The Informal Economy in Mexico
An Alternative Labor Market

INTRODUCTION

Almost inadvertently, Mexico’s informal econ-
omy has reached a worrisome size that no
society or government can wish away as a
simple statistic. Today, three out of 10 Mex-
icans earn their livings in the informal econ-
omy. This article will develop the premise
that the regulatory framework has lagged
behind the economy’s increasing dynamism,
making the informal economy an attractive
alternative for a large number of families in
Mexico.

On an institutional level, the debate about
the informal economy has its origins in the
1972 International Labor Organization’s Ken-
ya Report. More than 30 years after this doc-
ument was published, the informal economy
has become a universal problem. In differ-
ent ways, the non-structured, hidden or un-
derground economy —as it is also known in
other countries— takes different shapes ac-
cording to each country’s geography and socio-
economic conditions. Latin America, and Mexico
in particular, have been no exception.

Mexico’s informal economy began to be tal-
lied by Labor Ministry reports in 1979. Today,
28.2 percent of the employed population in
Mexico works in the informal economy. This is

the same as saying that 11,865,000 people carry
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out their economic activity outside any regu-

latory framework. Also, the informal sector
represents almost 12.2 percent of the economy’s
total gross value added, but of even greater con-
cern is the growing emergence of informal mi-
cro-businesses from 2002 to 2004 in contrast
with the decline in formal micro-businesses
in the same period. According to data from the
Mexican Social Security Institute (IMSS) and the
National Statistics Institute (INEGI), during
those years, almost 260,000 informal micro-
businesses were created, while 10,176 formal

ones disappeared.
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No CONSENSUS ON
DEFINING INFORMALITY

Defining the term “informality” is com-
plicated. Different authors have dealt
with it according to their object of study,
without coming to any consensus. How-
ever, one way or another, “informality”
implies economic activities that do not
comply with a country’s legal regula-
tions; in the Mexican case this may be
Finance Ministry regulations, or those
of the Social Security Institute, the
banking system or chambers of com-
merce and industry.!

However, the definition of the con-
cept of informality cited in the previous
paragraph continues to be ambiguous
since a company that does not com-
ply with only one regulation has a dif-
ferent impact from one which ignores
the regulatory framework altogether.
In other words, informality cannot be
defined in terms of all or nothing, but
must be conceived of as a continuum
on which companies’ behavior oscillates
between compliance and non-compli-
ance with certain regulations. Natural-
ly, it is important to delimit the object
to be defined, whether for economic re-
search or for designing a specific pub-
lic policy. For the effects of this article,
we will stick to the definition used by
the INEGI, which considers companies
and workers to be part of the informal
sector when they are part of the non-
structured part of the economy.

Very often informality is confused
with itinerant and street sales, a com-
pletely justified confusion since this
activity is one of the most important in
Mexico’s informal economy, the fastest
growing and undoubtedly the most vis-
ible: itinerant sales grew 11 percent
annually between 2000 and 2004, ex-
panding by 135,000 persons a year ac-

Of greater concern is the
growing emergence
of informal micro-businesses
from 2002 to 2004 in contrast
with the decline in formal
micro-businesses
in the same period.

cording to the National Employment
Survey. However, Mexico's informal sec-
tor is much larger and more complex.

According to the last Cuenta Saté-
lite del Subsector Informal (Satellite
Account of the Informal Sub-Sector),
published by INEGI in 2002, gross out-
put in this sector came to 987.55 bil-
lion pesos in that year. But when this
sum was broken down by kind of eco-
nomic activity, “trade, and informal
restaurants and hotels” (which includes
itinerant and street sales) accounted
for 318.90 billion pesos, or 32.3 per-
cent of the total. This means that there
are other kinds of informal activities
that cannot be left out of any serious
analysis, particularly considering that
“services” and “manufacturing” repre-
sented 33.8 percent and 18.1 percent
respectively of the informal sector’s

gross output.

