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Great strides have been made over the last decade in developing countries to clarify, 

simplify, and make more predictable the legal and regulatory environment within 

which business operates, on the one hand, and to strengthen the institutions required 

to protect property rights, including contracts, on the other. Yet in some respects 

business environment reform (BER) still faces several unresolved challenges. Prin-

cipal among these relate to the apparent reluctance of the majority of businesses—

usually those that are micro and small—to “formalize,” which, roughly, requires 

becoming offi cially registered as a business and/or as a taxpayer. By remaining infor-

mal, a fi rm operates in an informal economy (IE) and is unable to take full advantage 

of the legal, fi nancial, and marketing benefi ts that, in principle, the judicial, banking, 

and economic systems of its country offer. This holds back a signifi cant share of 

the population—perhaps as many as 4 billion people—from attaining its economic 

potential and, as a result, may leave a large market, whose value some observers 

place at $4 trillion, untapped.♦ Though it varies by region and gender, a country’s IE 

can reach 70 percent of offi cial GDP. Most frustrating, in spite of all the innovative 

and extensive BER carried out to date, the size of the IE is actually growing in most 

regions. This situation perpetuates the poverty and lack of dignity of those living 

at the “base of the economic pyramid” (BoP), thereby exacerbating socio-economic 

inequality and, through its impact on youth unemployment, perhaps generating 

terrorist recruits.

The implications of widespread informality for developing countries appear 

extremely serious: lost tax revenue limits the scope of the state to provide services, 

Executive Summary

♦  References in this summary are in the footnotes associated with the identical text in the body of this 
paper.
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and increases dependence on aid. If a high proportion of business activity operates 

outside the scope of regulation and policy interventions, governments are unable to 

shape macro-economic outcomes through policy. The need to stay ‘under the radar’ 

restricts the potential for fi rms to grow, while the absence of predictable, enforceable 

rules increases risks, and corruption. Finally, the absence of a ‘fi scal-social contract’ 

between the state, business and citizen, represented by the exchange of regulatory 

compliance and tax on the one for hand, for services and the rule of law on the other, 

undermines democracy and the emergence of effective states.

The purpose of this paper is to provide guiding principles and advice to donor 

and development agencies, and their program partners, on how BER programs might 

further contribute to the needs of the BoP by reducing informality and encouraging 

informal business to start operating formally. Of particular concern is avoiding poli-

cies that increase formalization but concomitantly are likely to increase poverty. The 

paper takes the objective of BER to be economic growth and gender-neutral poverty 

reduction and not formalization, though the latter is hypothesized to contribute to 

both of the former. The units of interest include informal small and micro busi-

nesses—subsistence (“survivalist”) activities as well as those with signifi cant growth 

potential, medium and larger fi rms that operate formally (for their health might be 

aided or abetted by the smaller informal fi rms), and those larger fi rms that may 

appear formal but engage in systematic under-reporting or informal (or sometimes 

corrupt) agreements and relationships to prosper. 

Toward this end, the large body of related literature is interpreted through two 

complementary lenses, cost-benefi t analysis and economic empowerment. The 

former lens views the formality decision of the economic agent as one of ratio-

nal choice, where the transaction costs in terms of money, time, and knowledge 

(required to overcome the high-cost impediments to participation in markets and to 

access key inputs) are weighed against the benefi ts that formality might confer in 

terms of greater access to goods and services (both economic as well as those related 

to social protection) at their existing level of quality and reliability. The latter lens 

views the causes of informality—the aforementioned components of the cost-benefi t 

decision—as the consequences of a nation’s abrogation of certain human rights. 

These rights relate to access to justice, security of property rights, the fulfi llment of 

labor rights (as specifi ed in the Fundamental Principles and Rights at Work and the 

Decent Work Agenda), and business rights (access to fi nance, limited liability, insur-

ance, ability to use formal contracts, etc.).

These lenses are somewhat sequential: lack of economic empowerment dimin-

ishes the degree that public and private services are accessible and thus infl uences 

the cost-benefi t calculus of economic agents on whether to remain informal. Like-

wise, the decisions of these agents carry externalities that result in much of the 
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country remaining trapped in a low-level economic—and social—equilibrium. The 

paper argues that the uneven successes of BER efforts to date are not due to funda-

mental mistakes or errors in those efforts but are consequences of larger economic 

development challenges contributing to a growing BoP. This different emphasis 

leads to a call for greater attention to complementary policies—and economic 

empowerment, in particular.

Key Questions Addressed in the Paper

Applying the dual framework allows a set of questions to be addressed. 

1. How does business environment reform affect the size of the infor-

mal economy? The BE affects size of the IE through its effect on specifi c areas of 

informality (labor, tax, energy, product, fi nancial and capital market, asset, and adju-

dication), which are discussed in detail. The paper fi nds that BERs primarily focus 

on reducing the costs of compliance. It argues for greater attention to reforms that 

produce benefi ts to formality and thus are related to empowerment: more secure 

property ownership, a safer work environment, greater availability to low-cost alter-

native mediation and dispute resolution, easier access to fi nance. 

The effect of BER on size of the informal sector also has two temporal consid-

erations. First, while BER may have some desirable short-run effects, (e.g., increas-

ing the number of formal economic actors), to have a sustained impact it must 

stimulate investment by the poor. This will require incorporating into BERs some of 

the reforms—as well as approach to reform—promoted by the legal empowerment 

movement. Second, given the existence of fi xed costs in the formality decision the 

IE is “sticky,” i.e., a small improvement or worsening in the BE can cause economic 

agents to change their formality status but not return to the previous status if the BE 

change is reversed.

The paper also examines how the existence of informality can infl uence the 

effectiveness of BER. Among the channels include biased policies due to lack of rep-

resentation by micro- and small-fi rm owners in formal decision making, reduced BER 

impact when so much economic activity escapes the regulatory net, weakened insti-

tutions due to an increased democracy defi cit and corruption, plus reduced knowl-

edge of economic performance. Entrenched historical informality related to cultural 

factors, oppression and social exclusion may have led to strong self-regulation, making 

the informal economy resistant to BER meant to it.

2. Which areas of the business environment require attention for reduc-

ing the informal economy? The paper looks at nine strategy areas for encourag-

ing formality for fi ve sub-groups with varying degrees of informality. Among other 



recommendations, the paper argues that BER that focuses on cost reduction is incom-

plete since (i) an owner’s informality decision also includes an assessment of ben-

efi ts, (ii) BER is incomplete since it tends to deliver one-size-fi ts-all cures, rather than 

having reforms differ by subgroup within the IE, (iii) ignorance often plays an impor-

tant role in persistent informality among subsistence business and the weaker end of 

the unoffi cial enterprise spectrum. Given that compliance enforcement is weak for 

many in the informal sector, persuading informals to register their business activity 

requires there to be consistently available and reliable benefi ts from which they can 

profi t in the short-run. Once these benefi ts are available for the targeted audience a 

communications program should be implemented to advertise their existence and to 

educate informals on their use; this imply training programs.

Yet, mere technical reforms inspired by cost/benefi t analysis are unlikely to 

work if the underlying issues of empowerment are not addressed, especially when 

targeting subsistence activities and the weaker end of unoffi cial enterprises, which 

some analysts have written off as businesses “irrelevant” for BER. Hence, a crusade 

to register and bring into regulatory and fi scal compliance all informal businesses 

is unlikely to be cost-effective or even desirable, assuming it were feasible. The 

underlying institutions seeking the compliance of economic agents must fi rst warrant 

their faith. Without warranting such faith, a “formalized” informal sector might be 

even less effi cient and poorer. However, economically empowering those in the IE 

to increase their economic activity and take advantage of their varied assets to invest 

in income-generating activities may increase their economic stake in the system 

and lead them to incrementally—and voluntarily—increase their participation in the 

various dimensions of formality they deem necessary as they seek out ways protect 

their gains and expand their opportunities.

Reformers should also consider how to strengthen and raise the quality of cus-

tomary and traditional governance methods at the same time as developing integra-

tion and convergence paths to the formal system. This does not mean deferring the 

process of providing all economically active members of society with a formal iden-

tity. It means that not only will a BER need to be tailored to target the subgroup of 

interest or the pillar of empowerment but it will also have to be packaged and pro-

moted within the appropriate cultural context if it is to be successful. It also means 

that BER will need to consider how existing practices might provide a blueprint for 

the design of reforms, how the linkages between formal and informal structures can 

be strengthened to empower the poor, and how to grow a regulatory system over 

time (shifting from more to better-quality regulation and the right balance between 

security, supportive structures, and fl exibility in both the formal and IE). 

3. Why do some businesses choose informality over formality? There 

are roughly four degrees of enterprise informality. At one end are BoP subsistence 

x Business Environment Reforms and the Informal Economy
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activities of mostly single individuals, be they farmers or street traders. Due to lack 

of skills, education, and disposable capital, informality may not be a discretionary 

choice of this subgroup, which may have little chance of “graduating” into a more 

productive and dynamic enterprises. At the other end are the well established, larger 

fi rms in the economy—including state-owned enterprises—with unreported sales, 

evaded taxes, undeclared workers, or part of operations hidden due to lapses in 

regulatory compliance. In short, a business can choose to be both formal and infor-

mal, with BER affecting elements of both decisions.

Between these two extremes is the rest of the IE, which comprises a mixed 

group of what has been called unoffi cial enterprises, and contain some of the poten-

tially most dynamics fi rms of the IE. Here, the owners of the small manufacturers, 

service providers, and distributors of this group have a much higher levels of skills 

and education than those of the subsistence subgroup, though they still operate in 

labor-intensive and highly competitive local markets. A proportion of this subgroup 

may even be registered in some way. In the next level up are the small- and medium-

scale enterprises (SMEs). While their owners are similar to the previous level their 

fi rms are often registered and tend to engage in more capital-intensive production 

and in markets with higher entry barriers.

The paper fi nds informality encouraged by seven categories of costs and nine 

categories of benefi ts. No single area leads an economic agent to remain informal. 

Rather, the characteristics of each group lead it to behaviors that select out of various 

aspects of formality. These include education/skills, capital intensity, fi nancial require-

ments, product/service type, and market characteristics. These decision factors can 

also synergize, e.g., property rights bring increased economic benefi ts when linked 

to a functional credit system and market, but they do not, by themselves, cause the 

emergence of a functional and pro-poor credit system. Ignorance of the law and a 

perception that there were few benefi ts to formality so were more frequent for the 

subsistence poor (who often have no tax liability) while evasion of taxation and 

avoidance of regulatory predation were more important for small fi rms.

While the explanatory power of the cost-benefi t approach is stronger the larger 

is the fi rm, its underlying the assumptions described in the text can limit its appropri-

ateness for more modest economic agents. In the case of subsistence enterprises and 

informal wage workers, causes of informality include lack of education (especially 

business training), complex household structures, social norms, fear/lack of trust of 

government, and, above all, lack of economic and legal empowerment, in addition 

to existing formal BE constraints. Empowerment explanations focus on institutional 

failures that tend to make formality unreachable and, thus, informality involuntary. 

These include (i) lack of access to a well-functioning justice system, (ii) lack of effec-

tive property rights to tap the intrinsic economic power of their property, (iii) unsafe 



working conditions for workers (and for women and children in particular) when 

their employers operate outside the formal legal system, and (iv) lack of market 

access (to credit, investment, and international and domestic markets) as their prop-

erty and businesses are not legally recognized. The paper shows how these motiva-

tions combine depending on the geographic region. 

4. How should reforms be designed to address informality in fi rms that 

are rural, owned by women, or within specifi c sectors? BERs to address infor-

mal business activities by women would include promulgating laws and statutes to 

create gender neutrality in ownership rights through joint titling, common property, 

and in equitable inheritance. Recognizing the inevitable gap between de jure and de 

facto law, the ILO believes implementation would be strengthened by establishing a 

compliance unit to constantly monitor gender issues and follow up on enforcement. 

The authority would be itself strengthened by the presence of effective women’s 

associations. Some experts, however, worry that this would simply increase bureau-

cracy, though there are precedents: BER in some countries already establishes com-

missions to ensure compliance with competition regulation. An implication is that 

support for the formation and strengthening of women’s associations should be con-

sidered as part of a BER package that aims to include the informal economy. In addi-

tion to technical assistance, competitively allocated grants to women’s entrepreneur 

associations should also be considered. However, laws on gender neutrality (and 

other reforms in the paper, like formal court judgments of land disputes) may not be 

deemed legitimate if custom has them under the jurisdiction of tribal leaders.

The rural sector, with its greater geographic extent and lower population density, 

is subject to higher marketing and distribution costs and higher transaction costs of 

formality. Regulatory and fi scal compliance agencies tend to be far away and the 

rural sector’s lower incomes mean that offi cial fees are regressive. Likewise, access 

to public and private services—among the benefi ts of formality—is less available. 

Hence, incentives for the fi nancial sector and increased budgets for the judicial agen-

cies would need to be considered to better service this group if it is to decide that 

formality is worth it. BER should also consider creating rental markets for land and 

real property, since leasehold tenure can be insecure or there may be restrictions 

constraining land leasing. The idea is to facilitate renting so as to improve access 

to land by those remaining in the rural sector. Among the sector-specifi c actions to 

support street entrepreneurs, artisanal miners, and textile workers is to foster asso-

ciations. Still, the paper shows that often local laws and regulatory enforcement on 

informals can run contrary to central government development (anti-poverty) and 

economic growth policies. 

5. What institutions are the most appropriate program partners?  Consider 

the donor’s side fi rst. Many of the changes that lead to sustained improvements 

xii Business Environment Reforms and the Informal Economy
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require incremental reforms since they operate close to the cultural level. This 

requires donor initiatives to have a long-term perspective and strategy. Some donors 

are better at this than others. Some countries and donors are experimenting with 

multi-donor-fi nanced development funds in this regard. Still, in spite of the Pars 

Declaration on Aid Effectiveness, each donor’s program process, pipelines, and bud-

geting, are on different cycles (and with different constituencies), making it hard for 

all but the shortest collaborations to work well. Finally, it is important to note that 

the totality of donor funds worldwide is simply insuffi cient to pay for all the BERs 

in all the countries that need them. Hence, donors should fund “demonstration” 

reforms from which other countries can learn and choose from.

On the recipient’s side donors need to design BER interventions to better align 

donor objectives with the incentives their projects create for the host-country and its 

public and NGO recipient institutions. To ensure that in the long term BER includes 

the interests of the IE the paper recommends creating and supporting civil society 

organizations representing various benefi ciary groups which then have the oppor-

tunity to participate in advocacy and public regulatory proceedings. This strategy 

empowers the constituencies who “win” from the reforms to provide the govern-

ment’s reformers with political cover as well as the valuable ground-level information 

for success. These groups can also be among the donor’s partners for monitoring the 

implementation of BER. The paper raises challenges facing donors of civil society 

partners, such as sustainable fi nancing.

6. Does BER focused on informality impact economic growth and poverty 

reduction? The paper fi nds no simple relationship between working informally 

and being poor, and working formally and escaping poverty. While richer countries 

tend to have smaller informal economies than poorer ones, we fi nd little evidence 

to suggest that economic growth in a country per se will cause its informal economy 

to shrink. This is because the cause of the informal economy is not the level of 

economic activity but the quality of the country’s fi scal, regulatory, and social insti-

tutions, as well as its public services. Thus, while BER infl uences these latter areas 

and, therefore, the size of the informal economy, its effect on economic growth 

through formalization may only be in the long term. What is striking is that most 

BERs that infl uence the formality decision are the same reforms recommended by 

the labor empowerment literature to alleviate poverty in the long run. 

7. How can a donor support informality-reducing business environ-

ment reforms? Donors should support not just reforms that create a more legiti-

mate and fair result but also support a participatory process of designing and 

implementing reform that is perceived as legitimate. This also increases the ben-

efi ciary’s stake in the results which strengthens sustainability. They should also 

promote incremental change while encouraging the process to continue toward 



the long-term goals. This is especially the case with reforms whose de facto imple-

mentation requires signifi cant cultural or political evolution. For example, it is 

key to change the mentality of offi cials on the role of informality in the coun-

try’s development and on themselves as facilitators of business opportunities for 

all, not just as policemen. Thus, donors should support creation of a strategic 

communications plan that would provide the overarching framework to guide 

the development of region- and even demographically specifi c public informa-

tion campaigns. These campaigns would have the objectives of strengthening the 

legitimacy of reform efforts, encouraging public (civil society) participation, and 

on teaching civic responsibilities.

Donors should consider supporting complementary policies to increase BER 

effectiveness. The paper places special emphasis on (i) reforms to increase legal 

and economic empowerment (including greater availability to low-cost alternative 

mediation and dispute resolution); (ii) greater investment in primary and secondary 

education and vocational training, as well as the legal empowerment of women; 

(iii) expansion of low-cost health clinics and more inclusive approaches to social 

protection and social security (delinked from the employment relationship). While 

these reform efforts have been considered the domain of poverty alleviation policy, 

the paper argues that such reforms can also improve the BE for informal business. 

Analogous arguments hold for (i) decentralization and devolution; (ii) civil service 

reform; and (iii) executive branch rationalization.

Outstanding Issues and Opportunities

Areas of BE meriting further attention include various tests of policy effectiveness 

(especially on the subgroup that experience suggests has no chance of “graduating” 

to more sustainable, formal enterprises without such additional policies); actions 

and studies related to gender and rural aspects of the IE; the implications of the 

short and medium run BER that directly leads to economic growth are not always 

the same as those that directly alleviate poverty; and the further scope for actions 

that donors might take to support BER-oriented development strategies. Also at issue 

is the strategy of building upon indigenous customary and traditional methods of 

governance (appropriately strengthened with donor assistance) as an intermediate 

adaptive step for the BoP to converge to full formality. This approach is not without 

its dangers since these original methods of governance did not evolve to promote 

impersonal exchange, the motor of modern markets. Another complication here is 

that policies empowering the poor run from passive to proactive. For example, it is 

one thing to oblige a government to provide a legally acceptable free identity regis-

tration or a land cadastre, but quite another for it to guarantee access to housing, to 
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provide unemployment insurance or social security, to enforce a minimum income, 

or to offer free health care.

These issues point to opportunities for further policy analysis, project redesign, 

or fi eld pilots. These include designing BERs (i) not just to address areas of informal-

ity but also to target subgroups of informality; and (ii) to infl uence the informality 

decision by expanding the benefi ts side—including elements in support of social 

protection. Moreover, since donors cannot possibly pay for all the BER still required 

by developing countries, donors should engage in greater experimentation, especially 

with regard to the class of emerging incentive mechanisms based on public disclo-

sure. The paper describes several. Based on inter-jurisdictional competition, one uses 

Doing-Business-like indicators applied to the sub-national government (SNG) level to 

encourage a “race to the top” competition among jurisdictions to implement de jure 

BER. A second relates to collaborations between “base-of-the-economic-pyramid” 

IE businesses and an (often foreign) formal fi rm, designed to align the incentives of 

formal fi rms seeking profi ts with those of the recipient community seeking socio-

economic benefi ts.

Given the limited quantitative evidence by informality subgroup on the relative 

weaknesses in areas of the BE that inhibit formalization, it is important to collect and 

analyze more survey data across countries by subgroup, gender, and location. The 

DCED should consider developing a survey instrument to assess the importance of 

the cost and benefi t sides of the formality decision of each sub group. Furthermore, 

given the knowledge gaps on addressing informality and the need for greater inno-

vation in tackling it, donors should rigorously evaluate their BER activities aimed at 

reducing informality. Adding only 5 to 10 percent to the project cost, such evaluation 

not only helps a government avoid mistakes and donors to replicate successes, but 

it offers a chance to identify negative as well as positive lessons. The DCED should 

consider (i) developing donor guidelines on when a project may be exempted from 

rigorous M&E, (ii) recommending member agencies to use staff incentives to encour-

age their project designers to take advantage of newly available methodologies, and 

(iii) funding the writing of a manual to advise BER project designers on what project 

evaluation techniques are most suitable by type of BER.
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Great strides have been made over the last decade in developing countries to clarify, 

simplify, and make more predictable the legal and regulatory environment within 

which business operates, on the one hand, and to strengthen the institutions required 

to protect property rights, including contracts, on the other. Yet in some respects 

business environment reform (BER) still faces sev eral unresolved challenges. Prin-

ci pal among these relate to the apparent reluctance of the major ity of busi nesses—

usu ally those that are micro and small—to “formalize,” which, roughly, requires 

becoming offi  cially registered as a business and/or as a taxpayer. By remaining 

infor mal, a fi rm is unable to take ful l advan tage of the legal, fi nan cial, and marketing 

benefi ts that, in prin ciple, the judicial, banking, and economic systems of its country 

offer. This holds back a sig ni fi  cant share of the population—per haps as many as 

4 billion people—from attain  ing its eco nomic potential and, as a result, may leave a 

large mar ket, whose value some obser vers place at $4 trillion, untapped.1 Worse, this 

situ a tion perpe tu ates the pov erty and lack of dig nity of those living at the “base of 

the economic pyra mid” (BoP), thereby exacer ba ting socio-eco nomic ine qual ity and, 

through its impact on youth unem ployment, perhaps gener a ting ter ror ist recruits.2

“The implications of widespread informality for developing countries appear 

extremely serious: lost tax revenue limits the scope of the state to provide services, 

and increases depen dence on aid. If a high proportion of business activity operates 

1 Estimates come from Hammond et al. (2007). To this one could add that more than 1 billion people 
struggle to sur vive on less than $1 a day (UN 2005), for which roughly half—550 million—are 
working (ILO 2005).

