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ENTREPRENEURSHIP IN THE INFORMAL ECONOMY 
Dr. Mario B. Curatolo 
 
This paper will discuss the role of entrepreneurship in the 
informal economy. Emphasis will be placed on outlining 
the general view that entrepreneurship does not exist 
outside the confines of formality. In this context, the 
concept of formality will be challenged as a way of 
narrowing down the definition of entrepreneurship itself. 
By confining the development of an entrepreneurial 
spirit to a set of formal bureaucratic rules and 
regulations, the administration fails to account for the 
multiple ways in which, the entrepreneurial spirt of 
individuals manifests its capacity to contribute (in a 
different… non formal manner) to the growth of national 
product not only in developing but also in developed 
countries. This paper will show how the entrepreneurial 
spirit of informal entrepreneurs in different economic 
sectors, has contributed to create wealth without 
resorting to delinquent activities. Operating in the 
informal sector is, in many cases, not a choice, but, a 
necessity. The formal limitations imposed by States on 
their business actors, end up excluding the contribution 
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of many potential businessmen and limiting the country’s 
economic growth, to the productive capacity of a few 
formal firms. These firms which tow the draconian line of 
formality, are those recognized as the real productive 
units worthy of protection and support by society, while, 
the ones failing to tow the line of formality (regardless of 
their reasons), are stigmatized and persecuted as 
enemies of society and denied any recognition of their 
contribution to the economy. 

A glance of the economy of countries in all continents, 
shows how the entrepreneurial spirit of people, defies 
the formal reality of their economies, proving that an 
alternative path to growth and wealth creation, through 
the informal sector, is not only possible but real. 

 

 

The entrepreneurial spirit has normally been associated 
with the creation and management of “formal” 
businesses. This means that economic activity has been 
conditioned by the definition of “the proper way” of 
creating and conducting businesses. This proper way of 
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doing business, has to do with a formal/official definition 
of business that constrains all potential entrepreneurs to 
follow. Business reality is then reduced to a bureaucratic 
interpretation which leaves out a universe of business 
options which, because of their non-formal nature, are 
criminalized and excluded from participating and 
contributing to the economy in many countries. 

The formal economy represents a set of norms, 
regulations and costs that firms intending to operate 
within it must fulfill. Many of these imposed norms and 
regulations, however, have little economic and business 
sense, responding, to bureaucratic and administrative 
legitimation drives more than to any type of functional 
business logic. Ishengoma and Kappel (2006).   

As developing countries seek to redistribute wealth 
through a centralized economic system as a way to 
manage their economy, the logic of promoting and 
stimulating businesses through the market, becomes not 
only less common but more alien to economic policy 
makers. Stimulating the development of business 
opportunities that do not respond to market needs, 
policy makers in developing countries, “put the cart 
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before the horse” by favoring no-productive type of 
activities and businesses as opposed to productive ones. 

However, the formal exclusion of these potentially 
productive businesses does not mean their 
disappearance as productive actors, but simply, their 
migration into informality. As these excluded 
entrepreneurs are pushed away from the formal sector, 
they undertake their productive activities in the context 
of informality. This, results in a dynamic economic 
adjustment between a shrinking formal sector, incapable 
of responding to market demand and a growing informal 
sector ready to step in to satisfy the growing business 
opportunities left by a smaller formal business sector.  It 
is in this window of opportunity, that businesses, in the 
informal sector, show their true entrepreneurial spirit 
and capacity to create economic activity and wealth. 
Charmes, J. 2000. De Soto H. 2000. 

