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CEPAL REVIEW No. 35 

Some thoughts on 
the definition 
of the informal 
sector 

; /# Martine Guerguil 

Although much has been written about the informal 
sector in Latin America during the past 15 years, the 
economic concept of informality continues to be 
more a matter of intuition than an idea having a 
clearly-defined analytical content. The pioneering 
1LO study on the subject established the fact that the 
informal sector was eminently residual in nature, but 
it did not set up a consistent analytical framework or 
an appropriate statistical indicator. In the course of 
subsequent efforts to devise a more operational defi
nition of the concept of informality, two approaches 
have gained the widest acceptance: one, which was 
formulated by ILO, focuses on the production ratio
nale of the enterprises in question; the other is based 
on the criterion of illegality and has only recently 
come into use in the region, although it has been 
widely employed in the industrial countries. These 
two concurrent concepts thus have overlapping yet 
different coverages and aims. Each is linked to a 
distinct ideological orientation and therefore calls 
for a different terminology. Nonetheless, neither of 
these two definitions satisfactorily fulfills their origi
nal purpose, which is to measure the residual seg
ments of the economy. The success they have 
enjoyed in the economic literature is thus due more 
to their potential as a means of bridging the gap 
between the empirical and normative aspects of eco
nomics than to their operational usefulness, which 
continues to be quite limited. 

•Economic Affairs Officer, liCi.ACOffice in Washing
ton, D.C. 

The point is that the basic methodolog
ical element in economics, and all social 
science, is not the study but the story. 

Benjamin Ward" 

The informal sector has aroused an exceptional 
amount of interest in Latin America in recent 
years. So many studies have been published on 
this subject in such a wide range of countries 
within the region that this sector (which until a 
short time ago received very little attention in 
governmental and financial circles) has been 
explicitly incorporated into the economic poli
cies of a number of countries and into the lend
ing programmes of various multilateral 
agencies. Despite its sudden popularity, how
ever, the economic concept of informality con
tinues to be largely a matter of intuition rather 
than a clearly delineated idea. One factor which 
has contributed to this lack of clarity is the use of 
such a varied assortment of designations for this 
sector ("informal", "underground", "unre
corded"., "non-protected", "grey", etc.). 
Moreover, despite the large number of empirical 
studies done on this sector, the available esti
mates as to its size in the region cover a very 
wide range.1 Yet another factor is that, although 
all the recent studies indicate that this sector is 
expanding in most of the Latin American econo
mies, some regard this phenomenon as an unfa
vourable effect of the external crisis, some praise 
it as a reflection of the spirit of entrepreneur-
ship, and still others have adopted countless 
different positions between these two extremes. 
It therefore comes as no surprise that the policy 
recommendations made in these studies are 
equally varied. 

This great diversity of approaches to the 
same concept is nothing more than a reflection 
of the different ways in which it is defined. 
Indeed, the research projects carried out in this 
field usually start out by formulating their own 

*VÍ'bat'í Wrong With licumimks? Basic Books, New York, 
1972. 

'In the case of Peru (the Latin American country whose 
informal sector has been studied the most) the estimates range 
from 20% of the labour force and 1% of the product (PREALC, 
1986) to 48% of the labour force and 39% of the product (De Soto, 
1986). 
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definition of the subject of the study, as if they 
were dealing with a concept that had only 
recently been introduced. This is hardly the case, 
however, inasmuch as more than 15 years have 
passed since the publication of the well-known 
ILO report on the employment situation in 
Kenya which is generally considered to be the 
pioneering study for research on the informal 
sector.2 Furthermore, almost nobody questions 
the existence of this sector any longer, and both 
the term and the concept are widely recognized 
in economic literature.3 Nonetheless, this con
sensus goes no further than a few empirically-
observed characteristics. 

When it comes to attempting to define the 
analytical content of the concept of informality, 

The concept of the informal sector was first used 
by the International Labour Office (ILO) in 1972 
in a report on the employment situation in 
Kenya (ILO, 1972). ILO experts had noted the 
existence of a growing group of "employed 
poor" which did not fit into either category in 
the classic modern sector/traditional sector 
dichotomy since, in terms of their type of 
employment and location, these people 
belonged to the modern sector, but their income 
was only slightly higher than that associated 
with the traditional sector. A more detailed study 
of this group revealed that it represented a large 
number of people whose contribution to the 
national product was far from insignificant. 
Moreover, their activities exhibited a dynamic of 

2Actually, the anthropologist K. Hart was the first to use the 
term "informal income opportunities" (Hart, 1973, in a study 
presented in September 1971 at a conference held by the Develop
ment Studies Institute of the University of Sussex). However, the 
ILO report (ILO, 1972) contained a more rigorous economic analy
sis of the concept and was more widely disseminated in academic 
circles. 

