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The widespread presence of informal businesses 

is one of the defining features of developing 

economies. This policy note presents the main 

characteristics and stylized facts about the 

informal sectors in urban Ethiopia to better 

understand the challenges of informal enterprises 

and their development needs. We also argue 

that focusing on revenue collection from the 

informal sector without taking these facts into 

account would place a disproportionate burden 

on vulnerable groups, particularly women. 

Addressing the development issues in the sector 

needs to design incentive mechanisms that 

will facilitate transitions for youth and females 

in the informal sector to higher productivity 

employment for inclusive and sustainable 

economic growth in Ethiopia.

INFORMAL BUSINESSES  
IN ETHIOPIA

Informal businesses are common globally, and 
more so in developing countries. The informal 
sector in low- and middle-income countries is 
estimated to account for 30-70% of GDP, and 
20-80% of the labor force (Ulyssea, 2020). The 
African Tax Outlook (ATO, 2017) indicates that the 
informal sector accounts for 50% - 80% of GDP, 
60% - 80% of employment, and about 90% of 
new jobs in 21 African Tax Administration Forum 
(ATAF) member countries. Although the sector 
substantially contributes to job creation and 
the overall economies of these countries, these 
activities operate out of the relevant regulatory 
frameworks, such as tax and labour regulations. 
Policies that attempt to address challenges within 
or leverage the informal sector’s potential have 
also proven ineffective. For example, recent 

studies show that the results of formalization 
efforts of informal sector actors, either to enhance 
their growth and development or to widen the 
tax base and increase tax revenue, have been 
frequently disappointing (Gallien and van den 
Boogaard, 2023; Moore, 2023; Mascagni et al., 
2022). Gallien and van den Boogaard (2023) 
argue that the unsatisfactory outcomes of 
formalization exercises emerge mainly from three 
misconceptions: 1) informality is often defined 
as a binary concept with a clear separation from 
forma entities, although, in reality, the concept of 
informality operates on a spectrum, 2) informal 
sector actors are also mistakenly considered to 
be homogeneous entities, whereas, they are more 
heterogeneous, and 3) the idea that “becoming” 
formal necessarily spurs positive externalities has 
not been empirically established.

It is difficult to ascertain the exact size of the 
informal economy in Ethiopia, however, according 
to the IMF (2013), the sector contributes about 
38.6% of Ethiopia’s GDP. Over 90% of the 
workforce in the country and women comprise a 
larger proportion of informal economic activities 
(ILO, 2020)1. Friedrich-Ebert-Stiftung’s “Working 
in the Shadows” study on Ethiopia argues that 
such a dominant proportion of the labor force 
works in precarious and vulnerable conditions 
and are often subject to poverty, insecurity, and a 
severe lack of decent work and social protection 
schemes (Stollreiter and Traub-Merz, 2023). 
Beyond that, informality shapes the interactions 
and relationships between the state and society. 
Seeing as they do not benefit from public social 
protection schemes, even during national and 
international crises like the COVID-19 pandemic, 
informal workers in both the formal and informal 
sectors usually have a more distant relationship 
with the state and its institutions.

1	 ILO website here

https://www.ilo.org/
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Empirical studies on informality and taxation 
in Ethiopia are few and far between and most of 
the existing ones are conducted at a sub-national 
level. Yimam, Fissha, and More (2023) indicate that 
a widespread presence of informal businesses 
puts competitive pressure on formal businesses, 
particularly on smaller formal businesses. 
Consequently, formal firms experiencing such 
competitive pressure from informal businesses 
are more likely to become tax non-compliant. 
This finding implies that formalizing informal 
businesses could enhance revenue mobilization 
from formal firms, and in general, by limiting the 
adverse effect of informal competition. Despite 
the challenges the informal firms pose, however, 
formalization efforts for taxation purposes could 
be more problematic. For example, enterprise-
level survey data in Addis Ababa (Asmare, Yimam, 
and Semreab, 2023) indicate that any effort to 
tax informal business actors using a presumptive 
tax regime, which is the most widely used way 
of taxing smaller businesses, could be both 
vertically and horizontally inequitable. Such an 
approach to taxing small and medium formal 
businesses or informal businesses is more likely 
to place an unfair tax burden on vulnerable 
groups, such as women-owned businesses that 
are already struggling.

