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ABSTRACT 

The approach and conduct of the macroeconomic policy play an important role to the provision of 

sound economic policies that addresses business cycles or macroeconomic fluctuations. In 

determining the approach of macroeconomic policy in Nigeria, the structure of the economy 

characterised by a large informal economy should also be taken into consideration given its 

importance in providing employment. Hence, this thesis opines that the design of monetary and 

fiscal policy (macroeconomic policies) in Nigeria, needs to carefully take into consideration how 

a large informal economy could impact the transmission mechanism of macroeconomic policy 

shocks on the real economy. Therefore, the major objective of this study is to understand how the 

presence of a large informal economy in Nigeria affects some macroeconomic variables in the 

advent of policy shocks. This thesis identifies three major gaps in the literature: First, there is a 

lack of extant literature concerning the estimation of the size of the informal economy in Nigeria 

over a long period of time (time series); second, to investigate the existence of business cycles in 

Nigeria; and third, prevailing literature on the informal economy in Nigeria, to the best of the 

researcher’s knowledge, fail to assess whether the informal economy provides a buffer in the 

advent of shocks to the economy. The Multiple Indicator Multiple Causes (MIMIC) model was 

used to estimate the size of the informal economy, while the Dynamic Stochastic General 

Equilibrium (DSGE) model was employed to investigate the buffer role of the informal economy 

and was estimated using the Bayesian approach. By estimating the MIMIC model, the results 

showed that the informal economy in Nigeria in terms of the gross domestic product has ranged 

from about 38 percent to 58 percent from 1991 to 2018. Also, changes in the size of the Nigerian 

informal economy are largely driven by deviations in the vulnerable employment rate and the 

urban population growth rate. Estimating the DSGE model, the study finds evidence that the 

informal economy plays a buffer role or an absorbing role in reducing the effectiveness of a 

monetary policy shock in contracting output in comparison to an economy with a relatively small 

informal economy. This thesis recommends that there is a need to implement market-friendly 

policies that would help to integrate the informal sector with the formal sector, thereby positively 

impacting the transmission mechanism of policy shocks on the real economy. These market-

friendly policies are intended to encourage informal enterprises to register their businesses and pay 

taxes in the long run which will help boost the non-oil revenue of the government and provide a 

better basis for the derivation of economic policies. 

 

Keywords: Bayesian approach, DSGE, Informal sector, Informal economy, Macroeconomic 

policy, MIMIC, Vulnerable employment.
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