
Firm Dynamics and Economic Growth with the Informal Sector∗

Masakazu Emoto†

First Draft: January 2021

Abstract

In this study, we analyze the effect of the informal sector on firm size distribution,

misallocation of resources, and economic growth. To this end, we extend Luttmer(2012),

which tracks the relationship between firm size distribution and economic growth, to

include the informal sector and analyze these effects. Moreover, we calibrate the model

to match the relevant statistics of the informal sector and firm distribution in the United

States and Mexico. There are several contributions of the study to the literature. First,

we show, based on the data for the U.S. and Mexico, that economic growth rate has

slowed due to the presence of the informal sector. Second, we find in both the U.S.

and Mexican cases that a reduction in the tax rate has a positive impact on economic

growth and social welfare. On the other hand, a reduction in the operating costs of the

formal sector is found to have similar consequences to a reduction in tax rates in the

Mexican case, but to have a positive impact on economic growth and a negative impact

on social welfare in the U.S. case.
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