BRIEFING
PAPER

| nformal Sector:
Definitionsand itsI mplicationsfor Growth

The importance of the informal sector in supporting livelihoods and contributing to
production and consumption activities of developing countries is widely evident. However,
lack of consensus across countries in regard to a clear and uniform definition of the
informal sector has hampered its identification and measurement for proper comparison.
In addition, relationship between informality and economic growth is not straightforward
and there is no concrete evidence that this sector enhances economic growth. This paper
attempts to arrive at an operational definition of the informal sector and also provides

an overview of the relationship between informality and economic growth.

1. Introduction

he informal economy contributes significantly to

production, consumption, employment and income
generation in developing countries. It is a source of
livelihood to a majority of the poor, unskilled, socially
marginalised and female population and is an important
means of survival for people in countries lacking proper
social safety nets and unemployment insurance especially
those lacking skillsfor formal sector jobs.

Apart from being amajor source of employment, theinformal
economy also contributes significantly to the output of
developing countries. According to the World Bank
estimates, theinformal economy accountsfor 40 percent of
Gross National Product (GNP) of low-income countries'.
Toillustrate, the ‘ unorganised sector’ in |ndiaaccountsfor
62 percent of Gross Domestic Product (GDP), 50 percent of
gross national savingsand 40 percent of national exports.
In addition, theinformal workforceisestimated to make up
about 93 percent of total workforce and 83 percent of non-
agricultural employment in India®.

Such figures across countries, however, are arrived at using
a varied range of measures of the informal economy.
Obtaining a clear cut definition of the informal sector on
which there is consensus across countries has been a
challenge on many frontsasthe sector itself existsin various
forms depending on country characteristics. The sector is
constantly evolving with the emergence of new forms of

informal enterprises as a result of changes in technology,
scale of production and economic structures, thereby adding
to the difficulty of formulating definitions that are
independent of time and geographic locations.

A proper operational definition of the informal sector
facilitates accurate identification and measurement of the
sector in regard to output, size, and capital utilisation, as
well as its relationship and linkages with the formal and
public sectors. Its uniform application across countries in
cross-sectional studieswill help to determineits comparable
contributions to economic growth and development and
policy optionsthat can facilitate formalisation.

For this reason, in recent years there has been a renewed
interest in defining, measuring and studying the informal
economy to comprehend itsreach, impact and contributions
to the economy and society in developing countries.
Governments are also realising the need for pro-active
measures to ensure that the informal economy becomes an
engine of inclusive economic growth and development.

This briefing paper attempts to arrive at an operational
definition of theinformal sector drawing fromitsevolution
and current usage in the literature. It also discusses the
informal sector in the Indian context and highlights some of
the limitations of the definition. Lastly, it provides an
overview of the relationship between informality and
economic growth.
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2. What isthelnformal Economy?

he informal economy is, at many times, referred to as

the non-observed economy. It should be noted that the
informal economy isonly acomponent of the non-observed
economy and needs to be distinguished from underground
and illegal production activities, although these may not
awaysbe mutually exclusive’.

‘Underground production’ activities are legally not
forbidden but are intentionally hidden from public
authorities with the objective of evading tax and socia
security payments as well as to avoid bureaucratic
procedures and regulatory compliance.

‘Illegal production’ activities are those that are ‘forbidden
by law’ or becomeillegal when undertaken by unauthorised
individuals. For example, drugs and narcotic production
and trafficking, production of certain explosives, production
and distribution of counterfeit goods, and services such as
unlicensed medical practice. Underground production is
illegal as it involves non-compliance with administrative
rules, while‘illegal production’ isassociated with criminal
behaviour.

In many instances, different terms such as the informal,
shadow, parallel or black economy among others, are used
interchangeably whereininformal sector operationsare not
distinguished from illegal and underground production
activities. Informal sector operations pertain to activities
where a legal counterpart exists and are not always
performed with the deliberate intention of evading taxes
and infringing labour and other regulations, hence departing
from the concepts of illegal and underground production.
Therefore, most informal sector activities in developing
countries are not underground and not illegal as these are
undertaken as measures for survival.

