N

N

Firm Formalization Strategy: The Interaction of
Entrepreneurs and Government Officials in the
Enforcement of Regulation
Ashenafi Biru, Pia Arenius, Garry Bruton, David Gilbert

» To cite this version:

Ashenafi Biru, Pia Arenius, Garry Bruton, David Gilbert. Firm Formalization Strategy: The In-
teraction of Entrepreneurs and Government Officials in the Enforcement of Regulation. Journal of
Management, In press, 33 p. 10.1177/01492063231224332 . hal-04493248

HAL Id: hal-04493248
https://hal.science/hal-04493248
Submitted on 7 Mar 2024

HAL is a multi-disciplinary open access L’archive ouverte pluridisciplinaire HAL, est
archive for the deposit and dissemination of sci- destinée au dépot et a la diffusion de documents
entific research documents, whether they are pub- scientifiques de niveau recherche, publiés ou non,
lished or not. The documents may come from émanant des établissements d’enseignement et de
teaching and research institutions in France or recherche francais ou étrangers, des laboratoires
abroad, or from public or private research centers. publics ou privés.


https://hal.science/hal-04493248
https://hal.archives-ouvertes.fr

'.) Check for updates

Journal of Management

Vol. XX No. X, Month XXXX 1-33
DOI: 10.1177/01492063231224332
© The Author(s) 2024

(@NOISH

Article reuse guidelines:
sagepub.com/journals-permissions

Firm Formalization Strategy: The Interaction of
Entrepreneurs and Government Officials in the

Enforcement of Regulation
Ashenafi Biru

RMIT University
Pia Arenius
Emlyon Business School

Garry Bruton

Texas Christian University
Jilin University

David Gilbert

Monash University

This research investigates how entrepreneurs in an early-stage market economy decide their level
of compliance with formal rules and finds the manner in which they interact with government
officials to operate on a continuum of formality. Focusing on the nonmarket strategy approaches
entrepreneurs employ to establish relationships with government officials, we build a model that
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of firm formality and the interaction between entrepreneurs and government officials.
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Introduction

Entrepreneurs’ strategic interactions with nonmarket actors are critical to firm survival
and operational strategies (Hamann, 2019; Mellahi, Frynas, Sun, & Siegel, 2016; Shaffer &
Hillman, 2000). This is especially true in early-stage market economies, where institutional
frameworks are still developing and are often unable to support efficient market transactions
(Rodgers, Vershinina, Khan, & Stokes, 2021; Williams & Shahid, 2016). Government offi-
cials in these settings hold substantial power in enforcing formal regulations and allocating
most resources necessary for business operations (Hamann, 2019; Wang, Wijen, & Heugens,
2018; Wright, Filatotchev, Hoskisson, & Peng, 2005). As such, entrepreneurs are obliged to
work with powerful government officials to leverage market opportunities (Johnston &
Girth, 2012; Williams & Shahid, 2016) and navigate the obligation to comply with formal
rules (Dau & Cuervo-Cazurra, 2014; Levie & Autio, 2011; Malesky & Taussig, 2017). As
governments routinely set formalization as a requirement to access lucrative state markets
and preferential capital (Bhandari, 2023), entrepreneurs face a crucial strategic decision
when deciding the extent to formalize their firms and how to engage with government offi-
cials (De Giorgi, Ploenzke, & Rahman, 2018; Ram, Edwards, Meardi, Jones, & Doldor,
2020; Rand & Torm, 2012). However, our understanding of business-government interaction
in early-stage market economies remains incomplete because research to date is heavily con-
centrated on formal large firms and mature economy contexts (Bruton, Zahra, Van de Ven, &
Hitt, 2022; Malesky & Taussig, 2017).

Firm formalization concerns the decision to comply with formal rules, regulations, norms,
and professional and ethical standards in a given institutional environment (Dau & Cuervo-
Cazurra, 2014; De Giorgi et al., 2018; Godfrey, 2011; Salvi, Belz, & Bacq, 2023). This deci-
sion is often framed in the literature as a binary rational economic choice based on the costs
of firm formalization versus the costs of not formalizing and the consequential risk of pros-
ecution (Dau & Cuervo-Cazurra, 2014; Siqueira, Webb, & Bruton, 2016; Webb, Tihanyi,
Ireland, & Sirmon, 2009). However, viewing firm formalization as a straightforward deci-
sion based on a cost-benefit analysis of legal compliance may not accurately represent how
entrepreneurs make decisions around firm formality (De Castro, Khavul, & Bruton, 2014;
Shahid, Williams, & Martinez, 2020; Sutter, Webb, Kistruck, Ketchen, & Ireland, 2017).
Although we have learned about firm formalization as a dynamic, context-specific contin-
uum phenomenon in which entrepreneurs show variation in the level of compliance with
formal rules (e.g., De Castro et al., 2014; Kistruck, Beamish, Qureshi, & Sutter, 2013; Salvi
etal., 2023; Sutter et al., 2017; Uzo & Mair, 2014), we lack adequate knowledge of entrepre-
neurs’ strategic decisions to operate along the continuum of formality and the exact nature of
their engagement or disengagement with government officials who enforce the formal rules
(Martinez, Smith, & Malone, 2021; Verreynne, Meyer, & Liesch, 2016).

So far, studies have taken the view that government officials, on whom entrepreneurs rely
for resources and legitimacy, hold the decision-making power (see, e.g., Hamann, 2019;
Johnston & Girth, 2012; Oliver, 1991; Wang et al., 2018); thus, entreprencurs often conform
to government-prescribed demands and seek out as much government support as they can
secure (Armanios, Eesley, Li, & Eisenhardt, 2017; Oliver, 1991; Williams & Nadin, 2012).
However, entrepreneurs in early-stage market economies contend with the additional
dynamic behavior of enforcement officials, which may require them to adopt strategies to
“convince” government officials to allow them to operate their firms in ways that may not be
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considered fully formal, a choice that does not exist to the same extent in mature economies
(Abebe, Getachew, & Kimakwa, 2022; Salvi et al., 2023; Verreynne et al., 2016). Extant
studies on firm formalization do not adequately address the agency entrepreneurs in early-
stage market economies exercise, both in determining compliance with formal rules and in
shaping their interactions with government. Therefore, we address the following research
questions: How do entrepreneurs decide their firm’s level of formality, and what strategic
approaches do they use to engage with government officials responsible for regulatory
enforcement?

To address these research questions, we built on firm formalization literature (Dau &
Cuervo-Cazurra, 2014; De Castro et al., 2014; De Giorgi et al., 2018; Godfrey, 2011; Shahid
et al., 2020; Sutter et al., 2017); and nonmarket strategy literature (Baron & Diermeier, 2007;
Johnson, Melin, & Whittington, 2003; Mellahi et al., 2016; Rodgers et al., 2021; Voinea &
van Kranenburg, 2018). We employ an inductive qualitative research design in an early-stage
market economy setting in Ethiopia, to examine the strategic approaches entrepreneurs take
when interacting with government officials in deciding their firm’s level of formality. This
design is appropriate for our research setting, which is underexplored and underserved by the
current literature, and highlights how firm formality is better represented as a continuum,
where the level of compliance with regulations by entreprencurs reflects a set of ongoing
strategic choices (De Castro et al., 2014; Kistruck et al., 2013; Roitman, 2005). The Ethiopian
context allows us to study various entrepreneurial strategies enacted within nascent institu-
tional structures, and to capture the richness of the strategic interactions of entrepreneurs
with government officials. Further, our research is consistent with recent calls for strategic
and contextual studies of entrepreneurial agency to determine issues around firm formality
and the entrepreneur’s interaction with nonmarket actors in early-stage market economies
(Martinez et al., 2021; Salvi et al., 2023; Sutter et al., 2017).

Our study provides three key contributions to the literature. First, we contribute to the
growing study area of firm formalization (see, e.g., Assenova & Sorenson, 2017; Benhassine,
McKenzie, Pouliquen, & Santini, 2018; De Castro et al., 2014; Sutter et al., 2017; Uzo &
Mair, 2014) by offering a well-grounded theoretical model explaining how entreprenecurs in
an early-stage market economy position their firms on the continuum of formality. This study
provides an important insight into the practical decisions that entrepreneurs make regarding
their level of compliance with formal rules, spanning from complete informality to total for-
malization. Second, we contribute to research on firms’ nonmarket strategies (Boddewyn,
2003; Mambula, 2004; Mellahi et al., 2016; Rodgers et al., 2021; Verreynne et al., 2016) by
explaining the connection between the choice of a firm’s formality level and entrepreneurs’
strategies when engaging with government officials. While scholars in nonmarket research
have emphasized the dominant role of government officials in regulating business activity
and firm behavior (Johnston & Girth, 2012; Malesky & Taussig, 2017; Murtinu, 2021), our
research highlights that entreprencurs, despite their dependencies on government support,
exercise agency in determining the firm’s level of formality along a continuum. Finally, we
expand the understanding of the least-examined geographic domain of entrepreneurship,
Africa (Abebe et al., 2022; George, Corbishley, Khayesi, Haas, & Tihanyi, 2016; Zoogah,
Peng, & Woldu, 2015). There is a need to expand the understanding of theory and practice
for entreprencurship beyond North America and Europe (George et al., 2016). The research
presented here demonstrates that the understanding of entrepreneurship in early-stage market
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economies differs considerably from assumptions often held by scholars from mature econo-
mies in North America and Europe and, as a result, lays a better foundation for future research
in this important domain.

Theoretical Background
The Continuum of Firm Formality in Early-stage Market Economies

Research suggests that formalization provides entrepreneurs with legal protections and
access to formal market opportunities, allowing them to grow and expand their ventures (De
Giorgi et al., 2018; Sutter et al., 2017). Yet, the nature of the regulatory environment in most
early-stage market economies makes it infeasible for all entrepreneurs to conform to all gov-
ernment demands and expectations (Ge, Carney, & Kellermanns, 2019; Roitman, 2005;
Webb, Ireland, & Ketchen, 2014; Williams, Martinez—Perez, & Kedir, 2016). The result is
that the vast majority of firms in early-stage market economies are, to some extent,
informal.

