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INTRODUCTION

Most low and middle-income countries have a
large number of workers and firms in the
informal sector (l.a Porta and Shleifer 2008;
Ulyssea 2020). This phenomenon can generate

several challenges for local economies. On

average, the informal sector is less productive
than the formal sector due to factors such as
restricted access to financing, services, and
markets, higher presence of low-skilled workers,
and difficulties in capturing economies of scale

(Pagés, 2010).

Moreover, informality can reduce government
revenue by reducing tax payments, making it
harder to finance public goods. Informal firms
that do not meet their tax obligations also create
distortions in the economy, as they operate at
lower costs than similar companies that operate
formally and allocate part of their resources to
paying taxes. In this sense, informal firms can
gain a competitive advantage and inhibit the
growth of formal firms (De Mel et al., 2013).

For workers, informality is associated with lower
wages, poverty, greater vulnerability to income
fluctuations, and exclusion from the social
benefits offered by the worket's social
protection system (Neri and Fontes, 2010).

However, there is evidence that informality can
also act as a buffer in times of crisis,
representing a temporary source of income in
the face of the difficulty of entering the formal
sector in these periods (IDB, 2023a; Colombo
etal., 2019).

Informality in Latin America and the Caribbean
(LAC) is consistently higher than in high
income countries. As can be seen in Figure 1,
LAC's informality rate has remained above fifty
percent for twenty years, indicating that more

than half of the region's workers have informal
jobs. This rate is lower in Brazil than in other
countries in LAC but still significantly higher
than in high-income countries. After a sharp
drop in the early 2000s, in which informality fell
by more than twelve percentage points, this rate
has been almost stable at around 38 percent in
the country (Veloso et al., 2022).

Figure 1 - Percentage of formal jobs among total
jobs (%)
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Source: ILO. Available here.

Several policies have already been proposed and
evaluated to combat informality, but many have
not achieved their expected results (Ulyssea,
2020). In light of this, it is necessary to revisit
the results of these evaluations to identify the
characteristics that may lead to positive impacts.
This is the purpose of this publication, which
joins other studies already published on the
subject by both institutions, such as [-PAL

(2022), IDB (2021), and IDB (2023b).

PROMISING FEATURES OF PROGRAMS
TO COMBAT INFORMALITY
This section will analyze the promising features

of programs to combat informality through

evaluations worldwide.


https://scholar.harvard.edu/shleifer/publications/unofficial-economy-and-economic-development
https://www.annualreviews.org/doi/full/10.1146/annurev-economics-082119-121914
https://link.springer.com/book/10.1057/9780230107618
https://www.aeaweb.org/articles?id=10.1257/app.5.2.122
https://www.cps.fgv.br/cps/bd/papers/ES62Ref_INF_INFORMALIDADE-E-TRABALHO-NO-BRASIL_NeriFontescurto.pdf
https://publications.iadb.org/pt/relatorio-macroeconomico-da-America-Latina-e-Caribe-2023-preparar-o-terreno-macroeconomico-para-um-crescimento-renovado
https://www.sciencedirect.com/science/article/abs/pii/S0305750X19300452
https://www.sciencedirect.com/science/article/abs/pii/S0305750X19300452
https://ibre.fgv.br/sites/ibre.fgv.br/files/arquivos/u65/educacao_e_mercado_de_trabalho_03012022_-_final.pdf
https://www.ilo.org/shinyapps/bulkexplorer11/?lang=en&id=EMP_NIFL_SEX_RT_A
https://www.annualreviews.org/doi/abs/10.1146/annurev-economics-082119-121914
https://www.annualreviews.org/doi/abs/10.1146/annurev-economics-082119-121914
https://www.povertyactionlab.org/policy-insight/encouraging-micro-and-small-enterprises-formalize?lang=es
https://www.povertyactionlab.org/policy-insight/encouraging-micro-and-small-enterprises-formalize?lang=es
https://idbdocs.iadb.org/wsdocs/getDocument.aspx?DOCNUM=EZSHARE-610188120-18
https://publications.iadb.org/en/labor-market-regulation-and-informality

A

N, Increasing the benefits of
formalization

When deciding to formalize, firms compare the
benefits and costs of this decision. Therefore,
offering benefits associated with formal status
can make formalization more attractive from
the entrepreneut's point of view. In Sri Lanka,
researchers found that providing a monetary
transfer to informal firms (equivalent to one or
two months of their median profit) in exchange
for registration led to greater formalization (De
Mel et al.. 2013). In Benin, researchers found

that offering benefits to firms that chose to
formalize, such as entrepreneurship training,
support to open a commercial bank account,
and tax mediation services, led to greater
formalization (Benhassine et al., 2018).

