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ABSTRACT

I

nterventions over the past decades to encourage increased business formalization have shown
mixed results and produced limited knowledge on how to address informality systematically.
The scale of the informal sector in emerging and developing economies, which accounts
for 25 to 40 percent of GDP and often more than 60 percent of employment, merits rethinking
approaches to formalization. Based on a review of relevant literature on informality and efforts
to promote formalization, this paper will discuss the use of the term “informality” to align with
the heterogeneity that exists within the informal sector and to identify factors that drive formality.
From there, the paper proposes four specific areas for additional research and pilot interventions:
(1) supporting informal clusters; (2) providing support to informal businesses without formalization
as a target; (3) developing simplified, intermediate, and temporary legal statuses for informal
businesses to better align with business needs and government goals; and (4) understanding
behavioral insights that influence businesses’ decisions to remain informal and that can contribute
to effective policy making. Throughout this discussion, the authors aim to motivate development
and testing of new approaches to informality based on a deepened understanding of the needs of
informal businesses.
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I. INTRODUCTION

I

nterventions over the past decades to encourage increased business formalization have shown
mixed results (Bruhn and McKenzie 2013; Bruhn and McKenzie 2018; Floridi, Demena, and
Wagner 2019) and produced limited knowledge on how to address informality systematically. An
additional unmet challenge is determining whether informality should be a direct target or viewed
as an indirect benefit of development, improved governance, better regulation, and improved public
services (Loayza 2016; Loayza 2007; Perry et al. 2007; World Bank 2009).
The informal sector includes businesses, workers,
and activities operating outside the legal and
regulatory systems (Loayza 2016). The scale of
the informal sector in emerging and developing
economies, which accounts for 25 to 40 percent of
GDP and often more than 60 percent of employment
(World Bank 2020), merits rethinking approaches
to formalization.
This effort is even more relevant in the current
context of the COVID-19 pandemic. Many formal
businesses worldwide, hit hard by the pandemic’s
economic effects, are likely to be forced to pursue
income sources through unregistered economic
activities, increasing the scale of the informal sector
despite its deficiencies as a safety net. Furthermore,
both formal MSMEs that fall into informality and
already informal businesses have limited access
to government support, increasing their instability
and risk of closure. COVID-related growth in the
informal sector accentuates the need for appropriate
and strategic policy responses.
Although the informal sector consists of both
informal businesses and informal workers (an
inherent interdependence), this paper focuses on
research relating to reforms and interventions

conducted in an effort to nudge informal businesses
toward adopting formalization and then to support
them when they do. While some overlap exists
between informal businesses and informal workers
(self-employed individuals in developing economies
may be both), this paper views informality through
the business lens.
Based on a review of relevant literature on informality
and efforts to promote formalization, this paper will
discuss the use of the term “informality” to align
with the heterogeneity that exists within the informal
sector and to identify factors that drive formality.
From there, the paper proposes four specific areas
for additional research and pilot interventions: (1)
supporting informal clusters; (2) providing support
to informal businesses without formalization as a
target; (3) developing simplified, intermediate, and
temporary legal statuses for informal businesses to
better align with business needs and government
goals; and (4) understanding behavioral insights
that influence businesses’ decisions to remain
informal and that can contribute to effective policy
making. Throughout this discussion, the authors
aim to motivate development and testing of new
approaches to informality based on a deepened
understanding of the needs of informal businesses.
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II. THE CONCERN WITH
INFORMALITY

T

he term “informal business” encompasses three profiles and dimensions of informality: legal,
fiscal, and labor. The term “legal informality” is often used to refer to whether the business
is registered or not; “fiscal informality” indicates the extent to which informal businesses
pay taxes, have bank accounts, and maintain bookkeeping; and “labor informality” reflects whether
contracts and benefits are made available to employees. These dimensions are not exclusive, as
businesses may be informal across any or all of these dimensions and may cycle in and out of
informality. As a result, the term “informal business” can overlay many different business profiles.1
This paper focuses primarily on the dimensions of legal and fiscal informality.
Pro-formalization interventions (informative or
deregulatory) have had limited effect, and one of the
key reasons appears to be inappropriate segmenting
and targeting. More differentiated approaches may
be needed. For example, regulatory simplification
of business registration alone may not be attractive
enough for the smallest subsistence/household
businesses if the costs of formalization outweigh
the benefits. An intermediate legal status to support
formalization of the status quo could potentially be
a beneficial first step. Larger, more dynamic and
growth-oriented informal businesses might be better
targeted through strategic public support addressing
the specific obstacles limiting their pursuit of
formalization, rather than through indirect universal
support based on deregulation. This can include
targeting those firms most likely to formalize and/or
with the lowest opportunity cost to formalize.

1

The informal sector is substantial in many countries,
in some cases dominating the economy, as seen in
some lower-income African countries (figure 1).
In Malawi, for example, 93 percent of businesses
have not registered with the government (Campos,
Goldstein, and McKenzie 2018). This is a concern
because informal businesses tend to be less productive
than formal ones and to pay workers less than do
their formal counterparts (Hartia and Shamruk
2013; La Porta and Schleifer 2014), while also being
perceived as unfair competition to formal businesses
(Gonzalez and Lamanna 2007; Friesen and Wacker
2013). The informal sector also disproportionately
includes women and minorities who have less access
to social protections such as health care, labor rights,
and insurance (Chant and Pedwell 2008).

The dimensions of informality can be further disaggregated by accounting for the extent to which specific activities within the
business are informal versus formal. For example, a business may be registered but not in compliance with regulations that
apply to a certain component of the business, both aspects that fall under the legal formality dimension. As a result, each
dimension of informality may not have a dichotomous formal vs. informal demarcation. This level of disaggregation is beyond
the scope of this discussion, but it is worth noting in terms of the subject’s complexity.

RE-THINKING THE APPROACH TO INFORMAL BUSINESSES

3

Figure 1: Size of Informal Economy as a Percentage of GDP
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Source: Medina and Schneider 2019.

Given the scale of the informal economy, it
can be difficult to determine whether informal
business should be targeted directly or allowed to
benefit indirectly through development, improved
governance, better regulation, and improved public
services (Loayza 2016; Loayza 2007; Perry et al.
2007; World Bank 2009; La Porta and Schleifer
2014). Each of the indirect efforts will both support
existing informal businesses to formalize and
help new businesses to start formal and provide
employment to currently informal businesses
and workers. This idea accompanies the growing
recognition and acceptance that some amount of
informality will persist regardless of governance and
development and that its existence may be a good
thing, in some cases, by helping generate survival
economic activity at critical times and increasing
flexibility for businesses otherwise constrained by
regulation (Ulyssea 2018).
Many governments are interested in ways to “jumpstart” the formalization process for currently informal
businesses. Their reasons include broadening the
tax base and helping businesses access the formal

4

II. THE CONCERN WITH INFORMALITY

economy so they can grow more, as well as the
more indirect objectives of strengthening the rule of
law and gaining information on the structure of the
economy to better inform future policy development
(Campos, Goldstein, and McKenzie 2018).
Figure 2 notes the scale of informality as a percent
of regional GDP and shows that the economy’s
transition to formality is slow. Medina and Schneider
(2019) measured average informality rates by region
over three time periods and show a consistent decline
in the proportion of informality relative to GDP. This
does not clarify if informal businesses are becoming
formal, thus causing the decline, or if the decline is
due to steadily increasing productivity of the formal
sector relative to the informal sector. If the latter, the
proportion of businesses and people in the informal
economy may not be changing as much the figure
indicates. Indeed, La Porta and Schleifer (2014)
note that the slow movement from informality to
formality is a result of economic growth and that this
transition would slow down with larger growth in
the workforce.

Informality-Rate as a Percent of GDP

Figure 2: Average Informality Rates by Region as a Percent of GDP
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Theories of and Approaches to
Informality
Why does informality occur? Following are some of
the leading theories.
Exclusion view: Businesses are “excluded” from
the formal economy due to high entry costs. This
encompasses the legalist view as well, which states
that high costs of registration force businesses out
of the formal economy (De Soto 2003; Friedman
et al. 2000; Floridi, Wagner, and Cameron 2016).
A subset of this view is the parasite view, whereby
businesses intentionally stay small and informal
to avoid detection by authorities (La Porta and
Schleifer 2008).
Exit view: Businesses “exit” the formal economy
after assessing costs and benefits of formalization.
This may also be termed the voluntarist view, which
sees businesses as voluntarily choosing informality
(Maloney 2004).

Dual Economy/Dualist view: This view holds that
the formal economy does not offer enough jobs
to keep populations employed, leaving it to the
informal economy to accommodate informal small
businesses and employ overflow workers (La Porta
and Shleifer 2008; USAID 2005). This is also termed
the survivalist view.
Structuralist view: A cross-cutting view, structuralists
consider the informal economy as a subordinate
complement to the formal economy (Portes and
Haller 2010; Basile and Cecchi 2001; Portes and
Schauffler 1993). By operating without regulation,
the informal economy provides the formal economy
with low-cost inputs and flexibility.
These views may be complementary and tend to
exist within the two previously mentioned root
causes of informality: (1) lack of development, and
(2) bad governance.