THE INFORMAL ECONOMY:
AN ATTRACTIVE ALTERNATIVE
JOB MARKET

In June 2002, William Maloney pre-
sented a research document at Stanford
University about the Mexican labor
market. He came to several interesting
conclusions for understanding why in-
formal job opportunities continue to
exist. First of all, he says that the Mex-

ican labor market is highly dynamic,
considering the relatively rapid turn-
over rate for workers changing from
one job to another. More concretely,
in manufacturing, workers remain in
the same job for an average of five and
a half years, a relatively short time in
comparison with other countries. It is
even more surprising to see that in a
six-month period in the same sector,
85 percent of workers who changed
jobs had resigned, not been fired or
laid off. A large number of these work-
ers end up self-employed or with a job
in the informal sector. Maloney reports
that by 1992, in the middle of an eco-
nomic boom in Mexico, 70 percent of
those who left their formal jobs to go
into the informal market did so to in-
crease their incomes or achieve more
flexible working conditions.
Although it is often thought that
wages in the formal sector are higher
than in the informal sector, this is ques-
tionable. The first figure that brings this
into doubt is the fact that in 1992,
formal sector workers who went into
the informal sector reported an increase
in income of around 25 percent, while
those who moved from the informal
to the formal sector only reported an
increase of 15 percent. The differences
in income between the workers in the
two sectors can be explained mainly
by three factors: those in the informal
sector must earn more since they need
to compensate for the lack of fringe
benefits afforded by jobs in the for-
mal sector; secondly, they must also
have higher incomes because of the risks
they run, the implicit costs of the cap-
ital they invest and the value of unpaid
work by family members who work in
their informal economic activities; and
third, formal sector workers’ gross wage

would tend to be greater than those in
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the informal sector to compensate for the
former’s paying taxes. For this reason,
it is not necessarily clear in which sec-
tor workers earn more.

With regard to the fringe benefits
afforded to workers with formal sector
jobs, it is not clear if they compensate
for the dues or deductions in the wages
that must be paid. To quote one par-
adigmatic example, when a worker signs
up with the 1Mss, he/she receives medi-
cal coverage for him/herself and some
members of his/her family. This implies
that a second family with a formal job
whose paycheck deducts the 1mss fees
for his/her membership receives no ben-
efit (because he/she is already bene-
fitting free from the first family mem-
ber’s deduction), and therefore he/she
will avoid at all costs paying the fee (thus
earning less) to be signed up with the
imss. This is the same as saying that
this second —or third or fourth— fam-
ily member will prefer a job classified
as informal in which he/she will not
incur these costs.?

Finally, it is important to emphasize
that between 1990 and 1992, when the
Mexican economy enjoyed sustained
growth, formal employment shrank
and informal employment expanded.?

What is more, wage increases in the in-
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formal sector surpassed those of the for-
mal sector (relative wage increases).
While these figures are not conclusive,
at least they show that informal employ-
ment has become an attractive alterna-

tive for a large number of Mexicans.

Why GO INTO THE
INFORMAL SECTOR?

Informal employment being perceived
as an attractive alternative for a large
percentage of the active work force does
not mean that we are inevitably con-
demned to informality. Public policies
do exist that can contribute to making
the formal sector more attractive than
the non-structured sector.

According to Maloney’s study, com-
panies decide on different levels of for-
mality because they incur different costs
and benefits from regulatory require-
ments.* Smaller companies tend to
demand less participation in the insti-
tutions of formality since their relative
costs are higher and they receive fewer
benefits.

An examination of the information
gleaned from different surveys about
Mexico’s informal sector shows that

small companies tend to have three

specific characteristics: they are new;
they have limited information about the
markets they are immersed in; and,
therefore, they run a high risk of going
bankrupt. These three variables, togeth-
er with their very inefficient operations,
result in their opting to vary more or
less from formal functioning. That is,
as Maloney said, causality goes from
inefficiency to informality since for
these small, new companies, it is un-
clear whether paying the costs of for-
mality is worth it. As they grow, the
likelihood that they will go bankrupt
lessens and, analogously, their need to
obtain the benefits of formality (such
as legally binding contracts, access to
capital and the entry into larger mar-
kets, just to mention a few) increases.

However, the cost of formality is by
no means a constant; rather, it varies
according to each country’s regulatory
framework. There is a general consensus
that an improvement in institutional
quality decreases the size of the shad-
ow economy.’ The World Bank Doing
Business studies aim to investigate the
way in which regulations are incentives
for or a brake on entrepreneurial activi-
ties in different countries, with the aim
of proposing reforms to facilitate the
opening of businesses to create new
job opportunities.® In order to evaluate
a country’s regulatory framework, the
study presents comparable quantitative
indicators of conditions and help avail-
able for opening businesses there; these
indicators are used as tools of econom-
ic analysis to identify the reforms need-
ed to create those conditions.

