if they report they have access to subsidized health care

(they have a free medical assistance 2 card).
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Firing regulations are a substitute for limited or lack of unemploy-
ment insurance. They are not a good substitute as they do not help dis-
missed workers but rather protect those who have a formal job, thereby
shifting the risk to informal workers who are not protected from negative
employment shocks. Informal workers do not save voluntarily in most
cases, which contributes to lower aggregate savings and fewer resources
available for investments. Moreover, coverage provided by noncontribu-
tory programs only concerns illness, which means that informal workers
in Tunisia are not insured against disability, death or accidents at work,
unemployment, and longevity. Although part of the cost might be cov-
ered by the cash transfer program, the rest of the risk is borne by house-
holds or networks of friends and family.

Against this backdrop, what incentives do workers have to move away
from informality toward formality, or to stay in informality? Given how
the contributory and noncontributory schemes interact, the following
scenarios could emerge:

®  Poor workers have incentives to remain informal, as they benefit from
the cash transfer program and free access to health care. Being formal
and paying social security contributions would imply the loss of free
health care.

o Informal, nonpoor vulnerable workers might have little incentive to formal-
ize, as they benefit from access to health care at a reduced price and
might not value insurance against other risks. This is particularly the
case with pension benefits if workers expect that they will not be able to
contribute for a sufficient number of years to be eligible. Many workers
switch between formality and informality within the course of a year,
and they might be able to access some benefits that do not rely on a long
contribution period (such as family allowances and health insurance).

o Informal nonpoor and nonvulnerable workers might opt for contributing
to the system if the net value of contributory social insurance were
sufficiently high. This is the largest group pf workers, estimated at
more than 1 million individuals in 2015. However, given the value and
quality of benefits provided, the incentives to contribute to social
insurance are mixed. Depending on their degree of bargaining power,
some workers might be able to receive part of their employers’ savings
in the form of a higher wage, which derives from the employer not
contributing to social insurance, along with more flexibility in work-
force management.

o Public sector workers have no incentive to quit their job, as the average
salaries and nonmonetary benefits are good, and they enjoy the highest
level of job security available.
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In addition, public expenditures on noncontributory programs are
limited, with most resources going to contributory social insurance, par-
ticularly for public sector workers. The data available on expenditures are
not sufficiently disaggregated to understand how much of the resources
are devoted to each group of workers and their families depending
on poverty and formality status. Expenditures on contributory social
insurance for salaried workers (provided under the CNRPS and RSNA
schemes) account for the largest share of expenditures—reaching 74 per-
cent of all social protection expenditures (table 3.5). In 2016 and 2017,
CNRPS received subsidies from the state budget in the amounts of TD
300 million (US$107.5 million) and TD 500 million (US$179.2 million),
respectively. Expenditures on noncontributory schemes represent only
TD 886.6 million, or about 0.76 percent of GDP, most of which was
directed to the cash transfer for poor families (0.6 percent of GDP)—
much lower than the 7.1 percent of GDP spent on contributory schemes.

REALM 2: TAXES AND TRANSFERS

The “taxation” realm is composed of various dimensions that directly
influence whether economic agents adhere to their tax obligations or hide

TABLE 3.5

Public Expenditures by Poverty and Formality Status of Workers, Tunisia, 2019

TD millions and % of GDP

Category Public workers Formal private workers Informal private workers

Total

Nonpoor, nonvulnerable

Number na. na. 0

n.a.

Percent of GDP

Nonpoor, vulnerable

Number na. na. 193.6 (AMG2)

n.a.

Percent of GDP 0.16

Poor

Number na. 31.06 (RTFR) 583 (PNAFN)+110 (AMG1)

n.a.

Percent of GDP 0.026 06

Total

Number 4,764.15 (CNRPS) 3,490.55 (CNSS) 886.6

9,140.6

41 302
p £GP 7
ercentof GD (of which 2,028 to CNAM)  (of which 2,028 to CNAM) 0.76

792

Source: Original table for this publication, based on 2019 data from the Ministry of Social Affairs.

Note: All figures are expressed in millions of Tunisian dinars. AMG1 = free medical assistance program for PNAFN beneficiaries; AMG2 = free
medical assistance program for the vulnerable population; CNAM = National Health Insurance Fund; CNRPS = National Pension and Social
Insurance Fund; CNSS = National Social Security Fund; GDP = gross domestic product; n.a. = not applicable; PNAFN = National Program of

Assistance to Needy Families; RTFR = social security insurance for low-income salaried workers in the private sector.
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under the radar; whether they opt for real or special tax regimes; and,
often as a by-product, whether they operate informally or formally. The
design of tax schedules, strength of tax enforcement, and existence of
preferential tax regimes for firms are all important determinants of actual
tax revenues and the overall tax burden. All these factors affect the pro-
ductivity of firms, number of workers covered by contributory social
insurance, and redistributive power of social protection systems, thereby
affecting other social and economic outcomes, such as poverty and
inequality. This section focuses on three core elements of overall tax
revenue: (1) the personal income tax (PI'T), (2) the corporate income tax
(CIT), and (3) the value added tax (VAT).

Direct taxes include the PIT and CIT, while indirect taxes include the
VAT, consumption tax, customs tax, and other taxes (such as on registra-
tion, tax stamp, car ownership, and fines). More than US$1 in US$2 of
tax revenues in Tunisia are derived from indirect taxes, particularly the
VAT and consumption taxes. In 2019, indirect taxes accounted for 56.0
percent of tax revenues, with the VAT, consumption tax, customs tax, and
other taxes representing 27, 10, 4, and 15 percent, respectively (figure
3.8, panel a). The remainder is attributable to the PI'T (31.0 percent) and
CIT (13.0 percent).

Over the past decade, tax revenues have risen sharply—about
115 percent—and now account for about 25 percent of GDP (figure 3.8,
panel b). The most prominent change in the tax revenue structure is
related to increases in the PI'T, which has converged to a similar share
of GDP as in the OECD. For instance, as a share of GDP, Tunisian
PIT receipts increased from 4.5 percent in 2011 to 7.7 percent in 2019,
compared to a rise from 7.2 to 8.0 percent in the OECD. Although this
was partly driven by rising wage employment, especially the new hires
in public administration in the aftermath of the Jasmine Revolution, the
larger role of the PIT also reflects higher PIT rates and more individual
firms paying the PI'T. CIT receipts declined from 4.7 percent of GDP
in 2011 to 3.3 percent in 2019, due to lower tax rates aimed at attracting
domestic and foreign direct investment.

The overall tax burden is high compared to regional peers but
lower than in the OECD. As of 2019, total tax revenue in Tunisia
was 25.3 percent of GDP, less than in Algeria (26.7 percent) and
the OECD (33.4 percent), but significantly more than in the Arab
Republic of Egypt (13.8 percent), Jordan (15.5 percent), and Morocco
(21.7 percent). The tax burden is also high for the formal sector, given
that more than 4 in 10 workers and most enterprises are informal and,
thus, do not pay taxes. In other words, the contributors are a small
number of taxable formal private and public wage workers and mostly
large firms. This, in turn, makes the informal-to-formal transition
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FIGURE 3.8
Composition and Trends in Tax Revenues, Tunisia, 2011-19
a. Composition of tax revenues, 2019 (%)
b. Trends in tax structure and tax revenues, 2011-19
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costly, which carries important implications for the appeal of formali-
zation for workers and enterprises.

The Ministry of Finance (MoF) and the MoSA are in charge of
collecting taxes and social security contributions, but coordination is
weak. The MoF manages the design of the tax system and tax enforcement

5,000
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and control through the Tax Directorate and the Directorate of Tax and
Financial Incentives, while the MoSA is responsible for collecting and
managing social security contributions. However, with limited commu-
nication and exchange of information between the two ministries, there
is a greater likelihood of arbitrage, fraud, and evasion. As of 2019, tax
fraud was estimated at US$8.5 billion, which represented 24.0 percent of
GDP and 85.0 percent of tax revenues (Bouzaiene 2021).

In addition, the lack of human and financial support weakens tax
enforcement, facilitating tax underreporting, evasion, and informality.
Although Tunisia has more than 700,000 taxpayers, the administration
has only 1,632 tax control agents, and only 450 of them are trained as
specialists (Bouzaiene 2021). On average, there are only three computers
for every three agents, one car for every 16 agents, and an archaic and
failing computer system. For example, in the regional office of Sfax, a
large industrial city, 42.0 percent of the tax control agents lack access to
a computer. In 2019, among the 692,308 taxable firms estimated by the
MOoF, only 59.0 percent filed their tax returns. Thus, in part, the wide tax
gap and the large number of firms avoiding taxes reflect lack of resources
and inefficient tax administration.

The PIT is levied on personal income and the profits of individual
enterprises—defined as firms owned by a single person; that is, with only
one shareholder, registered as a natural person regardless of the number
of employees, and with no distinction and no separation between the
assets of the owner and the assets of the enterprise. As shown in figure
3.9, the PIT is levied on paid income from wages, pensions, annuities,
other sources of personal income derived from individual assets and
returns on investments, and individual enterprise profits. Such enter-
prises can pay the PIT under the “real regime” or the “special regime,”
as determined by the firm’s characteristics and performance (such as the
sector in which it operates and annual sales).

For the tax burden, as of 2019, formal employees contributed the
most, and taxes levied on wages represented 62.0 percent of PIT rev-
enues; 19.0 percent of total tax revenues; and 4.7 percent of GDP, which
was high compared to the average for developing countries (2.5 percent
of GDP) (see IMF 2022). Other sources of personal income contributed
around 33.8 percent to PIT tax revenues, with the remainder from indi-
vidual enterprises (about 4.2 percent). Workers earning an annual income
at or below the minimum wage of TD 5,000 (US$1,792) are subject to a
zero PI'T rate (table 3.6). Thereafter, the marginal tax rate rises sharply to
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FIGURE 3.9

Structure of the Personal Income Tax, Tunisia, 2019

PIT

Individual Other personal income sources

Salaried workers . . . .
enterprises (real estate income, income from investment, etc.)

Individual enterprises under Individual enterprises under
the real regime the special regime

Flat tax Tax as percent of sales

Source: Based on data from the Ministry of Finance.
Note: PIT = personal income tax.

TABLE 3.6

Personal Income Tax Schedule for Wage Workers and Individual Enterprises under
the Real Regime, and the Distribution of Wage Workers

Effective tax rate at Wage workers paying each tax
Annual income bracket (TD) Marginal tax rate (%) upper limit (%) rate (an estimation) (%)
0to 5,000 0.0 0.0 310
5,001-20,000 260 19.5 66.4
20,001-30,000 280 223 2.1
30,001-50,000 320 262 0.0
50,001 and above 350 — 00

Sources: Based on data from the Ministry of Finance; Labor Force Survey.

26 percent, with a progressive increase reaching 35 percent for incomes
above TD 50,000 (US$17,921) per year. The initial rise is an incentive
to be informal among low-wage workers or to declare a monthly income
at or below the minimum wage, and for individual enterprises under the
real regime to remain small or informal.
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The PIT burden among wage workers falls on just a few formal
employees who earn above the minimum wage, while other wage work-
ers are exempt or evade. As of 2019, as much as 31.0 percent of wage
workers earned the minimum wage or less and thus did not pay taxes on
labor income. At the same time, all the informal workers earning above
the minimum wage did not pay the PIT. This means that more than
1 million workers—or 40.0 percent of wage workers—did not pay the
PIT, which influences the informal/formal divide in several ways. First,
around 45.0 percent of informal workers earned at or below the mini-
mum, and thus might have decided to be informal due to the functioning
of the social insurance system. Second, the remaining 55.0 percent of
informal workers earned more than the minimum wage, which makes
them liable to pay the PIT and their employer to pay contributions
to social insurance. This, in turn, acts as an incentive for evasion and
informality—and represents a significant share of the nonpoor propor-
tion of informal wage earners in Tunisia. The inefficient and inequitable
market outcome leads to a sizable proportion of high-earning wage
workers opting for informality, not contributing to social security, and
evading taxes, while potentially benefiting from inexpensive social pro-
tection under the noncontributory regime.

Individual enterprises can file their tax returns under the real regime
or the special regime, and most opt for the latter. Of an estimated
550,000 individual enterprises, about 73.0 percent (400,000) were under
the special regime, with the remaining 27.0 percent (149,277) under the
real regime. Those using the special regime contributed little to the PIT
(0.5 percent) and total tax revenues (0.2 percent) and paid about TD 100
(US$35.8) per enterprise per year. While those using the real regime
contributed more to the PIT (3.7 percent), with an approximate tax
burden of TD 2,365 (US$848) per enterprise, this pales in comparison
to the tax burden paid by an average enterprise under the corporate tax
regime (Bouzaiene 2021).12 Most of the tax burden for individual enter-
prises under the real regime is paid by few contributors—as of 2019,
about 41.0 percent of them did not declare any profits and paid no tax,
and in 2015, only 20.0 percent of enterprises with sales greater than TD
100,000 (US$35,842) accounted for 75 percent of taxes collected under
the real regime (El-Haddad 2020).

Since individual enterprises under the real regime are subject to the
same PIT schedule as salaried workers, there are no incentives for arbi-
trage between wage workers and the self-employed. However, arbitrage
may arise because of differences in the cost, coverage, and quality of
social security services offered under the wage and self-employment
regimes. Since RSNA, the social security regime for formal salaried
workers, is the most comprehensive in terms of insurance against risks,
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it may encourage self-employed workers to self-select into this plan and
disguise themselves as wage workers.

On top of taxes on sales, individual enterprises pay employee social
security contributions, a cost that multiplies with each additional
employee. Irrespective of whether the tax regime is “real” or “special,”
individual enterprises must contribute to social security under one of the
self-employment regimes—RINA for the nonagriculture sector and RIA
for the agriculture sector, while “RTFR” is applicable to those with rev-
enue below a certain threshold. Importantly, these costs are in addition to
(1) social security payments to be paid for each formally hired employee,
(2) other costs related to the minimum wage or wages negotiated by col-
lective agreements, and (3) dismissal costs.

The special regime for individual enterprises provides two options
that come with significant tax savings, conditional on firms meeting
specific requirements.” In the first option, enterprises are exempt from
keeping accounts, but they must keep a register to record revenues and
expenditures daily with supporting documents to present in case of tax
audits. Eligible firms are those with annual sales less than TD 10,000
(US$3,584)—and for a maximum of four years, with the possibility of
renewal. They can pay a flat tax that depends on the geographical area
where the enterprise is located: TD 100 (US$35.8) per year for those
located in communal areas and TD 200 (US$71.6) per year for those
in noncommunal areas. In the second option, which is available to firms
with annual sales between TD 10,000 and TD 100,000 (US$3,584 and
US$35,842, respectively), the tax is 3 percent of sales. However, the firms
cannot operate in certain sectors (alcohol or freight transportation, for
instance) and cannot import any goods or services used in production.™*
Firms using this option will have a significantly lower tax burden com-
pared to their counterparts under the real regime, paying, on average,
between TD 100 (US$35.8) and TD 3,758 (US$1,346) per enterprise
per year. Hence, there might be arbitrage opportunities and strategic
behaviors of firms to declare—legally or illegally—sales of less than TD
10,000 (US$3,584) (table 3.7).

TABLE 3.7

Tax Rates and Amounts for Individual Enterprises under the
Special Regime, Tunisia
Annual sales (TD) Tax

TD 200 per year in communal area
TD 100 per year in noncommunal area
10,000-100,000 3% of sales

<10,000

Source: Based on data from the Ministry of Finance.



140

Informality and Inclusive Growth in the Middle East and North Africa

Special regimes were introduced with the intention not only to support
micro and small firms and own-account workers but also to encourage
compliance and, in turn, increase tax revenues. However, tax contributions
have remained low. As of 2019, individual enterprises under the special
regimes contributed 0.5 percent of tax revenues, with 40.0 percent of them
not declaring any income. Among those that did pay the PIT, 90.0 percent
declared income of less than TD 10,000 (US$3,548), thereby minimizing
their tax burden under the first option of the special regime, and the average
amount of tax per firm was modest (TD 100 per year [US$35.8]).

The bottom line is that special regimes are not conducive to growth
and formalization in at least two ways. First, they do not generate incen-
tives to expand the size of the business, and thus the amount of annual
sales, above the thresholds defined in table 3.7, which would result in
a higher tax burden. This also limits the possibility of firms under this
regime, and more generally under the PIT regime, to take advantage
of economies of scale, to increase the number of shareholders, diversify
capital, and expand access to credit. Second, the special regimes help the
survival of micro and small enterprises that operate at very low produc-
tivity, by lowering their tax burden, which distorts the natural process of
firm selection, thus reducing total factor productivity, growth, and formal
job creation. In essence, the flat PI'T regime subsidizes small businesses
at the cost of large, productive, and job-creating enterprises.

Companies that are registered as legal entities are liable to pay taxes on
their profits at a significantly higher tax rate relative to the PI'T regime.
In 2019, the standard corporate tax rate was 25 percent, with a maximum
of 35 percent for firms operating in certain industries (such as finance and
insurance, oil, and telecommunications) and as low as 10 percent for
enterprises operating in handicrafts, fisheries, and cooperatives. The
annual tax burden for corporates was TD 51,561 (US$18,480) per enter-
prise, which was significantly higher than that for firms under the PIT
regimes (that is, TD2,365 [US$847.6] and TD100 [US$35.8] per enter-
prise under the real and special regimes, respectively).L*

However, CIT contributes little to overall tax revenues—only 13
percent—meaning that few firms, typically large ones that are unable to
hide under the radar, bear a very high tax burden. Although this is party
due to successive reductions in CIT rates to encourage investment (down
to 25 percent in 2014 from 30 percent in 2013), it is also a result of high
levels of fraud and tax evasion. For example, in 2019, only 52 percent of
the 143,031 registered companies under the corporate tax regime reported
their profits. The incentive to arbitrage between the PIT and CIT stems
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from the large difference between the tax burdens of companies under
the different regimes. In 2015, the 1,700 largest companies contributed
68 percent to total CI'T revenues, while in 2017, 13 percent of companies
with sales exceeding TD 1 million (US$358,423) paid 75 percent of CIT
(El-Haddad 2020). In essence, the system penalizes large companies that
are often the most productive and efficient, and have a high potential for
formal job creation, while subsidizing small, inefficient firms operating at
low productivity.

As of 2019, VAT revenues, at 27.0 percent of tax revenue, represented
the single largest contributor to overall tax revenue—equivalent to
6.7 percent of GDP. VAT collection uses a credit invoice method,
whereby taxes paid on inputs and intermediate purchases are deduct-
ible from the VAT to be paid on sales. Although the general VAT rate is
18.0 percent, certain professions and goods are subject to different rates.
The VAT rate is 12.0 percent on a small set of goods (such as oil and
natural gas), as well as on services provided by certain professions (such as
lawyers and architects). It is as low as 6 percent on some inputs for activi-
ties (such as renewable energy and medical services). Various other goods
are exempt from the VAT altogether (such as agricultural and fishery
products, primary goods, and equipment for people with disabilities).
The problem is that the individual enterprise exemption from the
VAT under the special regime not only adds another incentive to opt
for remaining small and paying lower taxes but also discourages firms
in the real regime from exchanging with them. This is because goods
and services purchased from a firm under the special regime cannot be
included in the calculation of the deductible VAT in accordance with the
VAT code, resulting in firms under the real regime avoiding purchas-
ing intermediate inputs from them. As a consequence, firms under the
special regime mostly trade with other informal firms under the special
regime or sell to final consumers. The lack of exchange and competition
between informal enterprises in the real and special regimes hinders con-
nections between micro or small and medium-size or large enterprises,
thus preventing technical and technological knowledge transfer and
inhibiting economies of scale, growth, and the creation of formal jobs.

The “market conditions” realm comprises a complex set of dimensions
that directly affect the number, size, and productivity of firms.1t
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The interactions of these dimensions with Realms 1 and 2 contribute to
the social protection, poverty, and inequality outcomes of individuals and
households. This section focuses on three areas that affect the entry, exit,
and growth of private sector firms: (1) registration procedures and costs,
(2) enforcement of credit and commercial contracts, and (3) competition
in the product market—drawing on the World Bank’s Doing Business
report, which covers 12 areas (“dimensions”) of business regulation

(World Bank 2021).

Tunisia mostly outperforms its regional peers on the procedure, time, and
cost of starting a business. The Doing Business report shows that it was
in the “starting a business” dimension that Tunisia achieved its highest
score: 94.6 out of 100, ranking 19th in the world—higher than the MENA
average (84.0) and even the OECD average (91.3). As of 2019, this pro-
cess was made easier by the creation of a “one-stop shop,” which stream-
lined registration processes and reduced the overall time required.
Starting a business is an efficient process that has fewer steps, takes less
time, and is less expensive compared to the regional peers. It consists of
3.0 procedures, compared to 6.5 in MENA; takes an average of 9.0 days,
compared to 20.3 days in MENA; costs about 2.9 percent of income
per capita, compared to 16.7 percent in MENA; and has no minimum
capital requirement, compared to almost 9.0 percent of income per capita
in MENA.

By contrast, “registering a property,” especially land, can be cumber-
some. On this dimension, Tunisia scored only 63.7 out of 100, which is
slightly higher than MENA (63.4) but less than the OECD (77.0). To
register a property, it takes an average 35.0 days, has five procedures,
and costs 6.1 percent of the property value; in MENA, there are slightly
more procedures (5.4), but it takes fewer days (26.6) and is cheaper
(5.6 percent of the property value). Tunisia’s biggest downfall, however,
is the quality of land administration—which is characterized by a lack
of transparency, reliability, and geographic coverage. On this dimension,
Tunisia scored 13.5 (out of 30), which was less than MENA’s 14.6 and
the OECD’ 23.2.

Tunisia’s financial system is underdeveloped, and accessing credit remains
a primary challenge for firms. The 2019/20 Enterprise Survey reveals that
around 40 percent of the interviewed firms said that obtaining finance as
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the single most important business constraint in the private sector, and
close to 70.0 percent of the firms are classified as credit constrained.
Overall, medium and large firms have more access to credit thanks to
commercial bank credit, while small firms mostly rely on internal sources
of finance (figure 3.10). For the “getting credit” dimension, Tunisia scored
50.0 (out of 100.0), which is better than the MENA average (41.8) and
Morocco’s score (45.0), but significantly worse than Egypt (65.0) and the
OECD (64.3).£8 The two metrics of this dimension on which Tunisia per-
formed particularly poorly were “strength of legal rights index” and
“credit bureau coverage (percent of adults).” For the former, Tunisia
scored 3.0 (out of 12.0), while MENA scored 3.1, and the OECD, 6.1. For
the latter, Tunisia scored 0.0 (percent of adult population), which was
lower than MENA’ 16.3, and far lower than the OECD’s 66.7.
Although several factors discourage firms from applying for a loan,
high interest rates and heavy collateral requirements are among the
most prominent. In 2019, 96.0 percent of Tunisian firms were required
to offer collateral, compared to 80.0 percent in MENA—and the value
of collateral reached 319 percent of the loan amount, against 200 percent
in MENA.2 These requirements reflect regulations that control lending
rates for small and medium-size enterprises. Banks also place conditions
on loans that impose far higher costs on most borrowers than interest
rates alone. As a result, 51.0 percent of Tunisian firms with approved loan

FIGURE 3.10

Access to Credit, by Firm Size, Tunisia, 2019-20
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applications choose not to invest (World Bank 2022). Moreover, beyond
banks, there are few effective financing mechanisms available. Private
equity remains underdeveloped, and capital markets are shallow, restrict-
ing access to long-term finance.

What happens when there are commercial disputes? Here, Tunisia
scored similarly to its peers—58.4 out of 100.0 on the “enforcing
contracts” dimension, a bit above MENA’s 56.0. It takes an average of
565.0 days to resolve a dispute in Tunisia, compared to 622.0 days in
MENA and 589.9 days in the OECD. This process costs an average of
21.8 percent of the claim value, compared to 24.7 percent in MENA and
21.5 percent in the OECD (World Bank 2021). Tunisia is significantly
more efficient than its regional peers in “resolving insolvency.” It scored
54.2 (out of 100), with MENA at 34.5, Egypt at 42.2, and Morocco at
52.9. It takes 1.3 years and costs 7.0 percent of the estate to resolve an
insolvency in Tunisia, compared to 2.7 years and 14.0 percent in MENA.
The most striking difference concerns the recovery rate—51.3 cents on
the dollar in Tunisia, compared to an average 27.3 cents in MENA.2

Although resolving disputes is relatively inexpensive and short in
duration in Tunisia, the “quality of judicial processes” is low, reflecting a
lack of automated court processes and poor case management. Tunisia’s
“quality of judicial processes” score was 6.5 (out of 18), just below
MENA (6.6) but much lower than the OECD (11.7).

"Tunisian state-owned enterprises (SOEs) are widespread, and they com-
pete against private firms in commercial sectors with no economic ratio-
nale for their presence—often requiring bribes. According to the Mo, as
0f2021, 110 SOEs accounted for around one-fifth of GDP.2The Tunisian
government controlled at least one firm in 40 of 44 sectors, compared to
an average of 22 sectors in advanced economies and 26 sectors in other
emerging markets and developing economies (World Bank, forthcom-
ing). Tunisian SOEs produce goods and services that could be provided
entirely by the private sector; for instance, 17 of the 31 largest SOEs are
active in commercial sectors (like manufacturing, construction, or
distribution).22

In addition, SOEs in commercial sectors benefit from support in the
form of subsidies that are not available to private competitors. In 2018,
the state transferred more than T'D 4 billion (around 4 percent of GDP)
to eight SOEs, and the bulk of these payments were linked to energy
and farm subsidies (Ministry of Economics, Finance, and Investments
2021 data). Several SOEs are legal monopolies in markets that are not
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naturally prone to monopolization, such as the Tunisian Trade Broad,

and are exempt from competition law. SOE commercial and noncom-

mercial activities are not separated, making cross-subsidizing commer-

cial activities with public funds possible. Corruption remains a major

challenge for many private firms, especially those interacting with SOEs

(see box 3.3).

:{0) c ] ‘

Private Firms Cite Corruption as a Major Constraint

Cronyism and political connections
remain a distinct feature of the Tunisian
private sector landscape, further debil-
itating market contestability and con-
tract enforcement. According to the
Tunisian Institute of Competitiveness
and Quantitative studies ITCEQ 2019),
46 percent of interviewed companies con-
sidered corruption a major constraint on
the performance of their business, and 23
percent were forced to pay bribes to obtain
a building authorization from the public
service. Moreover, this level of corruption
is significantly higher than for regional
peers or other middle-income countries.
The Enterprise Survey (2020) reports that
about 28.0 percent of Tunisian formal
firms declared that they use direct politi-
cal connections to gain political access,
while the equivalent figure in MENA is
9.0 percent, and in Europe and Central
Asia, 4.2 percent.?

Political connections undermine market
contestability and fair competition in several
ways:

connections used in the analysis.

* Politically connected firms can benefit
from easier access to credit, fewer com-
petitors, larger sales, and access to sectors
with barriers to entry.

* The existence of privileges can deter
unconnected firms from entry, which
often leads to improvements in con-
nected firms’ performance and value
(Maaloul, Chakroun, and Yahyaoui 2018;
World Bank 2022).

® The privileges and benefits the politically
connected enjoy often come at the expense
of unconnected firms—in terms of both
unfair competition and contract
enforcement—inhibiting them from
expanding in size and creating jobs (Enter-
prise Survey 2019/20; World Bank 2022).
Further, studies show that
politically connected firms in Tunisia have

recent

abused entry regulations for their own gain
and are more likely to avoid import tariffs
(Rijkers, Baghdadi, and Raballand 2017
Rijkers, Freund, and Nucifora 2017).

a. The 2020 round of the Tunisia Enterprise Survey included a question that asked respondents the
following: “Has the owner, CEO, top manager, or any of the board members of this firm ever been
elected or appointed to a political position in this country?” This is the strict definition of political
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Making matters worse on the competitive front are institutions and
policies that are underdeveloped and thus unable to safeguard com-
petitive neutrality—that is, the principle that all firms (public or private,
domestic or foreign) should face the same set of rules. Instead, there is
excessive regulation that often causes unfair and noncontestable market
structures and high market concentration.

Restrictive entry regulations and excessive price controls. Tunisian regula-
tions make it difficult for energy, transportation, and communications
firms to enter market segments where competition is viable. Entry is
hampered by excessive technical requirements, direct restrictions on
investment, and noncompliance with regulations for interconnectivity
and access to infrastructure. For example, maritime transportation has
minimum capital and ownership requirements and foreign direct invest-
ment restrictions that undercut new private investment. For freight
transportation, regulations control the minimum and maximum rates
that can be offered (Pop et al. 2021).

Barriers to foreign direct investment and bigh import tariffs. Regulatory bar-
riers also hamper investment and trade across borders. In several sectors—
such as real estate, transportation, retail trade, and agriculture—foreign
ownership is constrained by allowing only joint ventures (Pop et al. 2021).
Further, entry restrictions are based on nationality, and the public procure-
ment law requires foreign tech companies that participate in tenders to
associate with specialized Tunisian companies.2 The share of inputs not
covered under the European Union Association Agreement preferential
rates—and thus paying most-favored-nation tariffs—ranges from 35.5 per-
cent (wood and paper) to 53.1 percent (agriculture). Although the average
most-favored-nation tariffs on certain inputs are low, such as for electrical
and transportation equipment imports (6.1 percent), they reach double
digits for food (17.8 percent), agricultural products (16.8 percent), minerals
(15.5 percent), and chemical imports (12.7 percent).

High nontariff barriers on certain products. Import licenses and quotas
apply primarily to consumer goods that compete against locally pro-
duced equivalents manufactured by developing industries, or to goods
for which domestic production is deemed sufficient (World Bank, forth-
coming). Two noteworthy categories are agricultural products and pas-
senger cars. Automotive import quotas are based to some extent on the
number of Tunisian-produced automobile components used in foreign
manufacturers’ automobile designs. Importers must ask the government
for an allotment to receive an import license—and although the quota
is only for cars with small engines, local consumers cannot freely import
foreign vehicles privately, due to strict foreign exchange controls.