2 According to London (2007; 11), “[t]he base of the pyramid is a term that represents the poor at the 
base of the global socio-economic ladder, who primarily transact in an informal market economy.” 
On the link to terrorism see Dhillon (2008).

Introduction

1



2 Business Environment Reforms and the Informal Economy

outside the scope of regulation and policy inter ventions, gov ernments are unable to 

shape macro-economic outcomes through pol icy. The need to stay ‘under the radar’ 

restricts the potential for fi rms to grow, while the absence of predictable, enforce able 

rules increases risks, and corruption. Finally, the absence of a ‘fi s cal-social contract’ 

between the state, bus i ness and citizen, represented by the exchange of reg ulatory 

compliance and tax on the one for hand, for ser vices and the rule of law on the other, 

undermines democracy and the emer gence of effective states.”3

Though this amor phous group of fi rms has been given as many names as its fi rms 

have moti  va tions for their actions, this paper follows the convention of the Donor 

Committee for Enterprise Devel op  ment (DCED) by refer ring to transactions outside 

the formal economy as being in the informal econ omy (IE), regardless of motives.4 

To appreciate just how large a challenge the IE is for BER, one need only con sider its 

prevalence. Depending on the country, the IE can reach 70 percent of offi  cial GDP 

and in some it has surpassed 50 per cent of total economic activity.5 Calculations put 

the value of the global sha dow economy at US$9 trillion.6 The ILO (2000) found that 

the share of infor mal non-agricultural work ers in work force was 65 per cent in Asia 

and 51 percent in Latin Amer  ica (LAC), 78 percent in Sub-Saharan Africa (exc. South 

Africa), and 48 per cent in North Africa. Finally and most frustrating, in spite of all the 

innovative and extensive BER carried out to date, the size of the IE is actu ally grow-

ing (with the exception of in the CEE, where the rate of increase is falling).7

Due to its large size, the IE exhibits signifi cant regional varia tion. In Sub-Saharan 

Africa (SSA), where job creation needs to exceed 5 percent just to keep up with 

high fertility, a job, an enter prise, and a household are often the same thing. For 80 

per cent of the population unemployment is not a coping stra tegy, since survival is 

at stake. Here a profound lack of skills, credit, and infra structure is probably more 

the problem than weaknesses in the business environment (BE). In Latin America 

and the Carib bean, while the poorest countries in this region have a simi  lar story 

to that of Africa, there are many with rising incomes. For these, informals need 

title to assets, espe cially land, to be able to acquire fi nan cing for commercial activ i-

ties.8 For the newly indus trialized coun tries of this region, the “[informal econ omy is 

more like] an unreg u la ted entre preneurial sector that behaves like small fi rms sectors 

 3 Richard Sandall, personal communication, June 2009.
 4 See, for example, DCED (2008). The OECD refers to this group as the unobserved economy while 

most econo mists typically split this group into three: the informal sector for sub sist ence activities, 
the shadow economy for enter prises that through premeditated eva sion or fraud conduct some or all 
of their business outside the reach of the tax man or regulatory authorities, and the black market for 
activities that are per se illegal.

 5 The fi rst fi gure is from Schneider and Enste (2005) and the second from Eilat and Zinnes (2002).
 6 The Economist (1999). This fi gure includes then existing activity, whereas the fi gure in the previous 

paragraph refers to what still remains untapped.
 7 See Loayza and Rigolini (2006) as well as Schneider and Klinglmair (2004).
 8 De Soto (1989).
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every where, [ra ther] than one comprised of involuntary, dis ad van  taged, pre carious, 

or underpaid workers.”9 Here, the IE is often the main entry point of young uned-

u ca ted workers into a paid job; “[t]hese are mostly young workers not yet tracked 

into regular employ ment”, having average tenure of two years before moving on.10 

It also absorbs those seeking part-time work, such as mothers with young children 

and retirees. One study found that “small entre pre neurs train more appren tices than 

for mal edu cation sys tem and government schemes together”.11 Asia displays greater 

vari a tion than SSA, with the Indian Sub  con tin ent, South  east Asia, and China each 

having their own idiosyncrasies. Infor mality is more insti tu tion al ized than in SSA and 

the poor work envi ron ment for informal children and women espe cially pro blem a tic 

(including as infor mal wage labor) in South Asia.12 Education is still a major prob-

lem. Yet, the strong exten ded family networks often dampen social costs of infor-

mality and the region also boosts lower trans action (indirect) business costs than in 

other devel oping countries. In the trans i tion econ o mies (TREs) of Cen tral and East ern 

Europe and the For mer Soviet Union, the informal econ  omy is mainly about avoiding 

tax ation, regu lation, and cor ruption. In fact, the term “infor mal” is a mis nomer since 

formal state and pri vate enter prises are main contributors (quasi-for mal ity). House-

hold par ti ci pa tion in the IE is more about self-employ ment to sup ple ment formal 

employ ment: small gar dens, trans port services, consulting.

The pur pose of this paper is to provide gui ding principles and advice to donor 

and development agen cies, and their pro gram partners, on how BER pro   grams might 

further contribute to pov  erty alle vi a tion by redu cing informality and encouraging 

infor mal business to start oper a  ting form ally.13 While BER may not be the only or 

even main policy tool to address the con cerns rela  ted to the IE, it is still impor  tant 

that BER could do more to address the needs of the BoP. As such, the paper focuses 

on iden ti fy ing the links and ana ly zing the impact of BER on the IE as well as how 

the IE impinges on the effec tiveness of BER. The paper considers ways in which 

donor-sup por  ted programs can encourage the cre  ation of incen  tives that lead infor-

mal bus  i nes ses to for mal  ize, and the impact on poverty reduc tion and eco nomic 

growth from doing so.14 The goal is to go beyond issues such as business registra tion 

and licen  sing to con sider the full range of infor mal bus i ness prac tices that contribute 

to the IE, such as infor mal employ ment, trade, pre mises, and the fail ure to pay tax. 

 9 Maloney (2003, p. 2).
10 Maloney (2003, p. 3).
11 Hemmer and Mannel (1989).
12 Sida study (Becker 2004).
13 This paper sum marizes the fi ndings of a more comprehensive eponymous report (Zinnes 2009a) 

commissioned by the DCED.
14 Of particular concern is avoiding policies that increase formalization but concomitantly are likely to 

increase pov erty. For example, rather than making the benefi ts to formality more attractive, more 
accessible, or better under stood to the fi rm, governments might attempt to force informal fi rms to reg-
ister through fi nes or other coercive methods when the transaction costs of registering plus the fi scal 
and regulatory obligations of being formal might outweigh the economic benefi ts to the business.
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Finally, in addi tion to pro vi ding recom men da tions, the paper both pro vides a frame-

work for thinking about how the BE and IE inter act as well as iden  ti fi es related policy 

issues and opportunities out  stand ing.

Defi ning the business environment. Accord ing to DCED, “the bus iness envi-

ronment [is the] complex of policy, legal, institutional, and regu la tory conditions 

that gov ern bus iness activ i ties.”15 For the DCED the business environment forms part 

of the invest ment cli mate, which includes [those] admin istration and enforcement 

mechan isms established to imple ment gov ern ment policy . . . that infl u ence the way 

key actors operate.”16 Hence, it includes broader factors of private sec tor growth such 

as infra structure and access to fi nance.

Depending on the issue and the type of political system, reform may be carried 

out at the regional (multi-country), national, sub-national, or sectoral levels, though 

some reforms require work at mul tiple levels. Trade and investment liberalization 

and harmonization are gen erally attacked at the regional level and through regional 

organizations. National-level reforms focus on com  petition, business (star ting, oper-

ating, and bankruptcy) and labor regula tion, tax policy, and trade promotion. Sub-

national-level reforms may consist of addressing local regis tra tion and licensing 

procedures, regulations, and private sector development policies and ini tia tives. 

Finally, sector-level reform deals with impro ving sector-specifi c licensing, per mit ting, 

regu la tions, and promotion. These reforms may address errors of omission (adding a 

service or reg u la tion that has been lacking) as well as commission (removing a regu-

lation that has been oner ous or unnecessary).

Defi ning the scope. This paper takes the goal of BER to be economic growth 

and gender-neutral poverty reduction and not formalization, though the latter is 

hypothesized to contribute to both of the for mer. The units of interest should include 

infor mal small and micro businesses—subsis tence (“sur viv al ist”) activities as well as 

those with signifi cant growth potential, medium and lar ger fi rms that operate for-

mally (for their health might be aided or abetted by the smal ler informal fi rms), and 

those larger fi rms that may appear formal but engage in systematic underreporting or 

infor mal (or sometimes cor rupt) agree ments and relationships to prosper.

This paper also considers that the causal link ages between BE and the IE run in 

both directions: the nature of the BE affects the size, dis tri bu tion, and characteristics 

of the IE while the latter infl u  ences the effectiveness of BER. Finally, it is useful to 

distinguish between, fi rst, the impact of the BE on infor mal ity at a moment in time, 

and second, the more dynamic impact of BER. The report deals with these con cerns 

(i) by presenting an up-to-date under stand ing of how the level of quality of the 

BE infl u ences the formality decision and then (ii) by exa min  ing how reform itself 

15  DCED (2008, p. 2).
16  Ibid.
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impacts the character of the IE. The paper then indi cates how the pre sence of an IE 

can infl u ence the effectiveness of BER as well as lead to unin  tended con sequences.

Caveats and challenges. Clearly, addressing all these issues and nuances, not to 

mention poten tially contradictory policy objectives, is a tall order. Further complex-

ity lies in the regional vari ations in the scale and nature of informality, while the 

premeditated efforts of informal bus i ness to avoid detec tion are an extra challenge to 

research and understanding in this fi eld. Finally, the topic also involves many multi-

disciplinary issues as one delves into the cul tural, his tor i cal, and institutional aspects 

of devel oping and transition countries.

This paper does not carry out any original data collection or empirical analysis. 

Rather, the paper relies on the extremely rich existing literatures on BE and on the 

IE, as well as on dis cus sions and mee tings with members of the donor community, 

to highlight and examine policy ques tions of direct rel e vance to them. At the same 

time, the una bridged report was not meant to be a survey of the literature since other 

papers already do this.17 Like wise, it is not possible for a single report, not to mention 

its sum mary discussion paper, both to develop lessons for don ors and simultaneously 

to provide a mean ing ful descrip tion of the oper ational spe ci fi cs of the appli ca tions 

in each of the reform areas. Instead, the report (and this paper) restricts itself to 

exam in ing how and where BER can address the root causes of the dif fer ent types of 

infor mal ity and what other complementary policies may be necessary to do so most 

effec tively. The paper argues that the uneven successes of BER efforts to date are 

not due to fun da  mental mistakes or errors in those efforts, but are consequences of 

larger economic devel op ment chal lenges contributing to a grow ing BoP. This differ-

ent emphasis leads to a call for greater attention to eco nomic empow er ment.

Layout of paper. The paper proceeds by fi rst summarizing the various dimen-

sions of the frame work of analysis in Section 2. Using this framework, in Section 

3 the paper presents the main fi nd ings and recommendations of the una bridged 

report by specifi cally addressing seven pol icy ques tions posed by the DCED. Finally, 

based on an assessment of both the insights as well as the limi tations of these fi nd-

ings, Section 4 lays out a series of opportunities for inno va tion in future donor BER 

applications.

17  See Gerxhani (2003), White (2004), USAID (2005).
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Clearly the fi rst step in framing the issues is to provide a more precise defi nition 

of what it means to be part of the IE. Is it just not having a business registration? 

Does it mean engaging in transactions which evade tax obligations? Or does it mean 

not being in full regulatory compliance? To confuse matters there is a spectrum for 

each of these and these characteristics can be combined. For example, does the 

IE include large registered state and private enterprises that underpay taxes due 

to mismanagement or fraud? Does it refer to subsistence workers who have no tax 

obligations or requirement to register but who are hired by larger fi rms that evade 

payroll taxes? At the lower end of the scale, does the IE include undeclared wage 

and subcontracted workers or just self-employed business, commercial household 

production, and micro-enterprises? From the DCED’s perspective, the short answer 

is any of the above.

Adopting this broad and all-inclusive defi nition for the IE has a plus side and 

a minus side. From the plus side, “[m]ost people, entrepreneurs, and fi rms in the 

informal sector do interact with public institutions to some extent; hence it is more 

appropriate to see informal activity as a continuum of compliance, rather than in a 

dichotomous manner.”1 On the minus side, it runs the risk of fi nding analysis and 

recommendations from the literature confused and even contradictory. This risk can 

be minimized by disaggregating the IE according to two classifi cations, one for the 

businesses themselves and the other for their activities. This framework also facili-

tates determining operationally the degree to which BER impacts each informality 

subgroup and activity to contribute to economic growth and poverty reduction.

 1 Oviedo (2008).

Framing the Issues

2
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2.1  Why Do Some Businesses Choose Informality 
Over Formality? 

The literature fi nds evidence for roughly four notional degrees of enterprise infor-

mality, a convenient typology of which is provided in Table 2.1. At one end are the 

Source: Adapted from Djankov et al. (2002; p. 4).

TABLE 2.1 A simplifi ed typology of the degree of enterprise informality

Characteristic

Least dynamic Highly dynamic

Completely informal Partially formal

Informal economy

Offi cial
enterprises

Subsistence
enterprises

Unoffi cial enterprises

Mostly 
unregistered

Mostly
registered

Degree of

Informality

100 percent High proportion 
of sales 
undeclared and 
workers not 
registered

Some proportion of sales undeclared 
and workers unregistered. May use 
outside the offi cial purview (e.g., 
Internet to deliver software)

Type of activity Single street 
traders, 
cottage/micro 
enterprises, 
subsistence 
farmers

Small 
manufacturers, 
service 
providers, 
distributors, 
contractors

Small and medium manufacturers, 
service providers, software fi rms

Technology Labor intensive Mostly labor 
intensive

Knowledge and capital intensive

Owner profi le Poor, low 
education, low 
level of skills

Poor and 
non-poor, well 
educated, high 
level of skills

Non-poor, highly educated, 
sophisticated level of skills

Markets Low barriers to

entry, highly 
competitive, 
high product 
homogeneity

Low barriers to 
entry, highly 
competitive, 
some product 
differentiation

Signifi cant barriers to entry, 
established market/product niche

Finance needs Working capital Working capital, 
some investment 
capital, supplier 
credit

Investment capital and working 
capital, letters of credit, supplier credit

Other needs Personal 
insurance, social 
protection

Personal 
and perhaps 
business 
insurance

Personal and business insurance, 
business development services

Formal 
economy
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subsistence activities of mostly single individuals, be they farmers or street traders. 

They comprise the bulk of the BoP. The literature argues that due to a lack of skills, 

education, and disposable capital, members of this subgroup have little chance of 

“graduating” into a more productive and dynamic enterprises.2 This raises the policy 

question, examined in later sections, of whether the subgroup should be ignored in 

formulating BER or, if not, what special provisions need to be made to existing BER 

policies and tools to assist this subgroup. 

At the other end of the spectrum are the well established, larger fi rms in the 

economy. This subgroup may even include state-owned enterprises. This subgroup 

would appear to be quintessentially formal to the casual observer. However, an 

independent audit would reveal for enterprises in this subgroup that some sales are 

unreported, some percent of direct and indirect taxes are evaded, some workers are 

undeclared, or some part of operations are hidden due to signifi cant lapses in regula-

tory compliance.

Between these two extremes is the rest of the IE, which comprises a mixed 

group of what has been called “unoffi cial enterprises.”3 On the one hand, there 

are the “small manufactu rers, service providers, distributors, and contractors”.4 The 

owners of these enterprises have much higher levels of skills and education than the 

subsistence subgroup, though they still operate in labor-intensive and highly com-

petitive local markets. In fact, some proportion of this subgroup may even be regis-

tered in some way. In the next level up are the small- and medium-scale enterprises 

(SMEs). While their owners are similar to the previous level, their fi rms are often 

registered and tend to engage in more capital-intensive production and in markets 

with higher entry barriers. These two “middle” subgroups of unoffi cial enterprises 

are found to contain some of the potentially most dynamic fi rms of the IE.

2.1.1 A cost-benefi t approach to formality 

The literature is rich with analysis and recommendations regarding how to design 

BER to address informality. To evaluate this literature in search of appropriately 

designed BER for each of these subgroups, a framework is developed based on 

two complementary approaches, cost-benefi t analysis and legal empowerment. 

Their selection is based on the key insight that for a BER to be successful, it must 

address both each subgroup’s corresponding motivations for remaining informal 

as well as its needs to be economically productive. This insight has led many 

analysts to adopt a cost-benefi t approach to understand each subgroup’s behav-

ior.5 Cost-benefi t analysis views the formality decision of the business owner as 

 2 Djankov et al. (2002; p. 3)
 3 Ibid.
 4 Ibid, p. 4.
 5 For examples of the large literature using this approach, see Maloney (2004), Oviedo (2008), and Eilat 

and Zinnes (2002). The DCED reaches a similar assessment in Ingram et al. (2007).
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one of rational choice, where the transaction costs in terms of money, time, and 

knowledge required to register with offi cial agencies and comply with regulatory 

and fi scal obligations are weighed against the benefi ts that formality might confer 

in terms of greater access to goods and services at their existing levels of quality 

and reliability.6

While this sounds straightforward enough, several subtleties need to be 

brought out to put what follows into perspective. First, the above decision calcu-

lus presupposes that there is an option of becoming formal, i.e., that the worker 

or business is not excluded (say, due to onerous regulations or to lack of oppor-

tunities) from formal activities but is voluntarily considering exit. Second, rational 

decision making is limited by the quality of information the agent has. Hence, 

for example, illiterate entrepreneurs, those who are literate but lack suffi cient 

training (say, in accounting), and those operating in an environment in which 

the legal and regulatory options and requirements are either not advertised or 

learned only through hearsay, are potentially not going to make the best decisions 

(even ignoring whether their rationality is “computationally bounded”).7 Third, 

it is not clear whether the right unit of decision making is the entrepreneur, the 

household, or even the extended family. In the BoP, risk-coping strategies take 

on a life-and death importance. “[O]ften the choice between formal and informal 

employment depends on the household structure and the labor market status of 

other household members. The benefi ts and costs of work in the different sectors 

are viewed in [this] light. . .”8 Likewise, the household’s life cycle can affect the 

cost-benefi t tradeoff since “[a]s time goes by, the size, education and age compo-

sition of household members change and, along with it, labor market choices may 

change.”9 Fourth, the decision to become formal or informal is really a subset of 

a larger number of choices. Beyond the decision to enter the labor market (or 

remain unemployed), there is the (potential) choice between wage work and 

self-employment. Embedded in each of these latter options is the formal-informal 

choice of which most of the literature focuses. To this complex of hierarchical 

decision making is the option of migration (e.g., to an urban area), immigration to 

work abroad, and, even to undergo further education (i.e., invest in one’s human 

capital).10 Needless to say, the mechanics and quality of the decision making 

 6 The actual decision implicitly involves an examination of the present discounted expected value 
of both formality and informality, as well as the risks and uncertainty attached to cost and benefi t 
streams. The unabridged report provides both a mathematical and comparative statics graphical treat-
ment of these decisions.

 7 Thanks to M’Hamed Cherif in his comments on an earlier draft for noting that this point was 
missing.

 8 Jütting et al. (2008; 28).
 9 Ibid.
10 Unfortunately, from a BER policy perspective, one must also entertain the possibility that even a 

perfectly informed and rational economic agent may not make the socially optimal decision (Jütting 
et al. 2008). This may be due, inter alia, to missing markets and a short-term horizon.
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process have no bearing on whether the regulatory framework or the benefi ts 

to formality meet the needs (demands) of those in the BoP contemplating their 

choices—a point returned to below.11

Table 2.2 lists the principal motivational categories of costs and benefi ts of 

becoming formal for the four subgroups of businesses introduced above. As is 

seen, while important (since they are up front) time and fi nancial costs of comply-

ing with start-up procedures is only one of several sources of costs for a new or 

existing business owner. Depending on the size and sector of the business, other 

explicit cost categories include tax obligations (direct, such as taxes on profi ts 

and payroll; indirect, such as sales, turnover, value added), labor regulations 

(e.g., minimum wages, cost of hiring, including mandated benefi ts, restrictions on 

fi ring/severance, and occupational safety protections), production regulations (e.g., 

environmental), and product regulations and standards (e.g., food quality). An 

additional complexity raising costs is that on top of the administrative demands of 

central government ministries, sub-national governments (SNGs) also often require 

operating and construction permits and other often-sector-specifi c licensing, often 

leading to overlapping remits and jurisdictions between different levels of govern-

ment. Most of these cost categories impose fi xed costs on a business and therefore 

are regressive; they are more burdensome the smaller the fi rm. On the other hand, 

subsistence businesses tend to be below the radar screen of inspectors and collec-

tors so that, again, it is the more dynamic unoffi cial informal enterprises that will 

incur these costs.

There are other less quantifi able sources of potential costs, including fear 

of predation by corrupt tax and regulatory inspectors. Likewise, many business 

persons harbor a visceral distrust of government, no doubt based on justifi -

able past experience. Beyond these are motivations on the two extremes of the 

informality spectrum. At the subsistence end, micro-enterprises may simply be 

ignorant of the legal requirements for doing business; at the formal end, weak 

management may result in theft or fraud by employees.12 Finally, the owners 

must consider the potential cost of exiting the formal sector. Unfortunately, since 

owners are unlikely to have any experience in exiting the formal sector, they may 

either overlook these potential costs or artifi cially infl ate them due to the uncer-

tainty surrounding their size.

