Institutions, corruption and entrepreneurship

Julien Hanoteau®"®
Freédéric Prévot*©
Virginie Vial #°
% GRIDS, Euromed School of Management, MarseillapEe
P DEFI, Aix-Marseille University

“CRETLOG, Aix-Marseille University

Corresponding authopulien.hanoteau@euromed-management.com

Octobre 2011

Work in progress — Do not quote

Abstract
This paper analyzes the incidence of corruptioneatrepreneurship and on the relation
between institutions and entrepreneurship. It eldeBaumol’s (1990) theory of productive
and unproductive entrepreneurship by assumingt#tanted agents can choose to become
productive entrepreneurs offering bribes.
We test this framework in the case of Indonesisggroa panel of micro level data on
manufacturing plants and households’ and commusndiaracteristics, and we show that the
guality and features of formal and informal indibas impact the allocation of talent, but
unevenly, depending on whether new ventures abénigror not. In particular, we evidence a
grease-the-wheel effect for entrepreneurship isgree of corruption.



1 Introduction

There is an abundant and growing literature oneffect of institutions on entrepreneurship.
See for example Estrin and Prevezer (2010), Peffat. (2010) and Tonoyan et al. (2010) for
recent developments and Desai and Acs (2007) aegtdey and Thurig (2007) for more
detailed reviews of this literature. In this fielthe seminal works by Baumol (1990) and by
Murphy, Schleifer and Vishny (1991) have positeat tinstitutions influence agents’ choice
between starting a productive business and undegaidternative activities such as rent-
seeking. Baumol’'s famous theory of productive andraductive entrepreneurship underlines
how the rules of the game are influencing the alion of talent between productive
activities that are wealth creative, such as sigréi business, unproductive activities that are
redistributive, such as rent-seeking, and destrectctivities such as criminality.

Baumol (1990) suggests that this influence is fiedti’, as the features and the quality of
institutions shape the structure of incentives ahdewards that individuals can get from
productive entrepreneurial activities and from moaductive ones.

Murphy, Schleifer and Vishny (1991) formalize aedtta similar idea, based on the model of
talent allocation by Lucas (1978). They assume ithdhe choice between entrepreneurship
and rent seeking activities, “talent goes intodhsvities that offer the highest private returns,
which need not have the highest social return” @hyr Schleifer and Vishny 1991, p. 506).
In particular, they show that this allocation istdrted by a high level of the red tape, and by
a poor specification of contracts such as the anabkefinition and lack in enforcement of
property rights, a failing patent protection regiate.

Following these two contributions, Acemoglu and dier (1998), Mehlum, Moene and

Torvik (2003) and Sanders and Weitzel (2010) have developed efurtmeoretically the

! Murphy, Shleifer and Vishny (1991) define talent as the ability to run an activity and they assume increasing
returns in ability.



relationship between institutions and agents’ ahdietween productive entrepreneurship and
rent-seeking or destructive entrepreneurship.

All these works, including those of Baumol (199@daof Murphy et al. (1991), have in
common to make a clear distinction between therateve activities available to a talented
agent. He can either start a business or becomeamoductive entrepreneur who participates
in corruption and rent seeking. This misses the flaat generally, and especially in least
developed, developing and emerging countries ctexiaed by high degree of corruption,
business-level bribing can’t be consider only asnaptation, but rather as a constraint that is
hardly avoidable. Firms are forced into bribingtlley want to start and continue their
business there.

It is well admitted that corruption is negative tbe macroeconomic performance of countries
as it is detrimental to growth, to investment (Mad©95) and to entrepreneurship. This idea
has however been challenged, in particular fromi@aylevel perspective, recognizing that
corruption is in general detrimental to firms, lpdsiting, following Leff (1964) and Lui
(1985) that bribing can benefit some firms if ilabfe them to jump over excessive red tape,
such as long and unnecessary administrative proegdnd delays. This so called “grease-
the-wheel” assumption admits that the relation mencomplex as the red tape is often a
product of the corruption system, with corrupt lawrerats raising the red tape in order to
racket firms (see Méon and Sekkat, 2005 for a ketaeview of this literature). It has been
evidenced empirically by Vial and Hanoteau (2010)the high corruption context of
Indonesia during the Suharto presidency. They stiaw in average, plants offering more
bribes, enjoyed higher output and labor produgtigiowth.

In this paper, we propose to extend Baumol's (19880ry of entrepreneurship by integrating
the grease-the-wheel assumption. We assume that poyductive entrepreneurs participate

into the corruption system and coexist with norimg entrepreneurs. The choice of a



talented agent is not just productive or unprodecéntrepreneurship, but can be somewhere
in betweerf. We then offer new perspectives on the effect ofugmion on entrepreneurship,
but also on how briberies impact the complex retatbetween formal and informal
institutions, and entrepreneurship, which has ingyarpolicy implications.

Several studies have investigated empirically tledation between institutions and
entrepreneurship, but those testing Baumol’'s (199@) Murphy, Shleifer and Vishny's
(1991) framework are seldom. An exception is SAREI08) who tests Baumol’'s (1990)
theory in the case of the USA. He shows that ther puality of local institutions favors
unproductive entrepreneurship, as measured by lobhling activity, and a negative impact
on various indicators of productive entrepreneyrskiowever Sobel does not consider the
fact that productive entrepreneurs exert finanafal/or informational lobbingOur approach
extends Sobel's contribution on this aspect as evesider the mix between productive and
unproductive activities as an option for potenéiatrepreneurs. Another difference is that we
take the case of Indonesia, a developing countayadterized by a high level of rent seeking.
The contributions by Mitchell and Campbell (2008d&y Tonoyan et al. (2010) are related
to our study, although they do not envision explicthe same framework. Mitchell and
Campbell (2009) investigate, in the case of the UtBA effect of corruption and income on
business venturing, considering reverse causalitete/een these three variables, which is
different from Sobel (2008). This allows them tovision business venturing in the
theoretical frame of individuals choice between dming productive entrepreneur or
employee in private company or in corrupt bureamcra

Tonoyan et al. (2010) investigate the micro-levefedminants, mainly formal and informal

institutions, of business corruption in Europeaansition and Western industrialized

2 Similarly, under-paid civil servants can be foréei corruption. This was the case during Suhprésidency.
Public wages were maintained at a low level volrilytin order to encourage corruption at all leeékthe
bureaucracy, as an instrument to maintain the systelace.