Taken together, restrictive regulations and a heavy SOE footprint
hamper competition in Tunisian product markets, often causing unfair
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and noncontestable market structures and high market concentration.
This acts as a disincentive to firms and dissuades them from entering cer-
tain markets as the probability of survival is low and potential profits are
small. Moreover, additional fees or bribes paid to administrative agents,
to ensure registration or obtain licenses, add to the time spent to comply
with cumbersome administrative procedures and slow judicial processes
and increase the costs of formalization.

After an in-depth review of Tunisia’s informality—in particular, through
an institutional lens—what are the key takeaways for the country in its
pursuit of a sustainable, inclusive growth path? Here, it is useful to begin

with a look at what each of the three realms has highlighted.

Despite virtually universal coverage, many workers do not contribute to social
insurance. The legal framework—determined by the Constitution, the
Labor Code, and the Social Security Code—mandates virtually every
worker in Tunisia to contribute to social insurance, except for contribut-
ing family workers. Despite such a legal inclusive blanket, a share of work-
ers who are required to contribute to social insurance do not do so,
limiting the extent of risk pooling and implying suboptimal coverage
among formal workers against the risk of illness, death, disability, and
longevity. The institutional analysis has shown that the design and func-
tioning of contributory and noncontributory insurance, together with the
minimum wage and firing regulations as well as weak enforcement, are
likely responsible for firms’ and workers’ behavior that delivers subpar
formal employment and little coverage against risks.

The value of contributory social insurance to workers does not seem to equal its
cost to firms, thus contributing to informal employment. The two most expen-
sive risks covered by contributory social insurance are health insurance
and retirement pensions. Contributory health insurance imposes signifi-
cant costs in terms of long waiting lines and low-quality services when
opting for public health care and in terms of low reimbursement rates
when going private. The pension system presents discontinuities that
make it unlikely for some informal workers to meet the eligibility criteria
to access an annuity. The system is more than actuarially fair for those
who reach the minimum requirements, and these are more likely to be
high-wage workers in the private sector as well as public sector workers.
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Social protection policies are falling short in promoting inclusive growth.
To the extent that the social protection system incentivizes infor-
mal employment and informal firms, which have lower productivity
and are smaller than formal ones, social protection policies hinder
productivity gains and inclusive growth. Such growth requires both
total factor productivity growth and well-designed social protection
policies that expand insurance coverage, reduce poverty, and mitigate
inequality.

In practice, there are two main ways in which contributory social
insurance can deliver redistribution: from high- to low-wage workers
and from firms to workers. In Tunisia, there are limitations that make
redistribution likely to be small:

* Sizable copayments for ordinary health care absorb a large share of
low-wage workers’ income.

¢ Low-wage workers are more likely to have a discontinuous career and
not meet the minimum contributions required.

* Firms are likely to be able to shift the cost of contributions back to
workers in the form of lower wages.

e It is unlikely that entrepreneurs make significantly more money than
their workers—especially in the case of micro and small firms, which
represent 97 percent of Tunisian firms.

The interaction between contributory and noncontributory social insur-
ance does not incentivize formal work and leads to ervatic coverage. Some
informal workers (namely, the poor and vulnerable) are entitled to
noncontributory insurance, although it only covers illness. The con-
ditionality imposed by the cash transfer program, which is associated
with access to subsidized or free health care, might play a role in cre-
ating poverty traps—or at a minimum, deliver little and low-quality
social protection coverage and act as an implicit subsidy to informal
employment.

The minimum wage, dismissal procedures, and weak enforcement add a cost
to formal employment. The minimum wage is set at a high level compared
to average productivity—which generates an incentive for informally
hiring workers with low or unknown productivity. Working conditions
negotiated via collective agreements impose higher minimum wage lev-
els—as well as wage increases agreed on at a national level that might
not always be well suited to the economic and financial conditions of all
firms operating in a given sector. Lengthy, uncertain, and complicated
dismissal procedures, coupled with lax enforcement of labor regulations,
contribute to incentivizing informal employment.
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The special regime for informal enterprises—combined with the VAT and
contributory social insurance—creates opportunities for arbitrage and strategic
bebavior. The large difference in the tax burden between the special
regime and the real regime makes the former attractive and incentivizes
firms to stay small and keep their actual or declared value of sales below
legislated thresholds to enjoy the benefits of the special regime. Unless
firms expect to increase sales and profits significantly, staying below the
sales threshold of the special regime is convenient as it allows them
legally to pay lower taxes. In addition, this comes with VAT exemption
and access to the RTFR regime with a low social security contribution
for the business owner. Exemption from the VAT limits the network of
suppliers and customers of individual enterprises to other individual
enterprises under the special regime or informal firms or final consumers,
thus blocking backward linkages from medium-size and large firms
under the real regime or the CI'T. Many firms are thus likely to implement
strategic behavior to operate—legally or illegally—under the individual
enterprise status and, in particular, under the special regime.

The special regime also distorts incentives for firms to grow. Special regimes
are typically designed to facilitate participation of the self-employed and
micro firms in contributory programs and bring them under the radar
of the tax authority. Yet the special regime might also end up trapping
entrepreneurs in small firms with low levels of productivity. After all,
these firms can survive under the sales threshold of the special regimes,
as their labor costs and tax burdens remain low. Overall, the special
regime comes at a cost: it impedes diversification of stakeholders (firms
must be informal enterprises), thus reducing access to credit and capital;
it discourages the creation of economies of scale in production; it limits
the extent of interaction across firms of different sizes, thus prevent-
ing technical and technological transfers; and it hampers productivity,
growth, and formal job creation.

Weak enforcement of tax collection and social insurance contribu-
tions is another factor that keeps firms informal. A large segment of
"Tunisian taxpayers underreports their income or does not pay taxes at all.
For example, only one-quarter of businesses declared a taxable return in
2019, leading to a loss of revenue estimated by the Tunisian government
at 'T'D 25 billion, or nearly half the state budget, because of tax evasion
and fraud. Although there are several reasons for the failure of tax con-
trol, a main diagnosis suggests that Tunisian tax authorities are under-
funded, resulting in a lack of human and economic resources at their
disposal. Because the probability of getting caught and sanctioned is low,
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it creates an incentive for firms to cheat, not pay their taxes, potentially
hire some workers informally, and avoid paying social contributions and
remain small.

Realm 3: How Market Conditions Affect Formality, Firms’
Size, Productivity, and Growth

A range of constraints prevent the private sector from creating formal jobs. While
"Tunisia has exhibited success in the ease of starting a business, it is difficult
for enterprises to access external credit channels (such as banks), which lim-
its their ability to expand and create formal jobs. The hardest hit are micro
and small firms, which typically rely on internal sources of finance. Moreover,
although resolving commercial disputes is relatively inexpensive and short
in duration, the quality of judicial processes is low, which decreases the
advantages of operating formally and beyond a trusted network of suppliers
and clients. In addition, restrictive regulations, a heavy SOE footprint, and
cronyism hamper competition in product markets, often causing unfair and
noncontestable market structures and high market concentration.

ANNEX 3A: STATISTICS ON PUBLIC, PRIVATE FORMAL,
AND PRIVATE INFORMAL WORKERS

FIGURE 3A.1

Distribution of Wage Workers, by Real Monthly Wages and
Sector, Tunisia, 2019

0.003

0.002
2
e
o}
[a)

0.001

T A T T S
0 1,000 2,000 3,000 4,000 5,000

Monthly wage, main job (TD)

= Public == Private formal == Private informal

Source: Based on data from the Labor Force Survey.



The Case of Tunisia 151

ANNEX 3B: ADDITIONAL STATISTICS

FIGURE 3B.1

Share of Registered Firms Entering and Exiting, by Size and Year, Tunisia, 2003-19
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Source: Based on data from the National Business Registry.

FIGURE 3B.2

Ratio Trend in Out-of-Pocket Health Expenditure as a Share of
Current Health Expenditures, Tunisia, 2000-18
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FIGURE 3B.3

Trends in the Nominal and Real Minimum Wages for
Nonagriculture Sector Workers and the Inflation Index, Tunisia,
2010-19
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FIGURE 3B.4

Distribution of Population Age 18 and Older, by Type of
Health Care Access and Quintile of Household per Capita
Expenditures, 2010
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FIGURE 3B.5

Tax Revenues, as a Share of GDP, Tunisia, Regional Peers, and
OECD Countries, 2019
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Sources: Based on data from the International Monetary Fund; OECD.

Note: GDP = gross domestic product; OECD = Organisation for Economic Co-operation and Development.

FIGURE 3B.6

Composition of Personal Income Tax, Tunisia, 2019
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FIGURE 3B.7

Marginal and Average Tax Rates, by Annual Income, Tunisia
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Source: Based on data from the Tunisian Ministry of Finance.

FIGURE 3B.8

Revenues from Value Added Tax, as a Share of GDP, by
Country, 2019
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Source: Based on data from the International Monetary Fund.
Note: GDP = gross domestic product.
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FIGURE 3B.9

Redundancy Payment as a Percentage of the Wage,
by Number of Years of Seniority, Tunisia
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Source: Original figure for this publication.
Note: CA = collective agreement; LC = Labor Code.

TABLE 3B.1

Distribution of Firms and Employees, by Size and Formality Status, Tunisia, 2019

Number of Number of Number of Numberof ~ Number of formal ~ Number of informal
firms informal firms ~ formal firms ~ employees employees employees
Number of employees (percent) (percent) (percent) (percent) (percent) (percent)
No employees (own-account workers)
Number 679,770 441,850 237,920 0 0 0
Percent 65 61 75 0 0 0
1-5 employees
Number 309,579 281,403 28,176 687,228 137,776 549452
Percent 30 39 9 345 11 72
6-9 employees
Number 25429 0 25429 124,456 56,549 67,907
Percent 25 0 8 6.2 45 9
10-49 employees
Number 19,768 0 19,768 289,613 198,307 91,306
Percent 19 0 6 14.5 16 12
50+ employees
Number 4,106 0 4,106 890,956 843,283 47,673
Percent 04 0 13 44.7 68 6.2
Total
Number 1,038,652 723,254 315,399 1,992,253 1,235915 757,000
(100 percent) (100 percent) (100 percent) (100 percent) (100 percent) (100 percent)

Sources: Calculations based on data from the National Business Register; Survey of Economic Activity of Micro Enterprises; Labor Force Survey.
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TABLE 3B.2

Contribution Rates, by Type of Benefit, for Employers and Employees under the
RINA and RIA Regimes, Tunisia

Health Sickness and Lump sum death
Retirement insurance maternity benefits benefit Total
Contribution rate 7 6.75 051 045 14.71

Source: Original table for this publication.
Note: RIA = general scheme for agricultural employees in the private sector; RINA = general scheme for nonagricultural self-employed
workers in the private sector.

TABLE 3B.3

Contribution Rates, by Type of Benefit, for Employers and Employees
under the RTFR Regime, Tunisia

Contributor Health insurance Retirement Total
Employer 167 333 5

Employee 0.83 167 25
Total 25 5 75

Source: Original table for this publication.
Note: RTFR = social security insurance for low-income salaried workers in the private sector.

TABLE 3B.4

Overview of Firing Regulations, Tunisia

Type of contract Without compensation With compensation Redundancy payment

Open-ended contract Proved reasons of serious Dismissed for valid and proved Redundancy pay is based on
misconduct or fault (listed in  economic or technical reasons seniority and the last wage. It is
the Labor Code, article 14). (article 21 of the Labor Code). calculated as one day of salary

per month of service with the
same firm (Labor Code). It can be
higher as determined by sectoral
agreements: it is often 1.25 day of

With notice With Notifications (to employees and
to labor inspection).

Providing necessary information
specifying causes of dismissals to the
labor inspection one month before
termination. Labor inspectors
investigate the reasons for the

salary per month of service with a
cap of 6 months of salary, and it
can reach 2.5 days of salary per

month.
dismissal and could accept or reject
the dismissal. The process might end
up in a court before a judge.
Fixed-term contract Proved reasons of serious In the event of termination of the The payment is equal to the
(maximum duration 4 years) misconduct or fault (listed in  contract for valid and proved salary corresponding to the
the Labor Code, article 14). economic or technical reasons before - remaining duration of the
Without notice the end date of the contract. employment contract.
Apprenticeship contract Dismissal without notice or compensation

Source: Original table for this publication.
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TABLE 3B.5

Overview of Hiring Regulations, Tunisia

Type of contract

Trial period

Working hours Overtime

Paid leave

Open-ended contract
(54 percent of employees in
2019)

Fixed-term contract

(20 percent of employees in
2019) (not allowed for
permanent tasks)

Maximum duration 4 years

The duration is fixed in
the collective
agreements or in the
contract (Article 18)

Most often 3 months
and up to 12 months
(dismissal without
notice during trial
period)

40 hours per week (in the  Night work (between
public administration) 8 pmand 8 am):
increased from

25 percent to

50 percent, depending
on the branch

48 hours per week (in a
majority of the private
sector) with a maximum
of 6 working days per
week. Overtime (beyond

Amaximum of 2,700 40/48 hours): increased

hours per year for
agricultural activities
(article 88)

at 75 percent for the
48-hour regime and
50 percent for the
40-hour regime

Annual leave: one day per
month worked plus an
increase of one day per year of
seniority

Maximum duration between
21 days and 1 month in the
private sector (depending on
sectoral agreements), 1 month
in public administration

Maternity leave: the
minimum is 1 month in the
private sector and 2 months in
the public sector

Apprenticeship contract

2 months of trial

Not above 48 hours per
week

Source: Original table for this publication.

TABLE 3B.6

Minimum Base Salary Negotiated with Collective
Agreements, Level and Percentage of Nonagricultural
Minimum Wage, Tunisia, 2019

Sector Minimum base salary (TD) Share earning SMIG (%)
Construction 462 114
Textiles 465 115
Accommodation 469 116
Pastry 527 130
Wood 537 133
Trade 552 136
Beverages 615 152
Source: Original table for this publication.
Note: SMIG = guaranteed minimum interprofessional wage.
TABLE 3B.7
Key Statistics of PNAFN, Tunisia
Category 2010 2011 2012 2013 2014 2015 2018 2019 2020
Number of household
beneficiaries (thousands) 1318 1772 2007 2207 2221 2335 2428 2555 2618
Expenditures (TD, millions) 949 1494 23.9 3034 341 4449 5486 5835 6273
Expenditures as a share of GDP
%) 0.525 0516 0508 0569
Amount of monthly transfer (TD) 56.7 70~ 70/100 100/110 110/120 120/ 150 150 180 180

Source: Ministry of Social Affairs 2021 data.
Note: PNAFN = National Program of Assistance to Needy Families.
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TABLE 3B.8

RTFR Affiliates and Contributors, Tunisia, 2017-19

Year Affiliates Contributors
2017 326,755 157,034
2018 316,621 156,867
2019 317,110 141,747

Source: Center for Research and Social Studies 2022 data.
Note: RTFR = social security insurance for low-income salaried workers in the private sector.

BOX 3B.1

A simulation was conducted to illustrate
arbitrage and strategic behaviors stem-
ming from the existence of real and special
tax regimes. The objective was to assess
the tax effects of the transition of an indi-
vidual enterprise from one regime to the
other. The simulation consisted of chang-
ing the value of sales from an amount
below to one above a threshold defined
under the real and special regimes, to
compare the taxable income and profits.
Profits were calculated as a fixed share of
sales, assuming that the ratio of profit to
sales is 10 percent.

There are three potential tax regimes for
individual enterprises (figure 3B1.1) , which
carry different implications for profits and
the tax burden:

(1) If the value of sales is less than TD
10,000 (US$3,584) per year, the first
threshold, the individual enterprise is
liable under the first special regime: a
flat rate of TD 200 (US$71.6) per year
in communal areas and TD 100
(US$35.8) per year in noncommunal

areas.

(2) If the value of sales is between TD
10,000 (US$3,584) and TD 100,000

Potential Arbitrage Opportunities for Firms Weighing Tax Regimes, Tunisia

(US$35.842) per year, the second
threshold, the individual is liable under
the second special regime: a flat fee of
3.0 percent of sales.

(3) If the value of sales exceeds T'D 100,000
(US$35.842) per year, the informal
enterprise is liable under the real
regime: the personal income tax
schedule.

Switching tax regimes may also have
implications for social security schemes
(figure 3B1.2), due to income differences:

(1) An income below the minimum wage
allows the contributor to join the social
security insurance for low-income
salaried workers in the private sector
(RTFR) scheme, which has a very low
contribution rate.

(2) An income above the minimum wage
allows the contributor to join the
general scheme for agricultural
employees in the private sector if the
economic activity is in agriculture, or
the general scheme for non-
agricultural self-employed workers
in the private sector if the sector of
activity is outside agriculture.

(continued)
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BOX 3B.1

Potential Arbitrage Opportunities for Firms Weighing Tax Regimes (continued)

Tax paid (TD)

The results of the simulation show that:

(1) Itis profitable for an individual enter-

prise to keep sales below the first
threshold: expanding the business and
sales and transitioning from the first to
the second special regime decreases
after-tax profit from TD 890 to TD
770 (US$276). Under the first special
regime, individual enterprises can
benefit from lower taxes and social
security under the RTFR. The first
regime incentivizes individual enter-
prises to remain small, at a low produc-
tivity level, and possibly hire employees
informally.

FIGURE 3B1.1

@

)

Filing taxes under the special regime
requires registration with the tax author-
ity, making the probability of being
identified and incurring penalties in case
of evasion high. This provides an
incentive to remain informal.

‘Transitioning from the second special
regime to the real regime can be profit-
able: if an individual enterprise experi-
enced an increase in sales from TD
99,000 (US$35,484) to TD 105,000
(US$37,634), profits would jump from
TD 6,930 (US$2,484) to TD 9,070
(US$3,250).

Tax Paid, by Fiscal Regime and Sales, Tunisia
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Source: Original figure for this publication.

|

(continued)
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BOX 3B.1

Potential Arbitrage Opportunities for Firms Weighing Tax Regimes (continued)

FIGURE 3B1.2

After-Tax Profit, by Fiscal Regime and Sales, Tunisia
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Source: Original figure for this publication.

BOX 3B.2

Comparison of the Numbers of Tax Payers, by Income Tax Regime

In 2019, there were 692,308 taxable enter- 3.
prises that fell into one of three income tax

Incorporated enterprises under the cor-
porate income tax regime, 143,031

regimes (figure 3B2.1): enterprises.
.. . About 40 percent of all enterprises paying
1. Individual enterprises under the per- . .
. . taxes were under the real regime, which
sonal income tax regime (or under the | .
. . includes personal income tax and corporate
real regime), 149,277 enterprises . ..
tax, while the remaining 60 percent were

2. Individual enterprises under the special
regime, 400,000 enterprises

under one of the two special regimes.
Almost 75 percent of individual enterprises

(continued)
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BOX 3B.2

FIGURE 3B2.1

692,308
taxable enterprises

Note: CIT = corporate income tax; PIT = personal income tax.

were under the special regime. Of the three
regimes, the lowest contribution to overall
tax revenues comes from firms in the special
regime (paying 0.5 percent), followed by
firms in the real regime (3.7 percent), and
the CIT regime (13 percent).

Figure 3B2.2 shows the number of taxable
enterprises (potential) and the number of
enterprises that paid taxes (actual) by regime,
thereby proxying the tax gap. It shows that

Comparison of the Numbers of Tax Payers, by Income Tax Regime (continued)

Tax Distribution of Taxable Enterprises and Payers, by Regime, Tunisia, 2019

Sources: Original figure for this publication; calculations using data from the Tax Directorate, Al Bawsala.

149,277 88,073 (§9 percent)
under PIT regime declaratlon.s under
PIT regime
400,000 240,000 {60 percent)
i declarations under
under flat regime :
flat regime
143,031 74,376 (52 percent)
; declarations under
under CIT regime !
CIT regime

significant proportions of enterprises did
not declare their profits, especially within
the two special regimes. Only 88,073
(59 percent), 74,377 (60 percent), and
240,000 (52 percent) of the enterprises
in the personal income regime, corporate
regime, and special regime filed their tax
returns, respectively, which implies a lower
bound estimated rate of income tax evasion
of 58 percent.

(continued)
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BOX 3B.2

FIGURE 3B2.2

Tunisia, 2019
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Note: CIT = corporate income tax; PIT = personal income tax.

Comparison of the Numbers of Tax Payers, by Income Tax Regime (continued)

Number of Taxpayers (Declarations) among Taxable Enterprises, by Regime,

74,377

B Taxable enterprises [ Payers

Sources: Original figure for this publication; calculations using data from the Tax Directorate, Al Bawsala.

692,308

400,000

Total

Special regime

BOX 3B.3

Regime in the Private Sector

The general scheme for agricultural
employees in the private sector (RSAA)
was introduced in 1989 to replace the
restrictive scheme for agricultural employ-
ees. It covers employees of agricultural
companies, fishers employed on vessels of
less than 30 gross tonnage, self-employed
fishers, and small shipowners.

In 2019, there were about 41,000
contributors (Center for Research and
Social Studies 2019 data). The contribution

Contributory Social Insurance for Salaried Workers in Agriculture: The RSAA

base is the declared wage, except in the
case of self-employed fishers and small
shipowners who pay contributions on the
guaranteed agricultural minimum wage
over a period of 75 days per quarter. The
contribution rate is 12.48 percent for
the employer and 6.99 percent for the
employee, thus a total of 19.47 percent
(table 3B3.1). In terms of retirement
pensions, health insurance, and family
allowances, the scheme has the same

(continued)
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BOX 3B.3

Contributory Social Insurance for Salaried Workers in Agriculture: The RSAA
Regime in the Private Sector (continued)

legislation as the general scheme for non-  sector, there is a significant gap between
agricultural employeesin the privatesector.  the number of affiliates and the number of
Nevertheless, given the low-wage and contributors, which indicates a high level
seasonal nature of jobs in the agriculture  of informality in the sector (table 3B3.2).

TABLE 3B.3.1

Contribution Rates, by Type of Benefit and Separately for Employers and
Employees under the General Scheme for Agricultural Employees in the
Private Sector, Tunisia

Health Family Sickness and Lump sum death
Contributor Pensions Insurance allowances maternity benefits benefit Total
Percent
Employer 5 4 3 04 0.08 1248
Employee 25 2.75 15 0.2 0.04 6.99
Total 75 6.75 45 06 0.12 1947

Source: Original table for this publication.

TABLE 3B3.2

Number of Affiliates and Contributors in the General Scheme for Agricultural
Employees in the Private Sector, Tunisia, 2017-19

Year Affiliates Contributors
2017 175,078 41473
2018 180,780 42,091
2019 187,027 41,077

Source: Based on 2022 data from the Center for Research and Social Studies.
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10.
11.

. Data on firms and their characteristics are not readily available and accessible

in Tunisia. The National Register of Enterprises, created and managed by
the National Institute of Statistics, is an administrative database of enter-
prises in the nonagriculture private sector that are registered with the tax
authorities. The approximation of the overall distribution of firms by size
was obtained starting with the distribution of 763,000 informal employees by
firm size (estimated using data from the Labor Force Survey), adding the 110
state-owned enterprises employing around 91,700 workers, and using the
center of each size class to obtain the number of firms (200 for the last class).
In addition, the estimated share of informal firms was taken from the micro
firms survey, and the assumption is that micro and unregistered firms
(estimated based on the number of informal workers) are all informal.

See box 3B.3, in annex 3B, for more information on contributory social
insurance for salaried workers in agriculture.

. Access to exams and competitions to enter the civil service is often condi-

tioned by the presentation of an attestation of job seekers or unemployed.
SMIG stands for salaire minimum interprofessionnel garanti.

An exception is represented by workers under the RTFR regime, that is,
domestic and construction workers.

To get access to health insurance provided under CNAM, workers need to
contribute for a minimum of 50 days over the past two calendar quarters or
80 days over the past four quarters.

The distribution of contributors by plan is based on the Center for Research
and Social Studies data for 2019.

. The Labor Code includes provisions that apply to workers with fixed-term

contracts—on wages, dismissal, and the collective agreement aspect of these
provisions—without adding a lot to them. For example, article 6-4 of the
Labor Code provides that workers with fixed-term contracts cannot be paid
less than workers with permanent contracts and the same professional
qualifications.

Details are illustrated in table 3B.4, in annex 3B. In the case of civil servants,
dismissal is possible only for established and serious misconduct and after the
consultation of a committee composed of unions and senior representatives
of the administration. This may lead to a judicial process. The dismissed
worker may claim pension rights or, if he/she does not meet the eligibility
criteria to claim a pension, an allowance equal to one month of salary per
year of service (capped at 12 months) could be negotiated.

Details are illustrated in figure 3B.9, in annex 3B.

The application file is then sent to a regional commission of the MoSA for a
decision. The AMEN Social Organic Law (Law 2019-10) and Government
Decree No. 2020-317 introduced new transparent, objective, and equitable
criteria to assess beneficiary eligibility for the AMEN Social Services.
Assessment of eligibility will be based on inclusion and exclusion filters and
a score based on a proxy means testing model. The model variables come
from data collected from social surveys stored in the Social Registry. The
selection process will then continue to account for social workers’ assessment
of household eligibility and the final decision will be made by a technical
regional committee. The score will allow ranking households in three groups:
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12.

13.

14.

15.

16.

17.

18.

19.

20.

21.

22.

23.

(1) the poorest 10 percent, approximately the share falling below the 2015
national poverty line, will be eligible for the Central Pharmacy of Tunisia, a
free health card, back-to-school allowances, commute transportation for
religious celebrations, and free transportation; (2) the next 20 percent poor-
est households are classified as poor and vulnerable households with low
income and will be eligible for a benefit-service package that includes subsi-
dized health cards, back-to-school allowances, and family allowances for
children age 0-5 years; and (3) the remaining 70 percent are not considered
poor and are not eligible for the AMEN program social benefits.

The tax burden under the corporate tax regime is TD 51,561 per company,
as described in the corporate income tax section.

"This scheme was amended in 2021 and replaced with a new scheme for small
businesses—along with a payment system that uses the PI'T scale based on
an implicit profit determined by activity and geographical area. However,
even under the new scheme, it remains economically convenient for busi-
nesses to be small.

See Decree No. 2014-2939 of August 1, 2014, for the full list of restricted
activities: https://www.cabinetnfm.com/wp-content/uploads/2016/02
/Décret2014_2939-activité-exclu-R-Forf.pdf.

See box 3B.1, in annex 3B, for a comparison of tax burdens and tax evasion
by regime.

The report’s definition of firm informality—firms that employ all their
workers informally—is applied implicitly in the realm of market conditions
such that (1) registered firms have a higher likelihood to hire formal workers
because they exhibit higher productivity levels than unregistered firms on
average and are more likely to be caught for hiring informal workers and
sanctioned by authorities; (2) strong contract enforcement encourages firms
to register with official authorities to benefit from the regulatory environ-
ment, including secure and low-cost transactions and credit contracts, while
also allowing registered firms to grow; and (3) contestability drives the natu-
ral selection of firms and increases the integrity and benefits of the regulatory
environment, encouraging firm registration and growth.
Credit-constrained businesses are defined as businesses that need a loan but
have their loan application rejected or are discouraged from applying in the
first place.

“Getting credit” covers two aspects of access to finance: the strength of credit
reporting systems, and the effectiveness of collateral and bankruptcy laws in
facilitating lending.

The regulatory requirement for collecting collateral contributes to the
higher cost of collateral.

The recovery rate calculates how many cents on the dollar secured creditors
recover from an insolvent firm at the end of insolvency proceedings.

See the Ministry of Economics, Finance, and Investments report (in Arabic):
www.mdici.gov.tn/wp-content/uploads/2021/02/BE_2021_Ar_VFinale.pdf.
Commercial sectors are typically private because these sectors are
contestable (there are fewer natural barriers to competition) and because
in contestable markets, private firms tend to be more efficient than state-
owned firms (Vining and Boardman 1992).

Article 24 of decree-law n°2014-1039 dated March 13th, 2014 (as amended)
related to public procurement.
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CHAPTER 4

The Case of Morocco

KEY MESSAGES

Morocco’s contributory social insurance is not doing enough to
encourage formal employment, due to flaws in the design of the
retirement pension system and the low quality of services received
with health insurance.

The noncontributory health insurance provided via the Medical
Assistance Plan to vulnerable and poor households might contribute
to further diminish the quality of health insurance provided to formal
workers.

The high minimum wage and costly dismissal procedures encourage
informal recruitment of workers.

Special tax regimes and value added tax exemptions for the self-
employed and corporations that operate below certain turnover
thresholds—together with weak tax enforcement—discourage the
growth of firms and their productivity and hinder the creation of for-
mal jobs.

Setting up a business is simple and inexpensive, but the laws protect-
ing borrowers and lenders are only weakly enforced, and competition
is hampered by state-owned enterprises and cronyism—severely lim-
iting market entry and potentially formal job creation.
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Over the past 20 years, Morocco’s economic progress has helped raise
the living standards of its people. During 2000-19, per capita income
doubled and poverty fell below 5 percent (2013-14). Health and educa-
tion outcomes improved considerably, along with access to basic services
(like water and electricity). However, the country’s development path has
not propelled Morocco into the upper-middle-income countries’ club,
and the average annual gross domestic product (GDP) growth rate has
weakened since 2009, even before the COVID-19 (coronavirus) shock.

Moreover, economic growth has not created enough jobs for the
working-age population, which grew on average by about 372,000 per
year during 2001-08, while the economy only created an average of
109,000 jobs per year. This occurred against a backdrop of other labor
market challenges: low labor force participation (especially among
women), high youth unemployment, and a high rate of informality.
Further, inadequate legal and social protections have impacted workers,
as happened in Tangier on February 21, 2021, with the tragic deaths of
28 workers at an informal textile factory (Lopez-Acevedo et al. 2021).

A new, inclusive development model has been launched by King
Mohammed VI to address regional development imbalances, facilitate
the inclusion of youth and women, and foster better labor force skills.
It seeks to provide nationwide access to education, vocational training,
and social welfare programs through coordinated efforts between the
public and private sectors.

An in-depth analysis of the country’s high level of informality, espe-
cially through an institutional lens (see chapter 1), can shed light on
how the design of the social protection system, the tax system, and
market conditions—as well as their interaction—contribute to limited
social insurance coverage, thus leaving workers exposed to risks typically
covered by social security, subpar income and productivity growth, and
ultimately slow aggregate economic growth. This chapter undertakes
this analysis for Morocco. The chapter also highlights recent conversa-
tions that were held with salaried workers, employers, and own-account
workers to understand not only their aspirations but also the benefits
and drawbacks of formal and informal employment.

