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Abstract:

Institutions matter for economic growth. In as much as the informal economy is one of the
undesirable effects of the institutional change of the economy towards the market economy,
the question is which kind of these institutions matter more. The informal economy is a social
and economic phenomenon, which has an impact on the formal economy. Among its main
drivers, the formal and the informal institutions that affect the agents’ behaviors to enter the
informal economy. The emphasis of this paper is on the impact of institutional settings in
shaping the incentives that drive economic agents to conceal their activities. Besides,
analyzing how informality interacts with these institutional settings help better understanding
the contribution of the formal and informal institutions in the rising size of informality in
Algeria basing on several international indicators.

Keywords: informal economy, institutional change, institutional framework quality,
institutional measures, new institutional economics.
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Analyse de I'économie informelle en Algérie d'un point de vue institutionnel

Résumé :

Les institutions importent pour I’économique. L'économie informelle en tant que catégorie
institutionnelle apparait comme I'un des effets pervers du changement institutionnel des
économies en transition vers le marché. Le propos de cette contribution est de comprendre
comment les institutions formelles et informelles, a travers leur influence sur le comportement
des agents économiques, participent a 1’augmentation de la taille de I’économie informelle en
Algérie. S’appuyant sur nos propres travaux dans ce domaine, nous montrerons en particulier
I’impact du cadre institutionnel dans la formation de I’économie informelle.

Mots clés : changement institutionnel, économie informelle, mesures institutionnelles,
nouvelle économie institutionnelle, qualité du cadre institutionnel.

Introduction
The informal economy became a controversial subject since its discovery by Keith Hart in

1971. Since then, many researchers and policy-makers attempted to find different ways to
control its rising size and to find out its main causes.
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There are several causes of the informal economy, among which the economic institutions of
the country that affect the economic agents’ behavior. On the one hand, the impact of
inefficient formal institutions on economic activities that drive economic agents to hide
underground, but on the other hand, the pervasive informal institutions; such as informal rules
and social norms; that are deep-rooted in the society’s culture; where the informal production
is considered as one of the most pervasive forms of informal institution. (Dell’ Anno, 2010)

On the basis of this political and institutional framework, our emphasis will be on the impact
of institutions, economic policies and public governance in shaping the incentives that
promote the economic agents to conceal their activities. Thus, the main issue is to examine
how the informal economy interacts with institutional settings and economic policies, which
help better understanding the role played by institutions and stage of economic development
in the rising size of informal economy.

In section 1, we will give a literature review on informality and institutions. Next in section 2;
we will shed a light on the institutional framework in Algeria basing on both national and
international institutional overview. Finally, we will conclude by a discussion on informality
in Algeria.

1. Literature review on the informal economy and the New institutional approach

1.1.  The main aspects of informality

The definition of the informal economy differs according to the range, the different economic
agents involved in it, the degree of compliance with rules and conventions of established
institutions, importance and extent of the rule being violated. All these criteria reflect the
different perspectives from which informality can be seen. As a result, many researchers and
organizations attempt to define it. In this paper, we will mention some of the main definitions
of informality.

According to the Organization for E and Co-operation and Development (OECD); the non-
observed economy is comprised of all the activities that are underground, illegal, informal
sector or undertaken households for their own final use; in addition to the activities that may
be missed because of deficiencies in the basic data collection program. (OECD, 2002)

The international labour organization (ILO) provided parameters for understanding the
informal economy as ‘all activities that are, in law or practice, not covered by or excluded
from the formal arrangements. It does not cover illicit activities.

This exclusion refers to working people who are largely excluded from the exchanges that take
place in the formal economy. They are often not captured by national accounts and official
statistics. They thus lack social protection, do not exercise rights at work and lack representation
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and voice in the workplace. Moreover, they are excluded from the benefits that are provided
by the state, private markets and political processes. The informal economy thus includes
vulnerable and unprotected people who seek to meet their own needs. (ILO, 2002, 2013,
2015) The shadow economy includes all the synonyms refer to some type of shadow economy
activities. It includes all economic activities which are hidden from official authorities for
monetary, regulatory, and institutional reasons. Monetary reasons include avoiding paying
taxes and all social security contributions, regulatory reasons include avoiding governmental
bureaucracy or the burden of regulatory framework, while institutional reasons include
corruption law, the quality of political institutions and weak rules of law. (Medina &
Schneider, 2018)

