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READING LA PORTA ET AL. (2014) 
Previous research establishes that the informal sector is complex and contains a mixture of very 
different activities. Their analysis is based on comparisons of registered and unregistered enterprises in 
manufacturing and services (typically not individual ‘barefoot entrepreneurs’). Data on registered 
(formal) firms come mainly from World Bank Enterprise Surveys, which cover registered manufacturing 
and some service enterprises with at least 5 employees (105 countries). Data on informal firms and 
formal enterprises with fewer than 5 employees come from World Bank Informal Survey (13 countries 
mainly non-African) and a World Bank Micro Survey (14 countries, mainly African). The latter surveys do 
not exclude registered firms, but they focus on geographical areas with a lot of informal firms. 
 
1. They try to sharpen policy implications by contrasting three prevalent views of this sector. The 

first two suggest that the fate or choice of informality is what drives the low productivity of informal 
firms, and the third suggests that the productivity of entrepreneurs drives the fate or choice of 
remaining informal: 
 
1.1.  [1] Hernando De Soto’s “romantic” view [more neutrally called the “exclusion” view]. Firms 

want to be formal but are blocked by entry barriers.  
 

1.2.  [2] McKinsey’s “parasite” view [more neutrally called “exit”]. Firms choose to be informal 
because it is profitable to dodge taxes and regulations. These firms are a competitive threat to 
formal firms, and a tax revenue threat both directly and via shrinkage of formal firms.  

 

1.3.  [3] Lewis’s “dualism” view The informal sector is a survival mechanism for a population with 
low education and low productivity.  

 
2. Their view is that the dualism view is most consistent with the data: 

 
2.1.  The informal sector is huge, employing 30-40% of work force in developing countries. 

 
2.2.  It has extremely low productivity compared to the formal sector. 

 

2.3.  Taxes and regulations can be burdensome in the formal sector, but informal enterprises could 
not survive in the formal sector because their productivity is so low. Education levels of 
enterprise managers in the informal sector are far below those of managers of formal firms. 

 

2.4.  The informal sector is largely disconnected from the formal sector; informal firms grow at only 
half the pace of formal ones and they VERY rarely graduate to formal status. 

 

2.5.  [Structural Transformation] The informal sector shrinks very decidedly as development 
proceeds, so that the formal sector increasingly dominates at higher levels of GDP per capita. 
Faster GDP growth accelerates the decline in the share of the labor force in self-employment, 
while faster labor-force growth slows down this decline.  

 

3. One caveat is that they do not find a difference between education levels of informal and formal-
sector workers. This makes room for a version of the romantic/exclusion view based on high urban 
minimum wages and tight labor market restrictions that discourage employment in the formal 
sector. 


