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The Predatory State

“Everything appears to promise that it will last; but in this world nothing is certain but death and taxes.”

· Benjamin Franklin, 1789

I. Introduction

Could Ben Franklin have been wrong, at least about taxes? Particularly in developing countries, a significant proportion of all economic activity occurs in the unorganized or informal sector which usually operate outside the law and beyond the purview of statistical agencies. The Planning Commission of India, for example, estimates that only a small percentage (8 to 9 percent) of the total workforce of the country is employed in the organized sector (Jha 2005). Some analysts see the street vendors, unlicensed bus drivers, and independent artisans of this informal sector as dynamic entrepreneurs engaged in evading the heavy hand of the state (de Soto, 1989). According to them, some workers and firms willingly give up the benefits of legal recognition in order to avoid taxation and regulation.

Workers can opt out of the government’s game. To what extent does this constrain public policy? At issue is the welfare gain which flows from the public provision of a public good. Who gets the gain? Could a relatively autonomous “predatory ruler” manipulate tax policy to appropriate for herself the gains generated by public production (Levi, 1988)? Or does the threat that workers will abandon formal operations force the state to provide the public good efficiently.


This paper models analytically the interaction between two decisions: workers’ choice between formal and informal activity and a predatory governor’s choice of tax and expenditure policy. The model suggests that the ability of workers to abandon formal taxable production constrains tax policy only very weakly, as long as the products of the two sectors are imperfectly substitutable for one another. The state is free to appropriate for itself the gains in welfare made available through its provision of public order.


The paper has five parts. First we briefly review the literature which frames the above question. The section considers the nature of economic informality, the analysis of opportunistic behavior in new institutional economics, and models of the predatory state. In section II we set up an analytical model, using a CES utility function over two marketed goods. The utility derived from consumption of those goods is scaled up by the consumption of non-traded public “order”, a good with attributes ranging from personal security to the enforcement of contracts. “Order” is provided to formal workers by the government and produced by informal workers for themselves. The model is used to show that a graft-maximizing governor can always increase her take by further raising the tax rate on workers in the formal sector, at least as long as that rate remains less than the reciprocal of the elasticity of substitution between the marketed goods.


The third section of the paper considers the special case when utility is given by a Cobb-Douglas function, in which the elasticity of substitution between the two marketed goods is equal to one. In this case, the reciprocal of the elasticity of substitution between the marketed goods is one, and the tax rate can be raised arbitrarily close to 100% without destroying the formal sector.


The fourth section re-specifies the model. In order to capture the role of public order in reducing transactions costs, “order” is treated not as a consumption good but as an input into production. This re-specification does not reverse the conclusion of the earlier sections of the paper. In fact, the sufficient condition for an increase in the tax rate to increase the governor’s rent is less restrictive under this specification than under the previous one. Section V makes some methodological observations, indicates directions for further work and concludes. 

II. An Institutional Approach to Informality and the State

Two major choices have been made in constructing the model. First, economic informality has been modeled along neo-institutional lines. Operations are considered to be informal if they are outside the law, if they “fail to adhere to established rules or are denied their protection” (Feige, 1990, pp. 990). Second, the behavior of a relatively autonomous state is modeled as the maximization by a predatory ruler of the excess of tax receipts over the cost of providing public order. Before examining the model, some readers may want to explore how the existing literature helps to frame the question at hand.

A. Approaching Informality

Analysts of developing economies agree that informality is pervasive and persistent. They disagree on whether it is a problem. Some see the informal sector as “a site of severe exploitation,” others as “a source of innovation and growth” (Palazzini, 1992, p.3). These evaluations reflect divergent views of the nature of economic informality. Is it the refuge of the desperately poor, or is it a freely chosen response to regulation?


