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1. Introduction

This study's goal is to reevaluate how Peru's informal economy affects the country's
economic growth. The major reasons for the formation of the informal sector are
income disparity, poverty, unemployment, economic growth, and economic crises.
Other issues are more closely related to government over-regulation and a high tax load.
There are many repercussions of this phenomenon, much like there are many causes.
The effects of the informal economy on economic, social, and tax policies are
highlighted: the more informal the economy, the less effective are social and economic
policies. Additionally, a lower level of tax collection is made, which is impacted by
both a lower tax base and lower tax compliance rates per person. The relationship
between the informal economy and GDP has conflicting empirical support, depending
on how the informal economy is measured. Recent estimates indicate Peru's informal
economy accounts for 42.2% of the country's GDP or roughly $270 billion in GDP PPP
terms. The study is crucial because Peru's informal economy might seriously hinder the
country's economic growth if it does not get under control. Alfredo Thorne, Peru's
former finance minister, outlined an ambitious plan to shrink the informal economy in
2016, aiming to reduce it to 30% of the labor force by 2021. However, the plan includes
many strong, comprehensive ideas, it falls short in certain critical areas. In order to
address these problems, this paper offers policy recommendations that governments
might use to regulate the unrecorded economy and ensure that it eventually converts to
a documented or reported form.

This study is divided into 6 chapters i.e. Introduction, Informal Economy, Informal
Economy in Peru, Impact of Informal Economy on Economic Growth and Conclusion.
Introduction aims to introduce the purpose and components of this study to the audience.
It is a relatively short chapter that includes a brief summary of each of the following
chapters. The main objective of this chapter is to create a roadmap for its readers and
to also allow readers to get the gist of the entire study.

The next chapter l.e. Informal Economy, in detail answers the question ‘What is
Informal economy?’. The informal economy includes a wide range of economic

activities, businesses, employment, and employees that are not subject to state
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regulation or protection. The term originally applied only to self-employment in small
unregistered firms. It now also covers wage employment in unprotected jobs. This
chapter overall covers all basic points that a person needs in order to understand the
topic at hand. It includes some major facts about the informal economy. Further, it
explains various views of informal economy followed by what causes it, what
consequences it produces and how it is measured. It further states the link between
informal economy and SDGs, environment, economy and social issues.

The chapter ‘informal economy in Peru’ focuses solely on Peru, its formal and informal
economy, why it is important to study Peruvian informal economy, and what are its
causes and consequences, what is the size of informal economy in Peru, what is the
share of informal employment, etc.

The next chapter proceeds as impact of informal economy on the economic growth.
First, it explains the general impact of informal economy on the economic growth
which can be further divided into negative and positive impacts. Furthermore, it
explains specifically the impact Peruvian informal economy has on its economic
growth.

The policy recommendation chapter of this study acknowledges what positive or
negative impact the informal economy has on economic growth and gives
recommendations on what policies should be adapted in order to tackle these impacts
of informal economy.

The last chapter concludes the entire study and its findings as; the pervasiveness of the
informal economy in Peru necessitates immediate action to prevent the negative
impacts on Peru's economic future. Reduced GDP growth, lost tax income, and lower
national productivity can all stymie a rising economy. Myths persist, preventing Peru
from addressing the informal sector. Peru must address its informal economy through
comprehensive social and labor reforms that minimize impediments to formalization
while also incentivize workers to engage formally. To better the lives of millions of
inhabitants, Peru must integrate its people into the formal labor market, thereby
investing in the country's economic future success.

The conclusion is finally followed by bibliography which includes the list of all sources

that have been used in the process of doing research for this study.
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2. Informal Economy

