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Introduction

1.
This note is a reaction to the tendency to ignore informal economies in reform operations. This may be excusable where informal economies are small. However, not in Egypt where the informal economy is equal in size to the formal one. Here it is conceivable that greater welfare gains could be garnered by focussing the entire package of reform policies and associated resources on the informal rather than formal economy.

2.
This all-or-nothing approach is not considered in this note. Instead the focus is on the potentially huge welfare gains that might be garnered by “liberalizing” in such a way so as to increase the economic interactions between the two economies. This note first sketches some characteristics of the two economies. In both, total factor productivity (TFP) is low. This means that they are too consumptive of physical or non-human resources as compared to international standards. It also means that they are relatively more harmful to the environment.

3.
The main reason for low TFP in the formal economy is the absence of price competition. Formal firm owner/managers collude and/or join with GOE officials to prevent easy entry and competition. They are price makers who do not need to cost minimize. In addition, the formal economy is awash with rent and formal entrepreneurs are mainly rent-seekers. In the informal economy, there is fierce price competition, cost minimization and no rent. However, the informal economy also has low TFP compared to international standards. This is mainly because their illegal nature prevents them from taking advantage of economies of specialization and scale.

4.
The existence of pervasive technical inefficiencies in both economies suggests that no output gains will result from moving informal firms into the formal economy. Instead, such a program will only broaden access to formal economy rent. This may be desirable from the point of view of income distribution, but it will also introduce informal entrepreneurs into the joys of rent seeking. This will turn them against the formalization of additional informal firms, since doing so will dilute their rent receipts.

5.
My conclusions begin with the observation that the goals of formalization programs might include increasing GDP and TFP or improving the distribution of income, to lower poverty. In fact, it is unlikely that GOE can force faster formalization, but it is clear that doing so will not increase GDP or TFP. The Government should not, therefore, attempt to speed formalization if more rapid GDP and TFP growth is the goal. More rapid formalization may broaden the distribution of formal economy rent, but it will turn potentially productive entrepreneurs into rent seekers who will oppose further formalization. 

6.
My conclusions then turn to what GOE might do integrate the two economies in a way that will increase TFP, GDP, productive employment and the incomes of the poor. My major premise is that the more competition there is in the formal economy, the more private investment and formalization of informal enterprises there will be. A key reform that will increase the rate of formalization is to encourage development of competitive asset markets, so firms can be bought, sold and collateralized by a broad spectrum of Egyptians. The evolution of competitive asset markets will require a significant reduction in GOE administrative involvement in the economy. In addition, attention should be paid to antitrust actions that will increase competition in the formal economy. Finally I conclude that formalizing and raising TFP of informal firms can best be done through what I call internal trade liberalization. Like international trade liberalization, such action should introduce and increase economic interactions between the formal and informal economies. Important in this process, assuming increased price competition, would be formal firm outsourcing or sub-contracting to the informal economy. As the TFP literature shows, outsourcing can significantly increase productive employment and GDP growth. In addition, this outsourcing will result in import substitution
 that will improve Egypt’s BOP as well.

Terminology
7.
I will distinguish between financial and technical efficiency. Financial efficiency involves the successful pursuit of profit maximization/cost minimization given that no output prices are under the control of the firm. This means that firms are price takers that can only vary their rate of production to adjust so that marginal revenue = marginal cost. Financial efficiency is essentially the speed at which firms adjust to price/cost changes. 

8.
Technical efficiency relates to resource use per unit of output. It is best measured through Total Factor Productivity (TFP) and can be understood by reference to physical productivity measures such as yield per acre or per unit of water, output per worker, physical inputs (or imports) per unit of output, etc. TFP is an agglomeration of these partial measures. Assuming fairly full capacity utilization, TFP rises with the scale of production and newness of the technology embodied in new investment. It also appears that TFP increases with outsourcing, subcontracting or production chains.
 Technological efficiency is a relative concept that can be compared across countries. When a production process is relatively inefficient in the use of physical resources, it can be said that the production process is relatively more destructive of the environment.  

The Informal Economy-Competition but No Economies of Specialization or Scale  

9.
The informal economy In Egypt is huge. At about 80%-100% of the formal economy,
 it may be the largest in the world. In this note, I will refer to it as being 100% of, or equal in size to the formal economy. It is unregulated and doesn't pay taxes. One main distinguishing characteristic in Egypt is that it is open to participation by all. This compares with the formal sector in which saving, investment and employment are highly scripted, mainly by GOE officials. The informal economy has shaky legal standing and no direct access to formal sector credit. With exceptions, the output of the informal economy is consumable services. Economists tend to call this output non-tradable. 