Economic informality was first treated as an analytical category in 1972, in an ILO report on the persistence of poverty among urban workers in Kenya. The report associated poverty with informal activity, described as “a way of doing things characterized by: a) ease of entry, b) reliance on indigenous resources, c) family ownership of resources, d) small scale of operation, e) labor-intensive and adapted technology, f) skills acquired outside the formal school system, and g) unregulated and competitive markets” (Lubell, 1991, pp. 17).

 
Subsequent work by the ILO and its Latin American program, PREALC, has associated informality with easily entered competitive markets which are composed of small firms using labor-intensive technology. The sector is seen as a sponge absorbing surplus labor. The productivity of labor in the informal sector is low, as are earnings. Victor Tokman provides a concise and authoritative summary of PREALC’s position:

Surplus labor, unable to find jobs in the modern sectors and confronted with the need for survival, has to find income-producing activities to perform. Given their lack of capital, both physical and human, the activities these workers can perform have to be easily accessible. The organization of production is then rudimentary, without any clear division of ownership of the means of production and, as a result of competition, average income becomes the variable of adjustment” (Tokman, 1988, pp. 144). 

Although PREALC has come to acknowledge some degree of heterogeneity within the informal sector, it continues to paint a bleak portrait of a sector which is large and poor. According to Tokman, thirty million Latin Americans work in the informal sector, three-quarters of them earning incomes below the poverty level. Moreover, a high percentage of all the poor are working in the informal sector (Tokman, 1989, pp. 1067-1068).

Tokman’s summary statistics are drawn from the large empirical literature which developed around the notion of informality. Survey work generally considers workers to be engaged in informal activity if they are: a) self-employed outside the professions, b) working in firms employing four or fewer workers, c) unpaid family workers, or, in some cases, d) domestic servants. Lubell reviews nearly fifty surveys undertaken in different areas between 1972 and 1990. The surveys generally found something between one-third and one-half of the urban labor force to be engaged in the informal sector, with higher proportions in the 1980’s than in the 1970’s (Lubell, 1991, pp. 5). They also found informal employment to be associated with poverty. 


However, surveys simultaneously undermined the negative view of informality as the desperate attempt of the poor “to make their own work.” Perhaps the most perplexing finding is that many informal workers say that they prefer informal to formal employment (Lubell,  1991, pp. 111). Some have even abandoned relatively highly-paid factory jobs to move into the informal sector. It behooves us to explain why.  


Alternative approaches to economic informality address those preferences. Palazzini views informality as “the fight for autonomous community development” and for “ways of living which are not compatible with capitalist organization” (Palazzini, 1992, pp. 8). The political right sees informality as a struggle for capitalist organization against a pre-capitalist, neo-mercantilist state (de Soto, 1989). This approach is associated with Hernando de Soto’s work at the Peruvian Instituto Libertad y Democracia (ILD). “The ILD’s provocative thesis is that the informal sector should be viewed as a dynamic and efficient economic response to the institutional costs and constraints imposed by a legal system that systematically excludes a large segment of the population from the normal protections afforded by property rights, contract enforcement, and torts” (ILD, 1990, pp. 138). This approach emphasizes the “transaction costs generated by the proliferation of legal regulations, institutional barriers, and lack of facilitative law” for informals (ibid., pp. 137).


If de Soto is right, workers and firms choose whether to operate formally or informally on the basis of a comparison of the costs imposed by each form of operation. “The choice between working formally and informally is not the inevitable result of people’s individual traits but, rather, of their rational evaluation of the relative costs and benefits of entering existing legal systems” (de Soto, 1989, pp. 185). Formal operation is costly.

A typical regulatory system contains the following elements, all of which affect the informal sector directly or indirectly: regulations concerning legal access to property; a license from the state or local authority to function as a business in a given work place; minimum standards of hygiene for the work place and for the output of the enterprise; minimum wages and limitations on the firing of workers; minimum standards for physical infrastructure and buildings for housing and business premises; national and local taxes on property and income and (usually local) taxes on business permits; and application of formal accounts to enterprise operations.” (Lubell, 1991, pp. 117).

