
“An assessment of informal SMEs’ potential in an African economy – theoretical
and conceptual framework”

AUTHORS
Herrison Matsongoni

Emmanuel Mutambara

ARTICLE INFO

Herrison Matsongoni and Emmanuel Mutambara (2018). An assessment of

informal SMEs’ potential in an African economy – theoretical and conceptual

framework. Public and Municipal Finance, 7(2), 1-13. doi:

10.21511/pmf.07(2).2018.01

DOI http://dx.doi.org/10.21511/pmf.07(2).2018.01

RELEASED ON Tuesday, 07 August 2018

RECEIVED ON Wednesday, 21 February 2018

ACCEPTED ON Monday, 23 July 2018

LICENSE

 

This work is licensed under a Creative Commons Attribution-NonCommercial 4.0

International License

JOURNAL "Public and Municipal Finance"

ISSN PRINT 2222-1867

ISSN ONLINE 2222-1875

PUBLISHER LLC “Consulting Publishing Company “Business Perspectives”

FOUNDER LLC “Consulting Publishing Company “Business Perspectives”

NUMBER OF REFERENCES

98

NUMBER OF FIGURES

1

NUMBER OF TABLES

0

© The author(s) 2022. This publication is an open access article.

businessperspectives.org



1

Public and Municipal Finance, Volume 7, Issue 2, 2018

Abstract

Informal Small and Medium Enterprises (SMEs) play a key role in their respective 
economies over the world particularly in the African continent. This paper reviews 
various theories on SMEs towards understanding the potential of the informal sec-
tor in the context of African countries. The paper uses a theoretical approach for the 
purpose of assessing the challenges that have affected the development of the informal 
SMEs sector over the years in both the developing and developed world. Economically 
developing countries in Africa pose unique challenges to informal SMEs development 
compared to the developed countries. The paper reviews the theories that define the 
rise to informality in Africa by identifying the key determinants for the emergence 
of informal SMEs. A conceptual framework for assessing informal SME’s potential 
for Africa is developed. The conceptual framework is based on the Fishbone diagram 
developed by Kaoru Ishikawa (1986). This paper discusses the intricacies of the appli-
cability of the proposed conceptual framework to assess the potential of the informal 
SMEs in Africa and the way forward for the formalization debate.

Herrison Matsongoni (South Africa), Emmanuel Mutambara (South Africa)

BUSINESS PERSPECTIVES

LLC “СPС “Business Perspectives” 
Hryhorii Skovoroda lane, 10, Sumy, 
40022, Ukraine

www.businessperspectives.org

An assessment of informal 

SMEs’ potential  

in an African economy – 

theoretical and 

conceptual framework

Received on: 21st of February, 2018
Accepted on: 23rd of July, 2018

INTRODUCTION

Globalization failures and poorly defined neo-liberal policies to gener-
ate employment have significantly contributed to the emergence of the 
informal SMEs in many countries. In Africa, however, informal sector 
involvement in the economy has been on the increase in the last dec-
ade (Mintah & Darkwah, 2018). Mwanza and Benedict (2018) state that 
informal SMEs are the backbone of many countries across Africa con-
tributing to an estimated 50% towards Gross Domestic Product (GDP) 
and 60% towards employment generation in their respective economies. 
This is further supported by ILO (2016), which estimates that the aver-
age contribution of the informal economy as a percentage of the GDP in 
Sub-Saharan Africa (SSA) is 41%, with 30% in South Africa to around 
60% in Nigeria, Zimbabwe, and Tanzania with the informal sector rep-
resenting about three quarters of non-agricultural employment and 72% 
of SSA’s employment. Despite the varying importance of the informal 
SMEs across the countries (Taiwo, Onasanya, Agwu, & Benson, 2016), 
Africa as a continent needs to build research towards generating quality 
information on assessing the informal SME’s potential. In the past five 
decades, academicians theoretically and empirically debated the poten-
tial of informal SMEs towards economic growth and employment gen-
eration with no finite solutions (Hart, 1973; Breman, 1980; Feige, 1989; 
Mukherjee, 2004). Current research is working towards comprehensive 
theories that can explain and define the issues surrounding informal 
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sector and the challenges faced by SMEs and the extent of their contribution in the respective economies 
(Mennens, Van Gils, Odekerken-Schröder, & Letterie, 2018). Thus, substantial theories have evolved over 
the years in an attempt to assess the effect the sector has on the economy. This paper observes the theories 
that explain the emergence of SMEs in developing countries and also considers the enormous contribution 
of the informal SMEs in development of both developing and developed countries (Mintah & Darkwah, 
2018). In addition, it also points out to the unique challenges to SMEs development and growth in develop-
ing countries and provides a strong foundation towards the formalization debate in Africa.