Working in the informal sector, is by no means easy, 
since it demands from entrepreneurs, a great deal of 
assertiveness, proactiveness and business instinct to 
overcome the hostility and opposition of a formal 
business sector. Chen, M.A. 2005.  Being an informal 
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business, cuts you out from the traditional sources of 
financial help and support, forcing you to finance your 
business with loans from family and friends and in many 
cases, resort to usurer lenders. In either case, the 
informal business’ capacity to grow and develop, suffers 
from undercapitalization or excessive financial costs. The 
final effect is a delay in the achievement of the optimum 
business size and the consequent inefficient utilization of 
scarce resources. The tax evasion component associated 
with informality, is only a partial mitigating effect in the 
informal businesses drive to discover their true operating 
costs. Informal businesses can escape paying direct taxes 
due to the general incompetence and lack of resources 
many developing nations suffer from. Evading direct 
taxes however, comports paying bribes that guarantee 
informal businesses that the administration turns a blind 
eye on their activities, and thus, allow them to safely 
maintain a low-profile business status.  This low profile 
business status, however, conditions their capacity to 
undertake standard promotional strategies limiting their 
capacity to grow. The gains from informality, are 
therefore, not really that high if we consider that 
Informal businesses are excluded from tax breaks, 
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financial helps and subsidies open only to formal sector 
firms. This “discrimination” not only increases, 
comparatively, the operating costs of informal 
businesses, but reduces their actual competitive 
capacity.  

It is in this context, that the informal activity undergoes a 
“push-pull effect” which leads informal entrepreneurs to 
value their opportunity cost of remaining informal versus 
becoming formal businesses. The final choice is 
determined by the cost of informality relative to that of 
formality. This means that firms will only “formalize” 
when the market conditions improve to such an extent 
that continuing to operate in the informal sector, 
becomes relatively more expensive and therefore less 
attractive than formalizing their business activity. de Soto 
(1989). 

The push effect towards formalization normally takes 
place when the forgone market opportunities generated 
by being informal, more than outweigh the benefits 
derived from informality. The push effect towards 
formality has to compensate the pull effect to 
become/remain informal. de Soto (1989). This has led the 
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administration in many countries, where the informal 
sector represents an important part of the total 
economic activity, to relax bureaucratic norms and 
regulations in an effort to reduce the opportunity costs 
of formality and induce informal businesses to formalize. 
The extent of these incentives, materialize in many 
instances, in general amnesties which seek to wipe the 
slate clean and pass the accounts. 

General amnesties, however, have not solved the basic 
economic problem created by the generalization of 
informal activities. They have only formalized the official 
legitimation of informal businesses by making “bygones…  
bygones” without changing the essence of the state’s 
official relationship with the informal business sector of 
the economy. In fact, if we look at the structure of 
developed and underdeveloped economies, we find that 
the activities of the informal economy represent a 
growing important proportion of their total economic 
activity. In Africa, for example, the informal economy 
represent 60% of the total economic activity, in Latin-
America, 40% of total economic activity is generated by 
the informal sector, in Asia the informal sector is 
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responsible for 50% of total economic activity. Charmes, J. 

2000. Even in developed economies, the informal sector´s 
contribution to the total economic activity cannot be 
ignored as it represents between 8 and 20% their total 
economic activity. The ILO (International Labor 
Organization) claims that there is a rising proportion of 
the total labor force in Africa, Asia and Latin America 
who is working in the informal sector. 
http://www.ita.doc.gov/td/industry/OTEA/jobs/index.html [15 Sept 

2009]. For the ILO, more than 60% of the total labor force 
in these three continents, work, directly or indirectly, in 
the informal sector. The informal sector has come to 
represent, in the 20th century, between 30 and 45% of 
the GNP of countries in three continents. de Soto, H. 1989 
Committee on Employment and Social Policy GB.298/ESP/4.   

According to Elbadawi, I., the informal economy in 
countries like Egypt and Nigeria represent between 67% 
and 76 % of their GNP, in Tunisia and Morocco the figure 
is between 39 and 45% of their GNP. Elbadawi, I.; Loayza, N. 
2008. 

 In Latin America the figure ranges between 25 and 40%. 
In Asia we find countries like Thailand where the informal 
sector represents 70% of its GNP together with countries 
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like Philippine, South Korea and Malaysia where the 
contribution of the informal sector to the GNP is 
between 38 and 50%. Only in countries like Hong-Kong 
and Singapore the contribution of the informal sector to 
their GNP is a modest 8 to 10%. de Soto, H. 2000. 

