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In developing countries, weak institutional capacity to observe and regulate the economy
discourages foreign capital inflows vital to venture investment. This informality effect may differ
for migrant remittances, inflows less reliant on formal arrangements. We use institutional and
transaction cost theories to propose that informality shifts migrant remittances toward venture
funding. Analyses in 48 developing countries observed from 2001 to 2009 support our proposi-
tion. When the informal sector exceeds approximately 46% of GDP, remittances increase venture
funding availability. Migrants and their remittances are vital to funding new businesses and
entrepreneurially-led economic growth in developing countries where substantial informality
deters other foreign investors.
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1. Executive summary

Many recent studies in entrepreneurship (Kiss et al., 2012;Webb et al., 2012), business, and economic development (Bruton et al.,
2012.McGahan, 2012;Webb et al., 2009; Yang, 2011) have highlighted the importance of informal sector entrepreneurship and called
for new theoretical models and empirical evidence to guide our understanding of how entrepreneurs and their firms emerge and
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grow in the informal sector. In response, we develop and test a theoretical framework based on institutional theory and transaction
cost economics to describe how entrepreneurs in developing countries with substantial informal sectors might find venture funding
abroad through remittances. Remittances are individual-to-individual or household-to-householdmoney transfers fromhost to home
countries.Wepropose that an increase in informality shifts the allocation of these remittances away from their default use of financing
household consumption toward venture investment.

We find support for this proposition in empirical analyses of remittances to and informality in 48 developing countries observed
from 2001 to 2009. Although informality has a negative direct effect on venture funding availability, it has a positive moderating
effect; remittances increase venture funding availability when informal transactions exceed approximately 46% of gross domestic
product (GDP). That basicfindingproves robust to reasonable variations in data sampling and empiricalmodel specification, including
a dynamic panel estimation strategy that addresses the possibility of omitted variable bias and reverse causation between remittances
and venture funding availability.

Despite the importance of our study for understanding entrepreneurship in the informal economy, it is important to point out that
informality ismost productively thought of as an institutional condition to be studied and understood, rather than a development goal
to be sought after. Our empirical findings (negative direct effect, positive moderation effect) suggest that the combination of high
remittance contributions and high informality is more of a consolation prize than a fast track to a robust entrepreneurial economy.

Our theory-based explanation complements other recent research focusing on the venture-funding role of large multinational
corporations (“MNCs”) in developing countries. Their approach emphasizes that large-scale foreign direct investment (“FDI”) from
MNCs can generate indirect venture funding spin-off effects (Kim and Li, 2012; Webb et al., 2010). In contrast, our approach
emphasizes how small-scale transfers from individuals andhouseholds abroad can generate direct venture funding effects, contingent
on the level of informality.

Our study also contributes to current debates in development research (e.g., Yang, 2011), practice (e.g., Moneygram, 2010), and in
public policy (e.g., Ratha, 2003) circles. These researchers share an interest in understanding the conditions under which remittances
to developing countries are more likely to shift toward financing commercial transactions such as new business creation. Develop-
ment economists typically explain this shift based on occasional disruptions in other venture funding resources (i.e. resulting from
natural disasters), or to the location of would-be entrepreneurs in more remote, rural areas (Yang, 2011). Our study suggests
informality as an alternative driver of shifts in remittance uses; one that is linked to differences in a developing country's institutional
rather than natural environment.

Lastly, our findings regarding institutional shifts in remittance uses will permit foreign development professionals (e.g., Ratha,
2003) to better calibrate policies designed to decrease the transaction costs of remitting for household versus business uses. Similarly,
important remittance industry players such as banks and money transfer organizations (e.g., Moneygram) can better anticipate cus-
tomer needs and offer services better-tailored to household or business uses. More generally, firms and development professionals
can better serve remitters abroad and recipients in developing countries trying to fund, found and grow new, often-unregistered
microenterprises serving very low-income populations.

2. Introduction

Economic activity in many developing countries is still substantially located in the so-called “informal” sector where local public
authorities lack adequate resources to observe and regulate business transactions. Maloney (2004), for example, estimates that
from 30 to 70% of Latin American workers operated outside the purview of tax authorities during the early 2000s, while Friedman
et al. (2000) estimate that from 14 to 63% of economic output in developing countries during the 1990s came from entrepreneurs
and businesses gone underground. Informal economies are not merely transitory phenomena; they seem to persist and even grow
in many developing countries. Indeed, during the 1990s and early 2000s several countries in Sub-Saharan Africa and Latin America
saw faster economic growth in informal sectors than in the formal economy (Maloney, 2004).

Recent research in entrepreneurship (Kiss et al., 2012;Webb et al., 2012) and other fields in business and economic development
academies (Bruton et al., 2012.McGahan, 2012;Webb et al., 2009; Yang, 2011) highlights the importance of informal sector entrepre-
neurship and calls for new theoretical models and empirical evidence to guide our understanding of how entrepreneurs and their
firms emerge and grow in the informal sector. In response, we develop and test a theoretical framework explaining how entrepre-
neurs in developing countries with substantial informal sectors find venture funding abroad. We use institutional theory (North,
1990; Ramamurti, 2003) and transaction cost economics (“TCE”) theory (Coase, 1937; Williamson, 1975, 1985) to propose that
migrant remittances from abroad (“remittances”) increase venture funding for local entrepreneurs when economic informality
(“informality”) is substantial. An increase in informality shifts these small individual-to-individual or household-to-household trans-
fers away from their “default” use of financing household consumption toward venture investment. We find support for this propo-
sition in empirical analyses of remittances to and informality in 48 developing countries observed from 2001 to 2009. Remittances
increase venture funding availability when informal transactions exceed approximately 46% of gross domestic product (GDP).

Our study contributes to entrepreneurship theory, practice and public policy. We answer a call in academic research in entrepre-
neurship (Dau and Cuervo-Cazurra, 2014; Webb et al., 2012) and elsewhere in the business academy (Webb et al., 2009) to develop
and testmodels that explain entrepreneurial processes in informal economies typical ofmany developing countries. Our theory-based
explanation complements other recent research focusing on the venture-funding role of large multinational corporations (“MNCs”)
acting alone (Kim and Li, 2012) or in concert with others such as non-governmental organizations (Webb et al., 2010) in developing
countries. Their approach emphasizes that large-scale foreign direct investment (“FDI”) from MNCs can generate indirect venture
funding spin-off effects. In contrast, our approach emphasizes that small-scale transfers from individuals and households abroad
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