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 The informal, underground or shadow economy is a significant, growing force 

throughout Latin America and the Caribbean, contributing to overall output, yet 

diminishing productivity, congesting public services, and depriving developing nations 

of potential fiscal revenues. This paper discusses the various definitions and methods of 

measurement of the informal sector, with the aim of showing the importance of 

collecting taxes in informal economies. Informal economy participants engage in tax 

evasion and avoidance of governmental regulations, therefore the implications of 

excessive tax burdens and onerous bureaucracy are studied, with a focus on their impact 

on GDP growth.  Informal sector enterprises can greatly contribute to the official, 

recorded GDP measures if they have significant incentives to joining the formal sector. 

These incentives are presented and must be considered seriously by policymakers 

concerned with capturing additional tax revenues and improving economic growth in 

their nations. 
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I.  INTRODUCTION 

 

 The informal economy has long been an integral part of the culture and 

economy in Latin America and the Caribbean.  Included in this sector are such 

economic activities as family farming, domestic serving, street hustling, casual vending 

and drug dealing. Many participants operate within this sector because of limited 

education, lack of proximity to urban areas, limited formal employment opportunities or 

family requirements. However, it has been found that a significant proportion of citizens 

participating in the informal economy do so in order to evade taxes and government 

regulations (Andreoni et al,1998; Feige, 1979). 

 This issue of tax evasion, whether intentional or not, has a significant impact on 

fiscal spending in these countries. Since it is estimated that the informal sector ranges 

from 32% in Chile to 71% in Bolivia, the loss of potential tax revenue can be significant 

(Tokman, 2007). In addition, Loayza (1996) has found that in countries with 

disproportionate tax burdens combined with weak compliance structures, the increase in 

the size of the informal economy leads to a decline in overall economic growth. It is for 

this reason that political efforts have recently intensified to devise a mechanism to 

identify, monitor, tax, and enforce compliance on individuals and businesses operating 

in the informal sector. Such a volatile issue with implications of growth and 

development has sparked intense debate among scholars, politicians and citizens for a 

viable resolution.  



2 
 

This paper addresses the methods of calculating the size of the informal 

economy as well as its impact on GDP growth in Latin American and Caribbean 

nations.   Generally, Keynesian economics predicts that the increase in government 

spending is one way to increase the rate of economic growth.  However, without tax 

revenue to finance this spending, GDP growth is stifled.  It is believed that increased tax 

revenue captured from the expansive, untapped tax base of the informal economy will 

contribute to GDP, alleviate poverty, and improve citizens‟ standard of living. It is 

important to conduct this analysis for the following reasons: 1) Understanding the 

impact of the informal economy on total GDP and GDP growth will assist government 

institutions in formulating fiscal policy; 2) Comprehending the magnitude of the 

informal sector in this region can contribute to developing useful economic and social 

programs which can lead to improved tax systems, and help alleviate poverty and other 

social ills; and 3) Revealing the size of the informal economy, along with its impact on 

each country‟s aggregate economy, will expose the deeper, more pervasive issue of 

corruption and bribery which destroys citizens‟ confidence in their political systems and 

governmental institutions. Countries with higher levels of corruption have larger 

unofficial economies, smaller governments, and are unable to sustain high tax rates 

(Friedman et al, 2000). 

This paper takes a new approach to introducing the concept of the informal 

economy by not only debating the description or measurement techniques, but by 

including an optimal tax policy and emphasizing the relationship of effective taxation to 

improve GDP growth in developing nations of Latin America and the Caribbean. It is 

essential to first understand the size of the informal economy and the sources of its 
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growth in order to develop a rational, enforceable tax system which will increase a 

country‟s ability to improve GDP growth. Section II provides a description of the 

informal sector including participants and industries. Section III outlines previous 

studies on measuring informal sector activities while Section IV analyzes the impact of 

a nation‟s tax burden on the informal economy. Section V introduces the process of 

transitioning informal markets into the formal economy through effective tax reform. 

Lastly, Section VI concludes with policy implications. 
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II. BACKGROUND OF THE INFORMAL SECTOR  

1. Definitions and Participants 

Studies analyzing the informal economy involve many disciplines and have 

produced a variety of names for this sector, such as hidden, shadow, underground, 

unofficial, and black, amongst others. The informal sector includes small businesses, 

microenterprises, self-employed individuals, and participants in drug-trading and other 

illegal activities. The broad range of activities conducted in the informal sector can be 

condensed to identify several common characteristics including all employment that is 

not bound by contract or other legal regulations, very small scaled operations, 

unregistered businesses, and all activities which generate revenue that is not reported to 

tax authorities with the express purpose of evading payment of income taxes. In the 

informal sector workers are most often not professionals, rather they are self-employed, 

paid or unpaid help in family enterprises, or workers in domestic settings such as 

housekeepers and gardeners. Finally, the informal economy includes those activities 

which are not reported or underreported in national economic statistics such as the 

GDP.   

Participants in the informal sector include individual workers such as small-farm 

workers, retail salespeople, street vendors, domestic helpers, taxi drivers and owners of 

small businesses and microenterprises. There are low entry barriers into the informal 

sector in terms of skill, capital, and organization. A large portion of the agriculture 
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sector is performed by informal operations; in Jamaica, for example, it is 45% 

(Manning, 2008). In fact, the agriculture sector, with its lax regulations, is found to be 

the most important influence on the existence of the informal sector in St. Vincent and 

the Grenadines, St. Lucia and Belize, which exhibit a large proportion of its population 

participating in informal agricultural operations (Vuletin, 2008).  Workers on small 

farms are generally self-employed or unremunerated employees of family farm 

operations. Their produce is used for personal and family consumption or sold in local 

marketplaces. Retail salespeople purchase goods at wholesale prices in markets, import 

them as personal property, and sell these products in unregistered shops, market stalls, 

or to tourists directly on the streets and beaches. Their activities, and their revenues, are 

unreported, unregulated and untaxed. Domestic helpers including housekeepers, cooks, 

and gardeners are commonly paid in cash with no income taxes deducted from their 

pay. Finally, drug producers, dealers, and transporters should be included in 

consideration of informal economy revenues. Although their volume of cash 

transactions is estimated to be robust, it is not an easy task to either measure or tax these 

revenues which is clearly intended to remain undetected by the authorities. Therefore, 

this paper will not address the impact of these activities. 

