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Abstract

Constitutional Environment and Entrepreneurship: An Empirical Study
by
Wei Zhang
Doctor of Philosophy in Jurisprudence and Social Policy
University of California, Berkeley
Professor Robert D. Cooter, Chair

Built on the theories about talent competition between rent-seeking and entrepreneurship,
and the theories about constitutional environment and rent-seeking, this dissertation
explores empirically the effects of a country’s constitutional settings on entrepreneurship,
in terms of the quantity of entrepreneurs and the quality of their performance. Both the
de facto and de jure constitutional environments are studied. In particular, with respect
to the de facto constitutional environment, | considered the property rights protection,
decentralization, and the factors suggested by the “selectorate theory”. In relation to the
de jure constitutional environment, | focused on six aspects including electoral rules,
form of government, federalism, property rights protection, judicial independence and
antidiscrimination provisions. Three indexes were constructed to measure the de jure
property rights protection, judicial independence and antidiscrimination provisions, using
the data set provided by the Comparative Constitution Project.

The empirical study first shows that the quantity of entrepreneurs is inversely correlated
with the quality of entrepreneurship in a country. If entrepreneurship does serve as the
engine of economic growth, it is perhaps the quality, rather than quantity, that matters.
This study then demonstrates that the de facto property rights protection is associated
negatively with the quantity of entrepreneurs, but positively with the quality of
entrepreneurship.  The effects of the two key factors of the selectorate theory, the size of
the winning coalition and the ratio of this size to the size of the selectorate, also appear to
be compatible with what the theory is to predict. On the other hand, neither fiscal nor
political decentralization is found to significantly affect entrepreneurship. Among the
de jure constitutional features, two have significant influence on entrepreneurship.  First,
the constitutional design of judicial independence has a negative effect on the quantity of
entrepreneurs, but a positive one on the quality of their performance. Second,
majoritarian electoral rules, compared with non-majoritarian rules, have a negative effect
on the quality of entrepreneurship. In contrast, the presumed effects of the other three



formal constitutional attributes, federalism, presidentialism and property rights protection,
cannot be ascertained.

Apart from the cross-country study, | also conducted a detailed research on China.
Entrepreneurship in China is a case of entrepreneurial development in an authoritarian
state lack of secure property rights and the rule of law, hence afflicted with profuse
rent-seeking activities. Under these circumstances, entrepreneurship hinges on both the
rent-seeking and the entrepreneurial abilities. Drawing on the private enterprise surveys,
| found that, in China, the politically connected were systematically advantaged in terms
of bank finance, entry to regulated industries and judicial treatment, when they plunged
into the business world. The Chinese case also indicates that, when entrepreneurs
cannot trust the commitment made by the state in the constitution, they will be eager to
scoop profits as soon as possible and exit swiftly with accumulated wealth.

Finally, this dissertation concludes by suggesting that a healthy development of
entrepreneurship should be sustainable rather than aiming merely at quick money and
instant success. It should allow all talented people to reach their full potentials, rather
than keep the politically disconnected away from resources needed to make the best use
of their potentials. Above all, it wants a constitutional environment with reliable
property rights and equal access to opportunities, neither of which is seen in today’s
China.
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Constitutional Environment and Entrepreneurship:

An Empirical Study

Chapter 1 Introduction and Overview

1.1 Entrepreneurship and Economic Growth

In his masterpiece, Schumpeter (1934), Schumpeter regarded entrepreneurship as the
principal driving force of economic growth. As he put it clearly:

The slow and continuous increase in time of the national supply of productive
means and of savings is obviously an important factor in explaining the course of
economic history through the centuries, but it is completely overshadowed by the fact
that development consists primarily in employing existing resources in a different way,
in doing new things with them, irrespective of whether those resources increase or not
(Schumpeter 1934: 68).

In fact, Schumpeter believed that development itself should be defined by “the carrying
out of new combinations” (Schumpeter 1934: 66). Naturally, then, those who are
responsible for doing new things or doing things in new ways must be playing the central
role in economic development, whose importance even outweighs that of incremental
savings or investment. Schumpeter went on to suggest that entrepreneurs were these
key figures, and that their entrepreneurial actions displaced old products and production
processes, which would be rapidly imitated by competitors. New equilibrium is thus
created through these cycles of breakthroughs and imitations. Thus, the Schumpeterian
“creative destruction” process improves the technology qualitatively, serving as the
engine of economic growth.

Since 1990s entrepreneurship has increasingly moved to the forefront of research in
economic growth. There’s a bulk of literature that proposes and testifies the
significance of entrepreneurship on a nation’s long-run economic growth that builds on
Schumpeter’s classical treatment of this topic. For example, Murphy et al. (1991)
formally analyzed the effect on development as talents are allocated away from
entrepreneurial activities. Acemoglu et al. (2006) argues formally that the selection of
high-skill entrepreneurs is especially important for an innovation-driven growth. Recent
years have also seen empirical support for the contributory part of entrepreneurship to
economic growth. Audretsch & Thurik (2001) stressed the importance of
entrepreneurship as a mechanism for knowledge spillovers that promotes the long-run
growth of the entire economy. Based on data from OECD countries, they also found
that increases in entrepreneurial activities result in higher subsequent growth rates.
Haltiwanger (2006) reports substantial contribution to overall industry productivity
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growth from entrepreneurial entry.! Some researchers emphasized in particular the
pivotal importance of entrepreneurship in transitive economies with respect to promoting
competition and upgrading productivity (e.g. McMillan & Woodruff 2002). The
publication of Baumol et al. (2007) laid down another milestone in this line of research.
The authors posit unequivocally that entrepreneurship should be placed at the center of
studies on economic growth. For economies at or near the frontier, the essential
ingredients to maximize growth are a set of institutional apparatuses facilitating the
emergence of entrepreneurs and ensuring the continuous motivation of entrepreneurial
actions.

My study is obviously inspired by the acclaimed significance of entrepreneurship on
economic growth, though a detailed theoretical or empirical exploration into the
relationship between entrepreneurship and growth is far beyond the scope of this project.
Instead, 1 will focus on the potential effects of institutional setting, in particular the
constitutional environment, on the development of entrepreneurship. In other words,
while the constructive part of entrepreneurship in economic growth is underlying the
motivation and design of my research, it is not a direct inquiry into the specifics of this
correlation. However, if a robust entrepreneurial development does contribute to the
economic growth, a better understanding of the relationship between constitutional
environment and entrepreneurship will certainly enrich our understanding of the
institutional and legal impacts on economic growth.

1.2 Economic Nature of Constitutional Environment

According to S.E. Finer (1979: 15), constitutions are “codes of rules which aspire to
regulate the allocation of functions, powers and duties among the various agencies and
offices of government, and define the relationship between these and the public”. Put
differently, a constitution is a legal document that ‘sets forth the fundamental powers,
duties, and structure of the government” (Posner 2003: 649). It specifies the basic
relationship between sovereignty and citizens. Although the specific topics included
vary widely from one constitution to another,” the vast majority of constitutions contain
two general categories of provisions, one for the distribution of power among
governmental institutions, the other for certain types of basic individual rights. In
democracies under the rule of law, the formal document largely reflects the actual
operation of the government, while in authoritarian states it is often created as a
decoration boasting the legitimacy of the regime. However, from a functional
perspective, even if in the latter group of countries, the basic setting still exists in terms of
the organization and power structure of government, so does the fundamental condition
of individual rights. The main interest of the cross-county study in this research rests on

! But there is also opposite evidence, e.g. Blanchflower (2000). For a brief review of the literature, see
Parker (2009).
2 See Elkins et al. (2009) for illustration of the varying scope of formal constitutions.



democracies, but I also attempt to probe into the relationship between basic institutional
settings and entrepreneurship in authoritarian states, especially in the case study part.
Therefore, I choose the phrase “constitutional environment” to encompass the broad idea
of primary framework of governmental formation, operation, and rights of citizens, no
matter whether this framework conforms to or deviates from the formal constitutions.

Constitutional environment laid down the basic rules of the game in which people
choose their behaviors and interact with each other. Above all, it determines the public
sector’s domain of influence over private activities. It is within this setting that
production and exchange occur. The constitutional environment influences the political
outcomes such as the number of political parties, incidence of coalition governments or
frequency of governmental crises. These political outcomes will be translated into
economic policies, and, eventually, affect the economic outcomes as those who obtain
power through the political process attempt to push the nation closer to their ideal shape.
Hence, constitutional environment is not only relevant but may even systematically
formulate the economic outcomes (Persson & Tabellini 2003).

The fundamental rules of the game can affect a nation’s economic performance from
one particular aspect — by providing individuals and groups with different incentives to
engage in rent-seeking — and this incentive, as discussed below, are considered as a direct
determinant of entrepreneurial development. Rent-seeking is a redistributive game
misallocating and depleting valuable resources. As rent-seeking intensifies in a society,
its economic pie shrinks. The constitutional environment is of special importance to
rent-seeking incentives at least for the following three reasons. First, as the highest law
of the state, the constitution allocates basic powers to different government branches at
different levels, and, more importantly, defines the fundamental rights of citizens, thus
delineating the boundary between the public and the private sectors (Cooter 2000).  Just
as a blurry definition of property rights generates rents by placing valuable resources in
the public domain, vaguely divided governmental powers encourage contests for rents
among duplicative authorities, and weakly bounded public sector promotes rent-seeking
by encroaching upon private opportunities and resources. Second, usually the onerous
procedural requirements for amending a constitution make it the most entrenched law of a
nation. This unique feature of constitutions makes it possible to remove some pivotal
decisions from the ordinary political process, and eliminate the chance to seek rents on
certain vital entitlements. ~ As Judge Posner points out, “a supermajoritarian
constitutional provision confines legislative discretion to matters that do not matter all
that much; the stakes are not large enough to evoke a disproportionate expenditure of
resources on redistributing wealth or utility” (Poser, 1987: 9).> This implies that, other
things being equal, for those countries not anchoring the basic governmental structures or

* However, Judge Posner also cautions us that resources deflected by the constitution from investment in
rent-seeking with respect to fundamental institutional changes may nevertheless be redirected into efforts to
obtain “ordinary” legislative redistributions rather than into productive activities.
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pivotal civil rights in rigid constitutional rules, rent-seeking can become a more serious
concern. Finally, an enforceable constitution trumps all other laws inconsistent with its
stipulations. Accordingly, the state is able to make credible commitments to its citizens
in such a constitution, which expels the uncertainty in the fundamental structure of the
nation and extends the time horizon of people’s choices (Brennan & Buchanan 1985).
While productive investments usually require a long-run strategy, redistributive efforts
are more likely to yield gains in the short run. Thus, a shortened time horizon works in
the benefit of rent-seeking, whereas reliable constitutional commitments help tip the
balance to the opposite side. In brief, the constitutional environment can bear heavily
on the extent of rent-seeking within a country.

1.3 Which Aspects of Constitutional Environment?

A general inquiry of the effects of constitutional environment on entrepreneurship is,
of course, too wide and volatile for a dissertation research. It is necessary to narrow
down the scope to a few features before I can actually operationalize the research.

The first and probably the most fundamental difference in governmental structure in
the modern world is whether the regime is organized and operating on the basis of
democratic choice. In democracies, voting serves as an essential control of government
performance, though probably at varying degrees. It mobilizes open and substantive
competitions among politicians and political parties. Authoritarian governments, on the
other hand, lack such a choice-based control. There might be open competitions in
authoritarian states, but usually these competitions are no more than bandwagon
performances. More substantive competitions can also exist in these states, but they
tend to be going on under the table, and success or failure will not hinge upon the popular
choice. The relationship between democracy and economic performance has long been
a major focus of theoretical and empirical studies in both political science and economics.
For my current research, however, the democratic/authoritarian categorization serves
mainly as a starting point to develop a strategy for the empirical study. As it is
reasonable to believe that, by and large, the formal rules will be complied with only in
democratic states, sticking to the constitutional rules in book will not generate a good
understanding of the relationship between constitutional environment and
entrepreneurship in non-democratic countries. Therefore, the basic strategy for this
empirical study is to separate democratic states from authoritarian ones, and employ the
indexes of de jure constitutional features exclusively to the former.

As a quick note, it may be useful to emphasize that the distinction between de jure
and de facto is in effect equivalent to the difference between formal and informal, or that
between law in book and law in action. Another categorization of constitutions
distinguishes the capital-C Constitutions from the small-c constitutions (e.g. Brennan &
Pardo 1991). The former is reserved for the particular written legal document entitled as
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“Constitution” or “Basic Law” of a nation, while the later refers to the broader
constitutional order. Though related, this bifurcation is not the same as the de jure vs. de
facto distinction used in this study. The de jure constitutional environment can include
rules in the official Constitution, as well as those in other laws, whether codified or not,
that stipulate the basic formation and operation of government and its relationship with
the citizens. In other words, de jure constitutional environment is concerned about the
rules of official, rather than practical, authority, so it may encompass rules in both
capital-C Constitutions and small-c constitutions. On the other hand, de facto
constitutional environment does not care about formal authority, but focuses on actual
functioning. It may or may not conform to either the capital-C Constitution or the
small-c constitution.

One major task of my research is to look into the effects of formal constitutional
settings on entrepreneurship in democracies. In particular, six formal aspects will be
considered regarding their relationships with entrepreneurship: the form of government,
the electoral rules, federalism, judicial independence, constitutional protection of
property rights, and constitutional protection against discrimination. In addition, the
quantitative study will also investigate the effects of another set of de facto institutional
features on entrepreneurial performance across democratic and authoritarian countries.
This set of indicators includes: de facto security of property rights, decentralization of
power or de facto federalism, and the two characteristics of power structure suggested by
the “selectorate theory”, namely, the size of the “winning coalition” and its ratio to the
size of the “selectorate” (Bueno de Mesquita et al. 2003).

Admittedly, when stretching the concept of constitutional environment beyond the
formal legal rules, the specificity of constitutional institutions will be overshadowed by
the generality of political institutions. But when we look beyond constitutional
democracies, incorporation of de facto elements becomes indispensable, and hence, the
submergence of legal dimension into the broader political dimension of institutions seems
inevitable. After all, even the formal constitution is part of a nation’s general political
institution. Probably, what should be done is not to underscore the distinctiveness of the
constitutional setting when there is none, but to organize the research around its central
interest, i.e. the primary framework of governmental formation, operation, and individual
rights, and survey the relevant and feasible aspects accordingly.

The main reason for choosing the above constitutional attributes is their potential
relevance to entrepreneurial development based on the existing theoretical literature. As
to be discussed in detail below, institutional settings are believed to affect entrepreneurial
selection through their influence on the relative returns between the productive
entrepreneurial sector and the redistributive rent-seeking sector. In the last two decades,
the study on positive political theories in general and the constitutional political economy
in particular has generated a number of predictions about the connection between certain



specific constitutional features and rent-seeking incentives.  Electoral rules and
legislative rules associated with different forms of government are thought to determine
the politicians’ opportunity to seek rents by setting forth the representation, transparency,
and accountability of the governmental operation. Federalism is believed to motivate
subnational competition and enhance the government accountability, both of which
should work to curb the political rent-seeking activities. Judicial independence may
place another check on politicians’ corruptive or redistributive efforts. Constitutional
protection of property rights is supposed to solidify the interests of individuals against the
encroachment by public power, while the de facto security of property rights is an even
more direct measurement of the strength of private parties in a political state. As a
priori, it is reasonable to say that better entrenched private rights restrict the chance of
redistribution by the public entities. The only aspect of the constitutional environment
that may not be closely related to this line of reasoning is the antidiscrimination rules in
constitutions.  Since discrimination has long been regarded as either a driving or
repressing force of entrepreneurship, the antidiscrimination rules may be yet another
interesting constitutional design pertaining to entrepreneurial actions.

Apart from theoretical relevance, data availability is of course another criterion in
selecting the constitutional features. Thanks to the extensive research in comparative
politics and development economics, cross-country data on political institutions and
governmental performance have become increasingly abundant. The recent innovative
efforts of the Comparative Constitution Project, on the other hand, provide necessary
resource for evaluating some of the formal constitutional characteristics. Consequently,
the selection of the specific aspects of the constitutional environment comes out of both
relevance and feasibility considerations.

1.4 Overview of This Research

This research is composed of a cross-country study and a case study. Below,
Chapter 2 reviews the theoretical priors that connect entrepreneurship with constitutional
factors. I first introduce the theories on the talent competition between rent-seeking and
entrepreneurship, and then discuss how a nation’s constitutional environment may affect
the intensity of rent-seeking. With respect to the de facto constitutional environment, I
consider the property rights protection and factors suggested by the selectorate theory.
As for the de jure constitutional environment, I focus on the six aspects mentioned above.
Finally in this chapter, I generate several predictions based on the theories.

In Chapter 3, I offer the definition of entrepreneurship, after which I talk about the
advantages and disadvantages of the various possible measurements of entrepreneurship.
I choose self-employment indicators to measure the quantity and quality of
entrepreneurship in this research for their theoretical relevance and practical availability.
This chapter also explores the potential determinants of entrepreneurship other than the
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constitutional environment including culture, geography, level of development, human
capital, age of population, vitality of capital market, competitiveness of credit market,
and age of democracy. These factors are candidates for control variables in the
statistical study.

Chapter 4 describes the measurements used for the constitutional features of interest.
In particular, I will show in this chapter how I have constructed three indexes for the
constitutional design of three issues: property rights protection, judicial independence,
and antidiscrimination, based on the data provided by the Comparative Constitution
Project. As for the other constitutional features, de jure or de facto, I rely mainly on the
measurements commonly used in the literature.

Chapter 5 talks about the methodology of the quantitative research. It presents the
basic specification of OLS regressions, as well as the propensity score matching. It also
discusses the pitfalls in causal studies on the cross-country data, and describes the
presumed relationship between dependent, independent and control variables.

Chapter 6 shows the results of the cross-country study, and Chapter 7 tries to explain
the observed effects of constitutional environment on entrepreneurship. In particular, it
considers the possible reasons for negative impact of majoritarian electoral rules, the
positive impact of de jure judicial independence, and the irrelevance of forms of
government, federalism and the formal constitutional protection of property rights.

Chapter 8 is a case study on China, an authoritarian state achieving high-speed
economic growth in recently years. [ first introduce the PRC Constitution and the
constitutional environment in China. Then, using micro-level data, I want to uncover
two characteristics of China’s entrepreneurship: inequality in opportunities and
entrepreneurs’ shortsighted developing strategies. Both seem to be reasonable
consequences of a constitutional setting lack of secure property rights and rule of law.

Finally, Chapter 9 concludes the research by stressing the importance of reliable
property rights and equal access to opportunities to a healthy development of
entrepreneurship.



Chapter 2 Theories and Predictions

2.1 Rent-seeking and Entrepreneurship

2.1.1 Exogenous Theories

The existing literature conceptualizes the relationship between institutions and
entrepreneurship as one about allocation of talent between productive entrepreneurial
activities and distributive (or destructive) rent-seeking. Economists noticed the possible
link between the socioeconomic environment and entrepreneurial activities decades ago.
Krueger (1974), from which the now well-known concept of “rent-seeking” acquires its
name, predicts that economic rents generated by market restrictions will shift
entrepreneurs away from developing and adopting new technology and prompt them to
“devote all their time and resources to capturing windfall rents” (Krueger 1974: 302).
Baumol (1990) and Murphy et al. (1991) are the earliest studies that explicitly attribute
the allocation of talent in a society to the relative payoffs that the society offers to the
rent-seeking sector and the entrepreneurial sector. These theories form the basis of my
empirical inquires.

Baumol (1990) uses the term “entrepreneur” to refer to talented persons who are
ingenious and creative in finding ways to increase their own wealth, power, and prestige.
So motivated, these talents should not be expected to be overly concerned with whether
an activity to achieve their goals “adds much or little to the social product or, for that
matter, even whether it is an actual impediment to production” (Baumol 1990: 898).
Therefore, Baumol separates entrepreneurs into three categories — productive,
unproductive, and destructive — based on the impact of their activities on our society.
Those who making innovative and productive contribution to economic growth are
regarded as “productive” whereas the remaining entrepreneurs who engage themselves in
rent-seeking or criminal activities are viewed as “unproductive” or “destructive”.
Entrepreneurial activities are driven by rewards, and the basic rules of a society, most
importantly the prevailing laws and legal procedures, determine the rewards of various
activities. Consequently, he hypothesizes that “at least one of the prime determinants of
entrepreneurial behavior at any particular time and place is the prevailing rules of the
game that govern the payoff of one entrepreneurial activity relative to another” (Baumol
1990: 898), and that “(E)ntrepreneurial behavior changes direction from one economy to
another in a manner that corresponds to the variations in the rule of the game” (Baumol
1990: 899). The allocation of entrepreneurship among different activities, Baumol also
suggests, can profoundly affect the innovativeness and dissemination of technology of the
economy. Using historical evidence from ancient Rome, China, and the Middle Age and
Renaissance Europe, he finally posits that it is much easier to achieve the objective of
reallocating entrepreneurial effort through changes in the rules that determine relative
rewards than via modification of the goals of entrepreneurs themselves.



While Baumol’s theory is, by and large, suggestive and intuitive, Murphy et al. (1991)
delves more deeply into the channels through which the institutional setting of a society
can determine the flow of its talents between entrepreneurial and rent-seeking activities.
They point out that the rewards of an occupation to talent depend on three elements:
market size, firm size, and the compensation contract. Market size determines the
potential amount of return to talented persons; the larger the market, the higher the
potential return. Firm size here essentially refers to the extent to which output is subject
to diminishing returns to scale. The weaker the effect of diminishing returns to scale on
a certain activity, the larger the firm size tends to be for this activity, thus it become more
attractive to a person of high ability. The compensation contract decides how much of
the quasi rents on their talent from an activity the talented persons can capture.
Obviously, the higher the amount they can keep, the more motivated they will be to
engage in this activity.

Murphy et al. (1991) shows that the basic rules of a society can affect all these three
factors, hence exerting influence on talents’ selection between entrepreneurship and
rent-seeking.  First, according to their explanation, the institutional setting that channels
large resources to the public sector opens a big market for “official” rent-seeking, and
poorly defined property rights will expand the market for “unofficial” rent-seeking
through bribery, theft, or litigation. Second, when the legal and political framework
delegates substantial authority to rent-seekers such as government officials or military,
“they can expand their operations and collect larger sums unhindered by law or custom”
(Murphy et al. 1991: 520). This means rent-seekers are able to run larger “firms”.
Since poorly defined property rights add to the discretion of government officials (e.g.
officials have more discretion which can be used to invite bribes where the entitlement to
enter a certain business is vaguely defined), they encourage rent-seeking also in this
respect. Finally, the solidity of legal protection awarded to property rights and patents,
in particular, outlines the fundamental compensation structure of entrepreneurship.  Also,
the tax schedule of a country bears directly on the share of returns from productive
activities. All these rules determine the compensation contract of entrepreneurial effort.
In sum, Murphy et al. (1991) posits that when the institutional setting is shaped in favor
of rent-seeking in the above three aspects, talents will be attracted away from
entrepreneurship.

Similar to Baumol’s (1990) argument, Murphy et al. (1991) emphasizes that legal
and political institutions play an important role in shaping incentives of talented people to
opt for rent-seeking or entrepreneurship. Unlike Baumol (1990), however, Murphy et al.
(1991) displays a picture of talent allocation delineating not only the number of talents
but also the grade of talent attracted into each sector. They present a simple model to
describe the choice made by persons of heterogeneous abilities among three activities:
entrepreneurship, rent-seeking, and wage earning. In their model, depending on the
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elasticity of output with respect to human capital in each sector, the ablest people choose
to be rent-seekers or entrepreneurs while the next group goes into the other sector, and the
least able ones become wage earners. As discussed below, this model leads to
interesting predictions about variation in quantity as well as quality of entrepreneurs
under different institutional settings.

2.1.2 Endogenous Theories

The above two studies both regard the institutional setting and thus rewards to
rent-seeking and entrepreneurship as exogenous. On the other hand, based on these
studies, Acemoglu (1995) and Acemoglu & Verdier (1998) provide more nuanced
endogenous theories about allocation of talent.

Acemoglu (1995) points out that “(R)ents that an entrepreneur expects to pay and the
marginal profitability of the entrepreneur’s investment depend on the number of
rent-seekers”; “the extent of rent-seeking activities (the allocation of talent) influences
relative rewards” (Acemoglu 1995: 18). He continues to show that, as long as (1) the
return to rent-seeking is lower than that to entrepreneurship when there is no rent-seeking,
and (2) at some level of economic activity, rent-seeking is more profitable than
entrepreneurship, there exist at least three equilibriums of talent allocation.” Of these
equilibriums, only the one without rent-seeking assures a higher return to
entrepreneurship relative to that of rent-seeking and an equilibrium with less rent-seeking
strictly Pareto dominates the one with more rent-seeking. Acemoglu also suggests that
the dynamic extension of this endogenous model demonstrates historic dependence of
allocation of talent: “if the majority of the current generation choose rent-seeking, the
return to entrepreneurs relative to that of rent-seekers will be reduced in future periods
and future generations will be induced to choose rent-seeking” (Acemoglu 1995: 27).
Therefore, it may be difficult to reverse the adverse effects of misallocation if an
economy starts with too much rent-seeking at some point in history.

In Acemoglu & Verdier (1998), a delicate and more complicated model is applied to
explore the relationship between the return to rent-seeking and entrepreneurial activity
level. As private property rights depend on state protection, rents to the public sector is
necessary to secure property rights, which in turn will encourage entrepreneurial
investment and raise the rewards to entrepreneurs. Therefore, they argue that (1) there
will be an optimal level of property right protection and it is not optimal to enforce all
property rights since enforcement is costly, (2) the optimal organization of the society
involves rents to public sector employees and misallocation of talent, and (3) higher
investment opportunities require a higher level of property rights protection, which means,
due to limited investment opportunities in underdeveloped countries, the optimal level of
property right protection should also be lower in these countries. Consequently, the

* Existence of multiple equilibriums, given the possibility of rent-seeking, of talent allocation is also
suggested in Murphy et al. (1993).
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correlation between property rights and economic growth may indeed be endogenous as
well.  Such an endogenous relationship essentially implies that the correlation between
the level of entrepreneurship and return to rent-seeking may not be monotonic. Instead,
there will be a threshold in public wages under which the public sector is too small to
protect property rights and stimulate investment, so the rise in wages of this sector works
only to attract talent to the public sector; as the public wages further increase, however,
property rights will be strengthened adequately since the wage increase discourages
corruption, thus more talented people become entrepreneurs until the property rights
protection improves to its full extent; and then the number of entrepreneurs will decrease
again due to the continuing increment of public wages.

While the endogenous theories profoundly enrich our understanding of the
interaction between rent-seeking and entrepreneurship, a cross-country empirical study
based on these theories will be challenging, especially in relation to the non-monotonic
model. On the other hand, as acknowledged by Acemoglu himself, the less complicated
version of the endogenous theory may well lead to an observable outcome similar to
Baumol’s hypotheses.” Consequently, my empirical study is built mainly on the
exogenous theories.

2.2 Constitutional Environment and Rent-seeking

Conceivably, constitutional environment may be linked to rent-seeking behaviors in
various ways. First, as explained in detail below, political institutions stipulated in
constitutions — electoral rules, forms of government and federalist structure — can affect
the size of the government and governmental expenditure, the level of political
accountability, as well as the extent of political competition, all of which may bear
closely on the attractiveness of rent-seeking. Second, constitutional recognition and
protection of property rights strengthen the commitment of the sovereignty to shield
interference with private property from the state, especially when constitutional
amendments are subject to more stringent procedural requirements than other legislations.
In addition, property rights protection determines the relative return of rent-seeking.
Finally, independence judicial surveillance of law enforcement consolidates people’s trust
in the institutional stability, and further entrench private property, both of which
stimulates long-run productive investment rather than shortsighted redistributive
activities.

2.2.1  De facto Constitutional Features

Constitutional environment can be explored from both de facto and de jure
perspectives. Since informal practices oftentimes diverge from formal rules, the de
facto constitutional setting is obviously crucial to people’s occupational choice between

° Acemoglu (1995) is closer to Baumol (1990) than to Murphy et al. (1991) in that it also assumes

homogenous abilities.
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rent-seeking and entrepreneurship, especially in authoritarian countries. Unlike formal
provisions in constitutions, the de facto constitutional setting is relevant in authoritarian
and democratic states alike. However, two difficulties impede our exploration of the de
facto constitutional environment and its impact on economic performance. First, there
are relatively few theories explaining how to decompose the actual constitutional setting
across different regime types. Second, it is also not easy to identify and measure the
informal setting empirically. Consequently, my study on de facto constitutional
environment is preliminary, relying on limited data source and possibly immature
theories. Among the de facto constitutional features, property rights protection is the
most discussed determinant of the severity of rent-seeking in a country. Besides,
decentralization, or the de facto federalism, is believed by many to stimulate competition
among local government, and competition usually scale down the amount of rents.’
Finally, the selectorate theory is of particular relevance to my research. It constructs an
analytical model leading to falsifiable hypotheses about prospects for rent-seeking under
various regime types, and is also accompanied with a dataset allowing for an exploratory
cross-country empirical study.

1) Property Rights Protection

Protection of property rights is now widely recognized as of fundamental importance
to economic growth (e.g. North & Thomas 1973; Acemoglu et al. 2005). To promote
sustainable economic growth, “people who make wealth should keep much of it” (Cooter
& Schiffer forthcoming). This general imperative evidently requires reliable property
right scheme. Solid protection of property rights works to thwart rent-seeking efforts
and promote investment in productive activities.

As reviewed in the previous subsection, insecure property rights attract talent to
rent-seeking by expanding the market size for rent-seekers and the size of the firm they
can run. Success in redefining property rights brings high rewards in absence of a
secure private property regime, which means the wealth available for rent-seekers’ grabs
grows. Poorly defined property rights also leave more social wealth at the discretion of
official rent-seekers like governmental officials so that they are enabled to collect large
sums unhindered by law or custom (Murphy et al. 1991).

On the other hand, secure property rights result in better investment incentives.
Given that entrepreneurship is inherently an investment behavior, the positive impact of
property rights protection on entrepreneurial performance appears readily foreseeable.
Besley (1995) formalizes the three channels through which secure property rights
encourage investment.  First, secure property rights keep investors free from
expropriation, enabling internalization of investment benefits. Second, better property
rights also ensure safe collateral, thus facilitating fund-raising in credit market. This

® Theories about the political and economic consequences of decentralization and federalism are reviewed
together in 2.2.2 3).
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respect seems particularly important to entrepreneurial investment as elaborated by some
other writers. Solid protection of property rights alleviates outside investors’ concerns
of opportunistic behaviors by entrepreneurial firms (Smith & Ueda 2006), and induces
lenders to relax credit constraints (Jappelli et al. 2005). Third, secure property rights
enhance possibilities for gains from trade, and investment will be encouraged if it
becomes easier for individuals to alienate their property and retrieve investment profits.
In addition, some also argue that the insecure property rights incentivize people to
discount long-run payoffs excessively and focus on short-run benefits, thus discouraging
investment in entrepreneurial projects that promote prosperity over time (Torstensson
1994). Moreover, property rights protection is especially important for entrepreneurs
engaging in innovative production characterized by a tremendous discrepancy in
developing costs and dissemination costs. Thus, intellectual property rights become a
prerequisite for fostering innovative entrepreneurship. Empirical evidence seems to
support the general idea that property rights protection propels entrepreneurial investment.
For instance, based on a survey of new firms in post-communist countries, Johnson et al.
(2002) finds that secure property rights are even more critical to entrepreneurial
investment than accessibility to external finance.

As a related issue, a credible commitment from the state to protect contractual rights
might also carry weight in generating entrepreneurial activities. In effect, contracts are
the primary vehicle to realize the economic value of property rights in market. This
being said, researchers noticed long ago that informal relationship or other
reputation-based mechanisms could alleviate the problems stemming from weak formal
contractual institutions, at least when no endgame issue was involved (Macaulay 1963,
Acemoglu & Johnson 2005).

2) The Selectorate Theory

Bueno de Mesquita et al. (2003) divides citizens in a polity into three nested groups.
The residents, the largest of the three, consist of all the members of the polity. The
selectorate is the subgroup of the residents who are endowed with the characteristics
institutionally required to choose the government’s leadership. The winning coalition is
a subset of the selectorate the support of which is both necessary and sufficient to keep
the leader in power.

The selectorate theory predicates that the economic performance of a polity is
decided by the size of the winning coalition, and its ratio to the size of the selectorate
(this ratio is also called the loyalty norm). To secure the support from the winning
coalition, the incumbent leader rewards members of this coalition with private goods in
addition to public goods shared among all the residents. As the cost of supplying
private goods rises proportionately to the size of the winning coalition, when this size
enlarges, subject to his budget constraint, the incumbent relies increasingly on public
goods as the reward for support, which reduces the advantage of staying in the coalition,
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thus motivating members of the current winning coalition to switch support to the
challenger if the reward provided by the challenger is more attractive. Since the
challenger will face the same budget constraint as the incumbent when he takes office, in
polities with large winning coalitions, politicians essentially compete for support over
public good provision, whereas in polities with small coalition sizes, they will compete
over provision of private goods. This model predicts that as the size of the winning
coalition increases, tax rates decreases, rent-seeking diminishes, and the level of
corruption also becomes lower.

While the size of the winning coalition determines the extra welfare obtained as a
member of the coalition, its ratio to the selectorate size decides the probability to be
included in such a winning coalition. When this ratio is small, the likelihood of being
included in a challenger’s winning coalition is minute in that there are a substantial
number of people in the selectorate from whom the challenger can recruit support.
Consequently, members of the incumbent’s winning coalition will have less incentive to
switch their support to the challenger. In other words, members in the incumbent’s
coalition become more loyal to him when the size of the winning coalition reduces. As
the allegiance of the winning coalition is by definition sufficient to keep the incumbent in
power, higher loyalty also means the incumbent will be less concerned about the threat of
replacement by the challenger. Therefore, it is easier for the incumbent to engage in
corruptive practices and take repressive measures to prevent others from reducing his
corrupt privileges.

In brief, according to the selectorate theory, big winning coalition, as well as high
ratio of the winning coalition size to selectorate size, discourages rent-seeking.

2.2.2  De Jure Constitutional Features

For democracies, formal constitutional rules are more likely to conform to the actual
legal and political operations. In these countries, constitutional rules shape political
outcomes, which in turn frame up the policy decisions affecting the reward of
entrepreneurial actions relative to that of rent-seeking. In this research, I will focus on
six specific constitutional attributes, five of which are considered to affect the extent of
rent-seeking, and the last one may be associated with entrepreneurship though possibly
through other routes.

1) Electoral Rules

The electoral rules in democratic countries are thought to have substantial influence
on the level of rent extraction by politicians, the size of government spending and
taxation, as well as the expansion of the welfare state programs.

First, different electoral rules can yield different opportunities and incentives for
politicians to seek rents, or engage in corruptive practices. Myerson (1993) indicates
that proportional representation performs better than majoritarian rules at electing less
corruptive political parties to the legislature. He assumes that voters care about both
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corruption levels and policy positions of political parties. Under majoritarian rules,
voters have to coordinate effectively if they want to ensure that the less corruptive party
sharing their policy preference wins the election. Without such coordination, any voter
switches his or her vote from a more corruptive party to a less corruptive one will see this
switch might be more likely to change the government policy decision from what he or
she prefers to the opposite than to reduce the level of government corruption. In
contrast, proportional representation does not require strong coordination among voters,
so each voter can always vote for the least corruptive party advocating his or her most
preferred policies.

On the other hand, however, Persson & Tabellini (2000) predicts that voting on party
lists is associated with more rent extraction and higher corruption than voting on
individuals because the reelection concern becomes a less effective counterweight to curb
the rent extraction motive for politicians when they are held accountable collectively.
Since the majoritarian rule rarely requires voting on party lists, it is supposed to bring
about lower level of corruption and rent extraction.

Second, electoral rules may influence the size of government spending, and large size
of government spending pumps huge amount of resources to the public sector. Murphy
et al. (1991) points out that such resource movement expands the market size for
rent-seekers, which in turn disincentivizes entrepreneurship. At the same time, high
taxation used to finance government spending will also lower the return for
entrepreneurial activities.

Hallerberg (2004) argues that coalition governments tend to have more difficulty in
reigning in cabinet ministers’ desire for maximizing the ministry budget size as they
belong to different parties and the prime minister or the finance minister cannot use party
disciplines to control ministers outside his own party. Consequently, coalition
governments are more likely to have greater government spending. Kontopoulos &
Perotti (1999) finds empirically that governmental spending increases with the number of
coalition parties, and in particular, it increases with the number of ministers in charge of
spending.  Since coalition governments are more common under the proportional
representation system, it is predicted to yield bigger size of government spending. On
the other hand, Austen-Smith (2000) suggests that proportional representation with
legislative bargaining produces equilibriums with higher taxation than the majority rule
with winner-takes-all legislative decision-making. He argues this happens because in
the proportional representation system, political parties’ behaviors are largely governed
by the endogenously identified individual with average employee income, but in the
majority rule system, political incentives are shaped by the exogenously identified
individual with median income in the electorate.

Third, the volume of redistributive expenditure by the government probably hinges
on electoral rules as well. The more redistributive decisions are left to political
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discretion, and the higher the amount these decisions will redistribute, the greater the
chance for rent-seekers. Using Murphy et al.’s (1991) analogy again, we may say that
the “firm size” that rent-seekers can run expands in these situations. Over the last
decade or so, the scholarship on comparative politics has demonstrated that proportional
representation is associated with more redistribution.

Rodden (2005) argues that as a product of industrialization in an era when
transportation costs were high, the supporters for left-wing parties are concentrated
geographically. This geographic concentration makes left-wing parties more likely to
win in the proportional representation system in that distribution of legislature seats better
reflects underlying electoral support in the proportional representation system. Insofar
as left-wing parties are more anxious about redistributive programs, proportional
representation will see higher level of redistribution. Iversen & Soskice (2006) draws
the same conclusion about electoral rules and redistribution but with a different reasoning.
They believe that in the proportional representation system, the median income group
tends to form a coalition with the low income group so as to get a bigger share from the
redistributive spending. This tendency promotes redistribution by increasing the
probability for left-wing parties to have a voice in fiscal policies. Persson & Tabellini
(2000) provides still another reason for higher levels of redistribution in the proportional
representation system. They hypothesize that in the majoritarian system, legislators will
push for public projects with concentrated benefits, while in the proportional
representation system legislators are more willing to adopt projects producing broader
benefits. To the extent that the latter type of spending is more redistributive, the
proportional representation system will generate higher levels of redistribution.

Finally, as a related issue, electoral rules might have impact on the appearance of
welfare state, too. Although extensive rent-seeking cannot be immediately inferred
from welfare states, the emphasis on equalizing the wealth through redistribution in these
states dispirits entrepreneurial as entrepreneurs are commonly motivated by the
possibility to collect quasi rents on their talents and accumulate huge wealth (Henrekson
2005). In effect, such redistributive goals facilitate free riding on productive efforts
made by talented persons, hence blunting their avidity for entrepreneurship.
Furthermore, a large welfare state requires high tax to finance it, which can crowd out
private saving needed for start-up finance (Parker 2009: 456). With respect to the
connection between electoral systems and the tendency toward welfare states, Huber et al.
(1993) asserts that the single member majoritarian rule which “disperse political power
and offer multiple points of influence on the making and implementation of policy are
inimical to welfare state expansion” (Huber et al. 1993: 722).

Although most theories will predict a positive relationship between proportional
representation and rent-seeking, such effect may as well be undetermined in that
proportional representation advances political competition by facilitating entry of small
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and new parties, and competition reduces rents.

2) Forms of Government

The comparative political theories also indicate that the forms of government, like
electoral rules, will affect the amount of political rents, as well as the size of tax and
government spending. As already explained, these factors bear on the return, and
consequently degree, of rent-seeking in a polity.

Persson et al. (2000) demonstrates that the stronger separation of powers between the
president and legislature usually seen in presidential regimes sets back collusion among
politicians, thus generating less rents to them, and also lower level of tax and spending.
They also argue that in parliamentary regimes, a confidence requirement, meaning the
executive needs the support of a majority in the legislature to remain in power, creates
stable majorities that vote together for the governmental proposals. Such a stable
majority of incumbent legislators, backed by the majority voters, can keep the benefits of
spending within the majority, and pass along part of the costs to the minority. The
majorities will therefore prefer both high tax and spending.

Comparing the presidential system in US and the typical European parliamentary
democracy, Mueller (2002) finds that there are at least three advantages for interest
groups to seek rents in Europe, all of which contribute to inflating the size of government
and redistribution. These advantages are economies of scale in winning votes through
campaign contributions, long-run linkages to political parties, and ideological closeness
to parties. Moreover, Huber et al. (1993) also suggests that the presidential government,
as another political arrangement that disperses political power, is less likely to engender
welfare state.

In sum, the limited theoretical research suggests that, compared to presidential
governments, parliamentary governments might be more amicable to rent-seeking.

3) Federalism

Federalism, in both the de jure and de facto senses, has long been believed to have
effect on economic performance, but existing theories lead to ambiguous conclusions
about the effect of federalism on rent-seeking.

On the one hand, combined with mobility of citizens and investors, federal
arrangements incentivize subnational governments to compete in governmental
performance, for poorly-performing governments encourage citizens and investors to
move away, taking with them tax dollars and assets. This is known as “voting with
one’s feet” (Tiebout 1956). This competition between subnational governments is
expected to provide congestible public goods at lower costs (Inman & Rubinfeld 1997),
which essentially means fewer rents are dissipated by the public sector for the provision
of public services. Federalism is thus linked to smaller, more efficient, and less
corruptive governments (Buchanan 1995). Also, federalism is supposed to bring
governments closer to voters, which results in greater overall transparency and
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accountability (Muller 2006). Less corruption, higher transparency and accountability
all work in favor of stronger property rights protection. In addition, Huber et al. (1993)
lists federalism as an institution inimical to welfare state, together with the majoritarian
and presidential regimes. As already explained, smaller size of government and
constrained governmental redistribution are unfriendly environments to rent-seekers.

On the other hand, some writers suspect that federalism contributes to corruption.
By adding layers of government and expanding areas of shared responsibility, federal
structure actually reduces, rather than increases, government accountability (Rodden
2004). The relatively balanced power of central and local officials over some common
pool resources can result in serious overextraction for these resources serve essentially as
a base of bribery (Schleifer & Vishny 1993). It is also suggested that the increased
mobility of people and business under federalism might as well enhance the hardship to
control corruptive behaviors as those who committed evil acts can easily move to another
locality (Rose-Ackerman 1999). The positive association between federal arrangements
and corruption finds some support in empirical research, too (Treisman 2002). With
respect to government size, while the local competition theory anticipates smaller
government, the so-called “flypaper effect” says that intergovernmental grants in federal
states will lead to an expansion of the public sector as a result of fiscal illusion.
Recently, Rodden (2003) presents evidence that when funded primarily by autonomous
local taxation, decentralization is indeed associated with a smaller public sector.
However, fiscal decentralization is associated with larger government when funded by
intergovernmental transfers or centrally regulated sub-national taxation. Rodden’s
research reveals that the full benefits from federalism will only be obtained when a strong
federalist structure exists. Unfortunately, oftentimes this condition does not seem to be
satisfied. Rodden suggests that the global trend of decentralization has occurred almost
exclusively through increased intergovernmental grants.

In view of these researches, there appears to be no definite a priori expectation about
the relationship between federalism and rent-seeking incentives. Some predictions of
the federalist structure, such as better property right protection and lower tendency
toward welfare state, can be associated negatively with rent-seeking, whereas others, like
larger government size and more serious corruption, may bode well for a positive
association.

4) De Jure Property Rights Protection

As repeatedly stressed, almost all writers on institutions believe that property rights
protection plays a central role in curbing rent-seeking. Formal constitutions can
safeguard property rights in several respects.

First, the direct recognition of private property rights, including intellectual property
rights, in a nation’s constitution highlights the commitment of the sovereignty to shield
interference with private property from the state.  Subsequent renege on this

18



commitment made in the supreme law is likely to attenuate the legitimacy of the
government. When coupled with such legal mechanisms as judicial review or
cumbersome amending procedures, a constitutional commitment becomes more credible
than a commitment included in regular legislations.

Second, the design of taking clauses in constitutions determines the risk of
governmental appropriation of private property. It is readily apparent that restrictive
conditions for taking and generous provisions of compensation make property owners’
rights more secure, thus encouraging them to scale up investment in their assets, even
excessively in some cases (Cooter & Ulen 2007).

Third, free transfer of property rights improves private parties’ abilities to internalize
the benefits associated with holding valuable assets (Ellickson 1992), and constitutional
protection consolidates this freedom.  Asset owners, with an expectation of
uninterrupted ability to reap profits from trade, will in turn be better motivated to make
investments (Besley 1995).

Fourth, adherence to competitive market mechanism and free operation of business
assure property owners of equal opportunities to gain from applying their assets to
productive activities without undue interference from the state or other sources of
monopolistic powers. While the first two aspects, recognition and restriction on taking,
guarantee static security of property rights, the freedom of business in competitive market,
together with the freedom of transfer, promotes the dynamic security of property rights.

Finally, as stated above, constitutional protection awarded to contracts might also
contribute to property rights protection. Reliable contractual rights matter both to safe
transfer of property rights and successful business operation. However, it is relatively
rare to see an article in a constitution distinctively devoted to protecting contractual rights
like the “Contract Clause” in the U.S. Constitution.

5) Judicial Independence

Constitutional protection granted to property rights relies on impartial judicial
enforcement. Therefore, judicial independence contributes to fortifying the legal
entitlements affirmed by the formal constitution. This is most obvious when the
government itself is a litigant, as in the case of takings. When the judiciary is
subordinated to the executive, private parties are unlikely to be guarded against illegal
encroachment by the state on their property rights. Even in purely private disputes,
independent judiciary attenuates the undue influence from the executive when one of the
litigants is politically connected to it (La Porta et al. 2004).

Some scholars believe judicial independence is necessary but inadequate for
incorrupt legal enforcement. Uprightness of judiciary is as crucial as independence
(Rose-Ackerman 1999, 2007). Others even predict that the relationship between judicial
independence and uncontaminated advocacy of legal rights is non-monotonic: they are
positively correlated when the degree of judicial independence is low, but the correlation
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turns negative as the judiciary becomes increasingly independent (Rios-Figueroa 2006:
134).

While I do not dispute the importance of judicial integrity in protecting individual
rights, I submit that judicial integrity can be positively associated with judicial
independence. Integrity is of little meaning to a judiciary dependent on other branches
of government. As they lack material power in such an institutional setting, integrity is
worthless to judges whereas venality will more easily find the excuse of political
subordination. Conversely, when independence is secured, integrity becomes more
beneficial to the judiciary itself.