Informality is also costly. To the extent that the state chooses to punish informal operation, the informal worker must devote resources to evading detection. More importantly, informals lack access to legally binding sales contracts, employment contracts, loans, and partnerships, and they must maintain and enforce their own “system of extralegal norms” (de Soto, 1989, pp. 13).


Students of the “underground” sectors of advanced industrial economies have modeled the evasion of taxation as well as of environmental and labor codes (Feige 1989, Pyle 1989, Tanzi 1982). Yet the ILD’s thesis goes beyond these, and even beyond the ILD’s own concern to continue “the long march toward private property” (de Soto, 1989, passim). The thesis underscores the coexistence of alternative institutions for the regulation of economic exchange, and so it touches on the literature of the new institutional economies.

B. The New Institutional Economies and the Predatory State

Sometimes called neoclassical political economy, the new institutional economics has a simple message: “Institutions matter” (de Alessi, 1990, pp. 5). The thesis is usually put in terms of transactions costs. “Institutions provide the structure for exchange that, together with the technology employed, determines the cost of transacting and the cost of transformation” (North, 1990, pp. 192). Attention to the patterns of exchange leads to the explicit considerations of the costs of ‘information, negotiation, monitoring, coordination, and enforcement of contracts” (Bardhan, 1989, pp. 1389).

Optimizers will minimize the combined production and transaction costs within a given institutional framework and also will work to devise cost-minimizing institutions. For example, “the nexus of contractual arrangements known as the firm arises to solve the shirking-monitoring problem of joint (team) activity when the production function is not separable” (de Alessi, 1990, pp. 9). Over the long haul, as population growth or some other factor changes relative prices, institutions evolve to enhance the efficiency of transactions under the new conditions. This is the approach to economic pioneered by Douglass North.  

An important objection has been raised to the new institutional economics. The approach argues that hierarchical relations of authority are introduced into the market to reduce the costs of restraining opportunistic behavior such as shrinking. However, the literature underplays the fact that authority creates opportunities for exploitative behavior on the part of the rule-maker. “Transaction costs theorists tend to see authority primarily as a remedy for opportunism, rather than as a device which might be abused in an opportunistic fashion… Authority relations generate the structural preconditions under which employer opportunism is most likely to be encouraged: namely information impactedness, small numbers, and availability of a tool (decision by fiat) which is tailor-made for unilateral pursuit of self-interest” (Dow, 1987, 20-21).

Relations of authority, then, may lower some of the transaction costs, but they also create new opportunities for rent-seeking and “directly unproductive profit-seeking activities” (DUP) (Srinivasan, 1985). The scope for such activities is not confined to the private sector. It extends to the manipulation of the power of the state.

  To think of the state as an independent actor requires a shift in perspective. Ronald Findlay notes:

Economists have traditionally not had much to say about the theory of the state. The view of the state that most commonly prevails in economics is that of a ‘functional’ or ‘instrumental’ agency that performs the traditional tasks of providing public goods and offsetting externalities and other ‘market failures’ by corrective taxes and subsidies…. In the tradition of Pigou and Meade the state is seen as the benevolent guardian of the public interest.” (Findlay, 1990, pp. 201). 

Findlay also notes, however, that the “rediscovery” of the autonomy of the state “makes it necessary to treat it as a dynamic independent force instead of as a passive agent of society at large” (ibid., pp. 195). Furthermore, “… there is a disproportion in the Third World context between the state and the development of ‘civil society’, such that the forms of the state are perverted into making it an instrument of repression of the mass of the people in the interests of a small minority that attains control of the bureaucratic apparatus” (ibid., pp. 198).


How is the behavior of the state to be modeled? This paper adopts one method: the maximization by a representative ruler of an objective function. What is the objective? The ruler maximizes the excess of tax revenue over the cost of the provision of public services. A state which maximizes revenue in this way is known in the literature as a “predatory state”.