Rather basing on a specific definition among the previous ones, our emphasis will be on the
non-compliance. It includes all the underground activities that reflects circumvention of the
established rules, or exclusion from the protection of those rules. Consequently, the
underground economy includes all activities that have legal outputs but employ illicit means
and are concealed from public authorities for the following reasons: avoiding the payment of
income, social security contributions and other taxes, besides avoiding certain legal labor
market standards and other administrative obligations. This reflects the voluntary exclusion
from the formal economy because of the weakness of the institutional framework. (De Soto,
1989; Feige, 1989a; North, 1990)

There are several school of thoughts that analyze the determinants of informality, some of
them attribute the rising size of informal practices to bad institutions and government size
related to tax system and public governance; (De Soto, 2000; Dessy & Pallage, 2003)

Other schools found that the impact of burdensome government regulations on economic
activities; in addition to the informal institutions that promote economic agents to go
underground. (Dell’ Anno, 2010)

Tablel: the interdependences between the formal and the informal economies

Schools of though Characteristics Authors

Dualist The informal economy is comprised of marginal activities, not (ILO, 1972);
related to the formal sector, that provide income for the poor and (Sethuraman, 1976)
safety in times of crisis. The persistence of these activities because
there not enough modern jobs opportunities to absorb surplus
labor, due to slow growth rate and faster rate of population growth.

Structural The informal sector includes subordinated economic units and (Moser,1978);

(petty commodity | workers that reduce labor costs and increase the competitiveness (Tokman,1978);

production) of capitalist firms. (Castell & Portes,
The capitalist development lies in the existence and growth of 1989)

informal production relationships.
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Legal The underground economy consists of all micro-entrepreneurs (De Soto, 1989);

(State versus legal | who go underground in order to avoid the costs, time, and effort of | (Feige, 1989a);

system) being registered (bureaucratic restrictions). (North, 1990);
That is because of the heavy and burdensome government

Ilegal regulation.

It is also comprised of illegal and underground activities.
Informal self-employed operate illegally to avoid taxation,
commercial regulations and other transaction costs.

Source: Chen et al (2004).

Table 1 summarizes the main schools of thought that interpret the relationship and
interdependences between formal and the informal economies, which are the dualist, the
structural, the legal, or the institutional one and the illegal one.

In this perspective, we stress the set of determinants and causes that contribute to the rising size of
informality; which are: economic (as macroeconomic policies ...), political (as corruption and
rent seeking...) and finally the institutional ones (concerning the governance quality).

According to La Porta & Shleifer, 2008, the determinants can be gathered in three categories,
which are:

Costs of being formal or entry costs in the official market; which are the resources to fulfill
the required procedures to legally start a business.

Costs of staying formal consist of tax payments and government regulations (as regulations of
labor market) and also corruption that increases the incentive to escape to the underground
economy. Individuals go underground because of the cost of legality. That is to say that the law
has a cost like everything else, for example: the amount of time and information necessary to
comply with these imposed regulations. In developing countries, the transaction costs (or the cost
of law) are low; which encourage economic agents to be legal. (North, 1990)

Benefits of being formal (opportunity cost of informality); which encompass access to public
goods, such as infrastructures.

Finally, the cost of compliance, in terms of tax compliance, which refers to the costs that
make taxpayers evaded to pay their taxes. These costs involve keeping accounts, reporting
information to the tax authorities, keeping informed about changing tax laws, hiring tax
advisers, obtaining tax forms, filling them out, standing in line to make tax payments, and so
on. (Tanzi, 1999)

The state thus should whether increases the benefits of being formal to promote businesses to
stay legal, or reduces the transaction and monitoring costs on economic transactions that
prevent economic agents to comply with its regulations.

The next section will be devoted to the institutional perspective of informality, where we will
throw light on the link between institutions and the non-compliance.
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1.2.  The link between institutions and informality

Drivers of informality can be structural (related to economic and social reforms, such as
education and infrastructures), behavioral (related to economic agent’s decision whether to
become informal or to stay formal) and legal or institutional (government regulations and
weak law enforcement).