It is almost universally true that the value of judiciary resides in its fairness. If the
judiciary is set institutionally free from undue influence from other government branches,
unfair adjudications resulting from judicial corruption will be more clearly attributable to
the judiciary. Although judges are not popularly elected in most countries, at least in
democracies, citizens nevertheless have certain measures to hold them accountable such
as the national review in Japan or judicial impeachment in the U.S. In extreme cases,
constitutional amendment can be adopted to constrain the judicial power as a response to
excessive judicial corruption. But lack of confidence in judiciary by the public itself
might be the most apparent bridle on judicial misbehaviors. Judicial power will be
crippled when the public refuses to use it to settle disputes as a result of observed
corruption and unfairness. And the passive role of judiciary in law enforcement makes
it especially vulnerable to such a de facto power deprivation. Indeed, popular support
can even be a strategic tool to expand judicial power where judicial independence is
relatively weak.

Apart from these instrumental perspectives, judicial independence may promote
judicial integrity in another respect. Judicial independence strengthens judges’
self-esteem and reinforces their faith in the notion of legality and fidelity to text. A
special feature of legal training is its ideological emphasis on fairness and integrity
(Ginsburg 2003: 32). However, the credibility of such an ideology undermines as the
legal practice systematically deviates from its teaching because of outside pressures.
Ideological consensus crystallizes more smoothly in the legal profession when the
judiciary is fenced away from these pressures institutionally. This way, judicial
independence facilitates reshaping judges’ preferences toward upright adjudication.

After all, even if all these possible links between judicial independence and judicial
integrity were unsound, judicial independence still works in favor of individual rights
protection. At least, independent judiciary is more likely to be bribed to support the
rights of the politically disconnected private parties than a dependent judiciary.
Therefore, in any event, judicial independence seems to buttress the security of property
rights.

Another noteworthy point about judicial independence is that judicial independence
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requires at least some degree of judicial power to conduct constitutional review (Feld &
Voigt 2003). When the judiciary is not allowed to strike down unconstitutional
legislations, judicial independence itself might be attenuated by such legislations even if
it is stipulated in the constitution.” In addition, without the power of constitutional
review, the judiciary will probably descend to a position subordinate to the other
government branches since it loses an institutionalized control over the legislative or
administrative actions, hence is not able to exert substantive influence on the operation of
constitutional democracy. In other words, an independent judiciary, equipped with
constitutional review power, amounts to a crucial apparatus of check and balance. Once
the judiciary becomes politically biased, the courtroom is likely to be reduced to another
battlefield for political rents. As a consequence, the intent of the constitution to
quarantine vital entitlements rights from the ordinary political process will just fall
through. In this sense, judicial independence lays down a useful constraint on political
power, narrowing the scope allowed for rent-seeking.

6) Antidiscrimination

While not necessarily related to rent-seeking, discrimination, ethnic discrimination in
particular, has long been thought of as a determining factor of entrepreneurship. On the
one hand, employer discrimination in those lucrative professions will push talented
minorities into entreprencurship (Moore 1983, Murphy et al. 1991). On the other,
however, discrimination in the financial market may raise the costs for minorities to
become entrepreneurs (Robb & Fairlie 2007). Also, discrimination in the product
market, or consumer discrimination, will discourage minorities to engage in
entrepreneurial activities by lowering returns to these activities (Borjas & Bronars 1989).

Antidiscrimination rules in constitutions may play a part in resisting the
discriminative practices in the public sector at least. Backed with the mechanism of
judicial review, these constitutional provisions will preclude the implementation of
legislations with discriminative intent or effects. Conversely, constitutional
entrenchment of the privileges of the majority social groups crystallizes discrimination
against minorities, hence creating their particular incentives toward entrepreneurship.

Here, theories have not delineated a clear pattern in which discrimination may be
associated with entrepreneurship, so we are unable to form a definite hypothesis about the
relationship between constitutional rules against discrimination and entrepreneurial
performance.”®

7 Of course, an otherwise independent judiciary is also indispensable for a meaningful judicial review.
Without such independence, the judiciary will interpret the constitution in favor of the politically powerful
persons or entities, thus undermining the credibility of the commitment contained in the constitution.
¥ However, it seems to be consistent with these theories that in a less rent-seeking oriented economy,
discrimination tends to have a negative correlation with entrepreneurship because the abovementioned
“pushing” effect should be insignificant.  But discrimination may have ambiguous effects on
entrepreneurship in economies more amenable to rent-seeking.
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2.3 Predictions

The exogenous selection theories view rent-seeking as a competitor with
entrepreneurship for talent. Able persons are less likely to be entrepreneurs where the
institutional environment favors rent-seekers.

Murphy et al. (1991) shows that, depending on the output elasticity with respect to
human capital of the production functions in the rent-seeking sector and the
entrepreneurial sector respectively, there will be two types of equilibrium of talent
allocation. When the rent-seeking sector is more elastic, the ablest people become
rent-seekers, the next group goes into entrepreneurship, and the least able become
workers. On the other hand, if the productive sector has higher elasticity, then the ablest
people become entrepreneurs, the next group goes into rent-seeking, and, similarly, the
least able become workers.

Suppose we are facing the first type of equilibrium. When the institution tips the
balance further toward rent-seeking, the most talented person in the second group, i.e.
entrepreneurs, will be attracted to rent-seeking. Since the output elasticity is more
elastic in the rent-seeking sector, this new rent-seeker will demand more workers than she
did as an entrepreneur. As the total demand for workers rises, the least able person in
the second group will become a worker, not an entrepreneur any more. Consequently,
the number of entrepreneurs decline.

Now suppose we are in the second type of equilibrium. In this case, when the
institutional setting turns more favorable to rent-seekers, the least able person in the first
group, an entrepreneur, will opt for rent-seeking, so we will also have fewer
entrepreneurs. But since now the entrepreneurial production is more elastic with respect
to human capital, her shift will bring down the total demand of workers in the market.
As a result, the ablest worker becomes a rent-seeker.

This model predicts that, regardless of the type of equilibrium, we will always see a
shrinkage in the number of entrepreneurs as the institution shifts in rent-seekers’ favor,
although this effect might be more apparent in the first type of equilibrium for such an
institutional change will take away entrepreneurs both from the top and from the bottom
whereas in the second equilibrium will only see entrepreneurs leave at the bottom.
Correspondingly, the model also predicts that the rent-seeking sector will always expand
as the institutional environment moves in its favor.

Based on Murphy et al. (1991), we may also build some expectations about the
variation in average ability of entrepreneurs due to institutional changes. Interestingly,
this variation seems dependent on the type of equilibrium we are facing. When the best
talent is in the rent-seeking sector, the institutional change further favoring rent-seekers
will drive away the ablest entrepreneurs, whereas only the least able entrepreneurs will
leave because of a similar change when the most talented group is engaging in
entrepreneurship. However, Murphy et al. (1991) also argues that rent-seeking seems to
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have an inherent advantage as a career choice, so the first equilibrium should be what we
normally see.

According to the exogenous theories, therefore, both the quantity of entrepreneurs,
and the quality of entrepreneurship, meaning the average ability of entrepreneurs, should
decline as the institutional setting shifts to the advantage of rent-seekers. Therefore, for
the purpose of this research, I would say that, generally speaking, any constitutional
feature that facilitates rent-seeking, either through corruptive extraction, government
expansion, or attenuation of property rights protection, should be negatively associated
with both the number of entrepreneurs as well as the quality of entrepreneurship. For
simplicity, in this section, I refer to the combined effects of quantity and quality of
entrepreneurs as entrepreneurial performance, and by better entrepreneurial performance,
I mean both the quantity and quality of entrepreneurs are higher. In light of the theories
discussed above, I generate the following hypotheses for empirical tests.

First, with respect to the de facto constitutional environment measured across
democratic and authoritarian states,

H1: Property rights protection is positively correlated with entrepreneurial
performance;

H2: De facto federalism is correlated with better entrepreneurial performance;

H2’: De facto federalism is correlated with worse entrepreneurial performance;

H3: Entrepreneurial performance improves as the size of the winning coalition
increases;

H4: Entrepreneurial performance improves as the ratio of the size of the winning
coalition to the size of the selectorate increases.

Regarding the de jure constitutional features measured for democracies alone,

H5: Majoritarian electoral rules are correlated with better entrepreneurial
performance;

HS5’: Proportional presentation is correlated with better entrepreneurial performance;

H6: Presidential governments are correlated with better entrepreneurial performance;

H7: Federal governments are correlated with better entrepreneurial performance;

H7’: Unitary governments are correlated with better entrepreneurial performance;

HS8: Stronger protection granted to property rights in the formal constitution is
correlated with better entrepreneurial performance.

H9: More solid judicial independence confirmed by the formal constitution is
correlated with better entrepreneurial performance

Finally, not necessarily related to rent-seeking but for convenience of representation,

H10: Constitutional rules against discrimination are positively correlated with
entrepreneurial performance;

H10’: Constitutional rules against discrimination are negatively correlated with
entrepreneurial performance.
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These hypotheses are summarized in Table 2.1.
Table 2.1  Hypotheses

Property Rights Protection (de jure and de facto)

Size of Winning Coalition

Size of Winning Coalition / Size of Selectorate

Electoral Rules: Majoritarian (vs. Proportional Representation)
Form of Government: Presidential (vs. Parliamentary)

Federal Structure, de jure and de facto (vs. Unitary Structure)
Judicial Independence

Antidiscrimination Rules

+/-

+/-

+/-

24



Chapter 3 Entrepreneurship Measures and Its Determinants

3.1 Defining Entrepreneurship

What is entrepreneurship, or who are entrepreneurs? This is not an easy question.
There is no general agreement among scholars about the exact meaning of entrepreneur
or entrepreneurship. Some even call entrepreneurs “elusive animals” to suggest the
difficulty in drawing a clear boundary for entrepreneurs (Harwood 1982). By and large,
four different elements are thought, in various writings, to be characteristic of
entrepreneurship: innovation, alertness, judgment, and willingness to take unknown risks.

First, as Schumpeter originally underscored, entrepreneurs are conceived as
innovators. They introduce new combinations — new goods, methods of production,
markets, sources of supply, or organizations of industry — that shake the economy out of
its previous equilibrium through the “creative destruction” process. So entrepreneurs do
not need to own capital, open their own business, or even work within the confines of a
business firm at all. The unique feature of an entrepreneurial action is innovation.
Since no innovation remains innovative for a long time, people cannot be entrepreneurs
forever, but only when they actually carry out new combinations (Bjornskov et al. 2008:
310).

Second, some scholars believe that the source of entrepreneurship is personal
alertness to potential opportunities of gain. To these scholars, entrepreneurs are those
who discover the disequilibrium in the market and step in to fill the gap (Kirzner, 1973,
1979). Unlike a pure innovator, who can work even outside the framework of a
business entity, an entrepreneur as a gap-filler needs to grasp profitable opportunities
through personal engagement in market activities. Opening his own firm as the vehicle
to reap the gains should be a normal trait of an entrepreneur who discovers market gaps
unnoticed by others. Therefore, a popular definition of an entrepreneur in business
studies is someone who “perceives an opportunity, and creates an organization to pursue
it” (Bygrave et al. 1991: 14). But is a person who discovers a previously undetected
opportunity necessarily an innovator? At one extreme, for example, opening a street
corner shop to sell wholly existent products in sheerly settled ways does not seem to
involve anything innovative.” But even slight alternation in business mode to cater the
special needs of local community may nevertheless make an otherwise banal street corner
shop innovative in the sense that it perceives and adjusts itself to a new niche in the
market. Therefore, the line between innovation and alertness, to a large extent, is not
sufficiently clear. In fact, sometimes alertness to business opportunities is understood as
a byproduct of the innovative idea of entrepreneurship (Parker 2009: 6).

Third, entrepreneurs are sometimes deemed as the judgmental decision makers.

? In fact, even in such a case, a different combination of the goods sold in the shop might as well reflect the
owner’s, probably de minimis, innovation efforts.
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They are left with “the power of making the fundamental decisions to invest or not to
invest, to enter a new market or to leave an old one, etcetera”, and it is this
decision-making function alone that deserves the title of “entrepreneurship” (Blaug 2000:
76). In this sense, entrepreneurs are distinguished from capitalists, who supply the
capital for entrepreneurship through the capital market, and managers, who administer the
day-to-day management of firms. This judgment-based idea of entrepreneurship seems
consistent with the above alertness argument. The decision to step into the market, after
being aware of a unique opportunity, is certainly a key decision for a business firm. To
be sure, the boundary between fundamental and routine decision-making might be vague
at times, but the power to decide the most crucial business strategies is definitely
indispensable for an entrepreneur to grasp the opportunities detected by his or her unique
alertness.

Finally, entrepreneurs are thought of as persons who are ready to take risk in
uncertain conditions. To take advantage of the discrepancies between demand and
supply in the market, they are willing to buy at a certain price and sell at an uncertain one.
Entrepreneurship is thus a matter of foresight and willingness to assume risk (Blaug 2000:
77-78). In particular, the risk that entrepreneurs are ready to assume is not the
probabilistic risk, but rather, the uncertainty in the Knightian sense whose distribution is
generally unknown. Since the transaction costs of trading such an ability to make
decisions in uncertainty tend to be prohibitive, it can be exploited only by starting up a
new venture. Also, having his own firm enables an entrepreneur to be the residual
claimant of the business venture, who bears ultimately the risk of entrepreneurial
activities. Therefore, the risk-taking aspect makes entrepreneurship and new firm
formation two sides of the same coin (Knight 1921). The risk-bearing feature also
seems related to the power of decision-making. Only when a decision maker is required
to bear the residual risk can we expect him or her to have the right incentive to make
prudent decisions. To some extent, the unification of the judgment power and
risk-bearing responsibility is, compared to professional managers of public companies, a
distinct property of entrepreneurship.

In my opinion, innovativeness, alertness, decision-making and risk-taking are four
facets of entrepreneurship, and they do not need to be mutually exclusive. Different
combinations of these four features might be detected from wvarious entrepreneurs.
However, except innovation in a pure Schumpeterian sense, the other three aspects of
entrepreneurship all seem to suggest a same vehicle of entrepreneurship, i.e. a business
venture. Moreover, the innovation requirement is inevitably subjective, and the opening
of a new firm almost always involves innovativeness to some extent. At least, it takes
up a new niche in the market. At the same time, an innovator completely detached from
business activities — usually happen within a certain form of firm — looks no different
from an inventor, who may not contribute directly to destructing the old economic
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process as originally visualized by Schumpeter. Therefore, perhaps it is appropriate to
weight the other three elements more heavily than innovativeness when we try to pin
down entrepreneurship. 1 thus define entrepreneurship as an activity to start a business
venture to fill a gap in the market by a person who makes primary decisions about its
operation and bears the residual risk of its failure.

3.2 Measuring Entrepreneurship

It is a tough task to find a good measurement for entrepreneurship even after we have
made the concept less amorphous, especially when confined to the limited availability of
cross-country data. Some writers use percentage of engineering majors in a country’s
college student body as such a proxy (e.g. Murphy et al. 1991), assuming that students
with engineering majors are more likely to engage in entrepreneurship than those
majoring in other subjects such as law. Yet this is a strong assumption about the
correlation between undergraduate majors and future occupation selection, which may in
fact be invalid (it also assumes that college students are representative of the general
population in terms of entrepreneurship). Another measurement of entrepreneurship
used by some early studies is the number of small and medium sized enterprises (SME) in
the economy. But “firm size definitions are arbitrary and industry-specific, and do not
obviously represent notions of entrepreneurship” in that “(N)ot all entrepreneurs run
small firms, and not every small firm is run by an entrepreneur” (Parker 2009: 10). Still
another possible proxy for entrepreneurship is the number of patents issued. However,
as Baumol et al. (2007) has pointed out, patent numbers can be a poor indicator since
countries may have very different standards for patent issuance, and more importantly,
patents issued by the state can sit on the shelf for years until some entrepreneur actually
puts them into use. Essentially, patent number at most measures the quantity of
inventors, but inventors are apparently not equivalent to entrepreneurs who need to
engage in market activities in person.

Another set of entrepreneurship indicators are provided by the Global
Entrepreneurship Monitor (GEM). It equates an entrepreneur to an adult who is
engaged in creating or operating a new venture less than 42 months old. GEM is
providing comparative entrepreneurship data based on annually conducted surveys in
about 40 countries. In particular, it presents an index of Total Entrepreneurship Activity
(TEA) that measures the proportion of the population who are entrepreneurs as defined
above. The quality of GEM data is questionable for academic research (Baumol et al.
2007). An even more serious difficulty involved in using GEM data for empirical
research is its small sample size and short time-series. Such small and heterogeneous
samples may not be very helpful for us to understand the states of entrepreneurship in
cross-country studies.

Recently, self-employment numbers have been widely used to measure
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entrepreneurship (e.g. Evans & Leighton 1989), which emphasizes the risk-taking nature
of entrepreneurship. A practical advantage of this measurement is that cross-country
data on self-employment are relatively easy to obtain. The International Labor
Organization (ILO) database, the OECD Labor Force Statistics as well as many other
official national databases provide reliable data of self-employment. Nevertheless, if we
consider the variation among nations in defining self-employment, this proxy may still
bring about considerable noises when applied to cross-country analysis (Baumol et al.
2007). Probably, self-employment usually does not capture, either, many nascent
entrepreneurs who are within the process of creating enterprises.

For such a cross-country study involving a substantial number of independent
variables and controls, I believe the highest importance should be attached to the
availability and reliability of data. = Compared with all other measurements,
self-employment seems to be the best possible proxy for entrepreneurship despite its
conceivable limitations. Self-employment probably is also the most exemplary of the
key features of entrepreneurship as discussed in section 3.1. Those who are
self-employed typically have their own business venture, incorporated or unincorporated,
which enables them to catch whatever opportunities they are aware of. They certainly
make judgmental decisions and bear business risk on their own. People engaging in
self-employment may not be sufficiently innovative, but as already stated, innovativeness
itself is subjective and a matter of extent.

If self-employment is used to assess entrepreneurship, then the quality of
entrepreneurial activities, by which I mean the average ability of entrepreneurs, is
supposed to be represented by the performance of self-employment. In this respect,
education levels of the self-employed, or returns to self-employment seem to be a most
telling indicator. While the former directly measures the ability of the population
attracted to self-employment, the latter reveals to us the outcome of self-employed
production, a sign closely linked to the ability of self-employed population. In fact,
these two variables exhibit significant positive correlation in empirical studies at the
micro level (Sluis et al. 2005, 2008). Unfortunately, however, I was not able to obtain
reliable cross-country data about either of these two variables. Instead, I choose to
proxy the performance of a country’s entrepreneurship using the share of self-employers,
the self-employed with employees, in the whole self-employment population. By
contrast, those who self-employed but work on their own and do not employ other people
are called own-account workers. The justification for this proxy comes from the idea
that entrepreneurs with higher ability demand for greater labor and capital. In other
words, abler entrepreneurs run larger firms, regardless of whether size is defined in terms
of employment or capital (Lucas 1978, Murphy et al. 1991). If this is true, then we shall
expect higher percentage of self-employers in a country with better overall
entrepreneurial performance.

28



Therefore, two indicators are used as the dependent variables in the cross-country
quantitative study: the self-employment rate and the rate of self-employers. The
self-employment rate is calculated as the ratio between the number of the self-employed
persons and the number of the total employed population. The rate of self-employers is
the proportion of self-employers in the self-employed population. In particular, natural
log values of these two rates are used in this study, mainly to reduce the
heteroscedasticity common in cross-sectional data (Gujarati & Porter 2009). The
variable Inserate captures the self-employment rate, and the variable Inesrate reflects the
self-employer rate.

The majority of the self-employment data in this research are drawn on the ILO
LABORSTA database. The data of self-employers and own-account workers in some
European countries are complemented by Eurostat labor market statistics.'”  The data
points for the U.S. come from the Current Population Survey (CPS). The data of the
total employed population in China are based on the World Development Indicators
(WDI) 2009’ published by the World Bank, and the numbers of the Chinese
self-employers and own-account workers are derived from the China Statistical Yearbook
(CSY) published by the National Bureau of Statistics of China in various years.

According to ILO, the employed population includes persons engaging in paid
employment or self-employment. Self-employment is defined by ILO as “persons who
during the reference period performed some work for profit or family gain, in cash or in
kind”, or “persons with an enterprise, which may be a business enterprise, a farm or a
service undertaking, who were temporarily not at work during the reference period for
any specific reason”.!' A self-employer is referred to as “employer” by ILO, which
means “a person who operates his or her own economic enterprise, or engage
independently in a profession or trade, and hires one or more employees”, and an
own-account worker is “a person who operates his or her own economic enterprise, or
engage independently in a profession or trade, and hires no employees”.'>  Eurostat uses
similar definitions for employers and own-account workers," so the data from these two
sources can be used comparably.

However, in the U.S. CPS, self-employment is divided into incorporated and
unincorporated self-employment, and only the latter is counted as the self-employed

1% These countries are Bulgaria, Denmark, Finland, Netherlands, Poland, Sweden and the United Kingdom.

' 1 ABORSTA Internet by ILO, at http://laborsta.ilo.org/applv8/data/c2e.html.

2 LABORSTA Internet by ILO, at http://laborsta.ilo.org/applv8/data/icsee.html.

1 “Employers employing one or more employees are defined as persons who work in their own business,
professional practice or farm for the purpose of earning a profit, and who employ at least one other person”.
The term “self-employed persons” is the Eurostat equivalent of own-account workers, and “Self-employed
persons not employing any employees are defined as persons who work in their own business, professional
practice or farm for the purpose of earning a profit, and who employ no other persons” (Eurostat by the
European Commission, at
http://epp.eurostat.ec.europa.cu/portal/page/portal/employment unemployment_Ifs/methodology/definition

8)-
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(Hipple 2010: 18). But the ILO data do not exclude the incorporated self-employment,
so to make the employer and own-account worker comparable, I add up the
self-employed with and without employees, respectively, in both the incorporated and
unincorporated parts in the U.S. Since the data of the presence of paid employees in the
incorporated self-employed are available only for the years of 1995, 1997, 1999, 2001
and 2005, only these years are included in my research.

The Chinese data are more problematic as no clear definition is provided either for
self-employment or employers and own-account workers by the data source. In fact, the
information about the number of own-account workers is not directly available, and I
used the number of households engaging in individual household businesses (geti
gongshanghu) instead. ~While these businesses are smaller in scale than private
enterprises, whose owners are counted as self-employers, in Chinese context, it is
possible for them to employ up to seven employees. Therefore, the number of
“employers”, as defined by ILO, is likely to be underestimated in the case of China. To
address the potential data incomparability, I will exclude China in various models."*

The summary statistics of these two dependent variables are as follows.

Table 3.1  Summary Statistics of Dependent Variables, All Countries

Variable Number of Mean Standard Minimum Maximum
Observations Deviation

Inserate 124 -1.28 0.77 -4.44 -0.05

Inesrate 116 -2.31 1.38 -7.45 -0.32

For the group of democratic countries, to be defined in the next subsection, the
summary statistics are indicated in Table 3.2.
Table 3.2  Summary Statistics of Dependent Variables, Democracies

Variable Number of Mean Standard Minimum Maximum
Observations Deviation

Inserate 100 -1.31 0.67 -3.62 -0.07

Inesrate 95 -2.14 1.13 -5.63 -0.51

One noticeable feature of these two variables, however, is their strong negative
correlation (r = -0.70) significant at 1% level.”” This suggests, contrary to the Murphy
et al. (1991)’s theory, that the quantity and quality of entrepreneurship might move in
opposite directions as institutional environment changes.

3.3 Determinants of Entrepreneurship

4 As an authoritarian state, China does not enter the dataset to test the constitutional effects on
entrepreneurship in democracies.

15 This correlation is for the broad sample of all countries, and for democracies, the correlation coefficient
is —0.72, also significant at 1% level.
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Besides constitutional environment, entrepreneurship may be affected by various
other factors as well. The literature on entrepreneurship has discussed many
demographical and macroeconomic determinants.'® But some of these are individual
level features, like marital status, family background and relevant experience, which may
not have sufficient variation at the national level. For a cross-country study, the
following determinants seem to be the most relevant, and their conceived relationships
with entrepreneurship are discussed below.

3.3.1 Culture

Cultural heritage may shape people’s attitudes toward, among others, risk-taking,
openness to change, and self-independence. All these attitudes will conceivably
influence their preference for entrepreneurial activities. So it seems reasonable to
believe that culture can, to some extent, form a nation’s entrepreneurial spirit. It is said
that “cultures exhibiting high individualism, high masculinity, low uncertainty avoidance,
and low power distance are more conducive to entrepreneurship” (Licht 2007: 848). In
contrast, some other researchers show that cultures characterized by large power distance,
low individualism, and strong uncertainty avoidance are more likely to inspire
dissatisfaction with society and life, hence give rise to high incidence of small-scale
entreprencurship (Hofstede et al. 2004). Also, there is an established tradition of
emphasizing culture as the fundamental cause of economic development which can be
dated back at least to Marx Weber, and it still has persistent influence on our
understanding of growth (Landes 1998; Guiso et al. 2006). Considering the potential
relationship between growth and entrepreneurship, culture might as well have indirect
impact on entrepreneurship via economic growth. However, culture is by far a loosely
defined term, and as such is inherently difficult to measure. Following the practice of
some recent studies of cultural effects on economics, I use religion as the proxy for
culture. In particular, four variables are created to measure the percentage of population
that is Catholic, Protestant, Muslim and “other” religious affiliates in 1980. The source
of these data is La Porta et al. (1999).

3.3.2 Geography

Like cultural traditions, the idea that geographic elements bear causal relationship
with economic growth dates back at least to Montesquieu (1748)."” Neighboring
countries may also share close historical heritage, so geography will catch cultural impact
not fully represented by religion as well. And as stated, both growth level and cultural
background are thought to affect entrepreneurial performance. Finally, although there
have been no direct findings yet about the correlation between entrepreneurship and
geography at the cross-country level, regional factors of entrepreneurship have been

' For a literature review on the empirical studies of various determinants of entrepreneurship, see Parker
(2009).
"7 For a brief discussion of the potential links between geography and economic growth, see Acemoglu et
al. 2005.

31



observed at lower levels, due probably to information and knowledge spillover effects
(Parker 2009). For all these considerations, I include continental location of nations as a
control in my study.'®

3.3.3 Level of Economic Development

A nation’s level of economic development is another potential determinant of
entrepreneurship.  As the classic Lucas (1978) model predicts, as long as the technical
elasticity of substitution is less than unity, when the stock of capital increases as the
economy develops, the demand for labor will rise which increases the wage, so
encourages marginal entrepreneurs to become employees. Consequently, we expect to
see entrepreneurial actions decline as the economy develops.

On the other hand, some studies assert that the relationship between entrepreneurship
and economic development is not simply monotonic (e.g. Wennekers et al. 2005). As
the economy proceeds to higher levels of development, entrepreneurial activity level will
move along an L or U-shaped curve. For instance, GEM divided countries covered in
their surveys into three categories: factor-driven economies, efficiency-driven economies
and innovation-driven economies. It is conceived that in the factor-driven and
efficiency-driven phases, “entrepreneurial activities would be negatively related to
economic development since most people would be trying to move from subsistence
self-employment to wage employment,” whereas in innovation-driven phase,
entrepreneurial activity would be positively related to economic development as people
shift from wage work to entrepreneurial activity (GEM 2008: 36-37).

However, the causal direction between development level and entrepreneurial is
never clearly identified. As the classical Schumpeterian theory argues, entrepreneurship
itself can be a cause of economic development. At the same time, institutional
environment is widely recognized as a determining factor of economic growth since
North and Thomas’ seminal study (North & Thomas, 1973)." Considering these
complicated relationship among growth, entrepreneurship and institutions, perhaps level
of economic development should not be controlled, for the reasons to be detailed in
Chapter 5, to explore the constitutional effects on entrepreneurship. Nevertheless, it
might be advisable to have some idea about the influence of economic development upon
entrepreneurial performance, at least when the relationship between institutions and
entrepreneurship is not a direct concern. [ therefore proxy the level of economic
development, as is frequently seen in the literature, by GDP per capita, and report its
influence in the next section of this Chapter.

3.3.4 Human Capital

Human capital, and formal education in particular, is thought to have impact on
entrepreneurship propensities. Education might improve entrepreneurial judgment as

'8 Six dummy variables are used to indicate, respectively, Africa, Asia, Europe (including U.S. and Canada),
Latin America, Middle East, and Oceania.
' For a recent review of the literature, see Acemoglu et al. 2005.
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well as other skills, like computation or communication, needed to run businesses (Parker
2009). On the other hand, it is possible that education facilitates entry into paid
employment, which can depress the likelihood for the highly educated people to become
entrepreneurs (Le 1999). Some researchers also found that, compared with
non-entrepreneurs, disproportionate numbers of entrepreneurs were among the most and
least educated groups (Parker 2009).

However, there is a concern that the education level might be a result, rather than a
cause, of entrepreneurship if we consider the possibility that entrepreneurship determines
economic development which further affects the investment in education. To address
this issue, following Barro (1991), I use the school enrollment rate in the previous decade,
i.e. in year 1980, as a proxy for education level. The data source of this proxy is the
“combined gross enrollment ratio in education” by the United Nations Development
Programme. Like Barro, I also used adult literacy rate as an alternative measurement of
human capital, as the literacy rate is more likely to relate to the stock of human capital
rather than to the flow of investment (Barro 1991: 422). Adult literacy rate is based on
the UNESCO statistics and complemented by the CIA World Factbook.”® These two
measurements of human capital turn out to be highly correlated (r = 0.83) and significant
at 1% level.

3.3.5 Age of Population

People are expected to be more likely to become entrepreneurs as they age. Older
people may be better prepared for starting their own businesses in that they have
accumulated sufficient human and physical capital, or have established better social
networks. But people’s eagerness for entrepreneurship may decline as they exceed a
certain level of age for older people are in general more risk-averse. At the micro level,
most empirical studies find the quadratic pattern between age and entrepreneurship as
expected. Some indicate entrepreneurship is concentrated among individuals in
mid-career, i.e. between thirty-five and forty-four years of age, while others show the
probability of being or becoming an entrepreneur increases up to early fifties (Parker
2009). Considering these facts, a country with a high proportion of population falling in
this age group may exhibit relatively prosperous entrepreneurial activities. Taking
various empirical findings into account, I calculated the proportion of population in the
thirty-five to fifty-four age group based on the UNdata.*’

3.3.6  Vitality of Capital Market

The vitality of a nation’s public capital market may influence entrepreneurship in two
possibly opposite ways. On the one hand, a weak capital market will limit the potential
to invest in established public corporations, which in turn orients the investment to small

2 Adult literacy rate is missing for many countries in 1980s, so the UNESCO data are averaged for 1993 to
2008, and the CIA World Factbook data are from its 2010 online edition.
I Averaged data from 1993-2008 are used. The data for Taiwan come from the Ministry of Interior of the
Republic of China.
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startup companies. This can lead to a negative association between the strength of
capital market and the prosperity of entrepreneurship. On the other hand, a vibrant
capital market facilitates the exit of early-stage investors, such as angel investors or
venture capitalists, in startup companies through IPO or acquisition by public
corporations. Thus, it encourages ex ante private investments in nascent companies by
offering diversified exit strategy options. And this bodes well for a positive correlation
between the vitality of capital market and entrepreneurship. Either way, capital market
development seems to be another possible explanatory variable of entrepreneurial
activities.

The vitality of capital market is measured by the total value of outstanding equity
shares as a fraction of GDP, a measurement used in the law and finance literature (e.g.
Beck et al. 2003). The variable, mcapc, takes record of this value which is generated
according to the data reported in the CIA World Factbook 2010°.

3.3.7 Competitiveness of Credit Market

Studies have shown that bank lending is the most important source of external
finance for entrepreneurial ventures (Parker 2009). Competition among banks tends to
lower the cost of credit and remove obstacles to loans, thus expanding the access to
finance by startup and small-scale companies. Therefore, a competitive credit market
will conceivably promote entrepreneurship.

Bank concentration ratio is used to proxy the competitiveness of credit market.
Previous empirical works have suggested that bank concentration is associated with more
self-assessed obstacle to finance by small business owners especially in less developed
countries (Beck et al. 2004). The bank concentration ratio variable, acon, is based on
Question 2.6.2 — “Of commercial banks in your country, what percent of assets is held by
the five (5) largest banks at yearend of 2005?” — of the World Bank Banking Regulation
Survey of 2007.%

3.3.8 Age of Democracy

For democratic states, the age of democracy possibly affects entrepreneurial activity,
too, since older democracies are thought to be abler to deal with corruption and power
abuse (Persson & Tabellini 2003). Before searching for an appropriate measurement of
democracy age, however, it is naturally a prerequisite to operationalize the somewhat
fuzzy idea of democracy for such an empirical work.

Like Persson & Tabellini (2003), I rely on the so-called Gastil indexes published
annually by Freedom House. These indexes assign values on a discrete scale from 1 to
7 with respect to political rights and civil liberties. Countries scoring 1 or 2 on an index
are defined as “free”, countries scoring from 3 to 5 are “partly free”, and the remaining
countries are categorized as “not free”. To construct these ratings, Freedom House uses
answers to a number of survey questions on a specific checklist. For political rights, this

2 The same survey was conducted in 2003 as well, but this earlier version covered fewer countries.
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checklist includes questions covering, among others, electoral process, political pluralism
and participation, and functioning of government. For civil liberties, the checklist
questions involve freedom of expression and belief, associational and organizational
rights, rule of law, as well as personal autonomy and individual rights.”® I take averages
of the annual political rights and civil liberties scores for each country from 1993 to 2008,
and call these averaged scores gastil. To be defined as a democracy, a country must
have a gastil score lower than an average of 5 for the 1993 to 2008 period. This rule
permits 100 countries to be classified as democracies (subject to the availability of other
variables), and the mean gastil value for this group of countries is 2.38 (standard
deviation = 1.23).**

I also follow the practice of Persson & Tabellini (2003) to date democracies. A
variable dem_age is constructed to date the birth of democracy in a particular country. It
is built on the POLITY scores provided by the Polity IV project. The date of birth of a
democracy is defined as the first year of a string with uninterrupted positive POLITY
scores until 2007. Foreign occupation during World War II is not regarded as an
interruption of democracy. POLITY scores are missing for Belize and Malta, and the
dem age values for these two countries were directly taken from Persson & Tabellini
(2003). Since the Polity IV project dates back to 1800, the minimum value of the
variable dem_age is 1800. The age of democracy, recorded as dage, is calculated by
subtract dem_age from 2008.

The summary statistics of these explanatory variables are as follows.

Table 3.3  Summary Statistics of Entrepreneurship Determinants (All Countries)

Variable Number of Mean Standard Minimum Maximum
Observations Deviation
ca80 120 35.14 38.49 0 97.3
mu80 120 19.06 33.93 0 99.9
pr80 118 12.29 22.29 0 97.8
no80 118 33.28 33.95 0 100
Ingdpp 122 8.09 1.43 4.70 10.56
cger80 104 61.54 15.36 11.3 84.4
literacy 124 88.80 14.72 23.07 100
rate3554 124 0.24 0.05 0.13 0.35
mcapc 93 0.41 0.35 0.01 1.75
acon 89 0.73 0.19 0.12 1

» For a detailed description of the methodology used to construct these indexes, see the homepage of
Freedom House at http://www.freedomhouse.org/template.cfm?page=351&ana_page=292&year=2005.

# Like Persson & Tabellini (2003), I also used an alternative rule to define democracy based on POLITY
scores provided by the Polity IV project. Only countries with positive POLITY scores averaged from
1993 to 2008 will be regarded as democracies under this rule, and 86 democracies are included in this more
restrictive sample. However, this smaller group does not seem to be more democratic than the larger one.
The mean gastil score for these 86 countries is 2.45 (standard deviation = 1.26).
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Table 3.4

Geographic Distribution (All Countries)

Variable Location Number of Observations
geol Africa 17
geo2 Asia 20
geo3 Europe & North America 38
geo4 Latin America 28
geos Middle East 16
geob Oceania 5
Total 124
Table 3.5  Summary Statistics of Entrepreneurship Determinants (Democracies)
Variable Number of Mean Standard Minimum Maximum
Observations Deviation
ca80 97 40.90 39.45 0 97.3
mu80 97 9.50 22.66 0 99.4
pr80 95 14.82 24.10 0 97.8
no80 95 34.56 33.51 0.40 100
Ingdpp 100 8.28 1.38 4.94 10.56
cger80 85 64.15 13.72 14.1 84.4
literacy 100 90.91 13.70 23.07 100
rate3554 100 0.25 0.05 0.13 0.34
mcapc 81 0.42 0.37 0.01 1.75
acon 78 0.72 0.19 0.12 1
dage 95 46.51 44.56 4 210
Table 3.6  Geographic Distribution (Democracies)
Variable Location Number of Observations
geol Africa 12
geo2 Asia 13
geo3 Europe & North America 38
geo4 Latin America 26
geos Middle East 6
geob Oceania 5
Total 100

Table 3.7 shows the results when the measurements of the quantity (Inserate) and
quality (Inesrate) of entrepreneurship are regressed on the first seven determinants

discussed above using the sample of both democratic and authoritarian states.

Together,
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these covariates explain about 50% of the variation in entrepreneurial activity level, and
70% of the quality of entrepreneurship. The level of economic development as
measured by GDP per capita is significantly correlated both with the quantity and quality
of entrepreneurship. In particular, it does have a quadratic effect on entrepreneurship
although this effect might be less significant with respect to the activity level of
entrepreneurship.  As for the other covariates, Latin American countries seem to have a
significantly higher activity level, yet lower quality of entrepreneurship, compared with
the benchmark, i.e. European and North American, countries. Oceania perhaps also has
higher quantity of entrepreneurship than Europe and North America, though at a less
significant level of 10%. On the other hand, the vitality of capital market demonstrates
a positive association with the quality of entrepreneurship significant at 5% level. One
striking point we may observe from Table 3.7 is that, again, the quantity and quality of
entrepreneurship probably move in opposite directions with the variation of the relevant
covariates.  However, the estimated coefficients in Table 3.7 should not be
over-interpreted. As for those variables potentially correlated with constitutional
environment, the omission of constitutional features will generate biased estimates.

Table 3.7  Determinants of Entrepreneurship Other than Constitutional Environment
(All Countries)

(D (2 3) 4)
Dependant
) Inserate Inesrate Inserate Inesrate
Variable
ca80 0.004 0.003 0.003 0.003
(0.003) (0.003) (0.003) (0.003)
-0.002 -0.005 -0.005 -0.003
mu80
(0.007) (0.004) (0.006) (0.005)
20 0.001 0.003 0.001 0.003
p (0.004) (0.003) (0.003) (0.003)
0.44 -0.18 0.37 -0.23
geol
(0.39) (0.33) (0.32) (0.40)
o2 0.36 -0.19 0.50 -0.36
£ (0.37) (0.31) (0.31) (0.29)
cod 041 -0.78 0.50 -0.79
£ (0.20)** (0.24)%** (0.16)** (0.22)%**
0.15 0.07 0.25 -0.09
geo5
(0.34) (0.51) (0.29) (0.54)
0.41 -0.61 0.42 -0.65
geob
(0.23)* (0.55) (0.23)* (0.56)
Ingdpp -0.99 4.24 -1.03 3.95
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(0.52)* (0.76)+%* (0.50)** (0.73)+xx

oo 0.05 -0.22 0.051 2021
8PP (0.03) (0.04)*** (0.030)* (0.04)***
el 20.01 0.007
g (0.01) (0.007)
-0.02 01
literacy 0.0 0.0
(-0.01)** (0.02)
0.33 4.52 237 -4.82
rate3534 (2.80) (3.10) (2.22) (2.98)
. -0.39 0.45 -0.40 0.44
P (0.23) (0.18)** (0.24) (0.18)**
o -0.49 0.33 -0.33 0.29
(0.41) (0.33) (0.41) (0.33)
Number of
4 1
Observations 65 6 7 70
Adjusted R2 0.45 0.69 0.49 0.69

Note: Robust standard errors in parentheses.
* significant at 10%; ** significant at 5%; *** significant at 1%.

In Table 3.8, I add the age of democracy to the regressions and the sample of
democracies are used instead. Apparently, these covariates explain more about
entrepreneurial performance than before. Most significant results observed in Table 3.7
remain significant in the current regressions. But for geographic dummies, now Asian
countries also exhibit more entrepreneurial activities than the base group. When adult
literacy rate is used to control human capital, both human capital and age factors become
significant in explaining entrepreneurship, with quantity and quality moving again in
opposite directions. Finally, the age of democracy appear to affect entrepreneurship
significantly indeed. Older democracies tend to have lower entrepreneurial activity
level but better quality of entrepreneurship. However, the caveat in the previous
paragraph still applies to interpreting the estimates in Table 3.8.

Table 3.8  Determinants of Entrepreneurship Other than Constitutional Environment
(Democracies)

(D @) 3) “4)
Dependant
. Inserate Inesrate Inserate Inesrate
Variable
<280 0.003 0.003 0.002 0.003
(0.003) (0.003) (0.003) (0.003)
mu&0 0.002 -0.008 -0.003 0.004
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(0.004) (0.004)** (0.003) (0.004)
<0 -0.002 0.002 -0.003 0.002
P (0.004) (0.004) (0.003) (0.003)
o 0.21 0.14 0.10 0.34
& (0.35) (0.31) (0.31) (0.31)
- 0.61 -0.21 0.67 -0.31
8 (0.23)%** (0.29) (0.21)*** (0.25)
» 0.51 -0.71 0.56 -0.66
& (0.15)%** (0.21)%%* (0.13)%%* (0.18)*%*
o 0.28 -0.28 0.37 -0.50
& (0.28) (0.54) (0.24) (0.52)
. 0.42 -0.71 0.43 -0.74
g (0.24)* (0.47) (0.23)* (0.49)
- 117 428 -1.19 4.02
8PP (0.56)** (0.90)*** (0.51)** (0.79)***
oo 0.06 -0.23 0.062 2021
8PP (0.03)* (0.05)*** (0.032)* (0.05)***
el 20.01 0.011
g (0.01) (0.008)
0, 04
literacy 0.03 0.0
(-0.01)** (0.01y***
2.15 -4.00 3.61 -5.76
13554
rate (1.79) (2.65) (1.48)** (2.72)%*
. 20.12 0.22 -0.11 0.20
P (0.19) (0.16) (0.20) (0.15)%*
o 0.19 0.26 0.25 0.27
(0.20) (0.32) (0.19) (0.33)
tanc -0.002 0.0035 -0.002 0.0030
& (0.001)%* (0.0016)** (0.001)%* (0.0015)**
Number of
2
Observations >8 37 63 6
Adjusted R? 0.64 0.75 0.66 0.77

Note: Robust standard errors in parentheses.
* significant at 10%; ** significant at 5%; *** significant at 1%.

Although the level of economic growth presents a quadratic effect on
entrepreneurship, given the point estimates, it is likely to be negatively correlated, in a
decreasing rate, with the quantity of entrepreneurship, and positively correlated, also in a
decreasing rate, with the quality of entrepreneurship, rather than changing along a
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U-shaped or bell shaped curve. Therefore, I define a growth-consistent mode of
entrepreneurial development as one with low quantity or high quality of entrepreneurs.
To use the term “growth-consistent”, I try to avoid implying any particular causal
direction between economic growth and entrepreneurship.
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Chapter 4 Constitutional Environment Measures

4.1 De Facto Constitutional Environment Measures

With respect to the de facto constitutional environment, existing theories do not
provide much clue about its potential impact on rent-seeking and entrepreneurship.
Indeed, there is even no clear understanding about what are the key elements of the de
facto constitutional environment that can be captured across democracies and
authoritarian states. For this reason, my study is preliminary and focuses narrowly on
three sets of measures: property rights protection, decentralization, and selectorate —
winning coalition size.

4.1.1 Property Rights Protection

My measurement of de facto property rights protection is based on two sources.
The first is the property rights component of the index of economic freedom published
annually by the Heritage Foundation. This is an expert-compiled index. It measures,
on a 0 — 100 scale with 100 indicating the best protection of property rights, the official
legal protection of property rights, the probability of governmental expropriation of
private property, private parties ability to enforce contracts, as well as the extent of
judicial independence and integrity.”> The Heritage Foundation index was used in some
previous studies to measure the security of property rights at cross-country level, e.g. La
Porta et al. (2004). I constructed a variable, dfph, which takes the averages of Heritage
Foundation scores from 1996 through 2008.%°

The second source of measurement for de facto property rights protection is the
index of government antidiversion policies constructed by Hall & Jones (1999) (gadp).
It was created from data assembled in the International Country Risk Guide (ICRG) by
the Political Risk Services. The antidiversion index uses the average of five categories
of ICRG indicators for the years 1986 — 1995. Two of the categories assess
government’s role in protecting against private diversion: (i) law and order, and (ii)
bureaucratic quality. Three categories measure the possibility of diversion conducted by
governments: (i) corruption, (2) risk of expropriation, and (iii) governmental repudiation
of contracts. The index is on a 0 — 1 scale with 1 meaning the best possible protection
of property rights.*’

The summary statistics of these two de facto property rights protection measures are
as follows.
Table 4.1  Summary Statistics of Property Rights Protection Indicators (All Countries)

Variable Number of Mean Standard Minimum Maximum
Observations Deviation

3 See the website of the Heritage Foundation at http://www.heritage.org/Index/Property-Rights for details.
%% The earliest available index is for 1995 which has a substantial number of missing data.
7 See Hall & Jones (1999), at 97-98.
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dfph 115 54.17 22.03 10 90
gadp 93 0.60 0.26 0 1

Table 4.2  Summary Statistics of Property Rights Protection Indicators (Democracies)

Variable Number of Mean Standard Minimum Maximum
Observations Deviation
dfph 95 58.36 20.89 10 90
gadp 79 0.62 0.28 0 1

The correlation between these two indicators is not very high (r = 0.56)* although
they seem to capture quite similar aspects of the institutional environment except that the
Hall & Jones (1999) antidiversion index perhaps does not directly address the issue of
judicial independence as the Heritage Foundation index does. The relatively low
correlation might be attributable to the more limited data availability of the antidiversion
index, or the difference in time when the data were collected — the Heritage Foundation
index reflects the conditions of property rights protection a decade later than the Hall &
Jones (1999) data.

4.1.2 De Facto Federalism

De facto federalism is explored in two aspects, fiscal decentralization and political
decentralization. Fiscal decentralization is measured as the share of the subnational
governments in total tax revenue. This is a widely used scale for the degree of
centralization, which assumes that governments need tax revenue to implement policies,
so “the scope of policymaking activities at any one level of government will ultimately
depend on the share of tax revenues that it collects” (Clark et al. 2009: 614). The
variable str takes record of this measurement. The data come from the World
Development Report 1999/2000 (World Bank 2000).  All data points are for 1997, with
the exception of Japan whose data point is for 1990.

Political decentralization is measured as the number of subnational levels at which
executives are popularly elected. This measurement picks the difference between
elected and appointed local officials assuming the former are subject to lower central
influence on local policymaking activities. The data, recorded by the variable est, are
also based on World Bank (2000), and all the data points are for 1999.

Summary statistics of the two variables for all countries and democracies are
reported in the next two tables.