On the benefi ts side, in addition to avoiding the threat of enforcement penalties, 

some of which are addressed by BER, the benefi ts of being formal fall into the catego-

ries of access to credit, security of property rights, access to markets, and availability 

11 Thanks to M’Hamed Cherif urging that this point be made more explicit.
12 Of course, larger fi rms can engage in “transfer pricing” with their subsidiaries or suppliers, a form of 

tax evasion.
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(a) See Table 2.1 for a description of each subgroup. Column headings adapted from Djankov et al. (2002; p. 4).

TABLE 2.2 Indicative motivations for transacting in the informal economy

Motivation 

Informal economy(a)

Offi cial
enterprises

Subsistence
enterprises

Unoffi cial enterprises 

Mostly 
unregistered

Mostly 
registered

Costs

Tax evasion:
 Direct
 Indirect

√
√

√
√

√
√

Labor regulation √ √

Other regulation √

Fear of predation √ √

Fraud √

Distrust of 
government 

√

Costly start-up 
procedures

√ √ √

Ignorance √ √

Benefi ts

Bank fi nance √ √

Non-bank 
fi nancial services

√ √

Land tenure √ √ √

Government/
donor TA

√ √

Public utilities √ √ √ √

Social protection 
services

√ √

Court/police 
access

√ √

Avoid 
compliance fi nes

√ √

Market 
opportunities

√ √

Formal
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of social protection.13 Access to bank fi nancing and government-sponsored credit 

initiatives typically require being registered and having fi led tax returns. Becoming 

formal, therefore, may increase access to credit if the terms of lending are attractive. 

This is a big “if” because in many developing countries collateral requirements deter 

micro and small fi rms found in the unoffi cial enterprise subgroups from applying for 

loans. Finally, bank fi nancing and even government initiatives are rarely designed 

for subsistence businesses, which instead rely on family and friends or, microfi nance 

where available. 

Being formal can increase both tangible and intangible property rights. Tangible 

property rights include security and protection of land tenure. Without these, small 

fi rms cannot obtain mortgage-backed bank credit as well as public utility access; 

larger formal investors will simply exit since they won’t operate with unsecured 

property rights. Intangible property rights refer to the protection of contracts and 

constitutional rights, which require the institutions of dispute resolution and com-

mercial court-adjudicated contract enforcement. While subsistence businesses tend to 

rely on traditional and customary mechanisms of justice, through the work of de Soto 

and others it has been found that land tenure and possession of legally recognized 

identifi cation is extremely important for the welfare of this group. For the unoffi cial 

enterprises the degree protection of property rights is a benefi t in their decision to 

become formal depends on the existence, effi ciency, predictability, and objectivity of 

the judicial institutions.

The social safety net benefi ts of formalizing will depend on their structure in 

the particular country.14 In some countries, safety nets are not tied to formal jobs; 

in others, some sectors have access to insurance. In many cases, once one member 

13 At fi rst it would appear that the “informal sector serves a very robust domestic market and rarely [has] 
problems sourcing products from the formal sector for local sale” (Mavis Owusu-Gyamfi , private com-
munication, June 2009). This may be true for such segments as traders and hawkers and even some 
agricultural business at the local level. It also can be true for some SMEs, depending on the sector 
and country. However, there is a large literature documenting the lack of market access (i) to those 
seeking formal wage employment (Becker 2004), (ii) for women in general—Chen et al. (2003; 35) 
lament that “the working poor, especially women, tend to face a wide range of constraints in running 
their micro-businesses[, including]. . . lack of market access and participation. . .”) , (iii) to property 
markets (de Soto 1989), and (iv) to informals attempting to engage in production activities incremen-
tally higher up the value chain, to expand and achieve economies of scale, or to avoid exploitative 
middlemen in the distribution chain (Gerxhani 2003; Oviedo et al. 2008; Prahalad et al. 2002; London 
2007). One of the “pillars of legal empowerment of the poor” specifi ed by the CLEP, for example, is 
“access to economic opportunities (e.g., . . . international and domestic markets)” (CLEP 2008a; p. 5). 
Among the reasons for lack of access include (i) lack of education, skills, and literacy, (ii) registra-
tion requirements in regulations, (iii) distance to offi cial sources information and the unavailability 
and cost of market data limiting access to market information (Djankov 2002) as well as preventing 
conformity with standards and regulations required for formal markets, and (iv) rigidities and anti-
competitive market structures (especially in distribution).

14 Among the main benefi t components are health (especially pre-natal care), pensions, and unemploy-
ment insurance). Child care, while important for women’s economic empowerment (see below) is 
rare in the developing world. For a discussion of pension policy options for informals, see Hu and 
Stewart (2009).
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of the household has such benefi ts, it reduces the attraction of formality for the rest 

of the economically active household members. While not part of the social safety 

net per se, labor protection (e.g., occupational safety and health) is a type of social 

protection that is in greater evidence in formal fi rms. Such protection would be 

perceived as a benefi t of being a formal worker relative to an informal worker; for 

the fi rm, however, it is an additional cost of formality (though it might attract higher 

qualifi ed workers). Other benefi ts to formal workers typically include severance pay, 

a minimum wage, the right to union representation, and annual (and sometimes 

maternity/paternity) leave. Finally, it is interesting to note that a formality cost to one 

fi rm (e.g., requirements for social protection) can be a formality benefi t to the fi rms 

or workers with which it does business.

The conventional wisdom is that an additional benefi t for formal workers is 

that they receive more vocational training than informal workers (implying ceteris 

paribus that informal workers are less productive).15 However, some argue that at 

least for middle income countries in South America more training occurs in the IE 

than through formal education programs.16 Firms also receive “training” through busi-

ness development services (BDS). For BDS provided by donor funding through a host 

government, these normally require the recipient fi rm to be formal, which thereby 

excludes many dynamic unoffi cial enterprises. Such exclusion is not always the case 

for micro-enterprises, for which donors often have specifi c programs.

Finally, the enterprise owner’s cost-benefi t decision to become formal is com-

pletely different from the government’s policy question of whether there are net costs 

to the country of having an IE. For example, an owner is not concerned with degree 

of innovation or the weakening of macroeconomic management that having a large 

IE leads to, while the government would be. 

With their motivations fi rmly couched within a cost-benefi t framework, we can 

determine the degree to which BER can infl uence the idiosyncratic formality decision 

of each IE subgroup, on the one hand, and what modifi cations or complementary 

policies would improve BER effectiveness, on the other hand. 

2.1.2 The empowerment dimension of formality 

The second key lens through which to craft effective BER—especially for the 

weaker end of the unoffi cial enterprises—and a source of complementary poli-

cies to increase BER effectiveness is that of economic and legal empowerment.17 

This perspective ties the causes of informality—the components of the cost-benefi t 

decision—to the degree a nation respects certain human rights related to labor 

15 Palmade (2005).
16 Hemmer and Mannel (1989).
17 See CLEP (2008) for a detailed introduction to the subject of empowerment.
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and business.18 On the labor side these rights relate to access to justice, security of 

property rights, the fulfi llment of labor rights (as specifi ed in the Declaration on 

Fundamental Principles and Rights at Work and, more broadly, in the Decent Work 

Agenda).19 On the business side these rights relate to access to fi nance, limited 

liability, insurance, ability to use formal contracts, etc. Together these principles and 

rights promote a stake in democracy and, through public participation, a hand in 

ultimately shaping BE itself.20

These rights can be classifi ed into four “pillars of legal empowerment of the poor”:21 

(i) lack of access to a well-functioning justice system, (ii) lack of effective property 

rights to tap the intrinsic economic power of their property, (iii) unsafe working con-

ditions for workers (and for women and children in particular) when their employers 

operate outside the formal legal system, and (iv) lack of access to economic opportuni-

ties (e.g., credit, investment, international and domestic markets) as their property and 

businesses are not legally recognized.22 Absence of these rights creates impediments 

to empowerment of the poor which result from their being informal.

While the cost-benefi t analysis approach emphasizes the voluntary nature of the 

IE, the empowerment dimension emphasizes the more involuntary nature by placing 

more of the cause of informality on government failure (thereby leading to market 

failure). These are not contradictory views. Rather, it serves to underscore the central 

role of government as the source of both the costs and benefi ts of formality. Indeed, 

in a fundamental sense the ‘state’ and ‘formality’ are the same thing:  both can be 

described as the explicit rules and institutions that society agrees on.23 As will be 

seen, viewing the IE as in part a consequence of lack of economic and legal empow-

erment opens up new vistas for BER, though at the price of additional complexity 

and raising thorny policy questions. In particular, a focus on empowerment helps 

to identify additional policy instruments that are especially effective when target-

ing subsistence activities and the weaker end of unoffi cial enterprises, which some 

analysts have written off as businesses “irrelevant” for BER.24 This paper argues, 

however, that mere technical reforms inspired by cost/benefi t analysis are unlikely to 

work if the underlying issues of empowerment are not addressed.25

18 While one might argue that rights by defi nition imply that empowerment issues only pertain to the 
benefi ts side of the cost-benefi t decision, note that obtaining many of these benefi ts require incurring 
transaction costs, which historically has been the focus of BER.

19 See ILO (2002) on Decent Work Agenda.
20 Richard Sandall (personal communication, June 2009).
21 CLEP (2008a; p. 5).
22 This list is drawn from the foreword in CLEP (2008a). 
23 Richard Sandall (personal communication, June 2009).
24 See Kenyon (2009, forthcoming). Still, regardless whether there are additional policy instruments avail-

able that are effective in targeting subsistence activities and the weaker end of unoffi cial enterprises, this 
does not mean that a priority-driven government of limited capacity should necessarily pursue them.

25 Moore and Schmitz (2008) suggest that even this is not suffi cient: the implicit political relationships 
between groups need to be identifi ed and addressed.
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The complication here is that policies empowering the poor cover the spectrum 

from passive to proactive. For example, it is one thing to oblige a government to 

provide a legally acceptable free identity registration or a land cadastre, but quite 

another for it to guarantee access to housing, to provide unemployment insurance 

or social security, to enforce a minimum income, or to offer free health care. Hence, 

BER designers are faced with the policy question of what the appropriate level of 

human rights (or alternatively public services) a government should provide for 

a given level of development. Still, regardless of the degree to which either BER 

should incorporate empowerment policies or a government should pursue more 

proactive empowerment, there is little doubt that complementary policies to support 

BER should include those related to legal and economic empowerment. Proposals 

on how this might be done are suggested in Section 2.2.2.

2.1.3 Initial conditions and the rules of the game

A business person’s evaluation of the costs and benefi ts of informality by necessity 

involves a comparison of the alternatives. These generally include traditional and 

customary practices. Likewise, owner behavior is closely infl uenced by perceptions 

of the legitimacy or fairness of government policy and law. Hence, this dual approach 

leads us to recognize that the incentives underlying the informality decision have 

their roots in history and culture, and often operate through their effects on legiti-

macy and trust. In other words, informality is a context-specifi c phenomenon, and 

one often modulated by state-business relations. These aspects are what economists 

refer to as the institutional dimension of development and include the study of the 

“rules of the game”. For example, laws on gender neutrality or formal court judg-

ments of land disputes may not be deemed legitimate if custom has them under the 

jurisdiction of tribal leaders.

These observations carry signifi cant implications. It means that not only will a BER 

need to be tailored to target the subgroup of interest or the pillar of empowerment, 

but it will also have to be packaged and promoted within the appropriate cultural 

context if it is to be successful. It also means that BER will need to consider how exist-

ing practices might provide a blueprint for the design of reforms and how the linkages 

between formal and informal structures can be strengthened to empower the poor. 

There is a range of BER strategies that target not just the formal legal system, but also 

spontaneous ordering mechanisms and informal faith-based and customary practices. 

These insights carry dynamic implications as well. Such BER would not always 

seek to modernize a service or regulatory system component in one step. Rather, 

since acceptance (and, therefore, use) of the “improved” system takes time for 

benefi ciaries to experience and adopt it, some BER must take on an evolutionary 

perspective and one where education campaigns that promote its evolution take a 

prominent role. This may also grate against some prevailing ideologies, e.g., as in 
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“a shift of focus from regulation-versus-deregulation to [a] focus on the quality of 

regulation, and determining the right balance between security, supportive struc-

tures, and fl exibility in both the formal and IE.”26

Finally, the literature fi nds that initial conditions lead to signifi cant regional 

diversity in the extent and characteristic of the IE, as cited in the opening para-

graph of this brief. Estimates suggest that from 1990 to 2003, there have also been 

regional differences in the IE’s share of GDP, which has grown in Sub-Saharan 

Africa (from 30 to 39 percent), South Asia (from 22 to 28 percent), in LAC (from 

29 to 38 percent), in the Middle East and North Africa (from 21 to 31 percent), in 

East Asia and the Pacifi c (from 18.5 to 20 percent), and in the TREs (from 33 to 

37 percent).27 Regional differences also extend to gender. Consider examples from 

three continents: in Chile (1997) the proportion of working men (women) engaged 

in the IE was, respectively, 32 (27) percent, in Côte d’Ivoire (1996) it was 37 (73) 

percent, and in the Philippines (1995) it was 16 (19) percent.28 (It is not the case for 

all countries, however, that women form a larger part of the shadow than men.) 

Equally importantly, the literature indicates that regions have a different mix of the 

subgroups contained in Table 2.1. For example, Sub-Saharan Africa has a signifi cant 

contingent of non-dynamic, involuntary, subsistence businesses while in the larger 

countries of Latin America, unoffi cial enterprises and skilled part-time workers tend 

to be voluntary and even oscillate in and out of formality.29

2.1.4 Further considerations

While the outcome on whether to remain/become informal depends primarily on 

the enterprise’s cost-benefi t decision, there are still several nuances to note. These 

draw on the discussions of empowerment and initial conditions.

Is formality simply too costly for some? Much BER appears to be focused in the fi rst 

instance on reducing costs—costs due to onerous labor laws, weak tax administra-

tion, and inappropriate and inconsistently applied regulation. This modus operandi 

is incomplete for at least three reasons. First, an owner’s cost-benefi t analysis also 

includes an assessment of benefi ts—which are often not particularly attractive—and 

are generally given insuffi cient attention by BER. For example, if the banking system 

does not lend to small enterprises, the judicial system is slow and unpredictable, 

and municipal services erratic at best, then the benefi ts of business registration are 

dubious at best. (Note that with low-level benefi ts BER needs to reduce the costs of 

formality even further—perhaps below the optimum level—to convince businesses 

to become formal.) Second, even within its focus on costs, BER is incomplete since 

26 CLEP (2008a; p. 60).
27 Schneider (2004) and the World Bank (2005).
28 Fox et al. (2006).
29 See, for example, Maloney (2004).
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it tends to deliver one-size-fi ts-all cures. As is argued above, however, to support the 

pillars of empowerment, legal requirements (and how government agencies imple-

ment them) should differ by subgroup within the IE. Examples here would be tax 

rates and thresholds, regulatory requirements, and registration procedures. Third, 

ignorance can play an important role in persistent informality among subsistence 

business and the weaker end of the unoffi cial enterprise spectrum.30 Question 3.1 

proposes options to strengthen each of these weaknesses in BER.

Why are a higher proportion of small fi rms informal? In terms of the number 

of fi rms, the evidence suggests that small fi rms are more likely to operate in the IE 

than larger fi rms.31 On the one hand, such fi rms tend to benefi t least from civic par-

ticipation because of the limited nature of their dealings with the public and hired 

employees. On the other hand, the small expected lifetime tax contribution of such 

fi rms may not warrant a strong enumeration or enforcement effort on the part of 

the government. Asea (1996) suggests that these points mean that, for such fi rms, 

high taxation and high regulatory costs to formality may not be the most important 

determinant of the size and level of formality. Their limited investment needs make 

stable property rights unimportant and personal ties may be an adequate contract-

ing technology. In this case, fi rms pay no taxes as a passive byproduct of their size. 

Regarding the judicial pillar, small fi rms are anchored in social networks, allowing 

implicit contract enforcement and insurance, given how expensive formal institutions 

are. It is only as fi rms grow that formal mechanisms become necessary.

Is it voluntary? A cost-benefi t approach runs the danger of implying that 

informality is always voluntary. This may be true for formal enterprises, most 

SMEs, and workers in some regions. For example, in Mexico infl exible labor 

laws have been found to prevent worker and employer alike from entering into a 

formal contract that meets the needs of a worker who wishes to work part time 

(students, the old, women).32 For subsistence businesses and some small fi rms 

the requisite knowledge and skills (and, perhaps, ethnicity) for accessing the 

formal system may simply be inadequate. In fact, for many subsistence businesses 

most of the benefi ts of formality as currently offered by BER are unattractive, 

while even the reformed procedures would be onerous. In many cases, they are 

doubly uneconomic: private compliance costs of becoming formal exceed their 

private benefi ts and social costs of becoming formal exceed social benefi ts once 

30 Economic theory not only applies cost-benefi t analysis to decision making but also to information 
search. Here it predicts that subsistence businesses, workers, and weaker unoffi cial enterprises might 
not expect the return to investigating formality options to be worth the effort. Of course subsistence 
actors may have been engaged in their activities for generations and not even realize such activities 
were now in need of registration or carried legal obligations.

31 Levenson and Maloney (1996).
32 Maloney (2004). On the positive side, in 2002 Mexico did address another aspect of informality by 

implementing the Fast-track Business Creation System to guarantee that micro and small fi rms could 
complete the registration process in two days. (Oviedo et al. 2008).
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enforcement costs are included. Part of the problem is that many regulations are 

not suffi ciently sensitive to the needs and capabilities of the various informality 

subgroups.

This discussion raises an important policy issue for BER. On the one hand, 

since there are many positive externalities to formality (or negative externalities 

to informality), economic theory predicts that private business will undervalue it, 

leading to levels of informality beyond what is socially “optimal.”33 On the other 

hand, governments and donors face profound informational limitations when design-

ing interventions, often leading to glaring differences between de jure and de facto 

implementation that can result in undesirable outcomes. For example, “changes in 

policy designed to reduce the extent of the informal sector may have negative effects 

on formal employment, average productivity, and wages.”34 

These concerns have led some analysts to conclude that “policies to encourage 

formal sector participation are preferable to increased enforcement.”35 Then as the 

BE improves, those in the IE (or at least the more dynamic ones) will feel empow-

ered to increase their economic activity and take advantage of their varied assets 

to invest in income-generating activities, changing the nature of their business, and 

will increase their economic stake in the system. This, in turn, should lead them to 

incrementally—and voluntarily—increase their participation in the various dimen-

sions of formality they deem necessary as they seek out ways to protect their gains 

and expand their opportunities. The result would be “aphasic formalization”.36 In 

other words, for some (and perhaps all) subgroups of informal enterprises some 

aspects of formality should be made voluntary. Then, the successful impact of BER 

and its complementary policies could be “measured” by the degree to which enter-

prises reveal their preference for operating formally.

Does informality have a principal cause? The literature suggests it is a myth that 

one or other factor leads a business owner or worker to remain informal. Rather, it is 

a synergy of factors. For example, property rights bring increased economic benefi ts 

when linked to a functional credit system and market, but they do not, by themselves, 

33 See Section 3.3 for a discussion of optimal informality.
34 Oviedo et al. (2008; 13). Consider some examples: (i) increasing labor inspections to encourage fi rms 

to hire workers formally rather than informally has been found to increase fi rm costs and thereby to 
reduce output and (formal) new hires (Almeida and Carneiro 2006); (ii) since the fi rst workers a fi rm 
hires are on average those with the highest productivity, BER that encourages hiring workers formally 
rather than informally is likely to bring reduce average (formal) productivity; (iii) strict employment 
protection legislation can encourage exit from the formal sector for small entrepreneurs who cannot 
afford to offer such protection to their employees (Perry et al. (2007); and (iv) Brazil’s SIMPLES 
program de-linking social security contributions from the number of (formal) workers employed and 
instead making contributions proportional to the fi rm’s revenues has eliminated certain incentives to 
employ workers informally but may lead to perverse incentives regarding cost minimization.

35 Oviedo et al. (2008).
36 Richard Sandall (personal communication, June 2009) sees this as an additional option to those that 

focus on either increasing the benefi ts or decreasing the costs of formality.
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cause the emergence of a functional and pro-poor credit system; additional incen-

tives to invest are required. Even when in possession of titles and registered property, 

small-scale farmers and the urban poor most often do not put their land or modest 

dwellings at risk by using them as collateral for credit: collateral requirements are too 

high and too little risk is shared by the fi nancial intermediary.

Ignorance of the law and a perception that there were few benefi ts to abiding 

by it were more frequent for the subsistence poor (who often have no tax liability), 

while evasion of taxation and avoidance of regulatory predation were more impor-

tant for small fi rms.37 The motive of corruption seems to cut both ways. Informals 

have little recourse to legal protection from roving bandits (corrupt offi cial inspec-

tors); formal fi rms have trouble hiding from the vagaries of inspectors in systems 

with weak oversight of regulatory agencies.

In some regions, even where the present discounted expected value of formal-

ity is positive, there is often a strong sense of distrust of offi cial agencies and of 

lack of legitimacy of laws that still discourage formal participation. Lack of trust 

increases the perceptions of risk that laws or compliance terms will change or 

not be consistently applied over time. Lack of legitimacy leads to reduced rates of 

regulatory compliance and tax morality. Even support for land registration can be 

compromised. For example, if there is a history of elite capture of land, leaving the 

worst piece to the majority, then land registration would be seen to formalize ille-

gitimate ownership. For an example, one needs look no further than Zimbabwe. 