Africa as a continent is characterized by an unorganized and non-constitutional interaction of various 
economic activities in both the rural and urban areas (Wilden, Devinney, & Dowling, 2016).  The informal 
sector, its urban precincts, have been blamed as the root cause of many problems in Africa. The informality 
undermines the ability of the African governments to raise revenue through taxation and leads to exploita-
tion of the many investment opportunities available (Akinboade, 2015). Workers in the informal sector 
should not be vilified, since in most cases they are forced out of the formal employment into the informal 
sector in an attempt to survive the turbulent economic business operating environment with huge unre-
corded contributions being unrecorded in the official country statistics (Fatoki, 2014).  Informal SMEs in 
African countries play a crucial role in employment generation, stimulating economic growth and poverty 
alleviation (Abor & Quartey, 2010).  Mennens et al. (2018) argue that most informal SMEs in Africa are 
engaged in retailing, trading and manufacturing, with retailing and trading mostly being found in urban 
regions, while manufacturing is either found in rural or urban centres. The size of the informal sector de-
pends on a number of factors including preference, taste and consumption of local consumers, availability 
of the inputs used to manufacture (raw materials), and the level of development of the local and export 
markets (Chen, 2012; Njaya, 2015).

Arguably, developing countries in Africa face different challenges for informal SMEs development com-
pared to the developed countries. This is further attributed to the different theories that are used to ex-
plain the emergence of the informal SMEs in Africa and the developed countries. It has been noticed that 
African informal SMEs face significant challenges that affect their growth and these challenges vary from 
country to country, but are very similar in nature. This paper reviews the theories on informal SMEs 
potential in the African context towards understanding the arguments put forward by various academ-
ics. The theories provide divergent views on informality encompassing the positive and negative effect on 
growing economies. The aim of this paper is to develop a conceptual framework that can be used in Africa 
for assessing how the potential of the informal SMEs can be realized. The structure of the paper is as fol-
lows, section 1: theoretical basis, section 2: results – proposed conceptual framework and section 3: discus-
sion and way forward for the formalization debate.

1. THEORETICAL BASIS

Historical debates over the years on the size and 
different informal sectors have significantly crys-
tallized into seven (7) dominant schools of thought, 
namely dualist, structuralist, legalist, rational 
choice, rational legalist theories, the recession push 
theory and the labor supply theory regarding its na-
ture and composition.

1.1. The dualist theory 

The International Labour Organisation (ILO) pop-
ularized this concept in the 1970s. This paradigm 

is of the school of thought that the informal econo-
my is characterized by marginalized economic ac-
tivities that are dominated by the poor as a source 
of income and a safety net in a period of economic 
meltdown (ILO, 1972; Hart, 1973). The theory ar-
gues that the existence of the informal sector is at-
tributed to the unavailability of enough formal job 
opportunities being created to take up surplus of 
labor. It is identified by the government as one of 
the pillars for potential employment in the country 
(Becker, 2004). The paradigm asserts that once eco-
nomic growth starts to be experienced, the infor-
mal sector will automatically reduce in size. Gerry 
(1987) observes this sector is characterized by Third 
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World handcraft workers, peasants and petty trad-
ers in underdeveloped nations who act as a buff-
er during recession time by providing income for 
retrenched laborers and a stop-over for employees 
seeking new jobs. Blunch, Canagarajah, and Raju 
(2001) argued that marginal activities in many de-
veloping countries provides between 60%-80% of 
total non-agricultural jobs. Sethuraman (1976) one 
proponent of the dualist school, argued that the in-
formal enterprises operate as a unique sector of the 
overall economy with no relationship with the for-
mal economy. The Government of China has tak-
en positive steps in increasing their interest in the 
informal sector as a panacea to addressing the is-
sues of high unemployment (Harvey & Lee, 2003; 
Hussain, Millman, & Matlay, 2006; Chen, 2006).