Table 4.3  Summary Statistics of De Facto Federalism Indicators (All Countries)

Variable Number of Mean Standard Minimum Maximum
Observations Deviation

* For democracies, the correlation is marginally higher (r = 0.58), and both correlations are significant at
1% level.
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str 52 14.68 13.43 0.2 514
est 91 1.36 0.89 0 3

Table 4.4  Summary Statistics of De Facto Federalism Indicators (Democracies)

Variable Number of Mean Standard Minimum Maximum
Observations Deviation
str 50 14.08 12.61 0.2 43.5
est 74 1.59 0.77 0 3

It seems that the extent of fiscal decentralization varies dramatically from one
country to another, while the variation in political decentralization is less striking,
especially within democracies. In addition, political decentralization, judged by the
number of elected subnational tiers, is significantly more intensive in democratic
countries than in authoritarian countries.”’ For democracies, the correlation coefficient
between these two types of decentralization is 0.32 with 5% level significance.

4.1.3 Selectorate and Winning Coalition Sizes

The data about the sizes of the selectorates and winning coalitions are from Bueno de
Mesquita et al. (2003), the very origin of the selectorate theory. The data are available
for the years up to 1999, so the values of variables W and S, indicating the size of
selectorate and winning coalition respectively, reflects the institutional settings from 1993
to 1999. For most countries, there is no change in the institutional data during this
period of time, but for those few do have a change, I take the values of the majority of
years.3 % Another variable, wsrate, measures the ratio of the size of winning coalition to
that of the selectorate. To avoid division by zero and to ensure that the value of S is
never smaller than W, like Bueno de Mesquita et al. (2003), wsrate is obtained by
dividing W by (log((S+1)*10))/3. Table 4.5 and Table 4.6 are the summary statistics of
these variables for all countries and democracies respectively.

Table 4.5  Summary Statistics of Winning Coalition, Selectorate Sizes and Their Ratio

(All Countries)
Variable Number of Mean Standard Minimum Maximum
Observations Deviation
w 119 0.74 0.23 0 1
S 117 0.98 0.14 0 1
wsrate 117 0.74 0.23 0 1

% The mean difference between authoritarian and democratic countries is -1.24, and the t-value is -6.18.
3% These countries are Algeria, Indonesia, Iran, Isracl, Mexico, and Trinidad & Tobago.
31 According to Bueno de Mesquita et al. (2003), two countries in my dataset, Tonga and United Arab
Emirates, have W to S ratios higher than 1 — W = 0.75 and S = 0.5 for both, and one country, Algeria, has
an S value of zero.
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Table 4.6 ~ Summary Statistics of Winning Coalition, Selectorate Sizes and Their Ratio
(Democracies)

Variable Number of Mean Standard Minimum Maximum
Observations Deviation
w 98 0.80 0.18 0.25 1
S 96 0.99 0.05 0.5 1
wsrate 96 0.80 0.18 0.25 1

Bueno de Mesquita et al. (2003) built up the index for S based on the LEGSELEC
variable of the POLITY IV project, which essentially measures the breadth of the
selectiveness of the members of each country’s legislature. They believe that the larger
the value of LESSELEC, the more likely it is that S is large (Bueno de Mesquita et al.
2003: 134). On the other hand, their data source for W is a combination of several
variables taken from POLITY IV project plus Arthur Banks’s cross-national time-series
data. Those original variables reflect the regime type (REGTYPE of Banks’s data),
competitiveness of executive recruitment (XRCOMP of POLITY IV), openness of
executive recruitment (XROPEN of POLITY IV), and competitiveness of participation
(PARCOMP of POLITY IV).**  The founders of the selectorate theory posit that none of
these variables alone should indicate a large size of winning coalition, but polities
satisfying more of the criteria set by these indexes are more likely to have a larger
winning coalition.”> As some commentators acutely point out (Knack 2005), and as the
authors of Bueno de Mesquita et al. (2003) explicitly admit, the above measurement of
selectorate size and winning coalition size are crude and primitive. However, the
specific weaknesses of these measurements have not been spelled out by the critics, and
the more accurate data are yet to be collected. So, concurring with those authors,
however, I believe that, since their index constructing process seems reasonable, these
measurements should enable at least a preliminary test of an interesting theory that
connects certain economic outcomes with institutional features of a wide variety of
regimes.

4.2 De Jure Constitutional Environment Measures

The de jure constitutional features in this study fall roughly into two categories.
The first category contains the form of government, electoral rules as well as federal
structure. These factors, although sometimes can be traced in the formal constitutions,
are largely descriptive of the variations in democracy as a form of polity. In particular,
electoral rules are often not embodied in the constitutions themselves, but left for special

3 According to POLITY IV, the competitiveness of participation refers to “the extent to which alternative

preferences for policy and leadership can be pursued in the political arena” (Polity IV Project Dataset

Users’ Manual).

3 For details about the construction of S and W indexes, see Bueno de Mesquita et al. (2003), at 134-135.
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legislations. It is in the sense of defining the fundamental structuring and operation of
state power that these rules are appropriately considered as part of the constitutional
environment. Since they have been carefully studied and categorized in comparative
politics, it is better to follow the well-trodden paths taken by political scientists than
attempting to distinguish one another from scratch according to a newly erected database
of constitutions. = The second category, including constitutional property rights
protection, judicial independence, and constitutional antidiscrimination provisions, are
more legal than political issues. The impact of legal design in these aspects on
economic outcomes such as entrepreneurial development is a much less explored yet
immensely important area in legal academia. For measures of these de jure
constitutional features, I rely on the coding of formal constitutions by the Comparative
Constitution Project.

4.2.1 Electoral System

The categorization of electoral rules seems less controversial among comparative
political scientists than telling apart the form of governments, at least in terms of the
basic taxonomy of majoritarian, proportional representation and mixed systems. A
majoritarian system is one in which the candidates or parties receiving the most votes win,
i.e. “winner takes all”’, whereas a proportional representation system is a quota- or
divisor-based electoral system employed in multi-member districts. Finally, an electoral
system is mixed when voters elect representatives through both majoritarian and
proportional systems (Clark et al. 2009).>*

The basic variable used to identify electoral systems in my study, maj, is a dummy
takes the value of 1 if the underlying system is purely majoritarian and 0 otherwise. So
in effect, it measures the difference between majoritarian vs. non-majoritarian systems.
Most vices blamed on proportional electoral systems look like stemming from the
dispersed representation that meddles in the accountability of policy making. Therefore,
the bifurcation of majoritarian and non-majoritarian seems to capture the quintessential
point of the majoritarian ideal of democracy underlining the possibility to identify policy
alternatives and governmental accountability (Powell 2000). Even a mixed electoral
system can add vagueness to the transformation of election outcomes to governmental
formation, thus blurring the voter-policymaker connection both prospectively and
retrospectively. Technically, using a single dummy also saves the degree of freedom for
a study based on a relatively small sample.

The measures of electoral rules rely principally on the Database of Political
Institutions (DPI) 2010 version compiled by a research team composed mostly of World
Bank experts (Beck et al. 2001).  Specifically, I looked to two dummy variables in DPI,

** Minor opinion differences do appear though. For instance, Giovanni Sartori believes that a system in
which two-or-more winters are elected on a “highest votes” basis in multi-member constituencies should be
viewed as proportional (Sartori 1997, 4). Under this construction, therefore, the single nontransferable
vote system should be proportional.
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PRURALITY and PR, for coding electoral rules. Both variables indicate the rules used
for legislature elections. =~ PRURALITY equals 1 if legislators are elected on
winner-take-all basis; PR is 1 if candidates are elected by percent of votes received by
their party.” The electoral system dummy in my dataset, maj, is coded 1 only if a
country has PLURALITY = 1 and PR = 0 for the years from 1993 to 2008.* For a
country that has values of 1 for both PLURALITY and PR, which suggests a potential
mixed system, I referred to Clark et al. (2009) to decide whether maj should be coded as
1 (only if Clark et al. 2009 lists it as a majoritarian system) or 0.

According to this rule, the electoral systems of the 100 democracies in my study are
coded as follows.
Table 4.7  Electoral Systems (Democracies)

Country maj Country maj
Argentina 0 Armenia 0
Australia 1 Austria 0

Bangladesh 1 Barbados 1

Belgium 0 Belize 1

Bolivia 0 Bosnia and Herzegovina 0
Botswana 1 Brazil 0
Bulgaria 0 Canada 1

Cape Verde 0 Chile 1
Colombia 0 Costa Rica 0
Croatia 0 Cyprus 0
Czech Republic 0 Denmark 0
Dominica 1 Dominican Republic 0
Ecuador 0 El Salvador 0
Estonia 0 Ethiopia 1
Fiji 1 Finland 0

France 1 Gabon 1

Georgia 0 Germany 0

Greece 0 Grenada 1
Guatemala 0 Honduras 0
Hungary 0 Iceland 0
Indonesia 0 Ireland 0

Israel 0 Italy 0

3 See the DPI page on the World Bank website at

http://econ.worldbank.org/WBSITE/EXTERNAL/EXTDEC/EXTRESEARCH/0..contentMDK:20649465~
pagePK:64214825~piPK:64214943~theSitePK:469382.00.html for the details of coding.

* When the values of PLURALITY and PR vary during this period for a particular country, then the value
for the earlier part of the sample counts to take into account the lagged institutional effects on economic
outcomes.
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Jamaica 1 Japan 0
Korea (S) 0 Kuwait 1
Kyrgyzstan 1 Latvia 0
Lithuania 0 Macedonia 0
Madagascar 0 Malaysia 1
Mali 1 Malta 0
Marshall Islands 1 Mauritius 1
Mexico 0 Moldova 0
Mongolia 1 Montenegro 0
Morocco 0 Namibia 0
Nepal 1 Netherlands 0
New Zealand 0 Nicaragua 0
Norway 0 Panama 0
Paraguay 0 Peru 0
Philippines 1 Poland 0
Portugal 0 Romania 0
Russia 0 Saint Lucia 1
Serbia 0 Singapore 1
Slovakia 0 Slovenia 0
South Africa 0 Spain 0
Sri Lanka 0 Suriname 0
Sweden 0 Switzerland 0
Taiwan 0 Tanzania 1
Thailand 1 Tonga 0
Trinidad and Tobago 1 Turkey 0
UK 1 Ukraine 1

US 1 Uruguay 0
Venezuela 0 Zambia 1

4.2.2 Form of Government

Classifying the form of governments is more controversial. ~While the core
difference between presidential and parliamentary governments — in presidential systems,
the executive branch is not responsible to the elected assembly and its survival does not
count on the confidence of the latter — garners nearly unanimous support among political
scientists, disagreement emerges in various respects beyond this core.

Most writers on this issue believe a popularly elected, either directly or indirectly,
chief executive is a defining feature of presidential governments (Lijphart 1999; Sartori
1997; Shugart & Carey 1992; Shively 2008). Yet some insist that a government is
presidential as long as it does not rely on the confidence of legislature to stay in power no

47



matter whether the executives are elected by popular vote (Cheibub 2007; Clark et al.
2009). Thus, a regime such as Switzerland where the assembly elects a collective
government that cannot be removed before the end of its term is classified as presidential
(Cheibub 2007: 36). Another debate concerns whether the presidential system is
necessarily a “one-person executive” government. If the answer to this question is yes,
then members of presidential cabinets are no more than advisers and subordinates of the
president (Lijphart 1999: 118). It also implies that presidential governments are
necessarily majoritarian (Lijphart 1999: 159-160). Opponents to this idea claim that this
additional requirement for presidential governments is too restrictive although it is
generally the case in presidential democracies (Sartori 1997: 84). They also assert that
defining presidentialism as an inherently majoritarian system seems to contradict the
spirit of other criteria of presidential governments which emphasize mutual checks and
dispersion of power (Shugart & Carey 1992: 21).

As the classification of the two pure forms is open to debates, the guidance for
identifying the mixed form, so-called semi-presidential or premier-presidential systems,
is even less certain. A salient feature of this governmental form is the concurrent
existence of an independently elected president and a cabinet subject to the assembly
confidence. But this might as well fit the outer look of a parliamentary government.
The substantive standard needed for a mixed form government is that the president has
certain political powers to be qualified as one head in a dual-authority system rather than
a mere ceremonial existence. But the extent of authority essential to tell apart the pure
and mixed forms is evidently indeterminate. Vague phrases such as “considerable
power” (Shugart & Carey 1992: 23) or “share power” (Sartori 1997: 121) are used to
generalize the idea although they are obviously insufficient to serve as a guideline to
pinpoint semi-presidential governments in a systematic manner. Perhaps for this reason,
some commentators tend to categorize these hybrids into one or another pure form on a
case-by-case basis (Lijphart 1999).

Notwithstanding the conceptual debates, an operable standard is indispensable for an
empirical study. For the reasons to be specified later, I decide to use the classification
made by Cheibub (2007). In particular, it depends on answers to three questions. First,
is the government responsible to the elected legislature? A democracy is presidential if
the answer is no. If the answer is yes then the second question asks whether there is an
independently elected president. A positive answer gives us a parliamentary
government while a negative one leads to the last question — “Is the government
responsible to the president?” “Yes” identifies a semi-presidential regime while “no”
points again to a parliamentary one. Thus, Cheibub set up a coherent and exhaustive
line to divide different forms of government. This line looks to the governmental
responsibility. While presidential and parliamentary governments are solely responsible
to the president or the legislature respectively, a mixed form government is responsible to

48



both. By “responsible to”, Cheibub essentially means the potential to be “dismissed
by

I choose these rules of classification not only for their coherence but also for their
relevance to the underlying issue of this study. The theories suggest that the crucial link
between form of governments and entrepreneurial development rests on the separation of
power that supposedly restrains rent-seeking. And the institutional mechanism ensures
such separation comes from the confidence requirement, which squarely fit the
classifying standard delineated in Cheibub (2007): When a government is responsible to
the legislature it can only survive with the confidence of the latter. The focus on
confidence requirement also suggests that the difference between parliamentary and
semi-presidential governments is not material for the current study to the extent that both
count on the legislative confidence.”® Therefore, I use a dummy variable, cpre, to code
the form of governments. Presidential governments are coded 1 while the other two
forms are coded 0.

The cost of relying on Cheibub (2007) is the increased missing data points as it
seems to define democracy more restrictively. Nevertheless, for the coherence and
accuracy of coding, I choose not to blend it with other data sources. The classification
in Cheibub (2007) is based on the governmental forms as of 2002.  Although most of the
variables in my study average the relevant data for the period of 1993 to 2008, I do not
think this inconsistency in data time is a big concern. On the one hand, the well-known
inertia of institutions may assure the stability of governmental forms for most countries
after the year of 2002. On the other hand, the constitutional environment probably
exerts its influence on economic outcomes over time so that the institutional features of
earlier years can be the right focus of research. For similar consideration, when there is
a change in form of government during the 1993 to 2002 period, I measure it according to
the earlier part of the sample. Table 4.8 shows the coding of the form of governments.
Table 4.8  Form of Governments (Democracies)

Country cpre Country cpre
Argentina 1 Armenia 0
Australia 0 Austria 0

Bangladesh 0 Barbados 0

Belgium 0 Belize 0

Bolivia 1 Bosnia and Herzegovina n/a
Botswana n/a Brazil 1
Bulgaria 0 Canada 0

Cape Verde 0 Chile 1

37 See Cheibub (2007) at 33-38.
¥ Cheibub (2007) also ignores this difference when exploring the impact of separation of power on the

survival of democracy.
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Colombia
Croatia
Czech Republic
Dominica
Ecuador
Estonia
Fiji
France
Georgia
Greece
Guatemala
Hungary
Indonesia
Israel
Jamaica
Korea (S)
Kyrgyzstan
Lithuania
Madagascar
Mali
Marshall Islands
Mexico
Mongolia
Morocco
Nepal
New Zealand
Norway
Paraguay
Philippines
Portugal
Russia
Serbia
Slovakia
South Africa
Sri Lanka
Sweden
Taiwan
Thailand
Trinidad and Tobago

S - O O O O

n/a

oS O

n/a

oS O

n/a

S O O O = O O

Costa Rica
Cyprus
Denmark
Dominican Republic
El Salvador
Ethiopia
Finland
Gabon
Germany
Grenada
Honduras
Iceland
Ireland
Italy
Japan
Kuwait
Latvia
Macedonia
Malaysia
Malta
Mauritius
Moldova
Montenegro
Namibia
Netherlands
Nicaragua
Panama
Peru
Poland
Romania
Saint Lucia
Singapore
Slovenia
Spain
Suriname
Switzerland
Tanzania
Tonga
Turkey

—_ e O =

n/a

S O O O = O O

n/a

n/a

o O

n/a

O OO = = = O =

-2
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UK 0 Ukraine 0
US 1 Uruguay 1
Venezuela 1 Zambia 1

4.2.3 Federalism

Federalism is defined in a variety of ways in the literature, but there seems to be a
broad agreement on its basic characteristic: a guaranteed power division between central
and subnational governments (Lijphart 1999: 186). In determining whether a state is de
jure, or structurally, federal, I follow the rule specified in Clark et al. (2009), which in
turn is based on Bednar (2008). To be classified as structurally federal, a country must
satisfy three criteria.

1) Geopolitical division: The country must be divided into mutually exclusive
regional governments that are constitutionally recognized and that cannot be unilaterally
abolished by the national or central government.

2) Independence: The regional and national governments must have independent
bases of authority. Typically, this independence is established constitutionally by having the
regional and national governments elected independently of one another.

3) Direct governance: Authority must be shared between the regional governments
and the national government; each governs its citizens directly, so that each citizen is
governed by at least two authorities. In addition, each level of government must have the
authority to act independently of the other in at least one policy realm; the policy sovereignty
must be constitutionally declared (Clark et al. 2009: 605).

A dummy variable, fed, codifies de jure federal states as 1 based on the above criteria.
The following table summarizes the federal / unitary structure of democracies in my
sample.

Table 4.9 Federal / Unitary Structure (Democracies)

Country fed Country fed
Argentina 1 Armenia 0
Australia 1 Austria 1

Bangladesh 0 Barbados 0

Belgium 1 Belize 0

Bolivia 0 Bosnia and Herzegovina 1
Botswana 0 Brazil 1
Bulgaria 0 Canada 1

Cape Verde 0 Chile 0
Colombia 1 Costa Rica 0
Croatia 0 Cyprus 0
Czech Republic 0 Denmark 0
Dominica 0 Dominican Republic 0
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4.2.4  Property Rights Protection

The property rights protection variable, pright, measures the formal constitutional
protection of property rights.  This de jure index of property rights protection at the
constitution level is constructed according to the Comparative Constitution Project
database. It is the first initiative to systematically measure the formal constitutions
throughout the world since 1789. Based on reliable English translations, over 1,000
constitutional documents are coded in terms of nearly 700 items covering 13 categories of
constitutional issues ranging from fundamental government structures to detailed political
and economic rights of citizens.”

In particular, this property rights protection index looks to the constitutional text in
four aspects: risk of taking, security of ownership, freedom of transfer and freedom of
business.”’ The first aspect concerns the constraint on state taking power. Four
questions in the survey instrument of the Comparative Constitution Project are used to
identify the extent of such constraint. 1) “Can the government expropriate private
property under at least some conditions?” A yes answer obviously suggests lower
constraint than a no answer. 2) “What is the specified level of compensation for
expropriation of private property?” The more compensation is required, the more costly
it is for the state to take private property, which, in turn, should restrict the appetite for
taking. 3) “Under what conditions or for what purposes can the state expropriate private
property?” This question essentially asks about the usages to which the government can
apply expropriated property. It is reasonable to consider that the fewer usages allowed
for expropriated property, the higher the threshold is raised for taking. 4) “What
limits/conditions are placed on the ability of the government to expropriate private
property?” This is about any additional limits on taking embodied in the constitution.
The more limits set by the constitution, of course, the more the government is constrained,
thus the more secure private property rights are.

The ownership aspect bears on the constitutional recognition of private ownership in
both traditional property and intellectual property. The relevant survey questions are: 1)
“Does the constitution mention any of the following intellectual property rights?”, and 2)
“Does the constitution provide for a right to own property?”. Supposedly, the more the
types of intellectual property rights are stipulated in the constitution, the broader the
realm of valuable assets is acknowledged for private ownership. Also, an explicit
constitutional provision for property ownership is a positive sign of property rights
protection.

The aspect of transfer pertains to the freedom to alienate property, inter vivos or after
death. Three survey questions are used. 1) “Does the constitution mention the right to
transfer property freely?” 2) “Does the constitution provide for a right of testate, or the

¥ For detailed introduction and survey instrument, see the Comparative Constitution Project website at
http://www.comparativeconstitutionsproject.org.
% The specifics of coding rules are included in Appendix.
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right to transfer property freely after death?” 3) “Does the constitution provide for
inheritance rights?” A positive answer to any of these questions should strengthen
private property rights in that the value of assets will be fully internalized only if the
owner is able to transfer his assets to others, for objective or subjective considerations,
when he cannot completely exploit the value of these assets by himself.

The last aspect addresses the potential for a property owner to put his assets into
productive usage by starting a business. Here, two survey questions are considered. 1)
“Does the constitution provide a right to conduct/establish a business?” A yes answer is
evidently beneficial to property owners. 2) “Does the constitution provide the right to a
free and/or competitive market?” A free or competitive market condition works to
ensure equal opportunities to undertake business activities, so it should improve property
owners’ incentives to start businesses, which further promotes the value of property
ownership.

The above four aspects are equally weighted, so are the questions within each aspect,
to construct a de jure constitutional property rights protection index with the lowest
possible value of 0 and the highest of 10. The standardized alpha is approximately 0.7,
suggesting a reasonable coherence of this index. Table 4.10 reports this score of each
country covered in my sample.

4.2.5 Judicial Independence

Another de jure index constructed out of the CCP database measures the extent of
judicial independence as reflected by the text of constitutions. This index encompasses
five factors: status of the highest court in constitution, security of judicial tenure,
difficulty in removal, independence of salary setting, and ability to conduct constitutional
review."!

Anchoring the highest court in the constitution indicates a status held by the judiciary
commensurate with other branches of the government. Since constitutions are, in
general, more difficult to change than ordinary legislation, this kind of anchoring also
ensures the stability of the institutional arrangements within which judges operate (Feld
& Voigt 2003: 501). This first factor is assigned a value of 1 if a constitution provides
for the supreme court; otherwise the value is 0.

Judicial tenure is widely believed crucial to judicial independence. The tenure
security for the Chief Justice and other judges of the highest ordinary court are measured
separately on 0 or 1 basis. 1 is assigned to a particular constitution only if there is no
limit on term length for which one can serve as, respectively, the Chief Justice or a judge
of the highest ordinary court.

With respect to removal, four elements are considered. The first is whether there
are constitutional provisions for dismissing judges. Not anchored in the constitution,

1 All these factors, except the salary setting, focus on the highest ordinary courts, due to data availability
and also to avoid potential complications. See appendix for detailed coding rules.
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removal may be subject to more political influence, and instability in office will
compromise judicial independence.*”  Second, the number of conditions under with
judges can be dismissed can also affect judicial independence in that the more causes
allowed for dismissal, the less secure a judicial position is, especially when other
governmental branches trigger and approve the dismissal. Third, judges’ positions tend
to be more secure if the proposal and approval powers are assigned to different entities in
terms of dismissal. Separation of power adds veto points, hence reducing the
probability to actually remove a judge from office. Finally, I also take into account the
votes needed to propose or approve the dismissal of judges when the relevant power is
awarded to the legislature. Apparently, the higher the number of votes needed, the less
likely a judge will be removed. The reason to single out the legislature is because its
operation is determined by the collective actions of legislators, and a decision reached by
a collective action is, by and large, more costly than one made otherwise. In this sense,
it is easier to remove judges when either the proposal or the approval power is reserved
for an entity that is not amount to a deliberative assembly,” all else being equal.

As for the judicial salary, my coding is based on one survey question, “Does the
constitution explicitly state that judicial salaries are protected from governmental
intervention?”. A positive answer gets 1 while a negative one gets 0.

Finally, it is considered that, in order to guarantee judicial independence, the highest
courts must have certain competencies to check the behavior of the other government
branches (Feld & Voigt 2003: 502). So, like Feld & Voigt (2003), I look into the power
of conducting judicial review by the highest ordinary court. In particular, one survey
question — “To whom does the constitution assign the responsibility for the interpretation
of the constitution?” — is used. A constitution will be coded 1 if the supreme court,
including its special chamber, or any ordinary court is assigned with this responsibility,**
and 0 otherwise. Admittedly, this simplified coding ignores much nuance underlying
the designs of judicial review, but it also averts the possible inconsistencies involved in

2" Arguably, not having dismissal provisions in the constitution might imply judges cannot be dismissed at
all.  Yet, even in this situation, an explicit denial of the possibility to remove judges should better ensure
the stability of judicial offices than a mere silence.
“ Except the legislature, other governmental entities usually do not function based on collective
deliberation. This is quite clear regarding the executive branch, but perhaps less so for public prosecutors
or a judicial council whose decision making process may be more volatile. My coding is based on the
assumption that, in terms of proposing or approving the dismissal of judges, the legislature is bound by
stricter parliamentary procedures than any other governmental entity so that its operation depends more
clearly on collective actions. Probably, the trickiest case is where the public retains the power to propose
(the survey does not contain the information if the public can approve) dismissal of judges. Nevertheless,
unless a substantial part of the public is required to make such a proposal, which cannot be determined from
the Comparative Constitution Project database, it may not involve more costly coordination than the
legislative process. In any event, fortunately, there is only one country, Chile, whose current constitution
allows for proposing removal of judges by the public.
* In a few cases, a constitution is also coded 1 if the Chief Justice or a council composed of supreme court
judges are charged with this responsibility.
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complicated processes, thus making a cross-country comparison more sensible.

Like the property rights index, the above five factors are equally weighted, and
within each factor, if built on multiple survey questions, every component is also equally
weighted. The resulting index, ji, can take on values between 0 and 10 with greater
values indicating higher degree of judicial independence. The standardized Cronbach’s
alpha of this index is about 0.7. Table 4.10 below reports this judicial independence
index.

Table 4.10 De Jure Property Rights Protection and Judicial Independence Indexes (All
Countries)

Country pright Ji Country pright Ji
Algeria 4.17 2 Anguilla n/a n/a
Argentina 3.69 7.55 Armenia 8.07 3.4
Australia 0.77 9.3 Austria 1.25 2.5
Azerbaijan 5.77 3.53 Bangladesh 2.08 7.3
Barbados 1.61 4.5 Belgium 0.77 4.5
Belize 3.15 7.3 Bhutan 4.52 4
Bolivia 3.69 3.13 Bosnia and 1.25 0
Herzegovina
Botswana 0.36 6.8 Brazil 5.36 8.5
Bulgaria 5.57 4.5 Burundi 3.27 2
Cambodia 3.27 6 Cameroon 1.61 2
Canada 0.83 34 Cape Verde 7.44 4.9
Chile 3.90 5.3 China 2.44 2.5
Colombia 5.98 4.4 Costa Rica 4.32 4.5
Croatia 6.82 3.9 Cuba 3.48 4.5
Cyprus 4.12 5.8 Czech 3.69 4
Denmark 3.48 2.5 Dominica 0.21 5
Dominican 3.69 4 Ecuador 5.83 4
Republic
Egypt 1.61 2 El Salvador 4.94 4.5
Estonia 4.79 6.5 Ethiopia 4.73 3.48
Fiji 2.02 6.8 Finland 3.48 2.5
France 0 4 Gabon 2.02 2
Georgia 5.98 2.5 Germany 2.86 2.5
Greece 2.23 39 Grenada 1.88 5
Guatemala 4.94 2 Honduras 2.44 4.5
Hungary 5.57 2 Iceland 2.23 4.5
Indonesia 1.25 2 Iran 2.86 3.9
Ireland 4.11 7.3 Israel n/a n/a
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Italy
Japan
Korea (S)
Kyrgyzstan
Lebanon
Macedonia
Malaysia
Mali
Marshall
Islands
Mexico
Mongolia
Morocco
Nepal
New
Zealand
Norway
Pakistan
Paraguay
Philippines
Portugal
Romania
Rwanda
Serbia
Slovakia
South
Africa
Sri Lanka
Sweden
Syria
Tanzania
Tonga

Tunisia
UAE
Ukraine
Uruguay
Vietnam

4.11
1.67
3.27
n/a
2.86
5.57
2.71
3.27
2.44

5.36
5.98
1.25
4.52

2.23
4.11
5.36
4.17
7.64
4.52
2.02
6.40
6.61
2.02

2.5
4.11
2.86
1.67
2.02

1.25
2.02
6.19
5.36
5.33

2.5
6.5
6.9
n/a

3.3
7.3

6.93

7.61
6.5
2.5
7.3
53

6.8
6.9
9.33
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2.5

4.4
9.13

9.38
4.9

2.8

4.8
4.8
543
2.5

Jamaica
Kazakhstan
Kuwait
Latvia
Lithuania
Madagascar
Maldives
Malta
Mauritius

Moldova
Montenegro
Namibia
Netherlands
Nicaragua

Oman
Panama
Peru
Poland
Qatar
Russia
Saint Lucia
Singapore
Slovenia
Spain

Suriname
Switzerland
Taiwan
Thailand
Trinidad and
Tobago
Turkey
UK
US
Venezuela
West Bank
and Gaza

1.79
3.75
n/a
2.86
5.15
3.69
2.02
2.71
0.57

6.82
5.77
4.94
0.63
5.54

4.94
3.69
7.86
3.33
2.86
5.98

5.77
5.15

1.61
491
1.82

1.25

2.44
n/a
2.86
5.36
n/a

n/a

3.33
2.5
2.5

3.43
53

4.8
53
4.5
4.5

0.5

6.9

3.5

n/a
93
53

54

6.9

2.63

7.3

4.8

7.4

4.63
n/a
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Yemen 2.86 4.5 Zambia 0.68 7.3

Feld & Voigt (2003) listed twelve variables used to construct their indicator of de
jure judicial independence. As their index does not target solely at constitutions, its
coverage is, unsurprisingly, broader than mine, which contains five of those elements.
Regarding the remaining variables, some are not included in the database, or no data
available in its current version, e.g. process of case allocation. For others it seems hard
to find out a coherent explanation of the existing data. For instance, the amendment
ease of constitutions may not be easily compared by reading the text about the relevant
procedures. As Elkins et al. (2009: 100) says, it is difficult to evaluate whether a
constitution that needs supermajority legislative votes to amend is more or less flexible
than one that requires an ordinary legislative majority with a subsequent referendum by
the public. Table 4.11 compares my index with the index generated by Feld & Voigt
(2003). The correlation between these two indexes is 0.39.

Table 4.11 Comparing Feld & Voigt (2003) and My Indexes

Feld & Voigt (2003) Index in This Remarks
Study
Anchoring of highest ~ Anchoring of
court highest court
Amendment Ease Difficult to compare.
No data available in the current database.
Appointment Also, appointment seems less important
procedure than removal as judges can behave

independently once appointed.
Feld & Voigt (2003) considers mandatory
retirement as a factor weakening judicial
Term length Term length independence, but it is unclear how this
should be true as it is purely an effect of
certain natural force.

Removal Removal
Renewable terms No clear indicator in the database.*
Salary setting Salary setting
Adequate Not included in the database. It does not
compensations seem to be a de jure element, either.

* The database contains questions about the number of terms of the Chief Justice and other members of
the highest ordinary court. However, for those constitutions ensuring life time tenure, the restrictions on
number of terms are usually not specified, and irrelevant indeed. But such restrictions are not specified,
either, for many constitutions that do not allow life time tenure. It is also hard to form a theory ex ante
about the different impact on judicial independence between permitting one term and two terms, or
successive and non-successive terms.
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Court accessibility Not included in the database.

Allocation of cases Not included in the database.
S . Constitutional
Constitutional review )
Review
Decision publication Not included in CCP.

4.2.6 Antidiscrimination Provisions

Restricted by the data availability, I used four survey questions of the Comparative
Constitution Project to construct the variable, disc, measuring the antidiscriminative
quality of constitutions.

The first question asks about the breadth of the population who are granted the
constitutional rights. That more people are entitled to these rights suggests less
discriminative constitutional environment.

The second and third questions pertain directly to antidiscrimination. One asks if
the constitution refers to equality before the law or non-discrimination, and the other
identifies the groups protected from discrimination by the constitution. A positive
answer to the former obviously takes a stronger attitude against discrimination than a
negative one. As for the latter, I think of a wider coverage by the antidiscrimination
provisions as better than a narrower one in terms of equality protection.

The last question asks about the groups whose rights are specifically restricted in the
constitution. I assume the smaller the number of such groups, the less discriminative the
constitutional environment is.

These four questions are equally weighted as well. The resulting index can take on
values from 0 to 10 with 10 indicating the least discriminative constitutional provisions.
It is reported in Table 4.12. However, the alpha statistic of this index is only about 0.3,
suggesting its dubious reliability.

Table 4.12  Anti-discrimination Index (All Countries)

Country disc Country disc
Algeria 8.13 Anguilla n/a
Argentina 7.5 Armenia 7.92
Australia 5 Austria 6.98
Azerbaijan 6.41 Bangladesh 5.78
Barbados 8.75 Belgium 6.67
Belize 8.43 Bhutan 5.78
Bolivia 8.78 Bosnia and 9.06
Herzegovina

Botswana 8.59 Brazil 8.44
Bulgaria 8.07 Burundi 6.56
Cambodia 8.23 Cameroon 8.13
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Canada
Chile
Colombia
Croatia
Cyprus
Denmark
Dominican Republic
Egypt
Estonia
Fiji
France
Georgia
Greece
Guatemala
Hungary
Indonesia
Ireland
Italy
Japan
Korea (S)
Kyrgyzstan
Lebanon
Macedonia
Malaysia
Mali
Marshall Islands
Mexico
Mongolia
Morocco
Nepal
New Zealand
Norway
Pakistan
Paraguay
Philippines
Portugal
Romania
Rwanda
Serbia

6.09
7.5
8.91
6.72
9.06
5.31
7.5
5.78
9.22
9.06
7.29
6.56
8.59
5.15
8.07

6.67
8.28
8.28
7.14

6.67
6.41
5.63
8.59
9.06
7.22
8.39
6.82
6.41
2.5
2.5
5.63
6.09
7.81
6.72
7.76
7.19
9.38

Cape Verde
China
Costa Rica
Cuba
Czech
Dominica
Ecuador
El Salvador
Ethiopia
Finland
Gabon
Germany
Grenada
Honduras
Iceland
Iran
Israel
Jamaica
Kazakhstan
Kuwait
Latvia
Lithuania
Madagascar
Maldives
Malta
Mauritius
Moldova
Montenegro
Namibia
Netherlands
Nicaragua
Oman
Panama
Peru
Poland
Qatar
Russia
Saint Lucia
Singapore

6.41
6.98

7.5
6.56
8.44
9.22
5.63
8.91

10
5.78
7.60
8.44

7.5
8.59
5.63

n/a
5.94
9.38

n/a
9.17
8.75
5.94

5.93
8.44
7.92

6.09
5.63
8.75
7.60
8.59
10
7.66
5.63
8.75
n/a
7.97
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Slovakia
South Africa
Sri Lanka
Sweden
Syria
Tanzania
Tonga

Tunisia
UAE
Ukraine
Uruguay
Vietnam

Yemen

6.72
9.38
5.94
5.63
6.67
6.09
7.5

5.63
7.5
7.5

7.66

6.67

Slovenia
Spain
Suriname
Switzerland
Taiwan
Thailand
Trinidad and
Tobago
Turkey
UK
uUsS
Venezuela
West Bank and
Gaza
Zambia

9.06
10
8.44
6.72
5.78
9.53
8.28

6.09
n/a
7.97
5.63
n/a

6.09
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Chapter 5 Cross-Sectional Study: Basic Methods

5.1 Linear Regression Model and Conditional Independence Assumption46

The question posed to the data in this study is what the effects of a nation’s
constitutional environment are on its entrepreneurial performance, both in the quantitative
and the qualitative senses. So I am interested in asking what might happen if a country’s
constitutional structure changed, say, from a presidential government to a parliamentary
one, or, the constitutional protection of property rights is strengthened. The linear
regression model will be a useful tool to provide the basic answers to these questions.

Suppose for any particular constitutional feature, a country would have a certain kind
of entrepreneurial performance. So we can use a country-specific functional notation

Yi = fi(s),
where Y stands for country i’s entrepreneurial performance — Inserate and Inesrate in this
study — under the constitutional setup of s. s can be binary, like presidential (s = 1) vs.
parliamentary (s = 0) government, or majoritarian (s = 1) vs. proportional (s = 0) election
rules, but it can also be continuous, such as a specific value of the property rights
protection index.

For the sake of convenience, let’s use a binary s as an example. In this case, the
potential outcomes of a country’s entrepreneurial performance will be Y;; if s;= 1 and Y;
if s;= 0. We hope to measure the average of Y;i — Yo. However, for a particular
country, i, we can only see one of Y;; or Yy, but never both. In other words, the
observed outcome, Yi, is Yjiif si=1, or Y¢; if si=0. Consequently, we have

E[Yi ‘ Si = 1] —E[Yi ’ Si = O] = E[Y]i —Y()i ’ Si = 1] + E[Y()i ’ Si = 1] — E[Y()i ’ Si = 0]

(5.1)

Equation (5.1) says that the observed difference in entrepreneurial performance is the
sum of the average treatment effect on the treated group and the selection bias. This
means that those countries with a constitutional feature s = 1 would have had better
entrepreneurial performance anyway if the selection bias is positive and big enough.
Then, the direct comparison between observed outcomes exaggerates the benefit of this
constitutional feature.

To overcome the selection bias problem, we need to introduce the conditional
independence assumption (CIA). It essentially asserts that conditional on certain
observed characteristics, X, the treatment s; is randomly assigned, unrelated to the
potential outcomes of treatment Yy, or formally,

Y 1L si | X, for all s.
Under CIA, the comparison of average entrepreneurial performance across country
groups with different constitutional features has a causal interpretation. In other words,
E[Yi | Xi, Si = 1] — E[Yi | Xi, Si = 0] = E[Yli —Yoi | Xi].

% The discussion in this section is based on Angrist & Pischke (2009).
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If we further assume that entrepreneurial performance function fi(s) is linear in
constitutional features, s, and also the same for every country except for an addictive
error term, then we can write

Yi=(1+BSi+T]i.

(5.2)
If CIA holds given the observed covariate Xj, n; can be decomposed into a linear function
of X; and an error term, g, i.e.

Ni = vXi + &,
where v satisfies E [n; | Xi] = yX, and ¢; and X are uncorrelated. If we extend the model
to a vector of covariates and a vector of constitutional features, then the baseline
regression model for this study can be written as
Yi=atp’sityXites,

(5.3)

and the regression coefficient is the causal effect of our interest.

5.2 Which Variables to Control?

CIA asserts that, given the variables under control, the assignment of treatments —
constitutional choices in this study — is random and not correlated with the dependent
variable to be explained. This means, in our context, that the covariates controlled in
the regression have to contain the variables impacting both the selection of constitutional
features and entrepreneurial development. In addition, these variables are good controls
if their values had been fixed at the time the regressor of interest was determined (Angrist
& Pischke 2009: 64).

Another set of variables may affect entrepreneurship of a nation, notwithstanding
their theoretical irrelevance to selection of constitutional settings. Leaving these
variables out of the regression model will not generate biased estimation of coefficients,
nevertheless, it causes bias in estimated variances of coefficients, which implies the
conclusions about the statistical significance thereby obtained are problematic. Thus, in
principle, it is ill-advised to drop any variable from a model that can be a determinant of
entrepreneurial performance (Gujarati & Porter 2009: 473). In practice, however, both
data availability and consideration about degrees of freedom impose limits on adding
extra controls in such a cross-national analysis. Therefore, subject to the availability of
data, I try to include the controls that are thought of as strong determinants of
entrepreneurship in the literature.

The third group of variables affects entrepreneurship, but may themselves be
outcomes of the constitutional environment. In general, controlling outcome variables
may cause selection bias (Angrist & Pischke 2009: 64). But on the other hand, if these
variables do exert influence on entrepreneurship which cannot be explained directly by
constitutional features, we will also be biased at estimating the total effects of
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constitutional environment. Alternatively, a more serious specification problem might
arise if the omitted variable serves as a partial proxy of some determinant of
entrepreneurship despite being affected by the constitutional environment. So this group
of variables apparently gives rise to a dilemma in model specification. Fortunately,
including these variables in our regression will still generate valid estimates if the
following assumption can be made: The disturbance terms in the two kinds of regressions
— these outcome variables and the variables measuring entrepreneurial performance,
respectively, on constitutional features — are not correlated (Clarke & Stone 2008: 390).
This assumption is sometimes referred to as the assumption of zero contemporaneous
correlation (Gujarati & Porter 2009: 473). I explicitly rely on this assumption when
controlling some potential outcome variables in the regression.

Let’s look at the conceivable relationships between constitutional environment,
entrepreneurship, and its determinants discussed in Chapter 3. Figure 5.1 plots one
pattern of these relationships.

Figure 5.1
Culture, Geography, Age of Democracy

4/\;

Constitution »Entrepreneurship

Level of Development Population Age

Human Capital Capital Market Credit Market

In the above figure, culture heritage, geographic location and age of democracy are
deemed to determine both the constitutional selection and entrepreneurial development.
Their potential effects on entrepreneurship have been explored in Chapter 3. As for
their impact on constitutional selection, some researchers suggest that certain
constitutional characteristics, form of government in particular, presents strong tendency
of geographic concentration. Also, they have shown that, with respect to democracies,
the design of basic constitutional mechanisms of democracy is partly determined by when
it was adopted, thus bearing on the age of democracy (Persson & Tabellini 2003).
Finally, considering the path dependence of institutional selection, it seems reasonable to
believe that cultural heritage may play a part in shaping a country’s constitutional
environment (North 1990). Moreover, these three factors seem to predate the choice of
constitutional characteristics, thus becoming desirable controls without much
complication.’

47" Arguably, the age of democracy may be determined concurrently with the constitutional choices, but it is
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As explained in Chapter 3, the age structure of a country’s population affects
entrepreneurial actions in this country. At the same time, there does not seem to be any
obvious reason why this demographic feature may result from the constitutional
environment of a country.

Human capital, vitality of capital market, and the competitiveness of credit market
are all regarded as important determinants of entrepreneurship. On the other hand,
perhaps they are all affected by constitutional environment as well. For these controls,
therefore, zero contemporaneous correlation has to be assumed.

The trickiest component in Figure 5.1 is the level of economic development.
Chapter 3 has demonstrated it may be a significant determinant of entrepreneurship, yet a
reverse causal relationship also has strong theoretical support.  Furthermore, a
substantial number of theoretical and empirical studies have posited that the level of
economic development, as proxied by GDP per capita, is under the influence of a nation’s
institutional structure of which constitution is a crucial part (e.g. Hall & Jones 1999).**
To borrow a term from Pearl (2009), level of economic development will be a “collider”
if the relationships between constitutional environment, economic development and
entrepreneurship are as plotted in Figure 5.1. By controlling a collider, we are
invalidating CIA. For one thing, when two variables have a common effect, they will
become dependent once we condition on this common effect: Given the effect, absence of
one cause raises the likelihood of another (Pearl 2009: 17). For another, if there is an
unobserved confounder between the effect variable and one of the two ostensible cause
variables, then conditioning on the effect may create spurious associations between the
two ostensible causes. For instance, suppose the true relationships between X, Y and Z
are X —» Z «— U — Y, where U is the unobserved confounder. In this relationship
pattern, X actually has no direct effect on Y, as can be seen by deleting all arrows entering
Z. Were we to condition on Z, however, a spurious association would be made up
though the unobserved variable that might be construed as a direct effect of X on Y (Pearl
2009: 127). For these considerations, I will not include level of economic development
as a control in the regressions.*

On the other hand, the reverse causality moving from entrepreneurial performance
toward economic development may not exist indeed. In other words, the connections
between constitution, development and entrepreneurship may be projected in another way
as illustrated by Figure 5.2.

still hard to imagine that the latter can be a cause of the former, rather than in the opposite.
*¥ Nevertheless, there are scholars indicate that economic growth is not correlated with certain institutional
elements such at democracy at least in the short run (Acemoglu et al. 2008).
* For the same reasons, any outcome variables of the common effect should not be controlled either. In
this study, a possible variable of this kind is unemployment.
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Figure 5.2

Constitution » Entrepreneurship

\/’

Level of Development

In this projection, level of economic development is no longer a collider, and can be
conditioned on if the assumption of zero contemporaneous correlation is valid. The
instrumental variable (IV) method is probably a means to ascertain whether the reverse
causality is really present if an instrument can be found that affects entrepreneurship only
through its effects on economic development.™

There is another issue needs to be mentioned regarding level of economic
development. In this study, I explicitly assume that constitutional environment is
exogenous to economic development. Put differently, the choice of constitutional
settings is not determined by a country’s level of economic development. Otherwise,
the relationship among constitution, development and entrepreneurship becomes a cycle
presented in Figure 5.3.
Figure 5.3

Constitution » Entrepreneurship

Level of Development

Identifying the causality in such cyclic associations calls for more sophisticated structural
models. This assumption is probably valid as far as the de jure constitutional
characteristics are concerned. The formal constitutional structures in most countries, e.g.
electoral system and form of government, are very stable over very long time periods
(Persson & Tabellini 2003). It does not seem to have any systematic pattern of change
in formal constitutions with the growth of economy. But it might be more problematic
with respect to some de facto elements of constitutional environment, especially the de
facto property rights protection,’’ so the results should be interpreted with caution.

%0 Unfortunately, I was not able to find a strong instrument for the purpose of this research, so it remains a
task for future study to identify the exact causal direction between economic development and
entrepreneurship, see section 6.3 infra.

! The causal direction between corruption and growth is not uncontroversial. Mauro (1995) found
corruption led to lower level of economic growth whereas Treisman (2000) shows that level of economic
development may be a cause of corruption. Since the extent of corruption is an important component of
the de facto property rights protection condition, it is reasonable to suspect that the de facto security of
property rights may not be exogenous to economic development. On the other hand, the sizes of
selectorates and winning coalitions, as well as some de facto federalist features like political
decentralization, are less likely to be outcomes of economic development.
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5.3 Propensity Score Matching

In the linear regression model, the entrepreneurial performance function is assumed
to be linear in constitutional features. Generally speaking, this assumption is unlikely to
distort the results substantially, for the regression can be thought of as the best linear
approximation to the underlying nonlinear conditional expectation function (CEF)
(Angrist & Pischke 2009). Nevertheless, the linearity assumption is hard to assess,” so
it may be desirable to relax this assumptions as a test of the robustness of the results of
regression. The propensity score matching is a semi-parametric method to estimate the
treatment effect not relying on linearity of the function form.