'Marxist economists do not recognize the informal sector as 
being a valid analytical concept, although they do study the individ
ual activities usually classified as being part of this sector. In 
Marxist analyses, these activities are likened to pre-capitalist forms 
of production. They are therefore regarded as forming part of a 
single economic continuum which is dominated by capitalism and 
thus entirely dependent upon it. For a more detailed discussion of 
the Marxist position, see De La Piedra ( 1986) and Guerry ( 1987). 

however, opinions differ markedly. Neverthe
less, two approaches stand out from the others 
by virtue of their greater recognition and dis
semination in the region, In the following pages, 
the conceptual aspects associated with these two 
main lines of analysis will therefore be reviewed 
in an attempt to assess their relevance to 
research on the present-day economies of Latin 
America and policy-making in these countries. 
This will not, however, involve an exhaustive 
review of the existing literature. Inasmuch as the 
purpose of this article is to provide an overview 
of the two main alternative definitions of the 
informal sector, the following analysis will be 
confined to those aspects which have been the 
most widely discussed. 

their own which was at odds with the prevailing 
belief that such activities would gradually disap
pear as the benefits of growth "trickled down" to 
the poorer strata. This group of activities was 
baptized the "informal sector", and emphasis 
was placed on the need to proceed with its active 
integration into development policies. 

This sector was initially defined as the sum 
of a number of empirically-observed features: 
small firms which operated in open, competitive 
and unregulated markets using local resources 
and adapted, labour-intensive technologies. The 
formal sector, in its turn, was defined as the sum 
of those characteristics diametrically opposed to 
the above traits. An assortment of such varied 
features does not, of course, constitute a coherent 
conceptual framework; on the contrary, such a 
definition groups certain basic characteristics 
together with other related and even secondary 
traits as if they were all of equal importance from 
a theoretical viewpoint. Nevertheless, the report 
on the employment situation in Kenya did 
exhibit greater clarity in its formulations of a 
number of underlying perceptions relating to 
the existence of the informal sector and thus 
took the first step towards defining a new 
concept. 

Even though this definition was heavily 
influenced by the specific case of Kenya and was 

i 
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still very imprecise in analytical terms, the Figure l 
expression "informal sector" rapidly gained 
acceptance and began to appear in numerous T H E W S I ^ ^ ^ S l K M K -
economic, sociological, anthropological and 
other studies. All of them, however, started out Residual activities, 
by presenting their own definition of the con- not measured Activities measured 

cept. This was because each of the criteria used in ~ Z ™ Z ~ Z" ~~ I I . — — 
the ILO report may be employed, either alone or f™ ! ^ , r , c • ' c • ~~̂  

. . . . , i l l - -i-- i Domestic i Criminal i Informal Formal , in combination with others, to define a specific ! act ivi t ies | act ivi t ies < act ivi t ies acdvi t i es I 
segment of the informal sector, and this was I . • 1- — — — '— . J_ _ _ _J 
what was in fact being done. As was to be ~ "Economy ~~ ~~ 
expected, the findings and policy implications of 
these studies were equally diverse. 

This situation notwithstanding, some crite
ria have been generally accepted as bases for an so> t h e res¡dual character of the sector is one of 
economic definition of the informal sector. The t h e essential criteria for its definition, as well as 
starting point for this definition is the residual accounting for much of this concept's popularity 
character of the sector, in that it deals with i n t h e economic literature. Indeed, the residual 
economically productive activities which, for one n a t u r e o f t h e informal sector provides a bridge 
reason or another, are not usually registered by between the empirical, accounting-oriented tra-
traditional measurement techniques. Another dition and the normative tradition in economics. 
point on which there is general agreement is I n combining that which is "not measured" and 
that criminal activities and domestic activities t h a t w h i c h i s » n o t reguIated" within a single 
are not included for reasons having to do with concept, the notion of the informal sector has 
ethical and economic accounting conventions. t h e potential to resolve both of the two main 
Even though this point has sparked a great deal difficulties it poses in relation to traditional eco-
of controversy both in economics and in the nomics: an incomplete picture of the situation 
other social sciences" (Tanzi, 1983; Miller, a nd the consequent inability to conceptualize the 
1987), there is a tacit agreement that economic phenomenon properly 

policy studies will not consider these activities as T h u s d e f m e d h o i n f o r m a l ¡ t v ¡ s a c o m . 
being part of the informal sector. prehensive concept which, while lending itself 