1.2. Structuralist theory

Portes et al. (as cited in Portes, Castels, & Benton, 
1989) popularized the structuralist theory in the 
late 1970s and early 1980s. The structuralist the-
ory argues that the informal sector should be 
viewed as part of the global economic system that 
serves to reduce input and labor costs indirectly 
increasing the competitiveness of large corpora-
tions (Chen, 2006). The theory in contrast to the 
dualist theory acknowledges the co-existence be-
tween the formal and informal sectors. It again 
explains the linkages, the inter-connectedness 
and inter-dependency that ensure that the infor-
mal sector is a necessary component of the global 
economy. Portes, Castells, and Benton (1989) ar-
gued that the structuralist sees the informal sec-
tor as being linked to the formal economy, while 
Moser (1978) observes that the informal sector 
employment is the marginalization of the major-
ity of poor people and therefore advocates for the 
need to generate more jobs in the formal sector in 
an attempt to prevent the exploitation of workers 
in the informal sector. According to Rakowski 
(1994), the structuralist theory is underpinned by 
the critical assumptions of the neo-Marxist eco-
nomic theories that assert that capitalist further 
their business and personal interests by exploiting 
the poor. Gardener argued that structuralists of-
ten explore the linkages between formalized large 
firms and informal small firms (as cited in Jamela, 
2013, p. 22). Chen (2006) lamented that for the in-
formal and formal economy to co-exist, there is a 
need for proper macroeconomic policies that en-

sure more equitable linkages between the two and 
also that the informal sector has a position on the 
continuum of the various economic relationships 
and therefore cannot be separated from the for-
mal economy. The structuralist theory is based on 
a capitalist economy, where profit maximization 
drives the business, thereby leading to exploita-
tion of labor through low salaries and resultantly 
giving birth to the informal economy.

1.3. The legalist theory

Feigie (1981) and de Soto (1989, 2000) popularised 
the legalist theory. Kirshner (2009) argued that the 
legalist theory is a result of exorbitant, inefficient, 
cumbersome and costly government rules and reg-
ulations, which makes it hard to comply and mi-
cro-entrepreneurs tend to go informal. The legalist 
enterprises participate in the formal economy to 
avoid the burden of high taxes and strict regula-
tions in the informal sector. McClain, Alexander, 
and Jones (2008) argued that nations can take 
three approaches when faced with informal activ-
ities that take place in economic domains subject 
to regulation: ignoring its existence, making an ef-
fort to control it or legalizing it. Regulation of the 
economy is encouraged to ensure the market reg-
ulates its economy and also to curtail the growth 
of the informal sector. The theory focuses on gov-
ernment policies, since there is a consensus that it 
has a direct impact on the growth and expansion 
of the underground economy. It is imperative to 
stress the importance of government to address its 
laws, rules and regulations towards the informal 
business activity and this sector would be allowed 
to grow and heavily contribute towards the overall 
economic growth.  However, Harding and Jenkins 
(1989), Renooy (1990) and Swaminathan (1991) ar-
gue that the informal sector entrepreneurs choose 
to participate there because of high levels/degrees 
of flexibility concerning work schedules. Berger 
and Buvinic (1989) argue that the main driving 
force for participating in the informal sector is 
to ensure the survival of families by ensuring the 
family has access to a subsistence level of income. 
Tedds (2010), Torgler and Schneider (2009) observe 
that high tax rates, perception towards the poor, 
quality of governance and high levels of corrup-
tion are some of the major driving forces behind 
the majority of enterprises operating in the infor-
mal sector. However, the empirical evidence on the 
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influence of taxation is mixed. Bigsten, Kimuyu, 
and Lundvall (2004) indicate that the incentive to 
operate formally is weak and, as a result, SMEs do 
not see any benefits from operating in the formal 
sector. Xaba, Horn, and Motala (2002), Hudson, 
Williams, Orviskas and Nadin (2012) and Chen 
(2006) provide some evidence of existing linkages 
between the informal and formal sector businesses.

