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Abstract:

The Goods and Services Tax (GST), introduced in India in 2017, aimed to create a unified tax structure,
enhance transparency, and promote the formalization of the economy. This research paper examines the
impact of GST on micro enterprises within the informal sector and evaluates the extent to which the new
tax regime has facilitated or hindered their integration into the formal economy. Based on secondary data
from government reports, institutional publications, and academic sources, the study explores key themes
such as GST registration thresholds, compliance requirements, digital preparedness, and the socio-
economic consequences of formalization. The analysis reveals that while GST has improved access to
formal credit and market linkages for some micro enterprises, a significant portion of the sector remains
excluded due to structural constraints, procedural complexity, and fear of regulatory scrutiny. The study
concludes with policy recommendations aimed at simplifying GST compliance, expanding digital
infrastructure, and incentivizing formalization through targeted support programs. A balanced and
inclusive approach is essential to ensure that GST becomes a tool for empowerment rather than exclusion
in the micro enterprise landscape.
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1. Introduction
1.1 Background of the Study

The implementation of the Goods and Services Tax (GST) in India on July 1, 2017, marked a significant
shift in the country’s indirect tax regime. Designed to unify the fragmented tax structure, GST replaced
multiple central and state-level taxes, bringing efficiency, transparency, and uniformity in taxation. While
its implementation has had varying impacts across different sectors, one of its critical and complex
implications has been on the informal sector and micro enterprises.

The informal sector in India includes a vast number of small and unregistered businesses that operate
outside the formal tax and regulatory systems. These enterprises often avoid formal registration due to
complex procedures, cost of compliance, or lack of awareness. With GST mandating registration beyond
a certain threshold and introducing digital compliance, the policy framework aims to formalize these
enterprises, integrate them into the mainstream economy, and increase the tax base.

However, this transition is not without challenges. Micro enterprises, especially in semi-urban and rural
areas, face issues such as limited access to technology, lack of accounting knowledge, and fear of
regulatory burden. This study seeks to explore how GST has influenced this segment and whether it has
effectively encouraged informal micro enterprises to become part of the formal economy.

1.2 Significance of the Informal Sector in India

The informal sector is the backbone of India’s economy, accounting for over 90% of total employment
and contributing significantly to GDP, especially in manufacturing, trade, and services. Micro enterprises,
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often run by self-employed individuals or small families, play a crucial role in employment generation,
poverty alleviation, and grassroots entrepreneurship.

Despite their economic importance, these enterprises have limited access to institutional finance,
government welfare schemes, and market linkages—primarily due to their informal status. Formalization
through GST could potentially enhance their credibility, improve financial access, and ensure their
inclusion in national development programs. Understanding this sector’s transition under the GST regime
is therefore vital for inclusive economic policymaking.

1.3 Rationale for Integrating Informal Enterprises into the Formal Economy

Formalization of micro enterprises can offer multiple benefits—for both the economy and the
entrepreneurs. It enables greater access to formal credit systems, participation in government
procurement, eligibility for subsidies and schemes, and improved business competitiveness. For the
government, it widens the tax base, improves regulatory oversight, and promotes fair competition.

GST offers a structured platform to promote such integration by requiring registration, providing Input
Tax Credit (ITC), and encouraging invoice-based transactions. However, without adequate support, the
process of formalization can increase compliance costs and burden small enterprises. Thus, this research
aims to evaluate whether GST has acted as an enabler or obstacle in integrating the informal micro sector
into the formal economy.

1.4 Objectives of the Study

1. To examine the level of awareness and understanding of GST among micro enterprises in the
informal sector.

2. To assess the extent of formalization among micro enterprises post-GST implementation.

3. To identify the key challenges faced by micro enterprises in transitioning to the formal economy
under the GST framework.

4. To evaluate the impact of GST on the operational and financial performance of micro enterprises.

To suggest policy recommendations for effective inclusion of micro enterprises in the formal

sector.

e

1.5 Research Questions

—

What is the level of GST awareness among micro enterprises in the informal sector?

Has GST implementation encouraged informal enterprises to formalize their operations?