While avoiding formal modeling, Margaret Levi works along this line: “I hypothesize that rulers maximize the revenue accruing to the state subject to the constraints of their relative bargaining power, transaction costs, and discount rates…. I hypothesize that rulers are predatory in that they try to extract as much revenue as they can from the population” (Levi, 1998, pp. 2-3). Levi adopts a somewhat oblique approach, looking for historical confirmation of one of the implications of her hypotheses: “That rulers will devise and formalize structures that increase their bargaining power, reduce their transactions costs, and lower their discount rates so as to better capture gains from exchanges of politics” (Levi, pp. 16).


Of course, predatory behavior is only one of the reasonable models for state behavior. Peter Evans points out that “developmental” states with “embedded authority” and “corporate coherence” have fostered industrialization in East Asia (Evans, 1989). He complains about stories in which “the  state bureaucrat, strangling the golden goose of entreprenership and lining his pockets with unproductive rents, has again become the central villain (ibid., pp. 562). Yet even Evans admits that “some states may expect such large amounts of otherwise investable surplus and provide so little in the way of ‘collective goods’ in return that they do impede economic transformation. It seems reasonable to call these states ‘predatory’”(ibid.).


Predatory behavior is not limited to those extreme cases in which the name of a nation has been linked to that of its ruler: Somoza’s Nicaragua, Duvalier’s Haiti, Stroessner’s Paraguay, the Marcos’s Philippines, Mobutu’s Zaire. In some cases, rulers take turns in the “kleptocrat’s” chair (Grossman and Noh, 1990). This is true of Honduras and is alleged to have been true of Mexico. In other cases, the behavior of the state, while not clearly kleptocratic, exhibits elements of predatory behavior. Evans puts Brazil in this category (Evans, 1989).

C. Framing the Question

The state provides a legal order to those who operate in the formal sector, lowering transactions costs by defining property rights, regulating contracts, and providing judicial redress. This order has the character of a public good. When consumption of a good by one person does not limit the amount available to others, the provision of a good by a public authority is more efficient than reliance on private choices. However, those who manage the state may try to appropriate for themselves the “surplus” generated by the increase in efficiency. Are there any limits on the state’s ability to appropriate the surplus which its provision of public order generates?


It is possible to opt out of the state’s game by moving into the informal sector. This would seem to limit the state’s predatory behavior; the ruler would not kill the goose which lays the golden egg. The state “attempts to maximize revenue acting as a discriminating monopolist in setting property rights, subject only to the constraint that it does not force its constituents to other available means of assuring themselves the same services” (Srinivasan, 1985, pp. 44). But how tightly will that constraint bind?


This paper begins with the hypothesis that the possibility of abandoning formal economic activity in favor of informal operations constrains predatory behavior on the part of the governor. The paper ends with the somewhat surprising result that the possibility of exit is a weak constraint, at best. An increase in the tax rate will increase state revenue at least as long as the tax rate remains less than the reciprocal of the elasticity of substitution in consumption between the products of the formal and the informal sectors. In other words, the state can appropriate for itself the gain in welfare available through its provisions of public order.

III. The Analytical Model with a CES Specification

A. Economic Structure

Consider an economy in which two goods are produced and sold, one by workers in the formal sector and the other by workers in the informal sector. A third good, public “order”, is not traded. A worker can obtain this good in one of two ways. Workers in the formal sector, who are required to pay taxes, have access to legal protection as a public good offered by the government. Each informal worker, on the other hand, devotes a portion of his or her own labor to the production of order through informal enforcement mechanisms. 