As it is mentioned above, the focus of this paper will be on the institutional perspective of
informality or non-compliance with the government rules. The informal economy is defined
as the exclusion from the formal arrangements and transactions. This exclusion reflects the
weakness of governance, the weak institutional framework and badly implemented economic
and social policies. (ILO, 2002)

Institutions are generally defined as the “rules of the game”, or “humanly- devised constraints
that shape human political and social interactions”. Since human beings live in an uncertain
world, they devise institutions to control their environment, to bring some certainty to their
transactions. (North, 1990)

There are many classifications of institutions. In this paper we will select North’s division of
institutions into formal and informal institutions. Formal institutions are the rules engaged in
formal structures such as constitutions, political institution and property rights systems, while
informal institutions are largely self-enforcing through mechanisms of obligation, and they
include socially sanctioned norms of behavior (e.g. attitudes, customs, taboos, conventions
and traditions), extensions, elaborations and modifications of formal rules outside the official
framework. The enforcement mechanisms of the informal institutions are self-enforcement
mechanisms of obligation, expectations of reciprocity, gossip, shunning, ostracism,
boycotting, shaming, threats and the use of violence.

Concerning the interaction between the formal institutions and the informal institutions, there
are four kinds of informal institutions, as follows: (Soysa & Jutting, 2007)

As to the first, informal institutions are complementary to formal institutions, when both
formal and informal institutions have the same enforcement characteristics. This means that
there is interaction between social norms and rules of law; which is the optimal situation to
promote economic growth.

Second, informal institutions accommodate formal institutions, when both formal and
informal institutions diverge. This means that there is not interaction between informal and
formal institutions, where each one generates different outcomes.
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Third, informal institutions compete with formal ones that are inefficient; especially in
countries that are characterized by no enforcement of the rules of law, because of the high
costs of enforcement.

Finally, informal institutions can substitute inefficient formal institutions, where informal
institutions generate outcomes that the formal institutions should generate. (Helmke &
Levitsky, 2004)

The new institutional approach is thus created by rational individuals as responses to the
market failures, in order to overcome the production externalities, free rider and collective
action problems and imperfect information. These sources of uncertainty (e.g. uncertainty
about prices, types, choices, costly information, and unforeseen contingencies) motivate the
creation of institutions other than the market in order to reduce transaction costs. By creating
new incentives or by imposing new constraints as new ways of living, the non-market
institutions provide mechanisms that enable individuals to overcome social dilemmas to
achieve higher level of welfare.

Informal practices are thus distinguished one from another based on the nature and the extent
of the rule being circumvented and violated. Moreover, institutions (especially property
rights) are created to reduce uncertainty and the costs on the transactions among economic
agents, in other words, the creation of institutions that structure the rules and their
enforcement in order to support cooperative solutions.

Therefore, any successful development process requires understanding the dynamics of
economic change to achieve the desirable economic outcomes; where this economic change is
based on the polity (i.e. state) that enforces and specifies the formal rules. (Harris et al, 1996)

Although formal institutions are important in modern life to secure economic transactions,
informality (informal institutions and informal connections) is the essential and crucial
element in constructing trust and supporting cooperative arrangements among economic
agents in order to improve the performance of the economy. This recognition of the
importance of informal settings in economic environment does not deny the necessity of
formal rules because of the negative consequences of informality; such as nepotism,
favoritism, patronage, corruption and bureaucratic practices.

This shows that informal connections need to be supported and need to be operating within
formal structures to secure transparency, accountability and property rights protection basing
on effective formal procedural democracy and efficient public administration. (Misztal,1999;
Williamson, 2009; Acemoglu et al, 2005, 2010)
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Moreover, recent institutional and economic changes need to be based on combining
impersonal and procedural rules with local standards of the society, which in turn ensure
equality without destroying individual and societal uniqueness. In another way we can say
that both formal rules of political and economic system and informal connections (that link
the society to a common system of relations) are used as platforms for exploring social
problems and conflicts; which support cooperative and trustworthy actions outside the formal
channels basing on mutual trust, respect and cultivation. Basing on this perspective, the
institutional approach is used to analyze the link between reflexivity and freedom civility,
intimacy and sociability (features of informality) and restrictions (aspect of formality).
(Knight & Sened,1998)

To sum up, the institutional design plays a crucial role in shaping the incentives to go
underground, where both formal and informal institutions are important in reducing the costs
of undertaking economic and social interactions between individuals and raising the level of
economic growth and social welfare. This pinpoints that the development of underground
activities is the consequence of the gap between public policies and the institutional
environment; the so-called institutional voids that are defined as gaps between rules and the
effectiveness of their implementation. They emerge when there is a divergence between
economic growth and social and economic structures, which in turn leads to over-exploitation
of human and natural resources. (Rodrigues,2013)

After giving the main aspects of informality and institutions, in the next section we will
analyze the institutional and legal framework in Algeria from different indicators.