% See Hillman and Hitt (1999) for an analysis ofrfi lobbying strategies in the US and elsewhere.



economies. They admit that in highly corrupt comstr the widespread presence of illegal
business activities provides entrepreneurs witargam rational justification to engage also in
corruption activities. This is positing, like ushat entrepreneurs undertake a mix of

productive and unproductive activities.

In the next section, we present our theoreticalragpsions that are derived from the relevant
literatures at the cross section of entrepreneprsimd institutions on the one hand and
corruption and the grease-the-wheel assumptionhenother. In addition, we present the
context of corruption in Indonesia in the 2000stHa third section, we present our empirical
model which uses panel data Instrumental Variablg (egression techniques. We also
present our panel data set which gathers subsestr-and local-level data on industry,
business venturing, corruption and institutionsnidlonesia for the years 2000 and 2007. The
fourth section presents the results. They show t¢batuption impact entrepreneurship. In
particular, we evidence a grease-the-wheel effiectritrepreneurship as a higher level of
average bribes explains significantly a higher ratenew entry of bribing ventures in a
subsector in a particular district, whereas theltes opposite in the case of non-bribing new
ventures. In addition, we show that formal and nmfal institutions impact differently entry
depending on whether new ventures are bribing dr Tbis supports our extension of
Baumol's (1990) theory of productive and unproduetentrepreneurship. The last section

concludes and offers a discussion on the policyicapons of these results.

2 Theory and hypotheses
The theory of productive and unproductive entrepueship that we have discussed rests on

the assumption that talent is allocated to theviigtithat offer the highest private return



(Baumol, 1990; Murphy, Shleifer and Vishny, 1991cefoglu, 1995). This means that a
change in the structure of activities’ relative pfiy, will change the talent allocation. In
particular, higher wages offered to employees ingbe companies will reduce incentive to
entrepreneurship (Sanders and Weitzel, 2010). Mitcnd Campbell (2009) support this
negative relation arguing that this will be the ecaé business venturing is “a survival
behavior”, and entrepreneurship, as a source besgbloyment, is an answer to the scarcity

of alternative employment options.

Hypothesis 1l1a Higher wages offered by private companies reduceentive to

entrepreneurship.

Mitchell and Campbell (2009) consider that thera reverse causality in this relation and that
its sign is ambiguous as it can be positive as.wall explanation is that the entry of new
firms increases the demand for labor and in théd,lmay push up salaries. In addition, higher
wages mean more purchasing power and higher consumlarger markets and more profits

opportunities that raise incentive to entreprer@prs

Hypothesis 1b:there is a reverse causality in the relationskawben private salaries and

entrepreneurship.

The argument of a “survival behavior” could alsatity that higher salaries in the public
sector attract talented persons that would normdily to private entrepreneurship.
Nonetheless, Acemoglu and Verdier (1998) show itihat context of a corrupt bureaucracy
and of failure in the enforcement of contractsighér public sector pay has a positive impact

on the allocation of talent toward entrepreneurglgps misallocation toward public sector).



This is because higher pays reduce bureaucratgtétion to corruption (illegal and risky),
and this improves the enforcement of contrdthis in turn makes private investments more

profitable which lowers incentive to apply for joimsthe public sector.

Hypothesis 2 In a context of corrupt bureaucracy, higher pulblages reduce the temptation

to corruption and this has a positive impact omegreneurship.

Corruption is likely to harm entrepreneurship, doeits detrimental effect on financial
resources available for new ventures, and asenhafbmes along with an over-development
of the red tape. On the one hand, it is well knosince Schumpeter (1911) that the
availability of financial resources is essential tbe development of new ventures. On the
other hand, corruption discourages foreign diragestment (Mauro, 1995; Wei, 2000) and
harms the development of a country’s financialasfructures (La Porta, Lopez-de-Silanes,
and Shleifer, 1999).

Desai and Acs (2007) and Dreher and Gassebner (200w than an overwhelming red tape
(e.g. number of procedures and minimum size oftahpequired to start a business) is a
barrier to the entry of firms. As an example, Desal Acs (2007) quote the prohibitive costs
required from entrepreneurs for obtaining licersatart a business in Angola, Sierra Leone
and Rwanda. Shleifer and Vishny (1993) explain taatexcessive red tape can be the
outcome of corruption. They argue that corrupt buceats, willing to extort bribes from
firms, use their discretionary power in order tstomize the red tape, according to firms’
ability to pay, and so as to pressure and rackamnthrhis seems to fit to the context of

corruption in Indonesia as we shall explain atehé of this section.

* See also Wei 2000 and Svenson (2005) who disbessftect of higher public wages as a tool to reduc
corruption incentive in bureaucracy.



Hypothesis 3a:Corruption has a negative impact on the entryesf mentures.
Hypothesis 3b excessive bureaucratic burden and red tape drendatal to productive

entrepreneurship.

As we have explained earlier, the negative efféctarruption has been challenged by a
grease-the-wheel assumption posited by Lui (1988)veho explains that bribe payments can
permit to reduce long administrative delays andeesive regulations.

