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Abstract 

Informality is a feature, specific to any economy, regardless its nature and 

development degree, but it has a significant share in developing or poorly developed 

economies. 

In this paper we aim to present the causes determine individuals to opt for 

informality, whether we are talking about the workforce, or we are talking about 

entrepreneurs or small companies. Therefore, in this paper we will identify what kind of 

causes determine the labor force (the employees) to opt for informal employment or 

employment in the informal sector and also what causes determine the entrepreneurs and 

firms to opt for the informal sector of the economy. 

We will also try to establish whether the choice for the informal sector of the 

economy is a rational decision or is an irrational behavior of individuals. 
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1. Introduction 

 

Informality casuistry can be viewed from several perspectives. Obviously, 

there are many approaches of the informality causes, depending on the school of 

thought to which we refer. There are three important approaches of the informality 

emergence as determinants facts. 

A first approach of the informality causes is found in Dinga's studies 

(2009), which classifies the causes that determine the emergence of the dual 

economy in: general causes and sectoral causes. Another approach of the 

informality causes is found, according to the state policies, in the Perry, Maloney 

and col (2007) studies, and a third approach of the work informality casuistry can 

be made according to the development degree of the country and belongs to some 

authors, such as Tanzi (1982) or Gerxhani (2004). 

Dinga (2009) classifies the general causes underlying the emergence of 

informality as follows: formal causes (determined by ambiguous or incomplete 

legislation), structural causes (determined by bureaucracy and corruption), 

managerial causes (determined by the ineffectiveness of the fiscal administration 
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exercised by the government) and conjunctural causes (determined by 

globalization). 

Regarding the sectoral causes, Dinga (2009) classifies them according to 

the type of the resulting economy, as follows: 

• Regarding the illegal dual economy, this is generated by the following 

causes: the imperfect structure of the market (by cartel, union or monopoly); the 

inability of the government to observe such activities, including the inability of the 

banking system and the Central Bank to identify and monitor money laundering 

circuits; the possibility of carrying out illegal activities through international 

channels, being strongly influenced by the phenomenon of globalization. 

• As regards the generation of the unregistered dual legal economy, this is 

generated by the following causes: legislative incompleteness; an inefficient state 

control system; fiscal pressure; the exaggerated cost of legalization. 

• As regards the generation of the registered dual legal economy, it is 

generated by the following causes: volatility of monetary macroeconomic 

variables, in particular inflation and exchange rate; implicit taxes and fees; 

legislative volatility. 

Another cause of informality is the state policies regarding the labor 

market. These are important factors in the decision of individuals or companies to 

opt for the informal sector. These include: excessive labor costs; the costs with the 

contributions of social protection and health insurance; the number of limited 

places in the formal sector; the difficulties for women (especially those married and 

with children) to cope with work and household obligations (Perry, Maloney et al, 

2007). 

A third approach of work informality causality refers to the degree 

development of an economy. Depending on the degree development of an 

economy, the reasons and causes of informalization differ in developing countries 

from those in transition or developed countries, as follows (Tanzi, 1982; Gerxhani, 

2004): 

• In developing countries: low rate of industrialization and productivity; 

labor surplus; process of globalization; stagnation and the economic crisis. 

• In transition countries (former socialist countries): presence of common 

socialist property; price control, centralized allocation and rationalization of goods; 

the prohibition of a wide range of articles and services; low degree of economic 

freedom; inefficiency of the support and social protection system; trade 

liberalization; privatization process; process of globalization. 

• In developed countries: process of globalization; recession, with its 

consequences: unemployment, loss of capital, etc; over-regulation of the formal 

sector by the government; how fair the tax law seems to taxpayers; the attitude of 

the taxpayers towards the government; their cultural traditions; penalties applied to 

trapped evasionists; easing with payment of taxes can be eluded; taxpayers 

earnings through non-payment of taxes. 