All unregistered and/or small-scale firms that generate goods or services for sale or
barter and operate to deliver income to their owners and employees are considered
informal. Small businesses are included in this definition because they are frequently
exempt from employee registration and are unlikely to be taxed or subject to labour law
enforcement. The concept of the informal economy is originally applied to self-
employment in small unregistered enterprises. It has been broadened to include wage
employment in non-protected positions.
De Soto (1986) defines the informal economy as
the source of entrepreneurship that seeks income outside the formal economy due to
the pressures of government regulation.
The definition proposed by Buehn, Dell'’Anno, and Schneider (2012), Schneider and
Colin (2013), and INEI (2016) defines the informal economy as
a set of productive activities liable to tax and social contributions that are
deliberately hidden from tax authorities due to tax burden.
The informal sector has received mixed reviews in development circles. Many
observers saw the informal sector as marginal or peripheral, unrelated to the formal
sector or modern capitalist development. Some of these observers assumed that if
Ghana, Kenya, and other developing countries achieved adequate levels of economic
growth or contemporary industrial development, the informal sector would disappear.
Others claimed that industrial development in developing countries might follow a
different pattern than in rich countries, including the increase in informal economic
activity.
The economic crises in Latin America in the 1980s emphasized another element of the
informal sector: employment in the informal sector, rather than or in addition to open
unemployment, grows in many countries during economic downturns (Tokman 1984).
During the Asian economic crises of the 1990s, millions of people who had lost formal
employment in the erstwhile East Asian Tiger countries sought work in the informal

economy (Lee 1998). Meanwhile, structural adjustment in Africa and economic change
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in the former Soviet Union and Central and Eastern Europe were linked to an increase
in informal employment.

During times of economic adjustment or change, employment in the informal economy
often expands. When businesses are downsized or closed, people who are laid off and
unable to find other formal jobs sometimes end up working in the informal sector. This
is especially true for people who cannot afford to be unemployed, which is especially
true in countries without unemployment insurance or compensation. When hard times
are followed by rising inflation or reductions in public services, households frequently
need to augment formal sector revenues with informal earnings.

During the 1990s, economic globalization contributed to the informalization of labour
in numerous industries and countries (Standing 1999). While globalization has the
potential to create new jobs and open new markets, many of these jobs are not "good"
jobs, and many of the new markets are unavailable to small-scale or disadvantaged
businesses. This is due to the fact that, in reaction to global competition, formal
enterprises tend to hire all but a few core employees under informal arrangements or
outsource the production of goods and services to other firms and nations (Rodrik 1997).
Furthermore, informal enterprises and small producers frequently lack the market
knowledge and skills necessary to compete with formal firms for export markets, and
they also face competition from imported goods in domestic markets.

There is a growing realization that much of the informal economy is now integrally
associated with the formal economy and contributes to the entire economy and that
assisting the working poor in the informal economy is key to reducing poverty and
inequality.

In conclusion, while interest in the informal sector has waxed and waned since the early
1970s, the notion has remained valuable to many politicians, activists, and researchers.
This is due to the importance of the reality that it aims to capture: the enormous share
of the global labour that contributes considerably to the global economy while
remaining outside of the state's protection and regulation.

Informal employment accounts for half or more of total employment in poor nations
and is becoming a larger proportion of total employment in developed countries. In

2018, the International Labor Organization (ILO) announced the first-ever estimates of
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the world's informal labour force representing that almost 2 billion workforce which is

about 61 percent of all workers earn their living in the informal economy.

Main facts about the Informal Economy:

Activities that have a market value but are not formally registered make up the
informal economy.

The informal economy includes a wide range of occupations, including hawkers
at traffic lights around the world, market stands in Latin America, and minibus
drivers in Africa. In developed economies, examples can include gig and
construction workers, domestic workers, registered businesses that carry out
unauthorized activities, and more.

According to the International Labor Organization, over 60% of the adult labor
force worldwide, or about 2 billion workers, work at least part-time in the
unorganized sector. Although the informal economy is a worldwide
phenomenon, there are significant differences between and within nations. In
low- and middle-income countries, it accounts for an average of 35% of GDP,
compared to 15% in advanced economies. The regions with the highest rates of
informality are Latin America and sub-Saharan Africa, while the regions with
the lowest rates are East Asia and Europe.

The informal economy is tough to measure.

This is due to the fact that its operations cannot be directly observed and that its
users, for the most part, do not want to be counted. But because of its importance
and the fact that it employs some of the most vulnerable people in the world, it
is crucial to make an effort to estimate the size of the informal economy. Two
methods can be used to gauge informality. The direct method relies on surveys,
voluntary responses, and other compliance techniques to determine the precise
number of informal businesses and employees. The focus of indirect methods
is on specific traits, or proxies, that can be seen and are connected to unofficial

economic activity. Proxy measures include things like electricity use, satellite
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data on nighttime illumination, and money in circulation. These techniques can
be used to calculate the informal economy's contribution to the overall output.
Women, in particular, were particularly hard-hit by the COVID-19 pandemic
among informal workers.