Although economic growth has helped reduce the informality rate in
Morocco, it has not been sufficient to make significant progress. Between
2000 and 2018, Morocco posted strong economic growth: real GDP
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more than doubled, implying an average annualized growth rate of
4.3 percent (figure 4.1). However, in parallel, the share of informal
employees in total employment decreased by only 7.8 percentage points,
or 0.5 percent per year on average, from 85.1 percent in 2000 to
77.2 percent in 2018. Assuming that the relationship between growth
and informal employment stays the same, a much higher rate of growth
will be needed to decrease informal employment significantly, or it will
take over a century to achieve a significant reduction in informality.

Given that growth alone has not led to a significant reduction in
the informal employment rate, how else might policy makers further
increase the rate of formal employment? This chapter applies the frame-
work put forward by Levy and Cruces (2021), described in chapter 1,
and investigates how the institutional landscape, which is composed of
three broad realms—Realm 1, entrepreneur-worker relations; Realm 2,
taxes and transfers; and Realm 3, market conditions—influences infor-
mality in Morocco.

Before delving into these realms, it is helpful to first take a
snapshot of Morocco’s labor market, as shown in figure 4.2, which
(1) decomposes the working-age population (age 15 and older)
into employed, unemployed, and inactive; and (2) then drills down
into whether those who are employed work for wages or not,

FIGURE 4.1

Trends in the Informal Employment Rate and GDP, Morocco, 2000-18
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FIGURE 4.2

Overview of the Labor Market, Morocco, 2018
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Notes: Informal employment—defined as workers not covered by contributory social insurance—is by law illegal for salaried workers,
but legal for nonsalaried workers. The red box indicates illegal informal employment; green boxes indicate legal informal employment.
SOE = state-owned enterprise.

the categories of nonwage workers (such as employers or own-
account workers), where the public sector fits in, and the shares of
informal and formal workers (see box 4.1).

A Few Key Labor Market Trends Stand Out

Labor force participation is low, especially among women. As of 2018,
Morocco’s working-age population, age 15 and older, was 25.9 million,
of which 10.8 million were employed and 1.2 million were unemployed.
This translates into a labor force participation rate of only 47 percent
(figure 4.2). Women participate in very low numbers: fewer than
3 million of 13.2 million (or 22.2 percent) are employed or looking for
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BOX 4.1

Definitions

Informal employment includes workers  Workers are legally informal if the law does
who do not contribute to social insurance, not require them to contribute to social
or in the case of employees, workers whose  insurance. In Morocco, only salaried work-
employers do not contribute to social insur-  ers who are not covered by contributory
ance on their behalf. social insurance are illegally informal.

a job. This is far below the averages for the Organisation for Economic
Co-operation and Development (OECD) (52.5 percent, 2018) and
middle-income countries (45.3 percent, 2018), but above that for the
Middle East and North Africa (MENA) (17.9 percent, excluding high-
income countries, 2017).

Workers are split between self-employed and wage earners. Nonwage
employment in Morocco is commonplace, representing 51.2 percent
of all employment in 2018. This category covers own-account workers,
employers, and contributing family workers. Wage and salaried work-
ers represent 48.8 percent of employment, followed by own-account
workers (32.2 percent), contributing family workers (16.5 percent), and
employers (2.4 percent). Although the nonwage employment rate is
below that for the average middle-income country (51.8 percent), it is
significantly higher than the average in MENA (37.5 percent, excluding
high-income countries).

Informality is very high and not limited to workers from poor house-
holds. As of 2018, the informal employment rate was estimated at
about 77.8 percent, a slight improvement from 2000 (87.5 percent)
(figure 4.3). Among private sector salaried workers, about 55 percent
do not contribute to the social security system, although they are
required to do so by law, making them illegal. While informality is
most prevalent among the poorest, it remains pervasive among the
middle class and affluent households. In Morocco, as of 2018, almost
all workers were informal in the poorer half of the income distribution,
representing 95 percent of employment (see figure 2.23, in chapter 2).
However, informality rates were still high at higher deciles of income,
accounting for 89 and 65 percent of employment among the middle
class and workers in the top 30 percent of the income distribution,
respectively—signaling that a significant proportion of informality is
due to choice rather than exclusion.
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FIGURE 4.3

Informal Employment Rate, by Employment Type, Morocco, 2000 and 2018
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Source: Based on data from the Labor Force Survey, High Commission for Planning of Morocco.

There is greater mobility across types of employment in the private sector:
The Moroccan labor market is segmented between public and private
sector workers, with 8.5 percent of total employment in the public
sector and 91.5 percent in the private sector and limited job mobil-
ity between the sectors. The private sector has greater mobility across
types of employment. For example, in one year, about 10 percent of
informal salaried workers become formal and about 9 percent of those
who started formally end up working informally as salaried workers
(table 4.1). In addition, informal wage jobs seem to be a good door out
of unemployment. By contrast, more than 8 in 10 public sector workers
remain in the same job after one year, and if they do not, they move to
a formal private sector salaried job or retire (inactive). Data from the
Social Security Administration shed light on the fluidity of the labor
market: salaried private sector workers who registered once with the
contributory social insurance scheme do not contribute continuously.
For example, in 2019, only 1 in 2 registered private salaried workers
paid contributions for the entire year, whereas the rest contributed for a
fraction of the year, thus operating semi-informally.

Most Moroccan firms are very small or small and absorb most of the
informal wage workers. In 2019, small and medium-size enterprises rep-
resented 93 percent of all companies. Among this group, 64 percent
of firms were very small (fewer than 10 employees), 29 percent were
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TABLE 4.1
Transition Matrix across Labor Market Statuses, Morocco, 2017-18
2018
Public wage  Formal private  Informal private  Private non-
2017 workers wage workers  wage workers  wage workers  Unemployed Inactive  Notstated  Total
Percent
Public wage
84.2 6.7 0.7 1.3 0.7 49 1.6 100.0
workers
Formal private
28 76.8 8.7 35 29 4.7 06 100.0
wage workers
Informal private
04 10.3 66.1 120 49 53 1.1 100.0
wage workers
Private nonwage 02 09 47 843 12 85 02 1000
workers
Unemployed 06 43 17.2 9.7 515 154 14 100.0
Inactive 0.1 04 12 36 18 926 03 100.0
Not stated 100 95 14.6 50 37 108 46.5 100.0
Total 32 54 9.7 223 40 546 09 100.0

Source: Based on data from the Labor Force Survey, High Commission for Planning of Morocco.

small and medium size (fewer than 200 employees), and the remain-
ing 7 percent were large (more than 200 employees) (Higher Planning
Commission 2019). Although it is not possible to investigate the dis-
tribution of firms by formality status and size, due to data limitations,
informal employment can be estimated using a workers’ survey (like a
labor force survey), with the associated caveats.! As shown in figure 4.4,
although very small and small firms (with fewer than 10 workers)
accounted for 90 percent of all informal wage employment, they repre-
sented only 30 percent of formal wage employment. This indicates that
a majority of salaried jobs, especially informal ones, are concentrated
in small and micro enterprises. In contrast, large firms contributed a
sizable share of formal wage employment (22 percent) but hardly any
(only 1 percent) informal wage employment, making them pivotal in the
creation of formal employment.

REALM 1: ENTREPRENEUR-WORKER RELATIONS

The “entrepreneur-worker relations” realm comprises a complex set of
dimensions that directly affect the incentives of firms and workers to
operate formally and therefore contribute to the social protection, pov-
erty, and inequality outcomes of individuals and households. The inter-
actions of these elements with Realms 2 and 3 affect the number, size,
and inequality outcomes of individuals and households. In Morocco, the
social protection system, which is complex in terms of legislation and
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FIGURE 4.4

Distribution of Formal and Informal Wage Employment,
by Firm Size, Morocco, 2017
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Source: Based on data from the Labor Force Survey, High Commission for Planning of Morocco.

governance (box 4.2), is composed of two main pillars: the contributory
component (social insurance) and the noncontributory component
(social assistance to the poor and vulnerable) (figure 4.5).

Contributory Social Insurance Regimes

The contributory pillar comprises separate schemes for public and
private sector wage workers. The National Social Security Fund
(Caisse Nationale de Sécurité Sociale [CNSS]) delivers social insurance
to employees in the private sector, whereas the National Fund of
Social Welfare Organizations (Caisse Nationale des Organismes de
Prevoyance Sociale [CNOPS]) and the Moroccan Pension Fund
(Caisse Marocaine des Retraites [CMR]) cater to health insurance
and retirement for public sector workers (figure 4.5). In addition,
public sector employees can obtain complementary coverage by vol-
untarily contributing to the Moroccan Interprofessional Pension
Fund (Caisse Inter-professionnelle Marocaine de Retraite [CIMR]).

The contributory pillar covers all social risks (as defined by
International Labour Organization Convention No. 102 of 1952)—
and as of 2018, only salaried workers are required to contribute to the
CNSS, while nonsalaried workers must apply for private insurance for
insurance against risks.2

Regimes for Salaried Workers

In the private sector, the CNSS, established in 1972, provides a compre-
hensive package of benefits for employees, which, as of 2018, stood at
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around 3.47 million. The package includes (1) old-age, invalid, and sur-

vivors pension benefits; (2) health insurance; (3) maternity and sick leave

benefits; (4) workplace accidents; and (5) family allowances. It collects

social security contributions from the private sector, part of which goes

to the National Health Insurance Agency (Agence National Assurance
Maladie [ANAM)]), which administers the health insurance scheme,
Mandatory Health Insurance (Assurance Maladie Obligatoire [AMO]),

to finance health insurance.

Legal Framework of Workers in Morocco

In Morocco, labor relations are governed
by the Labor Code and the Social Security
Code.

* The Constitution contains general pro-
visions on the right to health and the
right to work (article 31), the right to
organize (article 8), and the right to strike
(article 29)—without a distinction
between salaried and nonsalaried work-
ers—as well as the promotion of collec-
tive bargaining (article 8).

* The Labor Code introduces provisions
that regulate employment relations for
salaried workers—including remunera-
tion, minimum wage, paid leave, promo-
tions, trade union rights, working
conditions, and hiring and dismissal
rules. The Labor Code does not contain
provisions for own-account workers or
contributing family workers (figure
B4.2.1).

® The Social Security Code provides for
mandatory social security contributions
of salaried workers and their employers
to provide health insurance; retirement
pensions; paid annual, sick, and maternity

leave; workplace accident and death
insurance; and unemployment allowance.
This means that informal employment—
defined as employment not covered by
social insurance—is illegal only for sala-
ried workers in Morocco, whereas non-
salaried workers (including employers,
own-account workers, and contributing
or unpaid family workers) are legally
informal.

Social security contributions and benefits
are separately regulated by sector. The
regulation of social security is managed
by the National Social Security Fund
(Caisse Nationale de Sécurité Sociale) for
salaried workers in the private sector and
by the National Fund of Social Welfare
Organizations (Caisse Nationale des
Organismes de Prévoyance Sociale) for
salaried workers in the public sector. The
public administration and local authorities
of an administrative nature are governed
by the general status of the civil service
(Law 1-58-008, 1958). This is a specific
status that governs the working conditions,
wages, and holidays for workers in public
administration.

(continued)
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BOX 4.2

Legal Framework of Workers in Morocco (continued)

FIGURE B4.2.1

Overview of Legislation and Regulations Covering Workers, by Type of
Employment, Morocco
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Source: Original figure for this publication.
Note: CNOPS = National Fund of Social Welfare Organizations; CNSS = National Social Security Fund; LC = Labor Code; ss = social
security.

The overall contribution rate to the CNSS scheme is 26.8 percent,
plus 2.74 percent that employers and workers pay to private insur-
ance companies to cover workplace accidents and disability (table 4.2).
The highest contribution rates are for longevity risk (13.46 percent),
family allowances (6.40 percent), and health insurance (6.37 percent).
Contributions for some components of the package—namely, retire-
ment pensions and job loss allowances—have a cap on the amount of
monthly wages on which they are calculated. In other words, workers
earning more than DH 6,000 (US$667) per month only pay contribu-
tions up to the ceiling.
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FIGURE 4.5

Morocco’s Social Protection System
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Source: Original figure for this publication.
Note: The noncontributory pillar includes a multitude of other programs not reported here. CIMR = Moroccan Interprofessional Pension
Fund; CMR = Moroccan Pension Fund; CNOPS = National Fund of Social Welfare Organizations; CNSS = National Social Security Fund.

In the public sector, civil servants receive good coverage from their
two contributory social insurance schemes—the CMR and CNOPS—
for the right of access to compulsory health insurance. They also benefit
from great job stability and a promotion system associated with statu-
tory salary increases.® By law, civil servants have a right to their wage
in the event of incapacity to work due to illness, workplace accidents,
or maternity, as well as family allowances that are financed from the
general state budget. Their contribution rates for health insurance are
lower than those paid by private sector employees, and at 28 percent,
contributions for pensions are equally split between the public sector
and employees (table 4.3).

Retirement pension. The pension system for private sector salaried
workers operates as a pay-as-you-go system with defined benefits.
Workers are eligible to obtain a pension benefit at age 60, conditional on
having accrued a minimum of 10.4 years of contributions (3,240 days).
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TABLE 4.2

Contribution Rates for Private Sector Employees, by Type of
Benefit, Morocco, 2018

Cap on gross

Benefit monthly wage (DH) ~ Employer (%)  Employee (%)  Total (%)
Retirement pension 6,000 8.98 448 1346
Health insurance® — 411 2.26 6.37
Family allowances — 640 — 640
Job loss allowance 6,000 038 0.19 0.57
Professional training — 1.60 — 1.60
lllness, maternity, and death 6,000 067 033 1.00
Workplace accidents and disability insurance® — 1.90 084 274
Total CNSS — 22,14 7.26 29.40

Source: Original table for this publication.

Note: CNSS = National Social Security Fund.

a. Companies that provided medical insurance before the introduction of Mandatory Health Insurance are exempt
from health insurance contributions and pay a solidarity rate of 1.85 percent.

b. These benefits are provided by private insurance companies and are not administered by the CNSS.

TABLE 4.3

Contribution Rates for Public Sector Employees, by Type of
Benefit, Morocco, 2018

Benefits Taxable base Administration (%) Employees (%)  Total (%)
Retirement pension Gross wage 14 14 28
Health insurance Gross wage 25 25 5

Family allowances — — — _

Disability / workplace accident
insurance

Total — 16.5 16.5 33

Source: Original table for this publication.
Note: Family allowances are financed by the State Budget of the Ministry of Economy and Finance.

The reference wage is the average wage, capped at DH 6,000 (US$667),
of the last 8 years of contributions before retirement. Workers can con-
tribute up to 24.2 years to receive the maximum pension benefit, which
equals 70 percent of the reference wage. The pension benefit equals
50 percent of the reference wage for the first 10.4 years of contribu-
tions, and it is increased by 1 percent for each additional block of 215
days of contributions, to reach a maximum benefit of 70 percent of the
reference wage. In addition, employees can obtain complementary cov-
erage by voluntarily contributing to the CIMR. However, workers who
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do not meet the minimum of 10.4 years—which is the case for at least
16 percent of private sector salaried workers—are incentivized to switch
to informal employment (see box 4.3).

The pension system is, on average, more than actuarially fair—the
discounted sum of pension benefits is greater than the discounted
sum of contributions paid (the ratio benefits/contributions, denoted
by G, is 1). A simulation shows that there are significant differences
in the value of G depending on the salary level (figure 4.6, panel a).
First, eligible workers receive a pension benefit that is higher than
what they paid in contributions. The value of G is highest at 10.4
years of contributions, when workers receive up to about 2.5 times
the amount paid. Second, the system does not incentivize contrib-
uting more than the minimum number of years, as the value of G
declines in the number of years of contributions paid because after
the first 10 years, each additional year contributes only 1 percent
of the reference wage. In other words, the system is not actuarially
fair at the margin. This discourages working formally beyond the

BOX 4.3

Shortfalls of the Pension Scheme for Private Sector Salaried Workers

Workers who do not meet the minimum  a pension. However, these numbers could

number of years of contributions are enti- be even higher. In 2019, only 50 percent
of workers contributed to the CNSS
throughout the year and about 23 percent
contributed for less than 6 months. The

assumption is that such a distribution of

tled to a lump sum payment that cor-
responds to the contributions they paid
plus interest, as decided by the National
Social Security Fund (CNSS), excluding the

two-thirds of contributions paid by their = number of months of contributions holds in

employer. This means that they must bear
the longevity risk, as they cannot get access
to an annuity. They also bear the full cost of
the health risk, as they cannot join the public
health insurance system during retirement.
Such an arrangement, in effect, introduces
a tax on private sector salaried workers with
short formal careers and might play in favor
of informal employment.

Estimates indicate that 16 percent of all
private salaried workers might not meet the
eligibility criteria of 10.4 years to receive

every year of a worker’s career. The average
age of entry in the labor market is 25 years.

In addition, the system might have a
regressive component, to the extent that
low-wage workers are more likely to
experience discontinuous formal careers,
and thus might end up not meeting the
eligibility requirement for a pension benefit
and subsidizing high-wage workers. If they
expect to have discontinuous careers, low-
wage workers might not have an incentive
to contribute to the system.
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FIGURE 4.6

Ratio of Total Retirement Pension Benefits to Total Contributions Paid, by Number
of Years of Contributions, Morocco
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Note: Assumptions used in the simulation: salary growth rate: 3 percent; capitalization rate: 2.5 percent; discount rate: 1.5 percent; life expec-
tancy at age 60: 14 years; age at first job: 25 years. CMR = Moroccan Pension Fund.

minimum number of years required to receive a full pension. It also
hurts the financial stability of CNSS. Third, the system has a pro-
gressive component, whereby a low-wage worker (paid the minimum
wage) receives for each US$1 of contributions paid proportionally
more compared with a high-wage worker (paid DH 6,000 (US$667)
per month): the value of G is always greater for low-wage workers,
as their wage is below the cap.
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In contrast to the private sector pension scheme, the civil service
one mandates that workers must contribute for 24 years in the case
of men and 18 years in the case of women—compared to 10.4 years
in the private sector—although the required age to receive benefits
is also 60. A simulation shows that among public workers, there are
also significant differences in the value of G (figure 4.6, panel b).
Particularly, eligible public sector workers receive a benefit that is
higher than what they paid, which increases over time and peaks at
1.2 times the amount paid, or 1.51 under the former regime (before
the 2016 reform), after 38 years, thereby incentivizing public work-
ers to contribute for their entire careers. This discrepancy can lead
to segmentation between public and private sector workers, given
that there is no portability of contributions across the two schemes.
Pension contributions and benefits are calculated on an uncapped
salary, providing incentives to work longer for workers with high sal-
ary increases toward the end of their career. Civil servants’ pensions
are high and appear to be better than those in the private sector, but
public sector workers must contribute over a longer period and at
a higher percentage of their salary, which is not capped. Combined
with job stability, higher salaries and guaranteed salary increases, and
nonmonetary allowances, this generates a segmented labor market
between the public and private sectors.

The public pension scheme became less generous after the 2016
CMR reform. The old scheme provided a retirement pension calculated
as 2.5 percent of the last salary for each year of contributions at a con-
tribution rate of 20 percent. Now the pension is calculated at 2 percent
of the last salary for each year of contributions at a contribution rate to
28 percent, and it is likely that contribution rates will rise further in the
near future (World Bank 2015).

Family allowances. These have both a progressive component and
a regressive component and penalize workers with short formal job
spells. Family allowances are paid in the amount of DH 300 (US$33.3)
per child for the first three children and DH 36 (US$4) for the next
three children.? They are financed exclusively by employers’ contribu-
tions with no wage ceiling—that is, employers pay more for high-wage
workers than for low-wage workers, but all workers receive the same
benefits, conditional on having the same number of children of the
same age. Access to family allowances is provided only to workers with
a minimum of 108 days (4.15 months) of discontinuous contributions
during a period of 6 calendar months of registration and with a wage
equal to at least 60 percent of the legal minimum wage. In the case of
civil servants, contributions are paid by the public administration from
general tax revenues.



184

Informality and Inclusive Growth in the Middle East and North Africa

Based on the distribution of workers by number of months of contri-
butions to the CNSS in 2019, at least 20 percent of private formal salaried
workers might not be eligible for family allowances. This group is likely
to be composed of temporary workers, who are then left without access
to this benefit and might be better off being informal and having at least
part of the employer’s saving transferred as a higher wage. In addition,
high-wage workers with long stays in formality (typically employees with
open-ended contracts) cross-subsidize low-wage workers who meet the
eligibility requirement (4.15 of 6 months of contributions). However,
high-wage workers might also have an incentive to declare a wage that
is not higher than the cap for pension contributions, to minimize the
amount of contributions paid while still benefiting from the system.

Unemployment insurance. The job loss allowance is very low. The
CNSS provides private sector employees who involuntarily lose their
jobs and who are actively seeking a new job an allowance for up to 6
months. The allowance cannot exceed 70 percent of the average salary
received during the 36 months prior to the loss of employment, with a
ceiling equal to the minimum wage. In addition, eligibility conditions
are strict and include the following:

* Workers must have contributed to social security for at least
780 days over the 3 years preceding the date of loss of employment,
of which 260 days of contributions must have been during the last
12 months.

* Workers must be registered as job seekers with the unemployment
agency (National Agency for the Promotion of Employment and
Competencies).

* Workers must not be entitled to a disability or retirement pension.

e Workers must be able to work.

In 2019, of 32,564 private sector employees who requested access
to the compensation system for job loss (Job Loss Allowance), only
46 percent were able to benefit from it.¢ According to the Ministry of
Labor, the most common reasons for rejection are an insufficient num-
ber of insured days or lack of documentation on the number of days of
contributions.

Contributory health insurance. In 2002, the government introduced
AMO, a mandatory contributory basic health coverage scheme for pri-
vate and public sector wage workers. It is operated by CNSS for those in
the private sector and by CNOPS for those in the public sector.

In the private sector, to be eligible, workers must contribute for a
minimum of 54 days over a period of 6 months. The overall contribution
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rate is 6.37 percent, of which 4.11 percent is paid by employers. There
is no ceiling on taxable wages, which means that high-wage workers pay
much more than low-wage workers for the same service. Thus, some
redistribution could occur from high-wage to low-wage workers in
the private sector, although some high-wage workers might declare a
lower wage if their employer agrees, the probability of getting caught is
sufficiently low, and the sanction is limited. There might also be some
redistribution from workers with continuous formal employment spells
to those with short formal employment spells. Workers who cannot
reach the minimum number of days for coverage are taxed, with their
contributions subsidizing health insurance for other formal workers.

Contributory health insurance provides access to a range of ser-
vices and medicines through public and private clinics. In theory, this
coverage is good, but in practice, the quality is limited. According to
the World Bank (2018), more than 50 percent of patients of primary
health care facilities complain about the cost of prescription drugs,
waiting times, and infrastructure quality. Other shortcomings include a
limited supply of health care and an unequal distribution of providers
and human resources between urban and rural areas and across regions
(ONDH 2018).

Moreover, costs can be considerable, especially for ordinary treat-
ments. AMO reimburses 70 percent of the legal tariff if workers and
their families receive treatments through private providers. This can
sharply increase out-of-pocket expenditures, given that market tariffs
are typically higher than negotiated tariffs. These expenditures stood
at 38 percent of total health care expenditures for private sector work-
ers and 32 percent for public sector workers, as of 2018, compared to
13.8 percent in OECD countries. In addition, low-wage formal work-
ers are unlikely to be able to afford private clinics and hospitals and
might be limited in their choice of public health facilities, where the
quality of services is low. Thus, for low-wage workers, the protection
against health risks might in practice be considerably lower relative
to that of high-wage workers. To the extent that income matters for
workers’ access to health care services, this defeats the purpose of
social insurance.

Public sector workers benefit from the same health insurance
at a lower contribution rate relative to private employees, but the
refund rate is higher (80 percent of all treatments with a total cost
up to DH 200 [US$22.2]). Given that many public employees have
higher wages than private ones, they probably can afford to use pri-
vate providers. As with private employees, workers at different salary
levels pay the same contribution rate, leading to a redistribution
from high-wage workers to low-wage workers. However, since the
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contribution is capped at DH 400 (US$44.4), the redistribution is
limited compared to the private sector.

Minimum wage. Over the past two decades, the minimum wage has
increased modestly in real terms. The minimum wage is fixed by a gov-
ernment decree after consultation with various partners (representatives
of employers and employees). Currently, three distinct minimum wage
levels are in place:

o The legal minimum wage (SMIG)—which is the minimum wage in the
industry, commerce, and service sectors—is calculated on the basis of
191 hours of work per month.

* ‘The guaranteed minimum agricultural wage (SMAG), which is the
minimum wage in the agriculture sector, is calculated based on 26
working days per month.

* The minimum wage for domestic workers, which cannot be less than

60 percent of the SMIG.

In 2019, the SMIG was around DH 2,699 (US$300) per month and
the SMAG was around DH 1,904 (US$211) per month. Since 2000,
the SMIG minimum wage has been revised upward in nominal terms,
increasing by about 11 percent (21 percent for SMAG) in real terms.

The problem is that minimum wages are high relative to the aver-
age wage. Although the ratio of the minimum to the average wage
decreased by 6.2 percentage points between 1999 and 2019, going
from 53.8 to 51.4 percent (for formal salaried workers registered with
the CNSS), it remains at a high level by international standards—
averaging 40 percent among 75 countries (Kuddo and Moosa 2019).
In 2019, the distribution of wages in the private sector showed that
45 percent of all CNSS workers received a monthly wage that was on
average below the SMIG minimum wage. This was mainly because
these workers were on temporary contracts and did not work for a
whole year—and thus their annualized monthly wages were below the
legal minimum. In addition, the minimum wage was about 70 percent
of the average value added per worker, a measure of labor productivity.
Thus, the minimum wage potentially discourages formal recruitment
of workers with unknown productivity (labor market entrants) or low
productivity (Chauffour 2018).

Collective agreements. These agreements can negotiate better work-
ing conditions for employees and can take place at the company, sec-
tor, or national level.Z At the national level, the bargaining process is
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tripartite and takes place between government, unions, and the General
Confederation Enterprises of Morocco representatives. According
to the Labor Code, collective agreements are valid only if they are
signed with the “most representative” trade union at the company level
(the union must have at least 35 percent of the total number of elected
staff representatives). However, given the multiplicity of trade unions
(28 registered) in Morocco, it is difficult to reach 35 percent of elected
representatives and sign a collective agreement.

The large number of small and medium-size enterprises further
limits the use of collective agreements at the company level, as these
firms pursue a low-cost strategy and seldom seek to provide additional
or complementary benefits to employees. Thus, only a few collec-
tive agreements exist at the company level, and they are essentially
restricted to large companies. According to the latest available figures
from the Ministry of Employment and Professional Training (2018),
only 17 collective agreements at the level of private enterprises had
been ratified and 39 sectoral collective agreements had been signed.
Moreover, noncompliance with the Labor Code often leads to strikes—
with the strike participation rate increasing from 45.7 percent in 2017
to 66.4 percent in 2018 (Ministry of Employment and Professional
"Training 2018).

Hiring and firing regulations. Many workers are hired without a con-
tract. According to the High Commission for Planning of Morocco, as
of 2019, over half of salaried workers did not have a written contract
(54.9 percent), whereas among those who did have a written contract,
26.5 percent had an open-ended contract, followed by 11.4 percent on
fixed-term contracts (the rest only had a verbal agreement with the
employer). Fixed-term contracts are allowed for nonpermanent tasks in
specific cases prescribed by the Labor Code—including seasonal work,
temporary replacement of a permanent worker, temporary increases in
a company’s activity, opening a business, or launching a new product in
an existing company. Firms can hire workers on fixed-term contracts for
a period of one year, renewable once. After this period (a maximum of
2 years), the contract is converted into an open-ended one if employees
hold the same position. Hiring workers on fixed-term contracts pro-
vides flexibility in managing human resources, particularly in terms of
simplified and cheaper dismissal procedures.

In terms of firing or dismissal of workers on contracts, employees
have a probation period that allows employers to terminate without
notice or compensation; after that, termination must respect specific
conditions.! Workers on fixed-term contracts can be dismissed ahead
of the expiration of the contract. However, in the absence of miscon-
duct or economic reasons, dismissed workers are entitled to damages
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FIGURE 4.7

that correspond to the salary for the remaining months or days of the
contract. With open-ended contracts, dismissal costs can be high and
procedures complex, particularly if firms do not comply with the pro-
cedures indicated in the Labor Code (figure 4.7).2 In practice, some
companies try to reach an agreement with workers, sometimes paying
compensation without going to court. Dismissing workers is author-
ized in the case of serious misconduct (article 39 of the Labor Code;
for instance, theft, being in a state of drunkenness, using drugs, and
others) or in the case of structural, economic, or technical reasons.
In case of a dispute, the power to control the disciplinary decisions
is with the courts, and if a dismissal is not considered justified by a
court, the dismissed employee is entitled to indemnities and damages
as prescribed by the Labor Code.

Enforcement. Although enforcement is key for ensuring compliance
with labor regulations, the resources allocated to labor inspectorates
are insufficient. The Employment Directorate of the Ministry of Labor
is responsible for labor inspections, which include monitoring, advis-
ing, and arbitrating between employers and employees. Inspectors
can visit companies, question employers and employees, and request
documents that prove compliance with labor regulations. Refusal to
submit to their requests is punishable by heavy penalties. However, the
financial and human resources are well below what are needed to ensure
adequate inspections. The International Labour Organization guidance
for a lower-middle-income country is that the ratio of labor inspectors
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to employees should approach 1/20,000 (Kuddo and Moosa 2019).
In Morocco, with 304 inspectors, the ratio is about 1/40,000 (Gannat
and Betcherman 2021). Moreover, the inspectors are responsible for
supervising negotiations between employers and employees in the event
of individual or collective labor disputes, a function that takes time and
resources from what should be their key mission of ensuring compliance
with labor regulations.