All these "obstacles" also show us a lack of flexibility of the formal sector, 

and have a negative effect on the increase of labor productivity, this being the most 
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important factor that would make a good part of the informal system became 

formal. 

From another perspective, it can be analyzed causes that determine the size 

of the informal workforce, as a share of the total labor force in an economy. 

Mainly, they are: the poor quality of the institutions; distrust of the state; mistrust 

of laws and their correct application; inequalities caused by different regulations 

(tax privileges, legislative lack); cumbersome regulations; exaggerated 

bureaucracy; high degree of corruption; monopoly abuse (small producers cannot 

compete with or have access to large chain stores); wrong macroeconomic policies, 

followed by restructurings that increase the number of unemployed, who most 

often do not find a job in the formal sector; poorly designed social protection 

systems; regional specificity and tradition (Perry, Maloney et al, 2007). 

Another category of reasons opting for the informal sector refers to the fact 

that the informal sector is attractive or represents an alternative to formal work, 

sometimes even the only solution. These cases refer to (Perry, Maloney et al, 

2007): 

• Financial benefits. These are taken into account when the incomes that 

can be obtained in the informal sector are higher than those in the formal sector, to 

compensate for the lost value of the benefits provided by social insurance; 

• Non-financial benefits. Even if informal incomes are lower, they are 

offset by non-pecuniary benefits, such as: greater independence, autonomy and 

flexibility of the workplace; 

• Non-financial benefits of some social categories such as married 

women with children, who prefer a job with a certain independence, with greater 

flexibility, to cope the domestic obligations. 

The fact that informal work is the only alternative to formal work for 

certain social categories: the unemployed; young people looking for a job 

(especially the unskilled ones, who need to develop certain skills or qualifications 

in the workplace before they can enter the formal sector, from this point of view 

the informal sector of the economy representing a high school better apprenticeship 

than formal apprenticeship); old people who, even if they have the opportunity to 

work in the formal sector, do not want this, because the accumulated years of work 

would be insufficient to receive a pension. 

 
2. Option for informal sector 

 

The companies choice to activate in the informal sector is mainly related 

to: fiscal policy, excessive bureaucracy, the need to reduce costs, productivity, as 

well as internal competition, but especially to the one existing on international 

markets. 

Most studies on the choice of firms for informality have concluded that 

most small companies do a cost-benefit analysis, balancing, on the one hand, the 

benefits of informality (they do not pay taxes and fees, avoid heavy bureaucracy 

and government controls), and on the other hand, the costs of informality (the risk 
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of being sanctioned, the "bribe" to be given to civil servants, the heavy access to 

the markets, the lack of access to public services) (Frey, 1989). 

Apart from the companies operating in the informal sector of the economy, 

there is a category of companies that, although registered and part of the formal 

sector of the economy, they also carry out informal activities in sense they declare 

incomes lower than in reality, to pay less taxes or resort to informal work, to pay 

lower wages and not to pay social contributions. 

The pecuniary advantages of informality allow companies to reduce their 

wage costs, thus being able to make price reductions and thus better adapt to the 

growing competition in domestic and global markets (Ruffer et al., 2007; Goldberg 

et al., 2003; Perry, Maloney et al, 2007). 

Among the reasons why companies would like to give up informality and 

become formal are the following (Perry, Maloney et al., 2007): avoiding the 

sanctions, that these firms are liable for if they are discovered by state authorities; 

voluntary compliance of civic or moral spirit; avoiding the "bribe" that these 

companies have to pay to the control bodies if they are identified; if they want to 

expand and gain a larger segment of the market, by gaining new customers; to gain 

access to credit or financing from banking companies; to conclude contracts. 

 

3. Option for informal employment 

 
There are two types of informal workers: (Henley, 2006; Ruffer et al., 

2007; Perry, Maloney et al., 2007) 

• Workers who were excluded from the formal sector, by losing their 

jobs. In most cases, we will find them in the informal sector, as employees, either 

in informal microfirms or in formal firms that partially use ”black work”. Until 

recently this was the only point of view regarding the causes of informal entry: 

exclusion. 