] Increasing the perceived cost of
'[ informality

The perceived costs of informality also impact
firms' decision to register. This cost depends
not only on the amount they will have to spend
in case of penalties for being informal, but also
on entreprencurs' belief regarding the likelihood
of being penalized. In Brazil, researchers found
that in-person inspections increased
formalization (de Andrade et al., 2014). In
Bangladesh, researchers randomized informal

firms to receive a notification that they need to
be registered and about the consequences of
not concluding their registration with the
competent authority. They found that this
notification increased the proportion of
registered firms (De Giorgi et al., 2018).

Simplifying the process of
formalization and staying
formal.

The formalization process can sometimes be
very complex for firms, creating a large upfront
cost for those considering a registration.
Furthermore, staying formal can be expensive if
it depends, for example, on paying high taxes. In
light of this, some interventions seek to simplify
formalizing and staying formal by eliminating
bureaucracy or reducing tax rates. In Malawi,
researchers found that companies demonstrated
a higher demand for business registration when
separated from tax obligations (Campos et al.,
2018). In Brazil, a quasi-experimental
evaluation suggests that a program that
eliminated registration costs and substantially
reduced the tax burden was associated with
increased microenterprise registration (Hsu
Rocha e de Farias, 2021). However, mote

studies are needed to assess the
cost-effectiveness of such interventions,
especially the long-term effects of tax relief on
the default of companies that adhere to these
differentiated regimes.

¥ Providing personalized
assistance on formalization

Evaluations in Bangladesh, Benin, Brazil, and
Sri Lanka have studied the impact of providing
business information about the formalization
process and its benefits. While in some studies,
this type of intervention had no effect (De Mel
et al., 2013; De Giorgi and Rahman, 2013; de
Andrade et al., 20106), in other cases, these
policies had a positive impact on formalization

(Benhassine et al., 2018; Zucco et al., 2019). In
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general, the evidence indicates that assistance
provided in a personalized manner shows better

results.

In Benin, in the same evaluation presented
above, researchers also assessed the effect of
face-to-face visits to informal businesses in
order to provide information on the
formalization process and help entrepreneurs
with the necessary documentation. This
intervention increased formalization, and the
effect was enhanced when offered alongside
other services, such as entrepreneurship training
and tax intermediation (Benhassine et al., 2018).

In Brazil, informal entrepreneurs in Rio de
Janeiro who received in-person individualized
assistance increased their formalization and tax
compliance after the intervention. However,
providing the same information and assistance
via instant messaging did not generate any
impact on these measures. (Zucco et al., 2019).

HETEROGENEOUS EFFECTS AND TARGETING

Some studies have found that some

interventions were more effective for specific
groups, which indicates that targeting can be a
good strategy to increase the results of these
programs in the context of scarce resources.

In Benin, researchers found that offering
substantial benefits for formalization had a
greater impact on informal firms that shared
similar characteristics with formal firms. These
characteristics included the number of
employees, the age and qudalifications of the
employer, the use of a bank account, and tax
payments (Benhassine et al., 2018). In Brazil,

researchers have shown that the average
effect of a formalization incentive program was
driven entirely by high-income entrepreneurs

(Rocha et al., 2018). The authors argue that this
result is consistent with the view that smaller,
low-productivity firms benefit little from
formalizing. As a result, even low costs of
entering and remaining formal can be
prohibitive or unattractive for these firms.

These examples reinforce the idea that
targeting interventions to the characteristics of
a specific population can help maximize their
effects, especially in contexts of limited
resources.

GENDER-SPECIFIC BARRIERS

In low and middle-income countties, the
proportion of women in the informal economy
exceeds that of men (ILO, 2022). In addition,
women in the informal economy often occupy

precarious and unprotected jobs, such as paid
domestic work. These occupations generally
offer little or no social protection, which
increases the vulnerability of women in this
setting (IDB, 2023¢). For example, according to
data from the fourth quarter of 2023, 76.4% of
domestic workers in Brazil did not have a

formal employment contract (IBGE, 2024).

Informality in Brazil also has a strong racial
bias. As can be seen in Figure 2, the informality
rate in Brazil has been consistently higher for
black men and women. Although there have
been more substantial reductions in informality
among these groups from 1992 to 2019, the
pattern of higher informality in this population
has persisted over more than 20 years of

analysis.
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Figure 2 - Informality as a proportion of the
workforce by race and gender group in Brazil
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Source: Lazaretti et al. (2023), in: Franca and Portela
(2023). Based on data from PNAD and PNAD-C.

