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ABSTRACT 
 
The study of the urban informal economy has expanded in the last thirty years, challenging 

researchers to find more accurate methods of quantifying its activity. This paper examines recent 
works that focused on the urban informal economy in particular, and evaluates different definitions 
and techniques for measuring it. Methods discussed include indirect estimation methods, such as 
currency demand, electricity consumption, and labor force statistical profiles, as well as direct 
estimation measures such as labor force and household surveys. This paper discusses the 
prospects for applying these largely macro-level methods to more micro-market analysis and 
speculates on the availability and usefulness of existing data sources in the United States. It 
concludes by suggesting that there is much room for further research on the size, determinants and 
implications of the informal economy in American cities and calls for new efforts to align different 
methods of measuring the informal economy so they can be increasingly used to support decision-
making processes in the public and private sectors.  
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MEASURING THE INFORMAL ECONOMY – ONE NEIGHBORHOOD AT A TIME  

 
I. INTRODUCTION 

 
Since its “discovery” in 1973 by Keith Hart during a research mission to Accra, Ghana, the 

informal economy has spawned a growing literature that has wrestled with the formidable theoretical 
and empirical problems involved in studying the survival strategies of the new urban poor (Mike 
Davis, 2006). As implied by its various descriptions over time and space –”shadow economy”, 
“underground economy”, “black economy”, “grey economy”, “hidden economy”, “unobserved 
economy” – much of the focus of research on the urban informal economy has been on unveiling the 
size, determinants and characteristics of this so-called “elusive” socio-economic phenomena. Much 
of this research has been conducted in cities of the developing world. Yet the familiar sight of street 
vendors, street artists and immigrant day laborers on the streets, in the factories, in the ports and on 
the construction sites in American cities contradicts the so-called “hidden” nature of the informal 
economy, challenges the perception that informal economic activity is an issue exclusive to the cities 
of the developing world and above all, serves as a stark reminder that the informal economy is an 
integral part of our daily lives.  

 
Indeed, increasing immigration, the rise in job flexibility but decline in job security, and the 

retrenchment of social welfare programs over the past two decades are driving the debate on 
whether the economies of American cities are actually formalizing or informalizing (Williams and 
Windebank, 2001). Charged with managing and regulating urban areas in the shadows of these 
contested processes are the actors with much to gain from this debate, local governments.  

 
Over the past 20 years, cities have had to become more entrepreneurial and develop new 

competencies in economic development in the wake of reduced federal funding and increasing 
globalization. These factors, among others, have motivated state and local governments to broaden 
their efforts in supporting economic development. Too often, however, these efforts have focused on 
real estate-oriented development serving only a limited segment of the market, or on attracting a 
significant job or headline tax generator such as an automobile manufacturing facility or professional 
sports franchise.  These same factors have also incubated an attitude among public officials that the 
“streets need to be cleaned up”, that land use decisions should be more heavily enforced, and that 
the public good should receive greater protection.  

 
As a result, veteran street vendors in New York City, tortilla manufacturers in Los Angeles, 

and cemetery tour guides in New Orleans are therefore, not viewed as important parts of the local 
economy, as drivers of wealth, enterprise and stability in communities. Instead, because their role is 
misunderstood by local public officials, participants in the informal economy are too often relegated 
to the margins of economic development programs and are the first to be castigated as sources of 
lost tax revenue, unfair competition, social service burdens, sidewalk litter or public health concerns.  
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A dearth of accurate data and knowledge on these “difficult-to-measure” economic activities 
both limits the broader urban formalization/informalization debate, but more importantly, makes it 
difficult to inform public policy decisions based on community needs or a broader notion of who is 
the recipient of government programs. With no established way of measuring its size, determinants 
or characteristics, neighborhood buying power and small business growth generated by the urban 
informal economy for instance, will remain unmeasured and therefore not factored into public and 
private sector decision-making, reducing the prospects for progressive and constructive policy 
interventions in the future. 

 
For this reason, Social Compact is working with the Urban Markets Initiative (UMI) of the 

Brookings Institution to better understand urban informal economies. Together, they will invite a 
group of researchers and practitioners to discuss the urban informal economy at the neighborhood 
or micro market level and to develop a network of thinkers and practitioners in this area that will be 
able to work with national and international experts to explore how new metrics for local level 
informal economy analysis could be developed. This paper will serve as the platform for this 
endeavor.  

 
The paper considers the prospects for developing new information tools to better inform 

public and private sector interventions in the urban informal economy by examining a wide range of 
literature on contemporary methods for measuring local informal economic activity. It begins by 
charting the evolution of definitions of the informal economy from its simplistic and dualistic origins to 
a growing appreciation of its complexity and interconnectedness with formal economic activity. 

 
The paper then examines the various methods for estimating the size of the informal 

economy developed over the years. The most widely used method for measuring local urban 
informal economies are surveys, either of households or labor forces. A vast majority of these 
surveys have been conducted in cities in the developing world, largely because of a dearth of data 
on economic activities in these cities. Relatively little survey research has been done on informal 
economic activities in US cities which has greatly hindered understanding of the issue domestically.  

 
If surveys represent the direct methods for measuring informal activity, then there are several 

indirect methods that have been developed over the past thirty years, often designed to capture 
informal economic activity at the macro level. Labor and employment statistics, electricity 
consumption, cash versus credit activities, income and expenditure ratios, local proxies and other 
statistical analyses have all been employed to estimate the contribution of informal economic 
activities. The paper speculates how many of these methods intended for macro-level estimations 
might be applied to micro-market analyses and identifies possible data sources.  

 
It continues by exploring some of the reasons why measuring the urban informal economy is 

important. The paper concludes by suggesting that relatively little is known about the urban informal 
economy and its manifestations in U.S. cities.  For this reason, much greater research is required to 
understand the size, determinants and implications of the informal economy to better inform public 
and private sector policy and investment interventions. 
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II. UNDERSTANDING THE URBAN INFORMAL ECONOMY 

 
For over 35 years, since it sponsored the employment mission to Kenya where Keith Hart, a 

British anthropologist, first ‘identified’ the informal sector during research in Accra, Ghana, the 
International Labour Organization (ILO) has presided over the international research and policy 
agenda by propelling broader understanding of the informal economy among governments, 
economists, statisticians and non governmental organizations (NGOs). This section reviews the 
definitions of the informal economy developed by the ILO and other organizations, referring to them 
as proxies for the evolution of our understanding of the informal economy. We show that 
contemporary definitions of the informal economy illustrate that our understanding of the phenomena 
has advanced significantly since the primitive descriptive and dualistic definitions of the early 1970s.  