2. Demographics 

Some demographics are useful in understanding the participants of the informal 

sector. Participants in the informal sector exhibit different demographics among 

countries throughout Latin America and the Caribbean.  Freije (2002) finds there is a 

higher prevalence of female workers in the informal sector throughout every country in 

Latin America except the Dominican Republic. Over 30% of the female work force in 
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each country is informal, with the highest incidences in El Salvador (56.4%) and 

Ecuador (58.9%).  In contrast, less than 30% of the male work force is employed in the 

informal sector in Chile, Costa Rica, and Panama.  De La Roca, Hernandez, Robles, 

Torero and Webber (2006) find that 57% of the individual self-employed informal 

workers in Jamaica are women, while 80% of the small, informal business 

entrepreneurs are men.  

The average age of these workers is 45 years, which is seven years older than 

formal sector workers. The average worker in the informal sector has 8.5 years of 

education, compared with 10.5 years for formal sector workers. Wholesale/retail trade 

and agriculture employ nearly 60% of the informal sector workforce, while 

manufacturing accounts for only about 9%. Indeed, most participants in the informal 

sector hold labor-intensive jobs characterized by low productivity. Their work is usually 

part-time and almost never includes a formal employment contract
1
. Consequently, 

informal sector participants generally receive lower pay than those in the formal sector 

(De La Roca et al, 2006). 

3. Advantages of Informal Sector Participation 

The primary reasons for entering the informal sector are a desire for 

independence and to earn a higher income, along with a lack of jobs in the formal sector 

and a prohibitive level of bureaucracy and entrance costs to operate formally. The tax 

burden is high for formal enterprises in Latin America and the Caribbean, as the narrow 

tax base of formal firms results in higher marginal tax rates.  Many of the advantages of 

                                                           
1 In Peru, the number of employees without a contract was over 70% in 1996 compared with 85% in Mexico and 

Ecuador, and 90% in Bolivia and Guatemala (Tokman, 2007). 
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participating in the informal sector are similar for employees and employers who have 

common motivations for seeking work or creating businesses outside of the official 

sector. 

 Informal economies exist in all nations, and have existed throughout history. 

However, the informal sector in Latin America and the Caribbean is believed to have 

experienced faster growth during the past two decades.  Between 1990 and 2003, 3 out 

of 5 new jobs were created in the informal sector in Latin America.  In addition, it is 

estimated that 47.5% of non-agricultural workers in Latin America worked in the 

informal sector in 1990, increasing to 50.3% by 2005 (Tokman, 2007).  The causes of 

this growth in the shadow economy are attributed to an increase in the burden of taxes 

and social security contributions along with an increase in regulations and restrictions in 

the labor market coupled with the level of worker bargaining power, as well as 

increased government regulation, high cost of entry into formal enterprises, high 

unemployment in the formal sector, personal economic survival in a stagnant economy 

and conscious or subconscious opposition to inefficient tax systems (Satchi and Temple, 

2009; Schneider and Enste, 2000).  

Further, lackluster economic performance along with increased global 

competition causes shifts in the economies from capital intensive industries, such as 

alumina mining, to labor intensive industries, such as clothing and tourism, which 

created greater opportunities for workers in the informal sector. In addition, many 

financial sector workers experienced displacement and entered the informal sector 
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following the financial crises that spread throughout the region during the late 1990s.
2
 

Cuts in education, health care and other social programs exhibited the greatest negative 

impact on the rural poor who became the largest group to enter the informal sector.  

Although entry into the informal sector may initially be a survival mechanism 

for many individuals in response to poverty, choosing to remain in this unofficial sector 

may center on one common factor: tax evasion (Andreoni et al, 1998; Vuletin, 2008). 

There is a widespread perception throughout Latin America and the Caribbean that 

government institutions are riddled with inefficiencies, favoritism and corruption, taxes 

are unfairly levied, and tax breaks are unfairly distributed. In addition, tax rates are so 

burdensome that workers often conclude that it is worth the risk to operate in defiance 

of tax laws and other regulations. Labor market regulations are overbearing to 

entrepreneurs who expect to increase human capital but are faced with complex and 

expensive restrictions such as minimum wages, social security, and fringe benefits.  

4. Disadvantages of Informal Sector Participation 

Disadvantages for employers operating in the informal sector include lack of 

access to capital for business growth and lack of access to business development 

opportunities. Employees in the informal sector suffer from lack of employment 

contracts; both employers and employees have diminished legal rights including no 

property right protection. Only 18% of informal sector workers in Latin America and 

the Caribbean are covered by some form of public social program, as opposed to 68% 

protection in the formal sector (Tokman, 2007).  Since informal workers have limited 

access to social programs such as social security and health care benefits, they must rely 

                                                           
2
 As a result, some informal sector entrepreneurs are highly educated with university educations. 
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on personal savings to provide these services for themselves and their families. This 

emphasis on funding personal savings plans also limits consumer spending and further 

reduces economic growth. Further, many informal sector workers are unable to afford 

adequate housing and are forced to live in substandard housing or urban shanty-towns 

(Portes et al, Eds., 1997).  Informal sector entrepreneurs are also hurt by urban renewal 

programs; demolition of shanty-towns and slums where they often operate deprives 

them of their customer base, uproots their base of business operations, and leaves them 

no financial or legal recourse (Maldonado, 1995). 

In addition, the costs of operating illegally to avoid detection and punishment by 

the authorities include the costs of avoiding penalties (e.g. costs of frequently relocating 

to avoid detection and payment of bribes), the costs of net transfers (e.g. indirect 

taxation, inflation and differences in interest rates), and the costs of evading taxes and 

labor laws (e.g. payment of official penalties and fines of detected illegal operations) 

(De Soto, 1989).   

From the country‟s perspective, the informal economy provides an arena that 

can absorb unemployed workers temporarily until formal employment is available; the 

informal sector provides some level of training especially for workers with limited 

formal education.  In addition, the economy benefits from informal sector agent 

consumption in the formal economy. However, informal sector participants often save 

to self insure for health care and retirement, but keep their savings outside of formal 

institutions. Table 1 summarizes the main advantages and disadvantages of operating in 

the informal sector from the perspectives of the primary agents affected. 
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______________________________________________________________ 

Table 1.  Advantages and Disadvantages of Informal Sector Participation 

 

EMPLOYEES/WORKERS  

 

Advantages 

 

 

Disadvantages 

 

 Tax avoidance/evasion 

 Desire for independence 

 

 

 Minimal access to public social programs 

 Potential to earn higher income  Lower wages, unequal/inequitable pay 

 Job opportunities in a stagnant formal job 

market 

 Diminished legal rights e.g. inability to 

sue employer 

 Expansion of labor intensive industries 

creates more opportunities 

 No protection on the job, no formal safety 

regulations 

 Conscious/subconscious opposition to 

inefficient tax systems & government 

institutions 

 Lack of employment contracts and other 

employee protection such as minimum 

wage laws 

 
 Lack of access to employer health care 

benefits 

 
 High costs of net transfers: bearing weight 

of inflation, indirect taxes and interest rate 

differentials 

 