Moreover ,  us ing data from the 2017 
presumptive tax assessment in Addis Ababa City 
Administration, Workneh et al. (2019) found that 
about 52% of taxpayers filed official complaints 
about the process and the amount of tax liability 
from the assessment. A lack of both objectivity 
and clarity in the procedures used in estimating 
daily revenues were cited as the main factors 
contributing to a perceived unfair and inequitable 
burden between businesses of the same type in 
similar locations (Workneh et al., 2019). Nearly 

58% of the complaints were resolved in the 
taxpayers’ favor — a reduction in tax liability. 
These findings suggest that policymakers 
and government authorities need to better 
understand the part of the business communities 
and follow a more pragmatic approach to deal 
with wider development challenges beyond 
taxation. A recent study (Hitomi, 2024) also 
shows the presumptive tax regime in Ethiopia 
is regressive showing businesses in the lowest 
quartile pay 4.3% of turnover in taxes while those 
in the highest quartile pay only 1.5% of turnover. 
Furthermore, Hitomi (2024) indicates that the tax 
burden could vary by gender and the nature of 
their business. 

Understanding the complexity, contexts, 
and underlying dynamics of the informal 
sector is key for policymakers and advocates of 
change. This is essential in ensuring that public 
resources are mobilized in a way that do not 
place a disproportionate burden on poor and 
marginalized groups. In this brief, we characterize 
the informal sector in Ethiopia and dissect 
stylized facts to better understand the informal 
economic actors. We also argue that taxing the 
informal sector without taking these facts into 
account would place a burden on vulnerable 
groups, particularly women. This is critical for 
policymakers to consider when addressing 
pressing development issues in the sector. 
Halfway to the 2030 SDG targets, it remains to 
be seen whether the target of decent work for 
all and a fairer society would be still achievable. 
While exploring the contextual complexity of the 
sector in Ethiopia, we also aim to provide practical 
recommendations to better address the wider 
development needs of the informal business 
actors using the nationwide Urban Informal 
Sector Survey data collected in 2021.
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The survey data covers a total of 1,270 
enumeration areas (EAs) from 9 regional state 
capitals, Addis Ababa Administration, Dire 
Dawa Administrative Council, 7 big towns with 
a population of 100,000 and above, and 250 
other urban centers.2 The Central Statistical 
Agency (September, 2021)3 used a multi-stage 
stratified sampling design to select the samples.  
The Primary Sampling Units (PSUs) were 
enumeration areas (EAs) in the regional capitals, 
city administrations, and the big towns. From 
this domain, EAs were selected using systematic 
probability proportional to their household size. 
The household size of the EAs was obtained from 
the census enumeration areas organized for the 
Population and Housing Census (PHC)4. For the 
other urban centers, the CSA selected sample 
urban centers first, followed by sample EAs 
using a systematic probability approach for both 
stages. The last sampling units were households. 
In the sample EAs, the CSA conducted fieldwork 
on a house-to-house basis, listing all households 
that have one or more members operating in the 
informal businesses. Using this fresh list, a total of 
20 households were systematically sampled from 
each EA. In these enumeration areas, detailed 
information was collected from a total of 25,400 
households with at least one informal sector 
operator (26,524 enterprises in total). Included 
in the data are information on the demographic 
characteristics of the informal sector operators 
and their business characteristics, profitability, 
challenges to growth and expansion faced by 
informal businesses, as well as the assistance 
they need from the government. 

2	 Tigray region was not part of this survey due to the war 
during the survey period.
3	 Central Statistical Agency of Ethiopia is currently renamed 
the Ethiopian Statistical Service (ESS).
4	 There was a plan and preparation to undertake the Popula-
tion and Housing Census in 2018, but that was not conducted.

STYLIZED FACTS ABOUT 
INFORMAL BUSINESSES

The Central Statistical Agency of Ethiopia defines 
informal sector businesses using certain criteria 
consistently across its survey tools. Accordingly, 
informal business activities are often defined as 
“household-type establishments that are mainly 
engaged in marketed production (of goods and 
services), not registered companies or cooperatives, 
have no full written book of accounts, have less than 
ten persons engaged in the activity, and have no 
business operation license.” The same definition 
was used during the 2021 Urban Informal 
Sector Survey and it is also the most widely-used 
definition of informality in the Ethiopian context. 
The main findings and stylized facts related to 
informal sector actors in the urban areas of 
Ethiopia are presented below.