Some scholars have even objected to conceptualising
informality through a dualistic economy, i.e. a distinct
bifurcation between theformal and informal sectors®. Asa
result, a trichotomy approach is sometimes recommended
wherein a third sector has been introduced to include
activities that are neither in the formal nor in the informal
sector®. In addition, there are important backward and
forward linkages between formal and informal sector
activities, particularly in developing countries.
Decentralisation of production due to industrial
restructuring hasincreased subcontracting from theformal
to theinformal sector in abid to reduce costs.

There are two approaches to defining informality: an
enterprise-based approach and a job-based approach,
which identifiesinformal employment. However, it should
be noted that informal employment is much larger in scope
asit caninclude both formal andinformal sector workersas
well as paid domestic and own account workers in
households.

3. Defining the I nfor mal Sector

he notion of theinformal sector cameinto international

use in 1972 when it was defined in the International
Labour Organisation’s (ILO) Report of a Comprehensive
Employment Mission to Kenya as “away of doing things’
characterised by various factors such as “small scale, low
resource base and entry barriers, family ownership, labour
intensive methods of production and adapted technology,
skills acquired outside the formal sector and unregulated
and competitive markets’”. It was only in January 1993
during the 15™" International Conference of Labour
Statisticians (ICL S) that theinformal sector acquired aproper
definition based on production units, both in conceptual
and statistical terms. This definition, largely intact in its
original form, is used even today aong with some added
recommendations from the UN Expert Group on Informal
Sector Statistics (called the Delhi Group)®.

The 15" ICL Sdefinition viewsinformal sector enterprisesas
those which are not only unincorporated entities without
separate complete accounts but are also units of production
with specific characteristics such asoperating in small scales,
using obsolete technology with low level of organisation,
etc. Moreover, it recognises unincorporated enterprisesfrom
the household sector with at least some market production
asfalling under the ambit of theinformal sector (see Box 1).

The definition makes a point to distinguish informal sector
activities from other aspects of the non-observed economy
such as underground and illegal production as well as
household production solely for own consumption
purposes. In addition, it also avoids use of the formal/
informal dichotomy. Nevertheless, to facilitateinternational
acceptance, the definition is kept rather broad and allows
for flexibility in many areas such as the enterprise size
threshold, theinclusion/exclusion of paid domestic workers
and agricultural sector activitiesin theinformal sector, among
others. Street vending and hawking activities account for a
large portion of informality and provisionsfor their inclusion
are made depending on their consistency with defined
criteria. Allowing for such flexibility undermines proper
international comparison of informal sector across countries.

With the objective of harmonising the definitions of the
informal sector across countries to obtain internationally
comparable statistics, the Delhi Group suggested additional
guidelines for reporting informal sector statistics. For
instance, separation of enterprises employing lessthan five
workersfor international reporting and use of the criteriaof
“legal organisation, type of accounts and product
destination”®. The objective was to confine the informal
sector to asmaller subset for international comparison.

The Delhi Group, in association with the ILO, has
commissioned work to prepare a Manual on Surveys of
Informal Employment and Informal Sector, with the
objective of facilitating a better understanding of the




Box 1: Definition of the Informal Sector based on 15" ICLS

Concept:

and incomes to the persons involved”.

contractual arrangements with formal guarantees”.

Criteriafor Identification:
(i) Subset of the Household sector

e Absence of separate complete accounts

not employ on a continuous basis

- Non-registration of enterprise and/or

Excluded from the Informal Sector:
Household enterprises that

(iii) Engage exclusively in agricultural activities

“Units engaged in the production of goods and services with the primary objective of generating employment
Characteristics of production units: “typically operate at a low level of organisation; with little or no

division between labour and capital as factors of production and on a small scale; labour relations —when
they exist — are based mostly on casual employment, kinship or personal/social relations rather than

e Absence of legal organisation (unincorporated enterprises)
(i) Household unincorporated enterprises by two types of employment:
e Informal own-account enterprises: enterprises run by own account owners, family workers which do
e Enterprises of Informal employers: enterprises where at least one employee is employed on a
continuous basis; these enterprises are further classified on the basis of:
- Size of unit below a certain threshold level of employment

- Non-registration of employees in an enterprise

(i) Market Production: At least some production is destined for sale or barter
(iv) Economic Activity: Non-agricultural activity including units in the secondary agricultural sector

(i) Produce goods for own final use (non-market production)
(i) Produce services employing paid domestic workers

Note: Various special cases are also specified

Source: International Labour Office (2000): Resolution concerning statistics of employment in the informal sector, adopted by
the 15" International Conference of Labour Statisticians (January 1993)

concepts and providing technical guidelines for measuring
theinformal sector.