3. What are the perceived and real barriers faced by micro enterprises in complying with GST
regulations?

4. How has GST impacted the growth, sustainability, and financial access of these enterprises?

What policy interventions can improve the GST experience for micro enterprises and promote

their formalization?

N

e

1.6 Scope and Limitations
Scope of the Study:

e The study focuses on micro enterprises that were previously part of the informal sector.

e It covers various sectors such as small manufacturing units, retail shops, and service providers.

e The geographical scope may include selected districts from Uttar Pradesh (e.g., Lucknow, Kanpur,
Varanasi) to understand regional variations.
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Limitations:

e The study may be constrained by the availability and willingness of informal entrepreneurs to
share data.

e Since the informal sector lacks structured documentation, primary data may rely heavily on
interviews and self-reported information.

e Regional findings may not be fully generalizable to all parts of India.

2. Research Methodology
2.1 Research Design

This study adopts a descriptive and analytical research design, primarily based on secondary data
sources. The objective is to explore how the Goods and Services Tax (GST) has impacted micro
enterprises in the informal sector and assess its effectiveness in facilitating their integration into the
formal economy. A secondary data-based approach is suitable for analyzing macro-level trends,
government policy documents, GST portal statistics, and scholarly literature available on the subject.

2.2 Nature and Source of Data
Since the study is based on secondary data, the following sources have been used:
A. Government and Institutional Sources:

Ministry of MSME, Government of India

GSTN (Goods and Services Tax Network) portal and annual reports

RBI publications and bulletins

NITI Aayog reports on formalization and digitalization of MSMEs

Ministry of Finance, Department of Revenue (GST-related circulars and updates)
Reports by National Sample Survey Office (NSSO)

e State-wise economic surveys and MSME profiles

B. Academic and Research Sources:

e Peer-reviewed journals such as Economic and Political Weekly (EPW), Journal of Development
Studies, Indian Journal of Economics and Development, etc.

e Research studies published by ICRIER, FICCI, CII, ASSOCHAM, and PwC India on GST and
MSMEs

e M.Phil and Ph.D. theses available through university repositories and Shodhganga
C. Digital Sources and News Archives:
e Articles and databases from PRS Legislative Research, The Hindu Business Line, LiveMint,
and Business Standard
¢ Online research platforms like Google Scholar, JSTOR, Statista, and ResearchGate
2.3 Data Collection Method

Data were systematically collected through:
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e Desk review of secondary literature, including government notifications, statistical data, and
scholarly articles.

e Content analysis of published reports, case studies, and surveys related to GST and MSME:s.

e Comparative analysis of data from pre-GST and post-GST periods to observe trends in
formalization, tax registration, and financial inclusion of micro enterprises.

2.4 Data Analysis Techniques

The collected secondary data was analyzed using:
e Trend analysis to observe changes over time in GST registrations and formalization rates.
e Descriptive statistics such as percentage growth, registration trends, and credit linkage data.
e Thematic analysis to identify challenges, policy gaps, and stakeholder perceptions.
o Comparative analysis across different sectors and states, where relevant.

2.5 Justification for Using Secondary Data

The use of secondary data is justified for the following reasons:
e Availability of extensive and credible datasets from government and institutional sources.
e Time and resource efficiency for studying large-scale trends across multiple states and sectors.
e Helps in longitudinal analysis (pre-GST and post-GST comparison).
e Provides macro-level insights into policy impact that may not be captured through small-scale
primary surveys.

2.6 Limitations of the Methodology

e The study depends on the accuracy and reliability of published data; any inconsistencies in
government data may affect findings.

e Secondary data may lack real-time insights and field-level nuances, especially regarding
undocumented micro units.

e Sectoral and regional biases may exist depending on the availability of data from specific states
or industries.