2. Institutional and legal framework in Algeria and its impact on Informality

There are many interpretations of the Algerian informal economy, in which every author has
interpreted it; basing on his point of view. Generally, there are four interpretations of this
phenomenon in Algeria, in which it is interpreted as "petty commodity production” (PPM)
which focuses on the development of small-scale activities and different forms of
employment (caregivers, apprentices, work at home and multiple activities). It is interpreted
as a "parallel economy” in the period of state-led economy, where is includes parallel
activities resulting from the inefficiency of the public regulations, such as: production in
black market, distribution and import-export, foreign exchange. (Henni, 1991)

After that, it is extended to include illegal activities particularly in the period of the transition
to market economy, where the legal approach is introduced to understand the behaviors of
illegal economic agents who seek to maximize their profits from the circumvention of the
government regulations. (Bounoua, 2002b, 1999)
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Finally, it is interpreted as the informal economy, which includes individuals who seek to
meet their own needs; because of the unemployment crisis in the official economy or because
their revenues that did not satisfy their needs. They choose informality as a source of
livelihood; so do the informal firms in order to reduce the cost of being formal.

As to the size and the importance of the informal economy in Algeria, several researchers
estimated its size using different estimation approaches. For Bouklia & Talahite (2008), the
average size of the informal economy is 25.17 % of GDP during the period 1991 to 2005.

In the paper of Alm & Embaye (2013), based on the currency demand approach (CDA), the
average size of the informal economy was 48.09 % of GDP during the period 1984 to 2006, it
ranges between 49.3% of GDP in 1994 and 45.8% of GDP in 2006. Bounoua et al, 2014,
using the multiple indicator multiple causes (MIMIC) approach, found that the size of the
informal economy varied from 41.68% of GDP and 46.43% of GDP covering the period 1990
to 2009. Kori, 2018, measured the size of the informal economy using the MIMIC model over
the period 1970 to 2016. Its size is about 47.4 % of GDP in 2016. Medina and Schneider
(2018) estimated that the size of the informal economy in Algeria represents 30.86 % of GDP
for an average over the period 1991 to 2015; using the PMM method and the MIMIC
approach. Charmes (2012, 2019) assessed the size of informal economy in various regions of
the world. He estimates the contribution of informal sector to GDP in Algeria in 2013, the
share of total GDP stands at 43.5% (with agriculture) and at 33.8% without agriculture. The
informal sector represents 39.4% of non-agricultural employment.

As to the institutional aspects of informality in Algeria; it is found that the existence of the
informal practices and non-compliant behaviors is due to the level of trust that the economic
agent has in public institutions and the economic system. Besides, the persistence in informal
institutions and the adjustment to formal institutions that reflect the adaptation and
compliance of economic agents to formal institutions. (Bouanani & Bounoua, 2019)

The legal and institutional frameworks whose design and enforcement are essential to
combating informality are those that govern labour, social protection, business regulation and
securing property rights, including access to financial capital. (ILO, 2013) Changes in the
legal framework, business environment and labour market are one of the main aspects of
analysing informality in Algeria. However, this is beyond the scope of this paper because of
the statistics and data that are needed for the analysis.

As to the international point of view, we will base on the following indicators to analyze the
institutional framework in Algeria, among others, the World Bank (Doing Business), the
Worldwide Governance Indicators; Ibrahim index of African governance (I1I1AG); Heritage
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foundation on the index of economic freedom; Fraser Institute on economic freedom index
and Transparency international on corruption perception index. This analysis will help us to
determine the kind of institutions that affect informality in Algeria.

According to the rising size of the informal economy is due in the first place to the weak
institutional framework of the business environment that contains some inadequate
regulations for creating businesses whether the procedures, time or costs. Figure 1 shows the
ranking of Algeria during the period 2010-2019.