The noncontributory pillar is composed of a myriad of social programs—
notably, Morocco’s flagship social protection and health program—the
Medical Assistance Plan (Régime d’Assistance Maladie aux
Economiquement Démunis [RAMED])—which was set up in 2008 and
extended nationwide in 2012.1° It is managed by the ANAM, which also
regulates basic health care coverage. As of 2016, about 45 percent of the
Moroccan population remained uncovered by any health scheme; almost
36 percent of the population was covered by contributory schemes; and
19 percent was covered by RAMED.

All residents of Morocco are entitled to free public primary health
care services, despite geographic barriers. However, public secondary
and tertiary hospitals and primary and secondary health care providers
deliver health care services conditional on patients’ payments. RAMED
provides access to health care to poor and vulnerable people, who are
not protected by compulsory health insurance. Beneficiaries are enti-
tled to free health care, subject to availability in public hospitals, like
formal salaried private sector workers. Access to a secondary or tertiary
public hospital is allowed only if a recommendation from the reference
primary care center is provided. The benefits do not include health care
delivered by private providers.

The program uses a mixed targeting methodology, combining proxy
means testing and community targeting (World Bank 2018). Individuals
must file an application with the Ministry of the Interior with informa-
tion about their socioeconomic conditions. This information is used
to generate weighted income and socioeconomic scores, according to
a proxy means testing formula based on the 2001 Household Budget
SurveylL The last decision is with interministerial local committees that
decide on the eligibility of applicants, particularly those with weighted
income scores above the poverty/vulnerability threshold. Eligible appli-
cants are registered for 3 years in the case of poor families and 1 year
in the case of vulnerable households. The latter must pay an annual fee
of DH 120 (US$13.3) per beneficiary, with a cap at DH 600 (US$66.7)
per household.
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As of 2013-14, more than 9 million workers, or around 77 percent of

Morocco’s employed population, and their families were not covered by

contributory social insurance because they were employed informally as

wage workers (3.6 million) or nonwage workers (5.4 million) (see

box 4.4). Table 4.4 maps out workers according to formality status (and

separates public sector workers from private sector ones) and household

per capita expenditures. It shows that in 2013-14:

For a better understanding of why some
Moroccan firms or workers choose to oper-
ate formally while others do not, the World
Bank conducted interviews with business
owners, employees, and own-account work-
ers. The focus was on workers and business
owners who have the means but are reluc-
tant to formalize. Their responses suggest
the presence of five behavioral bottlenecks
that impact an individual’s decision to oper-
ate formally (see annex 4B for more details).
Bottleneck 1: Social context and beliefs
about what is considered the morm. Operating
informally—that is, running an unregistered
business, not paying contributions, and
working without a contract—appears to
be accepted as the norm. Further, there is
evidence that among the target groups, it is
common for people and businesses to evade
taxes: “In general, it is for contractual and
financial reasons that I do not declare the
rest of the employees. This is common.”
It is also common to accept and pursue
unregistered employment: “I didn’t ask for
a contract because that’s how it is in this
business, there is usually no contract.”

Behavioral Constraints on Formal Employment: Evidence from Interviews

Possible remedy: Harness the power of social
norms in tax communications. A World Bank
study done in collaboration with Albania’s
tax authority shows that highlighting
people’s civic duty by pointing out how
taxes finance public goods is more effective
in increasing tax compliance than letters
focusing on the enforcement capacity of tax
authorities (Karver, Shijaku, and Ungerer
2022). But given Morocco’s relatively high
level of informal work, such messaging could
backfire when the desired behavior does not
reflect the perceived norm (Cialdini et al.
2006). In such cases, recent findings suggest
that framing the desired behavior as an
emerging trend might be more effective
(Mortensen et al. 2019).

Bottleneck 2: Difficulty weighing the present
and future costs and gains. 'This stems from
“present bias”—that is, the tendency to
overvalue immediate rewards at the expense
of long-term intentions. If benefits are
in the present and costs are in the future,
people tend to ignore the costs, even if it is
not in their best interest (Green, Fry, and
Myerson 1994). Qualitative data suggest

(continued)
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(continued)

that such short-sighted thinking appears
to make some Moroccans favor saving
on taxes today over receiving “future”
benefits (such as for health-related issues or
unemployment): “No, I do not have health
insurance, it will cost me, and I am in good
health so for the moment I do not need it.
I'll think about it when I get older.”

Possible remedy: Making the future more
salient and tangible. A series of randomized
controlled trials run by Hershfield et al.
(2011) demonstrate that people choose
to contribute more to their retirement
when they are shown digitally generated
images of their “future selves” (Hershfield
et al. 2011). Prompting Moroccan business
owners or own-account workers to envision
their future selves may encourage those
who are on the fence about formalizing to
reevaluate their priorities for future health,
pension, and tax benefits.

Bottleneck 3: Perceived lack of agency and
low self-efficacy. While structural barriers
certainly exist, some people believe that
their life outcomes are almost exclusively
contingent on events outside their control—
not their own actions. This belief illustrates
what psychologists call an external locus
of control. People with this trait might be
more likely to accept informal employment
and completely forgo the opportunity to
be hired formally, even if it is accessible
to them. This often results in a depressed
mental state. As one respondent put it:
“Informal work is common in Morocco,

Behavioral Constraints on Formal Employment: Evidence from Interviews

around me ... there is almost only that.
Many of us are in need, we have no choice
but to work informally. Nobody helps us,
how are we supposed to do things right? ...
We are condemned to live this way.” This
mind-set also makes some individuals more
vulnerable to being hired informally by
business owners looking to lower operating
costs: “There is nothing stopping me from
working formally....I started this new job
on the assumption that I was going to work
formally, but my employer has made me
wait for 5 months so I have the hope that
he will.”

Possible remedy: Increase workers’ sense of
agency and self-efficacy. This might boost
their confidence and persistence in a
difficult job market, adding pressure on
exploitative employers. It could be done
with positive psychological interventions,
which consist of goal-setting and resource-
building assignments (Ouweneel, Le Blanc,
and Schaufeli 2013). Similarly, promoting
formal job opportunities, especially
in sectors that are perceived to operate
mostly informally, might correct people’s
misperceptions about what is possible.

Bottleneck 4: Loss aversion in the face of
unstable influxes of income or revenue. Given
that regular income or revenue streams are
less likely in the informal sector, threats
to liquidity—Ilike the upfront cost of taxes
and contributions—can amplify feelings of
loss. Losses tend to overshadow potential

gains, making the loss of capital weigh

(continued)
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BOX 4.4

(continued)

more heavily than potential gains of the
same magnitude (Kahneman and Tversky
2013). Many respondents said that they fear
that they will not regularly be able to fulfill
their tax or contribution commitments:
“This [informal work] allows you to start,
to try, to understand the system before
declaring yourself and paying your taxes and
contributions.” In particular, new business
owners and own-account workers who are
just entering the market seem to worry
about their ability to comply with payment
cycles: “In my opinion, entrepreneurs do
not register because of the taxes to be paid.
There are annual and monthly taxes; ...
usually when you start you have very little
funds, and you don’t necessarily want to
lose them in taxes.”

Possible remedy: Greater payment flexibility
and  framing to accommodate fluctuations
in income or revenue. Prescriptive savings
programs with variable contribution
schedules have shown that they can
significantly increase employees’ pension
contributions (Thaler and Benartzi 2004).
In addition, a field experiment in Mexico
has shown that voluntary retirement
contributions increase significantly when
simple Short Message Service reminders
highlight the future financial security of the
account holder’s family (Shah et al. 2019).

Bottleneck 5: Lack of knowledge and unclear
information. This poses a considerable

Behavioral Constraints on Formal Employment: Evidence from Interviews

barrier, especially for those with little

education. Morocco’s informal sector
varies greatly, with active participants
ranging from unskilled shadow workers to
highly educated freelancers and business
owners who simply prefer the flexibility
and added disposable income associated
with operating informally. Although some
respondents reported that formalization
processes are clear and the steps are easy to
follow, others—especially those with low
educational attainment and the elderly—
reported the opposite: “In my opinion, the
main problem is the lack of clarity and the
lack of information; ... as long as this is
the case, there will always be informality.”
Communications on certain benefits do
not seem to penetrate all of society: “No, I
didn’t even know what it [National Social
Security Fund contributions] was; ... it was
only recently that my daughter explained
to me that it was a reimbursement system
for the doctor and the medicine.”

Possible  remedy:  Simplify

processes  and  fine-tune

enrollment
COTTMMUNICALIONS.
This would be especially prudent given
Morocco’s recent introduction of the
freelance status. The problem with large
amounts of information—notably, on
eligibility criteria—is that it often tends
to cause mental overload and lessen the

likelihood of the desired behavior (Paas,
Renkl, and Sweller 2004).
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TABLE 4.4

Distribution of the Employed Population, by Poverty and Formality
Status, Morocco, 2013-14

Status and Public sector Formal private Informal private Informal private
proportion workers workers wage workers nonwage workers Total

Nonpoor, nonvulnerable

Number 537,367 1,446,788 3,594,537 5425199 11,003,891
Percent 89.9 99.7 92.1 929 93.7
Nonpoor, vulnerable

Number 3,710 2,837 85,087 126,158 217,792
Percent 0.7 02 2.1 22 19
Poor

Number 2,181 2,128 224,740 287317 516,366
Percent 04 0.1 58 49 44
Total

Number 543,258 1,451,753 3,904,364 5,838,674 11,738,049
Percent 100.0 100.0 100.0 100.0 100.0

Source: Based on data from the 2013/14 Household Budget Survey, High Commission for Planning of Morocco.

Note: Vulnerability is defined according to the distance of household per capita consumption from the official poverty
line (< 10 percent). Public sector employees are identified using industrial codes (public administration, excluding
workers in health and education services). All workers with missing industrial codes have been classified as private
sector workers.

* Most informal workers were neither poor nor vulnerable. Between
92 and 93 percent of informal workers belonged to nonpoor and
nonvulnerable households, with a similar share among salaried and
nonsalaried workers.

e Noncontributory programs only cover illness, which means that
informal workers are not insured against disability, workplace acci-
dents, unemployment, and longevity and might easily fall below the
poverty line in the case of a shock.

® The large number of informal workers constrains the extent of risk
pooling and thus contributes to delivering suboptimal coverage even
to formal workers, compared to a scenario where most workers con-
tribute to the system.

The interactions between the contributory and noncontributory
social insurance schemes do not incentivize formal work and lead to
erratic coverage. The way the two schemes play out is especially clear
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for informal salaried workers, who, unlike own-account workers and
employers, are required to contribute to the CNSS. The following
scenarios could emerge:

®  Poor workers have several incentives to become formal and make social
security contributions: they would have access to better health care
from CNSS, and they would be paid at least the minimum wage.
However, there are trade-offs. They would no longer receive free
access to public primary health care through RAMED, along with
cash transfers from Tayssir (the cash transfer program for children) if
they have children, although both programs provide limited benefits.
Moreover, firms might not be incentivized to hire formal workers
with very low productivity—given that these workers would need to
be paid at least the minimum wage, and if adjustments to the labor
force are needed, employers would have to pay considerable dismissal
costs to those hired with an open-ended contract.

o Informal nonpoor, vulnerable workers might face a similar trade-off, with
the main difference being that they have access to RAMED, conditional
on paying a small annual fee. Unless they attribute significant value to
insurance against other risks—particularly pension benefits, as well as
family allowances—they might be better off working informally.

o Informal nonpoor; nonvulnerable workers. A large part of the 9 million
informal nonpoor, nonvulnerable workers would opt for contribut-
ing to the system if the net value of contributory social insurance
were sufficiently high, but they do not. The main reason is that the
value and quality of the benefits provided varies across different
groups of these workers. For example, low-wage salaried workers
with sufficiently long formal careers might benefit from pension
benefits more than high-wage workers—but they might also be
incentivized to declare a lower wage, as there is no cap on contribu-
tions paid for health insurance. High-wage salaried workers might
also enjoy the benefits of a retirement pension, although they receive
proportionally less compared with low-wage workers for each US$1
of contributions, and they might have an incentive to declare a lower
wage since there is no cap of contributions paid for health insurance.
Thus, depending on the degree of bargaining power, some workers
might be able to receive a higher wage by working informally, thanks
to savings on the employer’s side, which derive from not contribut-
ing to social insurance and a higher degree of flexibility in managing
the workforce.

A big problem for the noncontributory pillar is the low level of
government outlays on RAMED—at about 0.15 percent of GDP in
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TABLE 4.5

Public Expenditures on Pensions and Health Insurance,
Contributory and Subsidized, Morocco, 2019

Type of plan Expenditures (DH, millions) Share of GDP (%)
Pensions 70,109 6%

AMO 14,294 1.24%
RAMED 1,710 0.15%

Sources: Calculations based on Budget Law 2021 (Ministry of Finance); ACAPS 2020.
Note: AMO = Mandatory Health Insurance; GDP = gross domestic product; RAMED = Medical Assistance
Plan.

2019, compared to about 1.24 percent of GDP spent on contributory
health insurance (table 4.5). The population covered by RAMED was
estimated at 10.9 million in 2019, which means an average allocation
of about DH 157 (US$17.4) per person, according to data from the
National Agency for Health Insurance. In the case of AMO, with about
13.3 million beneficiaries, the average per capita allocation is estimated
at about DH 1,075 (US$119.5) (Ministry of Economy and Finance
2019; ACAPS 2020).

Although resources allocated to the Ministry of Health have
increased since the start of RAMED (by 75 percent from 2008 to 2016)
(World Bank 2018), the total allocation is still well below what is needed
to address the needs of the increasing number of beneficiaries without
penalizing the supply of public primary health care available to formal
workers. As a result, there have been significant increases in waiting
times for care and a decline in the quality of health care. This is poten-
tially a disincentive to formal employment—especially for low-wage
workers who cannot afford private health care providers—as it lowers
the value of contributing to health insurance under the CNSS. In addi-
tion, about 3 percent of GDP, compared to an average of 1.8 percent
among other middle-income countries, finances regressive consumer
subsidies for liquefied petroleum gas, sugar, and flour.

The “taxes and transfers” realm is composed of various dimensions that
directly influence whether economic agents adhere to their tax obliga-
tions or hide under the radar; whether they opt for real or special tax
regimes; and, often as a by-product, whether they operate informally or
formally. In particular, the design of tax schedules, strength of tax
enforcement, and existence of preferential tax regimes for firms are all
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important determinants of actual tax revenues and the overall tax burden,
and they affect the productivity of firms, number of workers covered by
contributory social insurance, and redistributive power of social
protection systems, thereby also affecting other social and economic
outcomes, such as poverty and inequality. This section focuses on three
core elements of overall tax revenue: (1) the personal income tax (PIT),
(2) corporate income tax (CIT), and (3) value added tax (VAT).

Direct taxes include the PIT and CI'T, whereas indirect taxes include the
VAT, consumption tax (such as excise tax), customs tax, and others (such
as stamp duties and local taxes). In 2018, about 57 percent of tax revenue
was attributable to indirect taxation— the VAT (38.8 percent), consump-
tion tax (12.9 percent), customs tax (4.4 percent), and others (0.5 per-
cent)—while direct taxation accounted for around 43 percent of tax
revenue, of which the CIT and PIT represented 23.5 and 19.8 percent,
respectively (figure 4.8, panel a).

Since 2000, the dirham value of Moroccan tax revenues has increased
considerably, from DH 74 billion (US$8.2 billion) in 2000 to DH 224
billion (US$24.9 billion) in 2018 (up 203 percent), but tax revenues
as a share of GDP have followed a different path (figure 4.8, panel b).
Although they initially expanded more rapidly than GDP—from 18.0
percent in 2000 to 24.5 percent in 2008, thanks to increases in VAT,
CIT, and, to a lesser extent, PIT receipts—they mostly declined thereaf-
ter. Indeed, relative tax revenues dropped to 20 percent of GDP in 2018.
The reasons for the decline are threefold:

® The 2008 financial crisis and ensuing economic fallout slowed down
economic activity, which reduced individual incomes and business
revenues and, in turn, direct tax revenues.

* CIT rates were lowered to attract domestic and foreign investment—
in 2008, for financial institutions, from 39.6 to 37.0 percent, and for
other sectors, from 35.0 to 30.0 percent.

® The contribution of indirect taxes to GDP, notably the VAT, also
decreased, reaching 7.8 percent in 2018.

In 2018, Morocco’s total tax revenue represented 21.9 percent of
GDP, and although it was greater than that in the Arab Republic of
Egypt (14.2 percent) and Jordan (15.8 percent), it was below Tunisia
(23.3 percent), Algeria (27.1 percent), and the OECD average (24.6
percent) (figure 4A.7, in annex 4A). Moreover, almost 8 in 10 workers
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FIGURE 4.8
Share of Structure of Taxes and Tax Revenue, Morocco
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and most enterprises are informal and, thus, do not pay taxes. As a result,
the tax burden is unusually high, falling on a small number of contribu-
tors, mainly taxable formal private and public salaried workers and large
firms. This makes the informal-to-formal transition costly, possibly
discouraging formalization among workers and enterprises.
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Moreover, the Ministry of Economy and Finance and the CNSS are
responsible for collecting taxes and social security contributions, respec-
tively, which often leads to subpar enforcement. This is because commu-
nication and information exchange between the two authorities is weak,
increasing the likelihood of arbitrage, fraud, and evasion. In 2019, the
ministry noted that while only 33 percent of companies reported profits,
as much as 73 percent of them paid the minimum tax bill (Ministry of
Economy and Finance 2019).

The PIT is levied on individuals’ income (if their earnings are above the
minimum wage) and profits of companies (that have not opted for the
CIT). It is levied on income from wages, salaries, pensions, annuities,
other sources of personal income derived from individual assets (such as
real estate), returns on investment, agricultural revenues, and the income
of businesses that are outside the CI'T regime (mostly professionals who
are self-employed) (figure 4.9, panel a).

In 2018, formal employees contributed the most. Taxes levied on sal-
aries and wages represented 74.1 percent of PIT revenues, 13.6 percent
of total tax revenues, and 3.9 percent of GDP, which is high compared
to the average developing country (2.5 percent of GDP) (IMF 2022).
Moreover, professional revenues and capital gains derived from financial
instruments represented 13.8 and 3.5 percent of total PIT revenues,
respectively, while the remaining 8.7 percent was ascribable to both
real estate and agricultural revenues (aggregated as “other sources”)
(figure 4.9, panel b).

The marginal PIT rate jumps significantly around the minimum
wage, which may disincentivize formal employment among low-wage
workers. As shown in figure 4.10, workers with an annual salary below
or at the minimum wage (DH 2,500, or US$278) are not subject to PIT
obligations. Thereafter, the marginal tax rate jumps to 10 percent, with
a progressive increase reaching 38 percent for monthly incomes above
DH 15,000 (US$1,668.5) (DH 180,000, or US$20,022, per year). The
increase at the bottom of the PI'T schedule might generate an incentive
to be informal among low-wage workers or to declare a monthly wage
below or equal to the minimum wage.

Although it is not possible to estimate the share of formal work-
ers earning the minimum wage or less (due to limited access to data
on wages), as of 2018, informal employment accounted for as much
as 65 percent of wage employment in the private sector. This means
that at least 2.8 million informal workers did not pay social security
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FIGURE 4.9

Share and Composition of Personal Income Tax, Morocco, 2018

a. Structure of personal income tax

Personal
income tax
by source

Revenues and
capital gains on
financial
instruments

Revenues
Salary Professional derived from
revenues revenues agricultural
farms

Real estate
revenues and
capital gains

b. Composition of personal income tax revenues

@ Salary revenues
@ Professional revenues

@ Revenues and capital gains
on financial instruments

Other sources

Sources: Panel a, based on data from PricewaterhouseCoopers; panel b, based on data from the Organisation for Economic Co-operation and
Development.

contributions or the PIT. As a result, the PIT burden among salaried
workers falls on just a few formal employees who earn above the mini-
mum wage, while the rest are exempt or evade. In 2017, 95 percent of
tax revenue coming from wages was paid by formal employees operat-
ing in 11.5 percent of companies registered with the tax authorities
(Economic, Social, and Environmental Council 2019).

Widespread exemption from and evasion of taxes influence the
informal/formal divide in several ways. First, wage workers earning
the minimum wage or less may decide to be informal due to the
functioning of the social insurance system (as discussed in the section
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FIGURE 4.10

Marginal and Average Tax Rates by Monthly Income, Morocco, 2018
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on Realm 1). Second, workers earning above the minimum wage are
liable to pay the PIT, while their employers are liable to pay social
insurance contributions. These costs may further encourage eva-
sion and informal employment for workers and employers trying to
reduce individual and firm costs, which, in such cases, represent the
nonpoor proportion of informal wage earners in Morocco. The inef-
ficient and inequitable market outcome leads to a sizable proportion
of high-wage workers opting for informality, thus not contributing
to social security and evading taxes, while potentially benefiting from
inexpensive social protection under noncontributory regimes or pur-
chasing private health insurance.

The revenues from self-employed professionals fall under a more
favorable tax regime compared to salaried workers. These individuals
operate within three groups: (1) commercial, industrial, and craft pro-
fessions; (2) real estate professions (such as real estate developers, land
developers, and property traders); and (3) liberal professions, including
doctors, lawyers, and architects. Unlike salaried workers, where taxes
are deducted at the source by employers, those falling under the pro-
fessional revenues PIT regime must declare their revenues—and they
will be subject to one of three professional PIT regimes, which offer
preferential tax rates according to the type of business and amount of
turnover (table 4.6).12
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TABLE 4.6

Professional Income Tax Regimes, Morocco, 2018

Real net income Simplified netincome  Fixed-benefit regime
Professional activity regime (DH) regime (DH) (DH)

(1) Commercial professions,

) ) ~ " Turnover lessthan  Between 1 million Turnover 1 million or
industrial or craft activities,

2 million and 2 million less
owner of a fishing boat
(2) Real estate professions Turnover greater Between 0.25 million Turnover 0.25 million
(3) Liberal professions than 0.5 million and 0.5 million or less

Source: General Tax Code, 2022.

Morocco has introduced special regimes to promote entrepreneur-
ship in specific sectors, by providing large tax incentives to individuals
who start a business.* The following are examples:

* Auto-entrepreneur status came into effect in 2015, with the objective of
reducing informal activities and encouraging access to the labor mar-
ket through self-employment. This status potentially covers self-
employed people and those who want to start a new self-employed
activity—but not regulated professions (like lawyers, health care prac-
titioners, or notaries).1* The ceilings for eligibility are (1) DH 500,000
(US$55,617) for commercial, industrial, and artisanal activities; and
(2) DH 200,000 (US$22,847) for services.* The former pay 1 percent
on revenues, and the latter, 2 percent. They are exempt for 5 years
from the start date, and they do not pay the VAT 16

Full tax exemption for small farmers is available to those whose turnover
is less than DH 5 million (no PIT or CIT obligations). If annual turn-
over exceeds the threshold, they must pay the PIT and CIT for that
year and the following three years, albeit at a preferential rate.’

* Large farms can benefit from lower tax rates if turnover exceeds a
certain threshold.”®

These special regimes further incentivize legal informality. They
entice salaried workers into self-employment to benefit from the lower
tax rates offered under the special regimes, while sacrificing their
access to social insurance, as CNSS laws have so far excluded the self-
employed. The special regimes also do not encourage the self-employed
to grow, given that once revenues exceed a certain threshold, they are
liable to a less favorable tax regime and might end up with lower post-
tax profits. Taken together, although such schemes can increase the
number of workers registered with the tax authorities, they do little to
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insure workers against risks and do not promote the affiliation of work-
ers to CNSS—or encourage the self-employed to grow, structure their
company, hire formal workers, and pay the CI'T.

The CIT is levied on the turnover of corporations, private limited liabil-
ity companies, public institutions, and other legal entities that carry out
profit-making operations. The marginal tax rates, based on companies’
net profits, range from 10 percent for firms with annual net profits of less
than or equal to DH 300,000, to 31 percent for firms with net profits
equal to or more than DH 1,000,000 (equivalent to about US$111,235)
(table 4.7). In addition, expenses incurred in the operation of the business
are deductible unless specifically excluded. The CIT cannot be lower
than a minimum contribution of 0.5 percent (or 0.25 percent for specific
products) levied on the turnover and other specific revenues. The mini-
mum contribution is not due during the first 36 months once activities
have begun—but it rises to 0.6 percent when, beyond the 36-month
exemption period, the current result, excluding amortization, is declared
negative for two consecutive fiscal years.

There are multiple special CIT regimes for specific types of compa-
nies to attract industrial investors, both domestic and foreign:

o Export sector. Exporting companies receive a full exemption from the
CIT for 5 consecutive years and a reduced tax rate of 17.5 percent
applied to the part of net profit that exceeds DH 1,000,000 (equiva-
lent to about US$111,235) for the subsequent years (this rate was
raised to 20 percent under the 2020 Budget Law).

® Free trade zones. These pertain to companies that operate in industrial
export acceleration zones. The main tax advantage for companies in
this group is total exemption from the CIT during the first 5 financial
years from the date of the start of operation—and a tax rate of
8.75 percent for the next 20 consecutive years.

TABLE 4.7

Marginal Income Tax Rate and Net Profit of Companies,
Morocco, 2018

Marginal income tax rate (%) Net profit of companies (DH)
10 0to 300,000
20 300,001 to 1,000,000
31 1,000,001 and above

Source: Based on data from PricewaterhouseCoopers.
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* Hotel companies. These are exempt from the CIT on foreign currency
turnover for the first 5 years—and they have a preferential CIT rate
of 17.5 percent on the part of their taxable base corresponding to
foreign currency turnover.

The problem for Morocco is that CI'T special regimes divert the tax
burden onto a small share of large formal enterprises under the general
regime. Multiple corporate tax regimes that offer companies different
CIT schedules based on turnover encourage fraud among those that want
to stay or appear small and not declare their true turnover, so that they
can pay lower taxes. If the tax authorities were to increase enforcement
and monitor firms more stringently, firms could split into several separate
legal entities and report lower turnover to pay less taxes. Such fraudulent
behavior is already apparent, exemplified by the fact that a very small
share of companies pay the CIT. In 2017, 95 percent of corporate tax
revenue was covered by only 6.1 percent of firms registered with the
tax authorities.? Overall, the current CIT system taxes large, productive
firms that are most likely to create formal jobs, while subsidizing firms
that are motivated to stay small and at a lower productivity level with lit-
tle scope for creating formal jobs, thereby encouraging informality.

The VAT is due on all industrial, commercial, and handicraft transac-
tions taking place in Morocco, as well as on importation operations. It is
the main indirect tax and largest contributor to tax revenues in Morocco
(38.8 percent in 2018). It follows the so-called credit-invoice method and
is a noncumulative tax levied at each stage of the production and distri-
bution cycle. Thus, suppliers of goods and services must add the VAT to
their net prices. Where the purchaser is also liable for the VAT, the input
VAT may be offset against the output VAT. Although the VAT is ulti-
mately borne by the consumer by being included in the price paid, the
responsibility for charging, collecting, and paying it to the tax authority
at each stage of the process rests with the business making the supply. As
of 2018, five VAT rates were applied in Morocco (one standard and four
reduced rates):

® The standard VAT rate is 20 percent, applicable to most goods and
services.

* The first reduced VAT rate, which has the right of deduction, applies
7 percent to certain daily use goods, such as powdered milk, pharma-
ceutical products, and water supplied to various public utility
networks.
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® The second reduced VAT rate, which has the right of deduction,
applies 10 percent to certain food products, beverages, tourism sec-
tors and hotels, tourist establishments, and financial operations.

® The third reduced VAT rate, which has the right of deduction, applies
14 percent to nonartisanal butters, passenger and freight transporta-
tion, and electric power.

® The fourth reduced VAT rate, which does not have the right of deduc-
tion, applies 14 percent to all services of insurance agents.

The main downside of the VAT system is related to exemptions
offered to those falling under the special regimes (like auto-entrepre-
neurs). It creates an incentive for them to remain small and pay lower
taxes, and it discourages firms in the real regime from exchanging with
them. This is because goods and services purchased from the self-
employed under a special regime cannot be included in the calculation
of the deductible VAT. As a result, those under the special regime trade
mostly with other informal firms or sell to final consumers. The lack
of exchange and competition between individual enterprises in the real
and special regimes hinders connections between micro or small and
medium or large enterprises—thus preventing technical and techno-
logical knowledge transfer, and inhibiting economies of scale, growth,
and the creation of formal jobs.

The “market conditions” realm comprises a complex set of dimensions
that directly affect the number, size, and productivity of firms, and their
interactions with Realms 1 and 2 contribute to determine the social pro-
tection, poverty, and inequality outcomes of individuals and their house-
holds.? This section focuses on three areas that affect the entry, exit, and
growth of private sector firms: (1) registration procedures and costs,
(2) enforcement of credit and commercial contracts, and (3) competition
in the product market. These areas primarily draw on the World Bank’s
Doing Business report, which covers 12 areas (“dimensions”) of business
regulation (World Bank 2021), and on findings from the Enterprise
Survey (2019/2020).

Morocco achieved a high score on the “starting a business” dimension
of doing business, scoring 93.0 out of 100 and ranking 43rd in the
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world, higher than MENA (84.0) and even the OECD average (91.3).
The exceptional performance reflects two policy interventions:
(1) creation of a one-stop center called the Regional Investment Center
(Centre Régional d’Investissement), which pools together procedures
related to social security (2002), taxes, and business registration; and
(2) abolishment of the minimum capital requirement for a minimum
liability cost (2013). Overall, starting a business is an efficient process
that has fewer steps, takes less time, and is inexpensive compared to
regional peers. It consists of 4.0 procedures, compared to 6.5 in MENA;
takes an average of 9.0 days, compared to 20.3 days in MENA; costs
around 3.6 percent of income per capita, compared to 16.7 in MENA;
and has no minimum capital requirement, compared to almost 9.0 per-
cent of income per capita in MENA.

On the “registering a property” dimension, Morocco scored 65.8 out
of 100, outperforming MENA (63.4) but notably less than the average
for OECD countries (77.0). This process takes an average of 20 days,
has 6 procedures, and costs 6.4 percent of the property value, while
in MENA, there are slightly fewer procedures (5.4) and it is cheaper
(5.6 percent of property value), but the process takes significantly more
time (26.6 days). Moreover, buying and registering land remains a severe
constraint on doing business for all types of firms in Morocco—domes-
tic or foreign, and small or large (World Bank 2021). This is driven by
a multitude of regulatory inefficiencies caused by a complex land ten-
ure system, diverse land management regulations, and inadequate land
administration.