The ILO points out that the informal sector is by no 
means restricted to developing economies and its 
presence and contribution to the economic activity in 
developed economies have also reached significant 
proportions. In the countries of the former Soviet Union, 
the contribution of the informal sector to the GNP is still 
between 20% and 43% depending on the country. In 
Central European Countries, the informal sector 
contribution to the GNP is between 7% and 48%. Even in 
Western European countries, the contribution of the 
informal sector to the GNP ranges from 24 to 30% in 
countries like Greece, Italy, Spain, Portugal and Belgium. 
Although more modest, the contribution of the informal 
sector to the GNP of countries like Sweden, Norway, 
Denmark, Ireland, France, Holland and the UK, is still 
between 13% and 23%. Only for countries like Japan, USA 
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and Switzerland the informal sector’s contribution to the 
GNPs represents a negligible 8 to 10% . de Soto, H. 1989. 

According to de Soto, the informal economy is present in 
almost all major sectors of the economy from 
construction to manufacture, commerce to transport, 
finance to Real Estate and Services. The informal nature 
of these sectors’ economic activity responds to the 
entrepreneurs’ search for an economic flexibility needed 
to stay in business. Margina Bigsten et al. (2004a)  

The socio-ideological drives in many developing nations 
lead their states to overprotect the rights and interests of 
workers, creating a superstructure which renders very 
expensive and rigid their labor markets. The costs of 
employing people, particularly for small and medium 
enterprises and new start-up businesses limits their 
capacity to grow and take-off as viable businesses.  

The permits, regulations and licenses associated with 
opening a new business together with the actual time it 
takes to formalize all these procedures, generate very 
high opportunity costs. These high costs discourage 
potential entrepreneurs from following the formal/legal 
path to create and operate their businesses. 
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Despite the difficulty of measuring the opportunity costs 
of access/remaining in the formal sector faced by small 
firms in developing countries, the ILD (Instituto Libertad y 
Democracia) study conducted by de Soto on the Peruvian 
informal sector, shows how the cost of starting up a new 
industrial firm in Peru (a small mechanical workshop for 
example) requires the entrepreneur to wait for more 
than 10 months to obtain the eleven licenses/permits 
needed to initiate his business activity formally. This 
implies, according to the ILD, forgone utilities for the 
potential entrepreneur equal to 32 times the minimum 
wage. A total net loss, equals to $1036. de Soto, H. 1989. 

Other sectors, suffer from similar constraints in particular 
those involved in commercial activity. In this sector, 
opening a small retail shop requires losing 43 days in 
order to complete all the administrative paperwork 
involved in formalizing a retail activity. The overall costs 
for the potential businessman, is equal, according to the 
ILD, to $590 (15 times the minimum wage). de Soto, H. 

1989. 

To initiate a business activity in the transport sector is 
even more difficult, given the corporate nature of this 
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sector where only union members can apply and get 
licenses and permits to operate a bus or taxi line. The 
procedure to obtain a license for a taxi lasts 26 months, 
and 27 months get a license to operate small bus line 
service. 

The IDL study, sustains that even if entrepreneurs are 
able to overcome these costs and formalize their 
business activity, the costs associated with remaining a 
formal business, remains very high. This is particularly 
true in the case of small industrial workshops, where the 
cost of remaining formal, represents 347% of their total 
annual revenues and 11,3% of their production costs.  de 
Soto, H. 1989.  

The ILD analysis of the reality of the Peruvian informal 
sector can be easily and safely extrapolated to other 
third world countries’ economic reality.  The operating 
costs associated with formality in developing countries, 
ends up pushing entrepreneurs away from formality into 
informality as the natural option for survival. This 
migration from the formal to the informal context, 
however, is never seen by the entrepreneurs, as a 
permanent condition, but as a temporary one. The 
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informal entrepreneurs understand the advantages 
associated with formality, however, operating in the 
formal context limits their capacity to accumulate and 
reinvest in their businesses. Growth is therefore only 
possible in the context of informality.  