3. GST and the Informal Sector in India
3.1 Profile of the Informal Sector and Micro Enterprises

India’s informal sector is a vast and complex ecosystem comprising unregistered businesses that operate
outside the regulatory framework. It includes a variety of economic activities such as petty trade, small
manufacturing, services, and home-based enterprises. According to the National Sample Survey (NSS),
more than 90% of India's workforce is employed in the informal sector, and a large proportion of micro
enterprises remain unregistered with GST, UDYAM, or any government body.
Micro enterprises, as defined by the Ministry of MSME (post-2020 revision), are firms with:

e Investment in plant and machinery not exceeding X1 crore

e Annual turnover not exceeding 5 crore
These businesses often lack access to formal banking, structured accounting, and tax compliance systems,
making their integration into the GST regime a significant policy and practical challenge.

3.2 GST Registration Thresholds and Implications for Micro Units

GST mandates registration for businesses based on annual turnover:
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Type of Supply Threshold Limit
Goods (Normal States) %40 lakh
Services (Normal States) %20 lakh

Goods & Services (Special Category States) 10 lakh

Micro enterprises with turnover below the threshold are not legally required to register, but many opt
for voluntary registration to claim Input Tax Credit (ITC), expand customer base, or participate in B2B
transactions.
However, this threshold also creates a compliance dilemma:

¢ Registering voluntarily invites additional record-keeping and returns filing burdens.

e Staying unregistered restricts them from formal supply chains and credit eligibility.
This balancing act influences the pace and success of formalization in the micro sector.

3.3 Compliance Requirements under GST

While GST aims for simplification, its compliance ecosystem remains demanding for micro enterprises.
Major requirements include:

e Filing multiple returns: GSTR-1, GSTR-3B, and annual returns (GSTR-9)

¢ Maintaining digital records and uploading invoices via the GSTN portal

¢ Adhering to e-invoicing norms (though currently applicable only to higher turnover categories)

¢ Input Tax Credit reconciliation with supplier filings

e Regular updates on GST notifications, rates, and rule changes
These tasks demand digital literacy, stable internet access, and sometimes professional help—resources
often unavailable to informal micro units, especially in rural and semi-urban India.

3.4 Perceived Challenges by Informal Enterprises in Joining GST

Several structural and perceptual barriers discourage informal micro enterprises from entering the
GST regime:

¢ Fear of regulatory scrutiny and harassment by tax authorities

e Low awareness about benefits like ITC, government tenders, and credit access

e Cost of compliance (hiring accountants or consultants) outweighing perceived benefits

e Digital divide, especially among older or rural entrepreneurs

e Inability to compete with larger, GST-compliant firms due to added tax burden
Furthermore, the time-consuming registration process and difficulties in understanding portal
functionalities add to the resistance against formalization.

3.5 Government Initiatives for Simplified GST Compliance

Recognizing the challenges faced by small taxpayers, the government has introduced several measures to
simplify compliance for micro enterprises:

A. Composition Scheme
e Available for businesses with turnover up to X1.5 crore (X75 lakh for some states)
e Pay tax at a reduced rate (1%-6%) on turnover without input tax credit

e Quarterly return filing with simplified formats

B. QRMP Scheme (Quarterly Return Monthly Payment)
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e Available for businesses with turnover up to X5 crore
e Allows filing of quarterly GSTR-1 and GSTR-3B, with monthly tax payments

C. GST SuvidhaKendras

e Facilitate GST registration and return filing, especially in semi-urban and rural areas
¢ Provide hand-holding support to micro and small businesses

D. Awareness Campaigns and Helplines

e GST Council and CBIC have launched outreach programs, videos, FAQs, and helplines to
improve understanding of GST among small entrepreneurs.
Despite these initiatives, uptake remains uneven due to lack of consistent follow-up and limited reach in
underserved regions.

4.1 Profile of the Informal Sector and Micro Enterprises

India's informal sector constitutes a large share of the country's economic activity, contributing nearly
45% to the Gross Value Added (GVA) and employing more than 90% of the total workforce (as per
NSSO and NITI Aayog reports). The informal sector encompasses a wide range of unregistered, small-
scale activities in retail trade, services, construction, agriculture-related industries, and home-based
manufacturing.
Micro enterprises are the smallest entities within the MSME classification. Post the MSME redefinition
in 2020, a micro enterprise is defined as:

e Investment in plant and machinery: not exceeding X1 crore

¢ Annual turnover: not exceeding 5 crore
Most micro enterprises are family-run, lack formal organizational structure, and function outside the
purview of formal taxation and regulatory frameworks. These businesses often operate without GST
registration, PAN, or formal bank accounts, which limits their ability to access institutional finance,
government subsidies, or business development services.

