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Executive Summary
The study aimed to explore the situation of formalizing businesses in Butwal Sub-
metropolitan area, to examine the problem faced by the business persons; to excavate the
behavior of the government officials to the service receivers, and the experiences of the
respondents afier formalization of business. I ifteen participants running different
businesses were used to collect the information. Data were collected through
questionnaire and interviews methods and analyzed based on qualitative research. The
study devised different findings. Business persons Jaced various problems namely lengthy
registration process, delaying in registration process and irritating behavior of the
officials in the registration offices. The study showed that the behavior of the officials
was problematic. Business persons showed the dissatisfaction for being compelled to
register the businesses in multiple offices rather than one way system of registering and
paying tax. The study explored that the trainings are necessary for the officials of the
regisiration department to make them able to show good hospitality towards the service
receivers. On the other hand, effective monitoring and awareness program are necessary
Jor the business persons who are running the businesses without Jormalizing. The
Jindings of this study can help to make the government officials conscious regarding their
way of dealing with the service receivers and their working style. Similarly, the findings
of the study may be helpful to encourage the business persons Lo run their businesses
after formalizing only. Moreover, the findings of the study may be useful for the

concerned stake holders to be familiar with the situation of formalizing business in

Nepal.
Keywords: Formalizing business, registration, legal process, unfair competition,
government

official




1. Introduction

Informal economy is an emerging issue partly because the economic activities
carried out in such an economy cannot be accounted for in the national accounts, and
therefore accurate estimates of standard measures of economic progress such as Gross
Domestic Product remain understated. Some argue that the informal economy generates
Jobs and production and helps the poor, while many argue its ill effects are higher than its
beneficial effects (Kumar, 201 1). One of the critical consequences of informality is that it
stifles economic growth (thus reducing tax receipt of the governments. which may then be
compensated by raising the tax rates imposed on formal business) and productivity by
keeping companies subscale and unproductive (operating at just half the average
productivity level of formal companies in the same sectors), and aid companies to take
market share from bigger, more productive formal competitors (as the cost-benefit
avoiding taxes and regulations often amounts to more than 10 percent of the final price).
Any short-term employment benefits of informality are thus greatly outweighed by its
long-term negative impact on economic growth and job creation (Farrell, 2004)

Nepal is not an exception to the prevalence of informal economic activities, both
legal and illegal. NLFS (2017) estimates that 62.2 percent of total employment in the
country is in the informal sector. The estimates of informal employment, which accounts
for both employment in the informal sector and informal employment in the formal sector,
are much higher at 84.6 percent. This indicates that many of the population working in
formal establishments do not have access (o basic benefits and therefore work in precarious
situations. These numbers are only indicative of the prevalence of the informal economy
since their definitions exclude the economic activities that are carried out as legal but form
a part of hidden/underground activity and the other one is illegal activities themselves.
With regards to the estimates of the underground economy in Nepal, early estimates were
made by Schneider (2004) who estimated its size as a percentage of GDP for the years
1999/00, 2001/02, and 2002/03 to be 38.4,39.7, and 38.7 percent respectively. Much later,
another study by Raut et al. (2014) shows that the informal economy accounted for 34
percent for the years 1985/86-2011/12. Since then. almost a decade has elapsed during
which significant changes in the political, demographic, economic, and legal spheres have

taken place in the country. This may also have altered the size of the informal economy in
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the country. Since there have been no credible attempts to re-estimate the size of the
informal economy using robust methods and reliable data, this study tries to fill this gap.
The study will have both academic and policy significance.

A significant majority of micro and small enterprises (MSESs) operate within an
informal economic sector, functioning without the necessary legal and regulatory
approvals. Despite their crucial role in job creation, poverty alleviation, exports, and
regional economic development, these enterprises are often compelled to remain informal.
This is not a matter of choice but rather a forced reality, resulting from regulatory burdens,
complex compliance structures, and an inefficient and slow-moving government system.

The sector consists of unincorporated private enterprises owned by individuals or
households, engaged in the sale and production of goods and services on a proprietary or
partnership basis, and employing fewer than ten workers (Radhakrishna, 2012). These units
typically operate with low levels of organization, minimal separation between labor and
capital, and on a small scale. Labor relations are predominantly based on casual
employment, kinship, or personal and social connections rather than formal contractual
agreements (ILO, 1993). Inclusive growth can be achieved by facilitating the formalization
of these enterprises, which would contribute to economic growth, the creation of decent
jobs. improved working conditions, social protection, and enhanced tax collection
(Economic Survey, 2020-20). The formalization of enterprises is integral to the sustainable
development agenda (UN, 2015) and is supported by 1LO Recommendation 204 (ILO,
2017).

