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Abstract

The main goal of this study is two-fold: (1) to provide a general overview of the
contributions to the literature on the informal sector, with a special focus on the Public
Choice approach; and (2) to compare these contributions across two institutionally
different types of countries: developed and less developed (developing and transition)
countries. The paper focuses on the criteria used to define the informal sector, the
relationship between the formal and informal economy, tax evasion, and Public
Choice analysis. It is stressed throughout this paper that the distinction between the

two types of countries is of key importance.
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1. Introduction

Once upon a time, economists paid no attention to economic activities carried out
outside the formal framework of the economy. Sociologists and anthropologists were
the only ones who seemed to consider the existence of such activities. In the 1950s
and 1960s, however, the informal dimensions of organizational life became
increasingly recognized as important and were accepted as a commonplace topic for
research by economists (Blau and Scott, 1963; Gouldner, 1954).

This neglected phenomenon was analyzed in 1972 by the International Labor
Office (ILO), under the name informal sector.' As a matter of fact, the informal sector
concept originates from a study in a Third World context (Hart, 1971). It was in the
Third World countries that the informal sector was initially observed and studied,
followed by an increased interest in developed countries. Eventually, important
studies about developing countries, a few on former socialist countries (mainly the

Soviet Union), and more recently about transition countries started to appear.

Although the significance of the informal sector has varied in different periods and
across different countries, society has become more and more aware of the importance
of studying it. For a comparison of the size of the informal sector across developed,
developing and transition countries, see Table 1. The academic thought about this
phenomenon has developed from the earliest studies, which contemplated the
informal sector as a marginal or residual activity, to recent ones, which consider it a
central aspect of the economic and social dynamics of any country, but especially of
the less developed ones. The main issue discussed in the literature has been the
significance of the informal sector and its relation to the formal economy. Many
studies have contributed to this issue, but there are still contradictions and inconsistent
outcomes. This is most obvious when one compares studies of the informal sector in
developed countries with studies of the same phenomenon in developing and
transition countries. Casual observation suggests that its nature differs significantly
among countries with different structures (Cowell, 1990). One of the goals of this
paper is to show that this country distinction® is very important in understanding the
dynamics of the informal sector. Although the literature is relatively scarce, another
goal is to analyze more extensively the informal sector in transition countries. Finally,
this paper aims at bringing together and analyzing the contribution of Public Choice

theory to the literature on the informal sector.



This literature survey is organized as follows. The next section provides a summary of
the origin of the informal sector concept. Section 3 describes the criteria used to
characterize it. Section 4 presents the main theories related to the informal sector in
general. Theories related to tax evasion in particular (including Public Choice
theories) follow in section 5. Implications of the Public Choice approach are

elaborated in section 6. Section 7 summarizes and concludes.’

2. The genesis of the informal sector concept

Keith Hart (1971, 1973) -a social anthropologist- was the first person to bring the term
informal sector (in a Third World context) into the academic literature. He introduced
the concept of the informal sector to describe a part of the urban labor force, which
works outside the formal labor market.” Hart considered the informal sector as almost
synonymous for all categories of (small) self-employed individuals. This was
thereafter typically used to refer to ways of making a living outside the formal wage
economy, either as an alternative to it, or as a means of supplementing income earned
within it (Bromley and Gerry, 1979). Even though Hart’s original notion of the
informal sector is limited to the self-employed, the introduction of the concept made it
possible to incorporate activities that were previously ignored in theoretical models of
development and in national economic accounts (Swaminathan, 1991). This was an
important characteristic of the subsequent use of the term.

In spite of the early work by Hart, the pioneering research on the informal sector
is widely considered to be a report of the International Labor Office on employment
in Kenya (ILO, 1972). Informality in this report is mainly characterized by the
avoidance of government regulations and taxes. Initially, the ILO considered the main
aim of the informal sector to be the provision of subsistence to families. It related the
growth of the informal sector to its positive effects on employment opportunities and
the distribution of income. As a consequence, it argued that solving the problems of
the informal sector is only possible if issues like employment relationships and
inequality are solved.

Initiated by De Soto (1989), the conceptualization of the informal sector took
yet another meaning, by focusing on the regulatory framework. In this approach, the
legal status is the main element distinguishing informal from formal activities. It
relates the emergence of the informal sector to the policies applied and to transaction

costs. It suggests, therefore, that to let the informal sector develop, deregulation of the



market, greater private property rights, and almost complete abolition of state

intervention are needed.

3.  Characterizing the informal sector

3.1. Studies about developed countries

The literature on the informal sector is fraught with terminological confusion
(Harding and Jenkins, 1989). Some of the early descriptions of the informal sector are
the ‘bazaar-economy’ and the ‘firm-centered economy’ (Geertz, 1963); the wartime
notion of the ‘black market’ (Smithies, 1984); popular conceptions about the ‘criminal
underworld’, or images of ‘the world turned upside down’. Feige (1989) introduces
the term ‘underground economy’, whereas others have labeled it subterranean,
shadow, informal, hidden, parallel, clandestine, second or household. What Feige
calls the ‘underground economy’ is a mixture of activities, however. This explains the
terminological confusion and illustrates why different fields (e.g., labor economics,
sociology, finance, macroeconomics, statistics or criminology) give it a different
meaning. It appeared that no single definition of the underground economy could
serve all these domains (Feige, 1989). Therefore, researchers gave up trying to
formulate a unique definition, but instead, they have attempted to define the informal
sector in accordance with the problem at hand.’

I will describe the criteria used to characterize the informal sector. The analysis
is summarized in tables 2 (studies of the informal sector in developed countries) and 3
(studies of the informal sector in less developed countries), which are given in the
appendix.

The selection of researchers listed in the tables is based on various criteria, for
example, the period of study, new developments brought into the field, and the
international importance of their findings. The work referred to in tables 2 and 3 is
generally considered to cover the main studies in this field.

In both tables, classification is based on three main criteria and various sub-
criteria. I have adopted the main criteria from Harding and Jenkins (1989). These
describe ‘the institutional patterns by which the society shapes the informal sector’.

They are political, economic and social.

The sub-criteria used with respect to the political aspect of the informal sector are:

1.  government regulation;



2. illegal activities; and

3. national statistics (GNP).

The idea behind this classification is that it captures the influence of the informal
sector on politics [involving lack of government regulation, illegal activities and
consequently substantial errors in measuring the national product (GNP)]. A majority
of the researchers selected has used the sub-criteria of government regulation to
characterize the informal sector (cf. tables 2 and 3). Feige (1981), as will be seen later,
emphasizes the ‘national statistics’ aspect among the criteria he uses.

Although the introduction of the political aspect in the study of the informal
sector was an achievement, the basic criterion - which has also received most
attention - is the economic one. Here, I will try to cover the most important sub-

criteria:

(1) labor market or status of labor (including undeclared labor, lack of social
benefits, sub-minimum wages, poor working conditions)

As expected, this criterion is essential in characterizing the informal sector. Many

studies have based their notion of the informal sector on its consequences for the labor

market. Based on this criterion the informal sector is the sum of all income-earning

activities with the exclusion of those that involve contractual and legally regulated

employment. Among others, Harding and Jenkins (1989), Renooy (1990) and

especially the International Labor Office (ILO) emphasize this criterion.

(2) unreported income or tax evasion

Tax evasion appears to be essential as well. In this case, the informal sector is
described as the sum of all taxable money income left unreported with the intention to
evade taxes. Several researchers, such as Allingham and Sandmo (1972), the Internal
Revenue Service (IRS, 1979), Feige (1981, 1990), Tanzi (1982-1986), Frey (1989),
Cowell (1990), Alm (1991), and Schneider and Enste (2000), specifically emphasize

this criterion.