1.	 The majority of informal businesses are 
women-owned
Informal businesses are mainly owned 
by women. This is one of the defining 
characteristics of informal businesses across 
the developing world. In a nationwide urban 
survey in Ethiopia, as Table 1 shows, about 
56% of the businesses are women-owned, 
while men own the remaining 44% of informal 
businesses. Moreover, nearly 60% of such 
businesses are owned by young people, with 
ages below the average age of 35.3 years. 
About 63% of the informal business owners 
are married and a typical household has four 
members, on average. It is also worth noting 
that nearly 68% of informal business owners 
are heads of households (54% of women 
owners and 85% of men owners).
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2.	 Businesses owners do not have formal 
technical/vocational training relevant 
to their business operations
As Table 1 presents, business owners who can 
read and write in any language account for 
69% of the whole sample. The literacy rate, 
however, varies between male and female 
groups (80% and 60%, respectively). Informal 
business operators also lack access to the 
vocational and technical training relevant to 
their business operation – only less than 10% 
of owners had such training.

3.	 Informal businesses have no access 
to finance from formal financial 
institutions 
The initial capital requirement for informal 
businesses is minimal and access to finance 
from formal financial institutions, namely 
banks and micro-finances, is virtually non-
existent. More than 86% of businesses were 
established with an initial capital of 10,000 ETB 
or less (35% of the total businesses needed 
an initial capital of only 500 ETB or less).  

TABLE 1
Informal Business and Owners Characteristics, Summary Statistics

Variables
Female (56 %) Male (44%) Total

Mean SD Mean SD Mean SD

Owner is HH head (yes=1) 0.542 0.498 0.854 0.353 0.678 0.467

Age (years) 35.469 11.428 35.136 11.230 35.324 11.344

Share of owners below average age 0.588 0.492 0.603 0.489 0.594 0.588

Married (yes=1) 0.537 0.499 0.738 0.440 0.625 0.484

Male members in HH (number) 1.742 1.441 2.178 1.273 1.932 1.387

Female members in HH (number) 2.261 1.286 1.919 1.408 2.112 1.351

HH size (number) 4.003 2.210 4.097 2.235 4.044 2.221

Years lived in the town 34.412 37.368 36.876 39.717 35.486 38.428

Can write & read (yes=1) 0.607 0.488 0.799 0.401 0.691 0.462

Had vocational/technical training 0.069 0.253 0.110 0.313 0.087 0.282

Sole ownership or HH members (yes=1) 0.989 0.104 0.962 0.190 0.977 0.149

Main Sectors

Retail sector (yes=1) 0.615 0.487 0.370 0.483 0.508 0.500

Service sector (yes=1) 0.252 0.434 0.289 0.453 0.268 0.443

Industries

Trade, hotels & restaurants (yes=1) 0.596 0.491 0.383 0.486 0.503 0.500

Community & personal services (yes=1) 0.275 0.447 0.342 0.474 0.305 0.460

Manufacturing (yes=1) 0.096 0.294 0.089 0.284 0.093 0.290

Have another income-generating activity (yes=1) 0.090 0.286 0.111 0.314 0.099 0.299

Number of Observations 14,964  11,560  26,524  

Source: CSA Urban Informal Sector Survey, 2021. 
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To finance this initial capital, respondents 
stated that they drew from their own savings 
and Equb5 (51%), borrowed from friends and 
relatives (27%), or relied on donations from 
friends and relatives (14%). These three 
sources account for nearly 92% of initial 
capital financing, and this shows the key role 
social networks play in access to finance.

4.	 Informal businesses dominantly engage 
in retail trading and service provision
While about 98% of the informal businesses 
are sole proprietorships or family businesses, 
retail (51%) and service (27%) are the 
dominant business sectors (See Table 1). 
Specifically, industries such as trade, hotels and 
restaurants (50%), community and personal 
service provisions (31%), and manufacturing 
(9%) are common business engagements by 
informal operators. Female informal business 
operators tend to engage more in trade, hotels 
and restaurants (60%) than male operators 
(38%). These sectors are often considered 
unproductive and contribute little to the 
structural transformation of the economy.

