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1. Introduction”

25 years ago the 11O introduced the term “intormal sector”, 1t was used to de-
seribe activities that account for a large part of deseloping countries” ceonomices.
They were characterized by: (ga) case of entry: (b reliance on indigenous re-
sources: () tamily ownership of enterprises: (d) small scale operation: (¢) lubour-
miensive and adapted technology . (f) skills acquired outside the formal school
systent and g unregulated and competitive markets.”! Sinee 1972 the coneept
has become very popular and has been applicd by ditferent schools of thought for
a wide range of purposes. The O definition has often been challenged becatise
of 1ty multi-dimensional character or the validits of single dimensions was dis-
puted. But s ctements are sull used o identily informal sector enterprises.

The main Imes of debate on the iformal sector in the seventies and carly cighties
were the detinition of informahty and the role of the sector in the development
process Lwo difierent schools shaped the discussion: the structuralist 11O ap-
proach and the Neo-Marsist Pery: Commodity: Production approach. The 1 0
ceonomists argued that the existence ol an informal sector is the result of a tailed
policy to promote industrial devclopment. Intormal activities were considered o
be surplus labor that need to be absorbed by the tormal sector. Neo-Maraist saw
the intormal sector as a consequence of capitalist development and the informal
sector closely hinked to the formal sector. Intormal sector activities, they said. ex-
iSU to undermine labor and social security standards. Nevertheless, both ap-
proaches advocated an active role for the state o help intormal sector enterprises
The debate changed Tundamentally, when the Peruvian Hernando de Soto pre-
sented a liberal approach to the informal sector in 1986 % De Soto argues tht the
informal sector consists of potentially efficient and dynamic small entrepreneurs
whose energy is suppressed by excessive public repulations. The state should re-
strainc from intersenimg i the ceenomy in order to unshackle this entreprencurial
chergy - De Neto's D oo sendero” became very suceessiul and made a lurge
mipact on the practical and theoretical work on the informal scetor. By now. the
role of the state s disputed. The tocus of research turmed 1o the guestion how

P to thank Thomas Ostendort and Douglis Crompton for comments on this paper and
for cortecting srammatical mistabes Al remaining erors are my owe responsibilin
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2See Moser p19v Peatte (1987 and Rahowshi (19940 for detants
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public regulations and institutions influence the development of informal sector
activities.

The analysis of institutions has gaincd importance in development economics as a
whole during the last decade The idea that a strong connection between the
shape of institutions and development cxists, has become prominent. The main
institutionalist school of thought is the New Institutionai Economics (NIE). It is
disputed which areas of research belong to NIE. This paper refers mainly to trans-
action cost economics and the analysis of property rights. At the core of NIE lies
transaction cost economics, which proposes that all transactions, i.e. ,when a
good or service is transferred across a technologically separable interface™3, cause
costs. Individuals aim to minimize them. The choice of a specific institution or
organizational structure influcnces transaction costs. So does the form of property
rights and contractual relations.

It seems that NIE can render some new aspects to the debate of the informal sec-
tor. The purpose of this paper is to examine how the behavior of informal entre-
preneurs and the growth constraints to informal enterprises can be explained with
institutionalist arguments.

The next section reveals that, on the lines of NIE, informality means that eco-
nomic activities by informal scctor enterprises are not conducted using formal
institutions, i.e. public laws and regulations, but other, informal arrangements.
Section 3 takes a look at the reasons why informal entrepreneurs do not use for-
mal institutions. The special characteristics of the informal institutions they use
instead. are examined in section 4. Due 1o these special characteristics, the use of
informal institutions puts informal enterprises at a disadvantage in many ways.
The mechanisms which cause this are examined in section 5. As a consequence,
informal enterprises in many developing countries neither have a chance to pros-
per while remaining informal nor a chance to become formal. If they want to op-
timize their activities. i.e. to minimize their transaction costs, they could only do
so by relying on both formal and informal institutions. In section 6 this behavior,
which is also supported by recent empirical research, is discussed.

4 An institution. as understood in this context, is a system of norms, including the instru-
ments to guarantee them. which has specified objectives and aims to influence individual
behavior (see Richter / Furubotn (1996), p. 43).

5  See Williamson (1985), p. 1.



2. Linking New Institutional Economics and the Informal Sector

The concept ot the informal sector is not well defined. There are still disagree-
ments on the definitions and the characteristies of informal activity. In the fol-
lowing section the perspectives of an analyvsis of imformality by the NIE are ex-
amined.

NIE deals with the question ot how individuals adapt their behavior 1o the con-
stramts imposed by institutions, e by specified systems of rules. 1t examines
how the costs of cconomic transactions are intluenced by the structure of properiy
rights and contractual relations. bxamining the prevailing schools that deal with
mtormality. the legalist approach to informality . which is masterminded by the
Peruvian Hernando de Soto. comes closest to NI De Soto considers all activitios
informal whose objectives are Tegal but are conducted illegally . With that he es-
tablishes o contrast of legality and illegality that is consequently identified with
formality and imformality . Detined this wav, intormal activ ities ey ade regulations
that are imposed on legal activities by public authorities. In Peru. de Soto states.
the official regulations are biased and serve only the interest of the local elite and
the burcaucratic apparatus, Consequently, aceess Lo tormality involyes prohibitive
costs. Outside official regulations separate regubations for informal activities
evolve, but these do not provide sutticient protection for informal indiyiduals’
property rights and cause additional costs. With these arguments, de Soto con-
ducts an nstitutional analysis in £ oo sendero™ although not consciously by
his own account.” Deliberately . de Soto does not take up a theoretical stance and
sees his posttion between the various approaches.” Furthermore, the 111 and de
Sote restrict their work rigidly to practical matters in Peru. Theretore. they do not
play any direct role in recent theoretical debates,