Like the causal regression model, the propensity score matching strategy explicitly
takes on the conditional independence assumption. It is based on the idea that “if
potential outcomes are independent of treatment status conditional on a multivariate
covariate vector X, then potential outcomes are independent of treatment status
conditional on a scalar function of covariates, the propensity score, defined as p(Xj) =
E[D;| Xi] = P[D; =1 | Xi]”, where D; indicates the treatment status — treated = 1 (Angrist
& Pischke 2009: 80). So the gist of propensity score matching is to reduce the control
to a one-dimensional covariate, the probability of treatment itself, which, in turn, is
usually estimated by the probit or logit model in practice. When comparing countries
with similar propensity scores, we are approaching the evaluation of causal effects as we
would do in a controlled experiment. The effect of treatment on the treated then can be
written as

E[Yn —Y()i ’ Di = 1] = E{E[Y1 ’ p(Xi), Di = 1] — E[Yi | p(Xi), Di = 0] ‘ Di = 1}

Considering the pivotal assumption of conditional independence underlying
propensity score matching, the variables used to generate the propensity scores should
contain those covariates impacting both constitutional selection and entrepreneurial
performance. So cultural, geographic, and age of democracy will be included to
implement matching,” and the propensity scores are obtained using the logit model. To
avoid the influence of outliers in matching, I will also impose the common support
condition, which drops the observations in the treatment group whose propensity scores
are higher than the maximum or less than the minimum propensity score of the control
group.

Finally, although the propensity score methods can be adapted to multivalued
treatments, it is most practical in cases where the causing variable takes on two values

52 Assumptions underlying regression are problematic especially in the time series context, see Angrist &
Kuersteiner (2004).
>3 The parsimonious specification allows for enough randomness in the propensity scores, which expands
the region of overlapping propensity scores between countries belonging to different constitutional groups
(Persson & Tabellini 2003: 142). In addition, it lessens the statistical burden and improves the precision
of estimation in finite samples (Angrist & Pischke 2009: 84).
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(Angrist & Krueger 1999: 1315). So for the two indexes of de jure constitutional
features scaling from 0 to 10, ji and pright, I will transform them into two dummy
variables, dji and dpright respectively, for the purpose of propensity score matching.
The values in the top two percentiles are coded as 1 in the transformed dummies.
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Chapter 6 Results of the Study

6.1 De Facto Constitutional Environment and Entrepreneurship

As stated in the previous chapters, the relationship between de facto constitutional
environment and entrepreneurship is to be tested across democratic and authoritarian
countries. In particular, the quantitative study focuses on the impact of de facto security
of property rights, de facto federal characteristics, and the two de facto political structural
variables suggested in Bueno de Mesquita et al. (2003), viz. the size of the winning
coalition and its ratio to the size of the selectorate.

6.1.1 De Facto Property Rights Protection

1) Basic Results

The basic results of the OLS regressions using the Heritage Foundation Index are
reported in Tale 6.1.
Table 6.1 De Facto Property Rights Protection and Entrepreneurship: Heritage
Foundation Index

@) 2) 3) “4)
Dependant
. Inserate Inesrate Inserate Inesrate
Variable
<280 0.002 0.008 0.001 0.007
(0.003) (0.004)** (0.002) (0.004)*
-0.003 -0.003 -0.006 -0.002
mu80
(0.007) (0.007) (0.007) (0.007)
20 0.000 0.003 0.001 0.002
P (0.004) (0.005) (0.003) (0.005)
0.43 -0.06 0.37 -0.12
geol
(0.41) (0.54) (0.32) (0.57)
0.39 -0.31 0.57 -0.57
geo2
(0.40) (0.41) (0.34)* (0.38)
0.34 -0.40 0.43 -0.46
geod
(0.21) (0.32) (0.16)*** (0.27)
-0.01 0.54 0.12 0.32
geo5
(0.34) (0.77) (0.32) (0.79)
0.37 -0.46 0.38 -0.52
geob
(0.22)* (0.46) (0.20)* (0.48)
coer80 -0.01 0.016
g (0.01) (0.012)
literac -0.03 0.02
v (-0.01)%* (0.02)
rate3554 -1.79 1.71 0.69 0.68
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(3.35) (4.69) (2.9) (4.42)

-0.51 0.71 -0.51 0.73
fmeape (0.25)** (0.35)** (0.26)* (0.34)**
20.61 0.70 -0.38 0.51
acon (0.48) (0.53) (0.46) (0.46)
b -0.003 0.0132 -0.005 0.013
(0.007) (0.0075)* (0.007) (0.007)*
Number of
Observations 65 64 7 70
Adjusted R2 0.40 0.46 0.45 0.49

Note: Robust standard errors in parentheses.
* significant at 10%; ** significant at 5%; *** significant at 1%.

Table 6.1 show that, no matter whether the combined gross enrollment ratio of 1980s
(Columns (1) and (2)) or the adult literacy rate is used to control human capital (Columns
(3) and (4)), de facto security of property rights does not affect the quantity of
entrepreneurs, and have some positive effect on the quality of entrepreneurship but only
significant at 10% level.”*

As introduced in Chapter 3, however, the self-employment data of China and U.S.
are collected from sources based on definitions different from ILO datasets. The data of
China may be especially problematic, as the source does not even provide information
allowing for a valid comparison with the ILO data. In fact, China does seem to be an
outlier in terms of the quantity of entrepreneurs,” although it is less so with regard to the
quality of entrepreneurship.”® For these considerations, it is desirable to drop China
from the regression, and the results after this adjustment are reported in the next table.
Table 6.2  De Facto Property Rights Protection and Entrepreneurship: Heritage
Foundation Index (China Excluded)

(D @) 3) “4)
Dependant
. Inserate Inesrate Inserate Inesrate
Variable
ca80 0.002 0.008 0.002 0.007
(0.003) (0.004)** (0.002) (0.004)*

** The few significant t ratios in regressions might suggest a detection of multicollinearity though the
adjusted R’s are not very high either. But the results of various tests do not arouse serious concerns about
this problem: When cger80 is included, the mean VIF is 2.43 and the condition index (CI) is 5.72; when
literacy is included, the mean VIF is 2.48 and the condition index (CI) is 5.45.
% Tts residual, in absolute values, is 75% larger than the second largest residual in the sample and is 2.4
times of the third largest residual.
36 But remember the number of employers is not directly available and tends to be underestimated by using
the number individual household businesses as a proxy. So China may as well be an outlier also in terms
of entrepreneurial quality.
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-0.006 -0.001 -0.01 0.001
mu8&0

(0.006) (0.007) (0.005)** (0.006)
<0 0.001 0.002 0.001 0.002
P (0.003) (0.005) (0.003) (0.005)
0.46 -0.08 0.32 -0.09
geol
(0.43) (0.55) (0.32) (0.58)
- 0.74 -0.52 0.87 -0.75
& (0.24)%*+ (0.39) (0.20)*** (0.37)%*
s 0.35 -0.41 0.41 -0.45
8 (0.19)* (0.33) (0.15)%** (0.29)
0.15 0.44 0.32 0.20
geo5
(0.29) (0.75) (0.24) 0.77)
0.38 -0.47 0.38 -0.52
geob
(0.15)%* (0.41) (0.13)**+ (0.44)
el 20.018 0.018
g (0.01)* (0.013)
-0.04 .
literacy 0.0 0.03
(-0.01)** (0.02)
0.56 0.27 2.87 -0.59
rate3534 (2.69) (4.77) (2.15) (4.50)
. -0.37 0.63 -0.37 0.64
P (0.23) (0.37)* (0.22) (0.34)*
o -0.23 0.47 0.04 0.26
(0.29) (0.47) (0.22) (0.40)
o -0.01 0.018 -0.01 0.017
P (0.004)*** (0.007)** (0.003)*** (0.007)%*
Number of
4
Observations 6 63 70 69
Adjusted R? 0.57 0.50 0.63 0.52

Note: Robust standard errors in parentheses.
* significant at 10%; ** significant at 5%; *** significant at 1%.

Now, the de facto property rights protection index is, in both specifications,
negatively correlated with the quantity of entrepreneurs at 1% significance level, but
positively correlated with the quality of entrepreneurship at 5% significance level.”” In
another series of regressions, I added the dummy of democracies, dem, assuming

democracy affects both de facto property rights protection and entrepreneurship. But

°7 1 also ran another four regressions with both China and US excluded, and the results are all the same in
terms of both the significance levels and the point estimates of dfph, except that the point estimate becomes
slightly higher to 0.019 when cger80 is included.
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the associations between dfph and Inserate or Inesrate are all the same in terms of both
significance levels and point estimates, except that the coefficient of dfph goes slightly up
to 0.019 when the adult literacy rate is used as a proxy for human capital.”®

I used another index from Hall & Jones (1999) to measure the de facto property
rights protection. The OLS regression results are reported in Table 6.3, where China is

again dropped.
Table 6.3  De Facto Property Rights Protection and Entrepreneurship: Hall & Jones
(1999) (China Excluded)
@) 2) 3) 4
Dependant
_ Inserate Inesrate Inserate Inesrate
Variable
ca80 0.000 0.008 0.000 0.008
(0.003) (0.004)** (0.003) (0.004)**
-0.004 -0.013 -0.01 -0.007
mug0
(0.006) (0.005)** (0.006)** (0.006)
20 -0.003 0.007 -0.004 0.0068
P (0.003) (0.004) (0.003) (0.0037)*
0.24 0.17 0.05 0.33
geol
(0.42) (0.47) (0.35) (0.51)
0.45 -0.27 0.57 -0.28
geo2
(0.27) (0.35) (0.24)** (0.32)
0.33 -0.37 0.38 -0.38
geo4
(0.19)* (0.29) (0.15)*** (0.25)
-0.48 1.66 -0.05 1.41
geo5
(0.45) (0.55)*** (0.32) (0.59)**
0.22 -0.32 0.27 -0.36
geob
(0.18) (0.48) (0.17) (0.48)
coer80 -0.018 0.002
g (0.011) (0.01)
literac -0.05 0.02
Y (-0.01)#** (0.02)
-0.96 5.73 1.87 3.86
te3554
rate (2.64) (4.18) (2.22) (4.07)
meanc -0.44 0.61 -0.39 0.55
P (0.24)* (0.36)* (0.22)* (0.30)*
acon -0.22 0.30 -0.03 0.22
(0.31) (0.33) (0.22) (0.34)
gadp -0.44 0.46 -0.40 0.45

5% Again, VIF and CI tests do not suggest multicollinearity a serious concern.
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(0.16)%** (0.38) (0.15)%* (0.37)

Number of 57 56 60 59
Observations
Adjusted R? 0.57 0.59 0.67 0.62
Note: Robust standard errors in parentheses.

* significant at 10%; ** significant at 5%; *** significant at 1%.

When proxied by the Hall & Jones (1999) index, de facto property rights protection
is still significantly and negatively correlated with the number of entrepreneurs, but its
effect on the quality of entrepreneurship, despite being positive, is no longer significant.
In four unreported regressions, I again added the democracy dummy and found no
difference in these outcomes except for slight rises in the magnitude of the effects on
entrepreneur quantity.5 K

2) Instrumental Variable (IV) Estimates

To avoid the endogeneity, I use the ethnolinguistic fractionalization (ELF) index as
an instrument for de facto security of property rights. It is posited that the ELF index
has a significant and negative correlation with the actual quality of property rights
protection, and was used as an instrument for institutional quality in previous researches
such as Mauro (1995). The variable avelf contains the ELF index according to La Porta
etal. (1999). The two-stage least liner squares (2SLS) method is applied to make the IV
estimates, with the first stage includes cultural, geographical, human capital, population
age structure, capital market viability and credit market competitiveness as controls.
The IV estimates and the relevant first stage results are reported in the tables below.

Table 6.4  De Facto Property Rights Protection and Entrepreneurship: IV Estimate
Heritage Foundation Index (China Excluded)

@) 2) 3) 4
Dependant
. Inserate Inesrate Inserate Inesrate
Variable
dfoh -0.019 0.032 -0.03 0.04
P (0.008)** (0.021) (0.0071)*** (0.02)***
H Capital
um;ilox;lpl e cger80 cger80 literacy literacy
Number of 55 54 56 55
Observations
Adjusted R* 0.67 0.57 0.62 0.49
First-Stage Summary Statistics: Instrumented Variable = dfph
Dependent Human Capital ~ Adjusted R Robust F Prob > F

% In addition, I also tested the results when China is not excluded. Again, no qualitative difference was

identified, though China still looks like an outlier in terms of the residual.
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Variable Proxy

Inserate cger80 0.61 4.89 0.03
Inesrate cger80 0.59 5.33 0.03
Inserate literacy 0.62 5.11 0.03
Inesrate literacy 0.62 5.66 0.02

Note: Robust standard errors in parentheses.
* significant at 10%; ** significant at 5%; *** significant at 1%.

Table 6.5  De Facto Property Rights Protection and Entrepreneurship: IV Estimate Hall
& Jones (1999) (China Excluded)

@) 2) 3) “4)
Dependant
. Inserate Inesrate Inserate Inesrate
Variable
-1.01 1.67 -1.56 2.30
gadp
(0.51)** (1.00)* (0.57)*** (0.85)***
H Capital )
um;i)x;pl a cger80 cger80 literacy literacy
Number of 54 53 55 54
Observations
Adjusted R? 0.56 0.46 0.37 0.31
First-Stage Summary Statistics: Instrumented Variable = gadp
Dependent Human Capital ) )
. Adjusted R Robust F Prob > F
Variable Proxy
Inserate cger80 0.10 4.28 0.05
Inesrate cger80 0.09 4.80 0.03
Inserate literacy 0.12 5.53 0.02
Inesrate literacy 0.12 6.77 0.01

Note: Robust standard errors in parentheses.
* significant at 10%; ** significant at 5%; *** significant at 1%.

IV estimates, by and large, confirm the findings from OLS regressions. ®
Interestingly, de facto security of property rights becomes significantly correlated with
the quality of entrepreneurship in a positive way even when proxied by the Hall & Jones
(1999) index. However, the adjusted R* values drop so it seems the models fit less well
when the Hall & Jones (1999), rather than the Heritage Foundation index, is used.

6.1.2 De Facto Federalism

% However, a caveat may be in order that the adjusted R’s are rather low in the first stage regressions,
especially when the Hall & Jones (1999) index was used as a measurement of de facto property rights
security. Therefore, the validity of the IV estimates should not be overstated.
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Table 6.4 reports the results of OLS models when fiscal decentralization is proxied
by the share of tax revenue obtained by subnational governments.
Table 6.6  De Facto Federalism and Entrepreneurship: Fiscal Decentralization

(D (2 3) “4)
Dependant
Variable Inserate Inesrate Inserate Inesrate
0 0.005 0.007 0.005 0.006
(0.004) (0.006) (0.003) (0.005)
e 0.001 0.006 0.001 0.01
(0.01) (0.01) (0.01) (0.01)
0.002 0.002 0.003 0.001
pr80 (0.004) (0.006) (0.004) (0.006)
0.24 0.16 0.001 0.30
geol
(0.66) (0.80) (0.59) (0.97)
0.55 -0.78 0.50 -0.72
geo2
(0.34) (0.46)* (0.36) (0.48)
0.59 -0.99 0.53 -0.897
geod (0.27)** (0.43)** (0.25)** (0.450)*
0.44 -0.98 0.55 117
geos (0.44) (1.05) (0.40) (1.03)
0.20 0.17 0.22 0.15
geob (0.15) (0.30) (0.13)* (0.31)
-0.007 0.01
cger80 (0.02) (0.01)
lteracy -0.04 0.06
(0.04) (0.04)
0.48 -4.94 2.96 -8.67
rate3554 (3.67) (5.81) (4.45) (6.34)
mcape -0.14 0.42 -0.17 0.46
(0.24) (0.27) (0.23) (0.28)*
o -0.82 1.27 -0.85 1.28
(0.51) (0.61)%* (0.54) (0.70)*
» -0.019 0.015 -0.019 0.01
(0.011)* (0.008)* (0.011)* (0.008)
Number of
Observations 4l 40 42 4
Adjusted R* 0.49 0.42 0.51 0.45

Note: Robust standard errors in parentheses.
* significant at 10%; ** significant at 5%; *** significant at 1%.

75



From Table 6.6, we see some, though weak, evidence that fiscal decentralization is
negatively associated with the quantity of entrepreneurial activities, but positively

associated with the quality of entrepreneurial performance.

However, if China is

excluded from the regressions, even this weak evidence no longer sustains. The
following table reports the results when China is not included.
Table 6.7  De Facto Federalism and Entrepreneurship: Fiscal Decentralization (China

Excluded)
@) 2) 3) 4
Dependant
_ Inserate Inesrate Inserate Inesrate
Variable
ca80 0.004 0.007 0.004 0.006
(0.003) (0.006) (0.003) (0.005)
80 -0.006 0.008 -0.007 0.01
(0.010) (0.01) (0.008) (0.01)
20 -0.001 0.003 -0.001 0.004
P (0.004) (0.006) (0.003) (0.006)
0.10 0.01 -0.21 0.37
geol
(0.47) (0.79) (0.52) (0.96)
0.86 -0.90 0.86 -0.90
geo2
(0.31)%** (0.54) (0.28)%** (0.53)*
0.51 -0.96 0.41 -0.82
geo4
(0.24)** (0.43)** (0.18)** (0.46)*
0.42 -1.00 0.72 -1.29
geo5
(0.39) (1.05) (0.35)** (1.02)
co6 0.17 0.18 0.19 0.17
g (0.12) (0.28) (0.13) (0.29)
coer80 -0.02 0.015
g (0.01)** (0.014)
literac -0.10 0.093
Y (0.03)*** (0.046)**
1.62 -5.67 7.81 -11.77
te3554
e (2.83) (6.00) (2.72)%* (6.66)*
meanc -0.23 0.46 -0.33 0.56
P (0.17) (0.27)* (0.17)* (0.26)**
acon -0.19 0.98 -0.20 0.84
(0.32) (0.64) (0.38) (0.72)
ir -0.005 0.01 -0.04 0.004
(0.007) (0.01) (0.005) (0.010)
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Number of 40 39 41 40
Observations
Adjusted R* 0.62 0.43 0.69 0.48
Note: Robust standard errors in parentheses.

* significant at 10%; ** significant at 5%; *** significant at 1%.

Consequently, fiscal decentralization does not seem to have significant impact on
entrepreneurial performance based on the regression analysis. Yet it should be noted
that the data on fiscal decentralization is available only for about 40 countries, so the
outcomes might be different should we have a more complete dataset.

De facto federalism may be measured in terms of political decentralization as well.
When the number of elected subnational tiers is used as a proxy, however, political
decentralization does not show impact on entrepreneurship with statistical significance,
either. Table 6.8 reports the results with China excluded.”'

Table 6.8 De Facto Federalism and Entrepreneurship: Political Decentralization
(China Excluded)

@) 2) 3) “4)
Dependant
, Inserate Inesrate Inserate Inesrate
Variable
ca80 0.003 0.0092 0.002 0.0084
(0.003) (0.0046)** (0.003) (0.0044)*
0.002 0.000 -0.000 -0.002
mu80
(0.003) (0.01) (0.004) (0.008)
20 -0.005 0.01 -0.005 0.008
P (0.003) (0.01) (0.003) (0.005)
col 0.75 -0.09 -0.75 -0.38
8 (0.31)** (0.82) (0.32)%* (0.89)
0.64 -0.29 0.79 -0.63
geo2
(0.23)*** (0.47) (0.23)**:* (0.52)
0.44 -0.34 0.56 -0.48
geo4
(0.21)** (0.47) (0.20)*** (0.44)
0.39 0.34 0.44 0.39
geo5
(0.28) (1.03) (0.26)* (1.08)
06 0.15 0.25 0.16 0.22
g (0.19) (0.26) (0.17) (0.28)
coer80 -0.13 0.031
g (0.01) (0.017)*
literacy -0.02 0.02

% Including China does not affect the statistical results regarding political decentralization.
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(0.01)** (0.02)
1.48 1.65 238 -0.22
rate3534 (1.99) (5.58) (1.98) (5.67)
-0.44 0.88 -0.42 0.94
meape (0.20)** (0.39)%* (0.21)** (0.43)**
-0.23 0.99 -0.17 0.87
acon (0.31) (0.62) (0.30) (0.54)
o -0.03 -0.05 -0.02 0.01
(0.11) (0.20) (0.10) (0.15)
Number of 54 53 58 57
Observations
Adjusted R? 0.64 0.48 0.64 0.49

Note: Robust standard errors in parentheses.
* significant at 10%; ** significant at 5%; *** significant at 1%.

In general, de facto federal arrangements do not appear to be significant determinants
of entrepreneurial performance across countries, and adding the democracy dummy does

not change the results qualitatively. However, the limited data availability may cast

some doubt on this conclusion.
6.1.3  Factors in the Selectorate Theory

The selectorate theory suggests two structural determinants on economic

performance, the size of the winning coalition, W, and its ratio to the size of the
selectorate, wsrate. To test their effects on entrepreneurship, OLS regressions are run on
these variables, together with a group of controls. Like Bueno de Mesquita et al. (2003),
the effects of W (with S) and wsrate are tested in separate models. But unlike Bueno de
Mesquita et al. (2003), in my regressions, the dummy of democracy is directly controlled
rather than using the residuals from the regression of democracy on W and S to avoid the
technical flaws pointed out in Clarke & Stone (2008). This control is added to
distinguish the effects of W or wsrate from those of democracy. Table 6.9 and Table
6.10 report the results when China is not included in the regressions.

Table 6.9  Winning Coalition Size and Entrepreneurship (China Excluded)

€Y 2) 3) “)
Dependant
. Inserate Inesrate Inserate Inesrate
Variable

<280 0.001 0.010 0.000 0.008
(0.002) (0.004)** (0.002) (0.004)**

mu80 -0.01 -0.002 -0.012 -0.001
(0.01) (0.006) (0.007)* (0.006)

pr80 -0.002 0.003 -0.005 0.006
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(0.003) (0.005) (0.003) (0.004)
0.19 0.57 0.19 0.12
geol
(0.35) (0.50) (0.30) (0.59)
0.64 -0.08 0.68 -0.59
geo2
(0.22)** (0.39) (0.21)*** (0.542)
0.26 -0.21 0.36 -0.40
geo4
(0.18) (0.34) (0.14)*** (0.30)
-0.23 0.10 -0.15 0.28
geo5
(0.41) (0.86) (0.39) (0.99)
0.32 -0.40 0.32 -0.43
geob
(0.21) (0.52) (0.21) (0.59)
coer80 -0.03 0.04
g (0.01)%** (0.01)***
literac -0.03 0.03
v (0.01)** (0.02)
-1.48 4.37 0.29 2.76
4
rate3ss (2.42) (4.14) (2.13) (4.37)
meanc -0.42 0.83 -0.47 0.92
P (0.21)** (0.33)** (0.23)** (0.38)**
acon -0.30 1.03 -0.15 0.58
(0.31) (0.57)* (0.26) (0.46)
-0.46 -1.52 -0.27 -0.75
dem
(0.44) (0.70)** (0.30) (0.71)
W -0.78 0.62 -0.71 0.64
(0.32)** (0.55) (0.32)** (0.52)
S 2.87 -2.50 0.58 -0.64
(0.72)*** (1.31)* (0.80) (1.36)
f
Number o 63 62 69 68
Observations
Adjusted R 0.59 0.52 0.59 0.48
Note: Robust standard errors in parentheses.
* significant at 10%; ** significant at 5%; *** significant at 1%.
Table 6.10 'W/S and Entrepreneurship (China Excluded)
@) 2 3) 4
Dependant
. Inserate Inesrate Inserate Inesrate
Variable
ca80 0.000 0.010 0.000 0.008
(0.003) (0.004)** (0.002) (0.004)**
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_— -0.010 -0.002 -0.013 -0.001
(0.006) (0.006) (0.006)** (0.006)
150 -0.002 0.004 -0.005 0.006
(0.003) (0.005) (0.003) (0.004)
0.34 0.44 0.18 0.13
geol
(0.39) (0.50) (0.30) (0.59)
0.56 -0.16 0.69 -0.61
geo2
(0.24)%* (0.39) (0.21)%** (0.41)
0.30 -0.25 0.36 -0.40
geod
(0.18) (0.33) (0.14y*** (0.29)
-0.30 0.16 -0.16 0.29
geos (0.42) (0.89) (0.38) (0.98)
0.34 -0.41 0.33 -0.43
geod (0.22) (0.54) 0.21) (0.58)
eer0 -0.018 0.033
(0.010)* (0.014)**
lteracy -0.04 0.03
(0.01)*** (0.02)
-1.85 4.69 0.43 2.60
rate3534 (2.42) (4.04) 2.12) (4.35)
mcape -0.44 0.85 -0.47 0.92
(0.22)%* (0.33)%** (0.23)%* (0.38)**
o -0.44 1.15 -0.17 0.60
(0.34) (0.61)* (0.25) (0.46)
o -0.30 -1.67 -0.24 -0.79
(0.47) (0.73)%* (0.33) (0.66)
erate -0.69 0.52 -0.72 0.65
(0.35)* (0.58) (0.32)%* (0.51)
Number of
Observations 63 62 69 68
Adjusted R* 0.54 0.51 0.60 0.49

Note: Robust standard errors in parentheses.
* significant at 10%; ** significant at 5%; *** significant at 1%.

The regression analyses show evidence of the significant negative relationship

between winning coalition size and number of entrepreneurs.

The ratio of this coalition

size to the size of the selectorate also displays a negative association with the quantity of

entrepreneurial endeavors at a statistically significant level.

On the other hand, the

quality of entrepreneurship does not appear to have significant correlation with either of
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these two structural variables suggested by Bueno de Mesquita et al. (2003). To the
extent that the smaller self-employed labor force can be viewed as a sign of a
growth-consistent mode of entrepreneurship, the selectorate theory seems to find some
support as far as entrepreneurial performance is concerned.

6.2 De Jure Constitutional Environment and Entrepreneurship

The influences of de jure constitutional environment on entrepreneurship are tested
only within democracies. This restriction is imposed to moderate the concern about
blatant disregard of formal rules in legal and political practices. Five aspects of the
formal constitutional setting are to be studied empirically based on the theories about
institutions and rent-seeking, i.e. form of government, electoral system, federal structure,
de jure property rights protection and de jure judicial independence at the constitution
level.  Finally, though not necessarily pertaining to rent-seeking, the effect of
constitutional antidiscrimination rules will also be probed.

6.2.1 Entrepreneurship and the Five Rent-seeking Related Aspects

1) Basic Findings

The results of the basic OLS regressions are reported in Table 6.11.
Table 6.11  Five De Jure Constitutional Features and Entrepreneurship

€9) (2) 3) 4)
Dependant
. Inserate Inesrate Inserate Inesrate
Variable
ca80 -0.001 0.0100 -0.002 0.010
(0.003) (0.0053)* (0.003) (0.005)**
-0.007 -0.008 -0.0138 0.009
mu8&0
(0.006) (0.010) (0.0070)* (0.012)
20 -0.006 0.006 -0.008 0.007
p (0.004) (0.005) (0.003)** (0.005)
-0.12 0.27 -0.11 0.38
geol
(0.31) (0.40) (0.31) (0.35)
0.63 -0.96 0.61 -0.97
geo2
(0.34)* (0.51)* (0.28)** (0.45)**
0.20 -0.63 0.24 -0.53
geod
(0.26) (0.36)* (0.21) (0.31)*
0.24 0.41 0.37 -0.73
geo5
(0.31) (0.91) (0.30) (0.87)
0.39 -0.23 0.46 -0.26
geob
(0.24) (0.33) (0.15) (0.26)
coer80 -0.018 0.017
g (0.008)** (0.011)
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. -0.04 0.06
literacy

(0.01)%** (0.02)%**
425 5.43 -0.56 1.76
13554
rate3ss (2.23)* (3.07)* (2.16) (2.99)
. -0.08 0.66 -0.07 0.69
P (0.17) (0.27)%* (0.17) (0.23)%**
o 0.20 0.24 0.29 0.21
(0.25) (0.43) (0.23) (0.43)
tane 20.0019 0.001 -0.0021 0.001
& (0.0011)* (0.002) (0.0012)* (0.002)
o 0.04 -0.52 0.04 -0.58
(0.14) (0.26)* (0.12) (0.24)%*
o 0.16 -0.71 0.08 -0.68
! (0.12) (0.22) %+ (0.11) (0.21)%**
. 0.22 0.32 0.34 0.16
P (0.17) (0.28) (0.16)** (0.27)
’ 20.08 0.117 -0.10 0.14
] (0.03)%* (0.058)* (0.02)%%* (0.053)%*
- 0.01 -0.17 -0.002 -0.139
prig (0.04) (0.07)** (0.036) (0.071y*
Number of
Observations 52 31 >6 33
Adjusted R* 0.65 0.64 0.69 0.66

Note: Robust standard errors in parentheses.
* significant at 10%; ** significant at 5%; *** significant at 1%.

The most conspicuous outcome in Table 6.11 is that judicial independence is linked
with the growth-consistent mode of entrepreneurial development, with respect to both the
quantity and the quality of entrepreneurship. Another significant finding is the negative
association between the majoritarian electoral system and the quality of entrepreneurship,
implying an unfavorable impact of majoritarianism on growth-consistent
entrepreneurship. Furthermore, de jure federalism, with less robustness, is likely to
have a negative effect on the quality of entrepreneurship. The de jure property rights
protection by constitutions seems to be negatively associated with the quality of
entrepreneurship also. This is a surprising result, and its robustness needs to be tested
further. Finally, presidential governments appear to be associated positively with the
number of entrepreneurs in one model. Unlike the other four constitutional features,
presidentialism has positive coefficients in all the regressions. This makes the result
suspicious, considering the significant negative correlation between the quantity and
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quality of entrepreneurship.
Table 6.12 shows the outcomes when various interactions between / among federal

structure, electoral rules and government forms are included.
and Entrepreneurship: With

Table 6.12 Five De Jure Constitutional Features

Interactions
@) 2) 3) “4)
Dependant
. Inserate Inesrate Inserate Inesrate
Variable
ca80 -0.001 0.0109 -0.002 0.011
(0.003) (0.0064)* (0.003) (0.006)*
mu80 -0.005 -0.01 -0.0123 0.01
(0.005) (0.01) (0.0067)* (0.01)
20 -0.0076 0.007 -0.010 0.007
P (0.0045)* (0.006) (0.004)** (0.006)
-0.007 0.27 -0.01 0.37
geol
(0.32) (0.45) (0.31) (0.38)
0.71 -0.93 0.66 -0.92
geo2
(0.40)* (0.60)* (0.29)** (0.50)*
0.33 -0.74 0.37 -0.62
geo4d
(0.32) (0.45) (0.24) (0.38)*
0.33 -0.41 0.46 -0.73
geo5
(0.32) (0.97) (0.28) (0.90)
0.36 -0.34 0.41 -0.27
geob
(0.26) (0.40) (0.17)** (0.34)
coer80 -0.018 0.021
g (0.010)* (0.013)
literac -0.05 0.07
Y (0.01)**x* (0.02)***
-4.53 4.85 -0.67 0.04
te3554
e (2.49)* (3.18) (2.42) (3.01)
meape 0.03 0.72 -0.03 0.83
P (0.19) (0.33)** (0.16) (0.26)***
acon 0.45 0.19 0.53 0.28
(0.31) (0.52) (0.31) (0.52)
dace -0.0021 0.000 -0.002 0.000
8 (0.0014) (0.003) (0.002) (0.002)
fod 0.29 -0.56 -0.24 -0.75
(0.37) (0.42) (0.30) (0.30)
maj 0.13 -0.51 -0.22 -0.54
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(0.32) (0.36) (0.22) (0.32)*

-0.003 0.47 0.12 0.21
cpre (0.268) (0.40) 0.21) (0.36)
) -0.09 0.120 -0.10 0.14
n (0.03)%** (0.062)* (0.03)*** (0.06)**
. -0.01 -0.158 -0.02 -0.13
pright (0.04) (0.081)* (0.04) (0.07)*
fed ma 0.52 0.19 0.50 0.15
- (0.52) (0.59) (0.38) (0.50)
fod cpre 0.53 -0.14 0.50 0.08
- (0.39) (0.42) (0.34) (0.34)
mai cpre 0.33 -0.68 0.51 -0.69
— (0.43) (0.48) (0.40) (0.46)
fod maj cpre -0.34 0.34 -0.58 0.69
—ma_ (0.67) (1.00) (0.58) (0.88)
Number of 52 51 56 55
Observations
Adjusted R? 0.64 0.61 0.68 0.63

Note: Robust standard errors in parentheses.
* significant at 10%; ** significant at 5%; *** significant at 1%.

None of these interaction terms is statistically significant, and F-tests show that the
null hypotheses that the joint effect of these interactions on entrepreneurship is zero
cannot be rejected at 5% level in all models in Table 6.10.°> At the same time, the
interaction terms do reduce the adjusted R® values, and the Bayesian Information
Criterion (BIC) tests suggest using parsimonious models without interaction terms.
Table 6.10 also indicates that, after adding the interaction terms, the negative effects of
formal federalism and majoritarian rules on entrepreneurial quality lose statistical
significance, so does the questionable positive effect of presidentialism on entrepreneurial
quantity in model (3). However, F-tests reveal the null hypothesis that the four
interaction terms and maj may jointly have no effect on entrepreneurial quality can be
rejected at 5% level, whereas similar tests on the four interaction terms and fed / cpre do
not reject the null hypothesis at the same significance level. Therefore, the effect of the
majoritarian electoral system is probably not just due to chance. Besides, the
association between de jure property rights protection and the quality of entrepreneurship
also becomes less significant statistically. However, it is most noteworthy that the
effects of de jure judicial independence remain significant.

82 For models (1) through (3), the null hypotheses cannot be rejected even at 10% level, while for model (4)

it cannot be rejected at 8% level.
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2) Robustness Tests

First, the above findings might be subject to the bias of missing data. This seems a
valid concern especially because of the relatively small number of observations included
in the regression analyses. To expand the number of observations and lessen the
concern of missing data bias,”> I imputed data to the two controls with the most missing
data, mcapc and acon. In particular, the data were imputed, in the democracy sample,
by regressing these two variables, respectively, on all the other independent variables in
the baseline model,** and then using the coefficients from these regressions to predict the
values of missing data.® Two new variables, imcapc and iacon, are generated to record
these imputed data. Table 6.13 reports the regression outcomes replacing mcapc and
acon with the new variables.
Table 6.13  Five De Jure Constitutional Features and Entrepreneurship: Imputed Data

@) 2) A3) “4)
Dependant
. Inserate Inesrate Inserate Inesrate
Variable
ca80 -0.000 0.012 0.000 0.012
(0.002) (0.004)*** (0.002) (0.004)***
-0.001 -0.002 -0.003 0.001
mu80
(0.002) (0.012) (0.003) (0.011)
20 -0.005 0.007 -0.0058 0.007
P (0.004) (0.005) (0.0032)* (0.005)
0.26 -0.94 0.32 -0.75
geol
(0.30) (0.76) (0.24) (0.67)
0.57 -0.46 0.73 -0.55
geo2
(0.26)** (0.56) (0.23)*** (0.51)
cod 0.11 -0.29 0.26 -0.43
g (0.20) (0.47) (0.18) (0.44)
0.33 0.10 0.55 -0.29
geo5
(0.28) (1.02) (0.28)* (0.94)
0.40 -0.28 0.44 -0.34
geob
(0.16)* (0.33) (0.14)*** (0.31)
coer80 -0.011 0.01
g (0.005)** (0.01)
literac -0.015 0.03
v (0.005)%** (0.02)

% The cost of imputation, though, is artificially increased precision.
% These variables are: ca80, mu80, pr80, geol, geo2, geod, geoS, geob, cger80, rate3554, mcapc or acon,
dage, fed, maj, cpre, ji, and pright. An alternative imputation does not include the proxy of human capital
and mcapc or acon to address their potential dependence on de jure constitutional characteristics.
8 A similar imputation method was used by Hall & Jones (1999).

85



-4.22 6.40 -2.41 2.29

rate3534 (1.60)*** (4.50) (1.77) (4.59)

. -0.14 0.62 -0.11 0.43
Hneape (0.16) (0.44) (0.15) (0.37)
. 0.18 0.37 0.13 0.65

(0.24) (0.49) (0.22) (0.47)
dage -0.0018 0.003 -0.0017 0.0021
(0.0010)* (0.002) (0.0012) (0.0018)
"y 0.02 -0.28 -0.02 -0.21
(0.12) (0.25) (0.12) (0.24)
. 0.08 -0.79 0.04 -0.64
e (0.11) (0.32)%* (0.10) (0.25)**
0.29 -0.26 0.25 -0.18
cpre
(0.13) (0.27) (0.12)%* (0.35)
, -0.07 0.14 -0.08 0.13
(0.02)*** (0.06)*** (0.02)%** (0.05)**
. 0.00 -0.11 -0.001 20.09
pright (0.03) (0.07) (0.027) (0.06)
Number of
Observations 69 66 77 74
Adjusted R 0.74 0.53 0.73 0.50

Note: Robust standard errors in parentheses.
* significant at 10%; ** significant at 5%; *** significant at 1%.

With the imputed data used in the regressions, de jure judicial independence still
exhibits significant correlation with the growth-consistent pattern of entrepreneurial
development. In addition, the majoritarian electoral system also appears to be
negatively correlated with the quality of entrepreneurship. On the other hand, no
significant effect can be detected any more from de jure federalism or property rights
protection. Although presidentialism seems to have a significant positive association
with the activity level of entrepreneurship in one model, this association is not robust in a
different specification.®

Second, some researchers believe that an improvement in the state of trade shifts the
relative returns from unproductive rent-seeking to productive entrepreneurial activities as
trade encourages competition and thwarts efforts in blocking innovation (Holmes &
Schmitz 2001). To control the potential effect of trade, I add to the baseline models
another explanatory variable, topen, measuring the percentage of total merchandise trade

5 In another four unreported regressions, missing data of mcapc and acon are imputed with the alternative
method. The outcomes do not change qualitatively except that the positive correlation between
presidentialism and the quantity of entrepreneurs are significant at 5% level in both model (1) and (3).
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as of GDP. The data come from the World Development Indicator 2009°.°”  The next

table reports the results after the inclusion of this extra control.
and Entrepreneurship: With

Table 6.14 Five De Jure Constitutional Features
Trade-Openness

) 2) 3) “4)
Dependant
, Inserate Inesrate Inserate Inesrate
Variable
ca80 -0.001 0.0100 -0.002 0.0098
(0.003) (0.0058)* (0.002) (0.0053)*
-0.009 -0.008 -0.0141 0.01
mu80
(0.006) (0.010) (0.0071)* (0.01)
20 -0.006 0.006 -0.008 0.007
P (0.004) (0.005) (0.003)** (0.005)
-0.16 0.26 -0.12 0.38
geol
(0.30) (0.39) (0.30) (0.25)
0.61 -0.96 0.62 -0.97
geo?2
(0.34)* (0.52)* (0.27)** (0.45)**
cod 0.11 -0.64 0.19 -0.52
g (0.29) (0.37)* (0.23) (0.31)*
0.22 -0.41 0.35 -0.73
geo5
(0.31) (0.92) (0.30) (0.88)
0.26 -0.24 0.34 -0.23
geob
(0.31) (0.34) (0.21) (0.29)
coer80 -0.02 0.016
g (0.01)** (0.011)
literac -0.04 0.06
v (0.01)*** (0.02)%**
-3.85 5.47 -0.03 1.63
te3554
e (2.26)* (3.30) (2.44) (3.27)
meane -0.14 0.65 -0.13 0.71
P (0.18) (0.28) (0.16) (0.24)***
acon 0.37 0.25 0.45 0.17
(0.31) (0.53) (0.23)* (0.49)
dage -0.0022 0.001 -0.0024 0.001
& (0.0011)* (0.002) (0.0013)* (0.002)
fed 0.07 -0.52 0.05 -0.59
(0.14) (0.28)* (0.13) (0.25)**
maj 0.16 -0.71 0.08 -0.68

%7 The topen data of Taiwan come from ROC National Statistics.
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(0.13) (0.22)% (0.12) (0.21)+**

e 0.21 0.32 0.31 0.17
P (0.18) (0.29) (0.18)* (0.28)
y -0.08 0.117 -0.09 0.13
! (0.03)*** (0.060)* (0.02)%** (0.05)**
b 0.00 -0.17 -0.01 -0.138
prig (0.04) (0.08)** (0.03) (0.075)*
-0.003 20.000 -0.003 0.000
topen
(0.002) (0.004) (0.002) (0.003)
Number of 52 51 56 55
Observations
Adjusted R 0.66 0.63 0.69 0.65

Note: Robust standard errors in parentheses.
* significant at 10%; ** significant at 5%; *** significant at 1%.

Compared with Table 6.11, no outcome has changed qualitatively so far as the five de
jure constitutional aspects are concerned, except that the effect of presidentialism on
entrepreneurial activity level turns less significant, which might indicate the weakness of
this effect. In fact, topen itself is not significant either statistically or economically, so
may not be a good explanatory variable for entrepreneurial development.

Third, some studies found the quality of democracies were associated with a
country’s fiscal policies (Persson & Tabellini 2003). To control the potential effect of
democracy quality on entrepreneurship through these policies, I add gastil scores to the
regression models as a proxy for the quality of democracy. It should be noted, however,
the quality of democracy may itself be an outcome of certain formal constitutional
designs such as the extent of judicial independence. So it may not be a good control
unless zero contemporaneous correlation is assumed.

Table 6.15 and Table 6.16 report the results of regressions using, respectively, the
original data and the imputed data.

Table 6.15 Five De Jure Constitutional Features and Entrepreneurship: With Quality of
Democracy

€Y 2) 3) “)
Dependant
. Inserate Inesrate Inserate Inesrate
Variable
<280 0.000 0.006 -0.001 0.006
(0.003) (0.005) (0.003) (0.004)
1u80 -0.007 -0.01 -0.014 0.01
(0.006) (0.01) (0.007)** (0.01)
pr80 -0.005 0.002 -0.0063 0.003
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(0.004) (0.005) (0.0034)* (0.004)
-0.10 0.23 -0.12 0.38
geol (0.32) (0.35) (0.32) 0.31)
0.52 -0.55 0.49 -0.61
geo2 (0.36) (0.42) (0.30) (0.37)
0.14 -0.40 0.17 -0.32
geod (0.25) (0.31) (0.20) (0.27)
0.24 -0.41 0.37 -0.75
geos (0.27) (0.65) (0.24) (0.63)
0.38 -0.20 0.44 -0.22
geod (0.22)* (0.24) (0.14)%%* (0.19)
ger0 -0.02 0.01
(0.01)** (0.01)
lteracy -0.04 0.06
(0.01y*** (0.02)%**
:3.59 3.04 0.27 -0.56
rate3534 (2.52) (3.41) Q2.11) (2.77)
mcape 20.08 0.64 -0.06 0.64
(0.19) (0.27)%* (0.19) (0.22) %%+
o 0.20 0.24 0.28 0.27
(0.24) (0.38) (0.23) (0.39)
dage -0.001 0.001 -0.0017 -0.000
(0.001) (0.002) (0.0010)* (0.001)
"y 0.03 -0.23 -0.05 -0.29
(0.15) (0.23) (0.11) (0.22)
ma 0.14 -0.65 0.06 -0.61
(0.12) (0.20)%** (0.11) (0.19)%**
0.25 0.24 0.36 0.10
cpre (0.16) (0.24) (0.14)** (0.20)
) -0.07 0.09 -0.09 0.10
n (0.03)** (0.06) (0.02)%** (0.05)**
. 0.00 2011 -0.02 -0.08
pright (0.04) (0.06)* (0.03) (0.05)
. 0.09 -0.34 0.11 -0.32
gastil (0.09) (0.13)*** (0.09) (0.11)%*x
Number of
Observations 32 31 >6 33
Adjusted R2 0.66 0.70 0.70 0.71

Note: Robust standard errors in parentheses.
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* significant at 10%; ** significant at 5%; *** significant at 1%.

Table 6.16 Five De Jure Constitutional Features and Entrepreneurship: With Quality of

Democracy — Imputed Data

€)) (2) 3) “4)
Dependant
Variable Inserate Inesrate Inserate Inesrate
cag0 0.001 0.0078 0.002 0.006
(0.002) (0.0043)* (0.002) (0.004)
-0.001 -0.001 -0.002 0.003
mu&0
(0.002) (0.013) (0.002) (0.012)
20 -0.004 0.003 -0.004 0.003
P (0.004) (0.005) (0.003) (0.005)
0.30 -1.04 0.38 -0.84
geol
(0.30) (0.73) (0.25) (0.64)
0.51 -0.31 0.70 -0.46
geo2
(0.26)** (0.47) (0.25)%* (0.45)
cod 0.10 -0.24 0.26 -0.37
g (0.18) (0.43) (0.16) (0.39)
0.32 0.07 0.54 -0.29
geo5
(0.24) (0.81) (0.22)** (0.69)
0.40 -0.27 0.44 -0.32
geob
(0.14)%** (0.28) (0.13)%%* (0.27)
coer80 -0.011 0.002
g (0.005)** (0.014)
literac -0.015 0.02
v (0.005)%** (0.02)
-3.25 3.57 -1.53 0.78
te3554
rate (1.64)** (4.26) (1.75) (4.25)
imeanc -0.12 0.56 -0.10 0.39
P (0.18) (0.46) (0.16) (0.38)
iacon 0.20 0.28 0.15 0.59
(0.24) (0.42) 0.21) (0.40)
dace -0.001 0.001 -0.001 0.000
& (0.001) (0.002) (0.001) (0.002)
fod 0.10 -0.02 -0.10 0.02
(0.11) (0.23) (0.12) (0.23)
mai 0.07 -0.78 0.05 -0.68
! (0.12) (0.30)%* (0.11) (0.24)%
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0.25 -0.10 0.19 0.01

cpre (0.12)%* (0.28) (0.11)* (0.27)
) -0.06 0.12 -0.07 0.11
1 (0.02)*** (0.05)** (0.02)%** (0.05)**
. 0.01 -0.08 -0.01 -0.06
pright (0.03) (0.06) (0.03) (0.06)
. 0.1 -0.36 0.11 -0.36
gastil (0.07)* (0. 14y*** (0.06)* (0. 14)***
Number of 69 66 77 74
Observations
Adjusted R* 0.75 0.59 0.74 0.55

Note: Robust standard errors in parentheses.
* significant at 10%; ** significant at 5%; *** significant at 1%.

The significant negative correlation between majoritarian electoral rules and the
quality of entrepreneurship does not change after controlling the quality of democracy.
Formal judicial independence is still significantly correlated with the entrepreneurial
activity level in a negative way, while its positive correlation with the entrepreneurial
quality loses significance in one of the four models. However, presidentialism now
seems to have some positive effect on the number of entrepreneurs, especially when the
imputed data are used. On the other hand, federalism and de jure property rights
protection are no longer significantly associated with entrepreneurial development.®®

Fourth, although it has been rarely suggested that the legal family would affect
entrepreneurial development, there are some evidence that legal family might be
associated with capital market performance (La Porta et al. 1998), so indirectly with
entrepreneurship. To address this concern, I add a control of legal family, civ, whose
value is 1 if a country has civil law influence but no common law influence.”” The
coding of civ is based on CIA World Factbook 2010. Results are reported below.