Due to the fact that the majority of informal workers are employed in industries
with high contact requirements (like domestic helpers, market vendors, and taxi
drivers), they are more likely to experience job insecurity and jobs without paid
time off or remote work options.

Compared to Pre-pandemic predictions, close to 95 million more people—many
of them undocumented workers—are estimated to have lived below the extreme
poverty line in 2020.

Since the beginning of the pandemic, millions of women who are informal
workers have been forced to stop working, contributing to an increase in gender
inequality. As an illustration, women account for 80% of all domestic workers
worldwide, and 72% of them have lost their jobs as a result of the pandemic.
Comparatively to businesses owned by men, 41 percent of women's businesses
in sub-Saharan Africa failed.

The process of economic development is fundamentally reliant on the informal
economy.

Understanding the causes and effects of informality is essential for achieving
inclusive and sustainable development, as informality has a direct impact on the
rate of economic development, poverty, and inequality, including gender
inequality. While some people and businesses choose to operate informally, the
majority of informal workers—85 percent—are in precarious jobs because there
aren't enough opportunities in the formal sector. This has significant economic
ramifications.

First, nations with sizable informal economies frequently experience below-
potential growth. Informal businesses typically remain small, have low
productivity, and have restricted access to capital. Additionally, they do not
contribute to the tax base, which denies governments the funds they need to

provide essential services to their people.
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Second, compared to their counterparts in the formal sector, informal workers
are more likely to be poor and earn lower wages. They are generally less
educated and have less access to credit and social protection.

Third, gender inequality and informality are related. Women make up 58% of
the working population worldwide, and they are more likely to be employed in
low-wage, precarious jobs than men. In the non-agricultural sector of sub-
Saharan Africa, women make up 83 percent of all informal employment.

e Since the informal economy currently serves as millions of people’s sole source
of income and essential safety net, it is imperative to address it in a balanced
manner.

The drivers of informality in each country, such as social exclusion and the
incentives for people and businesses to operate informally, must be addressed
by policymakers in order to reduce informality gradually. Attacks on the
industry motivated by the idea that it is unlicensed and avoids paying taxes are
not the solution.

Instead, policies that have been found to be successful include measures to
ensure that boys and girls have equal access to education; expanding financial
access, including by utilizing mobile money and digital reforms; and putting in
place measures to enhance the business climate. Reforms to the labour market
are among the specific measures, along with measures to make it easier for new
businesses to register and comply with regulatory requirements.

Different Views on Informality

Since the definition of "informal economy" in 1972, the ILO has taken the lead in
investigating both the conceptual and underlying social and economic difficulties
associated with this phenomenon. On the one hand, some businesses do not register or
comply with regulations; they sell and pay for inputs, including labour, in cash; and
they do not pay taxes. On the other hand, as we have seen in transition economies,
registered enterprises conceal some of their sales revenue from the authorities in order
to decrease their tax payments while still employing formal personnel and according to
numerous laws. Firms can avoid paying taxes and making social contributions in
various ways, either totally or partially. These ambiguities represent challenges in

quantifying and identifying the extent of informality. Nonetheless, four major
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paradigms for explaining the presence of the informal sector have been established:

dualist, structuralist, legalist, and voluntarist.

e Dualist View
A dualist view of the economy divides it into two different sectors: formal and informal.
Dualists believe that the informal and formal sectors are completely disconnected and
that economic development will either alter or absorb the informal sector. The informal
sector is regarded as an autonomous part distinguished by its provision of jobs, goods,
and services to a country's urban poor. This judgment reflects a lack of connections
between the informal and formal sectors, and informal firms nearly never become
regular enterprises. According to the dualist paradigm, the informal sector exists as a
subsistence economy that reflects the formal economy's inability to provide sufficient
jobs for its labor force.