• Newer studies have shown that besides the components of exclusion, 

there is also an important component of voluntary exits from formal and entry in 

informal. In most cases, these are workers who choose to carry out informal 

activities independently, where, in addition to earnings that are at least equal to 

those in the formal, they also have the advantage of autonomy and flexibility of 

work. 

Some studies show that most self-employed workers (about two-thirds) 

choose to "voluntarily" leave the formal work, preferring the freedom of informal 

activity on their own and giving up the state social insurance system offered by the 

formal sector of the labor market. Most self-employed people prefer informality 

because the formal gains they can get are at least as small. Thus, they are not 

excluded from the formal sector, but voluntarily opt for the informal sector 

following a cost/benefit analysis. The opposite is represented by informal 

employees who are "excluded" from the formal area of work, in particular because 

of the social contributions that formal work implies, in most cases these are 

difficult to bear by employees but also by some employers, who prefers to hire 
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workers in an informal manner. Most of the time, they are excluded from the 

formal sector of the economy by the decision of the employer who prefers to 

circumvent the payment of social contributions for these workers, even at the risk 

of being identified by the state tax authorities (Perry, Maloney et al., 2007).  

Summarizing the above, we can say that: some people would like work in 

the formal sector, but not find a job, while others, even if they could, do not want 

or no longer want to work in the formal sector. 

A number of authors, based on their research, identified the main reasons 

why workers prefer the informal system (Maloney, 2004; Fields, 2008; Perry, 

Maloney et al, 2007): wage benefits or non-wage benefits; job flexibility 

(especially women want to have a balance between time spent at work and home 

responsibilities); autonomy, they want to be their own employer; stability; 

mobility; pecuniary benefits (the money paid on social insurance in the formal 

sector invests them in their own business, especially if a family member is 

insured); lack of confidence (they do not trust that in old age the state will be able 

to pay their pension). 

Moreover, because even large companies (from the formal sector) practice 

significant tax evasion and partial work informality ("black" work with some 

employees, without paying social insurance contributions), this is one reason in 

addition, so that informal workers are not tempted to become formal. 

The option for informality is analyzed, in more detail, by different authors 

from other perspectives, such as: 

• From perspective of social protection. Social protection is rather 

considered rigid because the social protection system in the formal sector does not 

take into account the needs and priorities of workers at different stages of the life 

cycle. For example, young people have other priorities than mature or old people, 

like: education, housing, etc. Some workers prefer to use otherwise the money they 

would spend on taxes, pensions, social security and this because their needs are 

different, with reference to the present and less to the future. They need enough 

income to cover their daily living needs and think less about retirement (in the 

uncertain future) or health insurance (for occasional events). In some states, if in 

one family, one member is insured, working formally, the other members (who 

work informally) will benefit from the insurance of the one who has it and thus 

have no means to insure themselves by performing a formal activity (Perry, 

Maloney and col, 2007). 

• From perspective of specifics and traditions of each country. In 

underdeveloped or developing countries, surveys show that people prefer a higher 

wage (even if they do not have job security) or greater flexibility in the workplace 

(even with the risks of not receiving social protection), than a lower salary, but 

more secure (also having social protection benefits) (Perry, Maloney et al, 2007). 

In contrast to developed countries, the results of social surveys in Romania have 

shown that people's preferences are different, namely a safe and socially protected 

work place, even worse paid, than a well-paid and insecure one. 
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• From the point of view of non-pecuniary benefits. The formal system is 

characterized by a high dose of inflexibility. But, there are some people, especially 

women, and especially those married and with children, who have to deal with both 

the demands of the workplace, as well as the household and childcare tasks. For 

this reason, working time flexibility is an important asset for informal work, even 

when earnings are not as large as formal ones (Ruffer et al., 2007; Fields, 2008; 

Goldberg et al., 2003). 
We can conclude that, based on the situation and conditions existing on the 

labor market, at one point, in each country, the workers, after performing a cost-
benefit analysis, voluntarily decide whether to work on their own or as employees 
and if their activity is in the formal sector or in the informal one. 