 
2.1 “Discovery” of the Informal Economy 

 
Historically, studies of the informal economy have largely had a strong urban focus, even 

before its initial “discovery” in the early 1970s. Although it was Keith Hart, an anthropologist, who 
first coined the term “informal sector” to describe the scope of unregistered economic activity 
operating in Accra, Ghana (Hart 1973), Hart himself stipulates that their had been studies and 
observations of the “economy of the street” decades before, including Henry Mayhew’s work in 
Victorian London (Mayhew 1861-2) and W.F. Whyte’s study in America (Whyte 1943) (see Hart 
1987). Recent research looking at urban colonial India found that the informal economy was “an 
overwhelming and enduring reality” (Gooptu 2001).  Nevertheless, Hart’s terminology set up the neat 
and persistent dualism (formal/informal) that resonated with the ILO at the time and spawned the 
Dualist perspective (the first of three perspectives, the others being the Structuralist and Legalist 
perspectives) on the informal economy and its relationship with the formal economy.  

 
2.2     Evolving Definitions of the Informal Economy 

 
According to Dualists, “the informal economy is a separate marginal economy not directly 

linked to the formal economy, providing income or a safety net for the poor” (ILO 1972). In the 1970s 
and 1980s, the Structuralist School emerged and identified the informal economy as subordinated 
economic activity to the formal economy. Informal enterprises and workers reduce costs for formal 
enterprises and subsequently increase their competitiveness. This perspective views the informal 
and formal sectors as inextricably connected and interdependent (Castells and Portes 1989).  
Finally, in the late 1980s and 1990s, the Legalist School gained popularity during the ascent of neo-
liberal economic policies. According to this school of thought, micro-entrepreneurs will continue to 
produce informally so long as government procedures are cumbersome and costly. In this view, 
unreasonable government rules and regulations stifle private enterprise (de Soto 1989). 

 
An expanded analysis of the informal economy, or more specifically the enterprise element 

of it, can be reached, by examining its sectors - the household sector, the informal sector, the 
underground sector and the criminal sector (Thomas 2001). In the household sector, goods and 
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services are produced and consumed in the home and do not appear in the open market. The 
informal sector produces legal goods and services in an unregulated environment. The underground 
sector also produces legal goods and services though the processes of production and distribution 
may be illegal; for example, selling goods without a necessary permit or evading taxes. Finally, the 
criminal sector both produces illegal goods and distributes those goods illegally. Although these 
categorizations may overlap, they do still provide a useful framework for identifying the kinds of 
activities that take place in the informal economy.  

 
While Thomas’ definitions revolve around conceptions of informal enterprises, the most 

recent definition of the informal economy approved at the 2002 International Labour Conference 
(ILC) (and endorsed by the 2003 International Conference of Labour Statisticians) is far broader than 
previous definitions and includes the incorporation of certain types of informal employment (Chen, 
2004). Working with the organization Women in Informal Employment: Globalizing and Organizing 
(WIEGO), the ILO’s expanded definition acknowledges that the informal worker often performs the 
same work as the formal worker, but does so in an environment that is unregulated and unprotected. 
“A majority of all workers in the world are in this same situation; they work in informal enterprises as 
well as in informal jobs (jobs that pay no benefits or provide no social protection)” (Chen, 2001).  

 
In 2002, the ILC defined the “informal economy” as “all economic activities by workers and 

economic units that are – in law or in practice – not covered or insufficiently covered by formal 
arrangements” (ILO 2002). In short therefore, the ILO’s expanded definition “includes the whole of 
informality, as it is manifested in industrialized, transition and developing economies and the real 
world dynamics in labor markets today, particularly the employment arrangements of the working 
poor” (Chen 2004). The new definition broadens the focus from just looking at the characteristics of 
unregulated enterprises (e.g. income, sector analysis) to include unregulated, employment 
relationships (e.g. home workers, day laborers). While some may think this definition too broad, it 
does increase the breadth of activity normally associated with the informal economy and emphasizes 
the multi-lateral and complex nature of the linkages between informal and formal economies. 

 
Although this expanded notion of the informal economy encompasses a spectrum of 

economic activity, the majority of individuals acting within the informal economy—unpaid family 
workers, employees of informal enterprises, industrial workers and home workers—remain invisible 
and unseen (Chen 2004), making the task of measuring their activities and the allied implications, 
both positive and negative, for urban economies all the more difficult but all the more important. 
Other theoretical viewpoints have also emerged recently to expand understanding still further. 

 
2.3 Emerging Conceptualizations and Challenges in Defining the Urban Informal Economy 

 
2.3.1 Hybridization of Urban Formal and Informal Economic Activity  
 
The activities of the street vendor, so often the iconic focus of study in urban informal 

economic research (Bhowmik 2003; Hunter and Skinner 2003; Anjaria 2006), is again a useful 
metaphor for the emerging theories of a group of scholars who are rethinking the linkages between 
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the formal and informal economy (Chen 2005; Williams 2006). In the streets of most major American 
cities, street vendors sell a vast array of products and services including food, electrical goods and 
clothing. Some of these goods may have been produced by unregulated home workers (Chen, 
Sebstad and O’Connell 1999; Baden 2001). In the case of electrical goods and mass produced 
clothing items, manufacturing companies (often based in other countries)  that purchase inputs and 
distribute goods through the formal economy also use informal labor, often in the form of 
sweatshops or home workers, to produce their goods. In another example, workers may 
simultaneously be employed in both the formal and informal economies. An agency elementary 
teacher, who covers for sick teachers and is therefore an employee of the government during the 
day, may also earn unreported income for tutoring children in the evenings as a self-employed 
person. Quite apart from highlighting the increasingly globalized nature of everyday urban market 
transactions, the flexibility of contemporary employment or the emerging economic force of 
undocumented or “invisible” workers in American cities, these examples, illustrative of the nexus 
between the informal and formal economies, demonstrate that the informal economy is an 
interrelated and interdependent component of all official economic activity. The informal economy 
fuels demand for formally produced goods and services, such as garments or math tutoring. 