 

 

 Inability to maintain adequate housing; 

many live in slums/shantytowns 

 
 Vulnerability to urban renewal programs 

causing eviction with no recourse 

________________________________________________________________ 

EMPLOYERS 

  Advantages     Disadvantages 

 

 Ability to circumvent high costs and 

restrictive bureaucracy opening and 

operating formal business operations 

 Reduced labor costs for employees (e.g. 

social security contributions & health care 

benefits) 

 Tax avoidance/evasion 

 Desire for independence 

 Potential to earn higher income 

 Business opportunities in a stagnant 

economic market; increase in labor intensive 

industries 

 Conscious/subconscious opposition to 

inefficient government institutions  

 Higher cost of capital for business growth 

 Lack of access to business development 

opportunities to help business expand, 

operate efficiently 

 Diminished legal rights (e.g. inability to sue 

customers for nonpayment 

 Lack of property rights protection 

 Limited ability to achieve economies of 

scale 

 Restrictions on advertising and size of 

business location 

 High costs of evading taxes and labor laws 

(i.e. penalties, fines) 

 High costs of avoiding detection/penalties 

(e.g. frequent relocation, payment of bribes) 
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____________ 

Table 1. (con.) 
 

EMPLOYERS 

  Advantages   

   

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

Disadvantages 

 

 High costs of net transfers: bearing weight 

of inflation, indirect taxes and interest rate 

differentials 

 Conscious/subconscious opposition to 

inefficient tax systems & government  

institutions 

 Vulnerability to urban renewal programs 

causing eviction with no recourse; loss of 

business location and customer base 

________________________________________________________________________ 

COUNTRY 

  Advantages     Disadvantages 

 

 Temporarily absorbs unemployed 

workers; redistribution of labor 

 Money earned by informal sector 

workers is spent in the formal 

economy; increase in consumption 

 Informal source of training of 

workers with limited education 

 Huge entrepreneurial base 

 

____________________________ 

 Distortion of GDP figures; large 

amount of output not accounted for 

 Loss of tax revenue 

 Decreased national productivity 

 High unrecorded savings rate as 

informal workers self-insure, save 

for retirement; savings most often 

not in banks to escape detection 

 

____________________________________
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III. LITERATURE REVIEW 

1. Measuring Informal Sector Activities 

 Measuring the informal sector is a challenge, but several methods have proven 

useful.  Direct approaches such as voluntary surveys or tax audits can be beneficial, 

though there is no assurance that respondents provide accurate information when asked 

to reveal the extent of illegal, tax evasive economic activities (Schneider and Enste, 

2000). Therefore, several indirect approaches are useful for estimating the size of the 

informal economy, including two methods which use observed economy-wide 

variables, such as electricity usage and money.  

A. Electricity Consumption Method 

Kaufmann and Kaliberda (1996) believe that the best indicator of economic 

activity can be found in electricity consumption, and a simple approach to measuring 

the informal sector activity is to compare increases in energy use and GDP during the 

same period. The electricity consumption method (ECM), as it is commonly called, 

posits that if the electricity to overall GDP elasticity is close to one, measuring the 

difference between the growth of electricity use and the growth of official GDP would 

be a reliable indicator of the growth of the informal economy.  Figure 1 shows the 

estimated size of Latin American informal sectors from 1989-1990 based on electricity 

consumption.  
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Source:  Schneider and Enste (2000) 

 

Using this physical input method, De La Roca et al. (2006) found that growth in the 

informal sector in Jamaica more than tripled from 12.9% in 1991 to 40.9% of the 

overall economy in 2000.  

This method, however, fails to capture those informal sector activities that do 

not require increased electricity consumption or that use other sources of energy. There 

are also possible downward biases with improved efficiency in electricity consumption 

or energy price increases and upward biases from decreased technological efficiency 

resulting from poor maintenance; researchers manipulate the output elasticity values to 

compensate for these possible biases. Feige and Urban (2008) developed a modified 

electric consumption method (MEC) which compensated for some of the downward 

biases and allowed for changes in input factors such as electricity price increases and 

private versus industrial sector participation.  Using this modified approach, they 
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computed estimates of the informal sector in transition countries of Eastern Europe and 

found changes in the size and direction of the estimates, as well as an elimination of 

some negative values attained previously.  Their modified approach corrected for the 

sensitivity to assumptions of initial conditions of measurement in the previous model. 

B. Currency Demand Approach 

 Another approach to estimating the size of the informal economy is the currency 

demand approach
3
 that observes the increase in the demand for cash. Although 

Ahumada, Alvaredo and Canavese (2008) indicate that the monetary method has 

become extremely popular over the years because of its presumed simplicity, they also 

indicate that the wide diversity of results obtained when the model is applied has 

generated skeptical views on its applicability. This method was pioneered by Gutmann 

(1977) who proposed measuring the currency component of the money stock, M1, which 

grows relative to the growth of the informal economy, as contrasted with demand 

deposits which grow with the development of the formal economy. The model is based 

on the assumption that because agents want to keep some transactions hidden from 

official records, they conduct their trades using cash. If the amount of currency used to 

make these hidden transactions can be estimated, and if the income-velocity of money is 

known, it would be possible to get a measure of the size of the informal economy. This 

approach is very appealing to monetarists who believe that money is used for 

transaction purposes and not for speculative purposes.  

                                                           
3
 Also called

 
the monetary or transaction approach. 
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 Feige (1979) provided an extension to Gutmann‟s (1977) analysis by focusing 

on the relationship between the volume of total transactions and observed income, or 

GDP.  Beginning with Fisher‟s quantity equation as shown in equation 1 in which M 

represents the money supply, V the velocity of circulation, P the general price level, and 

T the total transactions, Feige (1979) included the identity shown in equation 2 which 

assumes that there is a constant relationship between the money flows related to 

transactions and the total value added (official and unofficial). He then modified 

Fisher‟s quantity equation to include the informal sector as shown in equation 3.   

MV = PT     [1] 

PT = k (official GDP + informal economy) [2] 

MV = k (official GDP + informal economy) [3] 

Given the size of the money supply (M) and the official GDP, and estimating the 

velocity of money (V) which is assumed to be the same for the formal and informal 

economies, the informal economy can then be measured by assuming the size of the 

informal economy as a ratio of the formal economy in a benchmark year. The current 

value of the informal economy is then calculated from the remainder of the sample 

(Vuletin, 2008). In fact, as noted by Ahumada et al. (2008), if the ratio of the value of 

transactions to nominal income remains constant through time (assuming no hidden 

transactions), the size of the shadow economy is equal to the difference between 

estimated total nominal income and observed nominal income. Key drawbacks to using 

this approach are that it is questionable to assume that k remains constant over time and 

it is difficult to be certain of the size of the informal economy in any benchmark year. 
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Another criticism is that the velocity of money could be misinterpreted by the effect that 

credit card, debit card and check usage could have over the amount of cash held. 