RE-THINKING THE APPROACH TO INFORMAL BUSINESSES
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III. THE MIXED RESULTS

C

osts and benefits of formalization are numerous and variable in scale. Benefits realized
by formalized businesses may include higher profits and greater value added (Boly 2018;
Medvedev and Oviedo 2015). Financially intangible benefits — the desire to be in compliance
with registration regulations (Gatti et al. 2014; World Bank 2007), feeling more secure and protected,
building trust with customers, and receiving good publicity (De Mel et al. 2013) — are important
to many firms as well. Often, however, the perceived costs and obstacles of registration, taxation,
licensing, insurance, and land rights, among others, can seem greater than the potential benefits,
particularly if those benefits, such as larger customers and sales in foreign markets, take years to accrue
(Gatti et al. 2014; World Bank 2007; De Mel et al. 2013).
These costs and benefits have informed the
development of interventions and reforms to
address informality. But, the current approach to
informality has not led to the desired changes in rates
of formalization (Bruhn and McKenzie 2018) and
has brought limited knowledge of how to address
informality beyond recognizing strong correlations
with factors such as a better business environment
(Perry et al. 2007; World Bank 2009). Evidence tends
to be geographically focused, with greater amounts of
research covering countries in Latin America, South
Asia, and Sub-Saharan Africa (Gatti et al. 2014), and
efforts often start by targeting legal informality (e.g.,
registration) or fiscal informality (e.g., increased tax
compliance). Interventions typically take one of the
following four approaches (Floridi, Demena, and
Wagner 2019):2
• Reducing the financial and transaction costs
of registration, the number of procedures and
minimum capital requirements (Branstetter et
al. 2013; de Andrade, Bruhn, and McKenzie
2013; de Mel et al. 2013; Galiani, Melendez, and
Navajas 2015; Bettcher et al. 2009). This may
be done by establishing one-stop shops (Bruhn
2011, 2013; Rothenberg et al. 2015).

2

• Providing information on procedures and
benefits of becoming a formal business (e.g.,
cash incentive) and entrepreneur training (e.g.,
on filling forms) (de Andrade, Bruhn, and
McKenzie 2013; Benhassine et al. 2016; Campos,
Goldstein, and McKenzie 2015, 2018; de Mel et
al. 2013; Galiani, Melendez, and Navajas 2015).
• Increasing enforcement (de Andrade, Bruhn, and
McKenzie 2013; De Giorgio et al. 2015; Almeida
and Carneiro 2005; USAID 2017).
• Reducing the tax burden and providing tax
incentives (Bruhn and Loeprick 2014; Galiani,
Melendez, and Navajas 2015; Kugler, Kugler,
and Herrera Prada 2017; Bernal,Eslava, and
Meléndez 2015; Fajnzylber, Maloney, and
Montes-Rojas 2011; Mihaylova and Poff 2018).
These interventions are often expensive and have
mixed results and limited transferability, keeping a
widespread programmatic approach to informality
out of reach (Bruhn and McKenzie, 2014; Floridi,
Demena, and Wagner 2019). Bruhn and McKenzie
(2018), in a literature review, note that interventions
providing information alone or paired with other cost

See Appendix A for details on each of these interventions.
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reductions of formalization have limited impact.
In a unique meta-analysis of studies conducted on
the impact of formalization interventions, Floridi,
Demena, and Wagner (2019) find that interventions
had a limited impact on formalization, noting
an average effect of 0.038 — a figure showing
positive and statistically significant results, but at a
small level.
When formalization did take place, the government
interventions’ costs were often high, while the
benefits for businesses were unclear. In an impact
evaluation conducted in Benin, Benhassine et al.
(2016) found that businesses motivated to formalize
by a combination of government incentives, did not
appear to benefit much from this status for the first
two years afterward. While they accessed more
business training and paid lower taxes, they were
not more likely to have business bank accounts, gain
new customers, have higher profits or sales, or hire
additional workers. In comparison, implementing
increased enforcement efforts have shown small
positive changes in formalization, as seen in Brazil

3

8

(de Andrade, Bruhn, and McKenzie 2013), but may
do little to generate benefits for the business.
Part of the difficulty in understanding the results of
interventions lies in the complexity of the informal
sector and the wide-ranging influences on it.
Interventions and reforms have led to differing results
for different types of businesses.3 Reducing costs
of registration in Portugal, for example, lead not to
registration of high-performing informal businesses
but to registration of less-qualified businesses that
were the least likely to reap the potential benefits of
formalization and provide tax revenues (Branstetter
et al. 2013). McKenzie and Woodruff (2006), among
others, challenge the idea that costs are the primary
reason businesses don’t formalize, instead arguing
that businesses that are too small are unable to take
advantage of the benefits of formalization.
In sum, the benefits of formalization are often
not large enough to entice businesses that are not
pursuing growth opportunities, such as accessing
customers and suppliers that may require working
with a formal business.

In many cases the reforms evaluated are not targeted at informality alone but may be aimed at reducing transaction costs
and barriers to entry for all businesses, formal and informal. In these instances, efforts to reduce the cost of doing business
reflect government efforts to improve regulation more than direct efforts to reduce informality. Understanding this distinction, derived from studies already conducted, helps pinpoint the research specific to the informal sector that remains to be
undertaken.

III. THE MIXED RESULTS
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IV. RETHINKING THE FACTORS DRIVING
INFORMALITY AND THE HETEROGENEITY
OF INFORMAL BUSINESSES

M

any factors influence a business’s decision to formalize, including business culture,
individual business characteristics, institutional structure, market conditions, costs of doing
business, labor skills, and others. Gaps in the available literature and data for many of
these factors limits our understanding of where major weaknesses lie that curtail movement toward
formalization and prevent maximizing an intervention’s benefits. As a result, we currently lack a
comprehensive economic framework to understand how these factors interact and influence a business’s
cost-benefit analysis.

To develop a model of the factors driving formality,
reforms must question where relationships among
variables are poorly understood or absent and
what assumptions are being made to compensate
for missing information. The questions quickly
interact, and the potential effects compound. How
well do we know the initial conditions underlying
the factors influencing formality? When a reform
or intervention has limited effect on formalization,
how well are we documenting the variables that

obstructed formalization? Are there relationships
among variables that we’re not recognizing? Are
there potential costs perceived by the informal
business that are not being considered?
To help recognize both the coverage of interventions
and reforms studied to date as well as the theories
of informality, we have grouped and listed a nonexhaustive collection of factors (Figure 3) that affect
the three dimensions of formality: legal, fiscal,
and labor.

Figure 3: Contributing Factors Influencing a Business’s Decision to Formalize
Business & Entrepreneur Characteristics

Factors Driving Formality

 Independence n Access to
trainings (Managerial skills, etc.)  Profit
and growth orientation  Socioeconomic class
/ Marginalization  Number of employees
 Bookkeeping  Capital

Costs of Doing Business
 Registration costs and licensing
Business and occupational regulations
 Taxation  Property rights  Legal protections,
insurance  Harassment by officials
 Penalization for failure to comply


Formalization
of the Firm
The surrounding
factors influence
the formality
achieved -- Legal,
Fiscal, or Labor

Institutions & Government
 Rule of Law / Culture of rule
following Police and / or judicial protection
 Enforcement  Corruption and bribery
 Bureaucracy, ease of tax collection  Access to
information about business regulations, banking, etc.
 Access to public services, social protections
 Stability  National Quality
Infrastructure

Labor
 Social security for employees
Contracts for employees  Wages
 Skilled vs. unskilled  Availability  Taxation


Markets
Access to and cost of credit and
banking services  Access to market linkages
and value chains  Access to public procurement
 Competition and Cooperation  Customer base
and advertising  Industrialization and
Economic Structure


Business Culture / Tradition
 Tax Morale  Trust in government
Trust in other firms to comply  Consumer
confidence (tax receipts, guarantees, public image,
etc.)  Tradition of doing business
 Discriminatory practices


Source: Authors’ elaboration.
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This identification of factors aligns with the
principal component analysis (PCA) utilized by
Mukorera (2019) in a study of informal businesses
in Zimbabwe that looked at 20 growth constraints as
rated by informal businesses. The implementation
of a PCA is difficult in a data-scarce environment
like informal businesses, so it is currently most used
in localized environments where survey resources
exist. But as more data is collected, opportunities
for larger scale studies will arise, laying the
groundwork for a broader programmatic approach
to informality. The importance of the factors behind
formality will be better understood, as will the types
and extent of reforms needed, making it possible
frame interventions for the market as a whole or for
specific subsets of the informal economy.
Recognition of these new factors (supplying new
entries to Figure 3) will serve to frame deepened
understanding of the types of relationships that
may occur in the market and how certain market
features may push against the outcomes desired for
specific formalization interventions. The following
sections address specific areas of exploration that
can help support further understanding of the
factors of formality and how they can be managed.
For example, Bruhn and McKenzie (2013)
notes that with the implementation of one-stop
registration in Mexico, 14.9 percent of informal
business owners with characteristics similar
to formal business owners (e.g., older, more
educated, head of household, etc.) formalized their
businesses, while only 6 percent of business owners
with characteristics similar to wage workers (e.g.,
younger, less educated, unmarried, etc.) formalized.
The individual business characteristics (e.g., number
of employees, use of bookkeeping, etc.), a factor
of formality, was shown to be influential in rates
of formalization, although characteristics appear to
encompass only a part of the story, as many other
comparable businesses did not formalize.

10

Part of understanding the variability of factors of
formality and the mixed results experienced by
formalization efforts is tied to the heterogeneity of
the informal businesses themselves (Berner et al.
2012; Floridi, Wagner, and Cameron 2016; Williams
and Shahid 2016; Floridi, Demena, and Wagner
2019). Clarity in how we discuss informality and
agreed-upon terminology for the different types of
businesses that fall under the informality umbrella
would permit a more focused study (Diaz et al.
2018; Adoho and Doumbia 2018; Arabsheibani,
Carneiro and Henley 2006; Fields 2011; Kanbur and
Keen 2014). The development of an informal sector
classification into which all businesses can be placed
could help in this regard. The previously outlined
factors influencing formality may be combined
with business differentiation to serve as the context
for the system. Factors will be viewed differently
by businesses with different characteristics. Stein,
Ardic, and Hommes (2013) took a leading step
toward explicating this, noting that businesses
can be grouped based on their willingness and/or
capacity to formalize. This provides an important
framing for understanding how the many different
internal and external factors may predispose
businesses to take the next step. Figure 4 also notes
the types of interventions and supports that may be
suited to businesses within each quadrant; some of
these interventions will be discussed in more detail
in later sections of this paper.
To help manage the heterogeneity found in the
informal vs. formal dichotomy, Floridi, Wagner,
and Cameron (2016) propose an additional term
— “trans-formal” businesses — for businesses
operating between fully formal and fully informal
and thus showing some but not all dimensions
of informality. In their study, they track three
characteristics representative of formality: (1)
registration of the business (legal formality), (2)
existence of a bank account (fiscal formality), and
(3) presence of a balance sheet (fiscal formality).