Such distrust is hard to overcome in the short run; it requires the government to 

develop a track record of (i) promulgating laws whose compliance demands are 

in line with the capabilities and needs of the regulated and (ii) guaranteeing legal 

protections. Both of these must also be simple enough for their execution to be 

predictable and consistent.

Are informality and formality mutually exclusive? Curiously, a business can 

choose to be both formal and informal. It can, for example, operate legally regard-

ing its employee social safety net and payroll tax obligations but at the same time 

hire (or subcontract) temporary workers whose activities remain in the shadow. 

Many business activities in the transition economies (TREs) of Eastern Europe and 

the Former Soviet Union—including state-owned enterprises—systematically engage 

in underreporting of payroll and sales (including due to fraud or barter). Likewise, 

this report has emphasized that there are many ways to be partly formal. One’s busi-

ness can be registered, one’s land (or other assets, as in Question 3.3, below) can be 

registered, one’s tax obligations can be met, and one business can be in regulatory 

compliance. Each of these involves a cost-benefi t decision by the economic agent 

and each element of each decision can be infl uenced by BERs.

37 Djankov (2002).
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2.2 How Does BER Affect the Size of the Informal Economy?

From a country-level perspective, two major studies concluded that the lower is the 

degree of regulatory burden in a country, the smaller is likely to be its IE.38 This 

result is shown to hold with regard to specifi c areas of regulation as well as to aggre-

gate indicators of the same.

BER affects the size of the IE through its infl uence on the informality choice 

of workers and fi rms. This paper has suggested, above, there are in fact different 

specifi c areas in which to participate in the IE. This subsection begins by examin-

ing the impact of BER on these areas. It then considers the impacts of BER on the 

composition of the IE, timing dimension of BER impacts, and reverse direction of 

causality (informality’s impact on the effectiveness of BER).

2.2.1 How BER affects areas of informality 

BER affects the size of the IE through its infl uence on an economic agent’s decision 

calculus: reform differentially affects both the costs and the benefi ts of operating 

formally and informally. More specifi cally, BER achieves its effects by strengthen-

ing or weakening the motivations (as listed in Table 2.2) impinging on cost-benefi t 

decision making. This fi ne structure to its effects means that, even for a given 

informal subgroup, there are degrees of informality and different yet specifi c areas 

in which members of the subgroup participate in the IE. A representative set of 

such areas is provided in Table 2.3. Specifi c BER toolkits have been developed to 

address each one.

Labor informality: For fi rms, labor regulation is among the most costly elements 

of being formal. Ironically, the very laws that are meant to protect labor lead formal 

fi rms to contract out the more dangerous jobs, both to smaller fi rms which use infor-

mal workers or directly to part-time informal workers.39 Moreover, in such a situation 

fi rms do not have an incentive to provide worker training. 

From the workers’ perspective, in some countries they actually select to work 

in the IE voluntarily. For them, BERs that strengthen the enforcement of labor laws 

by imposing harsher sanctions on those who offer jobs in the shadow economy can 

be welfare-reducing if such opportunities disappear as a result (Perry et al. 2007). 

Since formal fi rms are the ones most compliant with such laws and are more likely 

to be located in urban areas, the enforcement of overly burdensome (or ambitious, 

38 World Bank (2005) fi nds this result for no less than ten specifi c aspects of the business regulatory 
environment (and its aggregate measure). Klapper et al. (2008) fi nd this to hold in the case of busi-
ness registration.

39 While such costs might include minimum wage requirements, labor regulation costs limiting fi ring 
and shift hours, mandating social benefi ts (health, severance, vacation/sick days, pensions, etc.), as 
well as occupational safety can be source of even greater burden, especially for smaller fi rms. (Enste 
and Schneider, 2000; Eilat and Zinnes 2003).
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TABLE 2.3 Impacts of BER area on motivation to be informal
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Tax evasion: 
 Direct
 Indirect

√
√

Labor regulation √ √

Other regulation √ √

Fear of predation √ √ √ √

Fraud √ √ √

Distrust of 
government 

√ √ √ √

Costly start-up 
procedures

√ √ √ √

Ignorance √ √ √ √ √ √ √

Benefi ts

Bank fi nance √ √

Non-bank 
fi nancial services 
and insurance

√ √

Land tenure √ √ √ √

Government/
donor TA

√ √ √ √

Public utilities √

Court/police 
access

√

Social protection 
services

√

Avoid compliance 
fi nes

√ √ √ √ √

Market 
opportunities

√ √
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depending on one’s view) labor regulations may have undesirable distributional 

implications regionally. On the other hand, in the absence of strong labor associa-

tions it is unlikely that workers—especially, in the informal economy—are going to 

receive such benefi ts without proactive government involvement.40 In sum, these 

issues complicate the establishment of an appropriate balance for labor policy since 

wider enforcement can benefi t informal workers and may pull some into the formal 

economy, but it can also put their jobs at risk if compliance imposes high costs on 

informal businesses.

Tax informality. Tax reform addresses formality costs corresponding to poor tax 

policy and administration in several ways. First, reform of tax policy can rational-

ize rates, deductions, exemptions and other “tax expenditure” leakages. Second, 

tax administration reform seeks to improve the effi ciency and productivity of tax 

registration, collection, and enforcement as well as strengthen the revenue agen-

cies’ capacity for tax policy research and analysis. Third, systemic reforms related 

to decentralization and devolution can have important consequences for tax yields. 

Among the goals of these reforms is to permit a reduction in tax rates, which when 

accompanied with enforcement reform, can expand the tax base and lead to an 

overall increase in revenues.41 The main effect of such reforms will be on the more 

dynamic SMEs (unoffi cial enterprises in Table 2.1), the fi rms for which tax evasion 

is the principle motivation for operating informally. 

BER in the shape of tax amnesties reduces the cost of becoming formal. This 

policy, however, can be double-edged. First, a tax amnesty may also reduce the 

expected penalty of being caught operating informally. Second, it may further reduce 

the legitimacy of paying taxes as perceived by formal fi rms.

Ignoring possible fi scal benefi ts, there may be some long-term informality 

reducing benefi ts to implementing a simple (e.g., presumptive) “income tax” on 

self-employed individuals and microenterprises.42 As viewed through the empower-

ment lens, the poor conditions of unprotected informal workers point to their lack 

of political voice and organization as a proximate cause.43 The political science liter-

ature, however, notes that paying taxes encourages civic participation and increases 

40 Gallin (2004).
41 Lower tax rates also reduce the degree revenue collection is economically distortionary. This is 

because taxing labor reduces its supply relative to other inputs, shifts it to non-taxed activities, and 
leads to a loss of consumer and producer “surplus” or “deadweight loss” (DWL) that increases non-
linearly with the tax rate.

42 Among the many implementations of this concept is the impôt minimum forfaitaire (Soderback, 
personal communication, 21 June 2009), generally a fl at ad valorem or specifi c tax assessed on the 
revenues of small businesses, professionals, and physical persons independent of whether a profi t or 
loss is made. Examples can be found in such countries as Tahiti, Senegal, Romania, Mongolia, Mali, 
and Burkina Faso. Of course, all taxes have a burden. In Burkina Faso, for example, an UNCTAD 
(2009) assessment found this tax crippling the cash fl ow of businesses. 

43 C.f. World Bank (2001).
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demands for accountability of political representatives. Hence, the implementation 

of a simple non-discretionary tax that can be collected cheaply and with high com-

pliance might paradoxically lead to better working conditions for the poor. This 

approach has been implemented successfully in Mongolia where one section of 

its income tax code contains an “informal sector” tax.44 As  argued in Section 3.3,  

this requires complementary efforts by donors to encourage the creation of civil 

society organizations.

Energy informality: The desire to provide unreported energy subsidies is at heart 

a political decision related to a combination of employment and industrial policy and, 

potentially, corruption.45 BER addresses this set of problems both directly, through 

the reform of accounting and auditing standards as well as indirectly through its 

government training and capacity-building components, which focus on the impor-

tance of the primacy of private sector production and a level playing fi eld. Likewise, 

in some countries micro enterprises and even some of the smaller SMEs illegally 

connect to the electricity grid without permission. This is substantially attenuated 

with privatization of electricity generation.

Product informality: BER in this area is specifi cally designed to address the 

permit and licensing side of regulation. BER here, however, must weigh the harm 

to the public good caused by a poor quality, counterfeit, or dangerous product or 

process against the costs of ill-designed or overly stringent standards. Without reform, 

production of products governed by such regulations is pushed into the IE. Ironically, 

then, a desire to protect the public good may end up harming it. 

Financial and capital market informality. Most developing countries have 

extremely primitive and geographically limited capital markets. There are very few 

listed joint-stock companies and SMEs are reluctant to fi nance investment through 

equity. Lending by the banking sector is typically limited to the larger fi rms, public 

enterprises, and joint ventures with foreign investors. Smaller unoffi cial enterprises 

that are too large to be eligible for microfi nance, therefore, must draw on retained 

earnings, loans from friends and family, or money lenders. 

In spite of the importance of fi nance, it is necessary to make the distinction 

between the effect of the BE on IE growth (and growth in general), on the one hand, 

and its effect on formalization, on the other.46 For example, while it is likely that 

inability to obtain bank fi nance is an obstacle to an enterprise’s growth it is unlikely 

to be a barrier to its formalization. Many micro-fi nance initiatives, for example, do not 

44 See Alevy and Zinnes (2005).
45 “The McKinsey Global Institute studies showed that low productivity but well connected manufacturers 

are kept in business because they enjoy informal (i.e. non reported) energy provided at low prices under 
the cover of technical losses (India) or highly complex barter schemes (Russia).” (Palmade 2005)

46 This insightful point has been made by USAID (2005; p. 19), along with the examples provided in this 
paragraph.
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require borrowers to be formally registered enterprises. In Vietnam, no correlation 

was found between the degree of formalization of an enterprise and its propensity 

to use bank loans.47

Asset informality. With the majority of the developing-country population agrar-

ian, land ownership and access is central for economic growth. Willingness to make 

land improvements and to follow sustainable land management practices is reduced 

when such property rights are insecure. Moreover, formal land ownership is gen-

erally required in order to obtain water and electricity hookups; it also facilitates 

access to formal credit markets. Land disputes are also a major source of civil unrest 

in some countries. 

In response to the problems, there has been a major effort at land titling, espe-

cially since the pioneering work of de Soto (1989). BER reforms have focused on 

redressing incomplete cadastres, onerous/costly land registration, and intrusive gov-

ernment ownership of land. The impact of these reforms has been to increase the 

value of entering the offi cial statistical net, a fi rst step in becoming formal. It can also 

change the characteristics of informality, since this set of BER has a greater impact 

on informal fi rms in sectors or business lines that are relatively land intensive. Finally, 

to the extent that special efforts have made to rectify gender biases in land owner-

ship and security, the proportion of women in the IE need not increase as a result 

of land titling.

Separate from land titling, a collateral registry is another registration system that 

has been shown to affect the size and characteristics of the IE. It does this by making 

impersonal exchange less risky, thereby expanding the market for economic transac-

tions beyond one’s immediate vicinity or social group.48 Buyers, sellers, borrowers, 

and creditors may collateralize their assets to guarantee their commitment to an 

agreement. Of course, the collateral registry is only part of the institutional changes 

required for this BER to become effective; a reliable and effi cient commercial court 

system must also exist.

Adjudication informality. Regarding formal means of contract enforcement 

through commercial courts, the less time required for judgment, the more predict-

able their judgments, and the less corrupt are these institutions the more attractive 

they become as a benefi t to formality. Without an effi cient commercial court system, 

market transactions become of smaller value, fewer in number, and more limited to 

personal exchange.49 

47 IFC and the World Bank (2003).
48 Impersonal exchange is a transaction between two parties who do not know each other or have any 

informal means of enforcing an agreement (North 1990).
49 To truly tap economies of scale requires the power of impersonal exchange, where buyers and seller 

need not have a track record with each other to carry out business transactions.  
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The tendency for activities in the shadow to operate at a smaller scale than oth-

erwise in order to stay beneath the offi cial radar is an example of the IE’s supply-side 

impact. However, there is also a demand-side impact to operating in the IE. First, to 

remain hidden, only limited advertising is possible. Second, informal fi rms do not 

typically have access to the formal commercial court system. This requires them to 

restrict their transactions to the immediate locale and to be with those parties with 

whom they have personal or social ties. This arrangement allows the parties to utilize 

relational contracting, informal dispute resolution, and traditional means of justice to 

support governance of the transaction.50

The institutional landscape of adjudication informality carries implications for 

BER. First, it is unlikely that BER of the court system will have a near-term effect. The 

system would fi rst have to gain the confi dence of the business community and prove 

itself as a reliable and predictable substitute for customary processes. Only then 

would informal fi rms perceive that benefi ts have increased. The newly formalized 

fi rms would then have to expand their markets to the point that the formal justice 

system would be called upon. Even then, training would be necessary on how to use 

the court system.

The rights, powers, privileges, and immunities of property law, labor law, and 

small business law are key for subsistence and unoffi cial enterprises. Yet beyond 

this, the linkages between formal and informal structures need to be strengthened to 

“empower the poor to seek remedies for injustice and to counter biases inherent in 

both systems.”51 

Second, as long as other factors continue to cause fi rms to perceive formality as 

entailing net costs, encouraging exit to the IE, BER commercial-court reforms may 

not achieve impacts on the demand side. This underscores the need for multifaceted 

reform over a single-sector focus. For example, having a formal court system in place 

will be of limited value for disputes related to land if there is an incomplete land 

cadastre and unreformed land titling system.52 

Other areas. The smaller the business, the more likely it is that traditional and 

customary mechanisms are used to substitute for missing services, markets, and 

statutes caused by government failure. Consider an example of each. Regulatory 

authorities seldom have the capacity (or believe it a priority) to operate in rural com-

munities.53 While this raises the risks faced by this population in such domains as 

50 A relational contract is credible in the case where there is an expectation (or history) of repeated 
transactions. This is because the present discounted value of continuing the relationship far exceeds 
the value of reneging on any given contract. (See Furubotn and Richter 1997).

51 Citations in this paragraph come from CLEP (2008b; p. 56–7).
52 The World Bank’s judiciary project in Afghanistan has found that 80 percent of disputes relate to land. 

(Personal communication with task manager).
53 Mining and forestry are sometimes an exception due to their revenue potential.
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occupational safety and environmental health, the threat of retaliation to excessive 

violations perpetrated on neighbors can still act as an informal constraint on business. 

Likewise, the absence of formal insurance markets has been met through mutual aid 

and reciprocity among neighbors and kin. From the perspective of economic growth, 

both these examples ultimately limit the market size for which small business can 

participate. Ironically, emigration and “modernization” can result in degrading the 

very social capital upon which these informal mechanisms depend.

2.2.2 Composition, timing, and direction

In addition to the area-specifi c impacts of BER, there are other policy considerations 

of BER to take into account related to output composition, timing of impacts, and 

direction of effects.

Reducing compositional distortions. While missing the benefi ts of formality, infor-

mal fi rms may have some competitive advantages in labor markets (since they are 

not subject to labor regulations they can pass some of this saving on in the form of 

higher wages). They can also draw market demand away from the offi cial fi rms with 

whom they compete since their prices would be lower, given their lower labor costs 

and their acceptance of a lower return on investment (since they escape taxation).54 

Likewise, a sizable IE will affect the composition of national economic output as 

resources get allocated in part according to which sectors are most amenable to infor-

mal activity (e.g., trade, services, and construction) rather than according to signals 

of real economic scarcities and comparative advantage. Finally, operating informally 

can require spending time and effort (resources) on bribing, avoiding licenses and 

taxes, and seeking private sector alternatives to public services and bank fi nancing. 

In addressing the various aspects of informality, above, BER helps to reduce some of 

the distortions in resource allocation it causes.

Long- vs. short-run effects. Many BERs primarily focus on reducing the costs of 

registration, regulation, and tax compliance—that is, the cost of formality. Yet BERs 

that lead to increased benefi ts to formality are often even more infl uential. To appre-

ciate this, consider the two temporal effects BER has on the size of the IE. 

First, BER has some desirable direct short-run effects, e.g., it increases the number 

of formal economic actors and it increases the number of transactions of existing 

fi rms.55 Yet by improving the benefi ts of formality BER can also have a long-term 

effect by stimulating investment. BERs of this type focus on such areas as more secure 

property ownership, a safer work environment, greater availability to low-cost alter-

native mediation and dispute resolution, and easier access to fi nance. The resulting 

54 On the other hand this would work against informal fi rms under a VAT, since when an informal fi rm 
makes a purchase which includes VAT, it cannot use the VAT paid as credit on output sales.

55 Klapper (2006).
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investment these benefi ts lead to can have a multiplier effect on the number of fi rms, 

though as argued in the response to Question 2.3, the effect may not necessarily 

decrease the relative size of the IE. As is argued below, however, affecting the BE for 

the subsistence poor requires incorporating into BER a more basic yet profound set 

of reforms as identifi ed through an analysis of legal empowerment.

Another long-term aspect of BER is the special dynamics it may generate due to 

the existence of fi xed costs incurred by an enterprise when it changes its formality 

status. An example of such fi xed costs would be (re-)registration efforts and fees and 

the possible payment of back taxes. In particular, informality is “sticky,” i.e., the size 

of the IE is subject to hysteresis. This means that a small improvement or worsening 

in the BE can cause a business to change its formality status but not return to the 

previous status if the change is reversed. As an example, consider the case where a 

formal fi rm decides to become informal after having a bad experience either in the 

courts or with a tax inspector. If the government later improves the courts or tax 

administration, this now-informal fi rm may not seek to return to formality since it 

would then not want to (re-)incur registration fees or pay back taxes.

Does informality affect BER effectiveness? As introduced in Section 1, not only 

does BER infl uence the size and composition of the IE, but reverse causation is 

also observed. Some of these IE effects on the effectiveness of BER are summa-

rized in Table 2.4.

There is a fi nal more amorphous set of factors regarding the IE and the effective-

ness of BE reform, namely, those related to cultural and historical considerations.56 

For example, as a result of years of oppression and social exclusion, workers and 

micro-entrepreneurs alike may have grown to distrust state schemes (e.g., land regis-

tration) related to their customary lands. Likewise, due to the high transaction costs 

of using formal institutions for contracting and enforcement “in some failed or very 

weak states, there is an entrenched IE that has had for many years to self-regulate 

and carry out many of the functions of the state”.57 Such factors may make this popu-

lation resistant to BE reforms meant to help them.

2.3  Does BER Focused on Informality Impact Economic 
Growth and Poverty Reduction? 

The protracted existence of a large IE, whose local networks have limited reach, 

contributes to a country remaining trapped in a low-level economic—and social—

equilibrium. Yet, is it a symptom or the disease? Is informality bad for economic 

56 See Portes and Haller (2002).
57 USAID (2005; p. 42).
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growth if formal institutions are dysfunctional and corrupt? While richer countries 

tend to have smaller informal economies than poorer ones, the literature fi nds 

little evidence that economic growth in a country per se will cause its IE to shrink. 

While multivariate panel analyses fi nd that the business environment, specifi cally 

the ease of starting a business and political corruption, remain signifi cant indicators 

of total fi rm registrations,”58 from the macro perspective the literature leaves us with 

two unsettling conclusions. First, “it is unclear whether formalization is a cause or 

an effect of these higher levels of development”.59 Second, “there is no conclusive 

evidence that formalization is in itself a prime cause of economic growth.”60 What 

one can say is that “fi rms that remain small are more likely to be informal. Hence, 

growth leads to visibility and pressure to be more formal.”61 

Discussions in Sections 2.1 and 2.2 help to explain these empirical fi ndings. 

First, the discussion makes clear that the cause of the IE is not the level of economic 

activity, but the quality of the country’s fi scal, regulatory, and social institutions, 

as well as its public services. Thus, while BER infl uences the fi rst two areas and, 

therefore, the size of the IE, its effect on economic growth through formalization 

may only be in the long term. Second, the results of the quoted studies are for the 

economy as a whole, failing to recognize adequately that the IE is not homogeneous; 

it comprises different subgroups of economic units, each with a different potential 

58 Klapper et al. (2008; p.2).
59 USAID (2005; p. 4).
60 USAID (2005; p. 4). Welsh (2005) (DCED Cairo Conference paper).
61 USAID (2005; p. 11).

TABLE 2.4 Impact of informality on business environment by DCED component 

Business  environment 
component* Impact of informality 

Policy and legal framework Small fi rm issues are not addressed in formal rule-making 
processes

Regulatory and administrative 
framework

Reduces impact of reform; increases cost of enforcement; 
harder for government to monitor sectors

Institutional arrangements Increases democracy defi cit, corruption, reduces knowledge 
of economic performance

Gender-specifi c business 
environment

Increases women’s economic participation, but with 
social costs

SNG business environment Brings rural areas more services as informals respond to the 
less profi table opportunities left untaken by larger formal 
fi rms, but such improvements may be diluted from rural 
emigration to urban areas 

* The categories in the fi rst column are from DCED (2008).
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and different behavioral responses. Some, like the subsistence workers and weakest 

unoffi cial enterprises, have little potential for signifi cant short-medium-term growth; 

rather these subgroups grow extensively (in number, not fi rm size).62 Other unoffi cial 

enterprises—both existing as well as those waiting to enter—have the potential to be 

much more dynamic if the BE would permit it. 