10.
There is considerable price competition in the informal economy. Output markets are much like Chamberlin’s monopolistic competition so that operators in the informal economy are price takers. Increases/decreases in output demand (e.g., income-induced shifts in demand) stimulate rapid entry and exit of firms rather than changes in output prices. This too contributes to the competitive nature of the informal economy. Because of this competition, there is no rent in the informal economy. The absence of rent in the informal and its presence in the formal economy is a crucial difference between the two.

11.
In spite of unfettered competition informal businesses are financially, but not technically efficient.
 Financial efficiency means that informal businesses are very responsive to changes in input prices. They equate all the “marginals” (marginal revenues and marginal costs). Wherever and whenever possible, cheaper inputs are substituted for more expensive ones. In particular labor, which is cheap and abundant, is used whenever possible. Unfortunately, the informal economy is technically inefficient in the sense that it uses a lot of physical inputs (imports and non-renewable resources) per unit of output. Another way to say this is that the cost of physical inputs or tradables is a large portion of output prices, so that value added, or the compensation paid to human resources per unit of output is low. 

12.
Economists are loath to admit that fierce competition and technical inefficiency can coexist. They coexist in the informal economy, however, because the need to avoid predatory scrutiny by government officials denies informal firms the chance to gain economies of scale
 and specialization. Integration/specialization and trade amongst informal businesses are unusual. It is rare that informal businesses produce inputs for one another or for the formal economy. Instead, the need to appear small and inconsequential and to escape official scrutiny prevents these firms from growing and specializing. In the informal economy, to grow, or to threaten the formal economy, is to die.

13.
Because it is technically inefficient, the informal economy is a mixed blessing. Although the formal and informal economies in Egypt are of similar size, the distribution of income is more equal and socially preferable in the informal economy. Millions of people survive because of it, which alleviates social unrest. However, because it is so resource costly per unit, the output of Egypt’s informal economy is less efficient and more environmentally destructive than similar output produced in more competitive, international formal economies. 

The Formal Economy-Restricted Entry, Collusion and Inefficiency 

14.
Although Egypt’s informal economy is not technically efficient by international standards it is most likely as, if not more technically efficient than Egypt’s formal economy. Egypt’s formal economy is neither financially, nor technically efficient. A major reason is that there is no price competition in formal output or factor markets. Output prices are adjusted to costs rather than the other way around. The formal economy is dominated by public enterprises, or by a few influential private businessmen. It is riddled with collusion and protection. In essence the formal economy has only public sector investment or private investment that is negotiated with GOE.
 

15.
Most investment is done by the public sector. These are mainly in infrastructure or in large, vertically integrated public enterprise investments that operate in monopoly settings. They are large but nearly always have very low TFP and low or negative real rates of return. They don’t specialize nor take advantage of economies of scale. Instead, they are nearly always operating at too low capacity. They provide a lot of employment, but labor productivity is low. By international standards, the resource use or technical efficiency of these public sector firms is poor.

16.
Something that that might be called “private negotiated investments” makes up the rest of formal sector or recorded (roughly estimated) investment in Egypt. As with public sector investments, private negotiated investments tend to be relatively large scale, vertically integrated ones that are negotiated between investors and GOE. The negotiations mainly involve what costs must be borne, or the conditions private investors must agree to if they want to operate in domestic output markets. Once obtained, these understandings entitle private investors to collude and to operate, like the public corporations, in protected or monopoly settings. This primarily means that they, like the public enterprises, are entitled to adjust to shocks by changing output prices rather than by changing production processes and productivity.
 They too are technically inefficient by international standards.

17.
For the most part, enterprises financed by either public or private negotiated investment operate in small domestic markets where demand grows only slowly. Virtually all operate at less than full capacity and at less than maximum profitability.
 Cost-plus pricing rather than cost minimization is the vogue. High levels of vertical integration mean that economies of specialization are rare. Even so, investors are anxious to negotiate agreements with GOE and invest in additional productive capacity, even though it involves market sharing and operating at less than full capacity. However, only a few influential businessmen succeed in acquiring GOE and commercial bank blessings to undertake these new private investments. A primary characteristic of the formal sector is the presence of large amounts of rent. In fact, given the large amounts of unrequited or rent-like transfers received in Egypt from abroad each year, it could be argued that the formal sector exists mainly to distribute these rent receipts. 