Tastes are identical among consumers. The utility derived from consumption of the two marketed goods is given by a simple CES function. Some examples might bolster the intuition behind the substitutability between the two goods; think of the choice between buying a bicycle and using unlicensed bus service, the choice between building in an informal settlement and renting in a multifamiliar, the choice between buying a modeled plastic chair downtown and buying a wooden one knocked together by a neighbor, or even the choice between lunch at the corner comedor and lunch at Pizza Hut. The utility derived from the consumption of the marketed goods is scaled up by the amount of “order” consumer by the worker. In this section of the paper, public order or personal security is thought of as a final good rather than as an input into production.
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Ordinary demand functions for the two marketed goods are derived through maximization subject to the budget constraint, where formal output is the numeraire, pi is the price of the informal good, and E is the total expenditure. 
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These demands can be substituted back into the utility function to give a quasi-indirect utility function:
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Workers in the formal sector work part-time “for themselves” and part-time “for the government”. In other words, only part of their labor time produces xf, the good which is sold to generate income for private expenditure. The tax rate on time is set by the government. Lf represents the proportion of labor time spent on production of the saleable good. The proportion of time taxed away is:
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Thus, the model abstracts from the labor-leisure choice. This is usually addressed by simply putting leisure into the utility functions. However, it is not at all obvious how best to model the supply of labor in economies marked by poverty. “Poor workers in the unorganized sectors of less developed countries have been observed to increase the quantity of labor they supply as wage rates drop” (Sharif, 1991, pp. 1075). To avoid complicating the model, I have opted to model the supply of labor as completely inelastic.


The output of each formal sector worker is assumed, in this section of the paper, to be linear in the labor input, and the formal good is the numeraire. Thus, each worker in the formal sector has available for private expenditure
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The output of order is set exogenously by the government. The indirect utility attainable through work in the formal sector, then, is:
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Workers in informal sector allocate their time freely between production of the saleable good and production of “order” for their own use. Output of the informal good is linear in the labor input, as is the output of “order”. Workers allocate their time between the two activities to maximize utility. From sales of the marketed product, each worker derives income available for expenditure:
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The maximum utility attainable through work in the informal sector is:
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B. Determination of Equilibrium

If the utility attainable through work in the informal sector exceeds that attainable in the formal sector, workers will abandon formal production. In other words, in their drive to maximize the utility attainable through work, people will shift between the sectors of production unless:
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This may strike some readers as too restrictive a condition since it abstracts from the cost of migration, just as the production functions exclude start-up costs. However, the model has been designed with fully flexible labor to provide the most favorable conditions under which to test the hypothesis that the threat to abandon formal operations restricts the state’s taxing power. Solving equation 10:
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Therefore, in equilibrium:
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For equilibrium, the goods markets must also clear. The relative price of the informal product will adjust to equilibrate demand and supply for each of the saleable goods. This second equilibrium condition can be derived with reference to either of the two goods markets.


Consider the market for the product of the formal sector. Using the production function and the ordinary demand functions given above, and representing the total work force by N, formal employment by Nf, and informal employment by Ni, the market will clear where:
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This condition reduces to:
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The two equilibrium conditions can be jointly solved. Markets will clear and migration between the sectors will cease when:
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Equation 15 determines the equilibrium size of the informal sector given tastes, the productivity parameters, the labor supply, the output of the public good, and the tax rate on formal labor. 

C. Taxation and Formal Employment

A curious result emerges when equation 15 is partially differentiated with respect to Lf, the share of a formal worker’s time devoted to production of the saleable good.
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This implies that for negative values of 
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An increase in the tax rate on formal workers tends to increase formal employment. Note that the direction of the impact does not depend on what 
the government does with the tax revenue. Before exploring this result more formally, it may be helpful to sketch the underlying economic processes.


The intuition is as follows. Raising the tax rate decreases the time that a formal worker can devote to production of the saleable good, tending to decrease the worker’s income and utility. However, as workers produce less of the formal sector’s product, it becomes relatively scarce. The price of the informal product falls as it becomes relatively more abundant. This lowers the real income of informal workers and the utility which they attain through their work. Depending on the elasticity of substitution between the two goods, the utility attainable through work in the informal sector may fall faster than formal utility, and workers may actually shift toward formal employment. The elasticity of substitution, of course, is determined by the value of 
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. For the CES function as used in equation 1, the elasticity is given by:
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Negative values of 
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 imply inelasticity in substitution. Thus, if the goods produced by the formal and informal sectors are poor substitutes for one another, we can expect some counter-intuitive results.