 
2.3.2 Informalization of Urban Space 
 
There is a growing appreciation among scholars in urban development and design, 

especially those involved with the “Everyday Urbanism” movement (Kaliski, 1999), of the 
“domestication” of urban space driven largely by informal economic activities (Mehrotra, 2004). 
Street vending activities and its variations have compelled academics to define their impact on the 
“brutal” urban environment in a positive light, hailing their contribution to the “refamiliarization” of 
America’s cities. As Margaret Crawford observed (Mehrotra, 2004): 

 
Refamiliarization flourishes on the streets of Los Angeles, a by-product of residents’ 
economic and cultural activities. For example, every Valentine’s Day, Mother’s Day, and 
Martin Luther King Day, vendors load up U-Hauls with crafts that they spent the rest of the 
year making in their homes. They sell them from an unused parking lot … on a major six-
lane street in an African-American neighborhood…Products based on African or African-
American imagery articulate the neighborhoods social narratives and cultural values. Other 
vendors sell used clothes from chain link fences…Cheap rugs cover the harshness of chain 
link fences, overlaying it with soft textures and bright patterns of the interior. On the sidewalk, 
apron-clad vendors sell tamales prepared at home, extending the domestic economy into 
urban space. Once recognized, these examples suggest ways in which designers might think 
about blurring other boundaries between public and private space.  
The benefits of informal economic activity as seen through the Everyday Urbanism 

movement can be defined visually and functionally through the lens of urban design and once better 
understood, could have very real implications for “place-making” in cities.  

 
2.3.3 Are our Cities, Formalizing or Informalizing? 
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Over the last 35 years, the ILO in particular has presided over, conducted and sponsored 
hundreds of studies, often using field surveys, to better understand the myriad of social, economic, 
environmental and political issues relating to the informal economy in cities. Most of this research 
has primarily been focused on cities in less developed countries, most notably in Ahmedabad, India 
(Unni and Jacob 1999), Dar es Salaam, Tanzania (Kukindo and Estrella-Gust 1994), Delhi, India  
(Mitra 2004), Durban, South Africa (Lund and Skinner 2004), Jakarta, Indonesia (Angelini and Hirose 
2004), Johannesburg, South Africa (Motala 2002; Rogerson 2004), Lima, Peru, (Zuin 2004), Manila, 
Philippines, (Gopal 1997; Labajo 1996) and Shanghai, China (Howell 2002).1  

 
The fact that so much research has focused on urban informal activity in less developed 

countries can be attributed to a familiar notion in development. The widely held view of those who 
work in and study urban economic development is that the more “advanced” an urban economy 
becomes, the greater the inevitability of the shift of economic activity from informal to formal 
spheres. Based on this assumption, “backward” Third World cities will generate more informal 
economic activity than their more “advanced” urban counterparts in more developed countries, and 
are therefore, more “worthy” of research (Williams and Windebank 2001). However, increasingly in 
the so-called ‘advanced’ urban economies, the emerging contractual and short-term nature of 
employment (Sassen 1991), rising levels of unemployment and underemployment2, and the 
retrenchment of expenditure on metropolitan administration and welfare services3 are all trends 
pointing toward the informalization of urban areas. However, the problem is that there is very little 
solid evidence to support this view (Williams and Windebank 2001). As will be discussed later in the 
paper, indirect, largely macro-economic attempts at measuring the informal economy have produced 
highly differentiated estimates4 and in any case, have rarely, if ever, been used to measure informal 
economic activity in cities. In contrast, “direct” methods like surveys have rarely been conducted to 
measure informal economic activity in the U.S. In addition, while surveys are good at generating rich 
information at the local level, they are nevertheless only snapshots making it difficult to derive from 
them any kind of trend analysis. 

 
2.4 We have the definition….what next?   
 

The authors of this literature review are in agreement with the need for broader definitions of 
informal economic activity and therefore support the ILO’s most recent expansion to include both 
enterprise and employment components in their definition. Without this more complete grasp of all 
the components and activities of the informal economy, development of robust local level 

                                            
1 The ILO has both funded and compiled an enormous number of research papers in this area, many of which 
can be found at http://www.ilo.org/dyn/infoecon/iebrowse.list?p_lang=en. 
2 Between 1965 and 1995 in the European Union, the share of the working age population with a job fell from 
65.2% to 60.4%. 
3 Federal funding for the United States Department for Housing and Urban Development is again on the decline 
with the department’s fiscal budget falling from $31.3 billion in 2005, to $28.5 billion in 2006, a fall of $2.8 
billion. See Chief Financial Officer reports at http://www.hud.gov/offices/cfo/reports/cforept.cfm. 
4 Various macro-economic indirect methods produced estimates of the informal economy ranging from between 
6.2% to 19.4% of US GDP between 1986 and 1990 (Schneider 2000). 
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measurement, policy and investment interventions will remain stunted and ignorant of “invisible” 
urban issues; a persistent blind spot for governments, local and national.  

 
However, the very scope of current, widely accepted definitions—to include both informal 

enterprises and informal employment relations—brings new challenges and obligations to those 
interested in quantifying urban informal economic activity at a local level. The countless documented 
descriptions of informal economic activity, its variation between cities in developed and less 
developed countries and emerging questions over some of the assumptions that have formed the 
basis of most of the research into the informal economy collude to shroud the pathway toward 
progressive interventions. In the United States, for instance, identifying economic activities by 
workers or economic units that are not covered by formal arrangements should not just result in the 
traditional response of punitive regulations and policies that seek to chastise informal economy 
participants as drivers of lost tax revenue. Instead, a better understanding of the size and causes of 
informal economic activity should also identify opportunities for positive interventions, for example, 
new channels of formal support for unregulated small businesses as potential drivers of new tax 
revenue and neighborhood wealth creation.   

 
While meta-definitions of the informal economy are important to supporting principles and 

international comparison, the spectrum of policy implications of these definitions needs further 
investigation. In the next section, we assess the prospects for developing new methods for 
measuring all aspects of urban informal economy activity and attempt to understand how they might 
drive positive change in cities by evaluating their suitability for identifying opportunities for 
constructive engagement and not just endorsing the need for even more punitive measures. 
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III. METHODS TO ESTIMATE THE SIZE OF THE URBAN INFORMAL ECONOMY 
 

As mentioned previously, this paper focuses solely on methods for measuring the informal 
economy in urban areas as well as evaluating their suitability for doing so. 
 
4.1  Direct Methods 
 

4.1.1  Surveys 
 
Surveys have been widely used as a means of collecting data on all aspects of the urban 

informal economy from its size and determinants to its characteristics and implications for urban 
areas. Depending on scope, time and budget, they can be deployed at both national and local levels. 
In developing countries, where other forms of institutionalized and systemized data is less reliable, 
surveys have been the primary source of data on a growing number of issues connected with the 
urban informal economic activity providing insights into labor exploitation, sexual harassment, and 
poor working conditions; enhancing comparability of data, micro-finance, micro-insurance, micro-
entrepreneurs; and understanding profiles of rural and urban informal sectors in terms of size, 
determinants, characteristics, workers rights, labor regulations, gender equality issues, public health, 
home-based production, labor unionization, immigrant workforces, migration, formal small 
businesses, traditional livelihoods, social co-operatives, the conduct of multinational companies, and 
urban infrastructure.  

