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Abstract

The growth and sustenance of firms are primarily determined by their productivity and efficiency.
However, the productivity analysis has generally been skewed toward formal enterprises in the
extant literature. For developing countries that characteristically have a greater share of informal
employment understanding the theoretical foundation of informal productivity and the proposed
remedies could be the grounds for further research and deeper thinking for enhanced productivity.
The central question of this paper is formulated on how a combined theoretical approach on the
characteristics and location of firms could enhance knowledge on the hindering and promoting
factors of productivity and efficiency among informal enterprises. Using the PRISMA
methodology, 141 theoretical and empirical literature were reviewed, which revealed a central
role of local and national governments in providing enabling infrastructure for the informal
economy. It was found that factors like knowledge sharing, capitalisation, improved credit sector,
geographical concentration, and decongestion of industrial clusters could promote productivity
among informal producers. It therefore, falls on various stakeholders to plan and execute policies
on infrastructure, land-use policies, tax, and credit that simultaneously lessen the inherent
constraints of informality, while enhancing enablers of production.
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Introduction

The growth and sustenance of firms are generally underscored by their productivity and
efficiency (Lee & Lieberman 2010; Benson & Filippaisos 2016). Productivity, generally, measures
the average output of firms relative to production time and inputs (Baert & Revnaerts 2018; Mishra
2007), and the total productivity of all enterprises in a country constitute the gross domestic
product (GDP). Therefore, understanding the productivity at the micro-level is essential for growth
at the country-level. However, the productivity analysis has generally been skewed toward formal
enterprises in the extant literature. For developing countries that characteristically have a more
significant share of informal employment (ILO 2018), understanding the theoretical foundation of
informal productivity and the proposed remedies could be the grounds for further research and
deeper thinking for enhanced productivity.

Informal enterprises are known to exist on a continuum of legal compliance and characteristics
(Kocer, 2016), but generally, the ILO (2013) defines the informal economy as all economic
activities by workers and economic units that are - in law or in practice - not covered or
insufficiently covered by formal arrangements. In Ghana, where this study was conducted, private
enterprises are considered formal if they enrol workers on a pension scheme or another type of
social security or medical care (Ghana Statistical Service, 2016). Therefore, any economic unit
outside this category is considered informal.

While it holds that productivity and efficiency in informal employment is generally lower than
formal occupations, researchers have argued for the potential of high informal productivity by
tackling the problems of informality including labour intensiveness, rudimentary technology, and
exposure to poorer working conditions (Chen, 2012; Devicienti, Groisman & Poggi 2009; Dhemba

1999; Leandro & Schneider, 2019; Loayza, 2016). However, a universal approach to enhance



employment and production, as well as a unified theoretical explanation of informal productivity
are not prominent in the literature. One major reason to this challenge is linked to the heterogeneity,
varied functions, and complexity of employments relationships of informal enterprises (Gupta
2016; Vanek, Chen, Carre Heintz & Hussmanns 2014; Wells & Jason 2010). Others have also
identified informality variants in terms of scale and employment options among regions and
countries (ILO 2016; Williams & Shahid 2016).

This paper aims to discuss the theoretical underpinnings of the productivity and efficiency of
informal enterprises, considering the structural variants of informality and the location of informal
firms. Two location variants are considered — clusters and isolated sites. In its simplest and generic
sense, a geographical agglomeration represents a concentration of related firms and other
institutions engaged in closely related economic, research, and development activities (Alacer &
Zhao 2010). However, this generic definition encompasses different types of geographical
agglomerations, which researchers like Alberti, Sciascia, Tripodi and Visconti (2014) have
elaborated on. Madichie and Nkamnebe (2010) also conceptualised a one-building dimension of
agglomeration.

The concept of isolation in enterprise location is built around the idea that, at certain distances
apart, the interaction between similar and competing firms reduces considerably. Allen (1977)
found that communication between engineering firm falls dramatically when they are more than
30 meters apart. Rosenthal and Strange (2003), on the other hand, discovered that integration
among small-scale firms reduce within the first mile (1.6 kilometres), but up to five miles (8
kilometres) for larger firms. Among ad-agencies in Manhattan, Arzaghi and Henderson (2008)
found that the localisation effect loses 80 percent of its value at 500 meters apart, but fades away

completely at 750 meters apart.