1.4. The rational choice theory

Gardener observes this theory and explains the be-
havior of humans and has been used and adapted 
to fit many different fields and many disciplines in 
practice (as cited in Jamela, 2013, p. 26). Gardener 
asserts that this theory assumes that individuals 
always want to maximize their satisfaction giv-
en the available information on the benefits and 
costs of their action (as cited in Jamela, 2013, p. 26). 
Schneider and Enste (2000) argue that there are 
many factors and reasons influencing individuals 
to formalize or to stay informal, highlighting that 
though economic factors should be given more 
weight, personal issues should not be ignored as 
well. It is noted that personal factors to consider in-
clude circumstantial characteristics and personal 
characteristics, since the critical assumption is that 
the informal and formal economies are separate.

1.5. The rationalist legalist theory

Gardener argues that this theory is a combination 
of the rational choice and legalist theories. The 
ideology is that micro-entrepreneurs consider the 
social and opportunity costs involved before opt-
ing to go formal (as cited in Jamela, 2013, p. 27). 
This theory attempts to forecast and predict the 
effect of the informal sector on the country’s eco-
nomic growth. In summary, though the informal 
economy plays a significant and vital role in many 
economies, especially in African countries, there 
is no agreement and unanimity in the literature 
on the variables/factors motivating firms to par-
ticipate in the informal sector.

1.6. The recession push theory

This theory is based on the notion that the oil 
shocks of the 1970s cumulating into the global re-
cession of the 1980s had a great unfavorable im-
pact on the macroeconomic stability of develop-

ing and developed states with evidence of low eco-
nomic growth, high unemployment and poor liv-
ing conditions (poverty) (Uribe-Echevarria, 1993). 
The theory postulates that, in times of recession, 
large-scale enterprises were more affected than 
small and medium enterprises with many em-
ployees who would have suffered from the pain-
ful strategies of retrenchment, downsizing, right-
sizing and realignment being forced to start their 
informal SMEs (Rasmussen, 1992; Kaliyati, 1994). 
It however, has failed to achieve desired results for 
Japan and Central Italy (Loveman & Sengeberger, 
1991), as these countries were not negatively affect-
ed by the recession as other countries in the world.

1.7. The labor supply theory

The labor supply theory postulated by Pedersen 
(1998) argues that SMEs’ development is attributed 
as a response to the high levels of unemployment 
and it acts as a solution for the employees who can-
not be absorbed in the formal economy. Pedersen 
(1998) points out that urban informal economy 
will significantly rise in times of recessions or fi-
nancial meltdown when the size and growth of the 
formal sector will slow down and fail to absorb 
all the economically active population. However, 
theories have shown that when formal jobs grow 
small and medium enterprises, economy is likely 
to downsize as owners of SMEs jostle to find jobs 
in the formal sector and thus shows evidence of 
anti-cyclicality the informal sector.  According to 
Brand et al. (1995) and Pedersen (1998), the major-
ity of the literature review globally has taken this 
theory as evidence of explanation of the informal 
sector after the so-called Structural Adjustment 
Program (SAPs).