 
Surveys have also been used in the United States as a means of measuring informal 

economic activity, though often in a rural rather than an urban context (Jensen et al., 1995, Nelson 
and Smith, 1999 and Tickamyer and Wood, 1998 and 2003). One of the most commonly cited 
criticisms of surveys as a means of collecting data on the informal economy is that its success 
hinges greatly on the respondent’s willingness to cooperate. It is difficult to assess the rise of the 
undeclared work from a direct questionnaire. Most people interviewed hesitate to confess fraudulent 
behavior and quite often responses are rarely reliable so that it is difficult, from these types of 
answers, to calculate a real estimate – in monetary terms – of the extent of undeclared work 
(Schneider, 2002). However, there are several detractors from this view who claim that respondents 
may not be as secretive as expected about their cash-in-hand work (MacDonald, 1994 and Williams 
and Windebank, 2001). Another disadvantage is that surveys are costly, time consuming and 
difficult. Finally, by their very nature, surveys offer snapshot glimpses of informal economic activity 
making it difficult to extrapolate trends on its size and development (Schneider, 2002).      

 
4.1.2 Tax Auditing 

 
The Tax Auditing method determines the size of the informal economy by measuring the 

residual between income declared for tax purposes and that measured by institutional checks (like 
Federal fiscal auditing programs for instance).  A number of difficulties beset this approach. Firstly, 
using tax compliance data is equivalent to using a (possibly biased) sample of the population. Since 
in general a selection of tax payers for tax audit is not random, but based on properties of submitted 
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tax returns which indicate a certain likelihood of tax fraud, such a sample is not a random one of the 
whole population. This factor is likely to bias compliance–based estimates of the informal economy. 
Secondly, estimates based on tax audits reflect that portion of informal economy income which the 
authorities succeeded in discovering and this is likely to be only a fraction of the hidden income 
(Schneider 2002). 

 
4.2 Indirect/Indicator/Proxy Methods 

 
4.2.1 Labor Market Analysis 
 
If data is both accessible and available, labor market analysis can give strong clues as to the 

size and composition of the informal economy workforce in urban areas. In the United States, for 
instance, the Economic Roundtable, a research think tank in Los Angeles, combined different locally 
focused methods to support their estimates of the size of Los Angeles County’s informal labor force 
(Joassart-Marcelli and Flaming 2003). They used multiple datasets to measure the residual between 
the number of jobs and the number of people working. To determine the number of jobs in the 
County, the study relied on ES-202 data5 from the California Employment Development Department. 
This data measures the number of jobs reported by businesses in the county. Though difficult to get 
disaggregated at the neighborhood level, this data is at least available at the county level. The 
Current Population Survey (CPS) from the U.S. Census Bureau is regularly updated survey data that 
is available during the years between the decennial censuses. CPS data is used to determine the 
number of employed persons in the county. Essentially, through developing nine different scenarios 
based on varying assumptions of who was employed and who wasn’t, the Roundtable found that the 
residual between the number of jobs reported by employers and the employment levels reported by 
employees signaled that informal employment could account for between 9 and 29 percent of LA 
County’s employment. This has enormous implications in terms of the buying power generated by 
informal labor. 

 
In addition, using Regional Account data available from the U.S. Bureau of Economic 

Analysis, researchers also looked at the U.S. labor force structure compared to that of Los Angeles 
County. Where the proportion of the number of businesses from a particular industry was much 
larger than the reported number of workers in that particular industry, it was inferred that informal 
workers were present but undocumented. These data are ideal for studying the informal economy at 
the county level and give important insights into the size and characteristics of the informal 
economy. In addition, all sets of data used are updated and published regularly which is very useful 
for analyzing trends in informal economic activity. The one major drawback to this method is that the 

                                            
5 The Quarterly Census of Employment and Wages (QCEW), or ES202, program is the product of a Federal-
State cooperative program and essentially records employment numbers according to the employers. State 
Employment Security Agencies collect the data from reports filed by employers each quarter and sends these 
data to the U.S. Department of Labor’s Bureau of Labor Statistics (BLS). The QCEW program produces a 
comprehensive tabulation of employment and wage information for workers covered by State unemployment 
insurance (UI) laws and Federal workers covered by the Unemployment Compensation for Federal Employees 
(UCFE) program. 
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data used is only disaggregated to the county level in the United States, and not to the municipal 
level making urban informal sector analysis more difficult. In addition, there is a risk of double 
counting as workers may be working in both the formal and informal economies. 

 
4.2.2  Currency Demand Analysis 
 
One of the most popular and evolving methods of measuring the informal economy is the 

currency demand approach (Schneider and Enste 2000). The foundation of this method is based on 
the assumption that informal economic transactions are made in cash (Cagan 1958). By looking at 
the correlation between the demand for U.S. currency and tax pressure, estimates are made on the 
size of the informal economy. This method of originally looking at the ratios of currency demand to 
tax burden evolved to econometric models controlling for payment habits, interest rates and other 
relevant variables (Tanzi, 1980). An increase in the informal economy was correlated with an 
increase in currency demand in the equation. The currency demand method later evolved to 
compare circulating currency with U.S. GDP, replacing tax pressure. Eventually the model evolved 
yet again to control for U.S. currency abroad growing with globalization. Other monetary indicators 
include the number of large denomination notes in circulation, the cash-deposit ratio, or level of 
money transactions. 

 
Though accepted as a strong method for estimating the size of the informal economy, the 

currency demand approach creates a few challenges in national and micro market estimations. First, 
while the majority of transactions in the informal economy are in cash, it is not 100%. Researchers 
have found that about 80% of transactions are made in cash (Isachsen and Strom, 1980). Second, 
the method assumes that the base year of comparison of the ratios of cash demand to either tax 
pressure or U.S. GDP did not have an informal economy (Schneider, 2002). The method does not 
provide evidence supporting this assumption. Third, the continued growth of the U.S. dollar as an 
international currency has made tracking dollars outside of the U.S. an inexact science (Feige 1996). 
Finally, the largest challenge in using the currency demand method for quantifying neighborhood 
informal economies is that it is a macro approach. Neighborhoods, or micro markets, characterized 
by mobile populations and fluid boundaries, are too small an area in which to determine currency 
demand.  