4.2 GST Registration Thresholds and Implications for Micro Units

The Goods and Services Tax (GST) Act provides exemption from registration for businesses whose
aggregate turnover remains below a specified threshold:

Business Type Threshold (Normal States) Threshold (Special Category States)
Goods (Supply only) %40 lakh %10 lakh
Services or Mixed Supply 20 lakh %10 lakh

These thresholds are intended to protect micro units from compliance burdens. However, businesses
that wish to avail benefits like Input Tax Credit (ITC), enter B2B transactions, or participate in
government tenders, often voluntarily register under GST.

Implications:
e Businesses under the threshold may choose to remain outside the tax system, thus continuing
informality.

e Voluntary registration offers access to formal markets but increases compliance obligations.
e Fear of losing competitiveness (due to added tax burden) prevents some micro enterprises from
registering.
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4.3 Compliance Requirements under GST

Though GST seeks to streamline taxation, it has introduced several procedural and technological
challenges for small businesses. Key compliance requirements include:
e GST Registration through an online portal (gst.gov.in)
e Filing of Returns:
o GSTR-1: Details of outward supplies
o GSTR-3B: Monthly/quarterly summary returns
o GSTR-9: Annual return
¢ Maintaining digital records of transactions and invoices
o Payment of taxes and matching of input tax credits
e Uploading invoices for buyers to claim ITC
¢ Responding to notices, audits, and reconciliations through the GSTN system
These digital and legal processes are resource-intensive and require either in-house expertise or
external consultants/accountants, both of which increase operational costs.

4.4 Perceived Challenges by Informal Enterprises in Joining GST

Despite potential long-term benefits, many informal micro enterprises express hesitation or resistance in
becoming GST-compliant. Key challenges include:

A. Awareness and Knowledge Gaps

e Limited understanding of GST rules, benefits, and compliance processes
e Misinformation and myths about penalties, tax audits, etc.

B. Technological Barriers

e Lack of digital literacy and internet infrastructure
e Inability to use portals, digital invoicing tools, or reconciliation systems

C. Financial Burden

e Cost of hiring GST consultants or software subscriptions
e Cash flow constraints due to input credit delays and advance tax payments

D. Fear of Formalization

e Anxiety about being exposed to income tax, PF/ESI, or other regulatory mechanisms

e Perception that formalization may invite future harassment or regulatory scrutiny
These concerns lead many micro enterprises to operate below the threshold deliberately or split their
businesses to stay informal.

4.5 Government Initiatives for Simplified GST Compliance

To support small and micro enterprises and encourage formalization, the Government of India has
introduced several schemes and policies:

A. Composition Scheme
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e Applicable to businesses with turnover up to 1.5 crore
e Allows payment of tax at a fixed nominal rate (e.g., 1% for traders)
¢ No requirement for invoice-wise returns or ITC claims

B. QRMP Scheme (Quarterly Return Filing, Monthly Payment)

e Designed for businesses with turnover up to X5 crore
e Offers simplified compliance with quarterly GSTR-1 and GSTR-3B
e Allows monthly payment of tax using self-assessed methods

C. GST SuvidhaKendras

e GST facilitation centers set up across India, especially in semi-urban and rural areas
e Help with registration, return filing, ITC claims, and grievance redressal

D. Awareness and Training Programs

e CBIC, GST Council, and MSME Ministry regularly conduct:
o Webinars, FAQs, manuals
o Outreach through trade associations and NGOs
o Online learning platforms for small businesses
Despite these steps, awareness remains limited in Tier-2 and Tier-3 cities, and access to reliable
compliance support continues to be a bottleneck.