According to the ILD, the major operating costs facing 
small start-up businesses in the formal sector, are 
associated more with legal/administrative costs rather 
than with direct and indirect taxes. Legal/administrative 
costs represent on average 72.7% of small businesses’ 
total operating cost, while direct and indirect taxes only 
represent 21.7% and 5.6% respectively. This means that, 
out of every $100 a small business makes under 
“formality”, only $23.3 are net revenues, while $76.3 are 
used up by the business to operate formally. In 
developing countries, formal business productivity is 
limited by the fact that 40% of total businesses’ time is 
dedicated to satisfy administrative and bureaucratic 
requirements. This means that businesses, in the formal 
sector, spend 2.5 days a week doing unproductive 
activities. 
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The unbearable nature of these costs, particularly for 
small businesses, pushes formal entrepreneurs into 
informality. Paradoxically, however, the more 
governments legislate to protect and promote 
employment and employment creating activities, the 
more, they de-motivate businesses to become or remain 
formal. The result of this is that more and more formal 
businesses are forced “underground” as the only way to 
survive. As the total number of formal business activities 
decline, governments, in developing countries, rather 
than reducing the bureaucratic and administrative 
barriers responsible for the rise in the level of informal 
activity, have stepped up their market intervention, 
persecution and criminalization of the informal business 
activity.  This has driven these economies into a 
pervasive economic cycle, keepig them in a poverty trap. 
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PERVASIVE ECONOMIC CYCLE OF INFORMALITY 
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the reduction in the State´s fiscal income, leads it to raise 
the fiscal burden on the remaining formal businesses. 
The consequence of this is an increase in the opportunity 
cost of staying in the formal sector and an even greater 
incentive for formal firms to operate informally.  

This pervasive dynamic, generates a tendency for the 
State, in developing countries, to step up its presence in 
all areas of the economy. The resulting exclusion of the 
private sector by the State, keeps developing countries in 
a poverty trap where they become increasingly unable to 
take advantage of the wealth creation individual 
entrepreneurs can generate and distribute through the 
market mechanism. This centralized redistribution 
system, only reinforces the costs of managing a 
mercantilist and corporatist economic system. The 
business opportunities generated by this system rather 
than attracting firms seeking to fulfill market needs, 
attract only businesses capable of fulfilling the State´s 
ideological, administrative and bureaucratic objectives.  
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This lack of connection between State’s objectives and 
market objectives renders the formal sector increasingly 
less in these countries less attractive to small 
independent businesses. 

 

In the end, the success or failure of formalization 
measures will depends on the measures themselves as 
much as on the specific political, economic, social or 
cultural circumstances of their implementation.  
Although a reduction of barriers to formality and an 
improved access to finance will seem to suffice to induce 
unofficial firms to register, borrow capital and take 
advantage of all the benefits of an official status, there is 
no guarantee that this alone could overcome the 
opportunity costs that pushed them into informality.  

The best approach to the formalization of the informal 
firms is to support the creation of new formal firms and 
the development of existing formal ones. Quick fixes and 
one-size-fits-all solutions are not available. International 
Labor Office, 2007b.   
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Although the recognizing that growth and stable 
macroeconomic conditions are key to formalization, the 
transition to formality, should include a resort to policies 
involving an extension of the scope of taxation laws, 
labor laws, property rights and business laws. Only this 
could render costly operating in the informal sector 
relative to operating in the formal sector thus 
contributing to “pull” informal firms towards formality.    

Finally, to induce the formalization of a substantial 
number of informal firms, a combination of carrots and 
sticks strategies would be needed. Addressing regulatory 
constraints faced by small firms or reducing tax rates, 
may not be enough. Positive incentives for joining the 
formal economy would be required. Such positive 
incentives would have to come from improvements in 
the private and public services available to firms together 
with other measures aimed at enhancing productivity 
and growth in the formal sector. Perry et al. (2007) note 
that achieving significant reductions in present 
informality levels will require, first and foremost, actions 
aimed at increasing the aggregate productivity of the 
economy. In their view, a more enabling investment 
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climate and a higher level of human capital would be 
necessary. Raising human capital levels, especially for the 
poor, will allow more workers to find remunerative jobs 
in a more dynamic formal sector, while a more favorable 
investment climate would help formal firms to grow and 
pay higher wages.  

The transition from informality to formality in developing 
and developed economies would not be complete if the 
phenomenon of partial informality in larger firms was not 
addressed. In this respect Perry et al. (2007) propose a 
complementary set of measures which should involve 
the simplification of administrative and tax programs for 
the elimination of anachronistic or privately motivated 
regulations aimed to render costly and inefficient the 
pursuing of informal activities in the future.  
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