1.8. Theoretical perspectives: 

emergence of SMEs  

in developing countries

Scholars acknowledged and accepted the prin-
ciple that informal SMEs are a vital factor in en-
couraging and achieving employment genera-
tion, economic growth and industrial growth 
(Sethuraman, 1997; Chen, 2006; Idris & Ismail 
2007; International Labor Office, 2011; Chigwenya 
& Mudzengerere, 2013). There have been many 
theoretical interpretations concerning the emerg-
ing contemporary small-scale production globally. 
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Musampa (1989) indicates that in African coun-
tries, small and medium enterprises have contrib-
uted to the significant growth in many sectors. 
Sunita & Mead (2002) also argue that South East 
Asia is no exception with countries like Malaysia, 
South Korea, Japan, Taiwan and Hong Kong at-
tributing the development of their manufacturing 
sector to SMEs development.  However, Helmising 
indicates that serious variations regarding pat-
terns and growth of SMEs in completely different 
parts of the globe tend to be different from one ar-
ea to the other and also are explained by different 
theories (as cited in Bukaliya & Hama, 2012, p. 62).

1.9. Theoretical models linked  

to Africa

The ideal theories to the explanation of the serious 
development of SMEs in Africa is the recession 
push theory, the legalist theory and the labor sup-
ply theory. Zimbabwe is no exception with Kenya, 
Malawi, and Nigeria also falling into the pack with 
an explanation to the growth of the SMEs being 
explained by the global recession and the slow 
economic growth in these countries. Chigwenya 
and Mudzengerere (2013) point out that the in-
formal sector is no longer dominated by the so-
called urban poor and survivalist but semi-skilled, 
skilled, as well as educated people, as they try to 
supplement their meagre primary income in a re-
cessive economy, where high unemployment is a 
key characteristic as with many African develop-
ing countries. With the global financial recession 
and economic meltdown between the years 1998 
to 2008, the formal economy in Zimbabwe has 
not been able to absorb thousands of school leav-
ers and college graduates with the informal sector 
being seen as the major absorber of the redundant 
workforce (Muraya, 2004; Skinner, 2009).

Other theories that are also important in explain-
ing the emergence of the informal SMEs in Africa 
are the legalist and the labor supply theories that 
can also be integrated into the recession theory. It 
is important to note that the legalist theory stresses 
the importance of state laws, rules and regulations 
towards the growth of informal business activities 
and conclude that in developing countries, high 
taxation, poor quality of governance and high lev-
els of corruption are some of the key factors be-
hind the majority of SMEs operating in the infor-

mal sector (Kirshner, 2009; Torgler & Schneider, 
2009; Tedds, 2010). The labor supply theory points 
out that informal SMEs’ development is largely 
attributed to high rates of unemployment in de-
veloping countries (Pederson, 1998). This view 
has been taken as the explanation for the growth 
of informal SMEs in developing countries after 
adopting of the structural adjustment programes 
(Pedersen, 1998). It is used as the solution for the 
many employees who cannot be absorbed in the 
formal sector as a response to the high levels of 
unemployment.

1.10. Challenges faced  

by the informal SMEs

Evidence (Ladzani & van Vuuren, 2002; Karedza, 
Sikwila Nyamazana, Mpofu, & Makurumidze, 
2014; Rao, Kumar, Gaur & Verma, 2017) have 
shown that when many small businesses emerge, a 
considerable number of them fail because of many 
challenges. Research has shown that some fail at 
their infancy stage while the majority fails within 
a few years after start-up. Reasons cited vary from 
one country to the other, with the general ones in 
Africa being discussed.

Accessibility to finance/credit. Historically, SMEs 
have always had access to loans and capital as one 
of their main challenges. Limited access to finance 
and credit remains one of the challenges for the 
SMEs (Bolton, 1971; Stilgliz & Weiss, 1981; Cassar, 
2004; Hussain et al., 2006; Herrington & Wood, 
2009; Abor & Quartey, 2010; ZEPARU & BAZ, 
2014; Khan, 2015; Porumboiu, 2016).

Lack of management and entrepreneurial skills. 
Hellriegel, Jackson, Slocum, Staude, Amos, 
Klopper, Louw, and Oosthuizen (2008) and Lutfi, 
Idris, and Mohammed, (2016) point out that man-
agerial competency is very important to the sur-
vival and growth of the informal small and me-
dium enterprises in many countries. This view is 
further supported by Maseko and Mnayani (2011) 
who observe that lack of management skills, ex-
perience and high cost of professional accounting 
services are some of the main factors why new in-
formal SMEs always fail.