In the present context, when measuring the informal sector
at the country level, there appears to be considerable
departure from the international operational definition as
countries adopt national circumstances to the measurement
criteria. For example, some countries do not even conform to
the criteria of legal organisation, and hence include small
scale quasi-incorporated or incorporated enterprises in the
informal sector. Other types of cross-country variations are
seen in enterprise size criteria, inclusion/exclusion of
agricultural activity, inclusion/exclusion of domestic paid
work as well as rural/urban coverage among others.
Nevertheless, a widely used norm is to use the criteria of
legal organisation (unincorporated enterprises) and/or non-
registration of the enterprise. Others use the enterprise size
criterion by itself or in addition to legal organisation and/or
non-registration™.

In most cases, enterprise surveys have been used to obtain
measures of informal operation. As such surveys alone do

not always cover al types of enterprises, a mixed survey
approach (household and enterprise surveys) is
recommended for obtaining a comprehensive measure of
the informal sector, particularly to capture the large share
of unincorporated household enterprises in market
production. Generally, for practical measurement purposes,
in developing countries the informal sector is usually
defined as househol d unincorporated enterprises operating
with lessthan 11 workers.

3.1Informal Sector inthelndian Context

Even within a nation the definition of the informal sector
varies by organisational use and has evolved over time, as
exemplified by India’s case. Thissector isreferred to asthe
unorganised sector in various statistical measures;
however, the informal sector is only a subset of the
unorganised sector. In many cases the ‘informal sector’
and the ‘unorganised sector’ are used as interchangeable
terms.

The National Account Statistics (NAS) takes adichotomic
view of the economy by defining enterprises not included
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in the organised sector as being in the unorganised sector.
A similar approach has been utilised by the National Sample
Survey Organisation (NSSO) in its unorganised sector
enterprise surveys since 1978-79, i.e. including all
manufacturing units not classified under Annual Survey of
Industries (ASI) as the unorganised sector.

Thefirst informal sector survey conducted by the NSSOin
its 55" Round (1999-2000) defined theinformal sector as“dll
non-agricultural enterprises, excluding those covered under
the ASI, with type of ownership as either proprietary or
partnership” 2.

With the view of harmonising the national definition with
the international one for the informal sector, a Task Force
was set up in 2005 by the National Commission for
Enterprisesin the Unorgani sed Sector (NCEUS). Based on
its recommendation, the definition of the informal sector/
unorganised sector in Indiawas reformulated as:

“All unincorporated private enterprises owned by
individuals or households engaged in the sale or production
of goods and services, operated on a proprietary or
partnership basis and with less than ten total workers™*3.

Other than crop production and plantation, all other
agricultural activities conforming to the above definition
areincluded in theinformal sector.

This particular definition appears to be basic enough to be
used as a standard functional definition of the informal
sector for cross country measurement and comparison.
Many countries such as Brazil, Mexico, Panama, Moldova,
Ethiopia, Mali, Tanzania, Pakistan and the Philippines,
among others, use the legal status criteria (household
unincorporated enterprises) and a size threshold ranging
from less than five to less than 11%. Among the above
mentioned countries, Mexico, Ethiopia, Mali and Moldova
also use non-registration of the enterprise, while Ethiopia,
Moldova and the Philippines have included agricultural
activitiesaswell.

Therefore, taking stock of various national and international
definitions, afunctional definition of theinformal sector for
practical measurement and cross country comparison can
be stated as follows:

“Unincorporated enterprises owned by individuals or
households operating with less than five workers, engaged
in at least some market production”.

3.2Limitationsof the Definition

Description of the informal sector whether through an
internationally agreed or nationally formulated definition,
measures only asubset of informal operations. Cross-border
informal trade, also referred to as ‘suitcase trade’ is a
significant part of informality, but most probably escapes
the ambit of informal sector measurement. Such informal
tradeisrampant in South Asian countriesparticularly among
India, Nepal and Bangladesh. About one-fifth of

Zimbabwean women in the informal economy are engaged
in cross-border trade with South Africaand Zambiawhile
over 50 percent of informal sector workersin Angola, Nigeria,
South Africa and Uganda are engaged in retail trade®.
Informal retail tradershaveintricate linkswith formal sector
enterprises. For instance, multinational corporations like
Unilever and Coca-Cola have utilised street vendors to
expand their marketsin rural areasand cater to low income
groupst®.