 
4.2.3  Electricity Consumption 
 
The electricity consumption method assumes that the best physical indicator of economic 

activity is electricity consumption (Kaufmann and Kaliberda 1996). Similar to the currency demand 
method, the electricity consumption method looks at the relationship between electricity consumption 
and GDP. After empirically showing electricity consumption and GDP share the same elasticity, the 
difference in growth of GDP and electricity use is attributed to the informal economy. 

 
This method yields estimates of the size of the informal economy, but like the currency 

demand method, raises some challenges. In his critique of the method, Schneider argues that not all 
informal activity requires electricity. The distribution of goods on the street is one example of a 
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common practice that requires little or no electricity. Second, the elasticity of electricity consumption 
is volatile depending upon the respective market, the efficiency of electricity distribution and the 
machines in use (Schneider 2002). Thirdly, as with the currency demand method, the main 
challenge is that this method, based on GDP, is a macro-level approach to quantifying the informal 
economy at the national level. However, an electricity consumption method, or an adaptation to 
water or telephone usage, may easily be employed at the micro market level where it can be 
correlated with local transactional data. Utility consumption data might be made available at lower 
geographies, which would support neighborhood level analysis. The availability of this data is often 
dependent upon regulations of state utility commissions and whether or not the utility is publicly or 
privately owned. In some instances, publicly owned utilities make available data at the address level 
for research focused on the public good. 

 
4.2.4 Neighborhood Proxies Approach 
 
Social Compact is a non-profit organization based in Washington, DC that conducts 

innovative market analysis designed to uncover market strengths and investment opportunities 
missed by traditional market analysis techniques. Through its “DrillDown” analysis, Social Compact 
uses multiple data from public and private sources to build real time market profiles of low-income 
areas, often undercounted by census analysis and underestimated by commercial market analysis 
methods. In over 100 low-income communities, Social Compact has used the “DrillDown” analysis to 
show that many inner city markets are much larger, safer, and with far greater buying power than 
previously thought. A critical component of Social Compact’s analysis is the employment of its 
informal economy model that estimates income not captured by mainstream analyses.  

 
Social Compact’s model uses proxies (measurable at the neighborhood level) of informal 

activity to estimate the income generated by that activity that may have been missed in census and 
census upgrade profiling. The model’s proxies have expanded over the eight years it has been 
employed but the methodology has essentially remained the same.  

 
Currently, Social Compact measures eight proxies, using a combination of publicly and 

privately available data, to estimate local informal economy activity and associated income, these 
include:    

  
 Percentage of households with a total income of less than $30,000 
 Ratio of household expenditures over income 
 Percentage of households with no banking relationships or credit histories 
 Percentage of utility payments made in cash 
 The prevalence of check-casher operations per acre in the profiled neighborhood 
 The prevalence of check-casher operations per household in the profiled neighborhood 
 Modeled versus actual housing costs 
 Percentage of the neighborhood’s population that is foreign born 
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Once collected, these eight proxies are then weighted using a points scoring system based 
on the results of Social Compact’s original work in four diverse Chicago neighborhoods. Social 
Compact identified the proxies through surveys of local residents and interviews with local 
community development practitioners in Chicago. The scale was weighted such that the Chicago 
neighborhood that exhibited the highest index for a particular indicator was considered the top value 
(represented 100% of possible points). The points scoring system amounts to a total of 10 possible 
points, with the proxies accorded the following values in the system: 

 
 Percentage of households with a total income of less than $30,000 (1 point): top value 45% 
 Ratio of household expenditures over income (1 point): top value 120% 
 Percentage of households with no banking relationships or credit histories (2 points): top value 

75% 
 Percentage of utility payments made in cash (1 point): top value 100% 
 The prevalence of check-casher operations per acre in the profiled neighborhood (0.5 points): 

top value is a sliding scale between 1 check casher per 100 acres (100%) and 1 check casher 
per 250 acres (0%) 

 The prevalence of check-casher operations per household in the profiled neighborhood (0.5 
points): top value is a sliding scale between 1 check casher per 1000 households (100%) and 1 
check casher per 2500 households (0%) 

 Modeled versus actual housing costs (2 points): top value 100% 
 Percentage of the neighborhood’s population that is foreign born (2 points): top value 80% 

 
The Neighborhood Proxies Model has been effective at sensitizing public and private sector 

decision makers to the urban informal economy as a generator of missed income in low-income 
communities. Nevertheless, the methodology has some major draw backs. Primarily, the model 
provides estimates as to the income generated by a neighborhood’s informal economy while giving 
no clue as to its determinants, size (in terms of work force and by industry sector), and 
characteristics, therefore limiting its use value to policy makers.  In addition, it is limited by the 
number of available local data sources, for example, data on remittance payments by local residents 
and the size of the undocumented population would enhance the proxies for informal economic 
activity captured by the model.  

 
Social Compact is constantly investigating ways of improving its informal economy 

assessment capabilities. Recently, the organization conducted a series of statistical tests with the 
data from Social Compact’s most recent market profile project, the Santa Ana DrillDown6. The 
results of this testing strongly suggested that the combination of the eight indicators listed above do 
generate an accurate and reliable method to predict the presence and size of income generated by 
the informal economy, treating the difference between household expenditures and household 
income as an indicator of the phenomenon in question.7  However, this same analysis suggests the 

                                            
6 Santa Ana, CA 
7 The combination of these eight variables provides the most reliable adjusted R square when compared to all 
other possible combinations. The only other combination that provides an equally reliable adjusted R square is 
a combination that does not include the percentage of utility payments made in cash. The reason for this result 
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weighting system developed during the Chicago DrillDown may be limiting opportunities to more 
broadly assess urban informal economic activity. For this reason, Social Compact is currently 
developing new methods of measurement including using variations derived from the DYMIMIC 
(Dynamic Multiple-Indicators Multiple Causes) model (explained next).  
 
 

4.2.5  Dynamic Multiple Indicators/Multiple Causes Modeling (DYMIMIC) 
 
There are two consistent limitations in many of the macro-economic methods for measuring 

the informal economy highlighted so far. The first is that most of these methods are limited to using 
just one indicator—currency demand levels, electricity consumption or unreported labor activity for 
example—to capture all informal economic activity. Intuitively, it might be expected that indications of 
informal economic activity would show up to varying degrees, in all these indicators simultaneously, 
in currency demand, electricity consumption and labor discrepancies. Secondly, the models often do 
not take into account the determinants or causes of informal economic activity. Where they do, in the 
currency demand model for example, it is usually only the effect of taxation that gets factored into 
the estimate (Schneider 2002). The Dynamic Multiple-Indicator Multiple-Causes (DYMIMIC) model 
has been developed over the past 25 years to address these limitations by factoring in the multiple 
determinants and indicators of informal economic activity (Frey, 1984). 