Note that economic growth and poverty alleviation are different; the former 

relates to aggregate value added and the latter to its distribution (i.e., the well being 

of that part of the population subsisting below the poverty line). Statistically, aggre-

gate and distributional measures need not move in the same direction over time. By 

providing a conducive environment for the more dynamic enterprises of the IE, BER 

can contribute directly to economic growth. There are ways to expand conventional 

BER so that it can also make a direct contribution to poverty alleviation rather than 

just the indirect (possibly net positive), trickle-down multiplier effect.

What is striking is that most BERs that are found to infl uence the formality deci-

sion are the same type of reforms recommended for private sector development (PSD) 

and by the legal empowerment literature to alleviate poverty in the long run. As far 

as PSD is concerned, this should not be surprising. Numerically, the majority of the 

private sector is in the informal economy, so it is fully appropriate that much of PSD 

should be about the informal economy. Moreover, BER is an important policy in PSD 

and an important part of BER relates to making formalization more attractive. Of 

course, not all BER focuses directly on the formality decision, examples being trade 

regulations, customs administration, and competition policy. Likewise, the set of 

policies in PSD that do not overlap with those discussed in this paper are primarily 

those supporting existing formal SMEs and large fi rms, for example, contract enforce-

ment, FDI facilitation, competition policy, banking reform, and trade reform. Viz. 

empowerment, this dimension of each type of BER may involve particular design 

considerations, the inclusion of public education campaigns, and a longer phase-

in from traditional substitute mechanisms. These reforms ultimately create secure 

property rights, social protection, and a safe work environment which then encour-

ages a stake in the system as well as physical and human capital investment. Such 

reforms have also been shown to increase the productivity and therefore incomes of 

the poor. Section 3.1 provides specifi c recommendations on how to design BER to 

reduce poverty.

62 Of course, this does not mean they should be written off! On the contrary, since these economic 
agents predominate in the BoP they constitute the very part of the informal economy where future 
BER efforts have are most needed if poverty alleviation is be addressed in a serious way. Moreover, 
given the signifi cant market potential of the BoP (see Section 1) such BERs should also have a macro 
impact on economic growth in the long run.
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Using the dual framework of cost-benefi t analysis and empowerment this section 

provides summaries of the report’s policy recommendations regarding the specifi c 

questions posed by the DCED. 

Perhaps, however, it is fi rst worth asking, given most informal businesses die 

within a short period of establishment, why a donor focusing on BER would want 

to assist governments in tackling the challenge of informality in the fi rst place. And 

if they do, at which level (e.g., survivalist vs. dynamic SME) is it realistic for them to 

concentrate formalization efforts so as to generate the greatest real opportunities for 

job creation.1

First, for all the reasons laid out in the introduction, it is crystal clear that wide-

spread informality is extremely detrimental for developing countries across the full 

micro and macro policy spectrum so a donor with parallel interests in economic 

growth and poverty alleviation has no choice but to address it. Second, while 

many of the causes of informality have deep political and social roots well beyond 

the scope of BER’s primary focus on regulation and revenue reform, this paper 

also argues that since informality affects the effectiveness and impact of BER it 

cannot be ignored. Third, BER itself can have an impact on the size of the informal 

economy and, therefore, those who promote BER must take responsibility—and 

thus understand—the formality-informality nexus. The fl ip side of this is that, given 

the estimates of the potential size of market value foregone from exclusion and exit 

of the BoP from the formal economy, it is fair to say that promoting the growth of 

these businesses falls squarely in the “job description” of BER.

 1 Thanks to Mavis Owusu-Gyamfi  for posing these two questions so bluntly. (Private communication, 
June 2009).
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While the necessity for BER to address informality is clear cut, the issue of how 

far down the BoP BER should go (or by what business selection criteria) to help infor-

mals has both a positive and normative dimension, so is more diffi cult to answer. On 

the normative side, the answer is outside the scope of this paper and depends on the 

donor’s preferences for poverty alleviation and on the donor’s opportunity costs of 

alternative projects available to fund. 

On the positive side, a glance at the recommendations for BER that support 

the incentive to formalize reveals that most are equally valuable for SMEs—in other 

words, for a majority of BERs there is no real tradeoff, it is a win-win situation. 

On the degree to which economic empowerment reforms should be brought into 

BER, the DCED defi nes the BE to include the regulatory framework and explicitly 

“recognize[s] that good regulations are necessary to secure benefi ts, protect workers, 

consumers and the environment, [and] to promote the rule of law.”2 Hence, it is clear 

that increasing security of property rights and access to justice (as well as reducing 

the transaction cost of their use) and promoting safe working conditions—all aspects 

of economic empowerment—are fair game for BER. Where matters become subjec-

tive is on the empowerment agenda’s promotion of economic opportunity. To the 

extent this is understood as improving access to credit and markets, this is consistent 

with BER; to the extent this is understood as proactively guaranteeing credit, insur-

ance, or even a job, then this would probably fall outside the majority view of BER. 

Finally, one should note that governments and donors do not have a good track 

record of “picking winners”, i.e., identifying sectors or fi rms that will succeed in the 

future. This suggests that it is likely to be better for BER to cast a fairly wide net.

3.1  Which Areas of the Be Require Attention for 
Reducing the Informal Economy?

The short answer is that just about all areas of the BE should be addressed, though 

each country needs to have its own prioritized plan to do so. Below, some general 

guidelines for creating a plan are suggested and then specifi c reforms are examined 

by area of BE. 

3.1.1 Assessing the BE

With a view to reducing the costs of formality, an important service BE assistance 

has provided has been to facilitate across-the-board regulatory reviews, replete with 

public participation, both for existing as well as proposed regulation. These reviews 

have two objectives. First, laws are assessed to ensure that their benefi ts would 

 2 DCED (2008, 3).
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exceed their costs, given the country’s level of income and the capabilities of the 

regulated community. A particularly effective assessment method has been the “guil-

lotine” approach. This requires every agency that issues regulations to publish and 

justify its regulations before a set date. Failure to do so automatically abolishes the 

regulation. The approach has been applied with success in Mexico and Hungary, and 

FIAS has launched it in Kenya and Tajikistan with regard to licensing regimes.3

Second, the quality of application of the laws by the regulatory authorities is 

assessed to determine whether the authorities have the wherewithal fi nancially, tech-

nically, and equipment-wise to administer, monitor, and enforce compliance in a 

transparent and consistent fashion, and with a minimum of corruption. Here, BER 

that establishes one-stop shops and ombudsmen (for oversight and recourse) are 

having a very positive effect in reducing formality costs.4

If government policy is to reduce the IE across the board and not just for the 

dynamic unoffi cial and quasi-formal enterprises, then the above assessments will 

explicitly need to incorporate an analysis of impediments to legal empowerment.

3.1.2 General guidelines for reducing formality

Past assessments of informality have identifi ed a series of BERs that merit imple-

menting. A representative set of these is shown in Table 3.1. In light of our frame-

work, what is interesting about this set of recommendations is that they are all 

focused on reducing the cost side of formalization. Yet given that compliance 

enforcement is weak to non-existent for many businesses in the IE, persuading 

informal businesses to register their activity and their fi xed and moveable assets 

requires there to be consistently available and reliable benefi ts that they can profi t 

from in the short-run.5 Moreover, once these benefi ts are available for the targeted 

audience, a communications program should be implemented to advertise their 

existence and to educate informal business on their use. Education will often imply 

training programs, for which existing business associations may be an appropriate 

conduit (as the discussion of women’s associations, below, illustrates).

What Table 3.1 implies is that training should not be limited to the enterprises. 

In addition to achieving a consistent level of enforcement, an important factor 

infl uencing the degree of regulatory compliance is the level of trust the regulated 

community has in government agencies. A powerful reform, therefore, is to use 

training and capacity building to create a new attitude within government agencies 

as a promoter and facilitator of BE services rather than as an enforcer of unpopular, 

obstructive laws. 

 3 Palmade (2005; p.5).
 4 See Coolidge and Jacobs (2006) and J. Morisset and K. Andrews-Johnson (2004).
 5 See Section 2.1.1 for examples of such benefi ts.
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3.1.3 BER to reduce areas of informality

Recalling from Section 2.2.1, each subgroup of informal business owners engage in 

a range of informal activities. To be maximally effective, BER needs to be explicit 

about which subgroup it wishes to target and to design reforms accordingly. Table 3.2 

provides examples of what these BERs would look like for each subgroup and area 

of informal activity. Let us briefl y put these proposals into context by providing some 

discussion on each area.

TABLE 3.1 Best-practice donor interventions to reduce barriers to formalization

Motivation for action Recommended intervention

Support broad programs of regulatory reform 
to simplify new and existing laws and make 
the business climate more hospitable to formal 
enterprise. 

Introduce regulatory impact assessment 
where appropriate. Consider regulatory 
guillotines, national competitions to identify 
bad regulations (e.g., as done in Hungary).

Simplify offi cial administration for businesses. Review and reduce paperwork.

Design measures to create a business-friendly 
culture in government and improve the quality, 
quantity, and accessibility of services. 

Consider service charters and one-stop-shops 
for business.

Simplify tax administration. Consider single taxes for micro- and small-
scale enterprises.

Ensure that the benefi ts of formalization can be 
made available to groups comprising individuals 
who would not separately have made the effort 
to formalize.

Make it easier to register producer 
associations.

Protect essential worker rights while making it 
easier to hire and fi re workers and to employ 
workers on fl exible contracts.

Identify areas for labor law reform.

Reduce the fi nancial disincentives to business 
registration and complying with regulatory 
requirements.

Reduce registration fees and statutory 
requirements, e.g., for fi xed premises, capital.

Avoid retroactive taxation for enterprises 
that formalize.

Address tax morality motives for shadow 
activity; communicate the uses and benefi ts of 
revenue collection.

Share information on use of tax revenues, 
and how businesses will benefi t from 
enhanced services.

Rationalize business registration and licensing 
regimes. 

Separate business registration and licensing 
regimes from each other.

Restrict licensing to those activities where it 
is justifi ed on health, safety, environmental, 
consumer protection or other grounds.

Use information technology to streamline 
the process and share data.

Remove negative incentives to register. Separate the function of revenue generation 
from business registration.

Source: Adapted from USAID (2005; p. 26).
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TABLE 3.2 BER strategies that encourage formalization, by subgroup and activity

Area of 
informality

Type of business informality

Subsistence 
workers

Employed/
sub-contracted 
labor

Weak 
unoffi cial

Dynamic 
unoffi cial

Formal 
enterprises

Asset Address 
land tenure 
arrangements

Redress incomplete cadastres, 
onerous/costly land registration, 
and intrusive government 
ownership of land; establish a 
collateral registry

Set up collateral registry

Financial Integrate microfi nance regulation into 
banking regulation

Better 
access 
to bank 
fi nance

Judicial Make customary 
mechanisms 
uniform

Increase the effi ciency and reliability of 
commercial courts (and other offi cial dispute 
resolution mechanisms)

Effective, 
affordable and 
accessible systems 
of alternative 
dispute resolution; 
legal literacy 
campaigns

Effective, 
affordable 
and accessible 
systems of 
alternative 
dispute 
resolution; 
legal literacy 
campaigns; 
oversee uniform 
application 
of customary 
mechanisms 

Product Address permit and licensing 
issues; increase awareness of 
certifi cation

Energy Block pricing and higher penalties; privatization of 
production

Reform accounting and 
auditing standards; 
government training and 
capacity building

Labor Weather 
insurance; basic 
health services

Increase 
fl exibility in part-
time work

Reduce retention requirements

Start-up 
registration

Create registry for individual identifi cation number without 
user fee; bundle with social services

Simplifi cation of business 
registration at the central 
and local levels as well as the 
reform of other related start-up 
procedures; provision of BDS 
and market information
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Notes: In practice, subgroups are clusters along a continuum; the table’s cells, therefore, are likely to overlap and 
should not be interpreted too literally. Likewise, these recommendations must be further qualifi ed depending on a 
country’s level of development and administrative capabilities.

TABLE 3.2 (continued)

Tax Exempt or make 
tax fi xed and 
presumptive

Reduce rates and exemptions; capacity building 
and computerization to increase yields

Strengthen 
auditing 
standards

Regulatory 
(process)

Amnesties regarding payment 
of fi nes and compensation for 
past damages

Orient s tandards to particular 
sectors and fi rm sizes

Area of 
informality

Type of business informality

Subsistence 
workers

Employed/
sub-contracted 
labor

Weak 
unoffi cial

Dynamic 
unoffi cial

Formal 
enterprises

Start-up registration. The simplifi cation of business registration at the central 

and local levels as well as the reform of other related start-up procedures directly 

reduce entry costs and so encourage formal sector entry. While this is typically a 

principal component of BER, its regulatory intent as well as procedures have histori-

cally been geared toward SMEs and larger enterprises. Such an approach, however, 

leaves out and risks disenfranchising the majority of the less dynamic entrepreneurs 

and subsistence activities, who either through ignorance, illiteracy, or lack of per-

ceiving any net benefi ts (because of their small scale) have no interest in formal-

izing. Thus, a program focusing just on simplifying registration, while making sense 

economically, may not be astute politically and, by ignoring the BoP, could weaken 

its view of government legitimacy. 

A more sensible approach than the typical start-up registration program just 

described would be to promote more inclusive BER by expanding its design to cover 

this larger target population. For example, in parallel to the standard business regis-

tration currently promoted by the IFC and others, BER could also include improved 

identity registration systems, without user fees, for individuals. Likewise, facilitating 

start-up procedures should go hand in hand with increasing the perceived (and, 

presumably, actual) benefi ts to the BoP of formality. For example, to attract subsis-

tence informals to these registration services they could be bundled with other social 

services or traditional practices.6 Experimentation should be encouraged to supply 

 6 One extremé yet very common form of informality is the lack of a legal identifi cation card (or 
number). Without it opening a bank account, get a driver’s license, participating in government pro-
grams or even attending school can be denied. As an example of the service bundling mentioned 
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these registration services through trustworthy local intermediaries.7 Special efforts 

should be made to minimize the adverse consequences of formal registration.

This last twist highlights another lacuna. Successful compliance from the IE 

requires they have information about the benefi ts of formality. This may seem obvious 

but it is surprising how many government programs in developing countries fail to 

communicate with their intended benefi ciaries. In Sierra Leone, “lack of information 

is the single most important deterrent to acquiring a business license—ahead of costs 

and inconvenience” while in Tanzania, “only a tiny fraction of the [IE workers] know 

anything about the myriad schemes and projects designed to assist them”.8

Financial informality. Informal fi rms have a propensity to stay small, which 

limits their ability to raise funds from banks. This is because, on the one hand, the 

fi xed cost of placing and managing such small loans tend to make them uneconomi-

cal while, on the other hand, many microenterprises are either intimidated or igno-

rant of how to access bank credit, were it available. In this environment, informal 

fi nance mechanisms and microfi nance institutions have fl ourished, especially since 

small enterprises fi nd unduly risky the excessive collateral requirements by banks 

facing little competitive pressure.9 Studies on Asia and Africa, for example, have 

found that three-fourths to seven-eighths of the IE rely on informal fi nance.10 The 

success of microfi nance in expanding fi nance opportunities to the BoP has led to 

a deluge of donors jumping onto the bandwagon. Having incorporated the social 

and organizational mechanisms that have sustained informal fi nance, microfi nance 

providers have basically become formal institutions like banks but with clients who 

are informal groups of borrowers from the BoP. Strangely, however, few countries 

have embarked on the regulatory reforms necessary to reduce distortions such a two-

tiered system often leads to. 

Some banks have tried to link up with informal fi nance11 “organizations”. 

Examples of these efforts include savings accounts for savings clubs, self-help-group 

onlending, adapting ROSCAs to be mutual guarantee associations, bank accounts for 

money collectors, and moneylender onlending.12 Banks have also experimented with 

in the text, in many countries, health workers in the vaccination programs in poor communities can 
register each child they vaccinate (ADB 2005); 

 7 For example, might outsourcing the partial or entire registration process to local chiefs, certifi ed 
community organizations, local stores, banks, and other places where people engage in economic 
activities be feasible?

 8 FIAS (2006, p. 40) and King (1995, p. 191), respectively, as quoted in Kenyon (2007).
 9 My own fi eld work in many countries has convinced me that it is the risk of losing collateral and not 

usurious interest rates that choke off microenterprise and household borrowing. 
10 Aliber (2002; 42).
11 “Informal fi nance mechanisms are as diverse as they are ubiquitous, including institutions such as rotat-

ing savings and credit associations (ROSCAs), accumulating savings and credit associations (ASCAs), 
informal money lending, loan brokers, and burial societies, to name a few.” (Aliber 2002; 1).

12 Aliber (2002; 39).
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some of the methods that underpin informal fi nance and microfi nance, such as the 

use of daily deposit collectors. The results of these initiatives have been mixed and 

appear not to have signifi cantly changed the fi nancial picture for the IE.13 

Facilitating the creation of non-bank lending options (e.g., microfi nance, coop-

eratives) may have had some paradoxical consequences on the effects of BER efforts 

to extend the benefi ts of formality downward. First, this is because microfi nance is 

explicitly designed to serve clients in the IE and is a substitute for bank fi nancing, 

which requires being formal. It is not clear how BER can encourage banks to provide 

these services, which often focus on self-help and fi nancial education. Second, 

since the single most important factor contributing to good fi nancial performance of 

groups is if the group perceives that the funds are sourced locally (e.g., from local 

community savings),14 this suggests that the more effi ciently the bank intermediates 

(draws on outside funds) the worse will be its group lending performance. Lastly, 

as informal fi nance evolves to take on formal aspects (e.g., impersonalized transac-

tions), it has been found that men begin to run the very businesses that started out 

as woman-based and, in so doing, show a preference for lending more to men than 

to women.15 Still, BER can also be designed to proactively neutralize the gender bias 

in formal fi nancial institutions.

With these caveats, the effect of any fi nancial sector reform reaching down to 

smaller fi rms (and households) in the IE would likely be greater if coupled with land 

titling, since this would provide prospective borrowers in the IE with more collateral 

with which to approach formal lenders. Moreover, to the extent this provides more 

funding to the IE the latter may be better able to increase its capital-intensity, poten-

tially facilitating the structural transformation toward manufacturing, so critical for 

raising per capita income. Since formal sector lenders are more active in urban areas, 

this may also affect the locational distribution of the IE.

Finally, an important reform measure would be to increase the competitiveness 

of the banking sector. This should lead banks to seek out additional market niches, 

one being lending to the more dynamic small fi rms in the IE, who require the fre-

quency of access, reliability, and product services that informal fi nance providers 

cannot offer. This increase in competition might also lead to innovations of fi nancial 

products targeted to small fi rms, though clearly donor technical assistance in this 

regard would be a plus. Together these policies should increase the benefi ts of for-

mality and thus reduce the size of the IE.

13 Aliber (2002; 41).
14 Bennett et al. (1996).
15 Aliber (2002; 45).
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Asset informality.16 In principle, the goal here is to “institutional[ize] an effi -

cient property rights governance system that systematically and massively brings the 

extralegal economy into the formal economy and that ensures that it remains easily 

accessible to all citizens.” Among the tasks here for which more emphasis is required 

include promoting an inclusive property rights system that will automatically recog-

nize real and immoveable property bought by men as the co-property of their wives 

or common law partners, as well as clear and equitable inheritance rules.

Judicial informality. The reality is that the vast majority of the world’s poor rely 

on non-state, informal justice systems. Hence, if the objective of BER is to ensure 

access to justice for all business activity, then it cannot simply focus on forcing all 

dispute resolution through formal channels. This requires a four-pronged strategy. 

First, BER must reduce the transaction costs and remedy the market failures entailed 

in using formal channels of justice and it must increase the fairness of the system’s 

outcomes as perceived by the poor. This entails pursuing legal simplifi cation, stan-

dardization, and legal literacy campaigns targeting the poor. The goal is to create 

a neutral, predictable, formal dispute resolution alternative for the poor in order to 

encourage a climate for fair settlements in the shadow of law.

Other measures of support in this area include (i) stronger legal aid systems 

and expanded legal service cadres with paralegals and law students, in part by 

gradually liberalizing the market for legal services and by reducing regulatory entry 

barriers; and (ii) structural reform enabling formation of peer groups (for self-help 

strategies) and community-based groups to pool legal risks as well as strengthening 

information-sharing networks to facilitate disseminating legal information.

Second, BER should consider how to strengthen and raise the quality of custom-

ary and traditional governance methods. This does not mean deferring the process of 

providing all economically active members of society with a formal legal identity.

Third and simultaneously, a strategy should be developed containing integration 

and convergence paths to the formal system. This would include combining formal 

or tacit recognition of the informal justice system with education campaigns that 

promote its evolution (e.g., toward limits on practices that perpetuate the subordina-

tion of women) and to structure the relationship between state and non-state systems. 

This allows the informal system to provide an effi cient means of resolving private 

disputes, but the formal system to be used for very high stakes for the individual (e.g., 

criminal cases), when the legal claim produces public goods (such as general deter-

rence or legal reform), and when fundamental public values are implicated. 

16 Empowerment-related recommendations are adapted from CLEP (2008a; p. 60).
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Note that implementing these BER strategies are in addition to engaging in the 

other essential components of judicial reform not targeting informality, namely, to 

increase the effi ciency and reliability of commercial courts (and other offi cial dispute 

resolution mechanisms) for all fi rms.