(3) size of activity
This criterion used to be quite dominant, especially in the early research on the

informal sector. The size of an activity was usually measured by the number of people



employed in it. For example, Sethuraman (1976) claims that employment of less than
ten persons should be considered part of the informal sector. As a result, the small-
scale of operation is considered one of the main features of the informal sector
activities. This criterion has been particularly helpful in carrying out enterprise
surveys. However, table 2 shows that not many researchers of the informal sector in

developed countries have used it.

(4) professional status

Informal workers are defined as ‘the sum of the self-employed, family workers and
domestic servants’ (Hart, 1971, 1973). Despite its frequent use early on, the
‘professional status’ criterion was not popular for a while. However, it became useful
again in the analysis of population censuses and employment surveys in the early

1990s (Charmes, 1990).

(5) regulation or registration of an activity

Characterization based on regulation considers the relationship between government
regulation and the operation of an activity/enterprise. Swaminathan (1991), who has
elaborated this criterion most, defines the informal sector enterprises as
establishments which are unregistered and unlicensed. Many researchers share this

view.

(6) national statistics or GNP accounts’

One reason to study the informal sector is the distortions it causes in measuring
national accounts (GNP). Feige (1981), who is one of the main supporters of this
criterion, defines the informal sector as ‘all economic activities, which because of
accounting conventions, non-reporting or under-reporting, escape the social

measurement apparatus, most notably the GNP accounts’.

The third institutional criterion used in characterizing the informal sector is the social

one. Its main sub-criteria are:

(1) social networks and ease of entry
Surveys on the informal sector indicate that ‘A friend of a friend’ are the key words in

this sector. Breman (1980) emphasizes that the social network is very significant in



dividing the informal sector into different types. In addition, the International Labor
Office (ILO) and various other researchers have often stressed one of the main
advantages of the informal sector - ease of entry — which has also been considered as
a defining feature of the informal sector. Tables 2 and 3 show that about half of the

authors use this criterion in their definitions.

(2) autonomy and flexibility

Many informal sector participants, especially in developed countries, choose to
participate in the informal sector because they find more autonomy, flexibility and
freedom in this sector than in the formal one. In other words, participants have the
freedom of operating their own business; they have flexibility in determining hours or
days of operation; they can use and develop their creativity. About half of the

researchers selected in tables 2 and 3, seem to share this criterion.

(3) survival

This criterion means that the occurrence of informal economic activities is related to
needs of its participants to survive. Survival does not appear to be an aspect used in
defining the informal sector for developed countries (see table 2). Indeed, Castells and
Portes (1989) and ILO (1972 onwards) explicitly mention the exclusion of this
criterion in defining the informal sector in these countries. It is important to mention
at this stage that the occurrence of the survival criterion has economic consequences

for accumulation and growth. A discussion of this relationship will be provided later.

3.2. Studies about developing and transition countries

As mentioned above, the informal sector concept originates from a study in a Third
World context. “Due to its large impact in developing countries” (Charmes, 1990),
there are many studies on the informal sector in these countries. The number on
transition countries has increased only recently. It should be noted that an informal
sector also existed in the former centrally planned economies, which are now in
transition. However, considering the relative isolation of these countries in that
period, there are only few studies on this phenomenon in socialist regimes. These are

included in the discussion below.



Table 3 lists a considerable number of researchers who have studied the informal
sector in less developed countries. These studies use more or less the same criteria as
studies of developed countries. Some important differences do exist, however.

According to table 3, studies on less developed countries use the political
criteria to the same extent as studies on developed countries do. With respect to the
economic criteria, there are some differences. For example, the sub-criteria ‘size of
activity’ or ‘small scale of operation’ is used more often in studies on less developed
countries. This is most likely because small-scale activities dominate in the informal
sector of less developed countries. Distortions caused by the informal sector in
measuring national accounts (GNP) do not seem to have attracted much attention.
However, the fact that Kaufmann and Kaliberda (1996) and later Anderson (1998) use
it, shows that research studies on these countries are becoming more aware of its
importance.

As for the social aspect of the informal sector, it is worth mentioning the
emphasis that Grossman (1982) gives to the importance of social networks in the
informal sector of centrally planned economies. His study points to another typical
feature of the informal sector in socialist countries, which is the strong link between
the state and non-state activities. These two features seem to have remained even
during the transition period (Kaufmann and Kaliberda, 1996).

Finally, tables 2 and 3 indicate a big difference between the two groups of
countries regarding the use of the ‘survival’ sub-criterion in characterizing the
informal sector. In addition, various studies have argued that contrary to developed
countries, the informal sector in less developed countries generates low income and
little, if any accumulation. Furthermore, it is characterized by labor intensive and low
technology. These characteristics are inter-related. Because the informal sector is
mainly a survival sector, it is labor intensive and yields little accumulation. This issue

is still subject of an open debate, however.

4.  Theories related to the informal sector in general

While the previous section discussed the characteristics of the informal sector, the
theories presented here try to explain rather than describe it. More specifically they try
to give a view of the relationship between formal and informal activities and to
explain participation in the informal sector. I will maintain the structure based on the

division of studies on developed and less developed countries.



4.1. Studies in developed countries

4.1.1. The relationship between the formal and informal sector

The early studies on the informal sector (1960-1970) considered it to be a separate
economic domain. The concepts of a dual economy and social marginality were
mentioned as early as 1953 by the ‘colonial economist’ Boeke. He describes the dual
economy as consisting of an urban market economy (of a capitalist nature) on one
hand and a rural subsistence economy (static agricultural system of production) on the
other. This theory was later criticized for its descriptive rather than explanatory
nature, the acceptance of economic dualism, and the assumed autonomous
relationship between the formal and informal sectors as opposed to one of domination
and subordination (Harding and Jenkins, 1989).

Research in subsequent years showed the importance of the informal sector and
discussed its integration into the national economy. The mainstream theory in this
period considered informality to be a reality, characterized by ‘its own right, with its
own rules, conditions and characteristic modes of representation’ (Harding and
Jenkins, 1989). Supporters of this theory reject the notions of economic dualism and
social marginality. They do not see the informal sector as a set of survival activities
performed in a marginal society. This theory is characterized by the recognition of the
dependency of the informal sector on the formal sector. This dependence could be
either complementary (e.g., via sub-contracting activities) or competitive (e.g.,
unregistered business activities where labor is cheaper and prices are lower).

Feige (1989) contemplates a split up of the unobserved economy in two
elements: a monetary sector which utilizes money as a medium of exchange and a
non-monetary sector in which the exchange occurs through barter or where goods and
services are self-consumed. Due to the unreported income (tax evasion) from both
these sectors, the national accounting system is misleading. Consequently, Alford and
Feige (1989) suggest that ‘information must be treated as an endogenous variable in
social systems whenever there exist behavioral incentives and mechanisms to
manipulate the information system’. They argue that apparent economic stagnation
may partly result from the statistical illusion or distortion (due to the exclusion of the
informal sector in the conventional measures of national income).