IV. RETHINKING THE FACTORS DRIVING INFORMALITY AND THE HETEROGENEITY OF INFORMAL BUSINESSES

Figure 4: Classifying Businesses by Their Willingness and Capacity to
Formalize
Owner’s Willingness to Formalize the Firm
NO

YES

Defensive Evader

Opportunity Firms

Firm’s Capacity to Formalize

(Perry 2007)




YES






(High Potential)

Awareness campaigns
Amnesty to register
Regulatory Reform
Increase incentives (e.g. markets, strengthen
value chain linkages)
Access to Finance - leasing, working capital
finance, insurance, and depositis







Necessity Firms

Wannabe Formal Firms

(Amin 2007)

NO



Amnesty to register
Access to Finance -- leasing, working capital
finance, insurance, and deposits
Access to cluster or associations
Access to new markets

Access to Finance to reduce risks and
vulnerability: insurance, deposits





Support business plan development
Insertion into value chains
Training

Source: Stein, Ardic, and Hommes (2013).

Floridi, Wagner, and Cameron (2016) go on
to show the potential importance of the transformal demarcation by surveying 32 Egyptian
and Palestinian businesses. They find that while
72 percent would be considered “formal” by the
registration criterion alone, when multiple criteria
are used, the picture changes, and only 6 of the 32
(19 percent) would be considered formal, while
the majority (62.5 percent) would be considered
trans-formal. Williams and Shahid (2016) take
this idea further in their survey of 300 informal
entrepreneurs in Pakistan. They find that while
none operate formally, 38 percent were at least
partially formal (e.g., showed legal formality but
not fiscal formality). Further, they note that as the
degree of formalization decreases (i.e., fewer and
fewer characteristics of the business’s structure are
formal), the businesses were more likely to have

greater concerns about public sector corruption,
reduced tax morale, and injustice and unfairness
from authorities. The disaggregation of businesses
by their characteristics quickly reveals important
differences in dimensions of informality as well
as in how businesses perceive the different factors
of formality.
It is clear the recognition of differentiation is
necessary for establishing a foundation of learnings
that can be built upon, enabling a more rigorous
diagnostic tool. Table 1 (expanding on the work
Stein, Ardic, and Hommes (2013), Williams and
Shahid (2016), Floridi, Wagner, and Cameron
(2016), Diaz et al. (2018), Adoho and Doumbia
(2018), Arabsheibani, Carneiro and Henley
(2006), Fields (2011), outlines a structure for
mapping business differentiation and dimensions
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of informality by detailing the classification of
informal businesses and the factors that influence
whether a business is willing and able to formalize.
Mapping this differentiation and the corresponding
dimensions of informality will not only help to
understand the relationship between those two, but
also to identify and enable improved prediction of a
business’s willingness and/or capacity to formalize.
Factors will be viewed differently by businesses
with different characteristics, leading to differing
rates of formalization with varying effects across
the three dimensions.

Table 1 elucidates the factors to be taken into
consideration, but it also serves as an evidence map
for aggregating data with specific characteristics.
This structure will help organize the metadata, the
contextual factors of an intervention, and further
understanding of the different dimensions of
informality impacted.
While data collection is often difficult in this space,
as more data is gathered, it will be important to note
these multiple characteristics.

Table 1: Possible Future Studies Grouped by Dimension of Informality
Addressed and Known Factors of Formalization Present
Business Differentiation Matrix

Internal Factors
of Formality

External Factors
of Formality

Dimension(s) of Informality4
Legal
Fiscal
Labor

Business Characteristics
(# of employees, bookkeeping, productivity, capital, etc.)
Entrepreneur Characteristics
(age, skilled, educated, gender, etc.)
Business Purpose
(subsistence, growth, etc.)
Market Conditions
(access to credit, market linkages, infrastructure, etc.)
Costs of Doing Business & Institutional Conditions
(compliance, corruption, public services, etc.)
Labor
(skills, availability, wages, etc.)
Business Culture/Tradition
(tax morale, trust, consumer confidence, discriminatory
practices)
Business Relationships
(associations, clusters, etc.)

Source: Authors’ elaboration.

4

12

The three dimensions of informality can be disaggregated by specific characteristics of each dimension as well. For example,
fiscal informality could include multiple subcategories such as tax compliance, bookkeeping, etc.
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V. BROADENING THE SCOPE OF
STUDY TO UNDERSTAND MORE
FACTORS OF FORMALITY

M

ultiple avenues of exploration exist within the context of business differentiation that
can support a more complete understanding of the influences experienced by an informal
business and potential policy approaches. The four interconnected areas of research include:
(1) informal clusters, (2) support without a goal of formalization, (3) simplified, intermediate and
temporary legal/tax statuses, and (4) behavioral insights. These four areas of research were selected
for their limited, but developing evidence base in regard to formalization, as well as their incorporation
of additional factors of formality beyond those traditionally researched.

Figure 5 below shows a categorization of reforms
and interventions studied to date, as well as the four
areas, highlighted in green, subject for additional
research with regard to their effect on formalization.
All areas of research are selected to support the

central focus of formalization for those businesses
well-suited for it or support the informal economy
more broadly. Areas of research are also placed
within their respective categories of the previously
detailed factors of formality.

Figure 5: Highlighting Areas for Potential Additional Research in Relation
to Areas Already Studied (Grouped by Corresponding Formality Factors)
Categorization of Reforms and Interventions
Previously studied and proposed for additional future study
Business & Entrepreneur
Characteristics

Previously studied
Subject for additional study

Access to trainings
Support without
pursuing formalization

Cost of Doing Business
One-stop-shops /
registration costs

Formalization of Firm
Supporting increased rates of
formalization among those firms
well-suited for it

Enforcement / Penalties
Tax reform and Tax incentives
Simplified, Intermediate
and Temporary Legal /
Tax Statuses

Markets
Access to credit

Institutions
and Government
Access to information

Business Culture / Tradition
Behavioral insights to
support formalization

Targeting Informal
Clusters

Source: Authors’ elaboration.
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The details below serve to introduce the types of
questions corresponding to each area of research.
The implementation of pilot interventions in each
of these areas would help develop the answers that
can inform policy design.
Informal clusters
• Will working with informal clusters, rather than
informal individual businesses, foster greater
rates of formalization?
• How do neighboring businesses’ behaviors
impact the target informal business itself? Does
the formalization of a neighboring business
lead other informal businesses to reconsider the
benefits of formalization?
• To what extent can businesses work together to
achieve formalization?
Support without the goal of formalization
• Should informality be a target or a side effect?
Should business productivity be the focus?
• While correlations exist between development
and the scale of the informal sector, to what extent
does development lead a business to switch to
formalization rather than encourage more rapid
growth in already formal businesses?
Simplified, intermediate, and temporary legal/
tax status
• When could a simplified, intermediate, or
temporary legal status be used, and how would
it work? What qualifications would an informal
business need to meet before being eligible for
these statuses?
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• How would an informal business perceive these
statuses as compared to a fully formal legal form?
Are they regarded the same way? Or are the
distinctions clear?
Behavioral insights
• How can behavioral insights be used to
complement the traditional “rational” economic
theorizing of informality to support greater rates
of formalization?
• What tradition of economic sociology has been
practiced in the local context? How has it changed
businesses’ perceptions and expectations?
• How much can behavioral insights alter a
financial cost-benefit analysis? To what extent can
we isolate the “nudges” for businesses bearing
particular characteristics (e.g., businesses with
multiple employees and value chain linkages to
formal businesses) and then help them take the
next step toward formalization?
• To what extent do businesses exhibit hyperbolic
discounting? Survival businesses may place a very
high value on income earned today, regardless
of the size of the gains that could be realized a
month from today. For these businesses, the scale
of investment needed to facilitate formalization
may be not be reasonable. How can interventions
be designed to target and adapt to the discounting
and immediate needs of businesses?
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Box 1: COVID-19 in Context
The concern with informality is relevant during the economic crises tied to the containment
of COVID-19, but for many countries and their residents economic crises are a recurring way
of life. In these cases, it may be more appropriate for governments to promote the informal
sector for its employment capacity, boosting the quality of employment with social protection
supports. The integration of this resiliency effort with the described clusters approach may be
well-suited to the COVID-19 crisis. Clusters with informal businesses are often less structured
than their formal counterparts (King, Braimah, and Brown 2015), making coordination more
difficult. However, coordination is most likely to develop in the face of a collective threat to the
businesses’ continuation (Nadvi and Barrientos 2004). It is at these critical junctures where
policy makers seeking ways to provide support to their economies may serve a coordination
role that would not otherwise have been supported by businesses. This could include collecting
feedback for policy reform and direct support provision of services, such as access to market
linkages, fulfilling credit and equipment needs, skills development, etc.

Informal Clusters
The benefits and structure of clusters allow them to
serve as a channel for delivering interventions that
support informal businesses, by both (i) efficiently
reaching many businesses by coordinating through
a central body that works with the cluster, and (ii)
facilitating an eventual transition to more formal
legal status. Identifying the effects of clustering on
business performance is difficult to separate from
general market trends (Chhair and Newman 2014),
but there are various examples of clusters’ positive
results for informal sector participants, including
allowing new entrants with less experience to start
a business (Mano et al. 2011); reducing “search
and reach costs” to give informal businesses access
to customers and traders; and accessing scale
economies using division of labor (Mano et al.
2011; Nadvi and Barrientos 2004).
The following cases look at the benefits derived
from cluster arrangements for small, low income,
and therefore often informal businesses (Nadvi
and Barrientos 2004; Sonobe, Higuchi, and
Otsuka 2013; Altenburg and Meyer-Stamer 1999).