Cross-border trade and formal and informal sector linkages
are not addressed by standard definitions and therefore no
provisionsfor measurement through informal sector surveys
exist. The definitions and concepts are usualy designed
with informality in the urban sector in mind. Even the
mentioned international definition calls for initially
conducting surveys of the informal sector in urban areas
and then extending these to rural areas depending on
resource availability'’. However, such an approach leaves
room for error: not only do characteristics of informal sector
enterprises differ across rural and urban locations;
informality may be dominant in rural areas of most
developing countries.

Given the wide diversity within theinformal sector, it may
even be necessary to formulate multiple sub-definitionsand
measure the various sub-sectors accordingly to ensure that
policies can be tailored suitably to address the concerns of
various informal sector groups.

4. 1nformality and Growth

he informal sector was originally treated as a residual

emanating from the insufficient absorptive capacity of
theformal economy. It has been emphasised in the literature
that productivity growth in theformal sector actsasa‘pull’
factor in drawing informal sector workers and enterprises
towards it. Paradoxically, informal sectors of most
developing countries have actually increased over time.
Informality has been characterised as a response to high
transaction costs caused by cumbersome bureaucratic
proceduresfor business start-ups, and irksome compliance
with unclear and prohibitive rules and regulations.

Riseininformality isassociated with economic restructuring
and economic crisis. For example, the structural adjustment
programmes (SAPs) of the 1980s and 1990sis said to have
increased theinformal economy dueto retrenchment of the
public sector and associated liberalisation policies'®.

The relationship between informality and growth isnot only
inconclusive but it can go in both directions: (i) Economic
growth can have expansionary or contractionary effectson
the informal economy; and (ii) The informal economy can
have a positive or negative impact on economic growth.

Sustained economic growth that is pro-poor is believed to
reduceinformality. Developing countrieswith (i) no growth,
(ii) capital intensive growth (jobless growth), or (iii) high-
tech growth (rise in demand for skilled service sector jobs

4



rather than unskilled manufacturing jobs) could experience
an expansion in their informal sectors®. For example, in
India’s case, its GDP growth has been largely capital and
information technology intensive rather than labour
intensive, with limited formal employment generated inthe
manufacturing sector till 2002%°. Theinformal economy is
assumed to be counter cyclical, i.e. contracting during
economic booms and expanding during recessions.
However, informal sector activities can also riseduring times
of economic boom, as exemplified by an Indonesian study,
wheretheinformal enterpriseswere ableto quickly respond
toarisein demand by evading the bureavicratic impediments
of aformal business setup?.

4.1 How does| nfor mality affect Economic Growth?

The contribution of the informal sector or informal
enterprises to non-agricultural GDPis substantial, ranging
from 13 percent for Mexico to 58 percent for Ghana for
various years. Region-wise estimates show that theinformal
sector contribution to non-agricultural GDP was 27 and 41
percent for Northern and sub-Saharan Africa (SSA)
respectively while Latin Americaand Asiaaccounted for 29
and 31 percent?.

Street vending unitsusually referred to as‘informal traders
make up alarge proportion of informal sector enterprises.
Their contribution to total trade value added (GDP from
trade) ranges from 50 to 90 percent for select Asian and
African countries. Informal sector’s share in total trade
related value added in the Indian economy was 90 percent?.

Despite substantial contribution from the informal sector
to the GDPs of many developing countries, there is
inadequate evidence of informal sector enterprises
contributing to economic growth. On the contrary, the
growing informal economiesin most devel oping countries
are believed to beimpeding economic growth?.

Loayza (1997) showsthat in countrieswith weak government
institutions and tax rates exceeding the optimal level, there
exists a negative correlation between informal sector size
and therate of economic growth. Thistheoretical prediction
issupplemented by empirical evidencefrom Latin American
countries. The size of the informal sector has a negative
impact on economic growth becauseit not only contributes
to arise in inefficient use of public services but also
diminishesthe availahility of such servicesto theremaining
agentsin the economy. A largeinformal sector limitsfiscal
revenue, which can impact government spending on
infrastructure and social services and thereby hamper
economic growth?.