In a theoretical approach, Renooy’s (1990) model of the informal sector yields
several distinct features of the informal sector compared to the formal economy: (1)

formal regulations and rules are absent; (2) there is often a higher degree of flexibility



than in the formal labor market; (3) it is not the organization but the form of payment
which differs compared to the formal economy; (4) these activities take place both
within and outside formal contexts and they strongly interact with each-other; (5)
there is no complete information; (6) this sector is highly fragmentary; (7) there is a
combination of various (informal) activities because sometimes one activity alone
does not produce sufficient income; (8) there is a low entrance threshold to the
informal sector; (9) the price of goods and services in this economy is lower than in
the formal one; (10) there is a lower capital intensity; (11) there is a lower level of
productivity; (12) the informal sector relies predominantly on social/family networks,
where subcontracting is its connection with the formal economy; and (13) sometimes
there is an absence of channels of access to the formal activities.

An important point of dispute is the effect that the formal economy has on the
informal sector. In particular, the question is whether this effect is pro- or anti-
cyclical. In 1991, Lubell suggested that both effects are possible. Whenever the
formal economy contracts, individuals become more involved in informal sector
activities for lack of alternative ways of earning a living (anti-cyclical). On the other
hand, whenever the formal economy expands, the direct and indirect demand for
goods and services produced in the informal sector will increase its size. Greenfield
(1993) sees the development of the two sectors in a parallel way only. However, he
reports that O’Higgins (1989) considers the opposite.

As for the effect of the informal sector on the formal economy, Schneider
(1998) reports that in Germany and Austria at least two-thirds of the income earned in
the ‘shadow economy’ is immediately spent in the official economy resulting in
considerable (positive) stimulating effect on the official economy. In a study for
Belgium, Adam and Ginsburgh (1985) also find a positive relationship between the
informal sector and the formal one.

Recently, there has been an increasing contribution in this field from
institutional economics. Institutional economists focus their attention on “the
relationship between the ‘rules of the game’ and economic development, considering
that institutions are not neutral, but they can substantially stimulate or hinder the
process of economic and overall development” (Feige, 1990: 990). Institutions consist
of formal institutions (i.e., political and economic rules) and informal institutions (i.e.,
social norms and traditions). “Changing merely the formal rules will produce the

desired results only when the informal norms are complementary to that rule change,



and enforcement is either perfect or at least consistent with the expectations of those
altering the rules” (North, 1997: 19). In addition, as Feige (1997) notes, a clash

between formal and informal institutions will yield non-compliant behaviors.

4.1.2. Motives and causes of informalization

The majority of analysts agree that economic recession is one of the foremost causes
of the development and tenacity of the informal sector. As a consequence of
stagnation, unemployment and depreciation of capital stimulate participation in
informal activities.

Some of the primary reasons to participate in the underground economy
mentioned in the early literature are: (1) to evade taxes; (2) to avoid losing
government benefits; (3) to circumvent regulations and licensing requirements; (4) a
reaction by both firms and individual workers to labor unions; and (5) the impact of
international competition.’

In broader terms, the motives for participation can be economic and non-
economic. Economic reasons are related to unemployment and an inflexible formal
labor market; a declining real price of capital; and the high cost of formal production.
Non-economic motives are related to a greater flexibility and greater satisfaction in
work; a complete use of their professional qualifications; and the increased leisure
time. A very important element, motivating participation in the informal sector, seems
to be the role of the state (Gershuny, 1979). These state-related variables and other
motives are discussed by Renooy (1990) from the perspective of behavioral
economics. He argues that there are two groups of factors which determine the
decision to become active in the informal sector, more specifically, the ‘structural’
and ‘opportunity’ factors. The structural factors consist of financial pressure; socio-
psychological pressure; and institutional constraints. The opportunity factors consist
of individual background: skills, education, contacts and living situation, or non-
individual components: environment, cultural tradition, values and standards, and
geographical factors. The author suggests that these ‘opportunity’ factors explain why
different sorts of informal economies exist. The individual free choice affects the
decision on tax payments based on a combination of inadequate information and a
lack of any trust in the way taxes are spent. In an atmosphere in which the government
loses the trust of the population and people no longer feel that government supports

them, a step into the twilight economy will be taken much more easily.
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Many authors focus on tax evasion, as one aspect of the informal economy.
Various studies argue that evasion of taxes is mainly caused by high tax rates and low
audit probabilities (Clotfelter, 1983; Friedland et al., 1978; Baldry, 1987). Tanzi
(1982) summarizes the main determinants of tax evasion as follows: (1) the perceived
fairness of tax laws; (2) the attitude of taxpayers towards their government; (3) their
basic religious and cultural characteristics; (4) the expected severity of penalties
imposed on the tax evaders; and (5) the ease of evading taxes. In addition, Schneider
and Neck (1993) present empirical evidence for the case of the Austrian tax reform of
1989, which says that a decreasing complexity of the tax system can promote the
shadow economy by limiting various tax exemptions and reductions. Contrary to this
evidence, Thiefen (2003) finds that the Ukrainian shadow economy increases with
higher tax complexity (i.e., the number of taxes, the ambiguous tax laws, the number
and extent of tax exemptions). Although this contrast in findings could refer to the
institutional differences between Austria (a developed country) and Ukraine (a less
developed country), Thiefen argues that “the implications of this study may go
beyond the case of Ukraine because they suggest that the effective regulatory burden
and tax system complexity appear to be quantitatively as important or even more
important than the real monetary burden of taxes and social security contributions”
(ThieBen, 2003: 309). A more extensive coverage of tax evasion as a specific aspect
of the informal sector will follow in section 5.

Besides the evasion of taxes, another frequently mentioned reason for
participation in the informal sector is the governmental over-regulation of the market
sector, not only via taxes but also through, for example, legislation related to labor
conditions, quality regulations, and production limits. This over-regulation increases
the transaction costs of participation in the formal economy, so that it becomes
relatively more appealing to switch to the informal sector. Johnson et al. (1997 and
1998b) find empirical evidence that more regulation indeed leads to a larger informal
sector. Other motives related to the labor market are the increased number of
unemployed people, the reduction in working hours, early retirements, and supportive
social welfare systems (Schneider and Enste, 2000). Each of them provides incentives
to individuals to search for new job opportunities, which are mostly available in the
informal sector. However, in a recent study, Schneider and Mummert (2002) show
that these motives do not always explain the individual participation in informal

activities. Comparing the level of shadow economy in East and West Germany, they
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argue that social networks and institutional structures appear to be even more

important.

4.2. Studies in developing and transition countries

4.2.1. The relationship between the formal and informal sector

The theories for developed countries, mentioned above, hold to a large extent for less
developed countries as well. Therefore, I will mention some theoretical developments
specific to the latter.

Early studies of the informal sector in developing countries consider the
participants of informal activities as a ‘reserve army’ of labor, who mainly survive at
low subsistence levels. For example, Swaminathan (1991) recognizes that the primary
reason to start with research on the informal sector in developing countries was
related to the problems of mass poverty and unemployment.

As mentioned above, the informal sector was present even in centrally planned
economies.® Theories describing informal activities in these economies are expected
to have particular features. However, although the economic regime is substantially
different than in Western economies, the informal sector acts as a safety valve for
political discontent in planned economies as well. In addition, while in the West
individuals earn incomes that are taxed, in socialist economies the resources are
withheld at the outset by the overall imposition of scarcity as dictated by the central
plan (Feige, 1989). Grossman (1982) has contributed significantly in providing
evidence about the informal activities in these economies, especially for the USSR.
His research has shown the following: (a) the demand for informal income and the
supply of informal goods and services inevitably reinforced each other, and (b)
exchange of favors in the form of access to goods or services was a salient feature of
the Soviet informal sector. More specifically, some forms of informalization were:
private lucrative use of socialist property; theft from the state and cooperatives; bribe-
taking by officials; and bribe-giving, in money or natura. He explains this
phenomenon as a kind of cyclical reasoning, which starts with the state compensating
for its loss through theft by paying lower wages. The individual in turn will consider
this as an implicit justification to steal from the state -especially in a situation of
pervasive goods shortages- and the circle closes. He concludes that these
characteristics might have been similar in other communist countries of Eastern

Europe. Further theoretical and empirical evidence about the informal sector in former
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socialist countries is given by Kornai (1993), Schneider (1997) and Lacko (1998).
They observe that the informal sector activities in these countries, especially in the
last period before transition, were much more widespread than in an ‘average’ market
economy. This contradicts the common view that these countries experienced a
relatively small informal sector, especially compared to developed countries.