The idea presented by Gutmann (1977) and Feige (1979) has been criticized on 

several fronts. Ahumada et al. (2008) report that in addition to their weak theoretical 

foundation, the model‟s quantitative accuracy has been called into question due to time 

series properties, structural breaks and sensitivity to units of measurement [See also 

Thomas (1999), Schneider and Enste (2000), and Breusch (2005)]. Tanzi (1999) also 

criticizes the monetary approach claiming that the income-velocity also depends on the 

opportunity cost of holding cash, (an assumption that was omitted from the original 

approach) as well as variables that induce economic agents to make hidden transactions. 

Ahumada et al. (2008), however, note that interest in the monetary approach is still high 

because of the large and growing size of the informal economy, and because other 

methods are not improvements over the monetary approach.  

In this approach, econometric models are constructed to measure differences in 

the observed demand for currency and the estimated demand for currency in the official 

economy. Vuletin (2008) uses a time series approach to measure the excess demand for 

currency. Currency demand is a function of factors such as the evolution of income, 

payment practices and interest rates, and of factors that drive individuals to operate 

within the informal economy such as the tax burden, government regulation and 

complexity of the tax system. To estimate the size of the informal economy, the growth 

of currency is measured when government regulations and the tax burden are held at 

their lowest value. The difference between currency development at that level is 

compared with the development of currency at the current level of high tax burden and 
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government regulations. The size of the informal economy is then computed and 

compared to the official GDP. Criticisms of this method of estimation include the 

possibility that not all transactions are conducted with cash, the velocity of money may 

not be equal in both economies, and the assumption that the size of the informal 

economy is zero in a base year is unlikely. In addition, since many countries throughout 

Latin America and the Caribbean have some degree of dollarization, it is necessary to 

measure not only the local currency in circulation but also the foreign currency in 

circulation (Feige and Urban, 2008). 

C. Other Indirect Measurement Approach 

 The discrepancy between national expenditure and income statistics can also be 

computed to estimate the size of the informal economy. The gap between the income 

measure of GDP and the expenditure measure of GDP should lead to an estimate of 

unreported income, thus indicating the size of the informal economy (Schneider and 

Enste, 2000). Critics of this method claim that expenditures cannot be measured without 

error and expenditure components cannot be constructed to be statistically independent 

from income factors.  

D.  MIMIC Approach 

 The Multiple Indicators, Multiple Causes (MIMIC) approach which uses real 

cause and indicator variables rather than monetary values is also widely used (Loayza, 

1996; Schneider and Enste, 2000). The concern with monetary variables, again, is that 

for countries with a high degree of dollarization there may result in an underestimation 

when calculating the size of the informal economy. The MIMIC method focuses on 

several observable causes and the observable effects of the informal economy and uses 
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their association with the informal economy itself, an unobserved variable, to estimate 

the size of the informal economy. Cause variables include the tax burden, labor 

rigidities, the importance of agriculture, the inflation rate, and the strength and 

efficiency of the enforcement system, using an average of bureaucracy quality, 

government corruption and rule of law as proxies. Indicator variables used in the 

MIMIC approach are contributions to the social security system, the rate of value-added 

tax (VAT) evasion, degree of unionization, and secondary school enrollment. The 

correlations of these cause and effect variables are then inserted into an econometric 

regression to convert ordinal within-sample predictions for informal economy size into 

absolute time-series data.  These ordinal values are then applied to the estimated value 

of the informal economy assumed to be known in one country
4
 in the sample to obtain 

absolute values of the estimated size of the informal economies in all countries in the 

sample (Vuletin, 2008).  

Table 2 shows the results using the MIMIC model approach to measuring the 

informal economy in Latin America and the Caribbean. In this group of developing 

nations, countries with a higher level of development appear to have smaller informal 

economies.  For example, the Bahamas is highly developed in terms of tourism and 

telecommunications, is closely tied to the United States including a high level of 

dollarization, and has the smallest informal economy of 15.9% of GDP.  Mexico, 

another highly developed U.S. neighbor, also has a relatively small informal economy 

at 28.2% of its GDP. 

                                                           
4
This author used Jamaica, with an informal economy of 35% of GDP in 2000-01 based on De La Roca et 

al. (2002). 
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Table 2. Estimated Size of the Informal Economy 

(as % of GDP)  Measured by the MIMIC Approach 

 

Country 1990-1993 Early 2000s 

Argentina 21.8 32.9 

Bahamas -- 15.9 

Belize -- 46.8 

Bolivia 65.6 71.0 

Brazil 37.8 28.4 

Chile 18.2 32.1 

Colombia 35.1 43.5 

Costa Rica 23.2 41.8 

Ecuador 31.2 50.7 

Mexico 27.1 28.2 

Panama 62.1 44.4 

Peru 57.9 38.1 

Venezuela 30.8 43.0 

Sources:  Loayza (1996), Schneider and Enste (2000), Tokman (2007),Vuletin (2008). 

 

The indirect, structural equation, MIMIC approach is seen as the most accurate 

approach by many, favored over direct approaches such as surveys or tax audits which 

can provide detailed, but limited, information due to the requirement of reporting illegal 

or evasive activities.  The MIMIC approach is also preferred over other macroeconomic 

methods because it does not require assumption of the size of the informal economy in a 

benchmark year or the assumption of a base year with no informal sector activity.  

Rather, it uses the value of the informal economy in only one country in the sample as a 

base in its estimation model. 
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  Feige and Urban (2008) “consciously refrain” from using the MIMIC method, 

however, because of its many flaws in data transformation, sliding and scaling in order 

to create suitable benchmarks. Although they prefer the previously described 

macroeconomic models for their simplicity, transparency and ease of sensitivity 

analysis, they unambiguously find that there is a strong lack of convergence among the 

estimates of these approaches.  Comparing the findings of multiple measurement 

approaches, however, compensates for the benefits and drawbacks of each and provides 

a range of values as a more complete representation of the size of the informal 

economy.  Figure 2 compares the results of estimates obtained by two of the estimation 

methods. 