5: Discussion and Interpretation
5.1 Role of GST in Enhancing Transparency and Market Access

The introduction of GST has played a pivotal role in bringing transparency to business transactions,
especially by encouraging digital documentation, invoice-based systems, and online return filing. For
micro enterprises, GST has created both opportunities and incentives to:

e Adopt digital systems for accounting and billing

o [Establish creditworthiness through documented turnover and compliance history

e Participate in formal supply chains, as larger firms demand GST compliance from vendors for

input tax credit

e Access wider markets, including e-commerce platforms that require GST registration
By mandating electronic records and matching mechanisms for tax credit, GST reduces the scope for
under-reporting and tax evasion, thereby fostering fairer competition among formal and informal
players.
However, the extent to which transparency translates into market access depends on a firm's ability to
meet compliance costs and remain competitive with larger businesses. Micro enterprises with limited
margins often struggle to sustain the administrative overhead of staying GST-compliant.

5.2 GST as a Tool for Inclusion vs. Exclusion

While GST was envisioned as a tool for inclusive growth, its outcomes have been mixed in the context
of micro and informal enterprises.

Inclusion:
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e GST opens doors to formal finance, as registered firms are more likely to be eligible for loans
and subsidies.

e Formal registration allows businesses to scale operations, participate in government tenders,
and benefit from schemes like PMEGP, MUDRA, or CGTMSE.

e Integration with e-invoicing and digital payments helps create transaction trails needed for credit
scoring and vendor recognition.

Exclusion:

e For very small or marginal enterprises, the cost and complexity of compliance act as deterrents.
e Enterprises operating close to the threshold limit often deliberately avoid growth to stay exempt

from GST.

e Fear of legal or tax scrutiny, compounded by lack of awareness, leads to self-exclusion from
formalization.

e Unregistered businesses lose out on B2B trade and become less competitive due to ineligibility
for ITC.

Thus, while GST has the potential to drive inclusion, it risks excluding the most vulnerable if adequate
support systems are not in place.

5.3 Socio-Economic Impacts of Formalization on Micro Enterprises

The process of formalization through GST brings a set of socio-economic transformations for micro
enterprises, including:

Positive Impacts:
¢ Enhanced business credibility, allowing firms to attract partnerships and scale operations
o Improved access to institutional finance due to verifiable income and turnover records
e Participation in digital commerce ecosystems, fostering growth and diversification
¢ Better working conditions and social security linkages (for those who also formalize labor)

Negative Impacts:

e Increased cost of doing business, especially for businesses that require professional help for

compliance

e Cultural resistance to formal accounting and taxation, particularly in traditional and family-run
setups

e Short-term decline in profit margins due to increased tax burden and transition-related
disruption

e Job insecurity in some cases where small enterprises downsize to avoid formal costs
Therefore, the net socio-economic effect depends on enterprise readiness, nature of industry, and
availability of support mechanisms.

5.4 Regional and Sectoral Variations

Secondary data from government reports and industry associations indicate that the impact of GST on
micro enterprises varies significantly across regions and sectors:

Regional Variations:
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e Urban micro enterprises (e.g., in Lucknow, Kanpur) are more likely to register under GST due
to:
o Better infrastructure
o Greater awareness and support systems
¢ Rural enterprises (e.g., in Mirzapur or Barabanki) lag behind due to:
o Limited digital connectivity
o Scarcity of tax professionals or SuvidhaKendras
o Low literacy and risk aversion

Sectoral Variations:

e Service sectors (e.g., tailoring, food delivery) with low capital investment often stay outside GST
unless working with formal partners.
¢ Manufacturing micro units are more likely to register due to higher input-output volumes and
pressure from supply chains.
e Retail trade is mixed; some voluntarily register to benefit from I'TC and business visibility, while
others stay unregistered to avoid tax collection obligations.
These differences highlight the need for targeted policy approaches, such as sector-specific compliance
support, regional outreach, and simplified procedures for nano businesses.

