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THE INFORMAL SECTOR:
PERSPECTIVES FROM THE LITERATURE

I. Introduction

A. Purpose anrd Objectives of the Paper

This paper provides an overview of the directions of informal
sector research and the approaches that have been taken in the
current literature. It is based on an annotated bibliography
prepared by Arthur Young for the Agency for International
Development (AID) and for distribution to the AID-sponsored
"Working Group on Economic Institutional Reform".

This paper is intended to serve as a catalyst for discussion
by the Working Group during its meeting on February 17th, and to
assist this group in developing a research agenda that is well-
focused and supports AID policy and program objectives.

B. The Informal Sector Debate ir the Context of AID
Objectives

The role and potential of the informal sector in the economic
development of Third World nations has become the subject of
considerable debate among develcpment professionals. The recent
work of Hernando de Soto of the Instituto Libertad y Democracia
(ILD) in Peru has been central to this debate.

De Soto's work has stirred thinking on economic development
by focusing attention on the causes and characteristics of
informality in the context of developing economies. Through
empirical research, de Soto has demonstrated that in Peru the
principal impediments to economic growth are institutional in
nature, and that the informal sector constitutes a sizable and
potentially powerful force for change in support of policy and
institutional reform. According to de Soto, the existence and
growth of the informal sector in Peru is due to the persistence of
mercantilist structures in the political economy, which distort the
operations of the market and result in extensive and excessive
regulations on behalf of privileged interest groups.

A key finding of de Soto's research has been that informal
sector participants exhibit entrepreneurial and democratic
tendencies. This finding directly challenges "cultural" theories
of underdevelopment. Furthermore, by identifying the legal and
institutional barriers which caus= the growth of informality, Qde
Soto has uncovered what he believes way be the "key" to economic
development, at least in Latin Anerica. The transaction costs that
arise from such barriers, and that ILD is endeavoring to measure,
have raised the price of entry and financing of new firms, in
effect restricting economic growth.
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The theoretical underpinnings of this new approach to economic
development have important implications for the Agency for
International Development (AID) and for the private enterprise
initiative which is a key pillar of current AID policy. 1In its
support of private initiatives in developing countries, AID has had
to confront a vast array of policy constraints and institutional
obstacles to the growth of private enterprise, including interest
rate controls which inhibit the mobilization of savings and limit
the availability of resources for productive investment, foreign
exchange and price controls, and a gamut of legal and regulatory
impediments to the formation, operation, and expansion of business.
As a result, promotion of private initiative has required that the
Agency assess the key policy and institutional constraints to
private investment and growth, and engage in policy dialogue with
Third World governments in favor of market liberalizing :aforms
that will enhance the ability of private enterprises to respond to
the opportunities of the open market.

In this context, study of the informal sector and economic
institutional reform is intimately linked to AID's private sector
initiative. Such study helps identify the constraints and barriers
to private enterprise development and market-led growth. The
findings of the ILD support the view that entrepreneurial talent
is available in developing countries if allowed to mature, and that
the success of market-led economic development strategies is
intimately linked to the reform of policies and institutions that
obstruct entrepreneurial development. The study of the informal
sector thus represents an important step towards developing a
better understanding of the constraints to market-led economic
growth based on development of private enterprise.

The work of Hernando de Soto and the ILD constitutes a
potentially productive approach to the study of economic
development and underdevelopment which needs to be examined further
for the wvalidity of assumptions wunderlying it, for the
applicability of its findings and methodologies outside Latin
America, and for its short and long term implications. The Agency
is determined to support this endeavor by pursuing a three-pronged
approach:

o Encouraging and re-focusing research by the U.S. academic
community away from traditional development economics and
towards a set of concepts that address and build on the
theories and conclusions put forth by Hernando de Soto
and the ILD;

o Developing new tools for use by AID in generating,
adjusting, and implementing policies and programs that
promote economic growth through economic institutional
reform;



o Initiating a process of research and publication under
the aegis of a prestigious institution receiving both AID
and foundation support.

ITI. Overview of Literature

A. Origins of Informal Sector Research

The formal-informal sector dichotomy has been addressed in
anthropological literature since at least the early 1960s. The
concept was first introduced into the development studies
literature in ihe early 1970s, following the presentation by Keith
Hart of an influential paper on the informal sector and urban
employment in Accra, Ghana. Since then, this dualistic approach
has become the theoretical basis for much of the extensive
literature on the informal sector.

