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Institutional Reform and the Informal Sector
 

The Bureau for Private Enterprise is developing a project
 
entitled Institutional Reform and the Informal Sector (IRIS)
 
which will begin in the summer of FY 90. The IRIS project is
 
the outgrowth of the work of Hernando de Soto and the Institute
 
for Liberty and Democracy (ILD) in Peru. The ILD has done
 
important work in the promotion of Peruvian property rights,
 
administrative simplification, access to inurance and credit,
 
and encouraging public participation in the rulemaking
 
process.
 

The IRIS project is designed to promote better laws and
 
institutions which will facilitate broad-based private
 
sector-led economic growth. The project seeks to support
 
developing country institutes around the world in identifying
 
the legal and administrative impediments to market growth and
 
in developing strategies for correcting these deficiencies.
 
The aim of IRIS is to create an environment to allow the market
 
system to work for everyone, particularly those who have
 
traditionally been excluded from economic growth because they
 
lacked the benefits of the formal economy.
 

The project addressses several related issues that are central
 
to the effectiveness of economic development initiatives
 
worldwide. One is the problem of identifying the institutional
 
impediments that keep markets from operating efficiently and
 
limit investment and growth. Another is the nature and role of
 
the informal sector and its significance as a symptom of
 
inadequate institutions. A third is the problem of how to
 
enact reforms that will be sustainable and enable markets to
 
operate more efficiently.
 

IRIS will support four main activities:
 

-- Collaborative Research and Technical Assistance: The
 
objective is to assist developing country institutes in
 
identifying legal and administrative bottlenecks which
 
discourage private sector growth and full participation in the
 
formal economy and in the democratic process. Leading U.S.
 
economists, business and legal scholars will be linked with
 
individuals who want to effect institutional changes in
 
developing countries.
 

-- Short-term trdining: The project will support short-term,
 
in-country or third-country training on key topics dealing with
 
institutional reform and the informal sector.
 

-- Networking: Networking activities will be supported among
 
U.S. and iDC researchers, practitioners and policymakers. We
 
will be initiating a scholarly journal to which developing
 
country researchers and reformers will submit articles on their
 
experiences in institutional reform and the informal sector.
 
We will also disseminate relevant information and sponsor
 
occasional conferences.
 

-- Institution strengthening: This will provide resources to
 
developing country institutes to develop/enhance their capacity
 
to administer effective research and advocacy programs.
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EXECUTIVE SUMMARY
 

The Institutional Reform and the Informal Sector (IRIS) Project is
 
designed to promote sustainable economic growth in 5 to 6
 
developing countries in two ways: (1) by identifying the legal and
 
administrative impediments that limit grovth and expansion of
 
private enterprises in the formal economy, and (2) by assisting
 
individuals in developing countries in the design and
 
implementation of institutional reforms that will enable markets
 
to operate more efficiently.
 

The Project addresses three related issues that are central to the
 
effectiveness of economic development initiatives worldwide. One
 
is the problem of identifying the institutional impediments that
 
keep markets from operating efficiently and limit investment and
 
growth. The second is the nature and role of the informal sector
 
and its significance a% a symptom of inadequate institutions. (The
 
informal sector is lo,;ely defined as entrepreneurs who, although
 
operating outside the law, are providing egAl goods and services.) 
The third is the problem of how to institutionalize reforms that
 
will enable markets to operate more efficiently. Responses to the
 
first and third problems require analysis of the second issue.
 

Recognition of the importance of these issues has grown
 
considerably since the publication of Hernando de Soto's book, The
 
Other Path, on the informal sector in Peru. This book has focused
 
attention on the need to examine further the relevance of de Soto's
 
arguments in other countries. It is in this context that the
 
Bureau for Private Enterprise (PRE) has designed the IRIS Project.
 
The project stresses problem identification and problem solving in
 
a limited number of countries and, as such, is designed to have an
 
impact on laws and regulations governing such areas as property
 
rights, contract enforcement, and government licensing of business.
 

The principal purpose of the IRIS Project is to promote better laws
 
and institutions that can facilitate broad-based, market-led
 
economic growth in 5-6 target countries. To accomplish this
 
purpose, the project will support three main activities:
 

* Collaborative Research and Technical Assistance
 

The first and principal activity is devoted to
 
collaborative research and technical assistance in 5-6
 
countries. Its objectives are: (1)to identify legal and
 
administrative ,Dttlenecks which discourage private
 
investment and contribute to the growth of informality,
 
and (2) to solve specific problems through direct
 
operational assistance to field missions and host country
 
representatives.
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Snort-term Training 

The project will support short-term, in-country or third
country training on key topics dealing with institutional 
reform and the informal sector.
 

Networking
 

The third project component will be to support networking

activities between US and LDC researchers, practitioners,

and policymakers. This will include establishing
 
linkages between US and host country individuals to
 
conduct collaborative research, collecting and
 
disseminating relevant information, and sponsoring

conferences and occasional publications.
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TNSTITUTIONAL REFORM AND 
THE INFORMAL SECTOR (IRIS) PROJECT
 

I. 	 PROGRAM FACTORS 

A. 	 Conformity with PRE Bureau's Private Sector Initiative
 

The principal objective of the Bureau for Private Enterprise

(PRE) is "to provide support for the establishment and growth of

indigenous private enterprises in LDCs as a cost effective means

of achieving broad-based, self-sustaining economic growth and

development." The Institutional Reform and the Informal Sector

(IRIS) Project is linked to this private sector initiative in two
important ways: (1) it supports identification of barriers to the
creation and growth of private sector enterprises, and (2) it
 
promotes development of strategies for broad-based, self
sustaining economic growth and development.
 

1. 	 Identification of Impediments to Private Sector-Led
 
Growth
 

Support for private sector initiatives requires a comprehensive

approach to strengthening a country's legal and administrative

institutions to assure that they provide incentives rather than

disincentives to investment and growth. 
 It is becoming widely

acknowledged that a country's institutional framework can hinder

the entrepreneurial energies of the poor and curb the growth and

expansion of private sector firms in the formal sector.
 
Consequently, if A.I.D. is to support the creation and expansion

of indigenous private enterprises it must assess the way in which

laws as well as administrative rules and regulations affect
 
private sector investment.
 

The IRIS Project supports A.I.D.'s private sector initiative by

focusing attention and casting new light on the legal and

administrative institutions that obstruct participation in the

formal economy of 5-6 countries, and by developing strategies to
 
implement institutional reforms in these countries. 
 In
developing a better understanding of the legal and administrative
 
impediments to growth and of likely strategies for change, the

Project will contribute to the establishment of growth-oriented

policies that encourage competitive rarket forces and help

channel the entrepreneurial energies of the poor in the targetted

countries.
 

2. 	 Development of Strategies for promoting Broad-Based.
 
Sustainable Economic Growth
 

Despite the emphasis placed by A.I.D. and other international
 
donors on policy reforms that will spur market-led growth,

implementation of these reforms has proceeded at a slow pace and
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has not always achieved the ..sults expected. The success of
 
policy reform initiatives by A.I.D. as well as other
 
international development agencies has been limited to an
 
important degree by institutional constraints in the host
 
countries, which donor institutions have not always taken into
 
account.
 

Often, the policies and programs of international development
 
agencies have placed primary emphasis on traditional
 
macroeconomic approaches that emphasize "getting the prices
 
right" by implementing reforms from the top-down, and have failed
 
to pay sufficient attention to tha institutional bottlenecks to
 
economic growth and to the political sustainability of economic
 
reform programs. The agenda of the IRIS Project attempts to
 
correct this imbalance by focusing on how the rules of the game
 
(as set by the institutions) affect investment and production
 
(economic growth) and on how these rules can be effectively
 
changed. The final products of the agenda will include a
 
knowledge base on the institutional requirements for enabling
 
markets to operate more efficiently in 5-6 target countries, and
 
a set of strategies in institution building for ecoromic growth.
 

B. 	 Relationship to A.I.D. Development Stratey
 

In the decades since World War II, A.I.D. has put forward many
 
policies and programs in an attempt to promote economic growth in
 
LDCs. Economic growth has been and continues to be the central
 
strategy of US development assistance. It is only through
 
sustained economic growth that developing countries can increase
 
the standards of living of the majority of their populations. In
 
reviewing the effectiveness of its programs'in promoting
 
sustainable economic growth, A.I.D. has concluded that:
 

" 	 Policies that encourage competitive market forces are
 
key to attaining sustainable economic growth in LDCs;
 

" 	 .Institutions play a crucial role in creating and
 
maintaining growth-oriented policies;
 

o 	 Policies and programs of international development
 
agencies often place too much emphasis on changing
 
macroeconomic policies and fail to pay sufficient
 
attention to institutional bottlenecks and political
 
constraints to implementing those changes.
 

The IRIS Project will assist A.I.D. in charting new and more
 
effective paths for promoting economic growth and equity in
 
developing countries by identifying and analy'ing the legal and
 
administrative bottlenecks that constrain growth in 5-6
 
developing countries and by identifying the requirements that
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will enable markets to operate more efficiently in those
 
countries.
 

Development policy and assistance programs must be devised based
 
on proposals for economic reform that recognize both the limits
 
imposed by institutions and the realistic opportunities that a

modification of these institutions will offer policymakers

striving to change the course of economic development in a
 
particular country. The IRIS Project aims at accomplishing just

that by examining the legal and administrative constraints to
 
economic growth in 5-6 developing countries, and the ways in

which aid can best be applied to the development of policies and
 
institutions that will foster prosperity among broader segments

of the population of these countries.
 

The IRIS Project builds on and complements activities by a number
 
of other bureaus. These activities are summarized in Section
 
III-C.
 



I. 	 PROJECT DESCRIPTION
 

A. 	 Problems Addressed by the Project
 

The IRIS Project addresses three questions that are central to
 

the effectiveness and success of economic development initiatives
 

and that remain largely unexplored:
 

(1) What are the institutional bottlenecks that constrain
 
private sector-led, sustainable econcmic growth in
 
developing countries?
 

(2) 	What is the nature of the informal sector and what is
 
its role in promoting economic growth with equity?
 

(3) How does one get governments to commit to reform and
 
how can these reforms be institutionalized?
 

1. 	 Institutional Impediments to Growth
 

To understand the process of economic development, it is
 
necessary to appreciate the nature and role of institutions
 
(legal, political and administrative) in shaping tha environment
 
and the possibilities for sustained economic gru.Ah in Third
 
World countries. Institutions constitute the rules of the game
 
that govern economic exchange: they can encourage or discourage
 
investment and production, and facilitate or impede the effective
 
functioning of markets.
 

Institutions play a key role in economic development through
 
their effects on the costs of transactions which, in turn,
 
influence the behavior of economic agents with respect to the
 

When 	laws and
allocation and utilization of economic resources. 

institutions provide for the effective protection and enforcement
 
of property rights and other contractual arrangements,
 
transaction costs are lowered, and markets are more efficient.
 
If, on the other hand, the legal framework is inadequate,
 
transaction costs are high and block the efficient development
 
and operation of the market.
 

Efforts by A.I.D. to promote market growth have been hindered by
 
institutional barriers, including lack of protection and
 
enforcement of property rights; high costs for establishing or
 
expanding a business7 preferential access to credit; inadequate
 
contract enforcement mechanisms; and inconsirtent application of
 

The IRIS Project will address these types of problems by
laws. 

supporting identification of the key institutional (legal and
 
administrative) barriers which are limiting entrepreneurial
 
development and economic growth in different regions and
 
countries of the world.
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2. Nature and Role of the informal Sector
 

Growth of the informal sector in LDCs is not a new phenomenon.
 
International donor agencies and development professionals have,
 
for many years, Jroed upon the informal sector as a potential
 
source of employment and income for the poor, and have developed
 
projects to assist the informal sector in gaining access to
 
capital, training, and technical assistance.
 

More recently, however, attention has shifted to focus on the
 
causes and characteristics of informality in the context of
 
developing economies. This shift has come about largely as a
 
result of the work of Hernando de Soto and the instituto Libertad
 
y Democracia (ILD) in Peru. De Soto has challenged traditional
 
views of the informal sector as employer of last resort for the
 
poor, and has focused instead on the entrepreneurial qualities of
 
informality and on the institutional impediments to participation
 
in the formal economy. (The informal sector is loosely defined as
 
entrepreneurs who, although operating outside the law, are
 
providing :"egitimate goods and services.)
 

De Soto 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 envirorment.
 
He argues 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 eiscourage creation and expansion of
 
business; and disincentives to technological progress and
 
innovation. In short, the roots of underdevelopment can be
 
traced in large measure to government policies and institutional
 
impediments which raise the costs of transactions required for
 
participation in the formal economy, and encourage exit into the
 
informal sector.
 

Although evidence on the magnitude of informal sector activities
 
in most developing countries is still scanty at best, preliminary
 
studies suggest that some 40-50 percent of the GDP of developing
 
countries may come from contributions made by the informal
 
economy, and that this se:tor is playing and will continue to
 
play a central role in the economic development of these nations.
 
Moreover, the impressive magnitude of informal sector activities
 
makes evident the enormity of the institutional dysfunction which
 
is forcing so many economic participants into less than optimal
 
investment and production conditions. The magnitude of the
 
informal sector, however, insofar as it embodies the
 
entrepreneurial energies of the poor, also points to the latent
 
growth opportunities that might be exploited if the key
 
iLpediments can be removed.
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The IRIS Project can play an important role in promoting analysis
 
of the role laws and institutions play in
 
encouraging/discouraging participation in the formal economy, and
 
in discouraging/encouraging entrance into the informal economy.
 
For A.I.D. and other international development agencies, study of
 
the institutional framework in individual countries is
 
fundamental to understanding the causes of informality and
 
underdevelopment in Third World countries.
 

The IRIS Project will assess the legal and administrative
 
impediments to private sector growth reflected by informality as
 
well as identify strategies for channeling the energies of the
 
sector toward positive tids. It will focus resources selectively
 
in a number of countriez to explore who the informal sector is,
 
what institutional deficiences explain its existence and growth,
 
and how these flaws can be corrected so as to allow broad-based
 
private enterprise to flourish.
 

3. The Politics of Sustaining Pro-Growth Policies
 

In recent years, a growing number of developing countries have
 
expressed their commitment to private sector initiatives and have
 
recognized the importance of increasing the role of the private
 
sector in the economy in an effort to reverse negative trends in
 
economic growth. Yet, it is unrealistic to expect that it is only
 
necessary to point out the impediments to growth created by these
 
policies to bring about the necessary policy and institutional
 
reforms. Moreover, economic policies, laws and regulations are
 
often designed in respcnse to pressures from powerful interest
 
groups ("mercantilists" as de Soto calls them), or as a result of
 
ethnic or strategic considerations. Consequently, many LDC
 
governments are limited by political and other considerations in
 
what they can change and in how rapidly they can institute the
 
reforms required for promoting and sustaining pro-growth
 
policies.
 

UnfortunateJy, the policies and programs of international donor
 
agencies often have failed to pay adequate attention to the
 
political and institutional constraints to reform. Critics of
 
these programs argue that they are sometimes too abstract, and
 
that they ignore crucial political and institutional aspects of
 
implementing and sustaining policy reforms. The bottom-up or
 
local ownership approach to implementing policy reforms has often
 
been absent. For example, the structural adjustment programs of
 
the International Monetary Fund and the World Bank often focus on
 
"getting the prices right" in the short-term by adjusting
 
exchange rates and eliminating price controls, while paying
 
insufficient attention to institutional bottlenecks like
 
ineffective legal. systems or political coalition-building.
 

By focusing attention on the institutional constraints to
 
economic growth in different Asian, African, and Latin American
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countries, the IRIS Project will shed light on the political
 
economy of reform, and assist in developing programmatic
 
interventions in support of policy and institutional reforms that
 
are implementable in particular developing countries. For
 
example, research under the project will explore questions such
 
as (a) what factors determine the political sustainability of
 
policy reform programs in a particular country and how can these
 
be influenced? and (b) what are the instruments or strategies for
 
implementing bottom-up versus tc?-down approaches?
 

B. 	 Project Goal and Purposes
 

The goals of the IRIS Project are to assist US and LDC
 
policymakers in (1) identifying key institutional (legal and
 
administrative) impediments to private sector-led development,
 
and (2) correcting these deficiencies thiough bottom-up
 
institutional reforms that promote more effective functioning of
 
markets and broad-based, sustainable economic growth.
 

The main purpose of the project is to promote better laws and
 
institutions that can facilitate broad-based, private sector-led
 
economic growth. As a corollary to this, the project also has
 
the following three purposes:
 

1. 	 To Develop a Knowledge Base on the Relation Between
 
Institutions and Economic Growth
 

A key purpose of the IRIS Project is to develop a knowledge base
 
on the relation between institutions and economic growth in 5-6
 
developing countries that will further a be-ter, more
 
comprehensive understanding of the institutional requirements for
 
attaining adequate and sustainable rates of economic growth
 
through broader private sector participation in the economy.
 

2. To Develop a Pool of Expertise in the US and LDCs
 

A second purpose of the IRIS Project is to develop a pool of
 
experts both in the United States and in the Third World who are
 
knowledgeable about the impact of institutions on economic growth
 
and who can both influence thinking on institutional reform and
 
the informal sector, and assist in actual design and
 
implementation of reforms. In addition, U.S. experts will be
 
accessed to provide state-of-the-art technical assistance to
 
A.I.D. missions and host country policymakers and practitioners
 
in institutional analysis and in strategy design and
 
implementation. Assistance will focus on: (a) problem
 
identification through research on and analysis of legal and
 
administrative impediments to economic growth in particular
 
countries, and (b) problem solving through mapping of realistic
 
reform strategies.
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3. 	 To Promote Bottom-Up Development Strategies
 

A third purpose of the project is to promote development of
 
effective strategies for implementing reforms that are supported
 
and advanced by broad constituencies in developing countries
 
(bottom-up), as alternatives to top-down approaches with short
run, get-the--prices-right objectives. The project will explore
 
the requirements for implementing bottom-up approaches that
 
recognize the importance of the institutional context, and the
 
political and social dimensions of reform.
 

C. 	 Expected Achievements
 

The principal achievement of the IRIS Project will be Jipr.ved
 
laws and institutions in a selected number of gountries. By
 
supporting identification of key institutional impediments to
 
private sector participation in the economy, as well as
 
development and implementation of reform strategies, the project
 
is designed to have an immediate impact on the institutional
 
infrastructure of target countries. This impact will be made in
 
such areas as property rights, contract enforcement,
 
patents/copyrights, insurance, government licensing of business,
 
and access to government services. This achievement will rest on
 
the following expected accomplishments of the project:
 

1. 	 In-Depth Understanding of Le a. and Administrative
 
Constraints to Growth in Selected Countries
 

By supporting applied research in a selected number of countries
 
on a number of legal and administrative constraints to investment
 
by private sector enterprises, the IRIS Project will lead to a
 
better understanding of the institutional constraints to, and the
 
requirements for, sustained economic growth and development in
 
specific countries. This knowledge base on the relation between
 
institutions and economic growth can be used to support
 
comparative analyses and further research in other countries.
 
Moreover, the knowledge base created under the project will serve
 
as the foundation for the development o.! other programs and
 
interventions by international development agencies.
 

2. 	 Expanded Cadre of Researchers and Plactitioners in the
 
US and inthe Third World
 

By supporting collaborative research, in-countr, training, and
 
networking between US and LDC researchers and practitic,.ers, the
 
IRIS Project will mobilize additional US and LDC academic and
 
tfchnical talent and, thus, create an expanded cadre of experts
 
in institutional analysis and strategy development. The
 
objective of creating an expanded cadre of "neoinstitutionalists"
 

8 



is twofold: on the one hand, tLe project will increase the pool
 
of experts who can provide state-of-the-art technical assistance
 
in an emerging field and who can be "tapped" by A.I.D. and other
 
international development agencies; on the other hand, the
 
objective is to promote local ownership of ideas by supporting a
 
larger pool of individuals who can engage in research to identify
 
specific impediments to forzal participation in tht- economy, and
 
recommend specific reforms in their own countries.
 

3. 	 Effective Strategies for Implementing Reform from the
 
Bottom-Up
 

The IRIS Project is erpected to contribute to the development of
 
more effective strategies for implementing reforms from the
 
bottom-up. This will be accomplished in two primary ways: (a)
 
through collaborative research and technical assistance to
 
identify appropriate instruments or strategies for implementing
 
reforms in particular countries, and (b) through operational
 
support in the implementation of particular reforms. For
 
example, the results of applied research in a particular country
 
might indicate that, like in Peru, access to credit for informal
 
sector entrepreneurs is limited by lack of property rights (i.e.
 
lack of title to land or housing which could be used as
 
collateral). In addition to identifying the problem (i.e. the
 
particular pieces of legislation or p~perwork which inhibit land
 
titling), the project will a.Lso support evaluation of the best
 
course for solving that problem (i.e. how to enabl! informals to
 
register their land and how to mobilize support for such reform),
 
and provide access to experts who can assist in implementing that
 
reform (i.e. drafting a new land titling system and a credit
 
mortgage system applicable to the particular country context).
 

Moreover, in order to promote a bottom-up approach, the IRIS
 
Project will stress reliance on home country individuals with the
 
knowledge and ability to czirry out research and advocacy on
 
issues rele-ed to institutional reform and the informal sector.
 

D. 	 Outline of the Project and How it Will Work
 

The IRIS Project will have three essential components:
 

1. 	 Problem Identification and Problem Solving in a
 
Country-Specific Context
 

The first and principal component of the IRIS Project will be
 
devoted to: (a) identifying specific legal and administrative
 
problems through collaborative research and technical assistance
 
in 5-6 countries, and (b) solving specific problems through
 
direct operational/technical assistance to field missions and
 
host country representatives.
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The main objective of this activity is to identify the
 
institutional requirements for enabling markets to operate more
 

To achieve this
efficiently in 	selected developing countries. 

goal, the IRIS Project will address the following problems in 5-6
 
countries in Asia, Africa and Latin America:
 

o 	 Growth of Informality/Limits to Formality
 

o 	 Limited Private Sector Participation in the Economy
 

0 	 Inadequate Protection and Enforcement of Property
 
Rights
 

o 	 High Transaction Costs/Low Levels of Investment
 

o 	 Inadequate Contract Enforcement Mechanisms
 

In analyzing the problems identified above, the IRIS Project will
 
explore the following types of questions. Moreover, central to
 
each 	of the questions identified below is the issue of strategy
 
formulation and implementation, that is, how to get governments
 
to commit to reform and how to in3titutionalize those reforms.
 

Question #1: 	 What explains differences in the degree and
 
composition of the informal sector (illegal
 
enterprises pursuing legal means) among different
 
countries? For example, (a) why is the informal
 
sector some 50% of the economy of Peru and
 
significantly less in other countries like
 
Thailand? (b) what discrete groups make up the
 
informal sector in different countries and why?
 
and (c) which sectors of the economy are more
 
informal in different countries and why?
 

Question #2: 	 What allows certain private enterprises to
 
flourish in LDCs? What accounts for the
 
"excellence" of these successful enterprises?
 
What 	types of informal enterprises have grown
 
successfully into formal enterprises and what
 
strategies did 	they pursue? Was gender or
 
ethnicity a factor? What role did linkages
 
between informal and formal enterprises play in
 
this "graduation" from informality?
 

Ouestion #3: 	 How are property rights affecting economic growth
 
in a particular country? For example, (a) what is
 
the value/cost of informal property rights in
 
securing access to finance for new investment in a
 
particular sector or country? (b) do certain
 
discrete groups have more access to property
 
rights than others? (c) how are current patent and
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copyright laws affecting technological progress
 
and (d) how can these laws be improved?
 

Question 04: 	 What is the level of transaction costs (e.g.
 
government regulations) in a particular economic
 
sector and what impact are they having on new
 
investment and on expansion of current investment?
 
What laws and regulations need to be revised to
 
lower transaction costs and how can this be done?
 

Question #5: 	 How are prevailing contract enforcement mechanisms
 
affecting commercial relations, investment and
 
economic growth in a particular country and how
 
can these mechanisms be improved? Are these
 
mechanisms applied differentially across discrete
 
groups?
 

2. 	 Short-Term Training
 

The IRIS Project will support short-term, in-country or third
country training for a cross section of policymakers and private
 
sector researchers, practitioners and entrepreneurs from the
 
formal and the informal sectors. Training will serve to foster
 
discussion on the relationship between institutions and economic
 
growth, build the capability of host country researchers and
 
practitioners to carry out additional research, and develop
 
strategies for reform. Examples of possible short-term training
 
topics might include:
 

o 	 Transaction costs (laws, policies,- regulations,
 
information) and their impact on business growth
 

o 	 Creating a facilitative environment for private
 
enterprise
 

o Achieving 	excellence in private sector enterprises
 

o 	 Expanding the role of the poor as entrepreneurs through
 
increase participation in the formal economy
 

o 	 Building support for institutional reform (public
 
education/advocacy)
 

3. 	 Networking in the US and LDCs
 

The project will promote development of informal networks between
 
US and LDC researchers, practitioners and policymakers. This
 
will be accomplished in the following way: The institution
 
selected to administer the project will function as a brokerage
 
firm dealing in the development of linkages between US and Third
 
World research centers, and in promotion of collaborative
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Tt will serve as a center for information on
research efforts. 

questions relating to institutional reform and the informal
 
sector. In addition, the institution will be responsible for:
 

o 	 collecting information on the state-of-the-art of
 
institutional analysis and reform;
 

o 	 disseminating information on on-going research and
 
field activities dorldwide;
 

o 	 holding conferences and seminars;
 

o 	 sponsoring occasional publications.
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III. FACTORS AFFECTING PROJECT SELECTION AND FURTHER DEVELOPMENT
 

A. Social Considerations
 

1. Socio-Cultural Context
 

Increasingly, the informal sector has come to be viewed as a
 
symptom of institutional (legal, political, and administrative)
 
barriers which distort the operations of the market and raise the
 
costs of entry and financing of new firms.' The result of these
 
impediments and of the widespread informality is, in effect,
 
limited economic growth due to low levels of investment, low
 
productivity arising from inefficient specialization, and
 
disincentives to technological innovation. At the same time,
 
research on the informal sector has underlined the
 
resourcefulness and enterprise of informal sector activities, and
 
the potential impact of these activities on economic growth.
 
Wnile still scanty, available information indicates that in some
 
countries informal sector activities may contribute from 40 to
 
50% of GDP. The economic implications of making these activities
 
more productive and efficient are indisputable.
 

In this context, development of the IRIS Project is particularly
 
appropriate because it addresses two related problems. One is
 
the problem of institutional impediments to private sector
 
participation in the economy. The other is the problem of
 
implementing reforms to improve the efficiency and equity of
 
markets. Both of these areas require thorough analysis of the
 
informal sector and of the institutions which foster informality
 
and hinder efficient markets.
 

2. Impact and Beneficiaries
 

The level of resources applied through the IRIS project is
 
limited relative to the need for this type of problem
 
identification and problem solving support in developing
 
countries. For this reason, the IRIS project will target a
 
limited number of countries and address only a limited number of
 
institutional problems. Nonetheless, the IRIS project will have
 
a number of significant positive effects.
 

The IRIS project is designed to have an immediate impact on the
 
institutional infrastructure that governs incentives and
 
disincentives to private sector growth in selected target
 
countries. This will benefit entrepreneurs in general, but will
 
affect small and micro-entrepreneurs in particular because these
 
groups tend to comprise a large segment of the infomal sector in
 
most countries. In addition, because women are key participants
 
in informal sector activities, the project will benefit women in
 
at least two important ways: (a) ny focusing attention on the
 
productive potential of women in economic development and, (b) by
 
supporting strategies that focus cn removing impediments to
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private sector participation in the economy regardless of gender,
 
and that rely on women and the poor as key political, economic
 
and social actors.
 

In addition, because the IRIS project stresses local, broad-based
 
(bottom-up) strategies for reform, it is expected to contribute
 
to more effective donor interventions that are also more
 
sustainable than traditional top-down approaches. Moreover, the
 
knowledge base developed by the project on the relation between
 
institutions and economic growth will serve as a point of
 
departure and comparison for future programs by international
 
donor agencies, policymakers in LDCs, and other development
 
professionals.
 

B. 	 Economic Considerations
 

Design of the IRIS Project was based on the following economic
 
considerations:
 

1. 	 Appropriateness of Investing Scarce Resources to
 
Address the Perceived Problem
 

In recent years, a growing number of LDCs have re-focused
 
attention on the need to improve the efficiency and equity of
 
markets to reverse negative trends in economic growth and to
 
broaden participation in the economy. Because the IRIS Project
 
will offer assistance in identifying the institutional
 
constraints to efficient market operations in LDCs as well as in
 
developing solutions for improving the institutional framework,
 
it represents a timely and appropriate use 6f scarce resources
 
that responds to the requirements of LDC researchers and
 
policymakers.
 

The IRIS Project also responds to the growing recognition among
 
international development professionals that traditional
 
macroeconomic approaches are inadequate because they ignore
 
crucial political and institutional aspects of implementing and
 
sustaining policy reforms. In the words of economist and Nobel
 
laureate, Ronald Coase,
 

"Until comparatively recently economists tended to devise
 
their proposals for economic reform by comparing what is
 
actually done with what would happen in an ideal state.
 
Such a procedure is pointless. We can carry out the
 
operations required to bring about the ideal state on a
 
blackboard but they have not counterpart in real life. In
 
the real world, to influence economic policy, we set up or
 
abolish an agency, amend the law, change the personnel and
 
so on: we work through institutions. The choice in
 
economic policy is a choice of institutions. An what
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matters is the effects that a modification of these
 
institutions will actually make in the real world."
 

The IRIS Project aims at examining and modifying laws and
 
regulations that inhibit the growth of broad-based private
 
enterprise and, therefore, the potential for ottaining and
 
sustaining adequate rates of economic growth in developing
 
countries. In light of A.I.D.'s goal to promote economic growth
 
in LDCs by supporting priv-te initiatives, the IRIS project is an
 
appropriate investment of resources.
 

2. 	 Merits of Proposed Approach to Address the Perceived
 
Lroblem
 

In the 1980's, international development agencies like A.I.D.,
 
the World Bank, and the regional development banks have stressed
 
policy reform in support of private sector initiatives in LDCs as
 
the most viable path from underdevelopment. The success of these
 
policy reform programs, however, has been limited by host country
 
political and institutional constraints. Moreover, as A.I.D.
 
noted in its report on "Development and the National Interest,"
 
economic development can really only take place if an LDC commits
 
itself to "growth and opportunity-oriented" domestic policies.
 
Thus, even though it is necessary to shape development assistance
 
programs in order to encourage such policies, "each sovereign
 
state must ultimately chart is own developmental course."
 

The IRIS Project recognizes both the limits of traditional
 
approaches and the need to encourage local, broad-based
 
strategies for reform. To address these issues, the project
 
focuses on identifying legal and administrative bottlenecks in
 
specific countries which discourage private investment and
 
contribute to the growth of sizable informal sectors. In
 
addition, the project stresses reliance on indigenous talent in
 
identifying problems and in designing and implementing reform
 
strategies.
 

The project's targetted approach also has considerable merit
 
because it recognizes the limits of available resources in light
 
of the amount of work that needs to be done to assess in each
 
environment the particular institutional impediments which
 
promote widespread informality, and to identify the instruments
 
or strategies for implementing reforms from the bottom-up.
 

3. 	 Limits of Alternative Proiect Designs
 

A number of alternative project designs were considered and
 
eventually rejected. In particular, A.I.D. considered developing
 
a research project devoted primarily to U.S.-based research by
 
academics on the constraints to economic growth in developing
 
countries. This effort was known in its infant stages as New
 
Institutional Economics (NIE). In response to concerns voiced
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both within PRE and the regional bureaus that the project was
 

"too -theoretical" and not operational enough, the NIE project was
 

re-defined and the IRIS project, which focuse3 on applied
 

research and direct operational support in a limited number of
 
The new design stresses problem
countries, was developed. 


This 	makes the project more
identification and problem solving. 

operational and, thus, more immediately useful to field missions
 

and host countries.
 

In order to gather information on the institutional constraints
 

to economic growth and network with leaders active in this field,
 

PRE sponsored three meetings with prominent members of the U.S.
 

academic community. The last meeting, which was held on June 5
 

and 6 1989, led to a number of important conclusions which have
 
Key conclusions included:
influenced the design of the project. 


o 	 Traditional approaches to economic development are
 
inadequate because they ignore crucial political and
 
institutional aspects of implementing and sustaining
 
policy reforms;
 

o 	 The "New Institutional Economics" offers a potentially
 
productive, interdisciplinary approach to economic
 
development that could lead to a better understanding
 
of the institutional impediments to economic growth and
 
to a more effective policy reform agenda for A.I.D. and
 
other international donor agencies;
 

The work of Hernando de Soto on the informal sector in
" 

Peru has applicability in other countries, and his
 
propositions need to be explored in Africa and Asia, as
 

well 	as in other Latin American countries;
 

o 	 The project's agenda should have both a research
 
component and an action-oriented component. A research
 
agenda is important but not sufficient, and a policy
 
agenda is also important but not sufficient.
 

More linkages need to be established between US
o 

academics and US an LDC policymakers, and between US
 

and Third World researchers.
 

C. 	 Relevant Experience with Similar roiects
 

The IRIS Project will build on and complement a number of current
 

and proposed projects at A.I.D. Coordination with other A.I.D.
 

bureau's, especially the Institute for Policy Reform project and
 

the HIID project administered by the Bureau for Program and
 
will 	be an important responsibility of
Policy Coordination (PPC), 


PRE and of the grantee.
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A summary of the principal relevant activities by other A.I.D.
 

bureaus is provided below.
 

1. 	 Latin America/Caribbean Bureau (LAC)
 

For the past four years, the Bureau for Latin America and the
 
Caribbean, through its Private Sector Policy Planning and
 
Institutional Development Project, has sponsored the work of
 
Hernando de Soto and the Instituto Libertad y Democracia (ILD) in
 
Peru. Support under this project has enabled de Soto and the ILD
 
to undertake comprehensive studies of the legal, institutional
 
and financial barriers to entry into the formal sector in Peru.
 

In an effort to extend the benefits of this research to other
 
countries in the Latin America and Caribbean region, USAID/Peru
 
has signed a new, five-year Cooperative Agreement with the ILD.
 
This project includes a training component that will bring
 
representatives from Africa and Asia to the ILD to learn about
 
its experience in Peru and re-focus attention on the informal
 
sector in other parts of the world.
 

2. 	 Africa Bureau (AFR)
 

The Africa Bureau has sponsored conferences in Abidjan and
 
Nairobi on the informal sector. The objectives of the
 
cqnferences were:
 

o 	 to identify policy measures which can promote African
 
entrepreneurship, particularly among existing informal
 
sector participants;
 

o 	 to examine effective programs to support the informal
 
sector; and
 

o 	 to determine how advocacy programs may be established
 
for pursuing needed reforms.
 

In addition, as a follow-on to these conferences, the Africa
 
Bureau is developing a pilot training program for African
 
researchers to be held at the ILD in Peru.
 

2. 	 Asia/Near East Bureau (ANE)
 

In early April, the Asia/Near East Bureau sponsored developing
 
country participants from Morocco, Egypt, Bangladesh, the
 
Philippines, Sri Lanka and Thailand to travel to Peru to learn
 
about ILD activities and methodology. On April 11, the Asian
 
participants gave a day-and-a half debriefing to A.I.D./W
 
officials. They reported that the Peruvian experience in
 
identifying and addressing transaction costs does have relevance
 
in Asia. It was agreed that more research is necessary to
 
quantify transaction costs and their impact on economic growth.
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As a result of the debriefing, the Asia Bureau is commissioning a
 
book which will identify country-specific transaction costs,
 
estimate their adverse impact on economic growth and recommend
 
policy alternatives.
 

4. 	 Bureau for Program and Policy Coordination/Economic
 
Affairs PPC/EA)
 

PPC/EA is in the second year of a research project with the
 
International Center for Economic Growth (ICEG). The purpose of
 
the project is to provide support for activities which contribute
 
to the elimination of regulations which stifle economic growth.
 
Hernando de Soto's book, The Other Path, was published under this
 
project. The ANE Bureau's trip to Peru and the subsequent
 
debriefing were also funded through a buy-in to this project.
 

PPC is also considering a proposal for the establishment of an
 
Institute for Policy Reform and for the organization of an
 
International Development Consortium. The main objective of the
 
Institute is to foster research and provide access to expertise
 
that will directly strengthen USAID operations focused on policy
 
reform. The institute will operate the International Development
 
Consortium, which will provide an organizational framework for
 
implementing innovative, educational, training, and
 
communications programs. PPC has also developed a project on
 
policy reform implemented by the Harvard Institute for
 
International Development (HIID). The project will focus on
 
design and implementation of policy reform programs.
 

5. 	 Office of Housing and Urban Programs (PRE/H)
 

The Office of Housing and Urban Programs incorporates informal
 
sector concerns into nearly every aspect of its programming.
 
This is consonant with the relative importance of the informal
 
sector in housing - estimates are that upwards of 95% of all
 
housing for low-income households in developing countries is
 
provided through infcrmal mechanisms. In January 1988, the
 
Office of Housing and Urban Programs sponsored a conference on
 
the informal sector and its relation to shelter and urban
 
development issues. The conference led to a report entitled
 
"Support Strategies for Informal Production of Housing and Urban
 
Services." This report outlined informal sector research and
 
policy strategies for the housing guarantee program. This
 
research and policy work is being conducted in the seven Regional
 
Housing and Urban Development Offices (RHUDOs).
 

6. 	 Bureau for Science and Technolocry (S&T)
 

The Bureau for Science and Technology has four on-going projects
 
which involve research on the informal sector:
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o 	 Employment Enterprise Policy Analysis - This is the 5th
 
year of a six year project through Harvard University,
 
a component of which involves conducting studies on the
 
informal sector. Several of these studies have been
 
undertaken in conjunction with the Sequoia Institute's
 
workshops on the informal sector.
 

o 	 Aries - This is the 5th year of a five year project to
 
conduct research and provide technical assistance on
 
business development in LDCs. Many of the 40 Aries
 
field assignments have dealt with informality.
 

o 	 Ohio State University - Ohio State has been involved in
 
research on financial markets ini developing countries
 
for over 15 years. The current and future focus of the
 
project is on the informal financial sector.
 

o 	 Financial Resources Management Project (FIRM) - This FY
 
1989 ten year project will support applied research on
 
informal financial sector linkages to formal markets,
 
improving institutional capacity, and policy reform.
 

o 	 Gemini (microenterprise) - This is a project which will
 
begin in FY 1990. It will provide research and
 
technical assistance, principally in the informal
 
sector.
 

D. 	 Grantee
 

We are in the process of selecting a grantee to manage and
 
implement the IRIS Project. Exploratory interviews have been
 
held with representatives of a number of organizations including:
 
the National Association of Schools of Public Affairs and
 
Administration (NASPAA); Ohio State University; the International
 
Center for Economic Growth; the National Academy of Sciences; the
 
RAND Corporation; the Brookings Institution; Washington
 
University in St. Louis; University of Wisconsin; and the Sequ.ia
 
Institute.
 

The key critaria for selecting the appropriate institution are:
 

o 	 Access to US and LDC academic and technical talent in a
 
number of relevant disciplines, including economics,
 
public affairs, political economy, law, industrial
 
organization, and sociology/anthropology
 

o 	 Understanding of A.I.D. requirements and experience
 
with 	management and implementation of A.I.D. projects
 

o Linkages with Third World research and policy-oriented
 

institutions
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o 	 Credibility with the international development
 
community
 

o 	 Publication and other information dissemination
 
capabilities
 

o 	 Management capability, including appropriate
 
professional and support staff
 

o 	 Objectivity and independence in project design and
 
implementation
 

o 	 Washington-based office
 

E. 	 AID Support Requirements Capability
 

The IRIS Project will be centered within the the offices of the
 
selected g)rantee and will be managed by a full time professional
 
of this organization. Close monitoring and coordination will be
 
maintained by the Private Sector Officer of PRE's Office of
 
Project Development. This PRE officer will also be responsible
 
for ensuring that project activities are being coordinated with
 
other A.I.D. bureaus undertaking similar projects in order to
 
avoid duplication.
 

F. 	 Estimated Costs and Methods of Funding
 

Project funding will be through a cooperative grant agreement.
 
Life-of-project authorization is $5 million. Substantive mission
 
buy-ins are anticipated to complement core funding.
 

Estimated Five-Year Budget
 

Technical Assistance $4.0 million
 
Training 0.6 million
 
Networking 0.4 million
 

5.0 million
Total 


G. 	 Desirn Strateav 

The Projec.t Paper design period will begin following PID approval
 
and work toward a November 15, 1989 completion date for an FY 90
 
f... t quarter obligation. The detailed design will be produced
 
by the selected grantee working in close coordination with PRE
 
officers.
 

A key component of the PP is identification of the 5-6 countries
 
where research and technical assistance will be provided. For
 
this purpose, a two-person PRE team will travel to different
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countries in September 1989 to market the IRIS Project and assess
 
the requirements for selecting target countries. Country
 
selection will depend on the following criteria:
 

o 	 A.I.D.-assisted country
 

o 	 Field mission interest and commitment
 

o 	 Demonstration effect
 

o 	 Different degrees of regulation, size of informal
 
sector, and possibilities for reform
 

o 	 Access to host country individuals with interest and
 
ability to carry out research and advocacy on
 
institutional reform
 

If additional funding is available, the project will alsco
 
consider an Eastern European country like Poland or Hungary.
 

H. 	 Recommended Environmental Threshold Decision
 

The principal activities of this project will not affect the
 
natural or physical environment. Since the assistance provided
 
under this project involves applied research, training and
 
information sharing/networking on institutional analysis and
 
strategy development not related to environmental policy, the
 
project is exempt from an environmental impact analysis.
 

I. 	 A.I.D. Policy Issues
 

The IRIS Project as currently proposed is entirely consistent
 
with A.I.D. policies and guidelines governing assistance to
 
private enterprise. Consideration of policy issues included a
 
review of A.I.D.'s Policy Paper on Private Enterprise (Revised),
 
March 1985. The project also addresses concerns raised by the
 
1988 report, "Development and the National Interest: U.S.
 
Economic Assistance into the 21st Century," regarding the limits
 
of current development programs and the need to focus more
 
attention on the role of institutions in economic progress.
 

J. 	 Gray Amendment
 

The IRIS Project will be implemented through a cooperative
 
agreement. Gray amendment requirements will be taken into
 
account.
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THE INFORMAL SECTOR:
 
PERSPECTIVES FROM THE LITERATURE
 

I. Introduction
 

A. 	 Purpose and 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 in 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 development 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 cause the growth of informality, de
 
Soto nas uncovered what he believes may be the "key" to economic
 
development, at least in Latin America. 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. In 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 reforms
 
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 it 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 nee9s to 1-e examined further
 
for the validity of assumptions underlying 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; 
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o 	 Initiating a process of research and publication under
 
the aegis of a prestigious institution receiving both AID
 
and foundation support.
 

II. 	 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 the 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 Laboi'r Organization (ILO), wiich 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
 
sector. The "failure" of modernization
research on the informal 


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 policies.
 

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 linkages
 
between formal and informal sector activities.
 

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

Recent studies have found that 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 froin 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.
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III. 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.
 
concurrence
Nevertheless, there is widespread recognition and 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
 

These include, but are not limited to, the following:
literature. 


A. Heteroqeneity 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 mctivation 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 nousehold needs. For
 
House, the policy question then becomes "how best -,.o maximize the
 
development potential of the intermediate sector" while minimizing
 
the size of the ,iarginal 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.
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B. LinkaQes
 

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 stadies, which are summarized in a recent article
 
by Alejandro Portes and Saskia Sassen-Koob suggest that "exi.t" 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 particular country. 
Moreover, recent work by Janet Landa, 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 
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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 are
 
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 politicizaticn 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 system. 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 prom 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 transaction 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 costs 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 InsLi'Ltions
 

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 a-d 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.
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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 legal 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 literature 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. Developinq 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
 
count-ies, and (b) to demonstrate the costs in terms of economic
 
growth associated with highly politicized and inefficient systems
 
of laws and regulations. The application of these tools in a
 
variety of countries can have a powerful "demonstration" effect
 
which can be utilized to convince governments and 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 measure
 
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 is not counted, poorly estimated, or unknown 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 legal 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. In 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 
growth rates. 

transaction costs relate to changes in 

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 Symptom 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
 
recommendations are varied.
 

Hernando de Soto does believe thaC 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, "ft]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:
 

0 	 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 createa by the
 
informals as a substitute for the law, it is possible to
 
identify what the informals are voting for.
 

0 	 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 cf this sector;
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o 	 By supporting the development of comparative analyses
 
that can contribute to a historically-based understanding
 
of the role of institutions in economic development; and
 

o 	 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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LETTER TO CADE
 

Lima, November 25, 1987
 

Fellow Entrepreneurs:
 

CADE meets at a particularly critical moment: it is increasing
ly difficult to conduct business in Peru; prospects for prog
ress are now limited for both -the rich and the poor, and ex
pectations end up in frustration in the midst of an atmosphere
 
of insecurity and uncertainty caused by the repeated infringe
ment of basic economic rights.
 

This reality affects formal entrepreneurs as well as millions
 
of informal businessmen: street vendors, shop owners, set
tlers, urban bus operators, small manufacturers, farmers,
 
fishermen, and craftsmen.
 

Those who refuse to admit that private enterprise is an instru
ment of development, engage in perpetuating the notion that
 
the poor cannot be businessmen. Reality, however, shows that
 
most poor and informal Peruvians are indeed businessmen, who
 
creatively operate private enterprises. While the State's ar
bitrary measures affect them differently, their economic rights
 
are identical to those that you see endangered today.
 

No effective defense of these co7 n economic rights can be
 
successful unless formal entrepreneurs identify with the ideals
 
of the stiaet businessman, so all can identify with the same
 
cause.
 

As long as the economic rights if all of Peru's business com
munity are not respected, abuses in the name of "popular
 
majorities" against a "few privileged ones" will continue.
 

In this context, the Institute for Liberty and Democracy cannot
 
fail to acknowledge the historical impact that entrepreneurs,
 
at the CADE '87 meeting, can exercise in behalf of these
 
fundamental economic rights.
 

Sincerely,
 

Institute for Liberty and Democracy
 

Encl: Declaration of Economic Rights
 

Institute for Liberty and Democracy
 
Benavides 881 - P.O. Box 18-1420 - Lima - Peru
 
Telephone Nos. 470916 - 469128
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ECONOMIC RIGHTS
 

1. 	The right to progress within free excercise of the economic
 

activity.
 

2. 	The right to property and ownership.
 

3. 	The right to preserve the purchasing power of income and
 

savings.
 

4. 	The right to contract.
 

5. 	The right to the issuance of reasonable and justified
 

regulations.
 

6. 	The right to access to government information.
 

7. 	The right to participate in the governmental decision

making process.
 

8. 	The right to not have to make unlawful payments.
 

9. 	The right to legal protection.
 

10. 	The right to the independent administration of justice.
 

11. 	The right to demand rationality from state-sponsored ven

tures.
 

12. 	The right to not be affected by monopolistic governmental
 

practices.
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THE CITIZENS, INDIVIDUALLY OR ASSOCIATED IN BUSINESSES,
 
ASSOCIATIONS, NEIGHBORHOOD ORGANIZATIONS AND TRADE UNIONS
 
DEMAND THAT THE GOVERNMENT RESPECT THEIR ECONOMIC RIGHTS:
 

1. The right to seek wellbeing and orogress in the exercise of
 
their economic activity, free from arbitrary, costly and un
necessary procedures.
 

Example: formal companies must comply with complex formalities
 
in order to make new investments, alter prices, import inputs

and equipment, export their products; convert lines of credit;
 
likewise, individuals are not allowed to conduct export ac
tivities.
 

Example: informal entrepreneurs suffer when licensing pro
cedures for small businesses take up to 289 days to complete;

when private initiative is restricted by urban transportation
 
routing assignments; when cabbies' work is restricted through

the unrealistic requirement of the use of taxi-meters; when
 
street vending is irrationally regulated, as set forth in Or
dinance 002.
 

2. The right to retain pronerty and ownership and to not be 
subject to their arbitrary deprivation by the State nor to be 
denied legitimate property expectations. 

Example: the State expropriates banks, financial companies and
 
insurance companies from formal businessmen without proving the
 
need of such actions nor the public interest served by them; it
 
forces the transfer, for political reasons, of corporation
 
stocks, as in the case of the intervention of Leche Gloria
 
dairy products; it freezes bank certificates in foreign ex
change; it does not provide the mechanisms which guarantee the
 
intangibility and recuperation of private assets.
 

Example: in the case of informal entrepreneurs, the State
 
denies them possession of vacant state lots, by requiri.; 207
 
different steps that must be met at 54 public bureaus; it with
holds legal recognition of the young towns formed after April
 
14, 1986; it does not issue standards to prevent dwellers of
 
settlements from the invasion of squatters on their lands, nor
 
to protect their acquired rights resulting from the subdivision
 
of their lots; it arbitrarily cancels urban transportation
 
routing concessions, disregarding the acquired rights of
 
thousands of bus operators; it orders massive and ruthless
 
seizures of merchandise from street vendors.
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3. The rifht to not see the purchasincq power of their money
 
and savincqs impaired by the State.
 

Example: Both formal and informal businessmen are affected by
 
the handling of public finances; inflationary financing of the
 
fiscal deficit, which has increased the volume of money five
fold in two years; State confiscation of more than 800 million
 
dollars through the inflationary process, the damage of which
 
exceeds 350 million dollars for informals; confiscation of
 
nearly 1.6 billion dollars owned by eight million savings ac
count holders, by the institution of interest rates below in
flation rates, at a cost of more than 270 million to informals;
 
the impossibility of obtaining reasonable yields from savings,
 
prohibiting foreign currency deposits or any other profitable
 
alternative in real terms.
 

4. The right to freely contract and to require the Government
 
to resi~ect and enforce contracts to which it is a party, and
 
those between individuals.
 

Example: the Government, in an action which affects formal
 
businessmen, has regulated rents and postponed indefinitely
 
property rental agreements; also, in a breach of its own con
tracts, the Government decided unilaterally to substitute
 
devaluated bonds for cash payments agreed upon with contractors
 
and exporters.
 

Example: informal bus operator committees must incorporate,
 
denying them the right to adopt business structures more
 
suitable to their needs; moreover, by disregarding an agreement
 
with them, the Government has failed to recognize their right
 
to import new units, thus benefitting ENATRU PERU.
 

5. The right to governmental provision of a clear legal struc
ture to facilitate economic activity through reasonable
 
standards, free from unnecessary costs nor issued without due
 
evaluation and justification.
 

Example: formal entrepreneurs suffer from exceptional labor
 
policies which, although favorable, are adopted without the
 
requisite steps to ensure legality, resulting in uncertainty;
 
moreover, compliance with complex procedures required of small
 
business, means that its administrative staff must waste 60% of
 
their time to cc.,nply with these formalities.
 

Example: vehicles owned by informal bus operators are harassed
 
and at times seized during "peak hours", when they are most in
 
demand; settlement dwellers are subjected to absurd require
ments --such as Law #23853-- which, under eviction threat, for
bid temporary absences or accommodation of relatives or
 
friends.
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6. The right to access to government-controlled information
 
and to keep abreast of qovernment actions or prolects.
 

Example: the State refuses to inform formal businessmen on the
 
allocation of funds borrowed by the Government from the IPSS;
 
nor the unexplained delay in publication of the very costly
 
contract between ICE and the Socidtd Generale de Surveillance
 
S.A. (SGS) to oversee foreign trade.
 

Example: informals cannot get information on the fur-s for
 
electrification and sewage works in marginal areas obtained
 
through forceful application of a 10% surcharge on electricity
 
and water supply bills; nor on funds for the Highway Transpor
tation Fund accruing from the 6% tax included in the price of
 
gasoline; nor on methods employed in determining public utility
 
service rates.
 

Often, both formals and informals are not aware of the exis
tence or contents of policy decisions that are not published in
 
the official gazette; last year, 89 Executive Orders in the
 
Economy and Finance Sector remained unpublished.
 

7. The right to be heard bv the Government in consultation
 
proceedings on the adoption of standards and decisions affect
ing economic and social interests.
 

Example: the procedure for the issuance of standards does not
 
contemplate mechanisms for consultation with those potentially
 
affected, whether formal or informal: The Executive Branch
 
dictates 98% of state decisions. The sudden intervention of
 
the banking community, eviction of street vendors or settlement
 
residents are the product of policies adopted without consul
tation, that do not consider socially and economically benefi
cial alternatives, rendering them vulnerable by a lack of con
sensus as to their implementation.
 

8. The right to expect the State to provide an institutional
 
framework so that payment of bribes or other unlawful expenses
 
reauired by civil servants is eliminated.
 

Example: for formals, restrictions on foreign trade are a
 
source of bribes imposed by license grantors and customs offi
cials; obsolete systems and the deficiencies of the Public
 
Registers result in procedures which may take years unless a
 
"bonus for overtime" is paid.
 

For exarple: in the case of informals, private sector bus
 
owners are harassed by officials who use the countless regula
tions to apply the law more strictly, unless a bribe is paid;
 
street vendors, bus owners, informal small entrepreneurs, and
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settlement dwellers --due to the need to operate outside the
 
legal framework-- are constantly victimized by bribe demands
 
simply to avoid severe penalties or the total loss of their
 
businesses or assets.
 

9. The right to require the government to develop and imile.
ment a legal system for the punishment and discouragement of
 
felonies; acts of misconduct; and negligence reqardinq persons
 
and property.
 

Example: while formals seek their own protection through in
surance contracts, informals are forced to associate in com
mittees or in self-defense organizations. Neither formals nor
 
informals are compensated for losses incurred by actions or 
omissions of third parties, as is plain to see in the case of 
traffic accidents. 

10. The right to have the judicial system resolve disputes by a
 
low-cost, independent, honest, speedy, clear, and predictable
 
system.
 

Examole: the recent state takeover of the financial system
 
reminds one of the interferences by the Executive Branch in
 
judicial resolutions, which support the legitimate expectations
 
of formal owners affected by clearly unconstitutional measures.
 

Example: in the case of informals, the Judicial Branch con
tinues to blindly apply stiff standards, even though informals
 
have generated creative systems for an alternative administra
tion of justice that should be integrated into the state
 
justice system.
 

11. The right to not have the State squander their monies in
 
government-sponsored investments that do not demonstrate their
 
promotion of social interests and that favor the private,
 
bureaucratic, r political interests of appointed officials and
 
government authorities.
 

Example: both the formal and the informal are equally affect
ed: by the "investment" of 10 million dollars in the construc
tion of an "electrical train" that runs for 14 city blocks, a
 
work initiated without any surveys or secured financing,
 
designeC even though it was known that thousands of informal
 
private bus owners would be affected; by the financing of in
efficient public enterprises, that annually lose more than 500
 
million dollars; and, more recently, by the expropriation of
 
the financial system.
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12. The right to demand that the crovernment stop maintaining

monopolistic enterprises 
or adopting restrictive trade
 
policies.
 

Example: the Government uses monopolistic policies in the 
case

of inputs and basic services, at 
high cost and poor quality,

causing a rise in production costs for formal 
and informal
 
businesses, thus hurting the consumer.
 

Example: 
 SIDERPERU reaps benefits, without benefitting Peru,

from the steel supply monopoly; Paramonga benefits from the

oligopolistic marketing of paper; 
MINPECO has regained a mono
polistic right in the marketing of minerals at the expense of

medium- and small-size mining concerns, which receive too late,

too little, or 
never their export earnings; CPT and ENTEL-PERU
 
monopolize the telephone service, obliging users 
to wait years

to obtain a telephone line, only to receive poor and costly

service later; lastly, the Government controls 80% of overland
 
freight as a result of the operation of its monopolistic enter
prises.
 

Without respect for citizen's economic rights, investment,

work, and personal effort will greatly diminish. As long as

formal and informal entrepreneurs are able to identify them
selves as 
t'e majority, and it is understood that protection of

their economic rights 
means wealth for all, the political

powers must respect them. If private enterprise is identified

only with small formally-organized groups, the government will
 
continue to affect the economic rights of some, alleging

representation of many others. 
 Will CADE '87 provide the forum
 
to ponder this task, one which must not be delayed?
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El Cornerciio Lima, Friday, March 10, 1989
 

ANNOUNCEMENT
 

A CLEAR-CUT CASE OF MERCANTILISM*
 

Betweon September, 1988 and January of this ypar, transportation workers
 

obtained from the government a pacgdgo of measures to liberalize the economy
 

of the transportation sector, including the duty-free importation of tires and
 

the reduction of taxes and tariffs.
 

Goodyear of Per has filed an appeal, seeking to have the measures rescinded.
 

THE COST OF THE PRIVILEGE
 

If this action is successful, alon2 with others which Goodyear of Per& has
 

boon taking in ain attempt to conserve the privileges which continue to protect
 
it from competition, the following will take place:
 

1) As a whole, Peruvians will spend 101 million dollars, i.e.,
 

122,000,000,000 Intis, which represents the price differential between
 
domestically produced tires and imported tires.
 

2) The captive market wh:.ch Goodyear of Peri shareholders seek to maintain
 
will, in effect, bu maintained; these shareholders, of course, are acting in
 

the interest of defending the jobs which depend on rho country's
 
transportation industry. If that argument is accepted, it must be borne in
 

mind that the US$101 million will effectively subs-Ldizo scarcely note than
 
1,258 workers, which make up the labor force of the country's tire indu.try,
 

in contrast to the interests of 300,000 informal transportation workers,
 

390,000 privatA automobile owners and tho millions of users of public
 
transportation in Pert.
 

3) The foregoine means that maintaining Goodyear of Peri's privileges
 
or 105
represents a subsidy to each of the 2,258 employees of $0.490 annually, 


million Intis. If what is sought is to keep jobs, it would make more sense to
 

collect that amount of money and pay compensation to those workers in their
 

bomes. In numerical terms, this would mean about S5 million, leaving US$96
 
434,000 jobs, similar to
million which could be used to create as many as 


those at PAIT, throughout the cointry.
 

only against the interests
in short, this action by Goodyear of Pera goes not 

of the majority of Peruvians, but also against the basic conditions ruquired
 

for the functioning of a social market oriented economy in the country.
 



WHAT WE WILL DO
 

ILD have decided to mobiliz their resources
For this ruason, FECHOP and the 

tboqe government measures which protect the 

to combat morcantili5m and 
s\::1ort To'vard this end, FECHOP and 

a social market oriented economy.
dgvelopflt of 

at both
 

the II.D announce the immediate and continuous adopt n of measures, 
ro provent mercantilism from achieving
 

the natiola, and international levuls, as events occur.intensified 

-- an effort which will be 

its objecti.Qs 


Actions at the Internatona'. Level
 

to Mr, James E. Baker III, Secretary of State in
 
We ate sending a letter
1) thar he take cognizance of this matrer, so 

the Bush Adminitrdtion, reque~tin 


that the policies and recommeidations which he established 
while he was
 

Secretay of the Treasury and 
which he included in the well-known 

Baker Plan
 

Mr. Baker stated, in Seoul and 
Paris, that his
 

be applied to this situation. 

the ned for developing countries to make the structural
 

r'lan is based on 

to be competicive, without waiting 

for
 
adjustments necessary in order well, while speaking of "The
 

In Indianapolis as 

multilateral negotiations. 

Other Path" ("EU Otto Sendero"), he explicitly recognized the Peruvian
 

when he praisod "their spontaneous and creative effort against
 
informal sector 


Thus, Mr. Balzar will be able to prove that in many
 
misdirectad policies." 


the failure of policies of structural adjustment is not the result of
 
cases rather of the attitudes of
 
the positions assumed by the popular classes, but 


own country who have become accuztomed to living off the
 
uxecutives in his 


our mercantilistic system.
distortions of 


R.E. Mercer, President of the Board
 
2) ':a are also sending a letter to Mr. 


and Chief Operating Officer of Goodyear Tire and Rubber Company, in the United
 

States, informing him of this grave situation. In the latter, we ask
 

he stated in the Business Forum at the University ot Miami in
 
Mr. Mercer -- as 

October 1987, in his plea in favor of competition and against the legal
 

and where he rocallud that
gain access to the market,
artifices used to 

effective and total competitiveness" -- to


Goodyear focuses "its energy on an 

ensure that the conduct of its
 

apply tnat policy litorally in Per and to 


subsidiary in no way constitutes ;n axception to the rule.
 

Ac:ions at the Nationdl Level
 

erd that, instead of protecting
3) Suggest to the President of Goodyear of 


his profits by opposing liberalizatioi, he immediately seek constructive
 

to propose to the government the restructuring of
 serve
formulas which might 

rise to excessive production costs
 the situarion of overregulation that gives 


and in turn obligates the firm to increase the prices of thq fiuished pro,uct.
 

conserving costly mercantilisms but rather of
 Tie road to follow is not one of 


changing structures, and the ILD is willing to help.
 

http:objecti.Qs


4) FECHOP will respond, in the 
legal arena, to the appeal filed by. Goodyear
of Peru t;ith the suppcrt and advisory assistance of the ILD, a. hds been the case 
throughout the process of libpralization.
 

3) Call a press conference, with the drtendance of alJ 
of :hc local news
media as well as the news 
agencies accredited in Per , to elaborate on the

details of this announcomenr.
 

Lima, March 10, 1989
 

Prass Conference
 

Date:
 
Friday, March 10, 1989
 
Time:
 
12:00 noon
 
Place:
 
Instituto Libertad y Democracia
 
Avenida Benavides 881 -- Miraflores
 
Telephone: 470916
 

Federation of Drivers of Per6
 

Instituto Libertad y Democracia
 

Cartoon Caption:
 

x MERCANTILISM: 
 The economic and political system prevailing in the western
world up until the last century, prior to the establishment of the social
market oriented economy, and which permitted a small number of firms to cake
advantage of the normative power of the State to 
live at the expense of

others. 
 This system still persists in many underdeveloped countries, such as
 ours, and constitutes the principle cause 
of their backwardness.
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Headquarters 
Benavld s ',I 

Institute For Liberty and Democracy Tv,,, l 1 .l4- im-['uru
(Instituto Libertad v Democracia) Fx 011-;114.41--

Hernando de Soto U.S. Office 
M;1;0 'trvvt. \ 1.\ 'SuZ, li3 

\a, imn~ho. DC 2000; 
Tel, M202), -4'jt7 
Fax. 202) 4.-1441 

ILD UPDATE
 

The ILD is pleased to announce that on January 20, 1990, the
 
Property Register of the Popular Mortgage Program was successfully
 
launched in Lima. A copy of the newspaper ad which appeared in El
 
Comercio as part of ILD's public awareness campaign is enclosed.
 

Also enclosed is the February 13 Wall Street Journal article
 
"Property Rights: The Way Out for Coca Growers," by Hernando de
 
Soto. The article is based on an ILD proposal written at the
 
request of President Alan Garcia of Peru for the Cartagena Drug
 
Summit.
 

For further information, call Ms. Christine Ternent, ILD -

U.S. Office, (202) 639-4067.
 

.1'
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PERO LO SERA EN MENOS DE 5 ANOS
 
CON 9=L REGISTRO PREDIAL
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TRANSLATION OF NEWSPAPER AD APPEARING IN EL COMERCIO 1/15/90
 

PERU IS NOT A COUNTRY OF PROPERTY OWNERS
 

But it will be in 
less than five years with the inauquration of
 
the Property Registry
 

Today, most Peruvian families possess homes and lands which
constitute their most prized belongings. In the urban area alone
these goods are equivalent in value to 
16.5 billion dollars,
which is more than all Peruvians produced in 
1989.
 

But what is most dramatic is the 
fact that less than 4 per cent
of the homes owners in the human settlements and less than 10 per
cent of rural landholders have a registered title to 
their
 
property.
 

The fact 
that these goods have neither been titled nor 
registered
s the main reason why the poor have not been able 
to rise above
zheir poverty and why we continue 
to be beset by class struggles,
which beget violence by dividing the country between those who
 own property and those who do not.
 

PROPERTY WHICH IS 
REGISTERED AND BROADLY DISTRIBUTED CREATES
 
PROSPEPITY
 

When real property is duly titled
 
and registered, its value increases
 
and it becomes an instrument of
 
development.
 

The Property Registry will make it possible to:
 

Convert the results of personal and family efforts into
active capital which 
can be sold, leased, loaned or used for
productive purposes with absolute safety.

- Encourage investment since the value of the real estate will

increase nine-fold over a period of ten years.
- Use the real estate as mortgage guarantee in order to gain
access to credit. In developed countries, property which is
titled and registered constitutes the principal guarantee


element for launching a new business.
 - Prevent the property owner from being arbitrarily evicted or
his property from being occupied by third parties without
 
his consent.
 

- Minimize litigation by eliminating all doubts with regard to
 
the property.
 



PROPERTY WHICH HAS BEEN REGISTERED AND BROADLY DISTRIBUTED
 
ELIMINATES THE CAUSES OF VIOLENCE
 

As property is the principal
 
conduit for social and economic
 
progress, the failure to recognize
 
property ownership can produce

frustration which, in turn, leads
 
to violence.
 

The Property Registry will make it possible to:
 

- Protect the majority of people from the most basic forms of 
exploitation and dispossession by those able to manipulate 
the Law. 

- Decrease the dependence and subordination of the majority of
 
people with respect to the few who do own propcrty.
 

- Provide to all a personal space for freedom as sovereign and 
inalienable as 
that of the most powerful.
 

- Create a concrete interest on the part of the emerging

classes in a regime of private property by virtue of the
 
fact that they too are entitled to own property.
 

- Reduce the existing social antagonisms by extending the
 
opportunities for progress which today are 
restricted to the
 
few.
 

- Begii to build a social market economy with the effective
 
participaticni of the majority.
 



(Box) 

A NEW REMEDY FOR AN OLD DISEASE
 

After four years of study, the ILD has created the Property

Registry of New Towns and Popular Housing Developments (Property

Registry) which supersedes the obsolete Registry of Real Property

(Real Estate Registry). The Property Registry has been custom

designed in accordance with the realities of the country, thus

opening the doors of property ownership to all Human Settlements,

all Tenant Farmers, and all Campesino Communities in Peru.
 

YESTERDAY 
 TODAY
 

Real Estate Registry 
 Property Recistry
 

.2Q I
 

Registration requires an 
 - Registration requires on
 
average of 48 months, 
 average, less than one
 

month.
 

It takes 30 million intis 
 - It takes an average of 
to register one house. 
 65,000 intis to register
 

one hou se.
 

The process requires - The process has been
 
complicated documents, 
 simplified. It requires

drafts, public deeds and 
 only printed forms which
 
a multitude of 
 simply require the
 
formalities, 
 personal verification of
 

lawyers, architects or
 
engineers.
 

The Registry is 
 - The Registry is
 
centralized in the 
 decentralizeJ. Regional

capital. 
 Registries will be
 

established nationwide.
 



Uses books designed Uses computers which
 
hundreds of years ago to guarantee safety and
 
record information which speed in handling
 
is scattered and information on a
 
difficult to access. nationwide basis.
 

The Registry is not The residents and
 
accountable to the representatives elected
 
general public, by the people form a part
 

of the Board of
 
Directors.
 

Requires the submission Requires only the
 
of documents not relevant submission of proof of
 
to the property. possession or ownership.
 

Is based on vague and Is based on concrete
 
lengthy descriptions of proof of the buildings
 
the property. and their enclosures.
 

Ownership can be proven Ownership can be proven
 
solely by means of public in addition through
 
documents. 	 socially relevant
 

elements of common law,
 
such as the testimony of
 
popular and neighborhood
 
organizations and
 
indicatory documents such
 
as those providing proof
 
of payment of taxes and
 
water and light bills.
 

(box)
 
ON THE 20TH WE GET UNDER WAY
 

ON JANUARY 20, IN THE PRESIDENTIAL PALACE AT 12:00 NOON, THE
 
PRESIDENT OF THE REPUBLIC WILL INAUGURATE THE PROPERTY REGISTRY,
 
WHICH WILL INCORPORATE THE GENERAL CITIZENRY (HUMAN SETTLEMENTS,
 
CAMPESINO COMMUNITIES, TENANT FARMERS, COOPERATIVES AND ALL OTHER
 
LAND HOLDERS) INTO THE LEGAL SYSTEM.
 

.'ALL MAY PARTICIPATE
 

All those who wish to participate in the benefits of the new
 
registry may obtain information from:
 

Institute for Liberty and Democracy
 
Avenida Benavides 581, Miraflores.
 

PROPERTY REGISTRY:
 
A COUNTRY OF PROPERTY OWNERS
 

Agreement between the Government
 
and the Institute for Liberty and Democracy (ILD)
 



-~~ 	 E 3~SO VI. 

EL 20 de enero, el Presidente de
la Reptiblica arranca con el Registro
Predial elaborado por el Instituto 
Libertad y Democracia. 

L 	 Este sistema permitira' titular en 
menos de cinco ahos a todos los
Asentamientos Humanos. a todos
los parceleros. a todas las
Comunidades Campesinas del Peru. 

L 	 Es un sistema totalmente 
computarizado que reduce elplazo promedio de titulacion de 48 
meses a menos de un mes y el 
costo de hacerlo, a menos del 1% 

L: 	 Dentro de cinco aros, todos 
seremos duehos del Peru y se
habran elimirado las causas
principales de Ila pobreza y la
violencia en nuestro pais. 

Convenio Gobierno-Instituto Libertad v Democracia OLD) 



TRANSLATION OF NEWSPAPER AD APPEARING IN EL COMERCIO 1/18/90
 

PERU IS NOT A COUNTRY OF PROPERTY OWNERS
 

On January 20, 
the President of the Republic will inaugurate
the Property Registry developed by the Institute for Liberty

and Democracy.
 

This system will allow titles of ownership to be issued to
all Human Settlements, all tenant farmers, and all Campesino

Communities in Peru in a period of less 
than five years.
 

This SYSTEM is completely computerized and reduces the
 average period required for property titling from 48 months
to less 
than one month and the cost of doing so to less than
 
1%.
 

Within five years, 
we will all become owners of Peru and the
principal 
causes of poverty and violence will have been
 
eliminated from our 
country.
 

PROPERTY REGISTRY:
 
A COUNTRY OF PROPERTY OWNERS
 

Agreement between the Government
 
and the Institute for Liberty and Democracy (ILD)
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Property Rights: The Way Out for Coca Growers
 
care coca. The prublem, however. Is thatBy [llINANDo de Sorm I The access of farmers to ciedit de-

pends heavily on their ability to use their the traditional UlUnig and real-estate prop-,
upMA-As President Bush prepafes to 

land as collateral. UntIUed and with Its erty registration system Is obsolete. As In 
travel to Colombia Thuray for the drug 
 other countries ot [atln America. 
tmmit wth leaders of the Andean na- ownership unclear, the land of those who many 

are Ilnled In cultivate coca is useless as collateral, the property registry was copied troua the 
tIons, cocaine and Colomnbia Spanish registration system of the last ce,

But Peru supplies much e Economies of scale require that these
American minds. 	 tury. So slow anid costly Is tils system that

fariners join their reslurces through leas-
of the raw material for the drug. The only 	 IlieII Is estimated that less than 4% ofIng. sales, cooperatlveeffortsorotherjoilntmeans to control the supply of coca paste 

ix)rer housing sellP 
Is through thie eradication of the ventures. Ihlwever. since none of themt can hoines of[ IPru's 

from Per 	 inents and 107. of rural landholdings have 
coca crup. [ut with more tian 200.0to fai- prove ownership of their land, they do not 

the title they need to take advantage (it
cul have access to the contractual and legal

with small forms dependent on Its 	 formal marketsIlies 	 that make such moves possi-ats with allInstruments Even In tilerelatively more developed
size.or It e or attractive.i1 Salvador but several imes 

and registrationbuyers of these alternative cities, property titling
Is crucial to the success of any eradication * Finally. 	

take an average of 48 months of dedicated 
crops can deal only with large, stable pro-

program that substitute crops be found. 
Most of these farmers are poor and 

work very small parcels of land. When Alternative crops require investment, credit, larger-
their coca plants are destroyed without 
compensation sufficient to offer them an scale production,and formal contracts. None can occur if 

alternativ m s oThey 

alternative meas of srvival, they re the farmers aren'tlegally linked to theirland. 
spnd by slnlply starting anew elsewhereg. 


can De effort, at a cost of$2.5M0, which Is about 

ever imiore retnoe areas. ducers or piodurcer groups. T"llereexpandingInlt 

nellher size ilir stililly willmint prope,rty twice the net annual Incone of tie great
looking toiI rerrst organlza tons for pro-

majority oftthosencultivatingachca Thetection InI. inthe process. creating Irre s.imajority 	 of those cultivating coca Tire 
versible ecological damlage Itotle AIazorn riglhts. deeds and totaThe restrictions that confront the coca complicated documents, 

growers are the satne as those fared by rzed certificates required by the public
Jungles. 

tire great majority of economically active registries are unknown to these fariieis,
Pieruvlan Jtngle 	 part. are Illiterate. Ii 

There are many alternative crops that Peruvians-the 'hnfornials"-who have who. for the most 
addition. the registry system Is cenlrallert 

as coca. Ifnot never had access to tihe legal Institutions 
are at least as profitable 

that would allow them to fully Integrate In the capital so that. In the face of any II 
like cacao, coffee and tropicalmore so. 

the market e"onony. The coca culti- Iiing Irregularities. Interested parties must 
nuls. and are tnoce environmentally sounu intd 	 lays ti hna. Finally.worse o'f. however They have Journey for several 
To rultivale these allernatives, however. vators are 	 In large trok,

been forred Into r!al witl idrug traflickers, registry records are kept 
denands well dellned property righis liver 

this with ilann lwr|ll nltries. a sysle'nl Ihat lint 
tlie land. which are exarcly what coca billleavesw lo are willing to tuy in tie smtall 

and who onily Imakes access Inefficient 
ao ihiatiiese farlliers call prlohce.

farters Ii the leruvan rjuIgle not 	 al teattinntiSr-nnIrracts. ile er-lds vuh erable tIo 
have. These farn ers ire excluded. conse tillntt reqrire forrmal 	 a s a lgal lu1la 
quently. frorill all the ecrrtrirnrrc arrange Tihe rfInfJiality if cirnc griwers 	 ex loss. and siis rnnre 


burt Int.
plairs nit only why they gr nw coca. 
Ieillisthat wrirld timake these crrps viable 	 To replace ill, old registry and o ii le 

also why the allrllriles have such rl-fIcul 
alternatives, and that would bring Ihen 

ecovroltry as legal. ties In enforcing the law Authrlties can an1d register tire 	infoinial sector (i 'le ir.I:Itotie o n rrarket 	 roaIlast tnllhIte l'euivlan governientnot easily lowale untitled and iregisteredprivate entreprenerrs. 	 g rraler a tiotally new systeII. desigli'ndh tiheir Ir cropsubInvest- farrers. Iror wirk wi
The alternative crops require 	 ty the Institute. Tills reg 

nor give theai legal and Implelented
ti nstlland stlitlln prograls.

"ireni. credit. larger scale pr r 	
on lr lie externded easily Itr twa 

tlat given I t er islly 
w ith blyers. None of treatmrent difererri frontll 

formrlal c ertracis 	 coiuld il P iillostIt Iheillhi 
ug traftfi kers This siluallon farolels. ;iild 


these than in e years. as ene
ca rt orccr If lie farmlers are not iel i lis s and t 	 rt ' 
u;i legitimizes terrorist (ig.lzatiins. which t'ss 

gaily ilinkei to rheir land by rister 
c1op sIt) ilrrll tiri n enfir iahle 


ivv'sally esp.cled prolerty riglsf 
 irequently rolisltiliP tie oly local authort 
tIhey wiitl have h aity capatle iti ianritllg civil disputes (Icon gran ) 'lririh

* Invetllnelrt will lake place only It tire 
or ut bet P. 

his ownersil p of llr cernilg In uiirat Irs. for i slalicei. 
fa~lite!Is c-nfllent if 

fro imdrug t af T he 5vslelniis slerlfl ally di¢s5g rrl 

lltI e lvesInstmn t. T he tnltirric tiiig r al failli's 


filrire ret rlrns r(lo 	
andi a lhmll Iry .xtitl|i Flloi lll ti tile rllegi tetlllllre'Iirifin ur;l t l 'o '' a n d rtgise Ila 

Iis lltnteI he ad h as sho wn th a t I v e stlm ent iek ers 
qu iriklyand ieliahly eial estale' 

l l 
Of 	 land 

hy 	as inucl as htlires(In urban Lind Increases 	 , tie i'illiptdrll e l rga mltie Iirs cr d hill g a nd reg iste rllg [ i p e ty, then. 
prol erty "lilliri les In ti e 0 ye a rs a fter 	 l -i.trii''litn in e 	 iii i irl 'I ;iiymliii ii i'i~iti ivirs iiitr Ii' i le' 

ii-I v iii IrIll'ni iv . iit liitthtv le:ev' le'pt Itii'i 

less than 1o of le (lill system's. This Is 
because the new registry miakes use of the 
common law that prevails In the area 
where lhe property is i,caled. Coca 

growers know wioi owns what Like their 
urblani rinteli itls. they aleiorganized It 

liise knit lihdiir gilonps tih:at keep inor-
Iial registrhi's Iie software running irhe 
coiiuters iu( Ire iriw egIStry has beel de 

signed lIiaccept lii Iniialiin in these 
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MODULE ONE 

THE INSTITE"TE FOR LIBERTY AND DEMOCRACY 

I. INTRODUCTION 

The Institute for Liberty and Democracy (ILD), a research and advocacy institute located 
in Lima, Peru, was founded in 1980 by Hernando de Soto to study the impact of legal
institutions on economi: development. The ILD's work was based initially on intensive 
research of the Peruvian informal sector, which has been forced outside of these legal
institutions. Since its creaticn, the ILD has grown a staff of two to itsfrom current 
staff of 35 professionals and 15 support personnel. Major research programs have been 
undertaken which have resulted in innovative institutional reform proposals, several of 
which have been made into law. The ILD has attracted considerable international 
attention among governments, institutions and political and social movements throughout
the world, notably through the publication of the results of its initial research on the 
informal sector in Peru, in the best-selling El Otro Sendero (The Other Path), which is 
now available in Latin America, the United States, Canada, Great Britain and Sweden. 

Hernando de Soto notes in the preface to the U.S. paperback edition of The Other Path: 

" ... the best explanation for the book's success is that the story it tells 
parallels the experience of many other countries ... The Other Path seems 
to describe a useful paradigm for analyzing what has been occurring in 
many countries throughout the Third World. 

This paradigm unifies concern for the poor and the concerns of the poor,
with the creation of a modern democracy and market nonomy. At the 
same time it clears an area of common ground where Left and Right can 
meet. It pushes those on the Right to realize that the free market is not 
enough, that modern political and judicial institutions must accompany
liberalization if economic growth is to take place, if it is to be sustained,
and if it is to be accompanied by social justice. As full participants, the 
poor will not only be the beneficiaries of eccaomic growth, receiving the 
drops as they trickle down, but the engines of growth. To the Left, the 
paradigm has the reverse message. Capitalism is not incompatible with 
the elimination of poverty; it is rather the poverty of legal institutions 
that conspires to creatE ',he disparities that preoccupy the Left." 

The purpose of this module is to describe the mission, objectives and strategy of the 
ILD, as well as its history, organization and work methodology. Upon completion of this 
module, participants should have a full understanding of how the ILD has evolved over 
time, what its major areas of activities are and how it goes about achieving its objectives.
This understanding should prepare participants for planning the creation or expansion of 
programs of research and advocacy to enhance economic development through institutional 
reform in their own countries. 
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H. MISSION, OBJECTIVES AND STRATEGY OF THE ILD 

A. 	 MISSION 

The 	mission of the ILD, simply put, is twofold: 

" 	 To achieve institutional reform in Peru which will ensure the peaceful and 
deliberate replacement of the existing mercantilistic system with modern, 
democratic and market-oriented structures; 

* 	 Through its work in the "laboratory" of Peru, to develop a model of 
institutional reform which may be applied in other developing countries in 
order to promote the evolution of moderu market economies and participatory 
demoracies. 

B. 	 OBJECTIVES 

Based on its empirical studies in Peru, the 1LI) has emphasized that underdevelopment 
has to be seen in the context of institutions. It was, in fact, the symptoms of' the 
institutional inadequacies in the governments of developing countries that initially 
attracted the ILD's attention, most notably the growth of a large, vibrant informal sector, 
operating outside of government control. Through its nearly ten years of study of the 
Peruvian reality and the observation and comparative study of the experiences of other 
countries, the 2LD has a broad understanding of how institutions ac, and what changes 
are required to promote economic development. 

The ILD's master pl'n for institutional reform, which it calls its Global Plogram, 
establishes two specific objectives: to achieve reforms which will result in the 
Accountable State, in which rulemaking takes into account the opinion of experts and 
those persons affected by such rules; and to achieve reforms which will lead to the 
Enfranchising State, in which access to economic activity is open to all rather than 
restricted to the few. 

The ILD's work is guided and organized according to these two principle objectives for 
reform. (Each of the institutional reform programs summarized below is discussed in 
more detail in Module Three, Institutional Reform). 

1. 	 The Accountable State 

To achieve the accountable state, the iLD is pursuing institutional reforms in the 
following areas: 

a. 	 Democratic Rulemaking 

In Peru, citizens do not participate in any meaningful way in the production of law. 
Peruvian democracy fB.nctions only for the purpose of presidential, parliamentary and 
municipal elections. Once elected, government officihls do not heed the public's opinion, 
nor do they seek to inform citizens of their actions. The institutional framework in Peru 
does not permit the elimination of rules and regulatioi 3 which hamper economic attivity. 
Rules are made to benefit the few at the expense of the majority. This has resulted in 
a lack of confidence in the state, which has discouraged investment and impedes 
development. 
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The ILD has set as a priority objective the achievement of reforms to ensure a democratic 
process of rulemaking in Peru. The ILD is conducting in-depth studies in three areas to
determine the exact nature of the inefficiencies in the Peruvian rulemaking system and 
to establish realistic reform proposals. Those three areas are: 

" 	 official Peruvian rulemaking
" 	 non-government rulemaking in Peru 
* 	 rulemaking in developed countries 

The ILD has been charged by the President of the Republic to propose to the Executive 
and subsequently to Congress a master plan to create a democratic rulemaking process
that ensures citizens' participation and feedback. 

b. 	 International Contracting and Financing of 
Public Investment Projects 

Peru lacks the institutional capacity to contract on a competitive basis for public works
projects financed by the state. As a result, public investment is negatively affected by
overpricing in the execution of public works projects, oversizing of projects and 
inappropriate imported technology. The impact on the country's economy is reflected in 
the $15 billion foreign debt of the public sector of' whicb fully $10.5 billion corresTonds 
to loans for public investment projects, most of which were contracted for thrcugh "tied 
credit". The ILD estimates that the foreign debt for public investment projects should 
have been no higher than $6 billion, had adequate bidding and contracting controls been 
in place. 

The ILD has set as a key objective the definition and design of a new institutional 
framework for the Peruvi,_n public sector to enable it to adequately bid and contract for 
public works projects. 

2. 	 The Enfranchising State 

To achieve the enfranchising state, the ILD is concentrating on reforms in the following 
areas: 

a. 	 Administrative Simplification 

The ILD has noted the many complexities of attempting to deal with the state and is
pursuing an ambitious program of administrative reform to simplify relations between the 
state and i~s citizens and to deregulate and decentralize the decision making process. In 
fact, Administrative Simplification is only the first step towards overall institutional 
reform of the state. 

b. 	 Property Rights 

In Peru, secure property rights are not guaranteed. This breeds a general environment 
of uncertainty which stymies investment and development. Capital and brain drain from
Peru to developed nations where property rights are secure is the solution for those who 
are able. Those who remain in Peru are forced to "pay off' officials who in one way or 
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another threaten their property rights. In the case of the poorest citizens, the creation 
of grass roots informal organizations is their only means of defense for their fragile 
rights. 

The ILD has set as a priority objective institutional reforms which will give every citizen 

secure property rights. 

c. 	 Capital Markets 

Credit allows producers to maximize income derived from their activity without being 
limited to the availability of personal resources. In Peru, significant sectors of Peruvian 
society have been excluded from formal financial institutions, particularly those who have 
little or nothing to offer as collateral due to the small scale of their enterprise. The lack 
of secure property rights seriously compounds the problem. Those excluded have recourse 
only to self-financing, informal credit markets or special government or donor programs 
with the high costs that the latter entail. 

The 	 ILD has set as an objective the achievement of institutional reforms which will 
render formal capital markets in Peru efficient and accessible to those who have been 
deprived of access. The objective of improved property rights will support this initiative 
by opening the door to mortgage credit for home owners who never benefitted previously 
from secure property rights. 

C. STRATEGY 

The 	ILD's strategy is a cyclical process involving four steps: (1) empirical observation, 
(2) institutional analysis and reform proposals, (3) advocacy, and (4) national and 
international dissemination. To elaborate: 

1. 	 Empirical Observation 

This step involves the direct observation of day-to-day social, economic and institutional 
phenomena in Peru to determine constraints on economic growth or impediments to the 
process of participatory democracy. 

2. 	 Identification of Institutional Obstacles and Development of 
Reform Proposals 

This step involves the identification of the laws and institutions which are responsible for 
the constraints on economic growth or impediments to participatory democracy, followed 
by an analysis of how these laws were generated. Reform proposals are then drafted to 
improve the institutio that affect the economic activity and the rulemaking process in 
general. 

3. 	 Advocacy 

TI-is step involves 'our activities: first, transmitting the message concerning the need for 
institutional reform using language and a presentation adapted to the target audience. 
Second, determination of the applicability of and the degree of support for the proposed 
reform, through public hearings and media cuverage. Third, provision of resources and 
support to carry out the reform (from interest groups, individual researchers and 
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consultants, the general public, donor agencies and the government itself). Fourth,
monitoring and receiving feedback from those affected that can be used for further 
investigation and improvements. 

This part of the overall strategy is accomplished through a wide network of national 
press and media contacts, liaison with informal sector associations and present 'tions to 
local interest groups. 

4. National and International Dissemination 

This step involves the diffusion of information concerning the ILD's thesis of institutional 
reform and its achievements in the national and international press and at national and 
international conferences and events. The ILD is also committed to training international 
researchers ad public sector decision-makers at seminars and workshops in Lima and 
to providing follow-on technical consultations to individuals or groups who pursue the 
creation or expansion of research programs in support of institutional reform. 
Dissemination of this information provides additional feedback on the validity of the ILD's 
programs in other parts of the developing world, as well as information on programs
which have been effective elsewhere in remedying institutional or legal constraints to 
economic growth. 

III. HISTORY AND ACCOMPLISHMENTS OF THE ILD 

A. PERUVIAN SOCIAL AND ECONOMIC SEfTING 

In The Other Path, the changes in Peruvian society since the Second World War are 
identified as critical factors in the growth of informality and the public disenchantment 
with legal institutions. A key consideration is the fact that in the past forty years,
indigenous migration has quintupled the urban population in Peru. 

Cities have changed from small, familiar places to impersonal, densely populated
metropolises with new, unfamiliar neighborhoods. The progressive intrusion of violence 
and crime into daily life has been coupled with a multiplication of misery. In general
terms, the real income of Peruvians has fallen persistently over the past fi.fteen years,
with a dramatic fall in 1989. Real income in 1989 is currently at the same level it was 
thirty years ago. 

Well-defined attitudes have emerged with respect to the state. The bureaucracy has lost 
its social standing. Citizens have accepted bribery as a way of getting things
accomplished and have learned to negotiate with the state for all sorts of privileges, 
resulting in a growing politicization as small interest groups fight each other for 
advantages. 

Centralism, which has been traditional in Peruvian society, has shown itself incapable of 
responding to the many needs of a country in transition. The inefficiency of the courts 
has given rise to increased disillusionment and loss of confidence in the mechanisms 
established to ensure respect fnr the law. A growing dissatisfaction with the status quo
has brought about a decline in the social relevance of the state.. Terrorism, in the form 
of guerilla attacks by Peru's violent Maoist group, the Sendero Luminoso, or the "Shining 
Path," has emerged as a violent alternative to the current situation. 
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All of these changes wer.e initiated when the residents of previously self-sufficient rural 
agricultural communities began to move to the cities, completely reversing the long
historic trend which had kept them isolated. It is in its cities that the future of Peru is 
now being written. 

1. Migration 

The self-reliant farming communities of Peru had been threatened by the agricultural 
crisis of 1940 to 1945. In addition, they were discriminated against under the unstable 
process of agrarian reform. Attracted by better wages and better education available in 
the cities, and assisted by the construction of new highways, these farmers began a mass 
migration. 

The change was dramatic: while 65% of the Peruvian population lived in rural areas and 
35% in urban areas in 1940, these pe-rcentages were reversed by 1981. The increase was 
considerably higher in Lima, as compared to other urban centers. During this same 
period, the population of Lima increased by 7.6 times. 

However, upon arrival in the cities, the migrants faced a hostile world whose inhabitants 
wanted nothing to do with the peasants. The legal system erected impossible barriers to 
the participatioi± of 1he migrants in legal social and economic activities, including access 
to housing, education and private enterprise. It was at this point, faced with such 
opposition, that the migrants became informals. The intent was not antisocial, but 
designed to achieve essentially legal objectives, such as building a house, providing a 
service, or developing a business. In fact, The Other Path concludes that "'informal 
activities burgeon when the legal system imposes rules which exceed the socially 
acceptable legal framework - does not honor the expectations., choices and preferences of 
those whom it does not admit within its framework- and when the state does not have 
sufficient coercive authority." 

As the informals have advanced, the Peruvian state has taken to retreating, considering 
each concession to be temporal'y, "until the crisis has passed," when in reality it 
constitutes nothing more than unwillingly adopting a strategy of permanent retreat and 
one which, little by little, undermines its social relevance. 

2. The Peruvian Economy 

The Peruvian economy is in serious difficulty. In 1989, Peru's gross domestic product 
(GDP) per capita is estimated to be $1,100, down seventy percent from its 1981 peak.
There is widespread unemployment. The $15 billion owed by Peru to foreign creditors 
is equal to over 80% of the country's annual GDP. State ownership of much of the 
banking sector, along with interest rate ceilings, has resulted in credit rationing which 
favors large, capital intensive projects over smaller entrepreneurs who must rely on 
informal credit. 

The economy had begun to slip seriously under President Belaunde (1980 - 1985), the 
civilian president elected immediately after a twelve-year period of military dictatorship. 
The economy continued its serious decline under the Garcia presidency. 

Alan Garcia, elected president in 1985 with a sweeping majority, instituted major reforms 
upon assuming offi-e. He introduced an austerity program that included foreign exchange 
controls to arrest capital flight from Peru, increases in gasoline prices and devaluations 
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of the Peruvian currency. To help Peruvian consumers and salaried employees, he
initiated price controls on basic goods, cuts in interest rates, increases in the minimum 
wage and government employee salaries. His most dramatic step was to announce that 
he would limit Peru's annual debt service payments to 10% of annual exports. 

Because of his actions, inflation rates remain extremely high (annual inflation in 1989 is 
estimated to be 3,000%), IMF lending has been halted due to Peru's refusal to respect the 
repayment schedule requested by the IMF and international commercial banks are 
hesitant to engage any further lending. 

B. THE ILD: BEGINNINGS- 1980 - 1984 

Hernando de Soto, president and co-founder of the ILD, returned to Peru in the late 
1970s to enter private business, after 15 years in business in Europe and the United
States. As a young man, de Soto had been intrigued by the question of Peru's poverty
and underdevelopment. Upon his return, noticing the changes in Lima due to the influx 
of migrants, including the creation of pueblos jovenes, or shantytowns on the edges of 
Lima, and the thousands of ambulantes or street vendors, who lined Lima's roads, he 
began to examine the economic and social aspects which might be responsible for Peru's 
underdevelopment. Also, as Pen prepared for the presidential elections of January 1980,
following the twelve-year hiatuL, (,f military dictatorship, de Soto felt the need to engage
Peruvians in a public debate on democracy and market economics. 

In November 1979, he organized a symposium in Lima on "Democracy and the Market 
Economy," to which he invited noted European intellectuals, including Frederich von 
Hayek (recipient of the 1974 Nobel prize for economics) and Jean-Francois Revel, to 
debate and discuss issues related to democracy and free markets with Peruvian 
presidential candidates and political leaders from all factions. Twenty informal street 
vendors, who de Soto introduced as "tomorrow's entrepreneurs" were also invited. De 
Soto had hoped to arouse interest in the street vendors and the informal sector in 
general, so that research would be undertaken on their role in the national economy. No 
one took up the task. 

Faced with this lack of interest, and seeing a natural "market gap," de Soto decided to 
undertake the research himself. He created the Institute for Liberty and Democracy in 
1980 and for two years, with the assistance of a secretary, he devoted his evenings and 
weekends to interviews and visits to slums and informal sector businesses and industries. 

In late 1981 he organized a second symposium on "Development and Dependence," at 
which American economist Milton Friedman and former U.S. Attorney General Elliot 
Richardson spoke. De Soto charged a $400 entrance fee to the symposium, which brought
in $100,000 for the Institute. With that sum, de Soto set up a separate office, hired a 
clerical staff and was able to call upon a group of consultants, including lawyers,
anthropologists and economists. (It was not until 1984 that he gave up his own fulltime 
job.) 

In 1982, he obtained his first grant: $35,000 from the U.S. Agency for International 
Development (A.I.D.), to support his research. This amount was increased to $150,000 
in 1983. 
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The ILD's original staff included young economioq, engineers and lawyers. The institute 
initially studied the commercial and housing aspects of the informal sector, and then 
pursued the informal transport sector, industry and finance. As results of its studies 
were published in journals and newspapers, several government and private groups began 
to fund the institute's broadening research activities. In 1984 the ILD received $400,000 
in funds from four donors, the major part again from A.I.D., who suggested that de Soto 
consider publishing his research in a book. 

C. THE ELD: GROWTH - 1985-1990 

In 1985 de Soto began work on his book, detailing the results of his analysis of the 
informal housing, transport and trade sectors, as well as his observations on the 
extralegal norms practiced within informal organizations and the "mercantilism" practiced 
within Peru's formal sector. 

The Institute sought and was able to obtain a considerable increase in donor funding, 
moving from $400,000 in 1984 to $855,000 in 1985, from a total of seven donors. 

Also in 1985 the ILD began major institutional and policy reform initiatives that built on 
its economic researci. 

In April 1985, the Marxist mayor of Lima issued an ordinance intended to bring the 
street vendors into the formal sector, through the strict controls of prices, the creation of 
a Communist structure of "cells" and the requirement that the vendors wear uniforms. 
The ILD conducted an economic and historical analysis of the propu.ed ordinanice (see
Module Three, Cost/Beneft Analysis) and found that many of the proposed measures had 
been applied previousiy, to no avail. The ILD's economic analysis showed that the 
ordinance. would be very costly to the vendors. To publicize its findings, the ILD 
published a full page ad in El Comercio, Lima's largest newspaper. Subsequently the 
leaders of 111 street vendor associations of a total of 120 associations representing the 
90,000 vendors, endorsed the ILD's position in another ad in El Comercio. The ordinance 
was abandoned. This was the first major regulatory reform success of the Institute. 

Other major successes followed, with a growing number of endorsements from informals 
and politicians alike. For example, some 300,000 informal transport operators sought 
the ILD's support to obtain lowering of import tariffs on automobiles and spare parts.
More than 300,000 informals signed petitions in support of land titling and registry for 
their informals settlements, a measure that was also endorsed by every major political 
party. In 1987, the Administrative Simplification proposal was also endorsed 
unanimously by the multi-partisan, bicameral Legislative Committee of the Peruvian 
Congress. 

D. MAJOR ACCOMPLISHMENTS 

The major accomplishments of the ILD to date have been: 

seminal research on the scale and scope of the informal sector, social class 
analysis, impact of law on economic growth (barriers to business licensing, barriers 
to titling property, importance of property rights in investment, among others) and 
development of appropriate means and language to communicate these findings to 
those concerned 
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publication of findings on informal housing, trade and transport in several working 
papers and in the book El Otro Sendero, which has become the all-time best seller 
in Peru, a number one best seller in Spanish-speaking Latin America and among
the top ten best sellers in the Washington, D.C. market in its English-language, 
hard back edition 

0 	 formation of an office of Public Defense within the ILD which transmitted the 
concerns of millions of citizens to government authorities and the media 

0 	 stimulation of over 3000 articles in the Peruvian and international press on the
ILD's work, with a broad consensus of support across the political spectrum, from 
marxists to neo-conservatives, on the need for institutional change to reform the 
existing "mercantilist" state of the Peruvian, and even the Latin American, 
economies 

a 	 adoption in 1985 by President Fernando Belaunde of an InD proposal for citizen 
participation in the rulemaking of the Executive Branch, through a process of cost
benefit analyses, public notices and feedback 

* 	 adoption of a major Administrative Simplification Reform program in October 1988,
supported by all major political parties, on both the national and municipal level,
and implementation of those reform measures in August 1989 

0 	 approval of the ILD's proposed titling act to register informal property, and of a 
system for accessing formal credit for such property holders through mortgage
credit ("hipoteca popular") from commercial banks and credit insurance from 
ins rance companies 

advice and counsel sought of the ILD on institutional reform from major Peruvian 
political parties, foreign donors, regional and international research institutes,
including over 30 organizations in 14 Latin American countries and 15 
organizations in Africa and Asia requesting training and technical assistance 

as an 	outgrowth of the ILD's studies on informal sector enterprise, the acceptance
that private entrepreneurship does work in Latin America (and indeed throughout
the developing world) and is a suitable form of economic organization for the poor,
which should be buttressed by adequate legal institutions allowing true access to 
private enterprise for all 

In 1989, faced with the growing demand for the "internationalization" of the ILD's 
methodology and precepts, the ILD sought and received a considerable increase in donor 
funding for its efforts in this direction. Access to this increased funding has enabled the 
ILD to move ahead more rapidly with its research activities and reform proposals
(including certain implementation responsibilities) anr to undertake an ambitious program
of training and dissemination of its work to the international community. 
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rV. ORGANIZATION AND WORK METHODOLOGY 

A. ORGANIZATION 

The ILD is a non-profit, non-partisan research and advocacy institute which is run by a 
board of directors composed of four persons, including leading Peruvian lawyers and 
private businessmen. The Institute is managed on a day-to-day basis by its President, 
Hernando de Soto, and its General Manager, Luis Morales-Bayro. A Program Review 
Committee, composed of national and international experts in institutional reform, is 
being constituted tn consult regularly with the ILD on its programs. 

There are three functional divisions within the ILD organization (see Figure 1 for the 
present organization chart): -Research, Promotion and Dissemination, Finance and 
Administration. 

1. Research Division 

Research is the activity which drives all other ILD activities. The ILD's research findings 
have formed the basis of its success in Peru and have attracted the attention of 
politicians, business groups, acad_ mics, journalists and development experts in Latin 
America and around the world. 

Much of the research performed by the ILD involves economic and legal analysis of field
collected data. This type of research is difficult because it requires data collection from 
primary sources, many of whom are found in the informal sector. Interviews with 
"informants" in both the informal and formal sectors go slowly but have begun to produce 
a reliable base of informiation on informality in Peru. This particular type of research 
has never been done before in such depth. (The ILD has been researching the informals 
and their economic activities for nearly ten years). In addition to the conclusions 
reached, the very methodology used by the ILD is breaking new ground. (The 
methodology used is covered in depth in Module 2, Economic Analysis .)f Informality and 
in Module 3, Institutional Reform). 

Early research comp]eted by the ILD is frequently deepened to provide insights into 
particular aspects of an issue. An example is the research conducted in 1983 on the 
concepts of Possession Title for informal property holders and Popular Mortgage (Hipoteca 
Popular), both relating to the ILD's initial research conducted on the informal housing 
sector. This effort resulted in institutional reform proposals adopted by the Peruvian 
government in July 1989 and now being implemented as national programs, with 
assistance from the ILD. 

Multidisciplinary research teams are organized into task forces, or "work circles," each 
headed by a lead researcher, and involving combinations of lawyers, economists and other 
professionals, with assistance at times from historians, anthropologists, political scientists 
and sociologists. This organization enables the circles to respond to research needs with 
speed and flexibility. Any of the 20 the ILD researchers may be assigned to work on one 
or several of the projects. The work circles have accE s to two senior research advisors 
who serve as technical consultants, one for economic research and one for institutional 
research. 
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The circles are formed to address specific, high-priority problems in a given eco. omic 
sector or institution. Each circle is responsible for formulating a proposal for institut nal 
reform at the end of its task. Once the proposal is put forth, several members of the 
circle may cnntinue their involvement to promote and implement the proposal. 

The 	 ILD has found that eight circles is a practicable number. (See Figure 2 for a 
schematic of the eight current research circles). This allows the ILD to deepen the level 
of understanding, in certain fields and concentrate on results on the level of institutional 
reforms which can be practically adopted by public institutions. 

Each research circle is responsible to the Technical Committee, formed by the President, 
the General Manager and the Economic and Institutional Research Advisors, which 
regularly reviews rusearch progress. The Technical Committee and individual circles set 
milestones and dates for completion of reports on the research they are conducting. The 
circle leaders are accountable for the quality and pace of work. Using this system, the 
ILD) has remained on target for all its major research efforts. 

Due to the constantly changing nature of politics and economics in Peru, the research 
program is occasionally adapted to externalities, e.g. windows of opportunity that present
themselves due to the particula. interest of the President of Peru or other senior 
government officials in pursuing a given reform. One example is the priority accorded 
to the Administrative Simplification program in August 1989 when President Garcia 
decided to accelerate the implementation process. Resources from both the Research 
Division and the Promotion and Implementation Division were brought to bear to mc-e 
ahead quickly to implement the reform. 

The ILD participated in a March of Peace in November 1989, also as a political (though 
non-partisan, i.e. "pro-peace" gesture). The Democratic Rulemaking initiative has also 
been picked up recently by the President of Peru to bolster the administration's image in 
the closing months of its term. 

The 	approach of the work circles in general is to: 

* 	 Determine the nature of informality in the sector being investigated by 
identifying and interviewing key formal and informal respondents in order 
to: 

- identify the factor markets and economic ser tors in which informality occurs 

- identify and study the reasons for the existence of that informal activity 

- quantify the extent to which it occurs 

" 	 Refine and apply the methodology for measuring the costs of legal and 
institutional barriers to: 

- single out certain of the more significant costs and analyze the interaction 
of these inefficiencies in the different markets and sectors, thus clarifying 
the effects of one sector on the rest of the economy 

- develop a methodology generally applicable in developing countries 

12 



DEMOCRATIC 
RULE-MAKING 

-ALBERTO 

BUSTAMANTE 

OFFICIAL PERUVIANRUEAIG~ 

ALBERTO 

BUSTAMVANTE 


. . . 

THE ACCOUNTABLE 

INL CONTRACTING & 
FINARI' NG OF 

INVESTMENT PROJECTS 
R. ESPINOZA 

LNWNGOVERNMENTAL.
RULEMAKNG IPER 

ALBERT FOS TH_OR 

RULE-MAKING IN 
T lUOTHE91 COUNTRIES 

ERNANDO 
DiE SOTO 

ILD RESEARCH CIRCLES 
10/89 

GLOBAL PROGRAM OF 

INSTITUTIONAL REFORM 
HERNANDO DE SOTO .-
... 

STATK 


THE ENFRANCHISIN~ 

T A T EA 

OFFICIAL ILD CIRCLES (8)

FUNCTIONAL GROUPING
 

* FOREIGN CONSULTANTS INVOLVED 



Examine the nature of local and international approaches to institutional 
solutions through: 

- analysis of the extralegal norms developed by the informal sector to replace 
existing, inefficient legal and economic institutions 

- conduct of comparative international research to identify similar problems 
and their solution in other countries, and analysis of these solutions to 
determine whether they could be adapted to Peru's situation 

* 	 Develop and evaluate alternative solutions, based on the above, that could 
remove or minimize the more disruptive structural barriers to economic and 
political participation. 

* 	 Once the best solution is agreed upon, it is structured into a draft law or 
public policy proposal for reform which is published and subjected to public 
scrutiny and debate. The ILD's experience in this matter has shown that if 
the proposal is well-designed, it will be endorsed by the authorities. If not, 
it will be enriched by the debate and returned to the drawing board for a 
comprehensive review and re-initiation of the process. 

