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ABSTRACT

By the end of 2020, there were approximately 5.7 million micro or small enterprises in
Peru, with approximately 80 percent of them being informal. Despite the extensive literature
demonstrating that formalization helps businesses grow to a large extent, this manuscript
describes the variables by which informal business owners wish to continue working in that
condition. In light of this, the authors propose the break-even point analysis as a motivator for
these businesses to formalize. The goal was to see if there was a link between the break-even point
and the formalization of micro and small commercial enterprises in Lima, Peru. The authors
developed a questionnaire with high levels of validity and reliability, which was administered to a
sample of 139 people who declared themselves to be owners of some type of informal business.
The data was analyzed using SPSS software, and Pearson's chi-square statistical test yielded an
asymptotic significance of 0.009, which, being less than the standard value of 0.050, served as a
strong test for the authors' hypothesis, because determining the break-even point has a significant
effect on formalizing micro and small commercial enterprises in the context studied (Lima, Peru).

Keywords: Break-Even Point, Business Formalization, Costs, Sales Revenue, Commercial
Companies.

INTRODUCTION

One of the main reasons why micro and small businesses do not formalize is the complexity
of the process itself: there are relatively long procedures that are difficult for entrepreneurs to
understand (Ghersi, 1997; Ochoa Valencia & Orddez, 2004), and there are numerous institutions
that must be approached to obtain licenses, permits, and registrations (Ochoa Valencia & Ordéez,
2004).

This scenario generates high formalization costs and greatly discourages its purpose, despite
the fact that formalization brings benefits such as increased company competitiveness, access to
bank financing, and the possibility of being taxed correctly, taking advantage of the benefits
provided by the tax collecting entity (Benhassine et al., 2018; Floridi et al., 2020; Piza, 2018).

There are two completely different perspectives on formalization: a negative one, in whichit
becomes synonymous with new obligations and money outflows (Prinz et al., 2014); and a
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positive one, in which the company achieves competitiveness, and thus more clients and income,
with the possibility of growth through access to bank loans (Rand & Torm, 2012).

It should be noted that as organizations grow, so do their formalization requirements. Many
formal firms around the world began informally (Zylbersztajn & Graga, 2003).

Formalization occurs through the incorporation of economic units recognized by national
regulations (sole proprietorships, limited liability companies, and partnerships), followed by
registration and compliance with documentary obligations before the tax authority (registration
and declaration), followed by compliance with administrative obligations (licenses and
certificates), and finally through incorporation of economic units recognized by national
regulations (sole proprietorships, limited liability companies, and partnerships) (Goldstein et al.,
2018; Song et al., 2009; Sutter et al., 2017).

Formalization can increase market positioning opportunities by greatly reducing potential
legal issues, as well as allowing partnerships with other individuals or companies to achieve greater
competitiveness, which leads to greater credibility and trust on the part of customers; however,
formality also entails costs that must be borne by capital or shareholders (Ault & Spicer, 2020;
Webb et al., 2013).

It should be noted that informal firms do not provide consumer security, So some customers
may refrain from purchasing products from informal firms, resulting in a lower market share (Rand
& Torm, 2012).

The incorporation of the company at the National Superintendence of Public Registries
(hereinafter SUNARP), obtaining the single taxpayer registration (hereinafter RUC) at the
National Superintendence of Customs and Tax Administration (hereinafter SUNAT), and the
operating license (issued by the corresponding municipality) (SUNAT, 2021).

According to Villar (2017), there is an abundance of micro and small businesses in Peru,
which account for 96.5 percent of all organizations and number approximately 5.7 million; of this
large universe, nearly 80 percent are informal, implying that the vast majority of Peruvian
businesses are informal, micro, or small. This only reflects the large database of companies whose
activities are not reported to the government and thus do not pay taxes.

For Kirsten (1989) and Loayza (2007), the informal sector comprises companies, workers,
and activities that operate outside the legal and regulatory frameworks that govern economic
activity in a given region; thus, it is appropriate to state that belonging to this sector is generally
associated with working in ignorance of all tax burdens and legal regulations, as well as not having
the financial resources to do so.

Various international media outlets frequently present reports highlighting Peru's growth
and economic stability, as well as the ease with which businesses can be formed. According to the
World Bank Group (2018), Peru was ranked as one of the three easiest countries to do business in
the year of publication of that article.

This demonstrates a completely different point of view than that perceived byentrepreneurs
who operate informally and whose reasons for not formalizing have been exposed by Ghersi
(1997), Grijalva Salazar et al. (2020), Ochoa Valencia & Orddez (2004) and Schmal Simon et al.
(2016).