Figure 1: Algeria’s rank, doing business (2010-2019)
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Source: Authors.

Algeria rank is 157, in particular: starting a business (152), dealing with construction permits
(121), getting electricity (102), registering property (165), getting credit (181), protecting
investors (179), paying taxes (158), trading across borders (172), enforcing contracts (113)
and resolving insolvency (81). (World Bank Doing Business, 2020)

From the graph above, we can see a downward trend of Algeria ranking since 2010 with an
improvement in 2019; which shows that starting a business in Algeria is a lengthy,
bureaucratic and difficult process to engage in, even though Algeria has implemented several
business regulatory reforms since 2008. (The other reforms were implemented in the
following years: 2010, 2012, 2013, 2015, 2016, 2017 and 2019)

According to the Worldwide Governance Indicators (WGI), despite the massive investment
that Algeria has made in different socio-economic domains to foster inclusive growth, many
other structural issues have emerged, such as: weak private sector job creation whereas the
public sector is supposed to promote private sector rather than compete with it. Besides, high
unemployment, low women labor force participation and insufficient quality of public
services. The following figure 2illustrates the governance indicators of Algeria from 2015 to
2019 (the indicators estimates range from -2.5 weak to 2.5 strong).
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Figure 2: The Worldwide Governance indicators (2015- 2019)
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Figure 2 reveals the weak governance quality which is due to the weak institutional capacity
that leads to more opportunities for corruption, rent-seeking behaviors and non-compliant
behaviors, thus reducing good job opportunities and the accumulation of skills that are
required for the private sector development.

According to the Ibrahim Index of African Governance (I1AG); Algeria ranked third in North
Africa in overall governance, being outperformed by both Tunisia and Morocco, while
performing better than Egypt, Mauritania and Libya. It scores 56.2 in overall governance (an
improvement when comparing to its score 52.9 in 2017). Since 2011, Algeria has shown some
progress (+3.3), demonstrating the thirteenth largest improvement on the continent and the
third largest improvement in North Africa, where it shows progress in Safety & Rule of Law,
Participation & Human Rights and Human Development. (I1AG, 2020)

Fraser Institute on economic freedom index measures the degree to which the policies and
institutions of countries are supportive of economic freedom. The cornerstones of economic
freedom are personal choice, voluntary exchange, freedom to enter markets and compete, and
security of the person and privately owned property. This index covers five broad areas: size
of government, expenditures, taxes, and enterprises; legal structure and security of property
rights; access to sound money; freedom to trade internationally; and regulation of credit,
labor, and business. Algeria ranked 157th in 2018; which it is the least free in the Arab world
for this area. Besides, it is classified in the ten lowest rated countries. The following figure3
shows the evolution of the index rank of Algeria covering the period from 1970 until 2018.
(Fraser Institute, 2020)

69
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Figure 3: Economic freedom index of Algeria (1970-2018)
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Source: Authors.

Figure 3 reflects the low level of economic freedom of the Algerian economy that provides
the institutional environment to encourages markets.

A country like Algeria that seeks to encourage more economic freedom and more economic
advancement should consider increasing the degree to which economic resources are allocated
through markets rather than the political process, reducing regulatory barriers to starting and
running a business, limiting policy distortions of the product and labor markets and improving
the protection of private sector.

Heritage foundation on economic freedom index is graded and ranked on 12 measures of
economic freedom that evaluate the rule of law, government size, regulatory efficiency, and
the openness of markets. For Algeria, the following figure 4 illustrates the main scores over
the period 1995 to 2020:

Figure 4:Economic freedom index of Algeria (1995-2020)
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Source: Authors.

From figure 4, we can see a downward trend exploring the low level of economic freedom of
the Algerian economy; which is due to low quality of rule of law and regulatory efficiency,
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besides the low attractiveness of foreign direct investment (FDI) and few opportunities that
promote entrepreneurial activity. Besides the restrictions on imports and foreign engagements in
its economy, political uncertainty and the institutional weaknesses that curb the opportunities for
sustained long-term economic development and limit foreign investments, because of the
difficulty in the credit access and the underdevelopment of the equity market. However, Algeria’s
economic freedom has been on an upward trend since then2018. In order to keep this upward
trend, the government must strengthen the judicial system and rules-of-law, institutions and
increased financial freedom, which would improve the investment climate.