2. 	 Promotion and Dissemination Division 

The role of this division is to communicate the ILD's findings tc a broad public, both 
formal and informal, to test research results, and to build support for proposed reforms, 
both at the grassroots level and with decision-makers. 

The ILD has developed the following techniques to create a successful public information 
campaign: 

* 	 Select issues on the basis of their relevance to the broadest stratum of the 
population: the poor (e.g., property rights for informal settlements). 

* 	 Set forth arguments based on reliable, factual data gathered directly from both 
the informal and formal sectors so that people identify with the points being 
made. 

* 	 Reinforce democratic concepts in the program by making all legislative or 
policy proposals available for comment and review before final publication. 

* 	 Communicate with target groups through popular press, magazines, radio and 
TV channels, and use the informals' networks to distribute information in the 
informal sector. 

To facilitate its contacts outside Peru, the ILD has established a liaison office in 
Washington, D.C. 

The national and international dissemination efforts and feedback processes are discussed 
in detail in Module Four, Effecting Change Through Advocacy. 
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3. Finance and Administration Division 

This division handles internal accounting and payments and financial reports to donors. 
A staff of six persons is responsible for these taskq. 

B. 	 OUTSIDE CONSULTANTS 

A key asset of the Institute from the very beginning was its access to a select group ofconsultants in highly specialized fields who could bring to bear their expertise on the
problems encountered in Peru. When de Soto first began his research on informality, he
sought advice from eminent legal scholars in the Western world. Not all of these personswere able to relate their expertise to the problems of street vendors or squatters in Peru,but those who could make the transition were of invaluable assistance to the Institute. 

Among the most important contacts of the Institute are Professor Warren Schwartz of the
Georgetown University Law School, Robert Litan, senior economist the Brookingsat 
Institute, Peter Schuck and Jerry Mashaw of the Yale Law School, Saul Levmore of the
University of Virginia Law School, Douglass North and Lee Benham of the Washington
University's Department of Economics, Edgar Feige of the University of Wisconsin,
Thomas Hopkins of the Rochester Institute of Technology, Michael Block of the University
of Arizona's School of Economics, Frank Swain, a specialist in small business
administration, Mestmaecker, senior associate at the Max Planck Institute and David 
Becker of Jacksonville University. 

The 	 ILD has finetuned its approach over the years so that 	it is able to qdckly and
effectively make use of experts' time by posing questions, based un its own knowledge of
the problems in' Peru, to determine what solutions in the expert's field might be most
applicable to Peru. A recent example is the assistance provided by Mr. Oscar Beasley,
Chairman of the Title Insurance Company in California, who provided extremely practical
and useful suggestions on how to establish a title insurance operation on a large scale in 
Peru. 

lV. LESSONS LEARNED 

1. 	 Crisis creates political opportunity which must be exploited. The economic 
situation in Peru is so serious that both of the recent presidents, particularly 
as their mandates reached expiration, were motivated to consider radical 
changes in local institutions to improve the situation. 

2. 	 Grassroots support is a key element in effecting change. Although a window 
of opportunity presented itself to the ILD before the end of the Belaunde
presidential term, the ILD did not have sufficient time to establish firm 
grassroots support which could have made the difference in whether or not its
regulatory analysis proposals were implemented. As it was, the decree was
ignored. However, today that grassroots support has been firmly established 
and 	informals, and other economic groups, are prepared to weigh in strongly
to support the ILD's institutional reform initiatives and to ensure a bottom
up versus a top-down approach. 
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3. 	 Local researchers and activists should rely on their own instincts and analysis 
to find solutions adapted to their particular local circumstances. Although the 
expertise of foreign advisors is often useful, intellectual imperialism from 
foreign experts must be avoided. 

4. 	 In providing new data to inform the policy maklii process, government 
officials can be convinced that reforms, even major reforms, are in their 
interest also. 

5. 	 The media plays a key role in bringing issues to light and in transmitting the 
needs of the pcror majority to the government. 
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Accountable 

State 


Advocacy 

Ambulantes 

Enfranchising 
State 

Mercantilism 

Property Rights 

Pueblos Jovenes 

Rulemaking 

Tied Credit 

GLOSSARY 

A state in which rulemaking takes into account the opinion
of experts and those persons affected by the proposed rules 

The act of or speaking, writing or acting in support of a cause. 
In the case of the ILD, advocacy includes public education on 
institutional reform issues, measures to obtain feedback from
the public on those issues and initiatives to disseminate the
ILD's thesis to national and international audiences 

Street vendors in Peru 

A state in which access to economic activity is open
to all rather than restricted to the few 

The economic doctrine prevalent in Europe with the decline of 
feudalism and through the eighteenth century that protected
selected local industries through tariffs on imports and the 
creation of monopolies; those parties with access to power
obtained impol .ant privileges 

The degree to which owners of any asset, including contracts 
that promise the delivery of assets, goods or services, can use 
these resources, buy, sell or otherwise dispose of them; i.e., can 
exclude others from their use 

Shantytowns built by in.formals on the outskirts of Lima 
(literally, "young towns") 

The process by which laws and regulations are made in a given
coLtntry 

Credit supplied usually by or through foreign donors whose use 
is contingent upon contracting with firms from that donor's 
country for construction or supply of goods or materials 
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MODULE 2 

ECONOMIC ANALYSIS OF INFORMALITY 

I. INTRODUCTION 

"The methods and research which went to make up [The Other Path]
evolved from my doubt about at least three fairly widespread
assumptions concerning the situation in Peru: ... that informality-slums
and shantytowns, small industry and many activities which Peruvians 
carry on illegally-represents only poverty and marginalization; that... 

Peruvian culture, ... which we associate with the rural areas, is
incompatible with the entrepreneurial spirit and economic systems of 
more developed countries; ...[and] that all the evils which assail Latin
America are generally not our fault but almost always the result of some 
external force ... 

I was convinced that no serious research could be conducted on the basis 
of prejudices which no one had been able to substantiate fully, and which
reflected an inability to understand or appreciate Peruvians' true 
potentialities." 

Hernando de Soto, The Other Path 

Central to the ILD's analysis of the problems of underdevelopment in Peru has been its 
use of empirical methods of research: careful observation and measurement of the
Peruvian economy. Putting aside preconceived notions and traditional cultural and
ideological theories for why Latin American and other Third World countries remain poor,
researchers fron the ILD have used a variety of techniques, including interviews and 
surveys, simulations, and study of existing documents to draw conclusions about economic 
activity in Peru, with emphasis on informal sector activities. 

The ILD's methods and results have been instructive and 5nformative, not only in
describing the situation in Peru, but in providing both a methodology and a base for
comparison with other underdeveloped countries in Latin America, Africa and elsewhere.
In addition, although the ILD's initial research focussed on the informal sector, the
implications of its findings, particularly regarding the need for institutional reform and 
facilitative law, apply to both the formal and informal sectors. 

A. OBJECTIVE OF THE ILD'S RESEARCH 

The ILD's 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. 
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The bulk of the research unde'4'ken by the ILD has consisted of efforts to describe ths 
institutional evolution of the informal sector and to identify the causes and implications 
of that evolution. The major part of the research effort has been devoted to an 
investigation of the costs of entry into the formal sector by intensive field studies of the 
barriers erected by the existing legal systems. 

The Institute's strategy involves empirical observation of economic activity in two aspects: 
measurement of the activity in question, and examination of the discrepancies between 
mercantilistic economic activity and entrepreneurial activity as practiced by the informal 
and formal sectors. 

B. PURPOSE OF THE MODULE 

The purpose of this module is to describe the macro and microeconomic measurements 
of the informal economy which were made by the ILD and to present the conclusions 
reached by the ILD based on this research, particularly as regards the costs of formality 
and informality, the parallels with mercantilism and the need for legal, political and 
administrative reform. 

Upon completion of the module, participants should have a clear understanding of the 
methodology employed by the ILD for its measurements, the results of the measurements 
undertaken, and the conclusions reached regarding dysfunctions in the Peruvian economy 
and institutional framework which have resulted in such large scale informal sector 
activity. This understanding should prepare participants for planning and carrying out 
their own programs of research on economic activity in their home counLries. 

I. MACROECONOMIC MEASUREMENTS OF INFORMAL ECONOMY 

In order to get a global picture of the size of the informal sector and its impact on the 
economy, the ILD undertook two studies designed to provide the macroeconomic 
framework within which to situate its microeconomic sector studies. The macro studies 
were based on the analysis of aggregate economic variables in order to arrive at a 
preliminary overall quantification of the importance of informal economic activity in the 
country. 

The first study summarized and consolidated the different results that could be obtained 
from government statistics and reports. The second study attempted to quantify the size 
of the informal economy through monetary analysis, from a macroeconomic -ievoint. 

The results of these studies were not totally satisfactory, and the ILD has since refined 
its methods, and concentrated on microeconomic sector studies, which have yielded more 
detailed results. Nonetheless, in observations of informal economic activity from a 
macroeconomic perspective, the ILD was able to determine that by 1985, the informal 
sector represented 48 percent of the active labor force in Peru, accounted for 61 percent 
of the total hours worked in the country, and generated 39 percent of the Gross Domestic 
Product (GDP). 

A. RATIONALE FOR THE USE OF A MACRO MODEL 

Because of the difficulties involved in estimating the total extent of a phenomenon whose 
distinguishing characteristic is that it defies detection, the ILD followed an eclectic 
approach, quite independent from all well-known intrusive or microeconomic methods. 
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The ILD was aware that the risk of ootaining high non-response rates and falsereporting, and thereby underestimating informality, was proportional to the size and scopeof the survey. Moreover, large scale surveys me not only costly, but at best provide onlypoint-in-time estimates that preclude the examination of the dynamic aspects of informal
activity growth over time. 

It is for these reasons that the ILD has devoted considerable attention to the use ofunintrusive macroeconomic methods as a complement to microeconomicits researchefforts. One of these is the monetary method, which ceeks to identify the amount ofexcess currency demand which could be attributed to informals, and to thereafter estimatethe volume of production this amount of currency actually generated. The monetaryapproaches to estimating the size and growth of the informal sector have been applied ina number of countries (e.g., the U.S., Europe and Latin America). Although they havewell recognized shortcomings, monetary methods provide a means of independentestimation that can be used as a consistency check on the findings from alternativemethods. The monetary methods rely on readily available macroeconomic cets Fnd thushave the advantage of being less costly to employ. Moreover, because the methods arebased on clearly specified models, their results can be readily replicated and subjected tostandard sensitivity tests to examine their robustness under alternative specifications.Finally, because these approaches rely on monetary data that have been collected forpurposes totally unrelated to informal activities, they have not been contaminated by the non-response biases or f-lse reporting biases that are common in microeconomic survey
methods. 

The ILD's adherence to the monetary approach is based on the evidence collected as abyproduct of two surveys conducted in Lima on informal capital markets. A 1986 ILDpilot survey found that not more than 20 percent of informal transactions are affected bychecks, while a broader 1987 survey by the Universidad del Pacifico on the flow of fundsin the informal sector revealed that less than two percent of informals had checking
accounts. 

These results suggest that there is a direct ielationship between the use of currency andthe development of the informal sector. This relationship was already noted in theUnited States by Cagan (1958), although the rationale for the use of currency in Peru isdifferent from that in the U.S. Peruvian in!iormals do not employ currency as a meansof evading taxes, but rather out of necessi.y, due to the barriers erected by anoligopolistic banking system to the opening and use of checking accounts by informals(registration requirements, e.g. tax registration cards, payment vouchers, etc.; anddifficlties faced, by informals in collecting unpaid checks through legal actions). 

B. DESCRIPTION OF THE ILD'S MONETARY METHOD 

The ILD's method, inspired by Feige's generalized cturency ratio approach (GCR), is basedon the assumption that there is a stable relationship between the demand for currencyrelative to demand deposits (i.e. the C/D ratio) and the volume of informal transactions.Therefore, the emergence and of the informal wheregrowth sector, transactions aremainly carried out with cash, alters the size of the observed ratio. 

As long as the effect of informality can be predicted by means of an adequate regressionequation, it will be possible to determine the volume of currency which serves to carryout informal transactions. By making reasonable assumptions about the income velocity,the amount of informal GDP produced by this amount of currency can then be estimated. 
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The informal income estimated for Peru with the best regression equation amounted to 
39 percent of total GDP in 1985. Subsequent calculations with additional data and more 
sophistizated econometric corrections have only slightly changed the magnitude found with 
the first calculation. 

C. ESTIMATION OF INFORMAL MAN-HOURS 

These calculations were based on the ILD's estimation of total informal GDP, and the 
National Institute of Statistics' estimates of the number of workers in each sector which 
are officially considered as underemployed. In order to obtain a more reliable 
representation of the role of the informal (fiUtime as well as part time) workers' activity
in various economic sectors, it was necessary to reallocate labor resources that were 
initially classified by sectors of origin to the appropriate sector of destination, namely to 
the major sectors where informal activity was believed to take place. 

The need to reclassify man-hours to their appropriate destination required a set of 
explicit assumptions that were informed by institutional knowledge based on interviews 
in the field. For example, field interviews revealed that informal agriciJtural workers 
were only able to work in the agricultural sector for approximately six months of the 
year, due to the seasonal nature of the demand for their services. For the remaining six 
monthb 2aese workers' activities were devoted-and hence allocated-to informal activities 
in the tiade and other service sectors. Similarly, the additional part time man-hours of 
formal workers, initially classified by sector of origin, were reallocated the sectors of 
destination where their informal activities actually took place. Using this procedure the 
ILD found that 61 percent of total man-hours worked in Peru were informal in 1985. 

II. MICROECONOMIC MEASUREMENTS OF INFORMAL ECONOMY 

A. METHODOLOGY
 

Given the ILD's doubts about traditional hypotheses on informality-i.e., that it 
represents poverty, exploitation and marginal subsistence; and that Peruvian culture is 
incompatible with the business spirit and market economy of Western developed
nations-the Institute decided it was necessary to obtain a picture of informality based 
on the experience of the informals themselves. A key element was the use of informants 
to provide direct information about informal activities. 

The methodology is divided into four parts: the concept of the "long frontier" emerging
from initial interviev)s; the model for gathering data; the special projects and sources of 
additional information; and the economic analysis of law. 

1. Acknowledging the "Long Frontier" 

Because of the ILD's awareness of the importance of the effects of law on society, it 
began its work by considering why so'many people occupy the streets, roadsides and 
vacant lots of Lima, in order to establish anonymous industries. Through initial 
interviews, the ILD discovered a number of key points: that anyone seeking to legally
acquire land, build a house or set up a business faces a costly and time-consuming 
process of obtaining all the licenses and permits required by government authorities. In 
addition, the ILD discovered that once a person had entered into a formal business, there 
were other regulations to be followed in order to remain legal, and that these too had 
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costs. 	 It was determined that because of these costs, it was ne;*)--.r automatic that aperson wishing to conduct an activity would choose to do so in the formal sector, nor thata person already operating in the formal sector would always remain formal. 
This observation led to the concept of the "long frontier" between the formal and informalsectors, a gray zone where 	people move between informality and formality over time, orwhere people may be simultaneously conducting activities that bridge both sectors. 
The existence of this gray zone posed problems of measurement. In order to accuratelyassess the magnitude of the informal sector, its evolution and effect en the economy overtime, the ILD identified as "informal" all those activities which had their beginning ininformality (land invasions for housing, route invasions by transporters, itinerant trade.s,etc.) even if some or all 	of their activities could later be considered in the formal secKor. 

2. Model for Gathering Information
 

The information gathering effort included several activities. 
 Where 	possible, a census wastaken 	 of informals involved in certaina sector, (e.g. trade, transport, housing)determine the overall 	 tosize and scope of the activity. This census was followed up bysurveys conducted among smaller groups within each sector 	to gather more data aboutthe activities. Tile interviews conducted by using awere form of the "Delphi" method. 

a. Selection of Informants
 

The ILD identified pe.rsons operating 
 on the long frontier betweeninformality as its key informiants. 	 formality andThe ILD looked for informal businessmen who werenot only well informed about their own activities but also possessed information aboutinformality overall. The ILD looked for people withwhere 	 expertise, access to informationthere 	 was no direct knowledge, ability 	 to summarize information, and lastly,credibility. 

These 	people included: 

business owners had orwho been, still were, engaged in informal activities,successful in their trade, in business for more
leadership role in their respective 

than five years, and who played a
sectors and/or in formal or informal business

associations;
 

appointed block leaders 
or area group leaders in informal housing settlements,particularly those from areas of the city where 	 such developments were more 
concentrated; 

* bus committee leaders, especially former bus drivers with extensive experience; 

• 	 elected leaders of local street vendor associations; 

* leaders of form'al and informal small business associations; 

a specialists and professionals (lawyers, economists, engineers) acting as technicaladvisors to informal organizations seeking to plan informal communities, set upbus routes, build markets, etc.; 
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police, civil guard, and zovernment employees with responsibilities rela' -. to the 
areas of housing, commerce, industry, labor transport, etc. 

Identifying and setting up talks with these kinds of people is an enormous task, as many 
of them are not visible, and the activities of the state agencies dealing with them are 
relatively low-keyed. 

At the public symposium organized by Hernando de Soto in 1979 on "Democracy and 
the Market Economy," a key group 3f 20 of the most visible street leaders in the city of 
Lima made presentations and participated in the debates. Newspaper coverage of the 
event led to their recognition as important social elements, which in turn led the street 
leaders to introduce the ILD to the informal world. A second symposium two years later 
targeted more specific kinds of informal activities and as a result, the ILD was able to 
assemble an impoitant spectrum of key sources of information, who led the researchers 
in turn to other informants. 

b. The Interview Process 

The ILD used the "Delphi/Key Informant" survey method, which uses a panel of experts 
to interview and evaluate information from targeted key informants. Key informants are 
usually persons with some special access to the information sought, although they may 
not necessarily be experts on the precise subject being surveyed. The ILD's study was 
unusual in that its expertz a-nd key informants, primarily from the informal sector, 
turned out to be competent and knowledgeable people rarely used in studies of this kind. 

The interviews were carried out by an interdisciplinary team made up of experts in law, 
economics and urbau anthropology. Informants were interviewed in groups, and 
individually. After answering general information questions, informants were presented 
with the team's tentative theoretical formulation which was developed to obtain the 
informant's assessment, criticism and suggestions. This feedback allowed the researchers 
to develop realistic analyses, by touching base with the social reality as seen by the 
informant. 

In followup interviews, the team used more focused questions in an attempt to reduce the 
variance in responses among the informants on a certain subject. 

Following each interview, the team members would write a summary of the information 
they had obtained, including any theoretical considerations that seemed pertinent. This 
allowed for codifying the information into categories and the development of a theory 
based on observations. 

Most informants were pai i for the time they spent with the researchers, and for any 
additional information gathering they were asked to do. Some of the informants became 
in effect co-researchers, contributing ideas and analyses of informants' experiences. 

3. Special Projects and Sources of Informntion 

a. Simulations and Case Studies 

In order to get a clearer picture of the legal and institutional restrictions facing 
Peruvians of modest means, the ILD conducted a number of simulations, which are 
described in detail later in this module. In each case, a group of researchers simulated 
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the startup of an activity--establishing a small industry or store, applying for landadjudication, etc.-in order the number of steps and theto trace amount of time andmoney involved in complying with government regulations. This allowed the fieldresearchers to better understand the problems
highlighted the importance of the study of legality 

described by the informzants, and 
as a key issue in determining whypeople turn to the informal sector.
 

Where it was impossible for reasons of time to 
 conduct simulations (e.g. building amarket, creating en informal settlement) the Ii.D used indirect methods. The teamsstudied various existing cases and examined legal standards, combining both mechanismswith the perceptions of officials formerand officials about the durdtion and level ofdifficulty of normal procedures. 

b. Other Resources 

The main sources of statistical data were the National Institute o" Statistics, the Ministryof Labor and the Central Reserve Bank, as well as other ministries dealing with thesubject area. These data were used to conduct studies dealing with the macroeconomivmeasurements described hov, in Section II, as well as to provide base rtatistics withwhich to compare the results of the ILD's census and survey work.
 

A literature search 
 was conducted among the archives of government and privateorganizations in Lima, to look for studies of informality made in Peru or abroad. Inaddition, a bibliographic search was made, including requests for bibliographic informationand unpublished studies from foreign consultants and government or international groupscontacted during the couxe of the study.
 

Historical research, the
covering pre-Columbian, Colonial and Republican periods ofPeruvian history was also conducted, to determine the precedents for current socioeconomic conditions, market distortions and legal institutions, as well as the kindsinformal solutions chosen by the poor when they found themselves excluded from
of 

formality in the past.
 

Foreign specialists were consulted in the areas 
of economics, law and anthropology, inorder to be aware of recent discoveries in various fields, and to relate the study to thedevelopment of such work in other countries. At the same time this internationalperspective made it possible to identify what kind of corrective measures had been takenin other countries, in order to determine which elements were successful, which in turn
helped in formulating policy recommendations.
 

4. Economic Analysis of Law 
Once the information was gathered, the analytical challenge was to study the behaviorof informals and propose an explanation for it. Economic analysis of law was chosen asthe appropriate theoretical framework for understanding the interactions among formaland informal activities. This made it possible to explain the behavior observedwhole through a simple organizational principle: people always 

as a 
maximize their profitswithin the restrictions they have to face. This means that people are cost-sensitive to thechoii is they must make in order to reach their goals, and they maximize theirsatisfaction when they are conditioned mainly by their own goals and the cost ofattaining them. An important contribution of the economic analysis of law was that ithighlighted the importance of institutions in the definition of behavior of the economic 

7 

'N 



agents, both formal and informal, as well as showing that informals did not have access 
to certain facilitating factors of the law which.-as in the case of guaranteed contracts 
or stable property-are essential for a person to achieve optimum economic status. 

The sectoral studies described below, (as wedl as current research projects) make use ofthe above methods, which the ELD has nxJdified as needed. In summary, the I1) model
for information gathering makes extensive use of interviews, case otudies and review ofdocuments. Once key areas or sectors of the economy fbr analysis are identified, workbegins to determine the structure and size of that sector or activity, identification of legal
rules that impinge on the activity, description of steps to comply with those regulations,
field studies, including extensive interviews with informants, to estimate the costs ofcomplying with the regulations, and cost-benefit analysis of legal and administrative 
restrictions. 

The results of the ILD's sectoral studies are described below. 

B. HOUSING 

In the past four decades, the population of Lima has grown by 1200 percent. Much ofthis growth has been by informal means. Of all the housing in Lima in 1982, the ILDcalculated that 42.6 percent was in infrrmal settlements, 49.2 ")ercent was in formal
neighborhoods, and the remaining 8.2 percent was found in sh n areas within theseneighborhoods. This means that for every ten formal dwellings in the capital city there 
are nine informal ones. Of the capital city's total population in 1982, 47 percent Livedin the informal settlements, 45.7 lived formal neighborhoods, and the remaining 7.5percent lived in slum areas. Informal housing construction over the last 20 years isvalued at $8.3 billion, all generated by Lhe informal class. During the same period., the 
government built popular housing worth $174 million. 

1. Methods Used by Informals to Acquire Property 

The ILD has identified at least two ways of acluiring property informally for housingpurposes. The first is "invasion", the second is illegal purchase of agricultural land
through associations and cooperatives. 

a. Invasion 

(1) Invasion Strategies 

State or private land is occupied illegally in one of two ways--"gradual invasion" or"violent invasion." The first takes place progressively in existing settlements. Thesesettlements are often farmworkers' huts attached to farms or estates, or to mining camps,
where the occupants are usually employees or tenants of the farm or mine owners. The 
owners usually attach little importance to the land and have little interest in evicting theoccupants. They are more concerned with having a ready labor force close at hand.However, over time, new groups of people who have no relationship to the owner
gradually join the settlement, because they have relatives there, acquire a piece of land,rent it, or simply take it over. In this way they gradually occupy the land adjacent to
the original settlement until they effectively "own" the entire area. 
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Settlements formed by gradual invasion take on definite shape only after a lengthy 
process. Nonetheless, this kind of takeover requires a critical mass of settlers which can 
exert pressure on and negotiate with owners in order to dissuade them from trying to 
recover their land. 

In the second kind of invasion, there is no prior link between the settlers and the owner 
of the land, which is why the invasion is "violent" and unexpected. Usually, however,
this kind of invasion is the result of complex, detailed planning. The ILD has observed 
that normally such an invasion begins with a meeting of a group of people from a given
neighborhood, family, or region, who all have an interest in obtaining housing. This 
group is usually joined by professional invaders-generally trade unionists, politicians, or 
business people-who offer their expertise in exchange for political or economic 
concessions. 

Once an original nucleus has been established, a series of meetings is held to find a 
location which meets the requirements for a settlement. Although both private and 
public lands have been occupied in this way, over 90 percent of the violent invasions have
occurred on state land; usually on waste or unoccupied land. This is easier than trying 
to take over private land, as there is no one individual affected by the act, and political
considerations may make the government unwilling to oust the settlers. 

Once the land has been chosen, the original group works to show all inter ested parties
the advantage of working together or an invasion rather than attempting individual acts. 
This is considered crucial to reducing the possibility of police repression or reinvasion of 
the settlement by individuals who seek to occupy the free areas. 

Once there is a common agreement to work together, engineers are brought in to draw 
up a plan of the new community. Individual lots are delineated, as are places for future
public buildings (schools, health centers, or municipal authorities), and recreation areas 
(parks or sports grounds). A census is taken of the invaders and the contribution each 
will make to common costs is approved. Responsibility for negotiating with the 
authorities, preserving law and order in the settlement, and organizing resistance against
eviction (by forming settlers' pickets) is assigned. Often a group will hire lawyers and 
make a formal request for adjudication of the land to the settlers. In this way invasion 
leaders can say they have legally requested the land be adjudicated to them and are 
occupying it to keep other potential-and often nonexistent-invaders from occupying it 
illegally. 

Once the preparations are made, the invasion is carried out, usually at night, and often 
on a public holiday, to reduce the chance of a rapid response by the forces of law and 
order. Invaders arrive en masse, in trucks and minibuses, carrying poles and matting to 
erect their first dwelling, and Peruvian flags to show their patriotism. The settlement 
is demarcated with powdered chalk and people put up their dwellings. Communal 
kitchens are set up, as are day care centers. In addition, contact is made with local
minibus operators to provide transportation service to the new community. Eventually,
street vendors will appear to begin providing everything from fcod to building materials. 
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In order to defend the new settlement, invaders use a variety of tactics, including defensepickets armed with sticks and stones, and will often put women and children on the frontline to intimidate police into not using force. Also, group leaders will often name the new community after the current pres'ident, his wife, or other prominent political figures,in an attempt to persuade that person to intervene on the settlement's behalf with 
authorities. 

(2) Infornal Organizations 

Virtually all informal settlements have elected bodies which execute the invasion contract.
These groups all have a basic clear-cut organizational structure consisting of a centralleadership-the executive body, and a general assembly-the deliberative body. This isin contrast to 12e official government structure in Peru and other countries, wherelegislative and executive powers are concentrated in the government cabinets, rather than
in democratic organizations. 

These organizations perform a whole range of functions, including negotiating withauthorities, preserving law and order, trying to provide services (e.g. public works; watersupplies, sewers, electricity and roads), registering the properties in the settlement and
administering justice. 

(3) Extralegal Norms for Housing 

Although it might be thought that life in the informal settlements is anarchic anddisorganized, in fact a number of rules for governing social relations, termed "extralegalnorms" by the ILD, are created by the informals, in the absence of the official legal
system, to serve their needs. 

The ILD has identified two sets of extralegal norms adopted by the informals in the areaof housing. The first is known as the "invasion contract," and is the set of agreements
established by those who invade a piece of land. The agreements govern theestablishment of the settlement, including distribution of land, mechanisms for governingthe settlement, and defence of the residents' interests in exchanges with the authorities. 

Informals have also devised a form of property right, ieferred to by the ILD as"expectative property right." This is a provisional property right established by theinvasion which serves in lieu of official property rights so that informal settlements mayregister, rent or sell their land, in expectation of obtaining legal title to it. (More detail 
on these extralegal norms is provided in Module Three.) 

Because these extralegal norms are, by their nature, not officially recognized by thegovernment, those living in informal settlements face a great deal of uncertainty as totheir claim to their land. The ILD has found this uncertainty has a direct effect on thelevei of investment a person will devote to improving his or her property, as can be seen
in the example below. 
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Example: Castilla & Alcides 

To see how access to property rights can affect individual and community
welfare, the ILD examined two communities side by side, the Mariscal 
Castilla and Daniel Alcides Carrion informal settlements. Both were
built during the same time period, and inhabited by people from the 
same socioeconomic background. However, where Castilla's first mayor
had worked to classify his settlement as permanent, Alcides remained 
classified as removable. 

As a result, the value of land in Castilla was estimated to be 12 times 
greater than that in Alcides, where there was no legal security; while the
value of a typical dwelling in Castilla was 41 times higher than the 
dwellings in the Alcides. Castillans lived in three and four story houses 
of brick, often with well kept stores on the ground floor level. Many of 
the houses had neat gardens, while the streets had paved sidewalks. 

However the inhabitants of Alcides, who could be removed at any time,
lived in crude huts made of mud bricks, or cardboard and plywood. The 
passageways between the houses were muddy and filled with garbage.
Those inhabitants of Alcides who could afford to buy anything put their 
money in cars, televisions and other goods which could be carried with 
them, rather than investing in more expensive and secure structures, 
which could be bulldozed. 

In fact, the ILD has determined that people who are able to gain title to their land will 

put nine times more investment into their property than those who have no title. 

b. Illegal Land Sales 

A second i,-formal way to acquire property for housing is to buy land illegally through
associations and cooperatives. 

Under the agrarian reform of the 1970's, the government called for private farmland to
be expropriated and redistributed to the peasants. This prompted many farm owners to
seek to sell their land, driving down the value and making it affordable to large sections
of the population who had benefited from a concurrent growth in the informal economy
(minibus operators, street vendors, and clandestine industries). This gave rise to the
second method of acquiring land: settlers would collude with owners of agricultural land 
on Lima's outskirts who feared expropriation. 

The potential settlers would organize themselves into associations or cooperatives--groups
recognized and protected by the state-and then strike a deal under the table with the
land owner to gain possession of his land. At times, the settlers even simulated an 
invasion, as a diversion, with the approval of the landowner who had already agreed on 
terms of sale. In this way landowners transferred their land for less than the normal 
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pric, L)ut for more than if it had been expropriated, while the associations gained good 
land at reduced prices, avoided the hazards of a violent invasion, and gained slightly 
more secure property rights. 

This kind of transfer of land inevitably involves the assistance of professionals who can 
assemble the information needed to make this kind of transaction. These people, known 
as "speculators" are a form of informal real estate broker, who set up the association or 
cooperative, identify the land, and then negotiate the transaction. 

C. TRADE 

The large number of street vendors and informal markets in Lima led the RLD to look 
at these groups as a major force in the country's economy. 

In 1985, the ILD conducted a census and found that there were 91,455 street vendors in 
Lima. Further surveys revealed that these vendors represented 42 percent nf the labor 
force involved in commerce, distributing approximately 60 percent of the food in the city 
and earning an income almost 40 percent greater than the minimum wage. 

In the informal markets, where street vendors have banded together to sell their products 
in specially constructed markets, the ILD found that former street vendors have put up 
274 markets and commercial centers, or 83 percent of the markets in tlie capital city, 
worth $40.9 million and employing 40,000 individuals. By contrast, the government has 
constructed only 57 markets. Today 11 out of every 12 markets under construction are 
being built by street vendors, while only the twelfth is being built by the government. 

1. Types of Informal Trade 

Generally speaking, the types of informal trade in Peru fall into two categories-street 
vending and informal markets--although these are not separate activities but rather 
different stages in the same process. People who begin as street vendors aspire to 
moving eventually into a market, where working conditions are better. Virtually all 
traders working in markets started on the street. 

a. Street Vending 

The ILD found two general categories of street vendors, those who walk around the city 
offering goods or services without a fixed point from which to operate, and traders who 
sell merchandise or services from a fixed location on the public thoroughfare. 

(1) Itinerants 

Itinerant vendors generally purchase small quantities of items, being limited to what they 
can carry, and walk the streets in search of customers. Their income depends on their 
skill in finding customers, since there is no way for customers to find them. They also 
usually have little capital or access to credit. Their transactions are generally handled 
in cash. 

As these itinerants become more experienced, they observe prices, sales methods and 
locations used by other vendors, and learn to negotiate with suppliers and clients. They 
also begin to identify established routes, with regular customers, and acquire carts which 
allow them to carry more goods and increase the scale of their operations. This repetitive 

12
 



use of certain r'-+es also allows them to establish a reputation, enabling them to gainthe trust of customers and to obtain credit from regular suppliers. Eventually the vendoris able to identlfy a location that is commercially attractive for selling goods, and will
seek to establish a fixed location. 

(2) Fixed Location Vendors 

When a vendor decides to set up in a fixed location, an invasion of the street occurs.The ILD found that, as with the settlers, street vendors do not invade the streetsarbitrarily or haphazardly, but only after a complex economic calctlation. 

The vendor evaluates the value of the location, in of numbersterms of customers,potential sales, anticipated net income, and sets prices for his products. The vendor alsoexamines other factors, including potential resistance from othcr established vendors inthe same location, residents who may be harmed by the activity, and the authorities.Usually these factors are handled by making prior contacts, particularly with the othervendors. Often vendors will make arrangements to provide services for other peopleoperating on the street, particularly transport operators, since large numbers of peoplegather at the intersections of transporters' routes and at their first and last stops. 
Vendors are usually alone when they invade the street. Thus, unlike the formation ofsettlements, an invasion contract per se does not exist here. Instead, neighboring vendorsconclude partnership agreements after the street has been invaded, in order to set upinformal organizations for their own defense or promote the construction of a market into
which they might move. 

An individual vendor who occupies a permanent location and is successful will inevitablybe surrounded by other vendors. Likewise, the arrival of a new vendor in a locationalready occupied by other informals will serve to further consolidate their presence. Ineach case a critical mass essential for defining the location must be assembled. Thevendors realize the flow of buyers is affected by the safety, cleanliness, quality andvariety of goods offered in a location, and that their mutual interest is in maximizinu thisflow. Thus vendors gradually develop different types of locations on the publicthoroughfare which the ILD researchers have classified as "belts" and "minimarkets." 
Belts arise when vendors set up around existing markets, providing supplementary goodsthat expand the range of the markets. Minimarkets are created by groups of vendorswho form a new nucleus of commercial activity, often in neighborhoods or informalsettlements where there is a lack of the larger markets. 

Often a number of vendors will share the same "pitch," or site, using it at different timesof the day. For example a breakfast seller who is present early in the morning may giveway to a juice seller at midmorning, who will then turn the space over to a lunch sellerat midday, who is then replaced by a vendor of herbal remedies, who leaves the space toa Chinese food seller at the end of the day. These kinds of arrangements demandagreements between the users, with the benefit being that several vendors with limitedservices can together maximize the use of a space. 
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(3) ERA,'alegal Norms for Trade 

Where vendors operate from fixed locations on the public thoroughfare, the ILD has 
observed that an extralegal system of ordering and regulating the activities comes into 
play. The vendor develops a special relationship to the space he occupies in that the 
space remains the same and the vendor may exercise certain rights over it. The ILD 
calls this informal right the "special right of ownership." (More detail is provided on this 
extralegal norm in Module Three). 

Under this extralegal norm, vendors establish a claim to a fixed location from which to 
sell their goods, defend this space against incursions from other vendors, and sell the 
rights to the location when they no longer need it. 

However, this is a transitory and extralegal right, and the vendor is subject to eviction 
at any time, thus ruling out any long-term investment in the site. As a result, street 
vendors tend to continue selling from barrows, rather than from stalls built with proper 
building materials and equipped with water, electricity, refrigeration, storage, or other 
facilities which could permit the supply of a steady volume of goods. 

Despite the lack of legal property rights, vendors are able to sell their special right of 
ownership, i.e. the right to exploit a pitch, at a price reflecting the location's value to the 
vendor and his customers. An ILD survey of vendor sites in 1985 found that the average 
price for a square meter of special right of ownership over the public thoroughfare was 
$164. An average pitch of 4.3 square meters sells for an average of $705, although in 
some v'cinities they may go as high as $1,000 for three square meters. 

Vendors also seek to obtain additional recognition of their special rights of ownership 
with the authorities, by paying what is known as an "occupancy tax", or "sisa." This tax 
is in effect a permit to trade on public thoroughfares within the municipality, although 
it confers no specific rights on the site itself. Nonetheless vendors pay the tax, and are 
eager to show the receipts for it, as they see it as a recognition of their rights, a 
situation which has apparently been accepted by residents and the authorities. 

It is interesting to note that street vendors pay more for their occupancy tax than formal 
merchants. In 1985, a survey in one district of Lima found that while street vendors 
paid between $1.42 and $4.26 per square meter for their space or between 98 and 495 
percent more than formally established merchants who paid an average of 72 cents for 
the same amount of space. 

In fact, the ILD found that occupancy taxes paid by informals are a main source of 
income for municipal governments. In aggregate terms, income from occupancy taxes paid 
by street vendors in 1984 came to 70 percent more than income levied from formal 
traders for municipal operating permits, and to 29 percent of the total amount levied in 
property taxes from traders, industrialist, financiers and property owners. The occupancy 
tax, therefore, is the preferred means of consolidating special rights of ownership because 
it benefits both the street vendors and the municipal authorities. The vendors pay it 
because it gives them a measure of stability and security, and the authorities levy it 
because they obtain more income per square meter that they would if the same vendors 
were formally established. 
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(4) Self-Defense Urganizations 

As the vendors develop pitches which increase in value, they also seek to increase theirsecurity, which is not guaranteed by the special rights of ownership. They will oftenform democratic self-defens2 organizations which seek to protect the site from furtherinvasions, from resistance by residents who are harmed by their activities, and fromrepression by the authorities. If necessary they are prepared to use force, but havedeveloped the ability to avoid conflict by negotiating. The organizations enforce thepayment of dues and adherence to set agreements regarding sales of pitches. In additionthese organizations also try to maintain order and promote cleanliness at their sites, evensettling disputes among members or organizing shifts for individual pitches. Many willmake contacts with politicians in an attempt gain further support from the authorities. 

These organizations exist at two levels, the trade union or associative level, and thefederative level. The first is small-scale, usually consisting of vendors on one block or inone neighborhood, generally a democratic body calling itself an association or trade union.Since the aim of these groups is to defend their territory and define the special rights ofownership, the existence and strength of such groups is usually proportional to theamount of harassment faced at a particular site, and they tend to exist only when they
have a function tc fulfill. 

At the federative level, the organization will cover more than one neighborhood, groupinga number of trade unions or associations under one umbrella. However, like its smallercomponents, this group basically responds to attacks or invitations from the stateauthorities and does not have ai independent institutional life. 

b. Informal Mvarkets 

The other major form of informal trade is that conducted by former street vendors who 
have decided to leave the streets. 

(1) Markets & Fairgrounds 

The ILD found that of the 274 informal markets in Lima, 63 percent were built by streetvendors themselves, and 28 percent by formal businesses under contract to informals orfor sale to them. Generally speaking, these markets are built away from the publicthoroughfare, with proper building materials, cold stores, warehouses, individual stalls
and sanitation. 

The state has tried to provide markets as well, but has only constructed one market forevery twelve built by informals in the last 20 years. Municipal governments also triedto relocate street vendors away from the thoroughfare, by developing fairgrounds in 1981.However the fairgrounds consist of simple stalls built with wood and rush mats, and donot compare to the fully equipped buildings constructed by the informals. In addition,the .restrictions on the use and transfer of the stalls have further discouraged vendorsfrom using them. As a result, while almost 39,000 former street vendors operate ininformal markets, only 7,150 vendors can be found on the fairgrounds. 

15
 



(2) Promotional Organizat'.:'s 

In order to provide the funds to build such informal markets, a number of promotional 
organizations have sprung up. Groups of block or neighborhood organizations will form 
an association or cooperative to build the market. These associations have a much more 
clearly defined financial and managerial role than those of the self-defense organizations, 
their membership is larger, and they maintain a democratic structure. 

The promotional organizations are devoted to promoting the building of the market, and 
do not interfere with the trading of individual members. Often these groups constitute 
themselves as a cooperative, which allows them certain special treatment by the 
government.
 

The chief difficulties faced in building a market are acquiring the land rights, and 
furnishing the necessary credit. In the first case, informal markets located within the 
traditional city have no major problems, because the land already has services. However 
for markets built in informal settlements, vendors obtain only expe& itive property rights, 
equivalent to those of other residents in the same area, thus they face many of the same 
uncertainties regarding their ultimate right to develop a certain piece of property. 

The greater problem facing those who wish to build a market is credit. Uncertainties 
about the title decrease the land's collateral value, while the rigidity and inaccessibility 
of capital markets increase the costs of credit further. As a result, many associations can 
only build with what the individual vendors have to contribute, which makes for a slow 
process which can be halted for lack of money. Often the organizations have difficulty 
making vendors pay their share. With cooperatives, management and administration 
roles are not affected by size of contribution, thus there is no incentive to make larger 
contributions to gain further recognition or say in the project. In fact, compliance with 
legal requirements for building markets has proved the biggest obstacle to vendors' access 
to formal trade. 

D. TRANSPORT 

Public transport is perhaps tb area where informals have made the most visible impact 
in the marketplace. Not only do they provide transport to and from the country's 
growing informal settlements, but they provide much of the transport within the 
traditional city as well. According to studies made by the ILD in 1984, informals 
operated 91 percent of the 16,288 vehicles being used for mass transit, and 80 percent 
of the seating space. This fleet has a replacement value of $620 million, to which must 
be added $400 million invested in repair garages, spare parts, service stations and other 
infrastructure. When taxis are added, the informal presence in public transportation rises 
to 95 percent. 

1. Types of Transport 

There are two basic modes of public transport in Peru. The first is the "collectivo" or 
public taxi, usually a sedan with room for 5 passengers, or station wagons with room for 
8 or 9. The second is the bus, ranging from minibus holding 8-11 passengers up to those 
which seat more than 80. The basic difference between the two modes is size of vehicles 
and scale of operation, not one of quality. 
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As with informal trade, these modes are not rigid compartme.' -, but are stages in aprocess. Many informal transport operators who started with public taxis have gradually
acquired minibuses. 

2. Invasion 

As with housing and trade, the chief method of establishing routes is done by invasion.Informal transport operators make economican calculation to determine which routeshave a potential demand, by examining the technical characteristics of the routes and thepreferences of the potential users. The transporter also has to consider third parties who may be affected by the route, including other operators who may try to take over thesame route, the authorities, and the citizens of communities through which the transportservice may pass. Often transporters try to line up support from a government official,and will obtain hundreds of signatures from potential users, to defend their interest oncethe route has been invaded. This method is used both for exploiting new routes and for
extending previous routes. 

Transporters, like other informals, seek ways to assure the continuing and exclusive rightto a route once they have invaded it. These operators negotiate with the state forrecognition in the form of a concession, and then defend this concession againstencroachment by other operators. Thus informal transporters have developed anextralegal relationship with the route which the ILD calls the "right to appropriateroutes." (More detail on this extralegal norm can be found in Module Three). 

Transporters have set up a variety of systems to ensure the inalienable right to exploita route. These systems, organized by committees of transporters which operate a route,govern an individual operator's right to sell his share in the route, and determine towhom such a share may be transferred. 

3. Informal Transporters' Organization 

As routes and rights to them increase in value, the informal operators' incentive toorganize, negotiate and deal with legal institutions increases. These groupings occur attwo levels, committees of informal transport operators operating the same route, anddifferent committees grouped together into unions, and later, federations. 

The committees perform a number of tasks, including operating the route in an orderlymanner, negotiating with authorities, and providing enough vehicles on a certain routeto keep out invaders. These tiroups may also organize communal funds to provideinsurance coverage, or limited ;orms of credit for members. 

Unions and federations deal with larger issues related to state imposition of controls onthe transport sector, most notably fare controls. These unions ally themselves withpolitical organizations, in order to increase their leverage over the central government,although their alliances hPve more to do with effectiveness than with ideology. Onnumerous occasions in the past 20 years, these federations, through strikes and otheractions, managed to win temporary cancellation of tax debts, exemption from certaintaxeF the right to import tax-free spare parts, and have successfully lobbied to decrease
penalties levied on transporters for traffic violators. 
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E. NLUFACTURNG 

Informal industry was the most difficult sector to quantify, because it operates"underground." Nonetheless, using its methodology, the ILD has determined that 
informals are working in areas ranging from mining equipment, bicycles and furniture, 
to shoes, textiles, preserved meat and fruits. 

Because of the clandestine nature of informal manufacturing, the ILD used indirect 
methods to determine the magnitude of activity. Using statistics from INE, the National 
Institute of Statistics, the ILD found a discrepancy in the ratio of inputs, particularly 
cotton and leather, to outputs ia official figures on the manufacturing sector. This was 
determined to be a result of those informal manufacturers whose inputs were bought in 
the formal market but who produced and sold on the informal market. Using an 
estimation of 1-4 workers as the average size of an informal manufacturing enterprise,
and the projected production figures for the "missing" outputs, the ILD was able to 
calculate what portion of manufacturing is done by the informal sector. 

The IL]) estimated that informal manufacturing accounts for 60 percent of the production 
of garments and furniture, and 35 percent of shoe production. In all, informal industries 
make up 52 percent of industrial establishments, employ 34.2 percent of industrial 
workers and generate 15 percent cf the value added in the whole sector. 

The chief characteristic of informal manufacturing is the small size of the workshops. In 
order to avoid detection, business owners are obliged to keep operations small or to 
disperse units of production in several smaller workshops. The inability to procure credit 
and the fear of seizure of equipment limit the possibilities for growth. As such, it is 
virtually impossible to find an informal industry of any great size, or one that uses more 
than the simplest technology or production methods. 

IV. SIMULATIONS TO DETERMINE LEGAL CONSTRAINTS 

One of the ILD's key research methods of determining the legal and administrative 
constraints that face private entrepreneurs and the costs entailed is the use of 
simulations. 

A. BUSINESS REGISTRATION 

1. The Costs of Access to Industry (289 Days) 

In the summer of 1983, a team of ILD researchers conducted the ILD's first simulation, 
designed to see how long it takes to set up a legally registered business. One lawyer and 
four assistants set out to establish a small garment factory on the outskirts of Lima, in 
compliance with all the bureaucratic procedures required for legally establishing a 
business. 

The team simulated the creation of a business with a single proprietor, without 
incorporating the enterprise, which would have been a more complicated procedure. The 
ILD rented space for the factory, installed sewing and knitting machines and other 
implements, and then sent the four assistants, with a stop watch, to each office in the 
state bureaucracy necessary to register the workshop. The simulation was set up as if 
the researchers came into the city each day from the informal settlement of El Salvador, 
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to visit the different administrative centers where the procedures were carried out. Theteam went from office to office, took detailed notes, timed the procedures, and gatheredall the required documents. 

The team decided to handle all the necessary red tape without relying on go-betweens,and if possible, without paying bribes. During the simulation, team members were askedfor bribes ten times, even though they had complied with all the necessary legalrequirements. In situationstwo they were obliged to pay the bribes to continue theexercise, while in the other eight they were able avoid paying, albeit with great difficulty. 
The results of the simulation showed that the average person interested in setting up asmall industry must spend 289 days on bureaucratic procedures to fulfill elevenrequirements for setting up a small industry (See Figure 1). The ILD also calculatedthe cost of complying with the bureaucracy. The end cost, including the two bribes, 11permits, and the ten-month loss in income while waiting for approval, came to $1,231, orthirty-two times Peru's monthly minimum wage. 

For a comparison, the ILD sent a researcher to Tampa, Florida to set up a similaroperation, where the entire process took 3-1/2 hours. A third test was conducted in NewYork, where the operation took four hours. 

2. The Costs of Access to Trade 

The ILD chose to look at +he cost of access to formal trade, given the large numbers ofPeruvians who trade informally on the street or in markets. In this area the ILDstudied two possibilities: opening a store and building a market or shopping center. Inthe first case, researchers used the same method that had been followed with the sewingestablishment. Under the second simulation the ILD researched existing legislation andexamined actual markets or shopping centers built by street vendors. 

a. Store (43 days) 
The researchers chose the neighborhood of San Juan de Miraflores, a new, prosperouscommercial area, to set up their store. The simulation was conducted in the same wayas for the sewing industry, i.e., complying with all requirements, using no go-betweens,paying no bribes. The simulation showed that to open a small store a Peruvianentrepreneur must comply with bureaucratic procedures involving three differentgovernment departments, in a process that takes 43 days and costs $590.56, or 15 timesthe monthly minimum wage at the time of the study. 

b. Market (17 years) 
To look at the costs of building a market, the ILD studied five cases in which vendorshad organized *" build their own markets, in a sample covering the city's maincommercial areas. The excric showed that it took an average of 17 years from theformation of a minimarket until the full market comes into operation. Deducting theamount of time it takes for vendors to organize themselves, the waiting period is at least14-1,2 years to have a fully operating market. 
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Figure 1: Procedures tc, Set Up a Formal Industry 
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3. The Costs of Access to Transport 

In the case of transport, the issue of costs of access is much simpler than in the other 
sectors, because there simply is no legal access to this activity. No group of transporters
has the right to establish itself and request a route, only the state has the power to 
award rights to routes and to decide which routes need new or extended transport
services. Only if authorized transport operators are unable to offer their services can the 
authorities grant new operating rights to third parties. 

To determine the costs of access in this sector, the ILD interviewed Ministry of Transport
and Communications officials to learn what a hypothetical procedure for gaining access 
to transport activities might entail. There were two possibilities, both leading in theory 
to the granting of a right to a route. 

First, a group of people might decide to form a committee informally and request a 
minibus concession. This hypothetical procedure would take approximately 26 months,
involving 4 major bureaucratic steps. Second, a group of people might decide to 
incorporate themselves formally and request a bus route concession. This hypothetical
procedure would take 27 months and would entail five major burep cratic steps. 

B. LAND ADJUDICATION AND DEVELOPMENT FOR HOUSING 

The ILD also chose to look at the costs of access to housing. Here it was not possible
to use a simple simulation because it would have been necessary to set up an association 
or cooperative, and commit hundreds of people to the activity for long period of time.a 

Instead the ILD used indirect sources, by examining the laws, and by examining actual 
administrative cases. By examining the laws, the researchers determined the 
characteristics of the various procedures; and by studying actual cases, they determined 
the average duration of the procedures. The ILD chose to look at the only three cases 
where requests for land had actually been settled by the government since 1981, when 
a law regarding settlement of such claims was enacted. Interestingly enough, during the 
time the government had settled those three claims, hundreds of illegal invasions of land
 
by groups of informals had taken place.
 

The ILD determined that if a group of families wishes to legally acquire urban land for 
housing, they must request adjudication of a piece of state wasteland, present a plan for 
developing the land, and receive a building permit and certification that the buildings
conform to the approved plans. Based on the ILD's calculations, the entire process takes 
an average of 83 months, or six years and 11 months, if all the established requirements 
are met. 

1. Request for Adjudication (43 months) 

If a Peruvian citizen cannot afford to buy an urbanizd lot and wishes to acquire legal
ownership of his land and home, he or she must request adjudication of the land. 
According to the ILD's calculations, this procedure takes 43 months (three years and 
seven months) and involves up to six different state departments, including the 
presidency of the Republic. In all, 48 government offices are involved and 207 
bureaucratic steps must be followed, each of which takes about one working week. 
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In addition, those who acquire state land through this procedure acquire a defective title, 
in that they are not allowed to sell or encumber the land without permission from the 
provincial government. 

Based on the amount of time, information and resources needed to carry out this process, 
the ILD calculated that for a hypothetical housing association with 244 members, the 
total cost of the adjudication procedure would be $526,019. Each member would have to 
pay $2,156, or four years and eight months of salary at the minimum wage level, to 
legally acquire land for housing. 

2. Approval for Land Development (28 months) 

Once land has been acquired, it must be developed, including the provision of public 
utilities. This process has strict guidelines regarding zoning regulations, minimum 
quality standards and maximum permissible density for basic services, all of which must 
be taken into account when preparing a development plan for the land. The process 
involves three different stages, all of which must be coordinated with the Lima City 
Council: approval of preliminary studies for a project, approval of the project and 
execution of the project, including inspection of the work done. The ILD found that it 
takes an average of 28 months to complete this process. 

3. Building Permits (12 months) 

Once the land has been acquired and developed, building permits must be obtained prior 
to construction. Once the construction is complete, certification that the construction 
conforms to earlier plans is required. The ILD found that it takes about 12 months to 
obtain these two documents from the City Council. 

From all the simulations run in different sectors, the ILD found the costs of access to 
formality to be the most disproportionate in the case of housing-a total of 83 months 
is required to obtain land and build a house. In effect, the bureaucracy makes the access 
to formality so expensive that for people of simple means the only possible course is 
informal urbanization. 

V. CONCLUSIONS FROM THE ILD'S RESEARCH 

"[The ILD] discovered that informality is not the best of all possible 
worlds, that it involves tremendous costs, that people try to offset these 
costs in all kinds of novel but inadequate ways, that lawbreaking is not, 
on the balance, desireable, and that the apparent chaos, waste of 
resources, invasions, and everyday courage are the informals' desperate 
and enterprising attempts to build an alternative system to !he one that 
has denied them its protection." 

Hernando de Soto, The Other Path 
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A. INEFFICIENT LEGAL, POLITICAL AND ADMINISTRATIVE 
INSTITUTIONS 

Nine years of research by the ILD have shown that the inefficiency of Peru's legal and
administrative institutions has much to do with why informals choose to become informal. 
The costs which are imposed by these institutions to enter the formal sector, and thecosts of remaining in it, are prohibitively high for most Peruvians, leading many of them 
to conduct their activities partially or wholly in the informal sector. 

The lack of public participation in rulemaking and of government accountability to the
publi2, >ading to a lack of adequate legal mechanisms and overabundance of bureaucratic 
red tape, has served to block economic growth, and to drive entrepreneurial activity intothe informal sector, and has led even formal established businesses to seek advancement 
by extralegal means. As a result, the country's legal and administrative institutions
have lost their social relevance. In addition, public disenchantment and
disenfranchisement, coupled with the country's economic problems, have led some
Peruvians to embrace radical or violent means to oppose the central government. 

B. INSTITUTIONS AND THEIR RELATION TO TRANSACTION COSTS 

Implicit in the ILD's analysis of economic activity is the role of rules and institutions in 
determining transaction costs in a developing country. 

Transaction costs (sometimes known as the "cost of doing business") are those costs
resulting from efforts to negotiate and implement agreements required for the exchange
of goods and services and the combination of human and material resources needed to
produce them. Transaction costs art! caused by the degree of complexity of the
transaction, by the difficulty of obtaining cooperation from others to reach a common goal,
and by the costs and quality of services provided by the state in order to facilitate the 
negotiation and implementation of agreements. 

These costs must be added to production costs to determine the true total cost of
undertaking a certain activity. Traditional economic models have assumed that the costs
of an exchange are zero, or include only visible transaction costs, such as tariffs, quotas
and freight charges. However, a number of economists (e.g. Douglass North, Ronald 
Coase), have argued that transaction costs are actually a major part of the cost of
operation of a business or an economy (up to 45 percent of U.S. GNP in 1970). Whereproperty rights (e.g., the right to use, to derive income from or to exclude others) are
poorly defined, or poorly enforced, transactions involving the property become more 
expensive. 

Building on this theory, the ILD has pioneered the use of empirical research to measure
those transaction costs which result from legal and administrative constraints posed by
institutions. The results of the ILD's research have shown that those institutions, and
their shortcomings, impose heavy transaction costs on both the formal and informal 
sector. 
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C. THE COSTS OF FORMALITY AND INFORMALITY 

The ILD's conclusions, as presented in The Other Path, show that law plays a major role 
in determining the efficiency of the economic activities it is intended to regulate. Where 
legal and administrative institutions facilitate an efficient exchange of goods and services, 
transaction costs are low and economic growth is possible. To be facilitative, institutions 
must have affordable (in terms of time and money) regulations, clearly defined rights, and 
offer adequate protection of those rights. Where, through lack of the above, institutions 
impede efficient exchanges, transaction costs are high and growth potential is diminished. 
Thus the ILD refers to "good laws" and "bad laws": a law is "good" if it guarantees and 
promotes economic efficiency and "bad" if it impedes or disrupts it. The unnecessary 
costs of informality and of formality all stem from the existence of bad law; or from the 
absence of good law. 

1. The Costs of Formality 

In a formal economic activity, people evaluate their relationship with that activity at two 
moments in time-when they enter it and when they decide to remain in it. To define 
these two moments, the ILD coined two corresponding concepts, "the cost of access" to the 
activity and "the cost of remaining" in it. These two concepts are used to examine all the 
requirements a citizen must meet in order to engage in a specific economic activity, and 
later, all the requirements necessary to preserve that legality. 

The ILD determined the costs of access to the formal sector through the simulations 
described above, i.e., by examining all the requirements necessary to legally engage in an 
economic activity, and by determining the costs in time and money to attain fully legal 
status. As has been demonstrated, the ILD found thtit the costs of access to the formal 
sector are prohibitively high for many Peruvians. 

The costs of remaining formal are those costs incurred by established businesses 
which, in order to stay legal, must comply with a multitude of legal restrictions and 
regulations. This refers to costs directly imposed by the law-taxes, compliance withl 
bureaucratic procedures, obligations to administer personnel in a certain way, Pid 
payment of higher rates for public utilities, as well as indirect costs imposed by legal 
institutions as a whole. These indirect costs include the instability of the legal system, 
insecurity of property rights, and the inefficiency of the judiciary in settling disputes or 
collecting debts. 

Example: The Costs of Remaining Formal 

The ILD conducted a survey of 50 small formal industrial firms, to 
determine the direct costs incurred by the firms in complying with the 
law. The researchers found that remaining formal costs a firm on an 
average 347.7 percent of its after tax profits and 11.3 percent of its 
production costs. For every $100 that a small industrial firm must pay 
in order to remain legal, $22 goes to taxes, $5 to utilities, and $73 to 
legal costs. These legal costs are the time and money necessary to 
comply with bureaucratic procedures. In another survey of 37 legally 
established companies, the ILD found that companies spent 
approximately 40 percent of all their administrative employees' working 
hours complying with bureaucratic procedures. 
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As has been demonstrated above, the costs of access are so high that many Peruvians aresimply unable to establish their activity in the formal sector. Likewise, many of thosewho are already in the formal sector find it difficult to meet the legal requirements toremain legitimate, and ultimately move their activities, partially or completely, to theinformal sector. This move is made "easier" by the fact that the formal sector, with its
inadequate institutions, provides few benefits to its members to outweigh the costs it 
imposes. 

2. The Costs of Informality 

Although, the costs of access to or remaining in a formal activity can be extensive, thecosts of informality are high as well. As was seen in the sections on housing, trade, andtransport, informals have had to establish an extralegal system to make up for what they
have lost by being outside of or in defiance of the law. However, this extralegal systemcannot totally compensate for the absence of an effective state-maintained legalframework. Informals' illegality also imposes certain costs. 

a. The Costs of the Absence of Good (Facilitative) Law 

Because informals suffer from the absence of a legal system that guarantees andpromotes their economic efficiency, their transaction costs are high and their courses of
action limited due to the climate of uncertainty that exists in the informal sector. 

The most significant cost of the absence of good laws is the lack of secure, reliableproperty rights. Based on its studies of the informal sector, the ILD reached three
conclusions regarding the lack of property rights. First, informals' incentives to invest aregreatly reduced as long as their rights to land, housing and equipment are notenforceable. Secondly, informals cannot transfer their property easily, using it for morevaluable purposes or as collateral. Thus productivity is limited as a result of informals'
inability to mobilize their property as a factor of production. Thirdly, informals incur
substantial costs in defending their possessions and satisfying the need for public propertyby establishing and operating community organizations. These organizations demand alarge investment of time and other resources, yet are unable to force delinquent members 
to contribute to their operating costs. 

Because their activities are extralegal, informals also suffer from an inability to use the
formal contract system. Most of the contracts organizing and transferring propertyrights are not defensible in the formal legal system. The exceptional difficulties inenforcing contracts mean informals are discouraged from entering into long-term
commitments, or from investing in jointly-owned equipment. 

b. The Costs of Illegality 

The most common costs of illegality are the costs of avoiding penalties, the high cost ofcredit, the effects of inflation, and the consequences of evading taxes and labor laws.
These costs demonstrate that the apparent benefits of evading the law do not yield
greater returns than legal business does. 
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The costs of avoiding penalties--Informal businesses devote a tremendous 
amount of effort to avoiding detection and punishment by the authorities. 
Informals constantly run the risk of being penalized for not having obtained 
permits, paid taxes, or applied for authorizations required by law. The ILD found 
through interviews that this was a major concern of informal business owners. 

In order to avoid detection, informals must rely on a variety of strategies.
Informal businesses, particularly informal industries, will: 

Disperse employees among a number of smaller and less visible workplaces.
The need to keep the business small or spread out also prevents businesses 
from achieving more efficient scales of production. 

Not advertise their goods or services. This lack of advertising can inhibit the 
growth of business, as the owner is forced to rely on word of mouth or 
reputation. (The U.S. Small Business Administration estimates that two
thirds of all customers in the United States are brought in by signs displayed
outside shops or factories. 

Not enter legally established markets that are barred to them, e.g. stock 
markets and trade fairs. This also prevents them from benefitting from the 
use of shares, letters of credit, etc. 

Bribe government officials. While formal small businesses said they paid no 
more than one percent of their gross income for bribes and commissions, 
informal businesses spend between 10 and 15 percent of their gross income 
in order to avoid penalties. Given the large percentage of businesses working
in the informal sector, this systematic corruption represents not only a large 
expense for many small businesses, but also undermines the principle of 
authority in the country as a whole. 

" 	 Higher cost of credit-Informals pay higher rates for credit than formals, 
because usually they are unable to obtain credit from banks and other sources of 
formal credit. Interest rates on the informal market in June 1985 were as much 
as 22 percent a month in Lima, compared to the maximum of 4.9 percent set by
formal banks. Informals usually get their money through intermediaries who have 
access to formal credit and then turn around and offer it higher rates to informals. 

" 	 More greatly effected by inflation-Because informals generally tend to keep 
more cash in hand than formals, informals also bear the cost of inflation, as those 
who keep their money in cash are hurt the most by rising prices and declining
purchasing power. 

* 	 The costs of evading taxes and labor laws-a final major difference between 
formals and informals is that the latter generally do not pay direct taxes or comply
with labor laws. Informals generally pay lower wages than the official minimum,
which assures them a ready supply of unskilled workers, however it prevents them 
from using anything but methods with low technology and p.oductivity. 
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In summary, the ILD's work in definung, observing and measuring the costs of complying
with the law, or the costs derived from the lack of a law, has led the Institute to the
conclusion that a system which drives people towards the informal sector imposes great
costs not only on those in the informal sector, but also on the formal sector and on 
society as a whole. 

D. NATIONAL ECONOMIC CONSEQUENCES 

Examining the economic consequences of the combined costs of formality and informality
leads to the following observations about the effects of a legal and institutional framework 
that encourages such a division in the economy. 

Declining productivity-Generally speaking, the lack of good institutions and 
facilitative law, and a quagmire of excessive government regulations result in a 
waste of resources, both in terms of formal and informal activities. Formal 
businesses must devote considerable time to complying with regulations, while 
informal establishments face high costs in avoiding detection. In addition the 
many restrictions affect the flexibility of decision-making and cause resources to 
be used inefficiently. As a result, productivity declines. Two factors that have a 
crucial effect on productivity are level of investment and technical progress. 

Reduced investment-The ILD has concluded that there is a lower level of 
investment in Peru's economy than if the legal system functioned efficiently.
Informal businesses use more labor-intensive technology, which significantly
reduces capital investment, particularly since business overall in the country
is moving towards informality. Second, in view of the difficulties which 
informals face in enforcing contracts, and the high rate of return which 
financiers request of informal investors, there is little long-term investment 
in production. 

Limited technological progress-The existence of informal activities 
undermines technological progress for several reasons, including the small size 
of the businesses, their lower level of interaction in production, and their 
inability to protect technical innovation. Fear of detection, the absence of 
property rights, and the difficulty of enforcing contracts all lead to the small 
size of businesses, with a resulting loss in innovative, productive activity. 

* 	 Inefficient tax system-The current tax system is structured so that the main 
burden rests on those who are still operating formally, primarily those small to
medium-sized firms which do not benefit from the tax exemptions accorded major
corporations. Meanwhile, the state squanders vast resources on detecting evasion,
and unnecessary distortions occur throughout the economy. As the government
increases taxes to increase revenue, it has the effect of increasing informality, and 
discouraging those businesses which stay in te formal sector from expanding their 
activities. 

* 	 Increased utility rates-The same phenomenon occurs with public utility rates. 
Informals who tap the water and electricity supplies illegally drive up rates for 
formal activities which use the utilities. 
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Difficulties in forming macroecono'-'c policy-The government makes 
macroeconomic decisions-relating to the size of the deficit or the rate of growth
of the money supply-based on their measurements of the performance of the 
economy. Although policy makers are aware of the informal sector, its size and 
growth are difficult to measure or predict, thus introducing a greater element of 
uncertainty or speculation about the economy in the design of macroeconomic 
policies. 

E. 	 THE PARALLELS WITH MERCANTILISM 

The ILD research indicates that Latin American law discourages entrepreneurship and 
does rot allow for popular participation in government. There is a parallel between 
modern-day Latin America and European mercantilism of the 15th to 19th centuries. 
Mercantilist states in Europe, like Peru today, granted privileges to favored producers and 
consumers by means of regulations, subsidies, taxes, and licenses. In Europe this 
mercantilism decayed, or was violently overthrown to be replaced, eventually, by the 
modern democracies of the West or the communist regimes of the East. 

Mercantilism centralizes economic and political decision-making in a small elite. In Latin 
America today, whether their ideology is of the left or right, civilian or military, the elites 
rule in the same way, through closed, special interest legislating. 

Some of the areas where parallels can be drawn between European mercantilism and 
Peru are: 

* Access to enterprise is reserved for the chosen few, those with political or 
other connections to those in power. 

" Excessive legal regulation, intended to limit competition with certain 
monopolies or privileged industries. 

* 	 The growth of public and private bureaucracies, which see their raison d'etre 
as the redistribution of wealth according to their own interests, rather than 
encouraging an open competitive market economy. 

" 	 Powerful businessmen in Europe, as in Peru today, organized themselves into 
redistributive combines which created a pseudo-bureaucracy of lawyers, 
accountants and other "public relation" functionaries to petition government
in their interest. One type of combine was made up of guilds--associations 
of producers which today might be regarded as cartels. Their aim was to 
secure favorable legislation for themselves while limiting access of newcomers 
to the marketplace. 

VI. NEW PROGRAMS OF ECONOMIC RESEARCH 

Building on its existing work, the ILD is currently conducting economic research in two 
new piiority areas; capital markets and foreign trade. The interest in these two areas 
has g,.own out of the implementation of the ILD's institutional reform efforts: the Popular
Mortgage and Administrative Simplification programs. (These programs are described in 
detail in Module Three). 
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A. Capital Markets 

Existing government intervention in the capital market, through interest regulations and
direct state control of the supply of credit, distorts the functioning of the market,
preventing the efficient flow of resources toward the best incentives. The ILD is
currently examining the excessive transaction costs induced by credit market regulation,
through analysis on the cost of access to credit within the formal and informal capital
markets. 

The study is being carried out through surveys and interviews with formal and informal 
entrepreneurs, bankers and other important actors in the credit market, and includes the 
following areas of researcL: 

In the formal capital marke:- description of the structure and size of the
formal credit markets; identification of legal rules which regulate access to credit;
description of steps with which citizens must comply to legally obtain credit; field
studies to estimate the economic costs of complying with the identified regulations,
including the costs of filling out forms, bribes, and opportunity cost of time wasted;
and estimation of the legal and institutional costs as a percentage of the amount 
borrowed, in order to compare it with official interest. 

In the informal capital market: the structure and size of the informal capital
market, mechanisms by which money is lent; and conditions for lending (interest
rates, payback periods and guarantees required); and estimation of transaction 
costs in the informal credit markets, as a percentage of official rates. 

The results of the study will be used to determine potential administrative reforms that
would increase informals' access to the formal credit market. In particular, results of the
study will be used to design institutional reforms which could address the increased
demand for credit among informals who have benefitted from the Popular Mortgage 
program. 

Under this ILD-initiated effort, informals will be allowed to register their property in an
official Registry of Possession, obtain a Popular Mortgage, and apply for Credit Insurance.
As informals complete this process, the demand for credit within the informal sector is 
expected to increase by 75 percent. 

B. Foreign Trade 

The ILD also plans to conduct a study of foreign trade, using a similar methodology to 
measure the costs of legal and institutional constraints placed on people involved in
import and export activities. Particular emphasis will be placed on determining those
regulations or procedures which could be modified or eliminated under terms of the new
Administrative Simplificatir, Program to facilitate foreign trade. This ILD-sponsored
institutional reform initiative seeks to eliminate unnecessary and costly bureaucracy, and 
to ensure public participation in the rulemaking process. The ILD also will examine
carefully the role of the Institute for Foreign Trade (ICE - Instituto del Comercio Externo)
which has been severely criticized by exporters. 

29
 



GLOSSARY
 

Bad Law 

Collectivo 

Cost of Access 
(or Entry) 

Cost of 
Remaining Formal 

Cost of Formality 

Cost of Informality 

Delphi Method 

Empirical Method 

Excessive Cost 

Expectative 
Property Right 

In ILD terms, a law which impedes or disrupts economic 
efficiency, e.g. excessive bureaucratic procedures for registering 
a business, gaining title to land, etc. The opposite of "Good 
Law." 

Informal public taxi, usually a sedan or station wagon with 
room for up to eight or nine passengers. 

The cost in money and time for a citizen to meet all require 
ments necessary to obtain the right to legally engage in an 
economic activity, including the preparation of documents, 
payment of fees, acquisition of permits, etc. 

The cost in money and time for a citizen legally engaged in an 
economic activity to meet all requirements necessary to remain 
legal, including observance of regulations, payment of taxes or 
fees, etc. 

The cost in time and money for a citizen to meet all 
requirements to legally enter and remain engaged in an 
economic activity. 

The cost in time and money for a citizen to illegally enter and 
remain engaged in an economic activity in the informal sector. 
This includes costs incurred due to the absence of facilitative 
law, and to the hazards of illegality itself (e.g. penalties). 

Survey method which uses a panel of experts to interview and 
evaluate information given by key informants. These informants 
usually have special access to information sought, although they 
may not be experts on the subject. 

Research method that relies solely on experimentation, 
observation and experience, rather than on theory. 

The difference between the actual cost and the minimum cost 
required to reach a given objective. 

The provisional property right established by an invasion, 
which serves in lieu of ofticial property rights. This extralegal 
norm ii based on the informal settlers' assumption that they 
eventua.ly will be granted legal title to the land. 
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Extralegal Norms 

Facilitative Law 

Good Law 

Invasion 

Invasion contract 

Itinerants 

Long Frontier 

Mercantilism 

Monetary Method 

Occupancy Tax 
Iisa" 

A spontaneously generated body of rules commonly underst,d
and accepted by those affected, but which normally has no
bearing or standing in official legal circumstances. 

A more formal term for "good law" (see below), i.e., a law which 
guarantees and promotes economic efficiency 

In ILD terms, a law which guarantees and promotes economic 
efficiency, e.g., property rights, contracts, etc. Also related to
"Fa-Ilitative Law." The opposite of "Bad Law." 

A situation where informals illegally "invade" or occupy state or 
private land, for the purposes of building housing, claiming a
location for street vending, or controlling a route for transport.
These invasions can be "gradual"; or "violent", i.e. sudden,
unexpected, and ocrcsionally involving the use of force to defend 
a location once ic is occupied. 

Agreement reached by informal invaders regarding the 
establishment, demarcation and distribution of a settlement; and
the functions and responsibilities of the informal organization
which will provide leadership, maintain law and order and
defend its residents. An extralegal norm developed by
informals. 

Street vendors with no fixed locations, also known as"ambulantes" in Spanish. 

The gray zone that exists between the formal and informal 
sectors, where entrepreneurs may move from informal to formal 
activities, or vice versa, or operate in both sectors
 
simultaneously.
 

The economic doctrine prevalent in Europe with the decline of
 
feudalism in the fifteenth 
century and continuing through the

eighteenth century, that protected local industries through tariffs
 
on imports and the creation of monopolies; those parties with
 
access to power obtained important privileges. Parallels to

European mercantilism exist in current economic doctrines

practiced in Latin American countries and 
 elsewhere in the
 
Third World.
 

A macroeconomic method of analyzing economic activity through
examination of the amount of currency in circulation in the 
system relative to currency deposited in banks. 

A permit to trade on public thoroughfares, issued by municipal
governments. :nformal street vendors use these permits to 
strengthen their claim to fixed locations, although the permits
confer no specific rights to the site itself. 
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Right to An extralegal norm whereby informal transporters try to 
Appropriate Routes establi3h exclusive rights to operate along specific routes. 

Transport associations may buy and sell shares of a concession 
to individual drivers, and negotiate with the government to 
obtain de facto recognition of their concession. 

Special Right of 	 An extralegal norm developed by informal street vendors to 
Ownership 	 estabhi;h claim to their fixed locations, defend the space against 

incursion by others, and sell the rights to the space when they 
no longer need it. 

Transaction Costs 	 The costs arising from efforts to negotiate and implement 
agreements required for the exchange of goods end the 
combination of material and human goods needed to produce
them. Also referred to as "the cost of doing business." 
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MODULE THREE 

INSTITUTIONAL REFORM 

I. INTRODUCTION 

The ILD's research to date challenges the earlier beliefs that much of the poverty in LatinAmerica (and indeed throughout the developing world) stems from an incompatibility
between the local culture and successful private sector development characteristic ofWestern developed nations. The ILD's research and the success of its reform proposals
demonstrate the extent to which the informal sector represents an indigenous
entrepreneurial response to the problems of a legal and institutional system poorly
adapted to the needs of the people. 

The failure of private enterprise to produce growth in Latin America is not the result ofmarket economies which cannot function in that part of the world, but the result of legal
institutions that control private economic activity are mercantilistic and stifling. 

Mercantilism centralizes economic and political decision-making in a small elite. In much
of the developing world today, whether the ideology is of the right or of the left, civilian 
or military, the elite rules in the same way: through special-interest rulemaking that
does not respond to broad economic demands. 

In Europe during the last two centuries, both Western and Eastern systems moved away,
in different ways, from the unworkable contradictions of mercantilism. While the
transition from mercantilism to communism is well documented and easily understood, the 
same is not true of the transition to Western-style democracy, which remains uncharted. 

To chart the course, it is necessary to identify the needs and obstacles of the
entrepreneurial majority, the informals, and to provide the institutional reforms with
which they can identify and which will allow them to prosper. 

Building on the measurement of the scope of and constraints to economic activity
described in Module Two, the ILD has undertaken an analysis of possible institutional
reforms to achieve economic growth. This is a three-step process: first, to analyze the 
extent of the failure of the legal institutions in Peru to respond to the needs of theinformal majority (bad laws in Peru); second, to determine how the extralegal systemwhich the informals have created helps to offset that failure (extralegal norms in Peru)
and finally to examine the institutions created by other countries which successfully
confront problems similar to those found in Peru (laws from developed countries). The
general lessons learned over time from the ILD's analyses of each of these areas are 
described below. 

n. RULEMAKING 

A. LESSONS FROM BAD LAWS IN PERU 

Peru's legal institutions are clearly mercantilistic. The OtherPath describes the situation 
as follows: "popular access to private enterprise is difficult or impossible for the popular
classes, the legal system is excessive and obstructive, there are massive public and private 



bureaucracies, redistributive combines have a powerful influence on lawmaking, and the 
state intervenes in all areas of activity." 

The ILD recognizes that the mercantilist tradition was established by the colonial powers. 
The Other Path quotes Donald Dozer of the University of Florida on this subject: 

"Acceptance of the supreme and overriding power of the state ... 
is the inheritance of Latin America. The Roman law and its 
derivative, the Napoleonic Code, which form the basis for the legal 
system of Latin America, exalt the authority of the state. Despite 
the successful resistance of Latin Americans to Spain, Portugal 
and France in their wars of independence, the tradition of 
government absolutism and centralized authority of the state as 
the decisive factor in human life ...casts its long shadows over 
modern Latin America - not only as an idea but also as a basis 
for action." 

With its huge apparatus, the state has every means of controlling private enterprise and 
private property: it can expropriate private resources, has unrestricted rights over any 
property not assigned to private individuals, centrally controls import and export tariffs 
and licenses, currency exchange and prices and most savings and credit. It also controls 
allocation of subsidies and buying and selling by state monopolies. Successful businesses 
are forced to devote resources to infiltrating such an all-powerful bureaucracy in order to 
protect their interests. 

The IL) proposes to do away with the bad laws of mercantilism which seek to regulate 
every issue and to replace them with good, efficient laws which produce the desired 
effects, i.e. the development of a modern economy open to all sectors of the population. 

On inquiring into how "rules" are created in Peru, the ILD discovered that, to a great 
degree, they are dictated without any procedures to ensure oversight by or accountability 
to the electorate. There is no "rulemaking," no "comment and notice" periods, no public 
consultations through hearings, no cost-benefit analyses of the foreseeable consequences 
of the approved norm, and there is no way to make the state accountable for the norms 
once they have been enacted. 

From 1947 to 1985, the Executive Branch enacted yearly 99% of the Peruvian rules and 
regulations while Congress approved only 1%. Therefore, on the average, 99% of the 
27,400 rules and regulations issued annually were approved without the most minimum 
"rulemaking" procedures to ensure participation or oversight by either the elected officials 
or the citizenry. 

In Peru there is no system of checks and balances within government and no 
accountability. As a result, rules are made without any consideration for the costs 
imposed on the rest of society and respond to narrow political interests rather than 
broader social and economic concerns. 
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.'AePresident of Peru has extremely broad powers, including most legislative andregulatory functions. Congress can and does frequently delegate legislative powers to thePresident. The President can enact extraordinary economic and financial measures,provided he simply informs Congress. The President can fix tariffs, exchange rates andinterest rates and can control state purchases and works. Local governments have verylinited regulating authority. 

The judiciary, which should act as an independent check on the exercise of executive andlegislative power, in practice is subservient to the executive. Not only does the executiveappoint the judges, but it can dismiss them as well, as occurred recently when theSupreme Court, backing President Garcia's position, dismissed a judge who ruled against
the bank nationalization. 

The Tribunal for Constitutional Guarantees is another example of the lack of anindependent judiciary. While its function is to ensure that the government adheres to theConstitution, in practice it is toothless. While its members are technically appointed bythe Executive, Parliament and the Supreme Court, in practice they are appointed by theparty in power, since it controls all three branches. 

In order to move from a mercantilistic state to a modern democracy and market economysystem, monopolistic decision-making must be abolished. Modernization means not onlygetting rid of bad laws, but also creating the basic institutions through which laws aremade responsive to all on a continuing basis. 

B. LESSONS FROM EXTRALEGAL NORMS IN PERU 
The first part of The Othcr Path describes how informals, rather than surrender toanarchy, developed their own laws and institutions which the ILD terms the "system ofextralegal norms" to make up for the shortcomings of the official legal system. Thefollowing briefly summarizes the extralegal norms in the three subsectors examined in
The Other Path. 

1. Informal Housing 

An entire set of extralegal norms exists in informal settlements which regulate, to some
extent, social relations, offsetting the absence of legal protection and gradually winning
stability and for the acquiredsecurity property rights. These norms are voluntarily
adopted by the informals. 

When land is invaded, an "invasion contract" is established to govern the settlement andthe residents' organization. The contract includes provisions both for (1) establishing thesettlement, e.g., establishing the plans, distributing the land, taking the initial census ofthe invaders and for (2) assigning responsibilities within the informal organization, e.g.,mechanisms for electing the organization's leadership, for negotiating with the authorities,for allocating its budget, for maintaining law and order, for administering justice and even for mobilizing resistance. 

The execution of the invasion contract establishes a special type of right to the landwhich the ILD terms the "expectative property right." This right applies temporarilyuntil the government confers definite ownership on the members of the informalsettlement or until the popular organizations are able to defend it as well as the state. 
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The level of' investment in the buildings immediately demonstrates the level of security 
of the right. 

The settlement maintains a simple but accurate register of possession. When the 
authorities give final title to the settlers, they do so based on the information in this
register. Thus, in the end, the extralegal system manages to satisfy the expectation of 
ownership. 

The informal organizations are democratic with a well defined organizational structure,
including elected central leadership (executive body) and a general assembly (deliberative
body). The aim of the central organization is to protect and increase the value of the 
property acquired by negotiating with authorities, preserving law and order, registering
properties, administering justice and trying to provide services. There are settlers' dues 
to cover the costs of stipends for the organizations' leaders, public works, complying with 
bureaucratic procedures and a fund for bribing public officials. The organizations prepare
budgets which are submitted to the assembly for approval. 

While the extralegal norms provide some degree of structure and security for the informal 
settlements, the costs of the extralegal system are high: invaders must organize their 
invasion, risk eviction or relocation, put up with long periods of insecure occupation, live 
without benefit of basic services and waste a large portion of their resources because they
must be physically present on the land to ensure their rights. Also, the expectative right, 
even when solidly established, does not confer the same rights as legal ownership since 
selling the land or renting the buildings is prohibited by law. 

2. Informal Trade 

An extralegal system has been established by the Peruvian .-eet vendors to bring order 
to their informal activities. The vendor has a special relationship to the space he 
occupies in that the space remains the same and the vendor may exercise certain rights 
over it. However, it is not the same as a formal right since it governs a piece of street
which is open to public use. The ILD calls the informals right the "special right of 
ownership." This special right in fixed locations helps to increase the scale of the 
operation and enables vendors to specialize since, with more space, vendors may store 
goods. A fixed location also assists the vendor to establish a commercial reputation 
among buyers, suppliers and creditors that is difficult if he is itinerant. 

To obtain exclusive use of a location, the vendor must repeatedly occupy it. As more
vendors occupy the same general area, this exclusive use is reinforced by ties of proximity 
and shared interests. 

To better secure their special rights of ownership, street vendors seek additional means 
of recognition by the authorities, the most important of which is the payment of the"sisa," or an occupancy tax for their location, to the municipal authorities. Payment of 
this tax is generally accepted as indirect recognition of the vendors' rights to their 
location. 

The street vendors in economically valuable locations organize themselves in self-defense 
organizations to protect their sites from further invasgou, from resistance by residents 
harmed by their activities and from repression by the authorities. 
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There are many disadvantages to the extralegal norms for street vendors. Their special
right of ownership is even weaker than the expectative right of property in informal 
settlements since sidewalks and roadways must remain open to the public. The threat 
of eviction is always present, which rules out any long term investment to improve the 
location. The power to sell a location is also limited since there is limited security in 
selling a piece of public thoroughfare. 

3. Informal Transport 

In the informal transport sector, access to routes are obtained or modified through
invasions. While these invasions may be subsequently sanctioned by official recognition 
of the route, the rights to the route are initially obtained by invasion. 

The ILD has called the right to operate on a given itinerary the "right to appropriate
routes." This right is transitory and implies negotiation between informal transport 
operators and the state for recognitiun in the form of a concession. 

Informal transport operators tend to organize as routes increase in value. There are two 
levels: committees of informal operators operating the same route, and committees 
grouped together into unions. In informal transport, there is no contract prior to the 
invasion. However, with time, the operators of the same route will organize to ward off 
other invaders. Organizing helps improve service to clients, allows the operators to more 
effectively negotiate with the authorities and keeps out new invaders. 

The committees operate in a democratic fashion, electing leaders, setting up a fund for 
defense and determining the concerns of the majority of its members. It is an informal 
partnership agreement. The committee manages the routes and fare structure and also 
attempts to fund its own members' activities because most operators do not have access 
to formal credit. The more sophisticated committees also attempt to set up a mutual 
insurance fund for their members to cover accidents to their vehicles since most do not 
have access to formal insurance policies. Risks covered usually only include personal
injury or material damage sustained by members as a result of an accident, and not 
third-party liability. 

In negotiating with authorities, committees try to obtain legal recognition of their routes. 
At times, offers of political support are also extracted or made in exchange for speedy 
recognition of routes by authorities. 

In exchange for legal uccess to routes, authorities seek fare controls. When this occurs, 
informals request other concessions to make up for lost income through controlled fares. 
Larger organizations among the transport operators have been formed which represent
the informals in these negotiations. Through the actions of two influential federations in 
Lima, the transport operators have won a surprising set of privileges over the years,
including at times and among others, cancellation of their tax debts or exemption from 
payroll tax, social security contributions or vehicle taxes. In tariff matters, they have 
won on several occasions the right to import vehicles and spare parts completely tax free. 

The security and the exclusiveness of the right to appropriate routes increases over time. 
Sale of the right to a given route is made through one of two systems. In tne "free 
system," a committee member can sell his share in the right at will, without having to 
obtain prior authorization or being forced to offer it to another transport operator on the 
committee. The committee keeps a register of sale of routes. The second system is 
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restrictive and requires that the taember who sells observe an order of preference 
established in favor of transport operators belonging to the same committee. 

The above examples illustrate the democratic nature of and evident need for the 
extralegal norms adopted by the informals. They also dearly indicate the flawed nature 
of such norms, including the insecurity of property rights, the constant danger of eviction, 
the lack of incentive to invest and the difficulty or even inability to sell or rent the 
property. 

C. LESSONS FROM LAWS IN DEVELOPED COUNTRIES 

The ILD has undertaken comparative analysis between the systems of rulemaking in 
developed nations and those in Peru. To date, its research includes rulemaking in 
Switzerland, Germany, the United States and Japan. The ILD has identified the 
following types of "good law" in developed countries which support and encourage private 
initiative. 

1. Democratic Rulemaking 

Informality is the rcsult of rules that are out of touch with reality. These rules exist 
because mecba-isms for citizen participation in the rulemaking process are lacking. In 
developed countries, proposed laws or regulations must be pre-published for comment. 
Once the law has been approved, an open process of feedback provides input on the 
actual impact, allowing for adjustment to the law as required. This process depends upon 
transparency in govcrnment, public access to information and a free and competitive press 
to oversee government's activities and to report on impact to the people. Cost-benefit 
analysis draws attention to the perceived benefitb 3f the proposed law and to its costs. 
This analysis, when combined with public feedback, permits adequate adjustment of laws 
to the reality of a situation. 

In Switzerland, a system of "direct democracy" is practiced in which frequent public 
referenda are held on proposed regulations to determine the will of the people. 

The United States has a very strict system of regulatory analysis for measures which are 
considered to have significant economic impact. The U.S. also has provisions fo "sunset 
laws," i.e. those which remain in effect only for a given period of time, after which their 
application and impact must be rigorously reevaluated to determine if the laws should be 
retained or not. 

In Japan all rulemaking is a product of a high degree of consensus building among the 
people, the Diet and the Executive, with a major role in the process played by the local 
press. 

2. Deregulation and Decentralization 

Both of these meusures are concerned with the process of democratic rulemaking 
described above. Both serve to move decision-making from central authorities to local or 
regional governments and/or to private entities. (Another technique is administrative 
simplification, discussed below). 

To decentralize is to transfer authority to local governments. Not only does 
decentralization bring decision making closer to the people and provide opportunities for 
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feedback, but it enables development of compeft*4 on. In developed countries, differentlocal governments create different systems, for example "free zones," various types oftaxes and other incentives. Insufficient incentives may cause an investor to leave one 
area to relocate in another which provides more attractive incentives. 

In Switzerland, decentralization is a key characteristic of government. All matters notspecifically identified as being within the authority of the federal government are theresponsibility of the cantons or municipalities. Implementation of federal regulations is
also the responsibility of the cantons. 

Germany also has a strongly decentralized power structure, with each of its eleven states
responsible for the enforcement of federal legislation. 

Deregulation is the shifting of responsibility for economic decisions from government tocitizens and the private sector, in areas where this shift is deemed advisable. There are 
two types of deregulation: 

elimination of barriers to exchange, i.e., to eliminate inefficient regulations
that prevent competition either by restricting access to the market (licenses,regulations) or by needless distortion of contractual relationships (rent control,
job security and price controls) 

" privatization, i.e., to transfer the production of goods and services from thepublic sector to the private sector, through sale, contracting out or open
competition between state and private enterprises 

Deregulation is intended to promote competition and the.reby inure efficient operations inresponse to demand. It is not intended to substitute state control for control bymercantilist elites which would only perpetuate the inefficient operations of its
predecessor. 

3. Simplified Administrative Regulations 
Simplified administrative regulations, as practiced in most developed countries, are meansof eliminating long lines, excessive paperwork and red tape required by the governmentfor any transaction. An example of the difference in practices is the amount of timerequired in Peru to register a small sewing shop (289 days involving a team of fourpersons) and that required in Tampa, Florida for the same operation (3-1/2 hours). 

Simplified administrative procedures assume that citizens are telling the truth, thatcertain decision-making may be delegated to lower-level public servants, that randomaudits entailing stiff penalties in the event of infractions will ensure compliance with theregulations. Finally, a process of review and consultation with affected parties prior toand after adoption of the laws and regulations is needcd to gain their support forcompliance and their suggestions for improvement. 

For more information on Administrativc Simplification, see Section IILD below. 

4. Public Information 

In developed countries, laws exist which allow private citizens access to public
information which does not endanger national security. In the United States, 
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information is obtained under the Freedom of Informatior act. Information is also readily 
accessible in Germany and Japan. In Peru, the ILD has found that even 
Parliamentarians do not receive the information they request from the Executive within 
the legally stipulated period of 10 days. Without access to public information, citizens 
cannot hold the government responsible for its actions nor can they protect themselves 
from abuse. Further, given the degree of state involvement in the economy, it is difficult 
for businesses to plan without this information. 

5. Free Press 

In developed countries, the press plays a fundamental role in overseeing the exercise of 
power. To achieve this, the press must be free of ties to the state and the favors it can 
dispense. 

In Peru, privileges have been offered to owners of newspapers in return for absence of 
serious criticism. Further, not only do the media, especially radio and television, owe 
large sums of money to state-owned banks, but the state controls nearly all credit. The 
state is also the source of about 40% of all advertising in Peru and controls access to 
foreign exchange which is needed to import equipment and inputs. 

The press in the United States is a key element in ensuring independent reporting on 
public issues and in encouraging public debate on those issues. In Japan, the press, 
which has an office in each of the government ministries, is very effective in obtaining 
information from government officials on their decisions and actions. In fact, the 
government relies heavily on the press to keep it informed of national opinion in order 
to better build consensus. 

6. Checks and Balances 

To ensure an adequate balance of power, as exists in developed nations, a system of 
checks and balances among the Executive, Legislative and Judiciary branches is needed 
to guarantee the effective and independent oversight over each other and over the 
guarantee of citizens' rights. In Peru, d%,c to its design, the constitutional institutions 
and powers of the state are not well balanced. Public offices which are intended to 
defend the people are not independent of political control. Democratic structures within 
political parties are also necessary, along with transparency in the financing of all parties 
to avoid distribution of favors by the political parties once they are elected, based on 
clandestine financial support. 

7. Judicial System 

The judicial system should be independent and free from political pressure to function 
effectively. This necessitates strict application of criteria and guidelines for means and 
terms of appointment and remuneration of judges. 

In Peru, the judicial system suffers both from its administrative inefficiency and the way 
in which political press .tres affect both its rulings and their enforcement. Instead of 
acting as a check on the executive and the legislative branches as in developed nations, 
the judicial system in Peru is controlled by the executive which issues myriads of detailed 
rules and regulations to attempt to legislate all potential problems instead of depending 
on the judicial system to solve them as they arise based on legal interpretation. Finally, 
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in Peru, the judiciary is corrupt. Favorable decisions can be purchased l: those with the 

contacts and funds to do so. 

8. Public Defense 

In developed nations, systems of public defense for those who chose not to seek or cannotafford other means of defense are available to all. In Peru, when a system was institutedto defend the interests of citizens with complaints or problems, as is stipulated in theConstitution, the Public Ministry which assumed this function was heavily influenced bypolitical forces and ultimately abandoned the function. No public defense service isguaranteed by the government on an impartial basis. The ILD does provide free legalconsultations in certain instances. For more information, see Module Four, Section II.C. 

From its research into bad laws in Peru, into extralegal norms adopted by Peruvianinformals and into effective laws in the developed world, the ILD has determined that
legal institutions which protect and support private enterprise are critically important to 
economic growth. 

In The Other Path, the question is posed: 

"How many investments could people in the United States and Western
Europe have made without clearly d.fined and secure property rights, asystem of extracontractual civil liability, a system of justice whichprotected their property? How many innovations could they have made
without patents or royalties? How many assets, long term projects, and
incentives for investment would they have managed to create withoutenforceable contracts? How many risks would they have run withoutlimited liability systems and insurance policies? How much capitalwould they have accumulated without enforceable guarantees? How many resources would they have been able to pool without legally
recognized business organizations? How often would they have gonebankrupt and had to start over again if they had not been able to 
convert their debts into shares? How many business and private
i3titutions would have survived for generations without hereditary
succession? Would they have been able to industrialize without
economies of scale?" 

The above institutions are those which helped build the modern economies of thedeveloped world. To promote economic growth in Peru, the ILD is seeking means tocreate effective insttutions which will support and encourage private initiative. 

HI. INSTITUTIONAL REFORM PROGRAMS AT THE ILD 

A. PROCESS 

The ILD process for developing institutional reform proposals is depicted in Figure I on 
the following page. 
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FIGURE 1: INSTITUTIONAL REFORM PROCESS 
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As stated earlier, the ILD's process for developing institutional reform proposals is basedon empirical analysis of existing conditions in Peru. Once the deficiencies are identified,a three part institutional analysis is made. First, an analysis of the extent of the failureof the legal institutions in Peru to respond to the needs of the informal majority (badlaws in Peru); second, a determination of how the extra-legal system which the informalshave created helps to offset that failure (extralegal norms in Peru) and finally anexamination of the institutions created by other countries which successfully confrontproblems similar to those found in Peru (laws from developed countries). 

Once these analyses are accomplished, the ILD prepares a draft proposal for law toreform existing institutions. A complete cost-benefit analysis of the proposed reform isalso prepared by the ILD. Tbise proposals are vigorously debated within the ILD andalso with thn ILD's external ?eruvian consultants. 

The proposed law is published in the official journal, El Peruano. Written commentsfrom concerned citizens are requested within thirty days. At the same time, the ILDconvenes public hearings to allow for direct feedback from the public. The ILD also usesits informal sector network to contact various informal associations and individuals toobtain their comments on and support for the proposal. Once the public feedback isreceived, wodifications to the proposal made based on this input. The ILD also usesare
its institutional relationships to discuss the proposal with formal public and private sectorofficials, including central government figures, municipal governments authorities,legislators, formal private businessmen and lawyers. The ILD seeks to build a nationalconsensus on the issues it raises and, as such, welcomes support from all parties,
regardless of political or ideological orientation. 

The formal proposal for law is then submitted to the Congress or the Executive Branchfor consideration. (The ILD has found that the extremely complex procedures for enactinglaws within the Congress require one or more years. It has opted more recently tosubm. iegislative proposals to the Enecutive, with the request that the President ask forspecial authorization from Congress to issue the law aas legislative decree. Thatauthorization is only granted by Congress if a multi-partisan, bicameral committeeparliamentarians approves the draft legislation. This process take 
of 

can as little as twomonths from the time the draft law is proposed to the Executive). 

If the law is passed, the ILD may be involved in follow-on implementation activities.(This is the case for both the Popular Mortgage and the Administrative Simplification

programs).
 

B. COST-BENEFIT ANALYSIS 

1. The Concept 

The ILD began championing the need for regulatory analysis o'arly 1984as as in itspronosals to the Belaunde government. At that time, such analysis vlas essentially none~dstent in Peru. The government employed few policy analysts and little of the datawhich serves as the basis for appraising the effects of regulation in developed countrieswas collected by the government of Peru. The ILl) was instrumental in convincingPresident Belaunde to issue a Supreme Decree in No. .nber 1984 which provided that allregulations, with certain limited exceptions, which would affect the incorporation of theinformal sector into the legal system had to be published in El Peruano before theireffective date, with an explanation why of the regulation was necessary and indicating 
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that any intereqted individual could make suggestions for modifications. The exact details 
uf the publication requirements were to be established within three months, with 
technical assistance from the ILD. (The tight deadline was established since only five 
months remained before the national presidential elections which were expected to bring 
into power a left-wing opposition party not in favor of free market reforms). 

With assistance from outside experts, the ILD drafted the guidelines for regulatory 
analysis. The key element of the decree was that each ministry must publish for public 
comment a regulatory analysis of any legislative proposal. For deregulatory rules, the 
ministry was required to provide only a simple explanation of the objectives to be 
achieved. For rules to increase regulation, detailed analysis and justification were 
required, including an explanation of the problem necessitating regulation, the objectives 
of regulation, if possible in quantitative terms, the means by which the regulation would 
achieve its objective, a detailed analysis of the regulation's significant costs and benefits 
and a consideration of at least one less restrictive alternative. The ILD provided a 
prototype cost-benefit analysis. 

The ILD was prepared to assist the ministries with their cost-benefit analyses. However, 
the opposition to such vast changes in the legal framework of Peru was extremely strong. 
With elections only two months away, most ministers simply ignored the decree. 
Members of the formal Peruvian business community did little to advance the reform 
process, correctly sensing that they were potential targets of the ILD's proposals. 

Despite the lack of compliance on the national level, the ILD was able to take advantage 
of a new municipal ordinance to illustrate the usefulness of cost-benefit analysis. In their 
Ordinance 002, the municipality of Lima imposed a tight system of regulation on city 
street vendors. The Institute prepared its own cost-benefit analysis, detailed below, and 
published it as a full-page ad in all of the city's major newspapers. The study concluded 
that the costs of the street vendor ordinance far. outstripped its benefits and would result 
in increased consumer prices for the vendors' products. 

The response to the ads was immediate and overwhelming. Street vendor associations 
protested the rule. Several newspapers criticized it in their editorials and gave 
considerable coverage to the growing controversy. As a result, the ordinance was never 
enforced. 

The ILD has continued to conduct cost-benefit analyses for its major reforms, including 
the popular mortgage program and the administrative simplification program. Although 
the requirement to conduct cost-benafit analysis is not being enforced by the Garcia 
government, ministries are pre-publishing laws and the ILD is assisting in organizing 
public hearings. 

2. Ccc-Benefit Analysis of Municipal Ordinance 002 

Essentially, Municipal Ordinance 002 required that all street vendors register with the 
city for a fee, that they pay an "occupancy tax," called the Sisa, that they standardize 
and keep their equipment clean, and that all food vendors wear aprons and gloves and 
use disposable packaging for the food they sell. 
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The 	ILD surveyed and analyzed the following elements in their cost-benefit study: 

(1) 	 Prior ordinances imposing similar regulations (historical survey from 1560 to 
1985), showing that none had been particularly effective. 

(2) Survey of the number of informal markets and informal vendors throughout
Lir.a. 

(3) 	 Estimate of number of years required to obtain formal licenses and propertyrights to build a market (the ILD calculated that 17 years would be 
necessary). 

(4) Growth among the informal street vendor population (the ILD calculated that
the increase in informal vendors was on the order of 4.4% per year whichincluded a 4.1% 	annual increase in the number of individual street vendors
and a 5.5% annual increase in the number of vendors working in informalmarkets. Thus with an acceleration in the building and informal markets,the number of vendors on the street could decrease significantly over time). 

(5) 	 Estimate of the cost of compliance with the ordinance for -,typical streetvendor, including costs related to obtaining the license (time, travel,
photographs, fee), to standardizing their equipment according to municipalregulations, to purchasing materials to clean their equipment, to organizing
their associations by section, to paying a daily "occupancy tax" and to
providing standard bribes. 

(6) 	 Estimate of the additional cost for food vendors for whom special
requirements were imposed, including costs related to disposable packaging,aprons and gloves, and incidental costs related to providing samples of their
products for quality tests. 

(7) 	 Estimate of the impact of compliance with Ordinance 002 on the income oftypical street vendors (the ILD's calculations showed that compliance wouldcost the typical vendor 90% of his annual profits. For the food vendor, thecost of compliance was 4.9 times his annual profits, meaning that he wouldhave to inerease his prices considerably in order to remain in business). 

(8) 	 Estimate of the cost of compliance on the budget of vendors' associations,
including dedication of "stafT' to monitor compliance with the ordinance. 

(9) 	 Estimate of municipal income and expenses related to Ordinance 002,
including income from the registration fee and from the occupancy tax and expenses from the cost of supervisors and "registrars" who would go to the
vendors' locations to collect fees. 

(10) Estimate of the net municipal income from the ordinance (the ILD calculated
that the municipality would lose money in enforcing the ordinance). 

(11) 	 Estimate of the impact of possible regulatory reforms on the time required to 
construct an informal market (the assumption was that if additional informalmarkets were constructed, many of the street vendors would move from thestreet to these markets) the ILD calculated that by reducing the requirements 
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for complicated paperwork and by facilitating access to credit for construction 
of the markets, the time required to construct such markets could be reduced 
from 17 to 6 years. The ILD's figures showed that with this reduction in the 
time required, all of the existing street vendors could be housed in informal 
markets by 1991 and only 19,500 new street vendors would be present on 
public sidewalks, as compared with the more than 70,000 on the streets in 
1985. 

C. POPULAR MORTGAGE CASE STUDY (HIPOTECA POPULAR) 

While displaying strong entrepreneurial characteristics and generating 40% of Peru's GDP, 
the informal sector as a whole lacks access to credit, the essential ingredient for economic 
growth and business expansion. These informal entrepreneurs cannot meet the legal 
requirements to apply for formal loans and are thus excluded from Peru's formal credit 
markets. They are left to seek informal credit at exorbitant interest rates or rely on 
formal rnicroenterprise loans. In 1985, only 0.2% of total available formal credit went to 
the informal sector. 

Mortgages provide one of the primary sources for funding for small business start-ups and 
expansions. (In the United States, 80% of small business start-ups are financed by 
mortgage credit). In Peru, the informal sector holds an estimated $16.5 billion in land 
and housing, which cannot be mortgaged because they lack legal, registered title. The 
ILD has proposed a program to bridge the gap between the informals and the formal 
financial institutions in Peru. 

1. 	 Description of the Program 

The ILD's program has three essential elements: 

* 	 The creation of a Registry of Possession (rather than of ownership) allows 
informal entrepreneurs to register their land and houses, granting them the 
same property rights enjoyed by formal owners. 

" 	 Popular Mortgage enables a large sector of the population to use the value 
of their land and houses, recorded in the Possession Register, as guarantees 
for loans. 

* 	 The establishment of Credit Insurance makes insurance companies 
responsible for evaluating credit applications and for providing guarantee of 
repayment to formal financial institutions. 

With this new system, an informal entrepreneur who has registered his property will 
have the right to use it as a guarantee for a loan. However, because informal 
entrepreneurs require smaller loan amounts due to the size cf their businesses, they are 
not attractive customers to formal financial institutions, since managing many small loans 
is very costly and cumbersome for such institutions. The Credit Insurance program 
solves this barrier by bringing in the insurance companies to back up the informal 
entrepreneurs. 
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2. 	 Benefits of the Program 

Feasibility studies indicate that, after five years of operation, the system will provide the
following economic impacts: 

105,000 informal entrepreneurs will access the formal credit market. Thisrepresents a 75% increase in the number of individuals presently receivingloans issued under micro or small enterprise credit programs run by non
financial institutions 

" 	 the informal sector will receive $111 million of the total credit available inthe credit market, or 12.3 times the amount issued presently by non-financial
institutions to micro or small enterprises. 

* 	 in comparison to small business loans issued by the World Bank, A.I.D. andthe Interamerican Development Bank, loans available through the PopularMortgage System will be three times higher than those issued by the firsttwo organizations and J.4 times higher than those issued by the IDB 

* 	 GNP will grow an estimated 0.6% annually 

0 	 111,000 new jobs will be created, representing a 4% increase in the number 
of adequately employed individuals 

* 	 Government will be able to collect $13 billion in taxes per year as a result 
of increase in business activity. 

