Abbriviate Tittle- Ind J Econ Bus Manag
ISSN (Online)- 2583-3758

OPEN EACCESS JOURNALS

DOI: https://doi.org/10.5281/zen0d0.14221888

Journal Homepage Link- https://indianapublications.com/journal/lJEBM

Indiana Journal of Economics and Business Management

i INDIANA PUBLICATIONS
PRODUCTIVE AND QUALITY RESEARCH

Research Article

Volume-04|Issue-06-2024

Characteristics of the Informal Sector That Facilitate Inclusion in The Formal Tax
System: A Case of Bulawayo SMEs Retailing, Bulawayo, Zimbabwe

Musakwa**. R, Kurauone. O?, Zingwina. M?

L23Faculty of Commerce, Department of Accounting and auditing, Zimbabwe Open University, Zimbabwe.

Article History

Received: 01.11.2024
Accepted: 20.11.2024
Published: 26.11.2024

Abstract: The informal sector in Zimbabwe, encompassing a wide range of unregistered businesses and self-
employed individuals, presents significant challenges for tax compliance due to its unique characteristics. This
study investigates the attributes of the informal sector that impede tax obligations, focusing on the lack of formal
registration, absence of financial records, reliance on cash transactions, and limited access to financial services.

A quantitative research methodology was employed, utilizing a combination of judgmental and convenience
Citation sampling to analyze data from 29 small and medium enterprises in Harare’s Central Business District. Findings
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indicate that 55% of participants acknowledged the absence of formal documentation as a primary barrier to tax
compliance. The study highlights the need for targeted strategies that leverage these characteristics to facilitate
the informal sector's integration into the formal tax system. It recommends the development of alternative tax
models and enhanced communication regarding tax benefits, aiming to foster a more inclusive tax environment
that benefits both the government and informal entrepreneurs.
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INTRODUCTION

The informal sector encompasses a diverse range
of unregistered businesses and self-employed
individuals. While it provides vital employment
opportunities and contributes to GDP, its limited
contribution to tax revenue hinders government's ability
to fund essential services. The informal sector in
Zimbabwe plays a significant role in the economy, with
a substantial number of individuals engaged in informal
activities. However, tax compliance within this sector
remains a challenge. The informal sector is often
characterized by the absence of formal organizational
structures and registration processes. Many informal
businesses operate as sole proprietorships or small
family enterprises, without being formally incorporated.
This lack of formalization makes it difficult for tax
authorities to identify and track informal sector
operators for tax purposes. The informal sector
predominantly relies on cash transactions, with limited
use of formal financial systems. Cash transactions are
often conducted without proper documentation, making
it challenging for tax authorities to monitor and assess
taxable income accurately. The prevalence of cash-
based transactions also creates opportunities for
underreporting or hiding income from tax authorities.

Studies by Etikan & Babatope, (2019): Etim &
Daramola, (2020) highlight the inherent challenges
posed by the informal sector's nature. The lack of formal
organizational structures and registration processes

makes identification and tracking of informal businesses
by tax authorities difficult. Research by Frechette et al.
(2020) emphasizes the dominance of cash-based
transactions within the informal sector. This, coupled
with limited use of formal financial systems, creates a
lack of documentation and hinders accurate income
assessment for tax purposes. The informal sector in
Zimbabwe plays a critical role in the economy, but its
limited contribution to tax revenue hinders the
government's ability to fund essential services. While
existing research effectively identifies the challenges
associated with the informal sector's characteristics,
such as lack of formal structures, cash-based
transactions, and limited use of formal financial
systems, a gap exists in leveraging these characteristics
to facilitate its inclusion in the formal tax system. This
research aims to bridge this gap by exploring how the
informal sector's unique characteristics can be utilized to
design alternative tax models, leverage technology for
tax collection, and develop targeted strategies based on
segmentation within the sector. By addressing these
knowledge gaps, this research can develop a framework
for a more inclusive tax system that benefits both the
government and the informal economy itself.

LITERATURE REVIEW.