But 1t the direction of de Soto is followed and more closely applied to NI a dis-
tinction of formal and intormal activity evolves as proposcd by Feige:
<[ Jeonomic agents are regarded as members of the L tormal® sector of any
cconomy when their actions adhere to, or are protected by, the established

6 Jowas oy a month and o half ago (ca. Seprember 1987, the anthory swhen £ visired Wash-
tgton Oniversin i St Lowis that the Clidirman of the Depaviment of Economics imformed
mi that we were reallv neonnititionalists 1e's only o by readimg Janer Lamda's paper
CLanda (19880 the authory, thar | rnderstand we miase, o cflect. he somewhat close o hemy
neomstitattonaiing e Soto (1988b), p 217

7T Seede Soto (198&a). pp. S - M)



institutional rules of the game. Conversely, when their actions fail to ad-
here to the established rules, or are denied their protection, the agents are
regarded as members of the .informal® sector of the economy. [...] Mem-
bers of the formal sector. constrained by a particular institutional set of
rules, confront a different set of transformation and transaction costs than
those faced by members of the informal sector.™8

[T]he informal economy comprises economic activities that circumvent
the costs and are excluded from the benefits and rights incorporated in the
laws and administrative rules covering property relationships, commercial
licensing. labour contracts. torts, financial credit and social security sys-
tems.™9

Basically, this definition will be used throughout this paper, but a few clarifica-
tions have to be added. Firstly. the “established rules of the game’, which the for-
mal part of the economy adheres to, are understood as the official laws and regu-
lations of the state and its subordinated regional administrative bodies. The use of
the term established” may be mislcading since even informal institutions can be
quite stable. Secondly. tax legislation should be added te the list of laws and
regulations.

In this paper an activity or an enterprise is termed informal if it does not comply
with at least one of the official laws and regulations. Thus, the equation of illegal-
ity with informality is not adapted. Rather. informal enterprises may be partially
legal. Furthermore. it seems advisable o restrict the term informality to microen-
terprises since empirical studics of the informal sector are normally limited to
them.!0

3. Barriers to the Use of Formal Institutions

Enterprises in the informal sector do not comply with certain official laws and
regulations. This means they conduct their activity under a different set of institu-
tions than formal enterprises. These "informal’ institutions have special charac-
teristics that are discussed below. First. it has to be considered why economic ac-
tivities are set up outside the formal institutional setting. Why do entrepreneurs

8  Feige (1990). p. 990.
9 Feige (1990), p. 992,

10 The maximum size of enterprises in informal sector studies differs between 5 and 20 em-
ployees. Self-employed workers are often included.



consider it more profitable to do their business illegally or why do they have no
chance of legalizmg i

Three different factors can be identified that are responsible for the non-
observance of public laws and regutations;

I. Regulations impose prohibitively high costs on formality.

[}

- Intormal entreprencurs lack the skills and the knowledge to comply even with
simple regulations.

3. The state and its organs are too weak 1o protect private contracts and properts
rights efficiently .

The costs of legalization and of reniining legal may be divided into direct fingn-
cial costs and opportunity costs H The direet costs are taxes, fees. duties. social
seeurtty contributions, and expenses to make the site ot production and the pro-
duced goods and services comphy with legal requirements. Additionally . opportu-
ity vosts emerge from the time 1t takes to carey out the different steps ot legah-
Zation and to fulil the requirements of legality.

The multitude of regulations an enterprise has 1o fulfil indicates that the costs (o
legalize an enterprise may be guite high.!2 An cnterprise can incur legalization
costs while tulfilling the following regulational requirements: Fhe mitial registra-
ton with different registers. the requirements concerning the enterprise’s location,

[T See Lagos (1995) po |20

2 A handful of studies exists that 1y 1o quantily these costs for several countries. The most
famous one was conducted by the 11D for [ima in the mid-cighties: A simulation reyealed
that obtaming the 11 licenses needed to begalize o small garment factors would hase taken
289 davs The expenses plus the boss of production during the ten month waiting time
amaunted to more than USS 1200, 32 times the monthly nanmum wage at that ome. Lo
approve small shop one had o go through thice different institutions which ok 43
warkmg day s and cost almost 600 US-$ (See de Soto (1989, pp. 133 - Lo

Fhe PREALC cheched whether these resuits conld be transferred to other countries. The
legalization costs were examined for cight Central and | atin American countrics by the end
of the erghties (See Lagos (1995, pp. T - 1200 1t tarned out that, in the COUNITIes exam-
med. in general 20 to 30 steps were necessary 1o begahize an activity. One important resalt
of PREALC s examination was that the number of steps did not accessarils correlate to the
amount of time needed. This mdicates that the speed and cfficiency of the administration is
an important factor mfluencing the size of legalization costs. Another factor is the organ-
Izational structure. The processes speed up the more they are decentralized. The financial
costs of legalization also saried widely . They extend from about 13 US-% o legalize an in-
dustrial enterprise in Bolivia to almost 900 1'S-$ for a similar enterprese m Guatemala, 1t
these costs are related to the enterprises” resenue they amount from one (o tive percent of
the annual revenue up to a quarter of revenue,



the various health and safety regulations, the registration with the revenue serv-
ices, and the labor regulations.

In addition to the one-off formalization costs, there are ongoing costs incurred by
formalized enterprises which were evaded during their informal existence. These
are the costs in connection with payment of taxes and compliance with labor and
social regulations.!3 Such costs are considerable.!4 Neither the usefulness of tax
payments that enable the state and local authorities to provide public goods, nor
the need for health and safety regulations, is generally disputed, yet the costs
arising from these may be prohibitively high for micro and small enterprises
wanting to operate legally.!S Many of these enterprises cannot afford formaliza-
tion and formality and thus will have to rely on informal relations.

An important factor that limits the possibility to become formal is the lack of edu-
cation of many entrepreneurs in the informal sector. For too many of them even
simple regulations could be difticult to fulfil since their ability to read, write or
calculate is restricted. This has the same effect as apparently excessive regula-
tions. The costs 10 comply with laws and regulations become prohibitive. The af-
fected people have, however, 1o conduct some economic activity in order to earn
their living. They will do this in an informal institutional setting.