D. 	 ADMINISTRATIVE SIMPIFICATION CASE STUDY 
Having identified the Peruvian law as the barrier between the 	 formal system andinformal entrepreneurs, the ILD compared the regulp--ry process in Peru that oftodeveloped countries and discovered the major differen,..s that in developed countries,laws 	and regulations reflect the will of the majority of the people. However, in Peru, theonly 	mechanism for public participation in government is the election process. Once 	thepresident is elected, the people have no means of participating in the regulatory processor of holding the government accountable for its actions. Lacking any means of receivingfeedback from the public, laws and regulations are adopted in a vacuum by politiciansand 	 bureaucrats who are out of touch with the real world in which the majority of
Peruvians exist. 

The 	Administrative Simplification Program as proposed by the ILD creates a means ofeliminating long lines, excessive paperwork and red tape required by the government forany transaction. Most importantly, the program ensures that the simplification agendais set by the public and not by politicians and bureaucrats. 

The 	Administrative Simplification Program was created by a law drafted by the ILD,unanimously approved by Congress and signed by the President on June 11, 1989. Thedraft legislation was discussed at two public hearings, once prior to submission to
Congress and once after. 
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The Admi..,trative Simplification Program was enacted by the government on September
1, 1989, in a signing ceremony involving President Garcia and his entire cabinet, which 
took 	place at the ILD and during which President Garcia indicated that full priority
would be given from that day until the end of his presidential mandate on July 28, 1990, 
to enacting all the provisions of the program, as well as those of the Hipoteca Popular 
program, discussed above. 

1. 	 Program Description 

Under the program, the government is required to: 

* 	 presume that citizens are telling the truth. This substantially reduces the 
nonsensical requirements for paperwork and certification which had to be 
submitted to prior to enactment of the law. 

* 	 identify and eliminate unnecessary obstacles 

* 	 reduce the cost of and streamline necessary procedures 

* 	 decentralize decision-making by delegating appropriate responsibilities to 
lower-level public servants 

* 	 guarantee that the public participates in the simplification process by
establishing appropriate mechanisms for feedback and evaluation 

* 	 rely on random audits rather than a comprehensive audit of every individual 
going through the system. After-the-fact penalties will be significantly more 
severe than those imposed previously. 

2. 	 Public Feadback. The Citizens' Councils 

The ILD pre-published the proposed regulation in the official gazette and requested that 
comments be sent in. A special Citizens' Council was appointed to receive public
feedback and ensure that it was incorporated into the regulation. The members of the 
Citizens' Council represented a broad cross-section of formal and informal businesses and 
labor unions and also included government bureaucrats. This broad cross-section also 
resulted in the coverage of all political tendencies. 

After receiving extremely useful public feedback at the public hearing and in writing (46 
measures were added to the regulation from 339 suggestions that were received during
the public hearing or in writing from citizens), the regulation was redrafted and 
submitted to Congress for approval. 

Other Councils are being established to participate in and supervise other parts of the 
simplification agenda. Membership on the Councils includes formal and informal 
entrepreneurs, leaders of business associations, labor unions, consumers, the media and 
popular organizations. 

Two typ.s of Councils are being formed: sectoral (industry, housing, transportation, etc.)
and special (to deal with simplification issues that affect more than one sector of the 
economy). The organization of these councils is be based on association customs in Peru. 
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The 	Councils' functions include the following: 

* 	 identifying cumbersome procedures in each sector
* 	 presenting a priority list for simplification to the government or appropriate

ministry or agency
* where possible, presenting solutions to the problems faced by individuals in 

each sector 
* 	 ensuring that no new obstacles are generated by the public sector* 	 supervising the proper implementation of the Simplification Law and

accompanying regulations
• 	 using the media and other lobbying efforts to ensure that the government acts 

on the simplification agenda as submitted by the Council
* 	 ensuring that the Council always encourages broader public participation

through public hearings or written feedback 

3. 	 Bureaucratic Accountability: the Administrative 
Simplification Tribunal 

As 	 an outgrowth of both presidential and public interest in the AdministrativeSimplification program, the ILD suggested that an Administrative Simplification Tribunal
be organized to review citizens' complaints about excessive bureaucracy and to chargegovernment officials with making necessary changes normally within five working days.Citizens' complaints are received by the ILD, the National Institute for PublicAdministration and local newspapers and television networks. They are reviewed andvalidated by the ILD staff and certain cases are selected for public "denunciation" duringspecial Tribunals held on Saturdays. During the early days of the program, President
Garcia himself reviewed the cases and called upon the various ministries to makeimmediate changes in regulations to avoid unnecessary bureaucracy. The ILD preparedtables of the accusations, including the source, case, description, government office andofficial responsible fbi- the regulation and the status. If there is not a prompt resolution
of the bottlenecks, public officials are subject to disciplinary actions. 

TAKING ON THE BIG GUYS 

During the first of the ILD's Administrative Simplification Tribunals,
President Garcia read an accusation against his own Minister of
Economy and Finance, who was charged %ithrequiring the presentation
of documentation expressly mentioned Pa no longer needed for theplacement of ads in local newspapers to sell secondhand items. The
Minister himself was given ten working days to solve the problem and 
ensure that his bureaucracy applied the new regulations. At the nextmeeting of the Tribunal, it was announced that the necessary steps had
been taken and the documentation in question was no longer being
required of any citizen. 
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4. 	 The HD Suppl.. 

The ILD is providing staff support to all the Councils, whether they be special or 
sectoral. The staff for each Council will be responsible for: 

a. 	 Administration 

This includes staff support for correspondence, invitations and materials preparation and 
distribution for meetings of the Councils or public hearings, as well as all logistics to hold 
such imeetings. This also includes notices to all members to attend, writing and 
disLribution of minutes of the meeting, briefing Council coordinators, etc. 

b. 	 Public Affairs 

This includes contacting the media to attend the meetings, as well as coordinating 
coverage of the events in the media and preparing press releases or interviews on given 
topics. Minutes of the meetings will be summarized for diverse audiences. The ILD will 
also assist in coordinating the lobbying effort when the Council presents its lists of 
requirements to the government. 

c. 	 Technical Expertise 

In sectoral councils such as housing, transportation and commerce, the ILD has a body 
of knowledge which it has accumulated over may years of research in these areas. The 
ILD staff person will be responsible for keeping abreast of regulations affecting his or her 
sector and for drafting proposals which the Council will consider. Areas which have not 
been studied as yet by the ILD will require new research initiatives and/or subcontracting 
of studies. 

d. 	 Political Affairs 

The ILD staff member will also be responsible for the liaison activities with the different 
ministries, politicians and agencies involved in a Council issue. This involves preparation 
of correspondence for the Council's coordinator and arranging of interviews and 
appointments with the pertinent officials. 

5. 	 Anticipated Resilts 

Through the Council process, at least 9 sectors of Peruvian social and economic activities 
will be covered. The following results are anticipated: 

* 	 For each sector, the ILD will conduct a detailed study of the problems as 
seen by individuals who work in that sector. Through this process, the ILD 
will also identify areas which will require economic and/or political reforms 
beyond the Administrative Simplification Law. 

" 	 Through the Council process, the public will exercise their right to participate 
in the regulatory process and to demand that their recommendations be acted 
upon by the government. 

" 	 The government, particularly the Executive Branch, will have to account to 
the citizens for their actions. Through public hearings and press coverage, 
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issues concerning administrative b:...plification will be made public, increasing
the pressure on the government to act upon recommendations for change. 

Public participation in the regulatory process will also provide policy makers
with direct feedback, bringing them into closer touch with reality and
enabling them to make decisions based on more objective and complete
information. 

6. Method of Evaluation
 

The ILD staff person responsible for each Council will report on 
the Council's progress
with regard to the following areas: 

" Public participation on the Council: members, attendance, election processes,
internal rules for proceedings, etc. 

" Actions taken: public hearings, media events, lobbying efforts 

" Regulatory agenda: numbers of rules and regulations studied, simplification
agenda for each Council, successful results from lobbying activities 

" Proposals orfor specific changes in the economic political process over and 
beyond the simplification agenda 

" Media presence 

7. An Exercise in Democracy 

Although the Administrative Simplification Law deals with the most visible dimension ofthe bureaucratic intervention in society, and therefore notdoes pretend to be a moresystemic reform, its key component is the precedent for the institutionalization of publicparticipation in the regulatory process, and is, as such, an exercise in democracy in Peru.By establishing the Council mechanism for feedback from the public and foraccountability from the state, the public at large will gain confidence in its ability todemand that laws and regulations be established based on consultation with those who 
must ultimately comply with them. 

The ILD expects that it will become obvious very quickly to the public that informationis not public and the regulatory process is not democratic. At that point, it is expected
that the people themselves will push for further economic and political reforms. 

While the ILD has already developed many proposals for institutional reforms, it feelsstrongly that in a democratic process, those proposals for change must come from thepeople. The ILD expects that the Council process will serve ultimately to set the agenda
for change. 

The major role of the Administrative Simplification Program is to set the precedent forpublic participation in Peru. In developed countries, it has been shown that it is the willof the people, when translated into laws and regulations, which promotes economicgrowth and prosperity. If successful, the Council process under the Administrative
Simplification program will prove that democracy and market economics are viable options
for change in the Third World. 
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The following is an excerpt from an article by James Brt..:.e in the New York Times: 

THE PERU REVOLUTION:
 
LETS ASSUME ALL CITIZENS ARE HONEST
 

"Clutching a thick pension file, Natividad Chirinos Contrega was happy 
to learn that she no longer needed a certificate proving to bureaucrats 
that she was alive. "They seem to be simplifying things a bit," the 64
year old seamstress said during a lull in her nine-month battle to win 
a pension from Peru's social security service. 

Reversing four centuries of tradition in this former Spanish colony, 
Peruvian civil servants are now instructed to presume that citizens tell 
the truth. 

Peru's leap into the unknown came on June 11, when President Alan 
Garcia abolished a series of requirements built on the premise that 
citizens are liars until proven honest. Those requirements included 
certificates of good conduct, of widowhood, of good health and of 
residency. 

"Now the state has to accept your word," said Hernando de Soto, an 
economist whose private research center, the Institute for Liberty and 
Democracy, drafted the bill. 'The state can check. If they find you've 
broken the law, they can throw the book at you." 

The new law is a fruit of a growing rebellion against bureaucracy in 
Peru. In October, a law is to go into effect that will radically simplify 
the process of gaining title to land. 

In other Latin American nations, notably Brazil, "de-bureaucratization" 
movements have become popular in recent years. But de Soto says he 
believes that Peru has a special urgency. In the past year, Peru's gross 
national product fell by 23 percent. Over the past 15 years, living 
conditions have failed to improve for the growing population, now 21 
million. 

In the halls of the National Institute of Social Security, Peruvians say 
they back the simplification program, which is marketed under the 
slogan "Your Wor" is Enough." 

"It's nice to know that our word is now worth something," Mery 
Cardenas Castillo said. "But they still seem to have lost my father's 
employment records." 
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IV. NEW PROJECTS 

A. DEMOCRATIC RULEMAUNG 

The ILD's Democratic Rulemaking project includes the work of several circles. First isthe study of rulemaking in other developed countries, which has concentrated on studiesin Germany, Switzerland, Japan, the United States and, to some degree, Hong Kong.Studies on Singapore, South Korea and Taiwan are planned. Second is a complete studyof rulemaking as it is practiced in Peru, highlighting the deficiencies and detailing theprocess in twelve specific cases of "bad law." Third is the study of non-government
rulemaking in Peru, for both the urban and rural environments. The results of the workof these various circles will support the final recommendations which will be developedunder the circle headed by Hernando de Soto and entitled: 'Global Institutional ReformProgram," to address not only recommendations for major institutional changes in Peru,but also those applicable to most of the developing world. 

The high priority that President Garcia has given to the Administrative Simplificationprogram has allowed the ILD to begin discussing its democratic rulemaking reforms inearnest with the government. The ILD is now preparing a General Statute onDemocratic Lawmaking which would serve as the framework for the rest of the legislative
reform process. 

B. AGRARIAN LAND TITLING 

When the ILD published its proposal for the popular mortgage program which wouldprovide title, mortgage credit and credit insurance to urban informal property holders,they were approached both by representatives from the smalI farming communities in thecountryside and by members of communal farming associations, who indicated their desireto obtain secure property rights and access to credit. The ILD is presently preparing theterms of a study on rural property rights. 

1. The "Pa.wceleros" 

The "parceleros," or small farmers, were traditionally individual land-holders. However,in 1969 the military dictatorship in Peru imposed an agrarian reform programfundamentally based on large state-owned cooperatives which were characterized as"production cooperatives." It was decreed that the land was owned by cooperatives andnot by individual persons. This system was an utter failure. The cooperative leaders
had absolute power and all sorts of economic privileges, due to their relationship with the
government. The members of the cooperatives realized that each of them received thesame treatment, whether he worked or not. Everyone therefore opted for working aslittle as possible and for demanding as much as he wanted or needed. 

After a few years, the cooperatives were bankrupt. Members decided to take things intotheir own hands. They deposed the cooperative leaders, divided the land amongthemselves and started working each for his own benefit. Things began to improve,they decided freely to form new cooperatives, by transforming 
so 

the old productioncooperatives into "users" cooperatives which were firmly controlled by their membershipand used to serve the members. The government ultimately was forced to accept thesituation and legalize it. Today, the President himself is giving away property titles to
the "parceleros". 

21
 



Today's parceleros firmly support the right to private property. They are all smau land 
holders who join efforts to get better results without sacrificing their self interest or 
economic independence. However, credit at market rates is unavailable to them due to 
their insecure property rights. Government policies of subsidizing food prices further 
discriminate against their growth and prosperity. 

The system of "Popular Mortgage" developed by the ILD to benefit the urban dwellers 
could be adapted for the needs of the parceleros as well, in order to give them secure 
property rights, which would assist them in obtaining the credit they need. 

2. The Andean or Peasant Communities 

A preliminary review of the written material on the rural communities, today called"peasant communities" (comunidados campesiias) -,.l'ld seem to indicate that they are 
an association of families joined by kinship ties who use and defend a specific area of 
land for their own benefit. However, seen from within, it is clear that "rights" to the 
land are accorded to individuals, while its defense is ensured collectively. 

The land has been "held" by individual families since long before the Inca Empire and 
this "possession" has passed from father to son without interruption since that time. 
Each family decides what to produce, when and how to do it and disposes of its benefits 
in its own way. The community does hold some land, but this is land that requires some 
joint effort to manage, e.g., land used for cattle grazing. Today, the influence of modern 
economy has tended to reduce such communal land to a minimum. 

Legally, only the community has possession of the land. This means that the families 
that "use" the land have no property titles and cannot dispose of the an', at least 
legaily. This reduces resources for production, makes credit almost non-existent and 
makes disposal of the land very difficult. Private property right'; for individual peasant 
families "using" the land in the communities would be very useful. 

The community would welcome private property rights for individual families, as long 
as members are certain that they could successfully defend their privat land from any 
outside threat to their rights, e.g., expropriation from either government or large land 
owners. 

The ILD is undertzding field work among the communities to investigate interest in 
property rights, market economy and participatory government. 

V. 	 GLOBAL PERSPECTIVE: THE DEBT CRISIS AND STRUCTURAL 
ADJUSTMENT 

The debt crisis is attributable to "nadequate legal institutions in developing countries. 
These inadequacies have permitted too much debt to be taken on and have channelled 
external credit flows into unwise projects. 

Much debt was taken on for capital investment projects, either for infrastructure or for 
state-owned enterprises. The system for choosing from among projects that should receive 
the credits was fundamentally political, even if economic justifications were found to give 
priority to certain endeavors over others. 
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With poor legal institutions, a fundamentally political process is bound to choose 
inefficiently, and for the benefit of a few. This, indeed, is what has happened. Most 
developing countries that have taken on these loans have allowed them to be tied to 
particular suppliers, creating ample opportunity for shameless overpricing of contracts. 
These, and a series of other institutional failures, have amicted not only the utilization 
of capital investment funds, but all resources that came from outside developing countries 
and were allocated by the governments of those countries. 

The same set of legal institutions that led to the poor handling of debt initially will 
lead to the incomplete, inequitable or temporary implementation of policy changes
supported under IMF and World Bank Structural Adjustment Programs. 

"Structural adjustment is not the same as institutional reform ... 
without institutional reforms t) go with the policy changes (of structural 
adjustment), those countries that implement these programs will adopt
the trappings of free markets, but will continue to lack the legal
institutions that ensure the political and social viability of economically
sound policies." 

Hernando de Soto, from the preface to the paperback edition of 
The Other Path 

One defect of these policy proposals is that they follow the same top-down channels of 
creation and implementation that hav2 been responsible for chaotic policy until now. 

During a recent experience in Peru, the ILD observed the positive effects of structural 
adjustment frorr. the bottom up, as opposed to the top-down approach employed by the
IMF and World Bank. The policy at issue, tariff reform, is a staple of official structural 
adjustment programs. 

Faced with a government veto of a requested fare increase, the informal transport
operators of Lima were preparing to strike to demonstrate their opposition to what they
considered unjust control on the part of the government in light of continuing rampant
inflation in Peru. The informals consulted with the ILD on a means of defending their 
cause. After carefully evaluating the situation, the ILD advised the informal transport
operators to lobby the government for the enactment of a package of measures that 
included the reduction of taxes and tariffs and the removal of duties on tire imports and 
spare parts. 

The ILD calculated that the duty-free import of tires alone would directly benefit over 
300,000 informal transport operators. Further, five million public transport riders would 
indirectly benefit through the maintenance o; fares at the government-proposed level. 

The Peruvian government, known for its opposition to structural adjustment and IMF
imposed austerity programs, agreed to these measures with a willingness that would have 
been impossible had the adjustment been proposed by the IMF. The government agreed 
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to the measures because they were supported by a groundswell of public support, cupport 
coming from the bottom ap. 

The irony of the situation was that Goodyear of Peru, a multinational based in the pro
free trade U.S.A., opposed the trade liberalization for tires, filing an appeal that 
temporarily blocked the duty-free imports and sought to permanently rescind the measure. 
The arguments used by Goodyear to just"', its actions were the defense of the domestic 
tire industry and the protection of 1,258 j,bs in the domestic tire industry. (The ILD 
calculated that the sales price of domestically manufactured tires was 2.5 times greater
than that of imported tires. In real terms, the ILD calculated that the liberalizatLn of 
the tire industry woulc represent a $101 million savings). 

Beycnd the irony of Goodyear's opposition is the jolting fact that a company that 
produced goods at 2-12 times the international price could obstruct a reform supported
by thousands of informal entrepreneurs who provide very low cost transport services in 
virtually ever7, area of the capital city. The ability of a powerful local firm to block the 
reform is proof of Peru's mercantilist system which imposes excessively high transaction 
and legal costs on domestic producers. 

The ILD went to court to defend the informal transport operator and won. Tires and 
spare parts were imported duty-free and the informal transport sactor worked with the 
ILD in establihing a "Bill of Twelve Economic Rights," which they now have adopted as 
their platform. 

The ILD has shown that tructural adjustment will work as lung as c. ts and benefits 
apply equally to all. Unlike the inLormal transport operators in Peru who are well 
organized and were assisted by the ILD's technical expertise, not every group of local 
entrepreneurs can lobby their government for structural adjustment programs that meet 
their needs. There are no institutions in place which could assist them in this process
through provisions for democratic formulation of laws, comment and review p1riods, public
hearings or cost/benefit analyses. There is no ready access to public information. The 
executive branch isnot subject to the prior authorization of Congress in the adoption of 
txade barriers, when Congress is, at least in theory, the branch of government most in 
touch w: th the needs of the people. 

With the types of institutions in place in the developing world today, structural 
adjustment from the bottom up is not possible. Structural adjustment programs
instituted by the IMJF and the World Bank, with ,upport from foreign governments, can 
only apptjo; Lnperialistic since the poor mqjoriti.,s have no voice in their definition. 
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The focus of these agencies, if they are to attain their objective, must be on facilitatingthe institutional changes that will permit successful, bottom-up policy reform. As de Sotonoted in the conclusion of his May 19, 1989 article in the Wall Street Journal: 

"How do we encourage structural adjustment from the bottom up? Anyprogram for resolving the debt crisis should specifically promoteinstitutions that create incentives for and protect the rights of theunorganized majorities of the Third World. This will allow the"informal Boston Tea Party" to achieve ilie objectives without resortingto force. It also will prevent the impoverished majority (who muAtultimately bear the burden) from despairing and accepting violentterrorist solutions, employment by drug lords .)r massive emig7.iion to 
the U.S. 

If as a major component of any structural plan, debt negotiators insistthat the majority of our citizens be granted a more iffe:,ive meansaccessing their government, then we will be attacking the 
for 

causes ofunderdevelopment as well as its effects." 
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GLOSSARY
 

Checks and Balances 	 A system of institutional controls which ensures an 
adequate balance of power among the Executive, 
Legislative and Judiciary branches of government, 
d3signed to guarantee the effective and independent 
oversight of each branch over the other and the 
protection of citizens' rights 

Citizens' Councils 	 A series of special councils created under the ILD's 
Administrative Simplification program which are 
designed to receive public feedback on proposed reforns 
to administrative regulations and to incorporate valid 
suggestions into the final regulations submitted to 
Congress or the President for approval. Members of 
these councils include representatives from formal and 
informal businesses, labor unions, the media and 
government officials. Two types of councils exist: 
sectoral and special, the latter dealing with issues that 
affect more than one sector 

Comunidados Campesinas 	 Andean or peasant communities which officially hold"communal" title to land, but which, in fact, have 
distributed individual plots of land to individual farmers 
who are interested in exploring means of acquiring 
secure individual title for purposes of investment, credit 
and sale of the land 

Cost-Benefit Analysis 	 A detailed analysis of the cost of a proposed regulation 
as compared to its presumed benefit. This type of 
analysis must demonstrate to the public that some 
public good will be achieved by a proposed regulation 
at a cost that is reasonable for the benefit derived 

Decentralization 	 To transfer authority from central government to local 
governments, which brings decision making closer to the 
people and provides opportunities for better feedback 

Democratic Rulemaking 	 A program to make lawmaking more open to input and 
feedback from those concerned 

Deregulation 	 The shifting of responsibility for economic decisions from 
government to citizens and the private sector, in areas 
where this shift is deemed advisable. Deregulation can 
involve either elimination of barriers to exchange which 
restrict access to markets or distort contractual 
relationships; or privatization of the production of goods 
or services which was formerly accomplished by state 
enterprises 
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Expectative Property
Rights 

Extralegal Norms 

Invasion Contract 

Mercantilism 

Parceleros 

Popular Mortgage 

Right to Appropriate 
Routes 

Sisa 

The provisional property right established by an invasion 
of land, which serves in lieu of official property rights. 
This extralegal norm is based on the informal settlers' 
assumption that they eventually will be granted legal
title to their land 

A spontaneously generated body of rules commonly
understood and accepted by those affected, which 
normally has no standing in official legal circumstances 

Agreement reached by infbrmal invaders regarding the 
establishment, demarcation and land distribution of a
settlement; and the functions and responsibilities of the 
informal organization which will provide leadership, 
maintain law and order and defend its residents 

The economic doctrine prevalent in Europe with the 
decline of feudalism and until the eighteenth century
that served to protect selected local industries through
tariffs on imports and the creation of monopolies. Those 
parties with access to power obtained important
privileges. Parallels to European mercantilism of this 
period exist with the current economic doctrine practiced 
in Latin America and in other Third World countries 

Traditional small holders in Peru who have no property 
rights to their land although it is held and farmed by
individual farmers 

A current three-part the ILD program to provide 
informal settlers with a registry of possession of their
 
land, a system to obtain mortgage credit based on their
 
legal title and a scheme for credit insurance which
 
makes insurance companies responsible for evaluating

credit applications and for providing guarantee of
 
repayment to formal financial institutions. This 
program will open the door to formal credit for informal 
settlers for the first time. 

An extralegal norm whereby informal transporters try 
to establish exclusive rights to operate along specific 
routes. Transport associations may buy and sell shares 
of a concession to individual drivers, and negotiate with 
the government to obtain de facto recognition of their 
concession 

An "occupancy tax" on a given commercial location, 
derived from the European "assise" or "location tax,"
charged to street vendors and often considered to award 
unofficial recognition of the vendor's right to that space.
Many street vendors pay a higher sisa than do formal 
sector merchants. 
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Special Right of 	 An extralegal norm developed by informal street 
Ownership 	 vendors to establish claim to their fixed locations, defend 

their space against incursion by others and sell the 
rights to the space when they no longer need it 
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MODULE FOUR 

EFFECTING CHANGE THROUGH ADVOCACY 

I. INTRODUCTION 

Without an extremely ambitious and effective program of advocacy, the ILD's research andinstitutional reform initiatives would remain an academic exercise. To ensure that 
concrete changes in support of free markets and participatory democracy are achieved,the ILD has developed a three-pronged approach to advocacy, including public education,international dissemination of the ILD's thesis and public defense. Through these
initiatives, the ILD transmits its message and proposals and obtains the necessary public
feedback to reinforce the democratic process of reform and validation of its conclusions as 
they apply to other developing nations. 

The ILD has a division devoted exclusively to "Promotion and Dissemination" whosefunction is to create vehicles to communicate the ILD's findings to a broad public, bothformal and informal, and to obtain feedback and build support for proposed reforms, both 
at the grassroots level and with decision-makers. 

A key concern of this division is finding the right language and tools to communicate theILD's message to those most concerned, i.e., the poor. Although ILD discovered that the
informals operate through a market economy and incipient democracy, the informals
themselves needed to "assimilate" the findings of the ILD's research on their activities and 
to implement the steps required to modernize and improve their approaches. 

The basic techniques developed by the ILD to transmit its message include: 

* use of issues selected on the basis of their relevance, to a broad section of the
population, i.e., the poor. The issue of greatest concern to the poor of the
informal sector is property rights, which are addressed in the home titling 
program known as Hipoteca Popular 

* use of empirical research to obtain factual data gathered directly from the
formal and informal sectors, allowing identification of the most serious and
real constraints faced by both on a daily basis 

* adaptation of the language used to the target audience, e.g., use of the phrase"popular economy" rather than that of "market eccnomy" 

use of popular communications media (press, radio and television) directed to
the target group, plus use of the informals' network to directly inform the 
informal sector 

reinforcement of democratic concepts in the programs to establish these
practices as a common usage, e.g., ensuring feedback and review of all
legislative proposals in public hearings or in writing, before a law is drafted 
in final 



I. THE ADVOCACY PROGRAM 

To achieve its ends, the ILD has initiated an ambitious program of public education,
international dissemination and public defense. Figure 1 on the following page illustrates 
the nature of these three activities. 

A. PROGRAM OF PUBLIC EDUCATION 

The program of public education is designed to achieve two objectives: (1) obtaining
feedback on and support for legislative proposals; and (2) disseminating the ILD thesis. 

1. Institutional reform proposals 

To ensure a democratic approach to rulemaking, the ILD has instituted mechanisms for 
obtaining feedback from the people on their proposed laws and regulations. These 
mechanisms include publications, public comment and institutional relationships. 

a. Publications 

After legislative proposals are prepared, they are published as proposals, called"anteproyecto de ley," or preliminary proposals for law, in the official journal, El Peruano. 
At times the ILD's cost-benefit analysis of the proposed law (see Module Three) as 
compared to the existing law is published as well. Flyers designed specifically for the 
target audience, usually the informals themselves, are prepared and distributed. 

b. Public comment 

Written comments are requested from the public within a period of thirty days after the 
publication of the proposed legislation. 

In addition, public hearings are organized, targeting those groups most interested in the 
issues being discussed, but open to the general public. For example, Citizens' Councils 
have been organized in the context of the Administrative Simplification project to consult
with the members of given economic subsectors and interest groups to ensure that the 
proposed regulations facilitate rather than hamper their operations. At the first Council
meeting, called to review the design of the law itself, more than 330 comments were 
received on improvements to the law. Forty of the suggestions were ultimately included 
in the regulations signed into law. Nine additional councils will be convened under the
project to discuss specific subsectors concerns, such as education, health, manufacturing, 
etc. 

Finally, through an ombudsman program, known as the ODP - Officina por la Defensa 
Popular - the ILD receives direct feedback from concerned citizens who address themselves 
to the ILD for complaints or suggestions (see detailed description below). 

c. Networking 

To build support among the people and government and parliamentpry officials, the ILD 
relies on a series of institutional relationships it has built over time, including its 
Informal Sector Network and contacts with the formal public and private sector. 
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(1) Informal Sector Network 

Contacts with the informals themselves are utilized to explain reform proposals and to 
develop informal sector support. The ILD also works through this network to seek 
signatures from concerned parties in support of a proposed law. For example, signatures
from more than 300,000 persons were obtained on the ILD's proposal concerning titling
for informal housing. 

THE INFORMAL NETWORK 

The informal sector network established by the ILD is a means of 
maintaining contact with key informal sector leaders and communities 
in order to promote support for proposed reforms and to obtain feedback 
from the leaders on what types of reforms will or won't work. The 
network is maintained through a team of persons who regularly seek out 
and consult with informals on all issues. 

The story of one of the ILD team members responsible for maintaining 
contacts illustrates the varied backgrounds of those persons working to 
achieve the ILD's goals. This team member was a former Communist 
cell head working in the poor, working class district of San Martin de 
Porres. In 1985 when the ILD 1iegan publishing its articles in Caretas 
and in El Comercio, he was taken with the impact the ILD's proposed
reforms could have on the impoverished majority of Peru. He persuaded
the Communist mayor of San Martin d Porres to sign an agreement
with the ILD to begin a program of municipal reforms to assist the 
700,000 poor of his district. However, before the ILD could begin work, 
the national committee of the party reviewed the initiative and rejected
it out of hand as being a right-wing ploy to gain support in the district. 
Dismayed at their political interpretation of a move to assist the poor, 
he publicly denounced the party's decision and broke all ties with them. 
(Interestingly, the mayor of San Martin de Porres was not inclined to 
follow his example). He subsequently began working with the ILD and 
became an important link in the informal sector networl:. 

During the past ten years, the ILD has seen the informals move from a 
series of authoritarian, mercantilist-inspired fiefdoms among informal 
trade transport and housing organizations, to more democratic, market
oriented associations which are spontaneously organizing themselves to 
lobby and defend their objective interests. The ILD estimates that the 
number of informal organizations has increased from some 35-50 
registered groups prior to the publication of The Other Path, to more 
than 250 today, mort located in Lima. For them, The Other Path has 
become a living document whose chief contribution to the informals has 
been to provide an understanding of the bigger picture of the constraints 
they face and the force - political and economic - which they represent. 
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Most recently the network has been used to disseminate the ILD t",sis as regardsproperty rights in the departments of Cuzco, Arequipa, Ica, Cajamarca and Piura whilesimultaneously undertaking interviews for research on extralegal regulations in those areas. 

(2) Formal private and public sector contacte 
An entire network of contacts has been developed with the central government, municipalgovernments, parliamentarians, the formal sector and unions which allowscontact key leaders, discuss issues with them and obtain 

the ILD to 
their support. in favor ofproposed legislation. For example, through this highly effective network, the ILD wasable to obtain the support of all major political parties in Peru for the land titling act forinformal housing and for the administrative simplification program. 

2. Program of National Dissemination 
The ILD has developed an extremely effective communications system to transmit itsthesis concerning free markets and participatory government to Peruvians. This systemrelies heavily on the media, publications and organized events. 

a. The Media 
Broad use is made of the press, radio and television to communicate the ILD's message. 

(1) Press 
In the early days of the Institute, one format for press coverage proved particularlyeffective - a short, persuasive document called "Analyses in Benefit of the Public Interest,"or ABIPs. These articles were no more than four pages, summarizing the ILD researchon economic issues of special importance, using numerous iustrations and photographsto catch the public's eye and to get the message across.
 
The objectives of the ABIPs were 
to illustrate the consequences of badly made laws andto indicate the importance of adequate legal institutions for development. They focusedattention on anti-democractic, anti-market legislation. The articles critiquedlegislation, demonstrating suchhow it hurts the poor, and proposed market-orientedalternatives. The ABIPs dealt with specific problems such as home titling, rent controland labor stability, primarily from the point of view of th, poor majority. 
The ABIPs were published in the major circulation magazines and newspapers, reachingover 800,000 readers. In addition, they were published separately and distributed amonginterested groups, including informals, in flyer form. 
For more than a year, from July 1985 to September 1986, the ILD was given free spacein the weekly magazine Caretas to publish the ABEPs. In all, 23 ABIPs were. publishedin Caretas, dealing with themes including street vendors, informal land invasions, urbaninformal transport, property rights for iaformals, t.e Public Defense Office, statemonopolies, debureaucratization, reform of legal institutions, administrative simplificationand privatization. A copy of the article on opposition to the Municipal Ordinance 002 toregulate the street vendors, entitled "AQuestion of Truth" is provided in Figure 2 as anexample of the ABIPs published in Caretas. (See also Module Three, on C',st-BenefitAnalyses applied to Ordinance 002). 
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The preparation of these articles required an intensive, two week effort by a team of five 
to seven persons for every four page article. The team conducted in-depth research on 
all issues relating to the chosen subject and then progressively condensed that 
information into the four-page format. The articles served to give the ILD a high degree 
of visibility in Peru for its reform initiatives. 

In November 1985, the I.D accepted an offer on the part of El Comercio, the largest 
circulation newspaper in Lima, to publish short articles on reform issues in the 
newspaper. These articles were usually adapted from the Caretaspublication and allowed 
the ILD to diversify its press affiliation with Caretas, which is considered a right wing 
publication. The El Comercio articles were published three to four times a week until 
February 1986. 

More recently, the ILD has begun publishing one page paid advertisements to publicize 
independently its positions and reform proposals. An example of a recent advertisement 
on the Administrative Simplification ("debureaucratization") law is provided in Figure 3 
as an example. 

The ILD has carefully nurtured its relationship with the local press, including both left
wing and right-wing publications. It has begun hoiding regular press conferences on 
progress made in implementing the Administrative Simplification program and the 
Popular Mortgage program. Press releases on the issues to be covered in the press 
conferences are prepared for distribution to the local press. 

(2) Radio and Television 

As concerns radio and television, the ILD receives approximately 2 hours weekly of free 
radio air time, including the radio program entitled "El Balcon de Todos," described 
below. An average of 5 additional hours per month of radio time in Lima is devoted to 
radio interviews with the ILD staff on topics of current interest. 

Television coverage averages at least one hour per month, in the form of news coverage 
or interviews or debates with Hernando de Soto or other key the ILD personnel on the 
ILD's activities. 

b. Publications 

The most important publication from a national standpoint for the dissemination of the 
ILD's thesis is, of course, El Otro Sendero. In Peru alone, over 70,000 copies have been 
sold. It is the Number One test selling book of all times in Peru. 

Publications geared to transmit the ILD's thesis throughout Peru have included a series 
of "Cuaderno de Trabajo," or working papers on a variety of topics, including Street 
Vendors, Anti-Trust Laws, Administrative Simplification, The Mercantile State, Informal 
Economy and Institutional Reform, Entreprenewial Integration: An Ideological Answer, 
and Laws of Labor Stability and their Economic impact. Two thousand copies of each of 
these books were printed. 
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c. Events 

Another means of disseminating the ILD's message is through organized national events,
including conferences and debates. Joint meetings and debates with the formal sector 
have been organized, including a recent nationally televised debate between Hernando de 
Soto and a representative of the Lima Chamber of Commerce concerning the ILD's 
proposal for Twelve Economic Rights, and more specifically the liberalization of trade and 
the reduction of tariffs on imports of certain products which are also produced in Peru 
(e.g., tires). Round table discussions with representatives of local interest groups are also 
held, such as those being conducted now with bankers and insurance companies in 
connection with the Popular Mortgage program. 

B. PROGRAM OF INTERNATIONAL DISSEMINATION 

The ILL) has achieved a great deal of international recognition in the 10 years since it 
began its operations. The ILD believes in the importance of communicating its message
to the outside world, to promote the development of free markets and participatory 
government in favor of the poor majority in other developing countries. The feedback 
obtained from such dissemination is very useful to the ILD since it serves to validate the 
applicability of the ILD's approach in the rest of the developing world and often provides
the ILD with examples of institutions which are functioning effectively in developing
countries. 

To ensure widespread dissemination of its thesis, the ILD has initiated a major program
of "internationalization," including publication of The Other Path throughout the world, 
opening of an the ILD international liaison office in Washington, D.C., contacts with the 
international press, participation in internationdi conferences, implementation of training
in Peru for foreign participants and the establishment of an the ILD Information Center. 

1. Publication of The Other Path outside of Peru 

The ILD is committed to making The Other Path available as widely as possible. After 
its publication in Peru in 1986, the book was made immediately available throughout 
Latin America, where over 100,000 copies have been sold. Some 1300 articles have been 
written on it in less than one year by Latin American politicians, analysts, philosophers
and journalists. 

The English translation of the book was published in the United States in March 1989 
by Harper & Row. From April to June 1989, The Other Path was on the Washington
Pos' list of top ten best selling hardback books. It was published in England in June 
19&,, in Canada in August 1989 and in Sweden in November 1989. Negotiations are 
underway with publishers in Africa and France for publication. An official condensed 
version of the book has also been produced for publication throughout the world, along
with a serialized version. Such versions have appeared in Latin America and in S,'uth 
Africa. 

2. The ILD's Washington Office 

The creation of the ILD Washington office was suggested by management consultants 
who evaluated the ILD's organizatior. and its efforts to meet the information requests of 
the international development community interested in learning more about the ILD's 
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programs. The ILL.,b Washington office allows the Institute to maintain close contactwith officials from A.I.D., the Inter-American Development Bank, the World Bank, andthe United Nations. This allows the ILD to better track projects and other opportunitiesto involve the Institute in activities related to institutional reform and to respond torequests from the international development community on ILD'sthe initiatives and
accomplishments. 

The ILD Washington office further serves to coordinate the logistical arrangements forconsultants who will be working with the IL) in Peru or who will assist in carrying outcomparative international research on the role of law and institutions in developed
countries. 

3. International Press 

The ILD has been widely covered by the international press, including articles and bookreviews in The Economist, the Wall Street Journal,the New York Times, ForbesMagazine,Fortune Magazine, Readers' Digest, the Washington Post, the FinancialTimes, to nameon]', a few. The ILD has received requests for regular articles the Wallfrom StreetJournal and the New York Times. The ILD attaches a great deal of importance to thiscoverage since it promotes the ILD's thess throughout the world. This helps to increasethe ILD's visibility and credibility in Peru, which, in turn, garners additional
international attention. 

4. Conferences 

The ILD President Hernando de Soto receives hundreds of invitations to participateconferences, symposia, debates and other fora to make the ILD's case. 
in 

The ILD considersthese occasions an opportunity to 3ducate and to help local leaders raise interest inestablishing local programs. Within its constraints of time and funds, the ILD respondsto such invitations. During the calendar year de19b3, Soto has participated in thefollowing conferences, among others: conferences o.: Issues in Informality, held inAbidjan, Cote d'Ivoire and Nairobi, Kenya; Wolfsberg Conference on the Impact ofDevelopment in Geneva, Switzerland, conferences on Free Markets and Perestroika heldin Estonia and Moscow; and regional conference on Institutional Reform held in Karachi,Palistan. In Washington, D.C., de Soto is regularly invited to address the major
international donors and A.I.D. 
 In the U.S. he is asked to speak by private business

associations 
 and research institutes. 

5. International Training 

In response to a growing number of requests for training in the ILD's economic analysisand institutional reform processes, the ILD has agreed to organize up to four majorraining initiatives per year in Peru and has developed training curricula and materials.Although the ILD will assist in training researchers and activists in basic approaches toinstitutional reform, responsibility for initiating, funding and implementing local programs
will reside with the local groups. 

Individuals and institutions participating it, such training are of two groups: those whocontact the ILD as a result of reading or hearing about its work and those who arerecommended by donors or third parties. The ILD entertains all requests for trainingand accepts or rejects such requests based on criteria relating essentially to the degree 
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of motivation of such groups to initiate institutional reform programs in their home 
countries. 

The ILD hosted a group of North African and Asian researchers in April 1989. A second 
group of Sub-Saharan African researchers was hosted in November 1989. Other requests 
training have been received from informal organizations, formal private sector 
organizations, universities, research organizations, political parties and governments for 
training. 

In certain circumstances, the ILD will provide short term technical assistance to those 
groups actively pursuing reform programs in their home countries. 

The ILD is also prepared to study requests from selected individual to participate for 

several months to one year in the ILD project in Lima. 

6. The ILD Information Center 

As a natural outgrowth of its role as promoter and trainer, the ILD has a wealth of 
information on persons doing research in the field of informality and the role of 
institutions in development. As a result of its ongoing research, the Institute will also 
be a source of new ideas which should be made available to those working in the field. 
Further, the ILD has developed and is expanding its list of consultants whose knowledge 
can be adapted to assist in such areas as measurement uf informality, quantification of 
the costs of legal institutions, recognition of legal and institutional barriers, and 
identification of realistic and tested alternatives for institutional change. 

To make this information available to those outside Peru, the ILD has created an 
Information Center, which is now being computerized, to facilitate the task of providing 
customized information to fellow researchers and activists. 

The ILD is also organizing the publication of a regular newsletter which will provide a 
steady source of information on institutional reform. The newsletter, geared to those 
undertaking programs in their home countries, theoreticians and development 
practitioners, will focus on both the practice and theory of the ILD's programs. It will 
also enable groups in one country to benefit from the experience of others. 

C. PUBLIC DEFENSE: THE POPULAR DEFENSE PROGRAM (ODP) 

The ILD has based its public defense initiatives on the notion of a private ombudsman 
to support citizens in their grievances against the government and its institutions. In 
1984, the ILD was instrumental in creating, within the Peruvian Attorney General's 
Office, the function of El Defensor del Pueblo (Defender of the People), which was part 
of the constitution but had never been enacted. The ILD created a support office within 
its own structure to assist in receiving and transmitting citizen complaints. However, 
political pressure was placed on the Attorney General's office by certain officials to 
terminate the activity, since many complaints were being received against the 
government. The government withdrew its support, but the ILD opted to continue its 
advocacy role, calling the campaign "El Balcon de Todos," or Everybody's Balcony. (This 
name was intended to contrast with the "President's Balcony" from which the President 
makes his major declarations to the people). The ILD received free air time on local 
radio stations to air complaints. 
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In 1987, the ILD opened its "Officina par Ia Defensa Popular" (ODP-Public Defense Office) 
to assist the poor with their legal difficulties. It was originally planned that a local 
association of lawyers would assist in furnishing legal advice. However, the ILD did not 
have adequate funding to pay for this service. The ILD opted to furnish limited services 
itself, through a group of three lawyers. Until recently, the ODP provided legal defeuse 
for class actions and certain individual suits. This service assisted informals who could 
not otherwise afford defense and was a means through which the ILD reciprocated for the 
time many informals have given to work with the ILD on institutional reform proposals. 
ODP also furnished an important service in support of the infbrmal sector network, by
arranging for and making presentations to groups of informals on legal and 
administrative issues. The work of this group was useful in informing the ILD's research 
and proposals on other issues. 

Recently, however, in evaluating the growing number of priorities, the ILD determined 
that its public defense efforts would be curtailed, except for those cases in which the 
defense activity could assist in building a strong argument for institutional reform. The 
ILD felt that a time-consuming and costly public defense program, while helpful to a 
limited number of informals, had the same built-in disadvantage as the numerous 
microenterprise programs which treat the symptom but not the cause of the informals' 
marginality. The ILD felt that its resources would be better used to concentrate on the 
larger picture of institutional reform, rather than individual law suits which could only 
hope to change decisions relating to a limited number of persons. The ILD's basic 
conclusion was that if it succeeds in reforming institutions through its programs, it will 
no longer be necessary to provide legal defense for individuals. 

The ILD does continue to provide legal services for certain cases, such as class action 
suits or cases which support its ongoing programs. 

1. Class Action 

Examples of recent legal defense in support of class action suits include: 

0 Casas Huertas Pueblo Joven 

This case involved the request for expulsion of over 2,000 families from their informal 
settlement by the owners of the land. Due to irregularities in the enrollment process for 
the Public Real Estate Registry and due to the classification of their property as a Pueblo 
Joven, the former owners of the land occupied by the Casas Huertas settlement were not 
paid the appraised value as required. They sued to obtain recovery of their land and 
expulsion of the 2,000 families living in the settlement. The ILD is assisting in 
negotiating an agreement between the owners and the inhabitants for the payment by the 
inhabitants of the appraised value. The municipal government should be held responsible 
for payment to the affected owners. This case has been disputed for more than 19 years
without resolution, a situation resulting in legal insecurity for both parties. 

• Angeldones Arrieta 

The retired persons of the Peruvian Institute of Social Security had been receiving 7,000 
intis (approximately $1.00) as a special bonus. The bonus was abruptly cancelled without 
notification even though the amount had been paid for the previous 8 months and was 
established as a cost of living adjustment. This act violated labor laws which establish 
that any bonus is an acquired right which cannot be cancelled arbitrarily. The ILD has 
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so advised the Institute and is preparing to file suit if sausfaction is not obtained by the 

retired person. 

• Informal Transport Operators 

The ILD defended the informal transport operators associations against the request for 
an injunction blocking the presidential decree allowing informal transport operators to 
import duty-free tires and spare parts. The ILD defended the transport operators and 
made a strong case regarding the very high cost of tires produced in Peru as compared 
with the cost of imported tires (a ratio of nearly 2.5 : 1). The ILD won this case, which 
made national and international headlines. 

2. Administrative Simplification Tribunal 

The ILD, through its public defense lawyers, is assisting in researching the complaints 
filed against government bureaucrats for abuses relating to the administrative 
simplification act. In the first week of public complaints, six complaints were received. 
That number now exceeds fifty and more complaints are expected weekly. The ILD 
researches each of these complaints, determines which are valid and identifies the parties 
responsible for the bureaucratic abuse. 
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GLOSSARY
 

ABIP 	 "Analyses in Benefit of the Public Interest," a series of four
page magazine articles published in the early days of the ILD 
to summarize its research on economic issues of special
importance, using numerous illustrations and photographs to
catch the public's attention and communicate the message 

Advocacy 	 The act of speaking, writing or acting in support of a cause. In
the case of the ILD, advocacy includes public education on
institutional reform issues, measures to obtain feedback from the
public on those issues, and initiatives to disseminate the ILD's
thesis to national and international audiences 

Citizens' A series of special councils created under the ILD'sCouncils 	 Simplification Administrative program which are designed to
receive public feedback on proposed reforms to administrative
regulations and to incorporate valid suggestions into the final
regulations submitted to Congress or the President for approval.
Members of these councils include representatives from formal
and informal businesses, labor unions, the media and 
government officials. Two types of councils exist: sectoral and 
special, the latter dealing with issues that affect more than one 
sector
 

Class Action A legal suit which seeks to defend a class of persons, asSuit opposed to a single individual 

Networking 	 The process of developing a group of contacts among
interconnected or cooperating individuals 

ODP 	 Officina por la Defensa Popular (Popular Defense Program),
designed to provide legal defense services to selected individuals 
and groups from the informal sector 

Public The process of allowing public participation in the reviewComment of proposed regulations prior to their finalization and enactment;
public comment may be obtained through special public hearings 
or through written communications from citizens 

Pueblos Jovenes 	 Shantytowns built by informals on the outskirts of Lima 
(literally, "young towns") 
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FOREWORD
 

In July of 1979, President JLio Figueiredo decided to
 
create the National Debureaucratization Program, directly
 

subordinated to the Presidency, under the coordination of an
 
Extraordinary Minister. The main objective of the Program is to
 
reverse the historical trend of the Brazilian Administration
 
towards unnecessary growth, excessive centralization of the
 
decision-making process, abundant regulation, rigid formalism,
 

slowness of public services and, consequently, inefficiency.
 
This unique and revolutionary approach to such a challenging
 

problem has already produced impressive results. In less than
 
3 years, approximately 300 acts have been enacted, including
 

laws, decree-laws, decrees, ordinances, and a series of
 

normative decisions. All States and the most populous
 
Municipalities have followed the Federal Government's steps and
 

instituted local Debureauczatization programs. Four hundred
 
million documents have been eliminated from circulation within
 
the Federal Administration. Total cost savings, including the
 

private and public sectors, are close to 300 billion cruzeiros
 
(approximately US $ 2 billion) per year, amounting to about
 
0.8% of Brazil's annual GNP. We are confident that this is just
 
the begining, not only of a profound refo of the Administration,
 

but of a complete change of mentality a 'rega ds the concept of
 

Public Service.
 

Helio Beltrao
 
Minister for Debureaucratizat'on
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IN BRAZILOF BUREAUCR3L.TIZATIONHISTORICA-L AND CULTURAL ROOTS 

our Public AdxniistratiLis a secular trend ofBureaucratization 

deeply rooted in the sedimentation of habits End prejudices 

into thp cultureand incorporatedfrom our colonial pastinherited 

refer in particular to centralization,
of our Public Service. We 

which are invariably present in or 
formalism and distrust, 

underlying our laws and regulations, and 
have become the main
 

of the Brazilianclogging and bureaucratizationcauses of the 

In fact, excessive centralization of
 Public Administration. 


to delegate authority have become
and unwillingnessdecisions 


disease of our administrative body. 
some sort of chronic 

reason for 
Concentration of the decision-making rower is the major 

the huge grow
ald procedures,
the regrettable slowness of services 

and the progressitye deflation of. of the bureaucratic machinery 

factor, centralismAs an aggravatingauthority.peripheral 

central perspective whi ch


of an excessivefeeds the outgrowth 

uniform and standard solutions to an immense and 
tends to apply 

by diversities and pecuiarities,
heterogeneous country marked 

problems.
claiming for different solutions for different 

for the absurd that the 
to formalism accountsThe overattachment 

to the document thanlends more importancePublic Administration 
and facts.

if life were made of papers and not people
the fact, as 

into the morbidof distrust, translatedFinally, the mark 

obsession about fraud, is present in most 
laws, rules, and 

and its relationsnli
which govern Public Administrationregulations 

servants and users of public services.with 

is responsible for 
in the user, servant and businessmanDistrust 

formalities, approvals,certificates
landslide of requirements,the 

of previous systematic and documentar
and other typestestimonials 


make life iflicult for the

sole purpose is toevidence whose 

All thisthe dishonest individual.intimidatinghonestwithout 
unlike in ourin Public Administration,is demanded because 

it is fcrbidden to believe what people 
say, even
 

private life, 


generally stating the truth,
though it is known that they are 


a crime expressly

irrespective of the fact that falsehood 

is 




3.
 

contemplated in the Penal. Code. In Brazil, rather than punishing
 

those who commit fraud, one is compelled to produce evidence,
 

systematically and with documents, that he iq not dishonest.
 

Thus, the honest person is punished without inhibiting dishonesty
 

of those who are experts in the tedhnique of forging documents. 

Substantially forged documents are usually more perfect than the
 

lcgitimate ones; the accounts of the dis'honest persons are
 

generally flawless as to form.
 

The joint influence and continued practice of these vices and
 

prejudices wound up, throughout the years, converting Public
 

Administration into a huge and slow, complicated and inneficient,
 

centralized, insensitive and inhuman body. Of course, obvious
 

and notorious exceptions must be acknowledged among organs and 

sectors of Government which have earned, for that reason, public 

recognition. 

The historical truth is that Brazil was already born strictly 

centralized and regulated. From the very beginning, everything 

happened backwards. 

When Tom6 de Souza landed in Bahia in 1549, as Governor-General 

appointed by the absolutist and centralized Government of 

Portugal, he already brought with him a finally drafted "Statute' 

prepared in Lisbon, which actually was the first Brazilian 

Constitution. There were neither people nor society, but there 

was already a prefabricated administrative frame, imposed from 

the top and far-way, which should eventually shape both. Such 

model prevailed- the bureaucratic frame always preceded and 

conditioned social organization. 

This circumstance is pointed out by all analysts of our colonization 

According to Joao Camilo de Oliveira Torres, "the really _:amazing
 

fact is thiat in Brazil the State has physically preceded the 

people". Pursuant to Oliveira Viana "the population of the local 

centers is already born under administrative prescriptions". 

This administratixe and political organization is not therefore 

an intentional creation of individuals; it is a deformed shell 

brought from abroad, imported, huge, complex, heavy. According 

pi 
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our history, reality is 
the first century of 

to Faoro, "from 
and crown orders". Tristao 

decrees, charters
made and built with 

the other way
"we were a Country shaped

de At.hayde concludes: 
having a people; parlamentarism 

a crown before
around; which had 

before literacy; banks
higher educationbefore elections; 

before savings". 

has overlaped
that in Brazil bureaucracy

It is not odd, therefore, 
our colonizationthe very nature of

the result of
society. This was 

was a s tate undertaking,
of Brazil, colonizationIn the case 

Government to persons of trust, with 
Portuguesegranted by the 

the conquest of the 
intent of consolidatingthe declared 

to the Crown. No 
economic benefitsand providingterritory 

other plans, where'it wg
similarity whatsoever with what happened in 

emigratedthat spontaneously
the people themselves a portion of 

and there created 
to settle somewhere else,

with the intent 
it was society

In this latter case,
their oWnl institutions. fouindedit was authority that

In Brazil,
that invested authority. 


and shaped society.
 

a great deal - and for 
Brazil has changed. It changed

Since then 
process of liberation

of a progressivethe coursethe better -in 

the Empire and the 
With Independence.and self-assertion. social,our political,place inchanges took

Republic, profound 
in the administrativeHcever, specifically

and economic behavior. 


has really changed. As a result of our
 
littlelevel,very 

formalistic tradition, Brazilian 
bureaucracy is all written 

down.
 

with laws, decrees,
always complicd

In other words, it has 
andis expresslywhere everythingand ordinances,regulations for theaccountsSuch circumstance

minutely regulated. andof our administrationiiamobilismcentralizingcharacteristic 
can be observed between 

the cultural gap which to this day 
such 

people.of the Brazilianof the majorityand the attitudebehavior 

that authoritarisn
in Public Administrationit was mainlyIn fact, 

distrust and tutelage took 
shelter
 

and formalism,centralism bureaucraticthe Portuguesewhich underscoregrew roots, changinyand 
And, anchored-in the difficulty of 

framework.colonial have beenthese characteristicsof bureaucracy,the written rules 
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without being
Yept substantially intact throughout the centuries, 

the conce-pts 
aware of the arrival of the republican ideals and of 

of citizenship and freedom proclaimed in the political level and 

successive Constitutions. Today,
text of ouracclaimed in the 


Brazil, with notorious exceptions, the citizen 
as in colonial 

as a citizen but as a subject.is still treated, not 

III 

IN PRIVATE ACTIVITYBUREAUCRATIZATION 
AND BUSINESSY.ANITS EFFECTS ON ORDINARY CITIZEN 

excessively,has not been satisfied in growing
The Administration 

its effective social
much beyond what would be consistent 	with 

itself, the AdministrationBesides bureaucratizingusefulness. 
task of bureaucratizationhas been equally devoted to the of 

the private activity. 

in Brazil, both 
It goes without further evidence the fact that, 

their daily activity growingly
citizen and businessman have 


affected by formalities and requirements raised on their way,
 

through excessive governmental regulation.
 

withand the obsessive and useless concern
Distrust, formalism 

Public Administration to require from the 
fraud have led the 

number of obligations, formalities and 
ordinary citizen a growing 

survive, live, carry out his 
documents without which he cannot 

family, register or educate hissupport hisprofessional activity, 

dead. The worker wastes a good deal of 
children, and bury his 

a line to
his time, and therefore his salary, running from 

to prove that he exists, that he is honest, that he is 
another 

oninvolved with the police;
not lying, that he has never been 

which are perfectlyto obtain documentsthe top of that,he has 

created by bureaucratic routine. unnecessary, 

is just the saime. Along the years,
the pictureAs to businessman 

in his daily routine has increasedinterferenceGovernment 
poirt,the

It is not pertinent to discuss, at this 
progressively. 

http:BUSINESSY.AN
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reasons - certainly sound - that have determined the creation 

Agencies, Departments, Committees or 
of an endless list of 

What must be
 
Commissions vested today with regulatory power. 

of these organs to over
commented is the irresistible tendency 

their creation; in many
pass the objectives that justified 

and suffocationthey become instruments of inhibitioncases 

the
 

of the business activity. Business is pressed today by 

- Federal, State and Municipal
three levels of the Federation 

and parafiscal
with some 500 bureaucratic, statistical, fiscal 

It is really impressive the quantity and variety
cbligations. 


of rules, forms, and requirements that businessmen are compelled 

the rules are frequently changed,
to comply with. Unfortunately, 

still more difficult to comply with all of 
therefore becoming 

and units 
them. No less regretful is the practice of agencies 

causing businessmen to supply the 
ignoring one another, thereby 

different departments of the Government. same information to several 

Debureajcratization
One of the express objectives of the National 

in the activityGovernment interferenceProgram is "to reduce 

as well as to strenghten the 
of the citizen and the businessman, 

We are sincerely convinced
free enterprise system". that 

country depends fundamentallourof free enterprise inmaintenance 
in fact, the matrix
of small business which is,on the survival 

of the system. Empiric evidence has demonstrated that small 

longer resists the burden of fiscal and 
business in Brazil no 

forced upon

bureaucratic obligations resulting from 

requirements 


does not
three levels of the Federation. Bureauciacy

it by the 
enterprise.


usually distinguish the big, medium and small business 


It so
 
In other words, "they are all equal before bureaucracy'. 


less resistant,

happens that the small ones, being weaker 

are 


going underground. For that
 wind up sentenced to perish or 


to the problems affecting small 
reason we are assuring priority 

the great majority in the
 business, which, incidentally, is 


activity.universe of Brazilian economic 

IV 

AND RATICNALIZATIONDEBUREAUCRATIZATION 

the above, it is obvious that "Debureaucratization" 
is
 

Based on 

essentially a political proposition 
which entails cultural change.
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Thus, it cannot be mistak.en with "'Rationalization" programs 

which are propositions confined to the technical field,intended 

to increase the efficiency of Administration. 

Administrative rationalization or reorganization works, even 

though closely related with the success of the Debureaucratization 

Program, are different therefrom, due to its nature and form 

of action. 

Debureaucratizing means modifying the very structure of power 

and the form how it operates within the Administration. It 

presuposes, for that very reason, the existence of a political 

will, clearly stated by those who can do it. And it should 

forcibly be effected through the power route and not the 

many instances,technical route, since it means to convince and, in 

to compel the holders of authority to yield power and abandon 

the obsession to multiply controls. If we intend to facilitate 

the solution of matters of public interest, it is. imperative 

to decentralize decisions, to eliminate excessive and expensive 

controls and assign validitg to statements inade by ordinary 

citizens and businessmen before public authorities, until evidence 

to the contrary. These objectives are hard to be achieved, if 

In the economic fieldconducted through purely technical means. 


as well, debureaucratization will n-ot be possible without the
 

support of power because, in this area, to debureaucratize means,
 

above all, to deliberately reduce excessive Government interference
 

and excessive regulation of the economic life, which over. 

burdens and disturbs busincss activities, producing inflation 

and preventing development. 

While Rationalization aims at the Administration as such, seeking 

to increase its efficiency and productivity, Debureaucratization 

interest of the user or "consuner"addresses itself directly to the 

of public service, with the objective of relieving him from 

excessive requirements, and assuring him the good service to 

which he is entitled. It seems out of question that the demand 

for good service brings about a pressure over the Administration 

capable of, by reflex effect, driving it to "rationalize itself". 

Under these conditions, the Program is not directly concerned with 

the improvement of organizational charts, or the reorganization 

http:mistak.en


seeks reach the origins of bureau
of working flows. It to 

and normative frameworkexamine the institutionaland 
The Program 

cratization 
of the Administration.the behaviorthat determines 

decrees and regulations,
seeks to revise the very text of laws, 

from our colonial 
so as to eliminate therefrom the marks inherited 

past.
 

which can only be met if 
We are obviously facing a challenge 

backed by a clear and conscientious 
political will to debureaucrati7
 

Such politicalthe life of Brazilians.the country and simplify 
outset, by President Figueiredo,

decision was announced, from the 

support has been decisive for the success 
and his unrelenting 

of the Program.
 

PROGRAMTHE NATIONAL DEBUREATJCRTIZATION 

The Silent Effort of 1967
 

From 1967 to 1969,we undertook an intensive work towards
 

federal administration
 
decentralization and simplification 

of the 


machinery.
 

Federal Administrativ 
We were personally engaged in the battle of the 

of the authority of the
 
Reform, directing the whole weight 


Ministry of Planning, which we then 
headed, towards that aim,
 

200, of February

and using the powers instituted by Decree.n

9 


25th 1967,in the elaboration of which we 
had previously participate,
 

Branco Government.
by invitation of the Castello 

The Administrative Reform of 1967 achieved 
important results,
 

areas of decentralization 
not sufficiently divulged yetin the of 

indirect 
process, organization flexibility, and 

the decision-making 
a wereIn a country where only few

of functions.performance 
we able, between 1967 and

their authority, were
willing to yield 

1969, to issue about twenty thousand acts 
of delegation of
 

authority and a few thousand acts of 
reorganization aimed at
 

and agility.with flexibilityproviding the Administration 

pace after 1969, the Administrative 
Reform
 

However,having lost 

deeper objectives of simplification 

never reached its ultimate and 

http:Decree.n9
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and debureaucratization. In those fields, there was no time to 

harvest all the results of what we had extensively seeded. 

Resuming Efforts 

The creation of the National Debureaucratization Progr.i, in July 

of 1979, under the responsibility of an Extraordinary Minister 

reporting to the President, undoubted.',' represents a firm 

demonstration of the President's political will to resume and 

intensify the effort initiated in 1967. 

During these almost three years of work, with the help of a small 

and dedicated staff, and the valuable support of public opinion, 

significant progress has been reached towards making life easier 

for the citizen and the businessman. Hundreds of simplifying 

innovations were issued through laws, decree-laws, decrees,, 

ordinances, and other acts. Consequentely, over 400 million 

documents and formalities per year are already abolished. Over 

3.000 acts delegation of power were signed at - various levels 

of the Federal Administration, aimed at decentralization and 

acceleration of decisions. 

This is more than we had expected, but very little compared with 

what has yet to be done. At the federal level alone, about one 

hundred thousand laws and decrees are in force, at present. 

A gigantic screening work should be performed so as to freeing 

many such laws and decrees from the century old marks of 

centralization, formalism and distrust, not to mention the 

hundreds of thousands of ordinances, resolutions and other 

normative acts. 

More important than all these figures, however, is the degree of
 

awareness that the Program is rapidly achieving. Actually, the 

population has approved and absorbed the objectives of the 

Program. The word" debureaucratization" is already in people's mind 

is also presentand incorporated in their day-to-day vocabulary. ;it 

in the news and, above all, in the protests against bureaucratic 

excess which may be seen in lines and counters. This is the 

most important victory scored by the Program;since we are before 
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admit final victories or instantaneousa task whose nature does not 

single and hissolutions. It requires much more than a Minister 

small group of assistants; it requires much more than the auration 

at least one generation.of one Government. It is a task for 

However, even though we do not expect to defeat bureaucracy, it 

seems perfectly possible to check it, starting a strong and
 

For progressive bureaucratization
simultaneous reversing process. 

mayof Public Administration did not come about, as it seem 

at a glance, from any deliberate purpose or from a gloomy 

"conspiracy of bureaucrats". It is rather, and up to a certain 

extent, an unconscious process whose reversion is slow and 

consider that we have in
difficult,but far from impossible, if we 


our side the public opinion and the consensus of public service
 

Except for some pathological cases, nobody favors
 users. 

ordinary servant,who is thebureaucracy, including the civil 

ultimate victim of the process.
 

Finally, it is worth pointing out the promising fact that
 

debureaucratization is already beginning to work spontaneously.
 

taking the initiative toA large number of public organs are 

simplify and speed up procedures in the benefit of a better 

service to the public.
 

is our intention, in the forthcoming months,
Incidentally, it 

to give special attention to public handling services. In order 

to do so, it is imperative to enhance the administration 

are

peripherals, namely, the levels of the administration which 


today deprived of the prestige and authority enjoyed by the
 

Along this line, we intend to encourage the
central ranks. 


tasks to State organs through agreements,delegation of federal 


whenever and wherever possible and practicable.
 

It should be finally mentioned that, contrary to what 
it may seem,
 

the Debureaucratization Program is not utopic or quixotic. It
 

would be utopic if the bureaucratizing inheritance had been
 

"culture". Fortunately,this did
incorporated into o'ir people's 


Brazilians frontally oppose bureaucracy. As we havr
 
not happen. 


already explained, that inheritance was confined to Public
 

Administration, where centralization, complication, formalism 
and
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distrust are deeply rooted; much on the contrary, Brazilians
 

are generally simple, informal, and confident. It is not, therefore, 

a question of changing our people's culture, but rather one 

of adjusting to that culture the Public Administration behavior, 

which is yet bonded to an inh-erited and surpassed culture. 

EXPANSION OF THE PROGRAM'S AMBIT 

State and'Municipal Governments 

The Judiciary 

In his aversion to bureaucracy, the ordinary citizen, who is not 

an expert in constitutional matters, usually ignores the borders 

of the Federation and the division of Powers. Bureaucracy to him 

is one and only one, whether Federal, State or Municipal. From 

the public's viewpoint, after the appointment of a Minister for 

Debureaucratization his authority and responsibility are without 

affected by what the people call "bureaucracy"frontiers; all those 

and complain to the Minister: slowness, complication,should appeal 

red-tape, excessive formalism, waste of time, insensibility, the 

long lines of people, rubber stamps, inconclusive decisions, 

thick files, unnecessary expenses. (*) 

That attitude is evident in the letters received by the Minister
 

for Debureaucratization (between 1,000 and 2,000 per month) and in
 

media, where it is expectedcomplaints, brought to us through the 

(*) The Program has deliberately followed the popular or current
 

meaning of bureaucracy, rather than the scientific or academic 
meaning according to which bureaucracy corresponds to a form of 
administrative organization, with no depreciative connotation, a
 

concept which was specially developed by MAX WEBER (1864-1920). 
In as much as the Program proposes to promote a cultural change, its 

and the civil servant,language, addressed directly to the user 
cannot be the scientific language of technical books, but rather 

the most up-to-dat,the popular language which is in people's mind. In 
Buarque de Holanda's~the word bureaudictionaries, such as Aur6lio 

cracy has the meaning of "complication or slowness in the performance 

of public service". 

•ii,., 
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that the Minister should demand compliance by State and Municipal 

organs and the Judiciary with t-he norms and principles of the 

Program which apply only to the Federal Executive. 

the public, which is perfectly understandable,This behavior.- of 

led us ,from the very beginning,to the conclusion that, even though 

we had no authority over those organs, the Program would not have 

unless it were
the necessary support from the public opinionj 

extended to State and Municipal levels. Bearing that in mind, 

we visited most States and the Municipalities with large populatio 

which strongly adhered to the objectives of the Program. 

Consequently, Debureaucratization Programs, identical to the
 

Federal Program, have already been adopted by all States, 
the
 

capital, and the largest Municipalities.Federal 

services, public complain.As regards the Judiciary and related the 

against delays and difficulties in obtaining decisions and against 

Of course, these
excessive requirements and court expenses. 

are not comprehended within our jurisdiction.matters 

and expedite judicial proceduresHowever, the need to simplify 
Judges, lawyers, and 

oes-not come from ordinary citizens alone. 

strong appeals and
jurists,directly or through the press send us 

suggestions in this connection. 

Therefore, it is perfectly understandable that, acting in co

we have been compelledthe of Justice,ordination with Minister 
of the Judiciary.to stimulate and promote debureaucratization 

Like the Executive, the functioning of courts is slow, service is 

in several cases, formalism abounds. Judgesnot satisfactory and, 
their time meeting requirementsare overloaded, lawyers waste 

which are merely formal; the parties suffer the disappointment 

and loss caused by long waits; the court servants complain that 

they are underpaid and overworked. Even more serious is the 

that "a bad agreement is better than a good
generalized feeling 

lawsuit". This melancholic resignation of the citizen induces 

him to waive his rights and represents a social and political 

fact of the utmost gravity. 

-7') ( 
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The distance between the Judiciary and the people opens the way 

citizenfor administrative discretion,where the destiny of the 

is frequently found. The worst judgement is the one that is 

reach of the nevr rendered. When justice is not within the 

ordinary man, or is not applied reasonably fast, we cannot 

speak of liberty or freedom of the citizens. 

Rule of Law does no depend exclusively on improvements atThe 
The Rule of Law, above all, is manifestedthe political level. 


in the quality of the service provided to the public in the
 

as true for the Executive
satisfaction of its rights. This is 

as for the Judiciary. 

Program which, as we have already said,The Debureaucr:.-zation 

falls under the ongoing process of democratic opening in Brazil, 

thoseaffords clear priority to solving the problems that affect 

who are in greater need of assistance; unfortunately, they are 

still the majority of Brazilians. 

we believe that the reforms to be
Bound to this orientation, 


made in the Judiciary - and irrespective of the handling of
 

other problems that affect 	the various levels and aspects of 

- special attention should be.paid to
jurisdictional perforrnce 


front line of contact of
courts, are 

the public with the judicial system. 
lower instance which the 

the need to
We are, therefore, particularly concerned with 

courts.
strengthen,simplify , -nd decentralize the lower instance 

urban a reallyIt is imperative to provide', in large areas, 

structure of local courts able to 
peripheral, fast,and informal 

hear and judge small claims and violations, in direct contact 

with the parties and the witnesses. This seems the best way to 

bring justice closer to the people, through really summary 

cases of small value, in minor litigations which
 proceedings in 

none are part of day-to-day life of individuals but, the less, 

rights citizens.involve their as 

centralization
In cities with large population and social tension, 

closely related to the problem
of the Judiciary is, incidentally, 
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of urban violence and the prevention of arbitrary police action.
 

In the absence of easily accessible courts, the police tends to
 

replace the law and the Judiciary.
 

We know that the improvement of lower courts falls within the 

jurisdiction of the States, not the Federal Government. However, 

the States will not be able to achieve satisfactory results unless 

the Federal Government opens the way, by using its constitutional 

authority to propose to the Congress bills concerning procedure rule: 

notary public, and public registries services. It seems advisable 

to change the procedural laws,. at the Federal level, so as to 

enable the States to perform their part. We feel that, notwith

standing the unity principle applicable to procedure, the 

federal law could allow the States to choose between expressly 

formulated alternatives , so that State courts may be able to 

promote their own debureaucratization, modernization, decentralizat: 

and specialization. Such a change should evidently be adjusted 

to the local peculiarities as well as to the value, nature and 

complexity of the litigation. 

For that purpose, we have studied and submitted to the Ministry 

of Justice several simplifying suggestions that resulted in some
 

bills already sent to Congress. 

Within the scope of the Ministry for Debureaucratization, a group 

of distinguished judges and lawyers has been operating with the 

active participation of representatives of the two Ministries and 

the Brazilian Bar Association. Several proposals have already 

been prepared by that Group of Jurists and converted into bills 

changing several provisions of the Code of Civil Procedure, with 

the objective of eliminating slowness factors, simplifying 

formalities, and re-easing the judges from bureaucratic activities 

which do not concern specifically the judicatory activity. 

From his part, the distinguished Minister of Justice has already
 

completed the draft of a new Penal Code. 

Other suggestions refer to the concern of unclogging the Judiciar. 

activity, avoiding the unnecessary submission to courts of cases 

which permit out-of-court settlement (with the evident safeguard 

of court revision) G
S/7' 
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Another way of expediting jurisdictional performance in large 

urban centers is the creation of specialized courts. It seems 

convenient to stimulate the installation of decentralized Traffic 

courts in large cities, operating on a 21 hour basis. 

This is a challenge to the creativity of judges, lawyers and 

jurists. And it requires the s.upport and cooperation of the 

Federal and State Executive branches. 

VII 

ADMINISTRATIVE DECENTRALIZATION AND THE FEDERATION 

The effective realization of our Federation and, very specially, 

the strengthening of the Municipality are closely related with 

successful achievement of the Program's goals. 

The President's commitmernt towards municipalism is absolutely clear: 

"We want strong and prosperous Brazilian Municipalities. I am 

determined to achieve that Qbjective. The Municipality is the 

first step to our political and administrative organization. It 

should also be the first community agent of democracy, economic 

development, social justice and institutional stability". 

However, for the full achievement of the President's commitment 

there is a long way to go. Seventy percent of the 4,000 Brazilian 

Municipalities have less than 20,000 inhabitants and are deprived 

of minimum material and human xesources to perform their role. 

The overwhelming majority of the Municipalities is suffering from 

serious lack of financial resources. The revenue of 95% of them 

comes mainly from resources transferred from the Federal Government 

which represent, in average, 70% of its budget. 

The overall participation of the 4,000 Brazilian Municipalities in 

the Government revenue is rather small. Such a participation, 

even though it has gradually increased, still represents, in terms 

of total taxes collected, less than 6%, a percentage which reaches 

about 16% upon computation of the Federal and State transfers. 

*i 
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effective participation of the MunicipalitiesUnfortunately, the 

in the analysis and solution of problems closely related with 

Since there is no clear legal
local communities is even smaller. 


definition of the tasks that sould be performed by each of the 

three levels of the Federation, and as a result of excessive 

crntralism, the Municipalities, in most cases, practically do not
 

the 	 anguishparticipate in the solution of serious problems that 

the day-to-day life of the citizen. I am talking, among others, 

about the basic problems of nourishment, health, education, 

housing, which frequently assume dramatic 	 aspects. Throughout 

has been left to otherthe years, the solution of these problems 

levels of the Federation, specially the Federal Government, with 

the consequent deflation of local authority. However, the Mayor.

is the person who directly 'suffers the pressure and the burden of 

usuallypopular dissatisfaction. Precisely him, the Mayor, who 

has neither the resources nor effective participation in the. 

solution of--the problems -of his community. 

This situation must change radically, if, in fact, we want to 

and give adequate support tp therevitalize the Brazilian society 

solution of national problems.
 

change to be made in this countryAs we said recently, "the great 

is to fight excessive bureaucratic centralism, which is the most
 

serious internal drawback to our aspirations of social, economic,
 

and political development.." 

as 	 enforce administrativeWe are convinced that, as long we do not 

there will be no Federation in this country. Asdecentralization, 

long as we do not decentralize decisions and utilization of 

Municipalitiesresources, the autonomy of States and will 

a mush more formal than real concept.continue to represent 

it is not necessary toIn order to initiate that decentralization, 

wait for a constitu-tional amendment. It is required, in fact, a 

of the Federal Government, in the courageous political decision 

its field of direct performance,sense of voluntarily reducing 

and gradually increase, through agreements and other legal means 

services, as well as thethe utilization of State and Municipal 

of resources at theirdisposal. That political decision has already 
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been taken by President Figueiredo.
 

By virtue of our condition of a historically unitarian country, as
 

a result of lack of tradition of autonomy of local governments, and
 

In the absence of local concern with the need to meet the major 

requirements of our development, the Constitution provided the 

Federal Government with broad legislative and taxation powers. But 

this sould not obst the much desired decentralization of resources
 

and decisions. All depends on how the Federal Government utilizes
 

its constitutional competence. The federal competence to regulate 

certain matters or collect certain taxes does not mean that the 

performance of all tasks or the application o' all resources should 

be the exclusively incumbent upon the Federal Administration. 

Unfortunately, what we have seen throughout the years was the Federa 

Government claiming, gradually and unconsciously, the admi.istration 

of alm-st all matters, invading the undeniable authority of local
 

governments to regulate problems of their immediate interest. 

In short, progressive Federalization of all problems took place in
 

Brazil, and competence to lhgislate was confused with exclusive
 

authority to perform. 

The administ tive decentralization is perfectly compatible with 

the national approach to certain problems which, due to their
 

nature or dimension, require the programming and coordination of 

the Federal Government.
 

However, national is not a synonym of central. 

The fact that there is a national policy for a certain matter does 

not mean that the enforcement thereof should be left exclusively
 

to the Federal Administration, nor that the application of
 

resources should be centralized in its hands. Moreover, it does not
 

mean that all aspects of national interest should be defined in
 

federal law. The federal legislator, using common sense, must
 

recognize the existence of regional differences and local peculiariti 

and, consequently, should limit himself to the more general rules,,
 

thereby leaving space to State or Municipal authorities to regulate
 

and manage enforcement details.
 

't
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Decentralization is, in fact, the best manner of assuring
 

efficiency and reduction of cost of federal programs. No natior
 

planning can be really efficient unless its execution is widely
 

decentralized, and, since its inception stage, the participation
 

of local administrative mechanisms is engaged; for they are 

naturally better qualified, in each concrete case, to identify 

and solve problems in a more readily and specific manner. 

It is clear that this concept does not apply to the configuration
 

and solution of supra-local problems or to the organization of 

large industrial units, as, for instance, in sectors such as
 

electric power, petroleum, communications, steel, railways, main
 

highways, and other sectors predominantly under federal
 

responsibility. Nevertheless, aside from these cases, it is
 

unjustifiable, in countries with characteristics such as ours,
 

to exclude local particination from matters which, although
 

governed by federal law,Pertain to day-to-day interest of the
 

citizen. Furthermore, it is not reasonable that peculiar and 

urgent problems should fall within the sole responsibility of
 

distant, centralized, heavy and standardized federal organs. 

One vigorous step towards fighting bureaucratic centralization and 

strenghtening local governments was taken by President Figueiredo 

when he simplified the transfer of funds ,collected by the 

Federal Government,to the States and Municipalities. Said funds, 

which frequently awaited more than six months to reach their 

destination, are now being transferred almost automatically, after 

the elimination of compulsory presentation of investment plans 

and other unjustified control mechanisms - a form of tutelage 

previously exercised by the Federal Government over the applicatio: 

and transfer of funds. 

Since most Municipalities not even have an accountant or qualified 

professional to fill out all forms and comply with all bureau

cratic requirements imposed by federal agencies, they usually 

hire "despachantes" (professional expediters) and sometimes rely 

on agents and specialized offices to accelerate the releasing of 

funds.
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With the enactment of Decree-Laws ng 1.805, of October 1, 1980, 

and n9 1.833, of December 23, 1980, the President released local
 

governments from federal tutelage and from the obligation to 

observe theoretical percentages applicable to expenditure or
 

investment. Furthermore, it was specifically determined that
 

local governments shall decide on how and where to invest these 

funds. Mistakes or abuses will be judged by the community 

itself, and inspected by the State Auditing Court or Municipal 

Auditing Councils. 

We are proud of having contributed to such craraeous step which, 

in *resident Figueiredo's wors, "is neither a complete solution 

for resolving the problem of the fragility of the Federation, 

nor for the lack of municipal resources. But it is a major first 

step, among others which will follow within the same philosophy." 

VIII
 

BUREAUCRATIZATION, UNIVERSAL PHENOMENON 

Bureaucratization is not a Brazilian privilege. It exists, to a 

greater or smaller degree, in all countries and, in many of them, 

it has become a growing concern. The Program, incidentally has 

aroused interest outside of Brazil and deserved reasonable 

space and generous references; in important foreign newspapers. 

Nor is bureaucratization an exclusive problem of Public I 

Adninistration; it can be equally found in large private companies. 

Bureaucratization is actually a phenomenon closely associated to 

dimension. Once it reaches a certain size, every organism tends 

to become bureaucratized. It so happens that growth causes 

the loss of the human dimension. Personal contact is substituted 

by written communication. Man or woman changes from subject to 

object; from master of decision to slave of regulations. Personal 

leadership melts away in the procedural manuals . Individual and 

peculiar decisions, adjusted to the reality of each case, is 

replaced by standardization and uniformity of decisions. The 

organization cools off: it loses warmth, punch, motivation, sense 

of urgency and direction; it becomes insensitive and slow. In 

short, it bureaucratizes itself. 



20.
 

This is essentially true for both State owned as well as large 

private companies. Having managed both, I had to fight against 

the bureacretization trend in either case. This is also true 

with respect to both national and foreign companies. 

authorityTo debureaucratize means, essentially, to decentralize 

and, simultaneously, to revitalize and expedite the administrative 

body, through the freeing of man's iniciative and creative effort. 

Ix 

INFLATION AND WASTE
 

What we are trying to do through our crusade is to induce 

Brazilians and the Public Administration to rediscover Brazil and 

to land in our reality. In order to reach that objective, it will 
-

be -necessary to-waive excessive sophistication and restore%- the " 

esteem for sirmple, wise, and inexpensive solutions adjusted to 

our regional peculiarities, and, above all, to the low standard 

of living of the majority of our people. This is the only way 

whid will enable us to reduce the considerable waste rate 

and complicated bureaucratilinherent to our magnificent structures 

our public buildingsprocedures, as well as to the splendor of 

and to the implementation of non-essential investments. The waste 

and excessive cost of our bureaucratic machinery are two powerful 

sources of inflation in Brazil.
 



DECREE 83.740, OF JULY 18, 1979
 



DECREE N9 83.740, OF JULY 18, 1979.
 

CInstituting the National Debureaucratization Program)
 

The PRESIDENT OF THE REPUBLIC, using the authority
 

granted pursuant to article 81, item III, of the Constitution,
 

hereby decrees:
 

Art.l The National Debureaucratization Program,
 

aiming at the dynamization and simplification of the Federal
 

Administration,is hereby instituted.
 

Art.2 The National Debureaucratization Program
 

shall be directly subordinated to the President of the Republic
 

with the assistance of a Extraordinary Minister,who shall
 

direct and coordinate the implementation of the Program pursuant
 

to the provisions of this Decree.
 

Art.3 The objectives of the Program are the
 

following:
 

a) to contribute to the improvement of the quality
 

of services rendered to the public by the Federal Administration;
 

b) to reduce the interference of the Government in
 

the activities of ordinary citizens and businessmen .and expedite
 

the solution of cases where said interference is required, by
 

means of decentralization of decisions, simplification of

administrative work, and elimination of formalities and
 

requirements whose economic or social cost exceedes the risks
 

involved;
 

c) to expedite the implementation of federal programs
 

in order to ensure the achievement of the main objectives
 

established by the Government;
 

d) to replace, whenever feasible, prior controls by
 

the effcient supervision of performance and by reinforcement
 

of directed inspection in order to identify and correct deviation

frauds and abuses;
 

e) to intensify the implementation of the Administrati
 

7,/Il 



.2.
 

Reform contemplated in Decree n9 200, of February 25,1967,
 
particularly in connection with the matters dealt with 
in
 
Title XIII thereof;
 

f) to strenghten the free enterprise system by
 
means of assistance to small and medium size business enter
prises, which constitute the matrix of said system, and by
 
consolidation of large domestic companies in order to permit
 
them to assume, whenever possible, the attributions and
 
functions which are, at present, under the responsability of
 

State companies;
 

g) to stall the unnecessary growth of the federal
 
bureaucracy by stimulating the indirect execution of adminis
trative tasks through contracts with qualified private companies
 
and agreements with State and Municipal governmental agencies;
 

h) to oversee compliance with the policy of contain 
ment in the creation of State companies, and, whenever possible
 
and advisable, promote the transfer of control of said companies
 
to the private sector, pursuant to the directives set forth by
 
the Government in this connection.
 

Art.4 For the adequate performance of this function,
 
the Extraordinary Minister for Debureaucratization shall:
 

a) integrate the structure of the Presidency and
 
operate in close coordination with the Office of the
 
Presidency's Cabinet and the Ministries of Planning and Social
 
Communication which shall provide the necessary support to the
 
Minister for Debureaucratization;
 

b) promote, in cooperation with the other Ministers,
 
the urgent enforcement by their respective Ministries of
 
measures necessary to achieve the Program's objectives,
 
undertaking for that purpose the revision and adjustment of
 
laws, regulations and ordinances in force;
 

c) directly contact State and Municipal authorities
 
in connection with the adoption of measures which, although
 
comprehended within the ambit of the Program, are outside
 

federal jurisdiction;
 



d) whenever requested, cooperate with the Judiciary
 

and the Legislative, including through examination and analysi
 

of recommendations which involve the iniciative of the Executi.
 

and
 

e)recommend to the President the adoption of all
 

measures which he deems necessary to the effective enforcement
 

of this Decree.
 

into force on the
Art.5 This Decree shall come 


date of its publication, and all dispositions to the 
contrary
 

are hereby revoked.
 

Brasilia,July 18,1979.
 

JOAO FIGUEIREDO
 

President of the Republic
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MAIN ACTS
 



- MAIN ACTS
DEBUREAUCRATIZATION 


1. The National Debureaucratization Program was
 

1979, by Presidential Decree n9 83.740.
established on July 18, 


defined in said Decree,
The main objectives of the Program, as 


are the following:
 

a) to help improving the quality of services
 

rendered to the public within the Federal Administration;
 

b) to reduce Government interference in the
 

a

activities of businessmen and ordinary citizens and 

limit to 


minimum the number of cases where this interference is necessary,
 

through the decentralization of the decision-making process,
 

the simplification of the administrative work, and the elimination
 

cost
of formalities and requirements whose economic or social 


are excessive in relation to the risk involved;
 

c) to speed up th2 execution of federal programs
 

in order to guarantee the fulfillment of the main objectives of
 

the Gover iment;
 

d) to replace, whenever possible, previous control
 

by the effi -ient surveillance of performance and the strengthenin,
 

of directed control aiming at the identification and correction
 

of eventual deviations, frauds and abuses;
 

to as

The term "Federal Administration" shall be hereinafter referred 


Indirect Federal Administratition Agencies and
including Direct and 

Autarchies, Federally
Units. Indirect Administration comprises Federal 


Controlled Companies and Foundations.
 



e) to intensify the implementation of the
 

Administrative Reform, in conformity with Decree-Law n9 200,
 

of February 25, 1967;
 

f) to strengthen the free enterprise system, by
 

favoring the small and mbndium size firms, which constitute the
 

matrix of said system, and by consolidating iarge private
 

Brazilian companies in order to prepare them, when necessary,
 

to assume tasks and functions which are presently under the
 

responsibility of State companies;
 

g) to prevent unnecessary growth of the federal
 

administrative machinery, by stimulating whenever possible,
 

the indirect performance of funtions through contracts with
 

qualified private companies and agreements with State and
 

municipal agencies;
 

h) to oversee the policy of containment of
 

indiscriminate creation of State companies, and whenever feasible
 

and advisable, promote the transfer of control of said companies
 

to the private sector, within the Government guidelines on this
 

matter. (Decree n9 83.740, of July 18, 1979).
 

2. Debts of anyking owed to the National Treasury,
 

of an original amount equal to or less than Cr$ 1.000,00 (one
 

thousand cruzeiros), registered as "public debt" until December
 

31, 1978, are cancelled, and the respective administrative
 

procedures are closed (Decree-Law n9 1.687, of July 18, 1979).
 

,-J
 



Note: 	 This limit was increased from Cr$ 1.000,00 toCr$ 3.000,00
 

(three thousand cruzeiros).
 

3. Cancellation of debts concerning:
 

a - Income Tax;
 

b - Taxes on Industrialized Products - IPI;
 

c - Importation Tax;
 

d - Fines of any sort provided for in law; and
 

e - Judicial costs
 

of an amount equal to or less than Cr$ 1.000,00, up to December
 

31, 1978, not yet registered as public debt.
 

Note: This limit was increased from Cr$ 1.000,00 to Cr$ 3.000,00
 

by Decree-Law n9 1.736, of July 18, 1979).
 

4. Intensification of decentralization of
 

decisions through redefinition or delegation of authority in
 

the various levels is recommended, in order to free the central
 

structure of the Federal Administration from merely formal
 

administrative tasks and to grant to local agencies or employees,
 

at operational level, authority to decide individual cases,
 

except those reserved for central decision. (Decree n9 83.785,
 

of July 30, 1979).
 

5. Waiver of routine hearing of technical
 

departments is recommended in proceedings referring-to matters
 



where no controversy is involved or where a decision of a
 

normative character already exists. (Decree n9 83.785, of July
 

30, 1979).
 

6. Waiver of routine referral to legal departments
 

is recommended, except for those matters that involve new legal
 

issues, such as a legal matter which has not received any
 

previous opinion from said departments. (Decree n9 83.785, of
 

July 30, 1979).
 

7. Compulsory circulation of documents and
 

applications by general registries ("protocolos") is abolished. 

The matters will be, whenqver possible, directly sent to the
 

competent unit to be studied and resolved (Decree n9 83.785, of
 

July 30, 1979).
 

8. Direct comunication and frce e:change of
 

information between units and departments, without the need
 

forintermediary circulation through higher authorities, is
 

authorized. (Decree n9 83.785, of July 30, 1979).
 

9./12. Authority is delegated to the Ministers
 

of State to perform, subject to applicable legal provisions,
 

the following acts regarding public employees: fulfillment of
 

jobs or positions; entrance requirements (nomination); promotion;
 

deployment (within the Ministry); resignation or dismissal; and
 

retirement.
 



16. Authority is delegated to the General
 

Director of DASP to perform, subject to applicable legal provisions
 

with respect to the civil servants of Federal Administration
 

the following acts: employment; redistribution; and utilization,
 

in another Ministry or Autonomous Agencies.
 

(Decree n9 83.840, of August 14, 1979). 

17. Authority is delegated to the Minister of
 

Mines and Energy to grant concession of mining or declare its
 

termination, subject to applicable legal provisions. (Decree
 

n9 83.841, of August 14, 1979).
 

18. Authority is delegated to the Minister of
 

Labor to grant, subject to applicable legal provisions,
 

permission for the functioning of business on Sundays and civil
 

1979).
or religious holidays (Decree n9 83.842, of August 14, 


19. Authority is delegated to the Minister of
 

Finance to authorize the assignment of the use of Government 

property, subject to applicable legal provisions. (Decree n9
 

83.943, of August 14, 1979).
 

20. Authority is delegated to the Minister of
 

Finance to aprove transactions and authorize contracts referred 

to in Articles i s t and 8 th of Decree-Law nQ 1.312, of February 

(to provide garanty of the National Treasury to financial15, 1974 

abroad to into agreements inceratic-. entered and enter loan 

foreign currency) (Decree n9 83.856, of August 15, 1979). 



(Decree n9 83.840, of August 14, 1979).
 

13. Authority is delegated to the Chief of the
 

Presidential Cabinet to perform, in accordance with applicable
 

legal provisions, the following acts:
 

a) to waive the proof of attendance to work by
 

civil servants of the Federal Administration;
 

b) to authorize the travelling abroad, ccntenplated 

in Article 3, of Decree n9 74.143, of June 4, 1974, except when
 

expenses are paid by the Treasury, in which case prior and
 

express authorization from the President of the Republic is
 

required. (Decree n9 83.840, of August 14, 1979).
 

14. Authority is delegated to the Counsel General
 

of the Republic to perform, subject to applicable legal provisions,
 

the following acts regarding civil servants of the Counsel
 

General's office: fulfillment of jobs or functions, entrance
 

position requirements (nomination), promotions, deployment,
 

resignation or dismissal, and retirement (Decree n9 83.840, of
 

August 14, 1979).
 

15. Authority is delegated to the General
 

subject toDirector of "DASP" (Civil Service Dot.) to perform, 

applicable legal provisions, the following acts regarding its
 

own employees: fulfillment of jobs or positions, requeriments
 

for hiring, promoting, firing, resignation and retirement
 

(Decrec n9 83.840, of August 14, 1979).
 

LA 



21. Authority is delegated to the Minister of
 

tducation and Culture, subject to applicable legal provisions,
 

after the approval of the Federal Council of Education or, when
 

necessary, the comnpctent State Council of Education, to perform
 

the following acts:
 

a 	 grant recognition and authorize the
 

conversion of higher level courses;
 

b - approve the charters of universities and 

educational establishments of advanced 

levels. (Decree n9 83.857, of August 

15,. 1979).
 

22. 	 Photograph on temporary Driver's Licence is
 

1979).
abolished. (Decree n9 83.863, of August 16, 


23. Authori.ty to change format of documents
 

referred to in the National Traffic Code, including driver's
 

Traffic Council, subjectlicence, was given to the National 

to 	the approval of the Minister of Justice (Decree n9 83.863,
 

of August 16, 1979).
 

24. Authority is delegated to the Minister of
 

Finance, subject to applicable legal provisions, to authorize
 

registration of Government's real property. (Decree n9 83.869,
 

of August 20, 1979).
 

Ii.C 
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25. Debts of any sort to federal autonomous
 

agencies, equal to or less than Cr$ 1.000,00, up to December
 

31, 1978, whether or not registered as public debt, are
 

cancelled, and the respective administrative proceedings are
 

closed. Judicial proceedings to collect said de debts are to
 

be closed by the Judge. (Decree-Law n9 1.964, of September 6,
 

1979).
 

26. Assumption of truth must prevail in the
 

relationship between the Federal Administration and its employees
 

or with the public in general; said principle consisting in
 

believing that people are telling the truth until evidence to
 

the contrary. (Decree nQ 83.936, of September 6, 1979).
 

27. Requirement for presentation of the following
 

certificates is abolished in the Federal Administration:
 

a - life certificate;
 

b - residence certificate;
 

c - poverty certificate;
 

d - economic dependency certificate;
 

e - certificate of moral reliability;
 

f - certificate of negative criminal record.
 

In lieu of said documents a declaration of the interested party
 

or his legal representative will be accepted. (Decree n9 83.936,
 

of September 6, 1979).
 



28. 	 Requirement of presentation of any document
 

abolished except when especifically
in its original form is 


required by law. An authenticated or notarized ccpy will be
 

(Decree n9 83.936, of September 6, 1979).
accepted 	instead. 


29. Authentication of copy of a document may be
 

effected by the public employee to whom it is presented through
 

to be returned
comparison with the original document which is 


to the interested party. (Decree n9 83.936, of September 6,
 

1979).
 

30. Nobody shall be required to prove a fact
 

which has 	been already proved by the presentation of another
 

valid document. (Decree n9 83.936, of September 6, 1979).
 

31. Communication between Federal Administration
 

Agencies or Units and the interested parties is authorized by
 

any means: oral communication, directly or by telephone, mail,
 

cable or telex. When necessary, the circumstance shall be
 

(Decree n9 83.036,
recorded by the Agency or Unit in the files. 


of September 6, 1979).
 

32. Delegation of authority is widely admitted
 

at the option of the delegating authority. The delegated authority
 

shall be clearly mentioned in the act of delegation. The period
 

of validity shall be considered undetermined unless expressely
 

stated in 	the delegation act.
 



Delegation is granted to the position, or function
 

and not to its occupant; therefore, change of the occupant will
 

not cause termination of the delegated authority (Decree 
n9
 

83.937, of September 6, 1979).
 

33. Delegation of authority to a position 
 or
 

function not directly subordinated to the delegating authority
 

is permitted. (Decree n9 83.037, of September 6, 1979).
 

34. The incorporation of acts of delegation in.
 

the internal regulations of the Agency or Unit is encouraged 

(Decree n9 83.937, of September 6, 1979). 

35. Provisions of decrees, regulations, or
 

normative acts of Federal Administration which prohibit subdelegatJ
 

of anthority are cancelled. The act of delegating presuposes the
 

authority to subdelegate. (Decree n9 83.937, of September 6,
 

1979).
 

36. No document shall be required for the renewal
 

of driver's licenses after periodic medical examination:
 

photograph, signature of holder and taxpayer number of registration
 

are abolished indriver's licences. (Resolution n9 553, of September
 

18, 1979), of the National Traffic Council).
 

37. Authority is delegated to the Minister 
 of
 

Finance to either accept or refuse the donation of properties
 



to the Government, subject to the Civil Code and other applicable
 

legal provisions (Decree n9 84.045, of October 2, 1979).
 

38. The presentation of the Taxpayer Card (CIC)
 

or the indication of the number of registration in the Taxpayer
 

Personal Registry (CPF) shall be required only in connection
 

with the following hypotheses:
 

a) income tax return;
 

b) taxpayers subject to withgolding tax;
 

c) liberal professionals, i.e. those self

employed required to register in
 

professional supervising entities;
 

d) individuals who let property;
 

e) participants in real estate operations,
 

including collaterals, of any sum superior
 

to 1.000 UPC (Indexed Capital Units)
 

f) other cases as defined by the Minister of
 

Tinance (Decrre n9 84.047, of October 2,
 

1979).
 

39. Registration in the Taxpayer Personal Registry
 

(CPF) is not required from the following persons with fiscal
 

domicil abroad:
 

a) individuals whose incomes are subject to 

witholding tax; 

b) liberal professionals, understood to mean
 

those required to register in professional
 

supervising entities.
 



c) individuals who let property;
 

d) participants in real estate operations,
 

including collaterals, of any sum
 

superior to 1.000 UPC (Indexed Capital
 

Unities).
 

(Decree n9 84.047, of October 2, 1979).
 

40. The annual submission of a nominal Employees
 

Report, (the so-called "2/3 law"), provided for in Article 360
 

of the Consolidated Labor Code (CLT) is abolished, based on the
 

fact that said information is already provided in the Annual
 

Report of Social Informations (RAIS), establishedby-Decree.n9
 

76.900, of December 23, 1979.
 

41. Ample publicity by the Ministries of Decrees
 

and other acts issued within the Deburocratization Program is
 

recommended by the President through the Chief of the President's
 

Cabinet. (Ordinance n9 09, of October 8, 1979).
 

42. Debts of any sort to Social Security and those
 

related with contributions due to third parties and collected
 

by the Financial Administration Institute for Social Security
 

(IAPAS) of any sum equal to or less than Cr$ 3.000,00, constituted
 

until September 30, 1979, are cancelled and the respective
 

administrative processes are closed. Judicial proceedings for
 

collection of said debts will be closed by the Judge. (Decree-Law
 

n9 1.699, of October 16, 1979).
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43. Debts to Social Security, of any sum equal
 

30,
to or less than Cr$ 3.000,00 constituted until September 

1979, related to real estate transactions, are cancelled.
 

1979).
(Decree-Law n9 1.699, of October 16, 


44. Debts to Social Secvrity, of any sum equal
 

to rjr less than Cr$ 3.000,00, constituted until September 30,
 

1979, related to letting of property, are cancelled, 
provided
 

that the debtor vacated the property Frior to December 
31,
 

1979).
1979). (Decree-Law n9 1.699, of October 16, 


45. Debts to Social Security, of any sum equal
 

to or less than Cr$ 3.000,00, constituted until September 30,
 

whereabouts1979, of former employees who have died, or whose 

are unknown, are cancelled. (Decree-Law n9 1.699, of October
 

16, 1979).
 

sum equal
46. Debts to Social Secui'ity,.of any 


to or less than Cr$ 3.000,00, originated from contracts 
for the
 

are

rendering of services rescinded up to December 31, 1979, 


cancelled. (Decree-Law n9 1.699, of October 16, 1979).
 

sum to Social Security related
47. Debts of any 


to 	 financing for the purchase of trucks, granted by the 
now
 

Social Security Institute for Transportation Employees
extinct 


(IAPETC) are cancelled. (Decree-Law n9 1.699, of October 16,
 

1979).
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48. The compulsory registration of bills of change
 

and promissory notes established in article 2 and its paragraphs
 

of Decree-Law n9 427, of January 22, 1969, and Article 1 st
 

paragraph 11, of Decree-Law n9 1.042, of October 21, 1969, is
 

revoked(Decree-Law n9 1.700, of October 18, 1979).
 

49. Prior evidence of registration in the General
 

Ta::payer Registry (CGC), as a condition for filing in the Business
 

Registry acts related to the organization, alteration or
 

termination of firms and corporations, is abolished, as well as
 

for approval and delivery of the respective documents to the
 

interested parties. The registration, alteration or termination
 

in the CGC will be effected simultaneously with the orresponding
 

acts in the Business Registry. Consequently, the parties no longer
 

need to appear personally before the Revenue Agency. (Decree n9
 

84.101, of October 18, 1979).
 

5G. Payment of corporate income tax based on
 

assumed profits is extended to companies with total annual income
 

equal to or less than 100.000 ORTN(Reajustable Treasury Bonds).
 

51. Simplificat.on of procedures in the Business
 

Registry is determined, based on the principle of presumption
 

of truth, reducion of documentary evidence and acceleration of
 

services in general. (Directive n9 4, of November 8,1979, of
 

the National Department of Business Registry).
 

http:Simplificat.on


52. All Agencies and Units of the Federal
 

Administration are prohibited from requiring good standing
 

certificates regarding taxes, fines, and other fiscal charges,
 

except in the following cases:
 

a) declaration of bankruptcy and judicial
 

extinction of debtor's obligations;
 

b) entering into cc:itract with any Unit of
 

the Federal Administration or Autonomous
 

Agencies, as well as participation in
 

public tenders promoted by said Units and
 

Agencies;
 

c) transfer of residence to abroad;
 

d) selling of commercial or industrial
 

establishments by public auction;
 

e) filing in the Public Registry oF acts of
 

extinction of companies, or other acts
 

amounting to reduction of capital,
 

except in case of bankruptcy;
 

f) other cases to be established by the
 

Executive. (Decree-Law n9 1.715, of
 

November 22, 1979).
 

53. The declaration of "contumacious debtor to
 

the Treasury" is abolished. (Decree-Law n9 1.715, of November
 

22, 1979).
 

54. The National Department of Business Registry
 

and Business Registration Boards are no longer required to send
 

to the Revenue Agency copies of registered documentf, referring
 

to contracts, alterations, and termination of companies and fir
 

(Decree-Law n9 1.718, of Novembe. 27, 1979).
 



55. Federal, State and Municipal Administration
 

Units 	are no longer required to demand from their employees
 

condition
evidence of having filed their income tax returns as a 


for the payment of salaries. (Decree-Law n9 1.718, of 	November
 

27, 1979).
 

56. Federal, State and Municipal Administration
 

Units that pay interest on registered public bonds are no longer
 

required to annually report the transfer of bonds occurred in
 

the previous year. (Decree-Law n9 1.718, of November 27, 1979).
 

57. Notary Public, Real Estate Registries, Bonds
 

and Documents Registries, Judicial Notaries, and Maritime
 

Mortgage Registries are no longer required to report to the
 

Revenue Agency information of vaious nature contemplated in the
 

Income Tax Legislation (Decre--Law n9 1.718, of November 27,
 

1979).
 

58, The National Institute of Patents and Trade

marks (INPI) is no longer required to supply to the Revenue Agency
 

information on registration of pa-..ents and industrial or commercial
 

trademarks (Decree-Law nQ 1.718, of November 24, 1979).
 

59. The -.upply to the Revenue Agency of annual
 

information by persons who in the normal course of business
 

are entrusted with receiving interest, except for public debts,
 

yielding from the purchase and sale of stocks and bonds and
 

exchance 	transaction on behalf of clients, is no longer required.
 

(Decree-Law n9 1.718, of November 27, 1979).
 



60. Insurance companies are no longer required
 

to supply the Revenue Agency with annual information on pension
 

payments. (Decree-Law n9 1.718, of November 27, 1979).
 

61. Entities that make copyright payments are no
 

longer required to inform annually to the Revenue Agency the
 

amount of income paid. (Decree-Law n9 1.718, of November 27,
 

1979).
 

62. Financial institutions are not longer required
 

to inform the Revenue Agency about interests paid or credited
 

when the sum.is superior to Cr$ 400,00; said requirement will be
 

complied with pursuant to the general principles concerning
 

information on incomes paid. (Decree-Law n9 1.718, of November
 

27, 1979).
 

63. The Caixa Econ5mica Federal (Savings Federal
 

Agency) and other public credit establishments are no longer
 

prohibited from accepting as a loan collateral assets of a value
 

superior to the one mentioned in the annual declaration of assets
 

filed by the borrower before the Revenue Agency. (Decree-Law n9
 

1.718, of November 27, 1979). 

64. The system of sample luggage checking in
 

customs is established in the International Airports of Rio de
 

Janeiro, Sao Paulo, Viracopns (SP) and Manaus (AM).
 



65. The number of documents required from
 

applicants willing to acquire residential units under the Federal
 

Housing Financial System, through loans equal to or less than
 

1.500 UPC (Indexed Capital Units) is drastically reduced. Only
 

the Identification Card, the labor card and salary statement,
 

together with a Social-Economic declaration, may be demanded
 

from the applicant to support his application. (Law n9 6.748, of
 

December 10, 1979).
 

66. The certificate of utilization of Fiscal Incentives
 

(CAIF), previously issued by the Revenue Agency in accordance with
 

Article 15, of Decree-Law n9 1.376, of December 12, 1979," is
 

abolished (Decree-Law n9 1.752, bf December 31, 1979).
 