Dreher and Gassebner (2007) support empiricallys threase-the-wheel effect on
entrepreneurship. In a cross countries study, thleyw that corruption is beneficial to

entrepreneurial activity in the countries with thighest level of the red tape regulation.

Hypothesis 4:In presence of rent extortion and overwhelmingtegxe, bribing facilitates the

entry of a new business venture. This is a greasavheel effect for entrepreneurship.

Estrin and Prevezer (2010), Puffer et al. (201@Q donoyan et al. (2010) consider that
informal institutions are also relevant determisaot the entry of new ventures. Vial (2012)
brings similar conclusion in the case of family imess venturing in Indonesia.

Tonoyan et al. (2010) explain that on the one h&idsed social networkbave positive
effects on business and on firms’ performances)khdo lower transaction and search costs,
lower risk and more trust. But on the other hamdl following Putnam, Leonardi and Nanetti
(2000), they admit that the effect can be negats/evell. Indeed, Tanzi (1998 p.4) asserts that
“social intimacy creates the environment that prt@accorruption”. Tonoyan et al. (2010)
conclude that when entrepreneurs practice theimbss transactions within closed social
networks, characterized by kinship, friendship dnneity, the inclination to corruption

increases. In the particular case of Indonesia,(ZHO0) classifies communities as having a



“traditional collectivist culture” if they strictlyadhere to ‘Adat’ traditional laws and to the

Islamic religion®

Hypothesis 5:we expect that closed social networks, charaaeérzy religion, ethnicity and
the respect of ‘Adat’ traditional rules, increastée inclination to corruption and be

detrimental to entry.

3 Business and corruption in Indonesia

A high degree of corruption has prevailed for agldime in Indonesia and things seem to
have even worsened after the fall of former pregid&uharto, in the context of an ambitious
political decentralization implemented since 208&nderson and Kuncoro (2011) describe a
pervasive corruption with a lot of players at maeyels: at the central level of the
government, ministries and parliament, and at theall levels of regional parliaments,
governments, city hall, police officers and milies:. “In addition, decentralization has led to
the creation of new local regulations in the forfrtaxes, levies, licenses and permits, which
in turn have driven up corruption at the local leviehe phenomenon is called ‘overgrazing
the commons’, because it involves officials frorhlavel of government and many agencies
preying on the same economic activities” (Kuncodo&, p. 3).

Henderson and Kuncoro (2011) describe in detaibti@ness to bureaucracy corruption, and
explain than it has many similarities with what ya#ed during Suharto. Officially, firms
must have locally-set licenses. These are licettseperate, to export, to import, to invest, to
use particular types of machinery, to make noisecreate traffic congestion, to pollute
(different sort of pollutions). In addition, theyave to pay levies for example to operate an

escalator, a water pump, etc. Officials of the lonmistry of industry inspect firms in order

® Pal (2010) explains that Adat communities refeautonomous groups of indigenous people who aeetabl
manage their lives with their own regulations aadia control. Adat laws are a set of local andlitranal
norms which lays the foundation for a collectigstture (Pal 2010, p.3).



to check that they have their licenses and have teir levies. Firms pay bribes, to local
officials working for ministries (regional or fedd), so as to reduce the waiting time for the
issuance or the renewal of these licenses and/as $0 avoid harassment when a license has
expired. They also pay bribes to reduce their aafeaaxes (income), or for the procurement
of public (infrastructure) projects. They pay bske the police who practices extortion, and
to the army in exchange for ‘protection’. They alsay so as to shorten the duration of
inspections by bureaucrats, or in order to avoad the inspectors claim for another license or
levy that is in fact not relevant in the case & tinm.

A common form of harassment used by officials @& tbcal ministries of industry and of
labor, in order to elicit bribes payments, is tspact firms to monitor if they have all the
necessary safety equipments and disposals, arteyf comply tightly with all the labor
legislations (end of contracts and layoffs, oveetipay, strikes...) (Henderson and Kuncoro
2011, p.165). Since 2001, new labor laws have meaddéhe legislation more favorable to
employees, and firms are paying more bribes tol loffecials in order to turn around the
labor legislation and to obtain more favorabletireent in case of dispute with employees.
Firms must also obtain from city’s authorities |distte permits” allowing the acquisition of
land for the development of a new plant. Businesg lribes to politicians in order to get

these permits.

According to the World Bankoing Business Indicatorsn 2006, Indonesia ranked 115 (out
of 155 countries) for the overall easiness of ddinginess and 144 for the easiness of starting
a business (see table 1). That year, 151 days memressary in order to go through the 12
procedures mandatory for forming a legal entitycémparison, it took in average only 56
days in the World, 54 days in East Asian and Raabuntries and 20 days in OECD

countries. To understand this long delay, McLed2D@ explains that entrepreneurs have to
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deal with slow moving bureaucrats from many difféer@administrations: departments of

Justice, of Labor, of industry; local tax officedapolice; social security agencies and so on.

Table 1: Ease of doing and starting a business imdlonesia - 2006

Rank (155

countries)
Overall ease of doing business 115
Starting a business 144

Cost (% of income per capita) 101.7% 121

Time (days)
Indonesia 151 149
World 56
East-Asia & Pacific 54
OECD 20

Source: World Bank (2006)

According to a survey conducted by Transparencgriadtional Indonesia (2008) on 4000
persons, with 3841 respondents including 2700 legsipersons, the main motives of bribe
payments are speeding up bureaucratic processegyettidg public contracts, business

permits and favorable judicial decisions.