 
4. Option for informal sector: rational decision or irrational 

behavior? 
 

Starting from the way of looking at informality, respectively as a result of 
voluntary “exclusion” or “exit” from the labor market, depending on the factors 
that determine the workers to leave the formal sector of the labor market, we try to 
establish whether the option for informality is or not a rational decision. 

 

How do we define rational behavior in the economy? 
Both neoclassical theories, namely the monetarist and the Keynesian ones, 

have emphasized the hypothesis that the natural state of a market economy is that 
of being in balance and that the participants in the economic life always act 
rationally, pursuing their own goals. 

An assertion regarding the purpose of the individual is made by J.S. Mill 
who tells us that “a distinction is often made between the ideal that an individual 
should have the right to pursue his own goals and the consequence that, left free, he 
will pursue only his own selfish goals” (Mill, 1946). 

Continuing Mill, Heyek tells us that “to do for the good of others your 
main purpose is a part of human nature and one of the essential conditions of 
happiness. However, general altruism is a meaningless conception. No one can 
really care about others as such; the responsibilities that we can always assume 

must be customized, they can only refer to people about whom we know 
specific things and to which we have linked either by choice or by special 
conditions ”(Hayek, 1960). 

The individual's behavior is considered "rational" when he "chooses more 
instead of less and shows consistency in the choices he makes. When it is made to 
choose between two packets of goods, one of them containing a larger quantity of 
one good and a smaller one of the other, compared to the other package, the 
hypothesis of decreasing marginal substitution is introduced; (…) Consumers will 
choose packages of goods containing larger quantities of everything, all other 
conditions being equal” (Buchanan, Tullock, 2010). 
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How do we define irrational behavior in the economy? 
In any capitalist economy, there are three categories of participants in 

economic life, both through rational behavior, as defined above, and through 
irrational decisions, related to the psychological characteristics of decision-makers, 
such as preferences, feelings or their emotions. These constraints of an endogenous 
nature, together with those of an exogenous nature, related to the access to 
information and the costs of processing the information limit the possibilities of 
rational action of the participants in the economic life. The three categories of 
participants in the economic markets are: the consumer, the trader and the state, in 
double quality, both as a public service provider and consumer, as well as a market 
regulator, respectively the one who sets the rules, after which the economic 
markets will work (Marinescu, 2012). 

As we know, most economies in the world, but especially those in 
emerging countries, are characterized by formal / informal duality. In order to 
define the two sectors of the economy we can mention Hart's statement, which, 
referring to the dual character of the economy, considers that "certain activities and 
companies are formal in the sense that they are carried out in a legal framework 
and are subject to special regulations. , while others are behind the effective state 
regulations ”(Hart, 2001). In the informal area of the economy, both traders can 
work, employing labor without legal forms or conducting commercial activities 
"behind the effective state regulations" as mentioned by Hart, but also individuals, 
who can enter the informal labor market. 

The reasons why individuals opt for the informal sector of the economy are 
identified by some authors (Dinga, 2009) under the aspect of rational economic 
behavior, based on the opportunity cost, as follows: 

• The advantages of an individual for initiation of an informal economic 
activity or for the escape from the formal economy can be: the additional gross 
profit obtained in the informal economy as well as the taxes and fees eluded; 

• The costs that an individual supported when opting for the informal 
sector can be: the cost of deconspiration or identification, which refers to the 
sanctions that an economic agent can receive when his informal economic activity 
is discovered by the authorized bodies of the state and the cost of coverage, which 
refers to those costs related to the fact that the informal economy must remain 
hidden. 