The International Laboui Organization (ILO), which was the
first to incorporate Hart's concept into its research on urban
employment, has played a crucial and influential role in the
assimilation, selection, and publication of research on the
informal sector. It is not surprising, therefore, that much of the
literature on the informal sector over the last two decades has
focused on the urban informal sector and its potential for
generating employment and income.

In addition to the ILO, a number of other institutions helped
shape the debate and focus of informal sector research in the
earlier stages of its development. Most notable among them are
the Institute of Development Studies at Sussex (U.K.), Harvard
University, the Massachusetts Institute of Technology, the United
Nations, and the World Bank. AID's Bureau of Science and
Technology also has played and is playing a key role through its
support of research on rural development and microenterprise
development.

B. Principal Research Phases/Approaches

1. The "ILO Approach": The Informal Sector as Employer
of Last Resort

The dichotomy between the rural (traditional) and urban
(modern) economies was a central influence on early research on the
informal sector. Beginning with the premise that as national
economies industrialize a greater portion of the labor force must
be absorbed by non-agricultural activities, much research has
focused on explaining how rural migrants manage to survive at the
margins of the more modern urban economies.

The explosive increase in population in the principal cities
of many developing countries, resulting both from high total
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population growth rates and migration from the rural areas,
attracted the concern of the International Labour Organization and
other international development agencies, and served to propel much
research on the informal sector. The "failure" of modernization
strategies to absorb increases in population forced new entrants
into the labor force to create their own employment in the informal
sector. Thus, a number of studies have viewed the informal sector
to a significant extent as a "safety valve" or employer of last
resort for the masses of jobless migrants.

In this context, the ILO launched a series of survey studies
in the late 1970s to examine the role of the informal sector in
employment and income generation in a number of metropolitan areas
in Asia, Africa, and Latin America. These surveys revealed that
between 20 and 70 percent of urban employment was found in the
informal sector. In addition, the studies raised a number of
important questions regarding the structure and composition of the
informal sector, its impact on the environment, its capacity to
absorb labor, the participation of women in the labor force, and
the role of government in the economy.

Two important policy implications of this research have been
promotion of non-farm employment, particularly in rural areas and
small towns, and support of programs to contain population growth.
In addition, emphasis has been placed on the need to facilitate
informal sector access to skills, capital and technology either
directly through international donor projects or through the LDC
government. In other words, the "ILO approach" recommends direct
government and international donor assistance to the informal
sector through support of training and credit programs, and through
development of infrastructural facilities. Support of small and
micro- enterprises has also been a key component of these poulicies.

2. Formal-Informal Sector Linkages

An important and more recent approach to the study of the
informal sector has focused attention on the nature of the
relationship between the formal and the informal sectors. This
approach has gone beyond explanations of the informal sector as
employer of last resort to document more precisely the 1linkages
between formal and informal sector activities.

To some extent, this "linkage approach" has arisen in resnonse
to criticisms that the dichotomous formal-informal framework used
in many studies of the wurban labor market overlooks the
interrelationship and, in some views, the interdependence of the
informal and formal sectors.

Recent studies have found “hat the informal sector is linked
to an important degree to production and consumption in the formal
sector, and that the principal mechanism through which these
linkages occur is subcontracting. Moreover, evidence from case
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studies in different cities in developing as well as developed
countries suggests that the subcontracting relationships are often
established by formal enterprises in an attempt to reduce labor
costs in the context of an abundant labor supply, coupled with
extensive and restrictive labor legislation. These studies also
suggest that the informal sector itself is heterogeneous and that
it must be segmented into at least two different, but
interdependent groups: (a) informal laborers with no contractual
arrangements or legal protection, and (b) informal "entrepreneurs
and middlemen" who coordinate the activities of the former and
establish the linkages with the formal sector. The earnings of the
latter segment often are equal to or greater than those of their
counterparts in the formal sector, while those of the former are
usually lower.

These studies, however, also demonstrate that linkages between
the formal and the informal sectors may vary significantly in both
kind and degree depending on the country in question, and highlight
the need to explore further the inter-links and integration of
these sectors.