Entrepreneurs in early-stage market economies face unique challenges due to their smaller
scale and the ambiguity of the formal market, requiring entrepreneurs to adopt different
approaches in dealing with regulatory demands for formality (Salvi et al., 2023). Thus, entre-
preneurs’ decisions on firm formalization have implications for their ventures and how they
interact with authorities regulating the market (Malesky & Taussig, 2017; Williams & Nadin,
2012). Scholars (see, e.g., De Castro et al., 2014; Ram et al., 2020; Shahid et al., 2020; Sutter
etal., 2017; Uzo & Mair, 2014; Weber, Okraku, Mair, & Maurer, 2021) have pointed out that
firms in early-stage market economies operate on a more fluid spectrum of formality, and
viewing formalization decisions as a dichotomous choice between formality and informality,
based on a straightforward economic calculation, may not capture the nuanced practical real-
ities of the interaction between firms and their regulatory environment. As we argue subse-
quently, the focus on formalization as a one-off legal requirement—registration—provides
only a partial understanding of entrepreneurs’ approaches to firm formality.

Narrowly conceptualizing firm formality as full registration and complete compliance
with all regulatory requirements would mean fully formal firms are a distinct rarity in early-
stage market economies. Studies have shown that firms operating in the formal market
economy evade taxes (Uzo & Mair, 2014), employ unregistered workers (Meghir, Narita, &
Robin, 2015), under-declare revenue, and evade customs fees (Welter & Smallbone, 2011).
Similarly, it is common to find a vast number of informal entrepreneurs interacting with
local government officials and paying some fees despite lacking formal registration (see,
e.g., Anjaria, 2011; De Castro et al., 2014; Roitman, 2005). For example, Anjaria (2011)
delineates that even in the absence of the necessary licenses, street vendors in Mumbai fre-
quently interact with local authorities, emphasizing the importance of adhering to legal
regulations. By considering firm formality as a continuum phenomenon, with entrepreneurs
exhibiting varying degrees of compliance with regulations (De Castro et al., 2014; Thapa
Karki, Xheneti, & Madden, 2021; Williams et al., 2016), it can be understood that entrepre-
neurs strategically position their firms within the regulatory framework to balance compli-
ance with formalization demands and the need to collaborate with the government to access
resources and support. In doing so, entrepreneurs in early-stage market economies may
prioritize their relationship with government officials over strict regulatory compliance, as
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officials’ interpretation and their level of enforcement of rules significantly impacts deci-
sions regarding firm formality (Abebe et al., 2022; Cook, 1996; Dau & Cuervo-Cazurra,
2014; Ge et al., 2019). The nuanced interaction between entreprencurs and government
officials underscores the need for a more comprehensive understanding of how this interac-
tion unfolds in early-stage market settings.

Enforcement of Formalization Rules in Early-Stage Market Economies

Although, in principle, authorities could enforce formal regulations and penalize entrepre-
neurs for noncompliance at any time, they often refrain from doing so for social, political,
and economic reasons, resulting in inconsistent and weak enforcement of formal market
regulations (Abebe et al., 2022; Abid, Bothello, Ul-Haq, & Ahmadsimab, 2023; Ram et al.,
2020). Scholars note that governments in most early-stage market economies view entrepre-
neurship as a tool for social and economic growth (Batjargal, Hitt, Tsui, Arregle, Webb, &
Miller, 2013; Bruton, Ketchen, & Ireland, 2013), and are largely dependent on the success of
new ventures to create jobs, reduce poverty, and ensure social and political stability (Biru,
Gilbert, & Arenius, 2021). When governments position new ventures as important tools in
achieving these policy goals, entrepreneurs gain a substantial role when it comes to formal-
izing their firms. A business providing limited employment, even if unregistered or not fully
registered, helps reduce unemployment, which is a government goal (Boddewyn, 2003).

There is evidence of greater government flexibility in dealing with entrepreneurs in early-
stage market economies. For example, Djankov, Georgieva, and Ramalho (2018) describe
how authorities often refrain from strict enforcement of regulations or severely sanctioning
noncompliance because it benefits their efforts to develop collaborative relationships with
policy-relevant ventures and promotes entrepreneurial activities. Similarly, Ang (2020) high-
lights the way government officials are incentivized to exhibit flexibility when enforcing
formal regulations and how this approach contributes to a market environment in which
entrepreneurs conduct overlapping formal and informal business practices. These imperfect
enforcement situations create greater flexibility for entrepreneurs to navigate the regulatory
landscape and position their firms along the formality continuum—providing practical
opportunities for them to choose which requirements they need to conform to and which they
can avoid—to better advance their goals (Dau & Cuervo-Cazurra, 2014; De Castro et al.,
2014; Saka-Helmhout, Chappin, & Vermeulen, 2020).

Additionally, law enforcement officials may empathize with the plight of disadvantaged
entrepreneurs, leading these officials to consider that enforcing more restrictive formal regu-
lations is not worthwhile or necessary (Ram et al., 2020; Thoto, Jayne, Yeboah, Honfoga, &
Adegbidi, 2021) and implicitly tolerate both unintended and intended regulatory noncompli-
ance by entrepreneurs (Salvi et al., 2023). Studies have also highlighted that political ties
(Abebe et al., 2022; Lux, Crook, & Woehr, 2011), corruption (Baron, Tang, Tang, & Zhang,
2018), social values, and personal relationships (Abid et al., 2023; Batjargal et al., 2013; Ge
et al., 2019) can explain why government officials vary in their enforcement of formal mar-
ket regulations. Thus, entrepreneurs may adopt nonmarket strategies by leveraging their
social and political interdependence with government officials to affect the enforcement of
formal rules, leading to variation in the level of compliance with prescribed formality require-
ments (Rodgers et al., 2021; Weber et al., 2021).
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Employing Nonmarket Strategies to Firm Formalization

Nonmarket strategy (Baron & Diermeier, 2007; Boddewyn, 2003; Cook, 1996; Mellahi
et al., 2016) is a theory of agency that focuses on a firm’s concerted pattern of activities that
shape its relationship with government officials, NGOs, interest groups, and the public, to
achieve its goals (Brown, Goll, Rasheed, & Crawford, 2020; Cook, 1996). Entreprencurs’
determination of the firm’s level of compliance with formal rules implies making strategic
decisions regarding their engagement with officials tasked to enforce the rules. Entrepreneurs
may decide to comply with state-imposed regulatory demands to secure resources (Johnston
& Girth, 2012), address social expectations (Thapa Karki et al., 2021), or forge preferential
relationships with authorities (Brown et al., 2020; Williams & Nadin, 2012). Entrepreneurs
may also decide to informalize some of their activities because of unfair government demands
(Webb et al., 2009), to dissuade scrutiny from government officials (Armanios et al., 2017;
Rodgers et al., 2021), or to reduce attention from criminals (Sutter et al., 2013). Thus, the
assumption that government officials alone determine the nature of the business—government
relationship is not accurate, since entrepreneurs in early-stage market economies often seek
to determine the extent to which they will comply with government regulations. Leveraging
the perspectives of nonmarket strategies, we identify how entreprencurs strategically interact
with government officials to operate on a continuum of compliance between complete infor-
mality and total formalization.

Scholars have also examined how nonmarket intermediaries, such as NGOs and other
support organizations, create “scaffolds” to facilitate the legal transition of entrepreneurs
from informal to formal markets, addressing the lack of proper factor markets and institu-
tional gaps, while supporting entrepreneurs to meet the necessary standards (see, e.g.,
Armanios et al., 2017; Mair, Wolf, & Seelos, 2016; Sutter et al., 2017). This stream of work
emphasizes the proactive role of nonmarket actors in supporting entrepreneurs and reshaping
formal market structures, while maintaining the implicit assumption that entrepreneurs are
passive beneficiaries of support and have limited capacity to respond to regulatory pressures.
While we acknowledge the important role of nonmarket intermediaries in helping entrepre-
neurs to formalize their firms, there is a need to acknowledge and better understand how
entrepreneurs, despite their reliance on government support, demonstrate a level of control in
determining the regulatory arrangements in which they operate (see, e.g., Abebe et al., 2022;
Brown et al., 2020; Sutter et al., 2013). We argue that the decision to interact with govern-
ment officials reflects adaptable strategic choices that entrepreneurs make, based on the level
of formality they choose for their firms, the resources they need from government, and the
regulatory pressures they can reduce through interaction.

Research Methods

In this study, the strategic approaches through which entrepreneurs interact with govern-
ment officials to position their firms in varying degrees of formality are examined using
exploratory qualitative data from Ethiopia, employing an inductive research approach
(Eisenhardt, Graebner, & Sonenshein, 2016; Glaser & Strauss, 1967). We aim to construct
insights that advance the theory and understanding of the firm formalization phenomena in
carly-stage market economies by employing the principles of the Gioia Methodology (Gioia,
Corley, & Hamilton, 2013).
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General Context: Business Environment in an Early-stage Market Economy

When examining the approaches entrepreneurs adopt in their interactions with government
officials, we sought an appropriate context. We wanted to observe tensions where small firms
cannot buffer themselves from the government because of their dependency for resources and
other support, while at the same time, they cannot conform to the prescribed formal market
requirements as they are too costly (Zoogah et al., 2015). We therefore focused on the context
of Ethiopia, where the government and policymakers have recognized new and growing ven-
tures as one of the forces that ignite economic growth in the country (Brixiova & Asaminew,
2010). Despite that priority, the Ethiopian business environment and regulatory systems are
widely seen as unfavorable to business. In 2016, the World Bank ranked Ethiopia 146 out of
189 countries on the ease of doing business (Canare, Ang, & Mendoza, 2016). Ethiopia’s
government has a large and active bureaucracy that regulates business (Di Nunzio, 2015).
Further, the government’s substantial support for entrepreneurs in certain sectors, such as
manufacturing, indicates a strong belief in economic intervention (Biru et al., 2021; Oqubay,
2018). In general, despite those resourced areas, Ethiopia has unfavorable economic condi-
tions, inconsistent policies, a high cost of doing business, corruption, and poor social and
political attitudes toward starting a business (Brixiova & Asaminew, 2010).