The result of the study puts Mex-
ico in seventy-third place worldwide
(barely above El Salvador, Jordan and
Sri Lanka), while countries like Kenya,
Peru and Uganda have better regula-
tions. It is worth pointing out that the
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two most alarming aspects of the Mex-
ican regulatory framework are “protec-
tion of investors” and the “flexibility of
the labor market.” Mexico occupies
125th place for both indicators and is
comparable to Haiti, Jordan, Senegal
and Guatemala. However, we should
recognize that with regard to “ease of
closing a business”, Mexico’s regula-
tory framework occupies twenty-sec-
ond place, comparable to New Zea-
land, the United States, Sweden and
Denmark.

The alarming thing is the odyssey
and average citizen would have to un-
dertake to open and operate a formal
business in Mexico. According to Doing
Business 2005, an entrepreneur who
wants to open a business and comply
with all the regulations would have to
go through 58 days of red tape, carrying
out nine different procedures, even
today when the government SARE pro-
gram is up and running.” If the busi-
nessman or woman had to register his/
her property, it would take him/her 74
days to do it. Supposing that he or she
wanted to get an operating license, it
would take him/her 222 days to carry
out 12 different governmental proce-
dures. If this hypothetical entrepre-
neur managed to “survive” all of this
and wanted to pay taxes from his/her
first day of operations, it would take
him/her 536 hours to make 49 differ-
ent payments. Even more, if he/she
had to lay off staff, it would cost him/
her the equivalent of 74 weeks wages
per worker. Finally, if the company had
to enforce a contract, it would take 420
days to carry out 37 different procedures
to get a resolution.

Most probably, whoever attempted
to open and operate a business would
opt for some degree of informality along
the way. That is, he/she would decide

not to comply with one or another of
Mexico's regulations. In summary, open-
ing up a fully formal business in Mex-
ico would require an inexhaustible store

of patience.

FiNAL CONSIDERATIONS

The shadow economy should not be
neglected: it is a priority on the coun-
try’s political and economic agenda. The
next administration will have to be clear
that unofficial activity is a worldwide
phenomenon which is difficult to ex-
plain and today is part of many of the
country’s economic activities. It will also
be necessary to take into account that
informality can be explained as a way
forward that is an attractive alternative
and not necessarily the response to a
lack of growth. Therefore, actions must
be aimed at improving the regulatory
framework, which has a direct impact
on the size and nature of this pheno-
menon, to make it lest costly to become
part of the formal sector of the econ-
omy. That is, making it easier to ac-
cess formality as a way to fight infor-
mality.

The public policies the country de-
mands for the next presidential term
—particularly in fiscal and labor mat-
ters and the simplification of the reg-
ulatory framework— cannot wait. If
they are not well designed and imple-
mented, Mexico runs three risks: ques-
tioning the rule of law and therefore
negatively affecting flows of foreign
direct investment; weakening tax col-
lection; and putting a growing sector of
the work force at risk in terms of their
labor rights.

If this is not dealt with, these risks
will eventually translate into a drop in

living standards. NAM

NOTES

! By regulations, we understand forms of long-
term contracts in which institutions offer ser-
vices to companies, which in exchange must
pay fees or taxes. That is, there is a supply of
regulations that are then demanded by every
economic unit and, therefore become part of
their productive process. See Eugenio Rivera
Urrutia, “Teorfas de la regulacion en la perspec-
tiva de las politicas publicas,” Gestion y Politica
Piiblica no. 2, vol. 13 (2004).

[N)

To explain what we mean by “second family
member,” let us look at an example: if in a
four-person family (father, mother and two
children), the father is affiliated to the 1Mss,
the mother has no incentive to work in a for-
mal job (and therefore receive the benefit of
medical care) since it is sufficient to have one
family member signed up with the 1vss to get
coverage for the entire family. This is why this
study says that this is the reason someone in
that situation would prefer an informal to a
formal job, since he/she would prefer to not
pay for the cost of health care and other so-
cial benefits.

o)

GDP growth in 1990, 1991 and 1992 was 4.4
percent, 3.6 percent and 2.7 percent, respec-
tively.
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The SARE program stands for the Quick Com-
pany Opening System, a program of the Fed-
eral Commission for Regulatory Improvement
(Cofermer), which went into effect March 1,
2002.
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