3. The "ILD Approach%: The Informal Sector as
Entrepreneur

The research of the Instituto Libertad y Democracia (ILD) in
Peru has added a new dimension to the study of the informal sector.
Its findings have contested the premise of earlier studies which
view the informal sector primarily as a means for survival at the
margins of the "modern" urban economy. In contrast to the ILO, for
example, which finds that "informal sector units are not headed by
entrepreneurs" and "their orientation is primarily employment
rather than profit", the research of the ILD underscores the fact
that informal sector participants are apparently entrepreneurial
and democratic, and that they have opted out of the formal sector
because of high transactions costs arising from "bad laws".

Thus, the "ILD approach" views the choice between working
formally or informally as a rational process ensuing from analysis
of the relative costs and benefits of formal sector participation
in the context of a highly complex and inadequate legal and
regulatory environment. It follows then that the low levels of
growth of the economy arise from the "high costs of formality,"
which result in: low productivity due to inefficient
specialization; low levels of productive investment: high taxes
which discourage creation and expansion of business; and
disincentives to technological progress and innovation. In short,
the roots of underdevelopment can be traced to government policies
and institutions which raise the costs of transactions required for
participation in the formal economy, and encourage exit into the
informal sector.



ITI. Key Themes in Informal Sector Literature

Opinions on the role and potential of the informal sector in
economic development are varied and controversial. The controversy
usually begins with the very definition of the informal sector and
continues to sharpen when the policy implications are discussed.
Nevertheless, there is widespread recognition and concurrence on
the importance of studying the informal sector, however defined,
and on exploring further the implications for economic development
policy. A number of themes emerge from an overview of the
literature. These include, but are not limited to, the following:

A. Heterogeneity of the Informal Sector

Although much attention has focused on the formal-informal
sector dichotomy, an emergent and important theme is the
heterogeneity of the informal sector itself. As mentioned in the
previous section, the segmentation of the informal sector has been
approached in some studies from the point of view of linkages with
the formal economy. This results in two subgroups, one which
manages the subcontracts with formal sector firms and one which is
subordinate to this group. The differing relations with the formal
sector are used to explain the different levels of income earned
within the informal sector.

William House in his study of the informal sector in Nairobi
offers a different perspective, while stressing the heterogeneity
of the informal sector. House concludes that the informal sector
is highly diversified, both with regards to productivity and
earnings levels as well as motivation of the participants. He
subdivides the informal sector into an "intermediate sector"
comprised of "dynamic entrepreneurs" operating small manufacturing
and business units, and a large body of "marginal" workers catering
to the demands of poor urban consumers, and earning incomes well
below the minimum required to satisfy basic household needs. For
House, the policy question then becomes "how best to maximize the
development potential of the intermediate sector" while minimizing
the size of the marginal sector.

House's approach provides a "compromise view" to the opposing
perspectives described in the previous section in which the
informal sector is seen either as a manifestation of poverty or as
a manifestation of the entrepreneurial spirit which is drowned by
the maze of government policies and regulations.

The heterogeneity of the informal sector also arises from the
segmentation of informal markets that results when tribal or
kinship groups develop informal contractual arrangements within the
group. This point, which is examined by Vijay Jagannathan in his
book on informal markets in developing countries, will be developed
later in the paper.



B. Linkages

The subject of linkages or interrelationships of the formal
and the informal sectors is also a controversial topic. Because
of the "hidden" nature of informal activities, the links with the
formal sector are difficult to document and relatively few studies
have as yet undertaken this arduous task. This subject also raises
a number of difficult questions with important policy implications.
A central one has been whether policies should aim at "formalizing"
the informal sector or whether continued growth of the informal
sector should be promoted and supported. Another question is
whether policies should support an integrated development utilizing
existing and potential linkages between the two sectors.

The question of linkages has been explored to some extent in
the studies sponsored by the ILO. More recently, however, a number
of case studies of cities in Latin America have described a variety
of modes of "articulation" between the formal and the informal
sectors. These studies, which are summarized in a recent article
by Alejandro Portes and Saskia Sassen-Koob suggest that "exit" from
the formal sector is often voluntary, and that there is a "fluid
exchange" between the formal and informal sectors which challenges
assumptions that participation in the informal sector is a "last
resort" or shelter from poverty.