In terms of the break-even point, according to Pauceanu (2016), this tool allows "calculating
the lower or minimum quota of units to produce and sell so that a business does not incur losses";
based on this, we can infer that it could be used by competing current informal businesses to
analyze how significant the costs and expenses incurred by formalization are and what the amount
of merchandise will be.
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As per Blank (2001), the break-even point is the batch of production sold that generates
total income that is exactly equal to the outgoings derived from the total costs incurred for such
operation to be generated, as shown graphically in Figure 1.
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FIGURE 1
PRODUCTION SOLD THAT GENERATES TOTAL INCOME

Blank (2001) goes on to say that using the formulas described below, such a production lot

can be determined for understanding or presentation in units or in its corresponding monetary
value.

Fixed costs

EBreakeven point in units =
P Sales revenue — Variable costs

Fixed costs

Variable costs
Sales revenue

Breakeven point in monetary value =

1 —

Although many organizations can generate significant revenues from their sales, these
revenues are not always sufficient to cover the various costs and expenses incurred during the same
period in which the sales were generated (Coromoto Morillo, 2007; Hernandez, 2011; Yardin,
2002); in this case, the break-even point can help to determine how much the expected revenues
should be.

According to a recent study conducted in Peru (Fernandez Bedoya, 2018), the use of the
break-even point has the positive effect of improving a number of internal processes, in addition
to supporting correct financial decision making. Given that one of the reasons why micro and small
businesses in Peru do not formalize is due to economic factors, we can conclude that the break-
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even point can provide greater insight and clarity for the entrepreneur who is unsure about
formalizing his business.

In Ecuador, Mazédn et al. (2017) investigated the positive effects of the break-even point on
decision making, providing very useful information that encourages entrepreneurs to use this tool
and thus reduce business risk.

In the Netherlands, Singh et al. (2013) conducted a comprehensive analysis of a hospital
center's income and expenses based on a new scenario that generated variations in these inputs for
the calculation of the break-even point, discovering that this institution needed to perform 600
operations per year to reach the break-even point, motivating them to reformulate the sales targets
and make them stricter.

In Bulgaria, Georgiev (2014) conducted a study in which he explained why the hotel
industry in that context presented good financial indicators, even better than those of other
countries in the region, discovering that among their good practices was the continuous analysis
of the break-even point, which allowed them to manage differences in hotel bookings due to
seasonality, differences in vacancy rates, and differences in vacancy rates.

Large companies that are now models to emulate began their operations informally. In Peru,
for example, we have Artika ice cream, Anypsa paints, and Montalvo beauty salons, all of which
began their operations in a rudimentary manner, with many characteristics that classify them as
informal (Inga Martinez, 2016).

Despite the fact that many success stories are shared in educational institutions and other
public entities, informal enterprises are hesitant to formalize, indicating a resistance to change.
According to Minaya Cuba & Fernandez Bedoya (2018), the use of detailed information and cost
objects in a company facilitates decision making in daily activities while also increasing the
perception of continuous improvement in the company.

Because the break-even point is a tool that transparently shows the minimum level of sales
revenue for a company to not gain or lose profit based on costs and revenues, we can conclude that
knowing the break-even point will aid in business decision making. Two studies outlining the
proper analysis and determination of business costs in order to determine the break-even point can
be found in the articles presented by Regonha et al. (2016) and Reynier et al. (2013).

Given the foregoing, the authors posed the following research question: Is there a
significant relationship between the break-even point and the formalization of micro and small
business enterprises in Lima, Peru?

The goal of this study was to see if there was a link between the break-even point and the
formalization of micro and small commercial enterprises in Lima, Peru.

The proposed hypothesis was: there is a significant relationship between the break-even
point and the formalization of micro and small commercial enterprises in Lima, Peru.

MATERIALS AND METHOD

The scope of this research was exploratory in nature. According to (Hernandez Sampieri et
al., 2014), exploratory studies "are used when the objective is to examine a research topic that has
not been studied very much, about which there are many doubts, or that has not been previously
addressed," specifically because of the situation of the country where the research was conducted,
for which there is a lot of literature related to break-even point and for which there is a lot of
literature related to.
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The study took a quantitative approach because it allows for the collection of numerical
data, which was then processed and analyzed using the tools provided by statistics (Cadena liguez
etal., 2017).

The research level was explanatory, which allows for the establishment of cause and effect
relationships, in this case that one variable influences (or motivates) the other, through statistical
associations (Lafuente Ibdez & Marn Egoscozébal, 2008).