Formal enterprises have a greater potential for growth, market expansion, access to
finance, and technology adoption. Operating within the formal sector provides significant
advantages, including eligibility for government schemes, subsidies, incentives,
technology upgrades, and collateral-free loans. Legally incorporated and registered entities
can operate without fear of harassment from law enforcement agencies. Additionally,
formal status enables them to participate in public bidding opportunities.

The effects of the informal economy can be both detrimental and positive, varying
by historical context, business. commerce, and employment status. Some individuals
employed in the informal economy have successfully found new employment or markets

for their goods. Globalization has increased the significance of global value chains, while




the current global financial and economic crises pose additional challenges to ensuring
decent work in the formal economy. Sharma and Adikari (2020) highlight that the informal
sector provides both voluntary and involuntary employment and income for a substantial
portion of the marginalized population around the world.

Numerous initiatives are necessary to sustain the informal economy, particularly as
many informal operations are ground-based. Key questions remain unaddressed regarding
the transition from informal to formal business sectors in Nepal. Therefore, this study aims
to identify the situation of formalizing business sectors in Butwal.

2. Statement of the Problem

In Nepal, the informal sector comprises a significant portion of the economy,
providing livelihoods to a vast number of people. However, the dominance of this sector
poses several challenges, including limited access to formal financial services, inadequate
labor protections, and constrained growth opportunities  (International Labour
Organization, 2018). The informal sector's prevalence is a symptom of various systemic
issues, such as weak regulatory frameworks, lack of financial literacy, and socio-economic
barriers (World Bank, 2019). The transition from an informal to a formal economy is thus
essential for promoting sustainable development, enhancing governance, and ensuring
inclusive growth.

One of the primary challenges in formalizing the informal sector in Nepal is the
lack of comprehensive data and understanding of its scope and dynamics. The informal
economy often operates outside the purview of government regulations, making it difficult
to quantify its size and the nature of its activities (Nepal Rastra Bank, 2020). This lack of
information hampers the formulation of effective policies and strategies aimed at
encouraging formalization. Furthermore, informal sector workers often lack awareness of
the benefits of formalization, such as social security, legal protections, and access to credit
(Adhikari, 2020).

Another critical issue is the resistance to formalization due to perceived and real
costs associated with compliance. Many informal enterprises operate on thin margins and
fear that formal registration and adherence to regulatory requirements will increase their
operational costs. This perception is compounded by the complex and often bureaucratic

nature of formalization processes, which can be time-consuming and costly (Shrestha &




Karki, 2021). Additionally, there is a general mistrust of governmental institutions, which
can deter informal sector participants from transitioning to the formal economy.

Moreover, the informal sector in Nepal is deeply intertwined with social and
cultural norms. For many, informal employment is not merely a matter of choice but a
necessity due to a lack of alternative employment opportunities (Bhatta, 2019). The
transition to formality, therefore, requires not only economic and regulatory interventions
but also a shift in societal attitudes and behaviors. This is particularly challenging in rural
areas, where traditional practices and informal arrangements are deeply rooted (Gurung &
K.C., 2020).

According to the World Bank survey on easiness on running the business report
entitled “Doing Business Report 2020”, Nepal ranked 94™ out of 190 countries. Likewise.
Nepal was in 135" rank in starting the business. Regarding the paying tax, Nepal ranked
in 175", getting electricity 135, The report highlights that there are eight procedures to be
fulfilled to register the business. It takes twenty two and half days to formally start the
business.

The transition from the informal to the formal sector in Nepal is a complex and
multifaceted challenge. It requires a comprehensive understanding of the informal
economy's scope, the costs and benefits of formalization. and the socio-cultural context in
which informal activities are embedded. Addressing these issues is essential for promoting
cconomic growth, improving governance, and ensuring social protection for all citizens.
This shows that formalizing businesses in Nepal has been a problem.

3. Purpose of the Study

The study aims to explore the challenges and opportunities associated with the
transformation of the informal sector to the formal sector in Butwal. The specific objectives
are.

e To examine the reasons for formalizing the businesses

* To excavate the benefits of formalization the businesses

® To explore the problems of formalized businesses

* To explore the current situation of formalizing businesses




4. Methods

In Nepal, the informal sector comprises small enterprise operators selling goods
and services within the cash economy without official registration. Various methods are
used to measure informal sector activities, but no single method can capture all activities
simultaneously.