 

Figure 2.  Comparative Estimates of the Informal Economy in Latin America 

and the Caribbean 

 

 
Sources: Loayza (1996), Schneider and Enste (2000), Tokman (2007), Vuletin (2008). 
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The currency demand approach is not often used to estimate the informal 

economy in this region perhaps because of the inaccuracies due to the extensive 

dollarization found here.  Schneider & Enste (2000) did use this method to obtain 

estimates of the informal economy in OECD (Organization for Economic Co-Operation 

and Development) countries and found a similarly huge range of estimates when 

compared with the ECM.  Differences in values between the ECM and MIMIC 

approaches in the same period result in ranges of estimates as wide as 13.7 percentage 

points in Peru, 18.8 in Chile, 21.9 in Mexico and 22.1 in Panama.  This clearly indicates 

the lack of convergence among the estimation methods which needs to be compensated 

for before researchers and policymakers can have confidence in reevaluated GDP 

figures.  A simple approach such as averaging the estimates obtained by the various 

methods could be used to derive a mean value although this, too, may cause a loss in 

precision of measurement. 
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IV. TAXES AND GOVERNMENT ENFORCEMENT – HELP OR HINDRANCE? 

 An onerous tax burden accompanied by a weak enforcement system can have a 

significant impact on the size of the informal sector and economic growth in countries 

throughout this region. Although Sookram and Watson (2008) claim that the tax burden 

is not a contributing factor to the growth of the informal economy in Trinidad and 

Tobago, Vuletin (2008), using the MIMIC approach, finds that the tax burden is the most 

decisive cause variable influencing the informal economy especially in Trinidad and 

Tobago, Barbados and Antigua and Barbuda.  The difference in their findings could be a 

result of the data used in the Sookram and Watson (2008) econometric regression. They 

compiled their data using surveys of firms registered with the Central Statistical Office; 

however, one key characteristic of the informal sector is failure to register with 

authorities. The definition discrepancy of the informal economy described in a previous 

section could be the root of the differences in study findings. 

1. Optimal Tax and Growth Model 

The following model based on Barro and Sala-I-Martin (1992) and modified by 

Loayza (1996) demonstrates that increases in the tax burden of a country and 

deterioration of their government‟s enforcement system result in an increase in the 

relative size of the informal economy along with a decrease in the country‟s economic 

growth.  In the less developed nations of Latin America and the Caribbean it is difficult 

to enforce compliance of taxes and regulations due to their weak governmental and legal 
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institutions, and the prevalence of less educated citizens who reside primarily in rural 

regions.  

Economic agents (i) in this model can choose to operate in one of two sectors and 

may alternate between sectors at any time.  First, they can choose to operate in the formal 

sector (F) in which they will pay income tax which will be used to provide government 

services (G)
5
 and to pay for a portion of the enforcement services which will attempt to 

improve compliance.  Alternatively, agents can choose to operate in the informal sector 

(I) and pay penalties rather than taxes.  These penalties are not used to pay for 

government services (G), but are used to pay bribes to government officials and to pay 

for a portion of the enforcement services of the tax administration.  Informal sector 

agents are not eligible for full access to available public services (G), but have access to a 

very limited portion of these services.  The net income of these formal and informal 

agents will depend on the sector they choose to operate in, which determines their 

payment of taxes, where τ is the tax rate, or payment of penalties, where π is the effective 

penalty rate. We begin with a basic production function, 

 Yi  = A  
𝐺

𝑌
 α  

ki,      0 < α < 1      (1) 

The initial endowment (owned by agent i) of capital includes physical and human capital, 

their production (Yi) exhibits constant returns to capital (ki).  The capital rate of return is 

determined by the ratio of public services to aggregate production, 
𝐺

𝑌
 , with the elasticity 

                                                           
5 Government services include roads, water/sewer systems, police and fire protection and the court system, 

amongst others.  
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of output, α, which measures the productivity of government services relative to private 

services.   

The net of tax income of formal agents (Yi
F
) and net of penalty income of 

informal agents (Yi
I
)
 
is determined by 

 Yi
F
 = (1 – τ)A   

𝐺

𝑌
 α

 ki,     0 < τ < 1              

          (2) 

 Yi
I  

= (1 – π)A  δ 
𝐺

𝑌
 α

 ki,  0 < π < 1  

where δ is the amount of public services available to informal agents as a fraction of total 

government services offered.   If I is the relative size of the informal economy, then 

 I ≡ 
𝑌𝐼

𝑌
         (3) 

and the financing of public services by formal sector taxes is given by 

 G = η (q,λ)(τY
F
),      0 < η ≤ 1      

(4) 

 
𝜕𝜂  

𝜕𝑞
 > 0,     

𝜕𝜂

𝜕𝜆
  < 0,  

𝜕2𝜂

𝜕𝜆𝜕𝑞
 > 0     

The fraction of tax revenues used to provide public services, η, is a positive function of 

the quality of government institutions, q, since higher quality institutions are more 

efficient in administering tax revenues and less prone to imposing burdensome 

regulations. It is clear to see here, why the U.S., Canada, the Bahamas and even Chile, 

are more successful at collecting fiscal resources and maintaining relatively smaller 

informal economies than other nations in the region. η is a negative function of 

enforcement strength, λ, since tax revenues are depleted as enforcement systems are 
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increased.  The partial cross derivative of fiscal resources with respect to enforcement 

strength and quality of government institutions is positive and implies that the quantity of 

fiscal resources needed to increase enforcement strength decreases as the institutional 

quality decreases. This is good news for the less developed countries of Latin America 

and the Caribbean with weak governmental systems, which can expect lower costs of 

implementing tax administration reforms relative to those of developed nations. 

Therefore, the ratio of public services to total production is given by 

𝐺  

𝑌
  = η (q, λ) (τ (1 – I))            (5) 

For exogenous levels of η and τ in equation (5), increases in the relative size of the 

informal sector, I, decrease capital productivity for all agents since production in the 

informal sector congests public services while failing to provide revenue to finance them. 

Roads, bridges and other public infrastructure suffer in Latin America and the Caribbean, 

as do citizens who are deprived of basic social welfare programs such as social security 

payments and unemployment benefits. Also, as greater amounts of fiscal resources are 

allocated to improving the effectiveness of enforcement systems, the quality of 

government institutions is negatively affected since tax revenues are occupied with 

chasing tax evaders and are less available to fund fiscal expenditures such as public social 

programs.   

 Next, the effective penalty paid by informal sector agents is given by 

  π = π (λ, ψ, I),   0 < λ  ≤ 1,   0 < ψ ≤ 1     

                  (6) 

  
𝜕𝜋

𝜕𝜆
  > 0,     

𝜕𝜋

𝜕𝜓
  > 0,   

𝜕𝜋

𝜕𝐼
 > 0 
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where π, the effective penalty rate, depends on the strength of the enforcement system (λ) 

which has the ability to identify and punish informal sector activities.  We introduce here 

ψ, which is a proxy for the corruption index, where the effective penalty rate depends on 

the level of bribes paid to corrupt government officials.   The penalty rate π also depends 

on I, the relative size of the informal sector, which measures public dissatisfaction with 

this sector‟s effect on capital‟s rate of return.  This dissatisfaction is based on the fact that 

aggregate productivity is negatively correlated with the relative size of the informal 

sector.   