18.
In Egypt, public sector and private negotiated investments are collusive. Increasing such investments lowers capacity utilization rather than reducing output prices. Without reductions in output prices there is no expansion in domestic demand, nor can domestically produced output be beneficially exported.
 The increases in employment resulting from such new investment causes labor productivity to stagnate or decline. In short, policies that would increase currently undertaken investment, that is public sector or private negotiated investment in Egypt are likely to be counterproductive. By reducing capacity utilization, they will most likely worsen productive efficiency and poverty.
 

19.
In sum, production in both the formal and informal economies is technically inefficient by international standards. In the formal economy this is due to a lack of competition. Existing enterprises are protected and collude. They do not engage in price competition. In addition entry or competing investment in the formal economy is repressed. For the most part new investment in the formal economy is agreed between GOE and a relatively small clique of influential businessmen who do not engage in price competition. 

20.
The technical inefficiencies in the informal economy are due to an entirely different reason. There is price competition and freedom of entry and exit. However, these firms can not grow or specialize because they will attract the attention of GOE officials who will then put them out of business. The only redeeming feature of the informal economy, assuming it can’t undergo structural change, is that income is more equally distributed and accrues to a more socially disadvantaged group of Egyptians.  

Conclusions 

21.
What is the Motivation for Formalizing Informal Firms? It seems worth questioning the motivation for formalizing informal economy firms. My guess is that the motivation is not to improve the technical efficiency of production. If it is, the above suggests it won’t work. Instead is likely there is a belief that formalization will give those in the informal economy access to higher incomes. That is, (I am guessing here) the motivation seems to be a poverty alleviation or distribution of income one. Ignoring data problems and the fact that there is a lot of cross participation, the argument would be that earnings per person are higher in the formal than informal economy. If so, it is reasoned, formalizing informal firms will reduce poverty and/or improve the distribution on income. 

22.
The problem with the above is that average per-person earnings in the formal economy exceed those in the informal economy mainly because of the rent-flows to the formal economy. A formalization program would broaden access to this rent, essentially by redistributing formal rent-flows to provide a subsidy to “formalized” informal firms. If these subsidies are to raise net earnings of these newly formalized firms they must lower them elsewhere. It will only be politically acceptable if such obvious subsidies go to a relatively few informal firms for a relatively few years. After that, a formalization program will grind to a halt, not least because the first few who are given access to rent will want to limit the access of others. 
23.
Can and Should GOE Move Informal Firms Into the Formal Economy? I think the answer to both questions is “No.” First, I don’t think GOE can mount a program to successfully move more than a few informal firms into the formal economy. It is unlikely that successful informal economy entrepreneurs will submit to official scrutiny. At a minimum such entrepreneurs must feel assured that the subsidies they receive will be sustained, and will cover the taxes and gratuities demanded by GOE officials. Credible assurances of this sort are difficult to deliver. What is more likely is that “good” program participants will be difficult to find. Most will be either untested entrepreneurs or rent seekers. They will be the sorts of people who will take their subsidies and run. In short, regardless of the new nomenclature, such programs suffer the same shortcomings that so many small-scale industry schemes have experienced over the past thirty-five years. 

24.
In addition to the above, it will be of little help if GOE mounts programs to move informal firms into the existing formal economy. Doing so will not increase GDP, but will lower technical efficiency in the formal economy. Such programs simply create a larger class of rent-sharers who will fight over the relatively static amount of rent that accrues to Egyptians, mainly as unrequited BOP transfers from abroad. In the worst scenario, the GDP of the informal economy will decline as a result of such formalization programs while a static amount of GDP in the formal economy will be shared by a larger number of claimants. Otherwise, formalization programs mainly redistribute rent toward those formerly in the informal economy. This may seem fairer, but it will likely inculcate rent-seeking behavior more widely, thus progressively destroying productive incentives.

25.
What Should GOE Do? One approach, not uncommon in the developing world, is to engage in international politics such that there are increases in rent inflows through the BOP. This would essentially lead to an expansion of both the formal and informal economies without increasing technical efficiency or Egypt’s international competitiveness. It entails continued expansion of two economies that are excessively resource consumptive and destructive of the environment. It also represents acceptance of continued economic dependency. 

26.
An alternative approach would be for GOE to stimulate increases in total factor productivity (TFP) in both the formal and informal economies. If this is correctly done, Egypt will become richer and more economically independent while experiencing greater productive employment and marked reductions in family poverty levels. Increasing TFP in the Egyptian economy requires more competition in the formal economy and greater economies of specialization and scale in the informal economy. For the formal economy, less intervention/protection by GOE officials should lead to greater price competition and expanded freedom of entry amongst formal sector entrepreneurs. For this the emergence of competitive asset markets with wide spread participation is essential. This can be supplemented with sympathetic enforcement of improved antitrust or competitiveness laws. Increasing TFP in the informal economy requires the reduced threat of predatory intervention by GOE officials. Informal firms that can specialize and achieve economies of scale will earn surpluses that will draw them into the formal economy. In sum, both economies require liberalization.   