Another typical feature of the informal sector in centrally planned economies is
the existence of both the ‘second’ and the ‘third’ economies (Ellman, 1989). The
‘second’ economy consisted of hidden transactions of goods or services that were
privately produced by individuals. The ‘third’” economy consisted of hidden activities
by or within large enterprises, which were normally tolerated by the party officials in
order to achieve the goals of the central plan.

Long after the early studies of centrally planned economies (e.g., by Grossman,
1982), the informal activities were again a subject of study, but this time during the
transition period these countries were going through. In the literature, the following
characteristics appear to be relatively specific to the informal sector in transition
countries.

At the start of transition, the ‘second’ economy was legalized (i.e., production
and exchange of private goods), although this does not exclude the possibility that
some of the new private enterprises are operating in the informal sector (see below).
The ‘third’ economy is unique to these countries and has remained the same: informal
activities still take place within large enterprises (Dolgopiatova, 1998).

Considering the pro- or anti-cyclical relationship between the formal and
informal sector, Fortuna and Prates (1989) observe that in developing countries the
prospering period of export of manufactures entailed high levels of benefit for
entrepreneurs, use of advanced technology, and growth in the scale of production. In
addition, it fostered a process of informalization disguised as small independent
entrepreneurship. Their observation indicates a pro-cyclical relationship. In transition
countries, based on an interesting research about Hungary (covering the socialist as
well as the transition period, 1980-1993), Arvay and Vertes (1995) conclude the
following. There is a pro-cyclical relationship during the socialist period (before
1989) and an anti-cyclical relationship during the transition period (1989-1993).
Johnson et al. (1999) argue in favor of the anti-cyclical relationship, because informal
activities cannot make use of market-supporting institutions like courts of law and this

may discourage investments and economic growth. This has occurred in Peru, as
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reported by De Soto (1989). Kaufmann and Kaliberda (1996) do not appear to be
optimistic either. They claim that even if it is large, the informal sector is mostly a
survival sector where the short-term turnover dominates the long term one, and where
large scale and vital investments do not take place.

Some researchers argue that the informal sector in transition countries is
characterized by almost zero entry and exit costs (Kaufmann and Kaliberda, 1996).
This argument, however, has been criticized because research has shown that the
informal sector does have such costs.” The extensive use of barter is another typical
element in some of these countries, especially Russia. Ellman (2000) summarizes
several reasons for the growth of barter, such as criminalisation, tax evasion, a failed
privatization strategy, a survival strategy for insolvent and loss-making firms,
suppressed inflation or contagion, or some combination of these factors. In addition,
the new small formal sector businesses in some of these countries hardly show any
trend to expand and grow (Gaddy and Ickes, 1998). Some of the reasons put forward
are: to avoid the attention of tax authorities and criminal organizations'® and often to
delay paying wages to the workers. Finally, some argue that the rapid growth of the
informal sector from a relatively low base has been a notable feature of some
transition economies (Kaufmann and Kaliberda, 1996; and Commander and
Tolstopiatenko, 1997). The expansion of the informal sector is also related to the large
share of public expenditure in the GDP of these countries. This was especially the
case in the early years of transition. In addition, less developed countries face a higher
level of tax evasion due to their weakened fiscal authority, which in turn shifts a
greater burden of revenue collection to monetary policy (Feige, 1990).

Finally, the recent institutional approach is particularly emphasized in the case
of less developed countries, where the incompatibility between the formal and
informal institutions is more evident than in the developed countries.'' Consequently,
the occurrence of informal activities in the former countries is expected to be more
dominant than in the latter. Gérxhani (2003) provides empirical evidence based on a

household survey in Albania.
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4.2.2. Motives and causes of informalization
The majority of reasons for the existence and growth of informal activities converge
for developed and less developed countries. There are a few specific differences,

however.

Regarding developing countries, the low rate of industrialization and productivity, and
the presence of surplus labor are listed as principal reasons why a dualistic system
arose in the cities of the third world (Breman, 1980). In addition, it is accepted that
due to the old economic mechanism (low technology and intensive use of cheap
unskilled and semi-skilled labor) that these countries have, informal activities emerge
and grow quite rapidly. This is basically one of the reasons why the informal sector in
less developed countries is considered to be a sector for survival.

Johnson et al. (1998a) empirically find that the high tax and regulatory burden,
the weak rule of law, and a high level of corruption can explain the high level of

informal activities in some countries of Latin America.

Research about the informal sector under central planning recognizes some other
basic motives of informalization (Grossman, 1982), such as: the presence of common
socialist property, which is broadly regarded as “up for grabs’; the constant consumer
shortages; the universal price controls, physical allocation of goods, and other sorts of
strict official regulations; the outright banning of a wide range of consumer articles
and services; the bureaucratic inadequacies; the corrupted authorities; the political
dissatisfaction; and the contrast between actual life and that predicted by the official

ideology.

Regarding transition countries, the distinctive reasons of informalization are mainly
related to the political, economic and social institutional causes of their transformation
from centrally planned into free market economies. They involve: insufficient
economic development (e.g., Kaufmann and Kaliberda, 1996, mention the low degree
of economic liberalization and macroeconomic instability); a high tax burden and a
complicated tax system (Thiefen, 2003); a weak and complex legal and institutional
framework (which is mainly due to the gap between the destruction of old institutions
and the construction of new ones); inefficient enforcement mechanisms; a high level

of corruption and bureaucratic incompetence among the government agents (Johnson
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et al., 1998a); the general lack of confidence in state institutions; the laissez passer
approach towards the informal sector (i.e., the tolerance and insufficient control by the
government); civil wars in some of these countries; and finally, the ‘path dependency’
(i.e., the conflict between the established economic and social norms in the past and

the reaction to a new reality in the present).

4.3. Theories on the informal sector: a critical assessment
What can be concluded from this plethora of theories on the relationship between the
informal and formal sector and on the motives for participation in the informal sector?

First of all, at first sight, almost every possible explanation has been given. To
some extent, this is due to the fact that authors attempt to generalize conclusions that
are based on a descriptive analysis of specific cases.

Secondly, relatively little attention is given to the behavior (based on
preferences and restrictions) of individual agents, as a basis for theories on the
informal sector. We will see in the following section, that this type of micro-economic
analysis is more common in studies that focus more specifically on tax evasion.

Thirdly, the distinction between developed and less developed countries again
appears to be useful. Section 4.2 mainly discussed theories specific to the latter. The
most notable theoretical distinction was already observed when discussing definitions
and criteria in section 3. This is, that survival plays an important role in the decision
to participate in the informal sector in less developed countries. As a consequence,
this sector gives little opportunity to economic growth and accumulation. What is still
missing, is a thorough economic theory supporting this theoretical distinction.

Finally, the analysis that appears to do best in combining various approaches, is
Feige’s theory on the relationship between the size of the informal sector on one hand

and a clash between ‘formal and informal institutions’ on the other.