The central question of this paper is formulated on how a combined theoretical approach on the
characteristics and location of firms could enhance knowledge on the hindering and promoting
factors of productivity and efficiency among informal enterprises. The characteristics of a firm,
including size (Boring, 2019; Clancy et al., 2014), structure (Carillo & Kopelman, 1991; Ogbo et
al., 2015), and formality (Amin, Ohnsorge & Okou, 2019; Echevin & Murtin, 2009) of operations
have been significantly associated with productivity. The productivity and efficiency effects of
informal firms’ location, whether in close proximity or isolated from closely related firms, is
however not well established in the literature. While there are other broader socio-cultural factors,
as well as various employee-level factors that may influence productivity of firms, this paper is
limited to the aforementioned factors. We, therefore, interpret our findings with this inherent

limitation. The subsequent section addresses the methodology of the study.

Methodology

The methodology for this paper is influenced by Avant’s (1993) recommendations on using a
systematic review to develop a theoretical framework. The PRISMA approach (Moher et al. 2009;
Page et al. 2020) was adopted to identify, organise, screen, and assess the eligibility for including
various literary works. The purpose of the initial identification of records was to assemble books,
journal articles, website content, and other relevant literary content that discussed theoretical and
empirical aspects of informal production, as well as classical and new geography economics. The
initial search was conducted between the months of September and December, 2016. An updated
search was conducted from November to December 2019, and third update in June 2021(see Figure
1 for details). Duplicates and the number thereof were identified by matching the titles of the
documents, using Python 3.8 and printing the results to file. These duplicates were then removed

from the repository.



Figure 1: PRISMA flowchart for document selection

- Documents identified through
= database search
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= screening for eligibility > paper screening
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Source: Authors’ construct, 2021

In order for a document to be included in the next stage, it was to be from a double-blinded
reviewed journal, a reputable publisher, or endorsed by globally recognised research institution.
Moreover, the abstract should point a direct theoretical and practical relevance to the objective of
this study. Given that this paper attempts a universal theoretical explanation of informal
production, the review was not limited by country context. The aim was to synthesise global

evidence throughout relevant history. A total of 161 papers were retained after applying these



criteria. A second screening was done by reading the abstracts of all the papers for relevance, In
order to reduce selection bias, the papers were randomly assigned to the authors to be further
screened and make a list of the relevant papers to retain. The list was synthesised through a
discussion, and as a results 144 documents were retained (see the reference section, for the list off
the documents).

The papers retained comprise literary works that either explain the main theoretical premises
for the study and those that support or contradict the assumptions of the study through empirical
research. This approach was to enforce an in-depth critique of the theories and also to identify gaps
that could be improved in our synthesised model. The subsequent section reviews the relevant
literature and further attempts to synthesise the various theoretical main points for analysing the

productivity and efficiency of informal enterprises.

Literature Review
Modernistaion theory and productivity

The modernisation theory states that development is caused by a transition of a traditional
economy to an industrialised economy (Jensen, 2001). Dibua (2006) indicated that this theory
influenced Rostow's (1960) stages of economic growth, Organski's (1965) stages of political
development and Apter's (1965) Politics of Modernisation. Thus, the theory is based on the
premise that the progressive evolution of traditional societies to modernised political, cultural, and
socio-economic frontiers promotes economic growth for development (Brugger & Hannan 1983;
Prateek 2010; Gavrov 2004).

In that regard, the theory also suggests that production, which is the underlying factor of

economic growth, must also evolve from traditional methods to industrialised capitalist methods



(Lewis 1954; Pasinetti 1981; Rostow 1960). By traditional methods, the theory focuses on the use
of simple tools and human-powered equipment, and differentiates them from electric-powered
machines and automated production (Huang 2015; Otchia 2014). Proponents of the theory, such
as Lewis (1954) and Rostow (1960), hold that traditional production deters productivity and
efficiency, whereas modern machinery encourages optimal productivity and efficiency. This
argument has been one of the underlying reasons for studies that found higher productivity and
efficiency levels among large scale firms, as compared to small- and micro-scale enterprises.