D. Maximizing Graft

Imagine that a governor decides to rake-off as great a share as possible of the resources of the economy. Will her predation not be limited by workers’ flight to the informal sector? As tax rates rise or the provision of the public good falls, will not workers abandon the formal sector and leave the state with no one to tax?


Perhaps not. The analytical model underscores the importance of the elasticity of substitution between the two marketed goods. Limited substitutability would imply that a significant fall in the relative price of the informal good will follow an increase in the tax rate on formal labor. The consequent decline in the utility attainable through work in the informal sector would restrain any out-migration from the formal sector.


Let a thoroughly corrupt governor maximize the difference between tax collections and the cost of providing the public good. She maximizes:
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Given all the parameters of the model and also an initial tax rate, let her choose the graft-maximizing level of provision of the public good. At that xp:
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where:
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Given the graft-maximizing selection of xp, could the governor further increase her haul by raising the tax rate on formal labor?


Starting from the graft-maximizing level of xp:
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Solving:
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This derivative will be negative if:
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For this condition to be met, it is sufficient (although not necessary) that:
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The elasticity of substitution between the goods, 
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, is given by:
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Therefore, the condition for an increase in the tax rate to further increase the governor’s take is simply: 
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Since the tax rate is always between zero and one, inelastic substitution (
[image: image35.wmf]s

 less than one) will always be sufficient to ensure this result. However, substitution can be elastic and the condition still be met (e.g., an elastic value of 3 and a tax rate of 1/3 or 33%). 


As long as the tax rate remains below the reciprocal of the elasticity of substitution between the products of the two sectors, the graft gained by a predatory state can be increased by a further increase in the tax rate. The increase will not lower total tax revenues by driving workers into informality. Although the increase lowers the utility derived from informal sector work by generating an adjustment in the relative price of the products.


Of course, the model implies that the utility of all workers falls as the tax on workers in the formal sector rises. It may be that there exists a floor below which the governor will nor drive the equilibrium utility levels, whether out of a sense of public responsibility or out of a desire to remain in power. In this case, unless the elasticity condition binds, the graft-maximizing governor will always drive utility down to that floor.

IV. Unlimited Taxation: The Cobb-Douglas Case

According to the above result, the elasticity of substitution between the two marketed goods sets the decisive limit on the ability of the state to successfully milk the formal sector. The condition that the tax rate not exceed the reciprocal of the elasticity was found to be sufficient to guarantee that a tax increase would raise the state’s revenues. As the elasticity falls towards one, the tax rate could rise toward 100%. This limiting case of unlimited graft is illustrated by using a Cobb-Douglas utility function, which is, of course, characterized by unitary elasticity of substitution.

A. Economic Structure

Consider the utility function:
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Ordinary demand functions are generated by maximizing utility subject to the constraint that spending on the two purchased goods exhaust expenditure E, with the price of the formal product set equal to one:
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These can be substituted back into the utility function to give a quasi-indirect utility function:
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As before, workers in the formal sector work part-time “for themselves” and part-time “for the government”. The notation of the earlier model is maintained. The “tax rate” on the time of workers in the formal sector, 
[image: image43.wmf]l

, is set by the government.
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The output of a formal sector worker is a linear function of the labor input, and the formal good is the numeraire. Thus, the formal workers have available for private expenditure:
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Working in the formal sector, workers can achieve the utility:
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Workers in the formal sector allocate their time freely between production of the saleable good and production of order. They maximize:
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Solving for the endogenous allocation of time:
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Working in the informal sector provides indirect utility:
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B. Determination of Equilibrium