 
DYMIMIC is “based on the statistical theory of unobserved variables, which considers 

multiple causes and multiple indicators of the phenomenon to be measured” (Schneider 2002).8 The 
unobserved variable in this case is the informal economy and the model assumes that the informal 
economy is influenced by a number of different factors. This model has several key advantages. The 
first is that it has an intuitive quality in that it utilizes multiple data sources to capture as many 
components of informal economic activity, an important asset when trying to measure an “elusive” 
phenomena such as the informal economy. The second advantage is that the model can determine 
both the size and development of informal economic activity over time. The third intriguing aspect of 
DYMIMIC is its potential to be deployed at local levels. So far, the model has been used to measure 
informal economic activity at the national level (Giles and Tedds 2002) factoring in multiple causes 
like the tax burden, levels of regulation and tax morality (the citizen’s attitude toward the state), and 
multiple monetary, labor market and economic production indicators. However, as Social Compact 
has shown with its Neighborhood Proxies Approach, there are a number of disaggregated data 
sources available in the United States to assess the scope of informal economic activity at the 
neighborhood level using DYMIMIC, as figure 1 illustrates. 

                                                                                                                                             
is that the variable in discussion is a constant in the case of Santa Ana’s neighborhoods. Given that theory 
implies that cash utility payments are likely to help predict the presence of informal economy, Social Compact 
believes it should be included in the model for cases in which the variable is not a constant. Moreover, it is 
important to note that the while difference between household expenditures and household income does not 
equate to the informal economy, this difference appears to be a measurable and trustworthy indicator of its 
existence.  
8 The DYMIMIC (dynamic multiple-indicators multiple-causes) model consists in general of two parts, the 
measurement model links the unobserved variables to observed indicators. The structural equations model 
specifies causal relationships among the unobserved variables (the informal economy) (Schneider 2002). 
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Figure 1. Development of a Community Informal Economy over time using DYMIMIC 
 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

Preliminary research suggests that DYMIMIC could be applicable to neighborhood level 
analysis in the United States. However, the model does have its disadvantages. For one, it has not 
been tested in a localized setting. Furthermore, while DYMIMIC does advance the use of multiple 
data sets to capture more components of urban informal economic activity, more qualitative and 
quantitative research is required in the United States, to ensure that the most appropriate ‘causes’ 
and ‘indicators’ are identified.   

 
4.2.6 Income versus Expenditure Discrepancies 
 
National accounts statisticians have used national figures on income versus expenditures to 

estimate the size of the informal economy (Park 1979). If the expenditure level is higher than the 
income level, then economists and statisticians have used that as an indicator of the scale of income 
generated by the informal economy. For instance, American households earning less than $30,000 
annually consume between 125% and 200% of their stated income (some of which might be 
attributed to informal income, taking into account spending financed by credit card or other forms of 
debt)9. In the United States, at least, because of census data on household incomes can be 
disaggregated to smaller geographies, it is possible to use the United States Consumer expenditure 
survey to determine the residual between reported incomes and estimated expenditures in 
neighborhoods. However, the method is basic and only estimates the size of the informal economy 

                                            
9 See 2003 U.S Consumer Expenditure Survey 
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and does not shed light on either the determinants or the characteristics of the informal economy. In 
addition, the method does not take into account errors and omissions in income reporting.  

 
Appendix A gives a brief overview of all of the methods identified so far, including their 

potential applicability to local level analysis and the advantages and disadvantages of the method.  
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IV. WHY ACCURATELY MEASURING THE URBAN INFORMAL ECONOMY IS IMPORTANT 
 
4.1 Benefits and Barriers to Formalization 
 

The complex interplays and power geometries between the myriad of economic actors 
participating in the informal economy (the street vendor, the home-based worker, the sewing 
machinist, the day laborer) give some indication of the difficulty in establishing a common definition 
of the informal economy and the challenging task of harmonizing methods of measuring informal 
activity at the local level. However, advancing the understanding of the scale of the informal 
economy, its intricacies, and its contribution to local and global economies must compel public, 
private and non-profit agencies to overcome these difficulties as well as to work collaboratively to 
determine a comprehensive methodology. For example, an accurate measure of the informal 
economy can aid governments in identifying uncollected tax revenue and estimate a more exact 
GDP. In the United States, the informal economy is one of the largest growth sectors, comprising up 
to 25% of the nation’s GDP, according to some estimates (Losby et al 2002). In 1998, the Internal 
Revenue Service (IRS) quantified revenue losses at $195 billion – most of which was believed to be 
the result of transactions taking place in the informal economy.10 The California Franchise Tax Board 
estimated that over $255 billion in taxes, nationally, go unpaid due to informal economic activity.11 

 
In addition to benefits to governments, urban community development would also stand to 

gain. Accurate measurements of a community’s total economic activity may attract new investment 
and could assist policy makers in identifying those barriers that prevent small and medium 
enterprises (SME) from entering the formal market. Increased information on small businesses 
operating in under-regulated environments might encourage the engagement of mainstream small 
business lenders. 

 
A small business operating in a highly unregulated economic environment faces a number of 

barriers to formalization. Inhibited access, due to poor financial literacy, lack of appropriate facilities, 
or the fact that financial institutions simply do not have bank branches in the vicinity, prevents the 
small business owner from formalizing his or her enterprise by obtaining affordable, small business 
loans. Other impediments include regulatory barriers such as health standards or bureaucratic 
barriers such as the time and effort required to obtain a business license. While regulations and 
permits exist to aid government in collecting revenue or to protect public health for example, badly 
planned or executed public processes become additional barriers that increase the cost of 
formalizing an informal enterprise. In some U.S. cities, it can take up to six months to receive a 
business permit from the city. Punitive measures for tackling street vendors for example, will either 
push the practice further underground or make it impossible for the vendor to operate at all, 
removing all chance for potential tax revenue in the future. Progressive measures identify the 
impediments that prevent the vendor from operating his/her business in the formal economy and 

                                            
10 http://www.irs.gov. 
11 California Franchise Tax Board (2004), Frequently Asked Question About the Tax Gap. 
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devise new channels of support that nurture enterprise, promote formalization, and ultimately, 
increases tax revenues.  