4 Data and methodology

We use data from two panel datasets. The firdgtesStatistik Industriwhich is a census of
Indonesian industrial plants, with an average q0@Q plant-year observations per year over
the period 1993-2007. It covers 371 5-digits sutsse®f the manufacturing industry, located
in 430 districts of 33 provinces of Indonesia. Tdeta originates from an annual survey,
anonymous, conducted by the Indonesian bureau dlicpstatistics (BPS), covering
establishments with 20 employees and more. Datadadetailed plants’ characteristics such

11



as age, output, inputs use, expenditures, ownerstapOne item, titled “gifts, charities and
donation”, is admitted as a proxy indicator of erfsayments by Indonesian plants (Behrman
and Deolalikar 1989; Vial and Hanoteau 2010).

The second panel dataset is the Indonesia Famiéy &urvey (Frankenberg and Thomas,
2000; Strauss et al., 2004). It gathers the ansefetsousands of households who underwent
four rounds of comprehensive interviews betweer831&8 2007, in provinces accounting for
83% of the total Indonesian population.

Our analysis used ordinary least square regressanswell as instrumental variable
techniques to account for potential circular catisal We are able to use a panel dataset
covering two periods (2000, 2007), the 371 manufawg subsectors, in 261 districts from 22

provinces, with different institutional quality dat

Econometric model

In order to verify our empirical assumptions, wet tine following model:

A.NB,B

Entryratg,;— =
a, +a,Av.privatewage +a,Av. publicwage , +a,Av.bribes

+a,Marketsize, , +a;Av. plantsize, , + a;Industryconcentraion,  ,
+a,Underprovsionof publicin frastructues ; + a;Aveducation + a,Urbanization, ,

+a,,Public ownership, , + a,,Av.indirecttaxes, , + a,,Businesspermitsdelivery,

+a,,Ethnic fragmentaion,, + a,,Islamicreligion, , +a,Traditiond rules, + y,,

Variables with indices andk are measured at the 5-digits industry levahd at the district
(kabupaten) levek. Variables with the indiceisare taken at the province level. All variables
have the indiceswhich denote the measurement year 2000 or 20()7.is an error term.

12



The exponen®A, NB and B on the dependent variablntry rate denote that we use three
alternative dependent variables in three series of regressions. Them{@Brindicates the
rate of entry of non-bribing plants over the population of pldrts.exponenB is for the rate
of entry of bribing plants over the all population of plantse ExponenA is for the rate of
entry of all plants, bribing and non-bribing. The next tablegntssin detail the construction
of the variables and their sources. The fact that the BPS databaseadyegkants with 20
employees or more might have been a problem for the computatioa ehtity rate. In fact,
checking with plants’ age reveals that new entrants in the databmseewrborn plants,
except for a very little number of exceptions.

We take the average bribes paid by the plants of a sub-sector (3-oigitsegional district,
as an indicator of the level of corruption and rent-seeking indis#&ict-subsector. So as to
avoid circular causality, the average bribes are calculated excludingiltles paid by the
new entrants of that year.

We take the average indirect taxes paid by plants of a subsectdisini@ and the quality of
Business permitdelivery as perceived in a province, as indicators of bureaucratic burdens
and of the red tape. In the BPS dataset, the variable ‘indirectgayesent’ encompass sales
taxes, establishment licenses, building and land taxes, anntat wahicle taxes, import
duties, as well as custom fees.

Ethnic fragmentationreligion fragmentation I¢lamic religio and the respect of ‘Adat’
Traditional rulesare indicators of closed social networks.

Following the literature on the determinants of entry of new vesiuwe add a series of
variables of control. We first include thdarket size According to Murphy, Shleifer and
Vishny (1991), being a talented entrepreneur pays more in a lag&et than in a smaller

one, and therefore, large markets attract more talent, which raisgs ent
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The level ofIndustry concentrationrshould have a negative effect on entry, as in more
concentrated industries, markets are less contestable, with dormoantbent eventually
acting strategically so as to deter new entry. In additios,situation can be the outcome of
the corruption system, with incumbent firms benefiting from thetgztion’ of corrupt top
officials.

On theone hand, théverage size of planghould have a positive effect on entry. According
to Tonoyan et al. (2010), large firms can better resist to caoruggextortion) thanks to
lobbying and political connections, whereas small ones are marerable to corruption and
more likely to suffer from it. Furthermore, Murphy, Shleifer andhviis (1991) explain that
the red tape restricts the freedom to expand firm size, and therefotevibis the average
size of firms as the ablest people have lower incentive to becomerentegs. On the other
hand, a smaller average size may reveal, lhikieistry concentrationa more competitive and
contestable market, beneficial to entrants.

We expect thafirm ownershiphasa positive effect on entrepreneurship. Assuming that
state-owned plants, or plants with a public participation, restdd better by state agencies
and that this benefits their entire subsector, this shouldeatsepreneurs’ incentive.

The economic geography literature explains that infrastructures and sestichs as
transportation, communication and health are determinants of the loadtimvestment.
Therefore, we expect that thinder-provision of public infrastructures, facilities anehaces
(health, transportation, sanitation, public lighting, clean watsagd and education) has a
negative impact on entrepreneurship.

Verheul et al. (2002) and Freytag and Thurik (2007) explain tleasttiuctural characteristics
of the population impact entrepreneurship. We expect that a higher ¢évAverage
educationhas a positive effect (Sobel 2008) and the sameUftianization rate of the

population. The sources and the construction of the variables arédbddsardetail in table 2.
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Table 2: variables description and sources

Variable Description Source

& Number of entrants during the period over the tatatber of plants at the begining of BPS
Entry rat the period, at the 5-digit sector and district Is:
Ent Qe Number of entrants, not offering bribe, over thaltoumber of plants, at the 5-digit BPS

niry rate sector and district levels.