67. The annual submission of the "Relagao de
 

Menores" (Report on employees under 21) is abolished, since
 

the Annual Social Information Report (RAIS), regulated by
 

Decree 76.900, of December 23, 1975, is sufficient for that
 

purpose. Companies are no longer required to preent the form
 

approved by the Directive n9 5 of January 21, 1944. (Directive
 

n9 3.007, January 7, 1980, of the Minister of Labor).
 

68. Prior approval from DASP (Civil Service
 

Department) for acquisition and/or transfer of vehicles is
 

dispensed with, subject to general rules and provisions
 

applicable to the matter. (Directive n9 114, January 14, 1980,
 

of DASP).
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69. 	 Informations to DASP concerning bids 
and
 

are
 
contracts for cleaning, maintenance and,security 

services 


1980, of DASP).

simplified. (Directive n9 115, 	January 17, 


Applications by Federal Administration
70. 


employees are no longer required for the 
granting of:
 

a - disability benefits; 

b - employment bonus; 

c - expense allowances; 

d - vacations 

(Decree n9 84.414, of January 23, 1980).
 

longer required for the
71. Applications are no 


cancellation of family allowance payments 
and renewal of specia.L
 

the requirement that such leaves,
leaves of absence, as well as 


when for a period of less than six months, 
should start and
 

finish in the same year. (Decree n9 84.414, of January 23,
 

1980).
 

de

72. 	 The requirement of "Certidoes de Tempo 


to be included in
 
Servigo" (Certificates of Lenght of Service), 


the retirement proceedings, is abolished 
(Decree n9 84.440, of
 

January 29, 1980).
 

73. Authenticated copies of notarial acts perforR
 

before Brazilian Consulates are deemed valid 
when signed by the
 

Consular Authority. (Decree n9 85.451, of January 31, 1980).
 



74. Official documents issued by foreign
 

authorities, to be effective in Brazil, no longer need consular
 

legalization, as long as they are sent through diplomatic
 

channels from the foreign Government to the Brazilian Government.
 

(Decree n9 84.451, of January 31, 1980).
 

75. Signatures of Brazilian consular authorities
 

*:e valid in documents of any type all over the country, without
 

the need of previons notarization. (Decree n9 85.451, of January
 

31, 1980).
 

76. Authority is delegated to the Minister of
 

Foreign Affairs to approve and modify regulations on the
 

Honorary Consular Services. (Decree n9 84.455, of January 31,
 

1980).
 

77. Procedures for disposition of useless
 

material, i.e., obsolete or damaged material or of expensive
 

recovery or precarious efficiency, are simplified and
 

decentralized (Directive n9 116, of February 25, 1980, DASP).
 

78. The issuing of passports is simplified and
 

tleir time of validity is increased from 4 to 6 years. (Decree
 

n9 84.541, of March 11, 1980).
 

79. The requirement for an exit visa for Brazilian
 

citizens is abolished. (Decree nQ 84.541, of March 11, 1980).
 



80. The filling out of the Register of Hotel
 

Guests Form" (Ficha Nacional de Registro de H6spedes) is
 

simplified. Information of purely statistic nature are no longer
 

required in this connection. (Decree n9 84.541, of March 11,
 

1980).
 

81. The Diirio Oficial (Official Gazzette) is
 

redesigned with the aim of accelerating its distribution,
 

reducing costs and subscription prices for the reader's onvenience.
 

"Digrio Oficial" is to circulate in the date of publication.
 

(Decree n9 84.555, of March 12, 1980).
 

82. Questions addressed to any Agency or Unit of
 

the Federal Administration by the Extraordinary Minister for
 

Debureaucratization will be treated as urgent and with priority
 

and shall be answered by the Agency or Unit directly to said
 

Minister. (Decree rn9 84.585, of March 24, 1980).
 

83. In case of non-compliance with laws and
 

decrees as, for instance, with respect to bureaucratic requirement!
 

already abolished, the Agency or Unit will immediately correct
 

its action, reporting thereafter the occurrence to the authority
 

to which it is subordinated. (Decree n9 84.585, of March 24,
 

1980).
 

84. A fine to be applied by the "Banco Nacional
 

da Habitaao" (Housing National Bank), in cases of non-complianc 

with the provisions of Law n9 6.748, of December 10, 1979, that 

reduced the number of documents requized from applicants wishing 



to acquire residential units under the "Sistema Financeiro da
 

Habitagao" (Housing Financing System), is instituted. (Resolution 

61/80, of March 24, 1980). 

85. Agents acting on behalf of retired employes
 

or beneficiaries are no longer required to present to the Ministry
 

of Finance half-yearly life certificates attesting that the
 

principal is alive, nor to submit a new proxy executed before a
 

Notary Public. A declaration of the Agent stating that the
 

principal is alive will be sufficient to receive pension
 

payments. (Directive n9 189, March 26, 1980, of the Ministerof
 

Finance).
 

86. Companies and firms are exempt from income
 

tax when their annual gross sales are equal to or less than 

3. 000 (three thousand) ORTN (Readjustable Treasury Bonds), 

beginning, in fiscal year 1981. (Decree-Law n9 1.780, of April 

14, 1980). The exemption, designed to favor small business, 

covers about 60% of income tax regular corporation returns) 

87. Companies and firms exempt from income tax
 

as above are no longer required to keep accounting records
 

related to income tax as well as to effect monetary correction
 

on permanent and net assets. (Decree-Law n9 1.780, of April
 

14, 1980).
 



88. Rates of Industrial Products Tax (IPI), for
 

products classified in the index approved by the Decree n9 84.338,
 

of December 26, 1979 (products typical of small businesses), are
 

reduced to zero. (Decree n9 84.634, of April 14, 1980).
 

89. A simplified model of the work timetable
 

("Quadro de Horrio"), as provided in Article 74 of the
 

Consolidated Labor Code, is approved. (Directive 3.088, of 

April 28, 1980, of the Minister of Labor). 

90. The evidence of legal capacity and tax good
 

standing, required from firms and companies as a condition to 

participate- in pub lic-bidS promoted-by-the-Federal Administration 

for purchases, works and services is drastically simplified 

through the introduction of a "CRJF - Certificado de Regularidade 

Juridico-Fiscal" (Certificate of Legal capacity and Tax Good 

Standing). (Decree nO 84.701, of May 13, 1980). 

91. The requirement of evidence of payment of
 

taxes, annuities and social obligations, within the Federal are4,
 

is substantially simplified. (Decree n9 84.702, of May 13, 1980).
 

92. Federal Administration Agencies and Units
 

are forbidden:
 

a) to refuse acceptance of evidence made
 

through public certificates, if the
 

certifcate has been issued for other
 

specific purpose;
 



b) to require the presentation of documents
 

in the original form;
 

c) to deny validity to documents presented
 

by authenticated copy;
 

d) to retain the original document, when
 

presented together with its copy for
 

purposes of authentication.
 

93. Accounting related with proper utilization
 

of goods imported with tax benefits may be effected manually,
 

mencanically or by electronic means. (Declaratory Norm CSTGI5, 

May 15, 1980.. 

94. Documents to be presented by employees and 

individuals to the*Ministry of Labor may be mailed through the 

ECT (Post Office). (Directive n9 3.120, of May 19, 1980, of 

the Minister of Labor). 

95. Ships arriving from abroad are no longer required 

to present negative certificate of cargo from ports of scale in 

Brazil or abroad (Norm CST 16, May 22, 1980). 

96. Non-profitable organization exeinpt fram 

income tax (education or social assistance institutions, trade 

unions, associations and foundations of charitable, artistic, 

literary or recreaticnal. character) are no longer required to file 

income tax returns or an Exemption.. Certificate. These entities 



will annually present a simplified statement of exemption
 

(Directive n9 071, June 18, 1980, of the Revenue Agency).
 

97. The new form of Income Tax Exemption Statement
 

replaces the request for official previous recognition of
 

exemption. (Directive SRF 071, June 18, 1980, of the Revenue
 

Agency).
 

98. une requirement oi presenatzion oz a uocumenL
 

signed by a physician, as a condition to receive birthallowance,
 

from the INPS (Social Security Agency), has been suspended. .
 

Presentation of Birth Certificate will-be sufficient (Directive
 

n9 248, of June 19, 1980).
 

99. Licence for non professional fishing is
 

simplified, and a new simplified model of "Guia de Recolhimento"
 

(Payment Form), for permitting amateur fishing, has been adopted
 

and shall be accepted as evidence of regularity of amateur
 

fishing all over the country, .(SUDEPE - Fishing Development
 

Department - Order n9 01/80).
 

100. The Executive branch is authorized to refrain 

from initiating judicial proceedings for collection of debts to 

the Treasury and Federal Agencies when the value to be collect 

is not higher than 20 ORTN (Readjustable Treasury -- ondsiu 

except in connection with writs of mandamus and expropriation 

lawsuits. (Decree-Law n9 1.793, June 23, 1980). 
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101. Authority is delegated to the Minister of
 

Foreign Affairs to-approve, under special circumstances, the
 

marriage of diplomats to foreign citizens, in accordance with
 

Article 1, of Law 5.887, of May 31, 1973 (Decree n9 84.870, of
 

July 2, 1980). 

102. The Program of Bibliographic Commutation
 

(COMUT) is instituted in the Ministry of Education with the
 

following purpose:
 

a) to facilitate access to existing
 

documents; 

b) to reduce bureaucratic obstacles in connection 

with the acquisition of copies of
 
documents;
 

c) to decentralize, expedite and assure
 

reliability of services;
 

d) to centralize financial operations with
 

the purpose of reducind costs.
 

103. A Special Committee is organized in the 

Ministxy of Justice wtth the purpose of promoting the publication 

of up-to-date compilations of sparse legislation and, subsequently, 

its consolidation. (Decree 85.022, of August 11, 1980). 

104. The CECTA - Special Registry of Payers of 

Customs Duties) is abolished. Information on imports and exports 

will be supplied by the Taxpayers General Registry. (Norm SRF 

091, of August 27, 1980,..of -the_-Revenue Agency). 



105. A simplified taxation system for charging
 

import duties on "Colis Postaux". remittances-is established;
 

the Minister of Finance is authorized to define procedures.
 

(Decree-Law n9 1.804, of September 3, 1980).
 

106.- Free Transit Licence for vehicles crossing
 

international borders is no longer required. (Norm SRF 094, of
 

September 9, 1980).
 

107. Brazilian products purchased in the internal
 

marked are permitted to be taken out of the country as long as
 

are complied
no commercial purpose is involved and certain rules 


with. (Norm SRF 95, of September 9, 1980).
 

108. The substantial extension of terms of
 

validity for medical and mental exams, required by the Conselho
 

Nacional de Transito - CNT (National Traffic Council) for the
 

renewal of driver's licenses, is approved. Except for a few
 

cases, the first exam will be valid until the driver is 40
 

years old, renewable every 10 years from this period on up to
 

65 years old; thereafter it must be renewed every 5 years. (CNT
 

Resolution 563/80, of September 19, 1980).
 

109. A new simplified model of the National
 

Driver's License is approved, without the need of photograph and
 

signature, in order to allow its issuance by computer. (CNT
 

Resolution n9 565, September 19, 1980).
 



110. Appealfrom judicial decisions rendered
 

against the Federal Government, involving an amount equal to
 

or less than 100 ORTN (Readjustable Treasury Bonds), is no longer
 

1980).
compulsory (Law n9 6.825, uf September 22, 


11]. Appealfrom judicial decisions rendered in
 

connection with expropriation lawsuits, brough by the Federal
 

Government, Autonomous Agencies and.State and mixed-capital
 

companies, is no longer required when the amount of the
 

indemnification does not exceed 30 times the sum offered in the
 

1980).
complaint. (Law n9 6.825, of September 22, 


112. Appealfroin judicial decisions rendered
 

against the Federal Government, in connection with labor cases
 

less than 100 ORTN (Readjustable
involving an amount equal to or 


Treasury Bonds), is no longer compulsory. (Law n9 6.825, of
 

September 22, 1980).
 

113. The transfer of funds collected by the
 

Federal Government and due to the States and Municipalities,
 

pursuant to constitutional and legal prevision as to the
 

percentages-of distribution and allotment criteria, is simplified,
 

decentralized and automatized. Previous approval of Application
 

Plans for such funds by Federal units is abolished. (Decree-Law
 

n9 1.805, of October,l, 1980).
 

114. Procedures for payments to employees,
 

beneficiaries, retired personel and consignees of the Ministry
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of Finance are simplified. Payments can be effected through bank
 

deposits in individual or joint accounts, payment slips 
 or
 

nominative checks. (Ministry of Finance Directive n9 337, October
 

2, 1980). 

115. Customs clearence of goods brought by
 

passengers coming from abroad, up to the limit of US$ 800, is 

simplified. Import declaration is 
no longer required, allowing
 

the entry of goods even when the issuance of import license in 

connection with said goods is suspended or prohibited. Up to
 

US$ 
800 there will be no seizure of goods, the .only requirement
 

being the payment of the corresponding taxes when the passenger 

arrives. (Norm 112, of October 30, 1980), issued by the Revenue 

Agency). 

116. The mandatory execution of agreements
 

related with the implementation of programs conducted by the 

Ministry of Interior is revoked. The allocation of funds will 

be effected upon simple approval by the Minister of the related
 

Plans of Investment. (Ordinance GM 157, of October 30, 1980, 

of the Nlinister of Interior). 

117. LBA -
Fundagao Brasileira de Assist~ncia
 

(Brazilian Social Assistance Foundation) is authorized to issue
 

certificates allowing poor people to obtain exemption of fines
 

applicable by the Civil Registry in case of late birth
 

registration, as well as free legal assistance. (Law n9 6.848, 

November 12, 1980). 



118. Tha Special Out-of-Court Settlement Program
 

concerning debts to the Treasury is instituted within the Legal
 

department of the Treasury. A twenty day time limit is fixed for
 

ont-of-court settlement of debts. (Directive n9 183, of
 

November 18, 1980).
 

119. Payment to dependents or heirs of values
 

which were not received by the deceased is authorized, without
 

the need of probate proceedings, in the following hypotheses:
 

a) sums owed by employers and the Federal,
 

State and Municipal Governments to
 

the.ir employees and civil servants;
 

b) individual deposits in the "Fundo de
 

Garantia do Tempo de Servigo" (Guarantee
 

Fund Lenght of Employment) and the
 

'IFundo de Participagao PIS-PASEP"
 

(Employees Participation Funds);
 

c) income or other tax refunds owed to
 

taxpayers;
 

d) bank balances or saving accounts and
 

investment funds which do not exceed
 

500 ORTN (Readjustable Treasury 

Obligations).
 

(Law n9 6.858, of November 24, 1980).
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120. The supply of information to the Revenue
 

Agency concerning real estate transactions is simplified. (Norm
 

SRF 129, of December 2, 1980, of the Revenue Agency).
 

121. The presentation of certificates of goods
 

conduct or negative criminal rerord before Ministry of Labor and
 

other professional registries is abolished and ieplaced by a
 

statement signed by the interested party. (Law n9 6.868, of
 

December 3, 1980).
 

122. Inuume -.ax uaws ana Aeuiations are
 

consolidated (Decree n9 85.450, of December 4, 1980).
 

1-3. Limitations on the applications by States
 

and Municipalities of funds collected by the Federal Government
 

and legally due to such States and Municipalities are abolished.
 

(Decree-Law n9 1.838, of December 23, 1980).
 

124. Requirements for enrollment and trinsfer
 

of students at college and university levels are reduced.
 

(Ministry of Education Directive n9 107, of January 28, 1981).
 

125. Evidence of homonymy may be hanceforth made 

through a simple declaration signed by the interested party;
 

said declaration shall be accepted by all Units and Agencies
 

of the Federal Government. (Decree n9 85.708, of February 10,
 

1981).
 



126. The granting of retirement, remuneration,
 

review, reclassification, and special pensions, in the aiabit of
 

the Ministry of Health, is simplified; the Board of Review,
 

Classification and Homologations, contemplated in article 10
 

of Ordinance MS 605, of October 17, 1979, is extinguished.
 

(Ordinance 369 GM, of December 26, 1980).
 

127. SISAP - System of Public Attendance is 

instituted within the axnbit of the Ministry of Finance, aiming 

at the simplification of internal proceedings of the Ministry's 

Units and the improvement of the quality of services rendered 

to the public. (Ordinance 001, of January 5, 1981). 

128. Requirements for enrollment and transfer
 

of higher level students are reduced, and Federal and State
 

regulations regarding notarization of signatures are also
 

applicable in this connection. When enrolling, the student
 

should only produce his identification card, voter certificate
 

(if over 18) , evidence of compliance with military duties, 

and certificate of completion of seccrO.Urade or equivalent 

graduation. In case of transfer (to another educational 

institution), identity card and the document of transfer from 

the original institution will suffice. (Ordinance 107 MEC, of 

January 18, 1981). 

129. Small companies which select to pay income 

tax based on assumed profits are released from keeping accounting 



records in connection with Social Security. 
(Circular IAPAS 07,
 

of January 29, 1981).
 

130. The use of mechanical signature in the 

documentation related to customs clearence of goods is permitted 

(Norm SRF 19, of March 24, 1981). 

of the Minist-,131. Administrative reorganization 

of Education and Culture is determined, aiming 
at better coordinatia
 

structures

and higher efficiency, as well as simplification 

of 


and reduction of operational costs, under the guidelines 
of
 

the National Debureaucratization Program. (Decree n9 85.843, of
 

March 25, 1981).
 

132. Authority is delegated to higher education
 

institutions in order to permit them to fix the conditions
 

(Decree n9
 
required for the performance of monitoring functions. 


85.562, of March 31, 1981).
 

133. Monetary correction shall apply on any debts
 

resulting from court decisions, including costs and 
attorney's
 

fees. (Law n9 6.899, ofApril 8, 1981).
 

134. Police authorities are prohibited to mention
 

in criminal record certificates notations relating to 
inquiry
 

procedures, -xcept in case of previous conviction. (Legislative
 

initiative). (Law n9 6.900, of April 14, 1981).
 



135. The granting of credit to small rural
 

prbducers is simplified through elimination of presentation of
 

a project when the amount involved does not exceed 2.000 MVR
 

(Maximum Reference Value). Technical assistance to farming is
 

reinforced. (Resuiution 169, of April 22, 1981, of the National
 

Monetary Council).
 

136. 	 All agencies and Units of the Federal
 

from instituting and distributing
Administration are prohibited 


to individuals, corporations, taxpayers or users of public
 

services, forms or questionnaires for compulsory disclosure or
 

information which:
 

or
a) are available in other Agencies 


Units;
 

b) are not strictly required for the
 

performance of their essential functions;
 

and
 

c) 	 imply in excessive or unjustified cost 

for the person from whom the information 

is 	required. (Decree n9 86.009, of May
 

15, 1981).
 

137. Periodic disclosure is to be effected by
 

the Modernization and Administrative Secretariat (SEMOR), of
 

SEPLAN-PR, of updated lists of Agencies and Units whick keep or
 

manage data banks, records, registrations or other systematic
 

to 	which interested parties may apply.informati'an records the 

(Decree n9 86.009 of May 15, 1981). 



138. 	 Institution of compulsory completion forms
 

previous demonstration of-their
and questionnaires is subject to 


essentiality and favorable approval of the Minister for
 

Debureaucratization. (Decree n9 86.009, of May 15, 1981).
 

139. Organization 	Assistance Program for the
 

decentralized units of the Revenue Agency is instituted,
 

including:
 

a) general organization aspects;
 

b) managing performance;
 

c) operation of technical systems; and
 

d) standard of public information service.
 

(Ordinance SRF 301 	of May 15, 1981).
 

140. Optional Attendance System (SAO) is instituted
 

in Banco do Brasil, with the objective of offering to the client
 

and option to use the Bank service without the need of going to
 

cashiers or wait at public information counters. (May 26, 1981).
 

141. Withholding tax will not apply to salary
 

income below Cr$ 1.000,00, beginning June 1, 1981. (Ordinance
 

125, of May 18, 1981), MF).
 

142. Withholding 	tax will not apply to income
 

below Cr$ 500,00, beginning on June, 1981, in casesof remuneration
 

for judicial services, cessating profits, and interest. (Ordinan
 

125, of May 18, 1981, Y). 
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143. Importation of maps, books, newspaper,
 

magazines and similar publications and subscription of foreign
 

newspapers and magazines is simplified. Previous approval of the
 

Central Bank of Brazil is no longer required. (DECAM Communique
 

324 of June 9, 1981, of the Central Bank of Brazil).
 

144. Copyrights transfers are simplified in
 

connection with:
 

a) books or records to be published or
 

divulged in the country; and
 

b) sale in the country of material published
 

in the Press, through execution of a term
 

of.responsibility, under the penalty
 

of law, without the need of previous
 

approval from the Central Bank of Brazil.
 

(DECAM Communiqu6 325 of June 9, 1981,
 

of the Central Bank of Brazil).
 

145. Transfers relating to payment of press and
 

news agencies abroad are simplified, through execution of a term
 

of responsibility by the interested party, without the need of
 

previous approval from the Central Bank of Brazil. (DECAM
 

Communique 326 of June 9, 1981, of the Central Bank of Brazil).
 

146. Authority is delegated to the Minister of
 

Education and Culture to authorize faculty personnel of official
 

educat:onal institutions to travel abroad for whatever purpose,
 



and regardless of the juridical nature of the institution 
and
 

(Decree n9 86.128, of
the expenditure regime to be observed. 


June 17, 1981).
 

147. Payment of publication abroad, in connection
 

with advertisements and material intended to promote Brazilian
 

export of goods or services abroad, is simplified, without 
the
 

need of previous approval from the Central Bank of Brazil. 
(DECAM
 

Communique 331 of June 25, 1981).
 

148. Payments abroad, whenever requested by busines
 

entities established in the country, to agents of advertising
 

companies abroad, in connection with material intended to promote
 

directly or indiretly Brazilian exports of goods or services, 
is
 

not subject to withholding tax; no previous approval from Centr,
 

Bank of Brazil is required. (DECAM 332 of June 25, 1981).
 

149. Limit for remittances requested by book
 

publishing companies intended to prepay imports of technical,
 

by clients
scientific, didactic and literary books ordered 


individuals or corporations residents or domiciled in the country,
 

is increased to U$ 600.; no previous approval from Central-Bank
 

of Brazil is required. (DECAM Comnmunique 334 of June 29, 1981).
 

150. Transfers abroad requested by exporting
 

companies for payment of exchange expenses related with export
 

operation, such as those referring to weight, type or quality
 

storage, arbitration expert's report differences, inspection or
 



goods checking, cable, postage and judicial expenses, are
 

simplified, no previous approval from the Central Bank of Brazil..
 

is required. (DECAM Communique 335, of June 29, 1981).
 

151. Transfers by way of return abroad of residual
 

values not in excess of 5% (five percent), relating to previously
 

paid exports, not applied in Export Licences or which have not
 

been attached to the Export Return, are simplified. The transfers
 

should be performed by the establishement with which the related
 

exchange operation has been negotiated, through evidencing the
 

effective and regular application of the value of prepayment to
 

liquidate the' exchange contract exectited with the exporter,
 

without the need of previous approval of the Central Bank of
 

Brazil. (DECAM Communique of June 29, 1981).
 

152. Certificates of good standing with PIS is
 

simplified, with substantial reduction of the documents required.
 

(OC. SUPRO 013/81 of June 22, 1981, of Caixa Econ~mica Federal
 

Federal Savings Bank).
 

153. General Financial Principles applicable to
 

the Municipalities with up to 50.000 inhabitants are simplified.
 

(Decree-Law n9 1.875, of July 15, 1981).
 

154. Occupation charges in an amount not in excess
 

of 05 ORTN (Readjustable Treasury Bonds), related to real estate
 

owned by the Federal Government,will no longer be collected.
 

(Decree-Law n9 1.876, of July 15, 1981).
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155. Inter-government real estate transactions
 

or transactions intended to housing programs of social interest
 

exempt from transfer tax. (Decree-Law n9 1.876, of July
are 


15, 1981).
 

156. 	 Authority is delegated to the Minister for
 

purpose of issuing general norms
Debureaucratization for the 


and specific recommendations to be complied with by the Federal
 

Administration, with the objective of assuring effective
 

compliance with the acts issued within the scope of the National
 

Debureaucratization Program. (Decree n9 86.210, of July 15,
 

1981).
 

157. The transfer of Federal Agencies and Units
 

to Brasilia is suspended. The objectives of the Decree are to
 

prevent the aggravation of the Federal Capital infrastructure
 

problems, and permit, through adequate administrative
 

decentralization, that the problems of interest to users of
 

public service are resolved without the need for their displacement
 

to Brasilia. (Decree n9 86.211, of July 15, 1981).
 

158. Creation of new Federal Autonomous Agencies,
 

Federal state companies, mixed economy corporations and
 

foundations is restricted. Whenevor required, limited and specifi
 

flexibility will be granted to existing Units of the Direct
 

article 172, of Decree-Law 200/67.
Federal Administration, under 


(Decree n9 86.212, of July 15, 1981).
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159. Bonus for Handling and Social Security
 

Qualification ("Gratificagao de Atendimento e Habilitagao
 

Previdenciiria"), to be granted to medium level servants specially
 

trained to serve the public directly in units of the National
 

Social Security and Welfare System - SINPAS, is instituted.
 

(Decree-Law n9 1.877, of July 15, 1981).
 

160. The Program for Improvement of the INPS
 

attendance services is instituted. (Decree n9 86.214, of July
 

15, 1981).
 

161. Transfer of state controlled companies to
 

the private sector is determined, in accordance with article
 

3, letter "h", of Decree n9 83.740, of July 18, 1979. (Decree
 

n9 F6.215, of July 15, 1981).
 

162. Monetary correction (indexation) shall apply
 

to any debt resulting from judicial decisions. (Law n9 6.899, of
 

April 8, 1981).
 

163. All financial institutions, whether private
 

or governmental, are required to adopt simplified homonymy evidencE
 

procedures, in accordance with Deczee n9 85.708, of 1981 (Circular
 

n9 627, of April 9, 1981).
 

164. A Special De-Statization Committee is
 

established, pursuant to Article 6 of Decree n9 86.215, of 1981.
 

(Interministerial Ordinance n9 100, of July 29, 1981).
 



165. Gross revenue limits adopted for taxation
 

of rural activities by individual are increased, thereby resulting
 

in substantial simplification of accounting and fiscalization
 

procedures. (Norm SRF n9 65, of September 9, 1981)
 

166. The registration of firms and companies
 

in the Commercial Registries ("Juntas Comerciais") is drastically
 

simplified, including the elimination of documents, certiticates
 

and other requirements related with crossed controls. Registration
 

shall be effected within a maximum of 3 (three) days. (Law nQ
 

6.939, of September 9, 1981).
 

167. Participation in public examination for
 

employment in the Federal Administration is simplified. In the
 

act of registration of the candidate, the only document required
 

will be the identification c'ird and a signed statement to the
 

effect that he has all the other documentation related with the
 

examination. (Decree n9 86.364, of Semptember 14, 1981).
 

168. Implementation rules, with respect to
 

de-statization and divestiture by the Federal Government of its
 

companies, are established in conformity with Decree n9 86.215,
 

of 1981 (Interministerial Ordinancefn9 121, of Semptember 14,
 

1981).
 

169. Withholding tax will no longer apply with
 

respect to certain payments or credits to individuals with
 

residence in Brazil, when said payments or credits should have
 



been effected in previous fiscal years (Ordinance n9 066, of
 

September 24, 1981, of the Revunue Agency).
 

170. The Tax Convention among States ("Conv~nio
 

SINIEF") is amended, by recommendation of the Ministry for
 

Debureaucratization, in order to permit each State to reduce
 

or eliminate accessory obligations, such as book-keeping and
 

other accounting requirements, in connection with the Tax on
 

Circulation of Goods (ICM). (Amendment n9 02/81).
 

171. Participation in public tenders, for the
 

rendering of services or the sale of goods-and materials to the
 

Federal Administration, is simplified. The limits applicable
 

to each form of public tender, as well as to the dispensation
 

therewith, are increased, aiming at the improvement of quality
 

of services and reduction of costs to the Administration and
 

individuals or business entities. (Law n9 6.946, of September
 

17, 1981).
 

172. The delegation of authority does not entail
 

loss thereof by the delegating agent. (Decree n9 86.377, of
 

September 17, 1981).
 

173. Payments to companies whose shares are
 

traded in the Stockmarketor over_-the-cnter market shall not be
 

subject to withholding tax. (Norm 067, of September 30, 1981).
 



174. Payments made by Agencies and Units of the
 

Administration, as well as by private entities, related with the
 

.ceimbursement or indemnification of travelling and similar
 

expenses and bonus vacation, shall not be subject to withholding
 

tax. (Norm SRF n9 069, of October 15, 1981).
 

175. The purchase and exchange of materials and 

Uoods is simplified in the Federal Administration, in accordance 

with Law n9 6.946, of 1981. (Norm 128, of November 3, 1981, 

from DASP). 

176. The operation and performance of organs
 

belonging to the Industrial Technology System is reorganized
 

and improved. (Decree nQ 86.550, of November 6, 1981).
 

177. The hiring of technicians and specialized
 

personnel by Organs of the Federal Administration with relative
 

autonomy is permitted, subject to applicable legal provisions.
 

(Decree n9 86.549, of November 6, 1981).
 

178. Debts with Federal Autarchies, in an amount
 

not exceeding Cr$ 3.000,00, constituted until November 13, 1981,
 

are cancelled. (Decree-Law n9 1.889, of November 12, 1981).
 

179. The presentation of health certificates and
 

similar documents, in connection with the enrollment in any cou

provided by Federal educational institutions, is abolished.
 



Private and State and Municipal institutions are advised to
 

take identical initiative. (Interministerial Ordinance n9 613,
 

of November 16, 1981).
 

180. Authority is delegated to the Minister of
 

Labor to appoint the Chairman of the Federal Biblioteconomy and
 

Chemistry Councils. (Decree n9 86.593, of November 17, 1981).
 

'81. One single format and size of photogragh
 

shall be adopted by all Federal Agencies and Units. (Ordinance
 

n9 011, of November 23, 1991).
 

182. Application of monetary correction to
 

judicial debts is regulated by Decree n9 86.649, of November 25,
 

1961.
 

183. Rules applicable to deduction of expenses
 

related with professional training program,., Zor purposes of
 

determination of taxable corporate income, are simplified.
 

(Decree nq' 86.652, of November 26, 1981).
 

184. The registration of educational diplomas
 

and orrespcndjng certificates of conclusion of courses may be
 

the State Secretariats of Education; registration with the
 

Ministry of Education is no longer required. (Ordinance nQ 629,
 

of November 26, 1981).
 



185. Fines applicable to debts with the Federal
 

Tresury, constituted until December 31, 1979, may be paid with
 

a reduction or totally waived. (Decree-Law n9 1.893, of December
 

16, 1981, and Decree-Law n9 1;931, of March 19, 1982).
 

186. The rules applicable to taxation on income
 

of firms and companies are adjusted in order to benefit a greater
 

number of taxpayers. (Decree-Law n9 1.895, of Decembei. .!6, 1981).
 

187. Simplified registration of companies with
 

Commercial Registries is regulated by Decree n9 86.764, of
 

December 22, '1981).
 

188. The norms pertaining to photographs on Lab
 

Identification Cards are simplified. (Ordinance n9 12, of
 

Decentber 23, 1981)-.
 

189. Authority is delegated to the Ministry of
 

Education and Culture to appoint members of Directors and
 

Curators Councils and equivalent organs. (Decree n9 86.868, of
 

January 21, 1982).
 

190. The creation of new printing and graphic 

units within the Federal Admitnistration is prohibited, considerinc
 

that the priiate sector is suffiently capable to render these
 

services. (Decree nQ 86.873, 9f January 26, 1982).
 



191. Memoranda, letters, communications, notices
 

and all forms of correspondence shall be governed, within the
 

Federal Administration, by simplicity, clarity, objectivity and
 

conciseness. (Norm 133, of March 2, 1982, issued by DASP)
 

192. Registration in public examination tests
 

("vestibulares"), for admission to University courses, may be
 

effected by a representative of the candidate, without the need
 

of presentation of formal proxy-(Ordinance n9-87; of- March-4,
 

1982, MEC).
 

193. A Working Group is organized in the Ministry
 

of Agriculture, with the purpose of proposing and implementing
 

measures aiming at the simplification of registration files
 

and lists of products. (Ordinance n9 054, of March 4, 1982).
 

194. The transit of goods through customs is
 

substantially simplified. (Norm SRF 008, of March 9, 1982).
 

195. The substitution of lost official documents
 

is substantially simplified. (Ordinance n9 01, of March 9, 1982,
 

Minister of Debureaucratization).
 

196. Authority is delegated to the Minister of
 

Justice to suspend the operation of entities and associations
 

referred to in Article 6, of Decree-Law n9 9.085, of March 25,
 

1946. (Decree n9 87.056, of March 23, 1982).
 



in
197. Utilization of mail is authorized 


iection with the presentation and transmittal of applications
 

documents to Agencies and Units of the Federal Administration.
 

1982).
linance nQ 012, of April 12, 




BILLS PENDING BEFORE THE CONGRESS
 

1. 	Simplification of probate proceedings when the heirs are
 

of legal age and in agreement as to the division of the
 

estate.
 

2. 	Elimination of registration of diplomas in the Federal
 

Education Council. If approved -by the Congress, the law well
 

benefit approximately 240 thousand graduates per year.
 

3. 	 Elimination of the "plaqueta" (small plate intended to 

indicate that the vehicle has been inspected by traffic
 

authorities) that goes on the top of each vehicle's plate.
 

The "plaqueta" must be replaced, at present, in millions
 

of vehicles, every year.
 

4. 	Simplification of voter's registrition procedures (voting
 

is mandatory to all Brazilian citizens) and of transfer of
 

voting domicile.
 

DRAFT BILLS TO BE SENT TO THE CONGRESS DURING THE NEXT FEW MONTHS
 

1. 	Substantial simplification of the Code of Civil Procedure.
 

2. 	Simplification and revision of arbitration procedures.
 



Reduction of the hypotheses where notarization of signature
3. 


is requirea, and simplification of norms applicable to
 

authentication of copies of documents.
 

Elimination of various certificates and their substitution
4. 


by written sworn statements of the interested parties.
 

(deeds and contracts that,
5. 	Simplification of notarial acts 


by virtue of law, must be transcribed in notarial registries).
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INTRODUCTION
 

The purpose of 
this report is to introduce and explain the
 
workings of popular mortgage system created by 
the Institute for 
Liberty and Democracy (ILD) , adopted by the Peruvian government
 

under Legislative Decrees No. 
495 and 496. Thus, the report is
 
divided 
into three main sections, the 
first of which deals with
 
potential relations 
between informal housing and access 
 to
 
credit, 
the second with the popular mortgage itself and the
 
third, on a concluding note, 
with the system's advantages for
 

Peruvian society in general.
 

However, 
as you will see for yourselves, the report not only
 
introduces and explains the popular 
mortgage system but also
 
clearly demonstrates the underlying principle of our 
research
 

efforts, namely that informality is not an 
economic development
 
mcdel 
but merely a dramatic illustration 
of the chasm between
 

Peruvian law and reality, 
requiring a new legal institutional
 

framework 
which not only formalizes informal status but, at the
 
same time, informalizes the 
 formal sector, to promote equal
 

access to business opportunities for all Peruvian citizens.
 

I. INFORMALITY r HOUSING AND ACCESS TO CREDIT
 

1. Based, on its nine 
years of studies cf the legal and
 
economic 
realitZ.of Peru, the Institute of Liberty and Democracy
 



-4

was the first to establish the existence of a large segment of
 

society engaged full or part-time in what are popularly known as
 

"informal activities".
 

Informality is a concept developed by the ILD based on
 

empirical observations of this phenomenon. It is not people who
 

are informal, only status and their activities. Nor does
 

informality correspond to any one specific static segment of
 

society, but is rather a grey area paralleling the legal world
 

where people take refuge when the cost of legality outweighs
 

corresponding benefits. Only in rare 
instances does informality
 

imply breaking all laws in general. In most cases only certain
 

specific legal provisions are violated.
 

Informal activities also include those for which 
 the
 

government has created a special legal treatment under which a
 

person may engage in informal activities, though not necessarily
 

with the same legal status as those enjoying the full protection
 

and benefits of the law. Thus, iinformal activities those which,
 

though carried on in pursuit of legitimate objectives by means of
 

lawful activities such as building a house, providing a service
 

or operating a business, fail to meet requirements and discharge
 

formalities established by corresponding government regulations
 

and, thus, are considered "unlawful".
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Efforts to measure these 
informal activities have revealed
 

the amazing entrepreneurial 
energy of the poorest segments of
 

Peruvian society which, 
 for example, in aggregate terms,
 

generated 39% of the gross domestic product for 1984 using 60% 
of
 

the total number of man-hours worked during this period 
at the
 

nationwide level. 
 According to our estimates, by the year 2000, 

informal activities will account for 61.3% of GDP, despite 

average productivity equal to only one third of that of the 

formal sector.(') 

2. The roots of informality lie in the overwhelming,
 

cumbersome regulations 
 imposed by government on business
 

activity, presentir. an 
 obstacle for anyone attempting to do
 
business and particularly for the nation's 
poor, due to the
 

country's inadequate legislative system under which 
ill-advised
 

laws are 
enacted behind closed doors, ignoring the real interests
 

of the people and, 
and thus, are totally divorced from reality.
 

The number of legal requirements imposed by government and
 

the cost of meeting such requirements in terms of both time and
 

money thwart private enterprise in two ways. First, is by
 

discouraging 
 investment in economically sound activites and,
 

secondly, by causing 
a large percentage of new business 
activity
 

(1) Estimatinq the Magnitude 
of Informal Business Activity in

the Peruvfan Economy, ILD, December 1988.
 

(I 
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to be carried out informally, in violation of the law, due to 
the
 

impossibility of 
 complying with requirements imposed by
 

government regulations. The fact 
 that, in order to evade
 

government regulations, those engaged in informal activities find
 

themselves forced to do things backwards or 
in a different way or
 

to call them by names meaning exactly the opposite is an
 

!xcellent illustration of the absurdity 
 of business
 

:egulations. Take the 
case of street vendors ("ambulantes"), who 

ire a far cry from itinerant, with fixed locations that have a 

,alue in many cases ranging from US$500 and US$750 per square
 

ieter, which is higher 
than the unit price of land in the city's
 

lost desirable residential and business 
 districts, or
 

'microbuses" carrying 
anywhere from 45 to 100 passengers, the
 

;ame number of passengers as so-called "omnibuses" operated by
 

he municipal urban transit company using Dodge, Scania-Gabriele
 

*nd Mercedes Benz vehicles, which themselves are nothing if not
 

microbuses", or of the so-called "pueblos jovenes" ("young
 

owns", the local expression for new-sites developments) which
 

re neither towns nor 
new, many ofwhich date back as far back as
 

950, with several-year-old wide boulevards linking them to the
 

eart of the city, despite which most of their residents have no
 

egal title either to the plots of land 
they are occupying or to
 

he buildings erected on such land.
 

1 
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3. One of the largest sectors of 
informal activity is the
 

housing sector, 
offering a unique 
 illustration 
of the chasm
 
between government regulations and 
the Peruvian reality. Studies
 
conducted by 
 the ILD have found that, 
due to the controlled
 
rental 
market and to distortions 
in the capital market, low
income groups 
are precluded from 
renting or purchasing formal
 
housing 
 or, in other words, from buying a plot 
 of land,
 
developing 
it for urban use 
according to corresponding municipal
 
ordinances and ultimately building 
a dwelling to eventually live
 
in, subject to 
the obtention of a municipal building permit.
 

In light 
of this fact, the legal alternative 
for these
 
people is to apply for 
a grant of government-owned land, which is
 
the case of most of the land on the 
outskirts 
of the nation's
 
cities. 
 However, as graphically illustrated 
in Figure No. 1,
 
such land 
 grants mean 
 going through 207 administrative
 
formalities 
with 48 different government agencies requiring a
 
minimum of 43 
months to complete. 
 (2) Add to this another 40
 
months to obtain necessary land development and building permits,
 
for 	a total wait in period of nearly seven years 
to find a place
 
to live. In some case, total time adds up 
to 10 	years.
 

(2) 	 The number of administrative formalities has recently been
cut back 
 to 116, involving 27 
 government agencies.
However, t'he 
length of the land grant process has only been
cut from 43 
to 37 	months.
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This is why, despite 
also being quite costly, the invasion
 

and occupation of government and privately-owned land has come 
to
 

represent the most effective alternative in providing shelter for
 
the poor. The fact tiat, according to government statistics,
 

there were 282 illegal occupations and only 3 official grants of
 

government-owned land 
in Lima in 1985 and that seven out of each
 

ten buildings constructed are informal dwellings 
is significant
 

and clearly illustrates the inoperability of housing regulations.
 

A. ECONOMIC IMPORTANCE OF INFORMAL HOUSING
 

4. The ILD has continually maintained 
that poverty refers
 

not only to the fact that the poor have 
no property of ther own
 

and the low productivity of their resources but also to the
 

hurdles they face in attempting 
to defend and derive maximum
 

benefit from any property they do own. 
 Not only do they find it
 

difficult to purchase property, but are
they also unable to
 

register it in a simple and rapid manner, 
to use it as collateral
 

in applying for loans, 
to sell itWithout the buyer having doubts
 

in regard to its title, 
to rent it without fear that the tenant
 
will take adverse possession, to prevent its 
use by third parties
 

or to simply use type of
it without any interference, resulting
 

in the erosion of much of its value, despite the proven fact that
 

free exercise of these inherent property rights vital
i to
 

economic growth.
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One of the major differences between developing nations and
 

industrialized countries lies in the operability of government
 

regulations dnd procedures and the effectiveness of the legal
 

system in safeguarding the exercise of property rights.,
 

Governments of developing nations place significant restrictions
 

on the exercise of these rights by banning or curtailing them or
 

by failing to 
offer protection from third-party interference,
 

including government interference. In many cases this is caused
 

by the country's preservation of ill-advised, harmful regulations
 

and flawed, improperly regulated or anticipated legal systems.
 

5. A government which does not 
recognize the possessor or
 

property as its rightful owner, 
considers the possession of such
 

property illegal or refuses to recognize the transfer of such
 

property 
 to another party produces two negative effects
 

jeopardizing the well being of its citizenry and the nation's
 

overall economic development. In the first place, fear
owners 


that, at any moment, the government or another party may strip
 

them of their property rights without their being able to legally
 

challenge the expropriation of confiscation of their property or,
 

even- if such legal remedies are available, that the system will
 

not operate effectively. Under these circumstances, owners are
 

hesitant to invest in expanding or improving their property or to
 

expand the business in which -.t is being used. Thus, their
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inability to 
freely exercise their rights undermines the value of
 

their property, unnecessarily aggravating 
their poverty. The
 
country also loses, 
in terms of its inability to take advantage
 

of the benefical effects produced by the business which 
might
 

have been carried on by the property owner. In the specific case
 

of the legislation of squatter 
housing by granting occupants
 

legal title their
to dwellings, 
 dealing with comparable
 

socioeconomic groups, these benefits 
translate into an average
 

level of investment in such housing nine 
times greater than its
 

original value over a period of ten years. 
 (3)
 

The 
second negative effect is a permanently stagnant market
 

for such property. Nobody wants 
 to buy property when its
 

transfer is not recognized as legally valid. 
 The result is that
 

those who value the property the most or who 
can make the best
 

use of it are dissuaded from buying it. Thus, 
the potential
 

seller loses as 
a result of his inability to obtain a higher
 

profit from the 
sale of his property than what he could earn by
 

holding onto it. The 
buyer also loses by having to look for
 

another less suitable 
business or property and, ultimately, the
 

nation loses well, terms
as in 
 of lower levels of business
 

activity and slower growth.
 

V(3) See Annex.No. 1.
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Thus, for these reasons and in view of the importance of
 

property rights, government must fulfill two related functions.
 

First, it must recognize such rights at low cost and, secondly,
 

it must protect such rights through legal institutions whose
 

operating procedures do not present overwhelming obstacles tc
 

those who use them. When government fails to meet these
 

objectives, large number of businesses are shut down and those
 

which continue to operate become infor:mal operators with no 

official status or protection and, hence, less profitable and 

becoming inefficient. 

6. The housing sector is one of the best illustrations of
 

informality in Peru, where oppressive laws have curtailed
 

property rights to informal housing by 50%, hindering owners of
 

such dwellings from selling, mortgaging, renting and investing in
 

their properties, depriving them of protection under the law and
 

creating a situation where owners are forced to rely on their own
 

resources to protect their dwellings from government or other
 

outside interference.
 

Moreover, those owners who have legalized their dwellings or
 

who plan to complete necessary legalization formalities are
 

finding it extremely costly to reap the benefits of government
 

protection. The public registry is the mechanism through which
 

home owners with legal title to their dwellings prove their legal
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right to sell, mortgage, rent or 
 improve their property.
 
However, 
 while this system works, it 
is too costly and
 
ineffective, as discussed 
later in the report. 
 Thus, those with
 
legally recognized property rights 
 are finding the cost of
 
government protection of such rights increasingly high.
 

Once again, the property owner, the buyer, 
the potential
 
tenant and the country all lose 
in such a situation. One type of
 
loss is important enough to warrant 


such property
 

special attention. Without 

legal protection or recognition, a dwelling may not be sold or 
rented, nor mortgaged for that matter, thereby precluding all 
possibility of converting the capital invested in 

into a generator of new resources. It is through such mortgage
 
loans that significant number of small businesses are 
established
 
in industrialized 
 countries while, 
 in Peru, this avenne of
 
promoting small 
 and medium-scale 
 enterprises is nonexistent.
 
(4) 
 Nor can such dwellings be 
 used as evidence of
 
creditworthiness, 
thereby restricting access 
 to all types of
 
lines of credit from more credit-cards to 
those with much higher
 

credit limits.
 

(4) The 
importance of an efficiently operating capital market
to development is widely 
recognized. 
 See, for example,
Lawrence J. Lau, Ed., 
hodels of Deveopment, San Francisco,
1988, 
ICS Press, Rondo Cameron, ed., 
Banking and Economic
Development, (New York: 
 Oxford University Press, 1972) and
Ronald IT McKinnon, Money 
 and Capital in Economic
Development, Washington, D.C.: 
 Banking Institution, 1973.
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This 	not only hurts the nation's overall economic growth
 

but, even more so, that of lower-income groups who generally have
 

most of their savings invested in their homes. Thus, tbh goal of
 

the ILD is to correct these government operation flaws and to
 

avoid 	discrimination against such groups.
 

B. INFORMAL HOUSING IN PERU
 

7. 	 Sector studies and research reveal there are currently
 

1,014 	informal settlements (5) in Lima with 514,028 improved lots
 

covering a third of the city, occupying approximately 14,500
 

hectares. This means that 50.6% of all existing housing in the
 

Lima 	metropolitan area was built informally, in violation of
 

government regulations, without satisfying current legal
 

requirements, sheltering a staggering 53.6% of the city's
 

population. (6)
 

(5) 	 Informal settlements include all settlements know in Peru
 
as barrios, slums, similar 
areas, low-income developments,
 
resettlement areas, shelters, new-sites 
 developments,

marginal settlements, public housing projects, housing

associations and cooperatives.
 

(6) 	 The number of dwellings and residents in informal
 
settlements was estimated as of March of 1988 on 
surveys of
 
data from the records of individual settlements, which
 
figures were subsequently projected to March of 1989 using

official intercensal coefficients (1961/1981), revealing

the fact ,that, as mentioned in the body of the report,

50.6% of the city's dwellings are located in informal
 
settlements sheltering 53.6% of the total population.
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Over the past 
forty years, informal settlers in Lima have
 

built dwellings with replacement value plus land value 
equal to
 

US$10,953 million, (7), ot an average of 
$20,000 per unit,
 

placing the nationwide aggregate replacement value of informal
 

housing at US$20,272 million. 
This is approximately US$3 billion
 

higher than the country's total foreign debt. 
 Bear in mind that
 

the number of informally-built dwellings 
is 47 times the number
 

of housing units built by the government for this same population
 

group ovez the same period and that 
government investments in
 

low-income housing 
over 
the past quarter century (8) represent a
 

mere 2.4% of investments by informal settlers.
 

8. However, 
 only 24.9% of the occupants of informal
 

housing 
in the city of Lima have title to the land and only 3.7%
 

have title to the dwelling per se. (9) 
In other words, of a
 

total of 514,028 housing units existing as of March of 1988,
 

127,992 occupants have recorded
duly land titles, while only
 

19,019 have to the
title both 
 lind and the dwelling. Thus, a
 

total of 495,009 dwellings are legally inexistent.
 

(7) See Annex No. 2.
 

(8) De Soto, Hernando, El Otro Sendero (The Other Path).
 

(9) The March 1988 surveys referred to in Footno..e (6) also
produ:ed the 
figure of 24.9% referring to the percentage of
occupants of dwellings 
in informal settlements with title
 
to the land.
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The absence of legal title to land and housing means the
 

occupant has absolutely no security and no legal status,
 

precluding any possibility of using its inherent value as
 

potential capital to generate additional income. Moreover, as
 

indicated above, obtaining legal title to a dwelling, vesting it
 

with legal status and security, can increase its market value
 

significantly, which means not only getting a better price in the
 

event of its sale, but also that the sale can be financed by a
 

lending institution on better terms for the home owner.
 

C. INFORMALITY AND ACCESS TO CREDIT
 

9. Persons engaged in informal activities are considered
 

"high-risk borrowers" by formal lending institutions for two
 

basic reasons: first, because they are unable to prove their
 

creditworthiness since such activities cannot be considered by
 

formal institutions (subjective credit requirements) and,
 

secondly, because they can offer-no real security without title
 

to their homes which, built in informal settlements, are
 

nonexistent for all legal purposes and effects (objective credit
 

requirements). Moreover, since nearly all such informal settlers
 

are potential small borrowers, their evaluation as potential
 

borrowers is extremely costly to banking establishments,
 

resulting in their displacement by large borrowers.
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Under these circumstances, informal 
settlers in need of
 

credit are left 
with only two options: to resort 
to informal
 
moneylenders 
to borrow relatively small 
sums of money repayable
 
in two or 
three months at interest 
rates well above the official
 
government 
rate or to apply for loans 
from other financial
 

(mutual funds and cooperatives) and nonfinancial 
institutions
 

serving the microenterprise sector 
 such as IDESi, Accion
 
Communitaria del Peru 
(ACP) and Care Peru, whose economic impact
 
is negligable, as illustrated in the 
following paragraph.
 

10. Credit obtained by informal settlers 
 through the
 
above-mentioned 
 channels is inadequate to promote their
 
development. 
 Thus, for example, the 
value of loans granted to
 
these borrowers in 1986 
 by the aforementioned 
 nonfinancial
 

institutions represented 
a mere 0.2% the of
of value lending
 
channeled to the private 
sector through formal
the financial
 

system (10). While, as previously mentioned in Paragraph 1,
 

(10) The following comparison of informal and 
 government
activity is based 
on ILD calculations for 1986.
 

USED *EAP USED CREDITInformal
 
Sector 34.6% 
 61.2% 
 48% 
 0.2% 
Government 13.6% 6.9% 10.4% 37.2% 

I 
*Economic Active Population 
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informal activities generated 
39% of GDP for 1984 using 60% of
 

the total number of man-hours worked. (11)
 

II. POPULAR MORTGAGE: A FIRST STEP 
TOWARD LEGAL SECURITY AND
 

DEMOCRATIZING CREDIT
 

11. Considering that credit is one of 
the most important
 

factors in promoting business development, the ILD has created 
a
 

system which overcomes present obstacles barring those engaged in
 

informal activities from gaining access to credit.
 

In effect, after extensive studies and analyses of the legal
 

and economic realities of Peru, the ILD has created a popular
 

mortgages 
system as part of its efforts to gradually establish
 

new legal institutions to help provide access to 
 business
 

opportunities for all Peruvian citizens. Under the ILD system,
 

occupants of dwellings built in informal settlements can enjoy
 

the 
inherent benefits of property ownership, including the right 

to use, possess (control), dispose of (sell, donate, mortgage) 

and recover (repossess from third parties) their property and, at
 

the same time, use 
cumulative investments in the construction of
 

(11) See Annex *o. 3.
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their dwellings 
as security for the obtention of loans through
 

the formal financial system.
 

12. The system has three 
basic components: the Land
 
Register for Young Towns 
and Popular Housing Developments (land
 

register), popular mortgage itself and credit insurance.
 

(a) The land register (also 
known as the possession
 
register for reasons to be explained below) designed by 
the ILD
 
allows informal settlers to 
rapidly and definitively register
 
their dwellings for legal recognition of their rights. 
 This
 
registration formality enables 
 the settlers to exercise
 
corresponding 
property rights, permitting them to sell or use
 

their property as security for 
a loan transaction.
 

(b) Popular mortgages, 
which are recorded in the land
 
register, allow for 
the use of possessory rights and property
 

rights to any dwellings erected such
on land as loan security
 
while, at the same 
time, creatingI rapid, simplified foreclosure
 

procedure, making them highly attractive 
as loan collateral.
 

(c) The credit insurance program uses 
insurance companies
 
as financial intermediaries, which 
issue guarantees to banks on
 
behalf of borrowers, assuring the banks 
of immediate loan
 

recovery in the event of default by a given borrower.
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These three companies are mutually complementary, forming a
 

bridge between the banks and domestic savings, on one hand and
 

informal income-producing activities on the other hand, supported
 

by the land register, popular mortgages and credit insurance, as
 

graphically depicted in Figure No. 2 below.
 

A. COMPONENT 1: THE LAND REGISTER
 

13. At present, the only existing government registry of
 

real property rights is the real estate register which, as it
 

name implies, is used exclusively to record titles to real estate
 

and legal acts affecting real estate ownership, such as sales,
 

leases, mortgages and legal attachments. Mere possession can not
 

be recordid in the real estate register as it is expressly
 

prohibited by law.
 

The real estate register is a centralized, cumbersome system
 

employing obsolete registration procedures designed specifically
 

for individual entries, not mass entries as required for the
 

registration of informal settlements. As a result, after one
 

hundred years in existence, its records show less than half of
 

all formal housing in the Lima metropolitan area. Moreover, to
 

make matters worse, nor are rights to even duly recorded
 

properties to~ally secure since corresponding data is not
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processed correctly, as illustrated below, doubling 
the time
 

required to obtain a mortgage-backed loan.
 

Furthermore, the 
present register was designed according to
 

the conventional home ownership process, namely the purchase and
 

servicing of of
a plot land, followed by the construction and
 

occupancy of 
 a dwelling, with corresponding entries in the real
 

estate register 
made in the same order and record of the land
 

title serving as basis for all subsequent entries.
 

However, this sequence 
 of entries in the traditicnal
 

register is inapplicable to informal housing, where the home
 

ownership process is exactly the opposite 
in an attempt to evade
 

government regulations, as explained 4bove. 
 In other words, the
 

first step is to take possession of 
the land through informal
 

occupancy or squatting. 
 The next step is to build a dwelling and
 

develop the land through 
the approval and registration of a
 

survey and final site development plan. The last step is the
 

acquisition of property ownerbhip through 
 the subsequent
 

legalization of title to the 
land and to the dwelling erected on
 

such land in accordance 
;ith regulations for the legalization of
 

Youngtown. As you 
can see, the obtention of legal title is the
 

last rather the the first step in this process. Thus, throughout
 

the almost 10-year interval elapsing between the initial
 

occupancy of l,nd the
the and obtention of legal title to the
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corresponding dwelling, 
30% of which are imperfect, the dwelling
 
has no legal status whatsoever, resulting 
in the erosion in its
 

potential capital value.
 

designed a new Land
 

14. Considering the totally unrealistic nature of the 
traditional real estate register, in an effort to eliminate the 
incongruities of infc-mal status, the ILD 

Register for young towns and 
Popular Housing Developments whose
 
major innovation 
 is its provision for 
 the registration of
 
property rights 
to dwellings 
built in informal settlements for
 
the first time in the 
history of Peruvian legislation, once the
 
government has recognized the existence and 
permanency of 
such
 
settlement, granting corresponding title holders 
the same rights
 
as those enjoyed by owners 
of formal dwellings. Thus, once the
 
government has decided to grant possession, Zesidents of informal
 
settlements 
can obtain rapid, definitive legal recognition of
 
their rights to their dwellings, which may then be disposed of 
or
 
mortgaged to 
 third parties, dispensing with the 207
 
administrative formalities with 4-8 
 government agencies requiring
 

nearly seven years to complete. (12)
 

(12) See Footnote (2)
( on these 207 formalities.
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15. The three iiain guidelines serving as basis for the
 

design of the new register were simplification, deregulation and
 

decentralization.
 

(a) Simplification refers to the greater 
transparency in
 

the daily relations between the land register and those using its
 

services. Thus, in this sense, simplification means creating
 

institutional devices facilitating and reducing the cost of these
 

relations, avoiding overlapping and eliminating impractical
 

formalities and requirements to lower unnecessarily high charges
 

to the public.
 

Thus, compared with the traditional registration system, the
 

new land register has been simplified as follows.
 

Notarized certificates replaced by standard printed forms:
 

To record rights tn real 
estate, the present register requires
 

notarized certificatej or documents drawn up in tie presence of 
a
 

notary public and witnesses attesting to the existence 
of a
 

formal contract and confirming the capacity and intent of the
 

parties to such contract. These notarized certificates are long,
 

formal, complicated statements 
drawn up based on other documents
 

known as memorandums, consisting of the application addressed to
 

the notary public containing the text of the contract and
 

requiring signature by an 
attorney for presentation to the notary
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public. 
 The preparation and recording of notarized certificates
 

can take anywhere from 30 to 
 60 days under the best of
 

circumstances and cost approximately US$50.00.
 

The new land register replaces these 
notarized certificates
 

by easily obtained standard printed 
forms that will contain the
 
contract and establishes the property rights over the housing 
units. These will be completed with basic information on the 
parties ccncerned, the property in question and the trinsaction 

pertaining to such property, with 
only the signatures of the
 
contracting parties requiring certification by a notary public or
 

an attorney.
 

Building certificates replaced by standard forms 
 and
 
photographs: The traditional register 
of buildings constructed
 

on real 
estate holdings requires presentation of a building
 

certi.ficate 
drawn up in the presence of a notary public !ased 
on
 
a memorandum containing 
a detailed description of the type of
 

structure, the 
building materials- the different rooms and room
 
dimensions, signed by an 
attorney as 
well as by a civil engineer
 

or architect. 
 This memorandum describing the building 
must be
 
accompanied by a municipal 
 building permit, 
 an inspection
 

certificate attcsting to 
 the fact that the building was
 

constructed as authorized 
by the building permit, a municipal
 

numbering certificate 
and a receipt from the Peruvian Social
 

http:US$50.00
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Security Institute as evidence that the builder has paid all
 

corresponding social security contributions for workers employed
 

on the construction site. A building certificate takes
 

approximately four months to prepare at a cost somewhere in
 

excess of US$100 depending on the particular building.
 

The sole requirement for the recording of buildings in the
 

new land register is the submission of a standard printed form
 

with basic information on the building in question, provided by
 

an engineer or architect who will act as a private inspector
 

accompanied by a photograph.
 

No proof of payment of property taxes required: To record a
 

transaction in the traditional real estate register, the property
 

owner must supply proof of payment of all outs :anding taxes on 

the property in question through the presentation of 

corresponding receipts. 

The new register requires.- no proof of tax payments 

whatsoever, first, because there's no reason for the recording of 

C title to real es:ate to be subject to the payment of property 

taxes and, secondly, because it is not the role of a real estate 

'register to verify such payments. 
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In conclusion, 
 unlike the present register in which
 

everything the applicant says 
 must be proven by documents,
 

certificates and receipts 
from appropriate authorities, the new
 

land register assumes the applicant is telling the truth
 

(presumption of good 
faith), confirming the veracity of 
 the
 

information supplied through periodic sampling 
 by private
 

individuals selected specifically for such purpose.
 

(b) Deregulation is transfer of
the decisionmaking power
 

over certain matters currently 
in the hands of the real estate
 

register to the individuals using such register. 
 The new land
 

register has been deregulated as follows:
 

Recognition of settlers' associations: 
 Under the current
 

system, associations of residents of informal settlements have no
 

legally recognized 
 powers in regard to real estate rights
 

although, in practice, they do 
have certain de facto powers,
 

though limited by their lack of legal standing.
 

The system established by the new 
land register creates an
 
appropriate legal framework to delegate 
powers to settlers'
 

associations or officials 
in young towns on
based their own
 

extralegal rules and regulations, empowering 
 them to issue
 

statements and certificates of 
 occupancy recognizing such and
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such a party as the title holder for a particular property to the
 

exclusion of other parties.
 

Government 
 bureaucrats replaced by private inspectors:
 

Under the current registration system, inspections of property
 

holdings in informal settlements are performed by government
 

officials of the municipality in which the settlement is located.
 

Under the new system, inspections for purposes of verifying
 

information supplied by occupants of informal dwellings 
are
 

performed by private 
individuals appointed specifically for such
 

purpose, such as engineers and 
architects, eliminating the need
 

for administrative proceedings before municipal 
 government
 

agencies.
 

Separation of 
 title registration and site development:
 

According to the current registration system, in order to
 

subdivide and grant title to individual plots of land in a
 

popular housing development, the.-site development plan 
must be
 

approved by the municipal government, executed and inspected by
 

municipal governrtnt officials. Only after this is accomplished
 

can its subdivision into individual plots be recorded 
in the real
 

estate register for the granting of title
legal to corresponding
 

owners.
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The new register specifically disassociates the titling of
 

individual plots and from
dwellings administrative formalities
 

with municipal government authorities in regard to site
 

development. The register
land will record subdivisions and
 

titles to urban plots of land 
without applicants being required
 

to present corresponding site development plans.
 

User participation in register management: 
 Under the
 

traditional system, users play absolutely 
no role whatsoever in
 

register management, supervision and organization.
 

User representatives are not only actively involved 
in the
 

management and supervision of the new land register per 
se, but
 

have direct oversight of corresponding administrative formalities
 

and requirements to 
prevent their becoming overly cumbersome and
 

complicated.
 

(c) Decentralization refers the
to delegation of true
 

decisionmaking powers to local reg-istration offices, placing them
 

in closer contact both with the local 
reality and wich existing
 

problems in need of solutions.
 

Until the creation of the new land register, the traditional
 

real estate register has its decisionmaking powers concentrated
 

at its Lima headquarters, with any registration formality liable
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to be referred to its top decisionmaking authorities, making it
 

unduly long, cumbersome and complicated. The new system
 

decentralizes registration powers through the creation 
 of
 

autonomous regional registers (or departmental until the regional
 

system is officially introduced), in turn further decentralized
 

through the creation of district offices as needed. In this
 

matter, the entire registration process is carried out from
 

beginning to end within the area in which the property is
 

located.
 

Applying the principles of simplification, deregulation and
 

decentralization as described above, residents of informal
 

settlements are given the opportunity of registering and
 

obtaining legal title to their dwellings and reaping the benefits
 

derived from their investments of capital and labor. Only
 

through the simultaneous application of all three principles 
can
 

we ensure that the new land register will operate smoothly and
 

efficiently, streamlining administrative formalities, involving
 

users in the system per se and delegating decisionmaking powers
 

to the local office for the area in which corresponding property
 

is located. Deviation from any of these principles will mean
 

only partial modernization of the real estate registration
 

system. We estimate that, within five years time, we will have
 

registered 60% of all property holding in 
informal settlements,
 

with 95% coverage in ten-years time. (13)
 

D~ 
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Even if such 
properties are not duly registered, the mere
 
creation of the register enhances their value simply by offering
 

the possibility of 
vapidly obtaining possessor rights 
to the land
 

and title to the corresponding dwelling erected on 
such land.
 

16. The main features of the new registration system 
as
 
compared with the traditional register outlined below:
are 


(a) Manual 
records replaced by a computerized system:
 
Under the traditional system, all information is manually entered
 

in two separate media, a system of books or 
"tomes" and a special
 

card file typed by hand, requiring title searches to be performed
 

manually with an unduly high margin of 
error in the accuracy of
 

the resulting data. 
 On the other hand, new
the land register is
 

fully computerized, with 
special property registration programs
 
automatically comparing data
new 
 with prior information,
 

accurately supplying 
the name of the title holder, a description
 

of the property and 
a list of current liens and encumbrances.
 

(b) Only vital information is recorded: 
 Under the current
 
system, real estate 
transactions are recorded in the 
most minute
 

detail, encumbering the register with 
 the innumerable,
 

(

(13) See AnnexoNo. 4. 
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complicated details supplied 
 by corresponding notarized
 

certificates.
 

In the new that
system, only information which is strictly 

necessary is entered in the register, such as a general 

description of the properj, the names of the contracting parties 

and the main terms and condi"-ons of the corresponding 

transaction, with the data recorded on a special computerized 

registration form. 

(c) Curtailment of the discretionary powers exercised by
 

the registrar: Under 
 the traditional system, registration
 

requires the presentation of notarized certificates, as well as
 

other documents such as receipts 
for tax payments, municipal
 

building permits 
and inspection certificates. In practice, the
 

registrar is in effect a judge, 
with such broad discretionary
 

powers that six 
 out of every ten titles presented for
 

registration are rejected for some 
formal defect or another. (14)
 

By requiring only strictly 
necessary data for registration
 

purposes, the 
new land register curtails the discretionary powers
 

of the registrar who, in this 
 case, is confined to simply
 

transcribing the data supplied by specially designed forms.
 

V 
(14) See Annex No. 5.
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(d) Geographic location 
 of property holdings: The
 
traditional register places undue 
emphasis on 
the dimensions 
and
 
individual identification of 
real estate holdings while, 
at the
 
same 
time, failing to define 
their specific geographic location
 
to pinpoint their position on 
a city map. Thus, the only way of
 
locating a property in 
the traditional register 
is through the
 

name of the corresponding property holder.
 

Giving less importance to their 
exact dimensions, the new
 
register pinpoints properties by 
means of 
a Dumber corresponding
 

a clearly demarcated space 
on 
to the city map, such that records
 
on any given property can be located either oy 
the name of the
 
property holder or 
by the address of the property per se.
 

17. The new 
 land register not 
 only modernizes 
 the
 
obsolete, complicated procedures of 
the traditional 
real estate
 
register 
 as described 
 in the preceding paragraphs, but
 
revolutionizes 
the entire regist-ration system by taking 
into
 
account the extralegal standards 
and regulations established 
by
 
informal settlements, the present-day reality 
and the extralegal
 
institutions operating in the informal housing sector. 
 Thus, the
 
new mortgage popular mortgage system embodies the 
following:
 



-34

.a) Bricks as the original land title: The accuracy of
 

recorded data 
on the boundaries and linear measurements of real
 

estate 
holdings is verified by the registration of possessory
 

rights to land and title to the structure erected on such land as
 

a tangible fact, since the ILD has found 
that residents of
 

informal settlements will erect a dwelling 
on their assigned plot
 

of land only 
if they have at least some form of collective
 

possessory security. In other words, they will build homes only
 

if they are absolutely certain they will be evicted. This
not 


legal security comes with municipal government approval of the
 

corresponding survey, definitively allocating the land to the
 

informal occupants and thereby recognizing its existence and
 

location, in turn triggering home construction by informal
 

settlers with permanent building materials in previously assigned
 

plots of land, agreeing among themselves as to the boundaries of
 

their respective plots based on the dwellings which are built
 

side by side without leaving any space between them. other
In 


words, the bricks used in the building process not only fix the
 

limits of the dwelling unit per se, but also constitute the
 

original title to such dwellings as the basis for their official
 

registration.
 

Thus, in registering these dwellings we are also
 

constituting accurate 
 records of the boundaries and linear
 

movements of 
the land held by each informal settler.
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Moreover, while 
 the new system is designed to record
 

possessory rights to individual plots of land 
based on the
 

dwellings erected such
on land, it also allows for the
 

registration of unimproved lots. However, this case 
requires
 

prior approval by the municipal government not only of the survey
 

of the informal settlement, 
 but of its layout and site
 

development plan 
as well, since only at this point are unimproved
 

lots given definite, clearly defined dimensions.
 

(b) The occupant of a plot of 
land is the presumed owner
 

of the building constructed 
thereon: As established in the
 

preceding paragraphs and 
in view of the ILD finding to the effect
 

that iaformal settlers will build with permanent building
 

materials only on their duly assigned plots of land and only
 

after the survey is approved by the municipal authorities, the
 

new registration system provides 
that anyone in possession of a
 

plot of land, even without formal title 
to such land, is the
 

presumed owner of the 
buildings oonstructed thereon, applying 
to
 

realty the same presumption contained in the 
current Civil Code
 

in regard to personal property under which any one 
in possession
 

of personal property is presumed to be the 
owner of such property
 

by the mere fact of its possession, unless proven otherwise.
 

Thus, extending 
this to realty in informal settlements, unless
 

proven otherwise, the occupant of the land 
is also presumed to be
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the owner of the building erected on 
such land. This has bridged
 

the gap between the law and the reality existing in the urban
 

areas of the more 50%
country in which than 
 of houses have been
 

built on a plot of land where its occupancy have a possessory
 

right and not a property right.
 

(c) Easing requirements for evidence of title and property
 

boundaries: Present requirements and prescribed documentary
 

evidence of titles to be recorded in the land register and
 

correponding information on 
the physical location and boundaries
 

of property holdings have been totally overhauled to take into
 

account 
the daily lifestyle of residents in informal settlements.
 

The types of evidence required to verify land tenure rights
 

have been based on the customs and extralegal standards and
 

regulations studied by the ILD and are, therefore, both realistic
 

and easily obtainable by users 
of the new land register.
 

Examples include certificates of occupancy from the municipal
 

government or other competent- authority and, 
 where such
 

certificates are unobtainable, other equally effective docume-ti
 

such as written statements from neighbors or local residents'
 

associations verifying tenure, receipts for payments for basic
 

services such as water, electricity, street paving, local
 

residency and loan agreements with building and loan
 

associations.
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New forms of evidence of property boundaries have been
 
developed 
to facilitate the registration of parcels of land 
in
 
informal settlements and of 
the buildings erected on such land.
 
The new registration 
system places greater emphasis on the
 
description and location of 
the dwelling unit than on the 
exact
 
dimensions of the 
land holding since, 
as indicated above, it is
 
the structure erected 
on the land which defines its title.
 

Thus, a single act confers legal status on 
both the land and
 
the building, which, in most 
cases, represents as much as 
80% of
 
the total property value. With the new 
system, recognition of
 
corresponding dwellin-gs has been 
replaced by a standard 
form
 
supplying basic data 
on 
the building in question, accompanied by
 
photographs 
 of the property holding 
 visually depicting the
 
dwelling and boundaries with adjacent properties.
 

18. By creating a simplified land development procedure,
 
the new 
land register also allows-for the legalization of popular
 
housing developments know 
 in Peru as housing development
 
associations, housing 
 associations 
 and housing cooperatives
 
which, despite owning the land 
and having invested large sums of
 
money in housing construction, cannot handle the 
enormous outlays
 
of both time 
and money required for the completion of necessary
 
land developmefit formalities 
and the subseauent subdivision and
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registration of inCividiual plots of land. Bear in mind that,
 

according to the ILD definition of informality, these popular
 

house developments, with their special legal status and
 

treatment, are considered informal in the same manner as illegal
 

or squatter settlements.
 

In order for these settlements to subdivide and officially
 

register the individual plots of land comprising the housing
 

development, the current system requires prior municipal approval
 

of a professionally-prepared site development and subdivisional
 

plan, plan implementation and subsequent inspection and approval
 

of corresponding work by the municipal authorities. The new
 

registration system requires only that the site development plan
 

be submitted to the municipal government, whereby it is
 

automatically considered approved after thirty days provided no
 

objections ara raised in the interim. Once the plan is approved,
 

the site may be subdivided into individual plots for registration
 

and allocation to cooperative or association members who, in
 

turn, may use their properties as collateral for loan
 

transactions.
 

B. COMPONENT 2: POPULAR MORTGAGE
 

19. The second element in the system known as the "popular
 

mortgage", through which common people are able to use' the value 
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of occupied 
land and that of the dwellings erected on such land
 

as security for the obtention of formal credit.
 

Prior to the ILD proposal resulting in the enactment 
of
 

Legislative Decree 
No. 469, under the rules of Peruvian civil
 

law, only 
a real property owners could mortgage such property to
 
a third party. Thus, a mere occupant could not mortgage land in
 
his possession, 
despite the establishment 
of the new property
 
registration system under which 
his possessory rights to 
such
 
land and, if applicable, 
his title to the building erected 
on
 
such land were duly 
recorded in the land register. Moreover,
 
despite land possessions regulations for young 
towns requiring
 

municipal authorities to grant legal 
title to informal dwellings,
 

in practice, free exercise 
of the rights inherent in property
 
ownership was 
sharply curtailed 
in that title holders could
 

neither sell, rent 
nor mortgage their homes.
 

With this 
in mind, in an effort to derive economic benefit
 

from large cumulative capital investments in informal housing,
 
the ILD proposed creating 
a new type of mortgage for realty in
 
informal settlements 
based on mere tenure rights which, duly
 
recorded in the Land 
Register 
and Popular Housing Developments,
 

grant corresponding title holders the inherent rights of property
 
ownership, including 
the rights of use, enjoyment, disposal and
 
recovery, creaing title
a 
 free from any and all restrictions
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and, for the first time in Peruvian history, making it possible
 

to place a mortgage on a piece of real estate without formal
 

title to such property.
 

20. The basic features of this new-style "popular"
 

mortgage are as follows:
 

(a) The mortgage is based cn possessory rights: Unlike
 

the conventional mortgage referred to 
in the Civil Code requiring
 

that the grantor have title to the property in question in order
 

to establish a mortgage 
right thereon, po)ular mortgages are
 

established on realty located in informal 
settlements based on
 

mere possessory rights recorded in the land register. Note that,
 

as previously indicated in discussing the land 
register, by
 

presuming the occupant of a plot of 
land to be the owner of the
 

building erected on such land, legally, the mortgage is placed on
 

the tenure right to possess the land and the title to the
 

dwelling, if there is a dwelling, both of which rights are linked
 

for purposes of the mortgage, wbich considers the property an
 

indivisible whole.
 

Bear in mind that, while the right of the landholder is
 

referred to as a "possessory" right, he enjoys all inherent
 

property rights, namely the right of use, enjoyment, disposal and
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recovery, in effect making 
 owner not
him the and simply the
 

possessor.
 

Moreover, presuming the holder of a plot of land to be the
 
owner of the building erected on such 
land extends to realty the
 
presumption established by Civil
the Code to the effect that,
 

unless proven otherwise, 
 any one in possession of personal
 

property is the owner 
of such property.
 

However, unlike the presumption of personal property
 
ownership which may be challenged by the true property owner,
 

proving the possessor does 
not in fact have such right, the
 
presumption of ownership 
of informal dwellings may not be
 
contested by previous land owners, whether 
private citizens or
 
the government 
per se, inasmuch as, once 
such rights are duly
 
recorded in the land register they become 
final. Thus, as soon
 
as the title is duly recorded in the land register, the property
 
may be mortgaged under the 
 terms of a popular mortgage as
 

security for formal credit.
 

Lastly, the 
new land register allows 
informal dwellings to
 
be recorded upon approval the
of site survey, before municipal
 

government formalities for 
 the conferral of title have been
 
completed, in effect recognizing the title holder of record 
as
 

the property 'owner. Thus, 
 municipal government titling
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formalities run parallel to 
this process until their conclusion, 

without affecting or :odifiying the finality of the right 

previously conferred by the registration system. 

(b) The mortgage is constituted on the basis of a standard
 

registration form: The 
process of establishing a mortgage has
 

been simplified dramatically by eliminating the need for a
 

mortgage deed drawn up in the presence of a 
notary public.
 

Popular mortgages are created on the 
 basis of a standard
 

reg'.stration form completed by the borrower and the lender and
 

duly recorded 
 in the land register, officially constituting the
 

debt secured by the mortgage and the value of the mortgage placed_
 

on tho property.
 

(c) Simplified judicial foreclosures: A new abbreviated
 

judicial foreclosure procedure has been created make popular
to 


mortgages an effective, rapidly enforceable security device.
 

Prior to the enactment of Legislative Decree No. 495,
 

foreclosures were subject to 
a long, tedious collection process,
 

attaching the auctioning off the mortgaged property. This slow

moving judicial procedure, taking anywhere from three to 
four
 

years, discouraged the granting of mortgage-backed loans, in
 

which delinquent borrowers the
reaped benefits of inflation and
 

negative interest rates payable on such loans. 
The new procedure
 

provides for immediate foreclosure in the event of default and
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can be halted 
 only through the presentation 
on documentary
 
evidence of payment of 
 the debt. Moreover, this type of
 
foreclosure 
has been limited to an 
original and single appellate
 
jurisdiction, 
 eliminating the 
 need for intervention 
 by the
 
Supreme Court, 
which 
 only delayed the conclusion 
of these
 
proceedings. 
 Furthermore, an
in effort to speed up 
 the
 
foreclosure 
 process and 
 protect corresponding 
 lenders from
 
harmful 
inflationary effects, discouraging 
them from continuing
 
to go on lending, loan maturities have 
been shortened and public
 
auctions of mortgaged property 
have been simplified to prevent
 
borrowers from obstructing the process.
 

(d) Extrajudicial 
 foreclosures: 
 The final 
 and most
 
important innovation 
as regards foreclosures which makes some
 
popular mortgage attractive to creditors 
is the design of 
a new
 
extrajudicial 
foreclosure 
system. Obviously, even 
with the most
 
streamlined 
 judicial foreclosure proceeding, the 
 slow-moving
 
cumbersome 
nature of Peruvian system of
the due process makes
 
this legal remedy a highly unattractive prospect. Hence, the new
 
extrajudicial 
 foreclosure 
 system establishes 
 that, in
 
constituting 
a mortgage on 
realty, the parties mutually agree 
to
 
designate a third party such as a bank, notary public, magistrate
 
or any other individual or corporate entity to sell the mortgaged
 
property in 
the event the borrower 
 should default 
on the
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principal obligation to enable the creditor to recover the
 

outstanding loan amount from the proceeds from its sale.
 

The third party charged with selling the mortgaged property
 

in the event of default is appointed by means of a power of
 

attorney drawn up in the form of 
a private instrument with
 

signatures certified 
by a notary public, to be recorded in the
 

land register together with the corresponding mortgage. In the
 

event of nonpayment of the duly incurred debt, the creditor
 

notifies the third-party agent who, in turn, promptly proceeds to
 

sell the property within a maximum of thirty days.
 

C. COMPONENT 3: CREDIT INSURANCE
 

21. Nowadays, in granting loans, financial institutions
 

require no only objective security devices such as mortgages,
 

collateral or bonds, but the satisfaction of other subjective
 

requirements such as verifiable formal sources of income.
 

It is virtually impossible for most Peruvians to satisfy
 

these requirements, not for lack of income, but because such
 

income does not come from formal sources and, hence, is
 

nonexistent for all legal purposes and effects. This is
 

particularly serious considering that 61.72% of 
the country's
 

total population engages in informal activities, preventing
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informal business owners from qualifying as "good credit risks"
 

despite 
 the wealth generated by their income-producing
 

activities.
 

22. To bridge the gap created by these subjective
 

requirements for 
access to formal credit, the ILD has recommended
 

the use of insurance companies in a new mechanism whereby such
 

companies play an 
active role in expanding access to credit based
 

on a new type of insurance known as 
credit insurance.
 

Under the new credit insurance mechanism, insurance
 

companies evaluate credit applicants from the standpoint of both
 

income (regardless of its source) and objective security devices
 

and assume the risk of default by borrowers vis-a-vis
 

corresponding lending institutions. 
 These services are rendered
 

in return for the payment of a premium equal to 4% of the full
 

amount of the loan and the creation of a mortgage in favor of the
 

insurance company, in an arrangement whicih is cxtremely
 

advantageous for 
informal borrowers accustomed to paying three 
to
 

six times the interest rate charged by 
 the formal financial
 

system. Thus, the responsibility for evaluating loan applicants
 

is transferred from the 
 lender to the insurance company,
 

streamlining the 
lending process and enhancing its appeal since
 

repayment is fully guaranteed. The credit risk is assumed by the
 

insurance compdny through insurance
the coverage offered by the
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company in return for the collection of premiums from large 

numbers of policy holders. 
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ANNEX 1
 
Based on 
a sampling of human settlements with differing
 

legal status, we 
have shown that the average value of houses with
 
property title is 9 times higher than the value of houses without
 

a title.
 

This figure was obtained from 
a sample survey of human
 
settlements with 
varying 
degrees of legal recognition. The
 
sample included 38 settlements, each represented by 20 
individual
 
plots. 
 Our first step was to compare the average value of
 
dwellings in settlements at both ends of 
the scale, namely those
 
whose occupants had legal 
 title to their dwellings versus
 
squatter settlements, obtaining the following 
average building
 

values per 
square meter for both types of legal status:
 

Average Value, per square 
meter
 
(in 1984 soles)
 

Squatter 
 Titled
 
68.05 
 333.17
 
(6 observ.) 
 (12 observ.)
 

This gave us a ratio of 4.9 to 1 between the average value
 
of a legally secure 
dwelling compared with a dwelling with no
 

legal security whatsoever.
 

We then eliminated 
from the sample certain observations
 

likely to 
produce an upward or downward bias in average values,
 

giving us the following figures:
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Average Value, per square meter
 
(in 1984 soles)
 

Squatter Titled
 
33.53 
 313.05
 
(3 observ.) (7 observ.)
 

This, in turn, gave 
us a ratio of 9.3 to 1 (or 9.1) between
 

the building value of legally secure dwellings and that of
 

dwelling 
 units with absolutely no legal protection. We
 

simultaneously followed an alternate approa(n using econometric 

methods to isolate the effects of income and age variables, 

producing extremely similar results. 
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ANNEX 2
 

The value of dwellings in informal settlements was based on
 

the number of such dwellings as estimated by the ILD in March of
 

1988 at 498,089 units based on interviews with top community
 

leaders. This figure was 
then projected to March of 1989 
using
 

the 


distribution of dwellings
 

intercensal housing growth rate for the period from 1961 to 

1981, giving us a total of 514,028 dwellings in informal 

settlements. We also assumed the same 

by stage of construction produced by 
field surveys conducted in
 

1986.
 

The next step was to calculate average building prices per
 

square meter by 
type of dwelling unit 
using the 1986 official
 

schedule of building 
values for coastal areas published by the
 

Ministry of Housing, computing average unit building costs per
 

square meter for each type of dwelling at list prices, for 
new

sites developments, housing associations, cooperatives 
and low

income housing developments.
 

To ensure that the resulting figure reflected real building
 

costs, we calculated the ratio between resale prices for
 

advertised home sales and the list price published by the Housing
 

Ministry for the same 
type of dwelling, obtaining a relationship
 

of 2.08 between replacement values and list prices.
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We then multiplied the list prices per square meter for each 

type of dwelling by 2.08, giving us the building value at 

replacement prices. 

We calculated land replacement values by adjusting the list
 

price per square meter established by the Appraisal Department of
 

1986 for each land category by a factor representing the ratio
 

between market and list prices, in turn calculated based on
 

advertisements of land for sale in low-income settlements
 

appearing in the daily paper El Comercio.
 

After calculating the land replacement value for 1986, we
 

determined the share of land in total building value to be 5% in
 

the case of new-sites developments and 15% for housing
 

associations, cooperatives and low-income housing developments,
 

using these two percentages to calculate the replacement value
 

for 1989, arriving at an aggregate figure of US$10,953 million.
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ANNEX 3
 

The value of loans from these nonfinancial institutions
 

(IDES!, Accion Communitaria del Peru, Care Peru) was US$9 million
 

at the official exchange rate. 
 However, seeking a somewhat less
 
distorted dollar value, 
we decided to use 
a parity rate developed
 

by Apoyo, S.A., bringing the 
value of lending by the aforesaid
 

institutions down 
to US$6 million.
 

National financial system 
data is based on government
 

statistics Central Reserve Bank (BCR). 
 At the parity rate,
 

national financial system lending 
to the private sector would be
 
US$2,736 million, 
 in which case loans 
 by nonfinancial
 

institutions would represent 0.2% of the 
total value of lending
 

by the national financial system.
 

Lending by the Banking System in 1986
 
(in millions)
 

'Total 
 (US$) Percent
 
(Intis) %
 

- Private Sector 
 48,409 2,290 
 62.8
- 'Public Sector 28,668 1,356 
 37.2
 

TOTAL 
 77,077 3,646 100.0
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Lending by the Financial System in 1986
 
(in millions)
 

Total (US$) Percent 
(Intis) % 

-

-
Private Sector 
Public Sector 

57,842 
33,790 

2,736 
1,598 

63.1 
36.9 

TOTAL 91,632 4,334 100.0 

Source: BCR, Annual Report for 1987.
 

Loans to Microenterprises from Private Nonfinancial Institutions
 

- Accion Communitaria del Peru 
 (at 8/30/86) US$3,510,174
- FOGASI 
 (at 2/28/87) 528,936
- CARE 
 (at 2/28/87) 646,412

- IDESI 
 (at 12/31/86) 1,372,912

- FOFISI 
 (at 12/16/86) 10,420
 

US$6,068,884
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ANNEX 4
 

Our first 
step was to define the statistical population of
 
the land register as consisting of 498,089 
realty holdings in
 
new-sites and low-income developments throughout the Lima
 
metropolitan area 
as of March of 1988 (Period 0.) We then
 
subtracted 29,486 dwellings for which 
we figured no surveys were
 
available and, thus, would 
 be difficult to record 
 in the
 

register. 
 The next step was a projection of potentially
 

recordable properties 
for the first five years of operation of
 
the land register based on the intercensal gro,.h rate of housing
 
in the Lima metropolitan area for 
the period from 1972 
to 1981.
 

The number of registrations 
in the first year of operation
 
of the land register was estimated at 12,000 for each of 
the
 

three district offices in for
Lima, a total of 36,000 property
 
registrations. Growth 
rates for property registrations in the
 
following four 
years were estimated at 50%, 30%, 15% and 10%
 
respectively, 
for a cumulative total 
of approximately 313,590
 

registrations by year five. 
 -

,These growth 
 rates for property registrations were
 
calculated 
based on the operating experience of the National
 
Public Records Office and 
the Mining Registry Office and 
on the
 
computerized organizational 
structure and infrastructure of 
the
 
popular mortgage project. The reason for the steady slowdown in
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property registrations is that occupants of existing housing
 

units in informal settlements 
 expectedare to press for their 

official registration in the early stages of operation of the 

land register. 
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ANNEX 5
 
The following summary 
of title registration statistics 
for
 

land register headquarters of 
the province of Lima 
is based on
 
the 1987 Statistical 
Yearbook published by the National Public
 

1;cords Office:
 

Titles Presented for Registration 90,923
Titles Resubmitted 
 60,945
Titles Examined 
 39,330
Titles Contested 
 26,327
Titles Cleared 
 21,518
Titles Recorded 
 58,962
 

One indication 
of the obstacles confronted by persons
 
applying for 
legal title 
to their dwellings 
is the ratio between
 
the number of titles presented for registration and the number of
 
titles resubmitted, according 
to which roughly six 
out of every
 
ten titles presented have 
to be resubmitted to 
the Public Records
 

Officew.
 

However, this indicator should be viewed 
with a grain of
 
caution since any given title may 
be resubmitted more than once
 
as 
a result of multiple examinations or challenges 
in the course
 

of processing.
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October 20, 1987 

Mr. William T. Archey 
Vice President 
Center for International Private Enterprise 
Washington. DC 20062 

Dear Mr. Archev: 

I have received with interest the information which you sent me regarding the conference on 
the Informal Sector. sponsored by the Center for International Private Enterprise. an affiliate of the 
U.S. Chamber of Commerce. and the U.S. Agency for International Development. on 26 and 27 Oc
tober, 1987. This is a subject of considerable importance in the today's world. Indeed. it is one to 
which increasing attention is bein2 devoted at various levels in the United Nations system. The 
General Assembly. at its last session, approved a resolution regarding the role of indigenous
entrepreneurs in economic development which is germane to the issue and which is to be followed 
up on in the future. 

I take note. inparticular. of the fact that my countryman, Mr. Hernando de Soto will be playing 
aprominent role in this Conference. As ithappens. he is a member of the Committee for Development
Planning. a high-level United Nations advisory panel. I am, of course. personally familiar with the 
work of Mr. de Soto, which I have long admired. His recent work, "El Otro Sendero," is a brilliant 
and exhaustive study of the economic and social problems of developing countries. 

I wish you every success in your deliberations. 

Yours sincerely, 

Javier Perez de Cuellar 
The Secretary-General 
United Nations 
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Preface 

In October 1987. :he Center for International Private Enterprise (CIPE). an affiliate of the U.S. Chamber of Commerce. and the 
U.S. Agency for International Development (A.I.D.) sponsored an international conference in Washington that brought together
250 business, political and academic leaders from 35 countries to examine a fresh approach to issues of economic groth and 
development. 

The theme of the conference was the political and economic clout that the entrepreneurs of the informal sector can v ield 
in the developing %%orld today. Throughout the Third World. this informal sector comprises a vast underground market oper
ating independently of governmental authority. It is usually treated labor.as a problem of unemployed Governments have 
attempted at various times to solve this problem through job creation schemes, formation of public enterprises, increased 
regulation of business, import substitution or benign neglect. 

CIPE's purpose in publishing the conference proceedings is to reach a widespread international audience while provid
ing the conference delegates \ith a written record of the discussions. It is our hope that decision-makers in the private and public
sectors will find the presentations provocative and will seek to implement the programs and policy recommendations described 
herein. as may be appropriate to their countries. To this end, a summary menu of policy recommendations is provided in the epi
logue. 

"Building Constituencies for Economic Change'fis part of CIPE's overall support for market-oriented approaches to 
economic crow th and developmemn. As such. the informal sector confe-tnce is but one in a series of CIPE sponsored initiati,, es 
to encourage the v idespread adoption of programs and policies benefiting the entrepreneurs of the informal sector, the overall 
business communit\ and socie,, at large. Several followk -up activities are in the planning stage. For instance. CIPE plans to issue 
periodic reports, in newsletter format, as a forum for the exchange of ne, ideas and program approaches. Part of the process
of producing the newsletter will involve surveying those attending the informal sector conference and others participating in 
similar programs. In addition to publishing information. CIPE will continue to provide financial support for private sector ini
tiatives throughout the developing world. 

Today. a revolution is occurring in development thinking-a revolution that comes from within the developing world 
itself. By looking at old problems in ne\, ways, a group of Third World scholars and business people are-now looking to the in
formal sector as a source of economic growth. rather than as a drag on modernization.'J 

Studies in various countries demonstrate that between 30 percent and 60 percent of the work force and Gross Domestic 
Product (GDP) are in the informal or underground market. These informals are not pan of the criminal class involved in drugs 
or other illicit activitiesL Rather. the informals are entrepreneurs who produce legitimate products without proper permits and 
legal status because the' cannot cope with the red tape and other constraints preventing entry into the legal economy. As a result. 
they have formed a market system separate from the legal economy. Economic progress. however, requires both economic and 
political reform to remove the root causes of these dual economies.] 

In a capsule. the thesis put forth during the conference is this: the developing world is now at the threshold of the 
entrepreneurial revolution experienced in the developed world three centuries ago. 



The idea for aconfereoce on the informal sector approach gre., out of the programs supported by the Center for Inter
national Pri. ate Enterprise in Latin America and Africa. Hos. ever. it is the -roundbreaking sork of Hemando de Soto's Institute 

for Liberti. and Democrac. in Peru that forms the basis for the conceptual breakthroughs reported in the body of the report. De 

Soo's book. El otro sendero: larevolucion informal (The Other Shining Path: The Informal Revolution), first appeared in 

No\ ember 1Q86. Since that time. o\.er 100.000 copies have been sold throughout Latin America. This is truly extraordinary for 

a public polic. ssork. 

This report summarizes the discussions from the day-and-a-half conference. Speakers reported on ongoing programs 

of research and polic ). ad%ocacy being pursued in couttries as diverse as Peru. Argentina. Venezuela. Paraguay. Brazil. South 
Africa. Tuniia and Kenya While these programs are in different stages of develcpment. Latin America being the most advanced 

and Africa just beginning. they share acommon foundation. They all belie, e that the day of government centered de.elopment 
has pased-due to its obvious failure--and that marke'-oriented approaches are far more likely to achieve the goals of economic 

gros.th and human A.elfare. 

CIPE and A.I.D.has e a joint interest in the informal sector approach and its extension within Latin America and to other 
regions of the de'eloping .,orld. Both hase -supported the Institute for Liberts and Democracy over ihe last four years and both 

seek to encourage other peoples and countries to consider the market-orienied path to development. 

Ihe U.S. Chamber established CIPE in 1983 as an operating foundation to support market-oriented approaches to eco

nomic grovth and democratic development in the the Third World. Over the last four years. CIPE has supported 66 programs 

in 28 de' eloping countries, as ..ellas a variety of international programs such as the Informal Sector Conference and the Journal 
of Economic Grovth. The Journal is published by the National Chamber Foundation in English. Spanish and French. \,ith a 
distribution base of ;.00( opinion leaders ssorldv,ide. 

CIPE receies its funding from the National Endowment for Democracy through annual Congressional appropriations. 

I\, ould like to express my thanks to all of those who attended the Informal Sector Conference. many of whom traveled 
thousands of miles to participate. Their s,illingness to do so is testimony to the grow.ing appeal of market economics and private 

enterprise as, the most effectise path to economic growth and human progress. 

William T. Archey 
Vice President 

June 1988
 



PART I
 

OPENINGADDRESSES
 



Dr. Richard L. Lesher 
President 

U.S. Chamber of Commerce 

On behalf of the officers and directors of the Center for 
International Private Enterprise and on behalf of the 180.000 
companies that make up the United States Chamber of Coin-
merce alone with some 2.800 state and local chambers and 
1.300 trade and professional associations. it is a great pleasure 
to welcome you to this International Conference on the Infor
mal Sector. We are very pleased that the U.S. Agency for Inter-
national Development is a cosponsor of this conference. 

We've always believed that it's vital for the private 
sector and go\ eminent to "ork together in all countries around 
the vworld inpursuit of sound economic policy. It is essential 
that business and government meet together to exchange 
views. 

The private sector relies upon the government to create 
the legal and polic. parameters within which the economy 
must function. At the same time. it is very important for 
governments all around the world to realize that business 
people. operating within a competitive economy, create the 
wealth and jobs that provide for human progress. 

Over the last six or seven years, there has been aglobal 
change inattitudes regarding economics. People are coming 
to realize that private enterprise and individual initiative are the 
motivating forces that create economic progress. That mes-
sage isgaining credence in all comers of the globe, somewhat 
belatedly. I migh: add. 

To illustrate. I would like to read aquote from an article 
recently published in our Journal of Economi Growth. 

We need to permit companies and organizations to sell freely. 
tobuy and borrow from theirreserves so as to create apowerful 
and vibrant goods market: to invest their enormous but idle 
resources: to unleash in practice. not just in words, economic 
initiative in the country. Inplace of fruitless efforts at central 
planning of our entire industrial production. we s:,Id intro-
duce contracts between supplier and consumer. 

Now it may come as a surprise to you that this passage 
is from an article by Nikolay Shmelyov. an economist with the 

Soviet Union's U.S.-Canada Institute in Moscow. The re
markable thing isthat the article was first published inNov 
Mir. a prominent journal in the Soviet Union which often 
serves as an outlet for semi-official ideas that the go%,ernment 
wants to tr'% out. 

No\. neither the Soviet Union nor the Peoples Republic 
ofChina are going to abandon socialism in the near future. But 
it isvery clear that both governments are coming to realize that 
market-oriented principles form the basis of productive human 
enterprise. 

The conference that we are engaged in today ispart of 
the growing worldwide interest in private enterprise. You will 
hear from a number of distinguished speakers about the con
cept of the informal sector or the parallel market. 

Now. this is not a new phenomenon. Underground 
economieshavebeenaroundforalongtime. Traditionally. the 
informal sector has been seen as a substitute for employment 
inthe mainstream economy. Inmany cases. government policy 
was aimed at moving people out of the informal sector into 
jobs. All too often, it was thought that the best way to do this 
was to create government-owned firms to soak up excess 
unemployment or to control imports to allow domestic firms to 
grow. The result, however, was a decline in growth in the 
formal sector and an expansion of the informal sector. 

Thanks to the work of Hernando de Soto. we now have 
afresh approach to this entire issue. Working in Peru with his 
colleagues from the Institute for Liberty and Democracy. de 
Soto has published abook that has shaken the status quo in the 
Americas. I'm sure that it will have the same effect throughout 
the world once it is translated into other languages. 

As with most fundamental discoveries, the genius of 
Hernando de Soto's work comes from looking at an old 
problem in new ways. The basic question the researchers at the 
Institute for Liberty and Democracy asked \%was. "Why does the 
informal sector exist?" 

No%., you have all read or heard something about 



de Soto's famous experiment. Using ateam of researchers and 
economists, the Institute simulated the formation and legal 
registration of asmall firm. actuall going through all the steps 
needed to compl. " ith the various government regulations to 
obtain all the necessary licenses and permits. It took the team 
289 days. \,orking six hours aday. to register the firm legally 
in Lima. Peru. When the same simulation "sas repeated in 
Tampa. Florida. it took three-and-ore-half hours. 

Working from this very simple illustration. de Soto and 
his colleagues have spent the last five years demonstrating that 
Peru's economy is not based on market principles. The 
informal or extra-legal economy, however, has spontaneousl) 
created its own form of market econom\. One important 
lesson that can be learned from the people that make up the 
informal sector is that market economics is not only for the 
developed world. As the speakers participating in this confer-
ence will shos.informal entrepreneurs are found in Argentina. 
South Africa. Tunisia. and many other countries around the 
world. 

This conference will help put an end to the belief that 
people in the de\ eloping \,orld are not sophisticated enough to 
operate a market s.,stem. This is a belief that has led man\ 
countries astray. resulting in an excess ofgovernment planning 
and control. The informal sector's story also shows that open 

government isessential for economic grows th. 

Over the last several years. there have been anumber of 
transitions to democracy that parallel the growing interest in 
market economics. These two trends, market economics and 
democratic development, are closely bound together. 

Later on today, there will be apanel on building grass
roots constituencies for economic change. The speakers \&ill 
revie\, the types of programs that they have developed to 
advocate policy change on behalf of the entrepreneurs in the 
informal sector. That is the real meaning of democrac\. 
People must be allowed to participate in government policy 
and must be free io criticize or support decisions. not just cast 
votes in occasional elections. 

The group assembled for this conference is one of the 
most diverse and prominent ever assembled in the U.S. 
Chamber's Hall of Flags. There are Cabinet officers, senior 
government representatives, business leaders and scholars 
from 35 countries present. Your interest and your willingness 
to travel from all parts of the world are appreciated. 

Again. I welcome you. and I thank you for your contri
butions to this subject. today and tomorrows and in the months 
ahead. 

I' 
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Dr. Richard E. Bissell 
Assistant Administrator 

U.S. Agency for International Development 

It's a pleasure to see so many people gathered together 
to discuss a subject of this importance. I just returned from a 
week's visit to Jamaica and Haiti. where I had an opportunity 
to talk to people involsed in the informal sector as "ell as in 
other issues of economic gro\%th. Looking in from the field, 
this subject seems just as important as it does from here in 
Washington. 

A.I.D. is very pleased to be able to cosponsor this 
conference on the informal sector with the Center for Interna-
tional Pnvate Enterprise. At A.I.D. \&e're very interested in 
pri. ate enterprise development. In many countries, that means 
learning about and \orking \kith the informal sector. Just last 
\,'eek. A.I.D. had aconference here in Washington much like 
this one but x, hose audience consisted primarily of A.I.D. 
policy-makers. 

On that occasion, we \kere fortunate to have Hemando 
de Soto present. He is responsible. frankly. for much of the 
discussion of the informal sector because of his pioneering 
work which came from El otro sendero. A.I.D. has been 
involved in his work for some time. 

We hope to learn much in the next fes. days from 
Hernando. as vwell as from the other panelists. Just as impor-
tant. I \,ant to thank all of you in the audience for comine. in 
many cases, thousands of miles to be here for this meeting. 
Certainly. with this kind of interest. I am convinced that we're 
seeing the beginning of a ness way of looking at economic 
growth. We have no",gotten to \%here we ought to ha, estarted 
- with the ingenuity and enterprise of free people. Today. we 

recognize that countries don't develop their people but that 
people develop their countries. 

We have certainly been ass are of the adverse conse
quences of the mercantilist economy that was described by 
Hernando de Soto in his ssork over the last number of years. 
AI.D.'s private enterprise policy is to build up and rely on the 
indigenous pri ate sector. But it cautions that A.I.D.'s promo-
tion of free markets and the private sector should not be 

confused with monopol\ enterprises, oligarchy or crony capi
talism. which have little todo with the free market. This polic. 
is as much achallenge to limited over-regulated capitalism as 
it is to statist economies. Both limited capitalism and statism 
have squelched the ingenuity and enterprise of people in too 
many developing countries. 

Economies suffer. and people pay the toll. Prior to 
World War I. for instance. Argentina "asthe world's*sexenth 
most prosperous nation in per capita GNP. Today it is fortieth. 
Government regulations are so onerous that they ha\ e resulted 
in an enormous informal sector. 

Last July. Maria Eugenia Estensorro of the Institute for 
Contemporary Studies in Buenos Aires reacted to the informal 
sector issue in Argentina in an article in the Ness York Times. 
I'd like to quote her closing statement: 

"The informal economy is a symptom of Argentina's eco
nomic woes. not asolution to them. Its presence suggests that 
gross th \%ill begin to recover when people begin to belie\ e that 
the state is serving rather than robbiiig them." 

It is easy to say that changeng government policies is the 
solution. But we need more that, that simple general ans%%er. 
We need to know which government policies are wrong. and. 
in fact. these may differ from one countr' to another. What's 
more. we need to know concretely why agiven policy is \%rong 
and what its bad effects are. 

More difficult is the question of how to change policies;" 
against the vested interests of an entrenched elite. This \%ill be 
extremely valuable to A.I.D. in policy discussions that %%e 
have continuously with other governments. 

Again. I appreciate very much that all of you are here. 
I knos. that this is taking valuable time of sours and I look 
forsard to participating in the discussions over the next two 
day s. 
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PART II
 

THE INFORMAL SECTOR: ITS REAL AND
 
POTENTIAL ECONOMIC CLOUT
 

Moderator: Douglass North, Washington University 

Peru: Hernando de Soto, Institute for Liberty and 
Democracy 

Argentina: Marcos Victorica, Institute for Contemporary 
Studies 

Discussant: Robert Litan, The Brookings Institution 

The first panel set the stage for the conference by describing the conceptual breakthroughs leading to a market-oriented 
treatment of the causes of informality. Douglass North of Washington University in St. Louis. Missouri. introduced the subject 
and acted as moderator for the panel discussion. North is an economic historian whose seminal work. The Rise of the Western 
World: A New. Economic History (Cambridge University Press. 1973). has done much to stimulate new thinking -nthe entire eco
nomics profession about the causes and conditions necessary for sustained economic growth based on his analysis of the historical 
development of market institutions in Western Europe since the 16th century. 



Douglass North 

This is a conference about institutions, about the costs 
of transacting and about economic growth.1 

When I began to become seriously concerned about 
long-run economic change. I found that the tools of econom-
ics gave ver. fev,clues to help understand why some countries 
had prospered over time and others had not. These economics 
tools also give ,,eryx isfev,clues to help understand w~hy thereis 

such an enormous dispat ity between the developed world and 
the Third World and \,h%this disparity doesn't seem to be 
disappearing in an. fashion. 

Nov,there's nothing in economics that gives you aclue 
to that because economics has been a world in vhich all of the 
institutions exist, but exist at no cost. It is a frictionless society 
or. to use the terms that I use. it is a world of zero costs of 
transacting. 

Adam Smith would have turned over inhis grave at this 
idea because long ago he pointed out that the gains from trade 
arise because of specialization and the division of labor and 
that you capture these by engaging in efficient organization. 
Efficient organization isthe key to economic growth. 