e Structuralist View
The coexistence and links between informal and formal sectors are considered by critics
of the dualistic approach, as pushed by structuralist scholars. Rather than adhering to a
two-sector economic separation, they see a continuity of economic activities.
According to this point of view, the informal sector should be viewed as subordinated
economic units—micro-enterprises and workers that assist to cut input anlaborur costs
and so boost the competitiveness of large firms. [22] In comparison to identical
operations created in the formal sector, the informal sector is more economically
efficient and has comparative advantages. [23] As a result, the informal sector has a
beneficial economic impact in developing nations since it provides sources of
livelihood and economic opportunities that the formal sector does not.

e Legalist view
Government deregulation, according to legalists, would encourage economic freedom
and entrepreneurship among working people, particularly in emerging countries. [24]
Reduced regulatory hurdles, the elimination of needless bureaucracy, and the
formalization of property rights for the informal workforce will assist them in
converting their informally held assets into real assets. Undefined legal property is a

source of income for the informal economy and a hindrance to entrepreneurial activity.

11 |Page



e Voluntarist view
According to the voluntarist approach, informal activity in developing nations is part
of a voluntary small-firm sector similar to those in advanced countries that, due to
inadequate enforcement of labor and other rules, can pick the appropriate level of
participation in formal institutions. In the developing world, the formal sector's
provision of benefits is frequently inefficient and of poor quality. Because workers
tacitly or overtly pay for these deficiencies to the extent that perceived benefits fall
short of tax expenditure, there is an incentive to engage in tax evasion and become a
part of the informal sector. Informal businesses decide to operate informally after
assessing the costs and benefits of informality vs formality. The causal roots of the
informal economy can be traced back to efforts made in the formal economy to escape

taxation and costly regulation.

Causes of Informal Economy

In general, the major reasons for the formation of the informal sector are income
disparity, poverty, unemployment, economic growth, and economic crises. Other issues
are more closely related to the government over-regulation and a high tax load. Some
authors place a special emphasis on social and labor regulation when discussing
excessive regulation (social security contributions, vacations, etc.). Another frequently
cited argument is the so-called social contract or social agreement made between a
government and the population of a country, emphasizing the concept of tax morale.
Other sources of informality include institutionalization, defined as the transparency of
institutions and governments, as well as corruption and how rules and regulations are
administered. Finally, education and behavioral factors are thought to be important in
understanding why informal agents remain informal. The informal economy exists
because formal arrangements, such as laws and regulations, are not adequately, applied,
observed, or applicable. As a result, a key component of the ILO's work on formalizing
the informal economy is to gradually enhance the legal environment and compliance

with the law and international labor standards.
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Another main reason for informality is weakness in the institutional framework;
because the informal sector is complex and diverse, it is impossible to create a universal
definition of its core causes. Informality is widely viewed as a byproduct of excessive
regulations and entrance barriers into the formal sector. This is the legalistic tradition
of informality's point of view (De Soto, 1989; Djankov et al., 2002). To what extent
this reasoning explains informality in Peru, an examination of the precise regulations
that apply to different kinds of enterprises and workers, the types of incentives created,

and the costs and benefits of formalization are required.

Consequences of Informal Economy:

There are many repercussions of this phenomenon, much like there are many causes.
The effects of the informal economy on economic, social, and tax policies are
highlighted: the more informal the economy, the less effective are social and economic
policies (ant-inflationary policies, fiscal expansion policies, fight against poverty, etc.).
Additionally, a lower level of tax collection is made, which is impacted by both a lower
tax base and lower tax compliance rates per person.

Additionally, there are effects on the labour market, specifically in terms of job creation,
labour costs, and the productivity and skill of the workforce that works in the
unorganized sector, all of which affect the general populace's wealth and labour
regulation. Some authors focus on the impact of the informal sector on the market,
particularly on the rivalry between formal and informal businesses, which are viewed
as dishonest because they don't follow the law and artificially keep their costs lower.
On the other hand, it is acknowledged that businesses that operate in the informal sector
typically have a limited capacity for technological advancement and innovation because
of, among other things, the lack of access to funding sources and skilled labour, which
results in a decreased level of productivity and a constrained ability to add value. In
conclusion, the informal economy ultimately has a negative impact on a nation's

economic development.
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Measuring Informal Economy

Any economic activity which falls outside the regulated economy and tax systems is
the informal economy examples of which are; street vending and unregistered taxi
drivers. Informal economy is therefore hard to measure.