Sampling and Data Collection

To address our research questions, we required rich data that provided a representative
cross-section of Ethiopian entrepreneurs to capture the variety of ways firms interact with
government officials in their region. We collaborated with local branches of the Trade Burecau
to access their databases that list small businesses in their area. From these lists, we created
a target sample consisting of firms that have been operating for less than 10 years. We then
worked with Kebele! officials to identify informal entrepreneurs who are not formally regis-
tered with the central government’s Trade Bureau (as is required), but typically have a rudi-
mentary business permit from their neighborhood Kebele. The Kebele is a local council for
a small area, and it is to their local Kebele that the local police typically report. Unlike entre-
preneurs registered? with the Trade Bureau, those entrepreneurs who only work with the local
Kebele do not have a formal business license or pay business taxes. However, they pay small
fees to their Kebele to obtain a permit and secure a space in local markets to conduct their
business without facing harassment or confiscation of their property by the police who patrol
those markets. The fees paid to the neighborhood Kebele often go directly to the police to
support their salaries. Including these entrepreneurs in our sample was important because a
considerable number of entrepreneurs in Ethiopia are in a similar situation and have some
level of interaction with local authorities and police. We did not include completely informal
entrepreneurs, who are often itinerant mobile vendors with no registration or involvement
with the government at any level, and who typically flee when they encounter police or local
authorities. To account for regional variation, we selected informants from five cities in the
four major regional states: Oromia, Amhara, Tigray, and the Southern Nations, Nationalities
and Peoples’ Region (SNNPR). Table 1 details the data sources in our analysis.

Interviews with entrepreneurs. To understand the lived experience of entrepreneurs oper-
ating a venture in an early-stage market economy, we used semi-structured interviews as our
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Table 1
Details of Data Sources

Original purpose of
Data type Quantity Original sources the information
Interviews 57 entrepreneurs, 46 hours Small business owners/ Analysis for the study

Group interviews

Federal and regional
strategic reports

Archival records
(meeting minutes,
notes, copies of
speeches and memos)

Minutes from attending
conferences,

in total
4 group interviews with 12
senior local government
officials, 6 hours in total
356 pages

Approximately 565
documents

Approximately 54 pages

operators

Local and regional small
business development
agency officials

Small business development
committees, FEMSEDA
and Regional Bureau

Federal and regional
committees, letters and
directives to regional and
local leaders

Written by the rapporteur of
the event

Analysis for the study

Record keeping of the
federal and regional
government offices

For the records of the
committee members
and attendees

For the attendees

workshops, and
seminars
Observation and
informal talks, and
visits to businesses

Approximately 6 hours Written by the investigator Analysis for the study

primary data source (Eisenhardt et al., 2016). We drew a stratified random sample of firms
from the database of local Trade Bureau agencies and Kebeles’ roster books, covering manu-
facturing, trade, service, and urban agriculture ventures. We oversampled the manufacturing
sector and young firms, as manufacturing is the government’s priority sector. We contacted
entrepreneurs with no more than 10 years of operating experience. We identified 342 firms as
of February 2019, contacting 183 entrepreneurs representing diverse firm sizes: micro, small,
and medium enterprises. Initially, we received a positive response from 103 entrepreneurs to
participate in our research. Many of these entrepreneurs, however, declined to openly discuss
questions about the nature of their interactions with government officials, despite our assur-
ance of anonymity and were excluded from the analysis. Ultimately, we conducted a total
of 57 interviews with entrepreneurs who operate firms ranging from micro to medium size.
Data collection was conducted over the period between March 2019 and September 2020.
In addition, we conducted follow-up interviews with some of our informants by phone in
March and May 2021. Our first author is fluent in several local languages and conducted the
interviews in Amharic and Tigrinya. All interviews were translated into English for analysis.
As noted, the research covered the four major regional states, ensuring representative data
from across Ethiopia. Each interview began with questions about the informants’ demo-
graphics and characteristics of their venture, such as firm size, number of years in business,
and sector. We followed by asking questions about the understanding and nature of entrepre-
neurs’ regulatory compliance activities and their relationships with government officials.
This provided a detailed understanding of the firms’ varying degrees of regulatory compli-
ance and the way they interact with government officials. As our interviews progressed, we
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identified the core ideas and concepts to examine in the next round of interviews. These core
ideas and concepts included the entrepreneurs’ perceptions about operating a firm, their regu-
latory environment, their compliance or noncompliance with institutional requirements, their
methods of accessing resources, and their business goals. Building on each interview, we
continued to explore the themes identified in the initial interviews in more detail. Specifically,
we sought to better understand entrepreneurs’ choice for the formality of their firm and the
nature of their relationship with government officials in order to maintain that chosen level
of formality. We promised anonymity to entrepreneurs and encouraged them to engage in a
conversation with us and share their stories freely. Each interview ranged from 30 to 90 min-
utes, and with the consent of the participants, most were recorded. Where consent was
declined, we took extensive handwritten notes, generally during the interview, although in
some instances immediately after. We capped our sample when “theoretical saturation” was
reached and we could no longer make substantial new inferences from the growing sample
(Gioia et al., 2013). Detailed information on the characteristics of all sample participants is
provided in the Online Supplemental Material 1.

Interviews with government officials. We corroborated our data from entrepreneurs
through interviews with 12 government enforcement officials, from different business devel-
opment agencies, in four group interview settings (with three officials from each regional
agency). These interviews focused on specific topics: (1) regulatory requirements for busi-
nesses and what the officials think about current regulations; (2) how strictly they enforce the
regulations in the market; (3) the nature of their relationships with firms in the market; and
(4) the measures they take when firms fail to comply with regulatory requirements.

Archival materials. We captured archival data from the Federal Micro and Small Enter-
prise Development Agency (FEMSEDA) and regional offices, including annual and commit-
tee reports, as well as workshop, conference, and seminar minutes, to enrich and validate our
data. The extensive review of secondary documentation on the Ethiopian economy helped
us build a systematic understanding of the institutional fabric of Ethiopia and informed our
theorizing on the interaction of entrepreneurs and government officials.

Analytical Process

To better understand the manner in which early-stage market economy entrepreneurs
operate their firms, we used an interpretive inductive approach (Gioia et al., 2013). We maxi-
mized the potential generation of new insights and causal mechanisms associated with induc-
tive research by carefully selecting the context and sample as described in the previous
section. Our data analysis involved a process of simultaneously collecting and analyzing the
data, reassessing our findings, and returning to the field to collect more data on issues raised
as important during the early interviews (Gioia et al., 2013). As we began our data collection,
we attempted to identify concepts and patterns in the data by adopting the lens of firm for-
mality and business-government relations. We coded various entrepreneurs’ actions, com-
pared them, and gradually identified the formal market requirements that they reportedly
complied with or defied, and the approaches that entrepreneurs used to achieve their business
goals in an incomplete institutional environment. As new themes emerged, we followed up
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and continuously adjusted and validated our categorization with additional information from
interviews.

We identified concepts and patterns in the data throughout the data collection period that
we later developed into core ideas, themes, and aggregate dimensions, reflecting how and
why entrepreneurs maintain a particular level of formality along a continuum, and adopt cor-
responding approaches when interacting with government officials. We identified relevant
statements from the interviews and then grouped them into categories as first-order coding.
We allowed statements and ideas to continue to emerge until we had a clear sense of the data
and the developing relationships in the early-stage market economy. The resulting codes
formed our “first-order concepts” (Gioia et al., 2013). Each first-order concept is supported
by quotes from a minimum of three different informants and reflects the points of view of the
informants. The next stage of the analysis involved combining these first-order concepts into
meaningful second-order themes, which reflect the researchers’ interpretations of how the
first-order concepts are connected. We then combined second-order themes into overarching
aggregate dimensions (Gioia et al., 2013). This process was undertaken through discussion
and consensus among all the co-authors with frequent iterations between raw data and emerg-
ing codes that explain how entrepreneurs operate on a continuum of formality and the strate-
gic approaches they use for interacting with government officials. First-order concepts,
second-order themes, and aggregate dimensions comprise the overall data structure. Figure 1
details the analytical process and data structure.

Findings

Our findings indicate that many entrepreneurs in an early-stage market economy make a
conscious decision about their degree of regulatory compliance for formalization, essentially
placing their firms on a continuum of formality. We found that entrepreneurs’ decisions on
the level of compliance with formality requirements lead them to adopt various interaction
strategies to persuade government officials to allow them to maintain their chosen level of
formality. The interaction patterns between entrepreneurs and government officials were
deeply embedded in social, political, and economic relationships. In the following section,
we establish the Ethiopian context of firm formality, outlining why entrepreneurs manage
their businesses with different levels of formalization. We then present the various strategic
approaches used by these entrepreneurs when interacting with government officials.