According to (Driessnack et al., 2007), the research design was non-experimental, which
means that there was no random determination, manipulation of variables, or comparison groups,
in addition to the fact that the researcher observed what happened naturally, without intervening
in any way. At the same time, it is important to note that this was a cross-sectional study because
the data was collected at a single point in time with no longitudinal analysis (Otzen & Manterola,
2017).

The survey technique was used, with the questionnaire instrument developed by the authors
using the theoretical review as input, and presenting 42 items. In terms of the sample, 139 people
were considered who claimed to be owners of non-formal companies because they do not have
RUC registration, so they do not have formally registered workers, and they do not issue sales
receipts, so they generate profits without paying any tax. It should be noted that because
informality is punishable under current legislation, it was difficult to get people to respond
voluntarily to the questionnaire.

It should be noted that the Cronbach's alpha coefficient was calculated in order to estimate
the dependability of an instrument to be used (Cronbach, 1951). According to experts in the field,a
value of 0.70 or more of these coefficients indicates that an instrument is reliable (Chaves-
Barboza & Rodrguez-Miranda, 2018). This study tested the reliability of both instruments, yielding
reliability coefficients of 0.757 and 0.843 for the first and second variables, respectively, allowing
assurance of their dependability.

In terms of validity, the questionnaire was subjected to the scrutiny of seven experts, who
evaluated the relevance and clarity of the items. Aiken's V. test (Aiken, 2003) yielded a general
result of 0.94, classifying it as extremely valid.

The survey data was sorted, classified, recorded, and processed in the SPSS version 26
statistical software, where the Pearson's chi-square test was run.

RESULTS AND INTERPRETATION OF DATA

The hypothesis test was carried out using Pearson's chi-square statistic, and the asymptotic
significance was examined. If the resulting value is less than 0.05, the authors' hypothesis will be
accepted; otherwise, it will be rejected. The statistic's outcome is shown in Table 1.

Table 1
PEARSON’S CHI-SQUARE TESTS
Value Degrees of | Asymptotic _Significance (2-
Freedom Sided)
Pearson’s Chi-Square 25.960 4 0.009
Likelihood Ratio 29.237 4 0.006
Linear-by-Linear Association | 5.658 1 0.001
N of Valid Cases 139

According to Table 1, the bilateral asymptotic significance obtained from Pearson's chi-
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square test is 0.009, which is less than 0.05, allowing the authors to have enough evidence to
validate the hypothesis, indicating that there is a significant association between the break-even
point and the formalization of micro and small commercial enterprises in Lima, Peru.

Because a statistical association allows us to determine that one variable is dependent on
another, it is prudent to assert that determining the break-even point generates motivation for the
formalization of micro and small commercial enterprises in Lima, Peru.

These findings enable us to move forward in this line of research because they provide a
foundation for moving away from relational (or correlational) research and toward explanatory
research, demonstrating that there is a cause and effect relationship between the variables and
concluding that determining the break-even point has a significant impact on the context studied.

While it is true that Peru is one of the three countries in the world where doing business is
easier (World Bank Group, 2018), it is worth noting that the respondents expressed a number of
negative comments and fears, confirming what Ghersi (2007), Ochoa Valencia and Ord6ez (2004),
and Schmal et al. (2016) proposed.

The break-even point is a useful tool for demonstrating that a business can be formalized
and remain profitable while also contributing to the country's economy.

CONCLUSIONS

Determining the break-even point is critical for the formalization of micro and small
commercial enterprises in Lima, according to the research (Peru). This is because understanding
the break-even point demonstrates that micro and small businesses can formalize while still
making a profit and having a better chance of obtaining financing for their activities, allowing
them to grow and make better business decisions.

The break-even point is important for the profitability of micro and small commercial
enterprises in Lima, Peru, because it allows the entrepreneur to determine the minimum level of
production at which his productive activity is profitable by determining the number of units of
product (or service) produced and sold that equal the levels of income and costs.

In Lima, Peru, there is strong opposition to the formalization of micro and small
commercial enterprises; however, this is due to the entrepreneurs' perceptions, as there is literature
demonstrating that it is possible to formalize these businesses while still earning a profit by
utilizing the tools and assistance provided by other institutions or the government.

Researchers in business sciences are encouraged to conduct similar studies in other
contexts in order to stimulate discussion and expand the literature related to this line of research,
which is framed in more than one of the United Nations' Sustainable Development Goals.
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