5.  Theories related to tax evasion

Tax evasion is the aspect of the informal sector that has received most attention,
especially by economists. According to Cowell (1990: 5), tax evasion is special
because of the following reasons: (1) tax evasion is a fraud that is committed against a
very special economic agent: the government; (2) it requires a delicate interplay of
information among those involved in the black economy (evaders, investigators, the

government); and (3) there is a special relationship between tax evasion and other
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topics central to the study of public economics. In addition, Andreoni et al. (1998) see
important links between the economics of tax compliance and public finance, law
enforcement, organizational design, labor supply and ethics. The relationship with
public finance is reflected in the concepts of equity and efficiency. The enforcement
of tax basically faces a classical principal-agent problem. “How can an authority —
with imperfect ability to monitor- design a taxation, audit, and punishment scheme to
meet its revenue objectives?” (Andreoni et al., 1998: 819). The decision to evade
taxes can also affect occupational choices, investment in human capital, and labor
supply. Although for a while it was assumed that a rational individual will always
evade, empirical evidence has shown that individuals comply with taxes at
considerable rates. This has been explained by an individual sense of moral obligation

(guilt or shame) to be honest.

Most of the theoretical contributions to the study of tax evasion can be summarized in
two main categories, depending on how they see the role of government. The first
assumes a benevolent dictator that maximizes social welfare. This includes the
optimal taxation literature. The second sees government agents as rational utility

maximizers. This is mainly represented by the Public Choice literature.

5.1. Social welfare theories

The best-known example of a taxation theory that assumes a benevolent dictator is
optimal taxation theory. This has its origin in the seminal paper by Allingham and
Sandmo (1972), followed by Srinivasan (1973), Singh (1973), Kolm (1973) and
Yitzhaki (1974). The theory of optimal taxation came about in an attempt to
determine the optimal tax policy (i.e., tax and penalty rates) such that the government
will increase its revenue from a pool of taxpayers, who adjust their behavior to the
taxies levied. One of its major assumptions is that the government is interested in and
capable of maximizing the social welfare function. Taxpayers are often assumed to
avoid taxes, not always to evade them. For example, a high income tax will decrease a
rational worker’s supply of labor, but no account is taken of the possibility that (s)he
will supply labor in the informal sector in order to evade taxes. Another criticism of
the optimal taxation theory is related to the neglect of the expenditure side of
government activity (i.e., the use of revenue). Cowell and Gordon (1988) attempt to

remedy this neglect. They were the first to consider both sides of the fiscal account by
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introducing public goods into the optimal taxation model. They find that under
decreasing absolute risk aversion and under-provision of public goods, an
improvement by the government financed through a higher tax rate, will lead to
higher individual tax evasion.” The authors themselves find this result a bit
counterintuitive and relate it to the fact that the relationship between government and
taxpayer has more dimensions than just the provision of public goods, something that
their model does not capture. Besides being counterintuitive, this result does not
correspond to most of the empirical and experimental literature (see Clotfelter, 1983;
Crane and Nourzad, 1986; Friedland et al., 1978; Baldry, 1987). This literature finds a
positive relationship not only between tax evasion and tax rate, but also between tax
evasion and the perceived imbalance between tax payments and the public goods
received in return. Bordignon (1992) took it from here and introduced a ‘fairness’
approach to income tax evasion. In his model, tax (non)compliance is dependent on
tax structure, public expenditure and perceived evasion by other taxpayers. Assuming
that the taxpayer can estimate the ‘fair’ terms of trade between his private
consumption and government provision of public goods, Bordignon’s model predicts
that if the terms of trade offered by government through the tax system differ from
own ‘fair’ terms of trade, the taxpayer will evade in order to re-establish fairness in
his/her relationship with the other agents of the fiscal system. The results of this
model show that some individuals comply with taxes even if it would be in their self-
interest not to do so; tax evasion increases with the tax rate; and the perceived
‘fairness’ of public expenditures, considering the tax payments, affects tax evasion.
However, one should be careful in relying completely on the individual judgment of
the ‘fairness’ of this trade-off. “The taxpayer’s own standpoint in the system, rather
than a sense of common concern, may be the driving force. ‘Inequity’ is in the eye of
the beholder” (Cowell, 1990: 44).

Moreover, Cowell (1990) questions the basis on which tax evasion is considered
to be negative. He argues that risks of detection and punishment cause welfare losses
for evaders. A government should enforce the tax law only to the extent that it is
sufficient to pay its bills. Naturally, Cowell raises the issue on whether this means tax
evasion should be encouraged. In economic terms, it would be the case if the marginal
gain in productive efficiency in the informal economy is greater (expected) than the
marginal cost of being caught. However, he argues against this simplistic way of

thinking. The decision to evade involves a public sector, whose spirit of cooperation is
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an important determinant. “The problem is that cheating might become epidemic, thus
destroying the fiscal basis for the support of the state. Tight control is required to
avoid the spread of mutiny below decks” (Cowell, 1990: 200). This is what Spicer
(1986) called ‘norms of compliance’. Entering this aspect into the picture, he asserts
that a taxpayer will evade taxes only as long as the expected gains from taxes exceed

the expected losses from fines and from the psychic costs related to evasion.

5.2. Public Choice theories
The field of Public Choice focuses on “the theory of the state, voting rules, voter
behavior, party politics, the bureaucracy, and so on” (Mueller, 1989: 1). In this field,
all agents involved are assumed to be rational utility maximizers. Its relationship to
tax evasion is well put by Frey (1989: 118): “Government sets the instruments at its
disposal so as to reach its own goals as well as possible, taking into account the
reaction of the other agents, especially with respect to its re-election chance. Both
sides of the fiscal account, that is, taxes and public expenditure, are used for this
purpose.”" This is part of what he calls the theory of democratic economic policy.
According to this theory, both formal and informal sector activities are the
consequence of self-interested decision makers only interested in pursuing their own
utility. Pommerehne et al. (1994) continued on the same idea, where the relationship
between government public good provision, government waste, fairness aspects, and
taxpayer compliance is explored in a theoretical model. Under a political regime of
majority rule, they find that evasion is higher the greater the difference between the
individual’s optimal choice of public good provision and the actual level; and the
higher the level of government waste in previous period.

All ‘social welfare” models assume government officials to be honest and do the
right thing not only in raising the revenue but also in using it fairly. Cowell (1990:
191) questions it: “Tax inspectors and auditors are real people like you and me. They
are also, presumably, subject to the same sorts of temptations. What if the
government’s agents are themselves cheating the government?”. This was
theoretically studied in a model by Sanyal et al. (2000), where the behavior of tax
revenue net of collection costs in a regime of widespread administrative corruption is
explored. Under somewhat strict assumptions (e.g., a fixed fine rate or a government
that does nothing to combat corruption), they find that in case of extensive evasion

and collaboration between taxpayers and officials, government has the tendency to
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increase audit probability, sometimes higher than optimal. This increase in
combination with a higher tax rate can result into a net revenue loss. In addition, they
find that if there were a tendency of increased corruption as a result of higher taxes
and fines, applying these latter tools would be ineffective for the government.