This study employs both descriptive and explanatory designs using primary data
collected through questionnaire, semi-structured interviews and focus group discussion.
These different methods were applied to obtain saturated data. Fifteen participants
running different businesses were interviewed and engaged in focus group discussion to
collect the information. Original names of the participants have been replaced by the
pseudo names to safe guard their privacy. Butwal Sub-Metropolitan city was selected as
the study area as requested by the Rupandehi Chamber of Commerce.

S Discussion and Analysis

Reasons for Formalizing Businesses

Different participants opined differently regarding the reasons of formalizing
businesses. Some of the reasons as participants viewed are safety, banking transaction,
loan, mindset of following the Government’s rules and policies. One of the respondents,
Sheshraj said, “I registered the business for running it smoothly and with the mind set of
running the business as per the rules and regulations of the government”. Schneider &
Enste, 2000 state that formalization of business is necessary for the safe and sustainable
business practice. In the same tone, another participant Shiva, remarked, “I registered the
business thinking that it will be easy to run the business and also to receive the facilities
from the government. Likewise, | did so to follow the rules and regulations of the
government and to build the image of a good business man”.

Access to credit is another main reason. Informal businesses often struggle to access
formal financial services and markets. Formalization can provide these businesses with
better access to credit, allowing for investment and growth. In this context, one participant,
Saraswati said, “I registered the business for my family’s livelihood, to get banking service,
and for the betterment of the country by paying tax to the different government offices”.
According to La Porta and Shleifer (2014), formal businesses are more likely to obtain

loans from formal financial institutions than their informal counterparts.




Legal protection and stability is also among major reasons. Formal businesses
benefit from legal protections that can safeguard their operations and intellectual property.
Agreeing in this point, RamPariwartan viewed, “I registered the business to run the
business under the system of tax and without any legal problems”. De Soto (1989) argues
that the lack of property rights and legal recognition in the informal sector limits the growth
potential of these enterprises. This legal stability can encourage investment and long-term
planning.

Participants responded that they registered their businesses because of the fear of
the local government. They were compelled to register their businesses when the
authorities of the local government visited their unregistered businesses and threatened to
seal the business. Unregistered businesses face considerable legal vulnerabilities. Without
formal registration, these businesses lack legal protection, making them susceptible to
arbitrary shutdowns and expropriation. In this context, Moti explained he registered his
business when he got such threating from the municipal police force. Chen (2006) notes
that unregistered businesses are also more likely to experience harassment and corruption
from local authorities, which can disrupt operations and increase costs.

In the same context, another participant Rekha shared her reality of running the
business. She had been running the vegetable businesses for 3 years without registering.
During the no authority reminded to register her business. Later, she registered her business
because she saw her friends registering the businesses. Additionally, they may face
difficulties in participating in government procurement processes and forming partnerships
with larger, formal enterprises (Williams, 2006). Operational inefficiencies are prevalent
among unregistered businesses due to their informal nature.

Benefits of Business Formalization

Formalizing a business is the process of registering it with the right governmental
authorities, following legal requirements, and keeping suitable documents. Formalizing the
business supports improving working conditions. Informal businesses often operate outside
labor regulations, leading to poor working conditions and inadequate social protection for
employees. One participant, “Shiva remarked. “I have been running the business without
any legal issues after | registered the business and I found myself being in the comfort zone

in the eyes of the legal system while running by business after registering”. Williams and




Round (2007) discuss how formalization can lead to better job quality and security. Social
security benefits opportunity is another reason. Formalized businesses can provide their
employees with social security benefits such as health insurance, pensions, and
unemployment insurance. This enhances the social safety net and reduces vulnerability.
Gelb et al. (2009) emphasize that formal employment is associated with better access to
social protection. Another participant, Prem revealed, “I registered the business for the self-
employment, to provide job to the job seekers and to provide monetary service. Likewise,
the employees feel secure to work here because | am running the business by registering
and being under the tax system of the government”. Formalization can lead to better
enforcement of labor standards and improve the welfare of workers.

Formalizing further increases transparency and accountability of business. Formal
businesses are subject to regulatory oversight, which can lead to increased transparency
and accountability. In this respect, one participant, Utkrishta said, “I registered the business
because | feel a good citizen of the nation should run the business by registering it only. 1
feel a responsible citizen should contribute to the nation by paying the tax from the income
he/she gets from the business™. Thus, this can foster a more stable business environment.
Djankov et al. (2002) argue that formalization leads to better governance and reduces

opportunities for rent-seeking behavior.