Recent literature on linkages has also focused on an apparent
growth in the informal sector in developed countries, the causes
or motivations of this growth, and the variety of linkages that
exist between formal and informal sectors.

C. Measurement

Measurement of the informal sector, including its size and
contribution to national income and employment is an important
theme in the literature on informality. By its very nature,
however, informality is difficult to measure and researchers have
utilized a variety of methods based on the "traces" left in the
economy by the informal sector.

One popular methodology has relied on discrepancies between
aggregate monetary indicators to estimate the magnitude of informal
sector activities. This approach, which assumes that informal
sector transactions take place in cash, is based on comparisons of
the ratio of currency to demand deposits in a particular period to
a base period, when informal activities are assumed to be close to
zero. This type of measurement, however, is very sensitive to the
choice of base period and has often resulted in widely different
estimates of informal activities in a particulaxr country.
Moreover, recent work by Janet ILanda, on the ethnically homogeneous
middleman groups (EHMGs), and by Vijay Jagannathan, on informal
contractual arrangements in LDCs, questions the validity of the
cash-based assumption. Both Landa and Jagannathan have found that

7



informal contractual arrangements among participants in this sector
permit transactions based on credit. Consequently, utilizing the
cash criterion to measure the magnitude of informal sector
activities may result in underestimation of the extent, and hence
the significance of these activities.

Although discussion of the various approaches to measurement
of the informal sector is beyond the scope of this paper, review
of the literature indicates that evidence on the magnitude of
informal sector activities and their contribution to economic
growth is still scanty, and that considerable room for development
and refinement of research methodologies exists. Moreover, the
application of varying methodologies, as well as the different
definitions of informal sector on which the methodologies &re
applied, make impossible comparisons over time and across countries
or regions.

D. Property Rights and Transaction Costs

The interrelationship between property rights and transaction
costs has been a central theme of recent studies of the informal
sector by de Soto, Landa, and Jagannathan. These studies have
examined, to a greater or lesser extent, the nature and development
of informal property rights and other contractual arrangements in
response to incoherent laws or to inadequate protection and
enforcement of laws.

Literature on property rights generally has been concerned
primarily with the use and function of legal property rights in
economic systems. An assumption has been that these rights are
protected and enforced by the prevailing body of law. In many
developing countries, however, as de Soto, Landa, and Jagannathan
have noted, laws may be incoherent (in de Soto's view because of
the mercantilist system and the politicization of laws and
regulations), inefficient, and may or may not be enforced. In some
countries, the proliferation of often contradictory laws is also
a problem arising because laws may be 'purchased" by special
interest groups. In this context, property owners may be forced
to resort to informal contractual arrangements to protect their
property rights.

Such informal or extra-legal contracts or norms are clearly
not administered by the formal legal systenm. In the case of
Landa's study, such contracts are formulated and self-policed by
ethnically homogeneous middleman groups in order to lower the cost
of transactions that arise from economic exchange. In
Jagannathan's book, informal contracts are made within tribal,
kinship or other social groups. These contracts are based on
mutual trust and cooperation among members of the same kinship or
tribal group. In de Soto's book, these extra-legal norms are
established and enforced by individuals pursuing "legal means in
illegal ways" as a result of the high costs of entry into the
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formal sector.

These informal contracts have important implications for the
study of transaction costs and the efficiency with which resources
are allocated in an economy. In his study, Jagannathan finds that
informal contractual arrangements result in low transacticn costs
within these groups which permit a high degree of allocational
efficiency within segments of the "unorganized" markets. According
to Jagannathan, "[this] is possible because within segments
positive externalities are generated by maintaining a desired
pattern of behavioral relations without transactions costs." The
costs of transactions between these groups or segments, however,
are high, and result in varying degrees of inefficiency.

Landa finds that the creation of informal contracts among
ethnically homogeneous middleman groups in Southeast Asia and
Africa as a substitute for formal laws enables these middlemen to
become successful entrepreneurs and to carry on their economic
activities efficiently. However, because these arrangements limit
the size of the middleman group, they result in inefficiencies when
the ceosts of excluding "outsiders" are taken into account.

De Soto, who agrees with Landa's view that these arrangements
are a "second best solution", sees the creation and enforcement of
extra-legal norms among informal sector participants as evidence
of their desire to become "formals".