Despite some improvement in the financial system—notably, the intro-
duction of credit scores in 2017—accessing finance remains one of the
biggest challenges for firms. Indeed, Morocco achieved its lowest score
in the “getting credit” dimension of doing business, scoring 45.0 out of
100 and ranking 119th in the world, slightly better than the MENA aver-
age (41.8) but far worse than the OECD (64.3). The two metrics of this
dimension on which Morocco performed particularly poorly were
“strength of legal rights index” and “credit registry coverage.” For the
former, which measures the degree to which collateral and bankruptcy
laws protect the rights of borrowers and lenders, Morocco scored 2.0
(out of 12.0), while MENA scored 3.1, and the OECD scored 6.1. For
the latter—which reports the number of individuals and firms listed in
the credit registry as a percentage of the adult population, and thus acts
as a measure of the strength of credit-reporting systems—Morocco
scored 0 (percent of adult population), significantly less than MENA’s
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15.8 and the OECD’ 24.4. While getting credit is difficult for all firms
in Morocco, it is particularly challenging for the smallest ones, which
mostly rely on internal sources of finance (figure 4.11).2!

What happens when there are commercial disputes? With an overall
score of 63.7 (out of 100.0), Morocco performs well, exceeding MENA
(56.0) but still lagging aspirational leaders, such as the OECD (67.8), on
the “enforcing contracts” dimension. However, the overall score masks
significant differences in quality within this element. Although settling
commercial disputes is fast in Morocco—taking 510.0 days, compared
to 622.0 days in MENA and 589.6 days in the OECD—it is a relatively
expensive process, costing 25.6 percent of the claim value, compared to
24.7 percent in MENA and 21.5 percent in the OECD.

The most prominent shortcoming is related to the “quality of
judicial process index,” which measures the efficiency of the court
structure and proceedings, case management, court automation, and
alternative dispute resolution. Morocco scored 9.5 out of 18 (com-
pared to the OECD’ 11.7). One problem is that the congestion of
the courts slows down the settlement of disputes. Another is that
issues related to the commercial court system are overburdened by
the volume of cases, and court sessions often require judges to ren-
der decisions and rulings on multiple cases in a single hearing. The
simultaneous resolution of cases that are relatively small in terms of
financial interest (like default cases) and those that are economically
more important are also problematic.

FIGURE 4.11

Use of Credit, by Firm Size, Morocco, 2019-20
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On the “resolving insolvency” dimension, Morocco scored 52.9 (out
of 100)—which is significantly higher than MENA’s weak performance
(34.5) but far less than the OECD (70.2). It takes 3.5 years and costs
18 percent of the estate to resolve an insolvency in Morocco, compared
to 1.7 years and 9.3 percent of the estate in the OECD. Recovery rates
in Morocco remain comparable to the regional average but significantly
lower than the OECD (70.2 cents per US$1). Although Morocco has
taken steps to make resolving insolvency easier (like encouraging the
continuation of the debtor’s business during insolvency proceedings),
such changes are barely reflected in its score.

State-owned enterprises (SOEs) monopolize most sectors in Morocco
and benefit from privileges that are unavailable to competitors, thereby
limiting private sector contestability. There are approximately 725
SOEs—including 210 statutory public establishments and 515 limited
liability companies of which the state is the ultimate owner and over
which it exercises partial or total control (World Bank 2019). A World
Bank survey shows that nearly 23 of 29 surveyed sectors in Morocco had
at least one SOE. Examples include the following:

* The National Office of Electricity and Drinking Water, which is an
SOE, dominates the electricity sector in generation, distribution, and
transmission of electricity—distributing electricity to nearly 55 per-
cent of the population.

* In the banking sector, the top three banks hold two-thirds of the
banking system’s assets.

* In telecommunications, competition in fixed broadband is weak, with
Maroc Telecom (which is 22 percent state-owned) holding a market
share of 89 percent of fixed lines, as of September 2018.

Importantly, Moroccan SOEs deliver commercial goods and services,
often in direct competition with private sector firms. In the absence of
structural or accounting separation between commercial and noncom-
mercial activities, SOEs can use the revenues from noncommercial
activities to cross-subsidize commercial activities where they face pri-
vate competition (World Bank 2019). Although SOEs are subject to the
VAT, some are exempt from corporate taxes and may enjoy parafiscal tax
revenues instituted for their benefit. Such privileges discourage firms
from entering some markets, as the probability of survival is low and the
potential profits are small.
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Domestic market contestability is further stifled by cronyism and the
privileges enjoyed by some operators, making it hard for young firms
to enter markets. Many of Morocco’s lucrative industries remain in
the hands of a few families, competing on an uneven playing field with
smaller businesses that face high barriers to entry (Saadi 2016). About
7 percent of Moroccan firms are politically connected and have access
to privileges that deter new firms and inhibit unconnected firms from
growing (Islam, Moosa, and Saliola 2022). Economic activity is driven
mostly by established firms rather than new ones—with total revenues
from large, listed companies representing 31 percent of GDP—and
mostly in a limited number of nontradable sectors (like construction,
real estate, and commerce) with low potential for quality job creation
and value addition IFC 2019).

However, Morocco has made some progress on two fronts:

* Promoting private sector participation. It has opened several traditional
government activities (like water and electricity distribution and man-
agement of nonhazardous waste) to private domestic or foreign oper-
ators via delegated management or concession arrangements. These
activities generally have tendering procedures.

® Regulating SOE activities. It has established a Code of Good Corporate
Governance Practices. This requires greater use of standardized pub-
lic procurement and accounting rules, outside audits, inclusion of
independent directors, board evaluations, more transparency, and bet-
ter disclosure. Various governance-related initiatives—like multiyear
contracts with major SOEs—also aim to enhance performance and
transparency.

Price controls, which span markets where competition is typically
viable, may further distort the incentives of private firms to participate
in such markets and provide quality goods and services. In Morocco,
the law allows businesses ample freedom to apply price controls; this
undermines the general principle of freedom of prices. Price controls
include not only those established by decree—which can cover virtually
any product or service—but also those requested by business or profes-
sional associations.

As of 2019, for example, price control regulation in retail remained
in place for 12 products/services, including (1) the energy sector (elec-
tricity and butane gas), (2) transportation (urban/interurban), (3) sta-
ples (drinking water, sugar, flour, pharmaceutical products, detergent,
and tobacco), and (4) regulated professional services (notaries, medical,
and judicial services) (World Bank 2019). Moreover, some of these
price-controlled products (like transportation, sugar, and flour) remain
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heavily subsidized, causing further distortions of consumption pat-
terns and a bigger burden on public expenditures. Thus, to encourage
competition, growth, and formal job creation, it is important that the
government limit exemptions from the application of the Competition
Law, especially for potential abuses of dominance and nontransitory
price controls.

After an in-depth review of informality in Morocco—through an insti-
tutional lens—what are the key takeaways for the country in its pursuit
of a sustainable, inclusive growth path? Here, it is useful to look at what
each of the three realms has highlighted.

The system of contributory social insurance bas design features that can incentiv-
ize informal employment. The legal framework mandates salaried workers
to contribute to social insurance, whereas own-account workers and
employers were not required to do so before the recent, and still ongo-
ing, reform aimed at extending health insurance to all citizens. This
means that about 1 in 2 workers are legally informal. More specifically:

o Contributory health insurance provides access to a range of services
and medicines through public and private clinics, with a refund rate
capped at 70 percent of the legal tariff when opting for ordinary
treatments through private providers. Yet the public health system is
characterized by several shortcomings, including a limited supply of
health care and an unequal distribution of providers and human
resources between urban and rural areas and across regions. Conse-
quently, physical access to hospitals remains problematic for the
population, and workers are usually confronted with long waiting
lines and low-quality treatments.

* Retirement pensions are more than actuarily fair. However, the discon-
tinuity introduced at 10 years of contributions imposes a de facto tax
on workers with short formal careers.

The minimum wage and potentially lengthy dismissal procedures increase the
cost of hiring formal private sector workers. A big part of the problem is that
the minimum wage is set at a high level relative to the average, which
does not help the formal recruitment of workers whose productivity
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level is very low or unknown (such as in the case of first-time job seek-
ers). Further, firing costs are a sizable share of an employee’s wage,
which rise the longer the employee stays with the firm—and dismissal
procedures can be complex and lead to uncertainty if the employer
and worker fail to reach an agreement and appeal to the courts. These
factors might favor the informal hiring of workers if employers want
to have more leeway in adjusting the size of the workforce in case of
shocks—especially given that some workers might assign a low value to
contributory social insurance.

Contributory social insurance has mixed effects on inequality. There are
two channels by which social insurance can deliver redistribution:
high- to low-wage workers and firms to workers. In Morocco, there are
limitations that make any redistribution likely to be small:

® 'There is a wage ceiling above which salaried workers do not pay con-
tributions for retirement pensions.

¢ Low-wage workers are more likely to have a discontinuous career and
not meet the minimum contributions required to be eligible for a
pension benefit, thus redistributing resources form low- to high-wage
workers.

® Health insurance does not cover all the costs of services (except for
chronic diseases), and sizable copayments penalize low-wage workers
relatively more than high-wage ones.

* Depending on the functioning of the labor market, firms might be able
to shift the cost of contributions to workers in the form of a lower wage,
thus reducing the extent of redistribution in the right direction.

¢ Firms’ owners are likely to have higher incomes than workers in
medium-size and large firms, which are few in Morocco, thus limiting
the extent of income redistribution from low- to high-income
individuals.

The interaction between contributory and noncontributory social insurance
contributes to lower the value of formality. Although resources allocated
to the Ministry of Health have increased since the introduction of
RAMED, the total allocation is still well below what is needed to address
the needs of a rising number of beneficiaries without deteriorating
the supply of public primary health care. Waiting times for care have
risen, along with a decline in the quality of health care provided. This
is potentially an important disincentive to formal employment, particu-
larly among low-wage workers who cannot afford to use private health
care providers, thus decreasing the value of contributing to health insur-
ance under the CNSS.
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Because of the limited tax base, the tax burden is relatively high and does not
incentivize formality. The share of tax revenue in GDP is slightly less than
the share of OECD countries. But due to the limited number of taxpay-
ers—Ilargely formal salaried workers with a salary higher than the mini-
mum wage and enterprises under the CIT real regime—the average tax
burden is high. This is especially so given that the formal sector must also
pay social security contributions. Thus, the expectation of a relatively
high tax burden (under the income tax or in the form of social security
contributions) encourages tax evasion and makes transitions from the
informal to the formal sector costly and unappealing. This is coupled
with inefficiencies and a lack of tax administration resources that reduce
the probability of being caught and sanctioned.

The complexity of Morocco’s tax system undermines formalization, particu-
larly among the self-employed. A significant proportion of the overall tax
system is based on self-declaration of income or revenues, which applies
to the self-employed and those under corporate tax regimes. This design
encourages fraud by means of tax evasion and arbitrage, as workers under
professional regimes or corporate tax regimes have an incentive to under-
report revenues to pay less tax while also benefiting from fewer social
contributions. For instance, the contribution of professional workers to
tax revenue was very low (13.8 percent of PIT revenue), compared to
that of formal salaried employees (74.1 percent), in 2019. Taken together,
the incentive structure created by the current design of the tax system
encourages the self-employed to keep revenues below a particular thresh-
old, stay small and unproductive, and create few formal jobs.

The tax system offers VAT exemptions to own-account workers under a
special regime, hurting firm growth and formalization. The VAT is applied
under the credit-invoice method: firms selling intermediate inputs issue
invoices including the VAT, and buying firms deduct the VAT paid on
intermediate inputs so that consumers of final goods only pay tax on
value added. However, most informal firms are not registered with the
tax authorities, and when they are, they usually pay taxes under special
regimes, which may impede them from selling to formal firms because
they cannot issue invoices. The interface between these regimes and the
VAT implies that informal firms (including “auto-entrepreneurs”) can
sell only to other informal firms or to final consumers, reducing the
VAT revenues while increasing the appeal of informality and remaining
small to firms (particularly for self-employed workers who benefit from
preferential tax rates). Moreover, the lack of exchange and competition
with formal firms hinders connections between micro or small and
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medium-size or large enterprises, thus preventing technical and tech-
nological transfer and inhibiting economies of scale.

Registering a business is straightforward and unlikely to hurt firms’ formaliza-
tion decisions. The more complex, lengthy, and costly the procedures nec-
essary to register and comply with the law are, the less attractive and
likely it is that micro and small firms will comply with the law and oper-
ate formally. In Morocco, starting a business is an efficient process with
just a few steps, low costs, and no minimum capital requirement.

Difficulty accessing credit is a major constraint for all Moroccan firms, espe-
cially small ones. When it is cuambersome and expensive to access finance,
firms may prefer to keep control of their assets and remain unincorporated
and avoid the risk being impounded if they have a credit contract. In such
instances, it may be preferable for the business to hide under the radar
of the law, use internal sources of finance, and transact only with trusted
partners, incentivizing firms to stay small, at low productivity levels, and
informal. In Morocco, accessing finance is a primary constraint for private
sector firms, and the rights of borrowers and lenders are poorly enforced,
thereby hindering the ability of firms to grow and create formal jobs.

There is significant room for improvement in vesolving commercial dis-
putes. Well-functioning judicial systems and strong commercial contract
enforcement directly affect the level of security and integrity of the eco-
nomic transactions of formal firms. Better enforcement corresponds to
lower transaction costs and more incentives to operate formally. Although
resolving commercial disputes is typically a quick process in Morocco, it is
expensive compared to regional peers, and the quality of the judicial pro-
cess is very low, thereby decreasing the advantages of operating formally
and beyond a trusted network of suppliers and clients.

Coupled with cronyism, SOEs and price controls stifle competition in Morocco’s
product markets. Product market competition is related to firms competing
on an even field and speaks to the cost that firms face when starting opera-
tons in a market for specific goods or services and when they interact with
existing firms. In Morocco, the presence of SOEs and monopolies, often in
sectors where there is no rationale for their presence, combined with price
controls, dissuades firms from entering markets or pushing inefficient pro-
duction units out of markets. The result is fewer firms, lower productivity,
and less formal job creation. In addition, Moroccan cronyism in the form
of politically connected firms further undermines market contestability
and fair competition through preferential access to credit, unfair competi-
tion and contract enforcement, and access to sectors with barriers to entry.
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ANNEX 4A: ADDITIONAL STATISTICS

TABLE 4A.1

Distribution of Private Sector Employees Declared to the CNSS, by Sex
and Number of Months of Contributions, Morocco, 2019

Number of months Men Share of men (%)  Women  Share of women (%) Total Share of total (%)
1 115,404 66 60,328 34 175,732 5
2 97,358 66 49,831 34 147,189 4
3 87,528 64 48,646 36 136,174 4
4 76,691 65 41,230 35 117,921 4
5 76,398 67 37,664 33 114,062 3
6 107,051 68 50,864 32 157,915 5
7 78,767 65 42,062 35 120,829 4
8 66,943 66 35,085 34 102,028 3
9 78,843 66 40,987 34 119,830 4
10 101,118 63 59,536 37 160,654 5
1 155,882 64 87,198 36 243,080 7
12 1,185,245 69 527,661 31 1,712,906 52
Total 2,227,228 67 1,081,092 33 3,308,320 100

Source: Based on data from CNSS 2020.
Note: CNSS = National Social Security Fund.

TABLE 4A.2

Distribution of Private Sector Employees Declared to the CNSS, by
Sex and Salary Bracket, Morocco, 2019

Wage bracket Men % Women % Total %

1-SMIG 1,041,120 432 573,815 506 1,614,935 456
SMIG-6,000 1,008,767 419 406,391 358 1/415,158 399
6,000-10,000 188,863 78 78,113 69 266,976 75
> 10,000 171,485 7.1 75,909 6.7 247,3% 7.0
Total 2,410,235 100 1,134,228 100 3,544,463 100

Source: Based on data from CNSS 2020.
Note: CNSS = National Social Security Fund; SMIG = legal minimum wage.
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FIGURE 4A.1

Trend in Out-of Pocket Health Expenditures Paid by Private
Formal Employees, Morocco, 2013-18
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Source: Based on data from the National Health Insurance Agency.

FIGURE 4A.2

Incidence of Out-of-Pocket and Catastrophic Health
Expenditures, by Quintile of per Capita Household
Expenditures, Morocco, 2013-14
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Commission for Planning of Morocco; Oudmane, Mourji, and Ezzrari 2019.
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FIGURE 4A.3

Distribution of Monthly Wages, by Sector, Morocco, 2019
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FIGURE 4A.4

Trends in the Share of Medical Expenses Sustained by

Individuals with Public and Private Health Insurance, Morocco,
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FIGURE 4A.5

Distribution of the Moroccan Population, by Type of
Coverage against Health Risk, Morocco 2016
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Source: Based on 2019 data from the Ministry of Health.
Note: CNOPS = National Fund of Social Welfare Organizations; CNSS = National Social Security Fund;
RAMED = Medical Assistance Plan.

FIGURE 4A.6

Distribution of Monthly Wages among Private Sector Formal
Employees, Morocco, 2019
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FIGURE 4A.7

Tax Revenues as a Share of GDP, Morocco, Regional Peers,
and OECD Countries, 2018
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Sources: Based on data from the International Monetary Fund; OECD.

Note: GDP = gross domestic product; OECD = Organisation for Economic Co-operation and
Development.



TABLE4A.3

Overview of Hiring Regulations, by Type of Contract, Morocco

Sector  Type of contract Trial period Working hours Overtime Annual leave
Fixed-term contract ~ The company's internal rules and Agricultural activities 1.5 days after six months of
(27% of salaried regulations 2,496 hours per year distributed by period work (applies for both
workers) < 6 months: 1 day/week but not more than ~ according to the crops' schedules and activities contract) + 1.5 days for
2 weeks Nonagricultural activities every 5 years of service
> 6 months: 1 month 2,288 hours per year or 44 hours/week with a (applies only to permanent
maximum of 10 hours per day contracts)
Between 6 am Normal working day : The total duration of leave
: is 30 days
and 9 pm 25% increase
Permanent contract ~ Executives/professionals 3 months Day of rest worked :
(59% of salaried 50% increase
workers) Employee 1 month and a Between 9 pm Normal day: 50%
half and 6am increase
Day of rest worked :
Worker 15 days 100% increase
14% of ~ Temporary 2 days if the contract is concluded for a 3 months, extendable once in case of expansion  The same legal provisions applies as for the 2.5 days for one month of
salaried  employment period of less than one month of the company's activity permanent and fixed-term contracts actual work
workers  contract 3 days if the contract is concluded for a 6 months, nonrenewable, for the performance of 2 days if the employee is a
period of between one and two months seasonal work and work for which a permanent minor
5 days if the duration of the contract employment contract is not usually concluded
exceeds two months due to the nature of the work
ANAPEC contractor  The candidate is considered a trainee and  Labor Code applies (as for fixed-term and open-

professional
integration contract

not an employee

ended contracts)

The trainee may leave the company atany — The maximum duration of the contract must not

time without notice

exceed 24 months

Source: Original table for this publication.
Note: ANAPEC = National Agency for the Promotion of Employment and Competencies.

8L

©DLIJY YMON PUE 1563 A|PPIN 34} Ul Y}M0iD AAISIPU] pue Ayifewtiou]



The Case of Morocco

219

TABLE 4A.4

Overview of Firing Regulations, by Type of Contract, Morocco

Type of contract

With damages

Without damages

Redundancy payments

Fixed-term contract

Premature breach of contract:
Payment of damages equivalent to
the amount of the wages for the
period from the date of the breach
of contract until the end of the
contract.

If any of the two parties proceeds
to an abusive breach of contract,
the injured party has the right to
claim for damages.

Permanent contract

Unilateral termination of an open-
ended contract subject to a notice
period.

Applicable in case of failure to
comply with the notice period,
which obliges the party
responsible for the failure to
comply to compensate the other
party.

The employee may be
dismissed without notice or
compensation for several
reasons:

Dismissal for cause (serious
misconduct)

Disciplinary dismissal
Economic dismissal
Technological or economic
reasons (procedure
extremely regulated by
article 66 to 71 of the Labor
Code)

Premature breach of a fixed-term
contract by one of the contracting
parties, which is not due to serious
misconduct of the other party or force
majeure, shall result in payment of
compensation in the amount of
wages corresponding to the period
from the date of termination of the
contract to the term specified in the
contract.

In case of dismissal after six months of

work in the same company, regardless

of the type of remuneration and

frequency of payment of wages.

The amount of dismissal

compensation for each year or fraction

of a year of actual work shall be:

— 96 hours salary for the first five
years of seniority

— 144 hours pay for the period of
seniority from the 6th to the 10th
year

— 192 hours pay for the period from
the 11th to the 15th year

— 240 hours for the period after the
15th year (Article 53 of the Labor
Code)

Compensation for damages

(1.5 months salary per year worked up

to a maximum of 36 months (24 years

of service).

Temporary employment The employer may breach the employment contract without

porary employ ) ploy Y ) ploy No compensation
contract notice or compensation.
ANAPEC contract or The employer may dismiss the intern without notice or

professional integration
contract

compensation.

No compensation

Source: Original table for this publication.
Note: ANAPEC = National Agency for the Promotion of Employment and Competencies.



220

Informality and Inclusive Growth in the Middle East and North Africa

TABLE 4A.5

Special CIT Regimes and Their Advantages, Morocco

Tax regime

Advantages

Free trade zones

Exemption from CIT for the first five years and taxation at a reduced rate of 8.75% for the following
20 years.

Casablanca Finance City

Exemption from corporation tax for the first five years and taxation at a reduced rate of 8.75% after the
expiration of the exemption period.

Exploitation of hydrocarbons

Full exemption from corporation tax for a period of 10 consecutive years from the date on which any
exploitation concession is duly put into production.

Newly created industrial activities

Industrial companies that carry out activities specified by regulation benefit from a full exemption
from corporation tax for the first five years of exploitation.

Exports

Companies that export products or services, excluding recovered metals, and generate export turnover
benefit from a full exemption from CIT on that turnover for a period of five years, and from taxation at a
reduced rate of 17.5% upon expiration of this exemption.

Hotel companies

Exemption from CIT for five years and taxation at a reduced rate of 17.5% after the expiration of this
exemption, for that part of their taxable base corresponding to their turnover in foreign currencies.

o Craft enterprises whose production is the result of essentially manual work ~ 1axation ata reduced rate of 17.5% for the first five years
*  Private educational and vocational training establishments following the start of operations.

®  Sports companies

Farms with a turnover of DH 5 million Exemption from CIT for their agricultural income.

Agricultural operations

Reduced CIT for the first five years (17.5%).

Exporting mining companies

Reduced CIT of 17.5%.

Source: Mondaq 2019.
Note: CIT = corporate income tax.
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TABLE 4A.6

National, Regional, or Provincial Government Control across Sectors, Morocco

Government control in sector Yes  No Organization

Electricity generation, importing, transmission, distribution, National Board of Electrcity and Drinking Water (ONEE)

and supply

Production, importing, transporting, distribution, and X ONEE, National Petroleum Resources and Mines Board (ONHYM)

supply of gas

Fixed, mobile, and internet telecommunications services

Basic postal and courier services X Barid Al-Maghrib

Rail transportation X Office National des Chemins de Fer Marocains (ONCF)

Air transportation X Royal Air Maroc

Road transportation, goods transported by road X Société Nationale des Transports et de la Logistique (SNTL)

Maritime, freight, and passenger transportation

Operation of air transportation infrastructure X National Airports Agency (ONDA)

. o Société d'Exploitation des Ports (Marsa Maroc), Tanger Med Port

Operation of water transportation infrastructure X )
Authority

Operation of road infrastructure X National Highway Company of Morocco (ADM)

Operation of railway infrastructure X Office National des Chemins de Fer Marocains (ONCF)

Water collection, treatment, and distribution X Office National de I'Eau Potable, autonomous water distribution
authority (RADEEMA)

Manufacture of tobacco products

Manufacture of refined petroleum products X Société Nationale des Produits Pétroliers (SNPP)

Basic metallurgy X AOULI mines

Manufacture of metal products, machinery, and

equipment

Construction and repair of ships and boats X National Agency of Ports (ANP)

Manufacture of railway and tramway locomotives and

rolling stock

Manufacture of aircraft and spacecraft X SMES: JV between RAM & Safran

Construction X IDMAJ SAKAN, Al Omrane (HAO), Cements of Morocco

Wholesale trade, including of motor vehicles X National Seed Marketing Company in Morocco (SONACOS)

Retail trade, including motor vehicles X Maghreb‘ArabTr.ading Company (MARTCO), Beni Snassen Wine
Cooperative (Vinicoop)

Accommodation and food and beverages X Minimum wage

Other urban, suburban, and intercity passenger X CASA TRANSPORTS, RATS, RATAG, RATC, RATF, RATM, RATMA,

transportation RATR, RATT

Financial services activities, excluding central banking, Crédit Agricole du Maroc

insurance, and pension fund activities X Deposit and Management Fund (CDG)

Insurance, reinsurance, and pension financing X Central Reinsurance Company (SCR)

Other business activities

Activities related to human health X CH5

Distribution and projection of cinematographic films

TOTAL 23

Source: Original table for this publication.
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Informal Employees

None of the respondents in this target group has a written contract with
their employer. Agreements were purely verbal if details and conditions
had been discussed at all. The respondents were willing to accept this
because they had no knowledge about contractual processes, implicitly
expected to be declared eventually, were promised a contract in the
tuture, or they believed they had no other choice but to accept informal
work to make a living. At the same time, most said that they would prefer
formal employment and would be willing to pay into the system to
receive benefits such as medical insurance, workers’ protection, and pen-
sion if they had the economic means to do so.

Advantages of working informally. Only a few advantages of informal
work were mentioned in the interviews, including more personal free-
dom and less commitment to employers, avoidance of the income tax,
and the possibility of generating income—especially when access to
formal jobs is limited. Some believe that they can earn more competitive
rates or keep more of the money they earn.

Precarious working conditions and general disadvantages of informality.
The vast majority of the respondents did not see any advantages to
informal work due to its precarious nature. Examples of this are the
inaccessibility of social security and health care services, usually low pay,
inability to provide proof of employment to financial or other relevant
institutions, inability to prove years of (informal) work experience, and
unhealthy power dynamics between employers and employees.

Reasons to work informally. Despite the precarious nature of informal
employment, many report finding themselves forced into it due to a lack
of formal job opportunities (exacerbated by high competition and high
turnovers in some sectors), low educational attainment or illiteracy, lack
of formal work experience (potentially an informality trap), and unwill-
ingness of employers to declare. Some have never worked formally, do
not know how to find formal employment, or have simply accepted that
this is the only mode of work accessible to them (it is considered the
norm).

Own-Account Workers

The interviewees were from a variety of different freelance professions
and sectors and demographic backgrounds and ranged in work experi-
ence between 1.5 and 50 years of practice.
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Reasons for working informally as an own-account worker. Most of the
interviewees perceived informality to be very common in their respec-
tive fields. While many cited a lack of access to formal salaried jobs (for
example, due to high competition and/or low educational attainment),
which impacted their decision to go freelance, others chose this mode of
operation more deliberately. Those that did so mentioned the possibility
of gaining valuable work experience, especially when first starting out
in their careers.

Benefits of working formally. There seems to be a knowledge gap about
the benefits that are available and accessible for registered self-employed
workers. It was repeatedly mentioned that the process of formalization
seemed overwhelming and unclear, and some had only recently found
out about new regulatory changes that improve access to certain bene-
fits, such as the National Social Security Fund (CNSS). Those who were
not accessing benefits mentioned unstable and unpredictable income
streams and a general lack of information on the relevant processes as
the main reasons for failing to register.

Formalization. There seemed to be a general awareness of the negative
impact of widespread informality on the Moroccan economy as well as
a general interest in formalization—under the right circumstances. The
respondents recognized the potential to grow their business through
formalization, as many (registered) companies refuse to contract with
informal entrepreneurs. What prevented some from taking the neces-
sary steps were a lack of information, the added “financial risk,” and a
lack of perceived institutional support for own-account workers. The
associated bureaucratic process appeared lengthy, difficult, and inacces-
sible to some, while others perceived it as easy to follow based on the
information provided by the government. Those who were interested
in but lacking access to the correct information typically consulted their
peers. It was also mentioned that “auto-employed” was a newly intro-
duced status, which was not yet recognized everywhere and by everyone.

Business Owners

The business owners who were interviewed operate registered busi-
nesses and hire few employees; some had formal contracts and others
did not. More specifically:

Reasons to hire informally. Financial and contractual reasons were
the most widely mentioned motivations for not declaring employees.
Some business owners also mentioned not having access to skilled
workers and their own reluctance to cover the (financial) risk of hir-
ing staff while not knowing whether they would be temporary or
permanent. Some of the businesses operated on a seasonal basis, and
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the owners complained about laws not being adept at their unique
situation. The majority believed that the costs associated with hiring
staff formally (for example, CNSS contributions) were too high. Some
offered to pay for job-related medical expenses out of pocket. The
business owners believed that the regulatory framework was too rigid
and the processes were cost- and time-inefficient. There seemed to be
little faith in government institutions, and some pointed to a prefer-
ence for not attracting their attention.

Willingness to hire formally. The financial risk associated with hiring
new staff seemed to be a significant barrier for the business owners.
Some stated that they preferred testing employees first and were willing
to declare them once they were sure that the employees were qualified
to stay. Nonetheless, the interviewees spoke of the benefits of running
legitimate businesses with appropriate declarations and protections.



TABLE 4A.7

Thematic Analysis: Codebook

Global theme (answer): Enabling factors of informality in Morocco

Basic theme /
Theme code Description Extracts from transcripts (translated from French to English)
Behavioral Present bias  Shortsighted “People working in the dark, prefer to continue without formalities, they say it's easier; ... and of course all the money comes back to them. They
barriers/ thinking: favoring live day to day; ... they don't think about the future.”
beliefs smaller,immediate  “We live day to day, we save very little and we can't make plans. It just allows you not to starve."

rewards over larger
ones in the future.