6: Discussion and Interpretation
6.1 Role of GST in Enhancing Transparency and Market Access

The introduction of the Goods and Services Tax (GST) has significantly contributed to enhancing
transparency in the Indian tax ecosystem. For micro enterprises, GST has led to the gradual transition
from informal, cash-based transactions to digitally recorded activities. Through invoice matching, input
tax credit (ITC), and a centralized digital portal (GSTN), GST compels businesses to document sales,
purchases, and taxes paid, thereby promoting financial discipline.
For micro enterprises, this visibility:

e Improves their credibility with banks and financial institutions, making them more eligible for

formal credit.

e Enables entry into B2B supply chains, where GST compliance is often a prerequisite.

e Facilitates e-commerce participation, as platforms mandate GSTIN for sellers.
However, this benefit is not uniform. Enterprises that fail to keep up with digital compliance may lose
access to these formal avenues, thus restricting their growth.

6.2 GST as a Tool for Inclusion vs. Exclusion

While GST was designed to be an inclusive tax reform, its actual impact on micro enterprises has been
dual in nature.

Inclusion:

e GST provides micro enterprises with an official identity in the tax network, which can unlock
access to schemes like MUDRA loans, subsidy programs, and government contracts.

e Ease of doing business improves through uniform taxation, elimination of state-level levies, and
reduction in logistics delays.

e Registered entities benefit from Input Tax Credit, which reduces the overall tax burden.
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Exclusion:

e Complexity of compliance disproportionately affects small businesses with limited resources.
e Many micro units prefer to stay below the registration threshold or avoid formalization to
escape compliance and cost burdens.
e The fear of increased regulation, tax scrutiny, and loss of informal flexibility deters voluntary
registration.
Hence, while GST theoretically promotes inclusion, in practice, it has also created a class of excluded
micro businesses, unable or unwilling to transition due to systemic constraints.

6.3 Socio-Economic Impacts of Formalization on Micro Enterprises

The formalization of micro enterprises through GST compliance brings with it both positive and negative
socio-economic effects:

Positive Effects:

e Access to formal finance and credit, improving business sustainability and expansion.

e Business scalability through participation in formal supply chains, trade fairs, and online
marketplaces.

e Wider social benefits, including improved worker conditions, contribution to PF/ESI, and
eligibility for government relief schemes (e.g., during COVID-19).

Negative Effects:

e Increased operational cost due to GST filing, use of consultants, and compliance with evolving
norms.
e Cash flow disruption, particularly for businesses facing delays in input tax credit or refund
mechanisms.
e Fear of losing autonomy, especially among sole proprietors and informal family-run businesses,
leading to underreporting or business fragmentation.
These impacts underline that formalization through GST is not merely a technical transition, but a deep
structural and cultural shift, particularly for long-established informal enterprises.

6.4 Regional and Sectoral Variations

The influence of GST on micro enterprises is far from uniform. It varies widely based on geographical
region and economic sector.

Regional Variations:
e Urban centers such as Lucknow, Kanpur, and Varanasi show higher levels of GST adoption due
to better digital infrastructure, access to chartered accountants, and government outreach.
e In semi-urban and rural districts like Unnao or Mirzapur, micro enterprises often lack
awareness, internet access, and support, resulting in poor adoption and continued informality.

Sectoral Variations:

e Manufacturing and processing sectors are more likely to formalize due to volume-driven input-
output chains where GST credit plays a major role.

ISSN: 2581-7175 ©IJSRED: All Rights are Reserved Page 751



International Journal of Scientific Research and Engineering Development-— Volume 8 Issue 4, July Year 2025
Available at www.ijsred.com

e Service-based micro enterprises like tailoring, local transport, and personal care services tend to
remain informal as many are B2C and below threshold.
e Retailers and traders show mixed responses—some formalize to benefit from ITC, while others
avoid registration to remain price-competitive.
These variations suggest that a one-size-fits-all policy approach under GST is inadequate. Tailored
strategies addressing local realities, sectoral demands, and infrastructural gaps are essential for inclusive
formalization.

7: Challenges and Barriers

While the Goods and Services Tax (GST) aims to unify India’s tax regime and promote transparency, its
design and implementation have created several challenges and barriers for informal micro enterprises.
These obstacles prevent many such enterprises from entering the formal economy, despite the long-term
benefits associated with GST registration and compliance.