5.	 Where were the informal business 
actors working before their current 
activity?
One of the questions asked of the informal 
business operators was about the work they 
did prior to their current informal business 
enterprise. Responses are presented in 
Figure 1. The results indicate that the 
informal sector serves as an entry point to 
the job market. Nearly 42% (26% women and 
16% men) of the current informal business 

5	 Equb is a local term in Ethiopia conceptually synonymous 
with Rotating Saving and Credit Association (RSCA).

operators were not previously employed 
in a paid labor market job. They reported 
that they were either students, housemaids, 
unemployed, or engaged in unpaid family 
work. This indicates that informality also 
serves as a job market entry and transition 
route and/or that the formal sector is ill-
equipped to create enough employment 
opportunities for the growing labor force.

About 22% of the current businesses 
operated in the informal sector before, 
either in a self-owned informal enterprise 
or as an employee in the informal business. 
One feature of the sector is the flexibility to 
enter, change or exit the business at any time. 
Moreover, the characteristics of the sector, 
such as the insecure and unstable nature of 
the jobs in the informal sector, could pose 
challenges, especially for women and youth, 
and force livelihood changes within the sector 
(Fox et al., 2016). From Figure 1, the informal 
sector also attracts people from the formal 
sector, as nearly 15% of respondents stated 
that they used to work either in self-owned 
formal enterprises or as employees in the 
public and private sectors.

6.	 Leaving agricultural livelihood for urban 
informality
Rural-to-urban migrat ion has been a 
noticeable trend in Ethiopia. In this urban 
informal business survey, approximately 21% 
of respondents (11.4% of males and 9.1% 
of females) worked in agriculture before 
establishing their current enterprise in the 
urban area (Figure 1). Population growth, 
scarcity of land, and limited livelihood options 
could force rural youth to abandon their 
livelihood in agriculture and migrate to urban 
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areas (see Bezu and Holden, 2014). The survey 
also shows that the majority of urban informal 
business owners moved to their current 
resident cities from somewhere else. Nearly 
40% of informal business owners have lived 
for ten years or fewer in the town where they 
currently run their business, almost half of the 
informal business owners have lived in the 
town for not more than 15 years, and only 26% 
of the respondents have lived in their current 
town since “birth”. These numbers suggest that 
the informal sector provides an incentive to 
settle in urban areas after internal migration.

7.	 How profitable are informal businesses?
The profitability of informal businesses is found 
to be generally low and its seasonality is visibly 
significant. Figure 2 shows the distribution 
of average monthly profits at peak and 

slack periods disaggregated by the owners’ 
gender. In peak periods, the mean profit 
businesses could make is nearly 4,000 ETB, 
which decreases by half during slack periods. 
The median monthly profit during peak and 
slack business periods are 1,500 ETB and 
800 ETB, respectively. This level of income 
is low by any standard of measurement. 
Further disaggregated by gender, women-
owned informal businesses are more likely 
to make significantly lower profits during 
both peak and slack periods. These results 
suggest that the urgency to formalize 
informal business enterprises in order to 
boost government revenue would likely not 
provide the desired result. Furthermore, any 
attempt to collect income tax from the sector 
without considering the gender implications 
on profitability would be inequitable. 
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Figure 1
What was your activity prior to this informal Sector? Responses disaggregated by gender

Source: CSA Urban Informal Sector Survey, 2021.
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Figure 2
Informal businesses’ monthly profit distribution by gender and season

Source: CSA Urban Informal Sector Survey, 2021.

8.	 Do informal business operators plan to 
continue their current enterprise? 
The aspiration of informal business operators 
is key in transforming the sector through 
incentivized designs and policies. Our analysis 
shows that about 55% of the respondents 
intend to continue with their current 
business activity; 68% of them have plans to 
expand, 29% aim to stay at the same level of 
operation, and the remaining 3% do not have 
certain plans. About 30% of the respondents 
are uncertain about their future, while nearly 
15% of business owners are certain that they 
will not continue their current activity. The 
main reasons for not continuing include lack 
of capital (32%), no access to market (18%) 
and the business being non-profitable (18%). 
Factors such as lack of working premises, old 
age, and health-related problems were also 
cited (about 7% each) as reasons for not 
continuing the business operations.