27.
In an earlier note
 I expressed the opinion that since the informal economy is so large in Egypt, liberalizing economic relationships between the formal and informal economies would probably bring about welfare benefits that are larger than those derivable from external trade liberalization.
 This is a guess, of course, but it is suggested by the literature in industrial organization on outsourcing or production chains.
 In essence, liberalization of relationships between the formal and informal economies in Egypt would expand domestic trade or economic interdependence between the two economies. In particular, there would be a replacement of imports with output obtained from the informal economy through outsourcing.
 That is, the essence and pattern of import use would change. The informal economy would add value to basic imports such as raw materials and parts components.  It would then “export” these more finished components to the formal economy that would assemble them into final product.  

28.
One result of this sort of liberalization would be lower output prices, increased growth in GDP, productive employment and exports and a reduction in costly imports which have a high value-added component. Another would be removal of the distinction between formal and informal. Egypt’s BOP would improve too, ironically because of expanded efficiency in the production of non-tradable output by the informal economy. In essence, therefore, it is restraints on “trade” or economic interactions between Egypt’s formal and informal economies that is responsible for the low productivity and high import dependency of Egypt’s economy.  

----END----

� Actually the process is more like “import arbitrage” than import substitution. The unit cost of imports drops because they contain lower amounts international value added. 


� This is covered in R.C. Feenstra, "Integration of Trade and Disintegration of Production in the Global          Economy," JEP, Fall, 1998, pp. 31-50, and its references.


� Schneider, Friedrich and Dominik Enste. "Shadow economies around the World: Size, causes and consequences." (IMF working paper ; WP/00/26) International Monetary Fund, Fiscal Affairs Department, February, 2000. This study says Egypt’s informal is 80% of its formal economy. Full text available in pdf format at: http://www.imf.org/external/pubs/cat/longres.cfm?sk&sk=3435.0. Because I think these estimates are conservative, and for heuristic purposes, I will say that Egypt’s informal economy is 100% or equal in size to its formal sector.


� Most formal businesses are both economically and technically inefficient. This will be discussed below. 


� These terms are not to be confused with the term “large.” Issues relating to economies of scale and specialization are touched on in James Tybot, "Manufacturing "Firms in Developing Countries: How Well Do They Do, and Why?" JOURNAL OF ECONOMIC LITERATURE: Vol. 38, No.1, March 2000, pp. 11-44.


� The IMF RED presents rough estimates of the fixed investment/GDP ratio. This is about 19% in the last two years, but because GOE transfers to NIB and NIB expenditures are not effectively netted out, this figure contains double counting as well as being subject to other errors. In addition, there are no separate figures for private investment. In an earlier RED, the IMF estimated that purely private investment, excluding investment by public corporations, was estimated at 4% of GDP.


� To understand the beneficial role that price/cost shocks can have in a competitive environment see, Eric J. Bartelsman and Mark Doms, “Understanding Productivity: Lessons from Longitudinal Microdata.” JOURNAL OF ECONOMIC LITERATURE, Vol38, (Sept. 2000, pp. 569-594). 


� A common argument is that capital utilization is limited by lack of imports. However, if Egyptian enterprises operated at international levels of efficiency, they could expand capacity utilization and profits by importing in order to expand exports.  


� This point has a bearing on export promotion programs. Unless such programs succeed in lowering real costs/prices of tradable output to their border equivalents, increased exports will lower domestic welfare.


� This is a major reason why government-arranged foreign financing of investment (e.g., by the World Bank, etc.) is seen as contributing to more poverty and a worsening of the distribution of income.


� Robert Myers, “DSP 2: Note 1. INVESTMENT AND GROWTH IN PRODUCTIVE EMPLOYMENT” October 8, 2000. This is available on a restricted basis from the USAID/TAPR Office, Cairo Egypt.


� The latest estimate of the (considerable) economic benefits of external trade liberalization are contained in DEPRA, “The Economic Analysis of Tariff Reform in Egypt.” Prepared for MOTFE by Nathan Associates, for USAID, Cairo, Egypt dated October 2000.


� R.C. Feenstra, op. cit.


� It should be noted that outsourcing, or changing input suppliers involves considerable risks for formal firms.
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