Table 6.17 Five De Jure Constitutional Features and Entrepreneurship: With Legal
Family

(D @) 3) 4
Dependant
. Inserate Inesrate Inserate Inesrate
Variable
ca80 -0.000 0.0102 -0.002 0.011
(0.003) (0.0054)* (0.003) (0.004)**

8 Alternatively imputed data were also used in unreported regressions, and the qualitatively same results
are found regarding the five de jure constitutional attributes.
% So a country with a mixed civil law and religious or customary law tradition is coded as 1, but a country
with mixed civil law and common law traditions, such as Cyprus, Malta, South Africa and Sri Lanka, is
coded as 0.
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e -0.008 -0.01 20.013 0.01
(0.005) (0.01) (0.007)* (0.01)
-0.005 0.01 -0.0074 0.007
pr80 (0.004) (0.01) (0.0036)** (0.005)
0.02 0.35 -0.07 0.54
geol (0.32) (0.42) (0.35) (0.35)
0.73 -0.88 0.65 -0.80
geo2 (0.38)* (0.53) (0.32)%* (0.46)*
0.25 -0.60 0.26 -0.46
geod (0.26) (0.36) (0.23) (0.31)
0.16 -0.45 0.33 -0.86
geos (0.33) (0.92) 0.31) (0.84)
0.33 -0.28 0.43 -0.39
geod (0.20) (0.37) (0.13)*** (0.30)
-0.014 0.019
cger80 (0.008)* (0.012)
. -0.042 0.07
literacy (0.016)%** (0.02)%**
:3.85 5.68 -0.62 1.58
rate3534 (2.20)* (3.08)* (2.13) (3.06)
mcape -0.14 0.62 -0.09 0.62
(0.18) (0.30)** (0.17) (0.25)%*
. 0.17 0.25 0.27 0.18
(0.26) (0.44) (0.23) (0.44)
dage -0.002 0.000 20.0022 0.001
(0.001)** (0.002) (0.0012)* (0.002)
"y 0.06 -0.19 0.05 -0.52
(0.13) (0.28)* (0.12) (0.23)%*
. 0.12 -0.71 0.07 -0.70
ey (0.10) (0.22) %%+ (0.11) (0.20)%**
0.22 0.32 0.34 0.13
cpre (0.17) (0.29) (0.17)** (0.27)
) -0.10 0.10 -0.10 0.1
n (0.03)*** (0.07) (0.03)*** (0.06)*
. 0.02 -0.16 0.00 -0.12
pright (0.05) (0.08)** (0.04) (0.07)*
. -0.23 -0.14 -0.08 -0.33
(0.15) (0.27) (0.15) (0.26)
Number of 52 51 56 55
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Observations
Adjusted R 0.66 0.63 0.68 0.66
Note: Robust standard errors in parentheses.

* significant at 10%; ** significant at 5%; *** significant at 1%.

Table 6.18 Five De Jure Constitutional Features and Entrepreneurship: With Legal
Family — Imputed Data

@) 2) 3) “4)
Dependant
. Inserate Inesrate Inserate Inesrate
Variable
ca80 0.000 0.012 0.000 0.010
(0.002) (0.004)** (0.002) (0.004)**
-0.000 -0.004 -0.001 0.001
mu80
(0.003) (0.012) (0.003) (0.011)
20 -0.005 0.007 -0.0056 0.007
P (0.004) (0.005) (0.0033)* (0.005)
0.34 -1.05 0.37 -0.74
geol
(0.31) (0.72) (0.25) (0.67)
0.62 -0.56 0.77 -0.54
geo2
(0.27)** (0.57) (0.24)*** (0.51)
cod 0.10 -0.34 0.28 -0.42
& (0.18) (0.46) (0.18) (0.44)
0.29 0.12 0.51 -0.30
geo5
(0.30) (1.04) (0.29)* (0.95)
0.37 -0.22 0.42 -0.35
geob
(0.14)*** (0.36) (0.12)*** (0.34)
coer80 -0.0097 0.003
g (0.0053)* (0.015)
literac -0.015 0.03
Y (0.005)%** (0.02)
-3.83 5.90 -2.20 2.32
t 4
rate3ss (1.61)** (4.26) (1.80) (4.61)
imeane -0.17 0.68 -0.13 0.42
P (0.16) (0.42) (0.15) (0.36)
iacon 0.16 0.38 0.10 0.64
(0.24) (0.52) (0.22) (0.47)
dace -0.002 0.003 -0.0018 0.002
8 (0.001)** (0.002) (0.0012) (0.002)
fed -0.001 -0.33 -0.01 -0.20
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(0.115) (0.25) (0.12) (0.23)

. 0.05 -0.75 0.02 -0.65
me) (0.10) (0.32)%* (0.09) (0.26)**
0.30 -0.27 0.26 -0.18
cpre
(0.13)** (0.38) (0.12)%* (0.36)
) -0.08 0.17 -0.08 0.13
1 (0.03)*** (0.06)*** (0.02)%** (0.05)**
. 0.01 -0.12 0.01 -0.09
pright (0.03) (0.07) (0.03) (0.06)
. -0.15 0.22 -0.11 -0.04
(0.13) (0.31) (0.12) (0.30)
Number of
Observations 69 66 77 4
Adjusted R* 0.74 0.52 0.73 0.49

Note: Robust standard errors in parentheses.
* significant at 10%; ** significant at 5%; *** significant at 1%.

Similar to the situation where quality of democracies is under control, the significant
negative correlation between majoritarian electoral rules and the quality of
entrepreneurship does not change when the legal family variable is included. Judicial
independence still shows significant negative correlation with the quantity of
entrepreneurial actions, while its positive correlation with the entrepreneurial quality
loses significance in one of the four models. Presidentialism, again, seems to have some
positive effect on the number of entrepreneurs, especially when the imputed data are used.
Federalism and formal property rights protection demonstrate negative correlations with
the number of entrepreneurs, but like in the regressions without the control of civ, these
correlations are less robust and disappear when imputed data are used to expand the
degrees of freedom.”

Finally, I used a different sample of democracies according to another rule of
categorization, and the sample only contains countries with positive POLITY scores
averaged from 1993 to 2008. The baseline regressions are run on both the original data
and the imputed mcapc and acon data.”'  Results of these regressions are reported in the
following two tables.

Table 6.19 Five De Jure Constitutional Features and Entrepreneurship: Alternative
Sample

M 2) 3) 4)

70 Alternatively imputed data were also used in unreported regressions, and the qualitatively same results
are found regarding the five de jure constitutional attributes.
"' The methods of imputation are the same as aforementioned.
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Dependant
Variable

ca80
mug0
pr80
geol
geo2
geo4
geo5
geob
cger80
literacy
rate3554
mcapc
acon
dage
fed
maj
cpre

Jji

pright

Inserate

-0.001
(0.003)
-0.007
(0.006)
-0.007
(0.004)*
-0.03
(0.33)
0.67
(0.36)*
0.24
(0.28)
0.22
(0.30)
0.44
(0.24)*
-0.016
(0.009)*

435
(2.24)*
-0.09
(0.18)
0.23
(0.28)
20.0016
(0.0012)
0.06
(0.15)
0.18
(0.13)
0.22
(0.18)
-0.09
(0.03)%**
0.02

Inesrate

0.0099
(0.0057)*
-0.01
(0.01)
0.006
(0.006)
0.26
(0.43)
-0.96
(0.52)*
-0.63
(0.37)*
0.41
(0.92)
-0.24
(0.34)
0.016
(0.012)

5.51
(3.11)
0.65
(0.29)%*
0.26
(0.46)
0.000
(0.002)
-0.52
(0.28)*
-0.71
(0.24)* %
0.33
(0.29)
0.118
(0.063)*
-0.169

Inserate

-0.002
(0.003)
-0.0144

(0.0075)*
-0.009
(0.003)***
-0.09
(0.33)
0.62
(0.29)
0.26
(0.23)
0.35
(0.28)
0.49
(0.15)%*

-0.045
(0.015)***
-0.65
(2.26)
-0.07
(0.17)
0.27
(0.24)
-0.0017
(0.0012)
0.05
(0.13)
0.10
(0.11)
0.34
(0.17)**
-0.10
(0.02)***
0.01

Inesrate

0.0096
(0.0052)*
0.01
(0.01)
0.007
(0.005)
0.45
(0.37)
-0.90
(0.47)*
-0.48
(0.32)
-0.75
(0.88)
-0.26
0.27)

0.06
(0.02)%**
1.55
(3.11)
0.66
(0.24)**%
031
(0.45)
0.001
(0.001)
-0.54
(0.25)**
-0.66
(0.23)%
0.16
(0.28)
0.14
(0.06)**
-0.13
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(0.04) (0.085)* (0.04) (0.08)
Number of

umber o 50 49 54 53
Observations
Adjusted R? 0.66 0.62 0.70 0.65

Note: Robust standard errors in parentheses.
* significant at 10%; ** significant at 5%; *** significant at 1%.

Table 6.20 Five De Jure Constitutional Features and Entrepreneurship: Alternative
Sample with Imputed Data

@) 2 3) 4
Dependant
. Inserate Inesrate Inserate Inesrate
Variable
cag0 -0.003 0.011 -0.001 0.010
(0.003) (0.004)** (0.002) (0.004)**
u80 -0.001 -0.003 -0.002 0.003
(0.003) (0.011) (0.003) 0.011)
20 -0.007 0.008 -0.008 0.008
P (0.004)* (0.006) (0.003)** (0.006)
0.35 -0.97 0.32 -0.43
geol
(0.35) (0.80) (0.28) (0.72)
0.64 -0.53 0.73 -0.50
geo2
(0.29)%* (0.54) (0.25)%** (0.50)
0.20 -0.07 0.32 -0.26
geod
(0.22) (0.44) (0.19) (0.42)
0.39 0.04 0.52 -0.37
geo5
(0.28) (0.96) (0.28) (0.93)
0.44 -0.21 0.45 -0.13
geob
(0.18)** (0.31) (0.16)*** (0.31)
coer80 -0.008 0.002
g (0.006) (0.014)
literac -0.011 0.02
v (0.005)** (0.03)
-4.86 9.73 -3.70 6.33
te3554
rate (1.77)** (4.00)** (1.89)* (4.10)
imeanc -0.07 0.91 -0.02 0.60
P (0.18) (0.42)%* (0.15) (0.32)*
iacon 0.25 0.12 0.24 0.48
(0.29) (0.45) (0.26) (0.40)
dage -0.0016 0.002 -0.0015 0.002
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(0.0012) (0.002) (0.0013) (0.002)

. 0.03 -0.41 -0.03 2031
(0.12) (0.23)* (0.12) 0.21)
. 0.12 -0.87 0.10 -0.71

e (0.12) (0.31)%** (0.11) (0.23)***
0.22 -0.16 0.20 -0.02
cpre (0.15) (0.33) (0.14) (0.34)
) -0.08 0.14 -0.08 0.12

n (0.02)%** (0.05)** (0.02)%** (0.05)**
. 0.01 -0.14 0.01 -0.08
pright (0.03) (0.08)* (0.03) (0.07)

Number of
Observations 64 61 70 67

Adjusted R* 0.75 0.58 0.74 0.54

Note: Robust standard errors in parentheses.
* significant at 10%; ** significant at 5%; *** significant at 1%.

Compared with Table 6.11 and Table 6.13, using this new sample of democracies, we
can still find the significant negative correlation between majoritarianism and the quality
of entrepreneurship, and that the effects of de jure judicial independence on
entrepreneurial performance are the same as before in terms of statistical significance.
But with respect to the other three constitutional features, the outcomes appear less robust,
and become statistically weaker in general.””

3) Propensity Score Matching

As stated in Chapter 5, propensity score matching tests are also conducted on the five
de jure constitutional features in a parsimonious model with common support. The
estimator used in these tests is the average treatment effect on the treated (ATT).
One-to-one matching and kernel matching are applied. Propensity scores are estimated
based on the logit model, and standard errors are estimated by the bootstrapping
method.” The results of these matching estimates are reported in the following five
tables.

Table 6.21 Matching Results: Federalism
@) 2 3) “4)

Dependant Inserate Inesrate Inserate Inesrate

2 Alternatively imputed data were also used in unreported regressions, and the results are qualitatively the
same regarding the five de jure constitutional attributes.
7 Besides these robustness tests, I also added oecd as an additional control measuring the OECD
membership as of 2000. No results were different, in terms of statistical significance, from the basic
findings as far as the five formal constitutional attributes are concerned.
™ Results of balance tests are unreported, but they indicate better balance after matching in general.
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Variable

fed -0.39 0.19 -0.36 0.16
(0.28) (0.48) (0.24) (0.42)
Method of
e‘ © .0 One-to-one One-to-one Kernel Kernel
Estimation
Number of
Hmber 86 82 86 82
Observations
Number of
Hmbero 500 500 499 496
Replications
Note: Bootstrap standard errors in parentheses.
* significant at 10%; ** significant at 5%; *** significant at 1%.
Table 6.22 Matching Results: Electoral Rules
€9) (2 3) 4)
Dependant
. Inserate Inesrate Inserate Inesrate
Variable
mai -0.26 -0.09 -0.15 -0.12
J (0.22) (0.50) (0.19) (0.48)
Method of
e‘ © .0 One-to-one One-to-one Kernel Kernel
Estimation
Number of
umber o 86 82 86 82
Observations
Number of
Hmbero 500 497 500 500
Replications
Note: Bootstrap standard errors in parentheses.
* significant at 10%; ** significant at 5%; *** significant at 1%.
Table 6.23 Matching Results: Form of Government
(D (2 3) 4)
Dependant
. Inserate Inesrate Inserate Inesrate
Variable
0.16 0.07 0.22 -0.29
cpre
(0.22) (0.61) (0.22) (0.54)
Method of
e‘ © _0 One-to-one One-to-one Kernel Kernel
Estimation
Number of
Hmber 0 78 75 78 75
Observations
Number of
Hmbero 490 490 485 488
Replications
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Note: Bootstrap standard errors in parentheses.
* significant at 10%; ** significant at 5%; *** significant at 1%.

Table 6.24 Matching Results: Judicial Independence

(D @) 3) “4)
Dependant
. Inserate Inesrate Inserate Inesrate
Variable
& -0.43 0.13 -0.45 0.24
! (0.19)** (0.35) (0.15)%** (0.29)
Method of
e‘ © .0 One-to-one One-to-one Kernel Kernel
Estimation
Number of 87 83 87 83
Observations
f
Number o 500 500 500 500
Replications

Note: Bootstrap standard errors in parentheses.
* significant at 10%; ** significant at 5%; *** significant at 1%.

Table 6.25 Matching Results: Property Rights Protection

(D (2 3) “4)
Dependant
. Inserate Inesrate Inserate Inesrate
Variable
. 0.02 -0.49 0.14 -0.38
dpright
(0.20) (0.38) (0.17) (0.31)
Method of
e‘ © _0 One-to-one One-to-one Kernel Kernel
Estimation
Number of 87 83 87 83
Observations
Number of 500 500 500 500
Replications

Note: Bootstrap standard errors in parentheses.
* significant at 10%; ** significant at 5%; *** significant at 1%.

Matching estimates show that of the five formal constitutional characteristics, only
judicial independence has significant effects on entrepreneurship, both in terms of
quantity and quality. The associations between judicial independence and
entrepreneurial performance are also consistent with the regression estimates.

To check the robustness, I also apply similar matching estimates to the alternative
sample of democracies. Results are reported below.
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Table 6.26 Matching Results: Federalism (Alternative Sample)

(D (2 3) “4)
Dependant
. Inserate Inesrate Inserate Inesrate
Variable
fed -0.49 0.71 -0.55 0.73
(0.30) (0.66) (0.26)** (0.52)
Method of
e' © ,0 One-to-one One-to-one Kernel Kernel
Estimation
N f
umber o 76 73 76 73
Observations
f
Number o 500 498 500 495
Replications

Note: Bootstrap standard errors in parentheses.
* significant at 10%; ** significant at 5%; *** significant at 1%.

Table 6.27 Matching Results: Electoral Rules (Alternative Sample)

(H (2 3) 4
Dependant
. Inserate Inesrate Inserate Inesrate
Variable
ma 0.06 0.91 -0.05 0.22
/ (0.28) (0.91) (0.24) (0.74)
Method of
e‘ © .0 One-to-one One-to-one Kernel Kernel
Estimation
Number of 82 79 82 79
Observations
Number of 499 499 498 498
Replications

Note: Bootstrap standard errors in parentheses.
* significant at 10%; ** significant at 5%; *** significant at 1%.

Table 6.28 Matching Results: Form of Government (Alternative Sample)

(H (2) 3) 4
Dependant
) Inserate Inesrate Inserate Inesrate
Variable
0.53 -0.66 0.45 -0.72
cpre
(0.49) (1.10) (0.51) (1.17)
Method of
e‘ © .0 One-to-one One-to-one Kernel Kernel
Estimation
Number of 70 67 70 67
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Observations

Number of

o 266 277 248 259
Replications

Note: Bootstrap standard errors in parentheses.
* significant at 10%; ** significant at 5%; *** significant at 1%.

Table 6.29 Matching Results: Judicial Independence (Alternative Sample)

(D @) 3) “4)
Dependant
. Inserate Inesrate Inserate Inesrate
Variable
&ii -0.44 091 -0.44 0.59
! (0.21)** (0.42)** (0.17)%** (0.32)*
Method of
e‘ © .0 One-to-one One-to-one Kernel Kernel
Estimation
Number of 79 76 79 76
Observations
f
Number o 500 500 500 500
Replications

Note: Bootstrap standard errors in parentheses.
* significant at 10%; ** significant at 5%; *** significant at 1%.

Table 6.30 Matching Results: Property Rights Protection (Alternative Sample)

(D @) 3) “4)
Dependant
. Inserate Inesrate Inserate Inesrate
Variable
) 0.10 -0.14 0.03 0.07
dpright
(0.28) (0.57) (0.24) (0.48)
Method of
e‘ © _0 One-to-one One-to-one Kernel Kernel
Estimation
Number of 79 76 79 76
Observations
N f
umber o 500 500 500 500
Replications

Note: Bootstrap standard errors in parentheses.
* significant at 10%; ** significant at 5%; *** significant at 1%.

The tests on the alternative sample confirm the significant influence of judicial
independence on entrepreneurial development. Besides, federalism appears to have
significant negative effect on the number of entrepreneurs, but only in one model.
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6.2.2 Entrepreneurship and Antidiscrimination Provisions

The regression estimates do not show any significant correlation between
entrepreneurship and the antidiscrimination provisions in constitutions, no matter whether

the other five de jure constitutional characteristics are controlled or not.

tables report the results.

The next two

Table 6.31 Antidiscrimination Rules and Entrepreneurship: Controlling Five De Jure

Constitutional Features

) 2) 3) “4)
Dependant
, Inserate Inesrate Inserate Inesrate
Variable
ca80 0.001 0.0104 -0.002 0.0100
(0.003) (0.0055)* (0.003) (0.0051)*
mu80 -0.007 -0.01 -0.013 0.01
u
(0.006) (0.01) (0.007)* (0.01)
20 -0.005 0.01 -0.007 0.007
P (0.004) (0.01) (0.003)** (0.005)
-0.12 0.23 -0.14 0.36
geol
(0.31) (0.41) (0.32) (0.36)
0.64 -0.90 0.65 -0.95
geo2
(0.35)* (0.51)* (0.28)** (0.45)**
cod 0.21 -0.61 0.26 -0.52
g (0.27) (0.36)* (0.22) (0.31)*
0.23 -0.44 0.36 -0.74
geo5
(0.32) (0.88) (0.32) (0.87)
0.43 -0.03 0.56 -0.20
geob
(0.27) (0.37) (0.15)*** (0.30)
coer80 -0.02 0.01
g (0.01)** (0.01)
literac -0.05 0.06
s (0.01)*** (0.02)%**
-4.16 5.89 0.02 2.05
te3554
e (2.32)* (3.03)* (2.46) (3.05)
meane -0.10 0.58 -0.12 0.68
P (0.19) (0.27)** (0.17) (0.23)***
acon 0.22 0.32 0.33 0.22
(0.26) (0.47) (0.22) (0.45)
dage -0.0018 0.001 -0.0018 0.001
& (0.0012) (0.002) (0.0013) (0.002)
fed 0.05 -0.50 0.05 -0.58
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(0.14) (0.27)* (0.12) (0.24)%*

. 0.15 -0.73 0.06 -0.70
e (0.13) (0.21)%** (0.12) (0.21)%**
0.23 0.34 0.34 0.16
cpre
(0.18) (0.27) (0.17)** (0.27)
} 20.08 0.11 -0.10 0.13
1 (0.03)*** (0.06)* (0.03)*** (0.05)***
. 0.01 -0.17 -0.00 -0.140
pright (0.04) (0.07) (0.04) (0.072)*
e 0.01 0.06 0.03 0.02
(0.04) (0.05) (0.03) (0.04)
Number of 52 51 56 55
Observations
Adjusted R* 0.64 0.64 0.68 0.65

Note: Robust standard errors in parentheses.
* significant at 10%; ** significant at 5%; *** significant at 1%.

Table 6.32 Antidiscrimination Rules and Entrepreneurship: Not Controlling Five De
Jure Constitutional Features

&) 2) 3) “4)
Dependant
, Inserate Inesrate Inserate Inesrate
Variable
<280 0.002 0.009 0.001 0.008
(0.003) (0.005)* (0.002) (0.005)*
mu80 0.003 -0.01 -0.006 0.01
(0.004) (0.01) (0.005) (0.01)
20 -0.003 0.01 -0.005 0.006
P (0.004) (0.01) (0.003) (0.005)
-0.07 1.02 -0.26 1.25
geol
(0.31) (0.54)* (0.30) (0.50)**
0.59 -0.11 0.65 -0.30
geo2
(0.26)** (0.43) (0.25)** (0.38)
0.40 -0.31 0.43 -0.28
geo4
(0.16)** (0.28) (0.13)%** (0.24)
605 0.33 -0.32 0.49 -0.71
g (0.34) (1.28) (0.31) (1.24)
0.38 -0.49 0.40 -0.58
geob
(0.22)* (0.51) (0.20)** (0.51)
cger80 -0.017 0.027
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(0.009)* (0.012)**

lteracy -0.04 0.07
(0.01)*** (0.02)***
-0.39 4.02 1.83 0.39
rate3534 (1.90) (3.34) (1.39) (3.00)
mcape -0.18 0.38 -0.17 0.41
(0.22) (0.28) 0.21) (0.24)*
0.20 0.42 0.30 0.26
acon
(0.24) (0.47) (0.19) (0.42)
dage -0.0019 0.0033 -0.0015 0.0027
(0.0011)* (0.0018)* (0.0012) (0.0014)*
e 0.02 -0.02 0.04 -0.05
(0.03) (0.06) (0.03) (0.06)
Number of
Observations 36 33 60 >9
Adjusted R? 0.59 0.53 0.63 0.57

Note: Robust standard errors in parentheses.
* significant at 10%; ** significant at 5%; *** significant at 1%.

The insignificant association between antidiscrimination rules and entrepreneurship
might be a result of the counteracting effects of such rules as introduced in Chapter 2, or
it may be attributable to the lack of internal consistency among the components of the
antidiscrimination index, the alpha value of which is merely about 0.3.

6.3 Summary

With respect to de facto constitutional environment, as a whole, both the OLS
regressions and the IV estimates indicate a negative influence of de facto property rights
protection on the quantity of entrepreneurs, and, somewhat less robustly, a positive one
on the quality of entrepreneurship. To the extent that lower quantity and higher quality
suggest a growth-consistent pattern of entrepreneurship, the de facto security of property
rights is likely to promote this form of entrepreneurial development. The two key
factors of the selectorate theory, the size of the winning coalition and the ratio of this size
to the size of the selectorate, show negative associations with the quantity of
entrepreneurs, which seem to have statistical significance. This is probably compatible
with the selectorate theory insofar as a smaller group of entrepreneurs is actually a sign of
the growth-consistent entrepreneurship.  On the other hand, de facto federalism, either in
terms of fiscal decentralization or political decentralization, is not found to be correlated
with entrepreneurial performance.

As for de jure constitutional environment, judging by the preponderance of evidence,
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we may be able to say that two of the formal constitutional features show significant
impacts on entrepreneurship with robustness. First, de jure judicial independence has a
negative effect on the quantity of entrepreneurial activities but a positive one on the
quality of entrepreneurial performance. Second, majoritarian electoral rules, relative to
non-majoritarian rules, have a negative effect on the quality of entrepreneurship.
Moreover, the matching estimates also lend support to the observed relationship between
judicial independence and entrepreneurship, although the effect on the quality of
entrepreneurship appears weaker in general. If we are ready to accept the concept of
growth-consistent entrepreneurship as defined earlier, it seems judicial independence
promotes the growth-consistent entrepreneurship while majoritarian rules, maybe to some
less extent, obstruct this type of entrepreneurship. At the same time, the other three
formal constitutional attributes, federalism, presidentialism and property rights protection,
show significant effects on entrepreneurial development only in some specifications,
either in terms of quantity or quality, but these outcomes are not robust in general. So it
is seemingly hard to connect these constitutional features with entrepreneurial
performance at the current stage.

However, these outcomes are tentative and need to be treated with caution. First of
all, the level of economic development is not included in the models leading to the
aforementioned results. Thus, they are built on the assumption that both the
constitutional structure and the entrepreneurship performance affect the level of economic
development. In principle, IV estimates may be used to test the direction of causality
between economic growth and entrepreneurship, but I am not able to find an appropriate
and strong instrument for the level of economic development. I did try two instruments
used in the previous researches, the latitudinal distance from the equator by Treisman
(2000) and the trade-weighted world average income by Acemoglu et al. (2008), but
neither appeared strong in the first-stage regressions. Second, as noted in Chapter 5, the
reverse causal relationship between constitutional environment and economic growth is
assumed away. This seems to be valid as far as the formal constitutional features are
concerned, but may be questionable regarding the de factor security of property rights.
The IV estimates perhaps help alleviate part of the concern if the instrument used really
has no effect on entrepreneurship except through the extent of property rights security.
Finally, although the formal constitutional setting is less likely to be a direct result of
entrepreneurship or level of economic development, there might be unobserved
confounders that can give rise to selection biases. Again, lack of reliable instruments
prevents us from drawing more robust conclusions. Persson & Tabellini (2003) used
three indicator variables for the historical periods when the current form of governments
and electoral rules were adopted as instruments for these two constitutional
characteristics. But these variables are too weak to be instruments for this study.”

”* In fact, they were weak instruments even for their original study, but Persson and Tabellini believed in
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They also instrumented these constitutional features on the distance from the equator and
the percentage of population whose mother tongue is English or a European language.
These instruments are believed to reflect the depth of European cultural influence on
institutions. Since cultural heritage itself is deemed as a determinant of
entrepreneurship, however, this latter group of instruments is obviously inappropriate for
the current study. In addition, no instrument has ever been explored for the formal
constitutional judicial independence. In fact, we do not even know much about what
may determine this constitutional feature except the general geographical and cultural
factors.”®

their strength by mistake as they used a wrong specification for the first-stage regression, see Acemoglu
(2005: 1031).
76 Legal family is conceivably a determinant of the formal judicial independence in constitutions, but it
also seems to affect other constitutional features such as property rights protection and electoral rules, and
may bear on entrepreneurship through other channels as well.
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Chapter 7 Discussion About the Results

7.1 The Negative Correlation Between the Number of Entrepreneurs and the
Institutional Quality

The first interesting finding from the empirical study is that, contrary to the
prediction of Murphy et al. (1991), the number of entrepreneurs decreases as the
institutional quality improves. In particular, we have seen that the actual security of
property rights, the degree of formal judicial independence, as well as the two structural
factors suggested by the selectorate theory, the size of the winning coalition and the ratio
of this size to the size of the selectorate, are all negatively correlated with the quantity of
entrepreneurs.

Murphy et al. (1991) based its prediction on the assumption that as the rent-seeking
sector becomes more profitable, the demand in labor increases, and the level of wages
goes up. But it looks suspicious empirically that a rent-seeking friendly institution will
be associated with higher wages. Although more carefully designed studies are needed
to provide a precise answer, anecdotal evidence seems to contradict this proposition.
Based on Anshenfelter & Jurajda (2009), I tested the correlation between the hourly wage
of a McDonald’s cashier or crew (PPP US dollars) in 2000 and the Heritage Foundation
property right index of 1998 in 26 countries. The correlation coefficient is about 0.53
and significant at 1% level. The correlation itself may not be very strong, but the
important point is that the correlation is positive rather than negative.

It seems implausible that the overall demand in labor rises as rent-seeking intensifies.
First of all, the capital supply in the productive sector is likely to shrink when the
rent-seeking activities become more serious. If we think of rent-seeking as an activity
depriving the productive sector of certain proportion of its return, then the level of capital
investment in this sector should be lower as the proportion of deprivation turns greater.
Capital may be simply channeled to consumption instead of investment. When the
supply of capital decreases, the labor becomes less productive in the entrepreneurial
sector, and the relative price of capital goes up. The first effect pulls down the demand
in labor while the second effect pushes up such demand. However, if the technical
elasticity of substitution, which describes the sensitivity of the capital-labor ratio to the
change in the relative prices of inputs, is less than 1, as assumed in Lucas (1978), the
second effect will be overwhelmed by the first one, so that the demand in labor reduces in
the entrepreneurial sector.

On the other hand, I also doubt that the number of employers in the rent-seeking
sector grows with the profitability of rent-seeking. Oftentimes, there are barriers of
entry to the rent-seeking sector. Various qualification exams serve as official barriers,
but unofficial barriers such as nepotism are even more crucial. As rent-seeking becomes
more profitable, it is reasonable to believe that the incumbents will be better incentivized
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to entrench their positions by raising the hurdles for entry. Doing so is likely to increase
the private benefits of the incumbents even if it does not maximize the total amount of
rents extracted by the rent-seeking sector as a whole.””  As Mancur Olson acutely stated,
distributional coalitions, once big enough to succeed, are exclusive (Olson 1982: 69).
Therefore, in countries where rent-seeking is more severe, we are expecting to see a less
open rent-seeking sector with fewer employers. However, it is probably true that a
larger number of employees will be hired by each employer in the more profitable
rent-seeking sector. Two factors may account for such an increase in demand. For one
thing, it requires more labor input to police the restrictive conditions for entry. For
another, abundant capital supply in the rent-seeking sector improves labor productivity in
this sector, which, based on the same assumption about technical elasticity of substitution,
should expand the demand in labor as well. Therefore, it seems difficult to predict
whether the entire size of rent-seeking sector will be larger or smaller as rent-seeking
escalates in a country. This result finds some evidence in my empirical study. The
relative size of the public sector, measured as the share of employment in the public
sector,”® seems to have only very weak correlation with the security of property rights.
And if there is any correlation at all, such correlation appears to be positive, which
suggests the larger size of public sector actually tends to coexist with better protection of
property rights. The correlation coefficient is below 0.01 with no statistical significant
even at the 10% level when the Heritage Foundation index is used as a proxy for the
security of property rights, whereas the correlation coefficient rises to 0.28 with 5% level
significance when Hall & Jones (1999) index is used as a proxy.

Considering the effects of intensified rent-seeking on the labor demand in both the
entrepreneurial and the rent-seeking sectors, it looks plausible that the overall demand
should decrease, other things being equal. Consequently, the equilibrium wage level
will be lower in a country that is more gravely plagued by rent-seeking. As
demonstrated above, this prediction is supported by some preliminary empirical evidence.
With the decrease in labor demand and wage level, it is sensible to expect a higher rate of
self-employment, especially when we consider the relatively high barriers for the
superfluous labor to enter the rent-seeking sector.””
employees are less talented than employers in general, the new comers pushed into the
entrepreneurial sector as a result of intensified rent-seeking will downgrade the average

It is also conceivable that, assuming

" Suppose the profitability of rent-seeking is measured by the tax rate. An increase in the tax rate
expands the marginal benefit of the efforts spent on restricting entries to the rent-seeking sector.
® The data source is WDI 2009.
™ Beyond the technical barriers, it seems that other barriers of entries to self-employment, or the
entrepreneurial sector, are possibly the consequence of rent-seeking. In other words, it is the rent-seeking
sector that has laid down these barriers. But the barriers to self-employment, at most, benefit the
rent-seeking sector indirectly, whereas blocking entries to the rent-seeking sector itself will be a direct
means to benefit the incumbents in this sector. Therefore, it is plausible that the entry barriers will
generally be higher in the rent-seeking sector.
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level of talent possessed by entrepreneurs so that the quality of entrepreneurship
decreases.

7.2 The Impact of Electoral Rules

Another important finding from the empirical study is that the majoritarian electoral
system, relative to nonmajoritarian systems, has a negative impact on the quality of
entrepreneurship, but no significant correlation with the quantity of entrepreneurs. This
result is striking since for most other constitutional attributes, their effects on the quantity
of entrepreneurs are more significant than on the quality of entrepreneurship.

One explanation for the weaker significance of the effects on entrepreneurial quality
is that the potential measurement error tends to be a more serious concern with respect to
this dependent variable. Vagueness in indentifying self-employed employers will arise
when some of them work with the assistance of family members or intermittent laborers.
Different countries may treat these borderline cases differently. Another factor that
contributes to the measurement error might be deliberate misrepresentation about the
hiring of employees by the self-employed to take advantage of certain tax or regulatory
policies. The measurement error in dependent variables, though does not generate
biased estimates, enlarges the standard error of estimates, which, in turn, reduces the
statistical significance.

Considering the possibility of measurement error, therefore, the impact of electoral
rules on entrepreneurial quality is, perhaps, fairly strong indeed. On the other hand, if it
is true that the intensity of rent-seeking is likely to raise the number of entrepreneurs,
when measured by self-employment, as well as degrade the quality of entrepreneurship,
then lack of significant impact on the quantity of entrepreneurs probably suggests another
route of influence by electoral rules, other than the severity of rent-seeking activities.
But what might be such a route?

One salient difference between majoritarian systems and proportional representation
systems shown in empirical researches is that the latter yield much better representation.
Powell has shown that majoritarian elections, notwithstanding opposite theoretical
predictions, generate higher vote-seat disproportionality in practice, which eventually
leads to substantial divergence between the preferences of median voters and the
government or policy makers. In contrast, under proportional representation, despite its
indirect multistage representing process, the ultimate policy makers’ preferences are
much closer to the median voter’s. Postelection bargaining among representatives
actually creates greater congruence between governments and citizen medians in general
(Powell 2000). The high electoral disproportionalities in countries using majoritarian
rules are confirmed by other researchers as well. For instance, in the thirty-six
democracies studied by Lijphart, those adopting the majoritarian systems are clearly
associated with more serious degree of disproportionality, and even the two marginal
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cases of proportional representation, Greece and Spain, still demonstrate less electoral
disproportionality than the majoritarian states (Lijphart 1999). Such empirical evidence
manifests that, unlike the theoretical prediction in Austen-Smith (2000), in proportional
representation systems, policy makers’ positions are more likely to converge with the
position held by the exogenously determined median voter.

If citizens’ preferences can be understood as lying on a single superdimension,
“choosing the position of the median citizen minimizes the number of voters who would
prefer the most popular alternative position” (Powell 2000: 201). Weak representation,
reflected in substantial deviation from the median voter’s position, gives rise to policies
with uneven influences favoring some citizens in the society at the expense of a greater
number of others. Weakly represented governments, therefore, tend to create a larger
group of underprivileged citizens. If that is true, majoritarian systems probably produce
more inequality within a country.

Conceivably, biased government policies will affect access to resources
complementary to talent in entrepreneurial endeavors. Above all, such policies tend to
aggravate wealth concentration, and may also set restrictions on the financial
opportunities available to the general public. Consequently, entrepreneurial activities
will be suppressed as long as the distribution of talent is independent from, or at least not
highly correlated in a positive way with, the uneven distribution of these complementary
resources resulting from the sided policies. If we are ready to believe that talented
people are likely to appear with similar probability across the lines of race, gender,
religion, origin, family background, etc., then equal opportunities to access resources
seem indispensable to insure an unimpeded selection into entrepreneurship. On the
other hand, insofar as the government policies exert disparate influence on entries to the
rent-seeking sector, talented people belonging to the underrepresented groups will
encounter more difficulty becoming a rent-seeker, too, thus pushing them into the
entrepreneurial sector. In this sense, underrepresentation affects entrepreneurship in the
same way as discrimination, with both pulling and pushing effects. In fact, majoritarian
rules might be a political mechanism to legitimize certain implicitly discriminative
policies. Consequently, the quantity of entrepreneurs may not vary substantially under
these offsetting forces. Nevertheless, to the extent that the discriminative influences of
majoritarian rules sort out talents into the entrepreneurial sector according to the
availability of some complementary resources, misallocation of talents will occur so that
less talented individuals enter the entrepreneurial sector, which reduces the average
quality of entrepreneurship.®

% In this case, the quality of entrepreneurship, when measured by firm size, may decline for another reason.
Even if talented people in the underprivileged groups do become entrepreneurs, they will run smaller firms
due to limited access to the complementary resources. It should be noted that, unlike Murphy et al. (1991),
I believe that the quality of entrepreneurship does not depend only on the input of talent, but also on the
input of other resources.
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As reviewed in Chapter 2, Persson & Tabellini (2000) posits that proportional
representation is supposedly linked to higher level of corruption for the blurred
accountability resulting from voting on party lists. It is plausible to expect lower
accountability correlated with expanded chance for corruption. At the same time,
however, Myerson’s model also convincingly suggests that the voting mechanism in
proportional representation facilitates voters to opt out of corruptive parties. Therefore,
collective accountability, on the one hand, alleviates individual politician’s concern about
reelection, whereas easier punishment on corruptive parties boosts political parties’
reelection concern. The ultimate consequence of these two counteractive forces is not
clear, and perhaps depends on the strength of party discipline as well. The available
data in my study are not indicative of any significant relationship between corruption and
electoral rules. When proxied by the Heritage Foundation index, the correlation
between security of property rights and the majoritarian system is merely -0.10 and not
significant even at the 10% level."’

Probably, it is also advisable to tell apart the potential effects on entrepreneurship
stemming from illegitimate rent-seeking, such as corruption, and legitimate rent-seeking
activities, such as logrolling. While illegitimate rent-seeking is usually incentivized by
monetary benefits, legitimate rent-seeking is likely to be driven by nonmonetary
motivations as well. Conceivably, a desire for power is underlying many self-selections
into the public sector. Although entrepreneurs sometimes are also stimulated by
non-pecuniary incentives, these are by and large secondary considerations in
entrepreneurial selections. Even when non-pecuniary incentives do play a part, usually
it is autonomy, rather than power, that motivates entrepreneurial actions (Parker 2009:
111-113). Working in the public sector by no means adds to autonomy in job. Where
illegitimate rent-seeking is effectively restricted, the difference in preferences should,
imaginably, separate talent into different sectors. In other words, when potential
entrepreneurs and potential rent-seekers do not share the same preference, the improved
reward in one sector will not attract away talented people from the other. Thus, if
proportional electoral systems give politicians more leeway to conduct legitimate
rent-seeking, this should not be a major factor to undermine inspirations of becoming
entrepreneurs.

7.3 The Relevance of Judicial Independence and Irrelevance of Property Rights
Protection

Although both the constitutional stipulations on judicial independence and property
rights protection are expected to promote the good entrepreneurial performance, the
empirical evidence only supports the predicted effect of judicial independence on

81 When Hall & Jones (1999) index is used, the correlation is -0.09, even lower, and it is insignificant at
10% level, either.
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entrepreneurship, and the property rights protection rules do not appear relevant. This
might be a surprising result at the first glance, but can be better understood once we have
a close look at the different characteristics of these two types of constitutional provisions.

First of all, while judicial independence carves out the fundamental status of a major
branch of government, property rights protection concerns the guarantees of individual
rights.  Although it is desirable to lay down guarantees of rights in a constitution, such
protection can be established in other lower-ranking legislations as well. For instance,
the Canadian Constitution does not have provisions on protection of basic economic
rights, but leave it to ordinary laws. On the other hand, assigning power among various
government branches is the central task of a constitution. In fact, only a constitution can
lay out the rules by which power is assigned among institutions, and probably there is no
other way to do this (Shively 2008: 223). Informal rules may be sufficient to establish
and safeguard private property rights sometimes, especially in close-knit communities
(Ellickson 1994),* but the informal sanctions counting on reciprocity, such as reputation
costs, seem less effective to ensuring judicial independence so that formal institutional
arrangements become indispensable. Hence, looking at the text of a constitution gives
us a better knowledge about the formal framework of judicial independence than about
the formal protection of property rights in a country. In brief, judicial independence is at
core of formal constitutions whereas protection of property rights is not.

Indeed, it is not implausible that countries with a good tradition of protecting
property rights may even feel it less imperative to spell out such protection in their
constitutions in that the inviolability of private rights has so crystallized into the
prevailing ideology in these countries that the legal mechanisms to guarantee property
rights are unshakable even if they are stipulated in an ordinary law. On the contrary,
those countries without such a solid tradition might want to embody the property rights
protection in their constitutions, either to help strengthen the security of property rights,
or just as propaganda for legitimacy of authoritarian regimes. In this sense, Judge
Posner might be a bit over-concerned, at least pertaining to property rights, when
addressing the risk of political battles for wealth redistribution in the event that vital
entitlements were not entrenched in constitutions (Posner 1987).

Second, if we have a close look at the components of the indexes for property rights
protection and judicial independence, one conspicuous distinction can be found that the
former is almost exclusively composed of substantive rules while the latter is clearly
more procedure based. Legal rules on substantive issues usually establish certain
principles. They tend to use vague terms and lack detailed guidance for application, so
these rules rely heavily on judicial interpretation in the course of implementation. On
the other hand, procedural rules, by and large, are less vague and detail-oriented since a

%2 Here, I am referring to the threats to property rights posed by private parties. As for the threats coming
from the sovereignty, however, informal rules probably still cannot provide sufficient defense.
112



procedure aims at spelling out the steps to be followed in practice, so the way in which
they are enforced is relatively independent from judicial interpretation. Although
constitutional provisions are prone to be broad and vague, procedural rules should be less
so than the substantive rules. As interpretation inevitably entails discretion subject to
the influence, deliberately or inadvertently, of the interpreter’s ideology, background or
other personal characteristics,” it becomes a major source of divergence between the law
in books and the law in action.*® The greater the room for interpretation, the more likely
such divergence appears, so that the actual meaning of black-letter rules becomes less
certain, and their impact wanes increasingly in practice. Apart from the vagueness in
law, another source for judicial interpretation is the fluidity of facts. It is not unusual
that available evidences support different or even contradictory reproductions of facts at
court. Also, the language included in evidence may be ambiguous. All these factors
contribute to the judges’ discretion in fact finding, hence reducing the predictability of the
way how black-letter laws are implemented in practice (Gennaioli & Shleifer 2008).
Therefore, the divergence between law in books and law in action should expand, ceteris
paribus, when the number of factual issues needed to satisfy the legal requirements is
large (i.e. more fact-intensive), and when the facts cannot be easily verified through
simple perceptive processes. Compared to substantive rules, procedural rules probably
entail less complicated requirements on facts, and these facts are more likely to be
verifiable without excessively subjective judgment. This might be another reason why
we should expect less distortion, resulting from judicial interpretation, in implementation
of judicial independence.

To illustrate this difference between provisions on property rights protection and
judicial independence, let’s compare the rule about compensation for takings and the one
spelling out the term length of supreme court judges. Whether it uses the word “fair”,
“full”, or “adequate”, there is always plenty of room for judicial interpretation because
these terms are so vague that people’s understandings are bound to vary. Even when
there are some established patterns for judicial interpretation of these words, such
patterns can change with time, and more importantly, are likely to differ from one country
to another. Therefore, an adequate compensation in one country might be considered as
full in another. In that case, same wording does not lead to same practice, so the formal
rules are unsurprisingly irrelevant to the actual outcomes. In contrast, when the term
length of supreme court judges are set as a certain number of years, very little space is
left for interpretation and the number carries the same meaning anywhere in the world.
Hence, if there is any effect of the term length, it is more likely to be detected. In terms
of the facts needed to apply the legal standards, determining whether the amount of
compensation is fair or adequate obviously involves more complicated factual issues than

% See Posner (2008).
8 For the classic discussion on the deviation of the law in action from the law in books, see Pound (1910).
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deciding if the term of a judge has expired. Location, usage, and duration of current
ownership, among other things, will all affect the value of the property taken by the
government, and the assessment process itself can involve substantial discretion. By
contrast, the decision on the term length probably requires no more than the
straightforward facts about the starting and ending dates of judicial appointment.
Probably the same thing can be said with respect to the removal process of supreme court
judges. When this power is assigned to certain entities, it is hard to reallocate it to
others without violating the formal provisions in a constitution, and judgment about
violation can rely on relatively simple facts. Of course, this is not to say that procedural
rules are immune to interpretation, but it is perhaps not an overstatement that procedural
rules usually leave less room for interpretation than substantive rules do.

Due to the constrained space in interpretation, constitutional provisions on judicial
independence tend to be more self-enforceable than the rules of property rights. As
Weingast correctly indicates, a prerequisite for a constitutional rule to be self-enforcing is
that citizens “must hold sufficiently similar views about the appropriate bounds on
government that they react in concert when the government oversteps those bounds”
(Weingast 1995: 10). Rules with bountiful space for interpretation impedes the
formation of a uniform view among citizens as interpretation might be used as a tool to
accommodate various understandings of these rules. At the same time, discretion in fact
finding may be even more detrimental to the coordination among citizens. Unlike the
legal rules, ordinary citizens are less assessable to the evidences used in fact finding, thus
subject to higher influence of the interpretation made by those who implement the law.
In short, both the interpretation of law and the interpretation of facts facilitate covering
the transgression over the bounds set by the law, and blurs line between legitimacy and
illegitimacy.

Although my main interest here is in democracies, this rationale of self-enforceability
should predict a smaller deviation of the law in action from the law in books with respect
to judicial independence than to property rights protection even in authoritarian states.
While in democracies, judicial discretion is probably a major reason for such deviation,
deliberate manipulation by dictators may better explain the reduced relevance of formal
rules in authoritarian states. Since the very end of having a constitution is to
demonstrate the legitimacy of a regime and the vast majority of authoritarian states do
have constitutions, it is fair to claim that even dictators care about legitimacy and do not
want to weakening it by blatant violations of their constitutions, at least when the benefits
of doing so are not sufficiently high. However, if the legitimacy cost is not very high,
probably even governments in democratic states will be tempted to deviate from what the
constitution requires to pursue their own interests. When the constitutional provisions
are vague and amenable to diversified interpretations, it is more difficult for citizens to
form a consensus on whether a governmental action has contravened the constitution,
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which is indispensable for a coordinated reaction. Accordingly, these provisions tend to
be less sincerely followed by those who are in power insofar as they have control on
interpretation. If this line of reasoning is correct, then the authoritarian rulers will be
better enabled to deviate from the constitutional provisions on property rights protection
than on judicial independence. Unequivocal stipulations about judicial independence
not only raise the legitimacy cost for autocrats to cross the border, they may even impair
their chance to renege on other less clear constitutional rules, such as property rights
protection, as the authoritarian rulers lose control over the judiciary as a result of
increased judicial independence. So dictators hostile to an independent judiciary will
not be so eager to imitate the rules of judicial independence in democratic constitutions.
Nevertheless, they may still be enthusiastic to replicate the property rights protection
provided by democratic constitutions, just to brag about their legitimacy as the formal
rule is really reduced to a cheap talk.