The above-mentioned criteria are "restric- t o v a r j o u s definitions, is still too broad to be 
uve" in the sense that they define the boundaries usefu| a t e i t h e r t h e empirical or the analytical 
of the informal sector in contradistinction to level. 
other activities. They therefore implicitly In order to arrive at an operational concept 
delimit the total economy more than they do the o f t h e i n f o r m a i s e c t o r ) a p o s i t i v e c r i t erion needs 
informal sector as such (see figure 1). The cate- t o ̂  i n c o r p o r a t e d which will both give the phe-
gory thus created provides a valid basis for the n o m e n o n a n analytically coherent dimension 
formulation of differing and even contradictory a n d l j n k ¡t tQ i n d ¡ c a t o r s based on empirical mea-
defmitions of the concept of informality. Even s u r ements. The various empirical studies carried 

out during the past decade have suggested a 
number of provisional definitions. Two of the 
many approaches used deserve special attention 
by virtue of the fact that they have served as 
implicit or explicit points of reference for the 
vast majority of the studies that have been done: 
one of these approaches focuses on the produc
tion rationale that is involved, while the other 
focuses on the criterion of illegality. 

4ln addition to the theoretical controversy, practical problems 
of measurement are also involved. These problems are especially 
acute in relation to developing countries, particularly when it 
comes to trying to draw a precise distinction between criminal and 
nun-criminal activities in cases where the former are extraordinar
ily widespread and influential (e.g., the drug traffic in some coun
tries of the region) and between strictly private domestic activities 
(such as cooking and childrearing) and productive but unpaid 
domestic activities (assistance by family members). 
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II 

The ILO and, at the regional level, the Regional 
Employment Programme for Latin America and 
the Caribbean (PREALC) laid the groundwork 
for a definition of the informal sector by describ
ing it as the sum of those activities characterized 
by a discrete logic of production differing from 
that prevailing in the visible portion of the econ
omy (PREALC, 1981; Sethuraman (éd.), 1981; 
and Tokman, 1987). The informal sector is 
therefore defined as the sum of those activities 
carried out by enterprises organized in accor
dance with a particular economic rationale, 
whose object is to guarantee the subsistence of 
the family group. This rationale thus differs 
from that of the formal (capitalist) sector, whose 
prime motivation is accumulation. 

The particular rationale of the informal sec
tor is, then, regarded as the logical source of its 
other characteristics. The objective of its activity 
determines, to a large extent,the way in which it 
organizes production (choice of open or rela
tively unrestricted market segments, labour-
intensiveness) and its main features (low 
productivity and income level). 

Furthermore, the production rationale 
approach stresses the employment aspect of the 
question, as is natural in view of the fact that it 
was initially developed by ILO with a view to its 
world employment programme. According to 
this approach, the factors responsible for the 
emergence of the informal sector are closely 
related to the labour market and the distribution 
of income. The informal sector is seen as being 
the result of a manpower surplus in respect of 
employment in the formal sector, most of which 
is made up of rural migrants who cannot find 
work in the modern urban sector and who must 
devise some way of obtaining an income. In 
keeping with this initial approach, solutions for 
the problems of the informal sector are usually 
sought in the sphere of employment and income 
policies. 