An OECD (2017a) report indicated that in the United Kingdom, the productivity of micro-firms
is at best, 60 percent of the level of large firms. In Turkey and Hungary, the report revealed that
micro-firms' productivity is up to 20 percent of the level of large firms. In Finland and Sweden,
however, the services of SMEs in were at par with large firms. In another study, Colacelli and
Hong (2019) found that the productivity SMEs in Japan was significantly lower than larger firms.
These studies suggest that higher rates of modernisation in manufacturing yield greater
productivity and efficiency.

The traditional-modern dichotomy is also used as the underlying explanation of lower
productivity of informal enterprises, compared to formal firms (Surdej 2017; Taymaz 2009). The
argument goes that informal firms are mostly SMEs, forced to operate on a smaller scale for not
modernising their production structures. In terms of size, Islams and Amin (2015) found that larger
informal firms were even less productive than smaller ones, because of increased inefficiency in
production. Thus, dualist (Hart 1971; ILO, 1972; Sraffa 1960), structuralist (Moser 1978; Portes
& Schauffler 1993; Tokman 1978), and legalist (de Soto 1989) views of the informal economy are
heavily reliant on the different levels of modernisation of production. These are discussed into

detail in the subsequent sections.



Dualist theory of informal economy

The early academic literature on informal economy concentrated on the capital limitations
within informal sectors. Sraffa (1960), for example, propounded that all activities would be formal,
if capital was not in short supply. According to Gibson and Kelley (1994), Sraffra was of the view
that informal sector processes will not yield the average rate on profit when evaluated at the
prevailing wages and prices. The early literature, therefore, attributed low productivity and
efficiency in the informal sector to constrained capital.

Prevailing evidence suggests that financially constrained firms in Europe lost as much as 21
percent of productivity, in comparison to unconstrained firms (Ferrando & Ruggieri 2015) and in
nine sub-Saharan African countries financially constrained firms had 6.6 percent lower marginal
returns on capital (Amos & Zanhouo 2019). Aghion et al. (2019), on the other hand, established a
complex relationship between access to capital and productivity. They found that capital
constraints had detrimental effect on long-run productivity, but also kept inefficient incumbent
firms out of the market, resulting in an inverted U-shape relationship. Given the proliferation of
informal firms in developing countries (Chen 2012; ECLAC & ILO 2014; OECD 2017b), Aghion
et al.'s (2019) findings would suggest that informal firms may be as efficient as their formal
counterparts.

According to Sraffa (1960), informal work, in the long-run, yields zero returns, although the
returns can be positive in the short-term. From the perspective of the modernisation theory, Hart
(1971) and the 1LO (1972) supported this notion by coining the term dual economy to suggest
economic structure of traditional versus modern sectors. They conceptualised the traditional sector
to consist of labour-intensive micro- and small-scale businesses using rudimentary, man-powered

technology that are found at the fringes of major cities. On the other hand, the modern sector was



seen as mainly the formalised firms with industrialised and automated production processes (Chen
2012).

Argawala (2009) noted that dualists generally ignore social and cultural system of regulations
that drive the informal production. They assumed that there could be no profitable coordination of
informal production processes without formal relationships between firms. However, Cruz and
Adolfo (2016) argued that profitable coordination of the segmented informal production is possible
through different forms of institutional cooperation. This is supported by Mukim (2011) who found
that buyer-supply linkages within clusters of informal enterprises improve economic activities
therein. Meagher (2011) in Nigeria and Ghose (2017) from India also argued that marginalisation
and the poverty-informality linkage is as result of government negligence of the sector, as they are
largely ignored regarding infrastructural and political support. Thus, the plight of the informal
economy is seen to be more of an imbalance in the political support. This leads to the structural

interpretation of the informal economy and productivity.

The structuralist theory of the informal economy

Portes and Walton’s (1981) conception of the informal economy shifts the focus from the
marginalisation perspective of dualism to the structural linkages between the informal and formal
economies. They based their argument on the complementarities, continuities and linkages
between formal and informal economies that exploit informal firms for the benefit of informal
enterprises. Two main views, labelled as the stagnation perspective and the modernisation view
arise from this argument (Moreno-Monroy et al., 2014).