Perhaps there is another factor contributing to the enforceability of rules on judicial
independence. The formal constitutional rules are to be enforced by the judiciary, at
least where the judicial branch is awarded with the power of constitutional review.
While property rights protection is of no direct benefit to the judiciary itself, judicial
independence is obviously in the interest of judges and courts. Not only because
independence elevates the status of judiciary among the government branches, but also
because independent adjudication bears on fair judgment, which is the core value of the
legal profession. This means that judges in charge of enforcing formal rules should be
more incentivized to take advantage of the mechanisms in favor of judicial independence
than those in favor of secure property rights, other things being equal. The arguably
universal espousal for independence within the judiciary also implies that fewer
variations, due to ideological disparities, will be involved in enforcing the rules on
judicial independence whereas the effective implementation of property rights protection
might be more seriously plagued by ideological biases.*> On the other hand, where the
formal constitution does not explicitly espouse judicial independence, the judiciary will
find difficulty in claiming independence by itself. It is harder to obtain popular
endorsement of this self-made judicial independence when the constitution keeps silent
about it because the citizens’ views are less likely to be unified about whether a particular
judicial act is legitimate or not without a clear reference in the basic law. As a
consequence, better formal provisions on judicial independence tend to be better applied
in practice whereas poor formal safeguards for judicial independence may also trap the
judiciary into low level of independence as well. Therefore, the text and practice might
better converge in relation to judicial independence.

Finally, considering the judiciary’s self-interest in judicial independence, when there
is room for interpretation about the provisions on judicial independence, probably they

%5 See Posner (2008).
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will be interpreted in a way to uphold independence should the judiciary has the power to
interpret the constitution. In other words, the interpretation of the constitutional rules on
judicial independence can be expected to approach the upper bound of the meaning in the
judiciary’s favor allowed by the text. By contrast, since property rights protection is less
closely tied to the interests of the judiciary it is more difficult to tell the potential pattern
of judicial interpretation. If this tendency in judicial interpretation really exists, then the
difference between the variations in de jure and de facto rules is likely to shrink with
respect to judicial independence. Therefore, compared to rules on property rights
protection, a cross-country comparison of de jure judicial independence maybe better
captures the actual situations.

A numerical example can demonstrate this point more clearly. Suppose a
constitutional rule in Country A can be interpreted within the domain of [4, 8], while in
Country B, a constitutional rule on a similar issue can be interpreted within a domain of
[5, 6].° Also assume that a researcher, when coding the formal rules, will assign a
value equal to the median of these domains. Therefore, Country A’s rule will be coded
as 6, and Country B’s rule coded as 5.5; the variance in the coded values of de jure rules
is 0.125. If judicial interpretations always reach the upper bounds, then the rules
actually applied will be 8 and 6, respectively, in Country A and Country B. So the
variance in the de facto rules is 2, and the difference between the variances in the
observed de jure rules and the underlying de factor rules is 1.875. If the upper-bound
tendency in judicial interpretation does not hold, and countries are equally likely to bias
toward either end of the allowed domain of interpretation, then actual rules applied in
Country A and Country B will be either 4 and 6, or 8 and 5, respectively, with equal
probability. In this case, the expected variance in de facto rules is 0.5%2+0.5%4.5=3.25.
Obviously, now the difference between the variances in the observed de jure rules and the
underlying de factor rules enlarges to 3.125.%

Although the arguments in the previous paragraphs explain why the de jure
provisions on judicial independence may be of more practical relevance than the
provisions on property rights protection, they do not indicate a clear route through which
an independent judiciary can affect entrepreneurial performance. The theoretical review
in Chapter 2 connects judicial independence and entrepreneurship through security of

% Imagine that the condition for dismissing judges in Country A is criminal behaviors, while in Country B
it is treason.
7 Of course, this last point builds on some strong assumptions about the distribution of positions of
judicial interpretation among different countries. In particular, it assumes that judicial interpretation in
countries, when lack of a clear pattern, tend to systematically bias away from the center. If such biases do
not exist, judicial interpretation should be expected to situate at the median position of the domain allowed
by the text, then interpretations of a purely random pattern should result in consistency between de jure and
de facto rule while upper-bound tendency should not. But were systematic biases absent, judicial
interpretation would not give rise to divergence between de jure and de facto rules at the country level in
the first place. Exploring the potential reasons for such bias, though beyond the scope of the current
research, will be an interesting and important topic, see Posner (2008).
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property rights. There is also some empirical evidence for the positive effect of formal
judicial independence on the security of property rights (La Porta et al. 2004). However,
the correlation between judicial independence and security of property rights in my
sample, although significant at 5% level, is only about 0.19. Probably other channels
exist for judicial independence to exert influence on entrepreneurship. For instance,
some researchers found that judicial independence improves the protection of human
rights (Cross 1999), and entrenching rights is thought to be a credible signal encouraging
investment (Farber 2002). Another possibility is that judicial independence adds
political constraints to government actions, and political constraints on government
expand the realm and freedom for business activities in the private sector. At the current
stage, however, there is still no sufficient empirical evidence to pin down a clear
mechanism.

7.4 The Irrelevance of Form of Government and Federalism

Considering the recent research on presidentialism and parliamentarilism, the
irrelevance of form of government to entrepreneurial performance is not surprising
indeed. Cheibub (2007) shows that the apparent structural difference in presidential and
parliamentary governments cannot be appropriately linked to the major criticisms on
presidentialism for lack of coalition formation, weak party discipline, and easy
breakdown of democracy. Empirical evidence has been provided to demonstrate i) that
“in spite of the institutional dissimilarities between parliamentary and presidential
democracies, the difference in these systems’ coalition formation is one of degree, not a
difference in kind” (id.: 86); ii) that the link from separation of powers in presidential
countries to low levels of party discipline is a false one (id.: 134); and iii) that “the higher
instability of presidential democracies ... is not due to any inherent defect of systems
based on the separation of executive and legislative powers” (id.: 160). Although
presidential democracies do seem to be more fragile, it can be largely accounted for by
the purely accidental legacy of militarism in Latin American countries that adopted
presidentialism.

While the findings in Cheibub (2007) explain the lack of negative influence of
presidential governments on entrepreneurial performance, Persson et al. (2000) should
lead to a positive effect of presidentialism which, nonetheless, has not been confirmed by
my study. Their theory builds on the idea that stricter separation of power in
presidential states increases the difficulty in rent-seeking. While it might be true that by
introducing more veto players, separation of power between executive and legislative
branches raises the costs of rent-seeking, it can nonetheless expand the benefits of
rent-seeking, too, as the redistributive policies, once adopted, are more difficult to be
rolled back given the increased number of veto players. In this sense, Rose-Ackerman
(1999) correctly indicated the possibility of corruption for inactivity, i.e. vetoing the
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abolishment of rent-generating policies, as a result of intensified separation of power.
Therefore, it is not clear whether separation of power gives presidential states an
advantage over parliamentary states in restricting rent-seeking. However, separation of
the judicial power might have a different effect since judiciary is not directly involved in
adopting or abolishing pork-barrel policies, at least when constitutionality is not at issue,
but an independent judiciary clearly improves the policing of illegal rent-seeking
activities.

In addition, separation of power probably works only when the executive and
legislative powers are held by different political blocs. On the contrary, when the
president and the majority in the legislature belong to the same party, or when they have
formed a coalition, the power in a presidential country is no less concentrated than in a
parliamentary one. Thus, the theory developed in Persson et al. (2000) implicitly counts
on the absence of coalition governments in presidential states. Nevertheless, this
probably is inconsistent with the reality as proved by Cheibub (2007). For these reasons,
the severity of rent-seeking is not supposed to be quite different in presidential and
parliamentary states, hence neither should be the entrepreneurial performance.
Although Persson & Tabellini (2003) testified the negative correlation between
presidentialism and rent-seeking, these results seem to be affected by their sample bias.
Blume et al. (2009) shows that such correlation loses statistical significance once
additional democracies are added to the sample.™

Some researchers have pointed out another difference between presidential and
parliamentary systems due to the separation of powers characteristic of the former. That
is the apparently dominant role played by the bureaucracy in policy making in
parliamentary states; in presidential systems, however, the bureaucracy is delegated with
less policy making authorities as the legislature fear that the president might strengthen
his influence on policy by holding strong control over the bureaucracy (Kiewiet &
McCubbins 1991). These researches usually focus on narrow samples and take the U.S.
and the UK as the representatives of presidential and parliamentary systems, which
renders their conclusions open to question empirically if we consider a broader scope of
countries. But even if the bureaucratic importance does differ between presidentialism
and parliamentarilism, it is still not clear how this may affect the intensity of rent-seeking,
hence modifying entrepreneurial incentives, because what really changes is but the stage
for rent-seeking: The bureaucrats take the place of politicians as major players in
rent-seeking when they are delegated with more policy-making authorities.

The irrelevance of federalism to entrepreneurial performance might be due to the

% My own data suggest a negative correlation between presidentialism and de facto security of property
rights, significant at 1% level. Considering the instability of presidential democracies concentrated in
Latin America, such a significant negative correlation is not surprising when geography is not controlled.
This correlation, however, demonstrates that if there is any significant association between presidentialism
and rent-seeking it is may as well be positive rather than negative.
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mixed effects of decentralization on rent-seeking activities as discussed in Chapter 2.
However, it may also be a result of the lack of reliable measurements for decentralization.
In terms of de facto federalism, percentage of tax revenue held by subnational
governments probably does not reflect the actual extent of fiscal decentralization. First
of all, it does not tell apart the local governments’ tax revenues collected from their own
source and those funded by intergovernmental grants, and these two types of revenues
can give rise to different level of local autonomy in expenditure. Moreover, even
though “subnational governments can collect the revenues labeled as own-source, the
central government may nevertheless maintain the power to set the rate and the base,
leaving the subnational governments as mere collectors of centrally determined taxes”
(Rodden 2004: 485). In addition, even if the local governments have the authority to set
their own tax rates and bases, their autonomy can still be limited when the leaders of local
governments are appointed by the center. Therefore, higher percentage of subnational
tax revenues does not necessarily equal to a decentralized fiscal policy making process.

Similarly, when political decentralization is measured by the number of subnational
levels at which executives are popularly elected, the nuance underlying political
decentralization might be covered by the simple binary distinction between elected and
appointed officials. The relationship between the central and subnational electoral
arenas cannot be told from such a simplified proxy. “For instance, the slate of
candidates competing in local elections might be chosen by central government party
officials” (id.: 488), which may not increase autonomy of elected local governments as a
matter of fact.

Not unlikely, the decentralization needed to prompt local competition depends on
both fiscal and political autonomies at the subnational level (Shively 2008: 221).
Substantial power in policy-making, coupled with substantial budgetary sources to
enforce local policies, is indispensable for local governments to strive to perform
superbly in competition. Without more refined measurement in either respect, the
effects of de facto federalism may not be readily detected.

On the other hand, de jure federalism does not seem to be a reliable sign of
decentralization, either (Clark et al. 2009: 613). Anchoring the federal structure in
constitutions helps strengthen the autonomy of the units, yet the implementation of the
constitutional provisions can still deviate from the text. At least, the credibility of these
provisions often hinges upon the presence of a strong, independent constitutional court
(Rodden 2004: 490). Furthermore, even if implementation converges to text, the actual
extent of local autonomy might as well depend on the particular design of the federal
structure. As a mechanism to ensure bargains among territorial governments, federalism
should not be a binary concept, but on a continuum of local authority in policy making.
Considering all these subtleties, it is not surprising to observe that the formal federalism
structure is not positively correlated with such indicators of decentralization as tax
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autonomy (id.: 491). Consequently, the effects of federalism can be well understood
only after we are able to find more accurate measurements for cross-section studies.
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Chapter 8 A Case Study on China

In the cross-country study, China seems to be an outlier. However, it might be the
inconsistency and inaccuracy in data that have made China look special. After all, ILO
does not include the data of China, and the National Bureau of Statistics of China may
have used very different definitions of self-employment and method for data collection.
Without more reliable data, we cannot tell exactly whether China is really an outlier at the
macro-level. So in this chapter, instead of sticking to the self-employment rate and the
proportion of self-employers in the body of the self-employed, I try to probe into China’s
pattern of entrepreneurship at the micro-level, expecting this case study to help us better
understand the characteristics of entrepreneurial development in an authoritarian state
with few constitutional constraints on political power.

8.1 The Constitutional Environment in China

8.1.1 The PRC Constitution

1) Features

The current PRC Constitution was promulgated in 1982, four years after the adoption
of the “Reform and Opening-up” policy at the Third Plenum of the 11" Central
Committee of the Chinese Communist Party (CCP). This is also the 4™ Constitution
since the establishment of the PRC in 1949. There are several noticeable features of this
Constitution.

First, the PRC Constitution has a long preamble. The preamble has 1,792
characters in its Chinese version, and was translated into 1,071 words in its official
English translation. The most important content of the preamble is the communist and
socialist ideology. It confirms the Marxism-Leninism and Mao Zedong Thought as the
guiding principle of the country, and incorporated the “Four Cardinal Principles” (sixiang
jiben yuanze) stated by Deng Xiaoping in 1979. Besides the Marxist-Leninist-Mao
Zedong Thought, the other three cardinal principles are the socialist path, the people’s
democratic dictatorship, and the leadership of the CCP. Interestingly, the preamble was
drafted in a style of telling the history. Narrative language was used instead of the
prescriptive words usually found in formal legal documents. It reviewed, from the
perspective of the CCP, Chinese history since 1840 when the first Opium War broke out.
In particular, it emphasized the success of the communist revolution, and the economic
and social development in the PRC. According to those who involved in drafting this
Constitution, the special style of the preamble was used to convince, rather than impose
on, Chinese people that the “Four Cardinal Principles” were “a historic choice made by
hundreds of millions of Chinese people during the long course of revolution and struggle”
(Wang, H. 2010). This careful craft of the preamble suggests the strong intent of the
CCP to establish the legitimacy of its ruling in the supreme law. The underlying logic is
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that the revolutionary success and the socioeconomic development justify the
irreplaceable leadership of the CCP.

In fact, the PRC Constitution highlights its ideological orientation not only in the
preamble, but also in Chapter 1 General Provisions where the basic political and
economic systems of the country are embedded. In particular, it emphasizes the public
ownership of the means of production (Art. 6). But, as to be discussed in detail below,
over the years the Constitution has been amended to accommodate private ownership as
auxiliary components of the socialist economy. Besides, it confirms the state ownership
of all urban land, and state or collective ownership of land in suburban areas, which is
another defining feature of the socialist economy. So it is fair to say that one important
function of the PRC Constitution is to articulate the socialist ideology and inscribe it into
the fundamental political and economic institutions.

Second, the PRC Constitution covers a broad spectrum of constitutional issues in
very succinct language. It sets up the power of various branches of the government, the
basic economic system, as well as the fundamental rights and duties of citizens. It also
enumerates a wide range of missions of the State, from developing science and education
to promoting family planning. The vast majority of articles in this Constitution just lay
down general principles. Except the provisions on the terms of various government
offices, the time of convening of the National People’s Congress (NPC), and the
proportion of votes needed for constitutional amendments and the adoption of ordinary
legislations, the PRC Constitution is in short of specific stipulations which can be
followed without much interpretation. According to Elkins et al. (2009), the PRC
Constitution is the least specific written constitution in the world. As analyzed in the
previous chapter, a general and vague constitution allows for substantial room of biases in
implementation, and becomes less likely to be self-enforceable. By stirring up the
diffusive understanding of the constitutional text, insincerity and pretentiousness can be
better covered, which makes constitution an ideal place to boast the legitimacy of the
regime without concerns about the easy detectability of violation.

Where the constitutional provisions are specific, however, the text may better reveal
the true intent of the party-state. The terms of the various top government offices are
among the few provisions with striking specificity. The offices of the Chairman and
Vice Chairmen of the Standing Committee of the NPC, the President and Vice President
of the PRC, the Premier and Vice Premiers of the State Council, the President of the
Supreme People’s Court, and the Procurator-General of the Supreme People’s
Procuratorate all have a five-year term and no one can serve more than two consecutive
terms for these offices. These limits on terms of offices have been strictly complied
with in the past decade. They led to the first peaceful succession of power in the history
of PRC in 2003, and, very likely, will result in another peaceful power transfer in 2012.
The Constitution of the CCP does not set limits on the terms of its top leaders. It is the
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provisions of the PRC Constitution that have fulfilled the succession of power every 10
years. The only exception to these limits on terms of offices is set for the Chairman and
Vice Chairmen of the Central Military Commission. Although these offices also have a
five-year term, the PRC Constitution keeps silent about how many terms one can serve
these offices (Art. 93). This special provision justified Jiang Zemin’s three consecutive
terms from 1990 to 2005, and it will also be completely legitimate for Hu Jintao to follow
this precedent after he steps down from the offices of the President of the PRC and the
Secretary-General of the CCP later this year. This subtle exception might be easily
neglected by a careless reader, yet it seems deeply nuanced. Military is apparently the
last resort to keep power in an authoritarian state, and there is little doubt that the
Chairman of the Central Military Commission is the de facto top leader in China.** The
craft of the PRC Constitution thus reflects the mixed feeling held by its major designer,
Deng Xiaoping, and maybe also by other Party leaders, about the life tenure of top
leaders during Mao’s time. On the one hand, Deng and many of his colleagues were
themselves victims of Mao’s life tenure, but on the other, they might still believe in the
necessity of an ultimate authority that is not subject to many institutional constraints.
Life tenure therefore is reserved only for the very top leader of the country. The devil is
always in the details. It is not an overstatement that the future amendments of the
Article 93 of the PRC Constitution will be a touchstone of the democratic development in
China.

Third, the PRC Constitution is largely inapplicable in adjudication of legal disputes.
Courts in China, including the Supreme People’s Court (SPC), are not authorized to
interpret the PRC Constitution. Instead, this authority is reserved exclusively for the
Standing Committee of the NPC (Art. 67). Considering the vagueness of most of the
provisions in the PRC Constitution, it is almost impossible to apply the constitution to
specific legal disputes without conducting a certain degree of interpretation. No
constitutional review is allowed during the course of adjudication. So courts cannot
exclude any ordinary legislation when they are making decisions on legal disputes even if
the relevant legislation contradicts the PRC Constitution because doing so itself is
unconstitutional (Tong 2008: 33).

At the same time, the Standing Committee of the NPC, the entity authorized to
interpret the Constitution, is incapable of applying the constitutional provisions to or
conducting constitutional review in particular legal cases, either. Procedurally, it is not
empowered to grant a writ of certiorari or otherwise direct a court to send the record of a
given case for review. Neither is there a procedure by which courts may ask the
Standing Committee of the NPC to interpret the Constitution or determine the
constitutionality of legislations during the course of adjudication. In practice, the

%" Although the Central Military Commission of the CCP and the Central Military Commission of the PRC
are formally two separate institutions, they in fact are composed of exactly the same team.
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Standing Committee of the NPC does not make clear when it is interpreting the
constitution so that scholars can only try to sift the probable constitutional interpretations
based on their own standards. But even these potential candidates are a set of general
rules, essentially equivalent to new legislations, rather than responses to the particular
constitutional questions encountered in specific legal disputes (Hu & Wang 2000).
Moreover, although the Standing Committee of the NPC is well qualified to review the
regulations and rules adopted by the State Council or local people’s congresses, it has to
conduct essentially a self-review when its own legislation is in question. From the legal
perspective, it is more questionable whether the Standing Committee should be
empowered to review the legislation adopted by the NPC given its lower constitutional
status than and accountability to the NPC. In a word, the institutional design of the
constitutional application is incoherent and flawed. In practice, to date, the Standing
Committee of the NPC is not known to have declared any legislation or administrative
regulation unconstitutional although it did have, probably more than one, good chances to
do so.

In the wake of the Sun Zhigang incident in 2003 which attracted enormous attention
nationwide, three young law professors filed a petition with the Standing Committee of
the NPC charging the Measures for Custody and Repatriation of Vagrants and Beggars in
Cities, an administrative regulation adopted by the State Council, violated the
Constitution and requesting investigation by the Standing Committee.”’ However, the
Standing Committee of the NPC did not take any noticeable action before the State
Council decided to rescind the regulation a month later. While some Chinese
constitution law scholars regretted that the Standing Committee of the NPC had not taken
this opportunity to achieve “institutional innovation” with respect to the constitutional
review (Tong 2009: 15), it is anything but surprising to see the inactivity of the Standing
Committee of the NPC when we realize the intense desire of the CCP to legitimatize its
ruling by crafting the constitution. To declare unconstitutional, or just review, a
regulation enacted by the central executive entity itself risks undermining the legitimacy
of the government. Even worse to the regime is to create a precedent that ordinary
citizens can request the Standing Committee of the NPC to review the constitutionality of
a government regulation, which essentially opens the gate for direct challenge to the rules
laid down by the central government. In such a widely reported case, the Standing
Committee of the NPC would have seen itself at an especially awkward position had it
attempted to commence a constitutional review. If the regulation were found
constitutional, as stated above, it would attenuate the legitimacy of the central
government, but the Standing Committee’s own legitimacy might be placed under risk
should it uphold the constitutionality of this notorious administrative regulation. So

% For a detailed account of the Sun Zhigang incident, its aftermath, and the role played by the Chinese
media in this case, see Liebman (2003), Zhang (2010).
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when the State Council voluntarily replaced the regulation with a new one on the basis of
outdatedness instead of unconstitutionality, the faces of all sides were saved, though at
the sacrifice of an institutionalized constitutional order.

Similar situations reappeared in 2009 after Tang Fuzhen set fire on herself in a
physical conflict with the local administrative officers to demolish her house which was
claimed to be an illegal construction. This event generated enormous media attention,
and five law scholars petitioned to the Standing Committee of the NPC to review the
constitutionality of the City Demolition Regulation enacted by the State Council.”!
Again, the Standing Committee of the NPC did not touch the constitutionality of the
regulation. Instead, the State Council drafted a new version of it which was

1”2 These two events evidenced the unwillingness of the CCP

promulgated in early 201
to institutionalize the constitutional review at popularist requests,”” and its preference for
a particularistic approach to handle the grievances of citizens against unconstitutional
laws and regulations. This approach averts questioning directly the legitimacy of
administrative acts of the central government, but provides sufficient room for the central
government to evaluate the sensitivity of the public responses associated with each
incident, and to take actions on its own initiative after careful balancing. In fact, it
becomes an extremely costly approach to repeal any potentially unconstitutional legal
documents. Not only does it require good coordination among the media, the
intellectual and the general public, but the state action has followed only after tragedies
claiming human lives (Zhang 2010: 968).

On the other hand, notwithstanding the lack of institutional authority, a handful of
Chinese courts have attempted to cite the Constitution in their decisions although most of
these decisions were not actually based on constitutional provisions and even did not
specify which articles of the Constitution they were citing. More often than not, these
decisions just indicated that the adjudication was conducted in compliance with the
Constitution (Tong 2008).>* It is worth noting that the majority of these decisions were
made during 1998 to 2008 when Xiao Yang, the first lawyer who headed the Supreme
People’s Court in the years of reform and opening-up, was in office. It is well known
that during Xiao’s tenure a series of reforms were conducted in the Chinese judicial
system, not the least of which was the professionalization of the judiciary.”” Against
this general background, the citation of constitutional provisions in judicial decisions may

! For more details of the Tang Fuzhen incident, see Zhang (2010).
%2 The revision of the regulation was time-consuming as it met serious resistance from local governments,
see Zhang (2010).
% Although the 2000 Legislation Law granted citizens the right to propose to the Standing Committee of
the NPC to review the constitutionality of lower regulations, and the NPC has reportedly established a
special department to handle the review, so far the NPC has not responded formally to any of the at least 37
requests for review from citizens (Peerenboom & He 2009: 50-51).
% Tong (2008) shows that among the 33 cases which may be regarded as applying the Constitution, only 3
really based their decisions on the constitutional provisions.
% For some of the reform measures, see Licbman (2007).
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well be an effort of the more professional judiciary to expand its power and raise its status
in the political structure.

Of all these cases, Qi Yuling v. Chen Xiaoqi is by far the most influential.”® Not
only was its adjudication based directly on a particular article in the constitution, but it
was officially endorsed by the SPC in its written reply to the Higher People’s Court of
Shandong where the case was on appeal.”” This SPC reply would have established a
formal precedent to apply the constitutional provisions to particular cases. It is believed
that this was not an accidental action, but a well-calculated plan to upgrade the status of
courts in constitutional implementation. As clearly admitted by the SPC Judge in charge
of the matter, the Qi Yuling v. Chen Xiaoqi case was purported to open a path to “the
judicial application of the Constitution making a reference to the U.S. model” (Tong 2008:
37). However, the Qi case eventually failed to become the Chinese version of Marbury
v. Madison. Soon after Xiao Yang was replaced by a Party bureaucrat in 2008, the SPC
reply made in 2001 was quickly repealed and no longer applicable. Again, the PRC
Constitution becomes a text without actual relevance in legal practice.”®

To sum up, the PRC Constitution is a legal document claiming legitimacy for the
CCP ruling and identifying the ideological principles endorsed by the party-state. It is
vague and lacks specificity in general. It is not applicable institutionally, nor is it of
much relevance in legal practice though with a few exceptional cases whose glory faded
out quickly. The PRC Constitution thus is mainly window-dressing that does not set up
substantive boundaries for government power in the party-state. This being said, the
PRC Constitution is indicative of the ideological attitudes, together with the
corresponding economic and political systems, endorsed by the CCP. In other words,
the constitution has been employed to signify the official ideology of the CCP. The
ideological mutation is clearly reflected in the series of amendments to the constitution,
to which I am now turning.

2) Amendments

The current PRC Constitution has so far been amended four times, respectively, in

% Qi Yuling and Chen Xiaoqi were secondary-school classmates. Qi was admitted to a professional
school in Jining, Shandong in 1990. However, Chen Xiaoqi, who was not admitted, took away Qi’s offer
letter fraudulently and studied at that school in Qi’s name during the next three years. After graduation,
Chen continued to use Qi’s name and work in a local bank while Qi was not able to continue her education
or get a stable job during the same period. After the truth was discovered, Qi filed a suit against Chen,
asking for damages of 160,000 RMB yuan ($25,400).
I B NEVERRVERE (2001) 25 5[The SPC Judicial Interpretation, No. 25 (2001)], which says, “The
right to receive education, which Qi Yuling claimed, was based on Article 46 (1) of the Constitution.
Viewing from the facts of this case, by means of infringing the right of name, Chen Xiaoqi and other
defendants infringed Qi's basic right to receive education that she was entitled to enjoy under the
Constitution. Their infringement caused concrete damages, thus they shall bear pertinent civil
responsibilities” (translated by the Chinalawinfo).
% Huang Songyou, who handcrafted the SPC reply, was promoted to the Vice President of the SPC in the
following year, but was arrested for corruption in 2008, soon after Xiao Yang stepped down. He was
sentenced to life imprisonment in 2010.
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1988, 1993, 1999 and 2004. Each amendment was preceded by a CCP Central
Committee meeting, and is a direct reflection of the ideological and policy change
adopted at that meeting. At the same time, although the contents of constitutional
amendments had been included in the resolutions of the preceding CCP Central
Committee meetings, obviously not everything mentioned in those resolutions would
eventually enter the Constitution. Those changes did become part of the Constitution
are of primary importance to the CCP which set forth the path of development for the
party-state. Therefore, the constitutional amendments grow into a barometer of the
ideological limit set by the CCP Central Committee.

Table 8.1 is a brief summary of the amendments to the PRC Constitution.
According to their main contents, I roughly categorized each articles in these
amendments into five groups: ideology, economy, politics, individual rights, and others.
To be more precise, many articles categorized into the groups of economy, politics, and
individual rights are also indicative of the ideological changes of the CCP since the whole
PRC Constitution is built on the ideological principles officially endorsed by the CCP.
But for the convenience of analysis, an article is placed into one of these separate groups
if it bears on a particular institution of economy, politics or individual rights, while the
category of ideology only comprises the articles of a general ideological color without a
specific connection to a particular institutional arrangement.

Table 8.1  Amendments to the PRC Constitution

Articl
Year RervliZei:i Main Content Category

adding the permission, protection of and
1988 11 supervision and control over the private Economy
economic sector

1988 10 permitting the transfer of land use right Economy
adding the notion of “the primary stage of
1993  Preamble socialism” and “socialism with Chinese Ideology
characteristics”
adding the long run existence of “the
1993  Preamble multi-party cooperation and political Politics

consultation” led by the CCP
replacing the old term of “state economy”
with the new one of “state-owned economy”
recognizing the “rural household-based
contract responsibility system with
1993 8 remuneration linked to output” as an element Economy
of “socialist economy under collective
ownership by the working people”

1993 Economy

127



1993

1993

1993

1993

1993

1999

1999

1999

1999

1999

1999

2004

2004

replacing the planned economy with the
15 “socialist market economy” as the
fundamental economic system
deleting the state-owned enterprises’
obligation to fulfill the State plan
deleting the collective economic
17 organizations’ obligation to accept the
guidance of the State plan

16

replacing the old term of “state economy”

42 with the new one of “state-owned economy”
extending the term of office of the county-,
98 city-, and district-level people’s congress
from 3 years to 5 years
Preamble adding De'ng Xia(?ping Theory to the guiding
ideologies of the country
5 recognizing the practice of “ruling the

country in accordance with the law”
recognizing the existence of diverse sectors
of the economy in addition to the public
6 ownership, and the existence of diverse
modes of distribution in addition to the
“distribution according to work”
recognizing the “double-tier management
system that combines unified and separate
8 operations on the basis of the
household-based output-related contracted
responsibility system” in the rural areas
Recognizing the individual and the private
11 economies as “major” components of the
socialist market economy
replacing the old term of
)% “counter-revolutionary activities” with the
new one of “actions that endanger public
security”
adding Jiang Zemin’s thought of “Three
Preamble = Represents” to the guiding ideologies of the
country
adding the “coordinated development of the

Preamble . .. .. e
material, political and spiritual civilizations

Economy

Economy

Economy

Economy

Politics

Ideology

Politics

Economy

Economy

Economy

Ideology

Ideology

Ideology

128



as a mission of the State
adding “all builders of socialism” (essentially

2004  Preamble to include private business owners) to the Ideology
components of the patriotic united front line
2004 10 requiring compensation for land takings Individual rights

adding the encouragement and support of the
non-public sector as a mission of the State
emphasizing the inviolability of private

2004 11 Economy

2004 13 property and allowing for taking conditioned Economy
on public interest and compensation

adding the establishment of the social

2004 14 Individual rights

security system as a mission of the State
adding the respect and preservation of human
rights as a mission of the State
adding the special administrative regions
2004 59 (Hong Kong and Macao) as separate election Politics
districts of the NPC deputies
replacing the old term of “the imposition of

2004 33 Individual rights

67, 80
2004 é 9 ’ martial law” with the new one of “entering Ideology
the state of emergency”
adding the engagement in “activities

involving State affairs” as a responsibility ..

2004 81 Polit
discharged by the President on behalf of the OHHES
PRC
ing th f office of th -level

2004 08 extending the term of office of the town-leve Politics

people’s congress from 3 years to 5 years
2004 136 stipulating the National Anthem Others

It is readily observable from Table 8.1 that one salient feature of these constitutional
amendments is that changes pertaining to the economic institution have taken a central
position. Of all the 30 articles in the 4 amendments, 13, or 43%, are concerning the
economic institution. It is fair to say that the constitutional amendments go hand in
hand with the process of economic reform. The most frequently revised article in the
PRC Constitution, included in 3 of the 4 amendments, is Art. 11.” It lays the
constitutional foundation for the non-public economy in China.'®  Although the

% 1t ties with the preamble in terms of the frequency of revision.

1% n the original Constitution enacted in 1982, private economy was not mentioned and only individual

economy was officially sanctioned by Art. 11. Ideologically, there is a big difference between individual

and private economy, though both of them are essentially part of the private sector. Private enterprises

hire more than 7 employees while individual household businesses hire no more than 7. The magic
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amendment adopted in 1993 did not revise Art. 11 directly, it completely abandoned the
planned economy and replaced it with the socialist market economy, which essentially
upgraded the legitimacy of the private sector of economy because this sector is not
subject to the national plan from the beginning, thus inevitably situated at an awkward
position in a planned economy, but it is in better accordance with a competition-based
market economy. So there is little doubt that the constitutional confirmation of such a
change consolidates the status of the private sector.

The continuous revision of the same article in a consistent direction signals the
determination of the state to legalize and promote the growth of the private
entrepreneurship through the gradual removal of the ideological impediments. It might
be doubtful that the signals sent by an inapplicable Constitution are really credible. But
a readily detectable deviation from the Constitution still costs the legitimacy of the
regime. Nobody wants to use conspicuous shoddies for window-dressing. Moreover,
this cost probably becomes even higher when the regime reneges after frequent
confirmation of its position in the Constitution as doing do will just make the government
look like a repeated liar. Hence, the regime should not choose to reiterate a policy about
which it is not sincere in an increasingly affirmative tone in the supreme law. This is
very clear when we note that no amendment to the PRC constitution has ever touched
upon the political or civil rights of citizens. The amendment passed in 2004 did mention
that the state respects and preserves human rights, but this 9-character article in the
amendment is too general to convey any substantive meaning to the public, and
considering the consistent position held by the Chinese government about human rights
which is biased toward economic rather than political and civil rights, this amendment
brings in too little to arouse any expectation about the entrenchment of civil and political
rights. The constitutional provisions on basic civil and political rights such as freedom
of speech, association, assembly and demonstration (Art. 35) remain unchanged for the
past three decades, although “there has not been a single successful application for public
assembly since 1949, with the one possible exception of when the Chinese embassy in
Yugoslavia was bombed by American missiles in 1999, and it was suspected that even
this demonstration was covertly organized by the government” (Zhang 2010: 973). It is
a fair statement that the constitutional amendments have coincided well with the Chinese
reform process which emphasizes economic transition but resists the idea of political
transition. Therefore, the trend of constitutional amendments is a convincing signal of
the change in a direction endorsed by the CCP. Of course, the amendments to the PRC
Constitution are not the only channel for the party-state to send out its signal. As
summarized in Table 8.2, a series of actions taken by the CCP during the reform years

number of 7 has its origin from Marx’s Capital: Critique of Political Economy Volume 1, where he asserted,
in essence, that, to effectively exploit the surplus value of labor, a capitalist would have to employ 8
laborers including himself. Therefore, according to this Marxist tenet, private entrepreneurs are capitalists,
a class to be eliminated in the socialist society, but individual household business owners are not.
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gradually intensifies the public’s belief that the transition to a market economy is
sincerely endorsed by the state. However, the constitutional amendments undoubtedly
magnify the signal that the capitalist activity is no longer a taboo, and that the ideological
risk has been removed for starting up private businesses. People do not need to fear
about the possible persecutions for the sake of being an entrepreneur.'"’

Table 8.2  Major Events Pertaining to the Change in Policy about Private Economy

Time Event Influence
Dec. 3" Plenum of the 11" CCP launching the “reform and open-up”
1978 Central Committee policy

adopting the PRC Constitution which

Dec. 5™ Session of the 5 NPC allowed for individual e‘co.nomy a§ a
1982 complement to the socialist public
economy
Oct. 1984 3" Plenum of the 12™ CCP determining the “planned commodity
Central Committee economy” as the basic economic system
Oct. 1987 1° Plenum of the 13" CCP introducing the theory of “primary stage
Central Committee of socialism”

adopting the 1% constitutional
Apr. 1988 1 Session of the 7" NPC amendment which permitted the private
sector of economy as a complement to
the socialist public economy
ot th replacing the “planned commodity
1™ Plenum of the 14™ CCP

Oct. 1992 . economy” with the “socialist market
Central Committee - . .
economy” as the basic economic system

adopting the 2™ constitutional

11\/;2;3 1* Session of the 8" NPC amendment which confirmed the
socialist market economy

Sept. 1 Plenum of the 15" CCP recognizing the private economic sector

1997 Central Committee as a “major component” of the socialist

1% Early years of the economic reform saw many waves of ideological struggles between the reformers and
conservative elites. “Each time the economy went out of control, conservative elites within the CCP went
on the attack against the ‘chaos’ created by the reforms ... As a result, periods of economic contraction
coincided with periods of retrenchment in ideology and culture” (Shirk 1993: 185). Lai (2006)
summarized the flips in ideological control and fiscal policies in early years of the reform era as a result of
factional conflicts among the top political leaders. Some important political movements indicative of the
ideological flip-flops were the campaign against the spiritual pollution in 1983 and 1984, the campaign
against capitalist bourgeois liberalization in 1987, and the well-known political crackdown in the aftermath
of the June 4™ Incident in 1989. The ideological fluctuations at the top were quickly transmitted to the
lower levels and became a political risk to entrepreneurs at the forefront. This is best illustrated by the
case of “Eight Kings in Wenzhou” happened in 1982. Eight entrepreneurs in Wenzhou were prosecuted
and convicted for crime of speculation and disturbing the economic order in the wake of the 1981
retrenchment campaign.
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market economy
adopting the 3" constitutional
amendment which further upgraded the

Mar.
) 92;9 2" Session of the 9" NPC status of the private sector as a major
component of the socialist market
economy
th th announcing the policy to support,
57 Plenum of the 15" CCP .
Oct. 2000 : encourage, and guide the
Central Committee :
privately-owned economy
Novw. 1° Plenum of the 16™ CCP officially allowing private entrepreneurs
2002 Central Committee to join the CCP
adopting the 4™ constitutional
Mar. 2 Gession of the 10 NPC amendment which confirmed thé policy
2004 to support, encourage, and guide the

privately-owned economy

8.1.2  Other Aspects

1) Election

According to the PRC Constitution, the NPC and the local people’s congresses are
the “organs of state power”. Government officials at various levels are elected by the
deputies of the people’s congresses at the corresponding levels. Only the deputies of the
county and commune level people’s congresses are elected directly by the voters, and
deputies of county and provincial level people’s congresses choose the members of the
congresses at higher levels.'%?

Although a series of partial reforms have been made to the electoral system during
the post-Mao time, elections in China are still largely perfunctory. Like many other
political and legal reforms conducted in the past three decades, the first priority of the
electoral reforms was given to the CCP’s intention to reinforce the legitimacy of its
one-party rule rather than increase political competition or government accountability
(Chen & Zhong 2002: 181). The CCP controls the entire process of local elections, and
no opposition parties are allowed in these elections. In fact, the vast majority, 75%-80%,
of the winning candidates are members of the CCP (id.: 182).

In particular, the CCP’s control over elections is guaranteed through the manipulation
of lists of candidates and forbiddance of election campaigns. The PRC Election Law
authorizes the political parties and mass organizations to nominate the candidates. Since
no political parties or mass organizations can ever legitimately exist without the approval
by the CCP, their nominations certainly never contradicts with the intention of the CCP.
The actual process of compiling the party-approved list is extremely secret: “it was

12 The PRC Constitution Art. 97 and the PRC Election Law Art. 2.
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hidden from the public, deputies, and even individuals engaged in the election work. In
some elections, approved candidates were listed first on the ballot and efforts were made
to intimidate or bribe others to renounce their nomination” (O’Brien 1990: 129).

The PRC Election Law also allows nominations made jointly by 10 or more voters.
Candidates so nominated are usually called “independent candidates”. The number of
independent candidates seems to increase over years. In 2003, there were about 100
independent candidates for deputies of local people’s congresses while this number was
believed to soar to “hundreds and thousands” in 2006 and 2007 (Li 2010), thanks mainly
to the prevalence of online networking societies. But the CCP has made various
attempts to discourage the spread of independent candidates. In 2011, the officials of
the NPC reportedly claimed the independent candidates as “legally groundless”
notwithstanding the explicit stipulations in the Election Law (CCTV 2011A). The NPC
officials were obviously juggling with words since the term of “independent candidate”
does not appear in the law indeed. However, the connotation of this speech was clear
that these candidates were not blessed by the party-state. Besides, the Election Law
itself requires further screening of the nominated candidates before the final list is
submitted for election. The law, however, does not specify the details for this screening
process by the election committee except saying that it should go through “discussion and
negotiation” among voter groups.'”  According to those who had personal experience as
an independent candidate in local people’s congress elections, this screening works
completely in a black-box (Zhu 2006).'"" Some of the independent candidates are
harassed and detained (The Economist 2011A), and most of them (above 90%) cannot
win seats at the local people’s congress (Li 2010).

Even if an independent candidate is included in the final list, they, like all other
candidates, are not permitted to conduct campaign activities except delivering a short
self-introductory speech no longer than a few more minutes. Voters have no chance to
further explore the candidates’ background or verify the information provided by the
candidates and their recommenders, let alone studying and comparing their platforms.
The Election Law, before its most recent amendment in 2010, did not even require the
voting committee to organize candidates’ meetings with their voters, which effectively
means that the voting could be conducted even when the voters had never seen the
candidates. Although the newly revised law obligates the voting committee to organize
such meetings, it conditioned this obligation on the voters’ requests without making clear

"% The PRC Election Law Art. 31.

1% Probably the best account of the local people’s congress election in China can be found in Zhu (2006), a
documentary writing based on the experience of Yao Lifa, the first independent candidate who was able to
get a seat at the local people’s congress, where the miseries of an independent candidate, as well as his
constituencies, were vividly depicted. Unfortunately, yet expectably, the book was banned by the Chinese
government, in spite of its official denial, soon after its appearance. The author later posted the
manuscript on her online blog which is again blocked now. Nevertheless, unofficial copies of the
manuscript can still be found online.
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such important issues as the number of voters needed to make these requests, and the
procedures to make the requests.'” The overall election process is so designed as to
block the conveyance of information about candidates to voters, hence voters, more often
than not, are about to cast votes blindly. Together with the anonymous voting system at
conferences of the people’s congresses, the black-box style election cut off the
accountability of deputies to their constituencies. In such an institutional setting, no
wonder that people with a stronger democratic orientation and a keener sense of internal
efficacy are less likely to vote in these showcase elections (Chen & Zhong 2002: 191).

It should be noted that direct elections and independent candidates are legitimate
only at local elections for deputies of the people congresses. For top executive officials
at all levels of governments, elections are made indirectly by the people’s congresses at

1'% Neither the Constitution nor the Election Law says anything about

the same leve
how the candidates should be decided, and apparently the number of candidates does not
need to be more than the number of offices to be elected. In practice, almost all
candidates are handpicked by the higher level CCP committees and governments. So
these top officials are appointed rather than elected as a matter of fact. Those who dare
to test direct elections of local executive officials will face a harsh crackdown (Li 2010).

Direct election of officials is only allowed for village committees (VC), a
self-governing body of villagers in rural China charged with implementation of certain
governmental tasks such as taxation and family planning. Village committees first
emerged in Guangxi province in late 1980. With the strong support of Peng Zhen,
Chairman of the Standing Committee of the NPC in the 1980s, VC was formally
recognized by the PRC Constitution of 1982 (O’Brien & Li 2000). But before 1998
when the Organic Law of Village Committees (OLVC) was enacted, members of VCs,
and the chairmen in particular, were usually appointed by the higher level township
governments (Wang & Yao 2007: 1637). Since 1998, it has become popular for
villagers to nominate candidates directly. The so called “sea-elections” (haixuan), have
now spread to 26 provinces (O’Brien & Han 2009: 364). Multi-candidate competitive
elections have become the rule, and candidates in most places are now given
opportunities to deliver speeches or engage in other forms of campaigning (id: 365). It
is fair to say, compared to the showcase elections at all other levels, VC elections
converge much better to transparent and democratic procedures although
counter-examples were still observed (Zhu 2006). Some studies show that the improved
accountability of VCs is correlated with enhanced competitiveness of elections (Wang &
Yao 2007). There is also evidence that accounting of village spending is more open in
villages where elections are conducted (Oi & Rozelle 2000).

The democratization of VC elections, however, does not necessarily strengthen the

15 The PRC Election Law Art. 33.
16 The PRC Constitution Art. 101.
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villagers’ status in the process of decision-making on rural affairs. This is because VC
itself is very weak in the Chinese power structure. First of all, OLVC clearly states that
the CCP branches are the “leadership core” in the rural areas, and should “lead and
support” the work of VCs.'”” It is believed that through CCP’s control over personnel —
most VC members, and chairmen in particular, are CCP members — VCs are very
vulnerable to the influence of the Party (O’Brien & Han 2009). Even when the VC
chairmen, backed by popular votes, dare to defy the direction of the Party secretary,
oftentimes the result of the contest will not be in VC’s favor (Wang & Yao 2007).
Second, the activities of VCs are tightly restricted by the townships, the lowest level
government in rural China. Fiscal dependence on and cadre management by the
township governments make it difficult for VCs to refuse jobs imposed from above, even
in conflict with the views and interests of the village voters. It is also claimed that the
fiscal and administrative power were increasingly concentrated in the hands of the
townships during the 1990s (Huang 2008: 160-164). Therefore, “in many communities,
village committees have failed to achieve their potential, and in some they control few
resources and are close to insignificant” (O’Brien & Han 2009: 368-369). Probably, it is
exactly because of the triviality of VCs in the power structure of the party-state that
secures VC elections as a democratic test in the authoritarian state where no sign has been
seen so far of the extension of similar elections to any higher level governments.

2) Decentralization

Although China is formally a unitary country, many have attributed China’s rapid
economic growth in the reform years to its government decentralization, or the de facto
federalism (e.g. Montinola et al. 1995; Qian & Weingast 1996; Qian & Roland 1998).
Therefore, it is worthwhile to assess the extent of decentralization and its effect on the
constitutional environment in China.

First of all, there seems to be a consensus among China scholars that the
administration of economy is decentralized in China. However, this kind of
decentralization at the administrative level is by no means unique to the reform era (Shirk
1993; Huang 1996). In fact, “strict centralized management of the economy by
directives, as under the pure Soviet model, has never existed in China. The
‘decentralizing movement’ which took place in 1958 and has been renewed from time to
time ever since has eroded central planning and its power to control” (Wu & Zhao 1987:
310). Decentralized administration of economic affairs is a result of China’s uneven
social and economic development, poor transportation and communication infrastructure
(Huang 1996: 3), as well as the predominance of small firms in China (Shirk 1993: 29).

The administrative decentralization with respect to economic policies was intensified
in 1980s. It peaked around 1988-89, followed by recentralization in the 1990s (Cai &
Treisman 2006: 508). During this period, many state-owned enterprises (SOE)

197 The OLVC Att. 4.
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controlled by the central government were delegated to local governments. Many policy
decisions, such as the liberalization of prices, were also delegated to provincial and local
governments. Special economic zones, coastal open cities, and development zones were
established where local governments gained more authority over economic development.
In addition, the fiscal contracting schemes applied during 1988-1993 were considered as
allowing the local governments to retain substantial parts of local revenues on the margin
(Qian & Weingast 1995).