Some evaluations have found that women may
present additional barriers to formalization. In
Benin and Malawi, researchers found that
women formalized their businesses less or did
not formalize them after programs to encourage
formalization (Benhassine et al., 2018, Campos
etal., 2018). In Benin, the authors argue that
women face the challenge of balancing their

entrepreneurial activities with domestic
responsibilities, which reduces their likelihood
of expanding their businesses. This also makes
them less responsive to formalization incentives,
even when the benefits of business registration
are increased. In Malawi, the authors highlight
that the lack of effect was due to women
experiencing greater family influences on their
businesses and a higher likelihood that
women-led businesses had closed by the end of
the study.

Motherhood, and in particular, social norms
that overburden women with childcare, can
cause an increase in female informality. In
Chile, researchers found that the birth of the
first child increased the likelihood of mothers
being employed in the informal sector, as well
as causing a drop in hours worked and labor
earnings, while fathers were not affected

(Berniell et al., 2021). These results suggest that
mothers find the flexibility they need to balance

work and family responsibilities in informal
jobs. However, this comes at the cost of
deteriorating their prospects in the labor
market. Evaluations in Chile, Mexico, Peru,
and Uruguay have also found that women tend

to migrate to more flexible forms of work after
motherhood (Berniell et al., 2023).

In this context, investing in the quality and
scope of social protection for working mothers,
for example, through the provision of free early
childhood education, can help reduce the
increase in informality caused by motherhood
(Attanasio et al., 2022). In addition, programs to

encourage an equitable division of childcare
between parents can also help mitigate the
potential migration to the informal sector after
motherhood. However, more evidence is
needed to assess the benefits of these
interventions on women's employment
decisions.

Furthermore, research in Colombia found that
women are willing to give up higher salaries in
exchange for greater job flexibility. In particular,
women with children tend to value flexibility
more (Bustelo et al., 2020). Therefore, offering

more flexible formal jobs, with the option of
adjusting working hours and remote working,
could encourage women to leave the informal
sector. Evidence in India indicates that
providing jobs with these arrangements has led

to more women in the workforce (Ho et al
2024, Jalota e Ho, 2024).

EVIDENCE FROM LATIN AMERICA AND
THE CARIBBEAN

As shown in the Introduction, informality is
high in LAC. Given this, policies encouraging
formalization are even more critical for the
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region. This section will analyze some of the
policies that have already been evaluated.

Brazil experienced a significant drop in worker
informality during the 2000s, which led some
researchers to study this phenomenon.
Haanwinckel and Soares (2017) argue that the

country has not implemented extensive
regulation changes that could explain this trend.
Mortreover, the authors note that the minimum
wage increased in real terms from 2003 to 2012,
which is usually associated with larger
informality. Using a theoretical model calibrated
with real data, they argue that the increase in
schooling was the primary mechanism for
increasing formalization in this period. This
finding suggests that education is fundamental
in formulating policies to reduce informality.

In addition, job training can also play an
important role in combating worker informality.
In Brazil and Peru, training programs
increased the likelihood of their participants
working formally, which indicates that these
programs can create a pathway for increasing
the quality of employment of their participants
(Camargo et al., 2021; Diaz and Rosas, 20106).

—_———

Another well-studied factor in the Brazilian
context was a large-scale formalization incentive
program, the Individual Microentrepreneur
Program (MEI). The program, implemented in
2009, was aimed at entrepreneurs with no more
than one employee. It was designed to reduce
the costs of registration and formality by
reducing monthly taxes and bureaucracy.

Two quasi-experimental evaluations suggest that
the changes introduced by this program led to
an increase in formalization between 2009 and
2015 (Rocha et al., 2018, Hsu e De Farias,
2021). In addition, no significant change in the

workforce or people's occupational choices was
observed due to the program. Specifically, there
is no evidence that workers have moved from
the formal labor market to register as individual
microentrepreneurs due to tax incentives. Most
MEI owners had no previous experience as
formal workers, and in the period analyzed,
many depended exclusively on their MEI
companies for their livelihoods (Hsu e De
Farias, 2021).

However, this program also generates
significant costs in terms of tax collection.
Studies conducted with data from the Brazilian
Revenue Service show that MEI's average
default rate (from January to December) ranged
from 49% to 51% between 2018 and 2020.
Furthermore, this category of entrepreneurs
already has a reduced tax burden and a
subsidized social security rate. Therefore, these

factors should be considered when calculating
the cost-benefit of the policy (IPEA, 2024).