Fourth, addressing the justice system requires improving access to bureaucratic 

justice, an area often directly addressed by BER.17 Regarding public administration 

reforms, these include reforms that improve external monitoring and also structural 

reforms. The latter focuses on improving bureaucratic adjudication and grievance pro-

cedures; expanding public participation in administrative decision-making; pursuing 

civil service reform to expand opportunities for performance incentives in govern-

ment administration; and increasing decentralization and addressing redundancy in 

bureaucratic services to improve effi ciency and combat corruption. Regarding admin-

istrative law reforms, these include an expansion of freedom of information laws, 

impact statement requirements, and whistleblower protections, as well as appropriate 

but limited judicial review of administrative action.

Regulatory process informality.18 The need for greater use of guillotine and regu-

latory impact assessment approaches has already been mentioned. Note that amnes-

ties related to regulatory noncompliance are only feasible regarding payment of fi nes 

and compensation for past damages; the fi xed costs of compliance would not be. The 

latter must be addressed by tailoring regulations to a fi rm’s potential for harm (which 

is usually legislated by industrial sector and fi rm size).

At the other end, participation of and consultation with IE fi rms, including those 

at the BoP, need to become part of the reform process. As discussed below, this may 

require fi rst supporting NGO efforts to organize some of the IE’s larger sectors. Like-

wise, SNGs should be approached to determine where regulations have hampered 

informal-formal BoP ventures.

Labor (employee) informality. The challenge here is to balance the needs of 

worker welfare with those of economic growth. Some countries have legislated rich-

country benefi t schemes which are simply unaffordable and therefore lead to cor-

ruption and shadow growth. More pragmatic approaches have tackled the issue by 

applying a rising stepped schedule of labor regulations as fi rm size increases.19

Consider, therefore, scaling back labor laws impeding the hiring and fi ring of 

workers or increasing the costs of doing so in order to allow more fl exible contract-

ing, while strengthening labor laws that protect essential rights (e.g., OSH, ILO Core 

17 This paragraph draws on CLEP (2008b; p. 57).
18 A set of DFID/FIAS papers are forthcoming on this subject.
19 Unfortunately, this also can create perverse incentives. “Anecdotal evidence suggests that Indian 

manufacturers often set up several plants instead of a single large one to get around labor laws.” This 
has prevented them from reaping economies of scale. (Devarajan and Ahmed 2007 )
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Labor Standards).20 Moreover, rather than simply increasing the enforcement of these 

labor rights at formal enterprises, proactive measures should also be taken to extend 

these rights to workers in the IE.21 Critical in this regard would be a parallel public 

information campaign reaching rural as well as urban areas on the applicability of 

these rights to all salaried workers—and regardless of their own legal status or that 

of their employers.

Tax informality. The higher the tax rates the greater is the incentive to evade 

and produce in the shadow. This is a particular problem for the larger quasi-formal 

enterprises, which recall can be both private as well as state-owned. On the other 

hand, higher taxes can pay for higher quality public services, many of which are more 

economically provided by government. This observation may be linked to one study’s 

interpretation of fi ndings that tax levels can be inversely correlated to the size of the 

shadow economy.22 This, the study reasons, suggests it is not tax levels but unpre-

dictable and arbitrary tax administration, volatility, and corruption that are the major 

deterrent to formalization. Note also that since tax evasion can put a fi rm at a competi-

tive advantage, there is a coordination failure that the government creates when there 

is weak tax administration. 

While this report urges relatively more emphasis on the benefi ts side, it is true 

that increasing the benefi ts of formality may not have much of an impact for larger 

fi rms. In the case of state enterprises, this is due to the fact that the shadow comes 

from theft and fraud (resulting from political corruption and weak management). In 

the case of the private sector, the bigger the fi rm and the larger the share of foreign 

ownership, the less it can risk being caught operating in the shadow; its immovable 

assets are too valuable and can be impounded. This may not prevent fi rms with both 

input and output trading relationships with foreign fi rms from engaging in such acts 

of tax avoidance as transfer pricing. Still, the greater are the perceived fairness and 

consistency of the system of revenue raising and the more equitable and effi cient are 

government expenditures, the greater is the fi scal system’s legitimacy and, hence, tax 

morality. Achieving the latter actually increases tax yields with lower enforcement 

and collection costs.

Product informality. Donors can help to fund a regulatory review to assess 

whether standards are set so that their expected social benefi ts exceed costs. Likewise, 

20 “Core Labor Standards” include freedom of association and the “effective recognition of the right to 
collective bargaining”, freedom from forced labor, the “effective abolition of child labor”, and nondis-
crimination in employment. Whether these should include putting in place social protection mecha-
nisms, however, is another question.

21 The degree to which this might level this aspect of the playing fi eld for formal and informal fi rms will 
depend on how workers will be able to bring purported infringements to the attention of a govern-
ment agency without potentially incurring non-compliance penalties themselves due to their informal 
status, or at least the fear of incurring them (given workers’ likely ignorance of the law in the fi rst 
place).

22 USAID (2005; p. 15).
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priorities should be set: capital market constraints mean that fi rms may not be able 

to improve compliance across the board. 

BER that addresses the other areas of informality should ultimately help to 

expand market opportunities. This should encourage the appearance of middlemen 

in distribution and marketing. They are at the point in the value chain where product 

standards can be most economically imposed (so that middlemen demand higher 

production quality from suppliers). Ultimately, improvements will only become sus-

tainable if indigenously demanded. Therefore, public awareness campaigns should 

be part of a government’s strategy. In the food sector, for example, agricultural exten-

sion and related technical assistance can be provided by donors under the condition 

that public awareness campaigns are in place. 

Energy informality. Household energy production by burning wood is det-

rimental to the environment (from deforestation and gashouse gas releases) and 

to health (from inhaling SO2). Small enterprise own generation of electricity is 

ineffi cient, reducing competitiveness. While clearly these are rational responses to 

the lack of infrastructure, there are some actions which can still help here. Most 

important is developing a national energy strategy and one that addresses the IE. 

Such a policy should be based on detailed surveys, consultation with the IE, and 

an eye to emerging technologies. In addition to infrastructure planning, among 

the components to consider are expanding efforts to implement block pricing.23 

Another, where market size permits, is to privatize electricity generation (but not 

the grid).24 Among the technologies to consider are biofuels and the use of the 

newly emerging low-cost and effi cient solar panel technologies. Each of these 

components requires the right BE and so has implications for BER.

3.2  How Should BER Address Informality in Firms that are 
Rural, Owned by Women, or Within Specifi c Sectors?

Frequently, the need for BER on the IE is not uniform but gender, region, or sector 

specifi c.

Gender-oriented reforms. Without doubt among the most important BERs to 

address informal business activities by women would include promulgating laws 

and statutes to create gender neutrality in ownership rights. These would include 

23 This involves a tariff schedule in which consumers of low levels of energy pay a lower unit price (and 
one below long-run average cost) than consumers of high levels of energy. Hence, the latter subsidize 
the former to ensure cost recovery. 

24 “Many smaller African countries have found themselves in fi nancial diffi culty with privately run 
monopolies (often at least partly foreign owned) due to (i) lack of economies of scale in production; 
(ii) “dubious” promises and representations by incoming investor; and/or (iii) poor public/private 
management of relations and investments.” (Dorsati Madani, private communication, June 2009.)
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requiring joint titling, establishment of common property statutes, and laws obli-

gating equitable inheritance. Recognizing the inevitable gap between de jure and 

de facto law, the ILO believes implementation would be strengthened by estab-

lishing a compliance unit to constantly monitor gender issues and follow up on 

enforcement.25 The relevance of such an authority would be itself strengthened 

by the presence of effective women’s associations (see below). Some experts, 

however, worry that this would simply increase bureaucracy,26 though there are 

precedents: BER in some countries already establishes commissions to ensure 

compliance with competition regulation. 

As many case studies now confi rm, an important part of creating the political will 

to pass gender-oriented BER as well as of supporting its implementation is through 

“organizing low-income women entrepreneurs into local membership-based orga-

nizations in order to ensure the sustainability of targeted interventions in support 

of their enterprises and appropriate changes in the [business] climate.”27 Since such 

organizations tend to “[combine] organizing and advocacy strategies . . . with a full 

range of economic and social services . . .” they not only increase the effectiveness 

of the BER but extend its reach deeper into the fabric of society by “support[ing] the 

linkages between women’s lives and their work.28 Hence, support for the formation 

and strengthening of women’s associations should be considered as part of a BER 

package that aims to include the informal economy. In addition to technical assistance, 

competitively allocated grants to women’s entrepreneur associations should also be 

considered.29

Finally, praise must be given to the recent efforts of The Economist Intelligence 

Unit (EUI), in collaboration with the World Bank and IFC, to develop “the Women’s 

Economic Opportunity Index, a new measurement of employment potential and entre-

preneurship for women across more than 100 countries. The index will be comprised 

of approximately 30–35 indicators divided across six thematic categories: Labour 

rights and legislation; Credit and fi nance; Education, training and business knowl-

edge; Tax laws; Social customs and traditions, and General business environment.”30 

With this indicator, for the fi rst time donors, practitioners, and governments alike 

will be able to assess and compare more objectively country performance—and 

progress—in the area of gender equality in the BE. Moreover, the rich degree of its 

sub-indicators will help pinpoint policy and implementation weaknesses for reform.

25 CLEP (2008a).
26 Dorsati Madani of the World Bank’s Investment Climate Department being one (private communica-

tion, June 2009).
27 Chen et al. (2003; 36).
28 Chen et al. (2003; 34).
29 Of course, reinforcing equality educations in schools is paramount (D. Madani, op cit.). Perhaps a 

more radical suggestion would be to include basic business skills as part of this education.
30 EIU (2009; fi rst page, unnumbered).
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Rural-oriented reforms. The rural sector, almost by defi nition with its greater geo-

graphic extent and lower population density, not only is subject to higher marketing 

and distribution costs but also higher transaction costs of formality. Government offi ces 

involved in regulatory and fi scal compliance tend to be far away and the rural sector’s 

lower incomes mean that offi cial fees are regressive. Likewise, access to public and 

private services—among the benefi ts of formality—is less available. Hence, incentives 

for the fi nancial sector and increased budgets for the judicial agencies would need to 

be considered to better service this group if it is to decide that formality is worth it.

Rather than repeating the impact of each BER on rural informals, it is worth iden-

tifying several reforms in the area of property rights that should be pursued. These 

include legalizing guidelines for forced relocation, including fair compensation; rec-

ognizing a variety of land tenure, including customary rights, indigenous peoples’ 

rights, group rights, certifi cates, etc., including their standardization and integration 

of these practices into the legal system;31 and carrying out state land audits with fi nd-

ings published to discourage illegal taking possession of public land.32

BER should consider creating rental markets for land and real property, since 

leasehold tenure can be insecure or there may be restrictions constraining land 

leasing, which are underdeveloped in many countries. The idea is to facilitate renting 

so as to improve access to land by those remaining in the rural sector. Likewise, more 

robust and transparent guarantees should strengthen the position of slum dwellers in 

rental arrangements and protect them from arbitrary eviction.33

Sector-oriented reforms. There are a host of sector-specifi c BERs discussed in 

the report. Among these include actions to support street entrepreneurs, artisanal 

miners, and textile workers. Curiously, these show that often local laws and regula-

tory enforcement on informals can run contrary to central government development 

(anti-poverty) and economic growth policies.

3.3  How Can a Donor Support Be Reforms that 
Encourage Formality? 

Here the donor’s “Hippocratic oath” is nicely put by Sida: “Appropriate policy frame-

works and strategies aimed at the informal economy should be developed without 

hampering the potential of the informal economy for job creation and economic 

growth.”34 With this in mind, the recommendations in the report identify three areas 

31 Importantly, CLEP associates the property rights of indigenous peoples with the issues of intellectual 
property and recommends strengthening protection of traditional cultural expressions, traditional 
knowledge, and genetic resources against misappropriation and misuse.

32 List is adapted from CLEP (2008a; p. 60).
33 CLEP (2008b; p. 105).
34 Becker (2004; 34).
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in which donors can productively support BER that encourages formality. These 

include assistance in development planning, direct technical assistance and funding 

of BER, and support for complementary reforms outside of the ambit of BER but 

synergistic with it. 

3.3.1 Support for development planning

By now it will be clear that the effectiveness of BER depends on a host of parallel 

efforts including security and stabilization; non-BERs in banking, trade and invest-

ment, and public enterprise and privatization; macroeconomic stabilization policies; 

and even infrastructure investment. This is a tall order since ultimately a government 

(and donor) has only a limited amount of reform capacity and funding. Hence, having 

a realistic development plan—and feasible and ongoing process to update and monitor 

it—is, therefore, essential to avoid squandering what is available on ineffective and 

even counterproductive efforts. 

Support for a strategy. Too many governments do not understand that a strat-

egy is a limited set of objectives together with dedicated resources and identifi ed 

constraints. As a result, development strategies have excessively long lists of “pri-

orities”. This is inimical to successful strategy. Likewise, such strategies tend to say 

little  concrete about their funding. Often they appear as unfunded mandates, which 

again is not conducive to successful implementation.

Support creation of a planning process. Helping the host country put together a 

development planning process would not just include involving the relevant minis-

tries and supporting agencies. It would also include creating buy-in from the main 

international donors and creating a public participation process to enlist contribu-

tions from non-government organizations.

Support for effi cient funding. All too often donor cooperation is an oxymo-

ron. Donors compete with each other for recipient attention with predictably unsat-

isfactory results. The government becomes overwhelmed with donor compliance 

requirements and the ministries then have little time to carry out their own activities. 

Aid becomes supply driven and often loses its legitimacy. An alternative is to corral 

donors into supporting the creation of a development plan and funding it through a 

development (trust) fund whose disbursement is driven by the plan and effi ciency 

rather than donor-country agendas.

Support education. This would be done on several levels. First, better data collec-

tion (including by gender) and analysis capacity must occur so that policy makers are 

not driving blind. This would include developing indicators for each policy objective. 

Second, the government should be educated on the role of the IE, how it fi ts into a 

country’s development, and that it is not a sector that is per se something to eradi-

cate on sight through purely more and better enforcement. It should be considered 
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a barometer of the quality of government. Moreover, the government agencies must 

have their mentalities modifi ed so that they see that they are there to facilitate business 

opportunities for all, not to act as policemen (or rent-extracting gatekeepers!). Third, 

donors should stress the importance and creation of a strategic communications plan. 

Such a plan would provide the overarching framework to guide the development of 

media-, region-, and even demographically specifi c public information campaigns. 

These campaigns would have the objectives of strengthening the legitimacy of reform 

efforts, encouraging public (civil society) participation, and on teaching civic respon-

sibilities. Fourth, donors can encourage more rigorous evaluation of BERs.

3.3.2 Directly supporting BER

At the level of direct support for BER there are still a number of more and less tan-

gible areas of assistance that donors may support. 

Concrete actions. If donors adopt the policy that fairness and poverty allevia-

tion count equally with economic growth (especially when short-term), then they 

need to help the government understand the importance of ensuring that BER also 

serves the poor and not just its dynamic segments which have the greatest potential 

to contribute to growth. While Section 3.1 provides several examples of such reforms, 

a legal identifi cation number is surely among the most critical. Another would be col-

lateral registries that are accessible with low fi nancial and transaction costs. Peasants 

and urban street entrepreneurs alike use moveable property as means of production. 

To the extent that this type of property is held securely and can be used to access 

credit to create and grow businesses, the poor will have increased opportunities. 

Collateralizing moveable and intangible (business skills and informational schemes) 

property by creating a moveable and intangible registry can play an important role 

in a nation’s development strategy.

Assuming that donors are willing to consider BERs that improve the benefi ts side 

of the formality ledger, they could assist recipient governments in allocating their 

efforts and funds better among cost-reducing and benefi t-expanding BERs to achieve 

a more satisfactory level of informality. Some may object to any level of informality 

greater than zero being “optimal”. However, for the reasons stated in the text, when 

enforcing a regulation on a business subgroup results in net social costs, then turning 

a blind eye to some level of noncompliance in the short run will raise social welfare. 

In this case, as noncompliance expands to other subgroups, social welfare will rise 

by smaller and smaller amounts. At the point where further increases in noncompli-

ance yield no further increase in social welfare, then the total level of noncompliance 

may be called “optimal.” Of course, the long-run objective should be to improve 

regulations, lower their associated transaction costs, and focus them where net social 

returns are positive. As an example, consider the case of Mongolia where thousands 

of artisanal informal miners were in violation of environmental regulations (drafted 
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to apply to large international mining conglomerates), which they would need to 

comply with if formal.35 A government campaign to impose the environmental regu-

lations on these informals would either lead to excessive levels of remediation or 

unemployment. Until the environmental code was changed to refl ect the case of 

artisanal mining, some level of non-compliance was socially benefi cial.

Despite a plethora of economic indicators, donors should consider funding the 

collection of additional indicators to allow governments, citizens, and donors alike to 

compare and even track the nature, causes, and evolution of informality. One set of 

indicators could measure the degree to which the poor in the IE are able to exploit 

their assets and knowledge to generate sustainable income streams. A second set 

could capture perceptions of the components of the formalization decision, as sug-

gested by the fi rst column of Table 3.3. A third set could measure the quality of the 

actual benefi ts listed in the second half of the fi rst column of Table 3.3. A fourth set 

could encompass SNG performance along each of the dimensions of BER reform; 

these would be similar in nature to the Doing Business series, only at the SNG level.36 

In this latter case, such efforts might not only increase government accountability 

but at the margin also increase the willingness to formalize since “evidence suggests 

that compliance rates go up when businesses know what they are getting in return 

for their payments”.37

Another area of attraction, particularly for smaller fi rms, is the provision of 

BDS and creating government funded (though not necessarily provided) up-to-date 

market information services. These may be tied into expanded statistical data col-

lection activities. For example, such information could relate to domestic demand 

conditions in non-local markets (say where a country is large or comprises multiple 

islands) and international prices (to strengthen the position of subsistence farmers 

and micro-enterprises when negotiating with middlemen). It could also relate to the 

prices of inputs. Information efforts could also feed into investment and trade pro-

motion efforts by providing input and capital goods transaction price information in 

hard-to-service localities in order to stimulate greater supply.

Policy considerations. There are several policy considerations that donors could 

bring to the attention of reforming governments. First, fairness and legitimacy of 

reform have an important role in its effectiveness and sustainability. Donors should, 

therefore, design and implement reforms that not only reduce the costs of formal-

ity but also lead to results that are perceived as fair and legitimate. This requires 

a participatory process of designing and implementing reform that is perceived as 

35 Of course informals were also obligated to comply with the environmental code but, by becoming 
formal, they appear on the regulator’s “screen” and greatly the risk of detection.

36 See the discussion of inter-jurisdictional competition in Section 4.2 for applications with SNG 
indicators.

37 OECD (2006; 33).
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legitimate: laws must be anchored in existing values, customs, and structures. Public 

participation and legitimacy also increase the benefi ciary’s stake in the results which 

strengthens sustainability. To augment and leverage public participation, education, 

training, and public relations components need to accompany the reform process. 

This is especially the case with reforms whose de facto implementation requires 

signifi cant cultural or political evolution. This means promoting incremental change 

while encouraging the process to continue toward the long-term goals.

It is revealing to note that, while each fi rm makes a decision on formality, its deci-

sion will also depend on the actions of others. For example, if weak regulatory and 

fi scal enforcement leads its competitors to evade taxes and be non-compliant with 

regulations then paying taxes and complying with regulations will raise the fi rm’s 

costs with regard to its competitors and potentially force it out of business. This has 

been confi rmed in fi eld studies.38 This has led some analysts to propose institutional 

solutions to address this “coordination” problem, an example being business associa-

tions that make the benefi ts of membership dependent on compliance.39 

Finally, donors can continue their efforts to make the links between BE and the IE 

clearer to local policy makers. Examples include (i) too-high food standards can lead to 

a large informal supply; (ii) poor intellectual property policy can lead to informal pro-

vision of substandard products; (iii) high import barriers can shift supply from formal 

manufacturers to informal smugglers; (iv) water subsidies and ineffi cient government 

supply lead to sub-standard informal water supplies at high prices; and (v) onerous or 

costly business registration and licensing reduce new formal FDI entrants.40

3.3.3  Complementary policies to increase BER effectiveness 
in the presence of informality

There are other reform strategies which affect the BER effectiveness and the formal-

ity decision but are not covered by BER initiatives. Some of these are meant to level 

the playing fi eld between formal and informal fi rms that compete with each other 

by forcing each sector to internalize the social costs of their actions. Part of the idea 

here is to balance the direct funding of the social safety net between government and 

the private sector in such a way as to achieve appropriately feasible social objectives 

at the least cost, taking account that placing too much onus on the private sector 

reduces its incentive to grow, pay taxes, and employ workers. This in turns lowers 

government revenues to meet its share of social obligations and may even throw 

more workers onto public support.