The inefficiency of public institutions is another factor that forces businesses into
informality. In many developing countries the use of formal institutions incurs
high transaction costs. When conducting their business, the entrepreneurs cannot
rely on the judicial system to guarantee their property rights or contracts because
it is slow, unreliable. costly to use, or corrupt. 1f the public laws and regulations
cannot fulfil the tasks that are assigned to them it might bear lower costs to rely
on informal institutions. The same holds if, as already mentioned, legalization
costs are pushed up by an inefficient administration or non-enforcement makes
the evasion of rules and regulations less dangerous.

13 See Lagos (1995), p. 125.

14 In the mid eighties the ILD examined 50 industrial smal! enterprises in Lima, each with one
to five employees. On average the gross profit was reduced by more than 75 percent
through legality costs. In a survey of 37 legal enterprises, the ILD further found that 40
percent of their administrative expenses were used to fulfil bureaucratic requirements (See
de Soto (1989). pp. 146 - 151).

The PREALC also determined the costs of sustaining legality. The legality cost did at least
double the legalization costs in the countries reviewed. Like in Peru, the payment of taxes
was less important than the expenses to fulfil the labor laws (See Lagos (1995), pp. 124 -
126).

15 See Tokman (1992), pp. 18 - 19.



All these considerations give hints why it may not be desirable or possible tor
entreprencurs o conduct their businesses under formal institutional settings. As
an alternative they rely on informal institutions. The nature of these institutions is
examined in the following chapter,

4.  The Characteristics of Informal Institutions

. tor any reasons, an entreprencur’s activitics are not subjected to formal institu-
tions they will substitute them by informal ones. In this section it will tirst be
shown that it is advantageous to create or use these informal institutions. This s
done by a simple model. From this model emerge some propositions on the char-
actenstics of informal insttutions.

Creating a simple model about pety raders within the urban informal sector who
try o protect ther terrtony . Jagannathan describes how informal institutions
emerge. Hhs peanut seller model™ elucidates the difficulties 1o protect informal
property rights and identifies preconditions that are necessary 1o muke informal
mstitutions function ' Jagannathan assumes that a trader is the sole supplier
within a particular arca. This trader is tacing the problem of how to control his
area. because he toses a portion of demand it a competitor appears in his territory .
Since the trader has to stay personally at his Tocation - to sell and o carn his in-
come - he has 1o weigh the loss of income and the physicul strain that arise trom
driving out the intruder. against the saved demand. As a consequence. the closer
the intruder gets 1o the location of the established trader, the more likely it is that
the trader tries to drive him out. One possibility to minimize the detense costs and
theretore the transaction costs of his activity is to gather with other traders in in-
formal groups. These groups share the common goal of keeping away competi-
tors. Now an mtruder does not face the resistance of only one trader but of 4

L6 See Jagannathan (1987 pp. 60 - 66 Jagannathan uses the tollow ing assumptions,

1y The moedel considers a simple activity hke the steeet-trading of peanuts. The supply of
peanuts faces i demand that is evenly spread across the area.

2) The demand curve for peanuts is kinked. A single trader has no ads antage if e deviates
from the market price.

3) Work s the sole factor of production.

4 The only significant costs are costs to acquire the peanats and to keep away intraders
from the market

3) The trader 15 too poor to use means like adsertising.

6) The trader has no formal right to carry out his activaty at this particular place.



whole group. This lowers the cost of the .attacked” and raises the costs of the in-
truder. Due to this effect. the area (and consequently the demand the peanut seller
can control) is larger than if he was acting alone. The property rights to his area
are guaranteed by the group he belongs to.! 7 They become more secure, and even
valuable and tradable within a certain scale.

Which mechanisms make informal relations like the one described function?
Between the members of the group of traders complex contractual relations exist
since their cooperation lasts for a longer time. The arrangement in the example is
only efficient if the threat to expel intruders is credible. Therefore, it is necessary
that the members of the group mutually help each other in case of a conflict.
There must not be an incentive for opportunistic behavior. Instead, implicit con-
tractual relations must exist between the members of the group that influence their
actions in favor of cooperative behavior.!8 This is an important precondition for
the stability of informal contractual relations and their ability to replace formal
Jaws. In the case of the mode! ..the participants are aware that a breach in con-
tracts will lead not only to confusion - but of more importance - to a disappear-
ance of the earning opportunity.~'9

Other preconditions have to be fulfilied to guarantee the stability of cooperation
within trader networks or other long-term informal relations: Individuals have to
be sure that the behavior of the opposite party towards the contract, that is ob-
served and anticipated while contracting, will be sustained in the future. If an in-
formal contract has been stable over a longer period it can compensate for the lack
of security by creating trust through fulfilled expectations.2¢ This kind of trust can
be obtained faster if the involved individuals are subject to stable behavioral
norms. Norms are particularly stable and can facilitate informal contractual rela-
tions if they are internalized (i.e. they are part of the preferences of the individu-
als) and instrumentalized (i.e. their violation will be punished).2! This suggests
that informal contracts between individuals with the same social and cultural
background arise more casily and arc more stable. Landa sees a proof of this

17 See Jagannathan (1987). p. 62. A group like this can consist of complementary traders at
the same Jocation or of similar traders at different locations.

18 Implicit contracts have the special characteristic that the advantages of a breach of contract
are always exceeded by the advantages of serving the contract. See Richter / Furubotn
(1996). p. 171.