Wintrobe (2001) investigates the same issue, but from a different angle: the
‘trust’ aspect of social capital theory. “Even accepting the Public Choice point of
view, one still has to assume that citizens trust their government to deliver the services
it has promised in order to explain why they would ‘voluntarily’ pay their taxes”
(Wintrobe, 2001: 7). His starting point is the contradiction between the empirical
evidence and the theory of rational utility maximizers’ attitude towards taxes, that is,
even if the government is completely to be trusted in allocating the promised services,
a rational individual should completely free ride. Wintrobe goes against this
prediction by assuming a positive relationship between a citizen’s willingness to pay
taxes and his/her level of trust in the government’s honesty or in other individuals’
civic spirit. Having assumed this, his model shows that “in the aggregate, the
government tries to maximize the sum of citizens’ surpluses —value of public goods
and services minus taxes- from the public sector. Each citizen, in turn, is more likely
to support the government, and, ceteris paribus, less likely to evade taxes, the greater
the surplus he receives from the public sector” (Wintrobe, 2001: 9). Concerning the
effect of an increase in tax rate on tax evasion, Wintrobe’s model predicts a positive
relationship if that means a lower surplus for the citizen. In the case of under-provided
public goods, an increase in tax rates -used to improve the level of public goods- can
yield less evasion of taxes because the tax increase contributes to a higher surplus for
the citizens. Note that Wintrobe does not assume a benevolent dictator. In his model,
governments need to be benevolent in order to gain the taxpayers’ trust. His analyses
do not end with the relationship between the citizens and the government only.
Another hypothesis is as important: “The more citizens can trust their fellow citizens
to pay taxes, the more willing they are themselves to do so and vice versa” (Wintrobe,
2001:10).

When discussing the issue of the ‘optimal’ level of tax evasion, Cullis and Jones
(1998) argue that tax evasion can be seen as an opportunity for individuals to oppose
the monopoly power that government imposes. Hence, “the more likely that
government failure causes public funds to be allocated inefficiently, the lower will the

‘loss’ associated with tax evasion be” (Cullis and Jones, 1998: 208). Moreover, based
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on the work of the founders of Public Choice theory -Downs, 1957; Niskanen, 1971;
Olson, 1971; Peltzman, 1976- they claim that this literature is much more suspicious
of the objective of the various agents in the policy process. Politicians are vote-
maximizers; bureaucrats are budget-maiximizers; while interest groups are concerned

with narrow interests and wealth maximization (Cullis and Jones, 1992).

5.3. Theories on tax evasion: a critical assessment
To obtain an understanding of individual tax evasion, the original optimal taxation
theories do not provide useful insights (nor did they intend to). Apart from their
simplistic assumptions, they lack empirical support: if applied to the decision to evade
(as opposed to avoid) taxes, they would imply that almost everyone would evade
because of the expected net benefits.

A first important step forward was the evaluation of the way in which benefits
from government expenditures might enter the taxpayer’s decision.

A more important step was given by the Public Choice input. By introducing
rational government agents and their interaction with taxpayers in both the economic
and political arena, this has opened completely new areas of research. In the following

section, I will discuss various implications of this research.

6. Implications of the Public Choice approach

The early literature and the policy climate of the 1980s especially, were dominated by
a ‘pessimistic’ view of the informal sector. According to this view, the informal sector
was characterized by marginality and poverty. In addition, it was considered to be a
source of unproductive labor and to have a residual character. However, in the 1990s,
the attitudes of both governments and international agencies towards the informal
sector were essentially reformist: they believed that the positive role played by the
informal sector in the national economy could be enhanced by changes in policies at
the macroeconomic level and at the enterprise level (Lubell, 1991). The subsequent
research in the field has shown that the informal sector has potential for accumulation
and development. These two viewpoints (pessimistic and optimistic) have been the
center of a debate on the advantages and disadvantages of the informal sector.
Nevertheles, as Schneider and Enste (2000: 107) state, “there is a common finding
that the shadow economies of most transition and all investigated OECD countries

have been growing over the past decade.”
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The optimism — pessimism debate was mainly undertaken with a social welfare
maximizing government in mind. What follows is an overview of the (policy)
implications derived from the Public Choice perspective. These are categorized in
four groups: the size of the informal sector; the political power of the agents involved;

tax morale; and the consequences for less developed countries.

6.1. The size of the informal sector

When the market failed, “the state emerged as the lowest transaction costs institution
for providing public goods and eliminating externalities” (Mueller, 1989: 335).
However, contrary to the orthodox consensus, Public Choice theory does not simply
assume that society will be better off by having more government, even in case of
market failure. Frey (1989) focuses on individuals’ (political demanders’) position
when determining the optimal balance between the formal and informal economy."
He suggests that one way of achieving this optimum is by restricting the role of
government and public bureaucracy (political suppliers). Schneider and Enste (2000)
agree, but similar to Frey, they recognize that more regulations and laws is in (some)
governments’ interest since this means more material and political power for
bureaucrats. “The signaling of ‘fighting for law and order’ might therefore be more
useful for the chances of being reelected than radical reforms of the tax and the social
security systems” (Schneider and Enste, 2000: 86). However, they also recognize that
since for some politicians the shadow economy is an important source of votes, they
may not be interested in fighting it.

Frey suggests another way to achieve an optimal combination of the formal and
informal economies: by making government and public bureaucracy take better
account of individuals’ preferences, with respect to both, taxes and the level and
structure of public expenditure. Frey proposes a more federalist decision-making
power and a constitution of popular referenda and initiatives. However, he recognizes
that the individuals and firms -involved in the informal economy- are not well
organized and as a result possess less and significantly biased information about its
benefits and costs.

This brings us to a topic that is at the core of the Public Choice analysis: the

political power of agents in the decision-making bodies.
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6.2. The political power of the agents involved

Frey (1989) emphasizes the lack of voice -of agents involved in the informal sector-
in the political-economic process. For example, interests of ‘informal’ workers are not
represented by any trade union. Given this and the fact that most of these workers
work part-time, they show no interest in becoming union members. Trade unions, on
the other hand, are negatively affected in the membership rate if the informal
economy increases. Hence, they emphasize the costs and disadvantages of this sector
and oppose it. Likewise, the position of ‘informal’ producers is worse than the
position of ‘formal’ producers. Competition from the informal economy, through
flexibility in production, low costs of labor, no bureaucratic costs, and lower prices
for goods and services, is strongly feared by ‘formal’ producers, who, having the
possibility of influencing the political-economic process, also try to fight the informal
economy. Frey completes the picture with the public administration, which according
to him even more strongly opposes the informal economy. If the informal economy
increases, workers and firms will reduce their tax payments and disobey regulations,
which will be reflected in less material and political power for the agents in
government. In addition, as suggested by Schneider and Enste (2000: 78), “a
prospering shadow economy may cause severe difficulties for politicians because
official indicators —on unemployment, labor force, income, consumption- are
unreliable.”

Cullis and Jones (1998) do not completely agree with the relevance of Frey’s
analysis. First, one should wonder about how much saying the individuals involved in
the informal sector should have on the matter of its size. Second, referring to Collard
(1989b), they mention that the ultimate goals of policy makers and bureaucracy do not
necessarily converge. In addition to Cullis and Jones’s comments, Frey’s focus on the
weak position of the individuals in this political process seems to disregard alternative
ways for individuals to exert power and influence. “Government officials and
bureaucrats may have some discretionary power to advance their own interests at the
citizens’ expense, but citizens’ preferences, as registered through existing political
institutions, may also constitute a consequential constraint” (Mueller, 1989: 344).

Moreover, Cullis and Jones (1998) point out that audits by tax authorities differs
across (interest) groups. For example, farmers are generally known to constitute a
powerful political interest group, which is often not ‘disturbed’. Individuals who work

in both the formal and informal sectors are often also ‘left in peace’, since they
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declare their income in one sector. Individuals who only work in the informal sector
are the ones the inquiry of tax authorities is mostly focused on, since they are seen as

‘stealers from the welfare state’.