The stagnation view, supported by Moser (1978), Tokman (1978), as well as Portes and
Schauffler (1993) holds that during formal-informal subcontracts, formal enterprises enforce tight

pricing mandates on informal enterprises, which constricts the capital of informal enterprises and
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traps them in survivalist mode. Given the capital restraints, these proponents establish that
productivity in the informal economy remains low indefinitely (OECD 2017b; IMF 2017). This
notion further reinforces the strong link between informality and low economic growth (World
Bank 2014; ILO 2016).

The modernisation perspective stems from the argument that formal enterprises not only seek
to reduce costs, but also aim to maximise product and service quality gained form formal-informal
linkages (Wattanapruttipaisan 2002). The argument, therefore, goes that formal firms only engage
modernised informal firms with the technical and productive capacity to provide the best services
(Ranis & Stewart 1999). Marjit (2003) referred to this section of informal firms as capital intensive,
whereas Grimm et al. (2012) labelled them as the upper-tier. Studies on formal-informal linkages
in Nairobi (House 1984), Nigeria (Arimah 2001), and also in six different West African countries
(Boehme & Thiele 2012) confirmed that formal firms are more likely to form links with more
capital-intensive informal enterprises, with higher productivity, and more educated workforce. The
perspective, therefore, suggests that encouraging more formal-informal linkages can lead to higher
overall productivity leading to higher economic growth.

Structuralists generally subscribe to the view that the major drawbacks for informal firms are
identified within the larger socio-economic structure, such as poor infrastructural development,
lack of government support, and external economies (Ghose 2017; Taymaz 2009; Tobin 1994). In
Porter and Watts’ (2011) opinion, this can be helped through a clustering of informal enterprises,
which attracts government’s investment in external economies (Arosanyin et al. 2009; Ghose
2017), and the pooling resources by cluster members (Porter 2000; Pessoa 2010, 2011) to build
shared infrastructure enjoyed for the cluster’s members. They, however, pose a pertinent question

regarding whether clustering of informal enterprises can be a basis for a governance structure,



which regulates the informal enterprises through associations and networks relations. This ushers

in the legalist perspective of the informal theory.

The legalist theory of the informal economy

The prime assumption of the legalist theory is that any firm would prefer to be free of regulation
or taxation from the government (de Soto 1989). The legalists’ perspective of informal
employment refers to labour processes where the conditions of work are outside the sphere of
public regulation (Chen 2012). They also refer to regulation as the task of the state and society,
but could also include regulation by custom. Legalists share the view that informal firms must
move towards modern governance structures in order to enjoy state support for increased
productivity (Chen 2012). This has been supported by several studies that report that regulated
firms generally have higher productivity than unregulated SMEs (Baez-Morales 2015; La Porta &
Shleifer 2008; Taymaz 2009), and unregulated large-scale firms (Benjamin & Mbaye 2012).

Crafts (2006), however, found that endogenous growth models provide strong evidence that
regulations have adverse effect on total factor productivity. Bridgman et al. (2007) found that from
1934 to 1974 regulation of U.S sugar factories led to significant losses in productivity and in
employees' welfare. Using data from U.S companies from 1997 to 2010, Davies (2014) confirmed
that the least regulated industries had the most significant gains productivity and efficiency. In
OECD countries, Sotiris (2015) found that in the short-run, regulation has no effect on total factor
productivity (TFP), but rather found significantly positive long-run effect of light regulations on
TFP.

Some reported cases in West Africa suggest higher productivity among informal firms (Echevin
& Murtin 2009), and also that informal firms can be more productive than formal firms especially

where formal firms incur additional costs through regulations (Amin et al. 2019). Others like Lin
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and Truang (2012), and also Combes et al. (2012) proposed that regulation can be encouraged
through geographical agglomeration of informal firms. This leads to the discussions on theories of

industrial clusters.