 
On the supply side, because there is so little market data on unregulated economic activity, 

traditional market analyses models used by retailers and financial institutions overlook the significant 
buying power generated by the local informal economy and therefore misinform private sector 
investment decisions. Information gaps and poor market data can drastically influence the economic 
prospects of neighborhoods in the U.S., particularly in low income areas where traditional 
demographic data does not accurately capture market potential. The void draws predatory lenders 
offering sub-standard financial products, missed market opportunities for financial institutions, and 
above all, missed opportunities to nurture small business growth and encourage indigenous 
economic development and wealth creation. The opportunity costs of operating in the informal 
economy in this situation may very likely exceed the additional regulatory costs of moving into the 
formal economy.    

 
Contrary to the perspective of those belonging to the legalist school of thought, informal 

economic activity is not solely fueled by the desire to circumvent government taxes and regulation. 
Rather, many informal employers and workers remain in the informal economy due to the 
aforementioned barriers to formalization, or circumstantial matters requiring that they do so in order 
to survive. Many informal actors may welcome entry into the formalized economy, as they stand to 
gain certain benefits such as increased wages, better working conditions, and financial assistance in 
the form of small business loans. 

 
In an ideal world, barriers to entry would be completely removed allowing unimpeded capital 

flow between financial institutions and entrepreneurs, efficient and effective government processes, 
and access to good market data. Realistically, policy makers can focus efforts on shifting the barrier 
to entry, especially the cost of entry. By improving the dissemination of relevant data, such as 
market data to financial institutions and financial literacy to entrepreneurs, a greater proportion of 
unregulated economic activity can be captured and factored into policy and investment decisions. 
Better understanding the interchange between the informal and formal economy will assist 
governments and others to develop a regulatory framework to support the benefits of the informal 
economy while mitigating its negative aspects.  

 
A new vernacular is also required to endorse efforts for the broader, more constructive policy 

and investment interventions highlighted above. So broad is the current definition that the term 
“informal economy” can have very different connotations to different constituencies. It is not 
inconceivable, for instance, to imagine a campaigner for better protection for working women in 
Calcutta talking to an advocate for micro-enterprise in Los Angeles and for both to think that they are 
talking about the real informal economy. In the United States, measuring local informal economies is 
a chance to identify overlooked buying power, reform small business development and challenge 
policy makers to devise innovative solutions of poverty. 
 
4.2 Current Efforts 
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Such efforts are emerging both at the national and the local level. In the UK, a 2005 report, 
“Informal Economic Activities in Deprived Neighbourhoods,” encourages the national government to 
think more proactively about the channels it uses to engage with the informal sector. The report 
emphasizes the means through which the informal economy serves as a cornerstone of economic 
activity in low-income areas. The authors argue that new policies are needed to begin to formalize 
sections of the informal economy, or “black economy,” as it is known in the U.K. Measurement of the 
informal economy in the U.K. to date has been based on macro level analysis of expenditure and 
income. Measurement of the informal economy at a microeconomic level has only ever been 
attempted at a ward12 level in three locations across England, not including any London Boroughs. 
Community Links, an innovative inner city charity running community-based projects in east London, 
has been the first to measure the size of informal economic activity of the overall workforce (age 16-
64) at a borough level in the U.K  The study estimated that one in four workers work in the informal 
economy (see Community Links 2006). 

  
In South Africa, the local government in the City of Durban is developing a regulatory and 

business climate for informal enterprises by designing programs to support informal entrepreneurs to 
grow their business. Efforts include: providing permanent sites for street traders; charging fees, in 
lieu of taxes, for these sites; decentralizing the business registration process to make it more 
convenient for informal enterprises to register with government; and assisting with market 
development and financing programs. The government recognized that the needs of formal and 
informal enterprises are similar; both require secure locations, transparent contracts providing 
access to those locations, and a reliable set of services such as lighting, water, toilets, garbage 
removal, security and storage.  

 
In Mexico City, the local municipal government has set up a dedicated administrative 

structure to permit locations for street vendors and provide short training programs for vendors of 
prepared food. In Los Angeles, a public private partnership between the city and the religious 
community established a program to promote sidewalk vending as a means of facilitating 
neighborhood revitalization, providing entrepreneurial training, and small business development for 
community residents.  

 
In cases where there has been a concerted effort to positively measure the informal 

economy at the community level, private sector investment has followed. In New York City, a private 
sector study led by one of the city’s banks, documented an unreported informal economy in Harlem 
exceeding one billion dollars (Social Compact 2001.) This study provided the bank with the 
necessary data to open two new branches on 125th Street, the heart of Harlem’s commercial district.  

 
In each of the aforementioned cases, there is an acknowledgment, at all levels of 

government, that the informal economy is inextricably linked to the formal economy. Greater 
interaction between government and the informal sector could result in regulations tailored to 
alleviate poor and unsafe labor conditions, common in informal work environments, while supporting 

                                            
12 A ‘ward’ is the primary unit of administrative and electoral geography in the UK. 
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small business growth. For these reasons, it is important to develop the tools to accurately measure 
informal activity.  

 
In 2004, Social Compact identified an informal economy in East Oakland, California, that 

generated an estimated $130 million annually in household income (Social Compact 2005). More 
recently, it identified an informal economy in two study areas of Santa Ana, California that exceeded 
$183 million (Social Compact 2006). Cumulatively, the organization has identified an informal 
economy of $4.4 billion in over 100 urban neighborhoods across the nation.13 In a separate study, 
the Economic Roundtable, an economic research organization that studies the Los Angeles regional 
economy, asserts that the formal sector in Los Angeles County is stagnated, while the informal 
economy is responsible for the economic growth of the county (Joassart-Marcelli and Flaming 2003). 
They estimate “that on a typical day in 2004 there were 679,000 informal workers in the county and 
303,800 in the city. These workers are estimated to account for 15 percent of the county labor force 
and 16 percent of the city’s labor force” (Haydamack and Flaming 2003).  

 
Findings of this magnitude are essential for policy and investment decision makers to better 

understand urban markets, especially underserved and disinvested inner city and immigrant 
markets, where the informal economy tends to be most robust. These findings address a common 
challenge to inner city development in the United States – that of demonstrating sufficient household 
income or an adequate customer base to support essential financial services and retail businesses. 
Capturing the full measure of a community’s economy, both formal and informal, provides decision 
makers with the information needed to channel the right investment and regulation into underserved 
neighborhoods.  
 