Facilitating Firm Formalization in Early-stage Market Economy

The formalization expectations of the local authorities in Ethiopia are consistent with the
government’s strategic effort to accelerate the economy and create jobs through venture
activities (Oqubay, 2018). Our government informants also confirmed that the government’s
priority is to promote more venture activities in the country. For example, a government
official in Addis Ababa explained: “All our focus at the moment is to encourage anyone who
is interested in starting a business and creating self-employment.” The government sees the
promotion of entrepreneurship as a major part of the Ethiopian strategic plan for economic
growth, and there have been government efforts to incentivize and, at times, pressure entre-
preneurs to formalize their firm activities. A government official in the Ministry of Industry—a
leading government department in Ethiopia for Micro, Small and Medium Enterprises
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(MSME) development—told us the following: “The government is dedicated to shifting our
culture from job-seeking to a job-creating mindset. With concerted efforts nationwide, we
aim to promote a vibrant MSME sector, accelerating economic development for our coun-
try.” During implementation of the government’s Growth and Transformation Plans—GTP I
(2010-2015) and GTP II (2015-2020)—a significant focus was on developing the private
sector so it would contribute to regional economic expansion and job creation, and gradually
replace less productive ventures in the informal sector (UNDP Ethiopia, 2018). As a result,
there has been a steady increase in the number of firms formally registered with the appropri-
ate authorities over the past several years, evidenced by the documents we reviewed from
federal and regional Industry and Trade Bureau agencies.
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Table 2
Government Officials on Enforcing the Business Regulations

I think we expected that the entrepreneurs would be eager to grow fast if we provided them with some support.
However, most of them are unwilling to grow and become independent. There is an internal directive from the
federal agency for all the regional offices to push hard for entrepreneurs to graduate from the program and leave
space for new start-ups. But there is a fear that if we take serious measures, they might exit the market, which is
problematic for employment and politically embarrassing. So, we are gradually figuring out how we can push
them to be self-reliant. TIRP02

I agree that there is inconsistency when we enforce the law but that doesn’t come from corruption or bad intent.
The enforcement of law assumes resources manpower and other infrastructural mechanisms, but the reality is we
don’t have enough of those so implementing everything by the book is not practical. Additionally, it sometimes
might be more damaging to do so as opposed to creating a fair and conducive environment for the business to
operate. When it comes to enforcing the law and working with small businesses it’s not just a black and white
situation. There are two sides to this story; one is the rule of law that needs to be enforced and the other is the
practical aspect of it and the results that we need to achieve. ORRE01

Although the mandate we have is to enforce the rule of law by the book, I don’t think it is practical to blindly
follow the rules. Our interest as government officials and experts is to help ventures to grow, so that they
can be the backbone of our economy. When the ventures fail to follow the regulations and meet the business
requirements in place, we don’t rush to sanction them. For many of them it is a learning process, and we have to
be patient and understanding of their circumstances. If we applied every single guideline, many of the businesses
would have ceased operating by now. The last thing we want is for a venture to close down because of the legal
system. AMREO03

I think our priority should be to make sure that the ventures keep operating and the people stay in their jobs. This
is what the regional and federal governments want: to keep the business open and operating. Also, the guidelines
should be implemented in a way that encourage ventures to grow, not to hinder their operations. We have to find
a way that works for all of us. ORRE(2

However, we also found that there are entrepreneurs who do not formally register with
the appropriate government agencies but are known to local government officials and
possess a rudimentary business permit issued by the Kebele. A Kebele official from the
Tigray region explained the Kebele’s roster book, containing the list of local businesses:
“The businesses you see on this list have permits to operate within the Kebele. But they
do not have the official license or tax registration.” The Kebele permit gives entrepre-
neurs the ability to engage in formal market activities at the local level without facing any
police sanctions. Entrepreneurs pay nominal fees to the Kebele to obtain the permit and
access other related services.

Unlike other informal entrepreneurs, those with a Kebele permit maintain a certain
level of interaction with local government officials. The Trade Bureau agencies do not
officially recognize a permit issued by a Kebele as a valid license to conduct business
activities. However, they do not actively intervene to prevent Kebeles from issuing such
permits. The government officials we interviewed noted that this is partly due to the
absence of an organized structure and effective communication among the various levels
of government, which hinders the establishment of a unified and standardized formaliza-
tion process. A government official in the Oromia Trade Bureau agency told us: “[We] let
the Kebele do their things, and there isn’t much organized collaboration with them in
terms of formalizing businesses.” Thus, the Ethiopian market environment encompasses
entrepreneurs with various types of permits and registrations, indicating different levels
of engagement with the regulatory requirements for business formality. Illustrative quotes
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from our interviews with government officials on the enforcement of business regulations
are provided in Table 2.

When we asked government officials how they interacted with firms to formalize venture
activities, they suggested that they use any workable methods to get firms registered for-
mally. These officials also have a high level of discretionary power when enforcing regula-
tory prescriptions consistent with the federal government’s outcome-driven approach to the
market economy. “Yetim fichiw, dugetu bitcha amchiw” is a popular Ethiopian proverb that
local officials regularly used to characterize the attitude of the federal government: “It does
not matter where and how you do it, just bring the desirable result.” The federal government
uses ad hoc analyses of entrepreneurship activities in each local administration to assess
whether local officials are addressing unemployment and advancing national political and
economic agendas. Despite the presence of objective and clear regulatory guidelines, local
officials in Ethiopia customarily enforce (or elect not to enforce) market rules as a means to
an end. For example, a government official from the Oromia region explained: “The gov-
ernment entrusted me with the power to enforce the regulations to ensure firms operate in
the market appropriately. But it is up to me to use my judgment of how I can practically use
the legal power.” Our data reveal that regulatory agents have pursued a “carrot and stick”
approach to firm formalization. Officials give access to resources to those who register their
firms and send enforcement agents to fine or confiscate the goods of those who refuse to
register. An informant from a local government agency in the Oromia region stated on the
drive to formalize businesses:

Obviously, we want every firm to operate in the market formally. So, our initial strategy was
to send a strong message to anyone who operates in the market that the least they can do is
register. We use the media, public meetings and even gatherings for religious celebrations to
convey the government’s directives. We have even involved the local police to register nano
or micro entrepreneurs and to serve them a ticket if they are found doing business without a
Kebele’s permit.

Choosing the Firm’s Level of Formality

The first key aspect of firm formality that we observed was the varying degree of compli-
ance with regulatory institutions within the formal market economy. While government
efforts to register firms have led many firms to take steps toward formalization, the pursuit
of full formalization (that is, compliance with all of the prescribed business requirements),
remains undesirable for firms. As our informants explained, the regulations are “bureau-
cratic,” “inconsistent from one government agency to another,” and “too costly to conform
to.” Further, government officials have unchecked discretionary regulatory power, which
leaves many entreprencurs thinking that they do not necessarily need to conform to all regu-
latory prescriptions, as long as they have the right level of connection with the government
official. For example, an entreprencur explained:

I formally registered my venture with the Trade Bureau office and have obtained a business
license. But there are some laws that [ know I’m required to follow, such as employee contracts
and environmental regulations, but these are the regulations I don’t comply with. I have some
connections with some of the authorities that look after me.
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Table 3
Stylized Comparison of Firms in Continuum of Formality

Firm’s position on continuum of formality

Firm features Low range Middle range High range
Size Very Small Small to medium Medium to large
Firm goals Survival Profitability Competitiveness and growth
Type of registration Hold a rudimentary business ~ Registered with local Trade Registered with regional and
permit from a Kebele Bureau federal Trade Bureau and
other appropriate authorities.
Level of interaction Limited Moderate High
with officials
Purpose of e Not to be hassled by the e To reduce level of e To participate and
interaction with local authorities and police regulatory compliance prioritize in government
officials e To commit to minimum e To maximize continued contracts
regulatory compliance access to resources e To reduce extra
such as rudimentary documentations such as
registrations with a Kebele environmental standards
and pay as small fees as and ISO certifications
possible
Perceived Not important Negotiable Critical

importance of
regulatory issues

Government’s view Subsistent and self- Policy success, employment Drivers of the economy
of firms employment creation and social
stability

Similarly, an informant from the Trade Bureau agency in the Oromia region explained the
varying degrees of firm formality:

If you ask me, it is difficult to point to an ideal formal firm. We have firms that try to avoid even
the basic business requirements. Others comply with some of the regulations and resist complying
with other requirements depending on the perceived impact on their firms. We also have very
formal firms that comply with almost all the regulations.

Our data revealed that there are specific characteristics associated with the level of firm
formality on the continuum. Our key observations of the firms operating in each of the ranges
of the continuum (low, middle, and high ranges of formality) are summarized in Table 3.

We found clear evidence that entrepreneurs do not consider formality as a discrete choice
between formality or informality; rather, they position themselves on a continuum of regula-
tory compliance with corresponding degrees of formality. We asked entrepreneurs to assess
their firm’s level of formality using the characteristics of firm formality identified in the
Ethiopian Commercial Code and in the wider literature, including having a rudimentary busi-
ness permit from the Kebele, a Trade Bureau license or other form of registration, paying tax,
securing a fixed work address, registering for VAT, and entering into labor contracts. The
informants in our sample openly shared the business regulations with which they comply and
those they do not. A detailed table illustrating how each venture in our sample engaged or
disengaged with regulatory compliance on the continuum of formality is provided in Online
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Supplemental Material 2. Many entrepreneurs do not see the formal regulations as strictly
binding, and they proactively choose what rules they will comply with and what require-
ments they will abandon. For example, an entrepreneur from Addis Ababa noted:

From what I see, the rules in the book and the rules in the market are two different things. In
business, some of us break a few rules, others break many rules. It depends on the authorities you
deal with and how you deal with them. Everything is negotiable. If you want to win, you need to
know how you play the game and who you play it with.

For clarity of analysis, we segmented our sample firms into firms at the low, middle, and
high ranges of the continuum of formality. For example, firms at the low end of the formality
continuum often hold the rudimentary business permit issued by a Kebele but adhere to no
other regulatory requirements in the market. Whereas firms sitting at the middle range of
formality are those operating formally, with complete registration with the local or state level
Trade Bureau agencies and exhibiting key behaviors such as paying regular taxes, securing a
fixed working address, and often registering for VAT. We applied the high-range formality
label to businesses that meet almost all state and federal regulatory requirements and often
reinforce their formality by obtaining professional accreditation and licensing. From our
sample firms, 16 were categorized as low-range formality, 21 were categorized as middle-
range formality, and the remaining 20 firms were categorized as high-range formality. We
next discuss these three levels of formality in detail in turn.

Low-Range Formality

Entrepreneurs in the low range of the formality continuum are subsistent in nature and
turn to self-employment to meet the needs of their families. The ventures they operate are
often small and focus on handicrafts, mobile street food vending, and the sale of agricultural
products. In our sample, entrepreneurs within the category of low-range formality often do
not have a permanent working address and typically operate on street corners or in low-cost
fixed rental areas in local markets. For example, a vendor who runs his business explained:
“I move from place to place to sell goods. This way, I can sell quickly. Although [local offi-
cials] have told me to get a permanent place, ’'m not planning to run my business at a fixed
location like other businesses.” Although the formal regulatory prescriptions of such ven-
tures can include registration with the Trade Bureau, the payment of tax, and other basic-
level business requirements, many of the entrepreneurs at the low end of the formality
continuum typically do not want to extend their compliance beyond the rudimentary registra-
tion with the Kebele and adherence to the most basic requirements, such as maintaining sani-
tary standards. For example, a micro business owner said:

I am frustrated with the [officials from the Trade Bureau], who keep visiting to check if I am
compliant with business guidelines that I am not even familiar with. I already have a permit from
the Kebele, and I am not willing to do more at the moment. My business is running smoothly
without these additional regulations.