Classical theories of industrial agglomeration

Bekele and Jackson (2006) traced discussions on the geographical concentration of industries
to the works of Marshall (1890), Weber (1929), Ohlin (1933), and Hoover (1937, 1948). These
classical industrial theorists offers a variety of plausible benefits of agglomeration, including a
pooled market for specialised workers, accessibility of specialised inputs and services,
technological transfers, and reduction in transport expenditure.

An important development in the theoretical discourse on geographic concentration of
industries is Weber’s (1929) adaptation of agglomeration economies to location theory. The
position of the classical location theory was that geographical endowments and transport was
important to productivity. Roos (2005) confirmed in a study that as much as 36 percent of
productivity in Germany could be attributed to direct and indirect effects of geography. Moreover,
controlling for the effects of agglomeration economies reduced the net influence of geography on
productivity to seven percent. Studies, including Glaeser (2007), Ellison et al. (2010), and Tsubuku
(2016) have also provided evidence in support of Weberian and Marshallian theories that
agglomeration leads to reduced transport costs, between suppliers and producers, between
producers and customers, and in international trade.

Studies like Otsuka and Yamano (2008) in Japan and Takyi et al. (2013) in Ghana found that
overpopulation of enterprises within clusters of SMEs can lead to reduced productivity and profit
margins. Others studies in India (Kennedy 1999; Crow & Batz 2006), Brazil (Almeida 2008)

Vietnam (Konstadakopulos 2008), and Pakistan (Lund-Thomsen, 2009), as well as cross-country
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studies (Blackman, 2006; Huang & Shreekant 2014) confirm environmental degradation resulting
from industrial clusters of small-scale firms. These contribute to lessening the productive capacity

of industrial clusters.

Contemporary geographical economics models

According to Bekele and Jackson (2006), contemporary geographical economics models
adapted monopolistic competition and increasing returns to location theory. Several schools of
thought are based on this model, where the notable ones include flexible specialisation school
(Brusco 1982), knowledge spillovers and regional innovation systems school (Hassink 2010;
Malmberg & Maskel 2002), and industry clusters and competitiveness school (Caves & Porter

1977; Mills, Reynolds & Reamer 2008; Porter 2000).

Flexible Specialization Theory

The flexible specialisation school of thought was conceived by Brusco (1982), while analysing
the success of some international production systems during the economic crises of the 1970s.
Many studies found that during the crises large firms with inflexible production systems suffered
great losses. Brusco (1982), Piore and Sabel (1984), and other researchers including Scott (1988),
Pyke, Becattini and Syngberger (1990), as well as the OECD (2000) found that clustered small-
scale firms, with flexible operations and social relations, were much more successful during the
crises.

The break-up of mass production into smaller-scale production brings into the argument, the
idea of co-dependent specialised small-scale production, working as separate economic units, but
co-located to share the benefits of agglomeration. According to Nathan and Overman (2013), this

leads to a shift from standardised inputs and outputs to the re-specialisation of certain regions. In
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this situation, Storper (1995, 1997) noted that the resulting product differentiation and the
consequent heterogeneity of inputs increase the transaction costs of intermediate trade. From this
perspective, agglomeration of firms intend, not to reduce transport expenses, as proposed by
traditional location theory, but rather to minimise transaction costs.

Arguing from a modernisation perspective, van Dijk and Rabelloti (2005) established that
flexible specialisation can only be profitable in developing countries if the government was to take
the role of providing adequate infrastructure for industrial districts. This is supported by Kramarz
and Kramarz (2014) among metallurgic firms in Poland. Press (2008) also indicated that the
benefits of flexible specialisation are maximised with less complex products and within clusters.
However, strong-start up dynamics is required for the viability of clusters with flexible
specialisation. This makes a case for small informal firms, given that many studies agree that
small-scale production allow for flexibility in production (Brusco 1982; OECD 2000; van Dijk,
1995), and the fact that informal firms are generally small-scale (Boateng 2011; IMF 2017; Chen
2012). For example, in Ghana, Dawson (1990) found that deep inter-firm division of labour helped
informal engineering workshops at the Suame cluster to improve on innovation, equipment,
efficiency, and output.