Theoretical Framework

The main issue seems to hover around the
equities and exchange theory. The Equities and
Exchange Theory, proposed by Abdo et al. (2020),
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posits that taxpayers are rational and self-centered, and
they assess justice in terms of the proportionality of
output to inputs between the parties to an exchange
transaction. Based on this theory, taxpayers are less
compliant and more likely to evade taxes if they perceive
inequity in taxation, and are more compliant if they
perceive equity. This theory was applied to the study
because the theory suggests that taxpayers expect to
receive benefits and services that are proportional to the
taxes they pay. In the context of informal entrepreneurs
such as commuter operators, the application of this
theory  becomes  particularly relevant.  These
entrepreneurs expect to receive benefits and services that
are proportional to the taxes they pay. For instance, they
anticipate improved road conditions, parking services,
and related benefits that they perceive as a product of
their tax contributions. If these anticipated benefits and
services are not provided, taxpayers may perceive
inequity in taxation and consequently become less
compliant with tax laws. According to Corry et al.
(2019) the Equity and Exchange Theory provides
valuable insights into taxpayer behavior and compliance
with tax regulations. By understanding taxpayers’
expectations regarding the benefits they should receive

in exchange for their taxes, tax authorities can design
more effective policies and strategies to enhance
compliance. This principle has been supported by
previous studies in Europe, Africa, and Zimbabwe. For
instance, a study conducted by Crowther & Thomson,
(2020) found that taxpayers were more willing to
comply with tax regulations when they perceived that
the benefits they received from the government were
commensurate with their tax contributions. Similarly,
research in Ghana Dalu et al. (2015) has shown that
taxpayers are more likely to comply with tax obligations
when they believe that the government is providing
essential services in return for their taxes.

The Concept and Characteristics of Informal Sector

In trying to generalise the definition and
characteristics of the informal sector, Joshi, Prichard &
Heady (2019), gave three distinct groups in their study
which are liable to pay tax. These groups included,
Subsistence Enterprises, Microenterprises and Small to
Medium business (SMEs) who are large enough to be
included in the standard tax net but are excluded in some
countries. These are explained in the table below.

Informal Sector

Features
Subsistence Enterprises Microenterprises SMEs
Degree of Most of the parts are High portion of sales are undeclared  Some proportion of sales are
informality informal and workers not registered undeclared and workers not
registered
Type of Street vendors, cottage Small manufactures and service Small to medium
activities providers manufacturers and service

Owner profile Poor, low education, low

level of skill

Tax- Earnings are below

implications minimum tax threshold. No  assess, no accounts records
accounts
records

Tax design No tax liabilities

desired features

minimal compliance costs and low

providers

Poor and non-poor, high level of skills Non-poor, skilled and likely
and educated

Liable for tax, difficult to identify and Liable for tax, under-report

educated

earnings, use loopholes,
escape formal tax assessments

Low rates to encourage registration,  High rates to encourage

graduation into formal sector.

administration costs

Table 1 : Characteristics of Informal Sector

The informal sector is a significant component
of many economies, often contributing substantially to
employment and GDP. However, its inherent
informality poses challenges for tax authorities.
Understanding the diverse actors within this sector is
crucial for designing effective tax policies.

There are three main categories within the
informal sector, each with varying degrees of
informality (Darby et al. 2019). Subsistence enterprises,
at the most informal end, typically consist of poor
households engaged in activities solely for their own
consumption (Davies & Fisher, 2018). Microenterprises,
a step up in formality, often have some level of sales and
may employ a handful of workers, but a high portion of

their transactions remain undeclared, and employees
unregistered (Deterding & Waters, 2021). Finally, Small
and Medium Enterprises (SMEs) within the informal
sector represent the most formalized segment. While
they may still engage in some tax evasion or under-
reporting, they generally have a larger scale of operation
and a higher proportion of declared activities (Edenberg
& Hannon, 2021).

These distinctions highlight the diversity of
ownership and activity within the informal sector.
Subsistence enterprises are typically run by poor
individuals with low levels of education and skill
(Emery & Anderman, 2020). Microenterprises often
share these characteristics, although some may be owned
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by non-poor individuals with higher skill sets (Etikan &
Babatope, 2019). SMEs in the informal sector tend to be
owned by non-poor individuals with significant skills
and education (Etim & Daramola, 2020).