Kebele registration ensures that firms can operate in the market and avoid trouble with the
police, who depend on the registration fees for part of their salaries. Entrepreneurs who
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choose to operate at the low range of the formality continuum often do not draw on govern-
ment support or resources, nor do they consider regulatory issues as important to the opera-
tion of their ventures; thus, they do not see the benefits of abiding by any greater regulatory
expectations. As one entrepreneur commented: “To be honest with you. I don’t see the point
of the government asking us to meet this requirement and to follow that rule.” As a result,
there is no desire to further formalize their venture. This is consistent with prior research
findings (e.g., De Castro et al., 2014), indicating that informal entrepreneurs often attribute
their lack of formalization to the limited benefits of complying with formal regulations. For
its part, the government does not see ventures operating at the low range of the formality
continuum as productive economic players. So, while there is interest in further formalizing
all ventures, the government tends to worry least about the small informal ventures. As a
local government official explained:

There are firms that only come here to renew their permit certificate. We know they are
operating in the market because they are in our roster book, but we don’t know their capital,
annual revenue, or daily business activities. If we choose to disengage or deny them permits
for retail activities, they may opt to close down their businesses, resulting in increased
unemployment. It will also encourage lawlessness and can have adverse effects on local
security.

Although local officials may be familiar with these entrepreneurs and interact with them
at a certain level, for the most part, these entrepreneurs seek to “fly under the radar” and
avoid close engagement with government entities.

Middle-Range Formality

Our data reveal that the majority of ventures in our sample were situated in the middle
range of the formality continuum. Although these entrepreneurs consider codified business
regulations relevant for their operations and to leverage market opportunities, they see com-
pliance with these regulations as negotiable. Although these entrepreneurs comply with
many government regulations, they fail (either by circumstance or design) to fully adhere to
all regulatory requirements applicable to their business. Entrepreneurs positioning their firms
in the middle range of formality make a deliberate choice to adhere to certain regulations,
such as registration and tax payment, while actively resisting compliance with other more
demanding regulatory requirements. For example, an entrepreneur who operates a construc-
tion business told us:

I am careful how I operate my business. I am compliant with the main requirements such as tax
or workplace safety protocols. But there are regulations that I find unnecessary for our business,
like environmental regulations or contract laws. So, I try to sidestep the regulations that I believe
are not good for the business.

These ventures are more profit-oriented, operate at a small to medium scale, and are more
outwardly professional. They project credibility and competence in their business activities
through their appearance, branding, communications, and overall conduct within the busi-
ness environment; all of which aim to create a positive impression and build trust
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with external stakeholders. Rather than running their ventures unhindered by government
regulation, these entrepreneurs interact with government officials to minimize regulatory
pressures and obtain government funds and support, where possible. Illustrating this desire
to interact with the government, an entrepreneur said:

I think the rules and regulations are in place for a reason. But you need to figure out which rules
are a must to comply with and which ones you can ignore and get away with. Otherwise, it will
be tough to compete in the market and make a profit.

The high level of discretionary power of local officials in providing resources to entrepre-
neurs, combined with intense pressure on local officials from those more senior in the gov-
ernment—to promote ventures that have evidence of business formality—has created an
environment where many entrepreneurs knowingly position themselves to their own advan-
tage. They choose a level of formality that facilitates obtaining financial support from the
government while allowing government officials to say the firms they support are “formal.”
One entrepreneur told us, “I have learned that I can be strategic and selective in compliance
based on how the government feels about certain requirements.” This pattern of middle-
range formality entrepreneurs leveraging regulatory enforcement variations to their advan-
tage is a major characteristic of doing business in Ethiopia.

High-Range Formality

Although firms at the high range of the formality continuum are still smaller than big
corporations, they are typically larger than ventures operating in the middle range of the
formality continuum. Although compliance with more of the regulatory requirements incurs
higher costs, entrepreneurs operating at the higher end of the formality continuum see com-
pliance as critical to building competitive advantage and gaining direct access to lucrative
government business deals. For example, an entrepreneur stated:

I don’t distance myself from the government. I work closely with the officials and that helps to
build competitive advantage in the market. I don’t undermine my business by dodging the
regulatory system. If I did, no one would take me seriously. I can compensate for the cost of
compliance through the benefits I get from government contracts and facilitations.

In addition to meeting the regulations for formal ventures, high-formality firms proac-
tively engage in government policy priority areas and position themselves as key allies in
driving the success of national economic agendas. These entrepreneurs realize the opportuni-
ties presented by the continued economic growth of Ethiopia and aim to be major players in
the growing formal market economy. An entrepreneur in Oromia explained the importance
of policy awareness for a successful business:

I believe that one of the smart things an entreprencur should do is to pay attention to what the
government is desperately trying to achieve. I created two separate businesses one in construction
and another one in fertilizer production four years ago because I was aware of what the
government would do to support businesses in these sectors. The government is generous in
resources and regulations for businesses in these industry areas.
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Figure 2
Entrepreneur—Government Interactions in Firm Formalization
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Rather than focus on the government as a source of support to drive a strong profit line,
high-formality firms look to local and federal officials to legitimize and champion their ven-
tures on a wider stage, and they recognize that the only way that they can receive these ben-
efits is if they operate as more formal ventures.

Firms’ Strategic Approaches to Interaction with Government Officials

Interviews with entrepreneurs operating firms at various formality levels revealed
that entrepreneurs proactively strategize their interactions with government officials in
pursuit of their chosen level of formality. We identified four main proactive strategic
approaches that they use: humanize, avoid, influence, and align strategies. These
approaches are not mutually exclusive, and entrepreneurs often employ them in combi-
nation, based on their circumstances or specific goals. Further, entrepreneurs may shift
their chosen strategy over time, highlighting the dynamic and temporal nature of these
approaches that will align with evolving business interests. In our sample, 21 of the firms
used humanize strategies, 15 used avoid strategies, 36 used influence strategies, and 23
used align strategies. A detailed table illustrating each sampled firm and participation in
various formal or informal approaches to government interactions is provided in the
Online Supplemental Material 3. We present our grounded theoretical model of entrepre-
neurs’ strategic interaction approaches with government officials based on their level of
formality in Figure 2.

Humanize

We found that in their interaction with government officials, entrepreneurs deliberately
attempt to humanize their ventures to avoid repercussions for noncompliance. An entrepre-
neur who runs a small textile handicraft business told us humanizing the business results in
enforcement officials being more tolerant of informality: “I share my stories and the
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Table 4
Approaches to Humanize Venture Activities

Personalizing
ties

Community
networking

I was born and grew up in this city. I know most of the local enforcement authorities. We
often interact in social affairs, so when it comes to enforcing the law, it is easy to talk to
officials and there is good faith in our communication. We engage them in discussion, and
we try to find common ground that works for all of us. Most of the officials don’t want to
strictly enforce the rules; they are practical. ADM07

It is difficult to escape penalties for not following the rules if the officials or police are not
from your area and they do not know who you are. MEK09

Sometimes I just go to the government offices to talk to people there and see if I can meet
an important person for my business. It’s like people who just go to the malls to browse,

I go to the government offices to browse officials. That way I meet influential people and
receive good new information about the government’s next action plan. BHD06

When the police or the local authorities check on us, I talk to them nicely and try to be
friendly with them instead of getting into arguments. And they usually say they understand
and sympathize with our effort to earn a living and don’t want to make our life harder.
ARBO06

From legal point of view, we cannot use the outside pedestrian spaces to serve any food
or drinks. But there is no option; I can’t turn down my customers and lose business. So,
we just use the outside space during these busy times. When the authorities show up,
they usually feel sorry about closing our business down or giving us a fine because they
see we are not trying to disobey the law but doing genuine business. I usually offer them
drinks when I talk to them. Not as a bribe but as a courtesy while I explain the situation.
Nowadays, they don’t even come around during the busy times because they know we are
probably using the outside space. MEK09

Sometimes the enforcement agents are relentless. My business has been closed down and my
items have been seized for not paying tax, for not following some regulations and for other
reasons. But I can usually reopen within a few days because I ask the community leaders
to advocate on my behalf. ARB02

Like you need someone to bail you out from jail, the community leaders are the ones who
help us out when we get into trouble with the officials. The community leaders are very
respected and every official listens to them. ADM06

When I get into trouble with the local office for not following some rules and they closed
down my business, I often ask the community leaders to go and talk to the officials on my
behalf and keep my business open. It always works. MEK02

Whenever there are events like weddings, baptisms, or religious celebrations, I intentionally
invite officials whom I interact with for business affairs. People assume that there are no
strings attached to this because it is culturally expected that you invite people you know.
But you have no idea how this comes handy when you get into trouble with the law or
want to get away with not following the rules. MEK05

struggles I face to provide for my family with the enforcement officials. Usually, they do not
fine me for anything related to the rules, as they are sympathetic to my situation.” By human-
izing their ventures, entrepreneurs seek to divert the attention of officials to the social and
economic plight of entrepreneurs rather than focus on their noncompliance. Our data reveal
that entrepreneurs use personal and social bonds, appeal for sympathy, and enlist community
leaders to influence officials. We present additional representative data in Table 4. We found
that the humanizing approach is adopted mainly by entreprencurs who are at the low range
of the continuum of formality. These entrepreneurs build personal bonds and social familiar-
ity with local government officials and seek to operate their ventures by complying with the
bare minimum regulatory requirements. They do not have the power—political or
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financial—to influence or resist enforcement officials who seek to impose penalties for regu-
latory noncompliance.

Using the humanize approach, entrepreneurs seek to reduce harassment and convince
officials to refrain from strict enforcement of regulations, or from sanctioning the entrepre-
neur for noncompliance. For example, an entrepreneur noted:

I know many of the officials personally and that helps to talk them out of their decisions. I have
not been fined as often as others for not following all the business rules.