19 Jagannathan (1987). p. 63.
20 See Jagannathan (1987). pp. 4 - 5.
21 See Jagannathan (1987). p. 26



proposition in the tact that the wholesale trade in many developing countries is
dominated by “toreign ethnically homogencous middlemen groups™ 2= The traders
or middlemen belong o tight-kmit groups. Their transactions are marked by per-
sonal interaction on fanuly. rehigious or ethnie lines. Ethnic rules. muatual help.
and reciprocity are imbedded into social networks, They serve as a kind of law
that enforces contractual relations within the group. A breach of such contracts
will Tead to sanctions by the other group members =¥ This constrains opportunism
within the group. Pherefore. i mulu-cthnie societies the boundaries of informal
contracts will run on cthnie borders. Within these groups, similar internalized be-
havioral rules engender 4 mutual trust which does not exist between ditterent
Sroups.

The transaction costs within the homogencous group are low ' there s mutual
trust. But at the same time this means that the costs of ransactions between dit-
ferent groups are vers high =4 There is virtually no possibility for an outsider to
penetrate homogenceous groups sinee he does not own the status of a group mem-
ber. Social property rights emerge within the group that are not tradeable. or only
so within a restricted range. and that are tied to the existence ot the group2® An
outsider tirst has to acquire reputation, But this is not costless. Consequently. a
picture ot highly segmented informal markets emerges. Economic transactions
can only tike place with low transaction costs within particular groups that are
constituted through personal relations. The range of informal contracts however is
limited because transactions across the borders of homogencous groups impose
high costs.

220 Examples are the Chinese traders m South Fast Asma, the Lebanese in West Africa or the
tndians m Fastand Central Atvica (See Landa (1988), pp. 76 - 77)

230 See Landa (1988), pp. W4 - 95

24 See Jagannathan (1987 p. 35

25 See Jagannathan (1987 pp. 31 - 32 and Landa (19883, pp. 100 - 101,



5. The Drawbacks and Costs of Being Informal

If informal sector enterprises cannot use formal institutions because of the factors
discussed in section 3, then they have to rely on informal substitutes. The special
characteristics and extra-legal nature of informal institutions confer costs and dis-
advantages upon informal enterprises attempting to concur with formal institu-
tions. The following types of costs are examined in this section: First, the costs to
sustain informality: second, the costs of lacking access to public law institutions;
third, some constraints that arise from cconomic policy. Finally, the application of
Williamsons ™ concept of governance structures will show that the use of all types
of contractual arrangements is in fact restricted for informal enterprises.

S.1. The Costs to Sustain Informality

An enterprise that is doing business illegally is always threatened to be
‘discovered’ by public authorities. The sanctions it faces in this instance depend
on the laws and prevalent legal practices. Principally, sanctions can consist of

e the payment of fines,
¢ confiscation or destruction of goods and means of production, or
e expulsion from the present location.26

Therefore, illegal enterprises’ property rights to their means of production, to their
stored goods and to their premises are limited. Informal entrepreneurs can avoid
these restrictions by producing at such a small scale that they cannot be detected
from the outside. They might even split up their production to different locations.
In order to remain invisible they have to abstain from advertising and are ex-
cluded from particular markets, like trade fairs. Finally, they can avert an
‘official” discovery by bribing controlling officers. This will guarantee an undis-
turbed work at least for some time.27

26 See BMZ (1995), p. 29.
27 See Casanovas (1992), pp. 53 - 54 and de Soto (1989), pp. 153 - 155.



5.2. The Costs of Lack of Access to Public Law Institutions

Intormal enterprises outside legality are excluded from using public law instiu-
tions. They cannot push through property rights 1o their means ot production and
o contracts with the help ot courts or other organs ol the public administration.
Thus, they have o rehy on themiselves or on collective mlormal mechanisms tor
this purpose. [his might exven be sensible since the public law institutions in many
developing countries are highly inefticient. slow and costly and theretore often
cannot tultil the task of guarantecing property rights. Phe mechanisms by which
legal uncertainty influences and restricts informal enterprises” structure of prop-
erty rights will be shown in turn for the means of production land. labor and
capital.

Enterprises that hold no tormal titles to the land they work on face strong restric-
tions m the scope of their activities. A threat to be expelled from the fand exists.
but there are other constraints beside the direct withdravwal ol the rights 1o use.
[he first of these deals with the possibilities 1o transfer property rights. The value
of a plot ol land 1s Tower i the buyer cannot be certam about his permanent pos-
session in the future. By a long-lasing possession the intormal proprictor may
signal the security ot the property rights to the land. This will consequently raise
its value, but it will also restrict the mobility of land sinee the informal proprictor
can hope to inerease the value simply by waiting % Another problem is the trans-
ler ot ownership it there s no written title. [F a contract is settled verbally or it
written agreement cannot be used as evidence i dront ot a formal court, there
may be a chance for the former proprictor to break the agreement with impunity.
Due to these risks ot opportumistic behavior by contritctual partners. the value of
the acquired rights will decrease for the new proprictor. In addition, he cannot
refer to customary rights and therctore faces a stronger threat to his property
rights than his predecessor.

The use of the Tand by the actuad proprictor will adjust o the prevailing uncer-
tainty. I there s a danger of contiscation or expulsion 1t will be rational o invest
in buitdings only as much as necessary. The machinery will be small in order to
be mobile and to Timit the loss in case of contiscation = Thus. due to these factors
that restrict the property rights to land. the operations of illegal enterprises will

28 Seede Soto (1989, po 162,
29 See de Soto (19884, p. 25,



not become vers capital intensive. This tendency will be reintoreed by ditticulues
to acquire outside capital,

Since it is impossible o use land without any Jegal title as collateral. the insecu-
rity of property rights to land is the main constraint for informal enterprises to
acquire capital. To allocate credit on the basis of tand as collateral. formal banks
need a certificate of ownership or the registration in the land register which nor-
mally does not exist. Another tactor that Jimits the access 1o creditis the informal
enterprises” fack of standardized accounting. For a potential creditor it s difficult
to assess the ereditworthiness of an enterprise that does not tfulfil particular check-
able criteria, like the existence of a balance sheet or the presentation ot a credit
record. Therefore. the risk to lend money to such an enterprise increases tor the
creditor. 0 Additionally . in many countries official interest rate ceilings exist that
restrict the aceess to the tormal credit markets further, since formal creditors are
not allowed to compensate the increased risk through o surcharge on the mterest
rate. Due to this mechanism intformal enterprises are crowded out of the formal
credit markets and have o rely on informal sources. !