The tax implications of these categories differ.
Subsistence enterprises, due to their low income levels,
often fall below the minimum tax threshold and lack
formal accounting records (Ferrara et al. 2023).
Microenterprises may be liable for taxes, but difficulty
identifying and assessing them, coupled with a lack of
records, makes collection challenging (Fraser, 2020).
SMEs within the informal sector are generally liable for
taxes, but may under-report earnings, exploit loopholes,
or escape formal tax assessments altogether (Frechette et
al. 2020).

These characteristics inform the desired
features of a tax system designed for the informal sector.
Subsistence enterprises likely require exemption from
tax liabilities altogether (Gabriel et al. 2019). For
microenterprises, low tax rates, minimal compliance
costs, and easy registration procedures can incentivize
them to formalize (Maskar, 2020). SMEs within the
informal sector, on the other hand, may benefit from
higher tax rates that encourage graduation into the
formal sector, with stricter enforcement mechanisms
(Maulani & Agwanda, 2020).

METHODOLOGY

The study employed quantitative research
approach.

Sampling, Data Collection & Analysis

In this particular research a combination of
judgmental and convenience sampling was applied.
According to Cresswell, (2012) in convenience
sampling, items are selected based on their
inexpensiveness, convenience, and accessibility. In the
end the more convenient population elements are thus
chosen to be part of the sample. On the other hand
judgment sampling is when a sample is drawn based on
the judgment of the researcher. In this case assumptions
are that the researcher is familiar with the population’s
characteristics. We used one sample for the study. The
sample comprises 29 companies in the small medium
enterprises around Harare CDB.

DATA ANALYSIS AND
DISCUSSION
The researcher firstly investigated the

characteristics of an informal sector that is supposed to
pay tax in Zimbabwe .The informal sector in Zimbabwe
include small-scale trading, informal transportation
services,hair salons ,restaurants ,bottle stores ,cross
boarder traders and other unregistered economic
endeavor .Majority of the study participants indicated
that one of the characteristics of the informal sector that
is supposed to pay tax is lack of formal registration and
documentation as presented in the figure 7 below:

Lack of Formal Registration and Documentation

Lack of formal registration and
documentation

STRONGLY AGREE AGREE

NEUTRAL

DISAGREE STRONGLY DISAGREE

Lack of formal registration and documentation

Figure 1: Registration and Documentation

The study findings suggests that a significant
portion (55%) of the study participants agreed with the
statement that many businesses in the informal sector
operate without formal registration or documentation,
making it difficult for tax authorities to track and monitor
their activities. This indicates a recognition of the

challenges associated with
informal sector businesses.

regulating and taxing

This is a common challenge faced by tax
authorities worldwide, as informal sector businesses
often operate outside of the formal tax system, making it
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difficult to track and monitor their activities. Previous
studies have also highlighted the challenges of regulating
and taxing informal sector businesses. For example, a
study by Guven, Jain, & Joubert, (2021) found that
informal sector businesses are often characterized by a
lack of formal registration, lack of access to financial
services, and limited access to social protection
programs. Another study by the International Labour
Organization found that informal sector workers are
often subject to exploitation and lack access to basic
rights and protections (ILO, 2018). The findings of this
study support the need for small medium enterprises to

develop strategies to improve the formalization of
informal sector businesses and enhance their compliance
with tax laws and regulations. This could include
providing incentives for businesses to register formally,
improving access to financial services and social
protection programs, and strengthening the capacity of
tax authorities to monitor and enforce compliance.

Financial records and accounting systems

Another characteristic of the informal sector
that is supposed to pay tax that was identified from the
questionnaires.

Lack of financial records

STRONGLY DISAGREE

DISAGREE

NEUTRAL

AGREE

STRONGLY AGREE

0% 10% 20%

30%

40% 50% 60% 70% 80%

Lack of financial records

Figure 2: Financial Records

The results indicate that the majority of the
participants (75%) agree that the informal sector is often
characterized by a lack of financial records and
accounting systems, which can lead to inaccurate tax
reporting and underpayment of taxes. This is a significant
finding, as it highlights the challenges faced by the
informal sector in complying with tax regulations. The
remaining participants who disagreed or remained
neutral may have had different experiences or
perspectives, but the majority of the respondents agree
with the statement.