                                            
13 Chicago, Cleveland, Houston, Jacksonville, New York City, Oakland, Santa Ana, and Washington, DC. 
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V. CONCLUSION 
 
In 2000, approximately 47 percent of the world's population lived in urban areas and it is 

expected that 60 percent of the world population will be urban by 2030. Developing a toolbox of 
services to meet the material needs of urban residents will be a continuing challenge, particularly in 
today’s underserved markets. While inputs that affect community development may be influenced at 
the national or international level (i.e. patterns of migration, interest rates, or supply chains), 
development occurs at the local level. Normalizing street markets in Los Angeles, providing micro-
loans to self-employed seamstresses in Houston, or opening a grocery store in an inner-city San 
Francisco community are not only examples of how development happens at the local level but also 
are illustrative of how the informal and formal economy intersect.  

  
A deeper understanding of how the informal economy operates, its size and how it interacts 

with formal economic activity at the community level, will aid investors and policy makers by making 
accurate information readily available. As this review describes above, there are a range of methods 
and approaches used to measure the informal economy. Efforts to measure the informal economy at 
the national level can assist policy makers on a range of issues such as measuring national GDP or 
assisting the flow of remittances. Localized efforts to measure the informal economy support 
community development activities including economic, housing and workforce development.  

  
A concerted effort is needed to better align the varied methods used to measure the informal 

economy so that they may support decisions a local levels. Efforts are well under way to address 
national level methodologies, but there has not been a similar effort to assess initiatives to quantify 
the informal economy at the neighborhood or micro market level. Additionally, bringing efforts to 
quantify the informal economy at both levels together will also assist researchers and practitioners to 
see the informal economy’s relation to the formal economy not as distinct economic activity, but as a 
unified economy that may need a new vocabulary to properly describe it. 
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APPENDIX A. OVERVIEW OF THE VARIOUS METHODS FOR MEASURING INFORMAL ECONOMIC ACTIVITY 
 

Potential Application to Neighborhood Estimates Direct/Indirect, Indicator or 
Proxy Approaches? 

Method Size 

Pros Cons 

Indirect 
Labor Market Analysis: Residual between 
recorded total employment and total number of jobs 
reported by employers 

Depending on labor market approach, 
the informal economy may generate 
between 9 to 29 percent of 
employment in LA County, CA.  
(Flaming and Marcelli 2002) 

1. Utilizes standardized data generated across the US, 
therefore approach is easily replicable 
2. Can estimate informal labor force at the county level 
 3. Can be tracked to identify trends in causes, size and 
composition of informal labor force which is useful when 
considering and developing policy interventions 

1. Residual between number of people claiming to be 
employed and reported employment by employers may be 
caused b other factors other than the informal economy 
including lag time in reporting and the increasingly 
fragmented and flexible nature of employment  
2. A person may work in both the formal and informal 
economy  
3. Data only disaggregated to the US County level making 
more micro-market analysis hazardous 

Proxy 
Neighborhood Proxies Approach: Weighted score 
system of neighborhood indicators to identify 
estimated income generated from informal activity 

15-25% of neighborhood income ($4.4 
billion in 101 low-income 
communities) (Social Compact 2005) 

1. Simple model that is easily replicable  
2. Designed specifically for micro-market analysis 
 3. Uses a wide variety of data sources  
4. Can be conducted regularly to highlight trends 

1. Model only highlights size and not determinants or 
characteristics of the informal economy  
2. May capture formal economic activity as well as income 
from criminal activity 3. Lacks rigorous testing in all medium 
and higher urban economic micro-markets 

Proxy/Indirect 

Currency Demand: Controlling for other macro-
economic causes (interest rates for instance), 
attributes the size of the informal economy to 
excess demand for currency based on the 
assumption that all informal economic transactions 
use cash  

1986/90: 6.2% of US GDP  (Schneider 
2000) 

1. Can track the size and development of the informal 
economy  

1. Difficult to employ at a local level  
2. Not all transactions are paid in cash  
3. Availability of data means that the tax burden is the 
primary cause of the informal economy in most currency 
demand analyses which is unrealistic 

Proxy 

Electricity Consumption: Assumes electricity 
usage is the single best indicator for informal 
economic activity. According to this approach, the 
difference between the gross rate of registered 
(official) GDP and the corresponding rate of total 
electricity consumption can be attributed to the 
growth of the informal economy. 

1986-1990: 9.9% of US GDP (Schneider 
2000)  

1. Simple method that can be employed locally using 
electricity consumption data supplied by utilities and 
regulators  
2. Method is easily replicable 

1. Not all informal activity requires electricity (gardening or 
agricultural day labor work) 
2. The elasticity of demand for electricity may vary between 
locales over time  
3. Technology has and will improve the efficiency of electrical 
usage 

Direct 

Survey: The most widely used method; well 
designed surveys are conducted at various 
geographic levels to derive rich information on the 
size, determinants and characteristics of the 
informal economy. 

1981-1985: 5.6% of US GDP (Schneider 
2000) 

1. Widely used as a source of rich and detailed 
information on the informal economy with important 
implications for policy interventions 
 2. Often only source of data on the informal economy 
where there is a dearth of other micro and 
macroeconomic data  
3. Can be deployed at an geography depending on 
objectives, scope and budget 

1. Time consuming  
2. Costly  
3. Challenging, the very nature of the subject may mean that 
respondents are less willing to divulge information  
4. Design of survey can influence results enormously  
5. Difficult to track trends in informal economic activity 

Indirect 

Multiple Causes/Indicators: This model 
approach explicitly considers multiple      causes 
leading to the existence and growth as well as the 
multiple effects of the informal economy over time. 
The model is based on the statistical theory of 
unobserved variables, which considers multiple 
causes and multiple indicators of the phenomenon 
to be measured. 

2001/2: Informal economy estimated to 
account for 8.7% of US GDP 

1. Methodology includes wide variety of both 
determinants and indicators of informal economic 
activity, reflecting the many facets of the phenomena  
2. Based upon existing traditional and non-traditional 
data sources used by Social Compact in the US for 
example, the methodology may be applicable and 
replicable for more local-level analysis 

1. Like all models, MCMI is only as good as the assumptions  
2. Untested at a local level 

Direct 

Tax Auditing: Designed to measure the amount of 
undeclared taxable income, this method is based on 
measuring the discrepancy between income 
declared for tax purposes and that measured by 
selective checks like fiscal auditing programs for 
instance. 

1986-1990: Informal economy 
estimated to account for 10% of US 
GDP (Schneider 2000) 

1. Utilizes large existing data sets  
2. Model could possible be disaggregated for micro-
market analysis 

1. Because the sample is based on suspicion of tax fraud, it is 
not random and therefore biased to certain activities and 
sections of the population  
2. Estimates based on tax audits may capture only a small 
portion of the informal economy income. Simply because 
authorities succeeded in discovering it does not mean they 
have captured all informal economic activity  
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