Our findings suggest that entrepreneurs’ efforts to humanize their venture activities are
deliberate in nature and focused on reducing the negative consequences of regulatory non-
compliance. Officials are less inclined to enforce regulatory prescriptions when they have
personal and social familiarity with the plights of entrepreneurs. As entrepreneurs who use
the humanize strategy are often subsistent in nature, government officials are reluctant to
impose measures that might exacerbate poverty, which would occur if those business owners
were unable to sustain their livelihoods. For example, one enforcement official told us why
he doesn’t issue fines to entrepreneurs who do not comply with formal regulations: “I know
it is not fair to those who follow the rules, but I just cannot penalize [subsistent entrepre-
neurs] in good conscience, knowing it will adversely affect their livelihood. Sometimes it is
better to turn a blind eye.” Additionally, forcing these low-formality entrepreneurs to cease
operations would go against the spirit of the government’s entrepreneurship policy, which
aims to foster business creation and self-employment opportunities for individuals. The
entrepreneurs in our sample who adopted the humanize strategy pointed to the fact that law
enforcement officials are generally members of the community. These ventures operate pri-
marily within local-level markets characterized by close social and personal connections
between entrepreneurs and local government officials. This intermixing effectively lessens
the authorities” motivation to strictly enforce formal regulatory requirements, creating a more
lenient environment in which they readily empathize with entrepreneurs. An entrepreneur
explained this well:

The police and other enforcement officials know who we are, and they understand our living
situation. They live in the neighborhood, and we are socially connected. So, I have to make the
officials understand my situation so that they don’t penalize me for not following the rules.

To further persuade officials to refrain from taking measures against noncompliance,
entrepreneurs often engage community leaders to emphasize their living situation, which
promotes empathy and minimizes the motivation of officials to enforce formal regulations.

Avoid

For firms that exceed a subsistent level of assets and achieve a strong capital base, the
humanizing strategy becomes less effective, prompting entrepreneurs to seek alternative
approaches to minimize their regulatory burden. For example, an entrepreneur from Addis
Ababa told us, “I cannot ask for leniency when my business transactions appear to be far
greater than the micro businesses around here.” In such cases, our findings indicate that
entreprencurs deliberately avoid direct engagement with government officials to minimize
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Table 5
Approaches to Avoid Interaction with Government Officials

Disguise I prefer not to grow my business. I do not think we will be able to make the same profit if I

become big business because the taxations and other regulations costs are high. ADD13

I haven’t paid a tax or anything, I always tell them less than half of my revenue when they asked
me how much my business transaction is. This might sound bad, but I will continue to pretend
like I don’t have the capacity to pay tax or to comply other business requirement until I get
caught. BHD06

I invest my profit in properties. I don’t reinvest the profit in my firm. If I did, I would be too
visible to the officials, and I might be forced to pay tax and required to do more. ADMO03

The one thing you should do to stop the problems from the authorities is to keep your business as
small as possible. BHDO1

Distance It’s been years since [ started this business. We usually open after Spm and during the weekend.

That way, I don’t have to deal with anyone from the government seeking to scrutinize my
business. ADD03

Having a permanent business address is good for business, but it makes it easier for the officials
to pressure you to conform to all their requirements. I’m formally registered and I have a
business license, but they don’t know where I am and they don’t know my businesses capital,
which means they don’t know or cannot estimate my revenue. That way I pay no tax except the
license renewal fees every year. ARB06

I produce and sell handmade products. I have so many regular customers and I can go from place
to place to deliver the products to my customers or sell them in different busy areas. The police
can get me because they are everywhere, so for that I have purchased a permit, but other than
that I don’t have to worry about other business regulations. MEK05

You get caught when you seek skill development training or loans from the government, because
that’s when they check your eligibility. They will investigate how you are operating your
business. My business is small, I prefer to find resources from other sources like family or other
businesses. So, I avoid any interaction with the officials unless they come here looking for me.
MEKO02

regulatory pressures for further formalization. Avoiding interaction with authorities
involves disguising venture performance and making business operations less interesting
to officials or physically distancing the venture from officials through restructuring busi-
ness operations (i.e., changing opening times, location, and sources of resources).
Avoidance is used principally by entrepreneurs in the lower range of formality and, to
some extent, by middle-range formality ventures. Representative data for avoidance is in
Table 5.

Entrepreneurs who avoid interaction with government officials often do not seek resources
or other support from the government to operate their firms, as this would require close inter-
action with authorities. Several informants described altering their business activities in ways
that made them less conspicuous to government officials, who are generally focused on
higher-grossing firms. An artisan entrepreneur who produces jewelry and leather bags
explained why she is reluctant to meet all of the formality requirements:

I understand why some individuals want to schmooze with government officials to access
resources or contract jobs for their businesses. But that is not my approach. I don’t need anything
from the government to do my business. My customers are individuals, not government agencies.
So, I try to avoid [enforcement officials] as much as I can. To be frank, I don’t even need to rent
a shop, obtain a license, or even pay taxes. I can run the business from my home, hidden from
the government, without losing much in the business.
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By avoiding enforcement authorities, entreprencurs can reduce scrutiny and are likely to
evade the abiding imperatives of formal regulatory requirements, such as paying tax. This
finding is consistent with the scholarly evidence on disguising practices (e.g., Oliver, 1991;
Sutter et al., 2013), where entrepreneurs disguise the true nature of their business activity to
reduce the pressure of conforming to prescribed regulations. As small ventures in early-stage
market economies often do not keep detailed books, and as agencies tasked with monitoring
and enforcement are understaffed, the risks of detection of underreporting are low. An entre-
preneur explained how this happens in practice:

Whenever the officials ask about my venture’s revenue, [ usually tell them the same amount of
sales revenue and it’s unlikely they’d know how much I make every year. I don’t want to attract
any attention from them.

We found that when entrepreneurs are operating in non-priority sectors and not seeking
any resources from the government, they appear to actively use an avoidance strategy to
distance themselves from government officials by disguising venture performance or physi-
cally distancing the venture from officials through restructuring business operations. Our
informants noted that they avoid enforcement authorities by rescheduling the operating times
of their business to when the authorities were off duty or would work from obscure locations
to ensure that they would not encounter officials.

Influence

We found that entrepreneurs act to influence government officials to minimize the pres-
sure to comply with regulations. The influence strategy is mainly adopted by entrepreneurs
in the middle and high ranges of formality. Many of these entrepreneurs possess substantial
political capital, as they are considered to embody the government’s strategic plans to achieve
the goal of becoming a major manufacturing hub in Africa and being a low- to middle-
income country by 2025 (Oqubay, 2018). Influencing includes bribery, promoting success of
the venture, and mobilizing collective actions. Entrepreneurs employ influence strategy
activities when their interest in how to formalize their firms is incongruent with the authori-
ties” demands. We present representative data in Table 6. We found that these entrepreneurs
do not seek to humanize their venture or avoid interaction with officials; rather, they seek to
proactively influence officials to go easy on their compliance measures or to grant them
exemptions and to allow them to continue accessing government support. An entrepreneur
from the Amhara region explained the importance of influencing government officials for
flexibility in firm formalization:

No matter how you do it, you need to have some sort of influence on the officials if you want
things to go the way you want. It’s about give and take. I have to know how to keep the authorities
away from scrutinizing my business or getting what I want from the government without
fulfilling all the expected requirements.

Entrepreneurs use bribery, in the form of gifts and by sharing a portion of their venture’s
profits directly with officials, in exchange for leniency in enforcement or to secure strategic
resources from the government. Interestingly, many of the entrepreneurs we interviewed do
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Table 6
Approaches to Influence Government Officials

Bribery

Amplifying
legitimacy

Collective
action

From the time you think of starting your business, every step is paved with red tape and demands
for grease payments. It’s a kind of cultural thing to say “thank you” for doing your job. The
way the social system works makes it impossible for people to function legally. Some officials
even consider it as a respect issue. If you refuse to pay, the authorities feel disrespected and can
make you wait indefinitely before processing my applications and you just keep losing in bids.
It’s simply more efficient to pay if you want your business to survive. ADD12

I participated in a bid for the bulk supply of spices to a university for the student cafeteria. I
was surprised at how corrupt the process was. One of my colleagues said the bid was already
rigged and he knew who was going to win. I thought it was just gossip until the person who he
said would win was awarded the contract after he paid some of the officials in the evaluation
committee. I was upset and officially complained about it because I was sure I was in a better
position to win the bid based on quality and price. They reacted like I was from another planet
because I didn’t know how to game the system. ARBO7

When I win a government contract job and make a good profit, I buy a gift for some of the
officials as a “thank you” gesture. It’s good to keep them happy. ADMO07

Most of the people who work in the government offices are on a very low salary, and they work
with so many businesspeople who are making a lot of money. So, you don’t expect them to
just serve people and help others to get rich, while they live on their government salary. As
a businessperson, you make deals with people who help you to make a profit. For example,
if I win a government contract and I earn a profit of 10,000, for me to give the officials who
facilitated the process 10% or 20% from that profit is not a big deal. If I refuse to work with
them, there is less possibility that I will win the next contract. That means I will not earn the
10,000 profit to begin with. MEKO07

I understand when some people in business try to hide their business profit, so they avoid paying
high tax. But for me, it is the other way around. I want to tell everyone how well my business
is doing and my projections for success in the near future. The local officials like to work with
successful businesses. Success can get you closer to important people in the government and
if you work closely with them, they will facilitate immediate credit for you when you need
money, get things done quickly when you go to their office, or give you information on how to
win contracts. ADM12

When you are considered a model enterprise, everyone wants to work with you. The government
wants to demonstrate its policy success using us. So, the officials don’t go after you
aggressively. Being successful is not just about business success, it also gives you the power to
reduce unnecessary pressures from corrupt officials. ARB04

We try to associate our firm with prominent experts, scholars, and other professionals, whether
we directly work with them or not. Just having the image of association with influential people
really preserves you from strict scrutiny from the officials. I don’t know why, but if you have
those sorts of perceived associations, the officials assume that you are doing everything by the
book. MEK11

T usually try to get contract jobs from NGOs operating in our area, because when you work with
reputable organizations, the respect and recognition for your work is high. This helps you to
network and work with government officials. MEK11

We have a WhatsApp group for many of the small businesses operating in this area to
communicate how we should respond when the government introduces new business
regulations or requirements. If we all act the same, it is hard for the government to penalize all
for not complying. BHD07

Before you blindly follow and do what the government has asked you to do, it is good to do your
research on what other entrepreneurs are doing and how they are running their businesses. It
might save you a lot of unnecessary costs. ADD14

Although it is not always effective, there are entrepreneurs who try to organize small businesses
to protest, sign petitions against new regulations, or ask for easier access to the resources we
need, or tax reduction etc. I often participate whenever they call a meeting. It’s good for us to
have a collective voice to improve the business environment. ADMO07
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not see bribing officials as a challenge to their venture. For example, an entrepreneur in the
manufacturing sector told us: “That’s how business works [bribing]. I do a lot of work with
government agencies, and I need to keep the [government officials] happy to achieve my
business goals.” Entrepreneurs see bribery as a strategic business action and an effective
means to gain access to resources and government contracts, and to lobby and influence
government officials to make favorable decisions for their ventures. As one of the entrepre-
neurs told us:

To be honest with you, most firms use bribes to reduce scrutiny and other regulatory pressures.
We don’t just bribe because the officials ask for it, we identify officials we can fairly transact
with. So, [ am not going to say I’'m a victim of corruption. I see it as a fair business deal.

