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Does Entrepreneurship Facilitate Trickle-Down of Wealth in Corrupt Economies?

Introduction

Entrepreneurial activities are an important factor for local and national economies as they
generate employment and income but there is variation in entrepreneurial activities across
countries (Baumol, 1990; Djankov et al. 2002; Klapper et al. 2006). Institutions are an important
framework within which entrepreneurs operate. Institutions are a set of prescriptions and
constraints that humans use to organize all forms of repetitive and structured interactions
(Ostrom, 2005). These structured interactions influence the levels of entrepreneurial activities
and wealth distribution in a country. Corruption, defined as the use of public office or authority
for personal benefit, is a common institutional feature in many developing countries (Rodriguez
et al., 2006). Studies suggest that although corruption can be a hindrance to economic
development, it can also be exploited by entrepreneurs to facilitate transactions and processes
that are important for entrepreneurial activities (‘grabbing hand vs. helping hand’ theory) (Dreher
and Gassebner, 2013; Shleifer and Vishny, 2002; Shleifer and Vishny, 1993). Recent
publications show that corruption may, in fact, be helpful in increasing entrepreneurial activities,
and, consequently, economic growth of different countries (Méon and Sekkat, 2005). Yet a
relevant topic that remains relatively unexplored is: do institutions in corrupt economies
facilitate trickle-down of wealth to the masses, or do they only benefit the entrepreneurs or the
entire society? This proposed research is aimed at addressing this topic in a novel framework in
the intersection of institutions, human well-being, and entrepreneurship.

A Pilot Study

I have conducted a pilot study on the research proposed here using data from a subset of the South
and East Asian countries. This effort was supported by a research grant from the Ostrom
Workshop in Political Theory and Policy Analysis at Indiana University (a legacy of the late
Nobel Laureate in Economics, Dr. Elinor Ostrom). Preliminary analyses show promising results
regarding the relationship between income inequality, corruption, and entrepreneurship [Figure. 1,
self-employment (panel a), and income inequality, corruption, and newly registered firms (panel
b)]. Income inequality goes down as corruption level decreases, self-employment level also
decreases as corruption level decreases. On the other hand, the number of newly registered firm
increases as corruption level decreases. These results warrant further investigation if these results
are consistent for countries situated in another region. Additional investigation should include
whether entrepreneurship also helps to reduce poverty level and increase social welfare in the
society.

Proposed research

In this research I shall use 1) institutional factors, 2) entrepreneurship, 3) economic growth, 4)
social welfare (life expectancy, access to health care, access to education), 5) poverty level, 6)
income inequality (expressed by the Gini index, World Bank and World Income Inequality
Database (WIID)) from 53 South and East Asia and Central and Latin American countries with
varying degrees of corruption (countries are listed in Appendix A). The institutional factors for
this study are 1) contract enforcement, 2) legal protection of property, 3) rule of law, 4) labor
regulations, and 5) business regulation. The sources and price lists of all required data sets are
given in Appendix B. The timeframe of this research is 2003-2013, which is chosen because the
entrepreneurship data from World Bank Group Enterprise Survey (WBGES) are available
starting 2003 and WIID data is available until 2013. Based on World Bank classification, some




of these countries are low income (per capita Gross National Income, or GNI < $1,045) and
others are middle income (GNI $4,125 - $12,746). The sources and price lists of all required data
sets are given in Appendix B.

The first step in this research will be to examine whether these countries can be divided into
three categories in terms of income inequality during the study period, namely, A) decreased, B)
increased, and C) remained unchanged (Figure 1).

Figure 1: A conceptual
diagram showing the
trajectories of income
inequality vs.
entrepreneurship in three
categories of countries
during 2003-2013.
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The next step would be examining which ‘institutional factors’ in each category (A, B, and C as
in Figure 1) and which types of entrepreneurial activity may explain the trend of income
inequality. This will be done by the following regression model:

Yij =f(ﬁ,1’1j, Qzlj, a, y,l.llj), i=1,...... , N (1)