Perhaps the area with greatest potential in this regard relates to increasing the 

benefi ts of formality. Such areas as more secure property ownership, a safer work 

38 See Alevy and Zinnes (2005).
39 Kenyon (2007).
40 These latter examples are from Palmade (2005).
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environment, greater availability to low-cost alternative mediation and dispute reso-

lution, easier access to fi nance have already been addressed. The literature also 

emphasizes the importance of greater investment in primary and secondary educa-

tion and vocational training, as well as the legal empowerment of women. Other 

areas that have been shown to increase productivity and hence increase the pool of 

potentially dynamic entrepreneurs relate to the expansion of low-cost health clinics 

and more inclusive approaches to social protection and social security (delinked 

from the employment relationship). Most of these reform efforts have been consid-

ered the domain of poverty alleviation policy. Yet as the paper argues such reforms 

can also improve the BE for informal business and, therefore, may be considered 

complementary to BER. One might even ask whether some of the social protection 

benefi ts should be withheld from those who refuse to register. While, below, this 

paper counsels more research, one would imagine a two-part answer. First, this 

would probably not be wise since the positive externalities of such benefi ts are likely 

to far exceed the social benefi ts of formalization. Second, it would probably be better 

to encourage formalization by providing a simpler, quicker, and cheaper registration 

process, on the one hand, and by improving the quality of those business services 

that formality avails (e.g., commercial courts, asset registries, an effi cient customs 

authority, public utilities).

Decentralization and devolution can also affect the size and characteristics of 

the IE by acting to reallocate regulatory responsibilities to lower levels that are closer 

to the economic unit of regulatory interest. From the regulatory perspective, the 

rationale for such reforms is that greater familiarity with local conditions will aid 

the regulator to monitor more effectively and to design better compliance schedules. 

Equally, the transaction costs of public participation (and therefore the expected ben-

efi ts) are much lower for businesses when key laws and statutes are promulgated and 

enforced at the local level. This is the cornerstone of democracy. Bringing account-

ability down to the local level therefore, can increase the pressure on SNG to improve 

its performance—and improving the fi scal and regulatory quality of the local BE, in 

particular. Moreover, all of the above improvements are likely to increase the confi -

dence of informals in the value of becoming formal. Finally, while decentralization 

carries its own risks, the emerging consensus is that in the medium run these are 

lower than maintaining a unitary state.41

While decentralization and devolution may be considered as a type of verti-

cal reorganization, civil service reform and executive branch rationalization may 

be considered a type of horizontal reorganization. Civil service reform, which 

often raises both the capabilities as well as the salaries of government offi cials, is 

designed to improve professionalism and thereby reduce corruption and the time 

and effort required of fi rms in their regulatory and administrative interactions with 

41 Bahl (2008).
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government agencies. Among the objectives of executive branch rationalization is to 

resolve confl icts of jurisdictional overlap within and across ministries. This serves to 

make the application of regulation more uniform, consistent and predictable. Again, 

these reforms reduce the risks, corruption, and time and effort required of fi rms in 

their regulatory and administrative interactions with government agencies. 

In general, donors should encourage governments to promulgate and enforce 

laws that enshrine the fundamental principles and rights at work (under international 

labor standards),42 especially freedom of association and collective bargaining. While 

this may seem counterintuitive, it has been found that “[i]t is almost impossible to 

formalize unorganized informal [economy] enterprises. The best approach is to work 

through existing informal organizations.” 43 Primary among these are informal busi-

ness associations (e.g., women’s self-help groups), whose institutional strengthening, 

in any event, brings multiple benefi ts.44 These organizations are different from the 

national trade associations, which are dominated by a small number of larger fi rms, 

particularly in manufacturing, a situation which discourages micro and small enter-

prises from wanting to participate in them.

More subtlely, donors should be able to increase the effectiveness of BER in 

addressing the IE by using modern monitoring and evaluation (M&E) techniques to 

develop a better understanding how the design and implementation of their proj-

ects affect outcomes. While donors have always engaged in “policy research”, until 

recently donors and governments alike have shown little institutional interest in 

determining whether outcomes can be rigorously attributed to their interventions 

(despite much lip service historically to the contrary).45 Motivations for this change 

of heart come from (i) an emerging consensus that the local context of BER and the 

demand and participation of informals for it are critical to success, (ii) frustration 

related to the mediocre success rate (and sustainability) of the standard one-size-fi ts-

all formalization reforms of the past,46 (iii) the need to show effectiveness to their 

funders (generally the taxpayer) in an age of tightening budgets and, as a result, the 

greater importance of pilots—and their careful assessment—prior to scaling up inter-

ventions nationally, (iv) the growing appreciation of indicator-based approaches47 

and, (v) the urgency of addressing poverty in a world of fragile states. 

42 See Footnote 99 on ILO Core Labor Standards.
43 Kenyon (2007).
44 ILO (2005).
45 See Espina and Zinnes (2003) for a treatment of this issue. 
46 This may sound harsh. The statement primarily refers to the programs to formalize fi rms, not to the 

great progress made in red tape analysis and improving the business and investment environment of 
formal fi rms. For a critique of aid to date see Easterley (2006) and Espina and Zinnes (2003).

47 For example, the Doing Business Indicators seem to have taken on a central role in IFC and World 
Bank projects. 
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Several M&E methods have been used such as fi elding international teams to 

qualitatively interview stakeholders, collecting before-and-after indicators for either 

non-statistical (and sometimes contractual) targeting or non-experimental statistical 

analysis, and using quasi-experimental or randomized impact assessment (RIA),48 

presumptuously referred to as the “gold standard” of evaluation.49 Given the persua-

siveness with which RIA advocates have argued for the use of this potentially power-

ful tool as the default method,50 more and more donors have begun to use it.51 While 

greater use of rigorous in-project evaluation is surely called for, the literature is clear 

that no one method dominates.52 Outcome attribution does require the application 

of rigorous statistical methods, the choice of which depends on the nature of the 

intervention and its political feasibility. Monitoring, on the other hand, just requires 

data collection for indicators. Scaling up and replication of an intervention to other 

sets of initial conditions require substantial supplementing of quantitative techniques 

with qualitative fi eld assessments as appropriate.53 Unlike many indicators used to 

date, however, project-level M&E requires indicators to be independently set (i.e., 

not by the agents who would have an incentive to make them slack variables) and 

to be “ungameable” (there should be no short cuts to affect them) and salient (only 

addressing project objectives should infl uence them).

3.4  What Institutions are the Most Appropriate 
Program Partners?

This question should be evaluated from both the recipient country’s as well as the 

donor’s side. 

The donor’s side. Many of the changes that can lead to sustained improvements 

require incremental reforms since they operate close to the cultural level. This means 

48 Among the other appellations for RIA are randomized control trials, randomized fi eld trials and some-
times just impact evaluation. Quasi-experimental methods use statistical techniques to compensate 
for selection biases and other threats to internal validity in a randomized trial. These methods are also 
used in the case of “natural experiments” in which an intervention was made outside the evaluator’s 
control, either by nature (e.g., a natural disaster) or by another agent (e.g., a previous government 
policy).

49 Roughly, in RIA the intervention (“treatment”) is randomly assigned to part of the target population 
and the average effect on a set of outcome indicators of the intervention for a random sample from 
the treated group is later compared to the values of the same outcome indicators for a random sample 
from the non-treated (the counterfactual or “control”) group. The difference is then attributed to the 
intervention.

50 For example, Dufl o and Kremer (2005) and Banerjee (2007). 
51 The MCC and the Gates Foundation are particularly active in this regard. 
52 Given the stridency of “randomistas” the literature has hit back on the limits to and even dangers of 

using RIA. See Ravillion (2008) for a review of this literature.
53 In general, even when an RIA application overcomes selection bias, contamination issues, and mea-

surement biases, it is typically impractical to implement it in such a way as to achieve signifi cant 
external validity. Hence, assessing a project’s implications for scaling up and replication require using 
additional quantitative and qualitative methods.
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that a long-term strategy should be developed and that a similarly long-run perspec-

tive is required of donor initiatives. Some donors are better at this than others. Some 

countries and donors are experimenting with multi-donor-fi nanced development 

funds in this regard.54 This would be a major step forward and should be pursued.

A thornier issue relates to donor cooperation itself, which experience suggests 

leaves much room for improvement. The DCED and its BEWG appear to be exceptions  

to the rule, but in fact shed light on it. When a donor, operating in a country, discov-

ers another donor there with complementary interests, a win-win opportunity would 

seem to exist for collaboration and cooperation. Informal work groups are often 

even established with this in mind. Unfortunately, each donor’s program process, 

pipelines, and budgeting are on different cycles and with different demands and 

constituencies. This makes it hard for all but the shortest collaborations to work well. 

On the other hand, where a program is created by a dedicated temporary multi-donor 

organization, such as the DCED, the GEF, the institutional calculus and incentives 

change and longer-term joint activities become feasible. Donors have fi nally come 

to publically recognize that this donor dynamic should be taken into account when 

considering among donor institutions what the most appropriate program partners 

are. The key initiative in this regard is the Pars Declaration on Aid Effectiveness.55 

The agreement, signed by almost 100 countries, insightfully identifi es key areas of 

aid coordination and harmonization for donors and partner countries to address so 

as to increase the effectiveness of development assistance. It also establishes a series 

of indicators with targets for 2010, permitting countries remarkable fl exibility to meet 

them within their own institutional constraints (though no penalties are included for 

countries missing targets).

Finally, it is important to note that the totality of donor funds worldwide is simply 

insuffi cient to pay for all the BERs in all the countries that need them. Hence, it is 

imperative for donors to engage “demonstration” reforms from which other coun-

tries can learn and choose from. As will be seen in Section 4.2, many opportuni-

ties remain for experimentation and innovation in the fi eld of BER. Past experience 

suggests that bilateral donors are more willing than multilaterals to engage in such 

learning activities.56 

The recipient’s side. Prior to examining this aspect of the question being 

posed, some caveats are in order. First, an explicit fi nding of this report is the 

inappropriateness of one-size-fi ts-all policy implementations. Hence, while several 

recommendations can be made regarding host country program partners, they 

must be evaluated on a country-by-country basis and adapted. Second, donors 

54 See Section 3.3 for a discussion of this type of intervention.
55 OECD (2005).
56 Collier (2002).
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must be careful not to create incentives such that reform is supply-driven by 

those who benefi t from program spending (both donor and recipient organiza-

tion employees, for example); they must create indigenous sustainable demand, 

economically and politically, if BER is to be legitimized. One approach here is 

to design programs to be performance-based; another is to utilize project design 

and implementation mechanisms that are genuine collaborations with the actual 

groups of targeted benefi ciaries (thereby sidelining the “acquisitive” central gov-

ernment level).57 Third, massive informational asymmetries exist between the 

donor and central government, on the one hand, and the realities and nuances 

on the ground, on the other. This necessitates the collaborative participation 

of local partners. These are potentially of three types: non-governmental civil 

society organizations, sub-national governments, and territorial units of central 

government agencies. As program partners each of these offers certain benefi ts—

but presents certain risks. Whichever local partners are picked, the greater is the 

local buy-in desired and the more idiosyncratic are the skills the partner needs to 

acquire then the greater is the need to provide convincing expectations of long-

term funding. As discussed above, those can pose problems for some donors.

These caveats should provide some general guidelines as a donor contemplates its 

program partner options. To these it is possible to add some more specifi c concerns.

One danger that seems to take on many guises as reform is contemplated and 

the donor seeks program partners relates to what one might call the “fox in the hen-

house”. This syndrome manifests itself when a donor assigns functions to a program 

partner that result in a confl ict of interest. One classic situation is where a service 

provider (broadly defi ned) is also asked to be responsible for its own oversight. In 

countries with signifi cant informal economies, government institutions simply do not 

have the administrative capabilities to enforce the “Chinese walls” required to avoid 

such confl icts.

To ensure the long-term momentum of BER that includes the interests of the IE, 

it is hard to overstate the importance of creating and supporting civil society organi-

zations representing various benefi ciary groups which then have the opportunity to 

participate in advocacy and public regulatory proceedings.58 This strategy empowers 

the constituencies who “win” from the reforms. These organizations in turn provide 

the government’s reformers with political cover as well as the valuable ground-level 

information so necessary for successful implementation. These groups can also be 

among the donor’s program partners for monitoring the implementation of BER. For 

these reasons, one of the reforms proposed in Section 3.1 (see “judicial informality”) 

57 Examples of past practice are community-driven development schemes and the MCC’s practice of 
having compacts developed through sector-level, public-private forums.

58 See, for example, Dyce (2006) and Rinehart (2004).
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is to protect the right to form peer groups and community and sectoral associations. 

Likewise, Section 3.2 recognizes the key role of women’s associations in promoting 

BER and ensuring implementation of a more gender-neutral BE.

The strategy of organizational empowerment can present signifi cant challenges, 

however. First, experience shows that when donors create NGOs, the latter are not 

generally sustainable without continued donor fi nancing. Second, there can be a 

tradeoff when members are of very different size. For example, while a benefi t of 

formality is that it affords greater access to trade associations and public participa-

tory forums. However, in practice, trade associations are often dominated by a very 

few of the largest fi rms, whose interests they support. Likewise, few micro or small 

enterprises have any interest or time to participate in public forums (which, anyway, 

are often far away from them).
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This array of policy recommendations has raised as many questions as it has answered. 

While donors have shown much innovation in addressing informality, there is still 

no consensus treatment. Given the diversity of the IE, this is perhaps to be expected. 

While Section 3 lays out a host of recommendations, much remains to be understood 

about the interactions between the IE and BER. Section 4.1 summarizes a number 

of these. Complementing the recommendations of Section 3, this paper ends by 

identifying a set of additional opportunities that are at best underemphasized in the 

literature and that deserve greater attention.

4.1 Outstanding Issues

At the most general level, the report points out the profusion of terms to describe 

the IE and laments the challenges this has created when trying to compare fi ndings 

in literature. The DCED adopts the term, “informal economy” (which the economics 

literature does not, however, associate with formal fi rms) and expands it to cover 

the full gamut of unrecorded (otherwise legal) activity targeted by BER.1 This report 

argues that while it is fi ne to adopt this term, the DCED should consider using “infor-

mal economy” as the general term and then specifi c terms for each of its subgroups 

(as defi ned by their different behaviors and often different policy requirements).2 

1 This is the term that the ILO (and, therefore, offi cially, its 180 member-states) has chosen to use. 
OECD statistics uses “unobserved economy”. See Enste and Schneider (2000) and Eilat and Zinnes 
(2002) for examples of the term in the economics literature.

2 Examples of activities that the literature would not consider informal are under-reporting by medium 
and large enterprises (including state-owned), monitoring and compliance inadequacies by the fi scal 
and regulatory authorities, and measurement errors by the national statistics agency.

4
Outstanding Issues and 

Opportunities
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Unresolved is the question of whether the defi nition of BE should remain 

as above (DCED 2008) or potentially be expanded to include complementary 

policy areas that the analysis found would enhance the effectiveness of existing 

BER instruments. Among such policies would be some of those pursuing forms 

of economic “empowerment,” which can be more proactive than the standard set 

of BER instruments, which operate through passively strengthening the business 

enabling environment. These more proactive policies raise some thorny policy 

questions, such as what the DCED’s stand should be on the degree of human 

rights a government should provide (or aim to guarantee) for a given level of 

development.

Beyond these semantics, it is also worth mentioning some representative issues 

that remain unresolved for each of the questions discussed in Section 2 and 3. 

Why do fi rms choose informality over formality? While this report has drawn 

on case studies to address this question, there is very little rigorous, quantitative 

evidence by informality subgroup on the relative importance of weaknesses in 

particular areas of the BE that inhibit formalization. Likewise, from the perspec-

tives of government expenditure and implementation feasibility, rigorous empirical 

evidence is lacking on when benefi t-side improvements should take precedence 

over the cost-side focus of more standard BER. This leads to two needs. Can a 

survey instrument to assess which side would be more important to the formality 

decision of each sub group be developed? Can a comparative cost manual to aid 

government in deciding which side would be more economical to address fi rst be 

developed?

Since the net costs to formality often grab the attention, it is easy to forget that 

business is fi rst and foremost about risk and uncertainty.3 To what extent does the 

unpredictability of the formal regulatory environment lead subsistence entrepreneurs 

and households, who have a high degree of risk aversion, to remain informal? As a 

fi rst step in reform, this variance may be easier to reduce than bringing down the 

average costs.

What areas of BE require further attention? Since this question is examined in 

depth elsewhere,4 below is a list of just those areas for which the answer and inter-

vention effi cacy may vary by informality subgroup and by region:

(i) To what extent should the benefi ts side of BER include elements of labor 

and business rights as specifi ed in the Fundamental Principles and Rights 

at Work and the Decent Work Agenda? 

3 The difference between these is that entrepreneurs hold subjective probabilities on the former but not 
on the latter. 

4 For example, DCED (2008).
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 (ii)  To what degree should particular benefi ts of formality be offered to 

informals if doing so would contribute to economic growth, or should the 

benefi ts be withheld as an incentive to becoming formal?

 (iii)  How can and should standard BER be complemented with support 

for traditional and customary governance mechanisms, especially for 

informality in the justice sector?

 (iv)  What is the most effective sequencing of reforms? How does context 

impact the sequencing of reforms? Many reforms “are time consuming 

and hard to predict in their fi nal outcome due to political contingencies. 

Should governments, therefore, fi rst design the most urgent policy 

measures needed to improve the property access and security for the 

poor, and then to assess if the legal basis for the measures is suffi cient? 

If this is the case, it might be more effi cient to seek improvement within 

a given legal framework. In many cases, however, the implementation of 

pro-poor property rights, especially for customary owners and women, 

requires legal (statutory or customary) or even constitutional reform.

 (v)  For each type of regulation and level of administrative capability, to how 

small a fi rm should such regulations and registration apply? And how 

does the government optimize the cost-benefi t decision for this?

 (vi)  What aspects if any of social protection for informal entrepreneurs should 

be added into the BE service bundle? What guidance can be provided 

concerning the right balance between improving worker employment 

conditions and increasing private sector competitiveness?

 (vii)  Can the cost-effectiveness of micro-business incentives (including 

government procurement, tax rebates, and subsidies) in encouraging 

formalization and increasing economic growth of the dynamic segment of 

unoffi cial enterprises be tested?

 (viii)  Might it be cheaper and quicker to reduce unpredictability of the 

regulatory and fi scal areas discouraging formality as a fi rst step to 

reducing the average costs themselves?

Women, rural zones, and specifi c sectors. Concerning informal women entrepre-

neurs, it would be interesting to know the potential effectiveness of (i) strategic com-

munication alternatives in expediting a society’s readiness to confer formal business 

rights to women and (ii) competitively allocated grants to women entrepreneurship 

associations. Concerning rural areas, confl icts often revolve around land ownership 

and use. Such confl icts both reduce current income-generating activities as well as dis-

courage investment. While this would seem to demand standard BER, recent literature 

argues that for some contexts near-term reform should strengthen informal customary 
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arrangements on land ownership and use rather than incurring the expense and time 

of a formal cadastre. This approach would likely give greater power to lower levels 

of government. To what degree should BER encourage decentralization given that 

sub-national governments have even weaker institutional capacity than the central 

government? Concerning the sectors having signifi cant numbers of microenterprises 

(transport, textiles, mining, street operators), to what extent should the policy of 

stricter regulatory enforcement (supply-side policy) be substituted or complemented 

by OSH information campaigns and by proactive organizing of informals into legally 

recognized associations (demand-side policy)?5 

BER impact on economic growth and poverty. There seems to be an emerging 

agreement in the BEWG that formality itself should not be the objective of BER 

but economic growth and poverty alleviation. If this is the case then is a two-track 

approach required?6 One track would place a greater emphasis on social protections 

and ensuring that simpler versions of formal services reach the poor, that is, focus 

more on the benefi ts side of the ledger; the other track would pursue more standard 

BER (which the adjustments implied by the recommendations in this report), that 

is, focus more on reducing the costs of formality so as to address the quasi-formal 

enterprises and unoffi cial but dynamic smaller SMEs. If such a two-track approach is 

taken, is it affordable?

While research has demonstrated that BER can reduce informality, neither the 

link nor the direction of causality between informality and economic growth and 

poverty alleviation has been proven empirically—though theory and much circum-

stantial experience suggest they are linked.7 Of course at some level scholars believe 

there is causal link, only that it is rather complex (depending inter alia on income 

level, culture, economic structure, policy mix, quality of infrastructure) and, in prin-

ciple, very hard to rigorous pin down econometrically.8 The strength in the short- and 

long-run and even sign of the correlation of the relationship are not constant over 

time.9 Moreover, comprehensive and cross-country-compatible data on the IE for such 

analysis are lacking.10 Might the BEWG want to fund a study to macro-econometrically 

test the conditions under which economic growth and changes in the size of the IE 

are causally related?

How donors can support BER that reduces barriers to formality. Since some areas 

of potential support are implicit in the issues raised in this section above, they are not 

 5 See Dyce (2006) DCED paper for details.
 6 OECD (2006) also recommends this two-track approach.
 7 See OECD (2006), USAID (2005; p. 4), Welsh (2005)’s DCED Cairo Conference paper.
 8 See OECD (2006) for a more detailed explanation of this conundrum.
 9 In the TREs, Eilat and Zinnes (2002) found the IE and economic growth to swing from pro-cyclic to 

counter-cyclic, depending on whether economic growth was increasing or decreasing.
10 One happy exception is Ingram et al. (2007).
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repeated here. Among the diverse issues to consider include considering the scope 

for several initiatives raised in the text. First, what is the scope for creating templates 

for BER-oriented development strategies, plans, and multilateral funding mecha-

nisms? Second, what is the scope for increasing the use of strategic communication 

and information campaigns to expedite changes in preferences and increase the 

level of knowledge-based decision making? These approaches can also be used to 

raise the empowerment of women in business. A related strategy here is to increase 

empowerment through the support of peer group and community organizations as 

well as trade associations.