Poor location and networking. Dahl and Sorenson 
(2007) and Mario (2018) argue that geographical 
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proximity is one of the variables that forms an 
enhanced environmental scanning that enables 
new SMEs to have access to buyers and suppliers. 
This view is also supported by McPherson (1995), 
Olawale and Garwe (2010) and Maunganidze 
(2013). Okten and Osili (2004) states that net-
working helps SMEs’ owners to tap the means 
of production by ensuring reduced information 
asymmetry, while Shane and Cable (2002) further 
points out that networking ensures the SMEs’ le-
gitimacy, which positively influences the firm’s ac-
cessibility to borrow from outside sources.

Poorly defined legal and regulatory framework. 
Government legal and regulation on businesses 
is an important issue of concern for all econo-
mies globally (European Commission, 2010; Chen, 
2012). The general belief is that regulation is a nec-
essary evil meant to provide stable trading condi-
tions and to develop some high degree of business 
trust, which can create a conducive environment 
for SME development (Welter & Smallbone, 2006; 
Atherton et al., 2008; Charoensukmongkol, 2016). 
World wide deregulation, over-regulation and lack 
of regulation are bad for the informal sector and 
its respective employees. There is a need to rethink 
regulations (sector-specific) to determine prop-
er regulations for the informal economy and the 
components of the informal employment. 

Technological capabilities. Technological develop-
ment is a key element in ensuring that SMEs can 
be able to compete in both the domestic and in-
ternational markets (Goldstein, Pinaud, Reisen, & 
Chen, 2006). Lall (1993) points out that technolog-
ical activities should be imagined by thinking be-
yond the firms, as a single SME does not have the 
necessary knowledge to introduce new products 
and processes thus the need to interact with home 
and foreign players in creating and advancing the 
technology being used. A study by Levy, Berry, 
and Nugent (1999) concluded that SMEs, both for-
mal and informal, build their technological capa-
bilities by drawing from international exhibitions, 
licensing agreement or from vertical integration 
links as in the case of Korea and Japan, respective-
ly. African SMEs have exhibited in most cases low 
levels of technological efforts and linkages, which 
have hindered these firms’ capacity in compet-
ing on the international market (McCormik et al., 
1997; Levy Berry, Nugent, & Urata (1999). 

Government policy towards SMEs. GATT (1994) 
and Charoensukmongkol (2016) state that govern-
ment’s policy towards SMEs is considered one of 
the important variables taken into consideration 
when looking at the possibility of unlocking the 
informal SMEs’ potential.  Literature shows that 
government support differs significantly across 
the different continents with some governments 
creating many barriers to SMEs’ development 
in the form of excessive regulation and red tape. 
Globally, many states and governments have es-
tablished agencies and institutions in an attempt 
to support and try to assist SMEs with the overall 
aim being to create an enabling and conducive en-
vironment for SMEs’ development (Mahembe et 
al., 2011; Naicker, as cited Smith & Watkins, 2012). 
Studer et al. (2006), Mutula and Brakel (2006), 
Madrid-Guijarro et al. (2009), Okpara (2011), 
Peters and Naicker (2013) argued that underde-
veloped, undeveloped and many failed small and 
medium enterprises are a result of minimum gov-
ernment support, which hinders its growth and 
development.