While an explicit agreement in this respect 
has not been reached and analytical controver
sies continue to produce a good deal of literature, 
the production rationale approach has come to 
be quite widely accepted by those doing research 
into the informal sector in the developing coun

tries.5 Nevertheless, in a number of recent stu
dies on this sector in the Latin American 
countries, a new definition has been used: the 
informal sector as that group of activities which 
are illegal in the sense that they do not comply 
with economic regulations pertaining to fiscal, 
employment, health or other matters (CEESP, 
1987; De Soto, 1986; ILD, 1987; ILDV, 1987 and 
IDEC, 1987). According to this approach, then, 
illegality is the main characteristic of informal
ity, with all its other aspects being defined on 
this basis. According to the former approach, on 
the other hand, illegality is a related characteris
tic of informality and possibly even a frequent 
one, but by no means is it regarded as a basic trait 
thereof. In addition, unlike the productive ratio
nale approach, the illegality-based approach 
assumes that the economic rationales of formal 
and informal enterprises are identical and that 
the only distinction between the two is their 
legal status, which, in its turn, gives rise to differ
ences as regards their access to resources and 
markets. 

According to this second approach, the 
appearance of "illegal" production activities is 
due to the existence of flaws in the tax system 
and in prevailing laws and regulations. In con
trast to the interpretation associated with the 
production rationale approach, the emergence of 
the informal sector is not regarded as being 
caused by certain factors inherent in the existing 
economic and social structure, but rather by the 
policies that are applied. Consequently, these 
two approaches arrive at diametrically opposed 
conclusions. As mentioned earlier, the initial 
research projects done on the informal sector 

"'Sume authors, although they agree that the production ratio
nale ¡s a basic characteristic, place great importance upon the 
analysis of the corresponding labour market (Tokman, 1987), 
while others regard the informal sector as a sector having its own 
dynamics (líe La Piedra, 1986).There isalsosomedisagreement as 
to which unit of analysis is the most appropriate (firms, individuals 
or households), what degree of autonomy or dependence is exhi
bited by the informal sector with respect to fluctuations in formal 
activities, the nature of the informal sector's means of adjustment 
and how it behaves within the context of the short-term economic 
cycle, etc. For a more extensive discussion in this connection, see 
Raczynski (1977), I)e La Piedra < 1986), Miller ( 1987) and Tokman 
( 1987). 
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were a direct result of the disenchantment of 
some experts with the theory that the benefits of 
development would eventually trickle down to 
the poorer sectors; accordingly, they strove to 
guide —and, ultimately, to justify— the State's 
intervention in certain areas (ILO, 1972, 
pp. 305-503; Sethuraman, 1976, p. 69). In con
trast, in recent studies on the illegal economy in 
the developing world, experts have urged that 
the laws should "reflect actual circumstances [in 
the informal sector] and allow the economy 
which is spontaneously generated by the people 
to function" (De Soto, 1986, p. 299) and, in con
sequence, they have advocated the deregulation 
of markets and the almost complete withdrawal 
of the State. 

The illegality-based approach, although it 
has come into use only recently in studies on 
Latin America, has figured prominently in ana-

The two main approaches to the analysis of the 
informal sector which have been summarized 
above are more notable for their differences than 
for their similarities. Since, they overlap only 
partially, the two definitions do not have the 
same coverage (see figure 2). On the one hand, 
there is a high probability that activities per
formed in order to generate a basic family 
income will be illegal, but some, such as paid 
domestic service, may be entirely legal. On the 
other hand, various activities are carried out that 
are not in compliance with prevailing tax laws 

Figure 2 

D I V I S I O N O F T H E E C O N O M Y 

Informal 
sector 

Formal sector 

lyses of the informal sector in both free-market 
and centrally-planned industrial economies.6 

(Tanzi, 1982; Alessandrini and Dallago, 1986.) 
The application of this same theoretical frame
work to different regions has, however, given 
rise to some divergencies. One relates to termi
nology: in the industrial countries, illegal activi
ties as a group have frequently been referred to 
as the "underground economy", although there 
is no consensus in this regard either. Another is 
that the experts doing research on illegality in 
these countries often recommend that the perti
nent regulations be improved upon so as to 
increase their effectiveness, rather than advocat
ing their dismantlement. These studies have 
often been headed by the economic authorities 
themselves, and the idea of economic illegality 
has therefore come to be an important frame of 
reference, especially in the design of fiscal policy. 

for the purpose of increasing the earnings of 
either enterprises or individuals in line with the 
classic logic of capitalism. 