Other entrepreneurs seek to impress and influence government officials by promoting or
inflating the success of their ventures. An entrepreneur told us: “I became a role model entre-
preneur last year because of my business performance. Since then, I use it to get some prior-
ity to access loans from the government. The role model status gives some level of power to
get things done quickly.” As a venture grows and becomes more visible to government offi-
cials, its importance to the government also grows because of the increased impact (or poten-
tial impact) on the success of prominent politicized economic programs. This recognition
helps firms build some political capital to influence the enforcement process and creates an
environment where such firms have greater flexibility concerning their regulatory compli-
ance. An entrepreneur from the Tigray region told us, “The government officials tend to take
people at face value. If I tell them my business is growing and I have accumulated a huge
capital, they will include my business in their report to the federal government as a model
enterprise without double-checking whether it’s true.” As the government has launched vari-
ous projects to promote entrepreneurship that support those who show potential for growth
and innovation, it is vital that entrepreneurs are unabashed and vocal about their achieve-
ments. Several of our informants reported that they frequently profile their business activities
and success in the media and in government reports to alert government officials and draw
attention to their venture’s success. For example, an entrepreneur explained:

If you want to build a strong relationship with government officials and attract more support
instead of scrutiny, you need to demonstrate success or pretend to be successful. That way the
government sees you as one of their showcases to demonstrate how their support and investment
is working. When you show how your firm is succeeding, the officials’ focus will be on what you
have achieved instead of how you have achieved it.

Similarly, our data reveal that entrepreneurs often join together to influence officials and
obtain concessions as a group. The entreprencurs take coordinated collective action by push-
ing back against the strict enforcement of government directives. In doing so, the entrepre-
neurs put pressure on the authorities to accept certain activities deemed to be rule-breaking,
or at least to refrain from sanctioning them. An entrepreneur from the SNNPR explained how
entrepreneurs encourage each other to stick together and take similar action to influence
government decisions: “We use WhatsApp or Telegram apps to communicate what we all
should do to have favorable regulations for us.” Many informants reiterated the approach that
they are clearly aware of their ability to resist the government if all similar ventures cooper-
ate, as government officials cannot close down the firms or enforce regulations on these
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ventures en masse. For example, an entreprencur from the Oromia region told us: “I know the
power to regulate is with the government, and businesses should follow guidelines. But if
[entrepreneurs] come together and act collectively, we are the ones who decide what needs to
happen.” Expansive networks strengthen relationships among entrepreneurs and “raise the
stakes” for any government reaction to noncompliance. For example, an entrepreneur who
sometimes acts as a mobilizer and representative of new venture small businesses recounted
one of the collective actions in which he has participated:

Last year, the local administration informed us we needed to have at least a one-year lease
agreement with landlords to renew our business license. I was one of the organizers to protest
against this requirement. We had many discussions with the officials and finally, they dropped it.

Similarly, a government official from the Tigray region noted: “Not everything we regu-
late is going to be enforced. When the noise from the firms gets louder, the local administra-
tions back off.”

Align

We found evidence that by aligning with government officials in mutual political and
economic interests, entrepreneurs can build stronger relationships and ultimately advance
their firm’s competitive advantage, increasing market size, and gaining access to strategic
capital and government contracts. Unlike the influence strategy that entrepreneurs used to
address incongruency in interests or regulations, the align strategy is employed by entrepre-
neurs who tend to work closely with government by proactively creating formal businesses
in sectors considered critical for the government’s national economic growth agenda. As one
informant explained, “the nature of my business has to match with what the government
envisions for businesses that benefit the nation.” This approach provides entrepreneurs with
access to government-related benefits such as contracts, tariff-free imports, and access to
large capital assets including land, foreign currency, and other infrastructure needed for ven-
ture operations. By adopting the align approach, entrepreneurs engage in development-ori-
ented business initiatives, political membership, and business favoritism. We provide
representative data in Table 7.

One of the Ethiopian government’s ambitious strategic plans is to become Africa’s manu-
facturing hub (Oqubay, 2018). Entrepreneurs see this plan as an opportunity to develop
strong connections with local and federal officials by engaging in business activities that the
government deems essential for economic growth. In their own words, these entrepreneurs
worked to fry the big fish (#iliku asa le matimed), implying that they are trying to be at the
center of the government’s strategic economic development plans. For example, an entrepre-
neur from Addis Ababa who runs a leather manufacturing firm told us: “Although the official
message from the government is ‘all businesses are important,” there are sectors that the
government prioritizes and provides special support. It’s important I operate in these sec-
tors.” Development-oriented business activities that align with the government’s economic
development narrative are typically strategized to attract government attention and rewards,
often in the form of subsidies, for their contribution to national policy goals. Several sampled
entrepreneurs reported that they strategically chose to enter sectors considered priority areas
by government. For example, one told us:
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Table 7
Approaches to Align with Government Officials
Development-oriented There are priority sectors like manufacturing which the government gives more
business initiatives support and facilitation to if your business operates in that sector. If you want

to succeed in business, first you have to know the government’s agenda and
launch a firm that fits. The government likes those small businesses who
can be “models” for the national policies and strategies. I used to import
electronics and beauty cosmetics from Dubai to sell here. But at that time, I
was all on my own. When I started a business that produced cement beams
for condominium construction, you have no idea how the local offices were
eager to help when I asked for a working place, loans, and machinery leases.
ADMO2

Our government is a “developmental state” (lematawi mengist) and insists
everything should be developmental. It seems that the government does not
support any activity without the intonation of development. We work in
garbage collection and fertilizer production business. I worked closely with the
officials to make sure that they knew what we were doing and the impact on
the environment. Last year, when I asked for the tax exemption, they approved
it because my business is developmental and consistent with the government
strategic policies. I was happier about the recognition than the tax exemption. I
recently applied for a working space; it is in the queue, but they said they will
put me on the priority list. ADD02

If your business is about addressing problems that are supposed to be covered
by government offices, that will be the best card to play when you interact
with government officials. It will give you access to resources or to get
you some exemption from the regulations you are required to meet. My
business is collecting trash and fertilizer production. For whatever reason, the
municipality is not picking up the trash bins on time and people complain a
lot because of sanitation and health issues. Now, we are providing the service
to society at very fair rates, the people are happy, and the local officials are
relieved we have saved them from criticism. So, when it comes to getting
services from the government offices, we get priority and when we sometimes
fail to comply with some of the regulations, the officials go easy on us.
MEKO01

Political engagement If you want to establish a strong relationship with government officials and get

things done quickly, you need to be vocal and do some PR work to build their
political career. You go to public meetings and the media to testify that they
are helpful. They have to report to the regional and federal government on
what they are doing and show their budget is well spent. Our success is their
success. ADM12

Whenever I get invited as a model entrepreneur to speak in meetings,
workshops, and conferences, I have to give full credit to some of the
government officials for the support they provide us and maintain the narrative
that we couldn’t be where we are now without their support. This helps them
to show to the regional and federal government what they are doing and prove
their budget is well spent. This is what I call, scratch my back I scratch yours.
ADMO1

The local officials treat you well when you address local problems. They want to
take the credit for helping you to help the community. If this is how they want
to see it and continue to support me, I’m happy to get along and even willing
to be more vocal about their help. I believe business is not only about making
money by serving your customers but also reducing costs or other problems
by building a good relationship with government officials. It is a win-win
situation. BHD04

(continued)
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Table 7 (continued)

Business favoritism Now it has become a trend for entrepreneurs to work closely and partner with
(cronyism) current and former government officials. People say you need a ladder to be on
the top. Well, in our case if you want to make it to the top, your ladder is the
officials who are or were in key posts and who want to do business with you.
The government contracts create a lot of business for us. So, their experience
and networking is vital. If you have some people with inside information and
who know how to win the bid, you can make a lot of money in a short time
that you couldn’t manage in years otherwise. ADD02
I’'m not saying I do it myself but let me tell you how many firms operate here.
They engage former government officials or hire relatives of current officials
in their business. This opens a lot of doors to access resources and to do
business on government projects. It also gives a signal for other officials that
they are willing to collaborate with them for mutual benefit. If you do this, you
become one of the big players in the market. MEKO07
There are many businesses that are directly or indirectly owned by government
officials. Linking your firm’s supply chain with these businesses boosts your
chance to win high value government contracts. Your win will benefit them.
BHD09
Practically, I need to know what works in real-life and how I can achieve my
business goals. To be successful, you need to know how to game the system
without breaking the rules. So, I let the government officials break the rules
for me. I won’t be illegal. But you have to know how to do it. You need to join
hands in business with the right people in the right places, and you have to
give them a reason to help you and work with you. BHD02

I used to run a business that imported consumer goods from China and Dubai. I shifted to the
manufacturing sector because government money and attention is focused in this sector. If your
business is in manufacturing, it is easier to create connections with people in power and win
lucrative government contracts.