In case of exclusion from the market, we cannot speak of a voluntary 
choice, because the causes of informality are independent of the will of the 
workers. Rather, they relate to the employer and his or her choice for the formal or 
informal sector, or even the structural problems of the labor market that make the 
informal sector a last resort for workers. We can talk about the option for the 
informal sector if the informality appears as a result of the "exit" from the market, 
in this case the workers, most of the time, do a cost-benefit analysis, and as a result 
of this economically based analysis , choose to leave the formal sector of the 
economy opting for informal employment. 
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5. Conclusion 
 

The causes of emergence and development of informality have common 
explanations for all countries, but also specific features, related to: the degree of 
development of the country, traditions and local specificity, economic policies, but 
can also be analyzed according to other aspects, namely from the point of view of 
view of the social protection, of the non-pecuniary benefits or depending on the 
type of the resulting economy, respectively the illegal dual economy, registered 
legal doubles, unregistered legal doubles. 

To summarize, the causes of option for informal sector can be the 
following: the withholding of tax payments; circumventing the regulations related 
to registration and the related costs - in the case of companies; avoiding 
unemployment; more flexibility - for employees. 

Although some authors consider that reasons why individuals opt for 
informal sector of the economy are related to rational economic behavior, based on 
opportunity cost, my opinion is that in some cases the choice for the informal 
sector of the economy is based on rational behavior, and in other cases it may be 
considered an irrational decision. 

Regardless of how we interpret individuals' choice for informality, 
respectively rational decision or irrational behavior, the informal sector of 
economy remains an area outside of economic science, and the role of governments 
should be, not so much the elaboration of measures for  eradication of informal 
sector, which is impossible to achieve, but design of public policies regarding the 
protection of workers in informal sector of economy, the latter having primary role 
of taking over shocks from formal economy. 

Also, when designing policies for protection of workers and entrepreneurs 
working in informal sector of the economy, especially when labor market is 
characterized by high informality that has as its main cause an inadequate labor 
law, the key to reducing informality it must be a reform of labor law. 

 
Acknowledgement 
 
This paper was co-financed from the Human Capital Operational Program 

2014-2020, project number POCU / 380/6/13/125245 no. 36482 / 23.05.2019 
“Excellence in interdisciplinary PhD and post-PhD research, career alternatives 
through entrepreneurial initiative (EXCIA)”, coordinator The Bucharest University 
of Economic Studies. 

 
References 

 

1. Akerlof George, Shiller Robert, 2010, “Spirite animale”, Editura Publica, 

București. 

2. Becker Gary, 1997 (1964), ”Capitalul uman. O analiza teoretică și empirică 

cu referire specială la educație”, Editura All Beck, Bucureşti. 



94 Volume 21, Issue 1, March 2020                  Review of International Comparative Management 

3. Bentivogli Chiara, Patrizio Pagano, 1999, “Trade, Job Destruction and Job 

Creation in European Manufacturing”, Open Economies Review, 78, pp. 165-

184. 

4. Buchanan James, Tullock Gordon, 2010, “Calculul Consimţământului”, 

Editura Publica, Bucureşti. 

5. Dinga Emil, 2009, “Studii de Economie. Contribuții de analiză logică, 

epistemologică și metodologică”, Editura Economică, București. 

6. Dinga Emil, 2008, “Consideratii teoretice privind evaziunea fiscală vs frauda 

fiscală”, Studii Financiare - Abordări teoretice şi modelare, vol. 12, issue 4, 

pages 20-50. 

7. Fields Gary S., 1975, “Rural-Urban Migration, Urban Unemployment and 

Underemployment, and Job Search Activity in LDC’s,” Journal of 

Development Economics 2: 165-188. 

8. Fields Gary S, 2008, “Segmented Labour Market models in developing 

countries”, Cornell University ILR School, paper 162. 

9. Frey B., Werner P., 1984, ”The hidden economy: State and prospects for 

measurement”, Review of Income and Wealth, Volume 30, Issue 1, pages 1-

23, March 1984. 