Institutions matter not only because they determine the 
costs of transacting at amoment in time: they also determine 
the path of change overtime. It iscomplicated to get efficient 
markets: it is not a simple phenomena. What is really wanted 
are: (a) adaptively efficient institutions that maximize the 
range of choices people have inbeing able to enter markets and 
in being able to engage in diverse economic activity: and (b) 
institutions that punish the losers by getting them out of the 
market. 

This panel will give us an insight into the crucial initial 
questions: Lwhy it is so costly to conduct economic and 
business transactions and how the informal sector has dealt 
with this issue 

Hernando de Soto 

Hernando de Soto ispresident ofthe Institutefor Libern and 
Democracy in Lima. Peru. His major work. El oro sendero la 
revoluton informal (The Other Path- The Informal Revolution, 
(Editorial El Barranto. 1986). has become abest seller in countries 
throughout Latin America. with over 100.000 copies sold De Soto 
has a master' degree from the Institute for Advanced Studies in 
Geneva. He has been an economist with the General Trade andTariff 
Agreement (GATT.) manaiin, director of an engineerinc firm in 
S"it:erland, owner ofseieralfirms in Peru and adirector of the PeriaCetlRereBnk
 
ruvian Central Reserve Bank. 

The way this all started out forme personally isthat after 

spending a long time abroad in Western Europe. I returned to 
Peru some eight years ago. I asked myself why it was that 
others were so wealthy and we were so poor. One of the things 
that had al\, ays shocked me in European and U.S. universities 
was that the first in the class could easily have been a Filipino. 
a Pakistani. a Peruvian or aMexican. W1"y is it that when we 

went back home. we went to countries that ,ad different levels 
of wealth? With this state of mind. we starte' the Institute for 
Liberty and Democracy. We wanted to find out why Peru was 
so poor when tie population looked just as prepared for devel
opment as any' other. 

The usual reason given in my country is that the formu
las which provided wealth and prosperity for the West are not 
culturally or ethnically applicable. The whole Inca past and the 
Spanish tradition are ones that cannot be wed with private 
enterprise and individual initiative.
 

The second reason given was political. The problem is 
that in Latin America, capitalism is peripheral capitalism. It is 
one that takcs place away from the center. Transnationaliza
tion ofcapital, monopolization of technology. and unfairterms 

of trade make it impossible for capitalism, free enterprise and 
individual initiative to work. Exploitation is unavoidable. 

Well, we were not convinced by these arguments and 
were very much inspired by Douglass North's analysis. That 

is. non-economic factors such as legal institutions may be more 
responsible for economic growth than economic factors. In 
that connection, the law was one of the major differences 
between Europe and Latin America. 

The interesting thing about the informal sector was that 
over 50 percent of the population had refused to join the legal 
institutions of the country.EBy studying the informal sector, we 
could discover what was wrong with the institutions. The 
informals might provide leads that %%erenot obtainable in any 
other way.) 
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ThelLD'sresearch foundsomethingcalledthe"longfron-
tier.- If 50 percent of the population was operating illegally 
that meant that the formal sector knew about it. There was no 
wa that this could just take place underground. Somewhere 
along the bureaucratic line, someone in the Ministry of Hous-
ing. in the Ministir of Commerce and in other pars of the 
government had contact with the informals. For ideological. 
humanitarian or philosophical reasons, or simply due to cor- 
ruption. these officials were allowAine the informals to survive. 

B\ tracing the informals over three years. we were able 
to meet all of the most important informal entrepreneurs in 
Lima. Through them. we were able to develop the research and 
come out with the follov, ing results, 

47 percent of total construction in Lima was outside 
of the lay.., with a value of S8.4 billion as a result of 
direct investment by the informal people in their own 
homes. This compared \%ith SI79 million in govern-
ment housing programs. 

* 95 percent of all public transportation was informal, 
amounting to a SI billion industr) when repair shops 

and spare parts are added. 

* 90.000 street vendors operated in Lima. 

* 331 markets had been built in Lima: 57 by the gov-
ernment and 274 informall\ by former street yen-
dors. Toda.. ofever\ 13 markets being built in Lima. 
12 are built informall\. 

The macroeconomic analysis found that 61.2 percent of 
the manhours worked in Peru were worked illegally or infor-
mally. accounting for close to 40 percent of GDP. 

One of the complaints about the informal sector is. of 
course, that it does not pay taxes. However, when we calcu-
lated hoy much tax was paid by the formal, as opposed to the 
informal. sector. we found that the informal sector gave more 
revenue to government than the formal sector. For example. 
just about half of the taxes in Peru come from the taxes on 
gasoline. Since the informal sector is 95 percent of public 
transport. it contributes significantly through the gasoline tax. 
We also found out that there is such a thing as inflation tax. 

Those who hold large cash balances in a country with 120 
percent inflation would automatically alloy, the government to 
have extra revenue. Further. street vendors pay a daily tax to 
the municipal police simply for being on the sidewalk. That 
tax. in Lima alone, is twice as high as all of the formal property 

taxes in Peru. In total, between 50 percent and 60 percent of 

government revenue comes from the informal sector. 

The next step was to explain why this was being done 
illegally. To do this. we used two methods. The first was to 
simulate the creation of a factor. We set up tvo sewing 
machines as a workshop outside of Lima and hired an admin
istrative lawyer and four assistants who went through all of the 
red tape requirements to register the firm. It took them 289 
days. working six hours a day. to comply with the red tape re
quirements. In Tampa. Florida. the same exercise took three

and-a-half hours and four hours in NeAs York. 

The second method was to study the housing situation 
in Peru. Most Peruvians cannot build when the come to the 
cities in places allotted for housing since they are poor. The, 
usually opt tar building on a sand dune. When we recorded the 
histories of those who had done this legally, it turned out that 
it took six years and eleven months. Asorking eight hours a day. 
to comply with red tape requirements. It involved 207 bureau
cratic steps with 51 government departments. Similarly. it took 
the street vendors 12 years to compl\ vith the requirements 

needed to start building a market. 

We found out that it wasn't only the fact that there are 
many obstacles to creating wea!th - it was also a lack of 
facilitative law. the lack of some of the institutions that account 
for the growth of the west. For example. we found out that 
property rights were very, important. We studied over 38 
young towns and found that ten years after settlement, the 
value ofhomes that had property titles was nine times the value 
of homes lacking secure title. 

We also found out. of course, that it was not only a 

question of property rights: it was also a question of contracts. 
To get credit, you need property rights because property rights 
provide the collateral that allows you to go to the bank. The 
reason why the poor are not getting credit is the lack of 

collateral - clear title to land or possessions that allows the 
guarantees with which banks, both official and private, can 
function. 

Further. if you have a limited liability corporation, you 
can have a group of contracts to organize a business. You can 
agree among shareholders how profits are distributed, and you 
can make deals with third parties. Since it takes 289 da.ys 
before access can be had to legality, most producers in Peru do 

not have a formal business organization. As a result, most Pe
ruvians will have to associate with people they can trust, family 
or friends, because of the lack of enforceable contracts. This 
has been to the delight of many anthropologists vho have 
visited my country and said. "Peruvians like to work in large 
families, and they like to work with people they knowx ."But it 
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ork with famil, 
relations. Good contracts, good property rights and access to 
the courts are missing in the informal sector. 

is not so much that Peruvians like to A, or close 

Ho%% is it possible that all of thts came about? To ansuer 
this. w.e began looking at the production of la"s or what could 
be called "rule-makinc." and \xe found out that one of the 
reasons for this situation is the \hay la\,s are made. 

In Peru from 1948 to 1985. on average, the government 
produced 27.400 rules a year -- Ill rules each working day. 
Further. 99 percent of these rules were produced by the 
executie branch. We then compared the way law was pro-
duced in the United States and found there are three basic \s ays 
of producing lay.. 

One wa, is through comm.,r. lass. In the United State . 
there are thousands of courts with independent juries. a law. yer 
and a prosecutor that create jurisprudence. It is ver, difficult 
in asystem as transparent and decentralized as this to create a 
norm or custom that means adding to the 289 days of red tape. 
for examp!e. 

The second \Aay of producing las. in the United States 
is through the parliament. The people elected to Congress have 
to be popular in their o- sn geographical area. Once they, sit in 
Congress. they are continually supervised by constituents, 
That is %kh\ there is an enormous amount of mail bet\%een the 
ts.o. In my country. %kehave a parliament as well. but it is not 
the result of popular elections in certain locations. Members 
are elected by aparty list s\ stem. so it becomes important to be 
as high as possible on the list to ensure election. So in the end. 
the congressman or senator is interested in satisf.inc the ex-
ecutive committee of his party. not necessarily in satisfying the 
people \%ho elected him. 

Last but not least, we found that the United States also 
has executive branch la\. But the regulators are themselves 
strictly regulated. Office of Management and Budget rules 
oblige people putting out regulations to do cost-benefit analv-
ses. There are hearings \,here different opinions z;e heard. as 
well as comment and notice periods. 

So. one of our findings is that the reason for Peru's 
enormous informal sector is that there are no institutions to 
provide democratic feedback. Our democracies are under-
stood purely as an electoral exercise. We democratically elect 
adictator to rule for the next five years. From the moment he 
is elected until the moment his term is finished, there is no way 
to control the way rules are produced. 

As we continued to analyze our institutions in relation 

to Western institutions. \ke found that another vehicle missing 
is a totally free press. Today. 60 percent of all advertising and 
100 percent of credit is controlled by government. Therefore, 
the press cannot be used as a vehicle to bring information to 
legislators and politicians. In part. this is because Peru doesn't 
have systems such as the U.S.Freedom of Information Act and 
theoversightmechanismsthatensurethattheexecutivebranch 
cannot exceed its power. 

Because the critical institutions are not in place. a 
spontaneous marke .conomy has emerged in Peru and eb
where in Latin America that is not reflected in the law or ruli 
philosoph\ of governments. Therefore. if we start concentrat
ine on institutions and the adjustment of these institutions to 
reality. \%e can find peaceful roads to market economies. 
democrac. and prosperity. 

Marcos Victorica 

Marcos Victorica is head of the Institute for Conteniporar-v 
Studies in Argentina. He holds a master'sdegree in cc otionic'sfronI 

the Catholc 'nnversr'-ofAr'reentina and is advisor to severalfinan. 

vtal inlsttunton.ad orpot ate hoards ofdirenda member ofseveral 
tors. He has held public office as national director and cabinet 
advisor at theMiistr of Economy. He isafounding memer ot1he 
h1istitute, 

To begin. I would like to indulge in amoment of reflec
tion. As we kno\. the Dow Jones index ofstock prices recently 
fell -- some say as a result of the budget deficit. Well. imagine 
that the Federal Reserve Board could double the budget deficit 
of the United States with just a couple of resolutions and 
without any intervention by Congress. Think what might 
happen. In a few minutes we will see how this is possible. and 
in fact it has been done in Argentina. 

First. I would like to point out that there is adifference 
between the way the informal economy works in Argentina or 
other countries in the Southern Cone of Latin America and the 
Peruvian or other Latin American cases. Argentina. as a 
country based on European immigration with no indigenous 
population, is different from Peru with its large indigenous 
population. In Argentina. there are no cultural differences or 
barriers that could explain the informal economy. 

As a matter of fact. Hernando de Soto talked about the 
street vendors as arepresentative part of the informal sector. In 
Argentina. although we have some street vendors, the most 
important part of the informal economy are what we call the 
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"'invisible people." people in business suits who work infor-
mally. 

In Argentina. the informal economy accounts for 60 
percent of the GNP. But informalit\ in the industrial sector is 
about 60 percent of the total as w,ell. That means that informal-
it, is not simply aservice sector problem but also an industrial 
sector problem. Today. 91 percent of the informal industrial 
activit) takes place within small and medium industries that 
employ 93 percent of the industrial ssork force. Six out ofevery 
ten Argentines \sorks partially or totally in the informal sector: 
36 percent are self-employed. 

The causes of the informal economy are inflation and 
privileges, public expenditure and regulation, and the cost-
benefit equation of the system. 

Argentina has the biggest informal economy in the 
world. as far as the research shosk s. skith 60 percent of GNP in 
the informal sector. Argentina is also. paradoxically. oneof the 
most inflationar, countries in the ssorld since the Second 
World War. Why? 

Well. let me pros ide an example based on the proposi-
tion I made about the doubling of the United States deficit. 
Here in the United States. it took about ayear to gie a S400 
million gos emmental loan to Chry sler Corporation. In Argen
tina. in tsso %keeks,the Central Bank distributed S5 billion to 
about 150 privileged companies based on simple resolutions. 
Because of the relationship betseen our GNP and the U.S. 
GNP. S5 billion in Argentina represents about S215 billion in 
the U.S. economy. So that represents adoubling of the deficit 
in just two weeks through a fess Central Bank resolutions. 

This example explains hoss the system in acountry like 
Argentina works and wh. it is difficult for the people to obtain 
control over the government. That's one of the major reasons 
why the informal economy is a wxay out for people who do not 
want to pay the bill for all of these expenditures. 

There is no accountability in the Argentine case. One or 
two months ago. the computer system of the second largest 
national bank burned out. That means that there were no 
records about credit or loans. At the same time. if you want a 
telephone. you may have to wait 40 years. 

What this really illustrates is that the major problem in 
an economy like Argentina. where, as I said. there are no 
cultural barriers, is the cost-benefit equation of the system 
which determines wshat you get for your money or for your 
effort. That problem is clearly illustrated by the fact that 
Argentina used to be a country "sith a large immigration but 

noss has started to experience large emigration. 

The basic reason why people emigrate is that the% ask. 
"'What can I get for my effort and m, knowledge in this 
economy? " In Argentina. they will sa.. "Well. if I am an 
engineer or an economist. I probably will have to dri, e a taxi 
as well, and with 20 percent monthly inflation. I will ne, er be 
able to get a savings account. a house or acar." And the\ say. 
"'Well. %Aiththe same amount of effort and knovk ledge. what 
would I get in other economies?" Ofcourse. they ssill get much 
more. 

The same reasons explain what we call the monetar\ 
emigrants or informals. Informality is hoss people wkho don't 
wsant to lease the country emigrate. They don't emigrate 
physically: they just do it monetarily. 

The informal economy in Argentina is absolutely sen
sitive to economic policy. When you have economic policies 
that control prices and exchange rates. increase public expen
ditures. and promote a lot ofregulations. the informal econom 
increases. F, om the 1960s to the 1970s. the informal econom. 
increased from about 40 percent to 60 percent of GNP. In the 
1930s. wkhen Argentina %as mainly free. the informal econom\ 
was about 20 percent of GNP. That means that the informal 
econom) respond to economic policy. 

Another point I would like to stress is the relationship 
between international debt and the informal econom\. two 
topics that are not .sually seen as related. Let me begin with 
the financial market. In the 1940s. financial assets were about 
40 percent of GNP. Noss they are no more than 10 percent of 
GNP. But if the formal financial assets are combined with 
informal assets, the figure is 40 percent of GNP. This means 
that the change is not in the total amount of assets but in the 
portfolio. During the last 40 years. Argentines have shifted 
assets from the formal to the informal economy. 

Argentina no, owes $50 billion in foreign debt. At the 
same time. Argentines have S25 billion in foreign deposits plus 

S8 billion in overseas real estate and S5 billion in bills owed to 
us. That means that the average Argentine used more dollars 
tharLcal currency. In the last three years. Argentina has had 
the lowest rate of investment in relation to GNP since 1919. 
Thus. capital flight iscaused by the same factors as the infor
mal economy. If the causes are the same. then the remedy is 
also the same. The problems of the foreign debt might be 
solved with the same kind of measures that %\ouldintegrate the 
formal and informal economies. 

What is the agenda for integration of the two systems? 
First of all. I think the most important tool is income redistri



bution. Income redistribution would not be allowed through 
the tax system but through the free enterprise system. This 
inoles the liberation of indi' idual creativity. competition. 
social mobilit%, property rights. the elimination of inflation as 
amajor channel of privileges, and reorientation of public ex-
penditures tow ard social aims. 

The policies to achieve these objectives are to democ-
ratize access to markets, eliminate regulation without cost-
benefit anal\sis, expose subsidies. unify effective tariff pro-
tection and reduce public expenditures. Privatization of state-
o, ned companies is another important method. With 500 
public enterprises. Argentina is in third place among non
communist countries as a socialist country. Improving stan-
dards of competition for stale contractors is another important 
point. For example. the railroad company pays $490 for each 
guard's uniform \k hile asuit in Buenos Aires costs about S50. 

Just as costs are one of the problems. the benefit side of 
the equation is another problem. The reorientation of public 
expenditures is .ery important. For example. in education, 
public expenditures should help lower-income sectors, quality 
should be improved, scholarships should be awarded, and 
investments made in teacher preparation. At the same time, 
increased public expenditures should be invested in public 
health, safety and crime pre'. ention. 

The consequences of change v ill be basically two: a 
real democracy extending the power base in society and a 
mobilization of the growth forces giving individual initiative 
and creativit a chance as the dynamic element of the econ
omV. 

Robert Litan 

Robert Litan served as discussant for the panel to comment 
upon the presentations by Hernando de SotoandMarcos Victoricaas 
well as Douglass North's introductory remarks. Litan is a senior 
fellow in the economic studies program ofthe Brookings Institution. 
where he is also director of the Institution's new Centerfor Economic 
Progress and Employnent. Litan is also counsel to the Washington 
law offices ofPowell. Goldstein. Fra:er & Murphy. an Atlanta-hased 
firm He received his law and PhD degrees from Yale and his 
bachelor's from the 4'hartonSchool ofthe Universir ofPennsYlia-
nia. 

I was asked in delivering these comments to expand 
upon the implications of the informal sector concept for 
economic development in general. What I would like todo first 
is get some terms straight. 

First. it is a mistake in my view to equate the term, 
"underground economy" with the term "informal sector." As 
it is generally used in the United States. the term underground 
economy refers to individuals engaged in drugs and organized 
crime. So for example. estimates of the underground econom\ 
in the United States. between 5 percent and 15 percent ofGNP. 

refer to criminal activities. When Hemando de Soto and 
Marcos Victorica talk about the informal sector. they are 
referring to otherwise legitimate commercial activities such as 
driving taxis. selling clothes on the street and so forth that are 
carried out without complying with all of the technical, legal 
requirements. such as having a license and paying taxes. 

The research about "informal activit'" raises funda
mental questions. For starters. it suggests that for too long. 
most economic development theories ha'.e been far too sim
plistic. 'fake. for example. the neoclassical production func
tion approach to economic growth. What this basically sa, s is 
that you can figure a country's rate of growth some",hat like 
baking acake. What you do is you add some savines. some in
vestments, some population growth. some technological prog
ress. and, presto. you know the growth rate of output. No.. 
countries that have large informal sectors have problems in 
attempting to make their economies grow. T]heir savings arid 

,investment raes wil t he well below.' the optimum level. They 
will have asevere problen: that is entirely assumed away in.ihe 
neoclassical growth model. That is. their resources v,ill be 
wasted or used in ahighly in.fficient manner. For economists. 
these economiesv, illbewellnsidetheirproductionpos ibility 
frontiers. 

r No,. as Douglass North has shown. capitalism %xion't 
work unless some basic minimal institutions are in place. 
People have to know that their contracts will be enforced and 
their property protected. either by custom or by acourt. other
wise they will trust no one. and they will just engage in activity 
by themselves. More importantly. they won't invest because 
if you don't have the confidence to sell anything to anybody

s a 
else, wh' even bother to save and invest? In short, as Adam 

Smith explains so well, economies in which individuals do not 

specialize in that which they do best will not grow very fast_.,. 

Clearly, in the face of these facts, in my view. the 
challenge to the economics profession and specifically to 
development economists in the future will be to try to bring 
some of these concepts into their work. For example. acouple 
of years ago I worked with some economists at de Soto's 
Institute. and we calculated that productivity or output per 
manhour in the informal sector was roughly one-third of that 
ofthe formal sector. We furthercalculated that ifyouw,ere able 
to close halfof this gap between productivity levels.ou could 
increase Peru's GNP by 25 percent. In other words, you could 
increase the growth rate at roughly 2 percent a year if you 
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closed this gap in about ten years. 

Let me conclude with just a fe, observations on %khat 
should be done to integrate the informal and formal sectors. 
First. you obviously need to do some negative things such as 
curtailing excessive regulation. getting rid of red tape. knock 
down the 289 days that Hernando talked about. 

But ver important in this negative "laundry list- is 
trying to reduce interest rate regulation. Interest rate regulation 
leads to massi',e distortion of capital. It leads to a flo of 
resources to large state-owned enterprises and formal firms 
vwhich probabl, have lowser marginal rates of return on capital. 
Interest rate deregulation can'i be done all at once because of 
sesere macroeconomr'c fallout, including a diminution of 
inestment ant. o forth. A challenge to poltc)-makers is to 
ficure out hov. to brinc about a transition from a wsorld of 
sesere interest rate regulation to a %korldof deregulation and 
better allocation of resources. As an example. in the United 
States. " e started A ith large depositors. We deregulated the 
rates on these accounts and gradually. over ten years, moved 
doswn to the middle class. That ma. be a model for other 
countries to follov., 

Another thing in the capital market area is to privatize 
the banking s\ stem. The\ have done the opposite in Peni. A 
nationalized banking ,.stem w.ill suck up all of the scarce 
capital in the econom'. channel it to the state-owned enter-
prises. fund the federal gosernment deficit, and generall) 
deprive the pri ate sector. That obviously has to change. 

There are some positive things that can be done as well. 
What's interesting about Douglass North's and Hernando de 
Soto's 'ork is the importance of swhat they call the facilitative 
aspectsoflavs -- building positive institutions such as contract. 
property rights and tort la. These are things that economic 
development theorists don't even think about. However, these 
institutions have to be in place in order to have economic 
growth. 

The final point i;iterms of change is a controversial one. 
but 1"11 at least for consideration. I refer to the debtsuggest it, 
crisis, something that Marcos Victorica talked about. Most of 
the plans that have been offered for dealing s\ ith the debt crisis. 
the Baker plan and the Bradley plan. suggest that the way out 
is to have debtor countries commit to certain market-oriented 
reforms in exchange for either borrowing more money or. in 
the case of the Bradley plan. for debt relief, 

Nos%. I happen to beliese that this quid pro quo or 
conditionality framewsork. can be used effectively by institu-
tions right no", and specifically by the World Bank. v.which has 
a large structural adjustment lending program. Itcould be 

made to work if the structural adjustment conditions were the 
quid rqJ that would bring the informal and the formal 
sectors together. In other words, give more money or debt 
relief in exchange for reducing red tape. reducing regulation. 
and showing meaningful progress toward meeting these objec
tives. 

The question I leave with participants at this conference 
is whether such pressure would work. This is an important 
topic because it raises the issue ofwhether you can reform from 
the inside or from the bottom up or whether you have to ha\e 
pressure from the outside. Americans tend to believe that you 
need that pressure from outside, but maybe it can be done 
within these countries as long as there are people who recog
nize the importance of making these kind of changes. 

Discussion 

The main thrust of the discussion session that follovs ed 
the conclusion of the panelists' remarks was to probe into the 
solutions to the questions of informality and economic growth. 
One speaker. for example. pointed out that it was assumed that 
prisatization \Aill generate democratic open-market systems 
but asked whether it is not more realistic to think that pri%ati
zation vill create more privileges and monopolistic situations. 
Both Hernando de Soto and Marcos Victorica agreed w\ith the 
point raised. Unless competition is brought into the s\stem 
through deregulation. monopol) will continue to exist. and it 
does not matter much if it is apublic ora private monopol). The 
key change that needs to be made is to remove the barriers to 

I the functioning of markets. 

Another question. addressed to de Soto. was "What are 
the attitudes toward the informal sector?" In response. de Soto 
explained that the biggest success his institute had achieved 
was to draw the distinction between the informal and-under
ground economies, cited by Robert Litan earlier, to sho, that 
informals are not criminals. Further. most of the populist po
litical parties viewed the informals as unemployed proletariat. 
not as entrepreneurs. That view is no. changing as the left in 
Peru comes to realize that they' are. by and large, small or 
microentrepreneurs. Now the left, including the Communist 
Part. has begun to support the various recommendations put 
forth by the Institute for Liberty and Democracy. But they tend 
to think of !he situation as similar to that in Huncar. or 
Yugoslavia. The right has not yet become as supporie. 

Marcos Victorica was asked. "Is the primar\ cause of 
informality poor facilitative lass and barriers to market entr ?" 
Victorica explained that in Argentina informalits includes 100 
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percent of the population but not 100 percent of its activities. 
Evervone seems to eneage in both formal and informal activ-
it\. There are no clear barriers to get into the formal and 
informal sectors. I's aproblem of profitability and risk. 

The last questionofthe session providedameans forthe 
panelists to offer some concluding remarks on the general 
trends regarding the informal sector in their countries. The 
question %\as.The informal sector isreceiving more and more 
publicity. As go ernments become more a, are of the signifi-
cance of this sector. is it leading to increased efforts by the 
public sector to regulate these entrepreneurs. vhich Aill force 
even more difficult', for micro-businesses de\ elopment. or is 
it leadine to liberalization of the institutional coiistraints'?" 

De Soto responded by noting that both trends are 
e\ ident. President Garcia recently nationalized the 20 percent 
of the banks that had been pri, ately held. but he did this in the 
nane ofthe informals. Although this isobno'ious because the 
institute does not agree \x ith nationalization, it %\as an interest-
ing \ ictory because it \, as the first time that apolitical party had 
accepted that the informals Asere entrepreneurs. not simply 
unemployed proletariat. Further. the formal private sectorjust 
issued adeclaration saying that they would join forces with the 
informals to try to improve legislation that affected the econ-
omy as a \x hole. 

Victorica pointed out that in Argentina the informal 
economy demonstrate, that the system isn't %xorkinganymore. 
It isshowing that people are voting %%ith their feet again,,t the 
regulations that created the problem. The informal sector also 
demonstrates that people have the initiative and creati%it\ to 
overcome the regulations and restrictions of the system. 

Robert Litan sounded a note of pessimism because. in 
his vie\&. the instinct of government is to clamp dos, n and 
regulate the informals. Further. the situation arose from rent
seeking behavior, from the iron relationship betseen go%em
ment and the sealthy private sector. As Maj cur O, on note-, 
in his book. The Rise And Fall Of Nations. the fall of nations 
isdue to exactly this relationship bet\seen special interests and 
goernment that blocks change. It may take amassive revolu
tion to break this relationship and create change. As asked 
earlier. wxill change be possible from sithin. or Aill it take 
some external force, like the World Bank. to create chance? 

De Soto concluded the panel discussion by offering a 
rejoinder to Litan's note of pessimism. "Ibelieve that if \Ahat 
sse are seeing throughout Latin America is true - that 50 
p,,rcent nr more ot the population ofour countries have already 
revolted against the monopoly legislation of the state - the 
peaceful revolution that isnecessary' for change is.as amatter 
of fact. taking place. All sse are doing isdocumenting it. It has 
already started." 
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PART III
 

GENERATING ECONOMIC GROWTH THROUGH MICROENTERPRISE
 
AND INFORMAL SECTOR ASSISTANCE PROGRAMS
 

Moderator: George M. Ferris, Jr., Ferrisand Company 

Arthur Levi. InternationalFinanceCorporation 

Nancy Berry, World Bank 

Kenneth Cole, Inter.American Development Bank 

Edward Marasciulo, Pan American Developmen 
Foundation 

Discussant: William Baez-Sacasa, formerly of the 
NicaraguanDevelopment Foundation 

The second panel examined the role of international institutions in addressing the needs of the informal sector. The panel 
was moderated by George M. Ferris. Jr.. a member of the CIPE Board of Directors. George Ferris is the chief executive officer 
of Ferris and Company and a former governor of the New, York Stock Exchange. He is chairman of the Agency for International 
Development's Loan Review Board and served as a member of the President's Task Force on International Private Enterprise. 
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George NI. Ferris, Jr. 

Hasing explored the causes and dimensions of the 
informal sector in two ke. countries. Peru and Argentina. 
dunng the first session, the second panel will examine the 
attitudes and programs of se~eral international financial or
ganizations to%%ard the informal sector and market economics. 
in general. Represented here todzs ar- the International 
Finance Corporation. the World Bank. the Inter-American 
De,.elopment Bank and the Pan American Development 
Foundation. The first three organizations are inter-govern-
mental orcanization, while the last. the Pan American Devel-
opment Foundation. is sponsored by the Organization of 
American States but is a private organization. 

The aini of this conference is to demonstrate the poten-
tial economic and political influence of the informal sector, 
Hosseser. the long-term goal of all our efforts should be to 
liberalize political and economic institutions, thus tapping the 
informals' entrepreneurial energ, topromote economic grosth 

in the deseloping world. I have asked each of our panelist.; 

from these international de\ elopment organizations to address 

the sways in which their organizations and their programs can 

help to accomplish these goals. 

Arthur Levi 

Arthur Levi joined the V1orld Bank in 1973 as a senior 

as'ricuhuralprojects officer. In 1983. he moved to the International 
Finance Corporat,on wherc he ser es as senior investment offire. 
ArihirLei servedasa iolinteer i ith the Pea(e Corps in Ken afroin 
964 to 19oo He has amaster's in business administrationfiornCo-
!ofbi L'niia 

When first asked to speak today. I thought that the 

International Finance Corporation (IFCI didn't have much to 
contribute to the theme of this conference. which is microen-
terprises in the informal sector. The IFC doesn't directly 
support or encourage the informal sector although their activi-
ties certainly grow out of some of our investments. The 
minimum size of an investment in which we can participate is 
S3 million. Nevertheless, after reading the background infor-
mation and attending the first session. I have come away with 
thethought that sse really do have quite a lot to contribute to this 
kind of activity. We are part of the solution. 

The IFC was established in 1956 to supplement and 

work alongside the World Bank in its efforts to stimulate 
growth for the private sector in developing countries. The 

corporation's distinctive role and comparative adsantage is 
made possible by to powers given to it. w.hich are not 
accorded to the World Bank. One is the authorits toengagein 
equity financing, and the second is that we do not accept 
government guarantees in any of our lending. 

The IFC generall. invests in projects with a minimum 
size ofS3 million. We can rarel. finance more than 25 percent 
of any deal. Our equity participation is seen as acatalyst. We 
don't care to have amajorit) and often don't participate on the 
boards of the companies in which vke have equity. Our equit. 
participation is usually\ limited to 10 percent. We refrain from 
supporting activities that are not economicall. viable, that is to 
sas . those activities that depend for their success on high tariffs 
or artificialls supported prices. Over this past year. we ap
proved 92 operations of loans and equity in 41 countries. We 
lent S800 million for projects whose total investment cost wNas 
S4.3 billion. 

The IFCs traditional role in project financing is only 

part ofamuchAiderrole weare beginning to pla inthe world 

of private enterprise. In the past several years. our activities 

have included financing smaller companies through equity 

lines of credit to de%elopment banks, although I must tell you 
that this has generally not been too satisfactorx, - there are es
ceptions - because of hoss very politicized these deselop
ment banks are in mans countries. Also. we are offerine more 

and tnore advisor\ sers ices on ahost of different issues. We 
are presently helping corporations. both on technical and 

financial grounds. in eight African and eight Asian countries. 

We also have agovernment advisor\ set-vice, which is helping 
governments increase the efficiency of bureaucracy: decide 
which kinds of taxes are worth keeping and which aren't: in
crease the rate at which corporations can register: and handle 
other issues of this sort. 

The needs of IFC countries and clients vary. In sub-
Saharan Africa. where private sector development and large 
investments are limited, we have established two institutions 

aimed at further promoting private sector development. One 
is the African Project Dvelopment Facility cosponsored by 
the United Nations Development Program and the African 
Development Bank. The project has offices in Abidjan (Ivory 
Coast) and Nairobi (Kenya) to serve small enterprises, those 
who3e investments are generally no greater than S500.000. 
These offices give technical assistance to make thesL enter
prises more bankable. We have also helped create an African 
Management Company to pro,,ide management support. This 
is supported. in part. by the Industrial Council for Develop

ment based in Nev,York. 

What could an institution like the IFC. which frankly is 
in the mainstream helping large scale -nterprises. do? Well. 
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one thing we can do isto help any of you who are inerested in 
our experience. We have innumerable experiences in ever\ 
countr.. I w.ould urge you to use them as a resource to help 
document \our cases. We also offer avery solid engineering 
department. Therefore. should any of .'ou be involved in 
promoting or stimulating various sectors. I would urge you to 
contact the IFC. 

Nanc Berry 

Nancy Berr i.i chiefof the Industr-i De%elopmentDivision of 
the Politw PlanningandRcsearchCompici ofthe ItorldBan,.From 
1970 to 19S2, sitea.one of the pioneer. in elpanding It orld Bankvi 
lendini., to,.ima// -s In thisahe enterprises and industries iapat'N. 
she nas restpnsih/e dei eloping °.malI'dut 3 projectsg and om. 
ponent. in seieral countries inLai liAmer,a. As:a and A.fric a Sie 

to~athordte Io~dBan poh) paer nSall Sotle Enterprise
andn 

antd Enplo.nen Gieieration "We 


First. Id like say that I am very impressed with the 

interest in the informal and microenterprise sector that is 
manifested by the turnout at this meeting. Unfortunately. since 
I have some controversial things to say. this just may mean that 
I offend more people than I anticipated, 

I'd like to t..tabout ts o areas in which I think the 

World Bank does reasonabl. well and then about an area 
which. I would argue. we do not do well and maybe should not 
do wkell. The first is small and medium industr lending and 

assistance. The second is policy change. which I think links to 
some of the discussion in the first panel on the role of the World 
Bank an'd similar institutions in inducing policy change in the 
regulatory environment. These are two areas that I think we are 
coming to do reasonably well, 

The area which is a weak point for the World Bank is 

microenterprise and direct links with the informal sector. I ill 
argue a bit later that. by virtue of the nature of large interna-
tional institutions, it must remain a weakness. 

In small and medium industry lending and assistance, 
the pattern has been quite dramatic. Ten years ago.the World 


Bank lent nothing to small industry: today. it represents one-
third of our industrial lending portfolio. Small-industry pro
grams are active, and were now on the second. third and fourth 

series in several countries of Asia. Latin America and Africa. 
Many of these operations also involve policy reform packages. 

!think the bank improved its small and medium indus-
try lending for firms kith fixed capital investment on the order 

of S5.000 to SIO0.000. We involve the commercial banks, as 
opposed to the standard go\ emment de\,elopment banks, and 
build institutional capabilities at the head office and in the 
branches. We provide attractive spreads to account for higher 
administrative costs as a percentage of the loan size. insisting 
on commercial rates. it has been demonstrated that. for small 
and microenterprise. it really is aquestion of access as opposed 

to subsidized rates. 

In addition to these credit services, we have mo\ed 
away from :raditional government, :echnical. managerial and 
marketing services and into some fairly innovative means to 
capture pivate sector expertise. For example. in the case of 
India. we have adopted a subcontracting approach to encour
age the government to release controls on large industry. \k hich 
had become constraints to both large and small industr,. and 
encourage small firms to move to medium scale through credit 
and technical facilities. 

tecphnican faeieraiion 

recognize that governments often interfere \kith 
firms' needs for technical services and a more outward-look

ing approach in terms of market channels for exports. We ha\ e 
created special funds that are administered outside of the 
cre t ia statare am in oe of the 
government infrastructure. For example. in Nepal. 300.c0 
people are employed in the carpet sector in vers small micro
enterprises. Private traders, operating as oligopolies or mo
nopolies. had jacked up the price for wool yarn from Tibet b\ 
200percent to300percent. The World Bank played acatalytic
role in forming a local trading company. consisting of the 

manufacturers. which brought the prices down to competitive 
scales. In these companies. repayments have been very good.
Half of the firms financed were new,%; half were experiencing 
Hoferiri ne were ewe ha wee experincing 

still play too much of apassive role. The Industrial Development Division is trying to find ways to introduce dynamism 

into the components of bank projects. 

Theotherareaintowhichthebank hasputits chipsoverthe last five years is policy change within the macro-trade. 
industrial and financial sector environments. Comments made 

in the first panel demonstrate that much of the regulator-\ 
environment that governments have set up tend to bolster 
large-scale incumbents and make itquite easy for them to
 
reain cumb entan aetite esfo the to 

changing markets and technologies. 

One way the bank has played and can play an increasing
role is to demonstrate to goveinments how the impact of 
intervention in the industrial sector has many unanticipated 
and adverse effects, even within their own set of objective 
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functions. This is the type of wkork we have undertaken in 
Argentina. India and Pakistan and have started in Brazil. 

It isNery difficult to use the leverage of even very large 
amounts of money to get governments to take actions that they 
do not believe will have a positive effect. However. it is 

possible to demonstrate that while governments think they are 
protecting the small firm. they really are hurting them. as well 

as consumers. industrial development and the country, 

Ho%%eei while recognizing tit the infonnal sector is 

very large. this does not necessarily mean that it should be a 
major focus of attention by international development organi
zations. First. inmajor segments of the informal sector. assis-
tance really mears, in my vie\%. robbing Peter to pay Paul 
\kithout an. nt! additional economic return. Second. there is 
amisfit bet\A een the systems and size of many international or-
gamnizations and the needs of microenterprise. 

Local organizational infrastructure is probably the key 
to assisting small and medium firms and. even more so. to 
assisting microenterprises where the credit decision really has 
to be based on character. It is becoming increasingly recog-
nized that micro and small enterprise development may be 
more complex to manage than large-scale industry. 

The World Bank is haltingly becoming involved in 
microenterprise. We are trying to pair our resources with 
competent private voluntary organizations that have both the 
managerial competence to act as a source of managerial and 
technical assistance. and to play a role in screening potential 
entrepreneurs. One example is Women's World Banking. a 
strong pri', ate voluntary organization operating in 50 coun-
tries. Compler.entary inputs from. for example. the Women's 
World Banking network can provide technical and managerial 
services and credit guarantees that can be coupled with the 
resources and policy-based components of the World Bank. 

In summary. I would say that the World Bank is likely 
to stick -- in asustained way. I hope -- to small and medium 
industry lending. including the use of subcontracting to bring 
these firms into the global economy. We will probably go 
.,wly in the microenterprise area. as all international organi-

zations should. My observation isthat microenterprise initia-
tires can easil: be drowned by too much money. When you 
do find t.e organization infrastructure at the local level, you 
easily find three, four or five bilateral and multilateral organi-
zations competing to lend or grant money to these groups. 
which is an easy way to drown the kind of organic buildup 
required for the success of these programs. 

Kenneth Cole 

Kenneth Cole is the co-ordinatorfor Prograns for Finan ing 
SmallProjects withithe inter-Ameri(an Development Bank. where he 

has held a varier. of financial and administrative positions. He 
assumed his current position in 1979 and isresponsiblefor deielop

ing credit projectsfor io -in-ome populations. Prior to joining the 

hank. Mr. Cole served with the Peace Corps in Guayaquil. Ecuador. 
where he developed community credir systems. He has abachelor of 
law degree from the Universir. of California at Berkeleo and is a 

member ofthe California atd Washington. D.C. Bar .4ss, ciations. 

First. aquick word about the Inter-American Develop
ment Bank (IDB). We are a regional development bank. The 
African Bank. the Asian Bank and several others are patterned 
in the same mold. We operate something like the World Bank 
on a regional basis. We are owned, in our case. by about 43 

countries. Most of the IDB's operations are for public wkorks. 
public sector projects and public policy enhancement, all to the 
tune of about S3 billion per year. 

About ten \ears ago. the IDB created aspecial ,indow 
for financing small projects with some unique characteristics. 
It has given us considerable experience relevant for under
standing the makeup. the problems and the aspirations of the 
informal sector in Latin America. With the small projects 
program. we have a facility for making credits on very soft 
economic terms to not-for-profit private organizations in Latin 
America and the Caribbean or to special government agencies. 
which undertake activities for the informal sector. 

The small-projects program works with about 160 pri
vate voluntary organizations in 22 countries. Through these 
organizations. we are supporting a variety of activities that 
enhance income generation and jobs among the low-income 
groups by dea' ng with agricultural credit for small farmers and 

credit for urban microenterprises, cooperatives and associa
tions. Altogether. this makes up about a$70million portfolio. 

Of the S70 million in activities. about $22 million to S25 
million have gone into.5O operations just for urban microenter
prise. Microenterpises !isually have fewer than five employ
ees. Often. microenterprises are mom-and-pop. family-owned 
enterprises with total assets of less than S5,000. Sales are in the 
area of S3,000 to S4.000 per month. For the most part. they 
prduce popular goods services for the popular part of the 
economy. In some instances, there issome vertical iotegration 
with the formal sector. One that comes to mind isthe situation 
in Monterrey. Mexico. where microenterprises hand-make 

molds for the aluminum foundry industry. 
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Most of our microenterprise projects have some spe-
cific characteristics, Usually we look for a private voluntarn 
organization with which to cooperate. We look for organiza-
tions that have a business mentality, understand the use of 
credit and the bottom-line approach to business and yet are 
wkilling to risk their time. effort and capabilities in working 
with very lox levels of the econom\. We provide ciedit on 
virtual give-aw ay terms to the pri\ ate organization. We expect 
that organization to deal with the carpenter or shoemaker on 
commercial terms with real interest rates. In fact. they are 
dealing vxith much higher-than-real interest rates and are 
probabl\ paying 10 percent a da\ on loans from informal 
sources. The IDB seeks to ensure that there is some kind of 
training in%olved wkith the application of credit. 

When I look over these projects. I am struck b\ the fact 
that about 25 percent of the borro\ ers are women 'sho are 

managing their o\ n enterprises in the slums of the big cities in 

Latin America and the Caribbean. I note too. as Nancy Berry 
mentioned, the tendenc\ for excellent repayment rates among 
these users of credit. Most of the programs seem to be leveling 
off at a rate of 85 percent to 90 percent being up-to-date on 
repayments. Generally. this is far superior to the records ofde-
velopment finance organizations and commercial banks. 

I need to add a \x ord about our experience in Colombia 
because it dovetails with the cautions expressed by the World 
Bank. In Colombia. we grey.from one small project to about 
15 with different private foundations in different cities. This 
multitude of projects became aconsulting council that coordi 
nated programs. and developed a uniform computerized data 
system. and uniform credit regulations and processes. They 
began a series of friendly consultations with the National 
Planning Ministry that has nov become a naticnal program in 
Colombia sponsored by the government. It has received aS7 
million credit from us which goes through the Central Bank. 
into the national financial systems. and to the microenterprises 
with the monitoring ar., collaboration of the private founda-
tion system that initiated the program. Colombia is a complex 
model, but w e have high hopes that this will work. 

To date, in general terms. we have data that tell us that 
for everx SI .000 to S1.200 that goes through these credit 
systems. we're creating or substantiating ajob in the informal 
sector. Compare that to the $12.000 or S15.000 per job in the 
formal sector. Considering the funds that we have delivered. 
we have probably helped create about 15.000 jobs. We've 
probably trained 20.000 people. More importantly. we have 
helped ctrengthen local private institutions in 20 countries. 
These in turn have helped to educate the public policy-makers 
in creating the linkages that appear to us to be very important. 

Obs iously there are major cha!lenges ahead in terms of
 
a need to expand and enhance the delivery system so that the
 
resources that are available can reach the microenterprise level
 
of local economies. That means institution building, linkages
 
with the formal sector and policy dialogue.
 

Edward Marasciulo 

Edviard Marasciulo is executiie vice president of hi' Pan 
AnieriianDevelopmentFoundaton. Priorrojoiniigtiefoundatin. 
he da.cxec'tiiiie officer.Offi(cofthlcAsststant Secrctary fi,fanluc
nien. Ortaniatioi of Anirican States. He also held several p,.mw. 
tions with //I U.S 4etn y"foihiternationalDeielpmnent in Latin 

kb ha. hen a visiting proh. .in at G,' ecAincrt,as/itoa'roli . ,Maas tin/ c' /9" Geor,'eoc'ii antd .4nceric anlUnltersities. siti( 

Moslr tol. hereited a.ohad Aonsutiant onsocvialand nin tar.
 

ian o i ,s ris t/eBpart.aoCo mission Centrl A ncru a
ene for 

'is.ingcr Comnissioo, 

I think that it's important to explain what motil ated the
 
creation of a private voluntar\ organization like the Pan
 
American Development Foundation (PADF). Txxenix-fix e
 
years ago. during the era of the Alliance for Progress. Sam 
Green. abusinessman from the U.S. li\ing in Guatemala. along
 
with a number of his colleagues. became awxare that the Alli
ance was only reaching 10 percent to 20 percent of the people
 
of Guatemala. His assumption was that this probem xxas
 
widespread throughout the hemisphere. He was very much
 
concerned about the disenfranchised, the 80 percent of the
 
population with no access to credit who are. generally. specta
tors of the process of development and. in his viewk. the
 
motivators of the guerrilla movements that have since de\ el
oped.
 

For those of you who remember this era. you also
 
remember that it was a period of time when the development
 
economists were pushing the ideas of the Harrod-Domar
 
model and the Rostow.'ian theory. It was also an era when the
 
development economists began talking about structural change.
 
when the economists were not yet talking to the anthropolo
gists or to the political scientists. What the PADF created \,%as
 
an anathema to the concept of planned development.
 

Today the Pan American Development Foundation is 
not the only player in the activities that I am going to describe. 
There are man\ other organizations like ours. I mention spe
cifically Accion International in Cambridge. Massachusetts. 
They 're arather outstanding group. and the) have done some 
rather significant things throughout the hemisphere jointl\ 
with us. So. the not-for-profit communits is rather sizable 
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these days. It v asnt 25 years ago. What is lacking these da. s formal sector itself. It now has five branch offices throughout
 
isan inventor, of all of the players in the development business the island.
 
in microenterprise acti\ it\.
 

So our concern is not just amatter of economics. nor is 
Whatdid \ke find during ourexperience? We found that it solely aconcern forjob creation. In many v'ays it's aconcern 

these men and vkomen %khopre\ iously had no access to the for survival, and I think the survival mechanism is just begin
banking system because they had no collateral were exceed- ning to explode throughout the hemisphere. 
inf.ly good credit risks. We found the need in many cases to 
ta1,e people by the hand into the bank because they had no There is a growing need and desire for the creation of 
ability to deal v'ith the structure of the bank or to even open a hat %kprivate organizations in the hemisphere well beyond A, e 
bank account. Therefore. we found that it was not only credit had expected 25 years ago. There are many links Aith pri\ ate 
that had to be injected into the system. And ve found that the organizations in the U.S.. but our goal is to build a local 
trainer had to be. in most cases. the local formal sector. So " e foundation run by the local pri. ate sector. I daresav it %killbe 
found the need to link \.hat kse no\s kno'" as the informal sector happening more and more over the next 25 years. 
and the formal sector. 

PADF had no model: indeed. 'e still have no model. 
We all learned together. and %%e have found that e\,ery one of William Baez Sacasa 
the foundations that vxe ha' ehelped to create. 31 oA er the last 
25 years. is different. Each one ha,; its own idiosyncrasy. The diwt.s.sanifi iic prcran tas ti ilham Buc: Sa, uw. a 

Pan .-I an(oitdtl th e/C tiit Dri elptnpent Fottndatioin and t/he 

Whathae eC learned? We",e learnedthat the informal Cooperait cHoior, FoundLion of ttasihinviot. D C. Frni /970 
sector must be used as the link. and the source of credit must to 198;. lie mas he chief e.teut e offi er Ihe Ni arauatmn Dete l. 

iich araeuan DevclopiientInti.nntbe Aithin the formal sector itself. We have found that the opnIctiiFoundanatd N,'i He 

to learn about within its owkn is author of thenInhirnl Set'for in Latin A.merea 4 Pr<,'nn,'' formal sector has a process 
and .Theaa pt, lIn i lSci tot in Tra itin,,,, MrOieni, isociet\. Bac: ha.s served on the /oard oqti/I Superior Count II otI Ihic Pr,, ale 

Sector (COSEPt It? NitaraQua and the Pan Ameritcan De elopmen 
I ha' e often used the example of San Pedro Sula in Foundation He eraduated curn laude from Hol. Cir .v Collee. 

Hondura-. In the north coast of Honduras in the early 1980s. torcester. Mas~at husets. 
guerrillas came into a meeting of the chamber ofcommerce and 
held 100 of the members hostage. They' spent three days \%ith 

these guerrillasand 'Aentthrough the processofthe Stockholm I would like to take issue with what was said this 
syndrome. They found that. indeed, the guerrillas had a morning and what is being expressed by our panelists this 
philosophy and a concern. Outside the chambervere members afternoon. For the last five years. as amember of the private 
of the very strong labor unions on the north coast of Honduras sector and as adevelopment agent. I have felt that there are tv'o 
who had demonstrated against the guerrilla; and in favor of types of models that have been developed to assist the micro
those \xho 'ere being held hostage inside. It 'as through the entrepreneur or the informal sector. 
demonstrations of those labor unions that the hostages eventu
ally left the country. From that experience, the formal sector One model is expressed very clearly in Hernando de 
of San Pedro Sula. which is \,ell-known for its progressive Soto's book. El otro sendero. It characterizes the informal 
activities, created a foundation \Aith a portfolio of roughly S5 sector as a group of individuals who are at the margin of the 
million. They no\, have their own formal sector very much law. Thewaytoapproachtheproblemsofinformalityistohelp 
involved in the concern of what vse might want to call the en- these individuals overcome the regulatory barriers to make the 
terprising poor. They see it as being for their own security and informal sector more formal or the formal sector more infor

for their own future. mal. The stress is on the need to change the law and politics 

of the country, which is very important. 
This is not a unique experience. The same thing 

happened in Jamaica when Seaga came in as Prime Minister This afternoon we have seen what I consider to be 
and recognized the quick political change in that environment, another model, which has stressed the importance of the 
One of the first things the government did was create anational microentrepreneur. or what Ken Cole has called micro-busi
development foundation as a means to provide credit to the ness. This model. %.hi'hhas been developed over the last 25 

- rmal sector through the management operation of the yearsbythePan Americ:.n Development Foundation. has been 

18 



adopted by man, different organizations, It has stressed the 
credit, training and technical assistance aspects of develop-
ment. To foster this type of model. significant funds have been 
given, over the last 25 years. through the World Bank. the Inter-
American Development Bank. the Pan American Develop
rment Foundation. ACCION International and the Inter-Ameri-
can Foundation. The emphasis has been on the importance of 
the individual as a businessman: to try to move him from a 
smal! 9 aiger businessman. 

What is very important is to complement both models: 
to put them together and create asingle model that x%ill address 
the problem of informalit\ from the legal aspect and the micro-
business or credit aspect. 

In Nicaragua. we conducted a study with the help of 
CIPE about txo years ago called "The Informal Sector in 
Nicaragua: An Alternative Solution". We tried to pull the t ,o 
models together and find out how the informal sector behaved 
in a ,er) special situation like the case of Nicaragua. Under 
ver) extreme situations, like Nicaragua. the informal sector 
shos,.s its true colors or characteristics. We found that it 
doesn't matter that the informals It%ein aculture of collecti\ i-
zation: in the final analy sis. they are entrepreneurs. The\ are 
highl moti \ated: they ".ant to make profits. 

If xe xxant to ress democracy and pursue the happiness 
of our people. especiall'. in Latin America. ",ehave to cope
%kith the problem of gi. ing people an opportunity via the legal 
svstem, as Hernando de Soto has said. and via the credit aspect 
as discussed pre\ iouslx. A true democracy is not only %oting 
but is aday -to-day process. 

Ho%& can %xe strengthen and promote the informal
 
sector'? First. it's important to identify the informal sector-

who they are. %kherethey are. %khattype of things the\ do. 

Identification is one element. 


The second element is valorization. Small entrepre-
neurs are important. It's important that we believe that they are 
people who have the willingness and the courage to fulfill their 
own lives. 

Third. we have to stress the importance of organization. 
It's ver. important to go into the legal aspect. but it's more 
important to organize the informal sector for political. eco-
nomic or sociological ends. 

Fourth. we have to understand that there has to be a 
linkage bets,,een the informal sector and the private sector or 
bet,.een the microentrepreneur and the entrepreneur. They 
have to believe and understand that they belong to one pri\ ate 

sector in order to sustain democracy in the countries Ahere 
there is still democracy. In order to fulfill the dream of 
democracy, you have to strengthen not only your companies 
but you have to provide for the strength of the informal sector. 

Another important clement is understanding. They
need training: the\ need credit. The)y don't need it the \%a\ we 
traditionally do it: coming from upstairs to do\%nstair.s. In the 
Nicaraguan Development Foundation. we hired a loan shark to 
tell us hos to provide credit to these people. We ha\ e to work 
with the idiosyncracies of the people. 

The most important part. as mentioned before, is the 
legal support that we have to provide through regulator\ 
reform to make the formal sector more informal and the 
informal sector more formal. 

I have addressed the two schools and hoA the% can be 
joined. In Nicaragua. the situation has changed: it is no" more 
difficult. But I want to express this vie%& because I knox, that 
man\ of you come from democratic countries. I ",ant to lea,.e 
you with the message that the informal sector is a \er. 
important element in the democratization ofyour countries and 
in sustaining the lifeblood of the private sector. 

Discussion 

Questions to the panel tended to focus on the issues of
 
regulatoryr reform and the manner in which these multilateral
 
development organizations carr out their lending programs.
 
Given the constraints of time. the moderator grouped se\ eral
 
questions together and asked the panel to respond.
 

The first group of questions focused on the tFeme ol 
regulation as stated in the following: "If over-regulated 
economies in states controlled by' special interest groups are 
causes of informality, then ho, do microenterprise programs 
help address the causes of the problems?" 

Nancy Berry responded by indicating that she shared 
the view that it is much more important for international 
organizations to try to influence the overall legal and policy 
system. She also felt that the policies had to go beyond getting
the exchange rate right by getting into the policies, particularl 
in the industrial regulatory area. that are restricting internal 
competition. 

Ken Cole agreed and indicated that he hoped that as the 
World Bank and the IADB approach structural adjustment. 
they will take intoaccount notiust needs forhousing.roads and 
services but also look at what is needed to pro ide market 
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conditions for informal jobs and products. Cole also noted that 

thebanks,,houldbelookingatthepotentialtomobilize a .ings 

in the urban sector as it relates to the informal sector acti ities 

%.hich. as noted. are betleen 40 percent and 60 percent of 

GNP. This, %ould also require looking at the regulatory 
en%ironment in the banking sector that impedes their abilit. to 

lend to microentrepreneurs. 

The second group of questions focused on the manner 
in \%hich multilateral organizations carry out their lending. 

One question ",as about the need for subsidized lending and a 

second about the possibility of bypassing go ernment-to-

go,emient lending programs. Conversel., the third ques-

tioned the usefulness of lending through pri'.ate voluntary 

organizations. 

Ed\A ard .iarasciulo responded by noting that those in 

the development community tend to look at development in 

terms of goverment-to-governinent programs but that \x hat is 

really needed is to find ways of using the private sector as an 

agent of change. The government, control these lending 

institutions, and unless sou can break the governmen-to-go. 

emient relationship, the activities dealing v.ith the pri,.ate 

sector %,on'tfunction. 

Nancy Berry added that the panel was agreed that 

lending to microenterpise, should be at commercial rates 

since they can pa. commercial rates and that the\ normall\. 
without some type of program. pay more than commercial 

rates. She also argued that governments cannot be b.\passed 

since they tend to be a major part of the problem in terms of 

irdustrial and financial regulations. The challenge is to struc

ture lending operations in such a \.a, that you deal vith the 

oserall policy en ironment. With respect to private \oluntar, 
organizations. Ms. Be.rrx cautioned that itfs important to find 

groups that operate \kith business objectives and hase the 

appropriate managerial and organizational apparatus to be an 

appropriate grass root creditor/technical service intermediar\. 
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PART IV
 

BUILDING GRASSROOTS CONSTITUENCIES FOR ECONOMIC CHANGE:
 
APPROACHES
 

Moderator: Jose Luis Yulo, Jr., Philippine Chamber 
of Commerce and Industry 

Peru Hernando de Soto, Institute for Liberty 
and Democracy 

Paraguay Martin Burt, Paraguayan Foundation for 
Cooperation and Development 

Argentina Adolfo Ruiz, Institute for Contemporary 
Studies 

Brazil Dr. Joao Geraldo Piquet Carneiro, formerly 
of the Ministry of Debureaucratization 

Luis Eduardo Magalhaes, Chambers of Commerce 

of Sao Paulo 

Discussant: Edward Hudgins, Heritage Foundation 

The topic of building grassroots constituencies for economic change was split into two parts for convenience of presentation. The first 
part focused on various private and public sector programs designed to remove the causes of informality. The second pan of the panel. reported
in the next section of this booklet, sought to determine if these experiences can be replicated in other countries, particularly outside of Latin 
America. 

The moderator of the panel was Jose Luis Yulo. Mr. Ylilo isvice president and founding charter member of the Philippine Chamber 
of Commerce and lndustr, and is the managing director of the Philippines Center for International Trade and Exhibitions. He isalso aboard 
member of the Lokalota Sugar Central. the Rural Bank of Mactan and Unitrust Bank. Mr. Yulo received his master's in business administration
from the Asian !nstitute of Management. has taught at the de la Salle Graduate School of Business. ha, written several books, and is a regular 
columnist invarious Philippine ne"spapers. 
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Jose Luis Yulo 

As I listened this morning to Hemando de Soto's 

description of the informal sector of Peru. I thought for a 

moment that he %%asa Filipino. for he struck many anere in 

m%system. Iam surethateachofy ouheretoday identifieswith 

him not only because he has gi'.en impetu-,to ane",. conscious 

effort to study the informal sector which exists in all of our 

countries but also becauseof the intriguing potential and povser 

that the informal sector can unleash. 

In the first session this noming \etried to get abetter 

understanding of the concept of the informal sector. or. shall 

vke say. the "'blackmarket." the "black econom\ .'the "under-

ground economy ." the "parallel market." I think the name "*e 

call it depends on hoss diplomatic vxe %kant to be and the 

personal. cultural preferences of each country. In the .econd 

session. \%e examined some assistance programs that are no 

a ailable to the informal sector and microenterprises. It 

appears that some of these assistance programs need adjust-

ments. if not outnght changes. to better interlock with the 

informal sector. 

Nos in thi,session, ve shall discussv\aysand means 

to change institutional structures. policies, lasss and regula-

tions. if need be. in order to har".est the full potential of the 

informal sector. As an example. during the 1960s. the Philip-

pines vas second only to Japan in economic ads ancement in 

our part of the vkorld. After going through a strong statist 

govemnment. sse ended up some\, here near the bottom. Current 

estimates by our National Tax Research Center have shossn 

that about 44 percent to 47 percent of our economy is under-

ground. The Bureau of Internal Re, enue. wAhen it tried to flush 

out the underground economy in one district of Manila. raised 

its re\ enue collections by 293 percent from the previous year. 

With the nes era and a ness democratic government. 
we hase come up \xith nes. directions such as dismantling 

monopolies in sugar. coconut and cement, to mention a few. 

the dismantling of crony capitalism: and the ushering in of 

pnvatization coupled v ith gos ernment deregulation. This has 

resulted in loss er interest rates. loss er inflation and the reversal 

of economic decline. This economic growth has occurred in 

spite of negatis e press releases and in spit, of the persistence 

of some political pretenders to President Cory Aquino's posi

tion. 

Worth mentioning as aprogram to try to build grass-

roots constituencies is a project that the Philippine Chamber 
and CIPE have v orked on together. It is a project aimed at the 

promotion of business ad\ ocacy in the outlying pro\ inces of 

the Philippines. The intention is to strengthen local chambers 

of commerce and industry in the different provinces, and b%so 

doing. use these chamber organizations to seixice not only 

microenterprises but also the informal sector. 

The project is composed c' four important compo

nents. The first is to identify about 20 potential speakers in a 

local community and put them through aspokesmen's training 

session so that they can relate to government, to the militarn. 

to religious groups or others. 

Second. ve have instituted a regular radio business 

program because radio is the more important medium of corn

munication in the outly ing provinces. Third. v e ha\ e also in

stituted a mass publications campaign to inform the pri. ate 

sector and the informal sector in the prov inces. The fourth 

element w~as to build membership in the chambers. vhich has 

increased tremendously. draving some informal sector bust

ness groups into membership in the chamber of commerce. 

Becauseoftheseendea,,ors. %ke\Aereabletoestablishabout50 

local chambers of commerce all over the Philippines. 

We ha,e vkorked out a corollary project \kith the 
International Labor Organization called the IYB. for"Impro e 

Your Business." In this project. sse again identify about 20 

small businessmen and help them improse their business to 

ensure their profitability and existence. Nov,. if the IYB 

program is simplified. it can be brought dov n to the le\ el ofthe 

informal sector. 

Hernando de Soto 

Hernando de Soto is president of the Intitutefior Liherty 
and Democracy in Lima. Peru h.is major K'or/. El ;tro sendero la 

reolucion informal Tiit' Otiier Pati The Informal Rcioltion ha.s 

hecomeu'uhestselleri-tountriesthrtcughoiiLatnAniertua.Hitiitr 

100.000copies sold DeSotohasamasr'sdegreef-omthielnsttti 
forAdvancedStudies inGeneia. He has heen ancc omist "iththe 

GATT. managing director of an engineering firm in Sm it:erland. 

ov,ner ofseteralfirms in Peru anda director ofti' Perm tan Central 
Reserve Ban,. 

The objective for this session is to discuss building 
grassroots constituencies for economic change. I think this is 

a very appropriate title, at least for what we're trying to do in 

Peru. Ourobjectives. as you kno\%, are to achieve de%elopment 

through ademocratic system and apluralistic or open market. 

These wsere the formulas that the Western democracies used to 

achiee the highest state of prosperity known to mankind. 
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Now,. what we're seeing. at least in Peru. issimilar to 
what we sa some 200 years ago in Western Europe. Capital-
ism is a very old thing. It existed even in the times of the 
Borgias in the north Italian states. But at that time it was called 
mercantilism and was reserved to a very fev,people who had 
the privilege of associating with a state, generally run by 
princes or royalty. which gave them the right to practice 
entrepreneurship. This system of mercantilism started falling 
apart when large migrations took place in Europe from the 
countryside into the cities. The people v.ho arrived in the city 
were not pleased with the lack of opportunities. Due to both 
their frustrations and rising expectations, the lay, lacked legiti-
macy. 

In those days. to form an enterprise, you needed a 
special charter from the king. Until the middle of the 19th 
century. on y about one-sixth of all British people could 
actually form enterprises. Hoever. during the 19th centur, in 
Europe. mercantilism was transformed into what are today the 
Western European democracies. These are the countries which 
managed to solve the contradictions of capitalism b\ making 
sure that entrepreneurship ,,as open to all so that all could 
identify %,ith a system of lree trade. democracy and open 
markets. 

We feel that this is nov,occurring in Peru. In effect, 
as aresult of the mass migrations from the countryside into the 
city. large segments of the population have been impoverished 
over the last years: people have not seen the economic grow,th 
that some Asian countries have witnessed, and they are frus-
trated and need an explanation of why things are wrong. 

We have been very successful in showing the infor
mals that they are entrepreneurs but have not been successful 
so far in convincine them to identify with the private formal 
sector. As a matter of fact. to write the book El otro sendero, 
we conducted interviews with over 80 informal sector en-
trepreneurial chiefs. We asked them three basic questions. 
First. we asked. "Are you the private sector?" And 79 out of 
80 responded. "no." When we then asked. "Are you the public 
sector?", they, said. "Of course not. the public sector isgovern-
ment." So we asked. "Then who is the private sector?" The 
reply was "Those up there: the oligarchy'." So we have alarge 
private sector - an informal one - that does not identify with the 
private formal sector. 

To try to build grassroots constituencies, the ILD in 
Peru has organized a system which we call "everyone's bal-
cony."2 It's a private ombudsman svstem whereby we raise 
public issues on behalf of the informal sector. One example 
that I mentioned in the first panel istitling. The government 
has only managed to build one out of everv fifty homes that 
have been built by the informal sector, and these government-

built homes are costlier and smaller than those built by the 
informal sector. Since most people don't have clear title to 
their privately-built houses. we need to affirm the informal 
sector's rights as property bearers to have title to their homes 
and land. rather than to build more government housing. 

We drev,up apiece of draft legislation to improve the 
process of providing the informal sector with titles to land. 
When we presented this draft la\, to the public during one of 
our public sessions, we managed to get 300.000 signatures in 
less than one month in support of our draft law. We then 
published this draft law in the official gazette of Peru called El 
Peruano. With 300.000 signatures backing it up. President 
Garcia had no choice but to support the lay,.which he did pass 
- though in a rather modified and inefficient form. 

We have had similar successes since then. When v~e 
have talked about removing rent controls from the informal 
sector in the country. wAe managed. in one day alone, to get 
176.000 signatures. In the case of bus and truck drivers. \%e 
managed to get 310.000 signatures in support of proposals to 
simplify regulations. 

We had an extensive debate with the communist 
municipal government of Lima when they' brought out an 
ordinance which tried to organize the street vendors. When v e 
pointed out that the lay, was not ver) modern - five out of ever 
six articles in that lay, were contained in ordinances of the 
viceroys over 150 years before -we managed to actually defeat 
that ordinance. In acommunique. the street vendors came out 
in defense of the institute's position. Actually. I l out of a 
total of 120 street vendor organizations in Lima supported us. 

Every time apoint of conflict arises which interests 
the informals. we communicate with them through asystem of 
pamphlets, radio advertisements, television, debates and hear
ings. We interpret their positions the same way the Marxists 
would but in terms of producers versus the state. not of rich 
versus poor. The result, of course. isthat we are using Marxist 
systems to communicate ideals that the)' do recognize and with 
which they' identify. 

We had our most glorious proof of success in connec
tion with a project in San Martin de Porres. San Martin de 
Porres isan area in Lima of 500.000 inhabitants that isrun b) 
one of Peru's most radical, extreme-left parties called the 
PUM. The town council, including the mayor, came to visit us. 
They asked us to set up a mechanism of governing which 
would allow the introduction ofa market economy and democ
racy' the way we had outlined for the national economy and the 
national government. Of coursewe used avery different name 
for a market economy. I think %keyilled it government action 
for apopular economy. Instead of talking about entrepreneurs. 
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we talked about free workers. We used all of their language to 
establish the internal legislation necessary for a pri, ate econ-
orn} and an open. democratic system. 

Once this system w as publicized the executive com-
mittee of the Communist Party got hold of it and the mayor,,, as 
forced to make apublic autocrtticism. All of the PUNL council 
members in the municipalit} then resigned in disgust because 
of the pressure from the Central Executi'.e Committee of the 
Communist Party. They are nov. actually working in the 
Institute for Libert} and Democrac. 

This indicates that communists, at least in Peru. are 
ideologically soft. What they v ant ischange. What they knovw 
is that they are basking in po, erty. They are frustrated and want 

an explanation and a formula on hov to end their frustration. 
The common denominator is change. Whoever can pro\ ide 

change can win their .otes and their support. The important 
thine for them is not statements: it is action. That is Ah\ we 

continually try to come out not in defense but as enemies of the 
status quo. 

Poor people are not satisfied Aith things as they are. 
If you identify. at least in the case of Peru. with things the "a. 

they are. you will have the informals against you. even if they 
are entrepreneurs. But if you support change. there is abso-
lutely no reason why they will not fully identify %kiththeir 
status -ts progressie entrepreneurs. It is extremely important 
for those organizations that represent business to come out in 
defense of the informals. The formal private sector must fight 
against the obstacles which informals face. not only against the 
obstacles which they themselves face. When that happens. 
informal entrepreneurs Aill identif} with formal entrepre-
neurs. We will then have reversed the revolution that the 
communists want to make. 

We will only have asuccessful entrepreneurial revo-
lution when we all clearly come out in defense of the poor 
entrepreneurs. who have no opportunities, and against astatus 
quo which is not yet amarket economy and a full democracy. 

Martin Burt 

Martin Burt isexecuti edirector of the Paraguayan Foun-

dationfor Cooperato,7 and Development. Anative ofAsuncion. Mr. 

Burt graduated from t.he Uniiersir of the Pacific in Stockton, Cali-

fornia. with a degree in pub/u administration and inter-American 
studies Mr Burt also has dekrees from the Instituto National de 

Adminsrracwn Puhht a in Spain andfrom George Washington Un-

versir in Itashington. D C. He is co-author K ith Guillernio Peroni 

of Paraguas "Laws and Econoni and has served in the .Jhnistrs of 
Commerce and Industr'. 

The Paragua} an Foundation for Cooperation and 
Development is a new organizationi. two-and-a-half,.ears old. 
whose main objective is to increase famil} income. strengthen 
precarious jobs. and create new job opportunities b} organiz

ing microenterprises into solidarity groups. These solidarit} 
groups eliminate the problems that banks have in lending to the 
very poor people b, analyzing the microenterprises" capacit, 
to pay. The solidarity groups guarantee the loan so that if one 
member fails to pay. the group pays the loan. In two-and-a-half 
years. we have given out loans to more than 2.000 small 

busineses. and wke provide technical training a,, well. 

As you may knov. Paragua, has been ruled by one 
government for the past 33 years. The difficulties in wkorking 
under that system are ,ery significant. When we tried to 
organize a program to gi' e credit to .er, poor people. we were 
told that it couldn't be done. We were told that you could not 
organize solidarity groups because Paraguayans "ere all indi

xidualistic people who would never organize into groups. We 
were told that the go, ernment w ould never allowA us to operate. 
that vwe could ne. er get funds to do it. that we would end up in 
jail for trying to organizc these people, and that a foundation 

could never work in Paraguay. 

A quick analy ,is of the external environment when 
we started this progran 'old us that we faced four ver\ serious 
threats: political. gevernmental. business opposition and a 
very weak financial base. 

First. politically, in Paragua it is illegitimate to 
organize the poor. It is a highly politicized environment. An, 
attempt to organize the poor or tow ork with the informal sector 
is seen as either a communist or opposition plot against the 
government. We have seen severe police repression in 
reaction to efforts to work with the informal sector. 

On the government side. we needed President 
Stroessner's signature to allow us to open the foundation. We 
had to go through a series of security checks to get the 
bureaucracy to accept our bylaw s.so we had to word our inten
tions in a very specific way'. We had to create a board of 
directors of key people in the community because, in Paraguay. 

who is involved is more important than the objective or motive. 

With respect to the business community. in Paraguay, 

as in many other Latin American countries, we have a ver. 
conser'ative business sector. They are reluctant to join the 

board of directors of a project that they may see as having 
political intentions. If they' are going to support a social 

responsibility program. they would rather join acharity than 

work with a modern development organization. 

The fourth threat that we faced was a v weak 
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funding base. In contrast to what the World Bank representa-
tive said. there are Nery few international donors working in 
Paragua.. 

If you are going to build grassroots constituencies for 
aparticularcause.youha\etoconcentrateonbuildinginternal 
strengths. You have to stan with aver\ solid feasibility stud\ 
and recognize the strengths and weaknesses of your organiza-
tion. You have to obtain solid legal advice, and you also have 
to surround yourself \h ith prominent international auditors to 
show that .ou hase transparent finances. You have to be able 
to develop. at least inour case. a vcrs large loan and training 
scheme because the big question for amicroenterprise project 
like ours is &hether you can give out the mone. and get it back. 

Once ske had des eloped aprogram to reach thousands 
of microenterprises with loans and managerial training. we 
developed. wkith CIPE funding. a twin strategy. One was to 
educate the people on the imporiance of the informal sector, 
and the other was to strengthen and build linkages between the 
formal and the informal sector. I will explain briefly what our 
message wkas. the specific strategies that wke used. and the 
tactics and the methodology. 

The message that we used was ser carefully worded. 
First. we indicated that it was valid for the private sector to 
pursue deselopment objectives that were previously only in 
the public sector. We -Aanted to con\ ince people that we "ere 
going to pursue these objectives by freeing the forces of small 
business and not by public enterprise. The second point was 
that it wxas alid for a private des elopment foundation to do 
this. In Paraguay. there are very few foundations, 

For the government, we produced amessage that we 
were not communists or in the opposition. Inexchange for us 
not politicizing our project. we ins ted that they not politicize 
our project either. Basically. we communicated this point to 
ministries and members of the police by telling them. "if you 
politicize the project. the project will fail. and you will not have 
asystem to create jobs. So it is up to you to let us proceed.-

We told the local community that we were not mar
ried to the government. even though we dealt and worked with 
the government all the time: that we were not crony capital
ists: that we were not trying to promote individualism and self-
ishness. but we were trying to create solidant. groups and 
associations of microenterprises to organize the poor: and that 
we were not just a loan company. but wke were creating new 
skills. We relayed that message on adaily basis. We created 
a media office in the foundation whose objective wkas to have 
the foundation message in one of the 22 radio stations, one of 
the four new spapersor one of the two telesision channels ever 
day. 

We made extensive presentations to the public sector. 
including the various ministries and offices and to the pri\ ate 
sector business organizations. We then went to talk to the 
bishops: of course, we were not talking about capitalism but 
about programs for the poor. All of this involved specific 
planning. We had to identify each group ver\ carefu!l\ and 
define why that group was important. We held preliminar 
meetings wkith contacts that we had in each organization. and 
we prepared each presentation in the group's language. We 
tried to show that each group's interests \,ould improve b\ 
promoting small enterprise and the informal sector. 

The methodology included round-table discussion,.
 
Dialogue was important because e%er. nerson inParaguay has
 
had at least one experience with small business. We took bu'i
ness leaders to these presentations, not young social actis ists.
 
We have used advertising companies to help make the presen
tations and a formal evaluation company to conduct before
and-after interv iews to measure the impact with the target
 
groups.
 

Another strategy was to strengthen linkages betwkeen 
the informal and formal sectors. We ha, prominent business 
people. such as Amaury Temporal. head of the Brazilian 
Chambers of Commerce. speak to our business groups about 
the informal sector. We also created new microenterprises or
ganizations such as the Hairdressers' Cooperative and the 
Forum of Microenterpnises. 

I would like to finish by saying that it is possible to 
educate the public on the importance of the informal sector and 
it isalso possible to create linkages between the formal and the 
informal. We have helped revolutionize the financia! and 
development circles. We have been able to reach thousands of 
poor people with massive amounts of credit and training by 
incorporating the concepts of informal economy and microen
terprise. even in a country like Paraguay. We're doing this 
because we think that by democratizing private property. we 
may achieve liberty. 

Adolfo Ruiz 

Adolf., Rui: iscommunications advisor to the Instutcfi 
ContemporarvStudies ofBuenos Airej. Argentina He reieiiedh. 
degree in marketing from the Foundation for Adianced Studie.%of 
Commercial Sciences. Mr. Rui: is a vice president of Manpoi el 
Temporary Servwes. Argentine Branch Oft1 e 

In describing the Institute for Contemporary Studies* 
approach to grassroots action. Iwill concentrate on communi
cations. Marcos \'ictorica has already described the research 

'1 + 
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findings of the lnstitute's studies on the informal sector in 
Argentina in the first panel. 

In the communication area. we considered four as
pects: first. communication objectives: second, the strategy of 
communications: third, tactics: and fourth, refining the strat-
e v. 

When the research was completed. our first step was 
to identify three marketing objectises in reference to the 
informal econom,.. Above all. ,.e wanted the main decision-
making segments of the population to associate our institute 
with the informal phenomenon. 

Our marketing objectives were as follow: first, to 
explain that economic informalit, in Argentina is distin-
guished as much on a sertical as ahorizontal dimension: that 
is.informals are not simply small firms. Our second objectis e 
is to halt the decline in prestige of legislatis e processes and the 
consequent weakness of participatorv democracy. Third. v.e 
sought to communicate the diaenosis and treatment of the 
phenomenon to the diserse social groups that are affected. 
often without their knosledge. and which would suppor 
demands for elimination of the causes of intormalit\. 

Os er the last %earand ahalf. our strategy of commu-
nication has been oriented tows ard tw oends. First. to unif. the 
terminology. As happens in numerous countries, the informal 
economy in Argentina is subje:; to various terms: "'black 
economy . "parallel.* "'underground." -subterranean." "'sub-
merged." "'invisible." etc. Thus the task was to apply a 
universal term and. at the same time. extricate the phenomenon 
from the aura of illegitimacy that surrounds it. We believe that 
we have achieved this objective since the term "informal 
economy- has entered into general usage in the majority of 
communications and documents from public authorities and in 
those from private institutions and political parties. 

Second. we wanted to publicize the magnitude of the 
phenomenon. For the first time. there are documented reports 
that confirm the impression that the informal economy is 
wvidespreadand has penetratedall socioeconomic strata. Again. 
we are persuaded that we have achie, ed this objective. Today 
we can affirm that a large number of Argentine leaders have 
become conscious of the issue's magnitude and consequences 
for societal behavior. 

The tactics we used were based on selecting high
lights of our research and translatine them into common lan
guage. Thus. we prepared agroupof basic texts. taking special 
care to as oid repeating messages betw.een each new spaper and 
magazine. We selected mass media with readership among de

cision-makers and groups of opinion coalition-builders. After 
'his, we began contacting journalists. politicians, and public 
officials. 

The fourth step was to refine the communications 
strateg\. Having been able to surface the issue within 
socioeconomic debate, the strategy of communication had to 
accomplish another objetise: to avoid a potential detour in 
public opinion currents toward policies which persecute 
informality instead of remoN ing the causes of informality. To 
do so. we identified those most affected b. the informal 
economy and who. therefore. constituted its principal detractors. 
When we say this. we should not forget that those in the 
informal economy are also suffering from the effects of the 
formal system. Our strategy was to capture those sectors 
within the official economy that can be transformed into allies 
in the figlt against state inter\ entionism. mainl, those that are 
not recipients of state fa, ors and privileges. But it happens that 
man. of these groups either are not aware that informality is 
affectingthemordonotclearlyunderstandho, it ishappening. 

Up to this point, our investigation has been based on 
macroeconomic criteria, and therefore we hase only partial 
kno. ledge of how informality permeates specific segments of 
the economy. Therefore. the next step will be to des elop 
microeconomic criteria to approach subsegments to inform 
them precisely about the type and character of phenomenon 
that is affecting them and. above all. to present them ssith 

proposals for the removal of the causes of the informalit. and 
for the integration of the economic system. The segments and 
sub segments that we will select are the 500 leading enter
prises. multinational corporations, businesses that call out for 
change. export and trading companies, business-sector cham
bers. professional associations, trade unions and unisersities. 

We are persuaded that. with athorough knowledge of 
these sectors. we shall succeed in our task of contributine 
toward amore integrated and. above all, afairer economy since 
the state would not then be the arbitrary distributor ofexclusive 
privileges. 

Just as when the sun becomes unbearable sse seek 
shade, in the same manner. when the weight of the state 
becomes unsustainable, the only defense of the silent majority 
isthe informal economy. 
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Dr. Joao Geraldo Piquet Carneiro 

Dr. Piquet Carntit ois apartner in thefirn; ofGol.. Piquet 
& Loho. speciahm:in in pohhcr alris analy.si.s atdstrategicplainintn. 
Asan attorne.,hespciali:e.intacatnonandconnierciallaw. Dr. 
Piquet Carneirograducated in lac fror the Federal n'tii-eriry ofRio 
de Janeiroand onipicted postgraduate wor in comparative laki at 
New )oi L.niversir He vias professoi o[fecononm la" at Cathohn 
Universityand inRu' de Janeiro /n 198(0 he joined ihe NationalDe. 
regidation and Admnistratttr Reform Program and it 1982 via.s 
appointed eiecti~tce .se(retai 1In1983 he replacedfinmerminister 
Heho Beltra , as m. oordinator until tt end of hi.. term 

Perhaps the most useful contribution that I can make 
to the objectives of this conference is to to share , ith sou mN 
personal experience in connection " ith the Statute of Microen-
terprises enacted b\ the Congress in 1984. A fes, ssords about 
the National Debureaucratization Program are necessar\ for 
an understanding of the circumstances under which this statute 
was conceived. The scope of the program instituted in 1979 
\%as to re\erse the trend toward unnecessar\ grovxth of the 
bureaucrac\ of the state and widespread inefficiency ingov
ernment. This trend resulted from three ingredients in Brazil: 
namel.. excessive centraiism. rigid formalism: and general-
ized distrust h\ government bureaucracy to\, ard societ). That's 
what wxe call bureaucratization, 

Naturall\. poor people and small companies are the 
first victims of excessive bureaucratization. Thus. priority \,as 
given to the Citizens Project. acomplete surve, of all points of 
contact of individuals during their lifetime v ith bureaucratiza
tion requirements. and the Enterprises Project, a similar survey 
with respect to requirements imposed on the pre-organization 
and organizational stages of private companies. as well as on 
their day-to-day existence. 

An overall attack on bureaucratization in the early 
stages of the program \,ould ,'ertainlybe a failure in vie, of the 
magnitude of the resistance :t would encounter. For that 
reason, we felt it absolutely essential to adopt a gradual
approach to debureaucratization in order to gain public and 
political confidence and support. 

When the program started, virtuall) all commercial 
and industrial companies. regardless of their size. had to keep 
and fill in at least 13 different accounting and tax books, file 
complex income tax returns every year. and comply with a 
series of government formalities. In 1980. through the pro-
gram. full income tax exemption A,as granted to companies 
\kith annual gross income not in excess of S3.000. thereb\ 
benefiting 230.000 companies out of a universe of 1.7 million 

active companies at the time. Federal excise tax rates appli
cable to products typically manufactured by small companies 
were reduced to zero. and payment of corporate income tax 
based on assumed profits was extended to companies with an 
annual income equal to or less than SI million a year. In all 
three cases, maintenance of accounting records related to these 
taxes, preparation of balance sheets and filing of income tax 
returns were abolished. This was not at all an easy task. 

In the beginning, the Federal Revenue Department 
strungly opposed some of these measures for fear that exemp
tion might lead to tax evasion. Since these exemptions " ould 
amount to less than 2 percent of the estimated tax revenue in 
1981. our contention was that there vould be no decline in 
revenue. On the contrar). the government would benefit from 
rationalization of itscollection and inspection mechanisms. 
Two years later, the Minister of Finance raised the le',el of 
annual gross income for income tax exemption purposes in 
light of the fact that there was no real decline in revenue. Thus. 
approximately 40 percent of registered active companies %ere 
relieved from federal taxation and related bureaucratic oblica
tions. 

In 1981. a bill was enacted to simplify drastically the 
act of organization of companies. Centur\-old formalities 
were abolished. the paperwork load was substantiall reduced. 
and cumbersome controls were eliminated. Organization ofan 
individual firm or a limited liability company. 97 percent ofall 
registration applications, used to consume three to six months 
to be completed: it is nov\ obtained in 48 hours. In Brasilia. the 
registration takes 45 minutes. 

The cost of organizing small companies became 
symbolic, and the services of lavyers and expediters were no 
longer necessary. Adverse reaction came not only from the 
bureaucracy but from professional groups as well. Lawyers. a 
ver) powerful group in Brazil, felt that they were losing ashare 
of the market. Accountants organized lobbies against the 
elimination of bookkeeping procedures. Expediters. of course. 
were extremely unhappy with the course of events. 

At that stage. the debureaucratization program had 
become ver) popular. and we decided that the time had come 
for bolder action. We had attacked bureaucracy at the federal 
level and stimulated states and municipalities todo the same at 
their levels. However, exemption of federal taxes only touched 
the upper part of the bureaucratic iceberg. State tax on 
circulation of goods remained aserious hindrance in the life of 
small companies. The same remains true with respect to social 
security contributions and excessive requirements imposed in 
connection with a grant of official loans. 
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Ouronginal statute of microenterprisescontemplated 
an amendment to the constitution "hereby microenterprises 
or family enterprises. would become municipal entities with 

no submission Ahatsoever to federal and state rules. However. 
it became e%ident that such an amendment would encounter 

unsurmountable opposition from federal and state authorities. 

particularly the tax authorities. 

By the end of 1983. time was running short. and my 

only altematie was to seek acompromise solution consisting 

of t,,o separate bills. The first ssas to establish special legal 

treatment of microenterprises in the areas of taxation. social 

security, labor obligations and official credit facilities. The 

other bill \%as to authorize states to exempt small companies 

from tax on circulation of 2oods. 

The extensi,.e use of the media and spontaneous 

popular. political and institutional support converted the stat-
ute of microenterprises into a maJor political and economic 
issue. The tvso bills .,ere unanimously approv.ed by the 

Congress in spite of resistance b\ virtuall. all state secretiries 

of finance. 

One of the limitations ofaprogram like this is that Ae 

are a federal s.stem. Several provisions of the stitute were not 

dependent on regulator%action of the governm,:nt at all leels. 

Yet sse felt that the statute wsould have one political effect: it 

wsould break throagh the rigidity of formalism and bureau-

cratic resistance. 

It should be noted that prior to the debureaucratiza-

tion program. small companies had .irtually no political rep-

resentation. Today. in most states, there are associations of 

small enterprises capable of presenting their claims and de-
fendine their interests before the overnmenton all three levels 

and in the Congress as well. 

One evidence of the political and cultural impact of 

the statute is the introduction in the constitution, now being 

drafted in Brazil. of specific provisions assuring separate legal 

and administrative treatment to small business enterprises. 

These provisions would have been unthinkable five years ago. 

Of course. the statute is not a finished work of 

legislative art. On the contrary. it has defects and omissions. 

It must be perfected and. like any legislation dealing with 

economics. it is subject to constant alterations. Nevertheless. it 

stands as asymbol and a landmark of modernization in Brazil. 

Over the last two-and-a-half years since the statute 

has been enacted. 1.5 million nes. companies v ere organized 
or re-applied as miLroenterprises. This .ear. in spite of the 

severe economic problems the country is facing. 250.000 news 

microenterprises have been created. It'snot possible to state 

how man. of these companies have succeeded orsurvi%ed. but 

it'sastrong indication of the need for differentiated legal treat

ment of small companies. 

One finai ,-mark: In Brazil. we clearl\ elected to 

reduce the cost of legalization so as to reduce the size of the 

informal economy. We believe that the benefits of lecaliza

tion. or formality, should be extended to eer bod. and 

thereby keep the size of the informal economy \%ithin natural 

limits. 

Luis Eduardo Magalhaes 

Mr.Luis Eduardo Mtaalha.cs is a hoard menhcr ofthe 

Chamhers of Conm'rc eof Sao Paolo. Bra:il, as iicl a.t dire, ior of 

rtoprivIaefirnsdoniss,ness inrealestateandfarmint'Hc.n'c.i 

ontiic bo,adofdirecito. ofCredotComniercialdeFrane.Ban d 

Iniestimenti Bra:il.the Lnited World College, Sao Pao/,Chamber 

of Commerce and the Bra:Iian Assoitation ofSalcs and .ltarkein 

e.'Ae.utIl I cs 

An informal economy exists in all countries and all 

systems to agreater or lesser extent. It seems. ho. e\ er. that it 

is most sinificant in countrieswhere the costs of formalization 
are higher. whether in bureaucratic or tax terms. 

Though many individuals are active in the informal 

sector by choice, either because they are opposed to any type 

ofcontrol or because of the temporar.' nature of their acti ities. 

there are also a large number of individuals who keep their 

busines, informal because they would not be viable if they 

were to meet all bureaucratic and fiscal oblications. The 
majority of the latter v ish to formalize because informality too 
has its costs. The greatest of these is the impediment to growth 

posed by limited access to the banking system and even to 
man\ potential clients and suppliers. Vulnerability to the tax 

man is also an important cost. Evidence of the majority s 

desire to formalize its businesses in Brazil came from the 

passing of the microenterprise statute, which, although it cut 
through only some of the red tape and removed only part of the 

tax load. led to the formalization of a large number of small 
businesses. 

The data about the laborforce reveals the existence of
 

a broad informal economy in Brazil. which some studies
 
estimate to be 12 percent of the gross domestic product. A
 

national home sample poll shows that of an economically
 

active population of 55 million in 1985. a little more than half
 

were informally employed: about 13 million in agriculture and
 

')
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15 million in the cities. 

Formal or partially formal small and microenterprises 
are asubstantial proportion of existing business. Today. 70.6 
percent of commercial firms have fewer than five employees: 
63.2 percent of industries e iploy fewer than ten peopie. and 
60.9 percent of the firms in the service sector have fewer than 
five employees. 

Inspite ofthis situation. Brazilian law. as arule, treated 
all firms the same. The tax burden and bureaucratic require-
ments were established on the basis of the situation of the larger 
firms, and even for ihem. the requirements have been shown to 
be excessive. These taxes and rules were applied indiscrimi-
natelv to sn'all. medium and large enterprises. 

The creation in 1979 of the Ministry of Debureaucra-
tization was an important step in the struggle to simplify the 
livs of business people. At th- same time. the Chambers of 
Commerce of Sao Paulo, together with other Lusiness groups. 
organized small business congresses in order to debate the prob-
lems of the small companies. A list of the main obstacles 
confronted by the smaller irms was drawn from these discus-
sions to direct the action of the business organizations and help 
the Ministr) of Debureaucratization in the struggle for a bill 
establishing fisL... and bureaucratic requirements for microen-
terprises and protecting them from the existing legislation. The 
points ,'%ised at these congresses included fiscal, credit. labor 
and social security problems as well as the ever increasing state 
interference in the market, 

Starting from the diagnosis of small business' main 
probler,:. the l .ini,.trv of Debureaucratization and the business 
organizations tried to sensitize other sectors of the government 
and the national congress to the need to tr.eat smaller businesses 
ditf.rently. T"ie iniia! idea was to draft a bill to establish 
minimal fiscal and bire.,":ratic requirements, making small 
btusinesses immune to existing legislation. This ideal solution 
ga ,e '., ay to the more realistic solution of exempting them from 
some taxes and scrne bureaucratic requirements. 

The bill was greeted by the business organizations not 
as a solution to the problems of microenterprises but as a first 
step in that direction and. beyond that. as a first recogrition iy 
the government of the need to treat businesses differently 
according to their size. In spite of its limitations, the bill 
produced significant results in quantitative terms. as Dr. Piquet 
Cameiro mentioned: as much by the regularization of the situ-
ation of previously existing small businesses as by the creation 
or formalization of ne" atrms. The costs of formalizing afirm 
are still very high and itre a factor encouraging informality, 

The duties on payment of labor are especially impor
tant in inhibiting formalization and employment-generation. 
This explains in pr..,: the existence of a large continent of 
unregistered employees. Of three million businesses regis
tered with the social security system. about two million declare 
they do not have any employees. Comparison of this data with 
those of the national home sample poll on unregistered workers 
leads one inevitably to suppose that man% firms which declare 
that they have no employees actually employ people without 
registering them and that man) other firms do not register all 
of their employees. 

Two years after the bill's adoption. the following 
main criticisms can be listed. The bill did not consolidate 
microenternrises" obligations but onl created some exemp
tions, requiring small businessmen to track all of the national. 
state and local legislation. The bill extended the net sales limit 
requirement to 10.O00OTNs(ObrifacoesdoTesouroNacional. 
or Nationial Treasury Bor Isl. the equivalent of about U.S. 
S33,000. Thus. only very. very small businesses can benefit 
from the bill. The inapplicability of tne bill to small businesses 
whose sales surpass t;le 10.000 OTN limit is adisincentive to 
growth and complete accounting for sales. 

Nevertheless, the microenterprise statute w,:as an in
portant achievement for the entrepreneurial class. This bill 
established simplified bureaucratic procedures and some fiscal 
exemptiorns for small businesses. Lines of credit were created 
specifically for them. CEBRAE. the Brazilian support sysem 
for small and medium-sized firms. along with business asso
ciatiors like ours. has sought to offer advice, help with fiscal 
and accounting Froblems. orientation to new techniques and 
di-ections for business. 

However. the benefits of the small business bill are 
limited and apply only to the smallest enterprises. The credit 
lines never "ave sufficicnt funds, especially in periods of 
economic contraction. T1,e loans are of very short term. and 
there are still problems of lack of guarantees. Unfonunately. 
efrbrts by CEBRAE and the busines, associations are not 
enough to meet the needs of the bulk of small firms, A..d if 
these problems were not enough, small businesses face extra 
difficulties becautse of high inflation rates and stabilization 
programs to which are added frequent changes in economic 
policy. 

In spite of this ,.%eb of pi-oblems, small and microen
terprises and the infumnal sector in Brazil have an important 
role in the Brazilian economy -- not only by their numbe,"and 
the number of jobs the)' represent but because of their geo
graphical and sectoral spread. 
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Starting from this microenterprise statute. more com-
plete legislation could be drafted to favor small businesses, 
assuringthemequalityofopportunity andcompetitionthrough 
regulations based on their characteristics, possibilities and 
needs. The draft constitution being debated in the country 
contains the principle of differentiated treatment for small 
businesses, which will undoubtedly ease the drafting of anew 
bill wsith broader benefits. 

The debates on the bill helped to show the politicians 
and the society as awhole the importance of small business 
not only for the economy but also for social stability. It created 
aconsciousness that the market economy. based on small busi-
nesses. is the best wa'., to make economic development com-
patible with political liberty, 

Dr. Edward Hudgins 

The discussant for the panel was Edviard Hudgins. who 

recivedhis PhD in political toor. atAmerican University and his 

bacikelor's from the Lniversitv"of .larland He is a fellou at the 

Heritace" Foundation and director of the Center for International 

Economit. Groiih. 

As Hemando de Soto has noted. we are in asituation 

today. in terms of economic development, similar to the situ-

ation that existed in the late 1700s and the early 1800s. At that 

time. you had in the United States. in Great Britain and on the 

continent of Europe a rising class of entrepreneurs. individu-

als whose wealth was based on their own efforts. on their own 

hard work and on their own innovation. You had opposing 

them a privileg!ed elite who held political pov er based to a 

large extet o-n birth and family connections and who held 

econom c power based to a large extent on state monopolies 

and various mercantilist restrictions. 

At that time. the revolutionaries and the reformers 

were those who opposed the vested interests in the name of the 

common people. those who promoted economic freedom. 

understood h'asically as the rights ofprivate property. and those 

who promotv' political participation and accountability of the 

rulers to the people. In a sense, when we face Third World 

develc,;ment situations today. we're in a very similar situation 

as we were several hundred years ego. We can make the same 

arguments and apply the lessons of several hundred years ago. 

I tiiik. to the s tuation today. 

We have discussed some of the particular economic 

means by which we go about reform. by which we try to brcak 

the system of interest groups. I simpl. want to focus on twso 
of the aspects that have been brought up here. The first isthe 
importance of rhetoric: that is. the importance of hov. to 
advance the debate within a particular country. Rhetoric and 
debate are important because, first of all, it explains to people 
the nature of a problem, Itedtirate, them in terms of how to 
change and reform a situation. Perhaps just as important. it 
inspires people. both the elite as well as the common people. 
to understand that they don't have to exist in the situation as it 
is. that poverty is not their necessary and predestined role in 
life. 

I think that avert important function of the rhetoric 
you use in ;he discussions in *,our countries is not onl. to 
educate but wo inspire people. to show them that their actions 
can indeed ha'e consequences. The use of rhetoric must be 
applied to each country indi\ idually. In some cases. perhaps 
the case of Paraguay. you have to be careful about appearing 
too radical. You have to appear reasonable: you have to be. as 
it were. aFabian capitalist, just as you had Fabian socialists in 
Britain in the last century. 

In other countries. again, a more radical approach. 
where the rhetoric indeed will be stronger might be appropri

ate. It will be a rhetoric of: "We stand for the rights of the 

people. We stand for the rights of the poor. the opportunity of 

the poor to advance. It is the ruling elites, the privileged, who 

are creating the problems and are keeping people in their poor 

situation." 

Again. the question of how to apply it would depend 

on each particular country. You have to avoid, for example. 

misunderstandingsofterminology.as Hemandode Sotopointed 

out. In many countries. "private" in the sense of private 

enterprise does not mean a free market system: it mears 

privileges: it means businesses existing with government sub

sidies. with trade protection and soon. So you have to tailorthe 

rhetoric to your country. 

But I think in the end you're going to have to appeal 

to the self-consciousness of the people. You're going to have 

to show them where their real interests lie. Remember: The 

Marxists often appeal to envy: that's part of the way they gain 

power I think in our rhetoric we have to turn it around and 

appeal to that other side of human nature that's opposed to 

envy. and that is pride or self-esteem. We have to say to 

people. "Look. you can do;* too." People in Peru come to the 

cities from the countryside. They don't have college degrees. 

yet they make it in the informal sector against all odds. 

There is also the need for education. I mean education 

on two levels -- first of all. of c!ite groups. And when I say 
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"elite groups" I don't mean necessarily the people in power. 
They're probablN rot goin . to listen anyway. I mean commu-
nity leaders. leaders at the local level and students. This is. I 
think, another very important aspect. You have to keep in 
touch with your grassroots members. You have to use the 
media whenever possible to bring out ideas, to at least start a 
debate. Because if youstart talking about the issues. in the end, 
you will win. 

Just in summary. I believe that ideas do have conse
quences. Economic reforms, as we have discussed, are impor
tant and indeed at the basis of the elimination of poverty. But 
an important partofthe battle is going tobethe battle forideas, 
the battles for the hearts and the minds of the people. 

We have succeeded in the United States. in Western 
Europe and in other countries. I don't se- why it has to stop 
there. I think that this isarevolution that eventually isdestined 
to sweep the world. 
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PART V
 

BUILDING GRASSROOTS CONSTITUENCIES FOR ECONOMIC CHANGE:
 
REPLICATION
 

Moderator: 	 Juan Bendfeldt. Center for Economic 
and Social Studies. Guatemala 

Tunisia 	 Moncef Bouchrara. Ideas and Communications 

Kenya 	 Dr. I. Onvango. Ministrv of National 
Planning and Development 

South Africa 	 Japie Moropa, Get Ahead Foundation 

Venezuela 	 Jesus Eduardo Rodriguez, Institute for 
Liberty and Democracy/Venezuela 

Discussant: 	 Helen Soos. Private Sector Office, 
African Bureau, U.S. Agency for 
International Development 

The panel had the task of assessing the potential for replication of the Latin American advocacy programs in other 

countries. The panel was moderated by Dr. Juan Fernando Bendfeldt. director of the Center for Economic and Social Studies in 

Guatemala. professor of economics and ethics at the Francisco Marroquin University and director of studies at the Guatemala 

Development Foundation. He is a member of the board of Francisco Marroquin University and the Guatemala Development 

Foundation. Dr. Bendfeldt is the author of numerous publications and is a columnist whose byline appears regularly in Prensa 

Libre. 
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Juan Fernando Bendfeldt 

I have asked the panelists this morning to respond to 
the follos ing question: Is the informal economy strictly a 
Latin American phenomenon. or does it have pretty much a 
universal character. wherever certain conditions seem to ap
pear? 

I%killadd only one example of my experience in the 
informal sector of Guatemala. Guatemala City has apopula-
tion of close to tvho million and anyone who lives in abig city 
can probabl. imagine the amount of trash and refuse that accu-
mulates from da%-to-da., 

Well. Guatemala City isquite a peculiar case. The 
entire trash collection s\stem of Guatemala Cit% is informal, 
Most of the vehicles used are pri\ aids\ -owned, discarded old 
vehicles that cannot meet the traffic regulations. The owner of 
the vehicle usually dri\ es it. and you see two or three \&orkers 
hanging on the trucks that goto each house, for avery lo%%cost. 
every da\ to pick up the trash. 

These workers receive no salary. They have only. as 
remuneration for their \xork. the right to sort through the 
garbage once they get to the city dump. By all our estimates. 
they make more money this ssaV than by recei%ing minimum 
wage. As a result. we have perhaps the most efficient system 
of recycling trash ve:y inexpensively. The trash is classified 
and then reintroduced into the formal economy. 

The trash collection system is the major supplier of 
the paper industry in Guatemala. It makes cartons and other 
industrial types of paper. plastics and glass for glass contain-
ers. .So. in general. you see it isnot just the little guys but avery 
complex net work: acomplete spontaneous order, very sophis-
ticated. very efficient. 

It isnot anarchic, but it isnot due to the Office of City 
Planning Bureau that this system is working so efficiently. 
This is basically. a free. unhampered market. With that in 
mind, perhaps our basic policy objective should be to advance 
proposals that tend to go in that direction -- the liberation of the 
market -- and in no other direction. 

Moncef Bouchrara 

Aon ef Bouchrarna is a civil engineer hy profession. iiith 
degreesfirom the Uni ersit. ofParis. He fornied his own consulting 
firm in 1977 and is alsofounder and president ofanother onipan\. 
Idea.s and Coiniunications. estabhished in 1987 He has taught for 

the last ten 'ears in the School ofEngineers ofTunis andnomtea( hes 
in the School of Architecture as well. He has organi:id iunirou.. 
seminars on the informal sector and this year held ihcfirst traJ'.fair 
on indigenous innovation andas.i'mposiinion "The InfornialSeto,. 
Rampant Industriali:ationand Diffuse Econony" 

Ladies and gentlemen. it is m-, pleasure to address 
you today not only as aTunisian but also as an entrepreneur. 

Tunisia is a North African nation of eight million 
inhabitants and was a French colon' until 1956. Tunisia has 
gone through three stages. The first stage. until the beginning 
of the 1960s was the building of the state. Second. the socialist 
experience lasted through the 1960's and has no%% been popu
larly rejected. The third stage was the so-called liberal polic. 
of thel970s. 

During the 1970s. the state led an ambitious polic\ of 
industrialization. heavily subsidized with. let's say. a very 
Western point ofview ofhow it should be implemented. A,, se 
discover. today. that type of industrialization suffers. espe
cially within the public sector. from inefficiency over-invest. 
ment and high rigidity. 

But over the years. an informal vigorous Tunisian 
sector grew in competition. but also in cooperation. %Atth 
official induatry'. Part of this informal sector arose as asecond. 
hidden industrialization. It has a great ability to develop sy.
tems of production. with little capital. but with wonderful. 
enormous ingenuity. The reality is that the informal sector 
represents an integrated economic structure with enough inter
nal rationality to have significant control of the deselopment 
process of my country. 

I probably would facilitate the discussion ifl give you 
an example of the dimension of the informal sector. I am going 
to release a state secret: Tunisia is probably beating the world 
record in building houses per capita and per year. The govern
ment is very' proud to announce that Tunisia every' year is 
producing 40.000 modem dwellings with modem building 
materials, and that is a very respectable figure for developin& 
countries. It represents five dwellings per year per 1.000 
inhabitants. 

In fact. the figures shos that it is probably 80.000 
dwellings per year. This figure is a world record. In fact. this 
point is astonishing because only 20 percent to 25 percent of 
production is by big companies. especially state companies. 
Seventy-five percent is due to the diffuse economy in domestic 
construction. Tunisia is not an urban anurchy: these d"s ellings 
are viable and constitute an accumulation of capital on a large 
demographic basis enabling families, in ten years. to finance 
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the son Aho wants to set up his n,.n microenterprise. 

Let me tell you about the brick industry that I have 
studied closel). In 1972. Tunisia produced 300,000 tons of 
bricks, three-fourths by tso state companies and aquarter of it 
in the informal sector. TA,elve or 13 years later. this produc
tion has been multiplied by ten. The state companies represent 
cinly 15 percent of production: the private industrial companies 
represent 60 percent. using imported technology and subsi
dized in% estment. 'Vhat is most surprising is that aquarter of 
the market is s.ithin the hands of the informal sector. 150 small 
entrepreneurs a!l around the coun!r\. 

Another example is the snoe-making industr. . Tuni-
sia. we belieNe. isproducing 20 million pairs of shoes. Half are 
produced by the informal seltor and sold on the market \%ith 

fierce competition from heavily subsidized industry. 

Mr. Bendfeldt. for example. had been speaking about 
hae would call the trash economy in Guatemala. What is 

interesting to knos. is that the trash economy. \ hich probably 

exists in all of our countries. is not a dispersed economy. even 
fitisdiffuse. You discoser. ifyoutakethetimetolookavery 

dense nets'.. )rk. 

We are here to identify practical tactics to promote 
that large target group of popular entrepreneurship. I person-
all\. as a modest private actor, have identified at least three 

ways: First. is the work that de Soto has done so well in his 

country by identifying the legal barriers that forbid a small 

producer to enter a sector, 

The second \ay is chaneine the imace of indieenou, 

entrepreneurship in our countries through a strategy which I 
would callacapillary communication action: pushing journal-

ists to speak about vivid examples. creating ne s heroes. If you 

go to any of our countries, ask for the newspapers: the first 

pages are on political matters. and the three last pages are about 

sports: one page is about singers. When you have that type of 

structural information and you ask your son. "What would you 
like to become?-, he answers immediately. "I want to become 

a minister or asoccer champion." 