 Equation (6) can be simplified to display the positive relationship between λ, ψ, 

and I, 

  π = λψI       (7) 

 In equilibrium with the coexistence of the formal and informal sectors in the 

economy, the rates of return of both sectors must be equalized, lending to a determination 

of the relative size of the informal sector. This condition is shown by combining 

equations (2) and (6) to obtain 

  (1 – π ( λ, ψ, I)) δ
α  

 = (1 – τ)       

                      (8) 

and  I  =  
δα+ τ−1

𝜆𝜓𝛿 𝛼
 

          (9) 

 
𝜕𝐼

𝜕𝜆
 < 0,  

𝜕𝐼

𝜕𝜓
  < 0,    

𝜕𝐼

𝜕𝜏
 > 0,   

𝜕𝐼

𝜕𝛿
  > 0,   

𝜕𝐼

𝜕𝛼
  < 0  

                       -    -   +   +   -        

or I  =  I( λ , ψ, τ , δ , α ) 
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   - 
I(λ) shows that the size of the informal sector decreases as the strength of the 

enforcement system increases. 

    - 

I(ψ) shows that the size of the informal sector decreases as the amount of bribes 

demanded by public officials increase.  Informal sector agents find it more cost effective 

to register formally than to pay bribes to remain informal. 

   + 

I(τ) shows that an increase in the tax rate, corresponding with an increase in the incentive 

to evade taxes, increases the relative size of the informal sector. 

   + 

I(δ) shows that as less public services are available to those in the informal sector, the 

size of the informal sector decreases along with the congestion of public services. 

   - 

I(α) shows that as public services become more productive relative to private services, 

there is a reduction in the relative size of the informal sector. 

 The net capital rate of return, r, given the equilibrium value for I in equations (8) 

and (9), is 

                                           -   +    -   -  +   +   - 

 r = [A(1 – τ)τ
α
] [η (λ, q)[1 – I ( λ, ψ, τ, δ, α)]]

α
   (10) 

Since the informal sector congests public services, it contributes a negative effect of the 

tax rate on the economy‟s net capital rate of return. This further illustrates the public‟s 

dissatisfaction with the informal sector as a drain on the economies of Latin American 

and Caribbean countries. 

 We conclude, then, the optimal tax policy is, 
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             +   +    -        

 𝜏∗ = τ ( α , λ , δ)        (11)  

where τ
* represents the optimal tax rate in an economy including some degree of 

informality and is a function of the productivity of government services relative to private 

services, the strength of the enforcement system, and the amount of public services 

available to informal agents as a fraction of total government services offered. When 

there is a decrease in the size of the informal sector due to an increase in enforcement 

strength (λ), a small increase in the tax rate does not increase congestion in public 

services.  Similarly, a smaller informal sector resulting from a decrease in the share of 

public services available to them does not feel the effect of an increase in public-service 

congestion as a result of a tax rate increase. 

2. Summary of Model Implications 

 Loayza (1996) concludes, from the model developed above, that a larger than 

optimal tax burden combined with a weak enforcement system causes the relative size of 

the informal economy to be negatively correlated with the economic growth rate in that 

country.  As countries implement policy changes that increase tax burdens and that result 

in poorer quality government institutions, the relative size of the informal sector will 

increase and the economic growth rate of the country will decrease.  Since many 

countries in this region have traditionally operated with excessive regulations and weak 

government institutions, this model is particularly appropriate for estimating the size of 

the informal economy in Latin America and the Caribbean. It is also preferred over other 

methods presented since actual time series monetary data is not fully available for all 

countries in this region.  
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V. IMPLICATIONS OF TAX REFORM IN LATIN AMERICA AND THE 

CARIBBEAN 

It is clear that the increase in tax revenue received from a sector producing 

unreported income in the magnitude of up to 71% of total GDP would help eliminate 

massive budget deficits. This would result in decreased fiscal borrowing, lower inflation 

rates and, through the public sector‟s welfare programs, a shrinking of income 

inequality. However, imposing taxes on the informal sector is a daunting task requiring 

methods of identifying, monitoring, and reporting previously unofficial income. An 

even greater task may be in a campaign to educate the public of the benefits of 

compliance, as well as to change citizens‟ perceptions of a reformed tax system 

assuming, of course, that the government is able to institute sweeping tax reforms. 

 Many citizens and public administrators may agree that extensive tax reforms 

are needed. Presently, the bureaucracy and expense required for maintaining adequate 

records and for reporting and remitting taxes by formal sector agents is often prohibitive 

to most small businesses and microenterprises as well as self-employed individuals. Tax 

incentives extended to private industries based on political support pledged during 

elections are often riddled with corruption and inequality, and are harmful to the long-

term economic health of any country.  

In most Caribbean countries separate agencies administer conflicting forms of 

taxes with no coordination of efforts.  It is not uncommon for different firms operating 

in the same industry to be subject to different taxes. In strapped fiscal environments, it 
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is entirely too expensive and labor intensive for tax authorities to attempt to verify 

income, deduction, and depreciation calculations for more than a few tax returns, so 

compliance enforcement is nearly impossible. The system of direct taxes throughout 

Latin America is not only large and complex; it is embedded with various incentives, 

exemptions, and compliance requirements. Although the initial impetus for extending 

these incentives may have been to promote investment, these exemptions have served to 

complicate tax reporting compliance and frustrate a majority of small business 

taxpayers. In addition, the revenue loss to the government resulting from these tax 

breaks may not be outweighed by the contribution these industries make to overall 

economic growth.  

Rider (2007) has found that in comparison to other CARICOM nations, Jamaica 

offers more generous tax incentives yet does not exhibit greater FDI-GDP ratios. 

Jamaica‟s average FDI as a percentage of GDP during the period of 1991-2003 was 

4.46% compared with the median rate of 6.51% in neighboring countries in his survey. 

He also estimates the revenue loss from tax incentives to be 18.4% in total revenues. 