These responses from SMEs in Harare CBD
employees highlight the prevalent lack of financial
records and accounting systems within the informal
sector that is supposed to pay presumptive tax. The
informal sector, which encompasses various small
businesses and self-employed individuals, often operates
without formal financial documentation due to reasons
such as limited resources, simplicity of operations, and a
cash-based approach to business management. The
findings from the questionnaire clearly indicate that the
informal sector is often characterized by a lack of
financial records and accounting systems, which can lead
to inaccurate tax reporting and underpayment of taxes.
This is a significant issue that poses challenges for tax

compliance within the informal sector. The informal
sector, also known as the shadow or grey economy,
encompasses economic activities that are not regulated
or protected by the government. These activities often
operate outside the formal legal and regulatory
frameworks, leading to a lack of financial transparency
and accountability. As a result, many businesses and
individuals operating within the informal sector may not
maintain proper financial records or accounting systems.
The absence of financial records and accounting systems
in the informal sector presents significant challenges for
tax ~ compliance. ~ Without  accurate  financial
documentation, it becomes difficult for tax authorities to
assess the income and tax liabilities of businesses and
individuals operating in this sector. As a result, there is a
higher likelihood of inaccurate tax reporting and
underpayment of taxes, which can have adverse effects
on government revenue and overall tax compliance.

These findings were in line with findings from
previous studies who have also highlighted the
challenges associated with the lack of financial records
and accounting systems in the informal sector. For
example, a study by Adekoya, Olaoye, & Lawal, (2020)
discussed how informality poses challenges for tax
compliance, particularly in developing economies. The
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report emphasized that the lack of financial records and
accounting systems in the informal sector contributes to
tax evasion and underreporting of income, ultimately
affecting government revenue collection. Similarly,
research conducted by Granda-Carvajal & Garcia-
Callejas, (2023) has explored the implications of
informality on tax compliance. In a study by Okpeyo,
Musah & Gakpetor, (2019) highlighted how informal
businesses often operate without proper accounting
practices, making it difficult for tax authorities to
monitor and enforce compliance within this sector. The
findings from the questionnaire, supported by previous
studies, underscore the prevalent issue of a lack of

financial records and accounting systems within the
informal sector. This issue significantly impacts tax
compliance, leading to inaccurate reporting and
underpayment of taxes. Addressing these challenges
requires targeted policies and interventions aimed at
promoting financial transparency and accountability
within the informal economy.

Reliant on cash transactions

The study findings also highlighted reliant on
cash transactions as a characteristic of an informal sector
that is supposed to pay tax.

Cash transactions

10% 10%

m Strongly agree
m Agree
Neutral
Disagree

B Stronlgy disagree

Figure 3: Cash Transactions

Study findings showed that 45% of the SMEs in
Harare CBD agreed that the informal sector is often
reliant on cash transactions, making it difficult to trace
and track income and expenses. 20% of the participants
disagreed with the notion that the informal sector is often
reliant on cash transactions, which can make it difficult
to trace and track income and expenses.15% of
participants remained neutral on this issue, neither
agreeing nor disagreeing with the statement. 10% of the
study participants strongly disagreed with the idea that
the informal sector is often reliant on cash transactions,
which can make it difficult to trace and track income and
expenses. 10% of participants strongly agreed that the
informal sector is often reliant on cash transactions,
making it difficult to trace and track income and
expenses. These percentages reflect the varying
perspectives among the SMEs in Harare CBD regarding
the characteristics of the informal sector in relation to tax
payment. It is evident that there is a range of opinions on
this matter within the organization.