Hi=Vij + € )
where y; is the trend of Gini index in a given category of countries i in geographic region j during
the study period, $ and © are parameters to be estimated, x; is a vector of independent explanatory
variables (i.e., entrepreneurial activities) and z; is a vector of strictly exogenous control variables.
The error term ; in equation (1) consists of —

unobserved country-specific effects v; and the /
observation-specific errors e;; vy is set to control for { Entrepreneurship |
regional effects, and a is set to control for unobserved L N y,f-'—'}-x,
time-specific effects and region j (regions) of a given P~ \ N\ / \
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Potential for broader impacts s\ q@g@“‘ /
The purpose of this proposed project is to identify the h \'\‘ /
institutional factors that can assist in reducing income a T
inequality and increasing access to social services in Figure 2: Proposed research at
corrupt nations where entrepreneurship is increasing in the Intersection of Institutions,
lieu of corruption. Hence, this research is in the Human Well-Being and
intersection of institutions, human well-being and Entrepreneurship

entrepreneurship (X in Figure 2). This research has the

potential to identify the set of institutional factors that allow income inequality to decrease and
social welfare to increase in countries that have corrupt institutions. Reality dictates that
corruption is not going to be eradicated immediately, especially in developing countries. So
gaining a greater understanding of its effects is important. In addition, entrepreneurship has been
increasing in these countries and economic growth is taking place despite corruption. Therefore,
identifying the institutional factors that promote human well-being through this boost in
entrepreneurship has a tremendous policy implication. Policy recommendations can be
formulated by international agencies, donor nations, and trade organizations to improve the lots
of the commons even when corruption cannot be completely eradicated.
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Outputs and Deliverables

1. To develop a model that identifies the set of institutional factors that allow income inequality
to decrease in countries with corrupt institutions.

2. Potential conference presentations:

e American Economic Association
e Babson College Entrepreneurship Research Conference (BCERC)

3. To submit manuscripts to scholarly journals.



Budget

Title: Do Institutions Facilitate Trickle Down of Wealth in Corrupt Economies?
P1: Farzana Chowdhury

Lecturer, University of Texas-Rio Grande Valley

Duration of Funding: July 1, 2016 to June 30, 2017

Ite

1. Data Purchase
(PRS group business data)

2. ICRG Historical Data Set
3. Conferences Attendance - American Economic Association Conference
A. Airfare, Brownsville, Texas - Georgia
B. Lodging for 4 nights @ 150/night
4. Conferences Attendance - Babson College Entrepreneurship Research Conference
A. Airfare, Texas - Oklahoma
B. Lodging for 4 nights @ 150/night

C. Conference fee

Total

Budget Justification

1. Two required set of data need to be purchased, other data sets are free

2. Conference travel expense is for attending Babson College Entrepreneurship Research

Conference (BCERC) in June, 2017

3. Conference travel expense is for attending American Economic Association Annual
Conference in January, 2018

7714

8045

451
600

411
600
800

18621



Appendix A

List of the low and middle-income countries to be used in the proposed study
(Countries are listed in alphabetical order)

Country Name GNI per capita Country Name GNI per capita
(constant 2005 US$) (constant 2005 US$)

Bangladesh India
769 1150
Belize Indonesia
3646 1738
Bhutan Lao PDR
1851 729
Bolivia Malaysia
1266 6815
Brazil Mexico
5651 8168
Cambodia Mongolia
667 1671
China Nepal
3591 413
Colombia Nicaragua
4316 1363
Costa Rica Pakistan
5913 833
Dominican Paraguay
Republic 4733 1920
Ecuador Peru
3667 3845
El Salvador Philippines
3067 1935
Guatemala Thailand
2255 3546
Haiti Timor-Leste
484 2315
Honduras Vanuatu
1523 2073
Vietnam

984




Appendix B

List of data sources and price

Institutional Data Source Price
Factors and
Entrepreneurship
Measures
Business The PRS Group $7,714
regulation *** (https://www.prsgroup.com/prsgroup_shoppingcart/cdWizard5.aspx
)
ICRG The PRS Group $ 8,045
Historical (https://www.prsgroup.com/prsgroup_shoppingcart/cdWizard5.aspx
Data*** )
Legal protection of | World Bank Doing Business dataset No cost

property

(http://www.doingbusiness.org/custom-query )

World Development Indicators
(http://databank.worldbank.org/data/views/variableselection/selectva
r iables.aspx?source=world-development-indicators)

Index of Economic Freedom, Heritage Foundation
(http://www.heritage.org/index/explore)

Contract
enforcement

Economic Freedom Index , Fraser
Institute (http://www.freetheworld.com/)

Entrepreneurship

World Bank Group Entrepreneurship Snapshot
(http://www.doingbusiness.org/data/exploretopics/entrepreneurship

)

Global Entrepreneurship Monitor
(http://www.gemconsortium.org/key-

indicators)

Rule of Law Worldwide Governance Indicators .
(http://databank.worldbank.org/data/views/variableselection/selectva
r iables.aspx?source=worldwide-governance-indicators)

Corruption Index of Economic Freedom, Heritage Foundation N

(http://www.heritage.org/index/explore)

*** A snapshot of price information is given in page 9
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