B Number of entrants, offering bribe, over the tatahber of plants, at the 5-digit sector

Entry rate - BPS
and district level
RAND IFLS

Average private wage Salary in the private non-fagrsiector, average at the district level (log). households survey

Salary of persons working for (local, regionaljoal) governments. Average atthe RAND IFLS
district level (log) households surw
Plant's payment of bribes, average at the sectdigpand district levels (log),

Average public wage

Average bribes excluding new entrants of the year. BPS
Market size Total output aggregated at the sectdigi§ and district levels (log). BPS
Average plants' size Average number of employediseasector (5-digit) and district levels (log). BPS
. Herfindahl-Hirschman Index of output concentratmaiculated at the sector (5-digit)
Industry concentration o BPS
and district levels (log)
RAND IFLS

Average eduacation Level of school attaignment afdseof households. Average at the district lewg)(I households surv

Plant's payment of indirect taxes, averaged asélotor (5-digit) and district levels
(log).

Percentage of plants with a public participationimership, at the sector (5-digit) and BP
district levels

Heads of community's perception of the quality udibess permits delivery by the
administration. Value between 1 and 4, 4 meaningt quality. Weighted average at

Average indirect taxes BPS

Public ownership S

Business permits RAND IFLS

deli . . . . 7 it
clhvery the regional level, using community population asghting parameter (log communty survey
. . . . - RAND IFLS
Ethnic fragmentation Standard deviation, at theicidevel, of the ethnicity of households headg!
households survey
RAND IFLS

Islamic religion Percentage of households headsatfeaislamist, at the district level.
households surw

Community heads' opinion on the respect of 'Adaditional rules (dummy = 1 if strict
Traditional rules respect). Weighted average at the regional lesilgicommunity population as

weighting parameter. Higher value means more regjoeg.

Heads of community's perception of the quality rivision of health, transportation,

sanitation, public lighting, clean water, road &aldcation services in their vilage. Each

RAND IFLS
community survey

Under-provision of of the seven indicators takes value between 1 pédanéaning lower quality. an RAND "_:LS
o . L . . community survey
public infrastructures,  aggregated index is built using the principal congm method. Weighted average at the
facilties & service regional level, using community population as wtrighparameter (loc
Urbanization Percentage of population in urban gratthe province level. RAND IFLS

community surve
Community heads' opinion on the corruption of @isjovernment (dummy = 1 if think
corrupt). Weighted average at the regional lesgicommunity population as
weighting parameter. Higher value means more ctioruflog).

RAND IFLS
community survey

District government
corruption

The Tables 3 and 4 present respectively summary statistics @maathix of correlations. It
reveals collinearity betwedpublic andPrivate wagesneasures. Instrumentifiyivate wages
for the reverse causality mentioned earlier, is likely to turn thislgmabWe instrument the

variable Average private wages using a measure of the average incomes@fdids) at the

15



district level, and the average ratio of white collar employeetotl employees in the
manufacturing sector (district level).
We use panel data estimation techniques, and following the regsulHsuusman test, not

shown here, we choose a fixed effect model specified at the 5-digit Eaab

Table 3: Summary statistics

[Insert here]

Table 4: Correlation matrix

[Insert here]

5 Results
The table 5 presents the results of OLS regressions of the nidadsl.are very similar to
those obtained with IV regressions and presented in the tahledéwe comment these last

results.

Table 5: Results of OLS regressions

[Insert here]

The results on table 6 confirm that the structure of rewards impatrepemeurship. The
positive and significant coefficient fokverage public wagegcolumns 1 and 3) supports
Acemoglu and Verdier (1998) assumption that higher salaries redwde servants’

temptation to corruption and is therefore beneficial to entrepreneurhé fact that the
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relation holds for bribing new ventures and not for non-bribingse reinforces further this
idea. Kuncoro (2004) explains that corrupt bureaucrats target andtexbed from firms that
have the highest ability to pay. In order to extort bribesy develop the red tape. Therefore,
the bribing plants that are racketed because of their relativelgrighility to pay bribes”,
are likely to be the ones suffering the most form the corruptioersysfnd, a reduction in
the burden of corruption, due to higher civil servants’ pay, mayetit more the bribing
plants that are racketed, and improve relatively more entrepreneurshigp cohort.

The sign of the estimated parametersAuverage private wagds negative and significant in
column 1 and 3. This confirms the survival behavior, that lowags n the private sector may
encourage entrepreneurship as a source of alternative employmengiblytfor bribing new
ventures according to our results.

The bribes paid in average by plants of a subsector in a districhecaonsidered as an
indicator of the magnitude of corruption and of rent seekirthan district for that subsector.
The negative and significant coefficient for non-bribing new vestycolumn 1) suggests
that a higher magnitude of the corruption system is a bagientry, thus confirming the
hypothesis 3a.

However, the positive coefficient in column (3) suggests thatppesite effect holds for the
class of bribing new ventures. In presence of a higher level of tomuphe entry rate of
bribing plants is higher.

This suggests the positive effect (on entry) of bribe paynmntew ventures, in a context of
corruption. Bribes enable plants to fasten the delivery of admiivgrpermits (building,
business operations), to avoid (abusive) taxations and detaygdtice time spent with
bureaucrats, thus validating the hypothesis 4 of a grease-ted-efiect for the entry of new

ventures.

® This is also because corruption acts like an @it charge on firms, but more distorting thanutag official
taxes (Wei, 2000).
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The negative and significant estimated coefficients for the variBoisimess permits delivery
andAverage indirect taxeveal that a lower quality in the delivery of permits (more begri
and delays) and higher indirect taxes are detrimental to the entryn, fsupporting the
hypothesis 3b. However, the coefficient Business permits deliverg not significant in the
case of non-bribing new ventures (column 2), suggesting thutadtee less exposed than
bribing ones. An explanation may rest on Shleifer and Vigh893) and Barnerjee (1997)
theoretical assumption, and on Henderson and Kuncoro (2011) desciiptthe case of
Indonesia, that predatory bureaucrats exploit their discretionavgrpover the red tape so as
to extort bribes, and that they customize it according to firm#ityato pay. Kuncoro (2004,
p.336) suggests such a differentiated treatment between firms byg sfiaditn “the more
profitable the firm, the higher the bribes it will pay”. In azase, the more profitable new
ventures face more difficulties to obtain business permits arydptne bribes so as to avoid
these difficulties.