5

Evidence of clusters’ impact on formalization is
limited, however, so while these cases do not take
into account changing rates of formalization, they
address many of the same benefits as formalization.5
• Profits: Fajnzylber, Maloney, and Montes-Rojas
(2006) found that for Mexican micro enterprises,
participation in a business association had an
impact yielding 9 to 35 percent higher profits.
• Employment: Clustering can boost employment
for the poor in developing economies, particularly
in more advanced clusters that developed from
poorer incipient clusters (Nadvi and Barrientos
2004). For example, industrial clusters producing
similar products provide a large share of lowincome countries’ manufacturing employment,
including self-employed individuals (Sonobe,
Higuchi, and Otsuka 2013).
• Income growth: While income growth data is
limited, multiple studies have found that relative
wages within a cluster are often higher than
those outside the cluster (Nadvi and Barrientos
2004). In Indonesia, Sandee (2002) found that

Appendix D provides additional details on the different types of clusters and how cluster differentiation could serve to
support targeted policy provision, much the same way that the previously described informal business differentiation
matrix does.
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wage levels for skilled furniture craftsmen in the
cluster were significantly higher for those outside
it. Vissere (1999) notes that wage levels in the
Gamarra garment cluster in Peru were 30 percent
higher than outside the cluster and that wage
gains were most significant for microenterprises
as compared to small or medium enterprises.
Similarly, Schmitz and Nadvi (1999) show
that, while wages were often low in the studied
clusters (Sinos Valley shoe cluster in Brazil and
Sialkot surgical instrument cluster in Pakistan),
they were still better than regional averages.
• Market linkages: The localization of informal
businesses among formal businesses within
a cluster has also been shown in Kenya and
Nigeria to benefit informal businesses through
subcontracting and direct sales linkages that they
may not have had access to otherwise (Mukim
2013). Similarly, in India, buyer-linkages
within clusters are especially strong between
small formal businesses and their informal
counterparts, although this co-agglomeration is
still not especially prevalent and has fallen over
time, except for furniture, apparel, and metalworking sectors (Mukim 2013).
• Productivity spillovers: In Cambodia, Chhair
and Newman (2014) found a strong positive
relationship between the productivity of the
businesses in a cluster, suggesting important
productivity spillovers for informal businesses
(not controlling for formal vs. informal). There
is also risk of negative impact, however, as small
informal businesses are unlikely to shut down
production even if they are losing money due
to the often-diversified income sources informal
enterprise owners and workers may have. When
this occurs, competition levels are maintained for
both formal and informal businesses, although by
operating at a loss the net outcomes for the cluster
are decreased (Chhair and Newman 2014).
• Government communication: In incipient
African clusters with predominantly informal
businesses, signs of local cooperation are often
limited, but when it does exist, it is used to
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communicate with the government regarding
proposed policy reforms, air grievances, and take
other measures to promote and protect businesses
within the cluster (Nadvi and Barrientos 2004).
• Coordination for productivity: In a few significant
cases, clusters with large amounts of informality
were able to coordinate to support business
productivity, growth, etc. In Indonesia, a rural
roof tiles cluster supported members in acquiring
new technologies, making collective investments
for scaling economies, and raising productivity
(Nadvi and Barrientos 2004). As Weijland (1999)
also noted, the government in Indonesia helped
foster clusters to act as cooperatives, and in doing
so it helped lead to significant business- level
gains, bringing about higher rates of employment
in the cluster area and increased output.
Given that the benefits realized from clustering are
also often associated with formalization, informal
businesses in a cluster may be more likely both
to recognize the benefits of formalization and to
have greater capacity and willingness to formalize.
Focusing interventions on clusters of businesses
could utilize formal-informal business linkages and
network effects to help generate large amounts of
evidence on policy or intervention effectiveness in a
short amount of time (King, Braimmah, and Brown
2015; Fajnzylber, Maloney, and Montes-Rojas
2006; Nadgrodkiewicz and Siddiqui 2011). Specific
public services and cluster support programs can
be efficiently made available to many businesses
(formal or informal) simultaneously (Yoshino, ed.
2011; Zeng, ed. 2008; Otsuka and Sonobe 2011).
In understanding how businesses’ perceive clusters,
Mukim (2013) notes that informal and formal
businesses often view clusters differently, with
informal businesses seeing the cluster as a market
opportunity in and of itself, and formal businesses
being more interested in clustering to achieve better
access to markets elsewhere. Interventions geared
toward informal clusters, such as information on
strategies and requirements to reach new customers,
may then serve to reorient the perceptions of these
informal businesses, such that the cluster is not
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an end itself, but a means to an end. Interventions
for informal clusters will be needed to further
this understanding.

Support Without the Goal of
Formalization
The study of informal sector support without the
goal of formalization, which may incidentally lead
to formalization, is an area of broad relevance
across developing and emerging economies. This
approach works to increase understanding of the
kind of support an informal business needs most and
how the support may help to increase productivity.
From an increase in productivity follows the
assumed indirect effect on formalization. The
research on this subject, however, typically does
not focus on informality as an outcome and hence
does not specifically assess the extent to which
formalization eventually occurs.
The informal sector can be targeted and supported
in many ways, including through financing
(Degryse, Lu, and Ongena 2013), extending social
protections (Da Costa et al. 2011), providing
managerial trainings (La Porta and Schleifer 2014),
or improving public service delivery (Ghani and
Kanbur 2015). Each approach may result in a
different size of impact, given the characteristics
of the informal business, and different contextual
factors may inform the extent to which these
supports lead to additional formalization.
The studies show the often-heterogeneous effects
and unintended outcomes. Winkler, Ruppert
Bulmer, and Mote (2017) note the importance of
noncontributory social insurance programs for
informal workers, but they also found that these
tended not to be financially sustainable and that
they can lead to further market segmentation and
disparities. De Mel, McKenzie, and Woodruff
(2011) note that the proportion of businesses
receiving a loan effectively doubled when the
intervention improved access to credit for highreturn microenterprises without any subsidization
or group lending, reduced the requirement for
personal guarantors to only 1, and was coupled

with information sessions. However, the loans did
not make it to the highest return businesses as was
hoped; they went rather to businesses with the most
household assets, as the reduced personal guarantor
requirement led to increased reliance on other
forms of collateral. Taking business differentiation
into account in future interventions may increase
the effectiveness of the support provided.
Stein, Ardic, and Hommes (2013) discuss how
existing models of credit delivery used in the private
sector may provide insights that allow governments
to better understand the challenges, drivers of
success, and enabling environment needed for
intermediaries to work with informal businesses.
The authors note examples of private sector models
that deserve further research:
• A micro distribution and retail model that
manufacturers and wholesalers use to integrate
micro and small businesses into their business
distribution chains
• Mobile money platforms that can help reduce
transaction costs and increase penetration rates of
credit facilities in the small and informal sectors
• Development of supply and value chains to
help informal businesses identify new market
opportunities
• Pilot interventions with this approach may be
structured to benefit specific subsets of the
informal economy, supporting cost-effective
results. Additional research will be needed to
help distinguish when a support may lead to
formalization and when it will be provided only
to promote enhanced productivity and incomes,
leading to long-term resiliency.

Simplified, Intermediate, and
Temporary Legal/Tax Statuses
Reduced costs of formalization may serve as a
stepping-stone to greater realization of benefits
such as improved business growth, increased
productivity, and tax revenue gains and to better
economic data for policy makers due to increased
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tracking of business activity. This may be achieved
through simplified, intermediate, or temporary
legal/tax statuses for informal businesses.6
An intermediate legal status could be used for
informal businesses before or as they transition to
full formal status. Such an intermediate status could
make these businesses eligible for certain targeted
technical assistance. This requires consideration
of the impact on fiscal and labor formality and the
extent to which the businesses may progress along
with the legal status.
Similarly, a temporary legal status could provide
a grace period during which the informal business
may be able to receive the benefits of formalization
without the associated costs. This would help
the business understand the potential benefits
to be realized and act as an up-front investment
on the part of the government, with a view
toward fostering long-term productivity and tax
revenue gains through increased formalization.
Temporary status would also address the issue of
hyperbolic discounting by entrepreneurs when
resources are scarce. After a given time period,
the business would be required to pay the requisite
costs of formalization to continue enjoying the
potential benefits. For example, in Mexico, the
Regimen de Incorporación Fiscal (RIF) status
offers tax, insurance, social security, and credit
benefits that gradually phase out over 10 years
(González 2015).
In comparison, simplified legal or tax statuses
may serve to help legalize the status quo, in that
although few changes are required on the part of the
informal business, the government gains data for
understanding businesses as it helps them access
government supports, credit, and market linkages.
Simplified legal or tax statuses are more attainable
for microentrepreneurs that would otherwise not
consider formalization, such as those not pursuing
growth. This may help to capture the middle ground

6
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of businesses that operate between fully formal and
fully informal, described by the “trans-formal”
business demarcation put forward by Floridi,
Wagner, and Cameron (2016).
While the intermediate and temporary legal statuses
have a limited evidence bases, simplified statuses
have been more extensively researched. As noted
previously, 17 African states launched a simplified
legal status called the entreprenant, which was
offered to small informal businesses to help them
enter the formal economy (Benhassine et al. 2016).
The entreprenant status can apply to a person
(entrepreneur) operating a small business of any
kind. Registration for this status is free, takes about
one business day, and includes the possibility of
applying for bank services or accessing new markets,
such as government and large companies’ contracts.
Benhassine et al. (2016) studied the impact of this
new status, finding very few businesses registered
for it on their own. However, adding explanations of
the benefits of the status and assistance in filling out
forms led to an additional 9.6 percent of businesses
adopting it, and provision of business training and
bank account access increased the rate of adoption
to 16.3 percent. Following those businesses that did
adopt the entreprenant status, Benhassine et al. also
found that, while the businesses paid lower taxes
due to a tax exemption, over the next two years they
were not any more likely to have bank accounts,
new customers, higher profits, or additional
workers. These findings suggest both the frequent
lack of understanding of potential benefits but also,
and perhaps more importantly, the continued lack
of interest in formalization among many informal
businesses.
In Brazil, the SIMPLES status serves as a simplified
taxation system for small and micro enterprises
(Fajnzylber, Maloney, and Montes-Rojas 2011).
The system consolidated federal and social security
contributions into a single monthly payment,