The same mechanism applics with respect to insuring the enterprise against risks.
like fire. accidents. ete. Enterprises that operate illegally do not have the chance o
cover these risks by formal insurance companies. Indeed. they have no interest in
these enterprises since they cannot assess the risk they take. Theretore. the entre-
preneur can only make provisions against existential risks by himself. Normally.
this requires more resources than the balancing of risks that is inherent to an in-
sUrdnee.

Intormal enterprises may also have difficulties in getling aceess W appropriate
emplovees. Labor relations in the informal sector are denoted by a high Huctua-
ton.*2 I informal emplovers pay lower wages and cannot offer any formalized
soctal security employees will seek to improve their working conditions by
changing 1o the tormat sector. Theretore, it 1s particularly ditficult tor informal
entrepreneurs to keep guaditied employees in the long term. Due to these prob-
lems. the productivits of labor of informal enterprises remains low.

The examination of the {actor markets suggests that informal enterprises work in a
less capital intensive way than comparable tormal enterprises due o the lack ot
secure property rights, Their productivity of labor is low. Therefore, the prospects

W Nee BAMZ (1995, p. 3l
3 See Chickering Saladime (1991, po 192 and Licdholm (1994), pp. 81 - 82,

320 See Morrisson Solignae Lecomte Oudin (1994), p. 77



for the entrepreneur and his employees to increase their income and the prospect
for the enterprise to grow are restricted.

5.3. Discrimination Against Informal Enterprises Through Economic Policy

Informal enterprises are directly disadvantaged against formal competitors
through features of the tax and tariff system. They face higher costs for means of
production if they buy from formal enterprises since they cannot reclaim the indi-
rect taxes that might be imposed on these goods. If informal enterprises use im-
ported products they cannot profit from reduced tariffs. Also, informal enterprises
are disadvantaged if they sell goods and scrvices to formal enterprises since these
cannot reclaim any pretax.

Furthermore, illegal operating enterprises do not have access to public promotion
institutions and promotion programs. The possibilities to get advice and to profit
from training schemes are restricted compared to formal enterprises.33

Since illegally operating enterprises normally transact in cash and keep their as-
sets in this form they are seriously atfected by the “inflation tax’ in countries with
a high inflation rate. Formal enterprises, however, can choose other methods of
payment and investment. De Soto concludes that because of these disadvantages
of informal enterprises, there is an one-sided transfer of resources from the infor-
mal to the private and to the public formal sector.34

5.4. The Constraints of Institutional Arrangements Through Informality

The restricted range of informal relations, the costs to build up long-term con-
tractual relations to suppliers, customers and creditors outside of existing informal
ties, and the risk of opportunism in these relations constrain the entrepreneurial
activity in the informal sector. If informal entrepreneurs aim to achieve a level of
their activities that would minimize their transaction costs, they face various
problems to create and to use institutional arrangements that enable them to carry
out transactions. In the following section Williamson's concept of govemance
structures is used to clarify and to structure these constraints informal enterprises
face. '

33 See BMZ (1995).p. 31.
34 See de Soto (1989). pp. 155 - 157.



Fransactions have three dimensions that influence the transaction costs of the
various forms o organize activities. These dimensions are asset speciticity. un-
certainty, and frequency 3 Depending on the frequeney of a transaction. assel
speciticity and uncertainty are of varying importance. Because ot this. different
organizational arrangements - governance structures - minimize transaction

costs o

A trilateral governance structure. e the contracting parties rely on a referee to
arbitrate disputes over the transaction, is supposed to be optimal for oceastonal
transactions with highly specitic factors. The use of such an organizational struc-
ture by informal entreprencurs is restricted 1o a hmited spatial. social or cthnie
environment in which a third party is recognized by both informal transaction
partics.

For frequent transactions with mixed-specific factors a bilateral governance
structure is preferred. The contracting parties negotiate a contract that leaves its
fater adaptation and interpretation to the contracting parties themselves. Informal
entrepreneurs are confronted with the same range of problems as with trilateral
governance structures if they try to develop bilateral governanee structures. Long-
term contractual relations that adjust flexibiv to changes of the contract’s envi-
ronment are. in case of an inefticient functioning of formal legal insututions. only
possible within limited informal groups. Within these groups. behavioral norms
that are necessary to build up Tong-term contractual relations have to be internal-
ized and institutionalized i order to limit the probability of opportunisim. 11 rela-
tions exist between such groups there s a nisk that the contracting partner tries to
be opportunistic and intends to appropriate the quast rent. that occured through
specific investments into the transaction. Responding to this risk by creating spe-
cific safety mechanisms also requires resources that nerease the costs ot the in-
tended transaction.

Avording these transaction costs by creating a unified governanee structure. ¢.g.
by integrating supphers, leads to other problems. For frequent transactions that
rely on highly specific investments a vertical integration would be the best option.
But due to the particularities of informal labor markets, sustaining a high number
of emplovees s ditficult. Apart from this, the acquisition ot other enterprises s
constrained by difticulties dealing with the transter of property rights in informal
settings. 11, nevertheless, an integration is suceessiul and the infermal enterprise

350 See Wilhamson (1983), pp. 32 - 61

36 See Williamson (1985 pp 72- 749



expands, the threat of being detected increases too. 1o ward oft this threat 1s, ongee
again. costly.

The market 1s the optimal institution to carry out transactions that do not need any
specific myestment. But if they use the market governance structure. informal
enterprises are disadvantaged by the mechantsms that were deseribed in the last
section.