The findings from the study regarding the
reliance of the informal sector on cash transactions and
its implications for tracing and tracking income and
expenses are significant in the context of tax compliance
and revenue collection in Zimbabwe. The fact that 45%
of the SMEs in Harare CBD agreed that the informal
sector is often reliant on cash transactions, making it
difficult to trace and track income and expenses, suggests
a widespread perception within the tax authority
regarding the challenges associated with monitoring
financial activities in the informal sector. This aligns
with previous research by Gobena & Kebede, (2022) that
has highlighted the prevalence of cash-based transactions
in the informal economy, which can pose challenges for
tax compliance and enforcement. The findings also
highlighted that reliance on cash transactions is
considered a characteristic of the informal sector that is
supposed to pay tax in Zimbabwe. This observation
underscores the importance of understanding the specific
dynamics of informal economic activities within the
country’s tax framework. It suggests that policymakers
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and tax authorities recognize the unique challenges posed
by cash-based transactions in monitoring and regulating
informal businesses.

Linking these findings with previous studies, it
is evident that research on informality, taxation, and
financial behaviour in the informal sector has
consistently emphasized the significance of cash
transactions as a defining feature of many informal
businesses. Scholarly works by economists, sociologists,
and development experts have delved into the
implications of cash reliance for tax compliance,
financial inclusion, and economic development. These
studies have underscored how cash-based operations can
contribute to under-reporting of income, limited access
to formal financial services, and difficulties in
implementing effective taxation policies.

Furthermore, research by Jessen, & Kluve
(2021) has also highlighted the need for tailored
approaches to address informality within taxation
systems. Study by Thapa et al., (2021) advocated for
nuanced strategies that consider the diverse nature of
informal businesses, their interactions with formal
institutions, and their contributions to overall economic
activity. This aligns with the nuanced perspectives
reflected in the varied responses, indicating that
addressing informality requires multifaceted approaches
that account for different viewpoints and experiences
within tax administration.

Lack of access to financial services

Lack of access to financial services was also
identified as one of the characteristics of an informal
sector that is supposed to pay tax in Zimbabwe.

Access to financial services

Strongly disagree

Disagree

Neutral

Agree

Strongly agree

10% 15%

35%

PA 25% 30% 35%

Access to financial services

Figure 4: Access to Financial Service

Study findings showed that majority (60%) of
the SMEs in Harare CBD agreed that majority of the
informal sector that is supposed to pay tax often lack
access to financial services.

The study findings revealed that the majority
(60%) of SMEs operating in the Harare CBD agreed that
the majority of the informal sector, who are supposed to
pay tax, often lack access to financial services. This
suggests that a significant portion of the informal sector
in Zimbabwe faces challenges in accessing financial
services, which is a crucial aspect of tax compliance. The
findings further emphasized that lack of access to
financial services is a major characteristic of the informal
sector in Zimbabwe. This is consistent with the findings
of a study by Barugahara, (2021), which found that only
27% of adults in Zimbabwe have access to formal bank
accounts. This highlights the significant gap in access to
financial services for the informal sector, which is a

major challenge for tax compliance. According to Hasan,
Le, & Hoque, (2021) lack of access to financial services
can be attributed to several factors, including limited
access to banking services, high transaction costs, and
lack of financial literacy. These factors make it difficult
for informal sector tax payers to access financial
services, which are necessary for tax compliance.

The study findings have significant implications
for tax revenue collection in Zimbabwe. The government
relies heavily on tax revenue to finance its development
programs, and the informal sector is a significant
contributor to tax revenue. However, the lack of access
to financial services for the informal sector can limit the
government’s ability to collect tax revenue. To address
this challenge, the government and financial institutions
should collaborate to develop financial inclusion
programs that target the informal sector. These programs
should aim to increase access to financial services,
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reduce transaction costs, and improve financial literacy
among informal sector tax payers. According to scholars,
the lack of access to financial services is a common
feature of the informal sector in many developing
economies, including Zimbabwe. In their study on the
informal economy in Africa, Mlilo & Mambondiani
(2018) emphasized that limited financial inclusion
exacerbates the challenges faced by informal businesses,
hindering their potential for sustainable development.
Similarly, European researchers such as Williams &

Schneider (2020) have noted that inadequate access to
formal financial services constrains the productivity and
resilience of informal enterprises, making it difficult for
them to comply with tax obligations.

Lack of awareness and understanding of tax laws

Another characteristic of the informal sector
that was highlighted in the study was lack of awareness
and understanding of tax laws.