The third way to promote the informal sector. I 

believe, is to find aglobal explanation of the bias between the 
regulations and rules and the reality of popular entrepre-

neurship in our countries, 

Our regulations come from the colonial period. At 

that time. the view of the Muslim or of indigenous people was 

that they couldn't be considered as a source of economic 
wealth. 'The indigenous societies by' themselves were not 

considered as a source of industrialization, economic grosth 
or technical change. I believe that is "sh, sse hase to explain 
that our societies, our people. as they are. whether illiterate or 
not. are wonderful entrepreneurs. 

Dr. I. Onyango 

Dr. I On.\an o has a PhD in lahor cc onnut .s He s the 

princzpal ec inonnst at thec.Ait.tr ( Planninq and.\atinal Dei cl
opment in the Repuhhli of Kcn.\ a He isthe head ,f the intjtrnial q%tor 

14ln1tat the".All1isu.-of Planni 1 Q and a nienhe r of the, Tas Fmrtc op 

th, lornialSet torm th Repihli or Kcn.a He ISaat' rencar h 

felmi in the Department ,f Bus mencs Studie. at the L11ic'sWt t" 

Edinhurh 

Ladies and gentlemen, it is my pleasure to present my 
paperon the informal sector in Ken\ a. In my pret.entation. Iam 

going to talk about policy issues. strategies and the constraints. 

I sill try toans ser three questions: first. .,hy are sse. in the 
gosemment in Ken\a. interested in this ver important sector: 

second, what are se doing to mobilize the resources of the 
informal sector: and finall.. \&.hat are the constraints? 

s population today is about 22 million people. 
hich is about 13 years ass ay. this is projected 

to rise to about 35 million people. This w illbe 78 percent more 

than sse had in 1984. Of these 22 million people. 14 million 

will comprise members of the work force, and nine million 
people - that is about 25 percent - will be living in urban 
areas. 

In the year 2000. %A 

Three basic issues ari.,e from this phenomenon- first. 

whet are these people going. to eat: second. Ahere are they 

going to .ork: and third. Ahere are they going to get helter? 

In addressing these thrc. i ;sue. the Kenyan govern ent has 

published apolicy document that is going to guide our devel

opment planning to the year 2000. The document has seven 
chapters. and we have devoted a \, hole chapter io the informal 
sector. 

In this development strategy agriculture con;inues to 

remain the mainstay of the Kenyan economy. To stimulate 
agricultural production. small-scale. agro-based industries 

basically in the informal sector -- should be promoted close to 
the rural areas s'here 80 percent of the Kenan population 

lives The growth of these enterprises is considered important 

because they produce the basic inputs required b\ small-scale 

farmers: farm tools. machinery equipient. chemicals. set
ices. Increased farm incomes will increase other demands for 
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small-scale products and. thereby, stimulate their growth. The 
informal sector enterprises, located in the rural areas, also 
provide employment opportunities for the rural population. 

The informal sector enterprises are also important in 
another respect. We have to create employment opportunities 
for ten million people ten y'ears from nov,. The formal sector 
requires some S20.000 to create one job. That is a lot ofmone). 
given the resource, at the disposal of the Kenyan government, 
Hov ever. the corresponding job created in the informal sector 
costs less than S5.000. This suggests that if we have to mike an 
impact ir. terms ofemployment creation. more attention should 
be put on the infurmal .ec:or. 

Our average rate of inestment toda\ is about 25 
percent of gross domestic product. \,hich is a reasonably high 
le\el by any standards. If Ne maintain this level to the year 
2000. \k eshall onl\ be able to create 1.4 million jobs. If we add 
those to the 1.5 million that \he have at the moment in the 
formal sector. the economy %sill have only three million jobs 
for a labor pool of 14 million. Where is the surplus -- that is. 
II million -- going to be employed? To accommodate these 
people requires the creation of 900.000 jobs per year from 
1984 to the year 2000. If Nke have to make an impact on 
employment for the labor pool. resources have to be invested 
in the informal sector. 

It is estimated that the informal sector in Kenya today 
employs about 40 percent of the work force in the urban areas. 
Sixty percent of shelter in the urban areas is generated by the 
informal sector, and up to 80 percent of transportation in the 
urban areas is in the informal sector. With these considera-
tions. \se are persuaded that the informal sector is a key factor 
in development to the year 2000). 

Betsseen November 1985 and June of last year. wke 
held a series of six national conferences. discussing the subject 
of the informal sector. The idea was to create an awareness 
within the government, among scholars and within the busi-
ness community on government intentions about mobilizing 
this sector. During these conferences, it was made clear by the 
go emnment that the informal sector is no longer a collection of 
illegal activities. 

Further. in last y'ear's policy paper, the government 
said it \kas going to establish a special unit on the informal 
sector whose duties wvere to coordinate all activities related to 
the informal sector in order to ensure that the) -eceive their due 
emphasis in development planning. This unit was formed in 
March of ihis year. and I am attending this conference as head 
of that unit. 

In the same documents, the government said it Aas 
going to esiablish aspecial task force charged with the respon
sibility of reviewing all policies, particularly local authorit) 
and municipal authorities* bylaws that tend to impede the op
eration of this sector. This special task force was formed in 
April of this year: the report is read) and could be submitted to 
government an), time now,. The task force had the responsibil
ity of going through all the policies, quite a number of Nhich 
have been rather prohibitive to the smooth operation of the 
informal sector. 

This financial year. '87 through '88. the government 
has provided an allocation of U.S. $12.5 million for construc
tion of infrastructure facilit'es to assist the informal sector, par
ticularly in designated small towns in the rural areas. In a fess 
places. some of this infrastructure, in the form of sheds, has 
been completed. The idea is for the sheds to ha\e %Aaterand 
electricity to mobilize this sector. 

Tax incentives are being offered today. If the infor
mal sector operator opens a business in the rural areas, he is 
exempted fromdutytothetuneof60percentofhisgrossprofit. 
Ifhe imports rass material from outside, most will be duty- free. 

The government, in collaboration with aid donors and 
the Kenya Commercial Bank. is operating an informal sector 
pilot scheme. The idea is to provide lessons on hov, to gise 
credit facilities, without necessarily requiiring collateral secu
nty. 

The Ministry of Industry is compiling a booklet 
aimed at educating the public, particularly the informal sector 
operators. on assistance programs that are available from 
government and how the) can benefit. 

Let me conclude by briefly talking about some of the 
constraints that we are facing. The data base is ver' weak. 
Some work has been done on the informal sector, but it is 
mainly based on urban areas. Most of these studies are unco
ordinated. and my Informal Sector Unit is. at the moment. 
trying to take an inventory of what has been done to identify 
gaps for further research. 

Further, most informal sector artisans are very skilled 
people. Although they have very uefrl skills. they are lacking 
in complementary commercial ski!,,. You will find that most 
of thtse businesses do not last more th:n five years. Although 
they' have thL 'riisan skills. they are deficient in commercial 
skills such as business management. ma;.eting and account
ing Measures are being taken now, in collaboration with 
donor institutions. to impart some of thesc skills to make these 
artisans more ,ersatile in the market. 
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Finall,. marketing seems to be another problem area. We have jeen recognized as being the only organiza

tion in the country that is totally immersed in informal sectorMost of our programs seem to emphasize the suppl%side. But 

\k eare sas m. 'What can be done after these people produce." development. We have also been described as being the most 

Last Sunday. m\ colleagues in the Kenyan delegation and I had effective community-based organization. We are. in fact. a 

the pris.ilege of haing dinner w.ith the Friend, of Kenya grass roots organization. Hosseer. everything that sse do is 

When %kewsent there. wshat illegal because we are developing the informal sector. Thisorganization here in Washington. 
means that we have to break laws. regulations. bureaucraticdid sse find" The informal products are selling in the streets of 

dynamic the informal sector is in practices and business rules as well as apartheid laws.Wahincion: that is hos. 
Kenya', economy. 

Let me describe the case of astreet vendor selling ti,it 

or vegetables or shoe laces. She is the sole bread,vinner for hecI sxould like to conclude by saying that the govern-
family. Whatever she can earn through this small business isment of Ken\ arecognize, the great potential that i,inherent in 

f
used to buv food and to provide shelter and school books or eesthis ,ector and. currently e\ ery effort isbeing made to mobilize 

and exploit thi, potential. The major constraint, as I see it. is for her ov.n children. 

that of financial re.,ources. but the %killis there: the push is 

there. and A.e are cons inced that sse are mo,ing in the nght Hossever. the law says that if she does obtain a 

license, she must act decorou.,ly. She may be illiterate ordirecion 
semiliterate, and yet. she is presented with a23-page document 

that lists the street vendors' regulations. If she sells news spa

pers. she must then stand one yard in front of the street comer 

Japie Moropa and occupy acertain area. Her newspaper stack may only, be 
of a certain height. If she is a mobile ,sendor. the regulations 

tcM,,cpa o.J'purc rnaave dirctocr ot/i Get A/ead say that she must sell her goads at one place for one hour. At 

Fcundat,,n ui South Afrt a inpersonnel the expiration of the hour. she is then obliged to move on toHe /ia. des,rt'e. natia'e-

-
 area 

no-i andqinanual a,2naeeneni B~ere/iintnvti' undaton. ti hour. but when that hour elapses. she is then obliged to mos e 
cropa, 'ia a traiineci er at the Corpc'ai~fonrE~ccniic De. on to vet another area which is. again. 100 yards away but is 

He i a/.ti a nieniher oft/u ,ath not the same as any area previously occupied by her for that 

nientijm tihc Lniiersir-N OSouh Afrli aand in,oninnit' de lop another 100 yards away. There she may trade for one 

velpmeni and tatLt a, cntmni 

Mater Faui Cninit'ew'ti/t ;n; day. If she is found by the authorities to be in breach of eitherAneri Ln Chaniher of Cuoniniecic 
the time .'ictor or the distance factor. she is then officialls 

a ih ,t'cComnittee toi wie.S.SSct/t AirL and 1,1n Ad 	 Small Bit of 

Ree'tendLeon Sulan's sicnaior\ companies in Soi/thAfrica prosecuted. A summons against her is issued, 

By the way, in the course of our discussions os'er the 

Briefly. our company. the Get Ahead Foundation. is 	 last few days. one has heard references to informal markets or 

trading markets. In South Africa. our laws and regulations doa black-ossned and directed company. Our chairman is Dr. 

Motlana. v ho is also chairman of the Sosseto Civic Associa- not permit this to happen. Yet we at Get Ahead hase started 

tion. Other board members include Archbishop Desmond building these unofficially or illegally. Perhaps the bes, illus

tration is that of Cross Roads in the Cape area. We built anTutu. 
informal market for the people there which has blossomed to 

Our objecises are to develop the communal and the extent that it is nos, the central business district in that area. 

business interests of blacks in South Afnca. We do so in a Thus. economic change has been brought about by abold step. 
"7' 
numbur of Aa\ s. First. snct: A.eha%e a ver hi unemploy -

The laws of the country are such that we are totallyment rate in our country, \,e has.e .iarted amicro-loan scheme 

where sse vill lend up to S 150 to enable people to get startc overlegislated. These lasws and practices prohibit economic 

in business in the informal sector. Second. we hase a larger developrnent and chane. Two years ago. the parliament 

passed the state president's Deregulatory' Act that authorizedlending scheme ot up to 35.000 to help people become back-

yard operators or informal sector entrepreneurs. Third. we the state president to suspend any lass or regulation which pro

hase a ,erv active mentoring or counselling progrim with hibited economic de'elopment. To date. no lass or regulation 

has been suspended.inimational executis es who hav-e "os come to South Africa. 

Finally. s.e organize seminars on marketing. bookkeeping and 
There are man' laws which militate against a blacktrade skilis essential to our disadvantaged people. 

business person. These are specifically aimed at keeping the 
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black people out of the economy. Let me give you some 
examples. First. the Communit) Development Act. Section 
43. states that no license to trade in awhite area shall be given 
to a black person. Thus. b)law. licenses to do business are 
prohibited. I am happy to tell you that we are starting to 
overcome this by arranging for whites to acts as nominees, 

Second. our Group Areas Act specifically prohibits 
black people from owning or renting property in areas of their 
choice. Thus. they are denied geographical mobility r and 
ability to choose location. 

Third. the Land Act of 1913 denie, dS the right to hold 
direct title. Our organization, Get Ahead. has become widely 
known inSouth Africa for its \%illhngneFs to act as anominee 
or front for any black person wkho wpants to occup) a business 
or dw,elling house in a white area. We have fronted for hair 
salons, fast food outlets, craft shops and others. The attitude of 
our board isthat people should not be denied access to the econ-
omy purely because of the color of their skin. Thus. b\ gi, ing 
a lead to the people. we are bringing about apractical change. 

Apart from these regulations and lawxs, bureaucrats 
are also gi\ en immense pow ers. Thus. they may svoop on our 
lady vendor and. byla". confiscate the goods and destroy them 
immediately. How.ever. there is mounting opposition to this. 
and a classic case recentl\ "as that of two shoeshine boys 
removed by the securit people from the front of the stock 
exchange building in Johannesburg. Fortunately. the press and 
members of the stock exchange protested so much that they 
have been reinstated, despite the fact that they trade illegally. 
Thus. the informal sector has been able to bnng about acertain 
amount of economic change. 

There is no doubt that out business world istotally 
rigid and unsupportive of the informal sector operators. Merely 
as an illustration, our banks and First World lending institu
tions require collateral in the fom of property ownership or 
two years trading figures for a loai. Our disadvantaged peopi. 
are not able to ow n property, and. more often than not. they 
have no: been able to trade and. hence, be in a position to 
produce tw'o years of trading fig ures. 

However. change is occurring. In the transport sec-
tor, for instance, we have oberved aconsiderable blossoming 
of the informa! operetors. Many may be licensed. but recog
nition isnowk being given to agreat percentage which are not 
licensed and are purely informal operators. For the first time, 
they are able to obtain credit merel) to carrm on business, 

Further. a well-known building society which lends 
mone\ to home builders has changed its policy towards the 

informal sector. Our black people are bound by law to live in 
townships like Soweto. These townships are ver\ crowAded: 
ten people or more living in a small four-room house, the 
matchbox house. To meet the housing demand, people are 
building garages for occupancy at arent at $50 per month. The 
building society has recognized this trend and grants loans for 
these buildings. 

What saddens us inour country isthat we hear ofother 
countries speaking of 60 percent of the work force being 
employed in the informal sector or that the underground 
economy accounts for 60 percent to 80 percent of the GDP. 
Tragically. this is not yet the case i. our country. One of our 
financial journals said that our informal sector accounts for 
onl\ 5 percent of the GDP. What a lovely challenge for the 
future to Get Ahead! Can you imagine us trying to catch up 
with the rest of you seen in this hall toda. ? 

How.'ever. from the black political point of \'ew,.you 
should also be aware that our leaders are starting to say that th.. 
flip side to political power is economic power. Our o%n 
chairman, Dr. Motlana. is encouraging people io become 
involved in earning money. He urges them to get into the 
informal sector. He is saying that in apost-apartheid society. 
our people must A ant to earn money, instead of begging for it. 
He is. thus, suggesting a system based on free enterprise - vwe 
do not use the wkord "capitalism- because this is equated \kith
 
apartheid in South Africa. Rather, we use the expression "free
 
enterprise" because it carries with '.the connotation that the
 
econom\ will be freed and our disadvantaged people put in a
 
position of being able to participate freely and enjoy the
 
benefits of their labors.
 

Jesus Eduardo Rodriguez 

Jesus Eduardo Rodrigue: is a member of the board of 
directors of the Caracas Chamber ofCommerce in I'ete:uelo Alr 
Rodrigue: is also founder and vire president of Cedice.founder and 
director of the InstituteforLibcrr and Democrac). I'ene:uela. and 
director ofseveral business orgaii:anons. He received hisunivesirN 
degrees from the Univer iry of Michigan and Stanford His most 
recent pubhliations in'Iideameasurement ofthe 'ene:uelaninfor
mal sector. 

I would like to begin b)mapping out some of the 
thoughts or concepts that have been mentioned during these 
last tvo days. What Iam going to say today isthe result of five 
yearsof \ork done in Venezuela wAith the helpof more than I(X 
entrepreneurs. people from all levels of the private sector in 
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Venezuela. 

In Venezuela. more than 47 percent of the work force 
is employed by the informal sector. We have found that more 
than 32 percent of the non-oil GNP is produced by these 
informal entrepreneurs. 

lnformalit. has been seen as a revolution. I '. ould sa. 
that the informal rev olution is simply the answer to the control 
ofoursocieties b%people who base their actions on an ideolog. 
or culture of the left. This collecti' ist ideoloo. has eliminated 
legal. political and economic institutions which promote de-
velopment and guarantee the basic human rights of life. libert. 
and property. The absence of ,,ocial structures wxhich promote 
the human being as the center of the society is the basic cause 
of the underdevelopment of Latin American countries and 
most countries in the %,orld. 

The political sector has gradually created a public 
administration of tremendous magnitude. In Venezuela. b\ 
1984. there existed more than 500 state-owned corporations in 
all economic sectors. In the early 1960s. the state-ow,ned cor-
porations absorbed 25 percent of the consolidated public 
budget: by the beginning of the 1980s this proportion had 
grown to more than 75 percent. 

These corporations have become huge populist and 
clientist mechanisms for the political parties and other organ-
ized sectors who obtain enormous resources from the state. 
They have served, instead, to increase the antagonism betwk een 
capital and labor and hav.e not promoted the complementant 
that should exist betw, een the private and public sectors. The 
intervention of the state has gradually reduced the size of the 
civil society and increased the particiDation of the political 
sector in all aspects of socilA life. Thi,,progressive statization 
has diminished formal private initiati.e and has generatd 
more bureaucracy. inefficiency and corrupnton. 

In the lecislative area. the influence of this leftist 
ideology is even more pervasi,.e. Law s are generated by the 
executive branch and not from the legislative. contravening the 
constitutional order and destroying the economy. In Vene
zuela. these decrees and laws have increased bureaucracy from 
300.000 public servants in 1972 to more than 1.5 million in 
1984. The economy is managed by these employees of the 
executive branch wxho determine. for example. who can inve.;t. 
who is granted a license to import goods. who benefits from 
subsidies or e).onerations. Under this climate of legal insecu-
ntv. there exists a lack of faith for new irvestments and. hence. 
for creation of new jobs. 

The human being, who is basically ingenious. has 

found a way to survive. Based on fundamental ethical '.alues 

and followine the common law,. he has developed what wecall 
today the informal sector, which is a sort of primitive capital
ism and. at the same time. the genesis of individual initiative. 

There are many solutions. In the case of Venezuela. 
we think that there are three main points. First. in the political 
system we have to increase the amount and level of political in
formation available to the common citizen. 

We ha%e to promote personal initiativ.e. as opposed to 
state paternalism, and we ha\ eto fostermotivation forachieve
ment. The same political order w ill have to balance the judicial 
sector with the executive one. taking the political parties out of 
the judicial sector to make the administration of justice more 
efficient. We have to rescue the judicial system so that the ci%il 
society ma. demand its rights from the public sector. 

In the economic order. wc think that it is very impor
tant to promote pri','aze initiative as anatural and efficient job 
generator. We have to educate the average citizen on his rights 
and duties so that his products improve in qualit, and so that 
he will be able to defend ;,is rights. We have to search for 
means to increase the productivit, of microenterprises. We 
ha\e to fight for the removal of limitations imposed on produc

tive entrepreneurial activ.ities that remove pri. ileges. We have 

to fight for real and fair competition betw een producers so that 
anyone may enter and remain within a specific market. 

Within the social order, we think that it is important 
to promote active participation of all members of societ.: 
consumers and producers. Something else that we have found 
important in Venezuela is the fight against conformism. 

As a final word. let the informals work in their sane 
environment. Do not contaminate them with ouroverregul~ed 

_.,..rld and try to approach them to develop a better society. 

Thank y'ou. 

Helen Soos 

The discussant for the panel 4as MNsHelen Soos. She 
graduatedfrom Radford College Hith honors in international rela. 
lions and obtained a Master of Aris in internationaleconomi 

development from the Fletcher School ofLa" and Diplomac% Ms, 

Soos has been HifI AIDir 12 l ea;, She has nost recently red as 
dire(tor of A.fri an Afjairs i tth the .+attonalSe urir) Council ii the 

R hite House Sh" ha. spent ocr len %earsin Bolilia. Central 

Atmerica and East and WestAfrica and has viorked in more than 30 
dei eloping countries 
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The turnout at this conference reflects the extraordi-
narN response that people are feeling to these ideas. In my 
Peace Corps days in West Africa. I often heard the term "jesuis 
petit capitaliste." " am a petty capitalist:" people were very 
proud of their entrepreneurial spirit. In fact, trading has been 
part of the history of Africa for thousands of years reflecting 
the human entrepreneurial spirit. It isimportant topromote this 
petty capitalism, this informal sector. because it is one of the 
fev.sources of growth in these economies. This growth occurs 
at the grassroots level where it is most needed to meet agreat 
variety of basic goods and services, 

Another reason for the response to this conference is 
the inherent distress and antipathy for bureaucratic society 
which seems tobe sweeping the v orld. Max Weber ,,,ascorrect 
in his analysis that bureaucracies have an inherent tendency to 
perpetuate themselves. They perpetuate povwer by creating 
new rules. They have the capacity to mushroom into sit ictures 
and processes that no rational human being would ever create 
or condone. For abureaucracy. rules and red tape become an 
avenue to pov, er and an opportunity for corruption, 

Nov.. I would like to propose three steps to build 
constituencies for broad-based economic participation that 
will help resolve the issues ofpoverty in the Third World. First 
is consciousness-building: understanding and creating an 
awareness of these issues. The research that has been done in 
Peru isnot only an inspiration to all of us. but represents avery 
significant step inencouraging the kind of dialogue that we 
have had here. 

A second step in building aconstituency is topromote 
and expand policy dialogue into these areas. While some areas 
of policy issues which affect grassroots development have 
largely been ignored by the donors and by many governments, 
there are some which, at least technically should be palatable 
fordiscussion. Property laws, the ability to acquire and defend 
property. should be entered into the spectrum of policy dia-
logue. as should tort laws which help to contro! the private 
sector. Hovever, as long as the private sector consists mostly 
of the political elite or has close alignments. it may be difficult 
to introduce tort laws. 

Inthe foreign investment sphere. we have recognized 
that bureaucracy is onerous, and in some countries, such as 
Mauritius. one-stop investment centers have been created. 
Each of the six. seven, eight or 20 government agencies whose 
approval is neede-d for an investment in that country have 
offices ir, one central location, and a businessman can go and 
simply find out what the regulations are and meet them. This 
approach could be tried in the informal sector. 

The third step is to promote economic pluralism 
without which there can be no constituency for challenging 
state power. State economic power must be challenged be
causeitisinequitableandinefficienttoagreatdegree. Thepre
eminent role of the state must be counterbalanced to create the 
basis for compromise and to avoid abuse. There are many 
options for building economic pluralism. We have Jiscussed 
the informal sector, but there are other options. Agricultural 
cooperatives, if left alone by governments, can create econo
mies of scale for marketing or input supply. Another example 
is credit unions which can compete with banking sectors that 
simply don't reach the poor. 

Finally'. one last approach. which I consider to be an 
ideal in its impact on the informal sector isprivatization. There 
isa desperate need to privatize state enterprises. However. it 
isalways hard to find a good buyer. Private buyers are often 
foreign investors who, politically. are not acceptable. or the 
local economic elite might invest, which issometimes equiva
lent to crony capitalism. Neither of these options is very 
appealing. The alternative that I propose here iscalled "The 
Employees Stock Ownership Plan." In terms of efficiency. it 
has proven to be rather remarkable. 

For example. the La Perla coffee plantation in north
em Guatemala was besieged by communist guerrillas who 
killed the owner. The owner's son discussed with the peasants 
how they' could defend the plantation. The peasants agreed to 
give up apart of their salary to purchase weapons in return for 
ashare of the stock. Production has increased by 300 percent. 
Recently. the Economic Commission forLatin America adopted 
a resolution which was unanimously approved for Latin 
America. including Nicaragua and Cuba. to explore employee 
stock ownership as a road to privatization. 

I would like to close with the thought that it is 
important to continue to stress the connection that exists 
between economic and political stability. The ultimate defense 
ofdemocracyisastablepoliticalandeconomicsystemthatcan 
meet the basic economic and political needs of all the people. 
Economic and social justice, reflected in broad-based owner
ship and participation is the best and perhaps the only viable 
long-term recipe for ppice and prosperity. 

Discussion 

Given the role of the Kenyan government in promot
ing the informal sector. Dr. Onyango was asked to describe the 
factors leading the government to take this initiative. 
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Dr. On'anuo indicated that the emergence of the 
informal sector isaresponse to the failure of the formal sector 
to saiisf%the needs of the population. The formal sector in 

Kensa is charactenzed by gross capacity underutilization 
because of high dependenc on oil. high capital requirements 
and the need for skilled labor. Conversely. he noted that the 
informal sector uses local resources and has an advantage over 
the formal sector becaus. it relies heavily on unskilled labor. 
whilch isan abundant resource. Dr. Onxango noted that. due 
to the rapid population gros th rates and the need to create jobs. 
the go, emment turned to the informal sector because it seems 
to respond better than the formal sector in the areas listed 

abo.e. 
Mr. Bouchrara \&as asked. "Hos, does the Tunisian 

go,.emment deal \k ith microentrepreneurs \k ho do not operate 
in the formal sector of the economy ? What do the. do to the 
illegals that are caueht?" 

Mr. Bouchrara indicated that in Tunisia there is a 
political tradition of pragmatism. Because of the closeness of 
the social tie,. there isalssa~ sa \,%a, of ignorinu thin, and. 
sshen it becomes massise. of recognizing it %ery opportunisti-
call\. He also noted that in the last part of the year. the 
cosemmert had taken steps to recognize the informal sector 
simpl, because of the need to ,ustain economic gro%k th. 

All members of the panel A,ere asked to respond to the 
follossine: "Is there a role that municipal gosernments. mas-
ors. can play in trying to resolse this informal economs 
problem 

Dr. Onyango responded by noting that they hase a 
role in the sense that most of the local las in Kenya seem to 
be inconflict A,ith the current go\ emment policy ofsupportfor 
the informal ,ector. He noted that the gos ernment istrying to 
resolse these throuha ta4 lorce that i, identiting'Ahat sort 
of reforms -should be made. Dr. On> ango. hoses er. felt that 
the informal sector i. a lairly difficult group of people to deal 
with. They hase developed their oss n system. and it may take 
time before a gosemment like Kenya's really gains enough 
expenence to deal \, ith this group. For example. street vending 

in Nairobi isprohibited. according to the existing las+,,. One 
way the government has tried to deal w ith this is to create 
markets, but most often the informals mo%eout. As far as the 

informals are concerned. Dr. Onvango concluded, the market 
is better if they can sell in front of. say. goernment depart
ments. 

In South Africa. Mr. Moropa explained, the Get 
Ahead Foundation helped vendors to form organizations to 
approach the municipalities to try to avoid harassment and to 
convince the wkhite municipalities to build informal markets. 
Instead ofleas ing these vendors to sell in the open. the informal 

markets give a sense of commitment. Because the\ has.e an 
association. he noted. the% \k ill clean that informal market and 
keep it very tid%. and the municipalities are responding .+er'. 
%,ellto the idea. 

Based on his experience in Guatemala City. Mr. 

Bendfeldt noted that there are about 21 official municipalit.
owsned and sponsored markets throughout the city. But. in 
effect, none has ebeen built in the last 25 years. As a result. as 
the cit has grossn. about 20(0 underground markets hase 
appeared. Mr. Bendfeldt explained that the markets are a 
municipal monopol\ leading to a situation vhere regulations. 
on one hand. prevent the formal sector from Asorking but. on 
the other hand. do not pros ide municipal services. 

Mr. Bendfeldt also provided an example of market 
liberalization on the municipal lesel. He noted that ten or 
fifteen years ago. the bus companies. Aent on strike. While 
these buses ,,ere pnvatel\-ossned, they s.ere also overreu
lated. tax- exempt. and subsidized. The masors' solution s a, 
to go on teles ision and radio and tell everyone to start their os, n 
public transportation. All limitation,, \ere remos ed. and 
os.emight there were trucks, school buses and private taxis 
taking the place of the bus system. Bendfeldt %.enton to 
explain that. after the bus strike failed, the mayors asked all the 
informals to go back home but they didn't. As a result. about 
60 percent of the public transpoitation is provided by infor
meals. 

.to
 



PART VI 

EPILOGUE 

The first International Conference on the Informal Sector demonstrated beyond doubt that the informal sector can be a 
source of fundamental political and economic change v.ithin Latin America. To alesser extent, the conference also demonstrated 
that the informal sector phenomena isv. idespread throughout the Third World. However. the causes and implications of this phe
nomena v.ill need to be explored systematicall. on acountr\ -b\ -country, basis in other regions to verify this finding. 

Gi. en the magnitude of the developing world's economic problems. there is a tremendous need to tap the entrepreneurial 
energc of the informal sector. The Third World debt crisis will continue to be a major constraint on economic growth in man\ 
countries in Latin America. Asia and. especiall\. Africa. According to the World Bank. man\ debtor countries are nov. experi
encing anet outflov, of funds and significant declines in per capi aGDP. Under these conditions, countries must liberalize their 
economic, in order to create ness sources of economic gro th. As Robert Litan noted in his comments, significant productivity 
gains and economic grovth can be attained by removing the red tape barriers and deregulating the formal economy. 

O'.er the next fe. ..ears, the informal sector concept must mo,,efrom the research to the implementation stage. The tv. o 
panels on Building Grassroots Constituencies for Economic Change described avariety of ad.ocacy programs and go'. ermental 
efforts to attain these ends. Hov.e.er. much more needs to be done. 

Speakers at the conference described a \ ariety of policy and programmatic prescriptions to liberate the entrepreneurial 
energy of the informal sector. The follos ing meno provides a summary of various proposals as aguide for development of action 
programs.3 Every countr, isdifferent, of course, so the mix of policies and programs will have to be adapted to the individual 
countr, situations. Nevertheless. the folloss ing menu can act as aguide to decision-makers as they contemplate what steps to take. 
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Menu ofInformal Sector Polic, and Program Prescriptions 

I. Deregulation 

tA) Lo.xer the barriers that discourage or preent 
citizens from joining the formal priate sector: 

Eliminate many current licensing and titling proce 
dures. and consolidate necessar, requirements into 
a 	,ingle procedure that can be completed in a single 
ione-stopI office. 

iBi Reduce the unnecessar\ regulator. costs in the 
formal sector: 

Require all ne'A regulations to pass a co,t/enefit test. 

Require public heanngs on all proposed regulations. 
wA.ith adequate time for comment and re\ te%.w 

Establish an ombudsman sstem to eliminate inef 
ficient and burdenNome reculations. Forexamples of 
pri\ ate and public %. see presentations by H. de stems. 

Soto and Dr I. On%,ango. i 


I1. Tax Reform 

Simplify the reportinc s\vstem for small firms, and 

provide exemptions for microentrepreneurs:
 

Eliminate record-keeping requirements. and pro 
, ide tax exempions tor certain categories of microen 

terpnes. iBrazil sets aceiling of U.S. S3.00t) in 
annual gross income, but the le\.el needs to be set 
depending upon conditions in each countr.) 

Collect taxes from informal sector enterprises 
throughan annual assessment similar to aprope;iy tax 

tthe assessment could be challenged by the entrepre 
neur if it is felt to be too highi: this eliminates record-
keeping burdens. 

III. Access to Credit 

Facilitate the floss of credit tossard the most produc 

tive sectors of the econom,. 

Deregulate interest rates to increase savings and 

channel loans to informal firms already pa ing much 
higher rates. 

.	 Pri atze the banking oxstem (in man\ countries 
this is partially or totally controlled b\ gosernment?, 

* 	Support informal sector lending programs similar 
to those run by the Get Ahead Foundation of South 
Africa and the Paraguayan Foundation for Coopera 
tion and Development. 

IV. Economic EMcienc. 

Improse economic efficiency to encourage repatria 
tion of flight capital. remoe disincentises for product\e 
inestmentandremo,ecausesofdualeconomiesintheAreen
tine model . (See NI. \'ictoricas anal.sis). 

Eliminate foreign exchange controls. especially the 
use of dual or multiple exchange rate sstems. 

Allok market-type mechanisms to allocate access 
to foreien exchange. 

Phase out and eliminate price controls. 

Reform the legal system to pro\ ide access to 
justice for informal and poor microentrepre 
neurs. 

Introduce and/or strengthen laws prohibiting con 
flicts of interest. 

Enact free:dom of information las, requiring full 
public disclosure of legislative and executive branch 
decisions. 

V. Education and Training 

Improved education and training programs for infor
mal entrepreneurs can help to improse business performance 

',hen coupled v ith policy reforms removing barriers and 
disinctntises facing the informal sector: 

* Provide training and techm:al assistance through 
pri, ate and public agencies for existing informal en 

trepreneurs. including assistance to associatons of 
informal entrepreneurs and support for national 
deelopment foundaticns. 

* The priate sector .,hould encourace economic and 
entrepreneurial education as pan of 1,asic education 
prograrms.: 
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VI. Link(he Formaland lnformalSectors 

Organizations made up of informal sector entrepre-
neurs have emerged spontaneously in most countries as a result 
of the common need foi defense against the government and, 
often, the private formi.l sector. Groups such as the Peruvian 
Young Towns Association. the numerous street vendororgani-
zations, and others need to be assisted by and lin.ied into the 
private sector organizations. to foster overall economic growth: 

* Provide legal recognition for informal sector or 
ganiLations. 

Create forums for the formal and informal sectors 
to %korkout their differences and formulate joint 
polic. proposals. (See beloA for a description of a 
ne. initiative taken in Peru ). 

* National development foundations and other groups 
assisting microenterprises should begin offering assis 
tance to associations representing the informals and 
linking the formal and informal sectors. (See work 
done by the Paraguayan Foundation for Cooperation 
and Development. described by M. Burt.). 

The above menu of policy and program prescriptions 
is directed to%%ard decision-makers in the private and public 
sectors in the developing world. However. extending the 
concepts put forth by Robert Litan in his presentation, foreign 
assistance agencies and multilateral organizations should 
compare their efforts with the menu of choices to see whether 
such programs are providing the kind of assistance needed by 
the informal sector. 

Recently. the Institute for Liberty and Democracy 
(ILDt of Peru developed a program that has the potential to 
integrate many of the policy and program prescriptions in the 
above menu. On February 14, 1988, the ILD announced the 
formation of the "Union Formal-Informal." A number of 
directors of the National Confederation of Private Business 
Organizations. the leading business association in Perujoined 
with ILD to form the union. The following passage from ILD's 
announcement in El Comercio states the union's purposes: 

"Therefore, we who make up this union are aware that the bold 
line bisecting Peruvian society is not the horizontal one divid
ing the entrepreneurs from the workers, where those above 
make themselves rich with the excess value earned from the 
poorly paid work of those below,. No. for us the true dividing 
line in Peruvian societ is. rather, avertical frontier to the right 
of which one finds those politicians, bureaucrats and business

men who profit and live off the state's favor, and to the left of 
which we. formal and informal producers. are located, with all 
our desire to produce. compete and progress in amarket open 
to all. For this reason, we demand the elimination of that legal 
and political wall protecting some but not others. We want to 
mal:e the transition from aconser ative system that is impo,,
enshing us all to a modern and prosperous demrw-racy." 

The union*' pti!poses are to formalize and enhance 
the II D's basic work as described by Hernando de Soto in his 
two presentations during the conference. As was further 
described in the ILD's announcement in El Comercio. the 
union has the following functions: 

1. The elaboration of concrete proposals to cam out changes 
in the legal institutions of the countrx. to ensure that they 
function to benefit all citizens and. thus. to enlarge the present. 
narrov, frontiers of formality. 

2. To promote a system of voluntary work to provide legal 
advice to producers requiring it and to process and orient their 
requests. 

3. To promote and defend economic rights through the 
reception of initiatives and complaints from formals and infor
mals. 

4. To design and develop projects in the social interest. 

The challenge of the next decade will be to utilize 
private sectororganizations, such as the Union. to mobilize the 
peoples of the developing world on behalf of change. While 
governmental efforts like those described by Dr. Piquet Car
neiro in Brazil and Dr. Onyango in Kenya will play avital role. 
the private sectors must awaken. It is the private sector that 
must form the constituency for change, and it is the private 
sector that must create the wealth so desperately needed in the 
developing world. 
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In November 1986. Erik Thorbecke and Irma 
Adelman organized a conference on the Role of
Institutions in Economic Development under the 
auspices of the H. E. Babcock Chair and the 
Program on Comparative Economic Develop-
ment at Cornell University. 

Most of the papers initially presented fell into 
three main parts: (1) Theoretical and Conceptual
Approaches to Institutions and nstitutional 
Change; (2) Microeconomic Modeling of Institu-
tions; and (3) Macroeconomic Evaluation of
Institutions. 

Part I of the volume contains five distinctive 
approaches to institutions and institutional 
change. The first paper by North is an application
of the transaction costs approach to institutional 
change in Western Europe essentially from thefeudal period to the early 20th century. It
demonstrates clearly the impact of changing
transaction costs, in turn influenced by populh-
tion growth, on institutions and changing pro I • erty rights. The second paper by Nabli ajd
Nugent provides a detailed and rigorous analysis
of the impact of transaction costs on different 
institutions and insiitutional arrangements in
developing countries It contains a large number 
of specific examples coscring a variety of differ-

ent settings, It also explores how%collective action 

can influence institutions. 


The third paper by Streeten paints with a
broad and imcisive brush a picture of global insti-
tutions for an inteidependent world. After a brief
discussion of some necessar conditions for an 
international order concerned w.th development, 
a distinction is dra%%n between the exchange
system, the threat system and the integrative 
system. Examples of typical prisoners' dilemma
situations are rehearsed and global reforms 
suggested. 

The next paper by Leibenstein puts a magni-
fying glass on the organization (both public and 
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private) as a black box in economic development.
X-efficiencv theory is applied to the analysis of
organizations and state enterprises with special
reference to developing countries. By adopting
appropriate conventions within organizations, it
is shown that different parties can all benefit. 

The final paper in Part I is by Ruttan, who 
develops the concept of induced institutional 
change. fe shows with examples based on Japan,
the United States and developing countries that
changing resource endowments (and, in parti
cular, the increasing cost of labor) induce new 
labor-saving technologies. He also presents a
general model of institutional change based on
the interactions among four elements: resource
endowment, cultural endowment, technology
and institutions.
 

The 
 second part of the volume is devoted 
the microeconomic modeling of institutions. The

to 

first paper by Bardhan deals with the choice of 
tenancy contracts and, in a more general sense,
how rural institutions lead to interlinked trans.
actions (combining wage, credit and output share 
contracts) and vice-versa. Given the crucial

importance of rural institutions in the bulk of the

Third World, this paper provides a concise
 
analysis of the socioeconomic implications of
 
these institutions - particularly 
 in Asia. 

The next paper in Part 2. by de Janvry and 
Sadoulet, uses a game-theoretical framework to
analyze the reasons for the failure of significant
land reforms in the Litin American context. It
reveals that - given the bilance of political 
power  the game played by large landlords, the 
State and campesinos as main actors, is unlikely
to result in meaningful land redistributions. The 
paper by Svejnar. likewise. uses a game-theore
tical framework to study different industrial labor 
market institutions in developing countries. The 
paper argues that policy conclusions derived
from existing theories of econonac development 
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may be flawed because of an incorrect specifica-
tion of the modern-sector labor market. hi 
particular, the interrelationship between trade 
unions and governments is scrutinized and its 
effect on wages and employment analyzed. 

The third part of the volume is devoted to a 
macroeconomic ealuation of institutions. It 
starts with a paper by Morris and Adelman 
examining the interaction between economic 
development and institutional change in the 19th 
century. On the basis of aquantitative study, it is 
argued that domestic institutional change was 
the most potent dynamic factor determining 
differenqes in the pace and structire of economic 
development among countries in the 19th 
century. 

The second paper, by Montias, is also an 
historical evaluation of how many institutions 
acted as obstacles and brakes to development in 
socialist economies. The promotion of efficiency 
through system change had traditional!y con-
flicted with the preservation of egalitarian values, 
the desire to maintain stability and xenophobia. 
The prospects for current reform in the Soviet 
Union and in Eastern Europe are examined in 
the light of these and similar considerations. 

The next two papers by Ranis and Felix, 
respectively, concentrate on the impact of dif-
ferent international trade regimes and institu-
tions on economic growth and income distribu-
tion in different parts of the Third World. The 
Ranis paper rejects both the claims of those who 
see the East Asian story as one of the applica-
tions of pure laissez faire and the more recent 
revisionist view that it all resulted from the 
activity of a highly intrusive government. In-
stead, it emphasizes the role of institutional and 
organizational changes orchestrated by a govern-
ment which was both senitive to these systems' 
initial conditions and to the importance of setting 

the stage for the fullest possible participation, 
through markets, of large numbers of disbursed 
private actors. 

Felix analyzes the experience of the newly 
industrialized countries in East Asia following an 
outward-looking export strategy, and contrasts 
this experiencc with that of the inward-looking, 
import substitution industrialization strategy of 
most Latin American countries. 

In the penultimate paper, Fields and Wan, 
likewise, contrast the lessons from Asia and 
Latin America in another area, namely, that of 
wage-setting institutions. It is shown that the 
Asian economies have relied more on market 
wage determination, whereas the Latin Ameri
can economies have encouraged institutions 
which push wages to key sectors up above 
market-clearing levels. Market wage determina
tion, combined with export-led growth, has re
suited in rapidly rising real wages in the context 
of full employment in the Asian economies. Con
versely, less reliance on market wage determina-
tion and inward-looking import substitution are 
thought to have negatively affected the perfor
mance of Latin American economies. 

The final paper by Thorbecke, in collaboration 
with Morrisson, examines in some detail the 
impact of institutions and policies on agriculttral 
performance over a 25-year period (1960-85), 
within a comparative analysis of six individual 
case studies of poor developing countries 
(Burkina Faso, Mali, Kenya, Tanzania, Nepal 
and Sri Lanka). A number of policy inferences 
and generalizations are drawn from the compara-
tive experience of these countries. In particular, 
the delicate process through which the agricul-
tural surplus is transferred to nonagriculture is 
explored over time and the relationship between 
the State and farmers is analyzed. 
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Institutions and Economic Growth: An Historical
 
Introduction
 

DOUGLASS C. NORTH* 
Washington University, St. Louis, Missouri 

Summary. - In this essay the interdependence of political and economic institutions isexamined 
against premises in neoclassical theories of :conomies, which maintain that population and 
savings are the principal determinants of economic growth. That institutions matter in the 
development of econonics is the difference in assumptions I examine. I look at the institutional 
frameworks that preceded adoption of the United States Constitution and the Northwest 
Ordinance in early America. I then trace the precedents of these American institutions to the 
evolution of :ommon law in England, where interests unconcerned with the Crown coalesced to 
form competing poetical units. I then contrast England's institutional development with the 
comparatively centralized enforcement mechanisms of Spain to examine the hypothesis that 
institutional differences produce economic consequences. 

The objective of this essay is two-fold: (1) to 
develop a theoretical framework which focuses 
on the historical obstacles to economic growth; 
and (2) to briefly apply this framework to explore 
the contrasting characteristics of institutional 
change in early modem Britain and Spain and the 
downstream implications for North and Latin 
Amenca. t In the sections that follow, I explore 
in: (1) the issues; (2) the nature of institutions; 
(3) the sources of institutional change; (4) the 
initial historical conditions in Englhnd and Spain; 
(5) English development; (6) Spanish develop-
ment: and finally in section (7) the consequences 
for the New World. Of necessity, the historical 
sections are little more than outlines, illustrating 
the framework developed in the first sections. 

1. THE ISSUES 

I begin with one of the most cited but still 
misunderstood essays of our time. It is 25 years 
since Ronald Coase published "The Problem of 
Social Cost" (1960), but the impact of that essay 
has still not really penetrated the economics 
profession, or the development literature. Coase 
pointed out that the neoclassical model, which 
has served as the basis ot economic reasoning for 
most scholarc in the Western world, holds only 
under the severely restrictive assumption of zero 
transaction costs; but that with positive trans-
action costs, institutions matter. There are no 

institutions in the neoclassical world; and indeed 
in such a world growth is not a problem, its rate 
being simply a function of the number of children 
people have and the rate of saving.' 

Ever since Adam Smith, economists have 
recognized that gains from trade are the key to 
the wealth of nations. Specialization and division 
of labor have made possible the improved 
productivity that arises from technological 
change, better resource allocation, and special
ized production, the key underlying features of 
modem economies. What economists have not 
realized until recently is that the exchange 
process is not costless. Economists still misunder
stand key dilemmas of economies and ignore the 
costs involved in exchange, assuming (as the 
standard neoclassicists do) that exchange is 
costless or unproductive (i.e., the classical notion 
of unproductive labor), or contending that such 
costs exist but are passive and therefore not 
important, or are neLtral with respect to their 
consequences for economies. 

In fact, the costs of transacting are the key to 
the performance of economies. There have 
always been gains from trade, as classical inter
national trade theory has taught, but so too have 
there been obstacles to realizing these gains. If 
transport costs were the only obstacle, then we
would observe through history an inverse rela

'Iwish to thank, Elisabeth Case for improving this 
essay. 
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tiotship between transport costs, on the one 
hand, and trade and exchange and the well-being 
of societies on the other. But recall that as early 

as the Roman Empire of the first two centuries 
AD trade was possible over a vast area, even 
with the transport costs of the time; and that after 
the end of the Roman Empire trade declined and 
probably the well-being of societies and indivi-
dual groups declined as well. It was not that 
transport costs had risen; but that the costs of 
transacting had risen as regions expanded, and 
unified political systems that could effectively 
enforce rules and laws disappeared. 

From the evidence of history, let us turn to the 
economies of the world today and observe the 
enormous disparity between the rich countries of 
the Western world and the poor countries of the 
Third World. It is not transport costs but the 
costs of transacting that are the key obstacles that 
prevent economies and societies from realizing 
well-being. We can understand why when we 
examine analytically the costs of transacting in 
different situations. 

We begin with a simple model of personal 
exchange. In personal exchange individuals 
either engage in repeat dealings with others or 
otherwise have a great deal of personal know-
ledge about the attributes, characteristics, and 
features of each ,ther. The measured transaction 
costs of a society where there is a dense social 
network of interaction are very low. Cheating, 
shirking, opportunism, all features that underlie 
modern industrial organization theory, are 
limited or indeed absent, because they simply do 
not pay. Under such conditions, norms of be-
havior are seldom written down. Formal con-
tracting does not exist, and there are few formal 
specific rules. Howe,er. while measured trans-
action costs in such societies are !ow (although 
unmeasured costs of societal cooperntion in tribal 
societies may indeed be high), production costs 
are high, because specialization and division of 
labor are limited to the extent of markets that can 
be defined by personal exchange. 

At the other extreme from personal exchange 
is a world of specialized interdependence in 
which the well-being of individuals depends upon 
a complex structure characterized by individual 
specialization and hence by exchange ties that 
extend both in time and space. A pure model of 
this world of impersonal exchaige isone in which 
goods and services or the performance of ,gents 
is characterized by many valued attributes, in 
which exchange takes pla.L- over time, and in 
which there are not repeat dealirgs. Under these 
forms of exchange, the costs of transacting can be 
high. because there are problems both in measur-
ing the attributes of what is being .:xchanged and 

problems of enforcing the terms of exchange; in 
consequence there are gains to be realized by 
engaging in cheating, shirking, opportunism, 

etc.3 In order to prevent such activity, elaborate 
institutional structures must be devised that 
constrain the participants and so minimize the 
costly aspects I have just described. As a result, 
in modern Western societies we have devised 
formal contracts, bonding of participants, 
guarantees, brand names, elaborate monitoring 
systems, and effective enforcement mechanisms. 
In short, we have well-specified and well-en-
forced property rights. The result of all this is 
that resources devoted to transacting (although 
small per transaction) are large, while the pro-
ductivity associated with the gains from trade is 
even greater; and high rates of growth and 
development have characterized Western 
societies Of course these institutions depend on 
a much more complex institutional structure that 
makes possible the specification and enforcement 
of property rights, which in turn allow trans-
actions to occur and productivity gains from 
modern technology to be realized. 

Increasing specialization and division of labor 
necessitate the developmer.t of institutional 
structures that permit individuals to take actions 
that involve complex relationships with other 
individuals both in terms of personal knowledge 
and over time. The evolution of more complex 
social frameworks will not occur if such institu-
tional structures cannot reduce the uncertainties 
associated with such situations. So, institutional 
reliability is essential, because it means that even 
as the network of interdependence caused by 
the growth of specialization widens we can 
have confidence in outcomes that ae neces-
sarily increasingly remote from our personal 
knowledge." 

The institutional requirements that are neces-
sary in order to be able to realize the productivity 
gains associated with the model of impersonal 
exchange outlined above entail both the develop-
ment of efficient products and factor markets and 
of a medium of exchange with reliable features. 
The establishment of such aset of property rights 
will then allow individuals in highly complex 
inteidependent situations to be able to have 
confidence in their dealings with individuals of 
whom they have no personal knowledge and with 
whom they have no reciprocal and ongoing 
exchange relationships. This is only possible as 
the result, first, of the development of a third 
party to exchanges, namely government, which 
specifies prperty rights and enforces contracts; 
and second of the existence of norms of behavior 
to constrain the parties in interaction, which will 
permit exchange where high measurement costs, 
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even with third party enforcement, pose prob-
lems with respect to opportunism, cheating, etc. 

But why isn't it automatic to develop more and 
more complex institutions that will enable its to 
handle more complex interdependence? Indeed, 
much of the literature of game theory and stories 
of institutional development imply that the pro-
gress of primitive societies to the status of 
modem Western societies should be automatic 
and unilinear. The answer is quite clear. The 
breakdown of personal exchange is not just the 
breakdown of a dense communication network, 
but is the breakdown of communities of common 
ideologies and of acommon set of rules in which 
all believe. The rise of impersonal rules and 
contracts means the rise of the state, and with it 
unequal distribution of coercive power. This 
provides the opportunity for individuals with 
superior coercive power to enforce the rules to 
their advantage, regardless of their effects on 
efficiency. That is, rules will be devised and 
enforced on behalf of the interests of the politi-
cally advantaged but they will not necess:.,-ly 
lower the costs of transacting in total. 

In fact, one of the most evident lessons from 
history is that political systems have an inherent 
tendency to produce inefficient property rights 
which result in stagnation or decline There are 
two basic reasons for this result. First, the 
revenue that can be raised by rulers may be 
greater with an inefficient structure of property 
rights that can, however, be effectively moni-
tored, and therefore taxed, than with an efficient 
structure of property rights with high monitoring 
and collection costs. 5 Second, rulers can seldom 
afford efficient property rights, since such rights 
can offend many of their constituents and hence 
jeopardize the security of others' rights. That is, 
even when nilers wish to promulgate rules on the 
basis of their efficiency consequences, survival 
will dictate a different course of action, because 
efficient rules can offend powerful interest 
groups in the polity.6 

2. THE NATURE OF INSTITUTIONS 

Institutions are rules, enforcement character-
istics of rules, and norms of behavior that 
structure repeated human interaction. Hence, 
tlhey limit and define the choice set of neoclassi-
cal theory. We are interested not in the institu-
tions per se, but in their consequences for the 
choices individuals actually make. 

Constitutions, statute and common laws, and 
contracts specify in formal terms the rules of the 
game. from the most general constitutional ones 
to the specific terms of a particular exchange. 

Rules (and their enforcement) are constrained 
by the costliness of measuring the characteristics 
or attributes of what constitutes rule compliance 
or violation. Hence, the technology of measure
ment of all the dimensions (sight, sound, taste, 
etc.) of the human senses has played a critical 
role in our ability to define property rights and 
other types of rules. Moreover, since we receive 
utility from the various attributes of goods and 
services rather than from the entities themselves, 
it is the costliness of measuring the separable 
dimensions that is critical in this study. The 
relationship between the benefits derived from 
rule specification and the costs of measurement 
not only has been critical in the history of 
property rights (common property vs. private 
property) but is at the heart of many of the issues 
related to the structure and effectiveness of 
enforcement. 

If it were costless to meas'jre the performance 
of agents or the attributes of goods and services 
as well as the terms of exchange, then enforce
ment would not be a problem. We would be back 
in the neoclassical world of the instantaneous 
exchange of a unidimensional good or service. 
But because measurement is costly and the 
parties to exchange stand to gain by receiving the 
benefits without incurring all of the costs of 
exchange, not only is enforcement typically 
imperfect, but the structure of the enforcement 
process will affect outcomes and hence choices. 
Let me elaborate both points. 

Enforcement is typically imperfect for two 
reasons: measurement is costly; and the interests 
of principals and agents are not identical. The 
costliness of measurement implies that at the 
margin the benefits from additional monitoring 
or policing will be balanced against the incre
mental costs. Moreover, as I shall discuss below, 
the marginal benefits and costs of policing will be 
weighed against those of investing at the margin 
in ideological persuasion. Rules are enforced by 
agents (police, foremen, judges, juries, etc.), and 
therefore the standard problems of agency theory 
obtain. It is important to stress here that both the 
structure of the enforcement mechanism and the 
degree of imperfection of enforcement are im
portant in the choices that are made. 7 

Rules and their (imperfect) enforcement are 
not the complete story. If they were, the 
modeling of institutions and hence the costs of 
transacting could be made, at this stage of our 
Tnowledge, much more precise. But norms of 
behavior also matter; and we know very little 
about them 

As a first approximation, norms are informal 
contraints on behavior that are in part derivative 
of formal rules; that is they are extensions of such 
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rules and apply to specific issues. These informal 
procedures, deriving as they do from formal 
organizational structures and agendas, are im-
portant but still relatively easy to analyze.8 Much 
more important, norms are codes of conduct, 
taboos, standards of behavior, that are in part 
derived from perceptions that all individuals 
form both to explain and to evaluate the world 
around them. Some of these perceptions are 
shaped and molded by organized ideologies 
(religions, social and political values, etc.).
Others are honed by experience, which leads to 
the reaffirmation or rejection of earlier norms. 

However they are formed, and how.',er they
evolve, norms play a critical role in constraining 
the choice set at a moment of time and in the 
evolution of institutions through time. They are 
important at a moment of time precisely because 
of the costliness of measurement and the imper-

fect enforcement of rules. To the degree that 
individuals believe in the rules, contracts, prop
erty rights, etc., of asociety, they will be willing 
to forego opportunities to cheat, steal or engage 
in opportunistic behavior. In short, they live up 
to the terms of contracts. Conversely, to the 
degree that individuals do not believe in the 
rules, regard them as unjust, or simply live up to 
the standard wealth maximizing behavioral 
assumption we typically employ in neoclassical 
economics, the costs of contracting, that is trans-
action costs, will also increase. Empirical evi-
dence suggests the price we are wi!ling to pay for 
our convictions is a negatively sloped function, so 
that ideological attitudes are less important as the 
price increases; but both the slope of the function 
and shifts in the functions are subjects about 
which we know very little.9 

The foregoing paragraphs suggest that ideas 
and values matter at a moment of time. They do 
so because of "slack in the system," "agency 
costs," "consumption on the job," etc., allof 
which result from the costLiness of measurement 
and enforcement. But how do they change 
through time? Certainly fundamental changes i. 
relative prices lead not only to rule (and enforce-
ment) changes; but to changes in ideas and 
vilues, and the rate of these two kinds of change 
may be markedly different. This subject will be 
explored below, but first let me raise some 
specific issues about institutions, transaction 
costs, and the consequent choices of the 
"players," which bear on the subject of this 
essay. 

Let me start with a quotation from Bill Piker. 

...Every time I convince myself that I have found 
an instance inwhich constitutional forms do make a 
dilference for liberty, my discovery comes apart in 
my hands .... Professor Ostrom believes that at 

least part of the reason we believe we ire a free
 
people isthat we have certain constitutional forms,
 
but it may just as easily be the case that the reason
 
we have these constitutional forms isthat we are a
 
free people.' 0
 

Now let me quote Bill Riker, a decade later. 

The Constitution was in a formal sense a necessary
condition for the achievement, that is had the
 
Articles [of Confederation] survived, the nation
would not have flourished. To see this, note the
Constitution was, in a formal sense, necessary for
 
politic.al unity and the consequent political domi
nance of the United States, first in Amerca and its
 
expansion westward, then in the western hemi
sphere by restraining European empirical expansion

and finally in the world, helping to destroy in two
 
world wars Western European monarchies and
 
empires and later in countering the Soviet empire.

All this depended on political unity. Yet without theConstitution. North America might very well have
 
been as Balkanized as South America."
 

Rules themselves are not asufficient condition 
for determining outcomes even though they are, 
on occasion, critical. Indeed, the second quota
:ion is from an extraordinarily insightful analysis 
of the formation of the Const;;.:tion. in which 
Riker makes the convincing case that its creation 
results from a rather unique concatenation of 
events that, as the quote implies, changed the 
destiny of the 13 confederated states. But it is 
impoj'tant to remember that a number of Latin 
American countries patterned their constitutions 
after that of the United States with radically 
different results. 

It may be a slight exaggeration to assert that 
enforcement is always imperfect, but this state
ment focuses our attention on a critical and t 
neglectcd aspect of economic history, which is t 
the essential role that third party enforcement of I 
contra,.ts has played in human economic pro- I 
gress. There is a large literature in the new 
industrial organization on self-enforcing con- 2 
tracts, etc.; but as with so much of modem a 
economics, it misses the larger issues involved in c
 
exchange in a specialized world. Personal ex
change solves the problems of contract fulfill
ment by repeat dealings and a dense network of 
social interaction. But the key to the high-income c 
societies of the Western world isstill the one that L 
Adam Smith propounded more than 200 years 
ago. Increasing specialization and division of it 
labor necessitate the development of institutional s' 
structures that permit individuals to take actions d 
involving complex relationships with other in
dividuals far removed from any personal know
ledge and extending over long periods of time. c 
This is only possible with a third party to ir
exchange, government, which specifies property
rights and enforces contracts. 

http:contra,.ts
http:politic.al
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Let me emphasize that while third party 
enforcement is far from perfect, there are vast 
differences in the relative certainty and effective-
ness of contract enforcement, temporally over 
the past five centuries in the Western world, and 
more currently between modem Western and 
Third World countries. The evolution of govern-
ment from its medieval Mafia-like character to 
that embodying modern legal institutions and 
instruments is a major part of the history of 
freedom. It isa part that tends to be obscured or 
ignored because of the myopic vision of many
economists, who persist in modeling government 
as nothing more than agigantic form of theft and 
income redistfibution. 

In a recent paper, Robert Axelrod tells the 
story of Alexander Hamilton writing, on the last 
night of his life, all of the reasons why he should 
not engage in a duel with Aaron Burr.', They 
were rational and overwhelmingly convincing 
reasons but in the end not sufficient to overcome 
the dishonor that he perceived would result from 
acode of conduct that required such asolution of 
disputes among gentlemen. Axelrod's purpose in 
telling this story was to illustrate that nonns of 
behavior, which are not legal rules, are enforced 
by the attitudes and behavior of others in the 
society. 

But this is surely only part of that complex 
of ideas, customs, dogmas, values, ethical 
standards, etc., which make up our understand-
ing of the world around us, establish our norna-
tive standards, and help define the choices we 
make. While some norms are externally en-
forced, others are internally enforced codes of 
conduct, like honesty or integrity. It would be an 
immense contribution to have a testable general 
theory of the sociology of knowledge and there-
fore an understanding of the way overall ideo-
logies emerge and evolve.13 In the absence of 
such a theory, we can still derive an important
and potentially testable implication about norms 
at amore specific microlevel of analysis, which is 
derived from an understanding of institutions, 
Specifically, the structu,-e of rules and their 
enforcement help define the costs we bear for 
ideologically determined choices; the lower the 
costs, the more will ideas and ideologies matter. 

t Let me provide three illustrations, 
i A basic paradox of public choice is that 
f individual votes do not matter, but lots of people
I still vote. Brennan and Buchaiian point out this 
s dilemma in a recent paper but do not satis-

factorily resolve it." Surely one of the things 
voters are doing is expressing strongly held 
convictions at low cost to themselves. Moreover, 
in the aggregate votes do of course matter. The 

y expression -'putting your money where your 

mouth is" characterizes neither voters nor for 
that matter academics. Both can afford to be in 
the literal sense, irresponsible.

Recently a large volume of literature has 
grown up around agency theory applied to 
legislators, with the voter as principal and the 
legislator as agent. Empirical work suggests that 
legislators frequently vote their own conviction 
rather than principals' interests. 5 Other empi
rical work suggests that the institutional struc
ture of Congress permits legislators to engage
in strategic voting behavior that effectively
conceals their true objectives. 6 

Finally, judges with lifetime tenure can and 
do vote their own convictions, as even the most 
casual study of courts in general and the 
Supreme Court in particular testifies. More
over, this is not an accident. The constitutional 
provisions, as interpreted by the Marshall 
Court (1801-35), were deliberately designed to 
remove judges from interest group picssures. '7 

However possible it is to show that ideas 
matter, it is much more difficult to trace the 
way they have evolved. For example, the 
demise of slavery is sirply not explicable in an 
interest group model. Surely the micro argu
men. described above is important to under
standing its end. That is, most of those who 
voted for its elimination, either directly or 
indirectly, paid few or no costs; they could 
simply express their abhorrence of one human 
being owning another. There was no institu
tional way for the slave owner to buy off the 
voters. On thc other hand, the way in which the 
anti-slavery movement grew (and frequently was 
used by interest groups) so that it could lead to 
these votes is a much more complex story. 

It is time we took stock. The neoclassical 
model describes the output of an economy as a 
function of the quantity and costs of a set of 
inputs of land. labor, capital and entr:preneur
ship, given some production function derived 
from the state of technological knowledge. But 
this formulation is, if not incorrect, largely 
misleading, since if that were all there were to the 
output of societies, they would all be rich (given 
again some rather noncontroversial behavioral 
assumptions). Restated more usefully, the costs 
of prouuction are a function of the costs of the 
traditional inputs listed above and of the costs of 
transacting. 

It is important to stress that economic growth 
can and has occurred as a consequence of 
increasing productivity. That is, either techno
logical change or changes in institutions (political 
or economic) that affect the specification and 
enforcement of property rights may increase 
productivity. 

http:evolve.13
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The measurement of transaction costs is beset 
with all of the problems of measurement in 
traditional national income accounting. To the 
extent that transactions occur in the market 
economy, they can be measured.' 8 However, 
costs of transacting arising from queuing, wait-
ing, rationing, bribery, etc., which are substantial 
in all economics but particularly in Third World 
and socialist economies, are unmeasured. 

In considering historical measurement we must 
remember that the costs of transacting have 
frequently been so high that no production or 
exchange occurred. The lack of institutions and 
instruments to facilitate production and exchange 
in factor and product markets (as well as the 
existence of institutions designed to raise the 
costs of transacting) resulted in predominantly 
personalized (and localized) productior and 
trade. The development of institutions to facili-
tate transacting is marked not only by expansion 
of produ'tion and exchange in particular factor 
markets, but by a subsequent declne in trans-
action costs as the institutions develop. The 
dramatic decline in real interest rates in 17th 
century Netherlands and early 18th century 
Britain followed the development of capital 
market institutions; it is probably the best quanti-
tative measure (and the most critical indicator) of 
improving productivity in the transactions sector. 

The foregoing discussion profiles transaction 
costs in a growing economy. The emergence of 
political institutions that specify "efficient" pro-
perty rights and provide increasingly effective 
enforcement should show up in terms of the 
development of economic institutions to facilitate 
market exchanges. As a result, costs per trans-
action will be falling; but the size of the trans-
actions sector in the aggregate will be a growing 
proportion of GNP, as increasing specialization 
and division of labor multiplies the aggregate 
volume of exchanges. This is precisely the 
pattern for the United States, where the mea-
sured size of the transaction sector in 1870 is 
about one-quarter of GNP and in 1970 is almost 
one-half. 

3. THE SOURCES OF INSTITUTIONAL 
CHANGE 


There are two issues I wish to address on 
institutional change: what causes the change; and 
what determines its path? In neither case have I 
a completely satisfactory answer. 

Before we can turn to these two issues, we 
must examine the role institutions play in reduc-
ing uncertainty in human interaction, since it is 
this stabilizing role of institutions which separates 

clearly the framework of analysis being devel-
oped here from the traditional neoclassical ap-
proach. We can most readily understand the 
difference if we have ever visited foreign coun-
tries and attempted to "do business" with them. 
We will find that of necessity we must learn their 
"way of doing things." The structural forns of 
human interaction that characterize societies are 
a combination of rules, enforcement features, 
and norms of behavior. Until we learn what these 
are, the costs of transacting are high. Once we 
understand them, we can effectively communi-
cate and engage in varieties of social, political, 
and economic exchange. The function of institu-
tions is to provide certainty in human interaction, 
and this is accomplished by the inhercnt features 
of rules and norms. Rules are typically nested in 
a hierarchical structure, each more costly to 
change. But even in the absence of the hier-
archical institutional structure, the status quo 
typically has an advantage over changes in a 
variety of political structures, as a consequence 
of agenda control and committee structure. 

It is norms of behavior, however, that prob-
ably provide the most important sources of 
stability in human interaction. They are exten-
sions, elaborations, and qualifications of rules 
that have tenacious survival ability, because they 
become an integral part of habitual behavior. 

The reduction of uncertainty, in consequence, 
makes possible regular human interaction; but it 
in no way implies that the institutions are 
efficient, only that they dampen the con-
sequences of relative price changes. 

But institutions do change, and fundamental 
changes in relative prices do lead to institutional 
change. Historically, population change has been 
the single most important source of relative price 
changes. though technological change (including 
and importantly, changes in military technology) 
and changes in the costs of information have also 
been major sources. Moreover, as briefly noted 
in the previous section, changes in norms of 
behavior, while certainly influenced by relative 
price changes, are also influenced by the evolu-
tion of ideas and ideologies, 

A stylized characterization of the process of 
institutional change could proceed as follows: as 
a result of a relative price change, one or both 
parties to an exchange (political or economic) 
perceives that he (they) could do better with an 
altered agreement (contract). Depending on his 
relative (and presumably changed) bargaining 
power, he will, as a consequence of the changed 
prices, renegotiate the contract. How(. er, con-
tracts are nested in a hierarchy of rules. If the 
renegotiation involves alteration of a more 
fundamental rule, he (or they) may find it 
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worthwhile to devote resources to changing the 
rule; or gradually, over time, the rule or custommay simply become ignored and/or unenforced.Agenda power, free-rider problems, and norms 
of behavior will add meat (and lots of complica-
tions) to this skeletal outline, 

An important distinction in this argument ismade between absolute bargaining power and
changes at the margin. To illustrate this distinc-
tion, I turn to the medieval world. The "agree-
ment" between lord and serf on the medieval 
manor reflected the overwhelming power of the
lord vis-A-vis the serf. But changes at the margin,
as a consequence of 14th century population
decline, altered the opportunity costs, increasedthe relative bargaining power of serfs, and led to
the gradual evolution of copyhold.19 

While institutional evclution may proceed in
the above manner, without explicit intent ordesign, dramatic changes in the rules (or their
enforcement) o'ccur as well. The gathering in 
Philadelphia in 1787 is aclear example. Riker, in
the essay referred to above, makes clear that theinstigators of the convention were Federalists 
and that their opposition both misunderstood 
and misjudged their ability to write and ratify a new constitution. Indeed, it was the promised
addition of the Bill of Rights as the first order of
business under the new constitution that made
ratification possible (Riker. forthcoming). Per-
haps it wereis worth noting that the writers
"gentlemen" and that their promise was both
believed and carried out. 

A special note should be made of the role of
military technology in institutional change. Not
only have changes in military technology resulted 
in differen*, efficient (survival) sizes of political
units, but, as in the story that follows, they have 
consequently induced fundamental changes in
other institutions, so that fiscal revenues essential 
to survival could be realized 

The second issue of institutional change iswhat
determines the direction of change. From what 
must have been quite common origins several 
million years ago or even as recently as the
hunting and gathering societies that predate the"'agricultural revolution" in the 8th millenium 
BC, we have evolved in radically different 
directions (and at radically different rates). How
have we evolved such divergent patterns of
social, political, and economic organization? To 
consider a specific example, as I will do in the
subsequent sections of this paper, how do we
explain the divergent paths of British and
Spanish development, both at home and in the
contrasting histories of North and South
America? 

believe the answer lies in the way that 

Compact, in effect a bill of rights for the
territories (i.e., provisions for religious freedom,
the writ of habeas corpus, trial by jury, bailment,
enforcement of contract and compensation for
property). There were additional provisions
about good faith to the Indians, free navigation 
on the Mississippi and the St. Lawrence, public
debt, laad disposal, 'he number of states that
could be divided up within the Northwest Terri
tory, and finally a provision prohibiting slavery
(though the return of runaway slaves was pro
vided for) in the territories. 

It is easy to trace most of the provisions.
Inheritance laws, fee-simple ownership of land,
and many of the provisions of the Bill of Rights
had evolved and become a part of the rules of
political units of the colonies during the previous
150 years (described in more detail below).
However, some that were precedent-based in the
territorial charters became controversial as new
issues arose. The size of new states and the
conditions admitting them were two such issues.
Precedents originated in the provisions of
charters and the Articles of Confederation. 

132: 

institutional structures evolve. The closest (al
though by no means perfect) analogy is the waywe perceive that the common law evolved. It isprecedent-based law: past decisions become em
bedded in the structure of rules, which margin
ally change as cases arise evolving some new or,
at least in the terms of past cases, unforeseenissue, which when decided becomes, in turn, a 
part of the legal framework. However, I don't
intend to imply by this analogy that the result is
"efficient." In fact, as we shall see, Spanish
institutional evolution moved it,the direction of
stagnation.
 

Let me illustrate evolution by reference 
 to aspecific act, which was almost as important as theConstitution in United States history. This was
the Ncrthwest Ordinance, passed by the Con
gress (when it was under the Articles of Con
federation) in 1787, at the very time that theConstitutional Convention was meeting in Phila
delphia. It was the third act dealing with the
issues that arose with respect to the settlement, 
governance, and integration of the vast lands tothe west in the new nation. Where did the rules 
incorporated in these ac;s come from and how 
were they arrived at? 

The Ordinance is quite simple and brief. It 
provided for rules of inheritance and fee-simple
ownership of land: it set up the basic structure of
the territorial governments and provided for the 
mechanisms by which territories gradually became self-governing. Additionally, it made pro
visions for when a territory could be admitted as 
a state. Then there was a series of Articles of 

I 
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Controversies arose from the implications of 
shifting political powers under the new govern-
ment of the Constitution. The prohibition of 
slavery in new states, for example, appears to be 
the result of vote-trading between the authors of 
the Northwest Ordinance and tht.writers of the 
Constitution; slavery wor'ld be prohibited in the 
Northwest territories if counting slaves as three-
fifths of a person were accepted in the Constitu-
tion, a policy that would increase the representa-
tion of Southern slave states in Congress (already 
a major issue of the p--riod). 20  

The Northwest Ordinance provided the basic 
framework dictating the pattern of expansion of 
the American nation ovr.r the next century. 
While its provisions were at times modified by 
new issues and controversies, it provided a clear,
"path-dependent" pattern of institutional evolu-

tion. It is only understandable in terms of 
precedent, new issues, and the bargaining 
strength of the parties. It is essential to note that 
precedents not only defined and determined 
many of the provisions but also dictated the 
existing agenda, decision rules, and method of 
r.solution. The larger point of this illustration is 
that we can only understand historical change by 
modeling the way institutions evolved through 
time. That brings us to the following brief outline 
of English and Spanish institutional change, from 
the 1500s to the 19th century in North America 
and Latin America. 

4. INITIAL HISTORICAL CONDITIONS IN 
ENGLAND AND SPAIN 

Despite the similarities between England and 
Spain (discussed below) at the beginning of the 
16th century, the two countries had evolved very 
differently. S.ain had just emerged from seven 
centuries of Moorish domination of the penin 
sula. It was not really a unified country. Al-
though the marriage of Ferdinand and Isabella 
brought Castile and Aragon together, they con-
tinued to maintain geparate rules, Cortes (par-
liaments), and policies. England, in contrast, had 
developed a relatively centralized feudalism as a 
result of the Norman conquest and, with the 
Battle of Bosworth (1485), had recently estab-
lished the power of the Tudors. 

Yet, ir common with the rest of the emerging 
European nation states, they each faced a pro-
blem with far-reaching consequences: that a ruler 
required additional revenue to survive. The 
tradition was that a king was supposed to live on 
his own, which meant that the income from his 
estates, together with the traditional fiudal dues, 
were his total revenue. The changes in military 

technology associated with the effective use of 
the cross-bow, long-bow, pike, and gunpowder 
enormously increased the cost of warfare and led 
to a fiscal crisis first described by Joseph 
Schumpeter (1919). In order to get more 
revenue, the king had somehow to make a 
bargain with constituents. In both countries, this 
initially led to the development of some form of 
representation on the part of the constituents in 

return for revenue, and in both countries, the 
wool trade became a major source of crown 
revenue. Thereafter, the stories diverge. We can 
better appreciate this divergence in the frame-
work of a very simple model of the state, 
consistent with the framework developed in the 
previous sections of this essay. 21 

The king acts like a discriminating monopolist,
offering to different groups of constituents "pro-
tection and justice," or at least the reduction of 
internal disorder and the protection of property 
rights, in return for tax revenue. Since different 
constituent groups have different opportunity 
costs and bargaining power with the ruler, there 
result different bargains. But economies of scale 
also exist in the provision of these (semi) public 
goods of law and enforcement. Hence, total 
revenue is increased, but the division of the 
incremental gains between ruler and constituents 
depends on their relative bargaining power; 
changes at the margin in either the violence 
potential of the ruler or the opportunity costs of 
the constituents will result in re-divisions of 
revenue increments. Moreover, the rulers' gross 
and net revenues differ significantly as a result of 
the necessity of developing agents (a bureau-
cracy) to monitor, meter, and collect the 
revenue; and all the inherent consequences of 
agency theory obtain i:ere. The initial institu-
tional structure that emerged in order to solve 
the fiscal crisis therefore looked similar in all the 
emerging nation states of Europe. A representa-
tive body (or bodies) of constituents, designed to 
facilitate exchanges between the two parties, was 
created. To the ruler it meant the development of 
a hierarchical structure of agents, which was a 
major transformation from the simple (if exten-
sive) management of the king's household and 
estates to a bureaucracy monitoring the wealth 
andlor income of the king's constituents. Let us 
see how this initial framework evolved in the two 
cases. 


5. ENGLISH DEVELOPMENT 

The tension between rulers and constituents 
(although that would hardly describe the situa-
tion at Runnymede in 1215) surfaces with the 
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Magna Carta; but the fiscal crises come to ahead crises that occurred under Charles 1, and thewith Edward I and Edward III during the articulate opposition of Coke and others. It wasHundred Years War. Stubbs in his The Constitu- Coke who insisted that the common law was thetional History of England (1896) summarizes the supreme law of the land, and who repeatedlyconsequences. incurred the anger of James I. It was Coke who 
led the parliamentary opposition in the 1620s,The admission of the right of parliament to legis- which established common law control overlate, to inquire into abuses, and to share in the commercial law. By the end of Elizabeth's reign,guidance of national policy, was practically purchased by the monies granted to Edward I and a changing benefit-cost pattern of economicEdward II1. activity was emerging with the widening of 

A iogical consequence was that in the 16th domestic and foreign markets; the t-.sult was theexpansion of voluntary organizations in the form 
century under the Tudors the structure of Tudor of joint stock companies, and growing resentgovernment was revolutionized, as Geoffrey ment against the crown-sponso-.d monopoliesElton has described in The Tudor Revolution in which excluded private companies from many ofGovernment (1953). This revolution transformed these growing markets. Darcy vs. Allein was onlythe government from elaboratean household the most celebrated case reflecting this ongoingstructure into a bureaucracy increasingly con- struggle to create a set of rights that would becerned with overseeing and regulating the eco- outside the control of the monarchy. Passing thenomy. It had early on been the wool trade which Statute of Monoolies was just another step inhad served as the basis for a good deal of tax the ongoing process.revenue; atd. as told by Eileetn Powers (1941), Yet the issue of the supremacy of Parliamentthe wool trade involved athree-way relationship hung in the balance for much of the 17th century.between the exporters, the wool growers as As the struggle continued, Parliament not onlyrepresented in Parliament, and the Crown. In attempted to wrest from the King's control thethis agreement, the Merchants of the Staple granting of monopolies (as in the Statute ofachieved a monopoly of tnie export trade as well Monopolies), but also to protect itself from theas a depot in Calais. Parliament received the King's wrath by establishing ruligioltn, civil, andight to set the tax and the Crown obtained the political freedoms as well (such as the Petition ofrevenue. In England the combined mix of the Right in 1628). It distorts the .- )ry. however, togrowth of the wool trade, the development of think of it as a cl.'ar-struggle between an absolufee-simple ownership in land, and the develop- tist "oriented" king and a unified Parliamentment of arable lands and new crops imported cnncerned with economic, civil, and politicalfrom the Dutch contributed to an expansir,:, or liberties.22As the Civil War attests, acomplex ofagriculture. At the same time, in the non,gricul- religious, economic, and po!itica intereststural sector the economy became increasingly coalesced into armed camps. Moreover, thediversified. Although the Tudors continued to coalitionwinning one day could be in the
attempt to control the economy and to freeze the minority the next day. Hence, there was perstructure of economic activity into guilds and sistent interest and concern with broadly basedmonopolistic activities, their efforts were rela- and impersonally gaarded rights.tively ineffective. They were ineffective because The final triumph of Parliament was produced(I) the statutes only covered existing industries, in 16b9, and in rapid consequence came a set ofso that new industries escaped rule; (2) despite economic institutions reflecting the relativelyopposition by town guilds, industries moved to increasing security of prope.-y lights. The creathe countryside and effectively escaped guild of thetion Bank of England (1694) and thecontrol; (3) the control of wages and laborers in development of new financial instruments led tothe Statute of Artificers of 1563 was only partialy a dramatic decline in the cost of transacting andand sporadically enforced; and (4) enforcermnt have been described as the English financialin the countryside was typically in the hands of revolution. Both institutions and consequentunpaid justices of the peace who had little falling transaction costs reflect increased securityincentive to enforce the law. ot the time dimension of property rights, aThe cloth trade therefore grew in the country- dimension critical to both a long-term capitalside. The interplay between the exp ,nsion market andof to economic growth itself.diverse economic activities escaping f,'om guild In terms of the vety simple political modelrestrictions and the pressures for th.- develop- outlined in Section 2, the original trade of " in-men',of parliamentary control over tb, sovereign rights to Parliament in return for revenues as acame to a head with the Stuarts, wi'h the product of the fiscal crises of the Hundred Yearsfumhling efforts of James I, the continuing fiscal War. In the 17th century, the Tudors' tripartite 

http:liberties.22
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arrangement between the Crown, Parliament, 
and merchants granted further rights to Parlia-
ment in return for tax revenues (and still further 
rights were granted to the Commcns by Henry 
VIII for support in his controversial seizure of 
church properties). In consequence, the Tudors 
required an organized bureaucracy to oversee tax 
collection and to regulate other parts of the 
economy. The triumph of Parliament in 1689 
simply shifted the locus of decision making to 
Parliament, which raises the issue of why Parlia-
ment would not then proceed to act just like the 
King. Ekelund and Tollison argue: 

Higher costs due to uncertainty and growing private 

returns reduced industry demands for regulation
and control in England. All this strengthened the 
emergent Constitutional democracy, w'hich created 
conditions making rent-seeking activity on the part
of both rnonarch and merchant more costly. When 
the locus of power to rent-seeking shifted from the 
monarch to Parliament ... the costs of supply and 
regulation through legislative enactment rose, for 
reasons suggested by the theory of public choice. 

The framework of institutional evolution I 
have described suggests a somewhat more com-
plicated story than Ekelund and Tollison pro-
vide. They assert, "While it is flattering to think 
that intellectuals affect public policy - surely 
they do to some extent - it secms completely out 
of character for economists to think that intel-
lectual arguments could affect real magnitudes so 
strongly."' But the embedding of economic and 
political freedoms in the law, the interests of 
principals (merchants, etc.) in greater degrees of 
freedom, and the ideological considerations thm't 
swept England in the 17th century combined -o 
play a role in institutional change. 

6. SPANISH DEVELOPMENT 

While the major steps in Spanish institutional 
evolution are not in question, nor is the final 
result, I do not believe that the specific steps 
along the way have been as clearly delineated as 
in the English story. (It should be emphasized 
that I am not nearly as familiar with the Spanish 
literature as with the English; but it is my 
impression that an explicit analysis of the evolu-
tion of property rights and their political origins 
has not been a focus of Spanish economic 
history.) However, some sketch is possible. 

Prior to the union of Ferdinand and Isabella, 
the kingdom of Aragon (comprising approxi-
matelv Valencia. Aragon, and Catalonia) had a 
very different character than Castile. Aragon had 
been reconquered fr-om the Arabs in the last half 
,)f the 13th century and had become a major 

commercial empire extending into Sardinia, cine 
Sicily, and part of Greece. The Cortes, reflecting stagnE 
the interests of mtrchants "had already secured In t 
the power to lkgisiate and even to limit the king's the b; 
power to issue legislation under certain condi- the C 
tions" (Veliz, 1980, p. 34). In contrast, Castile conser 
was continually engaged in warfare, either Corte, 
against the Moors or in internal strife. While the large 
C'rtes existed, it was seldom summoned, endles 

and as nobility and clergy were exempt from flung 
financia! exactions th at could conceivably join them the In( 
with representatives of the town in resisting addi- beginn
tional levies by the Crown, they did not pose (that is Colum 
the towns did not pose) a credible challenge . . Distan(Veliz, 1980, p. 35).mnt 

monitc 
In the 15 years after their union, Isabella suc- the di: 
ceeded in gaining control not only over the hierarc 
unruly warlike barons but over church policy in effecti% 
Castile as well. The result was a centralized econon 
monarchy in Castile; and it was Castile that 
defined the institutional evolution of both Spain 

and ALatin America.
 
A major source of fiscal revenue.s was the
 

Mesta (the sheep-herders guild), which in return
 
for the right to migrate with their sheep across I,
 
Castile provided the Crown with a secure source tic 
of revenue, but also with consequences adverse colt. 
?o the development of arable agriculture and the The ini 
security of property rights, as well as with soil English 
erosion. ' when ti 

Within Castile the other chief source of Crown 
revenue was the alcaba, a sales tax. But as the as well 
Spanish empire grew to become the greatest country 
empire since Roman times, its major sources of Spanish 
revenue were increasingly external, derived from that the 
Sicily. Naples, the low countries, and the New declinin 
World. Control intcrnally over the economy and religion 
externally over the far-flung empire entailed a tion on 
large and elaborate hierarchy of bureaucrats In the 
armed with an immense out-pouring of royal diversity 
edicts. Over 400,000 decrees had been issued proprieti
concerning the governance and economy of the developr 
Indies by 1635, an average of 2,500 a year since control 
Columbus sailed first to the Indies (Veliz. 1980, and unar 
p. 43). Designed to provide minute regulation of placed t 
the economy, guilds also provided a vehicle for overall E 
internal economic regulation. Price ceilings were broad fr 
imposed on grain and state-owned trading com- develop 
panies, and monopolistic grant, provided control themselv 
of external trade. on prope 

As the military costs of controlling the empire (The exc 
outstripped revenues (which declined with the obtain q
revolt of the Netherlands and the gradual de- colonies, 
crease in receipts of treasure), the Crown raised of enforc 
the internal tax (alcaba) from 1.2% to 10% and the availa 
repeatedly went into bankruptcy, which . re- success 
solved through the seizure of properties and In 
financial assets. The consequence was the de- polit. 
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cline of the Spanish economy and economic 
stagnation . 6 

In terms of the foregoing model of the polity,
the bargaining position of the Crown, v-i 
the Cortes, shifted in favor of the Crown andif t 
consequently resulted in the decline of the
Cortes. The govcrance structure then became a 
large and elaborate bureaucracy and there were 
endless efforts by the Crown to control its far
flung agents. Indeed, the history of the control of 
the [tidies is an elaborate story in agency theory, 
beginning as early as Isabella's recision of 
Columbus' policies toward the Indians in 1502. 
Distance magnified the immense problem of 
monitoring agents in the New World; but despite 
the dissipation of rent at ever), level of the 
hierarchical structure, the Crown maintained 
effective control over the polity and over the 
economy oi the New World.27  

7. CONSEQUENCES FOR THE 
NEW WORLD 

... the residencia was the principal means em
ployed by the king to keep viceroys and other 
functionaries under control. On the expiration oftheir term of office, all officials had to undergo the 
official investigation of their conduct. The fear ofthe residencia was frequently an incentive to servethe monarch well; it also limited any autonomous 
inclination of ambitious civil servants in the peri
phery of the empire (Veliz, 1980, p. 73). 

As for the economy, the Marquis of Pombal, who 
was the Secretary of State for Foreign Affairs and 
War, and who "ruled like a virtual dictator" 
Portugal and it! empire from 1755-77, is said to 
have sta ed: 

I fine it absolutely necessary to bring all the 
commerce of this kingdom and its colonies into 
companies, then all merchants will be obliged to 
enter them, or else desist from trading, for they
certainly may be assured that I know their interests 
better than they do themselves and the interest of 
the whole kingdom (Veliz. 1980, pp. 108-109). 

Some merchants and the Lisbon Cnamber of 
Commerce protested. 

Im 
oss 
rce 

of 
the 
:est 
*of 
om 
;ew 
md 
d a 
rats 
iyal 
ued 
the 
nce 
'80, 
Iof 
for 
ere 

Jm. 
trol 

pire 
the 
de-

ised 
and 
re-

and 
de. 

It is likewise much easier to trace the institu-
tional evolution of the English North American 
colonies than their Latin American counterpart. 
The initial conditions are in striking contrast, 
English America was formed in the very century
when the struggle between Parliament and the 
Crown was coming to a head. Religious diversity, 
as well as political diversity in the mother 
country, was parallelec.' in the colonies. In the 
Spanish Indies, conquest came at the precise time 
that the influence of the Castilian Cones was 
declining. The conquerers imposed a uniform 
religion and a uniform bureaucratic administra-
tion on the existing agricultural society.28

In the English colonies there was substantial 
diversity in the political structure of crown 
proprietary and charter colonies. But the general 
development in the direction of local political
control and the growth of assemblies was clear 
and unambiguous. Similarly, the Navigation Acts 
placed the colonies within the framework of 
ovtrall British imperial policy, and within that 
broad framework the colonists were free to 
develop the economy. Indeed, the colonists
themselves frequently imposed more restrictions 
on property rights than did the mother country.
(The exception was the effort of p:oprietors to 
obtain quit-rents from settlers in proprietary
colonies, such as that of Lord Penn. The problem
of enforcement and collection in the context of 
the availability of land resulted in very indifferent 
success.) 

In the Spanish Indies, a bureaucracy detailed 
political and economic policy, 

Pombal properly dissolved the charrber and had 
several of its leading members imprisned; the rest 
were regrouped und:r direct government super
vision into a Juntado Commercio that dutifully 
approved all the minister's decisions (Veliz, 1980, 

. 109). 
The French and Indian War (1755-63) is the 

familiar breaking point in American history.
British efforts to impose (very modest) taxes on 
colonial subjects, as well as to curb westward 
migration, produced a violnt reaction that led 
through a sequence of ste,,s to tlte Revolution, 
the Declaration of Independence, the Articles of 
Confederation, the Northwest Ordinance, and 
the Constitution: a sequence of institutional 
expressions that formed a consistent evolutionary
institutional pattern, despite the precariousness 
of the process. 

In the Spanish Indies the recurrent crises were 
over the efficiency and control of the bureau
cratic machinery. The decline under the 
Hapsburgs and the revival efforts under the 
Bourbons led to restructuring of the bureaucracy 
and even some liberalization of trade (under the 
Bourbons) within the empire. But the control of 
agents was a persistent problem, compounded by
efforts of the Creoles to take over the bureau
cracy in order to pursue their own interests. To 
whatever degree the wars of independence in 
Latin America were a struggle between colonial 
control (of the bureaucracy and consequent
polity and economy) and imperial control, the 
struggle was imbued with ideological overtones 
that stemmed for the American and French 
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revolutions. Independence brought United 
States inspired constitutions, but with radically 
different consequences. In contrast to the United 
States, in Latin America, "The imaginative 
federal schemes and courageous attempts at 
decentralization had one thing in common after 
the first few years of republican independence: 
they were all tried but none worked. Some were 
disastrous; none survived. " 29  

The contrasting histories of North and South 

America are perhaps the best comparative case 
that we have of the consequences of divergent 
institutional paths for political and economic 
performance. We are only just beginning to 
extend economic and political theory to the study 

of institutions? 0 I hope this historical introduc-
tion gives some indica,,on of the promise of this 
approach for the study of economic history and 
economic growth. 

NOTES 

1. This essay is a combination of two earlie- papes 
of mine, "Institutions, transaction costs and economic 
growth." prepared for a World Bank conference on the 
Political Economy of Poverty, Equity and Growth, and 
subsequently publishelc in Economic Inquiry (North, 
1988a), and "Institutions, economic growth and 
freedom: An histcr;cal introduction," prepared for a 
Liberty Fund Symposium on Economic, Political and 
Civil Freedom, and published in Freedom, Democracy 
and Economic Welfare, edited by Michael Walker 
(North, 1988b). 

2. See North (1981). Chapter 1, for an elaboration ot 
the implications of the noeclassical model for economic 
growth. 

3. See Lancaster (1966), Becker (1965), Cheung 
(1974), North (19,1). and Barzel (1982) for an elabora-
tion of the theory 'inderlying this argument. 

4. Heiner (1983) explores these issues in an interest-
esy.nsector

ing essay. 

5. The granting ofhi monopolies to guilds in Colbert'srsut.19.Fraceprdued 
France produced this result. 

6. For an elaboration of these points, see "A Neo-
classical Theory of the State," in North (1981) and 
North (1984). Nort 

7. Oliver Williamson's (1975) approach differs from 
the approach developed in this essay for several 
reasons, but principally because he takes imperfect 
enforcement as a given (otherwise opportunism would 
never pay) rather than recognize that both the charac-
teristics of the enforcement process and t1.e degree of 
imperfection are essential in moddling institutions and 
to the costs of transacting. 

8. See for ex"Tiie Shepsle and Weingast (1986). 

9. See Kalt and Zupan (1984) for discussion of these 
issues. 

10. Riker (1976). 

11. Riker (forthcoming). 

12. Axelrod (1985). 

13. The immense literature on the subject from Marx 
and Mannheim to Merton is not very convincing, 
although Robert Merton's chapters written in 1949 are 
still a good summary of the state of the art. 

14. Brennan and Buchanan (1983). 

15. Kalt and Zupan (1984). 

16. Denzau, Riker and Shepsle (1985). 

17. Landes and Posner (1975) provide an interest 
group model of the Supreme Court. but the evidence 

simply does not support such an argument. See 
Buchanan (1975) and North (1978). 

18. See North and Wallis (1987) for a lengthy discus- 

ion of the issues and measurement of the transaction 
in t~i': American economy between 1870 and 

1970. 

1. See Noith and Thomas (1973) for a description of 
this process. 

20. For an elaboration of hese issues, see North and 
Rutten (1987).(1941).Amen 

21. This simple "neoclassical theory of the state" is 

elaborated in North (1981), Chapter 3. 

22. Moreoever, it should be noted that the rights that 
Parliament had in mind wee those of the nobility and 
the gentry. 

23. Ekelund and Tollison (1981). p. 149. 

24. Ekelund ar . Tollison (1981), p. 151. 

25. The history of the Mesta (Klein. 1920) is an 
exception to my assertion that the history of Spanish 
property rights has not been told. For a summary of the 
effects of the Mesta on the development of property 
rights in Spain. see Nor!h and Thomas (1973). Chapter 
10. 
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26. For a more detailed account and sources, see 
North and Thomas (1973), Chapter 10. 

27. For a more detailed account, see Veliz (1980), 
Chapter 3: "The Regalist Indies." 

28. "The Indian population was subdued and subor-
dinated by the new ruling cla,. of Encomenderos. But 
the Encomendero class itself was the tar.et of a royal 
program that reduced its political significance by
installing a class of state office holders" (Lang, 1975, 
p. 220). 

29. Veliz (1980), p. 151. Veliz provides acountry-by. 
country summary account of the decline of democratic 
government and the revival of the "centralist" bureau. 
cratic structure and tradition in Latin Am.-rica 
(Chapter 7). 

30. See North (1986) for an analysis of the "New 
Institutional Economics." 
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Summary. - The several remarkable developments in the social sciences which have come to be 
known as the New Institutional Economics (NIE) have not yet been fully exploited for analyzing 
the determinants and effects of institutional change in the context of development. This paper 
identifies two important components of the NIE and illustrates both (a)potential complemen
tarities between them and (b) their applicability to various problems and policies in the long
term development of developing countries. 

1. INTRODUCTION 

Several remarkable developnrnts have taken 
place in the social sciences in the last two 
decades. Conspicuous among them are those 
which both highlight the shortcomings of the 
(traditional) neoclassical economics paradigm 
and provide original and powerful insights into 
how institutions are created. Disparate in origin 
and differing in form, these developments have 
coalesced into what Williamson (1975, 1985) and 
others have dubbed the New Institutional Eco-
nomics (NIE). 

The pioneering contributions that constitute 
the NIE are noteworthy on several grounds. 
First, the institutions and their determinants that 
are the subject matter of NIE have long served as 
a battleground among the alternative leading 
paradigms, namely Marxian. neoclassical, and 
sociobiological. Secon-. NIE represents the cul-
minating intersection of a number of different 
lines of investigation, each interesting in its own 
right, including the analysis of behavioral norms, 
the integration of persons with different tastes 
and preferences into voting coalitions. interest 
group formation, the problems of the prerequi
sites for (successful) collective action, transaction 
costs. organization theory. limitations on the 
rationality of human behavior, the eniergence 
of rules of thumb for firm decision making, 
the determihants of firm structure, coordinafion 

problems, rent-seeking behavior, technological 
change and its relationship to institutional change 
and the determinants and effects of property 
rights. Third, many of these individual lines of 
investigation within the NIE are interdisciplin
ary. allowing for cross-fertilization and mutual 
stimulation among historians, sociologists. politi
cal scientists, psychologists, lawyers and, of 
course, economists. 

Because of the field's rapid and multidirec
tional growth, it would be a monumental task 
indeed to synthesize it in its entirety. Hence, no 
such attempt is made here.' The purpose of 
this paper is to relate some of the most import
ant strands of analysis that constitute the NIE 
both to one another and to the economics of 
development. 

Of course, the importance of institutions to 
economic development has been mentioned fre
quently. It has been stressed not only in classic 
works such as Adam Smith's Wealth of Nations, 
and in the work of the institutionalists of the 
early 20th century., but also in the literature of 
modern developri-nt economics, ranging from 

*The authors gratefully acknowledge the useful com
ments of Bruce Hemck, Timur Kuran. Ruud Picavet, 
Mark Rosenzweig and the participants at seminars at 
Cornell Universit. and Tilburg University at which 
earlier versions of the paper were presented. 
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the qualitative, such as Myrdal (1968), and the 
semi-quantitative, such as Morawetz (1981), to 
the highly quantitative, e.g., Adelman and Mor-
ris (1967) and Morris and Adelman (1986). In-
stitutions and their importance to development 
have also been made the exclusive subject of 
at least one development textbook (Gannagt, 
1966), and an important feature of several 
others, including one of the most moderr (Basu, 
1984). Both these textbooks and Myrdal's monu-
mental book make a plea for the importance of 
understanding !he local environment, and in 
particular the relevant institutions, for the proper 
design of development policy. Myrdal and hum-
erous others describe the institutions in develop-
ing countries (LDCs), and Adelman and Morris 
identify some statistical correlations between the 
level of development and various social, political 
and institutional indicators. Similarly, Scully 
(1988) demonstrates the statistical significance of 
the elements of an institutional framework on 
economic growth during the period 1960-80 in 
a cross-section of 115 countries. As recently as 
1985, still another leading development econom-
ist. namely Henry Bruton (1985), called attention 
to the importance of institutions in development, 
What is remarkable, however, is that Bruton did 
so without even a single mention of the NIE or 
any of its elements, 

As Theodore Schultz observed some years 
ago, economists are quick to preach the merits of 
appropriate institutional changes, but in their 
analytical models they generally leave no room 
for or even make mention of institutions. "It is a 
neat trick, but it cannot hide the fact that, in 
thinking about institutions, the analytical cup-
board is bare . . ." (Schultz. 1968, p. 1113). 

Although in our view the NIE provides the 
relevant theoretical structure, there does not yet 
exist any systematic attempt to apply the NIE as 
a whole to development., Despite a growing 
number of individual applications in various 
fields including development, NIE's impact on 
the economics of development has thus far been 
extremely limited.' Moreover, without such an 
impact, the economics of development may be in 
serious trouble as the following statement of Sir 
Arthur Lewis suggests: 

Development Economics will certainly die if they 
(Ph.D. students) come to think, rightly or wrongly,
that work on economic institutions will not countfor distinction in Ph.D. exams (Lewis, 1984, c. 8 

In view of the many applications of the NIE 
to fields such as industrial organization. health 
economics, macroeconomics and international 
trade within economics (to name only a few) and 
even to international relations and politics, the 

dearth of published applications to development quence 
economics is rather surprising. Furthermore, and no: 
becaw e the process of economic development is conside 
a 1 '-.g-term one in which institutions change and vidual , 
hence cannot safely be assumed to remain con- well ev, 
stant as in some of these other areas of eco- ence. ( 
nomics, the shortage of applications Cwith the dynami, 
notable exceptions indicated below) of the new regulari 
institutional analysis to development is not only definitik 
surprising but also quite disturbing. explicitl 

The objective of this study is to show the considei 
relevance of the principles and insights of the instituti, 
NIE to the analysis of the problems of LDCs. In The f 
our forthcoming book (Nabli and Nugent, forth- constrai; 
coming) we demonstrate this with applications of (1986) h 
NIE to a wide range of institutional forms and "prescrij 
issues in a single country, Tunisia. set of I 

depende 
which a( 

2. 	DEFINING INSTITUTIONS mitted" 
terms of 

The consensus on the centrality of institutions figuratio 
to development has not been matched by one on separatel 
its definition. Different authors have used quite rules 
different definitions, each emphasizing quite inst 
different aspects or characteristics of the more Ti. 
general phenomenon. Among the characteristics ability to 
or aspects of institutions which vary are the and grot 
degree to which they are (a) organizational, i.e., accepted 
the extent to which organizations and institutions enforced 
coincide, (b) formal, (c) created at aspecific time ity and a 
and place by a specific means, as opposed to institutioi 
having evolved from more diffuse sources, (d) to be ap! 
embedded in, as opposed to differentiated from, The thin 
other institutions, (e) universal, as opposed to predictab 
particularistic, in the interests they serve, (f) be under 
creating, as opposed to simply maintaining, a applicable 
certain public good. and (g) technology linked. Agents sh 

There is also disagreement as to whether to have sc 
institutions can best be understood from a be- would no 
havioral perspective in which "institutions are For pre 
complexes of norms of behavior that persist over as a set ot 
time, by sering collectively valued purposes" ioral relati 
(Uphoff, 1986, p. 9) or from a rules perspect..e mal orgar 
wherein "institutions are the rules of asociety or employers 
of organizations that facilitate coordination they provi, 
among people by helping them form expectations ships both 
which each person can reasonably hold in dealing members 
with others" (Ruttan and Hayami, 1984, p. 204). be they st, 

The difference between the two perspectives markets, 
would seem to be related to the level and bazaars (s 
sequence of analysis. For example, at a relativ.-ly 	 embody ru"low" level of analysis, e.g.. that of contractual mal, whic
arrangements, the rules characteristic may explicit or 
dominate but at a relatively "high" level of they lay c 
analysis, such as that of cultural values and activit; 
mores, the behavioral norms definition may seem Simila 
more relevant. Similarly with respect to se- in~titut... 
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1335 quence, while at a given point in time the rules the relationships between differentand norms that characterize institutions may be individualsconsidered as given and and/or groups.independent of indi-vidual or group behavior, over time they may 

It isthe purpose of the NiE not only to explainthe determinants of institutions and their evoluwell evolve as a result of the preceding experi-
ence. Over time, therefore, tion over time but also to evaluate their econonmc
we may observedynamic chains going from efficiency and distributional implications. Sinceregularities to rules, 
rules to behavioral institutions generally attempt to satisfy certainetc. In any case, in mostdefinitions there appear to be three more or less 

goals and adopt structures such as incentives, theexplicitly stated division of labor, rules for entry, exit, decisioncharacteristics which may beconsidered basic making and external relations, all such aspects ofto the concept of a social institutions should be considered in explaininginstitution. 
institutions and their effects.The first such charactcristic is the rules and
constraints nature of institutions. Elinor Ostrom
(1986) has defined these rules and constraints as"prescriptions commonly known and used by a 3. THEMES IN THE NIEset of participants to order repetitive, interdependent relationships. Prescriptions referwhich actions are required, prohibited or 

to In mainstream neoclassical economics, four
mitted" (Ostrom, per- main types of constraints have received consider1986, p. 5). It is important interms of institutional analysis able attention: individual preferences, technoloto consider con-figurations gical opportunities, physical and humanof rules rather than single capitalseparately. It is as sets or configurations 
rules endowments and market opportunities. In suchrules are considered that analyses the institutional framiework has almostas basic characteristics of invariably been taken as given, and in many cases
institutions.
The second characteristic of institutions istheir has even been altogether omitted. The consequence of taking the instittional frameworkability to govern the relations among individuals given has as
and groups. Whether they are "voluntarily" been to leave the analysis of instituaccepted through custom tional constraints to noneconomistsor tradition, (typicallyor areenforced and policed through an external author-

political scientists, lawyers, sociologists, andity anthropologists). While the analyses of nonecoand a coercive incentive system, to serve aninstitutional role these rules and constraints have 
nomibts are rich in descriptive detail, and while
to 
 be applicable in social relations, they contain numerous useful insights, they tendThe third characteristic of institutions is their 
to be relatively light in their ability to provide
predictability. The rules and constraints have to 
either reliable generalizations or a sound logical
be understood, at basis for policy choices. Without
least in principle, as being a place to fit
applicable in repeated and future situations. 
such insights into their framework, most economists have unfortunately remained obliviousAgents should expect these rules and constraintsto have some degree of stability; otherwise, they 
to the results of such analyses. The explicit orwould not have an implicit assumptioninstitutional character, of given institutions is, ofcourse, especially unrealistic and limiting in theFor present purposes an institution is defined contextas a set of constraints which governs the behav-

of economic development, a processwhereby institutions generally undergo subioral relations among individuals or groups. For-mal organizations, such as labor unions stantial change.andemployers' organizations are institutions because 
The goal of the NIE is to overcome'thesethey provide sets of rules governing the relation-

important limitations of mainstream neoclassical

ships both among their members and between 

economics. Like most other intellectual develop
members and nonmembers. Likewise, markets. 

ments, the NIE has evolved from earlier ideas. In
be they stczk exchanges, labor markets, credit 
particular, one important forerunner was Marxmarkets, wholesale ian analysis in which institutions were relativelybazaars (suqs), 

markets or traditional exclusively determinedare institutions because they by technology. Instituembody rules and regulations, formal 
tional changes, however, would necessarily ariseor infor- fromral, which govern their operation. Contracts, 

internal contradictions, i.e., a dialecticexplicit or implicit, are also institutions in that 
process which may be anything but smooth andthey lay down comfortable (de Janvry, 1981). Marxistrules which govern specified identifyactivities involving the parties to such contracts, 
these processes with class struggles but fail toSimilarly, cultural rules and codes of conduct are 
provide "micro-foundations" of just how theyinstitutions in so far as work. Significintly, however, this challenge hasthey, too, can constrain recently bee. taken up with collective action 

/ 
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theory by several Marxian scholars, such as 
Elster (1985), Offe (1985) and Roemer (1978). 
Sociobiologists have tended to emphasize that 
differences in biological and environmental 
forces have triggered different kinds of social and 
cultural responses which eventually solidify into 
institutions (Jones, 1981; Norgaard, 1981). An-
other important forerunner to and motivator 
of NIE was the Institutiolialist School, which 
included such eloquent and prolific contributors 
as Thorstein Veblen, John R. Commons, Wesley 
Mitchell and Clarence Ayres. Indeed. the NIE 
resembles the earlier or "old" Institutionalist 
School in several important respects. Both are 
extremely broad in scope and replete with many 
jnteresting and diverse perspectives. More im-
portantly. the two schools share a strong criticism 
of neoclassical economics for (a) its lack of 
attention to institutions and hence to the rel-
evance and importance of nonbudgetary con-
straints, (b) its overemphasis on the rationality of 
decision making, (c) its excessive concentration 
on equilibrium and statics as opposed to dis-
equilibrium and dynamics, and (d) its denial 
that prefererces can change or that behavior is 
repetitive or habitual. 