“No | do not have health insurance, it will cost me and I am in good health so for the moment | do not need it. I'll think about it when | get older.”
‘I don't know, never thought of that [pension]. I'm still young and not yet married, so | don't necessarily think about it at the moment.”

Status quo/
default bias

Subconscious
preference for
“business as usual,”
acceptance of
informality as the
norm.

“It is very common, when you are offered a job, you are hardly ever told about a contract in general. It's not the first thing you ask for as an
employee too. There are a lot of turnovers in the restaurant industry. You always have a trial period, after that we make you a transfer and then we
check if you are sure to stay. The restaurant only works with cash.”

“No reason | just didn't have an opportunity, in my job it's common to work informally, ... so | just accepted the first opportunity | was offered. |
don't know exactly how it [formalizing] happens, but it shouldn't be very complicated; ... | could find out on the internet I think, ... if not from my
friends who have already done this. | just haven't tried to find out yet."

‘| didn't ask for a contract because that's how it is in this business, there is usually no contract. Besides, | know it's a temporary job since the little
one will grow up and start going to school, so they probably won't need me in a few years."

External locus
of control

Belief that own
actions do not
significantly impact

one's life outcomes.

“Informal work is common in Morocco, around me, in the medina for example, there is almost only that. Many of us are in need, we have no choice
but to work informally. Nobody helps us, how are we supposed to do things right? It's impossible. | did everything to get my daughter to school,
but despite that, she too has no formal job. We are condemned to live this way."
“| missed opportunities because | was not lucky enough to be born into a wealthy family; ...it's hard to get out of this vicious circle. | have an
informal status quite simply because the jobs offered to me are automatically without a contract.”
“There is nothing stopping me from working formally; ...when I started this new job on the assumption that | was going to work formally, but my
employer has made me wait for 5 months so | have the hope that he will. Otherwise, | never had the idea of working informally. There is nothing
better than things that are done in a legal way."
“It depends, in this new government we see more active people, some things are changing for the better; ...Otherwise | do not feel that | have an
influence on what happens in parliament, for example. I have no idea about these questions. There is a political illiteracy in Morocco which makes it
normal for you not to have confidence. Nobody understands how it happens and politicians take advantage of it and complicate things. | don't
trust them. For me everyone works for his own interest; ... they work for themselves and their children. They do nothing for people, like me, in
difficulty. Nothing is done. I don't trust anyone; ...| don't even vote in elections. ...I don't trust anyone anymore; ...there is no change. | haven't
believed in that for 33 years. | think even if people vote, they end up putting what they want. For me, whatever the result, there will be no change.”
(continued on next page)
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TABLE 4A.7

Thematic Analysis: Codebook (continued)

Global theme (answer): Enabling factors of informality in Morocco

Theme Basic theme/  Description Extracts from transcripts (translated from French to English)
code
Desire to Preference for the “The advantages are that | keep a certain freedom, | have no obligations or fixed schedules, | can leave whenever | want if | don't like the job
remain autonomous use of  anymore. My hands are not tied."
uncommitted  one’s time. “It also suits me to work without a contract, because those who have a contract work from 8 a.m. to 6 p.m,, it's difficult. Me, on the other hand, |
don't work all day, it's more pleasant, | come when | want. Unless there is a very important event or client.”
“The first advantage is that | do not pay income tax. Nothing is taken away from your income. The second is that there is a certain flexibility in terms
of working hours. What is also good about my work, in this center, is that the more the classroom is full, the more money | earn. | am paid according
to the number of students. There is also the fact of remaining free, in a certain way you are not “‘committed” to your employer.”
Financial Tax Inability or “Just the tax system. ...l guess in most cases companies don't register so they don't pay taxes. Otherwise, there are no other apparent reasons in
incentives (avoidance) unwillingness to my opinion, | live in Rabat, it is a developed city where there are several registered companies.”

cover tax, health
care or pension-
related costs.

“In general, it is for contractual and financial reasons that | do not declare the rest of the employees.”
“But it also includes taxes, which makes it much less interesting.”
“| think not everyone can pay taxes, it depends of the case. Some can't afford it. | think we have to check the situation, some people are fighting just
toeat”
“None, because if he does not declare or does not declare the totality, it is that there is a reason; ...it is surely because he cannot afford to pay them.
Between supporting oneself and paying taxes, the choice is quickly made."
“In my opinion, entrepreneurs do not register because of the taxes to be paid. There are annual and monthly taxes; ... usually when you start you
have very little funds, and you don't necessarily want to lose them in taxes; ... Especially since the first six months, in general, you don't earn almost
nothing. It's true that the taxes are not excessive for the first 5 years, but it's still restrictive; ... it's still very difficult to create a project in Morocco in
the sense that there is very little information around it. For support programs, for example, you really have to look for information. It's often word of
mouth, or someone who knows someone. Even on the internet, when you type ‘help startup Morocco, for example, you will be offered huge
investment programs that are not accessible. ... Access is often impossible, restricted and very competitive."
“But to come back to the subject of invoices, sometimes | have problems with companies that do not accept invoices from auto-entrepreneurs. ..
sometimes because of the VAT, which is only 1% for auto-entrepreneurs. | work with my clients with tax free, | do not have the right to add tax. As a
result, it happens that the company's accountant does not accept my invoice. In this case, | go to other companies who sell me their invoices so
that | can give them to my customers. | pay for them myself."

(continued on next page)

144

©DLIJY YMON PUE 1563 A|PPIN 34} Ul Y}M0iD AAISIPU] pue Ayifewtiou]



TABLE 4A.7

Thematic Analysis: Codebook (continued)

Global theme (answer): Enabling factors of informality in Morocco

Theme Basic theme/  Description Extracts from transcripts (translated from French to English)
code
Competitive  Some stay in “Probably better paid; ... Informal work makes it easy to work and have a salary to survive."
salaries informality because ‘I don't see any advantages, apart from my salary..."
they believe their “For my part, | earn a salary that | would never have had if | stayed with my parents. ...I'm happy to earn money so that my parents can live well.
payouts to be larger | have no complaints either, | eat my fill and | feel good within this family.”
than within formal
employment
(especially own-
account workers).
Scarcity/ Informality as a “I'm the only one in this neighborhood, but usually there are a lot of women who work the same way as me, informally. There are pastry shops and
unstable necessity due to bakeries that sell the same thing as me, but the prices are much higher, ... so people prefer to buy from us because they know that we don't have
income or economic the means; ... they help us."
revenue constraints. “Yes, it is common, there are many street vendors like me. Especially in popular neighborhoods. Some have pick-ups and go to the small alleys of

wealthy neighborhoods. It's normal, everyone buys juice or oranges from sellers like us.”
“In my street, I'm the only one, but next to the market there are quite a few. In general, people who do this already have another job on the side,
they sell oranges to supplement their salary.”
“Yes, | would like, ... in the next few years, or even in the year, ... | don‘t know yet. ... What scares me is all that is financial. I'm afraid to start with 2
big projects that will take me 2 years of work and put people to work, and then of not being able to pay them after these two projects... the fear of
not having the same luck over the years that follow. It's the fear of being responsible for the lives of other people...”
‘I do not contribute [CNSS], and it is an idea that | do not even have in mind. | have an unstable income, so one month | may be able to pay and the
next month | may not. This morning, for example, | only had 30 dirhams left, | gave part of it to my wife and the other part was used to put some
gasoline in my motorbike.”
“Do businesses stay small and informal to avoid detection by the authorities? Surely yes, but | don't think it's by choice. These are people who have
very little means and who have no choice but to work this way. They prefer to stay small to keep their stability and not lose everything.”
“It's pretty common in this industry. There are often phases where there is no work, so | pay them by the day. It costs me less, knowing that the
sector is very competitive, | can barely make ends meet."
“No unfortunately | can't afford it, | already have to pay the rent, the food, the transportation costs. ... It's difficult for me to pay extra things.”
“It's probably for financial reasons, | don't have access to this information but | imagine that's why. In general, they are afraid to declare people and
then after having to pay more in case of departure, the balance of all accounts, etc, they are afraid of finding themselves in a bad situation. They
prefer to make the person work informally while waiting to be sure that they will stay, rather than declaring them from the start.”

(continued on next page)
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TABLE 4A.7

Thematic Analysis: Codebook (continued)

Global theme (answer): Enabling factors of informality in Morocco

Theme Basictheme/  Description Extracts from transcripts (translated from French to English)
code
Market Entryintojob ~ Some respondents  “In my field, it is very common. ... Most of the time it is informal. There are very few registered Graphic Designers; ...beginners always start
conditions market enter informality informally. You begin to work at first with your family, your relatives informally. It is only when you gain experience and customers increasingly
temporarily with the  demand your services that you are obliged to register as a self-employed entrepreneur; ...but during the first two years, you are generally not
intention of gaining ~ declared; ... you manage to collect invoices from friends who are declared, and you pay them their taxes."
work experience. “This is just the case for beginners, who do not necessarily declare everything at the beginning, the time to grow a little. It's normal... at the
beginning there is not a lot of money coming in; ... we prefer to test the waters before doing things in a completely formal way."
“It is very common to work informally, especially for young people who do not want to waste their time and their future doing nothing. Because it
is the most accessible area for them and it also depends on the environment. It's relatively simple and doesn't take much time."
“It's common yes, in general, we do this job just to make ends meet, it's not often a stable job. In my old job I also worked without a contract. In
general, when we are new, we work without a contract; ... then when we have seniority, the employer offers us a contract.”
“The majority work without a contract, ...and those who have a contract are generally those who have worked for a long time...who have
experience.”
Lack of formal ~ Many would wantto  “Yes, it is common. In my office, apart from me, there are 3 other people who work without a contract. Many firms do it, they recruit interns by
job work formally but promising them a contract at the end of the internship and exploit you as a real employee. For in the end never to declare you.”

opportunities

find themselves in
precarious
employment
instead, partially due
to high competition
in the job market.
This also increases
the chance of
exploitation.

“It's easier to find work and | don't have to declare and therefore pay taxes. | haven't studied either and in general informal work opens more doors
for people like me.”

“Informal work is common in Morocco, around me, in the medina for example, there is almost only that. Many of us are in need, we have no choice
but to work informally. Nobody helps us, how are we supposed to do things right? It's impossible. | did everything to get my daughter to school,
but despite that, she too has no formal job. We are condemned to live this way."

“The working environment is catastrophic for the workers whose rights are violated and who pay the highest price; ...them and the State.”

“No, | don't have a contract. It's in the interest of my employers not to give me a contract, they pay less for me, and they don't prefer to take risks by
giving a contract.”

(continued on next page)
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TABLE 4A.7

Thematic Analysis: Codebook (continued)

Global theme (answer): Enabling factors of informality in Morocco

Theme Basic theme/  Description Extracts from transcripts (translated from French to English)
code
Institutional/ Lackoftrust/  Those negatively “The informal sector is one of the vital sectors of the Moroccan economy but unfortunately it is generally neglected by the government in a crisis
regulatory corruption affected by situation. | feel it even more in my sector which is completely sidelined and to which no importance is given. In Morocco, they are part of our daily
factors precarious life. So I would say that the problem is important but we have no choice. Most people who work informally have had no other choice. They have no
employment and education, they were born into a poor family, so they follow the family pattern.”
informality have ‘I don't think I'm wrong in answering you that the majority of Moroccans do not trust government institutions.”
little faith that they ~ “I cannot be the only one to think so. This is the image that Moroccans have of government institutions: ... incompetence and corruption. | don't
will receive support  think my complaint will be taken seriously since | have an undeclared job and I'm a woman. | have never been harassed by one of these institutions
and/or protection and | have never been in this situation, so | do not have an objective opinion. But bribes are common in Morocco, so | wouldn't be surprised if it
from state happened to other people..."
authorities. “Honestly, | think that if something happens in my work as a freelancer, no one will protect me..."
“The procedures are cumbersome and complicated; ... suddenly, | cannot trust these structures. ... Maybe they will take my complaint seriously...
honestly, | have never faced this situation, ... but the accounting sector is known so | think that my request will be taken into account. I've never
been harassed, but | know it's a possibility..."
“Regarding bribes, it is very common; ...you always have to give something to succeed in a procedure. ..”
“Yes, | have already been harassed and mistreated just because | am different and | do not accept the lack of professionalism; ... moreover with a
long difficult past with the public administration, I do not trust them at all. For me they are all on the same level; ... none stands out. | just don't
trust them. Between the bribes and the lack of seriousness, there is nothing to trust them. Everyone knows it."
Small Respondents believe “Regarding labor inspections, they are mainly done when there are late payments or after a dismissal.”

perceived risk
of
enforcement

that there is little to
no perceived risk of
persecution from
state authorities as a
consequence of
informality.

“Regarding labor inspections, they are infrequent, even rare.”

“| think the tax system is behind in Morocco, there is still a lot of work to do. I'll give you a simple example, if a self-employed person doesn't declare
for 1 year, no one will sue him. But this is surely explained by the fact that the majority of taxes are paid by large companies, holding companies,
and the like; ... so we do not pay much attention to small businesses or small entrepreneurs.”

“I know a lot of people who work informally. Even when there are controls, it is not taken seriously. The labor inspector comes and sees that we are
not declared, then they disappear.”

(continued on next page)
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TABLE 4A.7

Thematic Analysis: Codebook (continued)

Global theme (answer): Enabling factors of informality in Morocco

Theme Basic theme/  Description Extracts from transcripts (translated from French to English)
code
Lack of Information on how I think that informality has a negative impact on Morocco's economy. In my opinion, the main problem is the lack of clarity and the lack of
information to formalize orhow  information; ... as long as this is the case, there will always be informality. If people don't see the benefit of it, why would they? It's like the anti-

about benefits
and processes

people may benefit
is not readily
available.

COVID vaccine, if you don't know what it is, you're not going to do it..."

“No, | didn't even know what it [CNSS contributions] was; ... it was only recently that my daughter explained to me that it was a reimbursement
system for the doctor and the drugs.”

“| contribute to the CNSS. But it's recent because | didn't know before that it was possible for self-employed status. Since the arrival of Aziz
Akhannouch in the government, it has become automatic. ... Own-account workers did not know that they could benefit from the CNSS before. ..
They paid their taxes but did not pay the CNSS and therefore did not benefit from it."

“| don't know, | think I'll tell people around me or people who do the work that | would like to do in private and | will see afterwards. | never really
thought about it, it's just guesses. No, | never tried to apply, | wouldn't even know how.”

“I know only that | would be legal and that | would benefit from the CNSS. On the other hand, I don't know where to get information on this
subject...”

“| don't even know the procedure and | don't know how to do it. No, I don't have access to information, the people around me also work without
papers.”

Rigid
regulatory
framework

Complaints that the
law does not reflect
the economic reality
(for example,
seasonal/temporary
employment).

“Declaring employees should be automatic but the law is not adapted, they do not do it on a case-by-case basis. In my situation, | don't need to
hire the person all year and | don't even know if they will last the season.”
“If the need is temporary, | hire informally, especially when these are trades where it is common to work informally. The additional costs are
obviously the payment of taxes for each employee in addition to the salary.”
“In my opinion the critics of labor regulations are clearly dismissal restrictions and compensation costs. This is why | prefer to hire an employee
formally when I 'am sure of his profile and his seriousness.”
“What is binding in my status is that | am obliged to specialize in a field. You don't really have the possibility of expanding your field of services....
For example, if | want to do production, | have to add it to my basic status...and therefore pay new taxes. Whereas if | register as a communication
SARL company, | can offer all the services that a self-employed person can do alone. The law concerning the status of auto-entrepreneur specifies
all the professions that are eligible for the status; ... these are very specific professions because this status was created as a basis for people who
cannot easily enter the labor market or who do not have the funds to set up a company. In my case, | bring together a lot of these professions, but |
declare only one specialty.”

(continued on next page)
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TABLE 4A.7

Noninclusivity
of
administrative
processes

Thematic Analysis: Codebook (continued)

High-level
complexity of
administrative
processes associated
with formalization.

“But you have to be careful not to get the information wrong. ... It may be that after two months of waiting, your file will be refused because of a
small error; ... in this case, you have to redo everything from the beginning, ... which is discouraging.”

“| find that the procedure is far too complex for people who do not have a good level of education.”

‘I don't know if it is complicated but from an outside point of view, all the procedures seem complicated in Morocco.”
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10.

. Because “worker” is the level of analysis in such surveys, the estimates are

not statistically representative of the distribution of firms, but rather the
distribution of employment across firms.

. As of 2020, however, five categories of nonsalaried workers are required to

contribute to social insurance: physiotherapists, midwives, adouls (public
notaries), tour guides, and bailiffs.

. This is the Collective Retirement Benefit Scheme (Régime Collectif

d’Allocation de Retraite) for employees of state-owned companies.

The age of children is limited to 12 years for dependent children residing in
Morocco, 18 years for a child who is placed in an apprenticeship, and
21 years for a child who has passed the baccalaureate and is pursuing studies
in Morocco or abroad. There is no age limit for a disabled child who does
not have a regular source of income.

The 60 percent threshold is intended to account for temporary workers
registered with the CNSS working for less than a full month.

See https://www.cese.ma/media/2021/11/Indemnite-pour-perte-demploi
.pdf.

“Agreements are eligible for extension throughout the sector if they cover a
minimum of 50 percent of employees working in the sector. If a collective
agreement covers two-thirds of employees in the sector, extension through-
out the sector is mandatory. Extensions are set by decree of the Ministry of
Labor for a specific area or at the national level” (Gannat and Betcherman
2021).

Civil servants can be fired in the case of a reduction in the number of per-
manent jobs in the public sector or because of professional incompetence.
In the first case, the dismissal takes place with the application of special
Dabhirs (decrees) that provide the conditions of notice and compensation. In
the second case, the civil servant who cannot be assigned to another admin-
istration or position is entitled to retire or, if not entitled to a pension, is
dismissed. The decision is made by the minister in charge of the administra-
tion or the service to which the public worker is affiliated.

Severance pay is based on seniority and calculated based on the average sal-
ary received over the 52 weeks preceding the termination date as follows:
(1) 96 hours of pay for each of the first 5 years of work; (2) 144 hours of pay
for each of the 6th to 10th years; (3) 192 hours of pay for each of the 11th
to 15th years; and (4) 240 hours of pay for each year over 15 years. In the
case of damages, the allowance is equal to 1.5 months of salary per year of
seniority, capped at 36 months.

The two other flagship social programs targeted to the poorest segments of
the population are the cash transfer program for children (Tayssir) and the
cash transfer program for widows with children (DAAM). In 2008, Morocco
launched Tayssir, a conditional cash transfer program focused on enhancing
school enrollment among children in all municipalities with a poverty rate
above 30 percent (and all households with children age 6-15). During 2010-
18, up to 800,000 children in 434 municipalities received regular cash trans-
fers that were conditional on school enrollment and attendance (Gazeaud
and Ricard 2021). Enrollment rose, but larger class sizes suggest that the
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11.

12.

13.
14.

15.

16.

17.

18.

19.

20.

program constrained learning by putting more pressure on existing
resources in beneficiary areas (Gazeaud and Ricard 2021). In 2014, Morocco
established DAAM, which in 2018 benefited at least 87,984 households
(ESCWA 2019). Because cash transfers are not conditional on formality
status or the household’s income level, Tayssir and DAAM do not directly
influence decisions to operate informally. However, they may improve edu-
cational outcomes for beneficiaries and increase formal employment for the
next generation.

Based on information available at https://www.ramed.ma/fr/SInformer
/ConditionsAdhesion.aspx, the following eligibility criteria apply: Urban
areas: Household annual per capita income of less than DH 5,650 after
weighting declared income (including transfers) by socioeconomic vari-
ables; socioeconomic conditions score, calculated based on variables related
to household living conditions, less than or equal to 11. Rural areas: Asset
score less than or equal to 70 per person in the household; socioeconomic
conditions score, calculated based on variables related to household living
conditions, less than or equal to 6.

See annex 4A for a detailed description of the computation method and tax
schedule for each professional income regime.

See table 4A.5, in annex 4A, for list of special regimes in Morocco.

The detailed list is in Decree n°2-15-263 04/10/2015 (https://www.svp.com
/article/adoption-du-statut-dauto-entrepreneur-au-maroc-100007515).
When the business activity exceeds this ceiling, the status is a single-
member limited liability company or entreprise unipersonnelle a respon-
sabilité limité.

Registration with the Moroccan Postal Service (Barid Al Maghrib) is
required to qualify for these benefits. In 2017, Law n°98-15, 2017, was
passed, extending the benefits provided by the health insurance (assurance
maladie obligatoire) to auto-entrepreneurs. However, the implementing
decrees are still being prepared.

Farmers benefit from a reduced rate of 17.5 percent for the first five tax
years following the first year in which they become subject to CIT.

More concretely, temporary taxation of large agricultural holdings (whose
turnover exceeded DH 35 million [US$3.89 million], DH 20 million
[US$2.22 million], or DH 10 million [US$1.11 million], respectively, in
2014, 2018, and 2020) at the reduced rate of 17.5 percent in terms of the
CIT during the first five consecutive fiscal years, starting from the first fiscal
year of taxation.

See https://www.cese.ma/media/2020/10/Rapport-Un-syst% C3 % A8me
-fiscal.pdf.

The report’s definition of firm informality—firms that employ all their
workers informally—is applied implicitly in the realm of market conditions
such that (1) registered firms have a higher likelihood to hire formal workers
because registered firms exhibit higher productivity levels than unregistered
firms on average and are more likely to be caught and sanctioned for hiring
informal workers; (2) strong contract enforcement encourages firms to reg-
ister with official authorities to benefit from the regulatory environment,
including secure and low-cost transactions and credit contracts, while also
allowing registered firms to grow; and (3) contestability drives the natural
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selection of firms and increases the integrity and benefits of the regulatory
environment, encouraging firm registration and growth.

21. Unfortunately, the Enterprise Survey does not record whether firms with-
out credit sought such credit; nor does it record the terms and conditions
for the subset of firms that obtained credit. However, Morocco’s high share
of “credit constrained” firms (75 percent), as defined in the Enterprise
Survey (2020), may suggest that it reflects a lack of availability rather than
tepid demand.
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CHAPTER 5

The Case of the Arab
Republic of Egypt

KEY MESSAGES

® The Arab Republic of Egypt’s social insurance regulations (prior to
2019) created disincentives for formality, particularly for low-wage
workers, and favored higher earning and public sector workers.

* Segmentation of social insurance regulations and provisions by
worker type makes it difficult to pool risk for a functional insurance
scheme.

* Noncontributory social insurance programs mainly target the poor
and have limited coverage. Overall, the coverage of social protection
programs is limited—at least 40 percent of workers have neither
contributory nor noncontributory social protection.

* The tax system (prior to 2020) did not have a special regime for micro
or small firms; however, there were provisions in place that could act
asa disincentive for firms to grow. The tax system could also discourage
business incorporation, which, in turn, could dampen firm expansion
and productivity.

* Starting a business in Egypt is expensive relative to its regional peers,
and commercial justice bottlenecks have led to extreme delays in
contract enforcement—making it hard for small firms to operate and
grow.
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In 2016, the Government of the Arab Republic of Egypt introduced an
Economic Reform Program to address macroeconomic imbalances,
improve social inclusion, and achieve sustainable growth. Key pillars of
the program included fiscal consolidation, restoring confidence in the
economy, and enhancing socioeconomic conditions. To achieve these
objectives, universal energy subsidies were gradually phased out, new
adjustments were introduced to the food subsidy system, and the value-
added tax (VAT) was introduced to replace general sales taxes. In addi-
tion, the currency was devalued, and new laws were adopted to address
long-standing structural challenges in the business environment.
Substantial public investment was undertaken to develop or modernize
infrastructure for better connectivity and to boost supplies of electricity
and natural gas. The economic reforms were complemented with
programs to support the poor and vulnerable via social protection
and human development programs. Poverty-targeted conditional and
unconditional cash transfer programs (“Takaful” and “Karama”) were
introduced in 2014.

As a result of these reforms, Egypt’s economy has been relatively
resilient in recent years, including through the COVID-19 pandemic.
Yet several studies have pointed to the continued deterioration in labor
market indicators, such as the fall in the labor force participation rate—
already among the lowest in the world—the growing shares of precari-
ous and informal employment, limited dynamism in the labor market,
and the decline in real wages (Deng et al. 2022; Krafft, Rahman, and
Selwaness 2019; Said, Galal, and Sami 2019; World Bank 2021a).

Moreover, the share of Egypt’s workers employed informally—that is,
working without social insurance—increased steadily, from 55 percent in
2007 to 64 percent in 2019. This trend is a cause of concern, for several
reasons:

® There will be a growing share of workers who lack access to publicly
managed means of insuring against the risk of income loss due to
unemployment, illness, disability, maternity, or old age.

® This heightened vulnerability could mean that an economywide
shock, such as the one induced by the COVID-19 pandemic, could
have a large negative impact on the economy.

* With informal workers unlikely to be registered with public agencies,
the government’s ability to offer tailored mitigation measures in the
event of shocks would also be severely constrained.
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¢ Although poverty-targeted cash transfer programs can provide crucial
support to informal workers who are poor, the programs are not
designed to provide insurance or pool risks.

* As Egypt’s large youth population reaches retirement age, the country
is likely to face the serious problem of a large cohort of the older
population not having social insurance and facing longevity without
income—necessitating a considerable expansion of social assistance
programs.

¢ The public sector route to formal salaried work is less likely to be avail-
able to new entrants to the labor force, as the sector has seen only
limited hiring in the recent years. The public sector is the preferred
sector of employment for most workers (Barsoum and Abdalla 2020).

The trend of rising informal employment has occurred in the con-
text of weak growth of both household incomes and firm productivity.
Households’ welfare (measured by growth in real per capita consumption
expenditure) did not improve during the 2010s despite gross domestic
product (GDP) growth, and poverty and inequality increased (World
Bank 2021a). Egyptian firms’ growth (both in terms of employees and
sales) was below that of firms in comparable economies, and firm-level
productivity growth was stagnant or even declined (World Bank 2021a).

What has prior research on informality in Egypt found? The rise
in informality—accompanied public sector retrenchment and a hiring
freeze in the 1990s, and weak job creation by the private sector—could
not make up for this loss in employment opportunities (El-Haddad and
Gadallah 2020; Wahba and Assaad 2017). The weak job creation by the
private sector could be attributed to unfair application of rules and the
political connections of some firms (Diwan, Keefer, and Schiffbauer
2016; World Bank 2014). Registered firms (that is, formal firms) as
well as unregistered firms, hire workers informally (World Bank 2014).
A 2003 reform of the Labor Code that increased flexibility in hiring
and firing regulations led to an increase in formal hiring within formal
firms (Wahba and Assaad 2017).

Against this backdrop, as Egypt searches for a pathway to sustain-
able, inclusive growth, an in-depth analysis of the country’s high
and increasing level of informality—especially through an institu-
tional lens (chapter 1)—can shed light on how the design of social
protection, the tax system, and market conditions—as well as their
interactions—might contribute to limited social insurance cover-
age, thereby dampening productivity growth and, ultimately, overall
economic growth.
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This chapter undertakes the analysis for Egypt, with a focus on
2010-19, as these are the years for which detailed and comparable
Labor Force Survey data are publicly available. The analysis of labor
market outcomes relies on survey data from the annualized Labor
Force Surveys; Egypt Labor Market Panel Surveys; and the Household
Income, Expenditure, and Consumption Survey. Information on insti-
tutions was obtained from published laws (in English), reports, and
research papers. This period leaves out pertinent reforms that were
introduced after 2019—including the reforms to social insurance laws;
the gradual rollout of universal health insurance; the introduction of
the special tax regime for micro, small, and medium-size enterprises
(MSMEs) to promote formalization; and the expanded coverage of
the Takaful and Karama programs. It is still too early in the rollout of
these reforms to assess whether they will have an effect on informality.
(Barsoum and Selwaness [2022] and World Bank [2022a, 2022b] discuss
the most recent reforms in pensions and social assistance.)

Economic growth has not led to lower levels of informality." Rather, the
booms and busts in GDP per capita over the past 15 years have been
associated with an increasing share of informal employment. As figure 5.1
illustrates, 2012 was a peculiar point in this pattern, when contracting
per capita GDP growth was accompanied by a decline in the share of
informal employment (falling from 59 to 56 percent). This drop can be
explained by higher unemployment and lower labor force participation
rates—in other words, some informal workers may have been pushed out
of the labor market or into unemployment.

Since 2012, the share of informal employment has been on a steady
rise. In 2019, 64 percent of workers were employed without social insur-
ance. As the share of agriculture in employment has fallen, this signifies
that the rising informality has been mainly a feature of nonagricultural
activities that are subject to labor laws and social security regula-
tions. Greater investment in construction and real estate, a sector that
experienced a higher share in private sector output between 2010 and
2019, further contributed to increased informality.

Given that growth alone has not led to a significant reduction in
the informal employment rate, how else might policy makers further
increase formal employment? This chapter applies the framework put
forward by Levy and Cruces (2021), which is described in chapter 1. This
chapter investigates how the institutional landscape—which is composed
of three broad realms: Realm 1, entrepreneur-worker relations; Realm 2,
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FIGURE 5.1

Share of Informal Workers and Real per Capita GDP Growth,
Arab Republic of Egypt, 2007-19
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Sources: For GDP per capita growth, World Development Indicators, World Bank; for the informal
employment rate, Annual Labor Force Surveys.

Note: The share of informal workers is among the population age 15 and older. Data from the Annual
Labor Force Surveys were harmonized by the Economic Research Forum.

taxes and transfers; and Realm 3, market conditions—influences infor-
mality in Egypt.