A step beyond the simplified legal status is a hybrid legal form termed the Simplified Stock Corporation (SAS) implemented
in some Latin American countries such as Mexico and Colombia. It blends the legal forms of partnerships and corporations,
providing increased flexibility to management, legal protections, and low cost of formalization (Organization of American
States 2014).
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reducing taxes by up to 8 percent for eligible
businesses (Gatti et al. 2014). In an evaluation of
the reform, Fajnzylber, Maloney, and MontesRojas (2011) found that it induced 7 percent more
firms to register and increased tax payments by
3.1 to 4.6 percent, affecting both legal and fiscal
formalization. They also found that businesses that
formalized had 55 to 57 percent higher revenues
and 45 to 59 percent higher profits. It is important to
note that these results may be due to use of the new
status by more productive firms. The businesses that
registered for the SIMPLES status were more likely
to have a permanent location and to have goals for
business growth, two important characteristics
that make those businesses well-suited to realizing
benefits from formalization. In Brazil as well, the
MEI status serves as a simplified legal status for
individual microentrepreneurs (Zucco, et al. 2020).

factors of formality, such as the political economy,
government stability, and rule of law (Alm and
Torgler 2006), affect decisions to formalize; and
that the opportunity to use “nudges” can alter
business behavior (Thaler and Sunstein 2008). The
use of behavioral insights includes recognizing
the mental models — the beliefs, concepts, and
ideas people use to interpret the world around
them (Mind, Behavior, and Development 2019) —
utilized by informal businesses. Being conscious of
the change in mental models sought and the types
of norms in place to protect those models will help
policy makers to recognize where opportunities
for change are most readily achieved. Without this
consideration, mental models and social norms
may run counter to the goal of an intervention,
creating an additional level of resistance to the
results sought.

Additional research is needed and will help address
questions regarding the type of businesses that
adopt these statuses, how well-targeted the reforms
are in terms of businesses growth potential, and the
extent to which further support is required for the
benefits of a simplified, intermediate, or temporary
legal status to be realized.

As previously described, ease of formalization
itself (particularly registration or tax payment) is
often not enough to build a case for formalization
in the eyes of the business in part because the
drivers of formality are not fully understood.
Our understanding of perceived benefits is often
accrued indirectly through the businesses’ actions.
Whether and to what extent informal businesses
value elements of formalization is a question that
has not been sufficiently studied. Mukorera (2019),
working in Zimbabwe, took a first step towards this
by analyzing informal businesses’ perception of 20
internal and external growth-inhibiting factors and
the willingness of businesses to formalize given
those factors. Mukorera found that several factors
were statistically significant, including institutional
imperfections, the registration process, lack of
access to technology, market constraints, and lack
of management skills. Using a different approach,
Mahmud et al. (2017) similarly studied informal
workers’ willingness to pay for specific job benefits
associated with formal employment.

Behavioral Insights
The increased integration of behavioral insights
and the search for new insights on decision-making
beyond “rational” economics have rapidly expanded
in the past decade (Alm and Torgler 2012; Mahmud
et al. 2017; Shapiro 2015) and have been studied
increasingly in relation to the informal economy.
D’Hernoncourt and Méon (2012) find a negative
relationship in developing countries between size
of the informal economy and level of generalized
trust. Williams and Shahid (2016) find that in
Pakistan higher perceived levels of public sector
corruption increase the likelihood that a business
will operate informally. Researchers also note
that rules of thumb, status-quo biases, and stress
alter payoff structures as perceived by informal
businesses (Skaperdas 2003); that less tangible

Still, very few studies have investigated the
perception of the benefits of business formalization
using the tools of behavioral science, such as
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journey mapping,7 gamification, mystery shopping,8
etc. These tools serve as a diagnostic to identify
the behavioral obstacles to formalization.9 When
obstacles are recognized, behavioral interventions
could be designed and implemented that could help
increase formalization.
Different interventions may be designed to serve
different obstacles and rationales. For example,
the rationale for addressing informality stems
from both economic and behavioral factors:
economic, in that productivity is being reduced
and tax revenues to government are being lost; and
behavioral, in that present bias10 may be recognized
as limiting businesses’ realization of the benefits
of formalization. In response, interventions can
be economic (tax incentives, reduced registration
costs, etc., as previously described), behavioral
(“nudges”), or a hybrid of the two (Loewenstein
and Chater 2017).

7

8

9

10
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Behavioral interventions would serve either to
address individual-level behavioral factors (such
as the present bias, which may be addressed by a
temporary legal status) or to improve delivery of
existing formalization interventions, taking into
account common heuristics, cognitive overload,
confirmation bias, self-efficacy, etc., which may
stand in the way of a profit-maximizing decision to
formalize. For example, in the United Kingdom, the
ministry responsible for tax collection sent letters
to people who owed taxes and found that payment
rates increased when the letter included a message
establishing a “social norm” by communicating
the true, high repayment rate in recipients’ locality
(Hallsworth et al. 2014).
Through these types of behavioral insights, factors
of formality may come to be better understood,
supporting more cost-effective development and
delivery of reforms. A greater understanding of
the payoff structure facing informal businesses in
regard to formalization can support policy makers
in the design and adoption of appropriate policies.

Journey mapping is used to visualize the process an individual goes through to accomplish a goal (Mind, Behavior, and
Development 2019). The mapping process can help policy makers recognize existing obstacles and create opportunities
for reform. This could be simulated in practice through a temporary legal status for informal businesses.
In mystery shopping, businesses or governments ask anonymous individuals to take part in a shopping or service experience, without the business or government knowing, and provide feedback on the experience. This can complement the
development of a journey map or help identify additional consumer/citizen preferences.
Appendix B includes a Journey Map in tabular form with hypothetical scenarios an entrepreneur with an informal business
might experience along the journey of deciding whether to formalize, as well as showing the steps an intervention or reform
could take to alleviate the behavioral and structural barriers the entrepreneur experiences.
Related to hyperbolic discounting, present bias notes the tendency to prefer a smaller amount of something now rather
than a larger amount later.
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VI. CONCLUSION

T

he previously described areas of research and piloted interventions — informal clusters,
behavioral insights, support without explicit goal of formalization, and simplified, intermediate,
and temporary legal statuses — should be considered as interconnected. While we define
these approaches separately, together they support continuous policy improvement with an updated
approach to the informal sector that recognizes its importance, seeks ways to work with it, and where
reasonable, support growth out of it.
In many areas, research overlap. Examples include
(a) informal clusters receiving supports without
a goal of formalization; (b) behavioral insights
guiding the development of those supports; (c)
behavioral insights informing the framing of
a simplified, intermediate, or temporary legal
status; (d) intermediate legal statuses designed for
individuals in clusters; (e) learnings generated from
interventions that could further drive behaviorally
informed policies; and so forth.
The next step is to design and implement pilot
interventions using the features of the four
approaches. Business differentiation will serve
as an overarching framework applied to the
interventions. Learnings from the proposed
approaches can, in turn, affect how businesses are
differentiated, further enabling the recognition of
the characteristics and opportunities that signal

the appropriate policy response. While these will
be promising areas of exploration, they do not
represent an exhaustive accounting of all remaining
areas of research; they can serve as a starting point
for using and orienting existing areas of research
to better inform our approach to informality. Such
interventions will not be without their challenges.
Data collection on informal businesses can be an
expensive and difficult process that may require
engaging with other intermediaries working directly
with informal businesses or recruiting members of
the informal economy itself.
To conclude, the pursuit of the best approach to
reducing informality is ongoing. The path ahead
has been well-framed by previous research, but
opportunities remain to rethink the approach to
informality, how we view it, and how we go about
addressing it.
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APPENDIX A: INTERVENTIONS AND
REFORMS THAT IMPACTED
BUSINESS FORMALIZATION,
INCLUDING FACTORS OF FORMALITY

T

he following table details many of the leading publications evaluating the reforms and/or
interventions that impacted business formalization. In addition to noting the characteristics
of the reform/intervention, the impact achieved and the takeaway, we also note the
characteristics of the businesses impacted, the type of study conducted, and the variables (i.e., the
previously described factors of formality) changed and impacted.

Table A1: Interventions and Reforms that Impacted Business Formalization
(including factors of formality)
Country
Mexico

Author(s)

Reform/
Intervention

Variable
directly
changed

Variable
impacted

Business/
Worker Characteristics

Scale of impact

Type of
Study

Takeaway

Bruhn
(2013)

One-stop-shop
municipallevel business
registration

Cost of
Formalization 1) Informal busidoing
(Legal)
ness owners with
business
characteristics
(registration
similar to formal
costs)
ones.
2) Informal business owners with
characteristics
similar to wage
workers.

1) Of Type 1: 14.9%
formalized their businesses
2) Of Type 2: 6% shifted
to wage employment

Natural
experiments and
differencein-difference
estimators

Different informal
business owners
respond differently
to reforms. Also,
reforms were limited
– only municipal
registrations.

Kaplan,
Piedra,
Seira
(2011)

One-stop-shop
municipallevel business
registration

Cost of
Formalization Start-ups in
doing
(Legal)
general across
business
different
(registration
Mexican
costs)
municipalities

Start-ups increased
by 5% per month but
effect is concentrated
in first 15 months following implementation

Natural
experiments
and
differencein-difference
estimators

Significant
obstacles of lack
of access to credit,
taxes, scarcity of
marketable ideas
limit the impact
of business entry
deregulation.

Bruhn
(2011)

One-stop-shop
municipallevel business
registration

Cost of
doing
business
(registration
costs)

Number of registered
businesses increased
5% as a result of former wage employees
starting businesses –
not because unregistered businesses
decided to register.
Wage employment also
increased 2%. Income
of incumbent firms decreased by 3% due to
increased competition.

Natural
experiments and
differencein-difference
estimators

Business registration deregulation did
not entice informal
businesses to
register.