10. Frey B. and Feld L., 2002, “Deterrence and Morale in Taxation: An Empirical 

Analysis”, Working Paper 760, Center for Economic Studies and the Ifo 

Institute, Munich. 

11. Gërxhani K., 2004, “The informal sector in developed and less developed 

countries: A literature survey”, Public Choice, vol. 120, issue 3-4, pp. 267-

300. 

12. Goldberg Linda, Tracy Joseph and Aronson Stephanie, 1999, “Exchange Rates 

and Employment Instability: Evidence from Matched CPS Data.” American 

Economic Review: Papers and Proceedings. 

13. Goldberg P., and Pavcnik N., 2003, “The Response of the Informal Sector to 

Trade Liberalization”, Journal of Development Economics, vol. 72, pg: 463–

96. 

14. Hart Keith, 1973, “Informal income opportunities and urban employment in 

Ghana”, Journal of Modern African Studies 11, 61-89; 

15. Hart Keith, 1987, “The informal economy” (Revised for new edition 2007), In 

J. Eatwell, M. Milgate and P. Newman (eds) The New Palgrave: A Dictionary 

of Economic Theory and Doctrine Vol. 2 Macmillan, London, 845-46p. 

16. Hart Keith, 2001, “Money in an Unequal World”, Texere Books. 

17. Hart Keith, 2006, “Bureaucratic form and the informal economy”, In linking 

the Formal and Informal Economy: Concepts and Policies, edited by Basudeb 

Guha Khasnobis, Ravi Kanbur and Elinor Ostrom, Oxford University Press; 

18. Hart Keith, 2011, “Informal economy”, The Memory Bank;  

19. Hayek Friedrich A., 1997, “Constituţia libertăţii”, Ed. Institul European, Iaşi. 

20. Henley A., Arabsheibani G., Carneiro F., 2006, “On Defining and Measuring 

the Informal Sector”, Policy Research, Working Paper 3866, World Bank, 

Washington, DC. 

http://onlinelibrary.wiley.com/doi/10.1111/roiw.1984.30.issue-1/issuetoc


Volume 21, Issue 1, March 2020 Review of International Comparative Management     95 

21. Maloney William F., 2004, “Informality Revisited”, World Development no. 

32 (7): pp. 1159-78. 

22. Marinescu Cristian, 2012, “The Limit between the Rational and Irrational 

Behaviour in the Economic Science”, Theoretical and Applied Economics, 

Volume XIX (2012), No. 6(571), pp. 143-156. 

23. Mill Stuart John, 1986, ” On liberty”, Prometheus Books. 

24. Perry Guilermo, Maloney William and col., 2007, „Informality: Exit and 

Exclusion”, The World Bank, Washington DC.  

25. Phelps E.S, 1970, “Microeconomic Foundations of employment and inflation 

theory”, Norton, NY; (1994), “Structural Slumps”, Harvard University Press, 

Cambridge, MA. 

26. Philips A.W., 1958, “The Relations between unemployment and the rate of 

change of money wages in the United Kingdom 1861 – 1957”, Economica, 

25(100), pp. 283-299. 

27. Pissarides C. A, 1990, “Equilibrium Unemployment Theory”, Oxford, 

Blackwell. 

28. Pissarides Christopher, 1998, “The impact of employment tax cuts on 

unemployment and wages; The role of unemployment benefits and tax 

structure”, European Economic Review no. 42 (1998), pp. 155-183; 

29. Ruffer Tim, Khinght John, 2007, „Informal Sector Labou Markets in 

Developing Countries”, Oxford Policy manangement, UK. 

30. Tanzi V., 1982, “The Underground Economy in the United States and 

Abroad”, D.C Heath and Co. Lexington, Massachusetts, Toronto. 

 

http://librarie.carturesti.ro/cauta/46369/editura/prometheus-books/