Before investigating these realms, the chapter paints a picture of
Egypt’s labor market, as shown in figure 5.2, which decomposes the
working-age population (age 15 and older) into employed, unem-
ployed, and inactive; and then drills down into whether those who are
employed work for wages or not, the categories of nonwage workers
(such as employers or own-account workers), where the public sector
fits in, and the shares of informal and formal workers. A few trends
stand out:

*  Labor force participation is low. The working-age population comprises
66.6 million people who can contribute productively to the economy.
About 39 percent (about 26 million) of this group is active in the
labor market, and about 61 percent (about 41 million) is neither
employed nor looking for work. Moreover, this situation has worsened
among both men and women since 2010, with the unemployment
rate rising from 8.7 percent in 2010 to 13 percent in 2013, before a
decline to 7.9 percent in 2019. Female labor force participation rates
are low and have dropped over the past few years, from 23.9 percent
in 2016 to 15.6 percent in 2019, with a further decline during the
COVID-19 pandemic.?
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FIGURE 5.2

Labor Market, Arab Republic of Egypt, 2018
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o The labor market is dominated by irregular wage work or self-employment/

own-account work. Salaried work accounted for 43 percent of all
employment. The remaining 56 percent of workers were irregular
wage workers or were engaged in nonwage work (self-employed,
employers, or unpaid family workers).2 Between 2007 and 2017, the
category with the largest increase in employment share was irregular
wage work, which increased from 18 percent of all male employment
to 26 percent. Among women, the sharp rise in the share of irregular
wage workers was even more pronounced. There was also a notable
reduction in unpaid family work among women over 2007-17. This
composition of employment—dominated by work outside regular
employment—encapsulates the challenges of reaching these groups
with social protection.

The private sector is the largest employer, and most salaried jobs are informal.
About two-thirds of salaried workers are in the private sector and
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one-third are in the public sector, representing a segmented labor
market that is characteristic of many countries in the Middle East and
North Africa (MENA) (figure 5.2). With almost universal access to
social insurance within the public sector, the approximately 6 million
workers constitute about 68 percent of formal salaried workers in
Egypt. The legal framework for social insurance creates scope for
legal informal employment, as certain types of workers (irregular
workers and self-employed) are not required to contribute to social
insurance. Only in the case of regular salaried workers is participation
in social insurance mandatory, making informality for this group
illegal. In the private sector, more than 60 percent of regular salaried
workers are informally employed and therefore experience illegal
informality (figure 5.3). The share of informal employment is close to
80 percent or higher for other work categories, but this informality
does not violate the law.

Informal employees earn less than formal workers. The average monthly
earnings for informal wage workers is LE 2,146 (US$137), which is
less than the earnings of formal private sector employees (LE 3,096,
or US$198.4) and public sector employees (LE 3,188, or US$204.3).4
Egypt does not enforce a minimum wage for the private sector, and
30 percent of informal wage workers and 11 percent of formal wage
workers earned less than LE 1,200 (US$77), the minimum wage for
public sector workers in 2018.* Interestingly, similar shares of public

FIGURE 5.3

Informal Employment Rate, by Type of Employment, Arab Republic of Egypt, 2017
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and formal private sector wage workers earned less than LE 1,200
(US$77). The private sector hourly wage gap between formal and
informal employees is estimated at 23 percent, with just over
60 percent of the gap due to observable characteristics of workers.
More specifically:

o Informality does not mean poverty, but the poor are overwhelmingly
informally employed. Workers who are not poor but are informally
employed constitute the largest share (40 percent) of workers in Egypt
(figure 5.4). The second-largest group is those who are poor and
informal (23.7 percent), followed by the formal nonpoor (20.5 percent).
A large share of the working poor (78 percent) are informally
employed, but only 57.6 percent of nonpoor workers are informal.
Among informal workers, 63 percent are nonpoor, while 37 percent
are poor (table 5.1). However, formality does not guarantee
prosperity—about 18 percent of public sector and formal private
sector workers are poor.

o Mobility across formality-informality in the private sector means that some
informal workers have made contributions to social insurance. Just over
40 percent of formal private sector workers transitioned into
informality between 2012 and 2018 (table 5.2). Workers in the private
sector were more likely to transition from formal to informal

FIGURE 5.4

Shares of Poor and Nonpoor Informal and Formal Workers,
Arab Republic of Egypt, 2017
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Source: Household Income, Expenditure, and Consumption Survey, 2017-18.
Note: Values are for all workers age 15 and older. Poverty status is based on the national poverty line.
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TABLE 5.1
Poverty and Informality, Arab Republic of Egypt, 2017-18
Category Formal public Formal private Informal Total
Percent
Not poor 29.56 12.83 5762 100
8156 81.24 62.8 69.55
Poor 15.26 6.77 7797 100
1844 18.76 372 3045
Total 252 10.98 63.81 100
100 100 100 100
Source: Based on data from the Household Income, Expenditure, and Consumption Survey, 2017-18.
Note: Values are for all workers age 15 and older.
TABLE 5.2
Employment Status in 2018 Compared to 2012 among Private and Public Sector
Workers, Arab Republic of Egypt
Status in 2018
Informal Informal Private sector
employment employment formal Public sector Out of the
Status in 2012 (illegal) (legal) employees employment  Unemployed labor force
Percent
Informal employment (illegal) 37 24 16 6 4 13
Informal employment (legal) 21 49 5 3 4 18
Private sector formal employees 24 18 32 12 3 11
Public sector employment 4 3 4 73 1 15
Unemployed 12 12 5 8 13 50
Out of the labor force 7 8 2 2 5 75

Source: Based on data from the 2012 and 2018 Egypt Labor Market Panel Surveys.
Note: Values are for workers age 15-59 years.

employment than the reverse. Between 2012 and 2018, while
18 percent of formal private sector workers transitioned to informal
private sector employment, only 5 percent of informal private sector
workers transitioned to formal private sector employment. At the
same time, only 32 percent of private sector formal employees
remained in the same employment status. In the public sector,
employment was more stable, with 73 percent of workers keeping the
same status. A recent study of Egypt shows that the first job matters,
especially for those starting employment outside fixed establishments
(Selwaness and Ehab 2019). It finds that after 10 years of employment,
only 16 percent of male informal workers inside establishments were
formal, and only 8 percent of those outside establishments contributed
to social insurance. Comparing across countries, Deng et al. (2022)
show that labor movements into and out of formality are far lower in
Egypt than in Mexico. More specifically:
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o Small firms account for most job creation, and most informal employment is
in micro firms. Firms or fixed establishments account for only about
30 percent of all employment (World Bank 2021b), and among these
firms, most jobs are concentrated in small and micro enterprises.
Small- and micro-scale establishments (with fewer than 20 employees)
employed 73 percent of workers in 2017 (52 and 21 percent,
respectively).t Informal workers are predominantly in small-scale
firms. The share of large-scale firms in hiring dropped from 24 percent
in 1996 to 11 percentin 2017. This can be explained by the contraction
of hiring in the public sector, which is dominated by large firms. The
share of medium-size enterprises (20 to 99 workers) was only
10 percent in 1996, constituting the lowest share among the firm size
categories. This share increased to 15 percent in 2017, exceeding the
share of large firms. In firms with 100 or more employees, 75 percent
of the employees are formally hired, while in smaller firms, only
30 percent are.

Social protection and jobs programs in Egypt consist of institutions that
cover “entrepreneur-worker relations” (Realm 1), along with food subsi-
dies and a range of noncontributory social assistance programs (World
Bank 2022a). Realm 1 comprises a complex set of dimensions that directly
affect the incentives of firms and workers to operate formally; therefore,
these dimensions contribute to the social protection, poverty, and
inequality outcomes of individuals and households. The interactions of
these elements with Realms 2 and 3 affect firms’ hiring and productivity.
This section discusses contributory social insurance, minimum wage
regulations and collective agreements, hiring and firing regulations, and
enforcement of labor regulations. The analysis focuses on the period
prior to 2019:

¢ In the period studied in this report, Egypt had four social security
regulations, by worker category. These included Law 79/1975 for
salaried workers, which established social insurance for regular
workers only (to be enrolled by employers). Irregular workers were
not mandated to be enrolled. Law 108/1976 was passed for own-
account workers and offered voluntary enrollment as well as only
obliging self-employed workers in 15 occupations to enroll, along
with employers of registered businesses. Law 50/1978 was passed for
voluntary enrollment of Egyptians working abroad. Law 112/1980
included workers not covered by other schemes, such as contributing
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family workers, construction workers, farmers, and others under
voluntary enrollment. The new law of 2019 (Law 149 of 2019), which
is beyond the scope of this report, provided a unified social insurance
law for all workers and extended the same stipulations for voluntary
and obligatory enrollment in the unified social insurance system for
each group of workers.

® The legal framework for social insurance allows certain types of
workers to opt out of participating in the social insurance system, thus
creating “legal informal employment.” As table 5.3 shows, the law
does not obligate many groups of workers to contribute to social
insurance. These include irregular salaried workers, contributing
family workers, the self-employed outside the 15 occupations stated
in the law, and all those who were covered under Law 112/1980.%

* The social insurance funds are managed by the National Organization
for Social Insurance (NOSI). Until 2019, NOSI was responsible for
managing the Government Social Fund, covering civil servants, and
the Public and Private Business Sector Fund, which covered private
and public sector employees, employers, and the self-employed
(Sieverding and Selwaness 2012). NOSI is managed by the Ministry
of Social Solidarity. The National Health Insurance Organization
(NHIO) works with NOSI to administer the contributions for health

insurance.

TABLE 5.3

Legal Framework for Social Insurance, Arab Republic of Egypt, until 2019

Worker

category Legal framework Obligatory/voluntary Legal /illegal informality
Salaried *  Law 79/1975 for salaried workers *  Obligatory for regular workers ¢ lllegal informality
workers ¢ Voluntary for irregular workers * Legalinformality
Nonsalaried ®  Registered own-account workers * Voluntary * Legalinformality
workers (Law 108/1976) *  Obligatory for 15 occupations,

including syndicated professionals
and employers of registered

business
* Egyptians working abroad * \oluntary *  Legal informality
(Law 50/1978)
®  Workers not included in all the other ®  Voluntary * Legalinformality

schemes (Law 112/1980), including
contributing family workers and all
unregistered workers

Sources: Based on Law 79/1975; Law 108/1976; Law 50/1978; Law 112/1980.
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® The labor laws govern employment in the private and public sectors.
Egypt’s Labor Code (Law 12 0f2003) is complemented by two distinct
provisions for workers in the civil service (by Law 81 of 2016, which
replaced Law 47 of 1978) and for workers in state-owned enterprises
(SOEs) (Law 203 of 1991, which replaced Law 159 of 1981). This
segmentation sets the tone for more protective measures for workers
in these sectors and more favorable working conditions that are not
guaranteed to workers in the private sector.

Contributory Social Protection Programs

Salaried Workers in the Private Sector

Egypt’s social insurance system insures workers against various risks
(figure 5.5). Law 79 of 1975 specifies the benefits for formally employed
private sector salaried workers as well as public sector workers. It provides
insurance coverage for old age, disability, survivorship, sickness, mater-
nity, injury, and unemployment, but there are no family allowances. At
retirement, beneficiaries receive a pension and health insurance.
Contributions for protection against each covered risk are described
in table 5.4. Workers in the private sector contribute 14 percent of their
“base fixed” salary, and employers contribute 26 percent. Additional
payment can be added based on “variable” income (such as bonuses),
which is not obligatory.? Total contributions as a share of wages stand at

FIGURE 5.5

Overview of Benefits for Formal Salaried Workers in the Private Sector, Arab
Republic of Egypt (Law 79 of 1975)
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Source: Based on Law 79/1975.
Note: NOSI = National Organization for Social Insurance.
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TABLE 5.4

Share of Private Sector Contributions to the Social
Insurance Scheme, by Benefit under Law 79/1975,
Arab Republic of Egypt

Private sector workers

Benefit Cost for firms Cost for workers Total
Percent

Old age, disability, and survival 15 10 25
End-of-service bonus 2 3 5
Injury 3 0 3
llness 4 1 5
Unemployment 2 0 2
Total cost 26 14 40

21 days in the first year and 30 days after 10 years of service,

Paid | Labor Cod
aid leave (Labor Code) not including paid holidays (article 47 of the Labor Code)

Source: Based on Arab Republic of Egypt Law 79/1975.
Note: Minimum and maximum bounds are set for all contributions. lliness covers sickness
and medical benefits.

40 percent—which is one of the highest shares in MENA. For example,
in Tunisia, contributions are at 28.75 percent for the general scheme for
nonagricultural employees in the private sector.

Retirement Pension Benefit

The pension system is designed as a defined benefit scheme financed on
a pay-as-you-go, partially funded basis. Benefits are determined through
quasi-actuarial calculations based on lifetime contributions (Barr and
Diamond 2009). The contributory pension system was initially built on a
fully funded basis, but it was de facto a partially funded system (Maait and
Demarco 2012). Pension benefits are payable to workers who have con-
tributed for at least 120 months. There is no pension for those who reach
retirement age without contributing for this duration. Instead, they
receive a lump sum payment calculated as 15 percent of their annual pay
for each year of contributions. Those who contributed for fewer than 120
months can buy years of service at an identified rate. This provision thus
bifurcates social insurance benefits.

The system incentivized employees and employers to underre-
port wages because the calculation of the pension on the “base” sal-
ary was based on the average reported income for the last two years
before retirement.? This average was not supposed to be more than
150 percent of the average for the last five years before retiring. This
regulation sought to discourage underreporting earnings. The pension
is calculated at a rate of 1/45 for each year of service for both the base
salary and variable salary. If the pension amount is less than 50 percent
of the total average monthly wage in the last two years, hypothetical
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years are added to reach the minimum. The law stipulates that the total
payable pension (on both basic and variable earnings) should not exceed
80 percent of the reference total monthly earnings (Social Security
Administration and International Social Security Association 2011).
Pension eligibility for contributions on the “variable” portion of earn-
ings has no minimum set on the duration of contributions. However, it
is only payable when retiring at age 50 or above and is calculated based
on average income during full service. Contributors can further receive
a lump sum compensation if the duration of contributions exceeds
36 years. Other key points here:

* FKrosion of the real value of pension benefits was a concern. The
government adjusted pension benefits annually, to address the risk
that they may not be reflective of the cost of living. With the double-
digit inflation rate the country has experienced, such adjustments
became important. However, in the past, the adjustments have fallen
short and eroded the purchasing power of pension benefits (see
Sieverding and Selwaness 2012). The 2019 reform introduced
mandatory adjustments for inflation (World Bank 2022a).

* The social insurance system provides a limited return on
investment.! The return is particularly low for those who contribute
for fewer than 120 months. For this group of workers, the more
years they contributed (fewer than 10 years), the more they would
lose. If these workers contributed for one year, they would only
receive 67 percent of the contributions of both the employer and
employee. If they contributed for nine years, they would receive less
than 40 percent of what was contributed. Figure 5.6 shows that
those who contributed for the required duration (120 months)
would receive 109 percent of their contributions, or a return on
investment of about 10 percent.

¢ Workers who contribute for fewer than 120 months, who are likely a
high share of private sector workers in Egypt, are disadvantaged at
retirement, as per the design of the system. Workers who contribute
for fewer than 120 months lose the share of the employee contributions
when they receive the lump sum payment at retirement, effectively
subsidizing the social insurance system. This is a regressive feature of
the social insurance design because it is plausible that these workers
(who contribute for fewer than 120 months) are at the lowest segments
of income within the formal private sector. Unfortunately, there are
no accessible administrative data on those who have contributed for
120 months prior to retirement and those who have not. The data on
employment transitions (table 5.2) show that between 2012 and 2018,
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FIGURE 5.6

Ratio of Pension Benefits to Contributions, by Number of Years of Workers’
Contributions, Arab Republic of Egypt
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Note: The figure is based on simulation of the social insurance system parameters (prior to the 2019 reform).

almost 42 percent of workers transitioned from formal private sector
work to informal private sector work. An additional challenge with
this system (which is addressed in the reforms after 2019) was that for
workers who moved across sectors (public to private or vice versa),
there was limited portability of benefits.

* Another source of regressivity arises from the minimum and
maximum bounds set for total pension contributions. In 2018, the
maximum for insurable earnings was set at LE 3,448 (US4,220) and
the minimum was set at LE 750 (US$48). As a result, low-wage
salaried workers paid contributions on their full earnings, while
high-wage workers whose earnings exceeded the maximum
pensionable wage paid contributions on only a part of their wage.
This incentivized low-wage workers to underreport their wages and
evade the relatively high contribution levels (Barsoum and Selwaness
2022).1 The design of contributions to the system thus had the
unintended effect of raising the cost of contributions for low-wage
workers relative to high-wage earners.

Unemployment Benefit

Unemployment insurance is set at 60 percent of the last insured wage.
The eligibility criteria include that the worker (1) did not resign, (2) was
not in conflict with the law, (3) had paid contributions for at least six
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months, (4) was ready and willing to work, (5) was registered with the
Ministry of Manpower and Migration (MoMM), and (6) made regular
visits to the the MoMM. The compensation is lowered to 30 percent of
the last salary in the case of negligence, absenteeism, alcohol consump-
tion, or assault at work. The compensation discontinues if the unemployed
worker rejects an offer by the MoMM or stops visiting the office. Access
to unemployment insurance is contingent on the employer confirming
that the worker did not resign but was forced to leave. In practice, and
because of the high cost of firing, this is rarely the case.

Salaried Workers in the Public Sector

Public sector workers have guaranteed access to social insurance, full-
time contracts, minimum wage, paid leave, and the right to promotion.
Although public sector workers are governed by the same Labor Code as
private sector workers (Law 12 of 2003), public sector workers are privi-
leged by the distinct provisions of security of tenure and the enforcement
of formality.

Public sector workers pay a little less than private sector workers in
contributions to the social insurance system. The key difference is in the
reduced contributions for workplace injuries, which vary by sector butare
generally lower than those in the private sector because of the perceived
limited risk of injury, due to the administrative nature of most jobs. As for
private sector workers, additional contributions based on “variable”
income are set by the employer. Table 5.5 shows the breakdown of con-
tributions for public sector workers. The total contribution level varies
from 35 to 36 percent, compared to a total contribution of 40 percent of
the base salary paid by formal private sector workers.

TABLE 5.5

Share of Public Sector Contributions to the Social Insurance
Scheme, by Benefit under Law 79/1975, Arab Republic of

Egypt

Civil servants and workers in state-owned enterprises

Benefit Cost for employers  Cost for workers Total
Old age, disability, and survival 15 10 25
End-of-service bonus 2 3 5
Injury 1-2 0 1-2
lliness 4 1 5
Unemployment 0 0 0
Total cost 21-22 14 35-36

21 days in the first year and 30 days after 10 years of service, not

Paid | Labor Cod
aid leave (Labor Code) including paid holidays (article 47 of the Labor Code)

Source: Based on Law 79/1975.
Note: Minimum and maximum bounds are set for all contributions.
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Pension benefits are the costliest element of the package. All the
parameters of the social security code for the formal private sector
are applicable to public sector workers. The returns to contributions are
similar to those depicted in figure 5.6. In practice, however, a difference
can be expected between public and private sector retirees. Public sector
workers are more likely than private sector ones to accumulate the needed
120 months of contributions to receive pensions because of security of
tenure in the public sector. As table 5.2 shows, public sector workers are
the least likely of all to change their sector of employment—75 percent
of public sector workers remained in that sector over a six-year period.

For both private and public sector workers, a small share of the social
insurance system contributions goes to health coverage—only 5 percent
of the fixed salary is paid by both employers and employees. This explains
the low quality of service and the limitations of the social insurance
scheme financing, which Gericke (2005) calculates covers 50 percent of
its cost. Hence, it operates more like a subsidized public finance scheme
than insurance. Budget limitations can lead to long waits for procedures.
Cost ceilings set for certain procedures also render such procedures
impossible under the NHIO, pushing service seekers to go elsewhere and
rely on out-of-pocket spending. Out-of-pocket spending has remained
high (63 percent of total health expenditures) since 2000, despite fluctua-
tions over the 20-year period (figure 5.7).

FIGURE 5.7

Share of Out-of-Pocket Outlays in Total Health Expenditure,
Arab Republic of Egypt, 2000-19
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Employees in certain segments of the public sector have additional
health care services that are syndicate/employer provided, with access
to special hospitals and additional, better-quality health care options.
These workers pay a premium for the additional service, but this further
limits the redistributive power of the health insurance system and risk
aggregation. However, the fact that public sector workers have access to
the NHIO services does not protect public sector workers from out-of-
pocket spending. NHIO service is bounded by a cost ceiling and focuses
on curative care, which pushes beneficiaries to complement the service
with out-of-pocket spending (Shawky 2010).

Access to health insurance is a complicated process for formal private
sector workers, requiring a designated human resources operation, which
is not tenable in most small and micro enterprises.’2 There is no liabil-
ity for employers who do not offer support to their staff to receive the
service. The complexity of the system may explain why the Labor Force
Survey data show that the percentage of workers with access to health
insurance is less than those with social insurance, although the two ben-
efits are guaranteed by the same legal framework.

The design of the system allows for a highly segmented health
insurance benefit structure and diminishes its redistributive power.
Employers can opt out of the system if they provide alternative health
insurance to their workers, which reduces their contribution share
from 4 to 1 percent. It has become a common practice of employers
in the upper segment of the labor market to opt out of the system to
provide their workers better service quality, although this defeats the
purpose of insurance risk aggregation across the private sector. This
helps to explain the large (and growing) share of out-of-pocket health
expenditure in Egypt.

The Labor Code of 2003 increased labor flexibility and made formal hir-
ing and firing easier for private sector firms and SOEs. It allowed definite
duration (or fixed-term) contracts and stipulated that they can be termi-
nated at the end of a contract at no cost. If a fixed-term contract ends and
no new contract is signed, the agreement is turned into an indefinite
contract—which can be terminated in situations of grave negligence,
drunkenness, intoxication, or unexcused absenteeism for more than
10 days. A two-month notice is required. The employee’s record should
show notices documenting communication about negligence to justify
dismissal.
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The cost of firing those on open-ended contracts is high. The
minimum payment for arbitrary dismissal is two months’ pay for each
year served. The firing cost also increases by years of service, reach-
ing 50 percent for those serving 35 years. Collective agreements allow
for dismissal if the employer makes the case that the firm is incurring
“economic loss.” The employer pays a month of pay for every year for
the first five years of tenure and a month and half for every year after
that. Dismissal of individual workers is easier to implement in practice,
compared to collective dismissal.

Public sector workers have security of tenure and full-time contracts.
Firing is virtually impossible unless the employee is convicted under
criminal law or loses Egyptian nationality. Work in the public sector has
long been considered part of the social contract.2 Workers in SOEs are
also guaranteed security of tenure.

Public sector workers are more likely than private sector workers
to be unionized; these are mainly workers in factories or blue-collar
jobs, which are the base for the Egyptian Trade Union Federation.
Formal private sector workers cannot form independent unions or join
the Egyptian Trade Union Federation. Enterprise-specific unions can
be formed for companies with 50 or more employees, which renders
unionization an unlikely option for most formal workers, due to the
small firm size.

A council decides the minimum wage and the minimum level of annual
bonuses (not less than 7 percent of the basic wage).”* In 2013, the govern-
ment set the minimum monthly wage at LE 1,200 (US$76.7); it was
revisited in 2019 and reset at LE 2,000 (US$127.8)—which came into
effect in January 2019 for the public sector. However, at the time, the
government did not set a minimum wage for the private sector, for fear of
distorting the labor market. The minimum wage is therefore not enforced
for the formal private sector, and wage setting is completely left to the
market. Given the lack of wage bargaining and a national minimum wage
in the private sector, wage regulations seem to be inexistent, and thus do
not pose a key obstacle to formal hiring.

The self-employed must declare the level of their insurable income, with
the monthly contribution set at 15 percent of the declared income The
social insurance system for this group only offers protection against
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disability, old age, and survivorship pensions; it does not offer provisions
for health insurance. Professional syndicates offer additional benefits—
topping pension payments upon retirement and adding a health insur-
ance component. But not all 15 identified groups in the law have
syndicates, the financial capacity of the syndicate determines the level of
benefits, and syndicates do not allow for pooling of risk with nonmem-
bers. Thus, the law constitutes an exclusionary mechanism where low
earners are explicitly excluded.

"The pension law for self-employed workers is meant to cover a select
few—primarily syndicated workers (such as engineers, doctors, and art-
ists) and business owners (Law 108/1976). Large-scale landowners can
also join, but it is not obligatory. The same arrangement holds under
the 2019 social insurance regulation. Participants pay 15 percent of
their reported income following a predefined set of insurable income
categories. The law stipulates 16 categories of income, to which the self-
employed are assigned. For employers, the reported income should not
be less than that of employees.

Self-employed workers need to pay contributions for 180 months
to get a pension, and if the contributor reaches age 60 without the
180 months, he or she needs to continue to contribute until the mini-
mum number of months is reached. This suggests that the law does not
provide for a lump sum payment if the minimum years of contributions
are not met—this could pose a significant disincentive to contribute.
If contributions are made for 240 months or more, payments can be
obtained even before the age of 60. The retiree would lose a percentage
identified in the law according to the age at retirement. The pension
calculation parameters are similar to those of salaried workers in many
ways. The pension is calculated as 1/45 of monthly income for each
year of contributions, but not exceeding 80 percent of the last con-
tribution wage. The minimum payment is also 50 percent of the last
contribution wage.

Noncontributory social protection is important for Egypt since a large
share of workers—notably, informal ones—lack access to employment-
based social insurance. Most noncontributory social protection programs
are targeted to poor and vulnerable households.

One such program is related to health. Those who are uninsured
and are assessed to be poor or are unable to pay medical expenses have
access to financial support through the Program of Treatment at the
Expense of the State, whereby informal workers can access a system of
government hospitals and other health care facilities that provide
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services at highly subsidized rates for a specified list of diseases
(Sieverding and Selwaness 2012).

Informal workers who are poor could enroll in Egypt’s main noncon-
tributory social protection program, which consists of social assistance
in the form of cash transfers targeted to the poor, provided they meet
the program eligibility criteria. The cash transfer program Takaful, for
families with children, and the Karama social transfers program, for
the elderly and people with disabilities, were introduced in 2015. The
"Takaful and Karama programs were later expanded to include those who
participated in the earlier social assistance program (Daman), which
covered widowed women and the disabled. These were integrated into
the Karama program. Takaful provides income support to increase food
intake and reduce poverty, with health and education conditions, for
families with children (age 0-18 years). In 2020, about 1.95 million
households were covered by Takaful and 1.16 million by Karama.

Until recently, informal workers only received a retirement pen-
sion as part of a quasi-noncontributory scheme—the “Comprehensive
Social Insurance System”—which provided a fixed pension to informal
workers upon reaching age 65.2 Informal workers needed to contribute
for 120 months at LE 0.30 (US$0.01) (the cost of a stamp) per month,
but the scheme did not include health or injury insurance. However,
in 2019, new legislation set higher levels of contributions for spe-
cific groups. Informal workers are required to contribute at a rate of
9 percent of the lower income bound, while the law commits the gov-
ernment to cover the employers’ share of 12 percent of the minimum
bound. Enrollment is limited to nine low-income occupations (such as
domestic workers and construction workers) and requires complicated
paperwork to join.

There is limited public spending on the social sectors. Social pro-
tection spending (excluding energy subsidies) has been unchanged,
at an average of 4 percent of GDP since the reforms, and cash trans-
fers remain small. In fiscal year 2020, cash transfer spending reached
0.3 percent of GDP, which is below the global average (0.9 percent) and
the MENA regional average (0.42 percent). There is a constitutional
mandate to increase public spending on health to 3 percent of GDP, but
these outlays declined from 1.6 percent of GDP in 2017 to 1.4 percent
in the following two years, before reaching 1.5 percent of GDP in 2020.

Prior to 2016, Egypt’s tax-financed social protection schemes were
dominated by food and fuel subsidies to help low- and middle-income
groups afford essentials. These subsidies, mainly food subsidies, con-
tinue, despite significant rationalization. In 2015, about 88.6 percent of
all families made use of food subsidies through the smart card system.
In 2017, the eligibility criteria were narrowed to households earning
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FIGURE 5.8

Public Spending on Social Assistance Programs, Arab
Republic of Egypt, 2018 (% of GDP)
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below a specific income threshold. In addition, only four family mem-
bers are now allowed to be registered under one smart card, although
this does not apply to households that were already listed (Machado
et al. 2018, 134). More specifically:

® 'The outlays remain low for social assistance programs, despite being
a higher share of GDP (figure 5.8). In 2018, total spending on these
programs was 3.5 percent of GDP, with cash transfers at only about
0.5 percent of GDP (including conditional cash transfer programs)
(figure 5.8). Spending on the Takaful and Karama programs and
Daman increased from about 0.1 percent of GDP in 2010 to
0.4 percent of GDP in fiscal year 2018 (UNDP and MPED 2021).
The Takaful and Karama programs cover only about 15 percent of the
population, although about 30 percent of the population is poor.
However, most of the outlays reach the poor, as the program’s targeting
accuracy is high.

REALM 2: TAXATION

The realm of taxation is composed of various dimensions that influence
the fiscal resources governments have available for public spending
toward redistribution and poverty reduction. In addition, the design of tax
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schedules, strength of tax enforcement, and existence of preferential tax
regimes for firms are determinants of overall tax revenue and incidence.
These affect the productivity of firms, number of workers covered by
contributory social insurance, and redistributive power of social protec-
tion systems, thereby affecting other social and economic outcomes, such
as poverty and inequality. Here, the report examines three core elements
of statutory tax systems: (1) the personal income tax (PIT), (2) the corpo-
rate income tax (CIT), and (3) the VAT.

Egypt’s tax revenues are among the lowest in the region—and they have
not grown over the past decade, holding between 14 percent and
15 percent of GDP (figure 5.9). This relatively low level of tax collection
limits the fiscal resources available for needed public spending to support
redistribution and poverty reduction. The tax revenues collected reflect
various factors, including the small scale of economic activities, tax loop-
holes, weak compliance, and evasion. Egypt has stepped up efforts to
strengthen enforcement (raising the cost of noncompliance) of tax laws
and has introduced measures to reduce the time and cost of complying
with tax regulations.

Direct taxes include the PIT and CIT, and indirect taxes include the
VAT, excise taxes (“schedule tax”), resource development fees, the trade
tax, and the stamp tax. In 2021, indirect taxes accounted for more than

FIGURE 5.9

Total Tax Revenues as a Share of GDP, Arab Republic
of Egypt, 2010-19
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FIGURE 5.10

Composition of Tax Revenues, Arab Republic of Egypt,
Fiscal Year 2021

M Personal income tax
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Source: Ministry of Finance.
Note: VAT = value added tax.

half (57 percent) of total tax revenues, with the two direct taxes—the
CIT (23 percent) and PIT (13 percent)}—accounting for most of the rest
(figure 5.10). The statutory tax rates for both direct and indirect taxes are
among the lowest in the region (Verdier et al. 2022).