These considerations show that enterprises that operate illegally have limited
prospects t lower their production and transaction costs by choosing suitable in-
stitutional arrangements. They rather have to use considerable resources to

e detend their status,
e protect property rights and enforee contracts while growing. and
e cven out the disadvantages against formal enterprises on formal markets,

Due to these mechanisms, illegal enterprises are small. are not joint-stock compa-
nies, do not have many financial resources, and do not work with sophisticated
technology . These constraints could be lessened though the transition to the for-
mal sector, but neither the transition to legality nor remaining legal is without
Ccosts,

6. The Behavior of Informal Enterprises

[n section 310 was shown that formalizing an intormal enterprise. ¢ making it
work under formal institutions, might be impossible in many cases. F'xcessive
regulations. poorly functioning public organizations, and the lack of ability
amongst entrepreneurs raise the transaction costs of using formal institutions sig-
nificantly. But relyving on informal institutions instead, is no remedy to this prob-
lem. The last section showed that the possibilities of doing business relving on
informal institutions are restricted i many wavs. Consequently, it micro enter-
prises only had to choose between exclusively using formal institutions or exclu-
sively using intormal institutions their prospects would be hleak.

[n developing countries formal institutions will exist side by side with informal
ones because of the described weaknesses attributed to them. It one assumes that
there 1s not only the possibility for individuals to choose between intormal and
formal sets of institutions, but also the possibility to choose some institutions
from these different sets, an interesting possibility arises. For informal enterprises
the simultancous use of formal and informal institutions may be a wav out of the
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dilemma they face. They can sech to optimize their commercial activitics usimg
formal, Le. public. institutions only as much as necessary to avoid the disadvan-
tages of intormality as well as to avoid the excessive costs ol formality

In detail. this mechanism will work on the following hnes: The requirements ot
every single law or regulation create a particular profile of advantages and disad-
vanlages to an informal entreprencur. This profile is shaped through the instu-
tional environment and internal characteristics of the enterprise. The entreprencur
will, as tar as possible for hiny weigh up the advantages and disadvantages and
will, with regard to this, choose an appropriate behavior. This means he will tol-
low particular laws and regulations that have a net advantage for him. and he will
evade the ones with a net disadvantage. Due to this behavior. the contrast of ille-
gality and legality that is often assumed when informal sector enterprises are ex-
amined. blurs. A variety of intermediate states between the two extremes appear
that is used by a multitude of informal entrepreneurs. To them, partial legalization
and legality s the optimal strategy to lower the transaction costs of their activities.

The factors that determine whether an enterprise will fulfil a law or regulation, ic.

will use a tormal institution, can be divided into external and internal factors. The

externil tactors comprise of the structure of institutions which surround the enter-

prise. The internal factors are the characteristics of the enterprise itselt

The fellowing external factors determine whether an enterprise complies to a law

or regulation:

o {he privileges an enterprise may obtain by complyving,

e The complexity of the procedures, the amount of time and the costs that are
assoctated with the fultilment.

¢ The importance that is attached to the particular law or regulation by the public
authorities and the severity of its entorcement.

Fhe spectfic internal characteristics of an enterprise that could influence the deci-

s1on to comply toa law or regulation are factors like the size. the type of activity

the Tocation, the age of the enterprise. and the personal preterences of the entre-

preneur himselt,

Due to ditfering external and internal factors, the structure of costs and benetits
that evolves from various regulations, is not the same tor all enterprises. There-

-

370 Tis division seems to be somewhat artificia) o one keeps in mind that the structure of an
enterprise 15 strongly influenced by the mstitutional setting in which it works, Nevertheless.
this division 1s usetul when considening data from different countrices,



-17-

fore different decisions to comply with laws and regulations are taken. Informality
is settled on a continuum between total legality and total illegality. On this con-
tinuum every microenterprise tries to find an institutional environment that lowers
the transaction costs of its activities.

Recent empirical research on the behavior of microenterprises by the OECD and
the ILO supports this finding.38 Although the examined microenterprises are
thought to be informal, many of them are registered, pay some taxes, or comply to
certain other regulations. While some fulfil all their obligations and some none, a
large portion of enterprises remains somehow semi-legal, fulfilling only selected
obligations.

Nevertheless, it is difficult to forecast which enterprise will comply with which
regulation. Determining the factors that lead to differences in the overall registra-
tion rates of microenterprises in different countries seems to be possible. They
follow the lines of the external factors mentioned above.39 But when examining
the internal factors that make c¢nterprises in the same institutional environments
differ, not all prove to have a statistically significant influence. Examining data
from Niger and Swaziland, McPherson and l.iedholm found a correlation between
registration and the type of activity of an enterprise, its location (capital of pro-
vincial town), its size and the gender of the entrepreneur.40 For data from Ecua-
dor, Chile and Jamaica. Klein and Tokman found a correlation between registra-
tion and the enterprise’s size and partly between registration and its activity.4!
Therefore, beside the findings that size and activity matter, it seems to be difficult
to make any general statements on the internal factors that make entrepreneurs
comply with a specific law or regulation.

38 The OECD examined more than 2200 microenterprises in seven developing countries. For
detailed results see McPherson / Liedholm (1996); Mead / Morrisson (1996) and Morrisson
/ Solignac Lecomte / Oudin (1994). The PREALC carried out the country studies of the
OECD survey in Ecuador and Jamaica. It published its results separately adding the resuits
from a survey of more than 400 Chilean microenterprises. See Tokman / Klein (eds.)
(1996).

39 See Klein / Tohman {1996), p. 37.

40 See McPherson / Liedholm (1996), pp. 484 - 486.

41 See Klein / Tokman (1996), pp. 49 - 51.



7. Conclusion

This paper aims to show the mechanisms that Limit the development prospects of
informal enterprises in developing countries. Using NIE for this purpose. the ex-
istence of difterent substitutable institutional environments - formal and intormal
ones - becomes central to the argument. While formal institutions comprise of the
public Jaws and regulations that regulate business. informal institutions are rela-
tions that base on personal exchange. trust. and shared values. Due to this charac-
teristic the range of informal institutions is restricted. Relations between ditferent
informal groupings are prone to high transactions costs.