Problems Faced during Registration of the Businesses

Lack of the sense of accomplishing assigned duties and responsibilities were the
major problems that were faced by the business persons. One of the reasons for his was
bureaucratic system of Nepal as the participant, Shyam remarked, 1 faced the problem
while registering my business due to the bureaucratic system of Nepal”. Another
participant, Pariwana.n added, “I faced problem for a long time while registering my
business as registering my business, the wood and Saraswati industry, required to have the
joint meeting of the Office of the Domestic and Small Industry and Office of the Forestry.
It took much time than | had expected. | was really irritated the way they delayed in
completing the process of formalizing the business”. According to De Soto (1989), the
bureaucratic procedures and red tape associated with formalization can be overwhelming

for small business owners. Supporting this joae participant, Pariwartan said, “I request the
O ]




Officials of the Registration Offices to encourage the business persons who come for the
registration by showing good behavior and by not delaying in the registration process. They
need to create the conducive environment in the office for registering the businesses.
Likewise, they should contact the business persons who are running the businesses without
registering and they should be encouraged to register their businesses and also government
officials help the way for registering”. Even the bureaucrats are not able to monitor the
businesses and encourage the business persons to formalize their businesses.

Lack of awareness is another problem during business formalization. Many
informal business owners are unaware of the benefits of formalization or the steps required
to achieve it. In this point, Saraswati said. “I suggest them to become good citizens of the
country by registering their businesses as | have seen a number of business persons are
running their businesses without registering. It is because they are not aware that they
should run business by formalizing only”. De Mel, McKenzie, and Woodruff (2013)
found that providing information and training on the formalization process significantly
increased the likelihood of informal businesses becoming formal. However, a lack of
education and awareness continues to be a significant barrier (1LO, 2014).

Behavior of Government Officers with Service Receivers

The behavior of the government officials was problematic while dealing with the
service receivers. One participant, Yamlal remarked, “I did not find the behavior as I had
expected. They showed bossism rather than focusing in the work. They talked more and
worked less”.  Adopting private sector management practices can improve the
responsiveness and efficiency of government services (Osborne & Gaebler, 1992).

The culture within government institutions significantly influences the behavior of
officers. One participant, Sheshraj said, “It was okay in local government office but the
behavior of the officials in the internal revenue office was problematic”. In the same tone,
Pariwartan remarked, “Regarding the behavior of the officials in the registration office, |
did not find good. Officials had the habit of postponing the task. When one official of one
particular department completes the task and forwards to another department, then the
official of next department says to come another day saying that it cannot be completed
today. | got lots of trouble due to such nature of the officials™. A positive organizational
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culture that values ethical behavior, transparency, and accountability can enhance the
interactions between officers and the public (Denhardt & Denhardt, 2000).

The behavior of government officers directly impacts public trust and satisfaction.
Prem said, “I request the Officials of the Registration Offices to manage help desk for the
business persons who come for the registration of their businesses. I think they need
trainings for behavior modification and way of showing the hospitality with the
customers”. They need to welcome by heart when business persons come to the
Registration Offices to register their businesses”. Mishler and Rose (2001) found that trust
in public institutions is closely linked to the perceived behavior and effectiveness of
government officers. Positive interactions foster trust and satisfaction, whereas negative
experiences can lead to cynicism and decreased trust in government (Mishler & Rose,
2001). Furthermore, training programs focusing on ethics, communication skills, and
customer service can equip government officers with the necessary tools to serve the public
effectively.

The attitudes and behaviors of government employees toward enterprises also

influence formalization. According to studies, when government authorities are friendly
and facilitative, firms are more inclined to formalize their operations. Benhassine,
McKenzie, Pouliquen, and Santini (2018) found that good contacts with government
officials and programs aimed to help firms formalize can result in increased formalization
rates.
The behavior of government employees has a substantial impact on the formalization of
enterprises. Formalization is encouraged by efficient and transparent procedures, low
levels of corruption, and a pro-business mindset. Policymakers should concentrate on these
areas to provide a favorable environment for company formalization, so contributing to
economic growth and development.