Labor will move between the formal and the informal sectors unless:
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As in the general CES case, then, the first equilibrium condition is:



[image: image54.wmf](

)

(

)

b

b

l

i

i

i

i

p

f

f

i

c

L

d

x

L

d

p

=









          ... 38

The second equilibrium condition requires that each of the goods markets clear. Consider the informal market. The output of the sector will be:
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Total demand for the informal good will be:
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The market will clear where:
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The utility and market-clearing conditions can be solved jointly for the equilibrium level of employment in the formal sector:
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As in the previous case, we can solve for the equilibrium size of the formal sector given the taste parameters, the productivity parameter on the informal production of order, and the output of the public good. Note, however, that the size of the sector is now independent of the outputs of the traded goods, and therefore independent of the tax rate. This will drive the following analysis of the possibilities of graft.

C. Maximizing Graft

Again, consider the governor’s problem. She first chooses to provide that level of the public good which maximizes G for the given parameters, including an initial tax rate on formal labor:
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where: 
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Once xp has been set to maximize the potential for the governor’s rake-off, can graft be further increased by raising the tax rate on the formal sector? The procedure used in the general CES case can be used once again. Starting from the graft-maximizing level of 
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where:
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The Cobb-Douglas specification thus represents the limiting case. Where there is unitary elasticity of substitution between the two goods consumed, the “profits” retained by the governor can always be increased by lowering the proportion of time available to formal sector workers for their own use, that is, by raising the tax rate to 100%. If the predatory governor recognizes a floor below which she will not drive the worker’s welfare, then she will at least drive utility down to that floor. Of course this is consistent with the previously derived condition for an increase in the tax rate to further increase the governor’s take:
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V. Order as an Input into Production

Given the emphasis on transactions costs in the literature, it might be better to treat order, whether publicly or informally enforced, as an input into the productive process rather than as a final consumption good. A simple adjustment to the above model permits analysis along that line. The conclusion reached is the same. A corrupt government could always improve its gleanings from the economy by increasing the tax on workers in the formal sector, at least as long as the tax rate is less than the reciprocal of the elasticity of substitution between the two products which are consumed. In fact, when “order” is treated as an input into production, the sufficient condition for a tax increase to raise the government’s revenue is less restrictive than before.

A. Economic Structure

Use a CES utility function over the two goods which are consumed:
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The ordinary demand functions for the two goods are:
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These are substituted into the utility unction to give an indirect utility function:
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In order to derive an expression for the equilibrium size of the formal sector, the production functions need to be specified. They will determine the expenditure which workers can make and therefore the utility attainable in each of the sectors. They will also determine the output of the sectors and the condition for clearing the market.


Let each sector’s output be represented by a Cobb-Douglas production function. In the formal sector, output is produced from the labor input and the “order” input according to the function:
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Informal output is produced from labor devoted to production and the labor devoted to order:
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The expenditure of a worker from the formal sector will be:
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Utility attainable through formal sector work equals:
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The expenditure of an informal sector worker will be:
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The utility attainable through work in the informal sector is:
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B. Determination of Equilibrium

Workers will shift between the formal and informal sectors unless the utility attainable though work is the same in each sector. Thus, equations 57 and 59 imply that workers will migrate between the sectors unless:
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Markets must also clear. Working with the market for the formal good, one finds that demand equals supply only if:
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Solving the utility-equalizing condition and the market-clearing condition together, one finds the expression for equilibrium employment in the formal sector:
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As in the first model presented in this paper, the equilibrium size of the formal sector can be derived from the taste parameters, the parameters on the production functions, the output of the public good and the tax rate.