7.1 Structural Issues (Education, Digital Access, Capital)
The structural foundation of micro enterprises often makes GST compliance a daunting task:
A. Educational and Skill Deficits

e Many micro entrepreneurs lack formal education and basic financial literacy.

e Understanding tax laws, filing digital returns, and managing records require specialized skills that
most informal businesses do not possess.

e In rural and peri-urban areas, this gap is even wider, limiting participation in formal taxation.

B. Digital Divide

e GST is entirely technology-driven, but many micro enterprises have limited or no access to
internet-enabled devices.

e Erratic internet connectivity in Tier-3 towns and rural areas hinders smooth return filing and
registration.

e Older entrepreneurs often struggle with adopting digital tools, even when infrastructure exists.

C. Lack of Access to Capital

e GST compliance (registration, return filing, hiring consultants) requires financial investment.

e Most micro enterprises are already under-capitalized and operate on thin margins.

e Formalization doesn’t immediately lead to increased income, but it does add short-term financial
stress.

7.2 Procedural Complexity and Cost of Compliance

Despite intentions to simplify, GST procedures remain complicated and dynamic, particularly for small
businesses with no prior tax exposure:
e Multiple returns (GSTR-1, GSTR-3B, GSTR-9) and periodic filings burden small
entrepreneurs.
e Frequent changes in rates, notifications, and portal upgrades require constant updates and
professional help.
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e Hiring GST professionals or accountants is often too costly for small firms.
e Even schemes like Composition and QRMP require understanding of rules and timely
submissions, which many fail to manage on their own.
The cost—both monetary and time-related—discourages micro enterprises from entering or remaining
in the GST system.

7.3 Tax Refund Delays and Cash Flow Problems

One of the touted advantages of GST is the Input Tax Credit (ITC) mechanism. However, in practice,
several challenges dilute its benefit for micro enterprises:
e Refund delays are common, especially for export-oriented micro units and traders in remote
regions.
e The matching of credits with suppliers' returns (GSTR-2A/2B) is a complex process and often
results in denial or delays of input credits.
e Working capital gets blocked, which is critical for small businesses operating on limited
liquidity.
e In the absence of timely credit/refund, businesses may be forced to delay payments to suppliers
or compromise on inventory and wages.
Such cash flow interruptions make GST compliance seem risky and burdensome, especially when
survival is the enterprise’s daily concern.

7.4 Perceived Risk of Entering the Tax Net

Beyond technical issues, there exists a psychological and cultural reluctance among informal micro
entrepreneurs to register under GST:
e A strong fear of surveillance and possible harassment by tax authorities discourages voluntary
registration.
e Entrepreneurs worry that joining GST may lead to exposure to Income Tax, Labour Laws,
ESI/PF obligations, and other regulatory scrutiny.
e Many family-run or caste-based traditional enterprises perceive formalization as a threat to
autonomy and a disruption to inherited informal business practices.
e There is also a lack of trust in government systems, especially in areas where public services
and grievance redressal are weak.
This perceived risk outweighs the visible benefits for many micro enterprises, reinforcing the cycle of
informality.

8: Policy Recommendations

The findings of this study suggest that while GST has the potential to formalize the informal sector and
empower micro enterprises, the existing implementation framework presents significant barriers. To
address these gaps, a multi-pronged policy strategy is essential. The following recommendations aim to
promote inclusive formalization by reducing compliance burdens, improving capacity, and incentivizing
participation.

8.1 Need for a Simplified GST Framework for Micro Enterprises

A “one-size-fits-all” GST system does not cater well to the unique needs of micro enterprises. A tailored
GST compliance structure is required for these businesses, which may include:

e Single-page simplified return formats with quarterly or annual filing options.

e Threshold-based automatic exemptions from certain filings or procedural requirements.
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e Extension and enhancement of the Composition Scheme, allowing inclusion of small service
providers.
e Development of sector-specific compliance guides (e.g., for artisans, food vendors, tailors, etc.)
in regional languages.
¢ Consideration of a "micro-GST regime'' where businesses under Z50 lakh turnover face minimal
compliance but receive formal identity and partial tax benefits.
Such simplification will reduce the psychological and procedural hurdles currently discouraging
voluntary registration.