6.3. Tax morale and tax evasion

Wintrobe (2001) mentions four aspects that are important in explaining tax evasion:
(1) As long as individuals (and firms) do not believe the government is responsive to
their wishes, even if it may be honest, they will attempt to evade their taxes; (2) As
long as individuals (and firms) do not trust the government they will be unwilling to
pay their taxes; (3) As long as individuals (and firms) believe the tax code is fair and
is applied fairly, they will be more willing to pay their taxes; (4) As long as
individuals (and firms) assume other individuals (and firms) are trying to evade taxes,
they will attempt to evade themselves. Wintrobe proposes ways in which governments
could respond to these aspects: the government needs more information on
individuals’ preferences; more measures should be taken to increase trust in the
government; income earned, from whatever source, should be taxed in exactly the
same way; government should increase the incentives for compliance among small
evaders instead of going after big evaders. Finally, he emphasizes that one important
way of solving the tax evasion problem is by developing the logic of democracy. “It
must be emphasized that the rule of law must be enforced, and this includes
appropriate penalties for tax evasion, but within the parameters of the rule of law, in a
democracy the citizen should feel his relationship to the state to be one of exchange
and not coercion” (Wintrobe, 2001: 13). An interesting extension of Wintrobe’s
analysis would be to study the response of government agents to the individuals he
describes. For example, it might be in agents’ interest to reciprocate the trust placed in
them in order to keep the extent of tax evasion low.

Feld and Frey (2000) add a new element to this line of thought: constitutional
differences (i.e., direct vs. representative democracy). Focusing on how tax authorities
treat taxpayers in Switzerland, they find that constitutional differences between Swiss
cantons affect the level of individual tax morale significantly. In other words, the
more developed the institutions of direct citizen participation (i.e., referenda) are, the
more important the relationship between tax authorities and taxpayers is (i.e., higher
level of trust), and as a consequence the higher the tax morale. This is an important

conclusion because they argue that tax evasion is not only dependent on the
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possibilities to evade taxes and enforcement mechanisms of tax authorities. One
should not neglect the importance of taxpayers’ tax morale, which “on the other hand,
is not simply the result of one’s upbringing. It depends on the interaction of taxpayers
with tax authorities, on the legal framework, and on the constitutional environment”

(Feld and Frey, 2000: 12).

6.4. Less developed countries

The Public Choice literature generally does not make a distinction between developed
and less developed countries when describing the agents’ interaction in relation to the
informal sector. Although not often, it does recognize institutional country differences
in this context. Cowell (1990) reports that evasion seems to differ noticeably across
countries and across groups within one country. “These systematic differences among
countries and among groups within one country cannot be dismissed as innate
differences in taste or temperament. Inconvenient though it might appear for neat,
individualistic models of economic behavior, people do seem to take into account the
‘climate’ within the group or groups to which they belong” (Cowell, 1990: 102).
Based on an experimental study on tax evasion that compares a developed with a less
developed country, Gérxhani and Schram (2002) find evidence of group and country
differences. In Gérxhani (2002), it is shown that these differences can be attributed to
an interaction between formal institutions (i.e., rules and laws) and informal
institutions (i.e., norms and culture).

Cowell (1990) argues that in any country, distortion of information is at the core
of individuals’ decision to mislead the government. “Distortion of information lies at
the heart of the state’s problem of exercising control and authority in the economy”
(Cowell, 1990: 40). However, the form this takes varies across countries. For
example, in a centrally planned economy, this can take the form of ‘report padding’
(making false alterations to accounts concerning the fulfillment of the plan), whereas
in developed and less developed (democratic) countries it is expressed in the form of
tax evasion and related activities.

Thiefen (2003) focuses on tax complexity and finds that its effect can be
influenced by the specific institutions of a country. Based on a study in a less
developed country, Ukraine, where arbitrary official behavior and ambiguous rules
dominate, he suggests that tax simplification may have a positive impact on the well-

being of a representative economic agent. The higher the tax complexity is, the larger
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is the space for the tax administration to undertake arbitrary measures. The lower the
tax complexity, the less individual efforts and costs will be made to legally avoid
taxes and easier it will be to assess the fairness of the tax system and other people’s
level of compliance. Hence, with respect to policy, he recommends that a decrease in
the Ukraine’s informal sector can be achieved through an extensive reduction in the
regulatory burden.

Clark (1988) emphasizes that in countries going through transformation, or
generally, in badly organized countries, the state officials’ actions and decisions have
a stronger effect on the informal economy than is generally assumed. He explains this
by the ineffective infrastructure, poorly trained personnel and inefficient or absent
enforcement mechanisms. In addition, he refers to government agents who exploit the
possibilities offered by the informal economy, for example through bribery,
blackmail, or personal access to the informal economy by which they compensate for
their apparent or seemingly low wages. If the latter “is a significant feature of a
country’s bureaucracy, then combating corruption in the public sector may be a more
effective way of controlling tax evasion in the private sector” (Cowell, 1990: 192).

Reversing the causality, by considering the effect of the informal sector on the
political arena, Grossman (1982) asserts that in communist regimes appeared that the
party in power attributed a negative political assessment to informal activities,
because it weakened the authority of the dictatorship. This opinion seems to have
remained even in the period of transition, with the only difference being that in this
case ‘it undermines the effective management of the economy by the state’

(Kaufmann and Kaliberda, 1996).

7.  Summary and conclusions

Starting from complete neglect, the phenomenon of informal economic activity has
grown to be a subject of study by many researchers, both governmental and non-
governmental. This paper provides a general overview of the contributions to the
literature on the informal sector, focusing on the criteria used to define the informal
sector, the relationship between the formal and informal economy, tax evasion, and
Public Choice analysis. Throughout the paper, these contributions are compared
across two institutionally different types of countries: developed and less developed

(developing and transition) countries.
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In the light of many aspects of the informal sector and consequently the variety of
criteria describing each of them, several characterizations have emerged. Many
researchers have considered this a disadvantage. Therefore, numerous unsuccessful
efforts have been made to formulate a unique definition. In my view, there is no need
for a universal definition, however. As long as researchers share a definition for each
separate activity in the informal sector, there will be, first, a basis of comparison
across studies (for each activity) and second, the sum of all activities will provide a
picture of the informal sector as a whole.

A comparison of studies on the informal sector in developed countries and
studies in less developed countries has shown that they converge on some basic
criteria —undeclared labor, tax evasion, unregulated or unlincensed enterprises,
illegality or criminality— used to characterize it. The essential divergence is related to
the use of the ‘survival’ criterion. Consequently, studies in developed countries show
that the informal sector offers possibilities for growth, whereas research in less
developed countries provides evidence that survival is the main characteristic of the
informal sector there. As Pardo (1995) observes, survival always ‘legitimizes’ law
avoidance in extreme situations, where a conflict between morality and individual

rationality emerges: agents justify their actions by lack of choice.

The informal sector will probably always exist. Although the consequences differ
between developed and less developed countries, this phenomenon deserves full
attention from all the societal agents involved. In spite of several (short run) positive
outcomes, with the exception of some neoclassical economists and public choice
theorists (De Soto, 1989; Buchanan et. al, 1990), there is a general agreement that, in
the long run, the informal sector should be reduced in size or formalized. Although a
reduction is very difficult (Schneider and Enste, 2003), it can only be possible when a
low regulatory burden by a trustworthy state is combined with a democratic

involvement of citizens in respecting the rule of law.