Productivity growth of enterprisesiscited to be animportant
component of a country’s overall economic growth and
development. A recent study? lays out three viewpointsin
regard to the contribution of informal firms (i.e. those not
registered with the government) to productivity growth and
economic development. Using three sets of official and

unofficial firmlevel surveys, the authorsinvestigate whether
these viewpoints stand the data test?’. These viewpoints
can be classified asfollows:

1. Romantic View— Thisview isdrawn from the pioneering
work of Hernando de Soto?® which indicatesthat unofficial
firms are constrained by various fiscal and regulatory
reguirements, thereby impeding their formalisation. Proper
fiscal and regulatory reform and reduction of entry barriers
to formalisation supplemented with necessary credit would
facilitate their entry into the formal sector and subsequently
contribute to economic growth. A crucia assumption of
thisview isthat thereisno fundamental difference between
formal and informal firmsintermsof their characteristics.

However, this view receives inadequate support not only
becausethereis substantial productivity difference between
registered and unregistered firms, but also dueto differences
in other aspects such as use of technology, capital intensity,
scale and human capital. Asaresult, formalisation of these
firmsmay not |ead to any considerable productivity growth.

2. Informal Firms as Parasites — Based on the extensive
work of theMcKinsey Global Institute?, unofficial firmsare
viewed as a ‘threat’ to official firms and as an obstacle to
economic growth. Impediments to growth arises from two
channels: first, not only does the small scale of informal
firms lead to inefficient production, but they also have an
incentive to remain small in order to avoid detection from
public authorities. As a result, absence of surpluses for
technological change confines informal firms to a ‘low-
productivity trap’ which adversely impacts the overall
productivity growth of a country. The same study finds
that informal firms operate about 50 percent below the
average productivity level of formal firmswithin the same
sector.

Second, the cost advantage enjoyed by informal firms due
to tax evasion and regulatory non-compliance gives them
an edge over formal firms, thereby allowing them toimpinge
on the formal sector’s market share. Formal firms are
subjected to unfair competition which reduces their
incentive to invest, expand and improve productivity. In
addition, low tax revenue as a result of the large informal
sector may induce more stringent taxation of the formal
sector, which may then further fuel informality. Proponents
of this view call for stronger fiscal and regulatory
enforcement aswell asreformsto curb informality.

Firm level surveys do not find enough evidence to support
thisview either. Practicesby informal firmsare not viewed
as a substantial obstacle to business operation by formal
firms. However, aggregate results mask variations across
countriesand firms.

A different study® based on enterprise surveys in select
Latin American countries shows that small formal sector
firmsoperating inindustrieswith low barriersto entry view
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informal firms with similar characteristics as a threat.
However, these results depend on the institutional and
regulatory enforcement quality of the studied countries.

3. Dual View — This is attributed to the dual economy
theory, whereinformal firmsare perceived to be considerably
different from their formal sector counterparts due to the
former being inefficient and operating in traditional sectors
with low capital and obsol ete technology. Both formal and
informal firms co-exist and operate in segmented markets
catering to different consumer bases. Hence, not only are
informal firmsnot viewed asa'threat’ to theformal sector,
but they also do not contribute to economic growth. Asthe
informal sector provides subsistence to millions of poor
people, any fiscal and regulatory policy amendments that
are potentially costly to informal firms are discouraged.
Proponents of this view support policies that create new
formal firms rather than formalise existing informal ones.
They are of the belief that informality diminishes with
economic growth and development.

Survey datayieldsresultsthat are consistent with thisview
because informal firms not only differ considerably from
formal firms; but also there is insufficient evidence that
informal firms are a ‘threat’ to formal firms. Unregistered
firms are smaller, less productive, pay lower wages and
operate with lower human capital compared to their registered
counterparts.

Hence, theinformal sector iscrucial for developing countries
as it contributes to a substantial share of employment and
output as well as provides livelihood to millions, but there is
no concrete evidence that this sector enhances economic
growth. Onthecontrary, it may obstruct and slow down growth.

As mentioned before, firm level surveys only capture a
subset of the vast informal sector. For this reason, there
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5. Conclusion
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