A key policy implication of these studies is the significance
of creating and enforcing efficient laws, which can lower the costs
of transactions associated with participation in the formal economy
and create incentives for entrance by the informals into the formal
sector.

E. The Role of Laws and Institutions

Neo-institutional economists have drawn attention to the
importance of the institutional framework in which economic
production and exchange take place. Understanding this framework
requires a blend of disciplines and research perspectives,
including law and property rights, organizational theory,
transaction cost economics, economic history, and public choice.

A central focus of the new institutional economics is the
study of the impact laws and institutions have on economic exchange
or trade through their effects on transaction costs. These
transaction costs are basically the expenditures incurred by firms
in the process of contract negotiation and enforcement. According
to Dr. Ronald Coase, who laid the foundations of transaction cost
economics, the institution of the firm emerges to economize on
these transaction costs. In other words, transaction costs are
significant determinants of the organization of economic activity.



When laws and institutions provide for the effective
protection and enforcement of property rights and other contractual
arrangements, transaction costs are zero, and markets are
efficient. If, on the other hand, the 1legal framework is
inadequate, as de Soto believes is the case in Peru and other LDCs,
transaction costs are high and block the efficient development and
operation of the market.

In the 1literature on the informal sector, the neo-
institutionalist approach has been used to analyze the role laws
and institutions play in encouraging/discouraging participation in
the formal economy, and in discouraging/encouraging entrance into
the informal economy. For Hernando de Soto, study of the
institutional infrastructure is fundamental in understanding the
causes of informality and underdevelopment in Peru and in other
developing countries.

IV. Developing a Research Aqenda

Of the themes identified in the previous section, three areas
are suggested below as potential choices for the research agenda
supported by AID. The overview of the literature on informality
confirmed that the subjects discussed below, and identified in the
November 1988 meeting of the "Working Group on Economic
Institutional Reform" as important research questions, indeed
constitute critical research gaps requiring further exploration.
Moreover, as will be shown below, these topics are interrelated and
complement the work of the ILD.

The first two subjects focus on the development of tools that
can be used (a) to test the hypotheses of the ILD in other
countries, and (b) to demonstrate the costs in terms of economic
growth associated with highly politicized and inefficient systems
of laws and requlations. The application of these tools in a
variety of countries can have a powerful "demonstration" effect
which can be utilized to convince gevernments anc political
constituencies of the importance of economic institutional reform.
The last area is aimed at exploring and analyzing in a comparative
historical perspective the ways in which institutional change has
occurred in different countries.

A. Measurement

The application of conventional economic tools to wmeasure
economic growth fails to take into account the contributions of
informal sector activities. Yet, as Dr. Jerry Jenkins has pointed
out, "[t]he extent to which the economic reality of a country's
citizens 1is not counted, poorly estimated, or wunknown by
government, almost certainly contributes to inappropriate
government policies and programs .... The magnitude of what is
'under-known' to government --the magnitude of the informal sector-
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- can induce a government to do what it otherwise might not, or not
to do what it otherwise might."

An important part of the research program of the ILD in Peru
has concentrated on the development of methods to identify and
quantify informal activities. These findings, and those of other
researchers, indicate that informality may be a widespread
phenomenon. As mentioned in the previous section, however, the
application of various methodologies to varying definitions of the
informal sector prevent empirical confirmation of the magnitude of
such activities and of their current and potential contribution to
economic growth. The diversity of approaches also inhibits cross-
national comparisons.

Additional research is needed that will support the
development of new tools that can be applied consistently to
different countries and regions to estimate the magnitude of the
informal sector's participation in the economy. Research involving
data collection in the field would be a natural progression to the
exploration and development of measurement tools that can support
a better understanding of informality in developing economies.

B. Transaction Costs

In the words of Oliver Williamson, "[t]ransaction costs are
the economic equivalent of friction in physical systems." Applied
in the context of informal economies, transaction costs translate
into the costs of doing business in the formal sector. Because
transaction costs are heavily influenced by the 1legal and
institutional infrastructure that governs property rights and the
exchange of these rights, they can be used as proxies to measure
the costs of complying with regulations, and as a means to explore
the relationship between these costs of doing business and the
level of income or rate of economic growth.