An important debate, only briefly referred to in this paper, is related to the
significance of the informal sector and its relationship to the formal economy.
Opinions are split between the negative and positive assessment. The first sees the
informal sector as negligible, with a residual and marginal nature. The second

considers the informal sector as a dynamic phenomenon, which might have a
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significant impact in the economy. However, considering the negative long-run
implications of the existence of the informal sector, its (gradual) integration into the
formal economy has been suggested. These opinions hold mostly for the informal
sector in developing and transition countries and sometimes for developed countries.
The motives for individual participation in informal activities converge, to a
large extent, for developed and less developed countries. The few specific differences
are related to institutional country differences. The relationship between the formal
and informal economy has been analyzed in the literature but the outcome is still
ambiguous. The literature on developed countries argues more towards the positive
effect, while in less developed countries, a negative relationship appears to be more

dominant. A broader discussion can be found in Schneider and Enste (2000).

In spite of numerous studies on tax evasion, explicit country distinctions are seldomly
made. This also holds for the contributions from the field of Public Choice. However,
it should be acknowledged that the latter has allowed for a major step forward in
understanding the dynamics of the informal sector. Public Choice theory has
contributed to the literature by recognizing that the combination between the formal
and informal economy is an outcome of various agents’ (government, voters, interest
groups) interaction. Although there are studies in this literature emphasizing the
(purely economic) irrelevance of the concern about consequences of tax evasion,
studies with a broader view on the matter —involving norms, cooperative behavior,
and the well functioning of democracy- provide a much more balanced view on the
relationship between the formal and informal economy. What this literature
sometimes lacks is an application of Public Choice analysis to understand the specific
characteristics of the informal sector in less developed countries (with the noticeable
exception of the studies discussed in 6.4). In addition, with a few exceptions, Public
Choice theory has not yet made a clear and useful distinction between the goals of

policy makers and those of bureaucrats when dealing with the informal sector.

In sum, a considerable amount of work has been done to analyze the informal sector.
However, we are still a long way from really understanding this phenomenon, which
is of such major economic, political and social importance in all countries, developed
as well as undeveloped. Two things are for sure: recognizing the distinction between

the two types of countries puts us a step forward, and Public Choice has given our
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understanding an important boost. The next step should be a combination of these two

developments.
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Table 1: The average size of the shadow economy in developed and less developed countries

Countries/continents Size as % of GNP*
Developed OECD countries 12
Transition Former Soviet Union 25

Middle and Eastern Europe 20
Developing Africa 44

Latin America 39

Asia 35

Source: Based on Schneider and Enste (2003, p.37, table 4.5).
(*) derived from Physical input method, 1989-1993
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Table 2: Criteria used to define the informal sector in studies of developed countries

Criteria Political (Legal Aspects) Economic Social
Governmt. illegal national labor market tax evas. | activity’s | professional activity’s | national | networks | autonomy | survival
regulation | activities | statistics | or status of labor or size Status regulation | statistics &

(GNP) (unregul., no soc. | unreport. (small (self-empl. or or (GNP) flexibility
benef., income scale of | family-based) | registration

Authors work condit., etc.) operat.)

Breman (80) + + + + +

Feige (79-89) + + + + + +
Gershuny (83) + + + + T

Tanzi (82-89) + + +
Castells, M. &
Portes, A. (89) + + + + + + + + + -

Harding &

Jenkins (89)

Renooy (90)' + +

Intern. Rev. +

Serv. (IRS)- +

(9
Inter. Lab.
Off.” (ILO) — + + + + + + -
(72 on.)
Swaminathan’
(91) + + + + + + +

() refers to the inclusion of the criterion in defining the informal sector,

(-) refers to the explicit exclusion of the criterion in defining the informal sector;
(’) refers to those authors who have contributed to define the informal sector in both developed and less developed countries.

X




Table 3: Criteria used to define the informal sector in studies of less developed countries

Criteria Political (Legal Aspects) Economic Social
Governmt. illegal national labor market tax evas. | activity’s | professional | activity’s national | networks | autonomy | survival
regulation | activities | statistics or status of labor or size status regulation | statistics &

(GNP) (unregul., no soc. unreport. (small (self-empl. or (GNP) flexibility
benef., income scale of or family- | registration

Authors work condit., etc.) operat.) based)

Hart (71, 73) + + +

Intern. Lab.

Of’ (ILO) — + + + + + +

(72 on.)

Grossman (82) + + + + + +
Banerjee (82) + + + + +

Beneria (89) + + + + + + +

Renooy (90)’ + + + + + + + + + + +

Swaminathan'

(91) + + + + + + + +
Kaufmann &

Kaliberda (96) + + + + + + + +

Commander &

Tolstopiatenko + + + + + +

(€2))

Anderson (98)

+ + + + + + + + + + + +

(1) refers to the inclusion of the criterion in defining the informal sector.

(<) refers to the explicit exclusion of the criterion in defining the informal sector;

(’) refers to those authors who have contributed to define the informal sector in both developed and less developed countries.




' Many terms have been used to name this phenomenon, since then. Nevertheless, there is no universal
terminology, yet. We will adopt the generic term ‘informal sector’ in this literature survey, and extensively
discuss its various meanings and dimensions.

* The distinction is between studies of the informal sector in developed countries and studies on less developed
countries. Here, ‘less developed countries’ will refer to ‘developing, centrally planned and transition countries’.
According to a recent suggestion by Jim Thomas in personal correspondence, the ‘informal sector’ should be
called the ‘black economy’ for developed countries, the ‘informal sector’ for developing countries, and the
‘second economy’ for transition countries. The main contribution of this paper is exactly the recognition of a
distinction between these groups of countries, without focusing on the terminology used. Therefore, in line with
most of the literature, the term ‘informal sector’ will continue to be used.

? In this paper, I will not discuss empirical studies. For a good recent review, see Schneider and Enste (2000).

* A casual labor market of a similar nature (informal) has also been identified in London in the 18" and 19"
centuries (George, 1966; Stedman Jones, 1984).

> A great contribution to the same line of thought is the work of Thomas (1992), who uses three main criteria:
(a) are market transactions involved?; (b) are the goods and services being produced legally?; and (c) are the
methods of production and/or distribution legal?, as a way to distinguish different types of informal activities.

6 Recall that this sub-criterion is used in the main criterion “politics’ as well.

"This refers to the move to underground activities due to the competition with cheaper Third World imports.

¥ According to Sampson (1987), the primary element of the ‘informal sector’ in these countries was private
agriculture.

? One example is related to the existing network in an informal market, which increases the entry cost if a person
is not part of the network. For more, see Fields (1990).

' It has been argued that sometimes they do not want to attract the attention of potential investors either,
because these might see the business as a potential takeover target (for further comments, see Gaddy and Ickes,
1998).

" Formal and informal institutions should not be confused with the formal and informal sectors. As explained
above, formal institutions refer to ‘laws and regulations’ and informal institutions refer to ‘social norms’.

2 For extensive comments, see Wintrobe (2001).

3 For some authors (e.g., Wintrobe, 2001), the fact that both, taxes and expenditures are taken account of, is
sufficient to consider an analysis as ‘Public Choice’. This is a semantic question. In my view, a Public Choice
analysis also takes the government decision-making process into account. This is why I categorize Cowell and
Gordon (1988) in the ‘social welfare’ group, for example.

' Frey mentions that the existence of the informal sector is often considered to be beneficial because it is one of
the most productive and enterprising sectors of the economy, without which the population would be materially
much worse off. He also mentions its disadvantages related to its illegality, the erosion of tax morality and as a

result a general breakdown of law and order, and the falling of public revenues.
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