9.	 Major obstacles that prevent informal 
business expansion, growth, and 
development
About 80% of the informal enterprises in this 
survey reported at least one of the several 
challenges that they face to grow their 
operation. Figure 3 presents the responses 
of these business operators to the question 
“What is the major obstacle that prevents you 
from expanding your activity?” Overall, about 
59% of the respondents stated that lack of 
working capital is the biggest constraint to 
expanding their business. The second and 
third most stated constraints are shortage of 
market (19%) and lack of working premises 
(8.3%). Other factors include government rules 
and regulations, inadequate supply of raw 
materials, and unfair competition from small 
and large enterprises. In this regard, the societal 
tendency to equate informality with illegality 
does significant damage to these entities. 
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10.	What kind of assistance do informal 
businesses need from the government?

In Table 2, we present a summary of the three 
most important forms of assistance informal 
businesses need from government authorities 
in urban areas of Ethiopia. Access to working 
premises is the primary and dominant 
assistance required by informal businesses 
(46%), followed by assistance with marketing 
(15%), the right to rent a building (10%), and 

access to bank loans (10%). Demand for 
these assistances is also frequently revealed 
as second and third orders. A significant 
number of respondents reported the need 
for favorable government policies and better 
access to raw materials as their third most 
required assistance. Almost all these demands 
seem to relate to their status as informal and 
therefore inability to fully operate within a 
formal business environment.
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Figure 3
What is the major obstacle that prevents you from expanding your activity?

Source: CSA Urban Informal Sector Survey, 2021.
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TABLE 2
The three most important assistances informal businesses need from the government

Assistance types
Categories

1st Assistance  2nd Assistance 3rd Assistance

Access to working place 46.39 17.13 11.52

Access to rented building/structure 10.23 17.25 9.97

Assistance with marketing 14.65 22.75 20.07

Better access to bank loans 9.97 15.47 15.89

Favorable government rules and regulations 4.00 6.51 10.46

Guarantee on property/work rights 2.36 3.72 5.78

Better access to raw materials/supplies 7.12 9.52 13.41

Technical training for the operator 1.45 2.12 3.82

Technical training for the workers 0.89 1.37 2.31

Training in accounting/business methods 2.01 2.87 4.91

Others 0.94 1.29 1.85

No observations 20,068 14,989 10,187

Source: CSA Urban Informal Sector Survey, 2021. 

INFORMAL PAYMENTS  
BY INFORMAL BUSINESSES

One of the reasons for formalizing informal 
businesses through mass registrat ion in 
many developing countries is the claim that 
these businesses do not pay taxes and that 
governments lose a large amount of revenue 
as a result. However, growing evidence shows 
on the one hand that little revenue is lost from 
this sector (Moore, 2023), and on the other hand 
informal sector actors do in fact pay various 
kinds of taxes and social contributions. These 
payments are common to individuals, households, 
and businesses. The 2019 and 2022 Ethiopian 
Socioeconomic Panel survey included a tax module 
and asked households if they made any informal 
payments over the past 12 months preceding the 
survey. For example, in 2019, about 44 percent 
of households made payments to informal social 
security, and 40 percent made contributions to 
religious institutions (Ambel et al., 2021).

In the Ethiopian Urban Informal Sector 
Survey (2021), these enterprises were asked 
if they made any payment (to the local 
administration) in the last 12 months preceding 
the interview. The responses show that nearly 
12% of the businesses made one or more 
payments. Most of these informal payments 
were reported to be in the form of marketplace 
fees (61%), municipal administrative fees (43%), 
and other fees (8%). Other forms of payments 
and contributions (either in cash or in-kind) 
were not captured in the survey and this 
unfortunately undermines the actual extent 
of the burden on the informal operators. 
Moreover, most of the profits from informal 
activities are used for basic consumption 
expenditures. Informal operators, especially 
women operators who earn an average lower 
profit, would end up paying disproportionately 
higher indirect taxes, such as value-added taxes 
(Joshi et al., 2020).
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 CORRELATION ANALYSIS

Table 3 presents a correlation analysis of the 
gender and informal tax payment incidence, 
its burden, and the average monthly profit of 

informal operators, controlling for various 
characteristics. Variable coefficient and standard 
errors (in brackets) are given from Logistic 
(column 1) and Ordinary Least Square (OLS) 
regressions (columns 2 and 3). 