The NIE departs from the earlier Institutional-
ist School in that its critique of mainstream 
economics is a largely positive one. The NIE 
attempts to modify or broaden the mainstream 
toolkit and then to use this broadened analytical 
framework to explain phenomena that had 
previously seemed impenetrable. As Langlois 
(1986a, p. 5) puts it. "the problem with many of 
the early Institutionalists is that they wanted an 
economics with institutions but without theory; 
the problem with many neoclassicists is that they 
want economic theory without institutions; what 
NIE tries to do is to provide an economics with 
both theory and institittions." 

The NIE is not, however, a homogeneous and 
monolithic body of knowledge. While it is 
essentially microeconomic in perspective, it in-
cludes various approaches, each with its own 
techniques and concepts and advantages and 
disadvantages, for analyzing institutions. While 
there is as yet no consensus on what is included in 
the NIE, we find that two broad and general 
approaches are salient, namely transaction and 
information costs, on the one hand, and the 
theory of collective action, on the other. 

To give the reader a feel for what is involved in 
each of these approaches, in the following para-
graphs the main issues and hypotheses are 
identified. In Section 4 below we point out the 
complementarities between the two approaches 
and in Section 5 their relevance to development 
economics. 

(a) Transaction and information costs mathem. 
intimate 

The first general approach is that of "trans- can be 
action costs" and "'information costs," which transacti 
contains sevcrai different but interrelated selection 
themes.' One such theme is concerned with the identifie, 
role of transaction costs in economic organiza- have bee 
tion. It has been stimulated by the influential pioblem: 
work of Oliver Williamson (1975, 1979, 1985) present [ 
who his combined the concepts of bounded problem: 
rationality and opportunistic behavior. The gen- ure" un) 
eral hypothesis is that institutions at.e trans- overcomi 
action cost-minimizing arrangements which may contract. 
change and evolve with changes in the nature It shou 
and sorces of transaction costs and the mears of inforn 
for minimizing them. 5 istic behi 

A second theme is the property rights informati 
approach which is associated with the law and contract 
economics literature. Based on the pioneering that avai 
work of Alchian (1959, 1961), Coase (1960) and parties rn 
Demsetz (1967), this approach explains how behavior 
technological and other conditions including the exper 
apparent externalities can give rise to the kinds of may enga 
institutional mechanisms for internalizing exter- activities 
nalities known as property rights. The existence These act 
of property rights may reduce conflicts and be match 
facilitate cooperation, in both cases resulting in a Br 
reduction in transaction costs. In this way, along and 
with technology and other traditional constraints, the e..-., 
institutional constraints enter into the decision contractu, 
processes of individuals. In the presence of (1976) ant 
transaction costs, different syst=ms of property the agenc 
rights yield solutions of differing efficiency. What the ownei 
is efficient in the presence of transaction costs can readil 
may be quite different from that which is efficient any situat 
in the traditional ncoclassical economics without and/or inf. 
transaction costs. As such. the property rights of one int 
approach is closely related to that dealing with individual 
transaction costs and their role in determining ate mana 
both the form of organization of firms and the procuremt 
relative importance of the market, on the one be analyzt 
hand, and hierarchical authority, on the other. A The get 
key proposition in the property rights apprcach informatio 
associated with Coase (1960) is that, in the particularl 
absence of transaction costs at least, the assign- choice. 0 
inent of property rights would lead to efficient dealing wit 
contractual outcomes through bargaining and of the inpu 
negotiatioa. However, as has been stressed by agents we: 
Farrell (1987), the proposition is valid only when sources re 
all the relevant information is public knowledge. there were 
When this is not the case, efficient outcomes are could ver', 
no longer guaranteed and the outcome of bar- course to 
gaining may be inefficient. productive 

This leads to a third theme which is concerned tute a Rol 
with incomplete information and asymmetries in ever. since 
information in particular. While this theme has buted in it 
developed quite separately from the first, and the economies 
analysis to which it has given rise is more almost i

ti 
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mathematically oriented. the two themes are 
intimately related. Indeed, information problems 
can be considered as one particular source of 
transaction costs. 6 The problems of "adverse 
selection" and "moral hazard," which were first 
identified in the context of insurance markets,
have been found to be relevant for a large class of 
problems where asymmetries of informatic.,a are 
present between the parties to a contract. These 
problems, moreover, may lead to "market fail-
ure" unless incentive mechanisms capable of 
overcoming them, such as appropriate forms of 
contract, are developed.7 

It should be clear, therefore, that asymmetries 
of information are closely related to opportun-
istic behavior and transaction costs. When the 
information set available to one party to a 
contract involving two parties is not identical to 
that available to the other party, one of the 
parties may be able to engage in opportunistic 
behavior so as to increase that party's benefits at 
the expense of the other's. However, the latter 
may engage in monitoring or information search 
activities in order to minimize his(her) loss. 
These activities, however, are costly and have to 
be matched with their expected benefits. 

Both the economics of transaction costs 
and that of costly informatien have recognized 
the existence of a general "agency problem" in 
contractual arrangements. Jensen and Meckling
(1976) and Williamson (1975, 1985) have applied 
the agency concept to managerial behavior and 
the ownership structure of firms. Moreover, it 
can readily be generalized so as to be applied to 
any situation where contracts are incomplete 
and/or information is asymmetric and the action 
of one individual, the "agent," affects another 
individual, the "principal." Problems in corpor-
ate management, labor markets, government 
procurement, insurance and credit contracts can 
be analyzed using the agency framework, 

The general approach of "transaction and 
information cost economics" has proved to be 
particularly useful for the analysis of contractual 
choice. One such area of application is that 
dealing with contracts between different owners 
of the inputs used in production. If all economic 
agents were equally well endowed in the re-
sources relevant to productive activities, and 
there were no economies of scale, production
could very conceivably take place without re-
course to contracts among the owners of the 
productive inputs. Every individual would consti-
tute a Robinson Crusoe-type economy. How-
ever, since economic resources are not distri
buted in this way and scale and specialization
economies are frequently important, there is 
almost inevitably a need for contractual relation-

ships. Those agents relatively better endowed in 
some resources, such as land and capital, can 
contract to sell some of these resources to those 
agents better endowed in other respects, such as 
labor, human capital and experience, and/or to 
buy from the latter. 

Regardless of the specific nature of the eco
nomic activity in which the different productive
inputs are combined, the forms of contract 
virtually "..'ays turn out to be one or another 
variant or mix of the following: (a) fixed rent 
contracts, (b) wage contracts, and (c) share 
contracts. While this nomenclature is appropriate
only for contracts involving exchanges among the 
owners of inputs into the production process,
there are parallels with regard to contractual 
relationships involving exchange of the outputs
within the production process. For example, 
when the producing firm is forward-integrated
into retail markets, and hires its own marketing 
people, it uses a wage contract. Likewise, when 
the producer sells directly to separate retailers, 
this is the counterpart to a fixed rent contract. 
Finally, if the producer does not sell to the re
tailer but rather the retailer sells on behalf of the 
producer on a consignment basis, this is the 
counterpart to a share contract. Important oppor
tunities to test hypotheses about the determin
ants of such contractual mixes arise because these 
contractual mixes vary over both time and space.

Another area--of application oncernsthe 
identification of the factors affecting the relative 
importance of market and nonmarket activities 
and institutions in the course of economic de
velopment. What factors distinguish what is done 
via "arm's-length" market transactions between 
households and firms, or among different firms,
from what is done within households, on the one 
hand, or within vertically or horizontally inte
grated firms, on the other? Hcw do these factors 
change with modernization and development? 

In this respect, social scientists have over the 
years offered numerous different explanations
for the rise of the market. Particularly rich in' 
insights has been the work of Williamson (1975,
1985) emphasizing the role of efficiency tradeoffs 
between the economies of specialization and
market transactions, on the one hand, and those 
of intrafirm coordination and control or hier
archy, on the other hand. While both market 
transactions and internal hierarchy involve trans
action costs, according to Williamson the choice 
between them depends largely on their relative 
magnitudes. 

(b) Colleci'eaction
 

The second general approach in the NIE. and
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which is therefore distinct from either the trans-
action or information cost approaches, concerns 
collective action and the elimination of "the 
free-rider problem." The key issue in the collec-
tive action literature is to "explain collective 
outcomes in terms of individual motivation" 
(Hardin, 1982, p. 2), or, to put it differently, to 
explain the likelihood of success or failure of a 
given set of self-interested individuals in under-
taking actions that may benefit them collectively, 

The theory of collective action has been 
concerned with public or collective goods not 
only of physical character, such as pollution, 
highways, parks and the like, but also and more 
interestingly of an abstract character, such as a 
higher wage rate, a higher price, a tariff or quota, 
a regulation, a lower tax rate or a policy rule. The 
public or collective goods aspect of collective 
action gives rise to the free-rider problem 
inasmuch as the self-interested individuals may 
find it preferable not to participate in the 
provision of the public good and/or to reveal false 
preferences about its value to them. This 
problem derives from two characteristics 
inherent in public goods, namely that, once the 
goods are provided, individuals can no longer be 
excluded from their benefits and that their value 
to existing beneficiaries is not reduced by 
increasing the number of beneficiaries. The 
incentive to free ride analyzed by Olson (1965), 
Hardin (1968) and others tends to result in 
inefficient collective outcomes in that public 
goods are underprovided. The theory of 
collective action has been concerned not only 
with the explanations for how optimizing 
behavior on the part of individuals can result in 
noncooperation but also with the identification of 
conditions under which cooperation can be 
achieved. An extensive literature - theoretical, 
empirical, and experimental - has evolved, 
showing that cooperative outcomes in which the 
free-rider problem is overcome can be and 
actually are reached. 

One segment of this literature, namely that 
concerning the emergence of behavioral norms 
and rules (Ullman-Margalit, 197i; Schotter, 
1981; Brennan and Buchanan, 1985), has 
remained almost entirely theoretical. In the 
case of the emergence of interest groups and 
organizations, however, the theory ot collective 
action has gone well beyond the realm of pure 
theory. This work has been spearheaded by the 
publication of two remarkable books by Mancur 
Olson (Olson, 1965, 1982), and a synthesis by 
Hardin (1982). In Olson's analysis considerable 
attention in the explanation of success in 
collective action is given to the nature of the 

group, such as its size, its age and its purpose, overuse 
and the extent to which group characteristics are depletio 
shared among group members, such as homo- As a 
gcneity in origin and in goals, and the role of phasize 
selective incentives in the realization of collective a systen
action and the overcoming of free-rider prob- enforcer 
lems. Such incentives may take the form of problem 
positive "joint product" benefits to members who authorit' 
participate in group activities or of penalties recent si 
imposed on those who fail to contribute to the rom (19t 
collective action. and War 

In addition to the group characteristics tutional 
emphasized by Olson and his followers, a social co 
number of other factors have been identified that tive solui 
are likely to enhance the prospects for collective difficultit 
action. The availability of political entrepreneurs of such 
(Hardin, 1982) and psychological attitudes such The re 
as relative dcprivation among group members the state 
(Brenner, ,983) can explain why certain groups the co!le 
become organized even if on the basis of Olson's can be c 
group characteristics they would appear to be role in cc 
weak. Success in collective action may also be interest 
affected by the tolerance on the part of other discussed 
groups, and by the quality of communication and influence 
organizational skills and the knowledge of the quently, I 
technology of collective action amouig group merely n 
members and particularly among the Ieadership. process o 
Also the concepts of "exit" and "voic''" provided to the pc 
by Hirschman (1970) are useful not only in concer
distinguishing between success and failure in use 
collective action but also in identifying the nature votin 
of any collective action taken. Specifically, the cies, aom! 
members of any organization or group who may decisions. 
be dissatisfied with the functioning or perform- include th 
ance of the organization or group have two of incomt 
choices, namely, to remain in the group but to theory of 
express their dissatisfaction through "voice," importanc 
e.g.. by criticizing the group and trying to reform institutior. 
it by taking political action within it, or to "exit," between 
i.e., to leave the organization or group. When between 
the latter is relatively costless, exit is likely to be seeking.9 

chosen over voice, thereby undermining the Since t 
possibilities of collective action. developed 

Another major field of investigation in the countries 
theory and application of collective action con- work of re 
cerns the use of a common pool of resources and generally 
the so-called tragedy of the commons that ments and 
frequently arises in such cases (G. Hardin. 1968). of the e. 
In this type of problem, the public or collective prediction 
goods considered are subject to a significant While rr 
degree of congestion. The principles of collective collective 
action seem to imply that the joint use of character, 
common-pool resources, such as bodies of water, theory has 
poo!s of oil, grazing land, parks or fishing areas, issues whi. 
is likely to be problematic, at least in the absence tional cha 
of a system of individual property rights. This is particular. 
because each user would have the incentive to cussed bel 



1339 NIE AND DEVELOPMENT 

overuse the resource, eventually leading to its 
depletion and destruction. 

As a result, policy prescriptions usually em-
phasize the need for the external imposition of 
a system of private property rights or the strict 
enforcement of rules designed to avoid the 
problems of communal ownership by an external 
authority such as the government. However, 
recent studie-s by Erickson-Blomquist and Ost-
rom (1984), Ostrom (1986), Runge (1981, 1986)
and Wade (1987) have shown that special insti-
tutional arrangements including customs and 
social conventions designed to induce coopera-
tive solutions can overcome the coileCtive action 
difficulties and help achieve efficiency in-the use 
of such resources. 

The relationship between interest groups and 
the state isalso receiving increasing attention in 
the collective action literature. When the state 
can be considered as playing only a mediating
role in collective action, passively responding to 
interest group pressures, the various principles
discussed above can be used to assess the relative 
influence of different groups over policy. Fre-
quently, however, the state and its agents are not 
merely neutral and passive bystanders in the 
process of group interaction. This has given rise 
to the positive theory of rent seeking which is 
concerned with the means that interest groups 
use for getting what they want. i.e., by affecting
voting patterns, legislation and regulatory agen-
cies, administrative budgets, rules and/or judicial
decisions.8 Empirical applications of rent seeking
include the determination of trade protection and 
of income transfers to farmers. The normative 
theory of rent seeking, however, suggests the 
importance not only of the costs of creating new 
institutions but also of the distinctions both 
between profit seeking and rent seeking and 
between competitive and noncompetitive rentseeking. 9 

* 	 Since the theory of rent seeking has been 
developed and applied mostly to developed
countries (DCs) within an institutional frame-
work of representative government but LDCs are 

d generally characterized by autocratic govern,
it ments and bureaucracies, this raises the question
i. of the extent to which the theory and its 
e predictions can be transferred to LDCs. 
it While most of the aforementioned elements of

collective action theory are essentially static in 
character, in the last few years collective action 

r, theory has become more concerned with dynamic 
s, issues which are of major relevance to institu-
'e tinal change in general and development inis particular. These considerations will be dis-
to cussed below, 

4. COMPLEMENTARITIES BETWEEN 
TRANSACTION COSTS AND 

COLLECTIVE ACTION 

While the two main branches of the NIE 
identified here, namely, the analysis of trans
action costs, information costs and contractual 
choices, on the one hand, and the analysis of 
collective action and pressure groups, on the 
other hand, have developed quite separately,
they are by no means independent or unrelated. 
In fact, many issues and approaches in the NIE 
are at the confluence of these two approaches,
thereby constituting interesting subjects for
further study, and justifying their joint treat
ment. 

First, there are important similarities in the 
frameworks themselves and the axioms upon
which they are based. For example, as in the
analysis of transaction costs, collective action is 
analyzed from the point of view of self-interest 
and bounded rationality, inclu.ling opportunism.

Second, both transaction costs and collective 
action may be affected by the same factors. For 
example, caste, ethnicity and family loyalty may
affect the contractual relations among members
of an economic organization by reducing trans
action costs (Ben Porath, 1980; Pollak, 1985;
Nugent, 1985), but also may either facilitate 
collective action by their members by helping to
solve the free-rider problems which plague or 
retard such action by increasing the transaction 
costs of change (Akerlof, 1976; Basu, 1986;
Basu, Jones and Schlicht, 1987). Both trans
action costs and the likelihood of collective 
action may also be affected by changes in 
commodity and factor prices, risk and expecta
tions. 

Third, because the role of government is 
emphasized in both the transaction cost andcollective action components of NIE, they have 
to be interrelated and complementary. On the 
one hand, government decisions affect the 
transaction and information costs of the different 
economic agents and thereby their choices of 
organizational form and'type of contract. On the 
other hand, the different agents or groups have 
the incentive to organize themselves in such a 
way as to influence these government decisions in 
the protection of their interests. 

Fourth, since governments as a whole or the 
branches thereof (legislatures, ministries or pub
lic enterprises) are also organizations plagued
with internal sources of inefficiency arising from 
transaction and information costs, these objects
of collective action are at the same time subject 
to transaction and information costs.io 

http:costs.io
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Fifth, even when voluntary, actual contractual 

choices are typically made within contexts in 

which various other institutions or "macro rules" 

are given. Among the given institutions are the 

of property rights and "transactionsystems 
rights,"" the family (and the complex set of 

reciprocal responsibilities that family participa-
tion entails), other social norms and conventions, 
community bonds, ethnicities, local and national 
laws and regulations, and the judicial and penal 
systems. The existence of norms and conventions 
facilitates coordination and cooperation and 

protects expectations. In some cases, certain 
rules can significantlychanges in these macro 
and thereby stimulatereduce transaction costs 

economic development, but not essentially tin-

ambiguously. 
When any individual or group finds that, at 

least from his (its) own perspective, the existing 
contractual alternatives, macro rules, or other 

institutions are inefficient, inequitable or both, 
,hat individual or group is a potential candidate 
for engaging in collective action to change the 

contracts, macro rules or both in such away as to. 
outcome for himself (itself).improve the 

Since in this sense collective action can be ,aid 

to begin where contractual choices based on the 

principles of transaction costs leave off, the two 

perspectives are obviously complementary. Both 

have a lot to do with explaining institutions and 

changes therein. Moreover, one approach may 
provide a solution to the problem of the other 

For example, if existing contracts are inefficient, 
collective action to initiate a change may be the 

solution. Likewise, one means o attaining collec-
tive action, and hence of solving the free-rider 
problem inherent in it, may be a contract-,l one 

free riding.designed to overcome 
One hypothesis that may be advanced in the 

light of this dynamic interaction is that the trans-
action cost analysis of existing contractvial 
arrangements is relevant when suci costs are niot 

so prohibitive as to prevent their foimv:ion. But 

when the costs of transacting are very high, 

strategic behavior becomes rampant and collec-
tive action becomes necessary in order to find a 

solution. Similarly, the two approaches may be 

used simultaneously in order to explain some 

dynamic institutional interactions. For instance, 
the formation, functioning and evolution of some 
organizations may be fruitfully analyzed in terms 
of both transaction costs and collective action. 
Hence, the relative position, power and composi-
tion of subgroup.i in an organization may be 

explained in terms of collective action theory, but 
then the determin 3tion of the structure of author-
ity within it may te fruitfully analyzed in terms of 

struc-transaction costs Inversely, the internal 

wr" and the costs of organization ma affect the 

relative posttion of the subgroups.t 
(1966)The X-efficiency theory of Leibenstein 

of potential corn-provides another example 
plementarity between transaction costs and 

collective action principles. Leibenstein hypoth-
esizes that firms and other nonmarket organiza-
tons fail to use the resources available to them as 

fu!ly as they could and identifiesefficiently or as 
some of the factors responsible for this. De 

shows how the basic postulates andAlessi (1983) 

axioms of the X-efficiency theory are rooted in 


hetransaction cost considerations. In particular, 
postulates of selective rationality, the existence 

of inert areas, and incomplete contracts, which 
imply that effort is a discretionary variable, can 

be interpreted as following from rational choice 
in the presence of transaction costs. Moreover, 

shows how a major facet ofLeibenstein (1986) 
X-efficiency theory, the less-than-maxiinum 


can be under-
effort by the individual agents, 

stood to arise because of free-rider and collective 


action problems. 

In general, therefore, it would seem highly 

desirable that the two approaches be brought 
together so as to allow the analyst the opportun-
ity to take advantage of their complementarities. 

5. THE NIE AND DEVELOPMENT 

With the exceptions noted above (and in more 

detail in Nabli and Nugent, forthcoming, most of 

which are confined to agriculture), the dearth of 

systematic attempts to apply the potentially 
useful NIE approach to development has already 
been noted. In the remainder of the paper we 

major areasdeem it important to identify some 
in the context ofof potential use of the NIE 


development. 

It has long been recognized that traditional 

neoclassical economics, by taking institutions as 

given or failing to recognize their relevance for 

the analysis of economic problems, has been 

unable to provide satisfactory explanations for a 
wide range of conditicns commonly found in 

For example, neither general referencesLDCs. 
norto market imperfections and distortions 

detailed analyses of their welfare consequences 
help explain either the pervasiveness of these 
imperfections and distortions or the considerable 
difficulties in removing them. 

Marxists and neo-Marxists, of course, have 
been quick to fault neoclassical economics for 

these failures and have asserted their own expla-
nations based on class relations which in turn 

depend on the relations of production. Frequent-
ly also, they criticize these existing institutions 
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for their coercive character and their impedingeffects on development and distribution. 
and efficizntly functioning mar::ets of these sortsSomecommon examples that have 
exist has a considerable effect on the reliability ofthe development 

been prominent in information, the natur: and extent of opportunisliterature are sharecroppingand the interlinking of credit and labor (credit of 
tic behavior and the means of monitoring suchthe labor-tying variety). 3 bvhavior. In other words, the transaction costs ofMarxists have typically asserted these to 
various market institutions have to be examinedbe critically, since in LDCs their nature and magni

feudal, semifeudal or precapitalist in origin, andexploitative and re.ressive in effect. As Bardhan 
tudes might well be very different from those in(1980, 1988, forthcoming) asserts, however, such 
DCs, where the existence of such marketsgenerallyauthors have unfortunately overlooked 

can be taken for granted. Moreover,possible microeconomic various
explanations for these 

the pervasive role of government in LDCs, itselfrelationships. an institutional feature demanding an explana-Stiglitz (1985, 1986), Bardhan ( 19 84a, 
tion, should also be taken into account. By being1988,forthcoming) party to contracts and being able to set rules andand many other authorsshown how the have constraints,economics LDC governmentsof information and can change thetransaction costs can be useful in understanding 
nature and role of transaction costs and intormathese same tion costs,institutions. Much of this work has 

either reducing their importance ormagnifying them and thereby creating additionalbeen strictly theoretical in nature. The relativelyrare sources,'.,pirical studies reviewed of opportunistic behavior.in Nabli andNuge While again'Marxiss(forthcoming, and neo.-MarxistsCh. 2) have involved havecross-sectional been quickcomparisons among different in-
to blame precapitalist, neocolonial

dividuals or groups at a single point in time rather 
or capitaList-controlled LDC governments foradopting policies inimical to social progress and

than over time. As a result, they have generallybeen unable equity in distribution, they have generallyto separate the influence of trans- beenaction or information cost differences from those 
unable to explain how this comes about. As shallof cultural and be pointed out below,other differences. Moreover, the theory of collectivevirtually no applications have been attempted in 
action is capable of explaining why the poor arefrequentlyLDCs outside of agriculture, unable to organize themselves and


Yet the potential applicability hence likely to remain weak and poor. But,
of transaction asand information cost economics to issues outside 
Bardhan (1988) points out, this useful connectionof agriculture would seem great indeed. 
between the 

Indeed, 
Marxian analysis of developmentsuch analysis seems policy and collective action has yet to be made.very capable of explainingthe greater importance of activities within house-

Whether for this or other reasons, the numerousholds, ethnic groups, specific hypothes-:s inheritedfamily enterprises and from the existing literature on collective action, which havefinancially and vert -ally inzerrelated groups andthe greater degree been formulated and evenof household extension in on in many cases testedLDCs than in DCs. the basis of experience in DCs, have not yetLikewise, and again as
demonstrated in Nabli and Nugent (forthcoming, 
been seriously investigated or empirically tested
in LDCs.14Chs. 2, 4-7), transaction Since the environmental conditions,cost considerations includingmight well contribute greatly to explaining the 

the channels of communication, thechoice of form of government, the focus of poicy making,contracts among workers and em-ployers, owners and and the extent andmanagers in nature of government reguother sectors lation of economic activity insuch as mining, fishing, manufactunng, transpor. LDCs are quitetation and tax different than incollection. Such principles would 
DCs, the determinants ofalso seem interest grouprelevant in formation 

like 
guiding reforms in LDCs different interest groups to 

and the ability ofChina desirous of undertaking overcome free-riderseriousreforms. and other problems could be quite different. ToAs explained above, one 
what extent will analytical modificationsof the purposes of bethis study is to evaluate the extent to whirr the 
required in order to treat such issues in the LDC
various approaches utilized 
context? If modifications are necessary, how can
the are applicable torather differing conditions of an they be characterized?LDC. Theabsence or underdevelopment The principles of collective action seem applicof various mar-ket,, such as those for finance, insurance 
able to a large number of problems, including theand formation of labor unions (Olson, 1982), squatter 

future transactions of commodities, skilled work-
ers and managers, is itself communities (Hirschman,
a 1984; Jimenez, 1985),subject of interest developmentthat may be analyzed in institutional terms. Quite 
projects (Hirschman, 1967), ennaturally, vironmental groups (Hardin, 192), and agriculthe degree to which well-developed tural policies (Bates, 1981), the proliferation of 
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public enterprises, the survival of institutions 
which have outlived their usefulness, the urban 
bias of policies in LDCs, the rural bias of policies 
in DCs, and the delayed introduction of modem 
secular education (Nabli and Nugent, forth-
coming). 

Institutional changc i s can be considered to be 
at the heart of the long-run process of economic 
development, providing the missing link between 
development and growth. Although it is com-
monly stated that economic development can be 
defined as economic growth accompanied by 
structural change, it has proved difficult both to 
operationalizc structural change and to identify 
its determinants and effects on development. 
Since institutions can be considered as part of this 
economic structure, an analysis of their determi-
nants and effects may well constitute an impor-
tant component of the relation between growth 
and development. Indeed, it might be appropri-
ate to define economic development as economic 
srowth accompanied by "efficient" institutional 
change. Numerous interrelationships between 
institutions and economic growth can be identi-
fled. On the one hand, economic growth ca.4 and 
frequently does trigger changes in institutions 
and, on the othcr hand, institutions can pro-
foundly influence the level and rate of economic 
growth. 

WI*h respect to the effect of institutions on 
economic growth, the preceding discussion of the 
NIE shows that, by affecting transaction costs 
and coordination possibilities, institutions can 
have the effect of either facilitating or retarding 
economic growth. The choice of appropriate 
polit'ical institutions, rules and policies enhances 
economic growth. Moreover, by affecting re-
source mobility and the incenties for innovation 
and accumulation, institutions may induce or 
hinder economic efficiency in the allocation of 
resources and growth. Institutions affect growth 
also through their effects on expectations, social 
norms and preferences. Expectations are, of 
course, subjective, calling attention to the im-
portance of perceptionf. and the way in which 
they are formed rather than only to the objective 
factors thjat are included in trad'tional economic 
analysis. Social norms cdn also play an important 
role in affecting the extent to which growth-
enh "-ing activities can take place. For example, 
religious norms may either encourage or inhibit 
money lending and entrepreneurial activities, 
This calls attention to the role of preferences 
in institutional change and development. En-
hancing some preferences or changing them may 
have an effect similar to that of setting norms or 
rules in helping to resolve free-rider problems 
and reducing transaction costs. 

On the other hand, with respect to the effects institu 
of economic growth on institutions and, as noted nant" 
above, running through all the principal themes The 
of the NIE is the notion that economic growth may 
may have profound impacts on institutions. institu, 
Lconomic growth may well induce changes in in, the 
contractual choices, the relative importance and tire, 
character of markets, the extent of private eavirol 
property rights, the relative importance of dif- to be ; 
ferent constraints, the relative position and exanip, 
power of interest groups and organizations, the suggest 
relative importance of what is done within institut 
houscholds and within firms (as opposed to the feasiblt 
relations ,etween them), technological choices exertec 
(and hencet, the need for specific kinds of institu- major 
tions), the costs and benefits of internal monitor- choices 
ing, and the degree of internationalization of the solutior 
economy (and hence the degree to which any may be 
paricular country's national authorities have the society' 
ability to enforce the relevant contracts and reason 
laws). Economic growth can render some ex- instituti 
isting institutions, such as norms, rules and if it wet 
policies, redundant and require others to come analysis 
into existence. cient, tl 

Improved economic opportunities, in turn, Anotl 
may increase the mobility of workers, capitalists instituti( 
and merchants both geographically and sector- existe,
ally. Greatcr mobility, however, may tend to its 
undermine both the efficiency of the family, clan tiol 
and community as sources of information with on ac, . 
respect to trustworthiness, reliability, willingness its effici 
to work and so on, and the effectivencss of such alternati 
groups in exerting the kinds of positive and Even 
negative incentives that encourage the adherence ateness 
to social norms. As confidence in the adherence realize it 
to these norms and/or the reliability of expecta- cient mo 
tions concerning anticipated behavior declines, (1976) ai 
this may require the development of new institu- the conti. 
tions for dealing with these issues such as new excessive 
laws and regulations and a system of national sumption 
justice, including the means of policing the laws pies. Insi 
and of imposing penalties on those transgressing retained 
the laws, and also new forms of insurance such as penalized 
social security. adhering 

The dynamic interaction between institutions inertia c, 
and economic growth poses the problem of society bt 
institutional change and its relation to economic ing that s 
development, and in particular calls attention to only somt 
the "efficiency of institutions." by it. Eve 

Some practitioners of the NIE have assumed are know 
that competition - actual or potential - among potentiall: 
alternative institutions would assure the emerg- could corn 
ence of efficient institutions at any point in time. this does 
As Matthews (1986) has pointed out, in such a Anothe 
case institutions are in continual and quick difficulty 
adaptation, and institutional change is a neces- on the bes 
sary concomitant of economic growth. If so. accomplisl 
however, it would not be meaningful to consider mentation 

ti 
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institutional change as an independent "determi. further impeded when suchnant" of economic growth. a mechanismficts with con.social convention. Naturally also,
may 

The opposing view considers that -nstitutions uncertainties about the magnitude of the poten.not always evolve "efficiently"; indeed tialinstitutional rigiditie-, inertia and so on may set 
benefits and costs and their distribution 

in, thereby preventing, even 
(which would be exDected to be more substantialfor long periods oftime, institutional adaptations the 
in LDCs) may further compound the problemsto variousenvironmental changes and causing institutions 
by increasing the information and transaction 

to be inefficient. Citing costs of institutional change. Quite conceivably,a number of historicalexamples, Basu, Jones and Schlicht (1987) 
frustrated groups may eventually be induced to

suggested that it 
have resort to physical force either in promotingis quite possible that some institutionalinstitutional alternatives are eliminated from the 

change or in impeding it, quite
feasible set by historical precedent, the 

possibly inducing violent counteraction by opposforces ing group(s). All such actions would of courseexerted by existing institutions being one of themajor forces impacting the 
have the effect of further adding to the socialon institutionalchoices of subsequent periods. Since 
costs of institutional change and lowering theefficient likelihood thatsolutions may not be known, or even if known, 

existiag institutions would be
efficient.may be ruled out by the idiosyncrasies of a given Explanations of the status quo and the failuresociety's historical "endowmtat," there is no of societiesreason to believe that such an assumption to adapt to changing circumstaesofinstitutional efficitncy isgenerally justified. Even 
has been given prominence in the "critical mass"

if it were, its imposition would tend to make the 
models which feature interdependencies among

analysis tautological, i.e., "what 
the preferences of different individuals (Granoexists is effi-cient, therefore it exists." 
vetter, 1978). Collective action in such analyses

Another reason requires that a critical minimumfor doubting that an e::isting or threshold
institution is necessarily efficient that 

number of individuals engage ;;)it. Once theis itsexistence may be so much taken for granted that 
process isstarted, it feeds on itself through aits efficiency and appropriateness bandwagon effect. The analysis can be generalgo unques-tioned and unchallenged. People may simply go' 
iznd to introduce the phenomenon of preferencefalsification (Kuran, 1987) which may furtheron accepting the status quo without investigatingits efficiency relative to amplify the process.that of the potentialalternatives. 6 The propensity to adapt its institutions to fitchaiging circumstances quite naturally may varyEven if people should question the appropri-ateness from one society toof an institution, and indeed another. Why and how?should What therealize its inefficiency, they may not have suffi-

are factors that affect it? To what 
cient motivation to do anything about it. Akerlof 

extent will economic growth be retarded by the
(1976) and Basu, Jones and Schlicht (1987) cite 

inability to irnovate institutionally? These arethe continued practice of the caste system and the 
problems of the utmost importance in economicdevelopment and which are yet to be satisfac.excessive modesty and the abstinence fromsumption displayed by Indian widows 

con- torily answered.
 
pies. Institutions which benefit 

as exam- Of course, no all institutional changes are
retained it each member of' society 
no one 

fears
may be beneficial. Since, in the waybeing we have defined

penalized (by ostracism 
them above, institutional changes involve substior other-wise) for not tuting new constraints for old ones, the new onesadhering to the institutional rules. If institutionalinertia can persist may introduce distortions leading toeven when no member of static anddynamic efficiency losses.society benefits from it, it should not be surpris- Additional social

ing that such inertia could frequently exist when 
losses may be involved in the transition from oneset of institutions to another, including the costsonly some members of society are disadvantagedby it. Even if the benefits of institutional change 
-f designing and implementing the new institutions. Moreover,are known to be sufficiently large that, at least 

since a basic and valuable
potentially, those characteristic of institutions is predictability andwho would benefit from itcould compensate those who would be hurt by it, 

the preservation of expectations, if such transi
this does tions are either too rapidnot mean that they will d.o so. or too frequent, theycan undermine predictability and thereby imposeAnother obstacle to institutioral change is thedifficulty of identifying and obtaining agreement social losses. 
on Since NIE explanations of existing institutionalthe best among the various possible means of arrangements and their functions may well yieldaccomplishing such compensation. The imple- rathermentation of a compensation mechanism can 

different policy implications than thosebe derived from traditional approaches, the applica
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tion of the NIE to development policy could lead 
to significant new policy initiatives in LDCs. 
Stiglitz (1985) has illustrated this possibility with 
respect to policies for dealing with urban unem-
ployment such as wage subsidies, unemployment 
compensation or shadow wage evaluation, and 
the design and extent of land reforms in rural 

areas of LDCs. These suggestions, howcver, 
have been made rather casually for illustrative 
purposes, not as serious propositions. Even 
taken altogether, the use that has been made of 
the NIE barely scratches the surface of its 
potential for development policy. 

NOTES 

1. For recent expositions of many of the elements of 
the NIE, the reader is referred to specialized journals 
like the Journal of Economic Behavior and Organiz. 
aion, the Journal of Institutional and Theoetrical Eco-
nomics, Public Choice, the Journal of Law, Economics 
and Organization, the Journal of Law and Economics, 
the Journal of Economic Issues and to several recent 
books: Mueller (1983), Eliasson (1986), and Langlois 
(1986a). 

2. This is not meant to imply that there are as yet no 
attempts to explain institutions in LDCs. Inde"d, the 
present conference, others at Indiana and Tilburg 
Universities and several widely scz:,-,.d published 
contributions represent important attempts to over-
come this lacura. Most of these, however, deal with 
one particular element of NIE and are confined to a 
very few subjects such as sharecropping, caste, the 
choice of policy regimes, interlinking of markets and 
overgrazing. Several of the more scattered studies on 
rural institutions in India have been brought together 
by Bardhan (1984a, 1984b, forthcunling). 

3. Note the absence of such a treatment in the most 
important textbooks in development. As i result, Basu 
(1984) and Hill (1986) criticize the theuty of develop-
ment in large part precisely for its failure to incorporate 

an institutional framework. 

4. For instance, Matthews (1986) considers that the 
economics of institutions includes the following trans-
action cost-related themes: property rights, conven-
tions, types of contract, and authority. See also North 
(1981, 1986a). 

5. For some limitations on this hypothesis as well as 
a more complete discussion see Akerlof (1970, 1976), 
Basu (1984), Field (1981) and Dow (1987). 

6. Stiglitz (1985) argues that information costs are a 
speaal case or form of transaction costs. 

For some rece i applications of relevance to 
argnculture and LDCs, see Akerlof (1970), and Green-
wald and Glasspiegel (1983). 

8. Among the important contributions by econom-
ists to ihese issues are those of Stigler (1971), Olson 
(1965, 1982), McCormick and Tollison (1981), Peltz-
mann (1976), Becker (1983) and Kalt and Zupan 
(1984). 

9. Sec especially Krueger (1974), Buchanan, Tolli-
son and Tullock (1980), Bhagwati (1982), Bhagwati 
and Srinivasan (1982), Tollison (1982), Colander 
(1984) and Appelbaum and Katz (1987). 

10. Wolf (1986) calls attention to the parallel between 
"market failure" and "government failure." Crain, 
Leavens and Tollison (1986), on the other hand, call 
attention to the relevance and importance of trans-
action and information costs in the organization of 
government and the riles which it adopts in arriving at 
decisions. 

11. See Blau (1964), Posner (1980), Witt (1987). 

12. Indeed, such an analysis is applied to Tunisian 
labor unions in Nabli and Nugent (forthcoming, 
Ch. 11). 

13. See, e.g., Bhaduri (1973, 1983). 

14. Srinivasan (1985) has pointed out the relevance of 
these contributions to the study of economic develop-
ment and in particular to trade policies. 

15. Ruttan and Hayami (1984) present some elements 
of :, t,.eory of !he determinants of institutional change 
and iniiovati,. as applied to agriculture. 

16. See, e.g., the papers of Kuran, Bsaies and 
Azabou and Nugent in Nabli and Nugent (forthcoming, 
Chs. 6, 8 and 9). 
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Global Institutions for an Interdependent World 
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Sumnmry. - After a brief discussion of some necessary conditions for an international order 
concerned with development, a di~tinction is drawn, following Boulding, between the exchange 
system, the threat system and Lic integrative system. It pays one country to put up protectionist 
barriers, whether others do so or not; it pays one country to build up arms, whether others do so 
or not; it pays one country to pdUute the global air and oceans, whether others do so or not. 
These typical prisoner's dilemma situations call for global reforms. There is a lag between 
technological advance that has unified the globe and the institution of the nation state. 
Suggestions are made as to how to overcome this lag, when the world no longer has adominant 
power that provides the global public goods and avoids the global public bads. 

1. INTRODUCTION AND SUMMARY 

It has been said that the nation has become too 
small for the big things, and too big for the small 
things In the course of growing national integra-
tion. the state has assumed more aaid more 
functions and responsibilities. To the nightwatch-
man's duty of maintaining law and order and 
enforcing contracts have been added such re-
N%.nslbilities as maintaining price stability, high 
lesels of employment and high growth rates, 
population policy, regional policy, industrial 
plic,. agncultural policy, responsibility for re-
distributing incomes and alleviating poverty 
through social services, protection of the en-
%ironment. physical and human resource and 
energ% policy, and others. As a result, some of 
these functions have not been carried out satis-
factonl., while others have been neglected. The 
need for a greater degree of decentralization, 
delegation downwards, including delegation to 
market forces, and participation, is not the 
,ubject of this essay. It is part of the basic needs 
approach to development. But the need to 
delegate some functions upwards, to renounce 
,dme degree of national sovereignty in order to 
pursue national policies more effectively, is at the
heart of this essay. 

A major theme of this paper is that we are 
'uffenng from a lag of instiutional adjustment 
'ehind technological advance. Technologically,

the orld has shrunk, but our social atid political 
arrangements have riot caught up with this 
advance The result has been-threats of mutual 
imposenshm.-nt and even mutual destruction. 

In inal.zing the direction of needed reforms, a 

distinction is drawn, following Boulding, be
tween three systems: the exchange system, the 
threat system and the integrative or love system. 
The bulk of the economic development literature 
is concerned with the exchange system, in which 
transactions between North and South yield 
mutual benefits. Discussion of the threat system 
is largely confined to experts on military matters, 
but should also cover economic threats such as 
competitive protectionism, competitive devalua
tion, or investment wars. The integrative system, 
which calls for sacrifices by the North in the spirit 
of human solidarity, is not fashionable, but it is 
argued that without it little progress can be 
made. It embraces not only more and better 
development aid, but also changes in the rules, 
procedures and institutions that are now biased 
in favor of the North (such as cascading tariffs 
that discriminate against processing in develop
ing countries, or discriminatory rules about 
immigration to the industrialized countries), and 
more "voice" in the councils of nations for the 
developing countries. 

2. CAUSES OF THE DISORDER 

In order to understand the present inter
national economic disorder, it is useful to 
remember some of the functions that any inter
national order for economic development must 
fulfill. There must be, first, a source for the 
generation of balance-of-p.yments surpluses. 
Second, there must be institutions that fulfill 
three financial functions: (1) institutions that 
convert these surpluses into long-term develop
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ment loans on commercial terms; (2) lenders of 
last resort to provide liquidity should confidence 
collapse; and (3) suppliers and withdrawers of 
international liquidity, according to the require-
ments of international trade and capital flows, 
There must be, third, the industrial and corn-
mercial capacity to produce, sell and deliver 
the capital goods needed for development. And 
there must be, fourth, military power to back the 
economic power, to see that contracts are en-
forced. property rights observed, and peace kept. 

These four functions had been combined until 
about 1970 by a single dominant power, with the 
rest of the world dependent on the coordination 
by the center. Until 1914, this power was Great 
Britain, which established an international order 
and developed the areas of recent settlement in 
Canada. the United States, Australia, New 
Zealand. South Africa, and Latin America undei 
the Pax Britannica. Current account surpluses 
were generated by Britain. the financial institu-
tions grew in the City of London, gold or sterling 
provided the reserve currency for international 
monetary transactions, the industrial capacity of 
the north of England provided the iron, steel and 
capital goods, and the British navy kept world 
order. 


There was not much of an order between the 
two world wars, but for a quarter of a century 
after the end of World War II. the Par Ameri-
cana established an international order centered 
on the mighty dollar. Current account surpluses 
originated from the United States, and for a time 
people worried about a chronic dollar shortage. 
New York became a rival center to London for 
financial transactions; the dollar replaced sterling 
as the world's reserve currency. Industrial capa-
city grew strong in the United States, and the 
American army enforced the American peace. 
But since 1970 these functions have been frag-
mented, split up between different centers, 
without coordination. For a period, the surpluses 
were generated by a few desert sheikhdoms in 
the Gulf. joined by West Germany and. most 
conspicuously and recently, by Japan. As the 
capital surpluses of the OPEC countries 
dwindled away and turned into deficits with the 
drop in the pricc of oil. West Germany and Japan 
continued to run surpluses. And $100 billion of 
surpluses were unaccounted for, presumably 
largely unrecorded capital flight from some of the 
developing, debtor countries. 

The concentration in the financial centers of 
London and New York was diluted by the 
mushrooming of banks in Singapore. Hong 
Kong. Japan, Germany, and their affiliates in the 
Cayman Islands, the Bahamas and other tax 
havens. Internat.onal liquid reserves were either 

too plentiful or too scarce and ill distributed, in 	 of 
spite of the creation of special drawing rights fighting 
(SDRs). Industrial capacity increasingly shifted and th, 

to West Germany and Japan, and to the newly probler. 
industrializing countries. One of the most strik-	 time, t
 
ing structural changes in the world economy has policy 
been the growth of manufacturing production internal 
and trade in an increasing number of developing from fi 
countries. The military pyg.nies are the economic manage 
giants, whereas the military superpowers are celeratc 
economically weakened by their military expen- minant5 
diture. The four functions are dispersed among the pri 
different groups of countries. The coordination somew" 
arising from dominance by one country has been rates. I. 
replaced by more or less successful forms of concern 
cooperation between countries with different Inter( 
degrees of power. to have 

This breakup of uncoordinated functions pro- be an in 
vides us with the opportunity for a constructive and, wit 
institutional response. It allows for the replace- accepte( 
ment of the past international orders based on fication: 
dominance and dependence, and on the needs of First. 
a superpower, by a pluralistic order of inter- to nati( 
dependence. International liquidity would be postwar 
created according to global requirements of trade return t 
and capital flows, not according to the need to tries. tra 
run deficits in the balance of payments of a caught 
capital-rich, reserve currency country. Financial damage 
institutions and multinational corporations would Depress 
compete with one another on equal terms, and nearly 1 
everyone would be free to buy in the cheapest the I'' 
and sell-in the dearest markets. Many would say ho% 
that such an order, even if it were desirable seci 
(which some doubt) would not be feasible. of nontr 
Richard Cooper has pointed out, that it took more th: 
50 years for international cooperation in such an of priva 
obvious area as health to be achieved, since 19 

On the other hand, Robert Keohane has The st 
shown that it is easier to maintain international or (in so 
regimes than to bring them into being. Their participa 
continued momentum, after the power that has though 
set them up has declined, depends on their poor ma 
economizing in transaction costs, on inertia, sunk sub-Sahz 
costs and absenct if alternatives. This explains to stantiall. 
some extent the continued existence of the rules The I 
and procedures set up after the war even after volume ( 
American power has ebbed away. accepted 

depende
 
be done 

3. 	INTERDEPENDENCE producer 
slightly , 

The period of postwar US dominance was one could rea 
of comparative calm, economic expansion and without 
commitment to development on the part of the consume 
rich countries. The retreat from Third World qualified 
commitments started in the 1970s. The two oil based o: 
shocks, the election of Mrs. Thatcher in Britain yielded g 
and Mr. Reagan in the United States. the turning eliminati, 
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of attention to East-West issues abroad and to 
fighting inflation and unemployment at home, 
and the dominance of the international debt 
problem all contributed to this. At the same 
time, the old doctrinal wisdom on economic 
policy was overturned, partly as a result of 
internal theoretical strains. The emphasis shifted 
from fiscal to monetary policy, from demand 
management to supply management, from ac-
celerator to interest rates as investment deter-
minants, from public interventions to reliance on 
the private sector and market forces, and, 
somewhat earlier, from fixed to flexible exchange 
rates. In the same vein, there was a turn from 
concern for development to domestic issues. 

Interdependence is often said to be large and 
to have increased. International trade is taken to 
be an indicator of interdependence, and its high,
and, with some interruptions, growing values are 
accepted as evidence. Yet three important quali-
fications are necessary. 

First, if we take the ratio of international trade 
to national income, the rapid growth in the 
postwar decades until 1976 can be taken to be a 
return to pre-1914 values. For the major coun-
tries, trade as aproportion of GNP has just about 
caught up with what it had been before the 
damage done by two world wars and the Great 
Depression. The ratio of exports to GNP was 
nearly 14% in 1960 and over 22% at the end of 
the 1970s. but it was about that before 1914.3 If, 
however, we allow for the fact that the public 
sector has greatly increased, and that the prices 
of nontradable services in this sector have risen 
more than the average price level, trade as a ratio 
of private tradable goods has indeed increased 
since 1914 and continues to grow. 

The second qualification is that few countries, 
or (in some cases) groups within countries, have 
participated in the benefits from growing trade, 
though their number has increased. The large, 
poor masses of the Indian subcontinent and of 
sub-Saharan Africa have not participated sub-
stantially in the growth of international trade. 

The third qualification is that neither the 
volume of trade nor its rate of growth should be 
accepted as an indicator of economic inter-
dependence, but rather the damage that would 
be done by its elimination, i.e., consumers' and 
producers' surpluses. Much trade is conducted in 
slightly differentiated consumer goods, which 
could readily be replaced by domestic production 
without great loss to consumers, judged by 
consumers' surpluses. This would have to be 
qualified only if the product differentiation were 
based on substantial economies of scale or 
yielded great benefits to consumers, so that the 
elimination of these lines and their replacement 

by domestic production would be very costly or 
would reduce consumers' satisfaction greatly. 

There may even be an excess of international 
trade beyond the optimum indicated by trade 
theory because of cross-hauling at prices that are 
below total unit cost for foreign sales of, say, 
motor cars. On the other hand, small and slowly 
or not-at-all growing items of trade could be of 
very great importance and lead to substantial 
losses if they were eliminated. The United States, 
for instance, depends strongly on imports of 
manganese, tin and chromium. 

Trade is, of course, only one, and not the most 
important, among many manifestations of ,Zco
nomic interdependence. Others comprise the 
flow of factors of production, capital, enterprise 
and labor across frontiers; there is the exchange 
of assets, of legal rights, of information and 
knowledge. In addition to economic inter
dependence, there are educational and cultural. 
as well as military, strategic, and political im
pulses that are rapidly propagated throughout 
the world. 

Sir Arthur Lewis, when he invited us to 
imagine that all the developed countries were to 
sink under the sea 4 suggest..d :hat, after a period 
of adjustment, the length of which would remain 
to be specified, it would not make much dif
ference to the developing world. The same might 
be said about the developed countries, if the 
developing countries were to sink under the sea. 
Yet, with these qualifications, there is no doubt 
that interdcpendence has increased. 

4, TECHNOLOGY AND INSTITUTIONS 

There is a demonstrated gap between the rapid 
advances in technical kno ;edgt:, lesulir.g in 
revolutions in transport, information and com
munications which have shrunk distances, on the 
one hand, and the political institution of the 
nation state, with its claim to sovereign authority 
and attempts to regulate the lives of its citizens 
and respond to their clamor for protection and 
insurance against the impact of interdependence 
on the other. It has been vividly symbolized by 
the shooting down of the Korean commercial 
airliner over Soviet territory, or by the Iranian 
revolution, or by the large sums of money 
moving across the world in response to ins.ant 
information, and determining exchange and in
terest rates. As Stanley Hoffmann has said, the 
nation state has remained more obstinate than 
obsolete.5 The tensions and contradictions 
created by this gap are at the root of the negative
sum games, the mutual infliction of damage in 
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an interdependent, though far from integrated, 
in some respects disintegrating, world. 

The main conclusion I draw from what I have 
said so far is that we are suffering from a lag of 
institutional adaptation to the technological and 
political reality of the end of the 20th century. 
One institution, the nation state, is still rooted in 
a soil over 300 years old, going back to the Peace 
of Westphalia, while modern science and tech-
nology have moved ahead rapidly. The dispersal 
and fragmentation of the four development 
functions have meant that opportunities have 
been missed, and damage has been inflicted by 
the uncoordinated actions of these nation states, 

I do not want to be misunderstood. When I 
speak of institutional innovation, I do not mean 
additional international bureaucracies. New 
bodies, organizations and forums have mush-
roomed. But international bureaucrats have 
often been an obstacle rather than a help to 
progress and reform, and have increased the 
resistance to change. Sir Herman Bondi has said 
that the stupidity of an organization is propor-
tional to the cube of the number of its members. 
One can imagine the size of global institutions, 
What ' have in mind by institutional innovation 
is rules, procedures and organizations that have 
precise technical functions (such as the successful 
Universal Postal Union), are immune from 
politicization, and are publicly accountable. I 
agree with viewing institutions "not simply as 
formal organizations with headquarters buildings 
and organized staffs, but more broadly as 'rec-
ognized patterns of practice around which ex-
pectations converge"' (Young, 1980, p. 337). 6 

It is worth noting that these institutional re-
sponses have occurred in the private sector. The 
multinational corporations, the Eurocurrency 
market and the transnational banks are responses 
to the revolution in information. communica-
tions. travel and transport. The equivaient in the 
public sector can be achieved, as is shown by 
some successful international bodies, such as the 
International Communication Union, the Inter-
national Civil Aviation Organization, the World 
Meteorological Association, and a few others, 
We should aim at functional solutions at the 
global level. 

Many of the problems in the international 
relations of interdependence arise from a 
combination of the free-rider problem, Olson's 
problem, 7 and the prisoner's dilemma. Indeed, 
the free-rider or contributor's dilemma is a 
special case of the prisoner's dilemma. The free-
rider problem exists because some of the solu-
tions of international difficulties consist in the 
provision of public goods.8 A public good is one 
from whose supply all those who value the good 

benefit, irrespective of whether they have con- ratiom 
tributed to its costs. The concept can readily be countr 
extended to cover common goals or common to put 
interests, the achievement of which benefits all, do so ( 
irrespective of whether they have contributed to its arm 
the costs of achieving these goals or interests, one cc 
The enjoyment of the good or service by one oceans 
person does not detract from the enjoyment of typical 
others. In this sense, international cooperation damag: 
and the prevention of international wars are public 
public goods. So are markets and a working oversul 
international monetary order with an interna- incenti, 
tional central bank as a lender of last resort and petitive 
as a provider of liquidity. Scientific research is of valuatit 
this kind. An international income tax or the investrr 
coordination of international fixed investment of the . 
decisions fall under the same heading. exploit; 

These public goods will be, however, systema- propert 
tically undersupplied, because any one country ations. 
will not find it worth its while to take the to a crc 
appropriate action, relying instead on others to better z 
do so; even though the benefits would exceed the the rest 
costs were all to contribute. Each country, more u 
knowing that others will not act, has no incentive coordin 
to be the only one to contribute to something that sanctior 
benefits others. As a result, international cooper- will am 
ation, peace, research, international monetary coordin 
stability, and world development will be under- nationa 
supplied. No one contributes and everyone is dar 
worse off. The Invisible Hand, which, according da, 
to Adam Smith, coordinates the independent natk, 
decisions of a multitude of individuals, could also On t 
be applied and has been applied to the un- theoren
intended coordination of the actions of nation and in tl 
states. But this Invisible Hand that is supposed to informa 
guide the self-interest of each agent, whether another 
individual or country, to the common good, is the first 
not to be seen in the cases discussed above. 9 into a c 

It is true that free-rider problems are not not inflit 
ubiquitous. Individuals may be afraid of the the injui 
sanctions attached to such behavior. Or they may country 
avoid free riding because they believe that their Such int, 
contributions will make others contribute. In- fact not 
dividuals sometimes do behave according to the othe 
Kant's categorical imperative, in a manner that dilemma 
can be universalized. Otherwise why should any- tions wo 
body clap after a theater performance (assum- give rise 
ing you don't get pleasure from clapping), or vote be comr 
in a democratic election? But Kant's categorical The di 
imperative, or the notion that we should behave ments at 
in the way we want others to behave, may apply dilemma 
less to the actions of nation states than to those of factors. 
individuals. Leadership, and even hegemony, power, 
particularly by a strong superpower, and enlight- which is i 
ened self-interest can contribute to such Kantian of the p 
behavior by nation states. make otl 

The prisoner's dilemma arises because each tion of it 
country, in promoting its own national interest makes ar 
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rationally, contributes to a situation in which allcountries are worse 	 when fewer governments could establish a systemoff. It pays any one country of mutual trust or enforcement (Olson's probto put up protectionist barriers, whether others lem). It is, however, true that most of thesedo so or not; it pays any one country to build upits arms, whether others do so or not; it pays any 	
nations are quite small, and that coordiaation bya few large ones is what matters. Third, the rapidone country to pollute the common air oceans, whether others do so 

and pace of social and technical change makes itor not. These are more difficulttypical prisoner's 	 to e,,olve the stability on whichdilemma situations, self- trust can be built. It hasdamaging 	 been shown thatand possibly self-destructive. Just as repeated games of prisoner's dilemma in similarpublic goods are undersupplied, public bads are situations tendoversupplied. No single actor has 	
to lead to cooperative solutions.an adequateincentive 	 Rapid change in the conditions on which cooperto remove them. This applies to com- ation is based prevents the formation of this kindpetitive protectionism, beggar-my-neighbor de. 	 of stability. 12 Fourth,valuations or deflations, the spread of inflation, 	 the absence of worldgovernment and world courts makes it impossibleinvestment wars, the arms race, global pollution to establish property rights, enforce contractsof the air and the sea, over fishing and excessive 	 and set the sanctions for failing to abide by agreeexploitation of exhaustible resources to Which noproperty rights 	 ments.are attached, and similar situ- As Michael Lipton has said, 13 if all outcomesations. Richard Cooper has likened the situation were noncooperative prisoner's dilemmas, noto a crowd in which each member, wishing to see government would be possible. If all werebetter a passing parade, rises to his tiptoes, with according to Coase's theorem, no governmentthe result that no one sees better but everyone is more uncomfortable.'o0 	 would be needed (except for income redistribu.What is needed is either tion). The actualcoordination 	 world is betweenand cooperation or supra-national 	 the twoextremes. But the relations of nationsanctions that force all countries to act in what 	 states are nearer the prisoner's dilemmawill amount to their self-intere3t. Without such 	 end of thespectrum, for the four reasons given above.coordinated or enforced action, the outcome ofnationally rational actions will be irrationaldamage and mutual impoverishment. For the 5. THREE SYSTEMSdamaging action is the best, whether othernations act similarly or not 

On the 	 Inorder to set up a framework for aother hand, according to Coase's 	 moreconstructive response to the call of the South fortheorem, if, in the absence of transaction costs, a better world order, Kenneth Boulding's distincand in the presence of a legal framework and fullinformation, one country 	
tion between the exchange system, the threatinflicts damages system and the integrative system is useful. Theanother which 	

on 
are greater than the benefits to exchange system is based onthe first country, the injured country 	 the principle: "I docan enter something good for you if you do something goodinto a contract and pay the injuring country to for me." It covers the area of mutual interests.not inflict the injury, and be better off. Likewise, 	 The threat system is basedthe injuring country can compensate the injured 	 on the principle:"unless you do something good for me I shall docountry for the damage, and still be better off. something horrid to you."Such international compensations or bribes are in 

In the integrative or 
fact not love system, the principles of love and dutycommon but they point, in principle, to applied to ourselves and our family are extendedthe other extreme from that of the prisoner's
dilemma. In such a world, Pareto optimal alloca-	

to other members of a wider community. We do
good neither in the expectation of good in return,
tions would be achieved, for any deviation would nor under the threat of harm, but from a sense ofgive rise to joint gains, out of which losers could unity or solidaritybe compensated for accepting them." 	
or duty. This sense can derive

from a common ideologyThe difficulties of reaching Coase-type agree-	
or from a sense of 

ments 	 community and obligation. Theseand the dangers 	 not only reof ending in prisoner'sdilemma situations are aggravated 	
duce the danger of too many free riders, so thatby four each contributes voluntarily to the common goodfactors. First, there is no longer a hegemonic that also benefits him, but alsopower, such as Britain before 	 lead to someWorld War I, sacrifice for the benefitwhich is prepared to carry a large part of the cost 

of others: genuine
of the public goods altruism. The three systems correspond roughlyto exercise leadership to to positive-sum games,make others contribute. 	 in which all participantsSecond, the prolifera-tion of independent 	 benefit, avoiding negativc-sum games, in whichnation states to about 160 all wouldmakes agreements more difficult than in an age 

lose in the absence of coordinated
action, and zero-sum games, in which one side 
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has to make concessions for the benefit of others, 
Systems can, of course, be mixed. What 

appears to be agenuine sacrifice in the short run 
may turn out to be beneficial to the sacrificer in 
the long run. Or the removal of the benefit (such 
as access to markets) can constitute a threat. Or 
the division of the joint gains can give ri,.e to 
conflicts. This, in practice, is a particularly im-
portant obstacle to the pursuit of positive-sum 
games. The gains come to be accepted and only 
the wrangles over their division remain, 

It is important to distinguish between doing
what is right, and wishing to be seen to be doing 
right because this is in the nation's self-interest, 
The United States is dedicated to a value system,
what Myrdal called the American Creed. It adds 
cohesion to American society and strength to its 
foreign policy. But it isan entirely different thing 
to say, as a paragraph in the Kissinger Commis-
sion Report on Central Amenca does, that it is in 
the American national self-interest to be seen to 
be acting right. "To preserve the moral auhority 
of the United States. To be perceived by others 
as a nation that does what is rght because it is 
right is one of this country's principal assets." 
There is all the difference in the world between 
doing whit isright because it is right, and doing it 
because the United States must be seen to do 
what is right. It is in the US national inter-
est to be seen to act in a moral way. The first 
action is moral, disinterested; the second 
self-interested.14 

The distinction between the three systems is 
useful for a clear analysis. but not for negotia-
tions. There we have an interest in pretending 
that what is truly a benefit to us is a sacrifice, so 
that we may get concessions on other fronts. 

The exchange system of mutual interests has 
been much promoted. especially by the Brandt 
Commission, the OECD and the Overseas 
Development Coincil. Trade liberalization is the 
most frequently advocated policy. "Man was 
born free, but everywhere he is in chains." Simi-
larly, all economists recommend free(r) trade, 
but everywhere there is protection. 

It migt be thought that, by and large, people, 
groups, and nations are very good in detecting 
and pursuing their self-interest and that not much 
exhortation is needed. But, as we have seen. 
there can be important divergencies between 
reaching for and achieving what is in one's 
interest. In some cases, the self-interested action 
leads to damage to oneself. We have already 
discussed the prisoner's dilemma and the free-
rider problem. The first leads to the infliction of 
mutual harm, the second to the undersupply
of public goods and the oversupply of public 
bads. In addition. the nationa! interest may be 

damaged for several reasons. There can be result, 
conflict between groups with different power, case, a 
articulateness, and influence, so that the more games.
powerful influence policy more strongly, even if One 
their gains are smaller than the losses of the less ing nei 
powerful, less articulate, less influential. Or creatin 
there may be conflict between dispersed larger in the I 
and concentrated smaller gains, or between by Ma; 
uncertain larger and certain smaller gains, or weaker 
between larger future and smaller present gains, contrib 
or between perceived larger but really smaller have a 
gains. The last may be one of the reasons why the result. 
general public and policy makers are not prc- underp 
pared to surrender national sovereignty, even greater
though its surrender would lead to a more as a wh 
effective achievement of self-in -rested objec- countri 
tives than the formal adherence to full sover- take re! 
eignty, autonomy and control, in the same way in act in . 
which the acceptance of traffic regulations en- We c 
larges our freedom to drive accident free, while interest 
restricting our freedom of choice. Finally, the derived 
gains to some may be much larger than the gains equitab 
to others, who, though gaining a little, resent swearin 
this. In any case, the distribution of gains ways o 
presents quite different problems at the inter- scarce : 
national level from those at the national. For able sc 
any national community, a central government areas c 
can tax and redistribute gains if this is deemed avoidin! 
desirable. But without a world government, this policies 
cannot be done at the international level. alsc 

In all these cases, selfish action may not lead to is, 
the achievement of self-interest, and the achieve- and b... 

ment of self-interested objectives may involve and cor 
some sacrifice in unconstrained and uncoordin- All sc 
ated selfishness. Moroever, it would be only a for soci 
fluke if the actions dictated by national self- Individu 
interest were to coincide with our develop- commur
 
ment objectives, whether these are accelerated basis of
 
growth, growth with equity, redistribution with stop at t 
growth, or meeting basic needs. In particular, the between 
poorest groups and the poorest countries will in Angl
tend to be left out of a strategy based on national reminde 
self-interest. Butler: 

Removal of the dangers of the threat system neither 
and the avoidance of negative-sum gameF should pursuit, 
have a high priority, for they can lead to mutual our hae 
impoverishment and even destruction: disarma- why it 
ment, removal of the threat of protection, and an least hai 
end to beggar-my-neighbor deflation or inflation, national 
and of "voluntary" export restraints, are clearly commun 
lines of action worth pursuing. They call for concern 
international coordination and institutional re- of the po 
sponses of the kind discussed in this paper. is the trit 

It may be thought that all agreements entered national 
into voluntarily between states must amount to countrie5 
pcsitive-sum games, in which each is better off. pay to ' 
But this isnot so. Some alliances may be formed In the 
with the specific purpose. or with the unintended mutual u 

http:self-interested.14
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result, of inflicting costs on outsiders. In this 
can lead to negative-sumcase, alliances or pacts 

games. 
One of the reasons why agreements on avoid-

ing negative-sum games, on reducing bads and 

creating anti-bads, are so difficult, is to be found 
in the logic of collective action, so weil analyzed 

' 
by Mancur Olson. The larger the group, the 

weaker the incentive for any one member to 

contribute to the action that benefits all. We now 

have about 160 countries in the world. As a 

result, the public goods are not produced. or are 

underproduLed, even though their value is 

greater than their costs to the group of countries 
as a whole. It is trte that _,me smaller subset of 

countries, the Group of 5 or the Group of 7,may 

take responsibility for the rest, but they may also 

act in a way that imposes costs on others. 
We can build on areas of common national 

interests, emphasizing mutual benefits to be 

derived from. e.g., resumption of orderly and 
economy, for-equitable growth in the world 

swearing self-defeating protectionism. exploring 

ways of increasing the resources in globally 
etc. But while there is consider-scarce supply. 

able scope for positive-sum games in exploring 
areas of common and mutual interests, and 

avoiding self-defeating. mutually destructive 
policies of the pnsoner's dilemma type. there is 

also a "higher" interest in aworld o!der that both 

is. and isseen to be, equitable. that is acceptable 
and therefore accepted. and that reduces conflict 
and confrontation. 

All societies need for their self-regulation and 
for social control a basis of moral principles. 
Individuals are ready to make sacrifices for the 

live. This forms thecommunities in which they 
basis of the integrative system. Can this principle 
stop at the nation state? A belief in the harmony 
between self-intero:,t and altruism is deep-seated
in Anglo-Saxon thought and action. One is 

z, the 18th century :Jishop, Josephrern;,de'l 
Butler; "when we sit down in acool hour, we can 

neither justify to ourselves this or any other 
pursuit, till we are convinced that it will be for 

our happiness ...."' The only question is 

why it appears to be easier to identify, or at 

least harmonize, individual happiness with the 
of the worldnational irn~rest than with that 

1,is odd that a moral, disinterestedcommunity 
concern by iich countries with the development 
of the poor is hardly ever conceded. As hypocrisy 
isthe tribute vice pays to virtue, so professions of 

national self-interez. in the development of poor 

countries may be the tribute that virtue has to 
pay to vice. 


In the present fashion of stressing common and 
mutual interests, we run the danger of under-

humanitarianestimating the power of moral or 
appeals. The Netherlands, Sweden and Nor

way, which have put international cooperation 
o aidsquarely on a moral basis, have hit the 0. 7 

target. It is the countries in which aid has been 

sold to the public as being in the national self
the effort is lagging.interest where 

The common interests must aiso be defined in 

terms of different time horizons: the next year, 
the next five years, the next 20 years. There may 

be conflicts and tradeoffs between these different 
time spans. For example, concessionary aid to 

the poorest may involve economic sacrifices in 

the near future but. by laying the foundations for 

world in which all human beings born can fully-
develop their potential. it contributes to the long
term interest of mankind 

One difficulty is that in democracies adults 

have votes, but children and the unborn do not. 

The fight is not only against powerfully organized 
vested interests, but also against all our own 

short-term interests that neglect the interests of 
future generations. 

Any attempt to build cooperation for develop
ment on moral principles has to answer three 
questions. First, do the rich in acommunity have 

an obligation in social justice (not only in charity) 
to the poor. and do the poor have a just claim on 

the rich? Second, does mankind constitute a 

community in the relevant sense, or do communi
ties stop at national boundaries? Third. does the 

existence of national governments not interfere 
with the discharge of the obligations of the rich. 

if such obligations exist, to the poor in the world 
if there issuch a community?community, 

The first question cannot be answered without 
philoan analysis of various theories of moral 

sophy. But both utilitarianism and various types 

of entitlement theory would provide a basis for 

an obligation of the rich to contribute to improv
ing the lot of the poor in a community. Perhaps 

more difficult is the case for saying that mankind 
does constitute a community in the relevant 
sense. Social contract theories might say that we 
need not do anything for the world commun
itybecause the world community does not 

the state providesdo anything for us, whereas 
and certain other services.protection, ,.,:urity 

But even if the first two questions were answered 
in the affirmative, the third question presents the 

difficulty that the discharge of the obligation may 

take the form of what opponents of aid-giving 
fromhave called "a redistribution of resources 

the poor in rich countries to the rich in poor 

countries." To meet this difficulty we have to 
exercise our institutional imagination in finding 

procedures and institutions that avoid, or at least 
minimize, this possibility. 
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The "higher" interest in an acceptable world of development. A fair system of rules also pointsorder can be defined either in moral terms or in to the differentiation in responsibilities and rightsterms of the desire to avoid negative-sum games,breakdown, and according to circumstances. Middle-incomewars. Whatever the definition countries would notand justification, its aim is to transform adversary 
have the responsibility togive aid, but neither would they receive it. Theyrelationship into cooperation. When interests would not havediverge or conflict, the task of statesmanship is to 

to give trade preferences, butneither would they receivereconcile them This is them. Even finera task quite distinct from, differentiation would be possible. A country withand more important than, that of exploring areas a large balance-of-paymentsof common surplus might beor mutual interest. It is in this lightthat cooperative action to eradicate world pov-
asked to contribute to loans because of its foreign 

erty to exchange earnings, and, if its citizens enjoy highand restructure the international eco- incomes,nomic order to aid because of its income per head.has to be seen. but might receive trade preferences if its level ofWhat, then, are the requirements of a sensibleinternational order? industrializationIt will consist of negative is low. The 0.7% aid targetwould be replaced by a system in which thoserules of what nationlal governments must not do,and agreements on 
below a certain income per head are exempted,certain positive cooperative and the percentage target rises with income peractions. The rules of abstention will be intended head.to prevent negative-sum games, and the rules ofaction to create some public good and .void 

There is,of course, a practical and tactical case 
p"blic bads. Ralph Bryant has called these rules 

for simple rules, which might overrule the case in 
"supranational traffic regulations."' 7 Some 

fairness for universal (though comple.' rules: 
critics have accused the developing countries of 

they are less open to abuse and easier to police. 
wishing exemption from some general rules (such 

And there may be a tactical case for uniform 
as reciprocity in tariff reductions 

ruies; they may be easier to negotiate. It is foror the banningof preferential trading arrangements) 
such pragmatic reasons rather than on theoreticalto whichthe developed countries should 
grounds that one may advocate that rules shouldadhere. The not be too complex, and rhould not be changeddiscussion about appropriate rules for inter-national economic relations has suffee.., from 
ton o'ften 

a long-standing confusion. 
Any specific proposal, such as nonreciprocityIt is the :onfusion in trade concessions, or trade preferences would,between uniform (sometimes also calle; general)principles or rules (the opposite of specific ones, 

of course, have to be examined on its merits. Butthe distinction between "exemption from rules"and therefore necessarily simple) and universalprinciples or riles (which may be highly specific 
and "drawing up new rules" is logically unten 

and complicated, provided that they contain 
able, to the extent to which the call for exempnouneliminable reference to 
tion is really a call for a set of universal rules thatindividual cases). pays attention to the different characteristics andFurther confusion is caused if a third characteri- circumstances of differentstic of rules is added - inflexibility over time countries, just as-and confused with either uniformity or univer-
income tax allowances for dependents or lowerrates on earned than on unearned income are notsality. A rule is capable of being altered, though it "exceptions" but reflect our notions of fairness.remains either uniform (i.e., simple) or universal(i.e., may have a lot of "exceptions" written into 

Those who are concerned with changing therules of international relationsit). The "equal" treatment of unequals is not a 
are aiming partlyat removing biases in theprinciple of justice, and a general rule command- present rules, and
 

ing it is an unjust In 
partly at the exercise of countervailing power
rule. order to preventpartiality and pirtisanship, rules 
where at present the distribution of power is felt 

universal, i.e., 
have to be to be unequal. They are also concerned withnot contain references to inrlivi- counteracting biases that arise not from rules butdual cases. They may not, and indeed Qhoud not, from thebe uniform. nature of economic processes, such asThey should pay attention to thevarying characteristics and circumstances of dif-

the cumulative nature of gains accruing to those 
ferent countries. 

who already have more resources, and the
cumu;ative damage inflicted on those who haveThose who charge the developing countries initially relatively little.with asking for exemptions from ruies are guilty In so far as the call for new rules is aboutof this confusion between uniform and universal, strictly economicThus a differentiated system of multi-tie, prefer-

relations, there is scope forpositive-sum games.ences according to the level of development of national 
But in so far as it is about 

the exporting countries may be best and most just 
power relations between sovereignstates with different and conflicting aims, powerfor a group of trading countries at different stages is by its very nature a relative concept, and what 
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also points is at stake are zero-sum games. The demands and rights 	 by commercial terms to middle-income countries.the developing countries for greater participationdie-income 	 At the time of this writing. Japan has become the 
nsibility to 	

in the councils of the world and for corrections in largest lending country, with a large surplus in itsthe biases of the international power distribution balanceve it. They are bound 	 of payments on current account. Thisto diminish the power of the indus-rences, but 	 surplus is in search of good and safe investmenttrialized countries in conditions of conflict. opportunities, which callsEven finer 	 for the creation ofIn addition to rules, there is a:unity with 	 need for appropriate institutions to convert these surinstitutions. Let me give five illustrations of theImight 	 pluses into long-term loansbe kind of institutional reform I have in mind. First, 	
to the developing

f its foreign countries. This would be in the interest of Japan,there is the creation of an international centralenjoy high 	 which could continue its export-led growth withbank that would be able to create (and withdraw)per head, 	 international liquidity, both for transactions and 
out having either to ,',duce its rate of savings or 

its level of 	 find domestic, lower-yitlding alternatives;for precautionary reasons. A panic run on the 	
it 

aid target 	 would be in the interest of othr OECD countriesbanks would cause an international financial'hich those 	 on whose exports some of the loans will be spent;breakdown unless an institutional arrangementexempted, 	 it would be in the interest of the capital-hungryexisted that provided the liquidity. The General developing countries, whosencome per 	 resources are wait-Arrangements to Borrow do this now to some ing to be mobilized by such capital flows; and itextent, but a central bank would do this on would beactica, case 	 a in the interest of the world economymore solid and reliable basis,the ase in 	 which could maintain its expansionary momen
lex) rules: 	

The central bank would also be responsible for tum. An interest-subsidization scheme could bethe growth ;Ag'lobal reserves atr to police. 	 a pace which grafted onto this for the low-income countries.gives neither an inflationary nor a deflationary)r uniform 	 If this argument is accepted, the general callbias to the world economy. In the absence of for Japan toe. It is for 	 raise its level of consumptionsuch a global authority, the competitive 	 or 
theoretical 	 actions divert investment to the domestic market is seenof nation states will tend to be either tooshould 	 to be misplaced. Higher consumption should notrestrictive, transmitting unemployment and un- be applauded inanged used industrial capacity, 	

a world that is short of savingsas each country and in need of capital. Higher domestic Japanesescrambles to accumulate scarce reserves,reciprocity 	 or too investment is not desirable if itexpansionary, transmitting inflation 	 is subject tothroughout declining returns. Instead of calling onces would, the world, as the reserve currency country incurs 	
Japan to 

nerits. But 	 reflate, we should mobilize its excess savings andlarge balance-of-payments deficits to pay forom rules" 	 channel them on accep!.i'lc terms, by long-termeconomic or military ventures abroad. lending orilly unten-	 equity capital, through either theSecond, there is the 
or exemp-

institution of an inter- private or the public capital markets to the
national income 
tax. Th.s could beIrules that 	 levied pro- developing countries.gressively on GNP according
.ristics and 	 to incomes per Finally, there should be a better way of dealinghead, or, better, consumption per head so asi. just as 	 to with the oil price problem than the erratic, zigencourage saving, with a lower exemption limit, zag movementss or lower 	 that we have experienced sinceThe tax would be collected automatically, butme are not 	 1973. Oil producing and oil consuming countriesdisbursed to developing countries according toif fairness. 	 should get together and agree on a small, annual 
inging the 	

agreed criteria. The monitoring of the fulfillment increase in the real price of oil, say 2%. Thisof the criteria should beiing partly 	 done either by the assumes agreement on the best guess as to thedeveloping countries themselves or by a mutuallyrules, and 	 real price of oil in 20 years' time. The balance-ofaccepted transnational body. paymentsing power 	 surpluses generated by such an in-Third, there is an international body to provide,wer is felt 	 information on decisions for 
crease could be channeled into the investmentfixed, durable in- trust proposed above.rned with 	 The incentives t' explorevestment with lorg construction periods, so that , rules but 	 for more oil, find alternatives to oil, and increasewe avoid the lurches from scarcity to excess conservation would be gradual but steady. Thets,such as capacity in steel, shipbuilding and fertilizers thatg to those 	 incentives for the oil exporting countries to useand the 	 we are suffering now. It should obviously not bea super-cartel that 	 their revenuegoes in for market-sharing for investment in alternative prowho have agreements, 	
ductive assets would also be gradual and steady.but a method of coordinating in- Incentives to consumers of oil would also permitvestment decisions.

is about 	 a foreseeable and gradual adaptation. ThereFourth, there is an international investment would be neitherscope for 	 debt crises nor the sloshingtrust that channels the surpluses of the surplus.t is about 	 around of large funds in search of remunerativecountries into a multilaterally guaranteed schemesovereign 	 and safe returns. And the world economy wouldto the developing countries. It wouldm. power 	 guarantees against inflation and exchange 
have be spared at least one major source of shocks andrate instability. Both inflation and unemploymentlosses for the lenders. Thewhat 	 loans would be on rates would be reduced. 
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There is also a need for reforming the institu- shall Plan has still something to teach. It is notdons charged with North-South cooperation, about the speed of development, which for Euro-What has the Marshall Plan to teach us for pean reconstruction was fastercurrent relations with the South? It is now than for the 
generally agreed that the Marshall Plan loans to 

structural changes needed for development, nor 
Europe were given on 	

about the terms of the aid, but about monitoringtoo soft terms, perhaps in procedures. The European powers were encourtoo large amounts, but they achieved their
objective of rapid European 	

aged to monitor one another's performance, andreconstruction. the heavy hand of the US government was kepthas also become a platitude to say that the 
It 	

outlessons are 	 of it. Each government submitted a plannot applicable to the developing which was inspected, vetted and monitoredcountries because in Europe the human capital byother European governments in the Organizationexisted, and to reconstruct with a skilled andwell-motivated labor force is a much easier task 	
for European Economic Cooperation (OEEC).Controls by peers rather than supervisors isalso athan developing an underdeveloped society. But 

one important lesson can still be learned. Critics 	
principle advocated in business management. A
similar procedure could be adopted for groups ofof both the left and right have pointed to developing countries.numerous faults of aid; in particular that it has There are at least two additional options.not achieved its intended objectives, whether 	 It 

they 	 would be desirable to createare poverty alleviation, redistribution 	 a genuine transnaor tional secretariat whose loyalty would be onlyeconomic growth. They conclude that we should to the international community,get rid of aid. A better conclusion might be to get 	 that would betrusted by both donors and recipients. The staffrid of the faults and to evolve mechanisms that ensure that the objectives of the aid donors 	
of the present multilateral agencies does notareachieved. The intervention 	
quite achieve this, partly because the system ofof donor govern- country quotas emphasizes national originsments for the purpose of applying performance 	 rather than merit, partly because the organizcriteria to development aid has been regarded as ations are intergovernmental institutions, anJinconsistent with national sovereignty, has been partly because the recruitment,dismissed as intrusive, and has bred acrimony. It 

training. location, etc. of the staff of these organizations tohas also been difficult to separate objectives ofaccelerating development from objectives in the 	
some extent conflict with the ethos of a staffserving only the global community. In addition tonarrow national interest such as export pro-motion, gaining votes 	
having technical competence, the staff would bein the United Nations, trained to be sensitive to social andforming 	 politicalpolitical alliances or getting strategic factors.support. Performance criteria imposed in bilat- Finally, we might consider setting up acouncileral relations by donor gov,:rnments have there-

fore been suspect and counterproductive, 
of wise men and women whose task it would be 
to monitor the performance of both donors andThe task is then to evolve institutions tl'zi recipints, and who again wcald be trustedachieve the objectives of the donors and 	 bythe both sides. The existence of national governrcipients and are trusted by both sides. It is to ments that insist on the exercise of their fullresolve the dilemma between avoiding intrusive- sovereignty et present interferes with the moralness and paying respect to national sovereignty and enlightened self-interest objectiveson the one hand, and responsible accounting for 	 ofdevelopment cooperation. Not until this obstacletaxpayers' money on the other. Here the Mar- is overcome can we make progress. 

NOTES 
1. Cooper (1985) continuing cooperation is possible if built on the 
2. Keohane (1984), pp. 100-103. The key question 

interests of the leading capitalist states.
discussed in the book After Hegemony is"how interna-tional 	 3. The ratio of exports to GNP for thecooperation can be maintained among the 	 UnitedKingdom was 19.3%advanced capitalist states in the absence of American in 1913, 20.7% in 1976, and 
hegemony" (p. 43). From that point of view, 

21.7% in 1984 (28.4% including services); for the 
normative position taken 

the United States, 6.5% in 1913, 6.8% in 1976, and 6% inin this paper is naivelyinstitutionalist, but the positive position isrealist, for 1 	
1984 (7.4% including services); and for Germany20.5% in 1913. 22.3% in 1976, and 26.5% in 1984believe that the postwar international regimes are best (33.5% including services).explained in terms of US hegemony. Nevertheless.Keohane comes to the same conclusion, viz., that 4. Lewis (1970), p. 12. 
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5. Hoffman, quoted in Keohane (1984), p. 238. 10. Cooper (1986), pp. 160-173. 
6. Keohane (1984), p. 8. The quotation is from II. Lipton (1985).

Young (1980). 

7. See below. 12. Axelrod (1984). 
13. Lipton (1985).

8. Kindleberger (1978), p. 15 and (1986). 

9. Related problems have also been discussed under 
14. The point is made and th-. quotation cited in Ash(1984).the cor.cepts of "tragedy of the commons" (each agent,acting in his self-interest, contributes to social losses. 15. Olson (1971).such as overgrazing on a common pasture or overpopu.lating the globe), and "social traps" (no driver has an 16. Jcseph Butler, Sermons, Sermonincentive to install a gadget II, para. 20.that reduces pollution).These, as well as prisoner's dilemma, "'collective 17. Bryant (1980), p. 470.action." and Olson's problem, are special instances of 

"market failure." 
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Organizational Economics and Institutions 
as Missing Elements in Economic 

Development Analysis 

HARVEY LEIBENSTEINHarvardUniversity, Cambridge, Massachusetts 
Suoga . - The main objective of this. paper is to apply X-efficiency theory to the analysis oforganizations and state enterprses with special reference to developing countries. In particular,the black box relating to the internal operation of organizations isopened up to understand betterthe decision mechanisms operating within firms and institutions. Intrafirm conventions areexplored as they relate to the impact of external and internal pressures on the decision-makingprocess. Implications are drawn to improve the internal efficiency of institutions in developingcountries. 

1. CF4JECTIVES OF THE PAPER 

The main purpose of this paper is to makeplea for a certain type of research effort, 
a 

particular to argue in favor 
in 

of including theanalysis of economic organizations (whether pri-vate or state owned) as a critical element ineconomic development analysis. We will arguethat the nature of the economic organization is acritical determinant of the results of develop-ment. Furthermore, institutional factors, fromthis viewpoint, can best be understood if we seehow, they impinge on organizaticnal behavior. Inthe second half of this paper, we will present abrief version of X-efficiency theory, which em-phasizes organizational behavior, and cxamineits implicatons for the internal efficiency of state-run enterprises. 
Let us first consider the two systems of thoughtthat dominate the teaching of economic develop-ment - standard macro theory and standardmicroeconomic analysis - and consider alsowhat these systems have left out. What isincluded is an analysis primarily based upon flowvariables. Microeconomics includes such flowvariables as utility, costs, prices, quantities, allper period of time. In macroeconomics, the main 

critical way require the concept of organization, 
or ideas about what goes on inside firms.The main conclusion we draw from this is thattheories and modes of analysis which are used bythe majority of economists not only do notcontain organizational concepts, but provide noincentive for theory inventors, elaborators orusers to include organization ideas. It is notsimply a matter that it might be awkward to fit inorganizational variables; it is more likely that itdoes not enter the minds of economists in theiinormal work. The work itself does not seem torequire that organization as a variable be faced orincluded in the models that are employed.Now, consider the aspects of a developingeconomy that are left out. Our purpose is not to
argue that there is anything wrong with normal
modes of analysis, but simply to raise the
question: Is something missing th;at might 
enhance our understanding? Consider the matter ofinvestment. The standard approach is that investment may be a function of some aggregate suchas income and the interest rate. The consequenceof investment will be determined by some variable, such as a marginal capital output ratio.However, none of this asks anything about

variables 	 organizations. In other words, the questions areare national income, consumption,savings, investment, profits, imports, 
not raised: How are banks organized? Are theyexports,rates of population growth, etc.. all as flows per 
good at assessing who should and who should notperiod of time. Stocks are of limited importance, 
get loans? In what firms will the investment beThe formulation of the theories does not in any 	
made? How are these firms organized? How doesthe nature of the organization of a firm deter. 
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mine the consequences of the investment? 
Nothing is said about economic behavior, 
Instead, funcTi: nal relations of flow variables 
determine outcomes. 

Part ot the problem may reside in the fact that 
the enterprise in economic theory is a black box, 
as it were. We do not look inside. How decisions 
are made in terms of details and procedures is 
not part t,; the problem area of microeconomic 
theory. "i.e theory is concerned with firm be-
havior and not with behavior inside the firm. To 
make the theory work. we indicate what the 
black box does by specifying its objective by such 
statements as maximizing profits, or maximizing 
a utility function containing such components as 
profits and growth. 

Standard models of either the micro or macro 
variety can explain only a part of what goes on in 
the course of economic development. It is 
people, and especially people within organiza-
tions. that carry out decisions and put them into 
effect. It is, to a considerable degree, organiza-
tions' activities that determine development. An 
organization can produce at full capacity, at 50% 
of its ability, or at even less, depending on how 
effectively its members carry out their activities, 
For instance, there are organizations that carry 
out physical investment, or human resource 
investment with more success than others. A 
given amount of investment does not imply a 
given addition to national output. 

Some of the estimates made by T. Y. Shen 
(1984) in an important article suggest how this 
applies to various developing countries. What is 
clear from Shen's work is that there is a very high 
degree of variation in inputs to get a given out-
put, and this can only be explained by differ-
ences in organizational effectiveness in different 
countries. Thus, Shen's table suggests that how 
well organizations work is a major determinant 
of economic development. It is note!worthy that 
a less developed country will frequently use both 
more labor and more capital per unit of output 
than a more developed country. 

Some basic questions come to mind. Can we 
improve our understanding of development by 
understanding how efficient economic organiza-
tions are in different countries? Do we have to 
think entirely in terms of increasing the resources 
available to a country. through loans, gifts, or 
other means, in order for a country to develop? 
Or, can we get equal or better results by 
aralyzing the organizations involved, suggesting 
means for change, and changing the institutional 
env-onmc, under which such organizations 
operate? Clearly, I take the latter view. 

The focus in what follows is on how organiza-
tions become internally inefficient, and why they 

remain so. This raises the idea that market 
inefficiency is not the entire problem, and that 
organizational inefficiency (X-inefficiency) may 
be more significant. Market-clearing prices may 
eliminate queues and apparent shortages, but 
they will not necessarily result in firms producing 
in an optimal fashion the products that enter the 
market. This suggests that markets are not every
thing in determining how well a country handles 
its economic activities, and that getting the prices 
right may enable us only to solve a part of the 
problem. Of course, there is an important 
relation between the nature of markets and the 
extent to which organizational inefficiencies are 
allowed to persist. 

While firms are involved in markets, it is 
important to note that internal behavior of the 
firm does not depend, for the most part. on 
market circumstances. In other words, firms do 
not operate internally in terms of a competitive 
price system, quite the opposite. A considerable 
number of nonmarket interactions, of either an 
authoritarian or human-relations type, determine 
the behavior of firm members. Hence, to under
stand development we must understand the 
details of nonmarket behavior inside the organi
zation. and the relation of such nonmarket 
behavior to the internal efficiency of the enter
prise. If this approach is accepted then this 
clearly implies that standard microeconomics 
with its intense focus on market behavior, 
whatever its value at that level, cannot really 
enable us to understand economic development 
fully, where the productive behavior of large 
numbers of individuals is determined to a con
siderable extent by nonmarket considerations. 
Of course, there is a remote sense in which these 
nonmarket considerations are connected to mar
kets, since firms purchase inputs in markets and 
sell their products in markets. It is important to 
understand, however, that any such influence on 
intrafirm behavior will vary with the exact degree 
of closeness or remoteness of individuals from 
market circumstances. 

The next four sections on X-efficiency theory 2. AS( 
suggest the possibility of constructing a specific THE 
analytical model that can be used to assess the 
relative inefficiencies of different economic 
organizations. Readers should note that this The pu 
suggestion is offered as acomplement to existing paper is t 
tools used in economic development analysis. theory an 
Note, also, at this point that the connection enterprist 
between the organizational analysis and institu- ship bet% 
tions is through the concept of intrafirm con- mental pi 
ventions. Conventions, as used here, are essen- used as 
tially recognized ways of doing things within the activity c; 
firm. while institutions are conventions that go -Xfter nti 
beyond the boundaries of the firm. theory %v, 
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Table 1.Comparisons of input productivities in physical terms' 

Production 
Per capita income input multiples

Country (1970 US dollars) Capital Labor 

Group I 
1. United States (1966) 3,615 1.73 0.55 

Group 2
 
2. New Zealand (1968) 1.7% 0.64 0.92 
3. Norway (1963) 1.735 0.92 1.02 
4. Venezuela (1971) 1.160 0.79 0.86 
5.Japan (1966) 941 0.47 0.86 

Group 3
 
6. Singapore (1970) 916 0.68 2.21 
7. Malta (1970) 689 0.93 2.90 
8. Mexico (1970) 661 1.28 1.26 
9. Costa Rica (1964) 419 1.09 1.68 

10. Taiwan (1971) 418 0.81 2.07 

Group 4
 
11. Malaysia (1969) 325 1.08 2.31 
12. Guatemala (1964) 324 1.27 2.18 
13. Peru (1963) 268 1.80 1.57 
14. Honduras (1966) 237 1.12 2.23 
15. Ecuador (1965) 225 1.72 2.14 

Group 5
 
16. Pakistan (1964) 112 S7 3.14 
17. India (1966) 96 1.20 5.78 
18. Nigena (1965) 90 1.62 2.86 

"The results presented in Table I use two measures to compare the 
average plant in each sample country with its image plant on the 
Massachusetts expansion path. The "production input multiples" (PIMs) 
express the capital and labor inputs needed to produce one unit of output 
in a sample country as apercentage of the inputs employed in the image
plant. The figures are unweighted averages of two-digit industry results. 
For example, the average plant in the average industry in New Zealand 
uses 64% of the labor input and 92% of the capital input of acomparable
plant in Massachusetts" Shen (1984), p. 102.
 
Source: Taken from Shen (1984). p. 102.
 

2. A SCHEMATIC AND BRIEF VIEW OF eements work themselves out in state enter-
THE ESSENTIALS OF X-EFFICIENCY prises. 

THEORY' Standard micro theory analyzes the activities 
that take place in markets, and makes very

The purpose of the next four sections of this special assumptions about what takes place in 
paper is to present some aspects of X-efficiency nonmarkets. By nonmarkets we have in mind the 
theory and its application to the analysis of state activities that take place within households and 
enterprises. Our emphasis will be on the relation- within firms Standard theory assumes that both 
ship between what we will refer to as environ- households and firms operate in terms of certain 
mental pressure and effort choice. Effort will be maximizing results. Households are assumed to 
used as a very broad sense referring to any maximize utility, and firms are assumed to 
activity carried out by a human agent in a firm. maximize profits. The pursuit of maximizing
After introducing other elements central to our profits also implies the minimization of costs. 
theory we will then speculate about hok these With respect to intrafirm behavior. X-efficiency 
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theory focuses on the nonminimization of cost 
possibilities of firm behavior. This is the aspect 
we will be primarily concerned with in this paper.

X-inefficiency within the firm essentially 
means that the resources available to the firm are 
not utilized as well as they could be. The reasons 
for the particular degree of X-inefficiency may be 
due to some combination of historical, motiva-
tional, organizational structure, or inadequate
.pressure" components. The essence of the 
model we have in mind can be seen in terms of 
the following five variable causative scheme: 

E, - Pr,-. Ch,- T.- C, (1) 
The variables are as follows: E, represents 

environment i, Pr, represents pressure, Ch, 
represents choice, T, represents a specific tech-
nique or "translation" of inputs into outputs, and 
C, represents cost per unit of output. Thus the 
statement in (1) says that a given environment 
implies a certain amount of pressure, which in 
turn will imply acertain type of choice, especially 
choice of effort, which in its turn implies acertain 
"translation" of inputs into outputs, and this in 
turn implies a certain cost per unit. 

We can readily see that all of this is very
straightlorward in the case of perfect competiI-
tion. Let us use the subscript 0 (zero) for the 
perfect competition case. Thus, the set of impli-
cations are 

Eo - Pro-. Cho-. To-. Co (2) 

E0 is he perfect competition environment: 
there are many firms and each firm is small in 

relation to the market. This environment puts

tremendous pressure on any individual firm. 

Here there is pressure for any particular firm to 

minimize costs. Otherwise competing firms will

have lower costs, and competition among sellers 

will lead to a price that approximates minimum 
costs. This will also imply a choice for manage-
ment to try to get everyone to put forth their 
most effective effort or else the firm will not 
survive. Thus the firm will use acost-minimizing
technique which in turn will imply a minimum 
cost per unit of Co. Of course all of these 
assertions are well established on the basis of 
standard micro theory. 

Now let us move to the opposite extreme: the 
environment E, under which the firm is a 
monopoly. Clearly the monopolistic environment 
puts much less pressure on the owners of the firm 
or on the managers. Two questions come to 
mind: (1) what exactly is meant by "pressure,"
and (2) pressure to do what? For the time being
let us assume that pressure is a reasonably
meaningful term. and look at the second ques-

tion. To begin with we may recall J. R. Hicks'
 
famous quip that perhaps the greatest reward of
 
the monopolist is a quiet life. Clearly, decision
 
makers for monopolies do not face the pressure
 
to make optimal decisions. Whether or not they

in fact do make optimal decisions is another
 
matter. At the very least they do not face the
 
external or environmental pressures to make such
 
decisions. They can make nonoptimal decisions
 
and survive.
 

Environmental pressure may be viewed as N 
being of two sorts: pressure from the "bottom" Figre I 
and pressure from the "top." Pressure from the
bottom arises when buyers or users of the good
have alternatives, and their availing themselves meanin 
of the alternatives decreases gross revenue. exist a 
Sellers in competitive markets obviously face a that wi 
great deal of pressure from the bottom. They are will per
forced to accept the competitive price, and if that yield tl
is the only market in which they sell, they have to there i"
minimize unit costs if they are to survive. By The 
pressure from the top we refer to pressures for The 
performance from owners or owners' representa- nique o 
tives such as a board of directors. In the case of cerned 
state enterprises this wouid involve pressure from uprned
the government or its representatives - say the inputs.
board of directors that the government appoints, from t%
Different institutional arrangements will involve combin;
different sources of pressure. this cast

In contrast to conventional theory where costs takeare a well-defined function of output and other tac 
variables and parameters, F. A. Hayek (1945) cau. 
has argued that costs have an inherent tendency we willto rise unless contained by management. Else- efficient 
where I have attempted to illustrate this with the the area 
aid of Figure 1. The boi

Under X-efficiency theory, there is a tendency techniq
for cost to rise and pressure is required to keep it duct cur 
down. It is not only that decision makers at the 
top may not be under pressure to make optimum techniqu
decisions, but no one in the firm may be under 
pressure to allocate time to the application of 
effort so that costs are minimized. In general. 

a 

pressure in some sense has to be transmitted 
from the top down through the system so that 
effort is applied as effectively as it can be in the 
interests of the objectives of the firm. The basic 
point is that if we assume that there is some 
degree of discretion available with respect to the 
use of effort everywhere in the firm, then it is 
possible that the effort will not be used most 
effectively without pressure. In some sense. 
pressure has to be felt at every point where 
discretion exists. 

A useful intermediate case to consider is that 
of the profit-regulated private utility. Suppose 
there is a predetermined, legal maximum rate of 
profit. In that case profit maximizing is not Figure 

0 
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cost 

Neoclassical view X - Efficiency 

Figure 1.Pressure under the neoclassical view and under 
X-efficiency. 

meaningful. The profit rate isgiven and there will 
exist a wide variety of price-cost combinations 
that will yield the same profit rate. Higher costs 
will permit the firm to charge higher prices and 
yield the same profits. Clearly in such a system
there is no incentive to contain unit costs. 

The essential choices that we will concentrate 
on are between effort and the particular tech-
nique of production. The standard theory is con-
cerned only with efficient techniques. We look 
upon a technique as a particular combination of 
inputs. Thus, if to produce a particular output
from two inputs a and 0, we consider only two 
combinations. 6a and 63 versus 7a and 7P. in 
this case only the first technique (6a and 60) is 
taken seriously in the standard theory. The 
second technique (7a and 7P) is inefficient be-
cause more of both inputs are utilized. The view 
we will take is that we want to consider both the 
efficient and inefficient techniques. In Figure 2, 
the area ABCD represents the set of techniques.
The boundary DC contains only the efficient 
techniques. It is similar to the standard isopro-
duct curve. In our approach we assume that thetechniques "chosen" are in gcneral above the 

0 

Figure 2. lsoproduct curves for inputs a and . 

boundary CD. Of course, some techniques are 
close to the boundary while others are further 
away. But the boundary itself is approached as an 
asymptote. The degree of X-inefficiency for the 
ray OR may be viewed as the ratio ER/OR. Thus 
standard theory visualizes choices being made on 
the boundary, while we look at them as takingplace off the boundary. We may also visualize a 

set of choiccs on a quasi indifference curve above 
the boundary, where each choice represents an
equal amount of X-inefficiency. These relations 
are illustrated by the curve I in Figure 2. 

A iuestion we have to consider is to what 
extent the organizational system or part of the 
system operates as an effective cybernetic entity.
In other words, is there a feedback arrangement
between results and effort so that effort is 
increased when results are judged to be too low 
and decreased when judged to be too high? This 
will require that for various parts of the system
there exists some observable results (OR) which 
reflect performance and which are transmitted 
directly or indirectly to some source of effort. 
Some possibilities of observable results are pro
fits, costs per unit, productivity per worker, 
capital-labor ratio, deviation between actual and 
standard costs, or the deviation between the 
actual and some standard of performance. How 
well such a feedback mechanism works will 
depend on three aspects of the system: (1) the 
appropriateness of the observed results; (2) the 
effectiveness of the transmission to the effort 
source; and (3) the responsiveness of the effort 
source. 

3. EFFORT AND THE CHOICE OF 
MECHANISM 

In this section we turn to elaborate the theory 
of decision making that lies behind X-efficiencytheory. The set of mechanisms we will outline 
includes maximization as a special case but 
considers the likelihood that most choices will 
not be of the type which approximates maximiza
tion. It may be best to describe the overall 
approach and then amplify the details. This can 
be readily done with the aid of Figuie 3. In 
Figure 3, the X axis represents degrees of 
pressure and the Y axis represents the extent of 
the approach to maximization. Thus the Y axis 
represents a scale between zero and one so that 
one is maximization. For example, 7 would 
indicate a degree of effectiveness of decision
making which is 70% of the maximization level. 
It is best to ignore for the time being the
determination of the appropriate index of the 
extent of maximization. In what follow.:, we shall 
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substitute the term "complete calculation" for 
"rmaximization" since calculation describes a 
procedure we can readily apprehend. 

In Figure 3 we see that the nature of the 
decision depends on the degree of pressure OP. 
At low pressure levels decisions fall far short of 
the effectiveness of the completely calculated 
decision, while at some fairly high level the result 
approximates maximization. Also, the curve Ca 
indicates the possibility that at exceptionally high 
pressures individuals are no longer capable cf 
carrying out completely calculated decisions and 
the degree of effectiveness falls thereafter. Of 
course, every individual will have a different type 
of decision-response function considerably above 
a relatively noncalculating individual. In any 
event, if we knew the response function and the 
degree of pressure in a particular situation, we 
would be able to assess the degree of calculated-
ness 	of the decision. 

Herbert Simon (1978) has distinguished be-
tween substantive rationaliy versus procedural
rationaliy. Economic theory involves a maxi-
mization assumption which should be interpreted 
as substantive rather than procedural. In other 
words, the theory does not indicate the pro-
cedures a person has to use in order to behave as 
a maximizer. Rather, the theory says that what 
the individual does results in maximization. An 
alternati:e approach is to study procedures as 
such. 	This is the approach that will be under-
taken. We will specify certain procedures or 
processes (or categories into which they fit) and 
we will argue that some of these procedures 
involve nonmaximization although there is one 
which approximates maximization. 

The procedures we have in mind fit into five 
categories: habits, conventions, work ethics, 
partial calculation, and full calculation. We 
assume that decisions are made in terms of a 
lexicographic ordering. An individual chooses 
within a category and shifts from one category to 

y 

Ca 
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Pressure 


Figure 3. Degree ofcalculatedness indecisionmaking as 
a function of pressure. 

another as pressure increases sufficiently. In 	 sarial 
Figure 4 we draw a stylized decision function 	 outcon 
similar to the continuous one in Figure 3 above, 	 The 
such 	 that as pressure increases there is a move- of moi 
ment from one category to another toward 	 includi. 
procedures which come closer to complete calcu-	 wages,
lation. However, for any given procedure there is 	 some rr 
a pressure range within which the procedure will 	 which 
not change. Thus in a particular case an indivi-	 differet 
dual on starting a new job may choose his or her 	 no on. 
effort level on the basis of the habitual pace used 	 motivat 
in previous employments. However. if some type 	 employ
of pressure from supervisors or fellow employees 	 there i 
should indicate that this pace level is unaccept-	 This: 
able, 	 then the new worker would look around to on the I 
determine what the convention is with respect to 	 nonmau 
this work characteristic. He may then shift to the 	 manage
particular convention in force. We must recog-	 to get t 
nize 	 that there may be a variety of conventions event, it 
that may be possible. If fact, a group of workers 	 decision 
may, 	under some circumstances, shift from one cated ir 
convention to another. In Fi 

In some cases a work ethic, the sense of what options
constitutes a fair day's work, may supersede a these ai 
convention. If pressure should increase at some effort le" 
point, the individual might make a new decision the firrr 
based on partial calculation. Of course, there are standara 
degrees of partiality of calculation. From this mum an 
viewpoint full calculation is the same as fort
maximization. em 

for 
interests 
can offer 

4. 	 THE INTERNAL PRISONER'S maximi:. 
DILEMMA PROBLEM2 can 	 accc 

accordin:
 
In this section we try to show that the relation 	 cost per

between employee decisions and firm decisions written i 
can take the form of a prisoner's dilemma tion. Em 
problem. We will show in the next section, 
however, that effort conventions and working 
condition conventions allow the latent adver-

Ful 
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p
 

Pressure
 
Figure 5. 1 

Figure 4. Step-wise decision function. 
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sarial parties to avoid the prisoner's dilemma M1 M2 M,
outcome.
 