8.2 Training and Awareness Programs

Low awareness is a major impediment to GST adoption in the informal sector. It is essential to invest in
targeted education and hand-holding support, particularly in Tier-2 and Tier-3 towns.
Recommendations include:
e Launch of GST literacy campaigns through community radio, vernacular newspapers, and local
TV.
e Regular capacity-building workshops in collaboration with trade unions, chambers of
commerce, NGOs, and MSME Development Institutes.
e Development of mobile apps and chatbots in local languages to assist in GST return filing and
clarification.
e Introduction of “GST mentorship programs”, where trained volunteers or CA interns support
micro enterprises for a defined period.
These efforts will build long-term compliance capabilities among first-time taxpayers.

8.3 Strengthening Digital Infrastructure and GST SuvidhaKendras

Given the digital nature of GST compliance, improving access to technology is critical, especially in
semi-urban and rural areas. Recommended measures:
e Expansion of GST SuvidhaKendras (GSKs) across gram panchayats and small towns to offer
free or subsidized services related to GST registration, filing, and troubleshooting.
e Introduction of mobile GSK vans to reach weekly markets and business clusters.
e Provision of low-cost GST compliance kits (including a tablet or smartphone, printer, and
preloaded software) through public-private partnerships.
e Ensuring stable internet connectivity in underserved regions through convergence with
BharatNet and Digital India programs.
Such infrastructural support is vital to bridge the digital divide affecting informal businesses.

8.4 Easing Access to Credit and Incentives for Formalization

To encourage micro enterprises to join the formal economy, GST compliance must be directly linked to
tangible financial benefits:
¢ Banks and NBFCs should offer preferential lending rates and faster loan processing for GST-
registered micro units.
e Integration of GST records with credit scoring systems (e.g., PSB59, TReDS, Account
Aggregator Framework) to increase formal credit eligibility.
e Government may offer rebates on electricity, trade licenses, or compliance costs for first-time
GST filers.
e Expansion of credit-linked subsidy programs (e.g., MUDRA, CGTMSE) to include GST
compliance as a positive eligibility factor.
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e Introduction of onboarding incentives, such as cashback, tax holidays, or priority access to
procurement platforms like GeM.
These incentives will help reduce the economic risk associated with formalization.

9: Conclusion

The implementation of the Goods and Services Tax (GST) in India was envisioned as a transformative
reform to simplify the country’s indirect taxation system, increase transparency, and promote a unified
national market. One of its implicit goals was to bring the vast informal sector—particularly micro
enterprises—into the formal economy. While the GST regime has indeed made progress in these areas,
this study reveals that the journey of integration for micro enterprises has been complex, uneven, and
fraught with structural and operational challenges.
India’s informal sector, dominated by micro enterprises, remains vital to employment generation,
livelihood sustainability, and localized economic development. However, the sector’s traditional
resistance to regulation, compounded by a lack of digital literacy, financial resources, and compliance
capacity, has limited the reach and effectiveness of GST as a tool for formalization. Many enterprises
continue to remain outside the tax net—not necessarily out of unwillingness, but due to perceived
burdens, fear of state surveillance, or practical limitations in accessing the GST ecosystem.
This study, based on secondary data, confirms that while GST has enhanced market transparency and
improved access to formal credit and trade for registered micro enterprises, it has also imposed new
compliance costs and operational complexities. As a result, GST has had a dual effect—enabling
formalization for some, while unintentionally excluding others.
Key insights from the research include:

e The need for simplified GST processes specifically tailored for micro and informal businesses.

e The importance of digital and financial inclusion in supporting formalization.

e A recognition of regional and sectoral variations in GST adoption rates.

e The necessity of incentive-driven and education-led policies to encourage voluntary

compliance.

Ultimately, the formalization of India’s informal economy through GST cannot rely solely on mandates
or penalties. It requires a supportive ecosystem that lowers entry barriers, builds trust, and offers tangible
benefits for small entrepreneurs. Strengthening this ecosystem through policy reforms, local capacity
building, and stakeholder engagement will be essential to ensuring that GST fulfills its promise of
inclusive economic transformation.
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