However, in parallel with the economic decentralization is an uninterrupted system of
political centralization. In China’s unitary political system, local governments derive
their authority solely from the central government and perform their duties at the local
level on behalf of the central government (Huang 1996: 28). The center controls the
incentive of local officials through its monopolistic power over personnel decisions.
Government officials at all levels are subject to the top-down appointments. “This
personnel allocation power is the ultimate trump card that the Center can wield over
provinces and it is a fundamental constraint faced by all Chinese local officials” (id.: 89).
Consequently, the local officials appointed by the Party center “always look to the party
leaders in Beijing because they know their careers depend on satisfying these leaders”,
rather than articulating the interests of their particular regions (Shirk 1993: 83). The
most famous case during the reform era that reveals the local officials’ weakness vis-a-vis
the Center is the removal of Ye Xuanping from his position as Governor of Guangdong
and a nominal promotion to a purely ceremonial post after he spoke out openly against
the Center’s proposals in 1990 in spite of his princeling status and widespread
connections to the Center. The message was clear: any official who challenge Party
leaders by organizing a bloc will be dismissed (id: 195). In fact, evidence points to the
enhanced central control — and therefore the attenuation of localism — over personnel
during the reform years. The degree of uniformity among the provincial level personnel
appointments increased; the length of tenure of the local officials was shortened; the
correlation between the tenure length of local Party officials and government officials
decreased (Huang 1996: 113). Notwithstanding the fiscal and economic
decentralization, this political control from above sets up an ultimate constraint on local
decision-making.

Even in terms of the fiscal decentralization, it is not clear to what extent the positions
of local governments were strengthened during the 1980s. The central share of total
budgetary income rose from 13.8% in 1972 to over 20% in 1982, over 30% in 1985, and
35.3% in 1988 (Shirk 1993: 177). During that period, the central government also
increased the scope of the central fixed revenues, shrinking the pool available for sharing
with the provinces under the fiscal contracting programs (Cai & Treisman 2006: 522). It
was also pointed out that, during the 1980s, although the central government’s share of
revenue was small in relation to the size of China’s consolidated revenue, the central
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government was able to appropriate provincial revenues and delegate significant
financing responsibilities to the localities so as to reduce its own expenditure
requirements (Huang 1996: 58). Whatever the situation of fiscal decentralization might
be in the 1980s, the tax reform implemented in 1994 has recentralized the fiscal system
by replacing the contracting scheme with one in which only 25% of the largest tax, the
value added tax (VAT), is retained by the provinces. After this reform, the local
governments are believed to be faced with a very real revenue squeeze that reduced their
budgetary revenues (Whiting 2000: 285).

Although many believe that China’s economic miracle is attributable to the
decentralization which incentivized local competition and institutional innovation (e.g.
Montenola et al. 1995), those delicate theories do not seem to be consistent with some
simple facts. Cai & Treisman (2006) shows that the key institutional reforms, including
the “household responsibility system” (1978), the “special economic zones” (1979), and
experiments on profit-retention schemes in SOEs (1978), all started in the late 1970s and
early 1980s, before any significant decentralization had occurred. In fact,
decentralization was conducted selectively and aimed at circumventing Deng Xiaoping’s
central opponents (Cai & Treisman 2006: 518). Decentralization is also claimed to
harden the budget constraints as the competition for capital intensifies (Qian & Roland
1998). But again there is little unequivocal evidence to support this claim. On the
contrary, some commentators find that the budget constraint was actually softened during
the peak years of decentralization (Cai & Treisman 2006: 526), and it was hardened only
after the recentralizing tax reform in 1994 (Whiting 2000).

Given these empirical inconsistencies, some China scholars recently argue that the
driving force behind the Chinese economic reform was not from the localities, but instead
from the “competition at the Center between rival factions with different ideological
predispositions and local connections” (Cai & Treisman 2006: 507). This argument
seems to be compatible with the institutional features of a unitary country where the
localities are subject to tight political controls from the Center. Of course, local
governments have played substantial roles in the reform era, but they are confined
eventually to the political agenda set by the Center. The far-reaching economic reforms
have not provided the local governments political and fiscal resources sufficient to
challenge the policies imposed by the Center. As evidenced by the local compliance
with the austerity policies, by and large, the central government was capable of reigning
in the localities’ impulse to pursue their own investment interests. And the local
governments would find more leeway only when they sensed a division in the Center
(Huang 1996: 256). While the Center does take into account the local interests, it is just
because the top leaders cannot run the country directly, but have to rely on local agents
for information and for policy implementation. The top-down authority still takes a
dominant position in Chinese political system (Shirk 1993: 349). It is hard to say that
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the Center has any deliberate intention to encourage local competitions for the purpose of
institutional innovation.

Even if the decentralization with respect to economic administration has stimulated
local competition, it is still questionable whether such a competition, while under the
tight political control from the Center, would be sufficient to create a constitutional
environment conducive to entrepreneurial development which ensures, among others,
secure property rights, government accountability, and the rule of law. For a couple of
reasons, local competition in the Chinese context does not seem to be promising in
completing this task.

Since the local incentives are ultimately influenced by the Center, competition among
localities will be channeled to the dimensions consistent with the central preferences.
While the central leaders have shown their interest in economic development during the
reform era, they are much less enthusiastic in political reform. Local competition,
therefore, is unlikely to be intense in this dimension. In fact, local officials may behave
cautiously to dance around this sensitive area in order to avoid political risks. To
establish the rule of law, and enhance the government accountability requires at least
certain level of political reform that constrains the monopolistic power of the CCP and its
top leaders. So unless the Center is determined to launch such a reform, the prospect for
a bottom-up institutional change is limited.

Although reliable institutions are considered indispensable for the long run economic
growth, particularistic implementation of law and discriminative treatment of investors
may nevertheless boost local economy in the short run, especially when the focus is
extensive, rather than intensive, growth. Promises of soft credit, subsidies, or tax breaks
may lure investors easily (Cai & Treisman 2006: 527). Catering a few big, monopolistic,
and politically well connected investors at the expense of grass root entrepreneurs will
also expand the economic pie more quickly in the short run than upholding a competitive
market and nurturing the small and medium sized enterprises. The relative short tenure
of local officials tends to abbreviate their time horizon. Huang (1996) indicates that the
average tenure of Party secretaries is only 3.44 years while it is even shorter for
provincial governors, around 2.85 years.'” Reforms of political and legal institutions
entail large upfront investments, both economic and political, but will take a long time to
reap the harvests. Given the short tenure, competition in this dimension is very unlikely
as it essentially requires the incumbents to take all the pains to provide some public goods
for their successors.

Constructive local competitions require an institutional environment that ensures the
mobility of factors and products in a common market. Even the advocates of the de
facto federalism logic agree that decentralization has not contributed to the emergence of

1% While these numbers are for years of 1979 till the early 1990s, my own data covering the years of 1979
to 2011 show a little longer tenure. For Party secretaries, the average length of tenure is 4.11 years while
for provincial governors, it is 3.52 years.
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such a market (Montenola et al. 1995). Quite to the opposite, decentralization has
rendered local energies to be “focused more on fighting bureaucratic battles (often at the
SEC) to restrict competition than on competing in the national marketplace” (Shirk 1993:
186). In fact, there are evidences that China’s market has become more segmented over
time, and the system of assigning administrative controls of firms to local governments is
thought of as the major stimulus to the rise of local protectionism (Huang 2003). Local
officials are incentivized to erect administrative blockades to protect local markets for
their local firms. It seems odd that the Center did not take sufficient action to propel the
establishment of a national market since the central government will bear the cost of local
protectionism.  Some commentators attribute tolerance from the Center to its
preoccupation with championing SOEs. “Administrative decentralization is one of the
few policy instruments available to the government to improve the efficiency of firms
within a framework of state ownership” (id: 144). But the administrative discrimination
against non-local firms strengthens the particularistic nature of policy making in China,
and stretches the country further away from a constitutional environment under the rule
of law.

3) Judiciary

Although the PRC Constitution provides that “the people's courts shall, in accordance
with the law, exercise judicial power independently and are not subject to interference by
administrative organs, public organizations or individuals” (Art. 126), the judiciary has
never enjoyed independence in adjudicating cases. First of all, the courts are
administratively and institutionally responsible to the corresponding level of people’s
congresses that created them.'®”
various levels are authorized to supervise the work of the people’s courts.''®  In reality, the

The standing committees of people’s congresses at

people’s congresses not only supervise the general situations of the courts’ operation, but,
at times, get involved in adjudication of specific cases as well. The so-called
“individual-case-supervision” (ge’an jiandu) is said to be all-encompassing and not
effectively restrained even by the rules set by the people’s congresses themselves. The
lower level people’s congresses are especially active in  conducting
individual-case-supervision (Cai 2004: 5). Besides, the PRC Constitution also designates
the procuracy as the institution of legal supervision,''' “leading to the curious situation
where procuratorates are subject to the authority of the court when they appear before the
court as a prosecutor and yet they have the authority to challenge the ‘final’ decisions of the
court” (Peerenboom 2002: 280).

Like any other state organ in the party-state, the judiciary is under the strict control of
the CCP. The Political-Legal Committee (PLC) and courts’ internal Party Group are the
major channels through with the CCP may intervene with the adjudication of specific cases.

199 The PRC Constitution Art. 128.
"% The PRC Constitution Art. 67 and Art. 104.
""" The PRC Constitution Art. 129.
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Although such intervention occurs only infrequently, when it does, its effect is decisive (id:
303). More importantly, the CCP’s control over the judiciary, much like its control over
other state institutions, is based on its authority over personnel appointments and
promotions. Nominally, the people’s congresses elect the president of the court at the
same level, who then nominates the vice-presidents, members of the adjudicative
committee, division chiefs and vice-chiefs. But as a matter of fact, all appointments must
be approved by the CCP Organization Department. For senior judicial appointments, the
approval of the CCP Organization Department at a higher level is required while for
lower-level judges simply submitting the appointment to the Organization Department for
the record (bei’an) is sufficient, although even in that case the Organization Department
can still veto the appointments (id: 305). Essentially, courts are not much different from
other bureaucratic institutions, and just a part of the political system of the party-state
subject to strict top-down personnel control. Although judges have been increasingly
professionalized in recent years, there are still many top leaders of courts who do not hold
degrees in law, and worked in other government departments. The current President of
SPC, Wang Shengjun, for instance, holds only a college degree in history. The president
of the High People’s Court of Beijing majored in Chinese literature, and the previous
president of the High People’s Court of Shanghai served as the top of the Union before
taking his office at that court. Obviously, professional background and legal knowledge
are not necessary in selection of court leaders. Instead, they are chosen for political
reliability and adeptness at complying with the policies of the CCP.

Local governments are thought to have far more prevalent influence over the courts
than the CCP organs though it is not easy to distinguish between Party and government
interferences as government officials generally wear two hats (id: 307). The
dependence of courts on local governments stems not only from the de jure and de facto
power to appoint and dismiss judges resting, respectively, upon local people’s congresses
and CCP Organization Department at the local level, but, more importantly, from the
local governments’ control over court finances, material supplies, and other welfare
benefits for court officials and their families. Therefore, “it is very difficult for courts to
go against the wishes of local government even should they wish to do so” (Clarke et al.
2008: 395). Under such an institutional setting, it is not surprising that China’s judicial
system lacks unity and consistency in law enforcement. In fact, this is but another
reflection of the local protectionism deeply obsessing the country.

Inside the courts, cases are usually heard by collegiate panels. But by internal rules
or practice, collegiate panels are required to obtain the approval of the division head,
vice-president, president, or the court’s adjudicative committee (Shenpan weiyuanhui)
before issuing the judgment. Like in other sections of the bureaucracy, administrative
hierarchy has been important in determining the final outcome (Peerenboom 2002: 281).
In particular, major and difficult cases, which are vaguely defined, are decided by the
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adjudicative committee composed mainly of judges of high administrative ranks. Internal
mentoring or supervision itself may not be a serious threat to the collective independence
of the judiciary, as notably exemplified by the case of Japan (Haley 2007). But it does
become such a threat where senior posts in the judiciary are awarded based not on
professional but on political standards. When the president of a High Court is not even a
law school graduate, his mentoring can hardly be one of professional authority.

The political status of the court is fairly low relative to the executive branch in general,
and the public security departments in particular. Although both the president of the High
People’s Court and the director of the public security department are usually members of
the PLC at the provincial level, the latter frequently serves as the chairman or
vice-chairman of the PLC while the former rarely does. Also, the head of the public
security department is often a member of the standing committee of the CCP provincial
committee, but very few, if any, court presidents are included in this core of power. Such
personnel arrangements further strengthen the subordinate position of courts in the political
hierarchy of the party-state.

In recent years, as the media commercialization and increased editorial discretion
have combined with growing attention to legal problems, the Chinese media have become
yet another factor undermining the already weak autonomy of courts (Liebman 2005).
To some extent, media supervision contributes to the realization of justice in a country
with an incompetent and corruptive judiciary. It improves the transparency of
adjudications, and may even counteract undue influences imposed on the judiciary by the
politically well-connected. However, the media pressure on judicial decisions on
specific cases has posed an additional threat to the establishment of rule of law in China.
First of all, Chinese media are still served mainly as information-gathering institutions for
the party-state. Their interests are often closely linked to those of the government or
CCP institutions with which they are afflicted (id.: 124). To a large extent, therefore, the
media further amplify the already strong external influence on the judiciary, especially
that of local governments.

Second, intensified market pressures accompanied with media commercialization
incentivize both catering to and stirring up public opinion in selection and framing of
reports. As Professor Liebman acutely noted, the initial report of the Zhang Jinzhu case
by the Dahe News,''” for instance, was likely motivated by the newspaper’s intent to
improve its share in the local news market (id.: 72). Media reports may also depict the

12 Zhang Jinzhu was a local public security official in Zhengzhou, the capital of Henan Province, who hit
a man and a boy on a bicycle when drinking and driving. He did not stop after the hit but continued to
drive for another 1,500 meters, dragging the man under his car. The initial report on the incident by the
Dahe News did not identify Zhang but noted that the car involved was a luxury Toyota Crown. The
continuing reports on this case by the Dahe News generated immense public outrage which led to telephone
and written instructions by the top CCP official of the Henan Province. The public rage flamed up further
after the report by the CCTV that vilified Zhang who was eventually convicted and executed (Liebman
2005).

141



facts involved selectively to make a case for the opinion they want the public to form.
For example, in the widely reported Peng Yu case, the decision of which has been blamed
for chilling Good Samaritan acts,'
defendant, Peng Yu, had not claimed to be a Good Samaritan either in the initial police
investigation or the first court hearing. It was only during the second court hearing that
Peng Yu started to add this claim as a defense. In fact, this factual detail neglected,
intentionally or inadvertently, by the media substantially attenuated the trial judge’s
confidence in the defendant’s testimony, bearing directly on the final decision of the
case.'*

Third, standing on a layperson’s position, the media usually pay no attention to the

technical requirements that a court is obligated to consider in making verdicts. As

most media coverage did not refer to the fact that the

abovementioned, the media reports may frame the facts in their own convenience or
preference and disregard the rules of evidence. They are inclined to stress the
substantive issues of cases, but keep a blind eye, or even scorn, on the procedural
principles of law as it is a more effective way to gratify the popular concern with
substantive justice rather than procedural justice. For instance, in the case of Zhang Jun,
who was accused of robbery and murder, the media reports prior to trial questioned the
necessity of a formal trial even as short as three days (id.: 73).

Of course, internal and external interferences do not always cause illegitimate or unfair
judicial decisions. Sometimes they may even correct judicial mistakes or constrain
judicial corruption. But more often than not, interferences originate with concerns other
than legal issues. The most worrisome part of all these interferences, whether
institutionalized or not, is the weakened predictability of implementation of law. Since
there are so many approaches to affect eventual judicial decisions, parties are greatly
incentivized to mobilize various resources to exert influence on courts. Who prevails in
court does not rely solely on the merit of the case, but, perhaps more importantly, on the
parties’ connections to any of the interfering sources. Consequently, judicial decisions
also suffer from strong particularism.

Apart from the interferences of various origins, judicial independence in China is
also plagued by insufficient and unreliable salaries of judges. Judicial salaries, though
believed to on the rise recently, are usually quite low, especially in comparison with

practicing lawyers.'””  Judges in some poor jurisdictions even do not get their salaries

3 For details of the Peng Yu case and its ramifications, see Peh (2011).
"4 T am indebted to Professor Jiang Haifeng of Jiangsu University School of Law for pointing out this
omission in the media reports on the Peng Yu case.
5 One study shows that, as of 2004, in Shanghai, a holder of a bachelor of law’s degree can earn 70,000
yuan ($8,750) per year after having worked as a judge for four to five years while very experienced and
senior judges can earn as much as 110,000 yuan ($13,750) each year (Gechlik 2005: 130). To my
knowledge, however, it is not unusual for junior partners of law firms in Shanghai to have an annual
income of 500,000 to 1 million yuan for the same period. Even in the initial years of the 21¥ century,
fresh law school graduates working for foreign law firms in Shanghai could earn as much as 120,000 yuan
($19,050) a year. But the same study indicates that many judges in other places in China earn only 20,000
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occasionally (Peerenboom 2002: 294). Besides, judges’ salaries are linked to their
success in attaining designated performance targets reflecting the policy preferences of
the CCP (Minzner 2011). For instance, judges may have their salaries reduced when the
percentage of cases overturned on appeal or remanded for further consideration exceeds a
certain amount (Peerenboom 2002: 294). Poor remuneration for judges, and lack of
funding for courts have contributed to a number of problems in the operation of courts
including knowingly accepting cases beyond their substantive jurisdiction, imposing
quotas on judges to collect fees, or arbitrarily increasing the amount of bail (id.: 295).
Corruption is also an endemic problem in the Chinese legal system, although there is no
evidence that the judiciary is particularly corrupt, compared with other Chinese institutions
(Clarke et al. 2008: 397).

Admittedly, the Chinese judiciary is not entirely inactive to claim authority and
institutional relevance within a constitutional environment of weak judicial independence,
especially as judicial professionalization goes deeper. After Xiao Yang took the helm of
SPC, a systematic judicial reform was launched within the judiciary, focusing particularly
on civil justice, where political influences are supposedly less conspicuous. The core of
this reform was the promotion of judicial justice and efficiency. It leaned toward a
greater emphasis on procedure, aiming at a shift from judge-centric justice to
party-centric justice in adjudicating civil disputes. The SPC created new evidence rules
for civil justice, governing, among others, the time limit to produce evidence, the
admissibility of evidence, and the pretrial exchange of evidence by the parties. Judges
were prohibited from making ex parte contacts with the parties or their lawyers, and were
required to deliver prompt in-court decisions upon hearing the cases (Fu & Cullen 2011).
The reform did not hold any intention to call for an expansion of judicial independence.
Neither did it result in any noticeable increase in judicial independence. But it did
accentuate the role of formal rules in adjudications, which, at least indirectly, escalated
the importance of judges as specialists in applying these rules.

This reform, however, turned out to be a failure conceded openly even by the SPC
itself. The hallmark of such a failure is the recent retreat from a rule-based adjudicative
approach to a power-based mediatory approach to deal with civil disputes (Fu & Cullen
2011; Minzner 2011). The apparent cause of the unsuccessful reform efforts is the lack
of capacity for the judiciary to establish its legitimacy in handling cases according to
formal rules subject to wide discretion by the judiciary itself. Distrust in and
dissatisfaction with the increased judicial formality permeates as evidenced by the
upsurge in “law related” (shefa) petitions (Fu & Cullen 2011). This was considered as a
severe threat to social stability and ostensibly embarrassed the campaign for a
harmonious society launched by the top CCP leaders. Thus, political intervention
followed to resteer the course toward mediation, in which law is no more than one,

yuan ($2,500) or even less (id.).
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maybe insignificant, factor out of many to be considered in tackling the disputes (id.).
Recently, “big mediation” (da tiaojie), a proceeding with even thinner legal sense, has
been applauded by Chinese political-legal authorities. This is primarily political
conferences aimed at coordinating responses between government departments including
the judiciary and crafting solutions to avoid protests. Legal norms can be openly
disregarded, and horse-trading between officials takes place (Minzer 2011). The judicial
reform under Xiao Yang seems backfired. Instead of enhancing its institutional
relevance, the judiciary is now facing a more serious legitimacy crisis that has offered
excuses for aggravated political interference.

While it is relatively easy to notice the legitimacy problem the Chinese judiciary has
been suffering, it is more complicated to identify the causes of this problem. The
simplest explanation would attribute the difficulty in installing legitimacy in a seemingly
more professional adjudicative system to the Chinese legal conscience prioritizing
substantive justice over procedural justice. But this fails to explain why court mediation,
which advocates no more substantive justice due to its coercive and corruptive nature,''®
has reportedly been able to reduce the number of petitions (Liebman 2011: 303) if this
number is somewhat indicative of the perceived legitimacy of judicial acts.
Alternatively, the underdevelopment of legal profession and a poor legal aid system is
believed to undermine the degree of acceptance of rule-based adversarial civil justice by
the general public (Fu & Cullen 2011: 48). However, as detailed below, lack of
representation is inadequate to interpret the observed difference in willingness to use
courts between private business owners with comparable economic resources yet
disparate political backgrounds. Instead, I would posit that the far-reaching political
influence on the judiciary has immensely impaired its reliability as a neutral forum to
resolve disputes. The subordination of courts to political power inflames a strong
perception that court decisions are systematically biased toward the politically
connected."” A reform from inside the judiciary is, by no means, sufficient to cut off its
institutional ties to the external powers. Against this broad political-legal backdrop, a
technocratic reform of the judiciary can never appease the public distrust, but only
intensifies the suspicion that the incremented legal formality does nothing but to disguise
the ever-lasting political bias. This perceived bias seems to find some support from the
quantitative evidence to be analyzed below, which demonstrates a clear distinction in
confidence in courts among Chinese entrepreneurs along the line of previous political
status. In some sense, the public rejection of a more formalized judicial process may
reveal a general lack of faith in the authority of the party-state, which was vividly evinced

¢ For the attacks on court mediations, see Fu & Cullen (2011).
""" The best footnote for Chinese government officials’ contempt of law is Chinese Foreign Ministry
spokeswoman’s response to a foreign journalist’s questioning on police harassment of interview. In her

response, the spokeswoman told the journalists “not to use law as a shield” (Chen 2011).
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by the Qian Yunhui incident (The Economist 2011B).""*  When people turn to petitions
instead of litigations, they do not necessarily believe in the former as a more legitimate
channel to redress their grievances. Quite to the opposite, they do so to seek extralegal
measures to satisfy their requirements, with or without legal merits, as they see the
party-state is willing to make concessions to petitioners and protesters to prevent
escalation and unrest. For the ordinary people, it is entirely understandable to buck for
extralegal remedies when the formal legal institution is perceived to be heavily
manipulated by the political elites. For the government, however, pacifying petitioners
on an ad hoc basis at the expense of fair and consistent solutions to legal disputes only
exacerbates the risk of social instability in the long run (Liebman 2011; Minzner 2011).

8.1.3 Summary

The written Constitution in China is deemed as a tool by the CCP to claim its
legitimacy in ruling the most populous country in the world. The PRC Constitution is,
by and large, abstract and vague in the textual design, which foreseeably gives rise to
difficulties in application. More notably, however, is the institutional vacuum that
makes judicial application of the Constitution impractical and judicial review of
constitutionality itself unconstitutional. ~Although, in principle, the Standing Committee
of the NPC is empowered to review and strike down unconstitutional legislation and
regulations, it has so far never used its power in any material sense. Consequently, the
PRC Constitution loses its teeth. It thus fails to act as the fundamental legal document
constraining state power or serve as the premise for the rule of law.

But this does not mean that the Constitution bears no function in the party-state. In
fact, the CCP uses the Constitution as a vehicle for propaganda of its endorsed ideology.
In the past two decades, the PRC Constitution has been repeatedly amended to keep up
with the ideological mutation of the CCP in the economic perspective. Therefore, the
Constitution is at least one credible channel for Chinese citizens to evaluate the
ideological risk to engage in the private sector in general and start up a private business in
particular.

The authoritarian nature of the regime is manifested by the absolute power of the
CCP encompassing every branch and level of the government. Strict top-down control
over personnel and lack of accountability to constituencies forge the incentive of officials
to look mainly to their superiors in the political hierarchy. This renders especially
important political power and political policies, neither of which is subject to the
supervision of the Constitution. Eventually, the only meaningful constraint on one
political power is another superior political power.

'"¥ Qian Yunhui was a former village chief near the coastal city of Wenzhou whose head was severed from

his body by a truck in an officially reported traffic accident. But rumors permeated on the Chinese
internet that asserted Mr. Qian was actually held down by government-hired goons to allow the truck to
drive on him as he had, for years, organized fellow villagers in protests against the uncompensated land
appropriations by the government.
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The power-ridden constitutional environment in China is characterized by
particularism in decision-making and shortsightedness in policy orientation. Access to
state-controlled resources and procurement of administrative approvals oftentimes
depend on who the users or applicants are, and how well they are connected to those with
power, rather than on publicized rules and procedures. One of my lawyer friends
lamented, “When my clients asked if a certain investment project is legally feasible, my
reply was simple — ‘Nothing is impossible in China. What matters is who you are.””.'"
Agency costs that weaken the control of lower level bearcats are unlikely to blame for the
particularism which seems to be prevalent in the whole political system. As Shirk (1993)
has recorded, at the top level, universalistic approaches always gave way to a
particularistic one in determining the direction of fiscal and price reforms. A natural
consequence of particularism is the stimulation of rent-seeking, which enriches those who
hold power.

Contrary to the rule of law, particularism generates uncertainty: outcomes hanging on
whether sufficient connection has been mobilized properly within the power framework.
Uncertain feelings about the future induce people to put excessive weight on short-term
stakes. Moreover, the undemocratic and nontransparent race for the supreme power
agitates additional myopia in China nowadays as it effectively reduces the political party,
the CCP, to an illusory existence as there is no competition allowed at the party level.
Despite the popular surmise about the rivalry between the so-called “princeling group”
(taizidang) and the “League group” (tuanpai) within the CCP, the Party has never
publicly permitted the formation of factious groups so that it is unlikely to establish the
group reputation and crystallize the group interest through policy competition.
Therefore, eventually, the power competition is carried out among a handful of persons
who, as a matter of fact, are expecting to stay in office for no more than 10 years. Asa
consequence, the time horizon of policy-making is shortened mainly to address the
concerns held by the winners of the power race in their tenure of no more than 10 years.
This is why the top leaders are inclined to handle various social problems in an expedient
way instead of relying on a long-run solution built on the rule of law. Social stability
has always been prioritized on the Party’s agenda. For the top leaders, however, what
really counts probably is just the stability when they are in office. The shortsightedness
of the top certainly trickles down, which ultimately affect the behaviors of ordinary
citizens.

In this power-based institutional structure, the judiciary is weak both in design and in
practice. Externally, the people’s congresses and the procuracy are institutionalized to

"% This was a personal dialogue held in June 2011. My personal experience also illustrates the hardship
an ordinary citizen is to encounter in a brush with administrative agencies even in the most modernized city
of Shanghai. In spite of the publicized policy allowing application through authorized agents, the public
security officer bluntly rejected my father’s request for a change of residence registration (hukou) on behalf
of my wife some two years ago.
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intervene in adjudication of cases while the CCP, mainly through the PLC at various levels,
and local governments wield de facto impact over courts’ decisions, instilling policy
concerns of the CCP as well as the local interests. On top of that, media reports and
popular petitions, for better or for worse, have further jeopardized judicial independence.
Internally, the adjudicative committee and judges of senior hierarchy are all possible
sources of influence on decision of cases. The various channels to affect judicial
decision-making inevitably generate opportunities for rent-seeking to bring forth favorable
treatment in legal disputes, which is admitted even by those who appears sympathetic to
the Chinese judicial system (Fu & Peerenboom 2010: 98). The incompetence of the
judiciary to reign in political power or uphold the rights of the politically disconnected
waters down a primary notion of the rule of law, namely, to treat similar cases similarly
with no regard to parties’ statuses. The particularism in decision-making is thus
aggravated as the judiciary is incapable of fending off the undue advantage enjoyed by the
politically privileged. Although some scholars argue that political influences have played
an increasingly slight role in determining results of litigations in routine economic cases
(Peerenboom 2010, Fu & Peerenboom 2010),120 the evidence I will produce below at least
indicates that the public perception does not necessarily coincide with such an academic
position, and people with different political connections do behave differently, probably
according to their perception of the operation of the judiciary. In fact, similar difference
was noted by previous studies, reporting political connection increases the probability of
seeking formal legal help (Michelson 2008)."*!

120 peerenboom (2010) has listed a series of evidence that questions the common belief in lack of
independence in the Chinese judiciary. A close look at the provided evidence, however, arouses suspicion
about its persuasiveness. For one thing, the data source and its representativeness are unclear or
questionable. For example, Peerenboom (2010: 75) and Fu & Peerenboom (2010: 130), both citing
Peerenboom (2002: 400), use the high rate of plaintiffs’ success in administrative cases, even higher than
that in the U.S., Taiwan or Japan, to show the relative independence of Chinese courts. But none of these
works specify the data source, and the data cited are inconsistent indeed. (Peerenboom 2002 suggests the
rate of success is as high as 40% while Fu & Peerenboom 2010 says the number is 17% to 22% “between
2001 to 2004”.  Although the latter explicitly attributes the data to the former, the former was published in
2002, which renders it impossible to cover the numbers coming out after 2002.) For another, the evidence
presented is subject to different interpretation, which may even strengthen, rather than subvert, the general
wisdom. To illustrate, Peerenboom (2010: 75), citing Fu (2006), argues that the “enhanced stature of the
court is also evident in high acquittal rates for lawyers in cases where police and procuracy prosecute
lawyers on trumped up charges of falsifying evidence”. Nevertheless, Fu (2006: 29) overtly asserts that
the high acquittal rate may be caused by the “political forces” mobilized by the organized bar, All China
Lawyers Association (ACLA). As far as the undue political influence on the adjudication of charges of
falsifying evidence by lawyers is concerned, an excellent case in this point is the widely-reported Li
Zhuang case (see Johnson 2011 for details). Also, Peerenboom (2010: 76), citing Brown (2008), tries to
substantiate his position with the high success rate of plaintiffs in labor suits in recent years. Yet Brown
(2008: 4), briefly referring to the data source as “government reports”, focuses on the year 2005 after the
campaign for “Harmonious Society” was launched by the top CCP leaders. So this, together with the
back-off in civil justice reform toward mediation and the high-profile avocation of “big mediation” process,
may well be regarded as a sign of “China’s turn against law”, which again allows short-term political
policies to prevail over the rule of law.
21 In another possibly biased survey investigation, a large amount of respondents who lost in commercial
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8.2 The Pattern of Entrepreneurship in China

In a constitutional environment characterized by particularism and myopia,
entrepreneurship is expected to develop a along a path reflective of these constraints.
First of all, in China entrepreneurship is not only a business activity entailing innovation,
judgment, decision and risk-taking, but also a rent-seeking process at the same time.
Where the regulations are implemented subject to great discretion of officials, and the
legitimacy of entrepreneurial practices is decidedly ad hoc, depending on the success of
negotiations with authorities in charge of the rules, entrepreneurs “must compete on two
fronts: establishing a favorable relationship with these resourceful agents on the one hand,
and discovering and occupying a business opportunity in the market on the other. In
many situations, the former is a pre-condition of the latter” (Yang 2007: 88). With the
decrease in ideological and political risks associated with private entrepreneurship, as
signaled by formal constitutional endorsement, better politically connected people are
more likely to engage in entrepreneurship, which further elevates the significance of
rent-seeking abilities in business operation. Second, while institutional uncertainty does
not need to discourage entrepreneurship — indeed risk-taking is characteristic of
entrepreneurship — especially in a country with great market potential where even a slight
probability of gains can stimulate rational investment incentives (Whiting 2000), such
uncertainty should nevertheless leave its footprint on the pattern of entrepreneurial
development. In particular, I expect that, against this institutional backdrop, Chinese
entrepreneurs should be incentivized to take on strategies focused on short-run benefits
and flexible arrangements for quick exit.

In the remaining part of this section, I try to search for empirical evidence
substantiating the above two predictions about the Chinese way of entrepreneurial
development. With news reports, academic findings, as well as other public and private
studies added as anecdotal evidences, the study is mainly a quantitative one drawn on the
private enterprise surveys conducted periodically by the United Front Work Department
of the Central Committee of the CCP, All-China Federation of Industry and Commerce
(ACFIC), and the Chinese Academy of Social Sciences. These surveys were carried out
on large random samples selected to imitate the composition of the general population of
Chinese private enterprises in terms of location and industrial distribution. The data
have been used in a couple of previous researches (e.g. Huang 2008), but may still shed
new light on some less explored areas of Chinese entrepreneurship, not the least of which
is the political influence on entrepreneurial development. Although the surveys were
first conducted in 1993, the coverage, structure and wording of questions vary ostensibly
from one year to another. In this study, I used data from the latest three available

litigations in Shanghai believe their loss were attributable to the other party’s influence on the judges,
though not necessarily a political one (Pei et al. 2010). But opposite evidence exists as well (see
Peerenboom & He 2009) which, again, should be interpreted with caution.
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surveys conducted in 2002, 2004 and 2006 that have relatively high compatibility in
contents.

8.2.1 Political Connection and Entrepreneurship

To test the effect of political connection on entrepreneurship, I divided the
entrepreneurs surveyed into two groups depending on whether they had been cadres
before becoming private business owners, assuming that those who with a cadre
experience are abler to mobilize political resources. The cadre group consists of former
cadres of various levels in the Party, administrative or other public institutions, and
leaders of enterprises of state or collective ownership. By “leaders of enterprises” I
mean managers (fuzeren) and contractors/lessees (chengbaoren / chengzuren). The
reason why the managers of the enterprises in the public sector should be deemed as
cadres is that, in China’s political structure, these enterprises are usually assigned with
administrative ranks, such as section-level (keji), division-level (chuji), or bureau-level
(Juji), comparable to other public institutions. Their managers are appointed by
government agencies at the higher levels, just like officials in other public institutions.'**
Not infrequently, they are former cadres of other public institutions and are likely to serve
posts of equivalent administrative ranks in these institutions afterwards. So it is fair to
say that they are part of the communist nomenklatura.'*

Contractors/lessees are another type of leaders of the enterprises owned by the public
sector. They were the products of the efforts to transform the structure (gaizhi) of SOEs
in the late 1980s through the early 1990s. During that period, long-term contracting
system was adopted, mainly in large- and medium-sized SOEs, and leases were used
more often in small SOEs. It is said that by the end of 1987, 78% of all SOEs covered
by the national budget had implemented the contracting system (Wu 2005: 147), and,
according to a research performed from December 2002 to April 2003, about 8% of the
SOEs were leased out (Garnaut et al. 2005). Notwithstanding its attempt to introduce
managerial competition, the contracting system did not actually bring many outsiders into
the management of SOEs. The vast majority of contracts were awarded without going
through a competitive process, and, more often than not, existing managers became

contractors eventually (Naughton 1995).'** Therefore, the enterprise contractors were

122 In fact, the exact wording of the particular survey questions varies. In the 2006 survey, managers of
state or collectively owned enterprises are listed as a separate category while the 2004 survey put them in
the same category as the cadres in other public institutions. Moreover, the 2002 survey did not mention
mangers of these enterprises in the question asking about the entrepreneurs’ previous positions.
12 This is especially true for the leaders of state-owned enterprises (SOE), but may arguably be less so
with respect to those of collective enterprises. However, the surveys do not separate collective enterprises
from the SOEs, probably hinting that the survey designers do not consider the difference essential.
2% One study shows that in the first round contracting implemented in the mid 1980s, less than 5% of the
enterprises had gone through a competitive process to award the contract, and that of the successful
contractors, 85% were the incumbent managers (Naughton 1995: 217). In the second-round contracts
signed in 1990, public auctioning of enterprises became rare to non-existent, and between 80% to 90% of
these contracts were taken by the incumbent managerial groups (id.: 286).
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not very different from the previous managers of SOEs in terms of the likelihood to be
politically connected.  Outsiders maybe appeared more frequently in leases, yet
incumbents probably still comprised a big part of the lessees. Most importantly, even in
those transformed SOEs, managerial appointments were still under tight control of the
government agencies (Garnaut et al. 2005: 140), which suggests that lessees of
enterprises owned by the public sector may continue to be insiders of the Chinese
political structure having better access to political resources than ordinary citizens. That
being said, to address the concern that some of the contractors/lessees were entrepreneurs
with no affiliation to the nomenklatura, besides the binary variable, GB, separating cadres
and non-cadres as defined above, I also constructed an ordinal variable, RANK, ranging
from 1 to 3, to indicate the political ranking of entrepreneurs according to their
ante-entrepreneurial experience with non-cadres coded as 1, contractors/lessees of
enterprises held by the public sector as 2, and the remaining cadres as 3.

Another point that needs to be mentioned about the coding of cadres is that this
group does not include the village leaders in the rural area to take into account the fact
that public election of village leaders has started in many places at least by the late 1990s.
These elected village leaders might be outsiders of the nomenklatura. However, to test
the robustness of my findings, I also used an alternative binary variable, AGB, in my
study which does reckon village leaders as cadres.

1) Access to Bank Loans

It is well known that the formal bank credits is a financial resource tightly controlled
by the government in China, and that the private sector as whole has poor access to this
valuable resource, which has forced Chinese entrepreneurs to turn to alternative sources
for financing (Tsai 2002; Huang 2003). This makes access to bank loans a telling
illustration of the role played by political connections. If the role does exist, we should
see the cadre group has better chance on average to obtain bank loans.

Two indicators are used to testify this hypothesis. First, I will look to whether the
entrepreneur managed to acquire bank loans when he started the business. Fixed effect
logit models were used for this study. In particular, the baseline specification is

In[Pip / (1 — Pip)] = o+ P°Dip + ¥ Tic + 0GBipe + 0 Zip + €ipt
where Pip / (1 — Piy) 1s the odds ratio of obtaining a bank loan, D and T are the vectors of
province dummies and survey year dummies respectively, GB is the dummy variable

. 125
recording cadre status,

and Z a vector of other entrepreneur- and firm-specific
attributes indicated in Table 8.3 that reports the results.

Table 8.3 Cadre Status and Initial Access to Bank Loans

dependent variable: IBANK = initial access to bank loans

(h 2 A3) 4)

GB 0.28 0.28

125 GB is used in the baseline model while RANK and AGB are used in the alternative models.
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(0.06)*** (0.06)***
0.15
RANK
(0.03)***
0.27
AGB
(0.06)***
entrepreneur-specific attributes
ear of birth -0.008 -0.008 -0.008 -0.008
M (0.004)** (0.004)** (0.004)** (0.004)**
-0.274 -0.275 -0.272 -0.274
gender
(0.097)*** (0.097)*** (0.097)*** (0.097)***
education level 0.03 0.02 0.03 0.03
(0.04) (0.04) (0.04) (0.04)
firm-specific attributes
year of -0.01 -0.01 -0.01 -0.01
registration (0.01) (0.01) (0.01) (0.01)
to;:ﬁ??;:n"f 0.00 0.00 0.00 0.00
registered (0.00) (0.00) (0.00) (0.00)
number of
employees 0.00 0.00 0.00 0.00
when (0.00) (0.00) (0.00) (0.00)
registered
location of
headquart
eadquarters included included included included
when
registered
industrial
sector when included included included included
registered
1.45
LNGRPP
(0.68)**
cial
provineia included included included included
fixed effect
survey year included included included included
fixed effect
number of 7012 7012 7012 7012
observations
pseudo R? 0.10 0.10 0.10 0.10

Note: Robust standard errors in parentheses.
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* significant at 10%; ** significant at 5%; *** significant at 1%.

Cadres are coded 1 in both dummies, GB and AGB. For the dummy variable
indicating entrepreneurs’ gender, male is coded 0 and female 1. Education level is
classified into elementary school, secondary school, high school, 2-year or 4-year
colleges, and postgraduate degrees, coded respectively from 1 to 5. Year of registration
refers to the year in which an entrepreneur registered a private enterprise. Locations of
headquarters are indicated by a series of dummy variables representing major cities,
medium/small cities, townships, rural areas, or economic development zones. Industrial
sectors are another series of dummies representing 13 sectors listed in the surveys: (1)
agriculture; (2) mining; (3) manufacturing; (4) power and gas; (5) construction; (6)
transportation; (7) retail and restaurants; (8) finance and insurance; (9) real estate; (10)
social services; (11) public health, education, culture and sports; (12) science and
technology; (13) others."”® I also added an extra variable, LNGRPP, to Model 4, which
is the natural log of per capital gross regional product of each province in the year right
before the survey year.

As Table 8.3 shows, the previous experience as a cadre significantly raises the
likelihood to obtain bank loans at the initial stage of private enterprises. The cadre
experience is significant not only statistically, but also economically. In the baseline
model, for instance, the odds ratio estimate suggests that such an experience increases the
odds of getting initial bank loans by 32%, or nearly one third. Indeed, this estimate is
fairly consistent in the alternative models as well. Results reported in Table 8.3 also tell
us that the older an entrepreneur is the more likely he will get a bank loan at the start-up
stage. Furthermore, male entrepreneurs have better chance to get such loans than their
female counterparts in general. These are not surprising, and probably lend extra
support to the potential effect of political connection on access to bank loans as the older
people, as well as male, may have more opportunities to build up ties to the politically
privileged. It is worth noting, though, that the age effect does not seem to be
economically significant as one year’s increase in age seniority merely bumps up the
odds by less than 1%, whereas the influence of gender is much more obvious, male being
benefited by 24% or a quarter in odds of obtaining initial bank loans.

Though not reported in Table 8.3, private enterprises headquartered in major cities
are less likely to get bank loans in their start-up years. The location effect is not only
statistically significant at 1% level in all model specifications, but also highly significant
in the economic sense. According to the baseline model, private enterprises
headquartered in medium/small cities, townships, rural areas and economic development
zones have much higher odds to obtain start-up bank loans than those holding

12 The industrial sectors listed in the 3 surveys vary slightly from one another. I make some adjustments
to the original categorizations for the sake of consistency.
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headquarters in major cities by, respectively, 169%, 269%, 255% and 172%. This
somewhat unexpected finding actually echoes a previous study (Haggard & Huang 2008:
351), and might be best understood as a result of the stricter political pecking order
against private firms in major cities (Huang 2003).

Second, I considered the total balance of bank loans as of the year preceding the
survey. Prior cadre experience is expected to bring easier access to bank loans, thus the
balance should also be higher. As the lowest amount of loan balance is zero, the sample
is censored. Therefore, tobit models are used for this test. Table 8.4 reports the results.
Table 8.3  Cadre Status and Balance of Bank Loans

dependent variable: BLOAN = balance of bank loans

(D (2 3) 4)
B 297.60 296.78
(90.57)%** (90.78)***
171.32
RANK (50.39)#*
261.97
AGB (89.02)%**
entrepreneur-specific attributes
. -9.08 -8.64 29.09 29.14
year of birth (5.96) (5.90) (5.97) (5.95)
-468.15 -466.70 -467.50 -468.04
gender (129.54y%*%  (129.60)***  (129.51)***  (129.56)***
188.31 178.93 197.77 188.01

ducation level
eaucation leve (6704)*** (6794)*** (6703)*** (6703)***

firm-specific attributes

year of -43.43 -43.48 -42.43 -43.43
registration (12.94)*** (12.83)*** (12.87)%** (12.95)***
total ariou.nt of 0.161 0.161 0.161 0.161
equity in
0.084)* 0.085)* 0.084)* 0.084)*
preceding year ( ) ( ) ( ) ( )
nurlnber of 1.44 1.44 1.45 1.44
employees in
0.34)*** 0.34)*** 0.34)%** 0.34)***
preceding year 0.34) 0.34) 0.3 (0.34)
location of
headquarters in included included included included
preceding year
industrial
sector in included included included included

preceding year
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554.38

LNGRPP
(851.64)

provincial included included included included
fixed effect

survey year included included included included
fixed effect

number. of 583 5823 5823 5823
observations

pseudo R* 0.03 0.03 0.03 0.03

Note: Robust standard errors in parentheses.
* significant at 10%; ** significant at 5%; *** significant at 1%.

Again, prior experience as a cadre shows significant correlation with the amount of
bank loan balances as predicted in all specifications. Male entrepreneurs still have
obvious advantage over females in access to formal finance. Now, an entrepreneur’s
age is no longer significant, but education level bears a positive relationship with the
balance of bank loans. Other factors of statistical significance are the age of the firm,
the size of the body of employees, and, to some less extent, the amount of equity. None
of these seems surprising. Also, as shown in the previous test, private enterprises
headquartered in major cities suffer substantial disadvantage in borrowing bank loans.

Apart from the test on the total balance of bank loans, I explored the balance of loans
borrowed from the four major state-owned banks, Industrial and Commercial Bank of
China (ICBC), Agricultural Bank of China (ABC), Bank of China (BOC), and China
Construction Bank (CCB). These banks are under the most direct and powerful control
of the state. If political influence does exist in awarding bank loans to private
enterprises, loans from these four banks should not escape such influence. Similarly,
tobit models are used for this test, and the results are reported below.

Table 8.4  Cadre Status and Balance of Loans from Four Major State-owned Banks

dependent variable: BLOAN4 = balance of bank loans from four major banks

(1) (2) 3) (4)
GB 256.03 256.75
(71.12)%** (71.21)%**
148.14
RANK
(38.62)***
203.49
AGB
© (69.40)*+*
entrepreneur-specific attributes
ear of birth -10.69 -1031 -11.07 110,65
’ (4.88)* (4.84) (4.94)* (4.87)%*
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-266.08 -264.58 -267.94 -265.81
(103.84)%**  (103.99)***  (103.94)%**  (103.85)%**
177.17 169.08 188.96 177.26
(52.22)%% (52.81)%*+ (52.02)%** (52.21)%**

gender

education level

firm-specific attributes

year of -40.79 -40.91 -39.61 -40.81
registration (10.12)%** (10.02)*** (10.07)*** (10.12)%**
total t of
© aeqiri‘;“iz © 0.10 0.10 0.10 0.10
0.04)** 0.04)** 0.04)** 0.04)**
preceding year 0.04) 0.0 0.0 0.04)
ber of
e;‘;ﬁye;‘s) - 1.07 1.07 1.07 1.07
0.26)%** 0.26)*** 0.26)*** 0.26)%**
preceding year 0.26) 0.26) 0.26) 0.26)
location of
headquarters in included included included included
preceding year
industrial
sector in included included included included
preceding year
-410.47
LNGRPP
(710.16)
eial
provineta included included included included
fixed effect
SUTvey year included included included included
fixed effect
f
number o 6017 6017 6017 6017
observations
pseudo R? 0.03 0.03 0.03 0.03

Note: Robust standard errors in parentheses.
* significant at 10%; ** significant at 5%; *** significant at 1%.

As predicted, political connection does show significant correlation with the
borrowing from the four largest state-owned banks. In fact, the pattern is very similar to
what we have observed in the test of bank loan balances in general except that
entrepreneurs’ ages probably become more crucial in the lending decisions of these major
state-owned banks.

Some may argue that the difference in access to formal bank loans between former
cadres and non-cadres is a consequence of higher human capitals or business abilities
held by cadres. Although there is no decisive proof to eliminate this suspicion

155



completely, it seems implausible for a couple of reasons.