Ethnic fragmentationwhich is another variable characterizing informal institution, b a
differentiated effect on the two cohorts of new ventures. It hasiavposffect on entry rate,
but only significant in the case of bribing plants (columnT3iis is consistent with the view
that social intimacy created by closed social networks (here, thamksnogenous ethnicity)
may increase the inclination to corruption (Tanzi, 1998; Puteiaah., 2000; Tonoyan, 2010)
and bring negative effects such as impediment to new firms enkig. supports the
assumption 5. It is also supported with the varidslemic religion Its estimated coefficient
is always negative and significant, suggesting the detrimefitait of closed social networks
and collectivist culture on entry.

The respect of traditional ‘Adat’ rules has always a positive agrifigiant impact on entry
rate. This is contrary to our hypothesis 5 and may reveaidrtithe case of traditional laws,

the main effect of bonding networks is a high level of trust ha&nsured by the respect of
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these laws. And trust is known to have of positive impactmtrepreneurship (Tonoyan et al.
2010). In addition, trust is necessary even in the relation ofigioon, which is a particular

form of contract.

Among the control variabled)rbanizationhas always a positive and significant impact on
entry, as expected. The estimated parameteaverage plant sizés always negative and
significant, suggesting that competition and contestabilitgrf@antry. This is confirmed with
the variablelndustry concentrationlt has a negative and significant effect on entry for the
cohort of non-bribing entrants (column 2), but null and ngrificant in the case of bribing
ones (column 3). This suggests that bribing, and the favorsedgramtreturn, compensate a
lack of competition. This lack can also be the outcome of brimyngn entrant willing to get a
dominant position, for example, by obtaining a license of exatysi

This result highlights how bribing and corruption distbe effect of institutions on entry. We
observe it further with the variablénder-provision of public infrastructure# has a negative
and significant effect on the entry of non-bribing entrants, as eeghdatit positive on bribing
ones. This suggests that briberies and their accompanying faeonpensate the paying
entrants for the under-provision of public infrastructures, irfdhma of a privileged access for
example.

The Market sizehas a positive and significant impact on entry, as expecteaynbuin the
case of non-bribing plants, underlining further the dichotomy é&etwbribing and non-
bribing new ventures.

Public ownershipis of the expected positive sign but not significant, arel Akierage

educationlevel is never significant.
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Table 5: Results of IV regressions

[Insert here]

Robustness checks

We use an alternative measure of corruption taken from the Rand IFb®woty survey
database. It is the village heads’ perception of corruption attte of district governments.
Given similar origin and construction, this variable is quiteadated withUnder-provision of
public infrastructures with Urbanization and with Ethnic fragmentationThis is why we
omit these last three variables in the regressions. The colunfnartl 6 of tables 5 and 6,
show that the results remain robust.

To handle further the collinearity problem betwdarblic andPrivate wageswe replace our
measure ofPublic wagesby an alternative measure. We use the regional average of
communities’routine expenditures sharna total budget. Routine expenditures encompass
village staff salaries, official trip, office maintenance, expendituresgoods and
conveniences. The results, not shown here, are robust.

We remove potential severe outliers from the sample following the iHaldivariate outliers
detection method (Hadi, 1992). Using the standard 5% significivel for outliers cutoff
lead us to exclude only 28 observations and regressionssrestlit the new sample, not
shown here, remain robust. There is no theoretical reason to extlesk observations but

this procedure provides a good robustness check.
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6 Conclusion

In this paper, we have extended Baumol’'s (1990) theory of pro@uetid unproductive
entrepreneurship, by assuming that a talented agent can chooseotoe bacproductive
entrepreneur offering bribes. He can also decide to work for a privateacgnor as a civil
servant. We then use this framework to investigate empiricallyeeffact of the quality and
features of formal and informal institutions on new business x@nin Indonesian
manufacturing, for the years 2000 and 2007, and how plant level torrumpact these
relations.

Testing the Baumol’'s (1990) extended theory, we evidence a greasdwel effect in
entrepreneurship as a higher level of average bribes explains sighifecduigher rate of new
entry of bribing ventures. On the other hand, non-bribingwestsuffer from the existence of
a higher level of corruption in their sector and district. This reda#s not infirm that
corruption is costly for societies, as a source of inefficiencies andngasisources. But it
underlines the ‘second-best’ properties of bribes, from the perspectiva single
entrepreneur, who faces even more costly distortions such as overadgekdi tape and
inefficient bureaucracy.

We find that in presence of corruption in a sector/district, highgs pathe public sector in
that district have a positive impact on entrepreneurship, which canfigarlier
recommendations to increase civil servants’ salaries so as to reducatioclto corruption.

In addition, we show that formal and informal institutiomgact differently entry depending
on whether new ventures are bribing or not. This suppletselevance of our extension of
Baumol’s theory.

We find that the strict respect of Adat traditional rules has a pesitnpact on

entrepreneurship, even in the case of bribing new ventures. Theslined at least one
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success, in terms of its effect on corruption, of the decentratlizagform implemented since
2001. Indeed, it has re-authorized the use of these Adat tradiigevs (Pal, 2010).