From 2003 to 2011, Algeria was considered among the highly corrupted countries. In 2012,
Algeria operationally implemented the anti-corruption law that is created in 2006 (the law 01-
06 of the prevention against corruption), which is resulted in an improvement in the
perception corruption index. However, corruption is a growing problem in the Algerian
society including all its forms and the damage that could affect the economic activity.
Although the rules and the regulations that are created in this field, its impact and its spread
size in the whole economy could not be arrested or reversed.

From an institutional point of view, corruption is considered as an informal institution that
reflects the violation of the rules that create social welfare, which in turn imply negative
externalities and positive social costs, and thus undermine the institutionalization of formal
institution and their efficacy, such as private property rights. (Hodgson & Jiang, 2007)

Figure 5: Corruption perception index of Algeria (2003-2020)
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3. Discussion

As it is mentioned earlier, policy makers and researchers around the world recognize the
importance of institutions for reducing informality and for promoting economic advancement and
economic growth. For this reason; the government faces two major challenges, the first one is
linked to the bad institutional framework for business, and the second is related to encouraging
the economic growth and opportunities by promoting economic agents to be legal;
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which depends on the state’s capacity to provide public goods and its role in reducing
transaction costs and protecting property rights. Moreover, the large size of informal practices
reduces the state’s capacity and makes it raising the tax rates in the formal sector, which in
turn restricts its expansion and encourage more informal activities that make the official
statistics incomplete and thus hampers the establishment of efficient economic policies.

Basing on the different international institutes assessments, the rising size of the underground
economy is due in the first place to the weak institutional framework of the business
environment that contains some inadequate regulations for creating businesses whether the
procedures, time or costs. Thus, starting a business in Algeria is a lengthy, bureaucratic and
difficult process to engage in; which in turn promote economic agents to go underground.
(World Bank Doing business, 2020)

According to the World Bank governance indicators, the institutional framework in Algeria is
inefficient though the massive investments that has been made indifferent socio-economic
domains to foster inclusive growth. This inefficiency is attributed to public spending policies,
the quality of public service delivery and infrastructure in addition to the weak institutional
capacity and governance that lead to more opportunities for corruption, rent-seeking behavior
and non compliant behaviors.

According to the Fraser institute and Heritage foundation on economic freedom index,
Algeria’s low rank didn’t change reflecting the low quality of rule of law and regulatory
efficiency and protection of property rights scores; besides the low attractiveness of foreign
direct investment and few opportunities that promote entrepreneurial activity, which give it
the last rank in freedom to trade internationally among the MENA countries. Moreover, even
though the improvements in the business environment, entrepreneurial activity and economic
development remain the same, the labor market is still rigid; among other thing like the rent
seeking activities, corruption in business and informal economic practices.

Finally, according to the Transparency international corruption perception index, corruption is
a growing problem in the Algerian society, even though the rules and the regulations that are
created in this field. Corruption reduces the trust between the state and the economic agents,
which will hinder cooperation and competition that are key engines of the market economy.
Because of this violation, economic activity will be directed by clans and illegal mafias, and
thus leads to more non compliant behaviors with the government rules.

To sum up, the economic atmosphere in Algeria is quite challenging; especially when it comes to
its institutional framework; even the importance of institutions for economic advancement; they
are often ignored. Basing on the institutional framework interpreted by many institutional
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institutes, although the several institutional improvements in both economic and social aspects
of the whole economy, the political uncertainty and the institutional weaknesses remain curbing
the opportunities for sustained long-term economic development and limiting foreign
investments, which in turn, promote economic agents to go underground and adapt non-
compliant behaviors; and thus more informal practices.

In general, a society that link informality and formality of interactional practices can support
cooperation, cohesion (integration) and innovation among its members. Hence, any conflict
between formal and informal settings requires the adjustment of institutional structure to the
requirements of the informal exchange, in order to support institutional change and thus the
development process.

Moreover, is found that efficient regulation and good rule of law, freedom to start a new
business, secure property rights and contracts enforcement increase the benefits of remaining
in the official economy and increase the costs of informality. Nevertheless, corruption,
bureaucracy and regulatory burden affect the economic agents’ decision to go underground.
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