Formalization Start-ups in gen(legal), labor eral, and former
(contract/
wage employees
wage)
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32

Variable
directly
changed

Variable
impacted

Business/
Worker Characteristics

Scale of
impact

Country

Author(s)

Reform/
Intervention

Portugal

Branstetter
et al.
(2013)

Reduced time
and cost to
register firm

Formalization Start-ups tended
Cost of
doing
(legal), labor to be smaller,
business
(contracts)
more likely to
(registration
be owned by a
costs)
woman, be less
educated, less
experienced,
lower sales per
worker and less
likely to survive
past 2 years

Number of firms
registered increased
by 17%; created about
7 new jobs a month
per 100,000 county
inhabitants in eligible
industries

Natural
experiments and
differencein-difference
estimators

Entry deregulation has spurred
registration by less
qualified firms.

Rwanda,
Liberia,
South
Sudan,
Burkina
Faso,
Sierra
Leone

Economisti
IC Africa

15 reforms
implemented
for business
registration.
Registration times
have been
reduced to
just 2-3 days.
Registration
services have
been decentralized in all
countries with
branch offices
opened, and
the functions
of business
registries
broadened in
some cases.

Cost of
doing
business
(registration
costs)

Start-ups of
all kinds with
particular note of
business owners
seeking to grow

IC reforms have
plausibly facilitated the
establishment of about
11,000 new operation
firms, of which 9,400
in Rwanda and 1,700
in Liberia (after removing those short-lived
firms – 40% survived
in Rwanda since post
reform registration,
63% in Liberia). Sierra
Leone and South Sudan, trends in business
registrations are quite
erratic and no relationship with IC reforms
can be established.
The same applies to
Burkina Faso.

Time series
data

The influence of IC
reforms on the formalization of previously informal firms
is difficult to gauge.
Broad economic
considerations were
the most common
motivations for registering (“wanting to
expand,” “better access to customers/
suppliers,” “better
access to finance”)
with participating
in public procurement appearing as
a recurrent theme.
Element of necessity was present in
Rwanda (“There
is no future for
companies that are
operating informally,” “registering was
partly a decision
that was taken after
being mobilized and
sensitized by government agencies.”

Formalization
(legal), markets (public
procurement,
market
linkages),
business
culture (trust
in government),

Scale of impact

Takeaway
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Country

Author(s)

Reform/
Intervention

Variable
directly
changed

Variable
impacted

Business/
Worker Characteristics

Benin

Benhassine et al.
(2016)

1) Launch of
simplified legal
status, entreprenant, and
includes tax
registration
2) Includes
1) as well as
personal visit
with explanation of benefits
of new status
and help applying
3) Includes 2
and 1, as well
as access
to business
training, bank
accounts and
tax mediation

Cost of
doing
business
(registration costs,
taxation),
government and
Institutions
(access to
information),
markets
(access to
credit and
banking),
owner’s
preferences
(access to
training)

Formalization Small informal
(legal, fiscal), businesses
markets (access to credit
and banking),
owner’s
preferences
(access to
training,
profit), markets (public
procurement,
market linkages),

Georgia

Bruhn and
Loeprick
(2014)

Introduction
of preferential
tax regimes for
Georgian micro and small
businesses in
2010

Cost of
doing
business
(taxation)

Business
environment
(registration,
taxation),
business
culture (tax
morale, trust
in government)

Informal
micro and small
enterprises

Scale of impact

Scale of
impact

Takeaway

Very few informal firms
registered for this new
status after the legal
status was launched,
but personalized visits
to firms coupled with
an explanation of benefits and assistance
filling out formed induced 9.6% of informal
firms to formalize, and
adding supplementary
services in the form
of access to business
training, bank accounts, and tax mediation services increased
this to 16.3%.

Experimental
analysis =
randomized
experiment

However, such efforts are costly, and
authors find that
firms which formalize do not appear to
benefit much from
this status in the
first two years afterwards. They access
more business
training and pay
lower taxes due to
a tax exemption but
are not more likely
to have business
bank accounts, gain
new customers,
have higher profits
or sales, or hire additional workers.

The new tax regime
aimed at micro businesses increased
the number of newly
registered formal firms
below the eligibility threshold of GEL
30,000 by 18-30%.
This effect is, however,
limited to the first year
of the introduction of
the reform. Authors do
not find a robust effect
of the small business
tax regime on formal
firm creation in any
year. When looking at
abuse risks, our results
show no significant
evidence of strategic
sorting following the
introduction of the new
regime, but authors do
find some evidence of
less tax compliance by
previously registered
firms around the micro
taxpayer threshold.
Similar to the effect on
firm registration, this
effect on tax compliance appears to be
short-lived and only
lasts for the first year
after the new regime
was introduced.

Panel of
administrative data and
regression
discontinuity
analysis

While our findings
indicate that the
design of presumptive tax regimes
may indeed be an
instrumental policy
tool to encourage
tax registration, the
goal of the Georgian
policy reforms, it
also suggests that
such reforms are, at
best, a small piece
in a much bigger
puzzle.
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Country
Brazil

34

Author(s)

Reform/
Intervention

Variable
directly
changed

Variable
impacted

De
Andrade et
al. (2013)

Firms were
randomized to
a control group
or one of four
treatment
groups: the
first received
information
about how
to formalize;
the second
received this
information
and free
registration
costs along
with the use of
an accountant
for a year; the
third group
was assigned
to receive an
enforcement
visit to see if
enforcement
has spillovers

Formalization
Cost of
(legal, fiscal),
doing
business
(registration costs,
taxation,
penalization
for failure
to comply),
institutions and
government
(access to
information)

Fajnzylber
et al.
(2011)

The SIMPLES
program
reduced the
required taxes
and social
contributions
for micro and
small businesses by up
to 8%.

Cost of
doing
business
(taxation)

Business
environment
(register,
taxation),
firm owner
preferences
(profit)

Business/
Worker Characteristics

Scale of impact
Authors find zero or
negative impacts of
information and free
cost treatments, and
a significant but small
increase in formalization from inspections.
Our LATE estimates of
the impact of actually
receiving an inspection
are much bigger, giving
a 21-27 percentage
point increase in the
likelihood of formalization.

Informal micro
and small enterprises

Evaluation of SIMPLES
found that it induced
about 7% more firms to
register and increased
tax payments by 3.1
to 4.6%. Firms that
became formal had 5557% higher revenues
and 45-49% higher
profits.

Scale of
impact
Experimental
analysis =
randomized
experiment

Takeaway
The results show
most informal firms
won’t formalize
unless forced to
do so, suggesting
formality offers little
private benefit to
them, but the tax
revenue benefits to
the governments of
bringing firms of this
size into the formal
system more than
offset the costs of
inspections.

This could be partly
the result of the
reform and partly a
result of the fact that
more productive
firms assess they
can benefit from
being formal. Those
that register appear
more likely to
have a permanent
location and aim
for a larger scale of
business.
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Country

Author(s)

Reform/
Intervention

Variable
directly
changed

Business/
Worker Characteristics

Variable
impacted

Brazil

Almeida
and
Carneiro
(2005)

Labor law
enforcement is
implemented
varyingly
across municipalities
(although is
the same on
the books)

Cost of
doing
business
(penalization for
failure to
comply)

Labor
(wages,
contracts)

Malawi

Campos et
al. (2015,
2018)

Randomly
allocated
firms into a
control group
and three
treatment
groups: 1) a
group offered
assistance
for costless
business registration, 2) a
group offered
assistance
with costless
business
registration
and separate
tax registration, and 3) a
group offered
assistance for
costless business registration along with
an information
session at
a bank that
ended with the
offer of business accounts

Cost of
doing
business
(registration cost,
taxation),
markets
(access to
credit and
banking), firm
owner’s
preferences
(access to
training)

Formalization
(legal, fiscal),
markets (access to credit
and banking)

Informal labor

Scale of impact

Scale of
impact

Panel data
Law enforcement
analysis
reduces informal
employment by firms.
However, it also reduces the firm’s wages,
productivity and investment. Authors argue
that this is due to the
firm’s limited access to
flexible labor.

The study finds that
all three treatments
had extremely large
impacts on business
registration, with
75% of those offered
assistance receiving a
business registration
certificate. However,
in common with other
studies, information
and assistance has a
limited impact on tax
registration. Business
registration alone has
no impact for either
men or women on
bank account usage,
savings, or credit.
However, the combination of formalization
assistance and the
bank information
session results in
significant impacts
on having a business
bank account, financial
practices, savings, and
use of complementary
financial products.

Experimental
analysis =
randomized
experiment

Takeaway
Our paper shows
that enforcement of
labor regulation in
the form of fines can
be effectively used
as a tool for fighting
informality. However, our paper also
shows that informal
employment is an
important source of
unregulated labor
for Brazilian firms,
allowing them to
operate more efficiently, and increasing their incentives
to invest in new
technology. Both of
these conclusions
have important
implications for
the design of labor
regulation and of its
enforcement.
The results highlight
the advantages of
separating business
and tax registration,
but also the need
to assist firms in
benefiting from their
new formal status.
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Country
Bangladesh

36

Author(s)
De Giorgi
et al.
(2015)

Reform/
Intervention
Authors
implement an
experiment in
which firms
are visited by
representatives who deliver an official
letter form the
Bangladesh
national Tax
Authority
stating that the
firm is not
registered and
the threatening
punishment
if it fails to
register.

Variable
directly
changed

Variable
impacted

Business/
Worker Characteristics

Formalization Large revenue
Cost of
doing busi- (legal, fiscal) and small
revenue firms
ness (penalization
for failure
to comply,
harassment
by officials)

Scale of impact
The effects are small
in levels but extremely
large in percent terms,
relative to the control
group. Up to three
months from the intervention, only up to 17%
of the firms declare
to be registered in
the treatment group
versus 13 percent in
the control group (post
intervention), an even
smaller share can give
us their registration
number of TIN (3.4%
vs. 1.1%) and even
fewer firms are able to
show us a valid tax ID
card (3.1% vs. .9%).
Authors also find that
only larger revenue
firms at baseline respond to the threat
and register. Authors
detect a large and
statistically significant
difference in the treatment effects for larger
revenue firms of over 5
percentage points.