The flexible specialisation school introduced the concept of untraded independencies, which
refers to conventions and informal rules on collaborative and informational networks (Newlands,
2003; Storper 1995). It also covers labour linkages, shared customs, and tenets of communications
and knowledge diffusion (Coe, Kelly & Yeung 2019; Heidenreich 2009). Flexible specialisation
theory, therefore, highlights the potential of informal firms to develop in agglomerations. This
seems plausible, because studies have found that informal firms, as compared to their formal

counterparts, are characteristically more specialised (Chen, 2012), flexible (Basole 2014), and

13



more in tune with vivid social interrelations, in-person encounters, tacit channels of knowledge
spillovers, and reciprocal exchanges (Wangare 2015).

Van Dijk and Rabelloti (2005) also argued that flexible specialisation among informal SMEs
in Abidjan, Abuja, Accra, and Ouagadougou have made them more competitive than their formal
rivals. In their conclusion, they stated that flexible specialisation is important for informal SMEs,
because it is a concept that is intertwined with important factors of dynamic SMEs. These factors
include inter-firm co-operation in the form of subcontracting, geographical grouping of micro and
small enterprises, network of micro and small entrepreneurs, multi-purpose technology,

specialisation and flexibility of production, as well as innovative mentality of entrepreneurs.

Knowledge-diffusion theory

According to Hassink (2010), the relationship between industrial cluster and productivity can
be explained by knowledge spillovers and collective learning. The central proposition of the
knowledge-diffusion theory is that localised channels of forming and sharing knowledge are
fostered through geographical concentration of firms (Pinch & Henry 1999; Gohr & Oliveira 2019;
Keeble & Wilkinson 2000; Malmberg & Maskell 2002). However, Malmberg and Maskell (2002)
as well as Martin and Sunley (2003) argued for a paucity of evidence supporting that proximity
between firms leads to exchange of information and knowledge. However, in a critical analysis,
most of such studies have focused primarily on formal firms, that have been theorised to be
characterised with codified knowledge.

Bethelt and Gluckler (2011) as well as Dixon (2014) noted that knowledge-diffusion in clusters
are transferred through personal contacts, knowledge spillovers, as well as shared norms, which

are the inherent features of informal enterprises (Basole 2014; Chen 2012; Erika & Watu 2010;
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Huber 2010). These demonstrate the significance of geographical proximity productivity and

efficiency in informal manufacturing, which is the core premise of the knowledge diffusion school.

The competition school of industrial cluster

Caves and Porter (1977) theorised that the assets, skills, inputs, and staff needed for
entrepreneurial ventures are often more readily available and also more easily assembled in
industrial clusters. They were also of the conception that local financial institutions and investors
will be more ready to invest in clusters, given that such locations hold entire supply chain. From
this, Porter (1990) theorised that industrial clusters provide competitive advantage by increasing
the static productivity of clustered firms by increasing their innovative capacity. Swann et al.
(1998), Papalia and Bertarelli (2009), as well as Chen et al. (2020) supported this notion that
clusters tend to attract more firms, and that innovative activity and output are positively correlated
with new firm entry and productivity growth. However, this is limited to the inverted U-shape
relationship found between the size of clusters and productivity (Nicolini 2003; Maggioni 2012;
Wheeler, 2004). Productivity will, therefore, tend to decrease when the maximum mass of firms
is surpassed.

According to Porter (2000), and as confirmed by Osarenkhoe and Fjellstrom (2017), the cluster
collaborates and builds an overall advantage, which is exploited only by members of the cluster
through information exchange and networking. Ter Wal and Boschma (2011) also found that
clusters are endowed with different organizational cultures, knowledge and capabilities, which
according to Menzel and Fornahl (2010), as well as Valdaliso, Elola, Aranguren et al. (2016) cause
clusters to develop unevenly. The evenness, then, creates competition within the cluster amidst
collaboration. Porter (2008) asserted that government’s role in cluster productivity is to improve

general microeconomic capacity by providing appropriate physical infrastructure, as well as
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accurate and timely economic information. Wickham (2004), Ali (2012), and Ghose (2017) found
evidence in support of the pertinence of government role in cluster development, in Australia,
Ethiopia, and Nigeria, respectively.