In an environment where micro enterprises have to rely on informal institutions.
because of high costs of formalizing their business, inadequate formal institutions
and the Jack of management skills, their prospects are bleak. All possibilities to
organize activities through trilateral governance structures. bilateral governance
structures, vertical integration or the use of markets are restricted due to the spe-
cial characteristics of informal institutions. Consequently. it is not profitable for
informal entreprencurs to expand their activities or to use more sophisticated
technologies.

For informal enterprises. one way out of this trap is partial tformalization. Using
selected public institutions (thus avoiding the disadvantages of informality as well
as excessive costs of formality) they might find an optimal level of their activities.
This thesis is supported by recent empirical research on the behavior of micro-
enterprises that found that most enterprises that were considered informal are in
fact doing business in semi-legality, 1f the institutional environments in different
countries are examined. the factors that influence ditferent behavior in ditferent
arcas can even be identified. Nevertheless, in similar formal institutional envi-
ronments it remains difticult to establish o correlation between the decision to
comply to a tormal law or regulation and the enterprises” charactenstics.

These results highlight the usefulness and the limits of NIE's application to the
informal scctor. NIE gives valuable hints on the reasons for informal sector enter-
prises” structure. 1t theretore will help to identify policies that might improve the
prospects of these small enterprises. But in explaining a single enterprise’s choice
of a speaial structure. NIE. and especially transaction costs economics, only cap-
ture a small part ot the story.



Literature

BMZ - German Ministry for Economic Cooperation and Development (eds.)
(1995): Die Organisationsfihigkeit des informeilen Sektors: Der Beitrag des
Kleingewerbes zur Reform des Wirtschafts- und Rechtssystems in Entwick-
lungsldndern (Forschungsberichte des Bundesministeriums fiir wirtschaftliche
Zusammenarbeit und Entwicklung - BMZ, vol. 119), K&In.

Casanovas, Roberto (1992): Informality and Illegality, a False Identity: The
Case of Bolivia. in: Tokman (ed.) (1992), pp. 23 - 54.

Chickering, A. Lawrence / Salahdine, Mohamed (1991): The Informal Sector’s
Search for Self Governance. in: Chickering, A. Lawrence / Salahdine, Mo-
hamed (eds.) (1991): The Silent Revolution: The Informal Sector in Five Asian
and Near Eastern Countries. San Francisco, pp. 185 - 211.

De Soto, Hernando (1989): The Other Path: The Invisible Revolution in the
Third World. New York.

De Soto, Hernando (1988a): Constraints on People: The Origins of Underground
Economies and Limits to Their Growth, in: Jenkins (ed.) (1988). pp- 15 - 47.

De Soto, Hernando (1988b): The Informal Path to Transformation, in: Jenkins
(ed.) (1988). pp. 209 - 219.

Feige, Edgar L. (1990): Defining and [stimating Underground and Informal
Economies: The New Institutional Economics Approach, in: World Develop-
ment, vol. 18, pp. 989 - 1002.

International Labour Office (1972): Cmployment, Incomes and Equality: A
Strategy for Increasing Productive Employment in Kenya, Genf.

Jagannathan, N. Vijay (1987): Informal Markets in Developing Countries, New
York. Oxford.

Jenkins, Jerry (ed.) (1988): Beyond the Informal Sector: lncludmg the Excluded
in Developing Countries, San Francisco.

Klein, Emilio / Tokman, Victor E. (1996): A Comparative View of Regulations
and Informality. in: Tokman / Klein (eds.) (1996), pp. 1 - 59.

Lagos, Ricardo A. (1995): Formalizing the Informal Sector: Barriers and Costs,
in: Development and Change. vol. 26, pp. 111 - 131.

Landa, Janet T. (1988): Underground Economies: Generic or Sui Generis?, in:
Jenkins (ed.) (1988). pp. 75 - 103.



- 20-

Liedholm. Carl (1994): I'he Impact of Government Policies on Microenterprise
Development: Conclusions  from Empirical Studies, in: Rakowskn ted.)
(199400, pp. 75 - 89,

McPherson, Michael A. / Liedholm, Carl (1996): Dcterminants of Small and
Micro Enterprise Registration: Results from Surveys in Niger and Swaziland.
in: World Development, vol. 24, pp. 481 - 487,

Mead, Donald C./ Morrisson, Christian (1996): The Informal Sector Elephant.
in: World Development. vol. 24, pp. 1611 - 1619,

Morrisson. Christian / Solignac Lecomte, Henri-Bernard / Oudin, Xavier
(1994): Micro-enterprises and the Institutional Framework in Developing
Countries (OFCD Development Centre Studies). Pans.

Moser, Caroline . N. (1994): The Informal Scctor Debate, Part 1: 1970 - 1983,
in: Rakowski (ed ) (199400 pp. 11 - 30.

Peattie, Lisa (1987): An [dea in Goad Currency and How It Grew: The Intormal

Sector. in: World Deselopmentovol. 15, pp. 831 - R60.

Rakowski, Cathy A. (ed.) (1994a): Contrapunto: The Intormal Scctor Debate n
Latin America. Albany.

Rakowski, Cathy A. (1994b): Convergence and Divergence in the Informal
Sector Debate: A Focus on Latin America, 1984 - 92 1n: World Development,
vol. 220 pp. 341 - 516,

Richter, Rudolf / Furubotn, Eirik (1996): Ncue Institutionendkononuk: bine
Eintihrung und kritische Wiirdigung. [ibingen.

Tokman, Victor E. (ed.) (1992): Beyvond Regulation: Phe Informal Feonomy in
[.atin America. Boulder, Fondon.

Tokman, Victor E. (1992): The Intormal Sector in Latin Amernica: FFrom Under-
ground to I egahityvom: Tokman {ed) (1992). pp. 3 - 20.