This study offers important practical implications for polidageting development through
the fostering of entrepreneurship. It reaffirms the importance of goality institutions and
of carefully designing the characteristics of local governance, regukaic tax system, so as
to offer fair and motivating rewards to productive entrepreneurialiteesivBy shedding light
on the complex interactions between institutional features, brigmera and productive
entrepreneurship, this study also reaffirms that these three abpeetso be the integrated

objectives of a same development policy.
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Table 3: Summary statistics

Entry rate All sample

Entry rate bribing

Entry rate non-bribing

Average public wage (log)

Private wage (log)

Average bribe payment (log)
Market size (log)

Average plant size (log)

Industry concentration (log)
Under-provision of public infrastructures
Average education (log)
Urbanization (%)

Public ownership

Average indirect tax payment (log)
Business permits delivery (log)
Islamic religion (%)

Traditional rules (log)

Ethnic fragmentation (log)

District government corruption (log)

Mean Starlldgrd Observatior
deviation
0.041 0.166 13229
0.016 0.104 13229
0.025 0.129 13229
16.381 0.748 10379
15.630 0.744 11818
7.338 4.671 13229
18.005 2.466 13229
4.356 1.152 13229
8.802 0.595 13229
-0.402 0.595 13229
0.612 0.237 11670
0.769 0.124 12082
0.303 0.431 13229
9.026 4.977 13229
0.164 0.192 12082
0.891 0.085 11670
-1.533 0.731 11497
2.050 0.861 11510
0.439 0.141 12082
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Table 4: Correlation matrix

1 2 3 4 5 6 7 8 9 10 11 12 13 14 15 16 17 18
1 Entry rate Allsample 1.0000
2 Entry rate bribing 0.6296* 1.0000
3 Entry rate non-bribing 0.7790* 0.0034  1.0000
4 Average public wage (log) 0.0119 0.0392* -0.0162 1.0000
5 Avearge private wage (log) -0.0183* 0.0388* -0.0539* 0.6072* 1.0000
6 Average bribe payment (log) -0.0262* -0.1231* 0.06583.1290* 0.0964* 1.0000
7 Market size (log) -0.0566* -0.0066 -0.0675* 0.2396* &19* 0.2398* 1.0000
8 Average plant size (log) -0.0779* -0.0464* -0.0628* .08 0.0894* 0.1173* 0.6916* 1.0000
9 Industry concentration (log) -0.0121 -0.0009 -0.0149.0088 0.0223* -0.2344* -0.2639* 0.0162  1.0000
10 t’]?r‘;z[rgg‘:x';'on of public 0.0285¢ 00034 00334* 0.1031* 00897* 0.0303* 00361* OB4 00169  1.0000
11 Average education (log) -0.0016 0.0284* -0.0246* D432 0.4189* 0.0610* 0.1414* 0.0168 -0.0059 0.0743* 1.0000
12  Urbanization (%) -0.0086 -0.0009 -0.0102 0.0284* (12120.0031 0.1051* 0.0361* -0.0256* -0.1276* 0.2125* 1.0000
13 Public ownership 0.0239* -0.0410* 0.0639* -0.4805* 5dW6* 0.0348* -0.2913* -0.0065 -0.0622* -0.0304* -0.14030.0878* 1.0000
14 Average indirect tax payment (log) -0.0455* -0.08320.0086 0.1550* 0.1469* 0.5133* 0.3386* 0.2405* -0.1842*.0803* 0.1180* 0.0032 0.0576* 1.0000
15 Business permits delivery (log) 0.0085 0.0235* -p00 0.0797* 0.0133 0.0145 0.0103 -0.0065 -0.0054 0.3348*0861* -0.2793* -0.0032 0.0251* 1.0000
16 Islamic religion (%) -0.0303* -0.0326* -0.0129 0.16040.0308* 0.0068 0.0669* 0.0451* 0.0234* -0.0443* -0.1327*0.0110 -0.0861* 0.0124 0.0605* 1.0000
17 Traditional rules (log) 0.0318* 0.0329* 0.0152 0.00240.0107 -0.0138 0.0043 -0.0576* 0.0353* 0.2111* -0.0995*3607* -0.2371* -0.0070 0.3139* 0.0224* 1.0000
18 Ethnic fragmentation (log) 0.0175 0.0154 0.0101 (®1870.1505* 0.0121 -0.0042 -0.0491* -0.0079 0.2182* 0.4388.0783* -0.0266* 0.0421* -0.0728* -0.3670* -0.0761* 1.000

19 District government corruption (log) 0.0138  0.0006 .01G0 0.1592* 0.1313* 0.0304* 0.0991* 0.0787* -0.0027 0S¥ 0.1888* -0.1247* 0.0531* 0.0772* -0.0818* -0.0479* 5017* 0.2475*

* is significant at 5% level.
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Table 5: Results, OLS regressions

(1)

dependent gpyry rate

explanatory

Average public wage (log)
Average private wage (log)
Average bribes (log)

District government corruption (log)
Market size (log)

Average plant size (log)

Industry concentration (log)

Under-provision of public infrastructures

Average education (log)
Urbanization (%)

Public ownership (%)
Average indirect taxes (log)
Business permits delivery (log)
Ethnic fragmentation (log)
Islamic religion (%)

Traditional rules (log)
Constant

Observations
adj. R?2

(2)

3)

(4)

(5)

(6)

Entry rqte Entry rate Entry rate Entry rqte Entry rate
all sample non-bribing bribing plants all sample non-bribing bribing plants
plants plants

0.008** 0.001 0.007*+* 0.009* 0.000 0.009**
(0.012) (0.660) (0.004) (0.005) (0.835) (0.001)

-0.006 0.003 -0.009** oz 0.004* -0.006
(0.239) (0.185) (0.047) (0.640) (0.056) (0.145)

0.000 -0.003***  0.002*+*

(0.609) (0.000) (0.000)
0.004 -0.010* 0.015*
(0.645) (0.055) (0.056)