Garelli (1997) argued that Porter (1990) neglects globalisation and international competition,
which suggests that production, does not necessarily need to be close to the end-user. Thus, the
need for proximity of firms is undermined by the globality of production, because inputs are widely
accessible from many locations. Russell et al. (2014), however, noted that a myriad of economic
factors and oil prices have increased global freight costs, although freight volumes have decreased.
They noted that many firms are, therefore, turning from off-shoring to near-shoring, which is an
approach to procure supplies nearest to the end-market. This is supported by UN-OHRLLS (2013,
2020) and Trademark East Africa (2015) among landlocked African countries and Chaney and
Nunn (2018) in the United States.

The main theoretical propositions of informal productivity and efficiency, as well as the
remedies for improvement are enumerate in Table 1. The structural theories tend to recommend
approaches to modernise informal production processes and governance structures. The most
prominent remedy for the informal economy across the theoretical approaches aligns with
government involvement in providing general supportive infrastructure for production. This
suggests to governments to give more recognition to the informal economy. In this way,
agglomerating dispersed informal production could be a means of making their contribution to
national growth more recognised through informal taxation. This could further reinforce

governments’ interest to support informal small-scale businesses.
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Table 1: Theoretical approaches to productive and efficient informal sector

Theory Deterrent factors to Supportive productivity Productivity and
productivity and and efficiency factors efficiency remedies
efficiency

Dualist Capital constraints; Profitable coordination of ~ Modernisation of

Structuralist

Legalist

Classical
location
theories

Labour intensiveness;
Segregation from cities;
Man-powered
technology; Low social
protection; Low benefits
from government
interventions;
Diseconomies of scale

Exploited formal-
informal sub-contracts;
Unsupportive macro
socio-economic
structure; Poor
infrastructure; Lack of
government support

Remaining hidden to
evade taxes; No
regulation; Traditional
governance structure

Population congestion;
vehicular traffic
congestion; stagnation of
labour; high rents at
clusters; enterprise
saturation; environmental
degradation

the segmented informal
production

Profitable subcontracts

Less government
interference in production;
Avoiding possible
bottlenecks and regulatory
malpractices; Accrued
profits through tax
avoidance

Pooled market;
Accessibility of
specialised inputs and
services; Technological
transfers; Economies of
scale; Availability diverse
labour markets; Improved
supplier-customer
relationship; Reduction in
transport expenditure;
Common infrastructure;
Urbanisation economies;
Location economies

17

production
technology;
Government
regulation of
informal firms;
Improved credit
sector

Capital intensiveness
of informal firms;
Clustering of
informal firms;
Government
interventions for
infrastructure

Modernisation of
governance
structures; Relaxing
legislations and by-
laws on taxes;
Geographical
agglomeration of
informal firms Lin
and

Government
provision of
infrastructure



Flexible
specialisation

Knowledge
diffusion

Competition
school

Increase the transaction
costs of intermediate
trade

Erosion of competition
needed for economic
vibrancy

Over-saturation of
enterprises; Over-
competition in the
cluster; Uneven
development of clusters

Flexible operations and
social relations; Co-
dependent specialised
small-scale production

Tacit channels of
knowledge spillovers, and
reciprocal exchanges

Overall competitive
advantage of the cluster;
Faster innovation of
cluster members

Government
provision of
infrastructure;
Diversified quality
production approach

Collective learning
of codified
knowledge;
Government to
improve general
infrastructure

Decongestion of
over-concentrated
clusters;
Government to
develop shared road
infrastructure and
supporting
technology

Toward a unified model

The main theoretical propositions of informal productivity and efficiency, as well as the

remedies for improvement are enumerate in Table 1. Generally, the theories propose deterrent and

enabling factors of productivity. For classical dualists (ILO, 1972; Sraffa, 1960), factors like

capital constraints coupled with labour intensiveness of informal production are major inhibitors

of productivity of informal enterprises, whereas coordinated production enhances productivity.

