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A THEORY OF THE URBAN INFORMAL SECTOR
AND THE IMPLICIT CONTRACTS MODEL

{Summary}
Toru Nakanishi

This paper attempts to present a theoretical framework for
understanding the urban informal sector more substanfively. After a
survey of the traditional models, an implicit contracts theory is
discussed, referring to the participant observations the author
conducted in the squatters area in Metro Manila in the Philippines
for eight months from 1985 to 1989.

In a survey of the traditional theoretical models on the urban
informal sector, it is pointed out that these models assume
competitive markets for the urban informal sector. It can be said,
therefore, that the models on the urban informal sector, which
neglect the actual situations in the urban informal sector, are
discussed only in a revised traditional dual economy framework.

The author considers the implicit contracts theory, which is
developed by Vijay N. Jagannathan, as one of alternative theoretical
frameworks for understanding the urban informal sector. This theory
can explain, with some modifications, the vicious circle of poverty in
the urban informal sector, the rural- urban migration, or the
expansion mechanism of the urban informal sector, which can not be
explained by the traditional theory.

A Jagannathan’s implicit contracts model, however, which assumes
that implicit contracts are productive socially, has some problems. It
is pointed out that, according to the author’s participant observati-
ons, the vertical implicit contracts, or the patron-client relations can
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not become a second best solution with incentive compatibility,
under the conditions that the markets in the urban formal sector are
regulated by economic policy. The author shows that a competitive
informal market is superior, as a second best solution, te implicit
contracts system which is proposed by Jagannathan's model.