AWARENESS AND UNDERSTANDING OF TAX LAWS

® awareness and understanding of tax laws

10%
7

STRONGLY AGREE

10%

7

NEUTRAL

10%

%

DISAGREE

3%
e
STRONGLY
DISAGREE

Figure 5: Awareness and understanding of tax laws

The study findings showed that 67% of the
participants agreed that lack of awareness and
understanding of tax laws is a characteristic of the
informal sector that is supposed to pay tax in Zimbabwe.
The participants also agreed that the informal sector is
characterized by lack of awareness and understanding of
tax law.

The findings of the study regarding the lack of
awareness and understanding of tax laws within the
informal sector in Zimbabwe are indicative of a
significant issue that has been observed in various
economies worldwide. The informal sector, often
referred to as the shadow or underground economy,
typically consists of economic activities that are not
regulated or protected by the government (Granda-
Carvajal, & Garcia-Callejas, (2023). This sector is
known for its cash-based transactions and often operates
outside the formal legal and regulatory frameworks,
including tax laws. The study’s revelation that 67% of
the participants agreed on the lack of awareness and
understanding of tax laws within the informal sector
underscores a critical challenge. It suggests that a
substantial portion of individuals engaged in informal
economic activities may not have a comprehensive
understanding of their tax obligations. This lack of
awareness can lead to underreporting or non-reporting of

income, resulting in potential revenue losses for the
government.

Furthermore, the agreement among participants
regarding the informal sector’s characteristic lack of
awareness and understanding of tax law reinforces the
notion that this is a prevalent issue within this economic
segment. It highlights a systemic challenge that needs to
be addressed through targeted interventions and policy
measures. These findings were in line with previous
studies, conducted in various regions has consistently
highlighted the lack of tax compliance and awareness
within informal economies (Sebele-Mpofu, 2021). This
trend has been attributed to factors such as limited access
to formal financial institutions, distrust in government
authorities, and complex tax regulations that may be
difficult for individuals in the informal sector to
comprehend.

Moreover, Khuong et al, (2021) also
emphasized the economic significance of the informal
sector and its potential impact on overall tax revenues.
The inability to effectively capture tax contributions
from informal economic activities can lead to distortions
in the tax base and create disparities in compliance
between formal and informal sectors. As such,
addressing the challenges related to tax awareness and
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understanding within the informal sector is crucial for
promoting equitable taxation and enhancing overall

revenue collection efforts.

CONCLUSION &
RECOMMENDATIONS

It can be concluded that the characteristics such

as lack of formal registration and documentation,
absence of financial records and accounting systems,
reliance on cash transactions, lack of access to financial
services, and lack of awareness and understanding of tax
laws highlight the challenges faced by the informal
sector in fulfilling their tax obligations.

The characteristics such as lack of formal

registration and documentation, absence of financial
records and accounting systems, reliance on cash
transactions, lack of access to financial services, and
lack of awareness and understanding of tax laws
highlight the challenges faced by the informal sector in
fulfilling their tax obligations.

The informal sector, which is supposed to pay

tax, exhibits several common characteristics that
contribute to the challenges in tax compliance. These
include:

Lack of Formal Registration and
Documentation: Many businesses in the informal
sector operate without proper registration and
documentation. This makes it difficult for tax
authorities to track their activities and enforce tax
compliance.

Lack of Financial Records and Accounting
Systems: The absence of proper financial records
and accounting systems hinders the ability of
informal businesses to accurately report their
income and expenses for tax purposes.

Reliance on Cash Transactions: Cash-based
transactions are prevalent in the informal sector,
leading to difficulties in tracking income and
expenditure, which can result in underreporting of
income for tax purposes.

Lack of Access to Financial Services: Informal
businesses often face challenges in accessing
formal financial services, which can impact their
ability to maintain transparent financial records and
comply with tax regulations.

Lack of Awareness and Understanding of Tax
Laws: Many individuals operating in the informal
sector may have limited awareness or
understanding of their tax obligations, leading to
unintentional non-compliance.

Addressing these characteristics is crucial for
improving tax compliance within the informal
sector. Implementing initiatives such as simplified
registration processes, promoting financial literacy,
providing access to financial services, and offering
targeted education on tax laws can help bridge the

gap between the informal sector and tax

compliance.
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