The differences are equally striking when it 
comes to the formulation of policy recommenda
tions. Indeed, the definition used varies accord
ing to the practical objective of the research 
project. Naturally, when the aim is to improve 
the tax structure, the study focuses on those 
activities conducted outside that structure; sim
ilarly, an attempt to raise the productivity of 
labour calls for a better understanding of low-
productivity activities. The definition of these 
objectives is not, however, free of all ideological 
influence. As Fishlow has said, "prior beliefs" 
serve to identify both the problems and the solu
tions in the realm of the political economy (Fish-
low, 1985). In other words, the ideological 
leanings of economists implicitly influence their 
choice of criteria for defining a concept and the 
related problems, as well as for determining 
what tools they will recommend for solving the 
latter. 

Tanzi (1983) discusses potential forms of illegality in the 
developing countries, but few empirical studies have been carried 
out to date. 

Ill 
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The ideological tendencies underlying each 
definition of the informal sector are relatively 
easy to identify. The production rationale 
approach corresponds to the Keynes ianism 
which gained sway in the West after the war. 
This approach is founded upon a belief in the 
role of the State in countering phases in the 
economic cycle and reallocating resources, which 
is why it tends towards policy recommendations 
based on the management of aggregate demand. 
The illegality-based approach, on the other 
hand, is more closely associated with the classic 
position in traditional economies and, more 
recently, with the postulates of supply-side eco
nomics. Its basic tenet is the belief that resources 
are allocated most efficiently when markets are 
allowed to operate freely, without State regula
tion or intervention. The difference between 
these two positions can be seen even more 
clearly when their respective policy proposals 
are compared. One focuses on State action as a 
means of changing the distribution of income 
and, consequently, the pattern of demand for 
goods and services. The other tends to stress the 
reduction of the tax burden (direct and indirect) 
and, hence, the influence of the State as means of 
altering the supply of the factors of production 
and investment levels. 

The dissimilarities displayed by these two 
approaches clearly justify the use of different 
terminologies, i.e., the use of terms relating to 
the concept as such rather than to the geographi
cal universe of the study. It would appear more 
logical to use the expression "informal sector" in 
connection with what has been described here as 
the production rationale approach, while the 
term "underground economy" would seem to 
correspond more closely to the category of activi
ties that are carried out illegaly, even if they do 
not constitute criminal offenses. This does not 
mean that one approach is more useful, effective 
or realistic than the other, but the experts on this 
subject, as well as their readers, would obviously 
benefit from a greater degree of conceptual and 
terminological precision. 

Despite the differences between these two 
approaches, their original purpose is the same: 
to measure and conceptualize the "residual" seg
ments of the economy. Unfortunately, neither of 
the two definitions examined above fulfills this 
purpose entirely satisfactorily. As already noted, 

in order to make the initial concept truly opera
tional, a positive criterion is needed that will 
make it possible to establish an analytical frame
work and a measurable indicator. Neither of the 
two criteria discussed above performs this dual 
function fully. The production rationale crite
rion, although analytically consistent, does not 
provide a sufficient basis for a satisfactory 
empirical study. In fact, it has proved impossible 
to associate this concept with a statistical indica
tor that can be used for macroeconomic account
ing purposes. For this reason, empirical studies 
of the informal sector based on this approach 
have had to rely on specific qualitative surveys 
and, in most cases, have even adopted other 
indicators, such as firm size, income level or the 
number of hours worked. The analytical conclu
sions reached in these studies have therefore 
been based on ancillary classifications (small 
firms as a group, poverty or underemployment) 
and the studies have thus not succeeded in identi
fying the informal sector in terms of any real 
economic category. 

Conversely, the illegality-based approach as 
applied in the Latin American countries has suf
fered from severe analytical shortcomings. 
Although various techniques that were initially 
developed in the industrial countries have been 
used to measure illegality, their application has 
not always been coupled with original concep
tual interpretations which would have permitted 
the adaptation of these techniques to the specific 
circumstances of the region. The use of concepts 
and methodologies developed on the basis of 
empirical studies of the industrial countries and 
their extrapolation, without any major modifica
tions, to the developing economies is a question
able practice. Although, in theory, there are 
"universal" economic principles and problems, 
in practice they are not as uniform as might be 
thought (Wilber and Harrison, 1978). In point 
of fact, many economic "problems" do not take 
the same form in all countries or in all regions, to 
say nothing of all economic systems. Moreover, 
in the majority of the studies conducted on ille
gality in industrial economies, an effort has had 
to be made to conceptualize the specific role of 
the State and, in parallel with this, of the corres
ponding indicators and measurement tech
niques. While the well-known studies have 
concerned the centrally-planned economies, 
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even the analyses of the industrial economies 
have involved a detailed examination of the con
ceptual differences between economic illegality 
in the United States and its equivalent modality 
in Western Europe (Alessandrini and Dallago, 
1986; Tanzi, 1982). 