The revenue loss to the government is significant, yet the economy remained stagnant 

with an average GDP growth rate of 1%. The extensive scheme of tax incentives 

offered many major industries in Jamaica does not appear to be attracting any 

significant foreign investment to the island nation. Figure 2 shows a comparison of the 

GDP growth rates of countries with significant informal economies in Latin America 

and the Caribbean summarized in Table 3. Countries such as Venezuela and Colombia 

exhibit high GDP growth rates despite relatively large informal activity, presumably in 

the drug trade, because of their participation in the oil industry.  The Dominican 
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Republic, Honduras and Costa Rica report strong growth rates as a result of the 

outsourcing of apparel plants, call centers and other foreign industries. The phenomenal 

growth in Belize in 2000 could be attributed to the construction of tourist resorts and the 

development of eco-tourism. 

Table 3.  GDP Growth Rates 2000 – 2007 Throughout Latin America 

and the Caribbean 

Country 
Size of informal 

economy 

(as % of GDP) 

Early 2000s 

GDP Growth 

2000 

 

2005 

 

2007 

Mexico 28.2 6.6 2.8 3.3 

Costa Rica 41.8 1.8 5.9 6.3 

Venezuela 43.0 3.7 10.3 8.4 

Colombia 43.5 2.9 4.7 7.5 

Dominican Republic 44.8 8.1 9.3 8.5 

Belize 46.8 12.2 3.1 2.2 

Ecuador 50.7 2.8 6.0 1.9 

Honduras 54.1 5.7 6.1 6.3 

Nicaragua 64.4 4.1 4.3 4.2 

Bolivia 71.0 2.5 4.4 4.6 
Sources: Vuletin (2008), World Bank Indicators. 
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Clearly the main advantage of taxing the informal sector is the possibility of 

increased revenue for fiscal expenditures or reduction of fiscal debts.  Yet another 

advantage is that by legitimizing more private enterprises, countries can provide greater 

access to education and skills training for these informal sector workers and micro 

business owners. The improvement in human capital has far reaching macroeconomic 

effects with increases in productivity and improved global competitiveness. As more 

informal enterprises enter the formal sector through legal registration and regulatory 

compliance, they will have greater access to Business Development Services (BDS) and 

can work towards improved productivity and improved product quality. If they are able 

to produce output that is globally competitive, they will be able to expand their 

operations, increase employment opportunities, and contribute to domestic economic 

growth. 

 Human resource development is critical in improving not only economic growth 

but also social conditions throughout the region. Increased productivity resulting from 

improved human capital training will result in decreased levels of crime. Impoverished 

youth are especially vulnerable to violent acts of crime as a result of frustration from 

lack of legitimate employment opportunities, limited access to secondary education and 

occupational skills training, and a sense of helplessness and lack of vision for the future. 

An improvement in the legitimization of businesses and subsequent human capital 

training should lead to a reduction in the crime rate.  

 Voluntary tax compliance in the informal sector is also advantageous in 

providing opportunities for financing and a supportive legal environment. As 

individuals and firms are required to maintain proper accounting documents, this may 
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serve to increase their visibility in the banking sector and demonstrate provable 

collateral and ability to repay debt. Increased financing is critical to entrepreneurs in 

this sector which is currently characterized as highly undercapitalized. Capital infusion 

in these firms will lead to growth, improved productivity and competitiveness, which 

will also expand the tax base, and provide increased revenues for fiscal expenditures 

and economic recovery. For these reasons, there is fervent interest in the national 

governments and other international organizations to improve access to capital for 

informal sector enterprises. Workers in the informal sector could be protected by 

minimum wage laws, regulated hours of work, and provisions for work-related 

accidents and illnesses, and thereby increase their standard of living and improve the 

likelihood of advanced occupational training.  A considerable impact should be felt by 

incorporating these elements of working conditions into free trade agreements between 

the United States and Mexico, Chile, Central America, Dominican Republic (DR-

CAFTA), Panama, Colombia, Peru, and Ecuador (Tokman, 2007). 

 The primary difficulties with taxing the informal sector are costs of 

administration and enforcement, and horizontal and vertical inequity. As demonstrated 

in our model, increased fiscal expenditures for enforcement systems deplete fiscal 

resources that could be used for other services. There is often great pressure on national 

governments to reduce fiscal expenditures in order to achieve various domestic 

economic objectives.  Although increased enforcement systems reduce congestion of 

public services by increasing tax revenues in closer proportion to the number of users, 

decrease the size of the informal economy and improve the economic growth of a 
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nation, spending fiscal resources on improving enforcement systems is not necessarily a 

top priority in governmental budgets throughout Latin America and the Caribbean.  

 The numerous tax incentives imbedded in these nations‟ systems also make it 

discouraging to tax the informal sector because they lead to great horizontal and vertical 

inequities. Some incentives which were developed to attract investors to particular 

industries may only benefit large capital intensive firms, whereas small micro 

enterprises in the same industries may not qualify for the same incentives. Other large 

firms may have received incentives and concessions in return for political support 

whereas their smaller counterparts in the informal sector would not benefit if they were 

to begin voluntary tax compliance.   

 In addition, the public perception of systems in the area is often extremely 

negative. People believe that even if they were to comply with tax laws, the revenues 

would be inefficiently and inequitably allocated. Social programs that would benefit the 

rural poor where the majority of informal workers operate are the first to be eliminated 

during budget cuts. One would be hard pressed to convince these workers, then, that 

they should pay taxes when the tax dollars are not spent improving their communities. 

The present tax structures of governments in this region are often politically charged 

and embroiled with a decades-old environment of inefficiency and corruption. As a 

result, public sentiment towards tax compliance is critically low and much effort must 

be expended to alter these views and exact any substantial change. 

 There can be even greater progress made towards improving local economies 

through conversion of the informal sector as discussed above, but governments must 

implement aggressive, sweeping reforms immediately. The major areas of weakness 
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such as an inefficient tax administration, an unfair and overly complex tax system and a 

disproportionately small tax base need to be addressed simultaneously. While reforms 

are made to streamline the inefficiencies and inefficacies in the bureaucracy of the tax 

administration, concurrent reforms need to be implemented to simplify the tax system 

and broaden the tax base. A lower rate of income tax should be implemented and 

applied to all wage-earners but must be equally enforced for compliance. In addition to 

a reduction in income tax rates, governments must homogenize their systems and make 

all businesses pay without deductions or allowances. Only with the elimination of the 

tax incentive regime can these nations broaden their tax base and reduce the complexity 

and inequality of the current tax system. The Irish tax system could also be used as an 

example for tax reform. By introducing a low 12.5% uniform income tax rate and 

simplified procedures and regulations, the Irish government has succeeded in meeting 

domestic fiscal goals while maintaining international obligations (Collister, 2006). 