The firm can offer its members a wide variety E
of monetary rewards and working conditions,including career opportunities. Every set of Manager benefitwages and working conditions contains within it
 some motivating force. Hence, there isasense in
which 
 the firm may be said to choose among

different motivating systems. However, there is
 no one-to-one correspondence between themotivating systems and the amount of effort that

employecs E2 Conventon
offer. For each motivating system
there isa range of effort level responses possible. W

E 

This suggests the possibility of effort discretion
 on the part of firm members. At the same time,

nonmaximization under low pressure implies that
 managers will not necessarily have the incentive
to get the most out of their employees. In any En 
 Proner' dilemmaevent, it is clear that each side can make strategic " solutlondecisions. The nature of such decis'ons is indi
cated in Figures 5 and b.
In Figure 5 we show three basic strategic Figure 6. Alternative management mortiating optionsoptions available to each side. For employees a'd employees required effort.these are: (1) maximum commitment (E1 ), an
effort level that involves the most they can do for
the firm on a long-run basis; (2) peer groupstandard (E,), an effort level below 

what management chooses, and management willthe maxi- want to choose M 3 for every choicemum of theand similar to what other employees put employees.forth; or (3) selfish max (E3). under which theemployee puts forth 
Similar ideas are presented in Figure 6 for theas much effort as possible case of n x n options.for his or her own purposes rather than firm 

Assume each line isdivided into n segments. The employerinterests. The firm also has three strategies: (1) it motivating options M 
has n 

. . . . . . M. such thatcan offer wages and working conditions (MI) that M > M, . . . . > M,. Thismaximizes that benefit to employees; (2) the firm means that the 
can accept the 

wages and working conditions contained in Mpeer group standard and pay cost moreaccordingly (AfM); or (3) it can try to minimize the 
than M2 and confer more benefits toemployees than M1, andcost per effort unit (M 3). As so on for M3, etc.the payoffs are Similarly El involveswritten it is clearly a prisoner's dilemma situa-

more effort than E., etc. 
tion. Employees will want to choose E3 no matter 

Note that each value high up on the south-east
north-west diagonal is a Pareto improvement 
over those lower down. Also, for any horizontal 
movement westward weManagement have shifts in favor ofmanagement, while vertical movements downFull Aopt inimum are moves in favor of the employees. It is quitetmn standard 06 straightforwardbtr that increased adversarial be-M havior by employees impiies less valuable effort.1 
 M 2 M 3 But, it should be equally clear that if managers 

o Full E 
. commitment 1 2 attempt to minimize cost per effort unit, this2 increases resentment among employees,203 so that" the effort level is lower than otherwise.01 Per 10 

standard E2 

1 15 It should appear clear that the relative evaluations in the diagram25 \ 10 which imply the nature of4 the payoff table lead to the prisoner's dilemma 
Smafixh 3 4 5 solution. For every effort option that employeesE3m30x will choose, the management will want to chooseis \ motivational system M.; for every motivational 

Figure system, the employees will want to choose effort5. Payoff of alternative strategies available to level E,. The outcomemanagement and employees, 
is clearly the prisoner's

dilemma outcome since all cooperative outcomes 



1368 WORLD DEVELOPMENT 

along the diagonal involve Pareto improvements 
over the outcome E,,M,,. 

We must emphasize that the prisoner's 
dilemma outcome determined by the latent two-
sided adversarial relations between employees 
and managers is just one of many prisoner's
dilemma situations in the firm as a system. At 
every level in the hierarchy there are otherJ 
prisoner's dilemmas eprebed 	by the idea of 
free-rider incentives. It makes 	 sense for every 
employee to feel that other employees should 
work relatively effectively so that the firm ff. y 
prosper and the employee's job and career can be 
assured. But since each employee is only one of 
many, there is no necessity for any one employee 
to feel obliged to put forth a maximal effort, 
since his contribution is minute compared to the 
contribution of all others. Thus, 	each employee 
may feel that he should follow the free rider 
incentives and allocate his efforts toward his own 
rather than the firm's interests. 	 In other words, 
each employee, if he were a maximizer, wouldon the basis of "the selfish max strategy."operate
Exactly the same sort of thing holds for managers 
at every level in the managerial hierarchy where 
the group of managers remains relatively large. It 
is worthwhile to keep these ideas in mind when 
we discuss conventions as solutions to the 
prisoner's dilemma problem, since it will turn out 
that the conventions that solve 	 the adversarial 
prisoner's dilemma also solve simultaneously the 
free-rider incentives :vpe of prisoner's dilemma, 

5. CONVENTIONS AS DECISION 

PROCEDURES 


Conventions involve "transindividuar choices, 
In other words, a habit may be a purely
individual matter and not involve other people in 
any way. However, to say that we follow a 
convention does involve others. Consider the 
side of the street on which we choose to drive our 
automobiles. The nature of the situation is 
reflected in the payoff matrix indicated in Figure 
7. If both A and B choose to drive on the right, 
the reward is fairly high, say 50 utils. Similarly, if 
both A and B choose to .J/rie on opposite sides, 
disaster can occur and the penalty is very high, 
say - 500 utils. Similarly if A chooses the right 
and B chooses the left it is -500 utils. The 
importance of all this is that it is significant for 
both A and B to coordinate their behavior with 
each other. If a conventional forum of driving 
behavior already exists then it is important for 
any new individual to choose the same driving 
convention. It is immaterial whether everyone 
drives on the right or on the left. In other words 

(b) otht 
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50 500 aver 
RIght obs 

5" incht 

L 	
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Figure 7. Payoff matrix, while 
point 
boun, 

we seek conventions as solutions to fairly simple Cin t 
coordination problems. of po,

Some coordination problems are of a type for B an(
which coordination need not be exact. For equili
example, if two people are to meet each other on eitthey may agree on a time but there will usually bea toernc onsieihe side oflisthe agreedy.tim 	 quilii
atolerance on either side of the agreed time The ei 
within which one person would be expected to drawn 
wait for the other. The same probably holds true We 
with respect to the conventions involved in pace equili"
of work, or in the quality of the work effect. In vi 
Figure 8 we illustrate this aspect with respect to p 
pace. On the X axis we show the observed oth,. 
average pace of work. On the Y axis we indicate involv(
the average reaction pace to the observed pace of averag.
work. Thus all possible equilibria will be along a 	 less sat ray drawn at a 450 angle through the origin. The 	 becaus, 
curve R is the reaction curve. 	 Where the ob- The, 

served average pace of work is low, individuals 	 pace of
making independent choices will choose, on the of on-ti
 
average, a pace above the observed rate. On the tions hc
 

activity
 
the tim
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Figure 8. Behavioral reaction to observed average pace. For the 
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otheir hand, where the observed pace is high
individuals will choose a somewhat lower rate. 
The point A, the intersection between the two 
curves, indicates the point at which the aggregate 
average reaction rate is equal to the average
observed rate. However, the curve R does not 
include the social pressure to induce people to 
operate closer to the anticipated rate. Hence, we 
should expect that there will be a curve below the
Rcurve which reflects how people will behave if 
at every point others apply social pres~ure to 
attempt to get individuals to conform to actual 
behavior. Thus Rb reflects the reaction curve 
including pressure which is below the point A,
while R, reflects the reaction curve above the 
point A. The intersections between these two
boundary curves are marked by the points B and 

mple Cin the figure so that the distance BC forms a set
of possible equilibrium conventions. Surrounding 

e for B and C we can visualize the upper and lower
For equilibrium positions to the line DE. Of course,

3ther on either side of the 45* line we can also visualize
lIly be 	 equilibrium boundaries reflecting the inert area.
time The entire equilibrium set is shown by the oblong

ed to drawn around the 450 line. 
s true We must kcep in mind that not all points of 
,pace equilibrium are equally good from the point of 
ct. In view of those who choose these equilibrium
ect 	to positions. Some paces of work will be superior to

Id others and the points closest to the point A will 
.e involve higher degrees of satisfaction on the
of average than points further away. Nevertheless,

long a less satisfactory points may be chosen and persist
a. The because they are within the inert area bounds. 
ie ob- The convention-choice analysis with respect to
;iduals pace of effort will also hold for any other aspect 
on the of on-the-job activities. Thus, similar considera-
On the tions hold for quality of the effort involved in any

activity, for the choice of activities, as well as for
the time sequence of activities, 

6. OTHER ASPECTS OF THE MODEL 

For the vertical transmission of pressure and 
R€ information within the firm, assume there is aR clear channel from the top down through the 

.Rb hierarchy. Pressure is received at the tcp andtransmitted down through the hierarchy to the 
point at which it is supposed to be acted on. 
However, there may be ii loss of pressure at
various points in the transmission process. Two 
general possibilities exist for pressure loss: 
(1)pressure received at one level may not 

equal pressure sent toward the next level; and
(2) pressure sent from one level may not 

equal pressure received at the next level. 
rage pace. For the system to work on a feedback basis the 

pressure level must be associated with some 
activity, and the activity has to be recorded and 
become part of an observed result. Next, the 
observed result (OR) has to be sent back through
the hierarchy so that pressure is adjusted accord
ing to results. Needless to say, the communica
tion system Uf ORs back up the hierarchy can also 
be full of obstacles of various kinds so that 
information is lost or garbled in transmission. 

Various ideas we have . velopd so far can be 
summed up in Figure 9. We have two basic 
relations to consider: 

C = C(M) 	 (3)
M 	= M(C) 

where Cstands for cost per unit and M stands for 
degree of motivation. The curve marked C in the
diagram represents cost per capita as a function 
of the motivating elements in the system. The 
greater the degree of motivation, the lower the 
level of cost, up to some point. Beyond some 
level of motivation cost is a maximum. In the 
drawing of the curve we assume diminishing 
returns to increases in motivation. The curve M 
represents motivation as a function of costs. In 
part this curve is a reflection of the pressure
observed results communication system within 
the firm. Thus where costs are high this will 
increase the motivation toward lower costs, and 
vice versa. Hence, motivation to reduce costs 
falls as the cost level declines. The intersection of 
the curves M and C will determine the equili
brium cost level, and this level can be consider
ably above the minimum cost level. Note: if the 
external pressure decreased, then the curve M 
would shift to M'. 

Of course, motivation summarizes a number of
elements that contribute to the motivational 
system. Among these are: 

M9
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C 

Dogm of motivation 

Figure 9. Relations between cost and motivation. 
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(1) 	 the external pressure determined by the 
environment; 

(2) 	 the internal pressure determined by the 
personalities within the firm and their 
interaction; 

(3) 	 the work satisfaction elements within the 
firm; and 

(4) 	 cross-sectional professional ethics com-
ponents. 

We consider each of these elements in turn. 
The environment in which the organization

exists creates the pressure. At one extreme we 
visualize the pressure created by perfect competi
tion 	and at the other extreme we visualize a 
completely sheltered situation of some sort. 
Nevertheless, it is difficult to imagixic acomplete
lack of pressure. To some extent, there are likely 
to be constraints in every environmental situa-
tion. These are limited on the one hand by the 
maximum budget (or maximum gross revenues) 
available to the firm, and on the other hand by 
the concerns of those who use the product or 
service created by the state enterprise. Even if 
the budget is completely wasted there isan upper 
limit in the sense that no organization can have 
explicitly or implicitly a limitless budget. Never-
theless an organization that can waste completely 
its gross revenues (including the maximum 
governmental subsidy) is in a very different 
situation than firms that face aperfectly competi-
tive environment. 

Internal pressure is that pressure for perfor-
mance that emanates from the conscience or 
superego of employees of the state enterprise. 
This notion is related to such ideas as the woik 
ethic, a fair day's work, or other moral notions 
associated with work responsibility. Such in-
dividuals do not necessarily enjoy "carrying out 
their responsibilities" but it repr-sents something 
that they feel they have to do. 

Work satisfaction is in some sense a different 
type of motivation than that involved in a work 
ethic. Those who have a work ethic may or may 
not enjoy what they are doing. Somebody who 
responds with satisfaction in carrying out the 
effort he believes is required for high level 
performance likes what he is doing, but does not 
necessarily feel any special obligation to do it. A 
somewhat special case of this type is the perfor-
manLe of the workaholic who is addicted to work 
for a variety of reasons, all unrelated to any 
moral obligation, 

Finially, professional standards may generate 
performance which can appear to be associated 
with awork ethic but is really quite different. The 
work ethic does not necessarily involve others. It 
has to do with an individual sense of obligation to 
perform under the circumstances. Professional 

standards involve the approval or disapproval of 
other members of the profession or craft. Usually 
this 	 involves considerations which are "cross
sectional" in nature, since it involves concern for 
the 	approval or disapproval of others who are 
frequently outside the firm in question. Of 
course, craftsmanship may be part of the same 
phenomenon. None of this is to imply that the 
various motivating forces operate singly. Any 
specific individual may be moved at any one time 
by some complex mixture of avariety of motivat
ing elements. 

7. IMPLICATIONS 

We argued that there are two sides to external 
pressure. On the one hand there is pressure from 
the environment "above" the firm which includes 
agents of the principals who can impose penalties 
on the officers of the firm through (1)changing 
the officers; (2) cutting out functions; (3) cutting 
the 	 budget; (4) creating partially competing
units; and (5) responding in various ways to the 
observed results. On the other hand, environ
mental pressure is likely to exist from buyers or 
users of the firm's services. If there are any 
alternative sources for these services the buyers 
or users may shift to other sources for the ser
vices and in this way withdraw support from the 
firm. 

In general, we should expect that the greater 
the environm(:ntal pressure, the greater the X
efficiency of the firm. Of course statements like 
these are made on an other-things-equal basis. 

In analyzing the firm, we must keep in mind 
that the internal pressure coming from the ethical 
or other cultural values of the individual are 
substitutes of external pressure in determining 
performance. This type of pressure will differ 
from culture to culture. 

The reduction in pressIre, whether external or 
internal, is likely to lead to a reduction of cost 
containment efforts. Activities by members of 
the firm that can result in the reduction of 
external pressures are substitutes for cost con
tainment. Since beyond some low level external 
pressure is viewed as undesirable, an incentive is 
likely to exist for officers of the enterprise to try 
to either contain costs or use other means to 
manipulate the environment so that there is a 
reduction in external pressure. 

It is quite likely that the pressure brought to 
bear on the firm by users or buyers of the firm's 
services is likely to be more stable than the pres
sure coming from above, as it were. The extent 
to which governmental pressure or. the firm is 
likely to be stable will depend to some degree on 
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the distance between principals ana agents. If more formidable obstacle than the former.this distance is quite remote then we are likely to (3) Another approach would be to increase or 
have a situation in which the agents have a very improve the observed results used as criteria forlimited incentive to maintain pressure on the top performance and to improve the relation be
management of the firm. tween the cybernetic system of the observation..Another way of looking at this set of problems pressure relationship.is to note that under effort discretion we are (4) As an alternative to setting up competinglikely to have strong free-rider incentives for firm units (in order to create pressure from buyers) wemembers, and if followed the result will be a may attempt to put representatives of buyers
prisoner's dilemma solution to the effort (consumers) on the board of directors of the stateproblem. The way to overcome the free-rider enterprise. A likely difficulty with such a plan isprisoner's dilemma aspects of the problem is by to make sure that such individuals continue toindividuals adopting transindividual choice pro- reflect the interests of the buyers rather than takecedures. These may involve adopting ethical on the coloration and attitudes of other boardvalues or social norms or conventions with members. 
respect to some of the components of effort. (5) Another approach would be for the 

The effort convention chosen may involve a government to sell to components of the firm, saylow effort level in situations where a higher ef'ort different departments. through an option pro
level would have been ac :eptable or even .,re- cedure, the right to carry out their activity for aferred by the members of the state enterprise. minimum budget. In other words, individuals orNevertheless it is quit.2 possible for the low effort producing groups would bid for this right and thelevel to be stable, ones with the lowest bid would obtain the right.The various ideas we have developed suggest Whether the right would be the right to managesome possible policies which may be used in or some other privilege would ha., e to beorder to increase the X-efficiency of state enter- determined on the basis of the effectiveness ofprises. The extent to which an), of these policies the procedure.
may be employed will depend on the constraints (6) Still another possibility would be for outthat exist within the institutional framework side agencies tu monitor components of the stateunder which the state enterprise operates. Thus enterprise by comparing their performance tothe possibilities to be mentioned are not neces- reasonably similar entities in other enterprises
sarilv options under all circumstances, either within or even outside the country.Some of the possibilities for decreasing X- All of these suggestions do not exhaust theinefficiency , - as follows: possible ways to decrease X-inefficiency in state(1) We ma,, set up alternatives for buyers or enterprises. The main point of all of these users of the product produced by the enterprise. suggesLions is that it may be possible lo findThis may be done by setting up state enterprises substitutes for the two types of pressure that existto compete with each other, or by setting up under perfect competition, either by setting upportions of such enz,.rprises to compete at some such pressures within the firm, or between
levels, or by redu,.ing or eliminating import components of the firm and somewhat similar
 

restrictions on competing products, 
or by per- components elsewhere.
mitting the pivate sector to engage in some
 
competing activities.
 

(2) The previous paragraph dealt with pro- 8. IMPLICATIONS FOR DEVELOPMENT

viding greater external pressure in order to 
 ANALYSIS
 
stimulate efficiency within the enterprise. But to
 
a considerable degree. internal pressure may oe a The purpose of an organizational model likesubstitute for external pressure. Thus, we may be the foregoing is to help us study the intraorgan
able to increase internal pressure if the enterprise izational sources of inefficiency. Through thisis able to choose employees who have internal means we may hope to understand why resources 
pressure toward performance from the start, allocated to development often yield disappoint-
Under such a scheme one of the required traits ing results.
for employment would be the existence of inter- Let us turn now to examine in a summary waynal p'essure :o perform at a high level. The some of the sources of inefficiency we haveobv us difficulties with such an approach to considered. Clearly a major sourceare is low effort
be -tle to clearly identify individuals who possess relative to the optimal effort level. We have seensuch internal characteri'stics, and to induce the that a major phenomenon is free riding withbureaucrac to make hiring choices on the basis respect to effort. However. free riding is limi:*of such a criterion. The latter is likely to be a by effort conventions. The history of the organ
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ization determines the effort level of such con-
ventions. Basically, the way things are done at 
any specific point in time is aconsequence of the 
way they were done in the past. 

Another basic element, closely connected, is 
the degree of inertia, or what we refer to as the 
width of the inert areas. Wide inert areas can 
help us understand a lack of change as being 
a consequence of insufficient shocks to the 
system. Inertia describes the general resistance to 
change that is likely to exist within any system. 
As a consequence of past experience, people
within organizations are quite likely to have built 
up shelters from pressures for change, as well as 
shelters from competitive forces. This may result 
in a lack of introduction of innovations. If shocks 
are too limited or too few, then either no 
innovations will occur, or those which do take 
placc are apt to fail to be fully implemented 
because they are overwhelmed by the inertial 
forces in the system. Equally importantly, even 
if innovations take place, other organizational 
inefficiencies may outweigh any benefits so that 
the productivity level after the innovation is 
no greater than it was before. In other words, it 
is certainly possible for organizational failures 
to undo the promise inherent in technical innova-
tions. 

On a more general level, the implication of 
using an explicit organizational approach is that it 
may help to tell us what questions to ask, what to 
study, and where to focus our analytical attention 
in order to understand some of the difficulties of 
fostering development. We can see that apattern
of low-effort production will result from poor
organizational performance for any level of 
investment. In other words, an organizational 
analysis may help us understand why reasonable 
strategies and the existence of the requisite 
resources may fail to get desirable results. 

Consider the case of an import-substitution 
strategy. In principle there may be nothing wrong
with attempting to replace imported goods by
their production in the home country. There may
be some sense in which the cost of the inputs
favors such a strategy for some industries. Yet in 
practice it may not work because the industries 
are sheltered to an excessive degree, and these 

shelters result in such inefficient organizational
behavior that the inefficiencies overwhelm the 
advantages of relatively low input costs. 

A similar argument can frequently be made for 
an export-focused strategy. Once again, the input 
costs may be suffi-ently low so that emphasizing
the expansion of exports in certain areas (or
industries) may in principle represent a proper 
policy. Nevertheless, the strategy may not work 
because the country in question may not have the 
organizational capacities to carry out such a 
development strategy. 

An organizational analysis may help to tell us 
where to place training resources. Usually the 
training suggested is of a technica! nature. The 
real deficiencies, however, may lie in managerial,
"people-handling" capacities rather than a lack 
of technical skills. This last is especially impor
tant since it is frequently believed that it is a lack 
of technical skills that is the real deficiency rather 
than human relations skills. This is part of the 
general delusion that technical skills involve hard 
information which is worthwhile acquiring,
whereas almost everybody believes they have 
more than adequate "soft" human relations 
skills. But human relations skills are required in 
order to overcome the latent free-riding incen
tives that exist in organizations. 

We have not examined in detail the connection 
between changes in institutions and their effects 
on organization behavior. We have, however, 
alluded to possible institutional changes that 
increase the degree of competition and hence 
increase pressure on the organization. Another 
aspect to keep in mind is that frequently there is 
an anti-competitive philosophy behind some 
institutional arrangements. Thus, state owner
ship or control is frequently connected with a 
belief in the virtues of centralization and mono
poly. To go beyond such broad platitudes would 
require a consideration of specific institutional 
arrangements in specific countries. This is clearly
beyond the scope of this paper. But the message
behind the ideas presented earlier is that we 
should focus on the incentives inherent in insti
tutional arrangements, and examine to what 
extent the incentives meet the motivational 
needs of economic actors. 

NOTES 
1. Sections 2and 3are based on materials published 2. Section 4 is based on materials published prepreviously in Leibenstein (1981). viously in Leibenstein (1982). 
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Institutional Innovation and
 
Agricultural Development
 

VERNON W. RUTTAN 
University of Minnesota, St. Paul 

Sumnury. - This paper elaborates a theory of institutional innovation in which shifts in the
demand for institutional change are induced by changes in relative resource endowments and bytechnical change. The supply of institutional innovations responds to advances in social scienceknowledge and changes in cultural endowments. Case studies drawing on (1)innovations in land
tenure and labor relations in the Philippines; (2) export promotion and import substitution ofagricultural commodities in East Asia; and (3) farm commodity policy in the United States arepresented. Elements of a general institutional innovation model are outlined. 

1. INTRODUCTION 
has insisted that "the great invention of the 19thOver the last several decades economists have century was the invention ofmade major contributions to our understanding 
invention" (Whitehead, 1925, p. the96).method of 

of the impact of advances in natural 
In the case of agriculture, for example, in bothscience Japan and theknowledge on technical change and of the impact 

United States much of the techof technical change nical change that hason economic growth. We led to growth of outputhave also significantly advanced our understand-
er hectare has been produced by public sectoring of the sources of demand for and suppiy of 	

institutions. These institutions - state (or pretechnical change. 	 fectoral) and federal (or national) agriculturalIn work published in the early 1970s, 
experiment stations - ,btainedYujiro 	 their resourcesHayami and I extended the theory of induced 
in the political marketplace and allocated theirtechnical change and tested it against the history 
resources through bureaucratic mechanisms.of agricultural development in the United States 	
The success of the theory of induced technicalchange gives rise, therefore,and Japan (Hayami and Ruttan, 1971 and 1985; 	 to the need for aalso Binswanger 	 more careful consideration of the sources of inand Ruttan, 1978).generally accepted tha! 

It is now 	 stitutional innovation and design.the theory of induced In this paper I elaboratetechnical change provides very substantial insight a theory of nstiinto the process of agricultural development for a 
tutional innovation in which shifts in the de,, .and
for institutional change are induced by changes in
 

wide range of developed and developing coun- relative resource endowments and by technicaltries. Economic historians are increasingly draw-
ing on the theory of induced technical change in 
change. I also consider the impact of advances in
attempting 	 social science knowledge and of c 'Itural endowto interpret differential patterns ofproductivity growth among 	 ments on the supplycountries and over of institutional change.
time (Thirtle and Ruttan, 1986, pp. 60-66). 
I then present three case studies of institutional
 

The demonstration that 
innovation in an attempt to illustrate the plausitechnical change canbe treated as largely endogenous to the develop-	
bility of the induced institutional innovation perspective. I then present the elements of a more
 ment process does not imply that the progress ofeither agricultural or industrial technology can be 
general model of institutional change. The perleft to an "'invisible hand" that drives technology 
spective on the role of institutional change in thealong an "efficient" path determined by relative 
process of economic development presented inresource endowments. 	 this paper is muchThe capacity to advdnce 	 more positive than the viewsthat were heldknowledge in science and technology is itself 	

by the American institutionalaproduct of institutional 	
school or in the recent literature on social choiceinnovation. Whitehead and collective action. 
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2. SOURCES OF DEMAND AND SUPPLYOF INST1TUTIONAL INNOVATION' political entrepreneurs that leads to shifts in thedemand for institutional innovation and perfor.mance.
 
InstitutiOns
organizations that facilitate coordination among 

are the rules at a society or at The Marxianimportance tradition has emphasizedpeople by helping them form expectations which 
of technical change as thea source ofeach person can reasonably hold in dealing with 

demand for institutional chonge. Marx insistedothers. They reflect the conventions that have 
that: "At a certain stage of their development,evolved in different societies regarding the 
the material forces of production in society comebe-havior of individuals and groups relative to their 
in conflict with the existing relations of produc.own behavior and the behavior of others. !n the 
don, or  what is but a legal expression for thearea of economic same thing relations, institutions have 

with the property relations withinacrucial role in establishing expectations about the 
which they had been at work before. From formsof development of the forces of production these

rights to use resources in economic activities andabout the partitioning relations turn into their fetters. Then comes theof the income streamsresulting from economic activity 
period of social revolution. 

- "institutions With the change ofprovide assurance the economicrespecting foundation 
others, and give 

the actions of superstructure the entire immenseis moreorder and stability 'to or less rapidlytations in expec- formed" transthe complex and uncertain world of (Marx, 1913, pp. 11-12).economic relations" (Runge, 1981a, p. xii. ALso 
There is a supply as well as a demand dimen.Commons, 1950, p. 24; Knight, 1952, 

sion in institutional change. Collectivep. 51; leading actionRunge, 1981b). In order to perform the essn:ial 
to changes in the supply of institutionalinnovations may be generated by tension among 

role of forming reasonable expectations in deal.
ings among people, institutions must be stable for 
interest groups. The supply of institutional inan 
extended time period. But institutions, like 
novations is strongly influenced by the distribu.technology, don of political resourcesmust also change if development is and by the cost ofto occur. achieving social consensus (or of suppressingopposition). It also depends critically on cultural 

Shifts in the demand for institutional innova-tion or endowments,improvements in institutional perform. including ideology and religion.Advancesance may arise from in knowledge ina wide variety of sources. the social sciencesDouglass North and Robert Thomas (1970; 1973) 
(and in related professions such as law, adminis.attempted tration, planning, and social service) can reduce

to explain the economic growth of the cost of institutional change in
Western Europe between 900 and 1700 primarily similar manner a somewhatin terms of innovation in the institutional rules as advances in the natural sciences reducethat governed property rights. A major source of 

the ,:ost of technical change.institutional innovation was, in their view, 
The induced innovation perspective suggeststhe that technical and institutional change are highly

rising pressure of population against increasingly interdependent andscarce resource endowments must
Schultz (1968), Theodore W. be analyzed within afocusing contexton more recnt eco- of dialectal interaction.nomic history, identified the rising 

The sources of demand for technical and insti-economic tutional change are similar. A rise in the price ofvalue of labor during the process of economic de-velopment asinnovation. Northa primaryand Thomas would apparently 
land (or natural resources) in relation to the pricesource of institutional of labor induces technicalrelease the constraints change designedhave agreed on production that resulttowith Schultz that "it is hardimagine any secular economic movement 

to from an inelastic supply of land and, at the samethat time, induces institutional changes that lead toinstitutions than would the movement of wages 
 of propery rights in land. A rise in the price of 


would have more profound influence in altering
relative to that of rents" (Schultz, 1968, p. 1120). 

greater precision in the definition and allocation 
labor in relation to the price of land (or naturalBoth North and Thomas and Schultz would todayprobably give resources) induces technical changes designed togreater attention to the role ofexpected payoffs permit the substitution of capital for labor and, at

as a source of demand forinstitutional change. It also seems more apparent 
the same time, induces institutional changestoday designedthan a decade ago that to enhance the productive capacity ofin nonmarketenvironments, or in environments the human agent and to increasewhere prices the workers'are severely distorted, the shadow prices 
control ever the conditions of employment. Thethat new income streamsreflect the real terms of trade among factors and generated by technicalproducts (or the gap between shadow and market 
change and by gains in institutionalinduce change in the efficiencyrelative demand forprices) convey information com-

to economic and modities and services, and open up new and 
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more profitable opportunities for product in- new forms of property rights, more efficient 
novations. The new income streams generated by 
either technical or institutional change induce 
further institutional changes designed to modify 
the way new income streams are partitioned 
among factor owners and to alter the distribution 
of income among individuals and classes, 

Shifts in the supply of technical and insti-
tutional change are also generated by similar 
forces. Advances in knowledge in science and 
technology reduce the cost of the new income 
streams that are generated by technical change. 
Advances in knowledge in the social sciences and 
related professions reduce the cost of the new 
income streams that are generated by institu-

f 	 tional change - by improved institutional per-
formance, by new institutions, and by conflict 
resolutions. 

There are, of course, multiple sources of both 
technical and institutiotiai chang, And there are 

o autonomous as well as induced sources of both 
d technical and institutional charge. but there 
.g 	 have been two very pervasive sources of insti-

tutional change during the last century that are 
particularly relevant to the cases discussed in this 

)f paper. 
ig One has been the closing of the land frontier 
al Prior to the beginning of this century almost all 
n. increases in agricultural production came from 

expansion in land area. By the first decade of the 
next century, almost all increases in agricuitural 
production will have to come from more inten-

iat sive land use - from higher yields per unit of 
Ici-	 land area. This is the most dramatic change in 

agriculture since neolithic women invented it. 
sts And it is occurring in the remarkably short 
hly period of a single century. 
ia The second major source of institutional in-

novation is the rising 	 economic value of the 
sti-	 human agent. Within a single century, the value 
:of 	 of the human agent per unit of time has, in 
rice western societies, risen by a multiple of four or 

to five. This change occurred first in the countries of 
suit new settlement and Western Europe. Since mid-
Imp century it has occurred in Japan and in several 
J to small countries in East Asia. It is well underway 
tion in Latin America. The sources of these changes 
e of are still not well understood, but the implications 
ural for institutional change can hardly be under-
d to estimated. 
d,at 
nges 3. INSTITUTIONAL INNOVATION 
:yof IN LAND TENURE AND 
ers' 	 LABOR RELATIONS: 

E2Tce 

nical A PHILIPPINE CASE 

iency 	 In some cases the demand for institutional 
om-	 innovation can be satisfied by the development of 

and
 

market institutions, or even by evolutionary 
changes arising out of direct contracting by 
individuals at the level of the community or the 
firm. In other cases, where externalities are 
involved, substantial political resources may have 
to be brought to bear to organize nonmarket 
institutions in order to provide for the supply of 
public goods.
 

Economic historians have provided us with a 
number of cases where changes in factor endow
ments, technical change, and growth in product 
demand have induced changes in property rights 
and contractual arrangements. In the 1985 edi
tion of Agricuhural Development, Yujiro Hayami 
and Idiscuss historical examples from the United 
Kingdom, Thailand and Japan. Although cx
ceedingly useful, I always feel somewhat insecure 
about the inferences that can be drawn from the 
historical cases. Research conducted by Yujiro 
Hayami and Masao Kikuchi in the Philippines 
during the late 1970s has enabled us to examine a 
more contemporary example of the interrelated 
effects of changes in resource endowments and 
technical change on the demand for institutional 
change in land tenure and labor relations. Tho 
case is particularly interesting because the insti
tutional innovations occurred as a result of pri
vate contracting among individuals. The study 

isunique in that it is based on a rigorous analysis 
of microeconomic data in a village over about a 
20 year period. 

(a) Changes in technology and resource 
endowments 

Between 1956 and 1976, rice production per 
hectare in the study village rose dramatically, 
from 2.5 to 6.7 metric tons per hectare per year. 
This was due to two technical innovations. In 
1958, the national irrigation system was extended 
to the village. This permitted double-cropping to 
replace single-,'ropping, thereby substantially in
creasing the annual production per hectare of 
rice land. The second major technical change was 
the introduction in the late 1960s of the modern 
high-yielding rice varieties. The diffusion of mod
ern varieties was accompanied by increased use 
of fertilizer and pesticides and by the adoption of 
improved cultural practices such as straight-row 
planting and intensive weeding. 

Population growth in the village was rapid. 
Between 1966 and 1976 the number of house
holds rose from 66 to 109 and the population rose 
from 383 to 464, while cultivated area remained 
virtually constant. The number of landless 
laborer households increased from 20 to 54. In 
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1976, half of the households in the village had no sum of the share-to-land plus the operators'land to cultivate, not even land for rent. The aver- surplus under the other tenure arrangement. Aage farm size declined from 2.3 to 2.0 hectares. substantial portion of the economic rent wasThe land is farmed primarily by tenants. In captured by the leasehold tenants in the form of1976, only 1.7 hectares of the 108 hectares of operators' surplus. On the land farmed under acropland in the village were owned by village subtenancy arrangement, theresidents. In both 1956 and 1966, 70% of the land 
rent was shared

between the leaseholder and the landlord.was farmed under share tenure arrangements. In A second institutional change, induced by1963, a new agricultural land reform code was higher yields and the increase in populationpassed which was designed to break the political pressure, has been the emergence of a newpower of the traditional landed elite and to pattern of employer-labor relationship betweenprovide greater incentives to peasant producers farm operators and landless workers. Accordingof basic food crops. A major feature of the new to the traditional system called hunusan, laborerslegislation was an arrangement that permitted who participated in the harvesting and threshingtenants to initiate a shift from share tenure to received a one-sixth share of the harvest.leasehold, with rent Byunder the leasehold set at25% 1976, most of the farmers (83%) adopted a sysof the average yield for the previous three tem called gamma, in which participation in theyears. Implementation of the code between the harvesting operation was limited to workers whomid-1960s and the mid-1970s resulted in adecline had performed the weeding operation withoutin the percentage of land farmed under share receiving wages.tenure to 30%. The emergence of the gamma system can be 
interpreted as an institutional innovation 

(b) Institutionalinnovation signed to reduce the wage rate for harvesting to 
de-

alevel equal to the marginal productivity of l3bor. 
The shift from share tenure to lease tenure was 

In the 1950s, when the rice yield per hectare waslow and labor was less abundant, the one-sixthnot, however, the only change in tenure relation- share may have approximated an equilibriumships that occurred between 1966 and 1976. wage level. With the higher yields and the moreThere was asharp increase in the number of plots abundant supply of labor, the one-sixth sharefarmed under subtenancy arrangements. The became larger than the marginal product of labornumber increased from one in 1956, to 16 in in the harvesting operation.1976. Subtenancy is illegal under the land reform To test the hypothesis that the gamma systemcode. The subtenancy arrangements are usually was adopted rapidly primarily because it repremade without the formal consent of the land- sented an institutional innovation that permittedowner. All cases of subtenancy were on land farm operators to equate the harvesters' sharesfarmed under a leasehold arrangement. The most of output to the marginal productivity of labor,common subtenancy arrangement was 50-50 imputed wage costs were compared with thesharing of costs and output. actual harvesters' share (Table 2).The incentive for the emergence of the sub-
The results

indicate that a substantial gap existed betweentenancy institution was that the rent paid to the imputed wage for the harvesters' labor alonelandlords under the leasehold arrangement was and the actual harvesters' shares. This gapbe:ow the equilibrium rent was- the level which eliminated if the imputed wages for harvestingwould reflect both the higher yields of rice and weeding labor were added.obtained with the new technology and the lower Those results are consistent with the hypothwage rates implied by the increase in population esis that the changes in institutional arrangepressure against the land. ments governing the use of production factorsTo test this hypothesis, market prices were were induced when disequilibria between theused to compute the value of the unpaid factor marginal returns and the marginal costs of factorinputs (family labor and capital) for different inputs occurred as a result of changes in factortenure arrangements during the 1976 wet season, endowments and technical change. InstitutionalThe results indicate that the share-to-land was change, therefore, was directed toward the establowest and the operators' surplus was the highest lishment of a new equilibrium in factor markets.for the land under leasehold tenancy. In contrast,
the share-to-land was the highest and no surpluswas left for the operator who cultivated the land (c) Efficiency and equityunder the subtenancy arrangement (Table 1).Indeed, the share-to-land when the land was It is important to recognize that subtenancyfarmed under subtenancy was very close to the and gamma contracts were the institutional 
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Table 2. Comparison between the imputed value of closed for some of the landless laborersharvesters' share and the imputed cost ofgamma labor 

Number of working days of 
gamma labor (days/ha)" 
Weeding
Harvestintreshing 

Imputed cost of gamma

labor (P/ha)t 

Weeding 

Harvesting/threshing 


(1) Total 
Actual share of harvesters: 

In kind (kg/ha)t 
(2) Imputed value (P/ha)§ 

(2) - (I) 

Based on Based on 
employers' employees'

data data 

20.9 18.3 
33.6equity,
33.6 33.6 

167.2 146.4 
369.6 369.6 
536.8 516.0 

504.0 549.0 
504.0 549.0 

( -or 

-32.8 33.0 

Source: Hayami and Kikuchi (1981), p. 121.
*Includes labor of family members who worked as gamma laborers, 
tlmputation using market wage rates (daily wage = P8.0 for weeding, P11.0 for harvesting). 
tOne.sixth of output per hectare.
§lImputaion using market prices (1kg = P1). 

innovations to facilitate more efficient resource 
allocations through voluntary agreements by
assigning more complete private property rights.
The land reform laws gave tenants strong protec-
tnon of their tenancy rights with the result that a 
part of land property rights, which isthe right to 
continue tilling the soil at a rent lower than the
marginal product of land, was assigned to tenant 
operators. But the laws prohibited tenants from
renting their land to someone else who might
utilize it more efficiently, when they became 
elderly or found more profitable off-farm em
ployment, for example. Subtenancy was developed to reduce such inefficiency due to the 
institutional rigidity in the land rental market 
based on the land reform programs. Likewise,
the gamma system was developed to counteractthe institutional rigidity in the labor market 
based on the traditional cdstom in the rural
community in the form of a fixed harvester's
share. 

It might appear that these institutional inno-
vations increased efficiency at the expense of
equity. But, if the subtenancy system had not
been developed, the route would have been 

tobecome farm operators. If the implicit wage rate 
for harvesting work had been raised in the
absence of the gamma contract, it might have
encouraged mechanization in threshing and
thereby reduced employment and labor earnings. 
It must be recognized that the institutional in-
Lovations that resulted in more efficient markets 
as a result of the assignment of more complete
private property rights do not necessarily impair

as isoften argued by Marxist and populistcritiques of private market institutions. 
In the case reviewed here the induced innova

tion process leading toward the establishment of 
equilibrium in land and labor markets occurred 
very rapidly in spite of the fact that many of thetransactions - between landlords, tenants, andlaborers - were less than fully monetized. 
Informal contractual arrangements or agree. 
ments were utilized. The subleasing and the
mobilization ofcontract withoutgamma labor substantialevolved thepolitical activity

bureaucratic effort. Indeed, the subleasing ar
rangement evolved in spite of legal prohibition!
Where substantial political and bureaucratic resources must be mobilized to bring about techni
cal or institutional change, the changes can beexpected t', occur more slowly. In the cases
discussed in tne next two sections, the mobiliz
ation of poltical resources plays a much more 

important role.
A continuing puzzle in the agricultural de

velopment literature is an understanding of the
conditions under which spatial and intertemporal

markets for commodities and services emerge.

Binswanger and Rosenzweig (1986) have recent
ly laid out avery useful framework for interpret
ing the implications o. risk and information costs 
for the absence of markets and for analyzing the 
implication of lack of markets for production
behavior. A series of case studies of the emer
gence of factor, product, and service markets
could be extremely useful in advancing our 
understanding of institutional change. 

4. EXPORT PROMOTION AND IMPORT 
SUBSTITUTION: EXAMPLES FROM 

EAST ASIA 3 

The second case of institutional innovation is 
the rather dramatic change that has taken place
in sectcra patterns of import substitution and 
export rromotion in East Asia since the begin
aing of industrial development. Many observers
have credited the export-oriented industrial poli
cies pursued first by Japan, and later by Taiwan
and South Korea, with creating an economic 
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environment that hhiableto conomc been exceptionally favor- and resulting politicalgrowth. It has also been noted, stresswith a good deal of PUZZlement, that these same accompanied that would haverapid structural adjustment. Jap.anese agriculture lost comparative advantagecountries are pursuing import substitution agri.cultural policies. It is clear that these Policies measured in terms of labor productivity, relativeto both Japanese industry and Unitedhave imposed Statesrather large welfare lossesthree economies. Does economic rationalityonvan-all agricultureishAsreofsuisbKy - very rapidly after the early 1950s.at the edge of the AneonYjio The loss of comparative advantages in Korea andrice fields? Taiwan in the late I960s and l970sin was evenges ra anaA series of studies by Kym Anderson, YujiroandHaya nmi several mo."e rapid (Anderson and Hayami, 1986, p. 40).colreagues has helped toclarify the economic and political for The impact of structural adjustment costs wouldthat havegiven rise to the transition from earlier agricul. 
have been borne largely by a single generation of

tural rural people.export and industrial import-substitutionoriented regimes to the present industrial export There were also a numberpromotion of factors that
regimes. and agricultural 

shifted the supply curve for protectionism to theimPort-substitution right. Economic growth rapidly reduced both the 
The transition from an export-oriented agricul- share of the consumer budget accounted for byfood purchased in the market and the tax burden

tural policy in Japan began shortly after the turnof the century. In the of producer subsidies.18 90s, Japan shited from Japanese commercial It was advantageous toand industrial interests tobeing a small net exporter of rice to becoming a accedenet importer of rice. A tariff was first imposed on 
to Policies that would maintain farmers'

rice ir.lports in 1904. After World War l, 
commitment to the conservative Liberal Derothe 

protection afforded 
cratic Party (LDP). Large numbers of Japaneseto Japanese rice producerswas reduced by allowing duty-free imports from industrial workersKorea and and part-time farmers haveTaiwan under strong enlotional links to rural households and toa policy of imperialself-sufficiency. During this period, land taxation 
the political imagery of food self-sufficiencyThe situation in Tawan and South Korea waswas reduced and expenditures on agricultural re-searchDuring and rural infrastructurethe first decade after were expanded, 
not unlike that in Japan. The potential politicalWorld War II,Japanese farmers received prices that were slight-
threat from North Korea has provided additionalimpetus for the government, the industrial and!1 above the commercial interests to assure rural commitworld market prices. Since1950s, however, nominal the mid- ment torates of agricultural political stability in SouthThe conclusions Korea.protection (producers Price/border price) have that Anderson and Hayami

escalated rapidly. 
draw from their East Asian analysis have beentested using cross-section data from a large num.The transition to agricultural import substitu-tion in Korea and Taiwan camethe much later. In ber of developed and developing countries. Thecross-sectional1950s, both countries were pursuing indus-

evidence suggests that as econ
trial impo r-mubstitution policies. 

omies grow they tend to change from taxing to 
Nominal ratesof protectionties were for most agricultural assisting or protecting agriculture. Anderson andnegative. During the early 1960s, bothcommodi- Hayami conclude that this change occurs atan earlier stage of economic growth, the weaker
South Korea and Taiwan shifted from industrial
import-substitution to export-oriented policies. the countries' comparativeculture. advantageTheir analysis in agriof protection also suggests thatrapidly in for agriculture theseturned slightly positive in the 1960s and escalated economic growththe 1970s in both South Korea and 

changes occur more rapidly the faster the rate ofagricultural and thecomparative faster the declineadvantage (Andersonin 

agricultureTaiwan. Thisis transition from taxing to protectingnot unlikecurred in Western the changes that oc- and Hayami, 1986,Europe during p. I).of industrialization. the process This conclusion is reinforced by the results ofWhat is remarkable the analysis by Robert H. Bates and William P.about Rogerson (1980)the East Asian that asexperience, particularly the share of agriculturalSouth Korea that of 
speed of the 

and Taiwan, is the extraordinary 
population declines, its desirability as a coalition

transition. partner rises. Furthermore, the policies pursued
Anderson, Hayami and their colleagues have 
by South Korea and Taiwan are not inconsistent
attempted to explore the sources of both demand 
with the model suggested by Irma Adelman,whichand supply for the rapid emergence implies the desirability of shiftingof protec- agricultural to antionist agricultural policies. In the case of Japan. 

demand-led industrialization policythe demand for protection 
once the process of development is well underwas based on the way (Adelman,economic cost to rural families and communities 1984),The implications for other developing coun

(. 
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tries seem quite clear. As other developing perspective, it is useful to recall the environmentcountries enter into a period of rapid industrial in which the earlier agricultural programs of thegrowth, they are also likely to adopt increasingly 1930s were initiated. The designers of commodprotectionist policies. This switch is likely to ity price programs during the first Rooseveltoccur at relatively low levels cf per capita administration were not able to draw on an exincome, as in South Korea and Taiwan, in tensive body of either program experience orsituations where comparative advantage in agri- professional analysis. Their arguments drew onculture is weak or rapidly eroding. It isdifficult to limited data sources and weak understanding ofbelieve that the growth of agricultural protection- the agricultural sector implications of macroecoism in the world economy will be significantly nomic policy. The extent to which the behaviorreversed in the next several decades, of agricultural commodity and financial marketsThe question remains, why, in view of the very reflected Zhe dramatic increase in unemploymentlarge deadweight losses associated with the pro- and the decline in national income was nottectionist policies pursued in both East Asia and clearly understood. It was not until the 1940s thatWestern Europe, alternative policies that would the dialogue between theory, method, and datadelink income support from commodity prices had advanced to the point at which the agriculhave not been developed? This is a particularly tural economics literature began to reflect addifficult challenge to economics and other social equately an understanding of what today can bescience r"'carch. In the United States, the efforts recognized as the Schultz-Cochrane paradigmtc bring about a delinkage between commodity regarding the macroeconomic basis for the farmprice zupports and income support for farm crisis of the 1930s, or the implications offamilies began in the mid-1940s. In the next sec- macroeconomic policy for the design of agricultion, I review the history of this effort. Particu- tural programs (Brandow, 1977).lar attention will be given to the role of social What has the evolution of United Statesscience knowledge in shifting the supply curve for agricultural commodity policy since the 1920sinstitutional innovation to the right. revealed about the demand for and supply of 
:'cial science knowledge? What has it shown 
zbo-ut how such knowledge contributes to institu5. FARM COMMODITY POLICY tional design and innovation? A first lesson isIN THE UNITED STATES 4 that deficiencies in social science knowledge have 
at times imposed a substantial burden on theThe late 1950s and early 1960s were a period of design of economic policy.remarkable vigor in agricultural policy research The depression of the early 1930s resulted in aand in institutional innovation in the design of dramatic increase in demand for social scienceagricultural commodity policy. Much of the knowledge in the design of policies and proprofessional discussion during this period was grams. But the capacity of social scientists todominated by the "supply management" pro- respond to such opportunities with effectiveposals developed and championed by Willard program design was itself dependent on the stateCochrane. Cochrane served as an advisor to of social science knowledge. Roosevelt's electionKennedy during the 1960 campaign, assisted in resulted in a discrete shift to the right in thethe drafting of a campaign "white paper" on supply function for institutional innovationagricultural policy, and was brought into the agricultural policy. The economists who contri-

in 

Kennedy administration as director of agricul- buted to the design of the commodity and pricetural economics. The design of the commodity policies of the 1930s were clearly among the
 
program provisions of the 
 proposed Food and most brilliant members of the profession. ButAgriculture Act of 1962 was based on the supply the economic theory and economic research onmanagement ideas that Cochrane had worked which they were forced to draw for policy designout over the previous decade and a half. But the was clearly underdeveloped. And the policiesmost significant policy innovations in the new they designed have imposed a continuing burdenlegislation t'hat finally emerged out of this period on professional dialogue in the field of agriculdrew more heavily on the compensatory or direct tural policy and heavy social costs on bothpayment ideas that were first formally proposed farmers and consumers.to the Congress in 1949 by Secretary of Agricul- In spite of advances in the understanding ofture Charles F. Brannan than on the supply macroeconomic relationships during the 1940s, itmanagement proposals developed by Cochrane seems apparent that the limited ability to trans.(Ruttan, 1984). late that understanding into a system of demandIn putting the emergence of proposals for and supply relationships and to estimate empiridirect or compensatory income payments into cally the parameters of commodity and sector 
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models imposed a severe burden on both in the
design and the acceptance of the Brannan Plan. 
Except for a few illustrative estimates for individual perishable commodity programs (for
hogs, eggs, potatoes, and milk and milk pro-
ducts), Secretary Brannan was not able to 
present to the Congress overall cost estimates for
implementing his proposals. 


A second lesson 
 is that the innovations in
agricultural commodity programs were induced 
by fundamental economic forces associated
with the development of the American economy
and the agricultural economy in particular.
The timing of the institutional innovations of the
1920s and 1930s was clearly influenced by the
political response to the collapse of land prices in 
the early 1920s and the Great Depression of the 
1930s.

Yet, in retrospect it appears that there were 
even more fundamental forces operating in the
agricultural economy to induce institutional in-
novation. The share of farm assets accounted for
by capital inputs rose relative to the share ac-
counted for by land from the 1820s. The valueadded at the farm level had declined as a share of
the value of farm sales from the end of the Civil
War. New technology embodied in inputs pur-
chased fiom the nonagricultural sector had be-
come a major source of productivity growth.

Before the beginning of this century, the gains
in preductivity in American agriculture were al-

most entirely a consequence of increased mech-

anization. The technological revolution 
 of the 

19th century contributed to increasing output per
worker but contributed very little to growth in 

aggregate output (Hayami and Ruttan, 1971, 

pp. 138-152). The period immediately after the 

turn of the century was a period of technological

stagnation. But by the mid-1920s a new biologi-

cal technology capable of enhancing output per
acre 
and output per unit of breeding stock was
beginning to come on stream. It was becoming
possible to increase aggregate output more 
rapidly than aggregate demand, 

In the absence of public intervention in agricul-

tural commodity markets, the gains from the new

technology would have 
 been transferred almost 
immediately from agricultural producers to con-
sumers. In this environment, it should not have 
been surprising that farmers would be unsatisfied
with policies that protected them only from the
effects of cyclical fluctuations in economic ac-
tivity. Although farmers and farm leaders arti-
culated these demands in different terms, it 
seems clear in retrospect that they were de-
manding economic policies that would dampen
the transfer of productivity gains from farm 
producers to consumers, 

6. 	TOWARD A MORE COMPLETE MODEL 
OF INSTITUTIONAL CHANGE 

In closing, I would like to reflect on the
directions that future work might take in efforts 
to develop a more analytical approach to under
standing the process of institutional change. The
elements of a more complete model that maps
the general equilibrium relationships among re
source endowments, cultural endowments, ted' 
nology and institutions are illustrated in Figure 1.
The model suggests the importance of going
beyond the conventional general equilibrium
model in which resource endowments, tech
nologies, institutions and culture are treated as
given. In the study of long-term social and 
economic change, the relationships among the 
several variables must be treated as recursive.The formal microeconomic models used in the
Hayami-Ruttan work and in the work of others 
to analyze the supply and demand for technical 
and institutional change can be thought of as
"nested" within the general equilibrium frame
work of Figure 1. 

One advantage of the "pattern model" out
lined in Figure I is that it helps to identify areas
of ignorance. Our capacity to model and test the 
relationships between resource endowments and
technical change is relatively strong. Our capa
city to model and test the relationships between 
cultural endowments and either technical or
institutional change is relatively weak. A second 
advantage of the model is that it is useful in
identifying the components that enter into other
attempts to account for secular economic and 
social change. Failure to analyze historical 
change in a general equilibrium context tends to
result in an unidimensiona! perspective on the
relationships bearing on technical and institu
tional change.


For example, historians workin, within the

Marxist tradition often tend to 
 view technical 
change as dominating both institutional and 
cultural change. In his book Oriental Despotism,
Karl Wittfogel views the irrigation technology
used in wet rice cultivation in East Asia as
determining politiLal organization (Wittfogel,
1957). As it applies to Figure 1, his primary
emphasis was on the impact of resources and 
technology on institutions (B) and (C).

A serious misunderstanding can be observed in 
contemporary neo-Marxian critiques of the green
revolution. These criticisms have focused atten
tion almost entirely on the impact of technical 
change on labor and land tenure relations. Both 
the radical and populist critics have emphasized
relation (B). But they have tended to ignore
relationships (A) and (C). This bias has led to 
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arate effects of population growth and technicalchange on the growth and distribution of income.The analytical power of the more complete
induced innovation model has been illustrated inthe Laguna Village study by Hayami and Kikuchi(1981). In the Laguna (Philippines) they studied 
increases in population pressure (C) and thehigher incomes generated by technical change inrice production (B) that resulted in substantiaichange in both land tenure and labor market
relationships between the mid 1950s and the mid1970s. 

Armen Alchian and Harold Demsetz idenlifya primary function of property rights as guiding
incentives to achieve greater internationalization
of externalities (Alchan and Demsetz, 1973).
They consider that the clear specification ofproperty rights reduces transaction costs in theface of growing competition for the use of scarce 
resources as a result of population growth and/or
growth in product demand. Douglass North and
Robert P. Thomas, building on the Alchian-Demsetz paradigm, attempted to explain theeconomic growth of Western Europe between900 and 1700 primarily in terms of changes in 
property institutions (North and Thomas, 1970;1973; Field, 1981). During the 11th and 13th
centuries the pressure of population againstincreasingly scarce land resources induced in-novations in property rights that in turn createdprofitable opportunit.es for the generation andadoption of labor-intensive technical changes inagriculture. The population decline in the 14thand 15th centuries was viewed as a primary fac-

4 b 
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Figure 1. Interrelationship., between changes in resource endowments, cultural endowments, technology, andintitutions. 

repeated failure to identify effectively the sep- or leading to the demise of feudalism and the s
rise of the national state (Figure 1, line C).These institutional changes in turn opened up 
f 

new possibilities for economies of scale in non-
L 

agricultural production and in trade (Figure 1,line b). 
cIn a more recent work, Mancur Olson has

emphasized the proliferation of institutions 
ci 

as asource of economic decline (Olson, 1982; North,
1983). He also regards broad-based, encompass.
ing organizations as having incentives to gener- aiate growth and redistribuwe incomes to theirmembers with little excess burden. For example,

a broadly based coalition that encompasses the 

cc
 
majority of agricultural producers is more 

tit

likely b,
to exert political pressure for growth-oriented

policies that will enable its members to obtain 
in 

larger share of a 
a relarger national product than

smaller organi'ation that represents the interests
a fo 

of the producers of a single commodity.
Small organizations representing narrow inter-

A. 
est groups sare more likely to pursue the inter- spests of their members at the expense of thewelfare of other producers and the general Republic. laicontrast, an even more broadly basedfarmer-labor coalition would be more concerned 

va 
with promoting economic growth than would an 

in, 
organization representing a single sector. But
large groups, in Olson's view, are inherentlyunstable because rational individuals will notincur the costs of contributing to the realizationof the large group program incentives they have strongto act as free riders. As a result, 1oorganizational "space" in a stable society will beincreasingly occupied by special interest "distri- Ha: 

and 

an
 

http:opportunit.es
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butional coalitions." These distributional co-
alitions make political life divisive. They slow 
down the adoption of new technologies (Figure 
1, line b) and limit the capacity to reallocate 
resources (Figure 1, line c). The effect is to slow 
down ecoromic growth, or in some cases initiate 
a ocriod of economic decline. 

While substantial progress has been made in 
economics, at least within 3 parial equilibrium 
framework, toward analyzing the sources and 
impact of technical and institutional change, 
almost no attention has been devoted by eco-
nomists to the role of cultural endowments. To 
the extent that cultural endowments are con-
sidered at all by economists, they tend to be 
subsumed under the concept of tastes. And 
tastes, even more so than technology and insti-
tutions, are regarded as not subject to economic 
analysis. 5 

At an intuitive level we have little difficulty :n 
accepting the view that cultural endowments, 
including religion and ideology, exert at least 
some influence on the supply of institutional 
innovation. Cultural endowments make some 
forms of institutional change less costly to estab-
lish and impose slvere costs on others. 

It has been argued, for example, the tradi-
tional moral obligation in the Japanese village 
community to cooperate in communal infrastruc-
ture maintenance .has made it less costly to 
implement rural development programs than in 
societies lacking such traditions (Ishikawa, 1981, 
pp. 325-347). The traditional patterns of cooper-
ation have represented an important cultural 
resource on which to erect modern forms of 
cooperative marketing and joint farming activi-
ties. In China, communist ideology, reinforced 
by the 1--ssons learned during the guerrilla period 
in Yenan, inspired the mobilization of communal 
resources to build irrigation systems and other 
forms of overhead capital (Schran, 1975). Similar 
cultural endowments are not available in South 
Asian villages where, for example, the caste 
structure inhibits cooperation and encourages 
specialization. 

In the cases cited above, cultural endowments 
acted to shift the supply of institutional inno-
vation to the right - to reduce the cost of 
institutional change. In the development litera-

ture, cultural endowments are more frequently 
viewed as obstacles to technical or institutional 
change. Kusum Nair insists that the differential 
response to the green revolution seed-fertilizer 
technology among regions in India can be ex
plained, at least in part, on cultural grounds 
(Nair, 1979). It has been argued that a primary 
explanation for British economic decline over the 
last century has been a set of cultural changes 
associated with the "gentrification" of bourgeois 
culture - "the rooting of pscudoaristocratic 
attitudes and values on upper-middle-class edu
cated opinion, shaped an unfavorable context for 
economic endeavor" (Wiener, 1981). 

The first postwar generation of development 
economists gave prominence, at least at the 
rhetorical level, to the role of cultural endow
ments in constraining or facilitating economic 
growth (Ruttan, 1988). They accepted the body 
of scholarship in history, philosophy, anthro
pology, sociology and political science that in
sisted that cultural endowments exerted major 
impact on behavior and hence on the response
in traditional societies to the opportunities 
associated with the modernization of com
munity life and the possibilities of national eco
nomic development (Hagen, 1962). Professional 
opinion has, however, not dealt kindly with the 
reputations of those development economists 
who have made serious attempts to incorporate 
cultural variables into development theory or 
into the analysis of the development process. But 
in spite of the failure of research on the economic 
implications of cultural endowments to find a 
secure place in economic development literature 
or thought, the conviction that "culture matters" 
remains pervasive in the underworld of develop
ment thought and practice. The fact that the 
scholars and practitioners of development are 
forced to deal with cultural endowments at an 
intuitive level rather than in analytical terms 
should be regarded as a deficiency in professional 
capacity rather than as evidence that culture 
doesn't matter. In my judgment, it is time for a 
new generation of development cronomists to 
again take stock of the advances in the related 
social sciences and attempt to assess what they 
can contribute to our understanding of the 
development process and to institutional design. 

NOTES 

1. This section draws on material that is discussed in 2. The material summarized in this section is dis. 
considerably more detail in Ruttan and Hayami (1984); cussed most fully in Hayami and Kikuchi (1981,
Hayami and Ruttan (1985, pp. 94-114); Binswanger pp. 67-123). See also Ruttan and Hayami (1984) and 
and Ruttan (1978, pp. 327-357). Hayazni and Ruttan (1985, pp. 98-103). 
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3. This section draws very heavily on a series of 4. The material presented in this section is presentedstudies of the poLical economy of agricultural pioiec- in greater detail in Ruttan (1984).
tionism in East Asia by Kym Anderson, Yujiro Hayami
and several other colleagues (Anderson and Hayami, 5. See Stigler and Becker (1977).
1986). For an alternative
For a very useful analysis of the sources of view see von Weisacker (1971).industrial import substitution policies in the initial
stages of industrial development in the United States,
 
see Pincus (1975. 1977). 
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THE INFORMAL SECTOR: ISSUES IN POUCY REFORM AND PROGRAMS 

PREFACE 

From April 27 - 29, 1989, the Office of Technical Resources within the Bureau for 
Africa of the U.S Agency for International Development (A.LD.) sponsored a regional 
conference in Nairobi, Kenya for anglophone African participants that brought 
together 70 government, business, academic and informal leaders from 11 countries 
to discuss issues relating to policy and programs for the informal sector in Africa. 
For the purposes of the conference, the informal sector was defined as those persons 
who, although operating outside the law, are providing legitimate goods and services, 
as opposed to those who operate outside the law, but who are involved in criminal 
activities. 

The informal economy is growing throughout the developing world, involving a vast 
market operating outside of government authority. Despite the size of this sector, it 
remains very poorly understood and is often regarded as an unemployed, or 
underemployed, sector with limited impact on the nation's economy. In fact, between 
40 and 60% of the workforce and of GDP in most Third World countries, is in the 
informal sector. In most instances, these informals operate "illegally" because they 
cannot overcome the barriers which prevent their entry into the formal economy. To 
channel the energy of this expanding sector and to promote economic growth, reforms 
in the existing legal, administrative and political systems will be required. 

To provide conference participants with a concrete example of the impact of empirical 
research and advocacy on reforms for informals, Mr. Hernando de Soto, Peruvian 
economist and President of the Institute for Uberty and Democracy (ILD) in Lima, 
Peru, was invited as keynoter. Mr. de Soto's groundbreaking research on the nature 
of and the constraints faced by the informal sector in Peru is the subject of his book, 
El Otro Sendero (The Other Path), published in Spanish in 1986 and in English in 
1989, which has become an international bestseller. 

According to Mr. de Soto, the existence and growth of the informal sector in Peru 
is due to the continuing presence of mercantilist structures in the political economy, 
which distort the functioning of the market and result in excessive regulations 
protecting privileged interest groups. 

The Other Path does not present the informal sector as a solution, but as a symptom 
of an inadequate institutional and policy environment. It concludes that the high cost 
of formality results in severe economic losses: low productivity due to inefficient 
specialization, low levels of productive investment, high taxes which discourage new 
business creation and disincentives to technological innovation. 

De Soto maintains that when laws and institutions ensure effective protection and 
enforcement of property rights and other contractual arrangements, transaction costs 
are zero, and markets are efficient. If the legal and institutional framework is 
inadequate, as Zn the case of Peru and most Third World countries, transaction costs 
are high, preventing market-led growth and inhibiting private initiative. 

T- assist in redressing the situation, Mr. de Soto and the LD advocate change to 
Lpen the economy to the informals and have developed1 majcr reform proposals 
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submitted to the government of Peru. Several of these proposals have been adopted, 
to rights informals and to ensurencluding broad-based reforms give property to 

access by informals to the formal credit market. 

In AFRICA, in the current climate of economic crisis, the informal sector is attracting 

growing attention. Governments are considering measures to simplify licensing and 
and to decrease harassment of informals. Donors areregistration procedures 

credit, training andconsidering means of intervening to assist this sector through 
The World Bank is examining ways of promoting formal totechnical assistance. 

informal linkages. 

To assist in ensuring more effective actions in favor of the sector, this conference 

was designed to (1) identify policy measures which can promote African 

entrepreneurship within the informal sector; (2) examine effective programs to support 

informals; and (3) determine how advocacy programs may be established for pursuing 

needed reforms. 

This report summarizes the presentations and discussions from the two and one-half 

Section One contains the opening addresses. Section Two containsday conference. 

the keynote address, commentary presentations and discussion on policy issues
 

Section Three contains the panel presentations and discussion onaffecting informals. 
policy reform in four African countries. Section Four contains the presentations and 

discussion on three program interventions to assist informals. Section Five includes 

the panel presentations and discussion on four approaches to advocacy for informals 
on ILD's advocacy program. Sectionin Africa and the presentation by Mr. de Soto 

bySix includes the conference conclusions as they were debated and presented 

members of four functional groups: government officials, researchers and economists, 
Closingnon-governmental organizations and the private (formal and informal) sector. 

statements made by representatives from A.I.D.'s Bureau for Africa, Office for Market 
also provided inDevelopment and Investment and Office of Technical Resource:; are 

this section. A list of conference participants and speakers is provided in the last 

section. 

Deborah M. Orsini 
Conference Organizer and Editor 
Labat-Anderson, Inc. 

June 1989 
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KEYNOTE ADDRESS: 

HERNANDO DE SOTO 

[He'nando de Soto is president of the Institutefor Liberty and Deo&cy (D) in Lima, Peru.His major work Other 

was

El published in Peru in 1986 (EditorialBarranco) and in the United States i 1989(Harper and Row). It became a best seller incoun(ries throughout Latin ri wth oler
c00,000 cpies sold, and recently madeWashington Post's best reller list. 
the 

Mr. de Sotostudied hunanitbes at the Universidad C.atolcain Lima, and economics at the University ofGeneva's Institut Universitaire de Hautes
Genea'sInsituEtudes Internationales.Unverstaie d HatesHe has served in many


capacities, icluding Economic Affairs Officer in
GATT, President ofthe Executive Committee of

the Intergovernmental Council of Copper
Exporting Countries 
 in Paris, ManagingDirec or of Universal Engineering Corporation
L'Geneva, Director of the Central Reserve
Bank of Peru and Chairman of a private
mining company anin Peru.h Since 4 Mr.dei 

Soto has been a member of the United Nations 
Commirtee for Development Planning. The ILDis a non-partisan, non-profit foundation whichconducts an intensive program of research,publications, seminars and Sympo.sia to achieve 
its goals. It is extremely active in studyin andlegislation to ssstEroposing ltnfo an

in 

African firstI would like to clarihr that I am notspecialistspecialist comecomeAfrican and I didd noti here antofPrsvnotarin ,ta not herewhich 
advise you on the situation in Africa. I am aPeruvian citizen and I have written a bookabout Peru and its informal sector. Since that 
book was published, other studies have been

conducted in the region, and I now know thatI am speaking of a general situation in LatinAmerica. Secondly, I am not a specialist on 


tinformal sector. My concern is poverty an
the access to wealth. Research on the informal
sector appeared to be the best means of findingout why we are so poor in Per=. 
Acsrdinj to the most optimistic estimates, the 
rs to thermost pmistic estimatey
Gross ational Product per caita my 
country is $1,100, and we hJivelevel for =ee at thatthe last 20 years. In examining 

ervxha
ns nt e n bl
Pruvinhiadwrogteen ale tot o t1odevelopment literature, the implication was thatr nouto 

poverty because there was something culturallyor ethnically wrong with us- we were notentrepreneurs and we were not even prepared 
for d eruocracy, which was why we needed 

are added, they h.Lvethe capital of my country. In trade, we foundstreet vendors in Lima and 
a $1 billion industry in 

the are31 maret2formerthat of 331 markets, 274 d ben bilt bystreet vendors. had been built by,In totaling informal
activities, we calculated that they contribute38% to our gross domestic product and, in fact,that our GDP is 27% higher than that quoted 
in official figures. Also, the informal sector ismuch bigger than oranized labor, which 
whl'norrrepresen ts ordly4n 8% of thework~ngIh population,r es o ogted or pr mr ia aih 

ieo,al are more tha
We then asked, why do the informals reain.outside the law? The implied answer In books 

utron; governments. However, when the ILD 
examined the informal sector, we discovered 
t are very entrepreneurial and have very
demcratic organizations, which encouraged usto take a closer look at the sector. Our study
was, then, first a means of learning about un development. Secondly, our study wasnot a traditional study of informality, that is, ofthe culture of the descendants of the Inca-nire, or of a class of marginals. We putasidell preconceived notions and found, infact, that informals are not marginals, becausethey represent the majority of the population;they are not unorganized, because they havetheir own internal structures; they areunemployed, because most are 

not 
employed; theyare not necessarily ricroenterprises because,whendenitingivenwhchaevolvea chance, they door grow.r Thero hi 

that informal sector firms are those which
illegal use 

means to achieve legal objectives, asopposed to those firms who use illegal meansto achieve criminal objectives, such as the drugtraders in Peru. Our challenge became one ofmeasurinT this sector, which was no easy taskbecause informals try to flee the law. Itrequired special empirical research methods

and techniques.
 

After four years of research and talking with
informals, we concluded that 62% of 
all
nhours worked inPeru am worked inthe
 
informal sector and that 43% of our cities inPeru are i-"mal.47% of In the construction sector,thL .xban population of 21 million 
persons in Peruare worth lives in houses built illegally,morevry1 uli rthan $18 billion.oaIn all 
of Peru, seven of every 10 buildings today are
 
being built outside the law. In the transportsector, 87% of the buses in Peru are informal.If taxis wrd vans are added, inforrnals contrl 
rtport,
9w5% of public with vehicles inLima 

ort about $620 million. Ifspare parts, repairhops and gasoline stations owned by informals 
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on informality in Peru was that somehow, 
Peruvians wished to disobey the law. We 
decided first to look at the cost of the law for 
Peruvians- not for privileged Peruvians but for 
the poor. The formal aector claimed that 
anyone genuinely motivated to go into business 

acould do so in 15 days with the help of 
lawyer. To test this claim, we simulated the 
creation of a smal! clothing industry, consisting 
of two sewing machines in a workshop. 
Working 6 hours a day, one lawyer and four 
assistants needed 289 days to register that 
workshop, going through all the red tape 

required by government in order to operate 
legally. We conducted the same expenment in 
Tampa, Florida, and it took us 3-1/2 hours. 
We next looked at what was required to have 
government adjudicate land for housing 

purposes. Again, using simulation, we 
discovered that a housing association of 100 
families would need to visit 52 government 
offices, fill in 207 documents and work 8 hours 

a day for six years and eleven months to 
obtain a legal adjudication. 

We also found that, contrary to popular belief, 
informals pay taxes. In fact, the taxes they pay 
correspond to their contribution to GDP. They 
don't pay in the same way. There is no 
income tax, but they do pay considerable 
amounts for excise taxes, occupancy taxes for 
street stands, and property taxes. 

When these results were announced in Latin 
America while my book was being promoted, 
we began to receive information that the same 
things were true in Venezuela, in Columbia, in 
Mexico, etc. We know therefore that this 
situation is not an unusual phenomenon in 
Latin Africa, and that it has more to do with 
government and politics than with culture. 

As a result of our studies, we do not argue for 
doing away with laws, but for creating good 
law, as opposed to bad law. Good law, such 
as that protecting property rights, can result in 
immediate benefits for informals: our 
comparative study on two shantytowns on the 
outskirts of Lima showed that property values 
increase by a factor of nine when property 
titles are made available. Secure property 
rights also provide access to credit and 
insurance, neither of which is available to 
informals without property titles. 

Microenterprise lending programs, which have 
done much to prove that informals are credit 
worthy, are supported by the Peruvian 
oligarchy because that means informals get 
microcredit, while the oligarchy keeps the big 

credit. To get big credit, you must have land 
reform. Land reform means giving individuals 
private property titles. The lack of secure 
property titfes in the Third World goes a long 
way towards explaining credit, towards 
explaini horizontal rather than vertical 
gr-th of cities, towards explaining poverty. 

Without access to good law, informals are 
depived of all the infrastructure on which 
developed economies depend: courts, contract.'. 
limited liability, pooling of resources, insuranoL 
policies, enforceable guarantees, .ankruptcy 
law, protection of intellectual rights, patents, 
royalties, etc. 

This lack of good law also affects the formal 
sector, through such more sophisticated Legal 
instruments as differential control and exchange 
rates, indirect taxes and surcharge on imports, 
direct taxes on imported goods, licenses, 
quotas, lists of authorized goods, advance 
payments on imports, exclusive and inclusive 
subsidies, tax reimbursements, direct investment 
regulations and exchange controls. In fact, 
most formal sector firms feel it is more 
important for managers to be close to 
government than to their plants since the high 
transaction costs come from government. 

It is not only the informals who flee the law. 
Formals also flee the formal sector flight of 
capital and brain drain are the ways formals 
have of fleeing the state. Poor people flee to 
the informal sector, rich people go North. 
Everyone leaves a state that does not Froduce 
good law. 

To determine why we had such bad laws in 
Peru, we looked at how laws are made. We 
counted, for the first time in Peru, the number 
of rules the central government make,,_ We 
found that in one year it makes 27,000 rules, or 
about 111 rules per working day, of which 99% 
are made by the executive branch of 
government. This means that only 1% of 
Peruvian rules are made with representatives of 
the opposition present. 

To determine where Peru had gone wrong in 
its law-making process, we studied developed 
countries and fourd that in the Western world, 
the executive branch of governments are 
accountable N, the people. Rules must be 
brought out according to established 

procedures. In the United States, rules are 
produced in draft and mast include a cost
benefit analysis. This is published, comments 
are solicited and public hearings are organized. 
In other developed countries, other systems 
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apply, but all involve government 
accountabily. We also found out that 
developed countries provide access to public
Information, In the US., any citizen can ask to 
have the documents on which a rule was 
based. In Peru, this is forbidden for reasons of 
"security' and "national interets*. In fact, in 
Peru, laws are totally divorced from reality.
Ergo, the informal sector. Ergo, poverty. 

We discovered, however, when we looked at
history books of Western economic 
development, that just 200 years ago, this was 
the samn way the Western world was 
governed. Going into business required a 
charter from the king. The system was a 
mercantilist one in which politics and business 
were tightly united. infonnals lived in
.suburbs' and were persecuted. Formals 
subcontracted to informals under the 'putting-
out system", putting out production to cottage 
industries. 

This environment was very similar to that in 
Peru today. The Lnformal sector is, in a way,
equivalent to the birth of the Boston Tea party-
people who felt they did not have the same 
economic rights as formals and who wanted 
some kind of participation, regardless of their 
political status. 

This is why we believe that the informals are 
more than just the seior of microenterprise. 
They are a constituency for change. If we can 
open our country and make it a viable 
democracy, then we can hope to become a 
Hong Kong. If we don't, if we repress it, we 
will get Vietnam. 

In Britain, when the large migrations to the 
cities began, the British gradually opened up 
the system. They began registering property,
calling for municipal elections and a more 
powerful parliament, making credit available to 
everyone. They made a peaceful trnsition 
from mercantilism to an open democracy. In 
Russia, the opposite was true. The Czar 
insisted on the old traditions and he got a 
violent revolution, leaving the argument of 
enfranchisement in the hands of radicaL,, rather 
than in those of moderate people. 

In Latin America, democracy and entrepreneur-
ship have not failed- they have not been given 
the same chance as in the West. This indicates 
the need for empirical research, but not from 
existing books- none of the ,o"ooks in Peru told us the things we found out from our empirical
research on informals. You must discover the 
informals, by talking to them. We found out 

that their number one enemy is the law. We 
foud that informals are not seeking handouts, 
but opportnfities, and that there is nothing that 
democracy and equal access to opportunities 
will not cure in the case of Peru and Latin 
America. 

DISCUSSION 

Mr. de Soto's remarks were followed by a 
lengthy discussion period. Participants readily
confinned that many similarities exist between 
Lhe situation in Peru and that in Africa. 

Mr. de Soto was asked what reforms had taken 
place in Peru since the publication of his book. 
He answered that reforms had occurred even 
before the book was out, since ILD's procedure 
is to conclude every study undertaken with a 
legislative or regulatory proposal to change the 
status quo. The instrument used to push for
reform is a public hearing system known as 
"Everyone's Balcony" (El Balcon de Todos).
This appellation is based on the practice of the 
President of Peru of speaking to the people
from his balcony. To have the people speak to 
itim, ILD developed 'Everyone's Balcony* in 
which informal sector representatives as well as 
public and private sector leaders are invited topublic hearings on proposed reforms. ILD 
consults with the informals on the legal texts of 
the reforms from beginning to end. Once the 
texts are produced in draft, they are published 
in official newspapers. ILD then obtains 
signatures in support of the proposals and 
publishes the number of signatures, duly 
notarized, in the newspapers. Their first
reform proposal was in 1985. ILD obtained 
300,000 signatures and as a result, private 
titling became law. ILD has also helped pass
laws regarding accessibility of information, 
adn'vnistration of adjudication, debureaucra
tization and dereulation. The most recent 
reform is that of the formal credit system,
allowing people with scarce resources access to 
credit. Most of these reforms are recent, so 
there is little information on their economic 
impact as yet, but the first step of changing the 
legal environment has been taken. 

Another participant asked Mr. de Soto to 
comment on the need for planned change, as 
opposed to uncontrolled change, which he felt 
would occur if informals were left to their own 
desires. Mr. de Soto noted that half of hisbook deals with the laws and institutions 
developed by the informal sector, termed 
extralegal norms. ILD has studied these and 
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d&scovered that each new informal shantytown 
,Operates by laws. with voting representation of 
each block. All the production of rules is done 
openly and dencratically and the community 
plans their use of public goods. ILD has found 
that there is middle ground between what 
people thought was mushrooming and what 
government thought was planning-there is 
such a thing as *planned mushrooming." He 
noteil that anywhere in the Western world, 
where plans work, the plans are not the 
privilege of the few, but are susceptible to 
review, comment and adaptation by the people. 
What is needed is a system of participatory 
government and democratic rulemaking in 
which the plans respond to the needs of the 
majority. 

Mr. de Soto was asked how the legal and 
institutional environment had impacted on the 
development of countries such as Korea and 
Japan. He explained that he was on his way 
to Japan to study just that question, but his 
understanding from the information available to 
him to date is that there are two models in 
Asia. In certain countries, such as Japan, there 
is a system of accountability, although it is not 
as open as the Western model. Decision 
making is done through a multi-layered process 
of consensus building. In other countries, such 
as South Korea, economic development has 
occurred under authoritarian regimes. 
However, one must ask how long these 
economies can grow without an open, 
democratic economy. It appears obvious now 
that from South Korea, to Taiwan, to Singapore, 
further growth will require opening the country 
up. Once people are wealthier and more 
sophisticated, it is difficult to stop democracy. 
He noted that whdle the democratic model of 
pluralism and general consensus is preferred, 

does not deny that other models can 
produce growth. 

The next question was whether there is any
evidence that change in regulations or laws 

could work against informals, in terms of 
markets and profitability. Mr. de Soto 
responded that once laws are restructured to 
ensure operation of free markets, certain 
informal sector entrepreneurs would probably 
cease being entrepreneurs. Certain of todas 
entrepreneurs would become tomorrows 
employees. As the informals become 
formafized, through good laws, the tendency 
would be towards concentration of activities, 
with economies of scale, fewer entrepreneurs 

and more employees. In that sense, these 
changes would work 'against informals, but he 
stressed that informality is not necessarily a 
model to follow. 

Another participant asked Mr. de Soto to share 
a specific example of his work with informals. 
Mr. de Soto described his work on Third 
World debt and structural adjustnent, which 
found a direct application in October 1988 
when the bus and truck drivers of Peru went 
on strike following the government's refusal to 
increase their maximum allowable fare after a 
currency devaluation. The striking drivers, 
360,000 strong, paralyzed the country. ILD was 
asked to mediate between the drivers and the 
government. Working with ILD, the drivers 
agreed to submit a proposal to the government 
asking, in lieu of increased fares, for a lowering 
of the costs of inputs. The government agreed 
to liberalize the conditions for sale of spare 
parts, fire and vehicles to the public transport 
sector by lowering import tariffs from 180% to 
15-20%. This program was adopted by 
President Garcia, who had become famous for 
refusing the structural adjustment program of 
the International Monetary Fund. However, the 
Goodyear tire company, citing defense of 
national industry and of Peruvian labor, sought 
an injunction to stop imports of spate parts, 
tires and vehicles. ILD went to court for the 
bus and truck drivers and won against 
Goodyear. ILD refuted on television the 
arguments of Goodyear, explaining that 
Goodyear employs only 1000 persons while the 
transport business employs 360,000. In 
addition, 400,000 other persons use t-es and 5 
million people use buses a-d trucks. ILD 
further noted that the tires manufactured by 
this national industry cost two and one-half 
times more than what imported tires cost. 

This ituation, which Mr. de Soto calls 
structural adjustment from the bottom up, was 

described in a letter to the US.Secretary of 
Treasury Brady. In that letter, ILD &rgued that 

the i.formal sector is a constituency for change 
and that structural adjustment is acceptable to 
developing countries, provided the structures 
being adjusted are tose which help poor 
people. 

Mr. de Soto was asked if a manual existed on 
how to set up institutes like ILD in developing 
countries. He answered that under a tiw 
grant from A.I.D., RLD has accepted, as of 1990, 
to organize courses in Peru for people from 
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abroad. Subsequently, some type of manual 
might be developed, 

The final question dealt with linkages between 
formals and inform&ls. Mr. de Soto indi'ated 
LD has found that the keparation between the 

formal and informal seciors is not as dearly
defined as is thought and that in fact they are 
fairly well integrated. Groups which are 
mainly informal, e.g., those in the streets-
vendors, transport people, construction people,
do subcontract ivth formals both to provide
inputs and to ply formal sector wares. 

Dr. Donald Mead 

Michigan State University 


[Dr. Mead is an agricultural economist at 
Michigan State University in East Lansing, 
Michigan. He is part of the core staff of the 
Enterprise and Employment Policy Analysis 
Project, funded by AIs Bureau for Science 
and Technology.His paper was prepared 
under the auspices of that project. He has 
consulted extensively in Africa on policy reform 
issues, Particularly as regards small ent,prises, 
He is the author of several scholarly works on 
policy reform in the Third World]. 

In my presentation I wish to address specific 
policy issues from the African perspective. It 
swell known that the modern sector of teielnoin Africa, by which I mean tat part

economy inArcb hc enta at
which has access to special benefits, has been 
Frowing very slowly and, as a result, people 
have been forced to seek employment i t 
rest of the economy which does not have 
special access, which is unregulated and which 
is known as the informal sector. While some 
of these activities are "dead end" ventures, 
others are very dynamic, with griat potential 
for growth. To promote this growth, i believe 
we should oncentrate on two goab for policy:to remove ontsandconstr establisho
environment which provides ncentives for
producers to innovate; and to disseinate to all

ot" producers ianformation about 
otpes 'and markets and products, while

broadening theiraccess to inputs in order tstrengthen their .apacty to respond to
rgthntei tstandard

opportunities. 

I would like to examine those two goals in two 
sectors. The first is agriculture which, to me, 
is the starting point of all work in Africa. 
There is considerable liberalization going on in 

the agricultural sector, which means basically
getting the gove.nment out of price controls 
and out of marketing of both inputs and 
outputs. How do informals velate to that? 
Before .overnments began moving out of 
monopolies, th.r inefficient distribution 
systems were paralleled by private distribution 
systems which were illegal. Liberalization now 
means that these activities are being transferred 
from the informal to the formal sector. The 
country in which this has been best 
documented is Mali. Those who have 
researched the effects of liberalization in Mali 
have found that while farmers have benefited 
from liberalization, their capacity to respcnd to 
the new opportunities has been severely limited 
by restricted access to improved technologies, 
to input supplies and to supporting institutions. 

The process of liberalization therefore involves 
fundamental reallocation of roles between 
public and private sectors. If liberalization is 
to lead to improved market performance, it is 
not enough for the state to withdraw from 
certain activities, like monopoly marketing 
systems. The state must also assume other 
responsibilities, like better public information 
systems and improved credit markets to allow 
private traders to respond to new opportunities. 
The second sector is that of rural non
agricultural productive activities. Here we 
must ask how the increase in agricultural 
production produces multiplier effects. The 
extent of these multiplier effects is a function ofthe policy environment and of the capacity of
those nonagricultural producers to supply the 
demand that comes forward. In Rwanda, we 
noted that when poor farmers get extra income 
because their agricultural production has 
increased, their first priority is to improve their 
housing. When they put a new roof on their 
house, they have two choices: to buy 
corrugated metal sheets from a local factory 
that is highly protected and subsidized, or to 
buy ceramic tiles made by dispersed rural tile
makers who cannot compete with the protected
and subsidized corrugated sheet manufacturers 
who Import their raw materials and benefit
from an overvalued exchange rate. With a 
more balanced exchange rate, tiles would be
cheaper, but even then the tile producers
would need technical assistance to produce

quality of tile and to be tble to
a 

evaluate structural effects when the heavier 

tiles are used on roofs. In summary, 
macropolicy changes are needed in the foreign 
trade regime and technical assistance is needed 
for the tile manufacturers. 

, V
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have been very useful to
These conferences 
those of us from A.I.D. They have begun a 
process of dialogue which should be continued 
between yourselves and the USAID missions in 
yur home countries. We will pursue them 

tween our missions and A.I.D. Washington. 
This will allow also for more informed 
dialogue with the government. If what we are 
all saying is based on what people in the 
country are identifying as requirements, then 
the officials in the various countries will also 
begin to see the interest. It goes back to what 
Mr. de Soto said, which is if you want to 
change things, you have to go out and do a 
fair amount of empirical analysis, to find out 
what the facts are, what people need and what 
they will support. Those facts and those 
opinions can be presented to government, 
which can then no longer fully stay quiet. Our 
conclusions will not end at this conference, but 
will continue in action plans upon your return 
home. We look forward to your comments 
and advice. Thank you. 

Summary Statement by Group I 

Government Officials 


Our group began by defining the origins of the 
informal sector. We agreed that entrepreneurial 
activity existed in Africa well before 
coloniza-.on. Under colonization, rules and 
regulations were made that excluded 
indigenous entrepreneurs from what came to be 
known as the formal sector. 

Our group concluded that the laws znd policies 
which exist were designed to protect formal
business. Their effect was to institute 
constraints to indigenous entrepreneurs, forcing 
them into the informal sector. 

In discussing these laws and policies, our 
group noted they fall into several main areas: 
legal, political, financial and markets. The legal 
area includes elements such as licensing, 
registration, land tenure and access to property. 
The political area involves questions of 
accountability and the creation of lobbies. The 
financial area concerns primarily access to 
credit. Market concerns include location and 
transport. 

Our comments on these areas are the following: 

1. Red tape, licensing and registration mustbe carefully examined, in order to deregulate. 

2. Questions of land distribution and tenure 
must be examined to attempt to find a practical
olution. Our group reognized that these 

questions are complicated due to values 
derived from the past wad to the relationship 
to the political process. Land distribution 
cannot take place quickly because land must be 
bought and very few persons have money or 
access to money. All of these elements tend to 
perpetuate the status quo. Nonetheless, we 
must push to facilitate the obtaining of tiles 
and the transfer of property. 

On the political front: 

1. Governments are not accountable, partly 
because of values our leadership internalized as 
they grew up and partly ecause of the 
diffuseness of the informa themselves. This 
situation must be improved. 

2. The lack of cohesion among informals 
stands in the way of their realization of their 
power as a group, which, as the mjority 
population in most countries, could be 
considerable. Informals must be aware of the 
need to incorporate themselves. Lobby groups 
among informals are needed. They will have 
to build mechanisms to obtain advice and 
support from legal organizations. 

3. Governments should seve as a catalyzer in 
efforts to assist infornuah, but there is no need 
for more ministries and departments since that 
only produces controls. 

4. Only an organization for informals and by 
them will lead to empowermient. The 
organization should be based on an African
model, participatory and consultative, and not 

dictatorial like the governments that have 
evolved. 

5. The question of cornmunications also 
influences informals' potential power. They 
do not control the media and often cannot read 
what is published in newspapers, in any event. 

On the ftnanclal front: 

1. The key question is access to credit, usudlly 
complicated by lack of collateral which persons 
who have been excluded from the system for 
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a long time do not possess. Collateral 
requirements should be decreased. Efforts like 
those underway in Senegal to promote 
character-based lending should be i~ncreased. 

2. Many in our group felt that interest rates 
are not a factor which inhibits lending. 

3. Taxes should be decreased by reducing 
duties on products. Tax incentives should be 
studied. 

4. Subsidized credit should be limited sinceresourcei are so sarce. 

5. Informals must establish informal credi, 
organizations to help themselves. 


On the market front: 


1. Informals may develop good products but 
they lack the ability and knowledge to organize 
themselves to market those products. Access to 
markets should be facilitated. 

2. lnformals are often not allowed near the 
markets where their products could be bought. 

3. Many informals are unable to find 
transportation to bring their products to 
market. 

4. lnforrnals need their own marketing 
organization for selling products. There should 
be special markets for their products, as well as 
fairs and bazaars set up periodically for them. 

On the question of advocacy, the group noted 
that the near term objectives of any advocacy 
program should be to abolish excessive 
regulations that are not responsive to the needsof informals. 

Our group felt that the best advocacy programs 
will be those mounted by the informals 
themselves, with assistance as needed and 
available from NGOs, government organizations 
and local authorities. "/eseorganizations must 
communicate better with informals. 

To lobby fcr their interests, informals must 
consolidate their power and overcome their 
diffuseness. They must learn how to use the 
political system. 

Summary Statement of Group 2
 
Researchers and Economists
 

Our group agreed that eidsting laws concerning 
private enterprise have minimized growth. 
Diagnostic and empirical research is needed to 
determine the exact constraints. We must do 
away with bad laws which have evolved, due 
usually to poor information. Researchers mustprovide good information. 

In the area of policy reform, we felt an 
independent research organization which could 

develop various research agenda, either 
regio.nal or national, should be established. 

We agreed that existing program interventions 
for informals are not effective. They are not 
based on needs assessments. We must look at 
the real constraints. 

Existing support measures have either limited 
or no participation by the key players. Along 
with thie intormals, banks, NGOs, churches, 
political parties and ministries should all be 
involved. 
The surport institutions are not oi the right 
T e pstitution e fude onr illr 
type. Since their programs will be judged on 
the degree of development of informals, 
support organzations tend to do too much for 
informals in order to move faster. 

Our group felt that government support
institutions are the leagt effective. NGOs are 
better because they are more flexible. Churches 
in particular have had long term experience 
with this sector. 

In the financial sector, commercial banks will
always be reluctant to lend to informals, but 

they should attempt to identify the positive 
aspects of the sector, especially group lending, 
and help organize those groups to provide the 
necessary collateral. 
or advocacy, there is a tremendou% Lack of 

information for policy making. It is important 

to build research efforts to provide better data 
to develop better policies, similar to the work 
in Peru. 
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Summary Statement by Group 3 


Non-Governmental Organizations 


On the question of policy, our approach was 
Oiia thequet ofGropiOn, iu., weprf os 
similar to that of Group One,i.e.,
we fell most 

of our laws are based on inadapted Britsh and 

Indian laws. Many of the bylaws have not 
changed over time. 

In many cases the administrators and people in 

offices take advantage of some ofgovernment 
these laws because it benefits them. Many 
informals lack knowledge of what these laws 
are. 

Our group felt strongly that governments must 

decriminalize informals, and support informals 

as legitimate entrepreneurs. Rather than 
prosecuting inforrnals, governments should 
educate. 

be andRegistration must simplified 
sdecentralized and explained so thtin 

make the transition to formality. We alsocan 
need to educate informals since they don't 
know how to register and fear the process. The 

government should take a mass media action to 
theirinform informals on how to register 

companies. 

Licensing should be decentralized and some 
abolished. particularly sincelicenses should be 

licenses are costly to admniuster. Certain 
could also be relaxed, such asstandards 

permanent structure standards. If these 

standards were eased, corrupion would be less 
not have to pay bribes.and informals would 

of our group felt that all businessesMost 
should pay some tax, perhaps a small, scaled 
tax. By paying taxes, informals will gain 

credibility and will then have a platform to 
make additional requests. 

Informals need to form small credit groups 
among themselves, as credit is a major problem 
and access to financial institutions is limited. 
Banks should agree to devote some resources 
to development. Character lending should be 
pursued. As in agriculture and housing, the 
government could mandate that a certain 
percentage of loan portfolios must be for 
informals. 

Certain sectors have no market problem while 
other need assistance, especially for innovative 
products. NGOs or governments should assist 

by holding fairs or linking them with other 
sectors of the economy. 

In the program area we strongly agreed that 
NGOs have a lot of isolated experiences which 
they have been keeping to themselves. This 
knowledge must be shared. 

Also, it is critical that NG03 consult more often 
with the informals, rather than assuming that 

we know what they think. We must find ouZ 

the specifics of what problems they have. 

NGOs should meet to determine what 
ior on they have already and then bring 
in the informals and validate or correct our 

conclusions about their constraints. We can 
then move to involve other parties. 

F h been most successful where 
they are conducted by donors through NGOs 
and directly involve the recipient groups. Any 

not work.program that is imposed does 
NGOs in Kenya have learned a lot, but their 

performance from the standpoint of cost/befit 

not impressive. There Is room for 
Improvement in NGO management style. They 

must be more businesslike and must scale up 

their operations. Certain activities should be 
spun off and others emphasized. 

Donors need education also. Their expectations 
are too high. They must understand that there 
is room for mistakes in this first generation of 
programs. 

begin
On advocacy, NGOs must network a 
to do research. They should move away from 
maintenance of their ongoing activities and into 
the policy arena. should assist in 

bringing together government, NGOs and 
infornals. 

Summary Statement by Group 4 

Private Sector 

On policy reform, we have agreed as a group 
that we will take the three steps as 
recommended by Mr. de Soto, as our guiding 
tune. Tliere must be empirical studies 
undertaken to know what we want to change 
before we can understand how to change it. 
We must know what the strengths and 

polential of the informals are. And we must 
mobilize the informals to ask for change. 
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On registration ani licensing, we felt that laws I think you'll agree that there has been a great 
must be simplified. No bureaucracy should try ric?-ness in the ideas shared here. "Vill 
to impede entry into the economic mainstream mention those that particularly impressed me. 
by informals. Tax laws are much too One is the background statement that we could 
complicated. When laws say you must pay an argue that the informal sector is really 
occupancy tax to use the street, they start b, legitimate African enterprise that was 
giving you paragraphs and paragraphs whi. !,'.errupted by colonialism. 
complicate everything for informals. Informals 
don't have the time or the literacy to In the policy arma, there is a number of 
understand all of this. Simplification will interrelated things: land entitleme;:, and 
lessen the number of un vitting criminals, incorporation, coupled with the fact that there 

are too many overly complicated regulations. 
Or. credit, government could use its big hand There seems to be agreement that credit 
to help, be proactive and reach out. rne policies simply limit access to credit, and that 
formal sector, including the private sector, interest rates should be deregulated. On the 
should reach ot to informals. Stokvels and markets side, certain pricing policies have 
other schentes are possible solutions. wiped out or continue to constrain the 
Innovative approaches to collateral are needed. development of whole sectors of production. 

As to programs, interventions are still new to Decriminalizing informals is important. The 
informals and must be carefully studied. idea of a simplified tax that would remove 
Donors eod to reduce their assistance to harassment and corruption merits attention. 
insults. TiMey throw money at a problen and 
then turn their back on the recipients. They In terms of program intervention, those who 
must know why they are helping. We need have been involved in this fir,.- generation of 
sk.ills more than funds. It w"as our impression interventions have conclut'd that a tremendous 
that programs are often based on First World amount has been learnea about the mix and 
standards. Local needs must be considered, intensity of cred' and marketirg assistance. 
with direct consuliation with the informals. An institutional base has been laid. For the 

second generation oi inter-entions, we need 
On advocacy, we were very impressed by the greater efficiencies, more people reached and 
presentation by Group One, which did much a so'onger commercial mentality in program 
to explain to iw how government officials see management. Donors must be patient and 
their role. Gover rnents must take into account arccept that we learn from failures. Also, we 
the needs of inform-als. must recognize that flexibility in financial 

instruments and administrative controls are 
links between formals and informals are needed if we want to get close to this sector. 
needed, along the lines of a business council, A different type of relationship with informals 
but not to clear formal sector consciences or to is critical, as Mr. Muchiri pointed out. 
stroke their egos, but to be genuinely involved. 
They must look upon informals as a The establishment of informal sector cedit 
supplement to their activity, not as a pi ,'%ams through informal sector organizaions 
competitor. The emphasis must be from the is -Yearlyan idea whose time has come. NGOs 
bottom up. will have a role to play here, as will other

implementing orgarizations.
don't do 

to this -,onference is 
Our message 
things for informals, but with informals. 	 On the advocacy side, organizing through 

informal sector organizions seems to be the 
therme that has cut through what has Lbe,,n said. 

CLOSING STATEMENT Informal sector representatives are obviously 
underrepresented at this conN-renom, and it 

Pred O'Regan shows that all of us who have bee. w3rking in 
Office for Market this area probably don't have as good a 

network of contacts at that level as we should. 
Development and Investment 	 What I would call action research seernc to be 

the method that is coming out here. Thzt 

dearly follows what Mr. de Soto emphasized.I would like to summarize the statements made 
here today and the comments made by many NGOs and informal ;ctor organizations should 
of you over the course, of the last two days. nome together first to take the first steps to 
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find out what information is tl'ere. There is a 
lot, but it is disaggregated at local levels in 
different organizations. We must consolidate 

forwardthat information and then can move 
with advocacy. 

of 	 hasThe underaccountability governments 
gone past its time. Governments must catch 
up and open up participation in the decision 
making process. 

My last point is it is clear that none of the 
activities can happen in isolation.above 

Programs must inform policies. The foundation 
that has been laid by NGOs and the contacts in 
the informal sector. At the same time, research 
that has been done is informing programs. It is 
better understood that -onstraint removal has 
to be integrated into program interventions, 
Lastly, networking among different 
organizations is critical, 

In summary, a truly holistic approach involving 
networPig, research, dialogue and continued 
program support, is needed to lay a bas., both 
fur po ic reform and for interventions. I 
would like to say that I have learned a lot 
from these conferences and I thank you for 
your participation. 

CLOSING STATEMENT 

Deborah M. Orsini 

for A.I.D., Africa Bureau 


Office of Technical Resources 


I would like to summarize what is intended as 
follow-up to ihese conferences. We would first 

like to ask each country delegations to draft a 
post-conference statement on planned follow
up activities in their home countries. These 
documents should be trLnsmitted to the local 

inUSAID mission and to our offices 
Washington. Second, tle A.I.D. Office of 
Technical Resources and the Office of Market 
Development and Investment will be working 
together to determine what field assisiance will 
beprovided in several areas to further projects 
and research in the area of peLcy and 
programs for informals. These activities may 
include follow-on conferences in targeted 
countries, technical assistance teams to look mt 
project design, implementation and evaluation, 
particularly to promote the more 'holistic* 
approach to interventions to which Fred 
O'Regan refe,-.d. F'mally, we will be 
evaluating means of accessing ILD's expertise 
in Peru to support independent research 
activities on the African continent. 

I believe that we have begun an excellent 
process of dialogue and networking during this 
conference. We will seek means of m'ntin 
this network and 	exchanging information and 
documentation over time. We would ask that 
you do the same among yourselves, both on a 
national and a regional level, and with our 
offices in Washington. To this end, we are 

providing each of you with a complete list of 
participant names and addxes:es. 

I would again like to take the opportunity to 

thank each of 	 you for your very acive 
to wish you every success inparticipation and 

your continued efforts to promote change in 
your respective countries. 

43 



IN POUCY REFORM AND PROGRAMSTHE INFORMAL SECTOR: ISSUES 

SECTION VII
 

List of Participants and Speakers
 

AM Wash r 
Mr. Warren Weinstein 

Mr. Michael Caughlin 

Ms. Catherine Gordon 

L.ABAT-ANDERSON. Inc. 

Mrs. Deborah Orsini 

Mr. Richard Everett 

Mr. Hernando de Soto 

Dr. Donald Mead 

Mr. Fred O'Regan 

Mr. Robert Ocran 

Mr. John McKenzie 

Dr. I. A. Onyango 

Mr. Albert Mutua 

Mr. Christopher Aleke-Dondo 

Mr. Wilson Muchiri 

Ms. Nancy Wilson 

Mr. Ephraim Kamuntu 

Ms. Eleanor Constable 

Mr. Okiki Amayo 

Mr. Peter Eigen 

AFR/MDI 

AFR/MDI 

PRE 

Private Sector Training Coordinator 

Assistant Training Coordinator 

Institute for Liberty and Democracy (ILD), Peru 

Michigan State University 

Community Enterpris? Corporation, Washington, for 
AID/AFR/MDI 

Managing Director, Mankoadze Fisheries, Ghana 

Kaolack Project, Senegal 

Senior Planning Officer, Ministry of Planning and 
National Development 

Deputy Director, Kenya Rural Enterprise (REP) Project 

Kenya Rep Project 

National Chairman, Kenya Small Traders Society 

Program Officer, Ford Foundation, Kenya 

Regional Policy Advisor, World Bank, Nairobi 

U.S. Ambassador to Kenya 

Assistant Minister for Technical Training and Applied 
Tecnology 

World Bank Resident Representative, Kenya 

44 



THE INFORMAL SECTOR: 

Ms. Gloria Tebogo Nkwe 


Mr. V. K. Selato 


Ilrun
 

Mr. Larry Doninessy 


Cihana 

Dr. Edmund Abaka 


Mrs. Comfort Engmann 


Mr. George Donde 

Mi. Alfred Amisi 

Mrs. Elvina Mutua 

Mr. Sebastian Nkonge 

Mr. Jacob Mwangi 

Mrs. Louisa Owiti 

Mrs. Martha Menya 

Mr. John Makilya 

Mr. James Philip Mutiso 

Mr. Joseph Karau 

Ms. Cecilie Murioki 

Ms. Victorine Kpohazounde 

Mr. Joachim Szhwach 

Mr. James Tornecko 

Mr. Jonathan Campaigne 

Mr. Don Greenberg 

Ms. Holly Wise 

Mr. Stafford Baker 

Mr. Justus Omolo 

ISSUES IN POLICY REFORM AND PROGRAMS 

Private Consultant 

Assistant Director of Integrated Field Services, Ministry
of Commerce and Industry 

USAID Burundi 

Director, Nat] Board for SSI's
 

Chairperson, Women's World Banking
 

National Council of Churches of Kenya 

Partners for Productivity, Kenya 

Tototo Home Industries 

Isiolo, Catholic Diocese 

Voluntary Agencies Development Assistance (VADA) 

General Secretary, YWCA/Kenya 

Women's Enterprise Development 

Technoserve Kenya 

Ass't Director, Jua Kali Training and Applied Technology 

Deputy Divisional Manager, Informal Sector Project, 
Kenya Industrial Estates 

ILO - SDSR Project 

Program Developer, ACCOSCA 

Credit Management Advisor, KIE Informal Sector Project 

German Corporation for Technical Cooperation (GTZ) 

Council for Intd Development/Kenya 

REDSO]ESA 

USAID Kenya
 

USAID Kenya
 

USAID Kenya
 

45 



THE INFORMAL SECTOR. ISSUES IN POLICY REFORM AND PROGRAMS
 

Mr. Godfrey Cherono Peace Corps Kenya 

Dr. Ademola Oyejide Professor, Department of Economics, University of 
Ibadan 

Dr. T.O. Fadayomi Director, Nigerian Institute of Social and Economic 
Research 

Somaia 

Mr. Nur Mohamed Gas General Manager, Berbera Cement Agency, Ministry of 
Industry 

Mr. Abdullahi Mohamed Yahie Director of Human Resources Development, Min. of Natl 
Planning 

Mr. Said Mumnin Mope Deputy Director, Technical Dept, Min. of National 
Planning 

Republir of South Africa 

Mr. Israel Skoana Deputy Managing Director, Get Ahead Foundation 

Mr. Lawrence Mavundla Head of African Council of Hawkers and Informal 
Businesses (ACHIB) 

Rev. Michael Mieiula Minister of Ethiopia Church, Secretary of Natombekaya 
Mgubas I Foundation for Social Development 

Mr. Jeffrey Kleinrmith Managing Editor of People's Express, grassroots 
newspaper, and of "Black Book", directory of black 
businesses 

Mr. Jabu Mabuza Communications Manager - I SABTA South African Black 
Taxi Association 

Mr. Ernest Melville Bergins Private Sector Consultant 

Swaziland 

Mr. Roger Carlson USAID Mission Director 

Mr. Max Conson Private Sector Officer, USAID Swaziland 

Mr. Dumisani Mavimbela Undersecretary, Ministry of Commerce, Industry and 
Tourism 

Mr. Derek Von Wissell Private Sector Consultant 

ILUa-nla 

Mr. Damas S. Dandi Executive Director, Tanzania Youth Development and 
Employment Foundation 

46 



THE INFORMAL SECTOR: 

Mrs. Hilda Mafwenga 

r'r. Moses Banda 

Ms. Sherrie Shereni 

Mr. Mervyn Ellis 

Mr. Macmaster Kwaramba 

Mr. Phineas Dangarembizi 

Dr. L.E. Munjanganja 

Ms. Margot Biegelson 

ISSUES IN POUCY REFORM AND PROGRAMS
 

Head of Finance and Marketing, Suwata, Economic
Wing, UWT, National Women's Organization 

Chief of Research and Development, Zambian National 
Commercial Bank 

Economist, Reserve Bank of Zimbabwe 

Chief Economist, Standard Chartered Merchant Bank 

Projet Officer, Zimbabwe Development Bank 

Economist, Old Mutual; representing Zimbabwe Chamber 
of Commerce 

Deputy Secretary, Min. of Manpower Planning, 
Employment and International Organizations 

USAID Harare 

47 