In Mexico, researchers analyzed the effects of a
reform that simplified the bureacraucy for
starting a business using quasi-experimental

methods (Bruhn, 2011, Kaplan et al., 2011).
The results suggest that the reform increased

the number of registered companies. This
increase resulted from former salaried workers
deciding to start their businesses. After the
reform, pre-existing informal business owners
were no more likely to register their companies.
In addition, the reform led to an increase in
salaried employment.

Also, in Mexico, researchers sought to evaluate
the effect of labor inspections on labor
informality. The authors found that inspections
increased the likelihood of informal workers
acquiring a formal job in the job they had
before the inspections (de la Parra ¢ Bujanda,
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2024). However, the evaluation found that
inspections also increased the likelihood of this
worker being dismissed. In general, increasing
the cost of informal jobs led to lower job

creation.

In Argentina, an evaluation sought to identify
the effects of a program that provided monthly
cash transfers to workers with children who
were not in formal employment (Garganta ¢
Gasparini, 2015). The results suggest that this
policy disincentivized the beneficiaries of the
program from formalizing their employment in
the labor market. In contrast, there is no
evidence of a reverse movement, i.e., formal
workers becoming informal to receive cash

transfers from the program.

INCREASING INFORMATION ABOUT THE

FORMALIZATION PROCESS IN COLOMBIA

In Colombia, Galiani et al.. (2015) analyzed the

impact of two interventions on informal firms'
decision to formalize in Bogotd. The first
intervention consisted of workshops given by
instructors from the Bogotd Chamber of
Commerce (CCB), which invited informal firms
to a talk where they would be given information
about the advantages and disadvantages of
operating formally and the process of
registering with the relevant authorities. The
second one consisted of personalized visits to
companies by CCB agents, who provided the
same information as in the first intervention but
with customized assistance in the formalization
process if they wanted this type of support.

The results show that while the workshops did
not affect formalization, the personalized visits
significantly increased the likelihood of a
company operating formally. These results
indicate that individual attention tailored to the
specific needs of each company can be an

important component in the success of
formalization policies.

However, this effect was not maintained over
fime, mainly because formalized firms decided
not to renew their registration, which suggests
that firms did not benefit from leaving
informality. Because of this, there is a need to
rethink how to go beyond encouraging
registration and make formalization more
aftractive to informal firms so that they choose
to maintain formal status in the long term.

FINAL REMARKS

The structural high level of informality in the
LAC region and Brazil will present a challenge
in the coming years. Given this, public policies
can play an essential role in this scenario.

Recognizing the importance of education

Evaluations have shown that an increase in
workers' schooling has contributed to a large
part of the reduction in informality observed in
Brazil in recent years. Therefore, investing in
education and job training programs can
enhance the likelihood of workers entering and
remaining in the formal sector.

Creating comprehensive and
personalized programs

In general, programs to combat informality
have been more effective when they combine
various components, from providing
information on the formalization process to
offering entrepreneurship training courses. In
addition, the programs were also more effective
in increasing formalization when they provided
personalized assistance to their beneficiaries.

povertyactionlab.org | 6
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Making formalization more attractive

Several evaluated programs found that
formalizing firms did not generate better sales
ot profits for the businesses that chose to
register. Furthermore, in some cases,
formalizing workers led to a reduction in job
creation overall. Given this, it is worth
considering how policies can go beyond
formalization, offering mechanisms for
entrepreneurs to use registration to grow.

Looking for cost-effective interventions

While effective in increasing formalization,
policies to encourage formality have often not
proved cost-effective. For example, reducing
taxes and increasing the benefits associated with
formality can generate large government costs.
Identitying more cost-effective strategies to
reduce informality remains a challenge, and
further studies represent an important
contribution.

THE IMPORTANCE OF IMPACT
EVALUATIONS

Randomized evaluations are a powerful tool for
identifying the impact of a program or policy
and can provide reflections on the reasons
behind the impact of an intervention. These
insights can help practitioners and
decision-makers looking to improve their
program design and use their resources
efficiently. J-PAL's Jobs and Opportunity
Initiative (JOI) Brazil was created in 2021 to
expand the body of evidence on solutions to
Brazil's labor market challenges by supporting
randomized evaluations. If your company,
organization, or government agency is
implementing a labor market-related
intervention and would like to explore the
opportunity to collaborate with researchers to

assess your intervention accurately, please
contact us at joi-br@povertyactionlab.org.
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