Informal economy usually includes people and companies which operate on a small
scale. Since the informal economy, also known as the shadow economy, lacks official
statistics, economists must make an educated guess as to its size. Surveys and indirect
indicators, such as the demand for currency, are a few typical techniques.

In terms of a percentage of GDP, the size of the informal economy has gradually
decreased globally.

Based on an updated version of earlier IMF research, the informal economy's size as a

percentage of GDP has gradually decreased across all regions.

In the shadows
Informality has receded across all regions but
remains large in sub-Saharan Africa and

Latin America.
(informal economy, average, percent of GDP)
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Sub-Saharan Africa and Latin America and the Caribbean, both at 34% of GDP, had
the highest share of informality between 2010 and 2017. In comparison, North
America's GDP is 9 percent. The informal sector accounts for nearly 15% of GDP in
the Organization for Economic Co-operation and Development.

In general, the informal economy is linked to low productivity, crushing poverty, high
unemployment, and sluggish economic progress. Additionally, it is more common in
low-income nations because workers are more likely to transition to the formal
economy as a nation develops. Furthermore, it offers income and employment to those
who would not otherwise be able to find work or supplements their income from jobs
in the formal, regulated sector.

The difficult task facing policymakers is to foster an environment in which the formal
sector can flourish while providing chances for those employed in the informal sector
to maintain or raise their standard of living. Some of these actions include lowering
business costs, combating corruption, and enhancing access to resources like money
and services.

From a policy perspective, measuring the informal economy is crucial for obtaining
precise estimates of overall economic growth as well as for providing targeted
information on this sector, which may exhibit particular behaviors and call for different
policies than the formal economy. For many nations, the informal economy has
significant social repercussions in addition to economic growth. It enables those who
might not be able to find formal employment to earn money. The size of the unofficial
economy varies greatly between nations. It may also change over time within a nation,
depending on factors like the economic cycle or an outside shock like the current

COVID-19 health emergency crisis.

The following techniques have evolved over time for estimating the size of the informal
economy:

Surveys of households or labour forces are the most common method for assessing local
urban informal economies. Due to a lack of information on economic activity in these
cities, the vast majority of these surveys have been carried out in developing-nation
cities. The lack of survey research on informal economic activities in US cities has

significantly hampered domestic understanding of the problem.
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There are a number of indirect methods that have been developed over the past thirty
years that are frequently intended to capture macrolevel informal economic activity if
surveys are the direct methods for measuring activity. The contribution of informal
economic activities has been estimated using a variety of statistical methods, including
labour and employment statistics, electricity consumption, cash versus credit activities,
income and expenditure ratios, local proxies, and other statistical analyses.

Direct Approaches:

e Surveys

Numerous surveys have been conducted to gather information on the size, drivers,
characteristics, and effects of the urban informal economy on urban areas. They can be
used at both the national and local levels, depending on the scope, time, and budget.
Surveys have been the main source of data on a growing number of issues connected
with the urban informal economic activity in developing countries, where other
institutionalized and systemized data is less reliable, providing insights into labour
exploitation, sexual harassment, and poor working conditions; enhancing data
comparability;  micro-finance, micro-insurance, micro entrepreneurs; and
understanding profiles of rural and urban informal sectors in tertiary education.

The fact that the success of surveys in gathering information about the informal
economy depends significantly on the respondent's willingness to cooperate is one of
the most frequently cited criticisms of these methods. Using a direct questionnaire to
gauge the growth of undocumented work is challenging. Since most interviewees are
reluctant to admit to engaging in fraudulent behaviour and responses are frequently
unreliable, it is challenging to determine the extent of undeclared work in terms of
money from these types of responses. The fact that surveys are expensive, time-

consuming, and challenging is another drawback.

e Tax Auditing
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A tax audit is the process of examining and verifying a taxpayer's financial records to
ensure they are in compliance with income tax laws.

By measuring the difference between income reported for tax purposes and that
measured by institutional checks, the Tax Auditing method estimates the size of the
informal economy (like Federal fiscal auditing programme for instance). There are
several issues with this strategy. First off, using tax compliance data is the same as
using a sample of the population 