Scale of
impact
Experimental
analysis =
randomized
experiment

Takeaway
The effects are
generally small in
level, leaving open
the question of why
many firms still do
not register.
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Country

Author(s)

Sri Lanka De Mel et
al. (2013)

Reform/
Intervention
Provide
information,
reimburse registration costs,
or directly
pay firms to
register.

Variable
directly
changed
Cost of
doing
business
(registration costs),
Institutions and
government
(access to
information), firm
owner’s
preferences
(profit)

Business/
Worker Characteristics

Variable
impacted
Formalization
(legal), business culture
(consumer
confidence,
trust in government), Institutions and
government
(police and/
or judicial
protection),
markets (access to credit
and banking,
access to
public procurement),
firm owner’s
preferences
(profit)

Scale of impact
Information about the
registration process
and reimbursement of
direct costs does not
increase registration.
Payments equivalent to
one half to one month
of the median firm’s
profits leads to registration of around one
fifth of firms. Follow up
surveys 15-31 months
later show higher mean
profits, but largely in a
few firms which grew
rapidly.

Scale of
impact
Experimental
analysis =
randomized
experiment

Takeaway
Most firms do not
view the benefits
as exceeding the
costs. A demand
curve which falls
very steeply around
the zero net cost
point also suggests
that few firms
perceive large
positive benefits
of being formal.
The August 2010
survey asked the
firms that formalized
as a result of our
intervention how
they had benefited
from being formal.
The most common
response, given by
36% of firms, was
that they had yet to
see any benefit from
registering. The
next most common
response, given by
20% of firms was an
answer related to
improvements in the
image of the business. This encompasses answers like
“it is good publicity,”
“customers trust
the business more,”
and “social validity.”
Other common
responses refer to
feeling more secure
and protected (12%)
and to being able to
use the registration
to help obtain business loans (10%).
Very few firms
claimed to have
obtained a loan, or
to have received
a government
contract as a result
of formalizing.

RE-THINKING THE APPROACH TO INFORMAL BUSINESSES

37

Country

Author(s)

Colombia Galiani,
Meléndez,
and Navajas (2015)

Kugler et
al. (2017),
Bernal et
al. (2015)

38

Reform/
Intervention

Variable
directly
changed

Variable
impacted

The Chamber
of Commerce
of Bogotá conducts
workshops for
prospective
formal sector
entrants and
arranges
personalized
meetings for
them with CCB
agents. The
CCB eliminated the costs
of the initial
procedure of
registering
as a formal
enterprise and
provided exemptions from
relevant taxes
during the first
years after
formalization.

Formalization
Cost of
(legal, fiscal)
doing
business
(registration, taxation), firm
owner’s
preferences
(access to
trainings)

Under Colombia’s 2012
reform, payroll
taxes were
reduced by
13.5 percentage points.

Cost of
doing
business
(taxation)

Labor
(wages,
contracts)

Business/
Worker Characteristics

Scale of impact
Authors obtained two
important results.
First, while a workshop
treatment had no effect
on firms’ formalization
decisions, meetings
the firm with CCB
agents raised the
likelihood that a business would begin to
operate formally by 5.5
percentage points for
all the firms that were
invited at random to
participate in this arm
of the intervention and
by 32 percentage for
the firms that accepted
the invitation. Second,
the effect on the
treatment firms did not
persist over time. After
a year of formal operation, it disappeared.
The chamber helped
formalize 7,134 businesses. Mostly small
firms benefited from
the law, few micro-enterprises benefited and
many were unaware of
the law.

All firms although Colombia’s payroll tax
reform increased the
SMEs are most
impacted.
number of formal jobs
by over 3 percent and
increased wages by
between 1.9 and 4.4
percent, with most
of the impact among
small and mediumsized enterprises.
Steiner and Forero
(2015), Anton (2014),
and Hernandez (2012)
find that the tax reform
increased formal employment by between
3.4 and 7.4 percent of
total employment and
reduced informality by
between 1.4 and 4.2
percent.

Scale of
impact
Natural
experiments and
differencein-difference
estimators

Takeaway
These results
indicate that substantial reductions
in the fixed costs of
operating formally
are not effective
in formalization
choices, since such
reductions had no
lasting effect on
formalization decisions.

Evidence that
formal employment
increases when
labor taxes are
lowered.
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Country
China

Author(s)

Reform/
Intervention

DeGryse et A review of
al. (2013)
the impacts
of informal vs.
formal finance
options (not an
intervention)

Variable
directly
changed
Markets
(access to
credit and
banking)

Business/
Worker Characteristics

Variable
impacted
Markets (access to credit
and banking),
firm owner’s
preferences
(profit)

Small firms and
large firms – not
necessarily
informal

Scale of impact

Scale of
impact

Panel data
Informal finance is
analysis
associated with a
higher sales growth
rate for small firms,
and lower sales growth
rate for large firms.
Furthermore, authors
identified a complementary effect between
informal and formal
finance for small firms,
but no such effect for
large firms. Informal
finance offers informational and monitoring
advantages, while
formal finance offers
relatively inexpensive
funds. Co-funding, i.e.,
the simultaneous use
of formal and informal
finance, is the optimal
choice for small firms.

Takeaway
While government
policies are sometimes geared to
stamp out informal
finance, it may be
the case that a
certain amount of
informal finance
actually enhances
the growth of small
firms due to the
informal financier’s
advantages in
screening potential
borrowers and
tracking borrower performance.
While information
asymmetries make
lending to small
firms difficult for
banks, the problem
can often be
surmounted through
the inclusion of
in-formal financing
in the mix. Notably,
the role of informal
finance does not
scale up with firm
size and may even
turn detrimental for
the growth of larger
firms.
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Country

40

Author(s)

Reform/
Intervention

Variable
directly
changed

Variable
impacted

Senegal

Mihaylova
and Poff
(2018) &
CIPE draft
report

Senegal’s
parliament
passed legislation to reform
the Senegal
Tax Code,
which resulted
in a more
streamlined
tax code for
SMEs with tax
rates more
proportional
to their profit
margins.

Cost of
doing
business
(taxation)

Lima,
Peru

Bettcher et
al. (2009)
& CIPE
draft report

The new business registry
coordinated
procedures of
the agencies
under one roof
and drastically reduced
national
registration
requirements:
• From 289
days to 1 day
• From 9
approvals to 1
• From 6
offices
involved to 1
• From 34
applications
to 1
• From $1,200
to $174 in
costs

Formalization
Cost of
(legal, fiscal,
doing
labor)
business
(registration
costs)

Formalization
(fiscal), costs
of doing
business
(harassment
by officials),
markets
(competition
and cooperation)

Business/
Worker Characteristics
UNACOIS,
the country’s
largest and most
representative
and well-organized business
association, to
empower small
and mediumsized enterprises (SMEs);
UNACOIS has
70,000 member,
mostly informal
firms

Scale of impact

Scale of
impact

Takeaway

As a direct result of the Panel data
analysis
new tax regulations,
informal sector operators have reported a
decreasing number
of disputes with local
authorities. Prior to the
legislative changes,
one of UNACOIS’s
main services to members was to intervene
in court on behalf of
informal sector members whose businesses
were shut down or
goods confiscated by
the police due to their
informal status and not
paying any taxes. On
average, UNACOIS’s
national headquarters
intervened in over 200
cases per year. Within
one year of the new
Code taking effect,
UNACOIS has been
involved in only two
such cases.

Utilizing market
cooperation, firms
can protect against
costly harassment.

The new registry’s pos- Panel data
itive effects were pow- analysis
erfully felt from 1991
to 1994. During those
three years, 382,100
new businesses were
registered during
those three years. The
registered businesses
saved $692.5 million in
red tape and created
557,770 new formal
jobs. Government tax
revenues increased by
$1.2 billion.
The number of Lima’s
small and micro businesses grew from
72,606 in 1993 to
160,040 in 1996, a
120 percent increase.
This strong growth in
business registration
and business formation
continued, and in
2004 Lima had about
300,000 small and
micro businesses.

An improved business environment
will foster businesses to register
and pay taxes.

APPENDIX A: INTERVENTIONS AND REFORMS THAT IMPACTED BUSINESS FORMALIZATION, INCLUDING FACTORS OF FORMALITY

Country

Author(s)

Reform/
Intervention

Variable
directly
changed

Business/
Worker Characteristics

Variable
impacted

Serbia

USAID
Serbia
(2017) &
CIPE draft
report

New Law on
Inspections
Oversight
started
inspections of
unregistered
businesses.

Cost of
doing
business
(penalization for
failure to
comply)

Indonesia

Rothenberg et al.,
(2016)

One-stopshops for
business
registration
program

Formalization Informal
Cost of
(legal)
micro and small
doing
enterprises (in
business
Indonesia infor(registration
mal firms tend
costs)
to be very small,
do not want to
expand, serve
local markets
only, do not need
credit)

Institutions and
government
(police and/
or judicial
protection),
business
culture (trust
in government), labor
(contracts,
wages),
business
environment
(registration)

Unregistered
businesses

Scale of impact

Scale of
impact

Panel data
More than 23,000 entrepreneurs registered. analysis
There were 22% more
newly registered entrepreneurs per month
in 2015 compared
to the previous year.
Informal employment
dropped from 23.2%
at the end of 2014
to 19.4% at the end
of 2015. The reform,
developed through
public-private dialogue,
changed perceptions
of inspectors within the
business community. In
2017, 81% of surveyed
businesses said that
inspections were well
trained, up from 62% in
2013. In addition, public trust in inspections
improved (70% positive
vs. 30% negative in
December 2015, compared to 48% positive
vs. 52% negative in
July 2014).
Authors find no
evidence that a
large-scale program
designed to reduce
registration costs
increased formality
rates.

Nonexperimental

Takeaway
Threat of being
caught as unregistered is significant
incentive to register.