Between 2010 and 2021, revenues from indirect taxes fluctuated
around 7 percent of GDP, reaching a low of close to 5 percent of GDP in
2014 (World Bank 2022a). In 2021, CIT revenues were about 3.2 percent
of GDP—with the main contributors being sovereign sources (such as
the Central Bank of Egypt, Egypt General Petroleum Corporation, and
Suez Canal Authority). However, revenues from nonsovereign sources
are on the rise.

Institutional Framework for Levying Direct and
Indirect Taxes, 2010-19

The two main laws guiding tax collection are the 2005 Income Tax
Law!¢ and the 2016 Value Added Tax law.!” The 2005 Income Tax Law'®
lays the groundwork for taxing the income of all individuals, enterprises,
and corporations (legal persons). It specifies that all taxpayers (legal or
natural persons), without any exceptions for size of revenue, are required
to notify the Egyptian Tax Authority (ETA) of their activities. For sala-
ried workers, the responsibility of notifying the ETA rests on the
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employer or enterprise. The main indirect tax is the VAT] and the 2016
law outlines the various provisions, including exemptions. Prior to the
introduction of the VAT, Egypt followed the sales tax regime outlined
in the 1991 General Sales Tax Law.

The PIT is levied on (1) salaries of workers (with or without a contract
and regular and irregular), (2) net profits of commercial or industrial
activities, and (3) net revenues of self-employed professionals.t? For sala-
ried workers, income subject to the PIT excludes income from pensions,
social insurance contributions, and premiums paid for health and life
insurance. Firms are required to declare irregular workers to the ETA,
even if they do not make social insurance contributions for them (prior to
2019, firms were not required to contribute to social insurance for such
workers). Small businesses and businesses engaged in commercial and
industrial activities are considered “natural persons” or individual enter-
prises. They are structured as sole proprietorships and simple partner-
ships, which are regulated by the Law of Commerce and subject to the
PIT schedule.

The extent to which the tax regime poses an additional cost for
workers and individual enterprises to be formal is difficult to evaluate
due to data limitations.®2 However, if it is assumed that only formal
workers (salaried or self-employed) pay the PIT and do not evade
(or underreport incomes), simulations using the household income,
expenditure, and consumption survey data from 2017-18 suggest that
51 percent of all workers would be eligible to pay taxes—with a large
share being high-earning workers. As of 2019, salaries accounted for
the largest share of PIT revenues, at 68 percent; individual enterprises
accounted for 29 percent; and self-employed professionals accounted for
only 3 percent, according to data reported by the Ministry of Finance
and included in the Organisation for Economic Co-operation and
Development (OECD) tax database (figure 5.11).

The marginal tax rate rises gradually from the exempted tier
to 10 percent for those earning less than LE 6,500 (US$415), to
22.5 percent for those with net income greater than LE 200,000
(US$12,788) (table 5.6). Thus, if a worker’s income increased from LE
6,000 (US$383.6) to LE 14,400 (US$920.7) (equal to the minimum
wage in the public sector prior to 2019), the marginal tax rate would be
10 percent, and the effective tax rate would be 5.5 percent. The mar-
ginal tax rate would stay the same even if the worker earned double the
minimum wage. Thus, Egypt’s PI'T tax schedule appears to be less steep
than Tunisia’s, which tops out at 35 percent.
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FIGURE 5.11

Composition of Personal Income Tax Revenues, Arab Republic
of Egypt, 2019
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Source: Based on data from the Organisation for Economic Co-operation and Development tax database.
Note: Revenue from tax on salaries includes stamp tax on salaries.

TABLE 5.6

Marginal and Effective Tax Rates, by Income Bracket, Arab
Republic of Egypt, 2015-17

Effective tax rate at
Income bracket (LE) Marginal tax rate (%) upper limit (%)
1 < netincome < 6,500 0 0
6,500 < net income < 30,000 10 7.8
30,000 < netincome < 45,000 15 10.2
45,000 < net income < 200,000 20 178

Net income > 200,000 225 -

Source: Original table for this publication.
Note: Values are the personal income tax rates on income after allowed deductions and exemptions (net
income), effective from August 21, 2015, to June 21, 2017 (Law No. 96 of 2015).

Individual enterprises are “natural persons” (not incorporated as
companies) and are subject to income taxes following the PIT sched-
ule, regardless of their size. They are required to register with various
entities (including the ETA). The Law of Commerce of 1999 covers
two types of individual enterprises—sole proprietorships and simple
partnerships—and requires them to be registered with the Commercial
Register; no minimum capital is specified. Each business owner in a
simple partnership is required to enroll in the social insurance system
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as self-employed. The Income Tax Law allows individual businesses
that meet the definition of a micro or small enterprise to be exempt
from the requirement to maintain regular accounts (Abdellatif, Tran-
Nam, and Ramdani 2021). This exemption is linked to the 2004 Law
on Small Enterprises, which defines these enterprises based on the size
of their paid-in capital; however, it is unclear how the law’s require-
ments have been verified (El Naggar and El Naggar 2020; OECD, EC,
and ETF 2018).

Data from the latest establishment census suggest that compliance
with the requirements of the tax, business registration, and social
insurance law is quite low. The following are a few data caveats.

First, it is not clear whether the institutional setup requires that data
reported by employers and businesses to the ETA and the social insur-
ance organization are consistent. If such compliance were not enforced,
employers could choose the level of compliance—for example, report-
ing employees’ salaries to the ETA but not to the social insurance
authority. Prior to the 2019 reform on social insurance, it is not clear
that consistency on reporting to the two agencies was enforced.

Second, administrative data on the number of individual enterprises
that file the PIT, are registered for social insurance, or are on the com-
mercial registry are not publicly available. However, there is an indica-
tion of whether enterprises have a sound basis for reporting net profits,
drawing on the 2017 census of establishments conducted by the National
Statistical Offices. The census found that that about 30 percent had
an insurance number, 39 percent were registered with the commercial
registry, and 22 percent kept regular accounting books. One-person and
two-person establishments were the least likely to keep regular account-
ing books. What makes an activity self-employment or a one-person firm
is subject to interpretation, and it is possible for one-person individual
enterprises to opt out of social insurance.

The CI'T—whose revenues are nearly double those of the PI'T—is levied
on incorporated companies. The net profits of these companies are taxed
at a rate of 22.5 percent (since 2015). The flat tax rate applies to all types
of business activities (except oil exploration companies, whose profits are
taxed at 40.55 percent). The profits of the Suez Canal Authority, the
Egyptian Petroleum Authority, and the Central Bank of Egypt are taxed
at 40 percent.

All companies are required to enroll their regular employees in social
insurance and all employees for the PI'T. There are special tax regimes
and incentives for the CIT, but these are unlikely to affect a firm’s
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decision to employ workers formally. They apply to priority sectors and
businesses in free trade zones—such as manufacturing, banking, financial
services, agriculture, and investment in lagging regions.

It is likely that the Income Tax Law has discouraged some enterprises
from becoming an incorporated business—given that the flat CIT rate
of 22.5 percent has been equal to the marginal tax rate for the highest
PIT bracket (until 2019). In 2018, the Companies Law was amended to
allow one-person companies, which was reflected in the near-doubling
of limited liability companies between 2017 and 2020, according to the
World Bank Entrepreneurship database. Still, with 66,614 limited liabil-
ity companies in 2020, Egypt had the lowest number of such companies,
compared to Morocco and Tunisia (table 5.7). In addition, adjusting for
the size of the adult population, Egypt’s total business density remains
the lowest.

For an enterprise—whether an individual or incorporated business—the
size of its revenues determines its responsibilities for and costs of pro-
cessing and paying indirect taxes on the production of goods and ser-
vices. Until 2016, businesses with revenues greater than LE 540,00
(US$34,615) for producers and service providers, and LE 150,000
(US$9,520) for traders, had to register with the ETA and pay the general
sales tax (applicable to manufactured goods and 17 services). In 2016,
Egypt moved to a VAT regime with a substantially broader tax base. The
VAT Law requires registration for all individuals or companies selling
goods or services with gross sales equal to or greater than LE 500,000
(US$31,969). The standard VAT rate is 14 percent. Lower rates can
apply on selected goods or services, and 57 categories of goods and ser-
vices (like basic food products) are exempted. Although Egypt’s VAT rate

TABLE 5.7

Adult Population, Limited Liability Companies, and Business
Density, Arab Republic of Egypt, Morocco, and Tunisia, 2020

Limited liability Total business
Country Adult population companies in 2020 density rate
Egypt, Arab Rep., 2020 62,165,379 66,614 1.07
Morocco, 2020 24,222,688 572,930 23.65
Tunisia, 2019 7,856,564 158,511 20.18

Source: World Bank Entrepreneurship database (worldbank.org/en/programs/entrepreneurship).
Note: The new business density is defined as the number of newly registered corporations
per 1,000 working-age people (those age 15-64).
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is lower than that of a group of regional peer economies, the revenue
threshold for VAT eligibility is also one of the lowest (see Verdier et al.
2022, figure 17).

Although, in theory, compliance with the VAT Law should be high
for all businesses, as they are able to pass on the tax to their customers,
in practice, take up of the law can face obstacles, given that the data
show that only a small share of businesses maintain regular accounts.
Under the credit-invoice method, businesses pay the input VAT to
suppliers on their purchases of goods and services, charge the output
VAT on their sales of goods and services to customers (output tax), and
remit the balance between the input and output VAT to the ETA.% To
implement this system, businesses must issue invoices for sales transac-
tions, keep regular accounting books, and file monthly VAT returns
(Abdellatif, Tran-Nam, and Ramdani 2021). Since all businesses are
required to issue invoices (as per the 2005 Income Tax Law), they should
be able to meet the VAT Law requirements. However, as the 2017 estab-
lishment census shows, a vast majority of enterprises do not keep regular
accounts—especially one- and two-person establishments.

This section reviews Egypt’s institutions that govern the functioning of
markets and in turn affect business creation, size, and productivity.*? As in
other developing countries, most firms in Egypt are small, and they age
without growing in terms of employment or sales (World Bank 2021b).
Market conditions and their implications for private sector expansion
have been studied extensively. Egypt has made progress in addressing
limitations in legislation; however, the state continues to participate in the
market in ways that could discourage private sector expansion (World
Bank 2021b). This report’s focus is on how provisions in this realm inter-
act with Realms 1 and 2, to paint a more comprehensive picture of the
determinants of informality and firm growth. This section briefly
reviews legislation in three areas: (1) registration procedures and costs,
(2) access to credit and contract enforcement, and (3) product market
competition.

In 2016, Egypt modified several laws, with the aim of strengthening mar-
ket conditions. These reforms covered laws on investment and bank-
ruptey and industrial licensing law.
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Egypt has outperformed its regional peers in the areas of procedures
and time to start a business. This was mostly due to a reform abolishing
the requirement to obtain a certificate of nonconfusion (which limits
multiple entities from carrying the same name) and improving the one-
stop shop. Starting a business consists of 5.0 procedures, compared to
6.5 in MENA, and takes an average 12.0 days, compared to 19.7 days
for MENA. However, the process remains costly—about 20.3 percent of
income per capita, making Egypt one of the most expensive jurisdictions
to start a business in MENA, where the regional average is 16.7 percent.
However, unlike in much of the region, there is no minimum capital
requirement to start a business (the MENA average is 9.0 percent of
income per capita).

On average, the process for resolving insolvency takes as much time
as it does in MENA, but it is costlier than the regional average (these
costs include court fees, government levies, and insolvency administrator
and lawyer fees, among others). At the end of insolvency proceedings,
Egyptian creditors have a recovery rate that is lower than the MENA
average and significantly lower than the OECD average.

By contrast, registering a property is comparatively inexpensive in
Egypt, costing 1.1 percent of the property value, well below MENA’s
average at 5.6 percent. Still, the registration process is cumbersome
—it takes an average of 76.0 days to register a property, far above
MENA’s 26.6 days, and there are 9.0 procedures, compared to 5.4 for
MENA.

Despite progress in reforming pertinent laws and regulations, busi-
ness density is lower in Egypt than in Morocco or Tunisia (table 5.7).

Egypt performs well in providing creditors access to information about
borrowers through credit registries. The provisions for depth of credit
information provided are strong, as is the strength of legal rights for
creditors. The country also has a comparatively large share of adults
under credit bureau coverage relative to MENA, although far less than
the share among OECD nations.

However, firms’ use of credit is very low, and firms most rely on
internal financing, which could constrain growth (figure 5.12). Based
on data from the 2017 Findex, the Country Private Sector Diagnostic
reports that the share of the population who borrowed to start, oper-
ate, or expand a farm or business is lower than the average for lower-
middle-income countries. This limited use of credit could be due to
a mix of demand- (by firms) and supply-side factors. No direct mea-
sures of demand are available; however, there has been progress on at
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FIGURE 5.12

Use of Credit, by Firm Size, Arab Republic of Egypt, 2020
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least one dimension: the share of firms with accounts increased from
60 percent in 2013 to around 80 percent in 2020 (Enterprise Survey
data). Limited supply of credit appears to be a factor—a long-standing
challenge for the private sector in Egypt. Growing government financ-
ing needs have increased the cost of borrowing and limited private
companies’ access to finance. The private sector’s share of credit has
decreased, from over 50 percent in 2010 to 30 percent at the end of fis-
cal year 2020 (World Bank 2020). Further, a recent study suggests that
a | percent increase in government borrowing from commercial banks
in Egypt diminishes business sector credit by around 1.2 percent, cre-
ating further barriers for entrepreneurial activities (Haikal, Abdelbary,
and Samir 2021). Betz, Ravasan, and Weiss (2019) show that this rising
borrowing by the government limited the amount of credit that banks
made available to firms. Overall, firms appear to face constrained access
to credit because the government, rather than other firms, competes for
available financing.

Contract enforcement is a particular area of challenge for firms.
Contract enforcement in Egypt averages 1,010 days, well above the
622-day average across the region. On average, the process for resolving
insolvency takes 2.5 years and costs 22.0 percent of the debtor’s estate,
while it takes 2.7 years and 14.0 percent of the debtor’ estate in MENA
(these costs include court fees, government levies, and insolvency admin-
istrator and lawyer fees). At the end of insolvency proceedings, Egyptian
creditors have a recovery rate of merely 23.3 cents per US$1, which is
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lower than the MENA average of 27.3 cents and significantly less than
the OECD average of 70.2 cents.

The quality of judicial services for commercial purposes negatively
affects domestic firms (especially smaller ones) and foreign businesses
investing in Egypt. There are no courts dedicated solely to hearing com-
mercial cases and no fast-track procedures for small claims. Judges are
swamped with an excessive number of petty cases and administrative
matters, which distract valuable judicial ime from more complex cases
(World Bank 2020). This may help explain how access to the courts
is costly for MSMEs, at 26.2 percent of the claim value, compared to
MENA’s average of 24.7 percent. Further, outcomes are often not suf-
ficiently predictable, which could incentivize small firms to remain
unincorporated.

Government control of businesses is prevalent, with 297 SOEs operating
in 23 of the 24 industry groups (World Bank 2020). These SOEs employ
about 20 percent of the public sector workers, representing more than
1 million workers. The widespread presence of SOEs hurts competition
and distorts market outcomes.

Egypt’s economywide product market regulation score, where higher
values are associated with more restrictive regulations on competition, is
one of the highest in the world: 2.84 out of 6.00, compared to the 2.34
average for non-OECD countries (World Bank 2020). This score reflects
barriers to entrepreneurship in Egypt—notably, complex regulatory
procedures and regulatory protection of incumbents, and a restrictive
environment where state control has undue influence. Each of these fac-
tors can create disincentives for new entrants, particularly in sectors with
a more extensive SOE presence (like energy, telecommunications, and
air transportation). The Ministry of Communications and Information
Technologies owns 80 percent of Telecom Egypt, the country’s primary
telephone company, and oversees the National Telecommunications
Regulatory Authority. Such a structure, in which the regulator and SOE
are under the same line ministry, incentivizes favoritism for the SOE
over private competitors (Pop et al. 2021).

Protectionist policies have also stymied competition. High external
tariffs—the 19 percent average most-favored-nation tariff is the sec-
ond highest in the world—are applied to countries that do not have a
trade agreement with Egypt. Further, high and sometimes unpredict-
able import tariffs on certain products (like manufacturing inputs) and
instances of export duties and bans create uncertainty for firms and limit
their access to global value chains. Decisions on tariffs appear unduly
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influenced by specific sectors rather than being taken strategically to
foster development or diversification of the local economy. As a result,
the vast majority of Egyptian firms are nonexporters; only around
1 percent export—and those firms have a smaller number of products
and fewer markets than those in comparator countries (World Bank
2020). Between 2009 and 2018, more than half of Egypt’s goods exports
were primary and resource-based products, and about a quarter were
medium- and high-technology exports. Egypt’s lack of export competi-
tiveness deters efficiency-seeking foreign direct investors, which could
help the country play a greater role as a regional export hub. According
to the World Bank Enterprise Survey of 2020, only a small percentage
of Egyptian firms have foreign ownership (5 percent reported having at
least 10 percent foreign ownership in 2020).

Egypt’s value chain is further hampered by cumbersome customs
clearance processes, poor connectivity, and poor logistics. Here, the key
factors are (1) the efficiency of ports, (2) air cargo capacity, (3) infra-
structure that connects the hinterland to the ports, (4) services to carry
the goods from the hinterland to the ports, and (5) border control and
management (including customs clearance for trading across borders).
Despite having the Suez Canal, Egypt struggles to compete with peers
like Panama, ranking 67th on the World Bank’s Logistics Performance
Index (2018), compared to 38th for Panama. Impeding factors include
limited data availability (such as on port performance), lack of institu-
tional coordination, and no clear strategy to engage with the private
sector.

After an in-depth review of Egypt’s informality—in particular, through
an institutional lens—what are the key takeaways for the country in its
pursuit of a sustainable, inclusive growth path?

The social insurance system has design features that could contribute to rising
informality. Although it is impossible to say conclusively that the social
insurance system is a cause of the country’s rising informality, this chapter
has shown that there are design features that reduce the benefits and raise
the costs of formality for both firms and workers. The legal framework
governing social protection and labor laws creates scope for legal infor-
mality—that is, not requiring certain types of workers to participate in
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social insurance. In Egypt, social insurance is not obligatory, nor is it
designed to meet the needs of irregular salaried workers and the self-
employed. The benefits that come with formal status are limited—
primarily access to a pension, health insurance, and unemployment
insurance—and there are many conditions. Workers who do not accumu-
late 120 months of contributions to the social insurance system only
receive a lump sum payment calculated at 15 percent of their insured
wage, losing the contribution share of their employers. Moreover, health
insurance benefits require complicated processing that most small and
micro enterprises, even if formal, lack the organizational capacity to offer
to employees. Given the high cost of formality and weak enforcement, the
incentives to evade are especially high for low-wage workers.

The social insurance system’s redistributive impact is limited by the inber-
ent regressivity built into the design. The pension system favors those who
contribute at a young age and manage to accumulate as many years as
possible. Indeed, the transition to formality at a late age (contributing
for fewer than 10 years) is not beneficial. From the point of view of risk
protection, permanent workers and high-wage workers are better pro-
tected than temporary workers. For those with fewer than 120 months
of contributions, the deducted contributions (specifically, the share of the
employee and employer) become lost income. The system also discour-
ages participation by low-wage workers—who may be highly taxed when
contributing, due to high transition rates into informality. Their incen-
tive to evade is especially high. A fiscal incidence analysis confirms that
most social insurance contributions are borne by better-off households
that are also the recipients of pension benefits (World Bank 2022a).

Noncontributory social protection is available to informal workers, but it
does not appear to be a key incentive to stay informal. The noncontributory
health insurance program that informal workers can access provides
limited benefits, largely due to low public spending on social assis-
tance as a share of GDP, although outlays have risen in recent years.
In Egypt, the flagship programs are Takaful and Karama cash transfers,
which are designed for poor families. Thus, although poor informal
workers can be reached by noncontributory schemes, they are still
faced with situations of vulnerability. Moreover, the social protection
system leaves 40 percent of workers who are neither poor nor formal
without any risk protection.

The tax base is small due to a combination of exemptions, avoidance and evasion,
and low tax rates. At about 14 percent of GDP, the effective tax burden on
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businesses and workers is the lowest in MENA, and the same holds for
the PIT and VAT rates. This study could not adequately verify whether
the institutional entities responsible for levying taxes, registering busi-
nesses, and taking social insurance contributions are required to or in
practice coordinate the verification of taxpayers’ reporting. Such data
sharing across entities is essential because without it, taxpayers can choose
the requirements with which to comply—and firms can choose to register
to pay income taxes and the VAT but underreport workers receiving
social security contributions (which are a relatively high share of wages).

Although the Income Tax Law does not treat micro and small firms dif-
ferently, in practice there are factors that could affect firms’ incentive to grow.
Unlike Tunisia or Morocco, Egypt did not have a special tax regime in
place for MSMEs during 2010-19. However, unincorporated enterprises
with one or more owners are not required to keep formal accounts and,
more importantly, they can file taxes under the PIT regime, which is
more favorable than the CIT (the CIT tax rate equals the higher rate
under the PIT). Although this does not pose a constraint in terms of
diversification of ownership and access to capital and credit, it favors
unincorporated businesses by allowing them legally to pay lower taxes
compared to incorporated businesses. Taken together, these provisions
create an incentive for firms to remain small in terms of net profits and
therefore employment size. For workers too, especially low-wage work-
ers, these provisions create incentives to be hired informally so that they
are not declared to the ETA.

Since 2019, reforms have been introduced that could affect businesses’
incentives to grow and employ workers formally. The 2020 reform sim-
plified the tax regime for MSMEs. It replaced the provisions under the
Income Tax Law that did not treat businesses differently by their rev-
enues. The introduction of the option for registered MSMEs to follow
the MSME simplified tax regime could discourage firms from expand-
ing revenues beyond the new law’s threshold (the 2020 Unified Tax
Procedures Law). The ETA now issues one tax registration number for
all types of taxes, and the new law streamlines the collection and filing of
all direct and indirect taxes. Given that the cost of tax compliance tends
to be regressive, the streamlining of procedures could reduce incentives
for firms to grow.

Social insurance and tax laws could disincentivize small business incorpora-
tion, which, in turn, could dampen risk taking and investment by exposing such
owners to legal liabilities. All incorporated businesses, whether one person
or more, are required to enroll themselves and their employees in the
social insurance system. Their net profits are subject to a higher tax rate
(the CIT is a flat 22.5 percent) than those of unincorporated enterprises,
who use the PI'T schedule. An unincorporated sole business owner could
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be considered self-employed and thus not obligated to enroll in social
insurance. Thus, it is not surprising that among the three pilot countries,
Egypt has the lowest number of limited liability companies—despite its
large population and allowing one-person corporations.

The state’s presence in the market, along with weaknesses in certain legal provi-
sions and procedures, create conditions that are not conducive to firm entry and
growth. The state’s borrowing from domestic banks has led to a limited
supply of credit for the private sector. In the product market space, the
ubiquity of SOEs sometimes crowds out private firms and limits com-
petitiveness. In certain sectors where SOEs dominate (like telecommu-
nications and air transportation), they receive significant favoritism in
terms of the regulatory environment and access to credit—which impacts
productivity and limits the number of private firms that engage in these
spaces. In addition, policies limiting foreign investment in Egyptian
firms and disincentivizing exports act as a barrier to growth. Although
the number of procedures has been reduced, the costs of both starting a
business and resolving insolvency are some of the highest in the region.
This matters, because high costs may limit the number of firms that are
established and the ability of small firms to operate and grow. Firms are
also hurt by Egypt’s poor contract enforcement process, which is costly,
unpredictable, and extremely slow. Weak contract enforcement creates a
risky business environment, especially for small and medium-size firms
that have tighter margins and less ability to absorb additional costs—
possibly pushing larger firms into more vertical integration, hindering
network effects across the economy.

1. The analysis of labor market outcomes relies on survey data from the annual-
ized Labor Force Surveys, Egypt Labor Market Panel Surveys, and the
Household Income, Expenditure, and Consumption Survey.

2. According to the World Bank’s high-frequency phone surveys a year and half
into the pandemic, the share of main income earners (MIEs) working is still
significantly below pre-COVID-19 levels. MIEs living in poorer households
are 2.8 times more likely to transition in and out of employment, conditional
on other factors. More than the sector of economic activity, the type of
employment, especially informal and self-employment statuses, is an impor-
tant feature behind the heterogeneous impacts. Informal private sector and
self-employed MIEs were about 2.5 times more likely to stop and start work,
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compared to public sector workers, and MIEs who did not lose their jobs saw
their incomes decline.
Irregular workers include seasonal, casual, and on-call workers.

. Based on Egypt Labor Market Panel Survey data for 2018.

In 2019, the monthly minimum wage was raised from LE 1,200 to LE 2,000.
In 2021, the minimum wage was raised to LE 2,400; and in 2022, it was
raised to LE 2,700.

An establishment is a fixed place where economic activity is carried out.
Irregular workers are defined as seasonal, casual, and temporary workers,
with special mention of workers in agriculture, fisheries, construction, and
marine ports (Decree 162 of 2019).

The 2019 reform reduced this share to 11 percent, calculated based on the
full salary in the more recent regulation (Law 149 of 2019).

The minimum employer penalty for not reporting a worker to the insurance
agency was LE 1 per worker, with a maximum of LE 500 (article 181). The
new law increased the level of fines for employers (to a minimum of LE
30,000 and a maximum of EL 100,000.

This refers to the ratio of what a retiree receives to what they paid through-
out their career. The ratio is calculated by considering the whole of Egyptian
legislation for the payment of contributions and the calculation of the pen-
sion as well as its method of indexation. Certain assumptions are used at the
level of the evolution of salaries throughout the career as well as the regular-
ity of the contributions throughout the career. Then the sensitivity of the
results based on career length and salary level is measured.

In addition, by setting a maximum bound, the system effectively lost contri-
butions that could have been collected from high-wage workers (see also
Sieverding and Selwaness 2012).

The list of the documents needed to enroll in the system is as follows:
(1) form 101 stamped by the social insurance authority showing registra-
tion in the system, (2) a stamped copy of a medical check-up certified by
both the workplace and the social insurance authority, (3) a stamped copy
of the work contract, (4) a declaration from the workplace that they are
enrolling the worker for the first time, (5) a delegation letter with the
name of the human resources manager responsible for the paperwork,
(6) a copy of the social insurance number and the identification card, and
(7) a personal photo.

Voluntary early retirement has been offered in various SOEs, with relatively
generous compensation packages.

Article 34 of Labor Law 12/2003 mandates the establishment of a national
council for wages, headed by the minister of planning assigned to introduce
a national minimum wage, taking into consideration the cost of living and
ensuring balance between wages and prices.

This was under Law 112 of 1980 (which replaced Law 112 of 1975).

Law 91 of 2005. Another law governing direct taxes is the Stamp Tax Law
No. 111 of 1980.

Law 67 of 2016. Another indirect taxation on businesses is governed by
the State’s Financial Resources Development Tax Law (No. 147 of 1984).
A unified law for taxation procedures was issued in 2020 (Law 206/2020).
An English translation of the law can be accessed at https://wipolex-res.wipo
.Ant/edocs/lexdocs/laws/en/eg/eg067en. html.
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19. Another type of income subject to the PIT is net revenue of self-employed
professions and noncommercial professions (which are also supposed to be
licensed). Finally, revenues from real estate (agricultural land, constructed
real estate, and furnished units) are also subject to the PIT. Notably for
agricultural land, only revenues from horticultural activities are subject to
the PIT; income from other agricultural activities is exempt. In what follows,
taxes on real estate revenues are excluded from the analysis since agricultural
revenues are generally not taxable.

20. The Labor Force Survey and Household Survey do not collect data from
workers on who pays taxes. Data on employees and enterprises registered
with the ETA or with social insurance organizations are not publicly avail-
able, making it difficult to assess the overlap.

21. The exception includes providers of certain goods and services, such as
professional services and petroleum products, which are subject to a lower
VAT rate and are not allowed to offset the input VAT against the output
VAT (Deloitte 2021).

22. The report’s definition of firm informality—firms that employ all their
workers informally—is applied implicitly in the realm of market conditions
such that (1) registered firms have a higher likelihood to hire formal workers
because they exhibit higher productivity levels than unregistered firms on
average, and are also more likely to be caught for hiring informal workers
and sanctioned by authorities; (2) strong contract enforcement encourages
firms to register with official authorities to benefit from the regulatory envi-
ronment, including secure and low-cost transactions, and credit contracts,
while also allowing registered firms to grow; and (3) contestability drives the
natural selection of firms and increases the integrity and benefits of the regu-
latory environment, encouraging firm registration and growth.
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he long-standing informality debate in the Middle East and North Africa (MENA) Region has

taken on a new urgency as it looks for a pathway to more socially inclusive growth that is less
reliant on fossil fuels. This is occurring against a backdrop of subpar labor market outcomes, further
growth setbacks, and deteriorating fiscal and current account deficits in the aftermath of the
COVID-19 pandemic—and in the wake of high inflation and supply chain disruptions triggered by
the Russian Federation-Ukraine war.
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the characteristics and incentive structure that have led to the prevalence of informal employment
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interrelationships among, different aspects of these countries’ institutional landscapes to make
sense of the complex incentive structure that workers and firms face when deciding between
formal and informal options. Specifically, the report groups these issues in three broad realms:

(1) entrepreneur-worker relations, (2) taxes and transfers, and (3) market conditions.

“This report is an extremely welcome addition to the literature on MENA labor markets. By
analyzing the incentive structure and institutional factors that have led to the prevalence of
informal employment in Egypt, Morocco, and Tunisia, it points the way to policy actions that can be
taken to reduce informality and increase social protection for workers. It is a must-read for anyone
who cares about greater economic inclusion in MENA!"

Ragui Assaad, Professor, Hubert H. Humphrey School of Public Affairs, University of Minnesota
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informality through institutional, regulatory, and policy changes could present to achieving
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