Structuralist (Moser 1978; Portes & Schauffler 1993) on the other hand, indicate that while formal

to informal sub-contracts could enhance productivity of informal enterprises, they tend to be

exploitative (Mehrotra & Biggeri 2007) with complex outcomes (Basole et al. 2014).

From a legalist perspective informal production is hindered by internal governance structures

of informal enterprises, but that reduces government interference in production (Baez-Morales
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2015; Benjamin & Mbaye 2012). Consequently, they recommend approaches that emphasise
modernisation of informal production processes and governance structures, in the midst of
increasing access of informal enterprises to the capital market. The most prominent remedy for the
informal economy across the theoretical approaches aligns with government involvement in
providing general supportive infrastructure for production. This suggests to governments to give
more recognition to the informal economy. In this way, agglomerating dispersed informal
production could be a means of making their contribution to national growth more recognised
through informal taxation. This could further reinforce governments’ interest to support informal

small-scale businesses.

The location theories also emphasise various enabling and deterrent factors of enterprise
productivity and efficiency that could apply to informal enterprises. These would, in essence,
inform informal enterprises of their location choices, as seen in the model below (see Figure 2).
The model assumes that interaction between the peculiar characteristics of informality and the
location factors contribute to the productivity of informal enterprises. Thus, informal productivity
influenced not only by the inherent informal governance structures, capital arrangements vis-a-vis
labour intensiveness, and legal compliance that define continuum of informality, but also by the
co-location with or isolation from related enterprises.

The model also considers the influence of further external factors encapsulated in government
tax and credit policies, as well as infrastructural planning and distribution. These are emphasised
because all the theories reviewed emphasise shared infrastructural and technological support as a

major driver of productivity and efficiency. Moreover, the responsibility of infrastructural
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provision, according to the theories, is toward the local and central government agencies. Although

informality varies along a continuum of characteristics, the model assumes a more homogeneous

identity of informality. We, therefore, advocate for the practical adaptation of the model to

difference scenarios.

Figure 2: Unified model of informal production
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Conclusions and implications

Existing literature on informal production emphases the influence of informality on
productivity, but with little attention to the influence of location factors on informal production.
This paper attempts to advance the idea that informal production could be enhanced through
appropriate enabling environment, either in clusters or at isolated locations. The paper therefore
merges theoretical frameworks on informality and location economics to further the thinking into
enhancing the productivity and efficiency of informal firms. At the core of this is the role of local
and central governments to plan and implement tax and credit policies that encourage the
capitalisation of informal firms, and simultaneously reduce capital constraints of informality. In
so doing, this paper argues that planned industrial clusters could be a tool for encouraging group
lending policies that have proven successful in some cases (van Eijkel et al. 2011).

Being highly specialised (Basole et al. 2014; van Dijk 2009), informality allows small
capitalisation of firms as avenue for quick self-employment. In isolation, Marshallian and
Weberian thinking would suggest that these enterprises would experience higher transportation
and transaction cost in collaborating with complementary firms. A colocation approach could
overcome such challenges by pulling interrelated informal firms together, thereby creating a mass
of complementary specialised groups. Firms within the cluster could then benefit from the overall
competitive advantage of the cluster (Bekele and Jackson 2006; Porter 2000), obtained from the
ease of access to related services and products in one location (Takyi, 2012).

Due to the easy of entry into informality (Chen 2012), there is the tendency for informal
industrial clusters to experience diseconomies resulting from overconcentration of firms (Sonobe
2012). It, therefore, implies that industrial clusters for informal firms must be pre-planned,

designed, and monitored to accommodate a specified number and types of firms that maximises
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location economies and competitiveness, through inter-firm linkages and structural exchange.
Local assemblies, in consultation with relevant stakeholders, would have to integrate informal
clusters into existing town and country plans, and make provisions to relocate illegally sited
informal firms into clusters. In Ghana for example, illegally sited informal wood workers were
successfully relocated to a cluster, through the joint effort of the Kumasi Metropolitan Assembly,
informal artisanal associations, and foreign donor agencies (Attuquayefio & Abdulai 2010).
Congested clusters experiencing diseconomies would also have to be uncluttered through strategic

relocation of firms into new clusters, through stakeholder collaboration.
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