Government officials are often reluctant, however, to institute such aggressive 

reforms, citing reasons such as protection of the revenue base, avoidance of jolts in the 

system, allowance of time for the tax administration to adjust, and minimization of 

accountants‟ recording difficulties (Davies, 2005). It may be apparent that the first step 

in instituting changes in the tax administration would entail hiring fiscally creative, non-

bureaucratic administrators.  Reform of this branch of the government would not only 

allow for better monitoring and enforcement of taxes, but would also improve citizens‟ 

views of the tax authorities. This enhancement in public image will lead to greater 

possibility of voluntary compliance as taxpayers will feel their remittances may be 

handled efficiently and distributed fairly. If informal sector workers believe they will 
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derive a significant benefit from participating in the formal sector they will, logically, 

join it. 

 While administrative system reforms are important, they should not be 

conducted ahead of tax structure reforms. Immediate measures should be taken to 

simplify the tax structure, eliminating overlapping payroll taxes, reducing the number of 

exemptions and allowances, lowering corporate income tax rates, and broadening the 

tax base. Although there is consensus that the reforms are necessary, there appears to be 

some reluctance on the part of government officials to radically alter the present 

systems. While tentative reforms are studied, discussed and slowly introduced, the 

economies in this region are experiencing losses of potential revenues for fiscal growth 

as well as reduced competitiveness in the global marketplace.  

It is important to bear in mind that, although more aggressive reform measures 

are recommended, it is reasonable to assume that improvements to the economy may 

not be immediately realized. Similar major tax reforms implemented in Portugal in 

1989 contributed to a reduction in the informal economy only after a five year transition 

period. The initial result of the reform was a slight increase in the shift towards the 

informal sector due to the frequent revisions and amendments following the reform, 

accompanied by a continued leniency toward tax evasion (Dell‟Anno, 2007). 
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VI. CONCLUSION 

This paper describes the current state of the informal economy throughout Latin 

America and the Caribbean as one that is growing and contributes significantly to 

overall output, albeit not to government tax revenues. It presented an optimal tax policy 

and emphasized the impact of effective taxation to improve GDP growth in developing 

nations of Latin America and the Caribbean. Since there are different contributors to the 

growth of the informal sector in different countries throughout Latin America and the 

Caribbean, there should be different policy approaches to reform in each country in this 

region. St. Vincent and the Grenadines, St. Lucia and Belize, for example, should 

concentrate on regulating the agricultural sector with social protection programs 

introduced for employees in this sector, and fiscal projects developed to improve rural 

distribution networks such as roads and bridges.  In Jamaica, where the incidence of 

female participation in the informal sector is so high, it is suggested that the government 

concentrate on increasing the number of formal sector jobs for women in order to lure 

them away from low-wage informal employment (Wong, 1996).   

In other countries such as Barbados and Antigua and Barbuda, focus should be 

made on the issue of the tax burden leading to a more complex system of reforms. 

Maldonado (1995) warns, however, that hasty attempts to impose taxes on informal 

sector enterprises will be ineffective as they will dampen the growth of these fragile 

businesses. Traditional methods to force compliance within the informal sector via 
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tighter rules and restrictions have proven mostly ineffective, and thus new reforms are 

needed to utilize the power of the informal economy as an asset to government 

objectives. An innovative approach was instituted in Chile in 2001 in which fines for 

noncompliance were substituted with training of informal sector business owners by the 

applicable labor institutions (Tokman, 2007).  This approach highlights the importance 

of public outreach and training, and the long term investment of the government 

towards formal economic integration.  

While it is clear that government tax incentives and subsidies must be removed 

in order to improve global competitiveness, it would also benefit local workers by 

increasing their confidence in the tax system and taxing authorities. Governments of 

these countries must begin to give the same attention to these small enterprises as large 

private enterprises receive with respect to tax incentives and other industry protections. 

This would require a fair imposition of taxes on all businesses, a reduction in tax rates, 

improvement of tax compliance, and improvement in social programs in neglected 

areas. If citizens perceive these taxes as beneficial to their families and their nations, 

this will eventually facilitate voluntary compliance and the potential for subsequent 

economic growth. 

Tax structure reform is, understandably, a difficult goal to achieve not only 

logistically, but politically as well. Industries which may have enjoyed tax allowances 

and exemptions for many years are likely to withdraw political support from officials 

who effectively remove these exemptions in an effort towards tax reform. It is crucial, 

however, to simplify the exemption schemes in order to incorporate the growing 

population of informal sector businesses into a horizontally as well as vertically 
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equitable tax structure. Similarly, a tax rate reduction may initially appear to reduce the 

tax revenue base, but it must be undertaken in an effort to include informal enterprises 

and, thereby, greatly expand the overall tax base. More progressive taxes need to be 

introduced in order to achieve vertical equity. This would improve the image of the tax 

system which would help lure informal workers into the formal sector. Improving social 

programs in areas heavily populated by informal sector workers would also improve the 

cultural attitude towards taxes, taxing authorities, and perceived benefits of tax 

compliance. Although budgetary constraints are major inhibiting factors against 

improving social programs, it is important to consider the potential informal sector tax 

revenue which, if assessed and collected, could greatly contribute to these fiscal 

expenses. 

Informal sector enterprises and workers can greatly contribute to the official, 

recorded economic growth if they have significant incentives to joining the formal 

sector. Although they would be confronted with a loss of revenue from the imposition 

of taxes, they would have greater access to formal channels of credit and, therefore, 

experience reductions in borrowing costs as an offset.  In addition, simplicity of 

business registration, improvement of social programs, equity in the tax system, and 

confidence in the taxing administration would enhance the environment for businesses 

to operate formally. This would improve the official GDP statistics and more accurately 

reflect the economic growth figures.  

There is likely to be a significant impact on the global competitiveness of 

industries in this region following the integration of informal enterprises into the formal 

sector, but there is not sufficient data available to provide an exact measure. Improved 
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access to business development services, increased availability of commercial credit for 

growth, greater wage protection for workers, and enhanced social programs such as 

education, occupational training and health care should result in a significant 

improvement in human capital level.  When reliable data is available, empirical studies 

need to be performed to measure the actual extent of this growth and its impact on 

economic competitiveness in the global marketplace. 

A final thought must be considered as the world in 2009 has become engulfed in 

a serious financial crisis bordering on global recession.  As formal sector firms are 

faced with diminished access to credit for financing operations, decreased consumer 

demand, and increased production costs from inflated raw materials prices, they are 

laying off an unprecedented number of employees. This rapid influx of unemployed 

workers on the labor market greatly outpaces the number of available jobs, causing a 

large number of jobless workers in developing countries to turn to informal enterprises 

for survival. The implications of this current migration to the informal sector must be 

examined further as events develop since it is possible to assume that the size of the 

informal economies in Latin America and the Caribbean will continue to grow as this 

sector absorbs the weight of the formal sector‟s current economic crises. 
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