It appears many
firms prefer to
remain informal,
consistent with the
dual economy and
rational exit theories
of informality.
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APPENDIX B:
BUSINESS DIFFERENTIATION
MATRIX — EXAMPLE USES

T

his appendix provides an example of using the business differentiation matrix. The matrix
can serve both to recognize the factors to be considered and to provide an evidence map for
aggregating data bearing specific characteristics.

Table B1 provides a map for a single study. Using
details from Bruhn and McKenzie (2013), we note
the primary factors analyzed. It quickly becomes
clear that a variety of other factors may be taken into
account in future research. Of course, the difficulty
in acquiring data on these other factors is a limitation
to be addressed.

By mapping the existing evidence base along this
matrix, we may be able to build a preliminary
economic framework, accounting for all factors
of formality, including the less tangible aspects
from behavioral economics. This would derive
from aggregating as many matrices of information
from as many existing studies as possible to build
a database that could then fuel a new body of
research. In essence, it would be a more detailed
and systematic data aggregation than that shown in
Appendix A.

Table B1: Business Differentiation Matrix Map for a Single Study
Business Differentiation Matrix

Internal
Factors of
Formality

Dimension(s) of Informality
Legal

Fiscal

Labor

Business Characteristics
(# of employees, bookkeeping, productivity, capital, etc.)
Entrepreneur Characteristics
(age, skilled, educated, gender, etc.)

X

Business Purpose
(subsistence, growth, etc.)
Market Conditions
(access to credit, market linkages, infrastructure, etc.)
Costs of Doing Business & Institutional Conditions
(Compliance, corruption, public services, etc.)

External
Factors of
Formality

X

Labor
(skills, availability, wages, etc.)
Business Culture/Tradition
(tax morale, trust, consumer confidence, discriminatory
practices)
Business Relationships
(associations, clusters, etc.)
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APPENDIX C:
JOURNEY MAPPING FOR THE
INFORMAL ENTREPRENEUR

I

n conjunction with the discussion of behavioral insights included in the body of this paper,
here we provide a detailed example of how mapping the structural and behavioral barriers
experienced by informal businesses could help elucidate policy responses. The following table
details hypothetical scenarios in which a currently informal entrepreneur considering formalization
interacts with the public sector. The left-hand column lists the entrepreneur’s goals and questions,
and the remaining columns indicate typical responses under the conditions shown in the column
headings. The broad conditions address both a journey through the status quo and a potential new
journey facilitated by policy reform.
The context: An informal entrepreneur considers
formalizing his or her business. As the entrepreneur
considers formalization, a myriad of experiences
and barriers come into play. These barriers can be

targeted with specific government approaches that
help support desired behavioral change, in this case,
increased rates of formalization.

Table C1: Formalizing an Informal Business — The Entrepreneur’s
Perspective within a Hypothetical Local Context
New Journey that Fosters
Formalization
How barrier may
be addressed
Behavioral
Barrier (structural
by government
outcomes
or behavioral)
(nonexhaustive
sought
examples)
Structural barriers Targeted
Increased
that influence
information
belief in ability
all following
and awareness
to formalize a
questions: Gender, campaign
business
race, caste, etc.,
prejudices, Status
Quo Bias
Inaccessible
Upfront and clear Increased belief
information and/
headers with
in taking the
or Information and summaries for
time to register
cognitive overload, written materials;
with government
hyperbolic
communicate time
discounting,
needed to register
substitution bias

Status Quo Journey
Entrepreneur’s
experience
(hypothetical)
1. The
Starting
Point

An informal
entrepreneur
considers
formalizing
his or her
business

Consideration What do I
1.1
need to do
legally?

I need to find
information, but it
can be difficult to
understand, hard
to find, and not
applicable to me.
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Consideration How have I
1.2
experienced
previous
government
interactions?

Consideration What
1.3
opportunities
am I seeking
through my
business?

Consideration What do
1.4
those I know
do regarding
government
policy?
2. The first
Decision
decision
point: I will/
will not
register my
business.
Consideration To register, I
2.1
must begin
filing the
requisite
paperwork.

3. The
second
decision

Decision
point: Now
that I’ve
registered,
I will/will not
pay taxes.
Result of each journey:

46

Officials harassed
my father multiple
times. I will use the
new road being
built to deliver
my products. My
previous employer
included a bribe
with her bids for
public contracts.
I may want to
receive government
contracts or engage
in cross-border
trade — both made
easier through
formalization.

Negativity bias —
availability heuristic
and affect heuristic,
bounded rationality

A lot of the people
I know work
informally.

Affinity bias,
confirmation bias

Communicate
the “why” of
registration upfront
along with the
“how,” show tools
used to address
public officials’
integrity

Increased belief
in the value
of registering,
increased belief
in the integrity of
public officials

Self-perception — Provide examples
self-efficacy, status of public contracts
quo bias
the firm would be
eligible for

Increased
understanding
of what
opportunities
come with
formalization,
increased
consideration to
cooperating with
legal process
Increased
personal
empowerment

Provide stories
of successful
entrepreneurs
that bear similar
characteristics
Based on what I
Neglect of
Provide formal
Instill sense of
know, it doesn’t
probability
recognition —
professionalism
really matter if I
well-designed
accessed
register or not, and I
documentation in
through
won’t get caught.
physical and digital registration
form
The paperwork is
Self-confidence
Reform the filing
Improved
hard to understand; and self-efficacy,
process or take a perception of
the application
cognitive overload, new channel into
government
process is not a
corrupt judges
the administration interaction —
fair administrative
(e.g., make an
supporting future
process.
administrative
engagement
process rather than and trust
judicial)
development
I have not seen this Coercive
Transparent
Tax compliance
administration do
policy from the
displays of public
through balance
anything to help me government
works initiatives
of trust and
or my community,
lowering trust,
and their progress power (from
and I need the
hyperbolic
government)
money.
discounting
The entrepreneur sees little value in
The entrepreneur sees value in
formalization and decides to operate
formalization and decides to register
informally.
and pay taxes.
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APPENDIX D:
DEFINING AND CATEGORIZING
CLUSTERS FOR IMPROVED
POLICY SUPPORT

T

o complement the informal clusters discussion in the body of this paper, we provide here
additional details on the different types of clusters and how cluster differentiation could
serve to support targeted policy provision, much the same way as in the previously described
informal business differentiation matrix.
Clusters come in many shapes and sizes, and
accordingly, the literature uses many different
methods to categorize them. The major categories
recognized by the AFDB include (AfDB 2014):
1. Groundwork clusters: clusters that lay the
foundation for industrialization, development of
collective efficiency (typical of most clusters in
Africa)
2. Industrializing clusters: clusters in the early
stages of specialization, differentiation and
technological development

These categories are used in Table D1 below,
shown against a variety of characteristics that can
accompany each of them (Yoshino et al., 2011; Zeng
2008; Sonobe et al. 2013; Ketels et al. 2006; Nallari
and Griffith 2013). Examples of clusters falling
into these different categories appear in the table
(Yoshino 2009). Examples can be used multiple
times, as each type of cluster will be relevant to
multiple classification categories. Note that the
classifications are not specific to informal firms.

3. Complex, industrial clusters: advanced
technologically and producing for wide, often
foreign markets
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Table D1: Cluster Categorization Framework with Reference to Existing
Clusters (not specific to informal clusters)
Groundwork/Survival
Cluster
Technopoles (govt promoted)
Industrial parks (govt promoted)
Incubators (govt promoted)
Export processing zone
(govt promoted)
Natural agglomeration

Geographic and spatial
distribution — confined
Geographic and spatial
distribution — sprawling
Economic sector

Industrializing Cluster

Complex Industrial
Clusters

Casablanca Techno Park
(Morocco)
Textile and Garment EPZ
(Mauritius)
Nairobi cut-flower cluster
(Kenya)

Bangalore IT cluster
(India)
Jua Kali Manufacturing
(Kenya)

Western Cape wine cluster (South Africa)

Established cluster

Sialkot surgical instrument
cluster (Pakistan)

Emerging cluster
Large, multi-faceted cluster
Small, one-dimensional cluster

Manufacturing cluster

Nairobi cut-flower cluster
(Kenya)

Sinos Valley shoe cluster
(Brazil)
Sinos Valley shoe cluster
(Brazil)

Service-oriented cluster
Science-driven cluster

Bangalore IT cluster
(India)
Sialkot surgical instrument
cluster (Pakistan)

Traditional sector cluster
Globally connected cluster

Lake Victoria fishing
cluster (Kenya)

Bangalore IT cluster
(India)

Regionally connected cluster
Source: Authors’ elaboration, derived from Yoshino et al. 2011; Zeng 2008; Sonobe et al. 2013; Ketels et al. 2006; Nallari
and Griffith 2013; Yoshino 2009.
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APPENDIX D: DEFINING AND CATEGORIZING CLUSTERS FOR IMPROVED POLICY SUPPORT

Table D2 breaks the classification of clusters down
further, complementing Table D1 but specifically
oriented toward informal firms. Clusters meeting
certain criteria are more likely to have large informal
components. For example, dormant, survival, and
incipient clusters are more likely to have a larger
proportion of informal businesses (Nadvi and
Barrientos 2004; Sonobe et al. 2013; Altenburg and
Meyer-Stamer 1999). Given the clusters’ sector,
location, productivity, etc., policy interventions
can be designed that will best facilitate movement

to the status of mature, dynamic, or even transnational corporation (TNC) cluster. As mentioned,
a given cluster may fall into multiple categories.
The open cells in Table D2 may be filled with the
names of specific clusters or they may be used as
simple checkboxes, with the matrix as a whole then
being used to indicate characteristics of a single
cluster. While collecting data on clusters is difficult,
comparing their characteristics will foster efforts to
improve identification and provide policy support.

Table D2: Alternative Matrix for Defining Informal Clusters
Dormant/
Survival
Cluster

Incipient
Cluster

Dynamic
Cluster

Advanced Mass
Production /
Mature Cluster

TNC Cluster

Modern, urban
Artisanal, rural
Sector
Location
Types of employment
Characteristics of
businesses
Growth
Productivity
Product quality
Profitability
Employment sizes
Wage levels
Source: Authors’ elaboration.
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