Tokman, Victor E. / Klein, Emilio (eds.) (1996): Regulation and the Intormal
Economy: Microenterprises in Chile. Ecuador. and Jamaica. Boulder. [ondon.

Williamson, Oliver E. (1985): The Fcenomic Institutions of Capitalism - Firms,
Markets, Relattonal Contracting. New York. London.



Publications of

the Institute of Small Business

University of Géttingen

International Small Business Series

No. |:

No. 2:

No. 3:

No. 4:

No. 5:

No. 6:

No. 7:

No. &:

No. 9:

No. 10:

Development of Small-Scale Business in Developing Asian Coun-
tries - Policy Environment and Institutional Infrastructure -, by
Chee Peng Lim, Gottingen 1990, 28 p.

The European Common Market and German Small Business, by
Gustav Kucera, Wolfgang Konig. Géttingen 1990, 26 p.

External Financing of Small-Scale Enterprises in Developin
Countries - Reforms and Innovations wit?nin the Commerci
Credit Business in Colombia -, by Wolfgang K&nig, Michael Koch,
Fred May, Gattingen 1990, 29 p. (out of prim%

Internationalization of Small Business in a Microeconomic Per-
spective, by Joachim Peters, Géttingen 1990, 17 p. (out of print)

Informal Small Business in Rural Areas of Developing Coun-
tries. by Jorg Hartmann, Joachim Peters, Gottingen 1990, 32 p.

Commercial Loans for Small Manufacturers in Latinamerica
- Empirical Evidence on Formal Sector Credit Markets in
Colombia, Ecuador and Peru -, by Michael Koch, Gottingen 1990,
34 p. fout of print)

Small Businesses as exporters: Survey results from Lower
Saxony, Germany. by Jorg Dicter Sauer. Gottingen 1991, 43 p.

Institutional Representation of Small Business in Industrialized
Countries, by Markus Pilgrim, Géttingen 1991, 35 p.

Proposals for a Private Sector Su]gmrt System for Small and
Medium Enterprises in Developing Countries, by Jacob Levitsky,
Géttingen 1992, 4] p.

Techniques and Criteria for Classifying Small and Medium-
Scale Industries by Size. by Wolfgang Kénig, Klaus Billand,
Géttingen 1992, 19 p.



Nao.

No.

No.

NO,

No.

No.

Nu.

Rk

14

RILK

i e

I 2
fad

Credit Guarantee Scheme for the Small Business Sector - An
interim assessment after five vears in Latin America, by I'ckart
Ochring, Gottingen 199331 p.

Key Factors in the Design of Poliey Sup{)orl for the Small and
Medium Enterprise (SME) Development Process - An Overview,
by Allan AL Gibb, Gottingen 1993, 41 p. ront of print)

The Case for a New Approach to Small Enterprise Promotion. by
Ralt Meier. Gottingen 199332 p.

Small Business in Tropical Rainforest Areas, by Jorg Hartmann.
Gottingen 1993 24 p.

In Search of New and Innovative Concepts for Small Enterprise
Development in Third World Countries - Results of an Expert
Conference, Gottingen, October 1992, by Heiko Fihnel. Jorg
Hartmann. Wollgang Konig. and Ralf Meier (eds.). Gottingen 1993,
28 p.

Private Sector Surport for Small Enterprises - Some
Conclusions -, by Jacob Levitsky . Gottingen 1993, 31 p.

Policy, Programmes and Priority Biases: A Hidden and Overt
Agenda Against Small Scale Enterprises, by Chee Peng Lim,
Gattingen 1994, 14 p.

Empirical Survey of Cross-Border-Co-operations in the Crafts
Sector, by Wolfgang Konig. Klaus Milller. Gottingen 1994, 18 p.

The Role of Small Enterprises in the Process of Innovation. by
I dszlo B Kassal Gottingen 1994, 25 p.

Some Asian Experiences with the Development of Small and
Medium Enterprises and their Relevance for Africa. by Chee
Peng Lim. Gottingen 1994, 24 p.

Evaluation of Small and Medium-Sized Enterprises as Inter-
national Suppliers, by Thorsten Winkelmann., Gottingen 1995, 33 p.

Criteria for Sclecting Natural Resources in Conservation-Cum-
Development Projects, by Jorg Hartmann. Gottingen 1996, 22 p.

Internationalization Strategies of Small and Medium-Sized
Suppliers in a Globalizing Economy. by Thorsten Winkelmann,
Gottngen 1996, 22 p.

Informal Sector Enterprises in the Light of New Institutional
Economies. by Dictrich Miiller-Faleke. Gétuingen 1997, 20 p.



General Information

Institute of Small Business

The Institute of Small Business at the University of Goettingen does research on
microeconomic and macroeconomic issues concerning the development and growth of
small and medium sized companies. There are close institutional links to the German small
business community and its organizations. The two Directors of the Institute are professors
of the Economics Department of the University of Goettingen.

The International Department of the Institute focusses on export behavior and other forms
of internationalization of German small units. Research is also carried out on questions
raised by the European Common Market and other international developments with an
impact on the competitiveness of small and medium sized companies. Furthermore, the
Institute is involved in projects of small business promotion in Third World countries.

Purpose of the Series

The Series intends to promote the critical analysis and discussion of current issues
concerning international small business developments. Topics relate to impacts stemming
from global and regional economic expansion and to problems of entrepreneurship in
developing economies.

Submission of manuscripts

Manuscripts should represent the results of original work and not be submitied for publica-
tion elsewhere. Papers must be in English. An abstract of not more than 300 words should
be enclosed.

Papers are accepted for publication on the understanding that they are subject to editorial re-
vision. Two copies of the manuscript should be sent to:

International Department

[nstitute of Small Business

University of Goettingen

GosslerstraBe 12

37027 Goettingen

Federal Republic of Germany

Tel.: 49-551-394882, Telefax: 49-551-399553