2. RESULTS: PROPOSED 

CONCEPTUAL 

FRAMEWORK

The proposed conceptual framework developed 
for this paper is based on the Fishbone diagram 
developed by Kaoru Ishikawa (1986) and litera-
ture review on the key constructs that have been 
hindering informal SMEs performance, devel-
opment and realization of their full potential in 
developing countries. In this diagram, the chal-
lenges are identified as problems that need to be 
solved. Literature review identified six (6) major 
constructs, in identifying the main challenges 
in informal SMEs development. The six (6) fac-
tors are (1) accessibility to finance and/or cred-
it (2) lack of management and entrepreneurial 
skill (3) poor location and networking (4) tech-
nological capabilities, (5) government policies 
towards the informal SMEs and (6) poorly de-
fined legal and regulatory frameworks. The pro-
posed conceptual framework is the first of its 
kind to be developed in Africa in an attempt to 
consolidate the above constructs into a single 
workable framework.
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2.1. Discussion of the proposed 

conceptual framework 

The proposed conceptual framework has been 
developed after taking into the account all the 
unique challenges identified in literature review 
in both developed and developing economies.

2.2. Challenges faced  

by the informal SMEs

2.2.1. Conditions that Hinder Informal SMEs  

to release maximum potential

Limited accessibility to finance, lack of access to 
management and entrepreneurial  skills, poor lo-
cation  and networking, technological capabili-
ties, poor government policies towards SMEs and 
poorly defined legal and regulatory framework 
have been identified in literature review as the 
main challenges being faced by the informal small 
to medium enterprises. These factors are seen as 
the conditions that hinder informal SMEs to re-
lease their potential.

2.2.2. Conditions Conducive for Assessing 

Informal SMEs potential

The proposed framework to ensure that informal 
SMEs realize their full potential will be premised 
on the basis that the informal SMEs will have tai-
lor-made access to finance/credit, that government 
and private sector will provide start-up business 
support and mentorship programs and capaci-
ty buildings and financial inclusion framework, 
stronger technological capabilities, friendly gov-
ernment policies towards SMEs and a strongly de-
fined legal and regulatory framework.

2.3. Government policies towards 

SMEs and a strongly defined legal 

and regulatory framework

Literature confirms that government regula-
tion on businesses is an important tool for the 
growth and performance for all economies 
(European Commission, 2010). World Bank 
(1992), on the other hand, points out that a good 
legal and regulatory framework makes econom-

Accessibility 

to finance/credit

Lack of access to management 

and entrepreneurial skills

Friendly government policy 

towards SMEs

Poor location 

and networking

Stronger technological 

capabilities
Lack of technological 

capabilities

Unfriendly government policy 

towards SMEs

Tailor-made access 

to finance/credit

Conditions that hinder informal 

SMEs to realize maximum 

potential

Conditions conducive 

for accessing informal SMEs 

potential

Start-up business support 

and mentorship programs

Capacity buildings and 

financial inclusion framework

Strongly defined legal 

and regulatory 

frameworks

Poorly defined legal 

and regulatory 

frameworks

Figure 1. The proposed conceptual framework
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ic transaction easier, reduces uncertainty and 
helps the markets to realize their full potential. 
Charoensukmongkol (2016) also observes that 
government support in many different ways 
is critical to the international performance of 
SMEs. However, Peck, Jackson, and Mulvey 
(2017) highlights that poorly defined regulation 
can have adverse effects on the growth and de-
velopment of SMEs.

3. RECOMMENDATIONS

The proposed conceptual framework is a reflection 
of the key constraints faced by the informal SMEs 
and the main solution to their challenges is ensur-
ing formalization of the informal SMEs by ensur-
ing that developing countries have addressed the 
following key pillars:

• Developing a supporting legal and regulatory 
framework.

Developing effective legal and regulatory frame-
work that promotes informal SMEs by avoiding 
restrictive registration requirements and allow-
ing many microfinance institutions to enter the 
market.

• Developing effective government policies and 
support mechanisms.

Government policies and initiatives should be 
properly designed and better evaluated to ensure 
informal SMEs’ growth and development. Policy 
analysis reflects that government interventions 
may significantly help to stimulate the take-off of 
the informal SMEs.

• Developing a registration framework.

A registration framework for informal SMEs with 
relevant authorities and government departments 
should be provided. This should ensure that infor-
mal SMEs get operating licences easily

• Developing favorable financial infrastructure.

Establishing a solid and favourable infrastructure 
to enable an improved accessibility of finance by 
the informal manufacturing SMEs.