Other entrepreneurs, operating at higher levels of formality, pursue an align strategy by
becoming members of major political parties. Our data reveal that entrepreneurs’ political
membership reduces the pressure of regulatory compliance. For example, an entrepreneur
from the Oromia region explained why he is a member of a political party:

I am not a political person at all. But I registered as a member of a major political party because
I want to show that I am pro-government. I don’t want my business to be targeted and overly
scrutinized by government officials.

Government-controlled media regularly cover successful ventures as evidence of govern-
ment policy achievements. Officials often assert that their support for entrepreneurs has con-
tributed to the surge in the number of new enterprises, leading to job creation and economic
growth. The entrepreneurs we interviewed were well aware of how vocally praising local
officials and attributing their success to the officials” work can facilitate closer interaction
with government officials focused on advancement. An entrepreneur explained:

Whenever I get invited to speak in meetings, workshops, and conferences as a model entrepreneur,
I have to give full credit to the government officials in our local agency for the support they
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provide us and maintain the narrative that we couldn’t be where we are without their support. It
is good PR for their political careers.

Another align approach adopted by several entrepreneurs is cultivating business favoritism
by hiring former officials, or their relatives, into their businesses or creating supply chain links
to businesses owned by officials. Entrepreneurs view the pursuit of government tenders as a
necessary practice that gives their ventures a “leg-up” to compete with large domestic and for-
eign corporations. For example, an entrepreneur from Addis Ababa explained that hiring people
“who have close personal relationships” with government officials, provides her with “the
opportunity to conduct contract business” with government agencies. The entrepreneurs
described forming partnerships with ventures related to government officials to encourage offi-
cials to award them lucrative government projects without submitting the required documenta-
tion. Our informants noted that such business deals differ from bribery—which is often
associated with entrepreneurs in early-stage market economies—where kickbacks are given
directly to government officials (Baron et al., 2018). Instead, government officials offer pro-
curement deals to partnered ventures in the name of “encouraging domestic businesses.”

Our findings emphasize that government officials prefer to associate with high-formality
firms that offer mutual benefits, contributing to their political profile and personal interests.
It is less likely that a high-ranking government official will interact with an entrepreneur who
cannot provide any reciprocal benefit. Therefore, the align strategy underscores the impor-
tance of mutual advantage in shaping interactions between entrepreneurs and government
officials in early-stage market economies.

Discussion

As scholars (De Castro et al., 2014; Shahid et al., 2020; Williams et al., 2016) have noted,
theorizing firm formalization on a continuum is still a growing scholarly interest. Building
on the firm formalization and nonmarket strategy literature, we argue that entrepreneurs’
decisions regarding the extent to which they formalize their firms reflects an evolving strate-
gic positioning that has implications for both their business operations and their interactions
with nonmarket actors (Williams & Nadin, 2012). We raised two important questions at the
beginning of this article that we now discuss in turn. First, we asked how entrepreneurs in an
early-stage market economy decide to position their firms on a continuum of formality. We
found that entrepreneurs in this setting have agency in determining the formality require-
ments they engage with, thereby positioning their firms’ level of formality. We noted that
determining a firm’s level of formality is not a one-off decision. Rather, determining and
maintaining a firm’s level of formality requires entrepreneurs to continuously interact with
the officials responsible for enforcement. Second, we asked what nonmarket interaction
strategies entrepreneurs employ to maintain their desired level of firm formality. Our find-
ings identified specific interaction strategies—humanize, avoid, influence, and align—and
we noted that their accessibility and effectiveness hinge on the personal and social connec-
tions they maintain with government officials, as well as the political capital entrepreneurs
accrue by operating in government priority sectors.

Our study has implications for several issues that are important for theory building and
research on firm formalization and nonmarket strategy. First, in the process of enhancing under-
standing of business-government relationships, we advance the literature on firm formalization
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by offering a grounded theoretical model, provided in Figure 2, detailing how entrepreneurs’
decision on the firms’ level of formality is associated with the strategies they adopt to interact
with government officials. Theoretical arguments in entrepreneurship and management research
have cast firm formalization in early-stage market economies as a process that is scaffolded by
key nonmarket actors, such as government, NGOs, and other intermediaries, who help entrepre-
neurs formalize their firms in order to leverage formal market opportunities (e.g., Armanios
et al., 2017; Mair et al., 2016; Sutter et al., 2017). However, we find evidence that government
officials also play a role in the persistence of firm informality. In our study context, the govern-
ment relies on private sector businesses as mechanisms for poverty reduction and to help deliver
economic and social policy initiatives. This strategic interaction forms the basis of firms’ politi-
cal capital, allowing entrepreneurs to sustain their preferred formality level. Our findings show
how government activities encourage formalization but may, at the same time, facilitate contin-
ual engagement of entrepreneurs in informality. This duality creates an environment in which
both entrepreneurs and enforcement officials see compliance with formal rules as negotiable and
may explain why eradicating informality is difficult.

Second, several studies (e.g., Perry, 2007; Siqueira et al., 2016; Webb et al., 2014) have
argued that entrepreneurs make rational decisions on formalization based on an economic
calculation of the costs and benefits. This stream of research holds the assumption that entre-
preneurs interpret formality rules as binding constraints and face a dichotomous “compli-
ance-noncompliance” choice where entrepreneurs choose whether or not to obey prescribed
regulations. While our findings acknowledge entrepreneurs’ consideration of compliance
costs, our research shows that entrepreneurs’ decisions regarding the level of firm formality
is intricately tied to their interactions with enforcement officials. By providing evidence of
the strategic manner in which entrepreneurs choose their firms’ level of formality, our
research redirects attention to the mechanisms through which those decisions are made—as
a continuous process—and proposes a potentially critical theoretical lens to study firm for-
malization decisions in early-stage market economies.

Third, we contribute to the ongoing scholarly discussion surrounding the complex rela-
tionship between entrepreneurs’ strategic actions and the formal regulatory environment in
the fields of entrepreneurship and management research (e.g., Dau & Cuervo-Cazurra, 2014;
De Castro et al., 2014; Levie & Autio, 2011; Malesky & Taussig, 2017; Ram et al., 2020;
Roitman, 2005; Shahid et al., 2020). Scholars have argued that entreprencurs could leverage
regulatory imperfections and political ties in their formalization decisions (Abid et al., 2023;
De Castro et al., 2014; Nason & Bothello, 2022; Ram et al., 2020). Our study adds to this
growing literature. We find that, despite their dependence on government for regulatory facil-
itation and resources, many firms in an early-stage market economy have more political capi-
tal than most scholars commonly recognize. By leveraging their political capital, entrepreneurs
shape an environment that allows for selective enforcement, resulting in the diverse levels of
expectation and compliance that constitute the continuum of formality. Therefore, we high-
light that an important role for research on firm formalization is to examine how key actors
in that process influence each other through political, social, and personal relationships.

Finally, our finding that entrepreneurs adopt specific interaction strategies that fit with their
chosen level of firm formality indicates potential temporal and geographical dimensions to these
strategies. For example, subsistent entrepreneurs employing a humanize strategy may find it
advantageous to transition toward influence or align strategies in response to changes in firm
growth. The evidence also indicates that entrepreneurs in particular geographical locations
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manage multiple firms simultaneously, strategically allocating resources between their firms to
attract government attention and rewards or, conversely, to maintain a lower profile. These tem-
poral and geographical dimensions suggest that the effectiveness of the interaction strategies
may vary based on the evolving needs and circumstances of the business. We argue that formal-
ization is a process consisting of regular and reoccurring strategic choices, requiring entrepre-
neurs to interact with relevant government officials on an ongoing basis.

Limitations and Future Research

Our study has a number of limitations that encourage future research. First, this research has
focused only on strategies that entrepreneurs adopt in their interactions with government offi-
cials. Business-government interaction strategies may vary significantly, not only between
developed and developing market economies, but also internally within the highly-impoverished
markets of early-stage market economies (Cook, 1996; Oliver, 1991; Webb et al., 2014). Future
research should extend the framework developed here to study how entrepreneurs in various
carly-stage market economies engage with government officials around the issue of formality.
Second, further research could explore the temporal and geographic dimensions of the entrepre-
neurs’ interaction strategies highlighted above, in terms of how the application of these strategies
varies depending on the growth stage of the venture in the entrepreneurial life cycle and the
nuanced nature of localized government practices. We suggest future studies focus on the collec-
tion of longitudinal data to explore when and where such interaction strategies are deployed.
Further, recognizing formality as a continuum requires researchers to build an intimate knowl-
edge of the context they intend to study (Cavotta & Dalpiaz, 2022; Sutter et al., 2017). We identi-
fied the dimensions of formality with which the firms chose to comply from our empirical data.
This set of dimensions includes elements, such as the rudimentary business permit, which are
specific to our study context. Other contexts are likely to have their own particularities. Therefore,
when considering measures of firm formality from the existing studies, future research must
adopt measures that capture the specific dimensions of formality of the context.

Conclusion

In conclusion, our study provides empirical evidence to broaden the understanding of
entrepreneurs’ decisions on firm formality as well as how they interact with government. We
found that while registration and regulatory compliance costs contribute to how entrepre-
neurs formalize their firms, the decision on the firm’s level of formality is primarily influ-
enced by the entrepreneurs’ interactions with government officials and the political capital
entrepreneurs possess. To support this, we identified varying degrees of formality on a con-
tinuum and proposed a range of strategies utilized by entrepreneurs when interacting with
government officials in an early-stage market economy. We hope that future research builds
on the current study to investigate firm formalization decisions from the multi-faceted per-
spectives of business—government interactions.
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Notes
1. A Kebele is the smallest unit of local government in Ethiopia, essentially a neighbourhood-sized entity.
2. The communication between the local Kebele and the provincial and federal government agencies is not

well-structured, resulting in limited coordination. Hence, registering with one government entity does not mean the
firm is known to the larger units of government.
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