TABLE 3
Correlates of informal payments, its burden, and monthly average profit

Variables Informal Payment 
(yes=1) Burden Monthly average 

profit
1=female) -0.349*** -4.838 -1221.9***

(0.0668) (2.9360) (368.9723)

Age (year) 0.0139*** -0.149* 9.289

(0.0019) (0.0781) (6.2240)

Married (yes=1) 0.107*** -1.563 123.9

(0.0373) (1.7598) (182.1534)

HH size (number) 0.0200 0.0418 36.71

(0.0190) (0.4389) (40.4338)

Can write & read (yea=1) 0.0545 1.530 194.3

(0.0550) (0.9995) (276.9063)

Had vocational/technical training (yes=1) 0.632*** 0.467 870.8*

(0.1705) (3.7868) (444.4908)

Retail (yes=1) 0.851*** -6.160 143.4

(0.1339) (8.6459) (167.1516)

Service (yes=1) 0.488*** -10.97 319.7**

(0.1287) (7.9659) (139.3665)

Trade, hotels & restaurants 0.321** -10.09 -590.3**

(0.1632) (9.7349) (244.2578)

Community & personal services (yes=1) -0.0764 -5.043 -1113.1*

(0.1692) (10.4667) (617.9837)

Manufacturing (yes=1) -0.426* -10.26 -831.4

(0.2383) (8.8943) (555.6556)

Have another income-generating activity (yes=1) 0.105** 2.706 -212.8

(0.0422) (6.0980) (460.3685)

A great deal of trust 0.0762 -5.331 842.5

(0.1921) (7.3005) (578.4065)

Trust somewhat 0.00385 -5.970 698.2

(0.2100) (9.0058) (572.4369)

Trust just a little -0.0818 -8.275 489.5*

(0.2507) (10.5091) (274.9006)

Constant -2.228*** 27.51* 7382.6***

(0.4174) (16.1172) (314.8970)

Observations 22625 2703 22625

Note: The informal payment is a dummy variable taking the value of one if the operator paid either administrative fees, workplace fees, or others 
in the past 12 months. The tax burden indicator is a continuous variable calculated as a share of total informal payments to annual profit. 
* p < 0.10, ** p < 0.05, *** p < 0.01

Source: CSA Urban Informal Sector Survey, 2021. 
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The logistic regression (column 1) shows 
that female informal operators pay significantly 
lower informal payments than their male 
counterparts. This is expected as the informal 
payments captured in this survey were restricted 
to the fees for administrative services and 
workplaces. Access to working premises and 
administrative services is also more bureaucratic 
and challenging for women informal operators. 
Therefore, payments for these fees could signal 
complications, rather than appear to be an 
indication that female operators get relief from 
not paying the fees. When they pay these fees, 
the tax burden is not significantly different from 
that of men (Column 2). After controlling for other 
covariates, the OLS regression in column (3) 
shows that female informal business operators 
earn significantly lower average monthly profits 
than male operators. This further indicates that 
any attempt to formalize the informal sector and 
presumptively levy taxes on an activity-by-activity 
basis would not be equitable. Women and 
men-operated businesses are different from a 
profitability perspective, and women would face 
a higher burden when paying the same lumpsum 
tax within an activity category. 

POLICY IMPLICATIONS

In this policy brief, we explored stylized 
facts about informal business enterprises 
in Ethiopian urban areas and their gender 
and tax implications. The results show that 
informal businesses are dominated by women 
and youth. The sector also absorbs internal 
migrants and serves as an entry point into 
the job market for many. Understanding the 
complexity and different facts of the informal 
sector helps policymakers design appropriate 
policy tools. Addressing the needs of these 
groups also significantly contributes to fairness 
and equity within the country. Furthermore, 
given the very low profitability of the sector, 
the push to formalize informal businesses 
for tax revenue mobilization purposes might 
be of little consequence and will not benefit 
the government in the short term. Rather, 
providing necessary assistance and support for 
informal businesses could yield development 
benefits. Designing incentive mechanisms that 
will facilitate transitions for youth and females 
in the informal sector to higher productivity 
employment will be critical for inclusive and 
sustainable economic growth in Ethiopia. 
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