• Providing appropriate and up-to-date 
technology.

Provision of an appropriate technology is a cata-
lyst for ensuring the growth and development of 
the informal SMEs. Use of state of the art technol-
ogy leads to improved products, reduced produc-
tion and operating costs and improved efficiency.

4. DISCUSSION AND WAY 

FORWARD FOR THE 

FORMALIZATION DEBATE

This paper shows the significance of the informal 
SMEs as one of the keys that can fuel employment 
generation, economic growth and development in 
Africa at large. This implies that there is a great 
need for the informal economy and its workforce 
to be fully recognized despite lack of overarching 
policy interventions to attend to their problems as 
indicated in the proposed conceptual framework 
(Chen, 2012). There should be various interven-
tions to be considered, and these interventions 
needs to be tailored and designed to meet the spe-
cific country constraints, wants and needs of dif-
ferent groups of the informal economy. Economic 
and social policies ought to be revisited regarding 
their impact on the informal sector and the re-
spective parts (World Bank, 1995). Most policies 
have a positive and negative impact on the formal 
economy, and it is in the interest of the govern-
ment to monitor the impact of the different pol-
icies on the different classes of the informal sec-
tors and attempts to address the negative impacts. 
There is serious need to improve the measurement 
of informal employment and informal SMEs in of-
ficial economic statistics.

In Africa, fundamentally, what is required is a new 
economic paradigm in the form of a model that 
embraces both the traditional and modern SMEs 
in the informal and formal economy. Chen (2012) 
argues that what is needed is a model that allows 
the micro-enterprises and least powerful work-
ers to be able to operate alongside the large cor-
porations and the most economic players. Many 
policy debates on the informal economy have 
asked the question about how to formalize the 
informal economy. Scholars came up with differ-
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ent notions of what formalization of the informal 
economy means with some arguing that it merely 
means shifting the informal workers into the for-
mal wage/salaried jobs, with others arguing that it 
means registering and taxing informal enterprises 
(Hussmanns, 2004; Gono, 2006; Chen, 2012). The 
last group where the informal SMEs are already 
paying the taxes and/or licence fees being formal 
means gaining access to legal and social protec-
tion, as well as support services (skills and busi-
ness training) and access to be represented in crit-
ical rule-setting, policy-making and trade union 
collective bargaining processes.

It is important to understand that formalization 
has no universally accepted definition and there-
fore has different meanings and implications for 
different categories of the informal sectors.  In ad-
dition, it is of paramount importance to ensure 
that formalisation offers the benefits and protec-
tions that are attached to becoming formal and 
does not only increase the costs of becoming for-
mal (Chen, 2006). In the case of the self-employed 
going formal, it should not imply just obtaining 
a trading license, registering their accounts and 
paying taxes as these represent the costs of entry 
into the formal sector. The question would be what 
is it that they would like to receive as benefits of 
going formal in return for paying these high costs? 
Among the benefits should be tax breaks and in-

centive packages, legal ownership of their place of 
business and means of production, membership 
in trade associations, protection against credi-
tors and clear bankruptcy and social protection. 
However, it is important to appreciate that formal-
ization has different dimensions beyond the bene-
fits above and policy-makers should acknowledge 
and recognize these various dimensions of for-
malisation and the fact that formalisation is not 
therefore a one-step process, but rather an ongo-
ing process of extending benefits of formalization 
incrementally to the informal workers. 

Summarily, the informal sector and workforce 
in Africa need to be respected and valued for 
their contributions and integrated into the main 
stream for advanced economic planning and le-
gal frameworks. Realisation of the full potential 
of the SME would lead to employment generation, 
which would create more jobs in the operating en-
vironment. With more jobs being created in the 
economy, the economy will experience high eco-
nomic growth in the form of an increase in Gross 
Domestic Product. This will, in the long run, 
lead to economic development and the conver-
sion of the informal SMEs into formal businesses.  
Through addressing the challenges faced by the 
informal SMEs through the various interventions 
strategies, the full potential of the informal SMEs 
would be unlocked.
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