Next, there seems to be a possible inconsistency in the DCED papers taken as 

a whole. On the one hand they urge the use of “international best practice”. On 

the other hand, they urge donors to “develop the most effi cient and realistic solu-

tions.” The problem here is that the latter requires some experimentation through 

pilots, while the former focuses on tried-and-true past interventions. Resolving this 

friction is further impeded because the institutional incentives within the donor 

agencies themselves have not historically been conducive to much premeditated 

innovation. Thus, this raises the question as to whether some “BER” might be appro-

priate taking place within the donor organizations so that some experimentation 

is deemed acceptable. A solution here is to reward some level of responsible risk 

taking by donor staff. For example, if an innovation is introduced into an otherwise 

accepted best practice and it is implemented fi rst as a pilot using rigorous prospec-

tive evaluation, then even if unsuccessful, concrete learning has occurred that can 

benefi t all donors’ interventions in that area.

This report has argued that a crusade to register all informal businesses and 

enforce their regulatory and fi scal compliance is unlikely to be cost-effective or even 

desirable, assuming it were feasible. The underlying regulatory, administrative, and 

fi scal institutions must fi rst warrant the faith that enterprises would need to have in 

them. In short, forcing informals to formalize when formal institutions are dysfunc-

tional and corrupt is a recipe to make them even more ineffi cient and impoverished. 

Instead, what scope is there to augment standard BER with legal reforms that 

lead to economic empowerment of the poor? Economically empowering those in 

the IE would lead them to increase their economic activity and take advantage 

of their varied assets to invest in income generating activities. This would increase 

their economic stake in the system and in turn lead them to incrementally—and 

voluntarily—increase their participation in the various dimensions of formality they 

deem necessary as they seek out ways to protect their gains and expand their oppor-

tunities. As discussed in Section 2.1.4, the result would be “aphasic formalization”.

This alternative strategy would also offer a country some additional conver-

gent pathways to full formality by allowing it to build upon its rich landscape of 
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customary and traditional methods of governance (appropriately strengthened with 

donor assistance) as an intermediate adaptive step. A focus on reducing informality 

per se would prevent such context-driven reform, and the legitimacy it confers. Of 

course, this approach is not without its dangers since these original methods of 

governance did not evolve to promote impersonal exchange, the motor of modern 

markets. Likewise, the question remains on how standard BER should be modifi ed 

to ensure fair commercial transactions between informal enterprises and formal 

fi rms under such a two-tiered system.

Appropriate institutions for donors. What is the scope for multi-donor-fi nanced 

development funds as a source of supporting a long-term BER path? 

Perhaps the most diffi cult challenge for a donor is self-reform. This report argues 

that many of the innovations required to reach an optimal level of informality require 

experimentation. This is doubly so because the diversity of countries and subgroups 

of informality make an effective one-size-fi ts-all approach to BER unachievable.

This paper has underscored the importance of involving civil society for success-

ful BER. Yet how does one empower the civil society organizations to become part-

ners in reform, raising reform’s legitimacy, without making them dependent on donor 

funding, which reduces their local legitimacy? Similarly, how does a donor disburse 

directly to local NGOs when the government sees itself as the counterpart?

4.2 Outstanding Opportunities

Broadly, this paper mirrors the OECD and recommends a two-track IE approach: 

improve livelihoods within the IE and encourage formalization.11 As is now clear, 

most of the outstanding issues just described simultaneously point to opportunities 

for further policy analysis, project redesign, or fi eld pilots. These include designing 

BERs (i) not just to address areas of informality but also to target subgroups of infor-

mality; (ii) to infl uence the informality decision by expanding the benefi ts side—

including elements in support of social protection; and (iii) to collect and analyze 

more survey data (especially across countries) by subgroup, gender, and location. In 

addition to these recurrent themes, there are other opportunities that merit highlight-

ing since they have great potential for future BER effectiveness. 

Harnessing inter-jurisdictional competition. This report has advocated a strategy 

of creating broad-based constituencies for BER through dissemination of informa-

tion, training, and empowerment of peer groups. This permits intervention designers 

to draw on the enhanced local knowledge of the benefi ciaries and to enhance the 

11 OECD (2006; 31). Chapter 1 of this source also contains a good list of concrete actions to remove 
barriers to formalization.
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legitimacy of BER. This strategy can be made yet more successful by embedding it 

into a class of aid delivery mechanisms that harness the power of incentives through 

competitive institutional arrangements.12 Called prospective inter-jurisdictional com-

petition, this class of incentive designs has shown great potential in stimulating BER.

As understood in the literature, IJC often occurs naturally as municipalities, states, 

and even countries compete in a tacit, decentralized way to attract business and new 

citizens with high human or fi nancial capital.13 Some have feared that such competi-

tion creates a “race to the bottom” as regulation and taxes are weakened in an effort 

to win business. Yet more recently another use of jurisdictional competition—one 

based on certifi cation—has developed that encourages a “race to the top”. Examples 

of this sort of competition are those based on the World Bank’s Doing Business indi-

cators as well as indicators from Transparency International, and The Heritage Foun-

dation. It is but a small step to imagine organizing such competition more formally 

into an explicitly designed “game” among SNGs within a country using sub-national 

BE indicators to identify winners and donor assistance and fi nancing for “prizes”. 

Here SNGs would voluntarily compete by implementing BER to improve their BE 

over a predefi ned time period. The winners would be those whose BE indicators 

were the highest (or, alternatively, showed the greatest increase). 

In fact, there is no need to imagine this innovation. There are dozens of exam-

ples already extant, running from simple “certifi cation” programs right through to 

complex tournaments.14 The World Bank has organized tournaments among (sets of 

fi fteen) regions in Russia, villages in Senegal, and kecamatans in Indonesia. USAID 

has organized these among municipalities in Romania and municipalities in Hondu-

ras. It is also used in public fi nance by governments in the guise of revenue sharing 

performance-based grant systems.15 Perhaps the most famous, albeit at the country 

level, is the Millennium Challenge Corporation’s (MCC) competition for “eligibility”. 

Here, winners—of which there are many—receive hundreds of millions of dollars 

for projects of their choice.

It is easy to see why these applications have been successful. Not only do they 

galvanize local interest and energy to exercise new BER, but they also serve to allo-

cate development assistance to those who reveal through their actions are able to 

use it. The result is more effective and sustainable outcomes. These competitions are 

explicitly designed to stimulate collective action, attenuate elector opportunism, and 

forge an alignment of incentives among private sector, civil society, and government 

12 Kikeri, et al. (2006) at the DCED Bangkok conference makes a similar recommendation.
13 See Oates (2002).
14 An example of a certifi cation is the “Awards for Excellence in Business Reform in Asia”, which the 

DCED funded. See Zinnes (2009b) for a rich array of case studies (including one analogous to the 
DCED example) and for a detailed analysis of how they work.

15 See Steffenson and Larsen (2005).
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actors to reduce red tape and improve governance. “Winners” are determined based 

on scores on a set of purpose-built, “second generation governance indicators”. The 

mechanism increases the effectiveness of donor assistance by avoiding adverse selec-

tion in that only localities that are serious about reform will be willing to bear the 

costs of participation. Moreover, the competition leads localities to create a consensus 

among diverse groups to rise above petty interests and engage in real reform to the 

benefi t of all parties. Finally, donor funds are leveraged since a limited amount of 

rewards stimulates a large number of reforms. 

While no type of intervention is without risks, analysis of donor applications 

using IJC mechanisms has found that the degree of their success critically depends 

on choosing a design that sets up the right incentives (e.g., those aligned with the 

BER), developing salient and ungameable indicators of performance, and setting 

motivating targets (in the case of certifi cation mechanisms).16 While the literature 

contains no examples of “horror-story” applications, it does contain examples of inef-

fective ones primarily due to the use of inadequate (or non-salient) awards or indi-

cators based on pre-competition rather than post-competition scores. Finally, there 

are examples that some would consider downsides to these approaches. First, these 

mechanisms are not always appropriate. For example, they should not be used when 

BER is to be implemented in just one or a few jurisdictions,17 when it is not possible 

to construct a level playing fi eld, and where there is no local enthusiasm to “play”. 

Second, a donor will need time to build up expertise on how to design and imple-

ment these. Third, due to the fi xed costs of design and the benefi ts of developing 

a reputation (the donor as an honest referee/payer and the participants as effective 

users of the technical assistance provided), in many cases it is cost-effective to run 

“repeated games”, something that a donor’s programming or budget may not allow. 

Finally, some donors may feel uncomfortable giving participants such a free hand in 

reform (just as donors used to feel uncomfortable with market-based mechanisms).

Based on the evident success of this mechanism for stimulating local-level de 

jure BER as well as for its de facto implementation, this report urges the BEWG to 

consider sponsoring the development of a template or model program for using the 

prospective IJC incentive mechanism to carry out informality-reducing BER.18 Such 

templates should fi rst be fi eld tested through a series of pilot applications in perhaps 

16 Thus, for example, neither the Transparency International corruption indicators nor many of the 
Doing Business indicators would be salient in a SNG or other sub-national IJC since the competing 
jurisdictions would not be able to affect nation-level scores (or interested in doing so). Again, see 
Zinnes (2009b) for a full discussion, together with extended case-study examples, of how to design 
successful IJCs and avoid the pitfalls.

17 For example, they are inappropriate, if applied in just one country, to stimulate changes in national 
legislation (though the MCC uses them for cross-country tournaments to do just that!). Once, promul-
gated, they are perfect for encouraging the de facto implementation of a new law.

18 Of course, as the examples in Zinnes (2009b) illustrates, prospective IJC designs are equally suitable 
for standard BER currently implemented by the IFC and others.
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three countries. By reducing an application’s design costs and by providing informal-

ity specifi c country demonstrations, the availability of such templates would be of 

great service to donors and reforming-country governments to use to expedite and 

improve the performance of their BER efforts.

Mixed business ventures. Over the last few years practitioners focusing on the 

“base of the economic pyramid” (BoP) have begun to realize that a particular type of 

business venture carried out as a collaboration between IE businesses and an (often 

foreign) formal fi rm has proven quite successful and, better yet, appears to have 

much potential.19 Designed to align the incentives of formal fi rms seeking profi ts with 

those of the recipient community seeking socio-economic benefi ts, these ventures 

are based on the principles of “co-creation,” “external participation,” and “patient 

innovation”, among others.20 Annex 1 provides an extensive list of examples covering 

many countries and sectors. As is seen, BoP ventures attack development from the 

bottom up while BER may be considered a more top-down approach.

In a related vein, practitioners have also observed that consumers typically have 

less choice in developing countries. “Goods and services targeted at the middle market 

are missing,” e.g., the poor “can . . . buy either very expensive, high-quality goods [as] 

found in rich countries or cheap, low-quality goods . . . from informal enterprises—

often, without full knowledge of the hazards and risks”.21 According to McKinsey, 

“[t]he small and midsize businesses that might develop products to meet the needs 

of middle-market consumers are mostly informal, lacking the ability and incentives to 

fi ll the gap.”22 Mixed BoP ventures have begun to test this market with appropriately 

developed—and often completely new—products, as Annex 1 illustrates.

Given the success of these novel mixed ventures, not to mention the appeal 

of harnessing the international private sector as a partner in alleviating poverty, 

the question is whether such ventures constitute an opportunity for BER and, if 

so, what role the latter can play to facilitate their formation and sustainability. For 

example, such ventures often form collaborations with a community NGO and the 

local government and need to overcome regulatory lacunae in the local business 

environment, missing infrastructure, and illiterate local labor (whom the investors 

then often train). Might the DCED develop guidelines on how an existing agency 

19 Prahalad, C. K., and A. Hammond (2002).
20 According to London (2007) co-creation requires that “those at the BoP [be] active participants in 

the conceptualization of the business model and the design of any technological solutions,” external 
participation implies that “the catalyst for a business venture . . . is external to the current base-of-
the-pyramid market environment,” and patient innovation requires that the external investor in “the 
venture has a long-term orientation and the patience to scale [up only in the long-term in order to 
start generating a return, if and when] . . . the business model has demonstrated success”.

21 Other examples include “super safe pasteurized milk or raw milk, luxurious dwellings or shanties, 
expensive modern shopping malls or tiny mom-and-pop shops, [and] expensive Western cars or 
motorcycles and bicycles”. (Farrell 2004).

22 Op. cit.
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within a country (perhaps the one-stop shops, where they exist) can provide support 

to these collaborations, for example, e.g., by providing special training funds for the 

participating informals and support to the respective local government to secure 

regulatory completions, modifi cations, or exemptions? Based on such guidelines, 

donors could offer to train staff at the one-stop shops (or other empowered agency) 

on addressing the special needs of BoP ventures, rather than risking that the agency 

staff will insist that the informal partners fi rst become formal prior to the collabora-

tion receiving assistance.23 After all, such ventures by defi nition create large positive 

externalities and, by integrating the participating informals into formal market chan-

nels, these ventures give the informals a stake in the system and encourage them to 

want to become formal. 

Mainstreaming rigorous project evaluation Given the lack of clarity with regard 

to how to handle informality (as confi rmed by the list of outstanding issues, above) 

and the need for greater innovation in tackling it, it is essential that donors undertake 

concrete efforts to rigorously evaluate their BER activities aimed at reducing infor-

mality.24 Donor experience suggests that rigorous evaluation only adds between 5–10 

percent to the cost of a project (with bigger projects being on the lower end). Hence, 

the DCED should consider encouraging its donor members to add a prospective 

evaluation component to their BER projects.25 Rigorous evaluation not only helps a 

government avoid mistakes and donors to replicate verifi ed successes, but it offers a 

chance to identify negative as well as positive lessons. This means that interventions 

lacking successful outcomes need no longer be viewed as “failures”; their evaluation 

teaches implementers why an intervention based on the best available past informa-

tion and practice was unsuccessful. Once such benefi ts are recognized, this should 

lead to greater experimentation—and, therefore, innovation—by project designers.26 

Finally, generally overlooked in the literature is the positive impact on project design-

ers of having more tangible objectives to achieve and on implementer incentives of 

knowing that the outcome of their actions will be assessed.27

For examples of rigorous evaluation as applied to the IE, two opportunities 

presented above need to be considered. Given the number of SNGs that would par-

ticipate, an ideally suited application for RIA would be to test the effectiveness of 

23 The DCED Cairo Conference also made similar policy recommendations (e.g., Welsh 2005).
24 This recommendation is supported in principle by the Paris Declaration on Aid Effectiveness (OECD 

2005).
25 By prospective is meant the evaluation objectives and methods are conceived and built into the 

project during the latter’s design phase. Integration of the evaluation generally substantially affects 
the resulting project design.

26 Here experimentation is used in the sense of trying out new ideas and approaches, not in the RIA 
sense of having treatment and control groups.

27 See Zinnes (2009b) for a discussion of this. 
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prospective IJC to encourage formalization.28 This can be done in conjunction with 

a BER implementation or as a means to stimulate (exercise) informals to take advan-

tage of previous BER efforts. In either case, awards can be issued, say in the form of 

additional SME services, to those jurisdictions that show the greatest improvement 

in formalization over an announced period.29 Likewise, six indicators have been 

 proposed to measure the impact of BoP ventures.30 These could be used as part of 

an evaluation of these initiatives.

Due to the large number of BER applications expected in the foreseeable future 

and the opportunity cost in terms of the benefi ts of other interventions foregone as 

a result, the DCED should consider (i) developing guidelines for donors on when a 

project may be exempted from rigorous M&E, (ii) recommending member agencies 

to use staff incentives to encourage their project designers to take greater advantage 

of newly available methodologies,31 and (iii) funding the writing of a manual to 

advise BER project designers on what project evaluation techniques are most suit-

able for each of the types of BERs in their toolkits and should provide examples in 

each of the informality areas discussed in this paper.

28 Ditto.
29 The less level is the playing fi eld (i.e., the greater the variation of jurisdictional informal economy 

characteristics), the more care that must be exercised in establishing award criteria that stimulate the 
broadest based participation without creating perverse incentives (e.g., illegally coerced formaliza-
tion). A simpler formulation would be to run (say) annual competitions in which the best performing 
SNGs get certifi ed (and national advertisement) as a better place to do business. See the Romania case 
study in Zinnes (2009b) for details.

30 London (2007).
31 This has already begun, with many donors and NGOs alike having sent their staff to MIT’s J-PAL 

laboratory on project evaluation.
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Case studies prepared for the growing inclusive markets initiative

Case Description

A to Z Textiles (Tanzania) Production of long-lasting insecticide-treated bed nets

Amanco (Mexico) Integrated irrigation solutions for small-scale farmers

Amanz’abantu (South Africa) Supplying water through smart card technology

ANZ Bank (Fiji) Mobile fi nancial products and services

Aspen Pharmacare (South Africa) Manufacturing affordable generic antiretroviral drugs

Association of Private Water Operators 
(Uganda)

Public-private partnership to provide water in small 
towns

Barclays’ Susu Collectors Initiative 
(Ghana)

Providing microfi nance services through traditional Susu 
collection

Cashew Production (Guinea) Partnership aimed at reviving the cashew industry

Celtel (Dem. Rep. Congo) Mobile communication and mobile banking in a postwar 
economy

Coco Technologies (Philippines) Production of geotextiles from coconut husk waste

Construmex (Mexico / United States) Cash-to-asset remittance transfer services

Danone (Poland) Affordable and highly nutritious milk porridge for 
malnourished children

Denmor Garments (Guyana) Production of high quality garments for export

DTC Tyczyn (Poland) District telephone cooperative

Edu-Loan (South Africa) Loans for fi nancing superior studies

Fair Trade Cotton (Mali) Collaborative platform for sourcing fair trade cotton

Forus Bank (Russia) Financial services for low-income entrepreneurs

Huatai (China) Wood-pulp production for paper industry

Integrated Tamale Food Company 
(Ghana)

Outgrower scheme for sourcing organic mangoes

Juan Valdez (Colombia) Coffee fair trade chain directly linking producers, 
businesses and consumers

Annex 1: Examples of BoP Ventures
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Case Description

K-Rep Bank (Kenya) Microfi nance products and services

Lafarge (Indonesia) Rebuilding cement-based houses and businesses in post-
tsunami areas

LYDEC (Morocco) Supplying water and electricity to shanty towns

Manila Water Company (Philippines) Connecting low-income households to the piped water 
system

Mibanco (Peru) Microfi nance products and services

Money Express (Senegal) Remittance transfer services

M-PESA (Kenya) Mobile banking services

Mt Plaisir Estate Hotel (Trinidad and 
Tobago)

Ecotourism-based self-sustaining community

Narayana Hrudayalaya (India) Affordable cardiac health care

Natura (Brazil) Production of perfume essences from local vegetal 
biodiversity

Nedbank and RMB/FirstRand (South 
Africa)

Financial products targeted at the low-income housing 
market

New Tirupur Area Development Corp. 
Ltd. (India)

Water supply to industries, households and slums

PEC Luban (Poland) Straw-based heat generation

Pesinet (Mali / Senegal) Early warning method for monitoring children’s health

Petstar (Mexico) Waste management services in poor rural communities

Procter & Gamble (Cross-regions) Affordable purifi er of water sachets

Rajawali (Indonesia) Business partnership between taxi company and poor 
drivers

RiteMed (Philippines) Generic drugs production and distribution

Rural Electrifi cation (Mali) Rural companies installing and managing electricity 
generating systems

Sadia (Brazil) Sustainable swine production through biodigester 
technology

Sanofi -aventis (Sub-Saharan Africa) Providing drugs in partnership to fi ght sleeping sickness

SEKEM (Egypt) Organic agriculture production coupled with social and 
cultural activities

SIWA (Egypt) Ecotourism business based on local community 
specifi cities

Smart (Philippines) Mobile telecom products and services for low-income 
and overseas communities

Sulabh (India) Low-cost, clean and innovative sanitation systems

The HealthStore Foundation (Kenya) Health microfranchises

Tiviski Dairy (Mauritania) Camel dairy sourcing from nomadic herders

Tsinghua Tongfang (THTF) (China) Affordable computers for rural users

VidaGás (Mozambique) Supply of liquefi ed petroleum gas

Votorantim Celulose e Papel (Brazil) Eucalyptus plantation for pulp and paper industry

Case studies prepared for the growing inclusive markets initiative (continued)

Adapted from UNDP (2008; ix).



The Donor Committee for Enterprise Development is 
a gathering of many of the funding and inter-governmental 
agencies working for sustainable poverty alleviation through 
development of “the private sector”—the businesses, small 
and large, that provide the bulk of employment and prosperity 
worldwide. It was established informally in 1979, when its 
fi rst members met at a meeting convened by the World Bank. 
Until 2005, the Committee was known as the “Committee of 
Donor Agencies for Small Enterprise Development”.

Sustainable development can only be driven, in the long term, 
by a dynamic private sector; and external agencies can only 
contribute to that dynamism if their efforts are coordinated. In 
the quest for harmonisation and effectiveness, the Committee 
therefore works on:

•  defi ning best practice in priority themes, in 
participatory ways;

•  disseminating best practice and successful 
experiences between countries;

•  increasing capacity of development practitioners
to improve their effectiveness.

This technical focus contributes to realisation of the Paris 
Declaration on Aid Effectiveness, which aims to ensure 
that “donors’ actions are more harmonised, transparent and 
collectively effective”. 

In addition, the Committee, through its annual meetings and 
smaller groups set up to tackle specifi c issues, provides an 
opportunity for staff of member agencies to get to know 
their peers, and expand their networks, in a constructive and 
positive atmosphere.

For more information, please visit the Committee’s website, 
at www.Enterprise-Development.org, and the inter-agency 
   databases that it operates,    at www.Business-Environment.org 
and www.Value-Chains.org
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