0.001 0.003** -0.002 0.001 0.002** .001
(0.589) (0.002) (0.352) (0.556) (0.011) (0.537)

-0.008**  -0.006*** -0.002 -0.008**  -0.005*** -0.003
(0.044) (0.001) (0.503) (0.039) (0.002) (0.363)

-0.005 -0.003* -0.002 -0.005* -0.002 -0.003
(0.135) (0.068) (0.462) (0.093) (0.209) (0.178)

0.003 ane*  0.008*
(0.467) (0.002) (0.015)

-0.016* 0.005 -0.021%* 00 0.007 -0.016**
(0.075) (0.283) (0.010) (0.259) (0.123) (0.030)
0.074**  0.030*** 0.044*

(0.001) (0.003) (0.017)
0.019%* 0.004 0.015%* 0.019%* 003 0.016%**
(0.003) (0.144) (0.008) (0.003) (0.210) (0.005)

-0.002%*  -0.001*** A01* -0.002%=*  -0.002** 0.000
(0.000) (0.000) (0.067) (0.000) (0.000) (0.406)

-0.042% -0.003  .0B9*™* -0.034*=  -0.010** -0.024**
(0.000) (0.444) (0.000) (0.005) (0.039) (0.016)

0.003 0.000 0.003*

(0.166) (0.926) (0.079)

-0.057** -0.034** -0.024 -0.66*  -0.032** -0.034*
(0.020) (0.034) (0.187) (0.005) (0.024) (0.061)
0.016**  0.007*** 0.009*** 0.02++* 0.003* 0.010**
(0.000) (0.000) (0.000) (0.000) (0.099) (0.000)

0.090 -0.005 0.095 0.082 -0.018 0.010
(0.269) (0.906) (0.164) (0.307) (0.638) (0.144)

8948 8948 8948 8948 8948 8948

0.012 0.025 0.016 0.011 0.015 0.009

Robust standard errors. Regressions include astind€ixed effect. p-values in parentheses

* significant at 10%. ** significant at 5%. *** sigficant at 1%
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Table 6: Results, IV regressions

(1) (2) 3) (4) (5) (6)
dependent Entry rate Entry rgte Entry. rate Entry rate Entry rgte Entry. rate
explanatory non-bribing  bribing non-bribing  bribing
all sample all sample
plants plants plants plants
Average public wage (log) 0.012%* 0.000 0.012%+* 0.013 0.001 0.011%*
(0.001) (0.874) (0.000) (0.001) (0.592) (0.000)
Average private wage (log) -0.022+* 0.005 -0.027+#*  -0.015* 0.001 -0.016**
(0.022) (0.385) (0.001) (0.084) (0.895) (0.029)
Average bribes (log) 0.000 -0.003**  0.002***
(0.609) (0.000) (0.000)
District government corruption (log) 0.004 -0.011* 0.014*
(0.698) (0.051) (0.063)
Market size (log) 0.003 0.003*** 0.000 0.002 0.003*** (V)]
(0.146) (0.004) (0.834) (0.152) (0.005) (0.861)
Average plant size (log) -0.009***  -0.006***  -0.004 -0.009**  -0.005*+* -0.004*
(0.001) (0.001) (0.093) (0.001) (0.001) (0.074)
Industry concentration (log) -0.003 -0.003* 0.000 .0aa -0.002 -0.002
(0.314) (0.059) (0.999) (0.195) (0.323) (0.358)
Under-provision of public infrastructures 0.002 ane*  0.006**
(0.530) (0.001) (0.017)
Average education (log) -0.007 0.004 -0.010 0.000 .00 -0.009
(0.548) (0.456) (0.277) (0.998) (0.070) (0.342)
Urbanization (%) 0.093*** 0.027** 0.066***
(0.000) (0.023) (0.002)
Public ownership (%) 0.010 0.005 0.005 0.011 0.001 0.0101
(0.190) (0.194) (0.458) (0.121) (0.729) (0.107)
Average indirect taxes (log) -0.002%*  -0.001***  AQ01* -0.002%*  -0.002%+* 0.000
(0.000) (0.001) (0.090) (0.000) (0.000) (0.221)
Business permits delivery (log) -0.043** -0.003  .0Q0** -0.034**  -0.010** -0.024**
(0.000) (0.493) (0.000) (0.005) (0.039) (0.032)
Ethnic fragmentation (log) 0.003 0.000 0.003**
(0.132) (0.929) (0.049)
Islamic religion (%) -0.068**  -0.032** -0.035* -Q75%*  -0.034** -0.041+
(0.004) (0.029) (0.053) (0.001) (0.011) (0.020)
Traditional rules (log) 0.0166**  0.007**  0.010*** 0.02++* 0.003 0.009***
(0.000) (0.000) (0.000) (0.000) (0.113) (0.001)
Constant 0.238* -0.022 0.260*** 0.208 0.013 0.195*
(0.043) (0.757) (0.005) (0.271) (0.849) (0.034)
Observations 8944 8944 8944 8944 8944 8944
Kleibergen-Paap WalH -statistic (weak
identification test of the excluded instruments) 774.82 774.82 774.82 806.53 806.53 806.53
Hansen] test of overidentifying restrictiom,-value (0.829) (0.617) (0.617) (0.758) (0.490) (0.428)
A.ndfe.rson-Rubin Wald F-statistic (test of joint 595 0.43 581 150 0.24 258
significance of endogenous regressors)
Kleibergen-PaapM- statistic 856.75 856.75 856.75 857.70 857.70 857.70
(underidentification test) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000)

Robust standard errors. Regressions include astindéixed effect. p-values in parentheses
excluded instruments are average income (disaval) and white-collar-ratio (5-digit industry/digt level)
* significant at 10%. ** significant at 5%. *** sigficant at 1%
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