The ILD, with advise from the Washington University in St.
Louis, is currently engaged in the development of a methodology to
measure the costs of transactions in different countries, using as
a point of departure the costing procedures and estimates employed
in The Other Path. The objective of this research activity is to
develop a technique that can be applied in different countries, and
used to compare costs and relate these to levels of economic
development. 1In the long-term,; the objective of this project is
to address the following questions:

o How transaction costs vary across time and across
countries;
o) How transaction costs are related to the size and growth

of the informal sector;
o) How transaction costs relate to levels of income across
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countries;

o How changes in transaction costs relate to changes in
growth rates.

C. Institutional Reform
1. Comparative Studies

Research by the ILD and by neo-institutionalist economists has
called attention to the role of legal and institutional systems in
economic development. According to this view, an effective legal
and institutional infrastructure facilitates economic growth by
allowing entrepreneurs to engage in economic activities at the
lowest costs possible. Conversely, inadequate and inefficient laws
and institutions make the costs of doing business excessive, and
so inhibit private initiative and economic growth.

The transaction cost approach described above provides one
means of exploring the impact of regulations on economic activity
and growth, and the requirements for institutional reform. A
complementary research approach would be to examine the evolution
of laws and institutions in comparative economic historical
context. This research approach would draw on the literature of
economic history to develop comparative studies of important
institutional changes or "lessons learned" from the experience of
developed and newly industrialized countries. It would also
examine the costs and benefits of the different approaches as well
as the policy implications.

2. Role of International Development Agencies in
Institutional Reform

The ILD has been critical of the restructuring programs that
debt-ridden countries are typically required to undertake by the
International Monetary Fund and the World Bank on the grounds that
these programs are short-sighted, "top-down" approaches which give
little consideration to the political consequences of the policies

they recommend. The ILD has also been critical of foreign aid
programs, including private sector development programs, because
in its view they confuse ‘'mercantilists" with “non-elite

entrepreneurs", and serve to strengthen the former.

The research agenda developed for this AID project must
address these and other issues regarding the role of international
development agencies vis-a-vis the informal sector, and must
examine how these agencies can best support institutional reform.
Accordingly, exploration of the policy implications and development
of policy recommendations must be principal components of any of
the suggested research topics.
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V. Conclusion: The Informal Sector as Symotom and Solution

The views of the informal sector that emerge from a review of
the literature paint different pictures of informality, some
emphasizing the "marginal" nature, others the "entrepreneurial®
qualities, All, however, have consistently underlined the
resourcefulness and enterprise of informal sector activities.
Invariably, these studies have also viewed informality as a
symptom, a symptom of misguided government policies or of failed
attempts at industrialization, or, as in de Soto's view, a symptom
of "institutional dysfunction." Not all agree, however, on whether
or not the informal sector is also the solution to these maladies,
or at least part of the solution, and the implications and policy
recommendetions are varied.

Hernando de Soto does believe that the informal sector is the
solution, but not as a "shock absorber" or employer of last resort
which needs to be aided by governments and international agencies.
He believes it is the solution in that it can help to illustrate
and explain the causes of underdevelopment. In his words, "[t]he
ILD posits that the study of informality and its causes holds the
key to development in Latin America for several reasons." These
reasons are:

o By examining which institutions the informals have opted
out of, it is possible to identify the sources of
institutional inefficiency.

o By studying the extra-legal norms created by the
informals as a substitute for the law, it is possible to
identify what the informals are voting for.

o The extra-legal institutions sanctified by the informals
are eminently democratic, and the economic system they
have devised is a nondiscriminatory market economy.
Therefore, the informals constitute a large, national
constituency favorable to participatory democracy and a
market-led economy.

In this context, the research agenda for this AID project
should aim at facilitating and advancing a better understanding of
the informal sector through the development of tools that have
practical applications in the field. The topics suggested in this
paper can further this understanding in four important ways:

o By facilitating the measurement of the magnitude and
hence importance of the informal sector;

o By promoting the development of tools to measure the
costs associated with the growth of this sector;
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By supporting the development of comparative analyses
that can contribute to a historically-based understanding
of the role of institutions in economic development; and

By encouraging the exploration of how international

development agencies can best assist in the development
process through support of economic institutional reform.
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