C. Maximizing Graft

Again consider the options of the graft-maximizing governor. Given the parameters of the system and an initial tax rate, she chooses the level of “order” to make available as an input into the productive processes of the formal sector. She maximizes the rent accruing to her position by choosing xp to maximize:
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She chooses xp to satisfy the first order condition:
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Once that condition has been met, can the governor increase her income by raising the tax rate on the informal sector? As shown above, at the graft-maximizing level of xp:
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In this third form of the model:
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A rise in the tax rate will further raise the governor’s take if and only if:
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For this condition to be met, it is sufficient that:
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What does this mean? It was shown above that the condition:
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is equivalent to:
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But (, the share of public order in the production cost of the less formal good, is between zero and one. Thus, equation (68) is less restrictive than equations (69) and (70). The condition which was sufficient in the earlier model to guarantee that an increase in the tax rate would raise the governor’s take remains sufficient when public order is treated as an intermediate good rather than a consumption good.

VI. Qualifications and Extensions

Work on this model is continuing along two lines. One relaxes the assumption that the two sectors produce imperfectly substitutable goods. What if the goods were perfect substitutes? Would there then be any constraint on the predatory behavior of the state? The focus shifts in this model from relative prices to the cost of producing public order privately. Consider the informal sector, in which workers must police their own back yards. Say that the cost of policing one’s yard rises as more people are crowded into the informal neighborhood. This might well occur if “policing” involved reaching a face-to-face agreement with each neighbor to respect the yard; as the number of neighbors rises, so does the cost of forging the agreements. Starting from a position of equilibrium, then, the predatory state raises the tax on formal labor. The utility attained through work in the formal sector falls, and people would tend to shift into the informal sector. However, as the informal sector grows, the utility derivable from work in that sector falls as well, as the cost of informal enforcement rises. These contrary effects might preserve the state’s ability to raise taxes and appropriate for itself the gain in welfare generated by the provision of public order.


A distinct line of work relaxes the assumption that the economy is closed. Latin American governments generally derive most of their revenue from taxes on international trade. This seems to justify a model in which the formal, taxable sectors of the economy produce those goods which are internationally tradable, specifically agricultural exports and import-substituting manufactures. The informal sector, which escapes taxation, coincides with the non-traded, labor-intensive services sector. This path promises to enrich the model with a bit more realism. It also seems to suggest that the ILO and ILD approaches to economic informality may have more in common than first appears.

VII. Conclusion

Models of informality often appeal to some institutional constraint on the functioning of markets. Yet, according to neoclassical political economy, institutions of all sorts matter, which means that markets matter too. In the effort to correct abstract models of markets by locating them in their political context, students of informality ought not turn to abstract models of political institutions which ignore their economic context. This paper shows that the straightforward analysis of relative prices may modify the result of a rough-and-ready political analysis.


The state provides a legal order to those who operate in the formal sector, defining property rights, regulating contracts, and providing judicial redress. This order has the character of a public good. When consumption of a good by one person does not limit the amount available to others, the provision of the good by a public authority is more efficient than reliance on private choices. Those who manage the state may try to appropriate for themselves the “surplus” generated by this increase in efficiency. However, it is possible to opt out of the state’s game by moving into the informal sector. The rough-and-ready hypothesis is that workers’ ability to abandon formal operations rules out predatory behavior on the part of the ruler. 


Formal modeling leads to a rejection of that hypothesis. The possibility of exit is at best a weak constraint on the behavior of the state. Adjustments in taxation will also affect production of the formal good and the relative price of the informal good. The changes offset one another in such a way that the state can successfully raise the tax on the formal workers at least until the tax rate equals the reciprocal of the elasticity of substitution in consumption between the two goods. In other words, the state can appropriate for itself the gain in welfare available through its provision of public order.


Thus, the possibility of moving to the informal sector does not serve as an effective control in the excesses of a corrupt taxing authority. Perhaps, in the end, Ben Franklin was right. As one of Dickens’ characters said: “It was as true…… as taxes is. And nothing’s truer than them.”
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� Dombey and Son. Like the Franklin quotation, this was found in John Bartlett’s Familiar Quotations, Boston: Little, Brown, 1980. 
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