The absence of similar efforts in the case of 
the developing countries creates a number of 
problems. The first relates to the frame of refer
ence used. Obviously, the role of the State is not 
the same in the Third World as it is in the 
industrial economies. Nonetheless, in most of 
the studies done on illegality in Latin America, 
this role has not been precisely defined and, as a 
result, these analyses are marked by an excessive 
bias against State intervention, to which they 
attribute all the distortions that are detected. 
These studies do not make a constructive contri
bution to a reappraisal of the role of an effective 
"developmental" State (Fishlow, 1985, p. 145), 
an endeavour which is an essential part of the 
current re-working of economic thought in the 
region (Fishlow, 1985). 

The difficulties created by the lack of an 
exact definition of the problem are compounded 
by the failure to properly adapt the indicator that 
is used. The concept of open unemployment, for 
example, is a widely accepted indicator of occu
pational problems in the industrial countries. 
However, it does not have the same significance 
in the economies of the Third World. Thus, two 
apparently similar elements may perform differ
ent functions according to the context in which 
they are employed. The logical conclusion is that 
different indicators are needed to evaluate differ
ent situations in order to avoid lapsing into ste
reotypes. The indicators used in the studies on 

illegality conducted in the countries of the region 
are not entirely suited to the situations being 
examined. It is doubtful that-an indicator deve
loped in reference to a broad and coercive regula
tory structure will have the same significance 
when it is applied to countries in which the tax 
base is very narrow and coercive measures are 
weak. The number of laws and of agencies 
responsible for applying them does not serve as 
an indicator of the degree to which an economy 
is regulated unless the extent to which these laws 
are actually obeyed is also considered. In other 
words, a distinction has to be made between 
regulation in theory and regulation in actual fact; 
the former depends upon the legal structure and 
the latter on law enforcement. There may, in 
theory, be a large number of legal provisions in a 
given country, but unless they are strictly app
lied, the actual degree of regulation will be 
extremely low. This is, in fact, the case in most of 
the countries of the region. The concept of a 
"rule" thus ceases to serve as an indicator, as 
what is theoretically illegal may well constitute 
an everyday practice. The category, defined 
thusly, is therefore too broad to fulfil its original 
purpose as a measurement. 

These considerations notwithstanding, the 
illegality-based approach retains its analytical 
potential as regards the developing economies. 
There is no doubt about the fact that the consid
erable incidence of tax evasion, contraband and 
other forms of "economic illegality" are part of 
the Latin American scene and consequently 
merit attention. Therefore, any study on the 
subject should be preceded by an effort to define 
both the concepts and tools which will make it a 
useful means of improving the design of eco
nomic policies in the region. 

IV 

Some final observations 

As mentioned at the beginning of this article, the 
concept of the informal sector has been a popu
lar one throughout virtually the whole of the 
past 15 years. However, this popularity has been 
due more to the prospects opened up by its initial 
introduction than to the way in which the con

cept has been developed during that period. The 
original attempt to build a bridge between what 
was measured and what was regulated, between 
a real perspective and a moral one, between the 
empirical and the normative, is what has made 
the concept of informality attractive from the 
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most divergent viewpoints and for the most 
varied aims. Furthermore, this type of concept is 
an ideal tool for identifying "emerging" ideas 
and for bringing to the fore what were formerly 
latent concerns in academic and government cir
cles. It should therefore come as no surprise that 
the fragmentation of economic thought in the 
region which has been noted in other studies 
should have crystallized around this concept. 
"No single and objective description of underly
ing economic relationships will be agreed upon 
by all" (Fishlow, 1985, p. 145). At the same time, 
the change of focus as regards policies on the 
informal sector associated with the transition 
from a policy of intervention to one of laissez-
faire reflects the impact which the present reces
sion in Latin America has had on economic 
thinking. When these economies were growing, 
the problem came down to being one of giving 
apparently lagging sectors a share in the benefits 
of development; during the recession, however, 
the apparently most dynamic areas come to be 
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