In Nepal behavior of government staff is always an issues not only in business
formalization but also regarding other service delivery as well. The formalization of
businesses is a critical factor for economic growth and development. The formalization of
enterprises is an important aspect in economic growth and development. Formalized firms
have access to capital, legal protection, and market opportunities, which all help to

maintain economic stability and growth (La Porta & Shleifer, 2014). However, the




behavior of government employees. particularly their efficiency, corruption levels, and
attitudes toward enterprises, has a considerable impact on the decision of informal
businesses to formalize. This empirical review looks at studies that analyze the relationship
between government employee conduct and business formalization.
Problems of Formalized Businesses

Informal companies tend to operate outside of regulatory frameworks, giving them
a cost advantage over formal businesses that comply with the law. Business formalization
also has an impact on sustainability and long-term growth. Responded also shared the
problems of formalized businesses particularly due to unfair competition between
formalized and informal businesses. As unregistered businesses do not pay registration fee,
escape from paying the taxes and other charges, they sell the goods in cheaper price. But,
the price of the goods of the formalized businesses are slightly more expensive than the
unregistered businesses. Homraj said, “There are the carpenters from nei ghboring country
who prepare Saraswati in Butwal city and sell to the customer in cheaper price. And the
formalized businesses are not able to compete with them in terms of price”. The cost
structures of legal and informal enterprises differ, indicating unfair competition. Chen
(2012) explains how informal enterprises avoid taxes and labor restrictions. The cost
structures of legal and informal enterprises differ, indicating unfair competition. Chen
(2012) illustrates how informal firms avoid taxes, labor regulations, and other regulatory
costs, allowing them to charge lower rates than legal businesses. This cost advantage can
cause market distortions since consumers may favor cheaper informal goods and services,
even if they are of inferior quality or dependability. Unfair competition can have grave
repercussions for formal businesses. Schneider and Enste (2000) argue that formal
businesses may struggle to compete on price, resulting in lower profitability and possible
business closures. Furthermore, Perry et al. (2007) contend that unfair competition
undermines enterprises’ motivation to formalize, continuing a cycle of informality and
market inefficiency. Unfair competition has broadened. In the same context, another
participant, Dinesh shared, “I got troubled to receive the consent of the neighbor while
registering the business and renew it”. The government's role in facilitating the
formalization process is crucial. There is a need for a coherent policy framework that

incentivizes formalization, reduces the costs and barriers associated with it, and enhances
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the benefits of formal sector participation (Government of Nepal, Ministry of Finance,
2021). This includes simplifying the registration process, providing tax incentives, and
increasing access to credit and other financial services. Additionally, there should be efforts
to raise awareness about the advantages of formalization and to build trust between the
government and informal sector workers.
6. Findings

The study showed that business persons faced various problems. They had to
undergo lengthy registration process. They became the victim of the work postponing
nature of the officials. Their registration process was delayed due to the lack of
accountability and poor work culture of the government officials. Service receivers were
irritating by the behavior of the officials in the registration offices. The behavior of the
officials was problematic. Business persons showed the dissatisfaction for being compelled
to register the businesses in various offices rather than being able to register through single
door system. The study explored that the trainings are necessary for the officials of the
registration department to make them able to show good hospitality towards the service
receivers.
7 Conclusions

The study discussed the reasons for formalizing businesses. In Butwal, unregistered
businesses are still running. However, the business persons were positive to run the
business after registering. Regarding the benefits of business formalization, respondents
mostly shared their views that they felt comfort to run the businesses being free from the
trauma of legal problems in the future. They shared that they could get the benefits of
banking transaction and become able to get the loan to expand their businesses. On the
other hand, respondents remarked that they faced various problems during registration of
the business. They expressed their dissatisfaction due to the officials’ habit of talking more
and doing less. Service receivers do not feel the behavior of government officers intact.
They are compelled to go to different offices for registering the same business. Hence,
government officials need to show good hospitality to the service receivers and encourage
the business persons to formalize the businesses. Similarly, lengthy legal process of
registering the businesses need to be improved duly. It is better to execute the one door

system of registering the businesses and also paying the taxes instead of making them




register businesses and pay taxes in different offices. Likewise, concerned authorities need

to supervise and monitor the unregistered businesses along with the awareness programs

for registering such businesses so that it may pave the way for formalizing the informal

businesses.

8.

Recommendations

This research study recommends the following:

Government officials needs to become conscious regarding their way of dealing
with the service receivers and their working style.

Government officials should be more responsible and accountable to encourage
the business persons to formalize their businesses.

Government needs to monitor the behavioral aspects and working style of the
government officials.

Concerned stake holders needs to be familiar with the situation of formalizing
businesses in Nepal.

Concerned authorities should make the legal processes of formalizing their
businesses more conducive.

Awareness programs and trainings need to be provided to those business persons
who are not interested to formalize their businesses

Government should formulate the policy of registering the businesses and tax
paying system through one door system, and implement accordingly rather than
registering the businesses and paying the taxes to different layers of the
government,

Government should enhance the trust in the eyes of the businesses persons by

utilizing the revenue in fair and transparent way.
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