First of all, human capital is

actually controlled in all the above models by the proxy of entrepreneurs’ education

levels.

of skills required by business operations.
in business than others.

Second, administrative abilities supposedly held by cadres can be a different set
Politicians may not be more likely to succeed
Third, the survey data show that, in light of the rate of return,

measured either as a percentage of equity or as a percentage of total assets, enterprises
owned by former cadres are not more successful than those run by non-cadres.
Moreover, if we look at the composition of equity, cadres acquire more external

funds from state and collectively owned enterprises, but not from privately owned ones,

than non-cadres both at the start-up stage and at later years of operation.

On the other

hand, non-cadres rely more heavily on self-funding. These findings are reported in the

following two tables.

127

If the cadre experience is a signal of good business ability, then

privately owned firms should not be less eager than state and collectively owned

enterprises to invest in firms owned by former cadres.
enterprises owned by the public sector are more prone to political impact.

A reasonable explanation is that

At the same

time, privately owned firms tend to make equity investments in enterprises owned by
those who with higher education levels while the owner’s human capital does not seem be
to a significant element in SOEs’ investment decisions.

Table 8.5  Cadre Status and Composition of Equity at Start-up Stage
@) 2) A3) “4)
dependent %o by %o b'y % by privately % by
variable state-owned collectively owned firms self-funding
firms owned firms
GB 25.51 20.38 6.83 -3.02
(7.06)*** (6.86)*** (5.52) (0.69)***
entrepreneur-specific attributes
. -0.62 -1.48 -0.22 0.16
year of birth (0.37)* (0.39)%** (0.35) (0.04)***
-15.21 -10.46 -12.22 2.68
gender (10.69) (9.52) (8.63) (0.96)***
. 8.42 7.49 12.44 -3.28
education level =\ 531 (3.98)* (3.77)%** (0.44)***
firm-specific attributes
year of 0.72 1.33 2.03 -40.81
registration (0.79) (0.81)* (0.73)%** (10.12)***
total amount of 0.00 0.00 0.003 -0.00
equity when (0.00) (0.00) (0.001)*** (0.00)

127 Tobit models are used.

difference exist in the other three alternative specifications.

Only results of baseline specifications are reported, but no qualitative
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registered
number of
employees
when
registered
location of
headquarters
when
registered
industrial
sector when
registered

-0.01
(0.01)

included

included

0.00
(0.00)

included

included

-0.04
(0.02)%*

included

included

-0.009
(0.002)**

included

included

provincial

fixed effect
survey year
fixed effect

included

included

included

included

included

included

included

included

number of
observations
pseudo R?

4354

0.09

4392

0.15

4434
0.13

6939
0.01

Note: Robust standard errors in parentheses.
* significant at 10%; ** significant at 5%; *** significant at 1%.

Table 8.6  Cadre Status and Composition of Equity in Year Preceding Survey
@) 2) 3) “4)
dependent %o by % b.y % by privately % by
variable state-owned collectively owned firms self-funding
firms owned firms
GB 19.95 20.42 5.80 -3.20
(7.02)*** (6.73)%** (5.48) (0.71)***
entrepreneur-specific attributes
. -0.46 -1.12 -0.39 0.19
year of birth (0.39) (0.39)%** (0.34) (0.05)***
-5.04 -7.34 -8.67 2.15
gender (10.15) (8.95) (8.52) (1.01y**
education level 6.46 7.74 12.74 -3.56
(4.39) (3.51)** (3.73)*** (0.45)***
firm-specific attributes
year of 0.64 0.38 2.03 -0.84
registration (0.74) (0.77) (0.73)%** (0.08)#**
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total amount of

equity in 0.00 -0.00 0.0041 -0.00
ulty
preceding year (0.00) (0.00) (0.0023)* (0.00)
ber of
e;‘;?:) Zre;’ - -0.00 0.00 0.00 -0.004
Yy
preceding year (0.00) (0.00) (0.00) (0.001)***
location of
headquarters in included included included included
preceding year
industrial
sector in included included included included
preceding year
cial
fIi);Z:iIl:;fl:ct included included included included
?r:;-"eég included included included included
X
ber of
OE‘SIEVZ;SHS 3814 3845 3890 6246
pseudo R? 0.10 0.16 0.14 0.01

Note: Robust standard errors in parentheses.
* significant at 10%; ** significant at 5%; *** significant at 1%.

2) Barriers to Entry

Apart from the discrimination in formal financing, another advantage potentially
enjoyed by the politically connected entrepreneurs is the better chance to enter certain
industries that rely on resources tightly controlled by the state. Rent-seeking is intense
to gain these resources and the outcome will be in favor of the politically influential.
Here, I focus on the entries to two industrial sectors, mining and real estate, considering
the fact that mines and land are the typical examples of state-owned resources.'” If
political connection does work, then we should expect that cadres are more likely to enter
these industries than non-cadre entrepreneurs. [ tested Chinese entrepreneurs’
probabilities to engage in mining and real estate business both at the start-up stage and in
the year right before the survey. Similarly, logit models are used for these tests.
However, to take into account the fact that both industries are capital-intensive, when
testing the probability in the year preceding the survey, I added one more specification
(model 5) which controls the amount of bank loan balances.'” The next four tables
report the results.

128 The PRC Property Law Art. 46 and Art. 47.
12 Data are not available for the total amount of credit held by the entrepreneurs at the start-up stage.
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Cadre Status and Entry into Mining Industry at Start-up Stage

Table 8.7
dependent variable: MINE = engagement in the mining industry
) 2) 3) “4)
0.46 0.46
B
G (0.23)** (0.23)**
0.12
RANK
(0.11)
0.49
AGB
(0.23)**
entrepreneur-specific attributes
-0.01 -0.01 -0.01 -0.01
f birth
year o1 ot (0.01) (0.01) (0.01) (0.01)
ender -0.86 -0.88 -0.86 -0.86
g (0.47)* (0.47)* (0.47)* (0.47)*
education level -0.28 -0.24 -0.27 -0.28
(0.12)** (0.12)** (0.12)** (0.12)**
firm-specific attributes
year of -0.03 -0.02 -0.03 -0.03
registration (0.02) (0.02) (0.02) (0.02)
total t of
OeZuir;z:/llTeno 20.00 20.00 -0.000038 20.00
0.00 0.00 0.000022)* 0.00
registered 0.00) (0.00) ( ) (0.00)
number of
employees 0.0004 0.0004 0.0004 0.0004
when (0.00071 )*** (0.0001 )*** (0.00071 )*** (0.00071 )***
registered
location of
headquart
cadquarters included included included included
when
registered
1.54
LNGRPP
(2.19)
provincial included included included included
fixed effect
SUTveY year included included included included
fixed effect
f
number o 6550 6550 6550 6550
observations
pseudo R* 0.16 0.16 0.16 0.16
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Note: Robust standard errors in parentheses.
* significant at 10%; ** significant at 5%; *** significant at 1%.

Table 8.8  Cadre Status and Entry into Mining Industry in Year Preceding Survey
dependent variable: MINE = engagement in the mining industry
@) 2) 3) 4 &)
GB 0.47 0.47 0.51
(0.23)** (0.23)** (0.25)**
0.14
RANK (0.11)
0.63
AGB (0.24)***
entrepreneur-specific attributes
: -0.01 -0.01 -0.01 -0.01 -0.018
yearofbirth ) (0.01) (0.01) (0.01) (0.014)
-0.44 -0.46 -0.43 -0.44 -0.29
gender (0.40) (0.40) (0.40) (0.40) (0.40)
education -0.15 -0.12 -0.17 -0.16 -0.17
level (0.12) (0.11) (0.12) (0.12) (0.12)
firm-specific attributes
year of -0.03 -0.03 -0.03 -0.03 -0.03
registration (0.02) (0.02) (0.02) (0.02) (0.03)
total amount
of equity in 0.00 0.00 0.00 0.00 0.00
preceding (0.00) (0.00) (0.00) (0.00) (0.00)
year
number of
employees in 0.0004 0.0004 0.0004 0.0004 0.0004
preceding  (0.0001)*** (0.0001)*** (0.0001)*** (0.0001)*** (0.0001)***
year
-0.00
BLOAN (0.00)
location of
}'1eadquart.ers included included included included included
in preceding
year
1.66
LNGRPP (243)
provincial included included included included included
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fixed effect

survey year included included included included included
fixed effect

number' of 5091 5991 5991 5991 5080
observations

pseudo R’ 0.16 0.16 0.17 0.16 0.16

Note: Robust standard errors in parentheses.
* significant at 10%; ** significant at 5%; *** significant at 1%.

Cadre Status and Entry into Real Estate Industry at Start-up Stage

Table 8.9
dependent variable: RE = engagement in the real estate industry
) 2) 3) 4)
0.23 0.23
GB (0.14)* (0.14)*
0.08
RANK
(0.07)
0.22
AGB
(0.14)
entrepreneur-specific attributes
ear of birth -0.03 -0.03 -0.03 -0.03
y (0.01)*** (0.01)*** (0.01)*** (0.01)***
ender -0.35 -0.35 -0.35 -0.35
8 (0.21)* (0.21)* (0.21)* (0.21)*
education level 0.62 0.63 0.62 0.62
(0.09)*** (0.09)*** (0.09)*** (0.09)***
firm-specific attributes
year of 0.02 0.02 0.02 0.02
registration (0.02) (0.02) (0.02) (0.02)
total t of
O AMON 0T 0.00013 0.00013 0.00013 0.00013

equity when
registered
number of
employees
when
registered
location of
headquarters
when
registered

(0.00005)**  (0.00005)**  (0.00005)**

-0.00 -0.00 -0.00
(0.00) (0.00) (0.00)
included included included

(0.00005)**

-0.00
(0.00)

included
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LNGRPP

2.73

(1.47)*
 oial

provincia included included included included
fixed effect

survey year included included included included
fixed effect

number. of 7037 7037 7037 7037
observations

pseudo R* 0.14 0.14 0.14 0.14

Note: Robust standard errors in parentheses.
* significant at 10%; ** significant at 5%; *** significant at 1%.

Table 8.10 Cadre Status and Entry into Real Estate Industry in Year Preceding Survey

dependent variable: RE = engagement in the real estate industry

&) (2) A3) “4) (%)
0.19 0.19 0.12
GB (0.13) (0.13) (0.14)
0.05
RANK (0.07)
0.28
AGB (0.13)**
entrepreneur-specific attributes
. -0.03 -0.03 -0.024 -0.025 -0.03
yearof birth ) 0y Swwx  (0.01)***  (0.008)*F*  (0.008)FF*  (0.01)***
-0.50 -0.50 -0.49 -0.50 -0.53
gender (0.22)%* (0.22)%*%  (0.22)**  (0.22)** (0.24)**
education 0.53 0.55 0.53 0.53 0.53
level (0.10)¥*%  (0.09)%**  (0.09)***  (0.09)¥**  (0.09)***
firm-specific attributes
year of -0.026 -0.025 -0.027 -0.027 -0.02
registration (0.015)* (0.015)* (0.015)* (0.015)* (0.02)
total amount
of equity in 0.00004 0.00005 0.00004 0.00004 0.00003
preceding  (0.00002)**  (0.00002)** (0.00002)** (0.00002)**  (0.00002)*
year
number of
employees 0.0003 0.0003 0.0003 0.0003 0.0001
in preceding  (0.0001)***  (0.0001)*** (0.0001)*** (0.0001)*** (0.0001)

year
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0.00017

BLOAN
(0.00005)***
location of
headquart
1ACIUATETS  eluded  included  included  included included
in preceding
year
3.05
LNGRPP
(1.35)**
eial
provincia included included included included included
fixed effect
survey year included included included included included
fixed effect
ber of
number o 5753 5753 5753 5753 5221
observations
pseudo R* 0.15 0.15 0.15 0.15 0.18

Note: Robust standard errors in parentheses.
* significant at 10%; ** significant at 5%; *** significant at 1%.

Generally speaking, the results show that cadres do have some advantage in entering
the mining industry whereas such advantage is less obvious with respect to the real estate
industry. Women seem to be less likely to enter these two sectors on the whole,
especially the real estate industry. Interestingly, the effect of human capital as proxied
by education level works in opposite directions regarding the entries into these two
industries. Less educated entrepreneurs are more likely to enter the mining industry but
they are less likely to engage in real estate businesses. This probably is due to the fact
that mining is concentrated in rural areas while real estate development is conducted
mainly in major cities, as shown by my regression tests, and the average education level
is lower in the countryside than in cities. Overall, when potential barriers to entry are
considered, there is some evidence supporting the hypothesis that political influence
plays a significant role although such evidence may not be as strong as that pertaining to
the allocation of bank loans.

3) Willingness to Use Courts

As discussed above, the Chinese judiciary lacks independence and is under severe
political influence. So the outcomes of adjudication are possibly politically biased as
well. If this is true, then the politically connected entrepreneurs will have better
incentives to use the court to resolve disputes emerging in business operation. The
private enterprise surveys ask about the approaches that entrepreneurs usually take to
resolve these disputes. One of the options provided by the survey questions is litigation
or arbitration. I use the answers to this question as a measurement for entrepreneurs’
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willingness to use courts.

Some may question the validity of this measurement since it does not tell apart
arbitration from litigation. Ultimately, its validity hinges on the understanding about
these two forms of dispute resolution held by the entrepreneurs under survey. To what
extent do they feel differently about arbitration and litigation? Unfortunately, no clue
can be found in the private enterprise surveys in this respect. That said, selection of this
option should be an approximation of the entrepreneurs’ willingness to sue, at least in the
Chinese context, for a couple of reasons. First, the designers of the surveys have
consistently combined arbitration and litigation in the same option ever since arbitration
appearing in the survey questions in 2002, which suggests that in the eyes of the experts
at private enterprises they are similar to each other. In fact, arbitration and litigation do
seem to be similar when compared with other options listed in the surveys (no action,
negotiation, mediation, petition, media exposure, etc.) in the sense that both are supposed
to go through certain formal procedures and that the verdicts are sanctioned by state
power through judicial enforcement. Second, some evidence shows that most domestic
Chinese firms in Shanghai had little awareness or understanding of the potential role for
arbitration (Clarke et al. 2008: 410). If this is representative,”’ it is quite likely that
Chinese private entrepreneurs will place more weight on litigation rather than arbitration
when they are presented with such an option merging these two. Third, overall,
arbitration is an insignificant means of dispute resolution for domestic firms considering
the number of disputes resolved through litigation or mediation (Peerenboom & He 2009:
28). According to a World Bank survey, as of 2001, only 12% of the firms having
disputes used arbitration even once and only 2% used it to resolve disputes at least half of
the time (Clarke et al. 2008: 410). Taking contract cases as an example, even in the year
2005, the total number of cases resolved by arbitration is only 1.91% of that of the cases
accepted by the trial courts (Chen 2010: 11). This further supports the idea that Chinese
entrepreneurs are inclined to put more emphasis on litigation when they see a choice
combining it with arbitration. Finally, arbitration institutions do not appear to be
substantially different from courts in terms of administrative organization and funding
source. The vast majority of arbitration institutions in China is either administrative
agencies or closely affiliated to such agencies. Excessively high proportion of the
members of the arbitration committees, the highest decision-making organization within
an arbitration institution, used to be administrative officials, and above 90% of the
directors of these committees are former administrative leaders. Half of the arbitration
institutions are funded by the budgets of local governments (id.: 34-44). So arbitration
is probably plagued by the same problems as litigation, including undue external
influence (Cohen 2005).

139 Considering the much more sophisticated knowledge held by citizens in Shanghai than those living in
other parts of the country (Gechlik 2005), the evidence presented above may actually be the upper bound of
the general awareness of arbitration among Chinese.
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The private enterprise surveys distinguish ordinary disputes from disputes with
administrative agencies, so entrepreneurs can choose different answer options regarding
these two kinds of disputes. According to the survey handbook, ordinary disputes refer
to those occurring “between one private enterprise and another, consumers, or suppliers”.
However, the framing and coding of questions differ slightly in all these three years’
surveys. In the 2002 and 2006 surveys, entrepreneurs were allowed to choose as many
resolution options as possible for each kind of disputes. While every choice counted
according to the coding rule used in 2002, the 2006 coding rule required the surveyors to
randomly pick four choices for consideration. Given the randomness in deciding which
choice counts, data collected in these two years should be comparable. On the other
hand, in the 2004 survey, for each option, the surveyed entrepreneurs were probably
guided to pick only one of the two kinds of disputes for which this particular form of
resolution would be employed. Therefore, respondents were somewhat restricted when
making a choice. Even if an entrepreneur had wanted to use litigation for both kinds of
disputes, due to the structure of questionnaire, he or she would have to choose the kind
for which litigation was more preferred.'’

Again, the estimates about the effect of political connection are based on logit
models. Both sales revenue and number of employees are used as proxies for size of
enterprises. To take into account the variation in judicial professionalism at the
provincial level, number of college graduates per capita, recorded in the variable COLPP,
is controlled in addition to gross regional product per capita, assuming that places with
more college graduates also have more law school graduates so that local courts are more
likely to recruit judges with professional legal training. To address the concern caused
by the possible inconsistency in the 2004 survey data, I also ran a separate baseline
regression which only included the data from 2002 and 2006 surveys. Table 8.11
reports the results of these regression analyses with respect to the usage of litigation to
resolve ordinary disputes.

Table 8.11 Cadre Status and Willingness to Use Courts for Ordinary disputes

dependent variable: LIT1 = usage of courts for ordinary disputes

@) 2 3) 4
0.24 0.26
GB
(0.06)*** (0.07)***
0.12
RANK
(0.03)***
0.21
AGB
G (0.06)***
entrepreneur-specific attributes
year of birth -0.00 -0.00 -0.00 -0.00

B! For details of the coding rules, see the codebook complied for each survey.
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(0.00) (0.00) (0.00) (0.00)
ender -0.13 -0.14 -0.13 -0.16
£ (0.09) (0.09) (0.09) (0.12)
education level 0.27 0.27 0.28 0.27
u v
(0.04)*** (0.04)%** (0.04)%** (0.05)***
firm-specific attributes
year of -0.013 -0.012 -0.012 -0.01
registration (0.007)* (0.007)* (0.007)* (0.01)
S’iilei::zgw 0.00 0.00 0.00 0.00
P g (0.00) (0.00) (0.00) (0.00)
year
ber of
e;mlr:) Zre: - 0.0004 0.0004 0.0004 0.0003
P y (0.0001)*** (0.0001)*** (0.0001)*** (0.0001)***
preceding year
location of
headquarters in included included included included
preceding year
-0.24 -0.24 -0.25 -0.71
LNGRPP
(0.71) (0.71) (0.71) (0.74)
2.11 2.21 2.17 2.92
LPP
€O (1.79) (1.79) (1.79) (1.98)
provincial included included included included
fixed effect
Sutvey yeat included included included included
fixed effect
2004 survey included included included
ber of
HumbeEr © 6600 6600 6600 4561
observations
pseudo R? 0.06 0.06 0.06 0.06

Note: Robust standard errors in parentheses.

* significant at 10%; ** significant at 5%; *** significant at 1%.

Those entrepreneurs who were cadres previously do appear to be more willing to use
courts to resolve ordinary disputes just as predicted. The result is not only robust in
various specifications, but also significant in the economic sense. The baseline model
shows that compared with non-cadres, the odds to bring their cases to the court is 27%
higher for former cadres. Among the other factors, education level is positively
correlated with the probability to use the court with salient significance, which confirms

the idea that education may promote people’s incentives to litigate. Despite its
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statistical significance, the number of employees actually has no more than a slight effect
on entrepreneurs’ willingness to sue. Finally, private enterprises headquartered in
townships or rural areas demonstrate lower probabilities to use the formal legal recourse
to resolve their disputes, reminding us of the fact that the legal resources in China are
concentrated in urban areas.'**

Considering the possibility that those who did not answer the question might be
different from those who did, hence causing the non-response bias, I also tried the probit

model with sample selection (Heckman probit model).'*

The selection equation
includes all the regressors in the baseline model plus the total amount of equity in the
year preceding the survey. The result still confirms the significant positive correlation
between prior cadre experience and probability to litigate.

Factors other than political connection may also explain the observed difference
between former cadres and non-cadres in the likelihood of using courts. First, lack of
economic resources will be a crucial reason impeding litigation. If the cadre group as a
whole is wealthier than the non-cadre group, then the difference can be a result of
financial constraints. I ran another two regressions to test whether financial ability is the
actual cause behind the observed difference. In the first model, I added net business
profit in the year prior to the survey as an additional control since net profit is supposedly
an important source to fund litigation costs. The second model controls entrepreneurs’
self-assessment about their economic status relative to other members of the society.
The answers are measured on a 1-to-10 scale with 1 indicating the highest status. This
extra control should reflect the respondents’ subjective estimation about the severity of
financial constraints they have encountered. The results of these two additional
regressions show, that although financial ability does have the effect as predicted, the
difference in willingness to resolve disputes through litigation does not disappear even
after the potential gap in wealth between these two groups has been taken into account.
Table 8.12 Cadre Status and Willingness to Use Courts for Ordinary disputes: Test of
Wealth Effect

dependent variable: LIT1 = usage of courts for ordinary disputes

@) 2) ©)) 4
GB 0.25 0.24 0.25 0.27
(0.06)*** (0.06)*** (0.08)*** (0.07)***
entrepreneur-specific attributes
. -0.00 -0.00 -0.00 -0.00
year of birth (0.00) (0.00) (0.00) (0.00)
gender -0.12 -0.14 -0.15 -0.17

2 According to the baseline model, enterprises headquarted in townships have a nearly 17% lower odds
than those headquartered in major cities to use the court, while such difference is further widened to some
27% between rural enterprises and their counterparts located in major cities.
13 There is no STATA command available to estimate the logit model with sample selection.
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(0.10) (0.09) (0.12) (0.12)
education level 0.28 0.27 0.29 0.27
(0.04)*** (0.04)*** (0.05)*** (0.05)***
(0.017)** (0.02)
status
firm-specific attributes
year of -0.02 -0.013 -0.01 -0.01
registration (0.01)** (0.007)* (0.01) (0.01)
S;leierzzﬂm 0.00 0.00 0.00 0.00
P g (0.00) (0.00) (0.00) (0.00)
year
ber of
ei‘;ﬁyi: - 0.0004 0.0004 0.0004 0.0003
preceding year (0.0001) (0.0001) (0.0001) (0.0001)
location of
headquarters in included included included included
preceding year
net profit in the 0.00013 0.00025
preceding year  (0.00007)** (0.00011)**
-0.35 -0.33 -0.67 -0.76
LNGRPP
(0.74) (0.71) (0.78) (0.74)
3.14 2.06 4.23 2.87
LPP
o (1.89) (1.80) (2.08)** (1.98)
il
provineta included included included included
fixed effect
survey yeat included included included included
fixed effect
2004 survey included included
number of 6112 6564 047 4539
observations
pseudo R? 0.06 0.06 0.06 0.06

Note: Robust standard errors in parentheses.

* significant at 10%; ** significant at 5%; *** significant at 1%.

Another factor that may cause the observed difference in litigation incentives is the
excelled knowledge held by former cadres about the formal legal system obtained
through their prior experience. While there is no direct measurement of entrepreneurs’

knowledge base, some indirect means may be applied to test this effect. Insofar as such
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knowledge is not obtainable uniquely through political engagement,'** non-cadre
entrepreneurs should be able to catch up as they stay in the business world for a longer
time. This means that among the experienced entrepreneurs, the cadre/non-cadre
difference in probability to sue should be smaller. To test this hypothesis, I divided the
enterprises under survey into two categories, one composed of old enterprises and the
other of the new ones. Two standards are used to make this division, setting the line,
respectively, at 10 and 15 years since registration. The dummy variables, OLD10 and
OLD15, are further interacted with the cadre dummy GB. A significantly negative
effect of the interaction terms would confirm the hypothesis, hence cadre more willing to
sue probably because of their better legal knowledge. As we can see in the next table,
however, no evidence can be found to support such an explanation.

Table 8.13 Cadre Status and Willingness to Use Courts for Ordinary disputes: Test of
Knowledge Effect

dependent variable: LIT1 = usage of courts for ordinary disputes

@) 2) A3) “4)
GB 0.27 0.24 0.28 0.25
(0.07)*** (0.06)*** (0.08)*** (0.08)***
-0.19 -0.23
OLDI0 (0.13) (0.15)
-0.14 -0.07
GB_OLD10 (0.13) (0.16)
-0.38 -0.45
OLDIS (0.18)** (0.21)**
0.09 0.23
GB_OLDIS (0.25) (0.29)
entrepreneur-specific attributes
. -0.00 -0.00 -0.00 -0.00
year of birth (0.00) (0.00) (0.00) (0.00)
-0.13 -0.13 -0.15 -0.15
gender (0.09) (0.09) (0.12) (0.12)
education level 0.27 0.27 0.27 0.27
(0.04)¥** (0.04)¥** (0.05)%** (0.05)***
firm-specific attributes
year of -0.03 -0.03 -0.033 -0.025
registration (0.01)*** (0.01)*** (0.014)** (0.011)**
sales revenue 0.00 0.00 0.00 0.00
in preceding (0.00) (0.00) (0.00) (0.00)

13 If the legal knowledge can be acquired by the political elites, then this fact itself signals the effect of

political connections.
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year

number of 0.0004 0.0004 0.0003 0.0003

1 .

preceding year
location of

headquarters in included included included included
preceding year
-0.30 -0.25 -0.77 -0.71
LNGRPP
(0.70) (0.71) (0.74) (0.74)
2.26 2.03 3.03 2.86
COLPP
(1.79) (1.19) (1.97) (1.97)
provincial included included included included
fixed effect
survey year included included included included
fixed effect
2004 survey included included
ber of
number © 6600 6600 4561 4561
observations
pseudo R? 0.06 0.06 0.06 0.06

Note: Robust standard errors in parentheses.
* significant at 10%; ** significant at 5%; *** significant at 1%.

Based on all the above quantitative analyses, it is fair to say that political connection
is likely to be a driving force for entrepreneurs to resolve ordinary disputes through
litigation where the judiciary is pliable in front of extralegal influences.

Contrary to the ordinary disputes, entrepreneurs who used to be cadres are not more
willing to use courts when they have disputes with administrative agencies. In fact, the
probabilities for both the cadre and the non-cadre groups to file suits against
administrative agencies are very low. There does not seem to be significant increase in
these probabilities over time, either. This can be seen from the following table that
summarizes the probabilities for these two groups of entrepreneurs to rely on courts for
resolution of disputes with administrative agencies during the whole period covered by
the three surveys. The estimation is based on a logit model similar to the baseline model
used to study ordinary disputes.

Table 8.14 Summary Statistics of Predicted Probability of Using Courts for Disputes
with Administrative Agencies

Number of Standard
Survey Year GB o er.O ean ar.l a%r Minimum Maximum
Observations Deviation
2002 0 1197 3.87% 2.98% 0.56% 23.78%
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1 1287 4.99% 3.95% 0.73% 33.33%
2004 0 1088 5.11% 4.26% 0.03% 52.79%
1 1173 6.27% 4.88% 0.03% 37.26%
2006 0 1577 6.06% 4.52% 0.53% 41.73%
1 1035 7.02% 5.15% 0.23% 36.47%

Entrepreneurs’ unwillingness to get involved in litigations against administrative
agencies can be seen more clearly when compared with the predicted probability to use
courts in ordinary disputes. Table 8.15 summarizes this latter probability estimated in
the same way. On average, Chinese entrepreneurs are almost 5 times less likely to use
courts in disputes with administrative agencies than in ordinary disputes, no matter
whether they were cadres or not before becoming private business owners.

Table 8.15 Summary Statistics of Predicted Probability of Using Courts for Ordinary
disputes

N f t
Survey Year GB umber. © Mean 5 al?dgrd Minimum Maximum
Observations Deviation
2002 0 1202 22.87% 8.54% 5.20% 65.27%
1 1292 30.76% 9.65% 6.92% 88.70%
2004 0 1090 30.70%  10.93% 8.58% 99.86%
1 1177 39.51% 12.62% 11.16% 99.95%
2006 0 1580 29.12%  10.87% 5.81% 96.13%
1 1035 38.39% 12.44% 9.04% 98.08%

The difference between the two kinds of disputes is equally striking when we look at
the percentage of respondents in our sample who choose to use courts.”> 1 did this

comparison in Table 8.16.
Table 8.16 Comparison between the Two Kinds of Disputes: Percentage of Respondents
Choosing to Use Courts

) _ Disputes with
Y B t
Survey Year G Ordinary disputes Administration

) 0
o 0 21.38% 3.91%
1 30.09% 5.59%

0 0
2004 0 31.17% 5.24%
1 38.10% 6.24%

28.58° 699
2006 0 e 1o
1 36.58% 8.13%

135 Non-respondents were excluded from this comparison.
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Considering the political influence exerted on the adjudication, these findings are not
surprising at all. Although former cadres are politically advantaged than non-cadres,
neither group of private entrepreneurs would be more politically entrenched than
administrative agencies. Therefore, litigation seems an undesirable approach for
entrepreneurs to resolve disputes with those powerful agencies. When we piece together
all these evidences, it is hard to deny the political bias pervading the Chinese judiciary.
This is quite inconsistent with the encouraging picture depicted by some China scholars
who claim that residents in Beijing find courts are more trustworthy than their Chicago
counterparts do, or that plaintiffs prevail even more frequently in administrative
litigations in China than in the U.S., Taiwan, or Japan (Peerenboom & He 2009).
Probably, my study has only showed part of the story, but in no event should this part be
regarded trivial.

The private enterprise surveys also ask whether the surveyed entrepreneurs were
satisfied with the means they usually use to resolve disputes. Should we be able to show
that former cadres were more likely to get satisfied with the outcomes of litigation, it
would lend persuasive support to the argument that Chinese courts are politically biased
so that the better politically connected entrepreneurs are more willing to use courts.
However, there are several issues that complicate the usage of these data.

First, there are plenty of missing data points. With respect to litigations over
ordinary disputes, about three-fourths data are missing, and this proportion is much
higher for litigations against administrative agencies. Data are missing either because
the surveyed entrepreneurs did not use litigation at all, or because they did not answer
whether they were contented with the results even when they had chosen litigation to
resolve the disputes.

Second, the structure and coding rules of the 2002 and 2006 surveys make it difficult
to tell exactly whether the respondents were satisfied/dissatisfied with the outcomes of
regular litigations or administrative litigations. As already explained, in these two
surveys, entrepreneurs were free to choose as many options as possible to resolve
disputes of either kind. When asked about their satisfaction with the outcomes,
nonetheless, the two kinds of disputes were no longer separated. Therefore, if an
entrepreneur used courts to resolve both kinds of disputes, but was satisfied only with one
kind, we would have no idea what his answer might be to this question about satisfaction.
Only the 2004 survey seems not suffering from this problem, so I did run a logit
regression using the data provided by this survey. As can be seen from Table 8.17, the
findings of this regression is consistent with the proposition that the Chinese judiciary is
politically biased, and, consequently, entrepreneurs with better political connections are
more likely to obtain satisfactory outcomes from litigations over ordinary disputes.
Unfortunately, however, even the 2004 survey is not immune to the other problems
discussed here. We, therefore, should not exaggerate the implication of this result.
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Third, very likely, there is considerable self-selection bias in the data. Those who
believe they would be prejudiced against at court will not choose to use courts in the first
place, hence leaving a missing data point for the question about satisfaction. On the
other hand, those who did choose to use courts may be more likely to get satisfied with
the outcomes. Since we have already known that, as far as ordinary disputes are
concerned, the probability for non-cadres to use courts is lower than that for cadres, the
dissatisfaction with litigation might be concealed by the higher proportion of missing data
points among non-cadres. In that case, the observed difference will be a lower bound of
the actual difference in the attitudes held by cadres and non-cadres pertaining to the
outcomes of litigation.

Table 8.17 Cadre Status and Satisfaction with Litigation over Ordinary disputes: 2004

Survey
dependent variable: LITIMY = satisfaction with litigation over ordinary disputes
@) 2) 3)
0.44
B
G (0.23)**
0.28
RANK
(0.12)**
0.37
AGB
(0.23)*
entrepreneur-specific attributes
-0.00 -0.00 -0.00
f birth
year ot ot (0.01) (0.01) (0.01)
ender -0.14 -0.14 -0.14
g (0.34) (0.34) (0.33)
education level 005 0.07 0.04
(0.15) (0.15) (0.15)
firm-specific attributes
ear of registration 0.03 0.02 0.02
Y 8 (0.03) (0.03) (0.03)
sales revenue in 0.000022 0.000022 0.000021
preceding year (0.000013)* (0.000013)* (0.000013)*
e;‘;ﬁ‘;i‘s’fn 0.00 0.00 0.00
preceding year (0.00) (0.00) (0.00)
location of
headquarters in included included included
preceding year
LNGRPP 78.32 97.26 67.86
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(606.09) (600.81) (614.80)

-742.56 -021.88 -643.37
COLPP
(5754.51) (5704.17) (5837.26)
incial fixed
pm“:fcfljct e included included included
fixed
surve;;;;zz 1xe included included included
number of
659 659 659
observations
pseudo R* 0.11 0.12 0.11

Note: Robust standard errors in parentheses.
* significant at 10%; ** significant at 5%; *** significant at 1%.

4) Self-assessment

Former cadres seem to differ from non-cadres in still another aspect. Cadres’
self-assessments about political and social statuses are significantly higher than
non-cadres’. This confirms further that the cadre group is politically privileged in the
Chinese society. On the other hand, the self-assessment about economic status does not
exhibit such a difference. This probably shows that non-cadre entrepreneurs’ business
performance is no worse than cadre entrepreneurs in spite of the various disadvantages
encountered by the former. Ordered logit models were used to make these comparisons,
and the results are reported below.
Table 8.18 Cadre Status and Self-assessment of Economic Status

dependent variable: ESTA = self-assessment of economic status

(D 2 3) 4
-0.07 -0.06
B
G (0.05) (0.05)
-0.03
RANK
(0.03)
-0.03
AGB
(0.05)
entrepreneur-specific attributes
ear of birth -0.00 -0.00 -0.00 -0.00
4 (0.00) (0.00) (0.00) (0.00)
ender 0.13 0.13 0.13 0.13
8 (0.07)* (0.07)* (0.07)* (0.07)*
education level -0.057 -0.060 -0.064 -0.059
(0.034)* (0.034)* (0.034)* (0.034)*

firm-specific attributes
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year of 0.05 0.05 0.05 0.05
registration (0.01)*** (0.01)*** (0.01)*** (0.01)***
total t of
° ae 1“110“3 o .0.00059 -0.00059 -0.00059 -0.00058
a ) Y (0.00032)* (0.00032)* (0.00032)* (0.00032)*
preceding year
1
SAIESTEVERIE 0.000011 20.000011 20000011 20.000011
in preceding
(0.000005)**  (0.000005)**  (0.000005)**  (0.000005)**
year
ber of
e;mf:) eere;’ - 20.0004 20.0004 -0.0004 20.0004
P y (0.0002)** (0.0002)** (0.0002)** (0.0002)**
preceding year
location of
headquarters in included included included included
preceding year
industrial
sector in included included included included
preceding year
-2.55
LNGRPP
(0.55)***
eial
Provinela included included included included
fixed effect
survey year included included included included
fixed effect
ber of
(et © 5961 5961 5961 5961
observations
pseudo R? 0.04 0.04 0.04 0.04
Note: Robust standard errors in parentheses.
* significant at 10%; ** significant at 5%; *** significant at 1%.
Table 8.19 Cadre Status and Self-assessment of Social Status
dependent variable: SSTA = self-assessment of social status
)] 2) 3) “)
-0.13 -0.13
GB
(0.05)*** (0.05)***
-0.06
RANK
(0.03)**
-0.12
AGB
(0.05)***

entrepreneur-specific attributes
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o of birth 0.009 0.010 0.009 0.009
M (0.003)*** (0.003)*+* (0.003)%** (0.003)*#*
nder 0.01 0.01 0.01 0.01
& (0.07) (0.07) (0.07) (0.07)
ducation lovel -0.09 -0.09 -0.09 -0.09
(0.03 )%+ (0.03 )%+ (0.03 )% (0.03 )%+
firm-specific attributes
year of 0.05 0.05 0.05 0.05
registration (0.01)*** (0.01)*** (0.01)*** (0.01)***
tma;qﬁiug of -0.00 -0.00 -0.00 -0.00
receding year (0.00) (0.00) (0.00) (0.00)
Slilesr;:jﬁfe -0.00 -0.00 -0.00 -0.00
P & (0.00) (0.00) (0.00) (0.00)
year
ber of
e;‘;rlr;yire;’ - 20.0004 20.0004 -0.0004 20.0004
receding year (0.0002) (0.0002) (0.0002) (0.0002)
location of
headquarters in included included included included
preceding year
industrial
sector in included included included included
preceding year
151
LNGRPP
NG (0.57)%**
—
provincia included included included included
fixed effect
survey year included included included included
fixed effect
ber of
HUmbEr o 5960 5960 5960 5960
observations
pseudo R 0.05 0.05 0.05 0.05

Note: Robust standard errors in parentheses.
* significant at 10%; ** significant at 5%; *** significant at 1%.

Table 8.20 Cadre Status and Self-assessment of Political Status

dependent variable: PSTA = self-assessment of political status

(D

2

3)

4)
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-0.10 -0.10
GB
(0.05)** (0.05)**
-0.04
RANK
(0.03)
-0.12
AGB
(0.05)***
entrepreneur-specific attributes
ear of birth 0.03 0.03 0.03 0.03
y (0.00)*** (0.00)*** (0.00)*** (0.00)***
ender -0.05 -0.05 -0.05 -0.05
& (0.07) (0.07) (0.07) (0.07)
ducation level -0.14 -0.14 -0.14 -0.14
ation lev
COUCAtion TEvEL  (0.03)*#* (0.03)*** (0.03)%** (0.03)***
firm-specific attributes
year of 0.06 0.05 0.06 0.06
registration (0.01)*** (0.01)*** (0.01)*** (0.01)***
total t of
° aeqiri‘;“ii ° -0.00 -0.00 -0.00 -0.00
0.00 0.00 0.00 0.00
preceding year 0.00) (0.00) 0.00) (0.00)
1
S'li es’réjzgﬁfe -0.00 -0.00 -0.00 -0.00
P g (0.00) (0.00) (0.00) (0.00)
year
ber of
e;urf:) eere;’ - -0.0002 -0.00026 -0.00026 -0.00026
P y (0.0001)** (0.00013)** (0.00013)** (0.00013)**
preceding year
location of
headquarters in included included included included
preceding year
industrial
sector in included included included included
preceding year
-1.55
LNGRPP
G (0.57)***
eial
provificta included included included included
fixed effect
Survey yedr included included included included
fixed effect
ber of
num er.o 5949 5949 5949 5949
observations
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pseudo R* 0.03 0.03 0.03 0.03

Note: Robust standard errors in parentheses.
* significant at 10%; ** significant at 5%; *** significant at 1%.

According to the above analyses, an entrepreneur’s education level is positively
correlated with his self-assessment of all three statuses. Older people tend to believe
they have higher social and political, but not economic, statuses. Owners of older firms
have lower self-assessments in any of these three aspects, so do those of firms with more
employees albeit the latter effect may be small. Amount of equity and sales revenue
only have slight, though significant, impact on self-assessment of economic status.
Somewhat surprisingly, compared with entrepreneurs whose firms are headquartered in
major cities, all other entrepreneurs have higher self-assessments of social and political
statuses, and all but those having firms headquartered in medium/small cities also hold a
higher self-assessment of economic status. This may again imply that conditions for
entrepreneurship are especially severe in major cities where the state policies are
generally more discriminative against the private sector (Huang 2008).

5) Effect of Time

Do the politically connected become more likely to start up their own businesses
over time as a result of the diminished political costs of being capitalists? The survey
data also shed some light on this question. As indicated below, former cadres do seem
to open their private firms later than non-cadres. In Table 8.21 are the results of the
OLS regression of years of registration on the indicators of cadre experience and a series
of controls.

Table 8.21 Cadre Status and Start-up Time

dependent variable: YREG = year of private enterprise registration

(D (2 3) 4)
1.05 1.05
GB (0.10)*** (0.10)***
0.53
RANK (0.06)***
0.92
AGB (0.11)%**
entrepreneur-specific attributes
. 0.11 0.11 0.11 0.11
year of birth (0.01y*** (0.01)*** (0.01)*** (0.01y***
0.50 0.49 0.50 0.50
gender (0. 14+ (0. 14)*** (0.14)*** (0.14y***
ducation level 20.08 -0.09 20.04 20.08
(0.07) (0.07) (0.07) (0.07)
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firm-specific attributes
total amount of

equity when -0.00 -0.00 -0.00 -0.00
registered (0.00) (0.00) (0.00) (0.00)
number of
employees 0.0008 0.0008 0.0008 0.0008

when (0.0004)** (0.0004)** (0.0004)** (0.0004)**
registered
location of
headquarters included included included included
when
registered
industrial

sector when included included included included

registered
-0.87
LNGRPP
(1.17)
provincial included included included included
fixed effect

survey yeat included included included included

fixed effect
number of 7037 7037 7037 7037

observations

adjusted R? 0.21 0.21 0.21 0.21

Note: Robust standard errors in parentheses.
* significant at 10%; ** significant at 5%; *** significant at 1%.

The cadre effect is very significant statistically, yet appears less so economically.
The baseline model shows that on average former cadres start their businesses just 1.05
years later than non-cadres. However, if we compare with the effect of year of birth
which is also of high statistic significance, the cadre effect becomes more impressive as it
is almost the same as the effect of 10 years’ difference in an entrepreneur’s age. Besides
these two factors, women are later than men to engage in entrepreneurship, and firms
with more employees also come up later. Level of education does not affect when
entrepreneurs started their businesses, which is consistent with the prior findings that the
early generation of Chinese entrepreneurs were in fact quite well educated relative to the
general public (Huang 2008, Yang 2007). Firms headquartered in major cities were
founded no later than those headquartered in medium/small cities, townships or rural
areas, and earlier than those headquartered in development zones. Considering that the
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reform in China started in the rural places, this is somewhat unexpected. At the same
time, the regression analyses also verify the fact that in the coastal provinces of Zhejiang,
Fujian and Guangdong, private enterprises appeared earlier than most other places of the
country.

Does the importance of political connection in entrepreneurship rise as those who are
better politically connected become more anxious to enter the world of entrepreneurs?
From the data, I also detected some, though not extremely strong, evidence for this
prediction. I divided the enterprises in the surveys into two categories, those registered
before or in 1997, and those after 1997. Looking at the effect of the interaction term of
the pre-/post 1997 dummy and the cadre/non-cadre dummy on the probability of
obtaining initial bank loans, I found that political connections as proxied by the cadre
experience had turned more crucial after 1997. 1 chose 1997 as the cutoff point because
in that year the 1% Plenum of the 15™ CCP Central Committee officially acknowledged
the private sector as a major component of the socialist market economy, which, in effect,
admitted the full legitimacy of private businesses. Although the Constitution was not
amended until one and a half years later to embrace, literally, the CCP Central Committee
resolution, it had already been widely publicized right after the Party conference. So it
seems plausible that the political and ideological risk of openly becoming a private
business owner has been lowered since that time. Table 8.22 reports the relevant results.
The interaction terms indicative of the time effect, GB_T97 and AGB_T97 are significant
at the 10% level. Estimation based on Model (1) also shows that, with respect to the
odds of gaining initial bank loans, the “difference in differences” is 23%, or nearly a
quarter.

Table 8.22 Cadre Status and Initial Access to Bank Loans: Time Effect

dependent variable: IBANK = initial access to bank loans

€Y ) 3)
0.16 0.16
b (0.09)* (0.09)*
-0.06 -0.05 -0.06
e (0.11) (0.12) (0.11)
0.21 021
GB_T97 0.12)* o1
0.17
AGE (0.09)**
0.19
AGB T97 0.11)"
entrepreneur-specific attributes
year of birth (0'(())8)1** (0'.((;-(?)1;!‘* (O-'(()).OO) 1**
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-0.27 -0.27 -0.27
gender

(0.08)*** (0.10)*** (0.10)***
education level 0.03 0.03 0.03
(0.04) (0.04) (0.04)
firm-specific attributes
ear of registration -0.01 -0.01 -0.01
Y 8 (0.01) (0.01) (0.01)
toetiir;zﬁn"f 0.00 0.00 0.00
registered (0.00) (0.00) (0.00)
em;ﬁ)r;’:eesr “:;en 0.00 0.00 0.00
registered (0.00) (0.00) (0.00)
location of
headquarters when included included included
registered
1.44
LNGRPP
G (0.68)**
provincial fixed included included included
effect
survey year fixed , ) ,
included included included
effect
f
number o 7012 7012 7012
observations
pseudo R* 0.10 0.10 0.10

Note: Robust standard errors in parentheses.
* significant at 10%; ** significant at 5%; *** significant at 1%.

However, this trend should not be understood as showing decreased interest in
joining the army of public officials because it simply is not. The headcount of civil
servants in China keeps growing in the reform era. Some researchers estimate that the
number of officials on the government payroll was around 20 million in the 1990s, and
this number surged to 46 million in 2004 (Huang 2008: 167). Becoming a public
official remains high on the list of college students’ preferred jobs. In a 2007 survey,
college students in Beijing ranked a government job as the second most desirable, after a
job in a MNC while only 1% wanted to work for the domestic private sector (id.: 282).
Compared to those in the metropolitan cities, college graduates in remote provincial areas
probably woo jobs in governments even more avidly. A teacher in charge of student
affairs at a local university in Yunnan province told me that 80% to 90% of students in his
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university consider government jobs their top priority, and up to about 70% of the
graduates take the national or local exam for civil servants (guojia gongwuyuan
kaoshi).'*®

Statistics show that the number of applicants for the national exam for civil servants
rises steadily from 87,000 in 2003 to 1.46 million in 2010, and only declined slightly in
2011 to 1.42 million (Sina 2011). Maybe it is worth noting that the number of exam
applicants expands much more quickly than the size of government officials. While the
former was more than tripled from 2003 (87,000) to 2005 (0.31 million) the latter was
just a little more than doubled from the 1990s to 2004. This implies that the barrier to
enter the government is heightened within the growing fever of working in the
government. No wonder corruption finds an ideal niche in the recruiting process of for
governmental positions, as exemplified most recently by the Song Jiangming incident
(Wang 2011; CCTV 2011B)."*7 Since being a private business owner becomes less
risky politically, it essentially opens up a route for officials to cash out their political
connections cultivated during the years in the public sector. Therefore, in the Chinese
context, the value of a government job actually rises as the private sector gradually gains
its legitimacy.

The Chinese story seems to support the prediction that talented people are attracted
to the rent-seeking sector where the institutional conditions are built in its favor. But it
also evinces the possibility that when rent-seeking is especially lucrative, entries into this
sector may be tremendously difficult as well. In a country like China, the access to the
entrepreneurial arena has lower barriers of entry than the political arena even if
entrepreneurship itself depends on political connections (Dickson 2008: 25). As a
consequence, the total number of entrepreneurs is not necessarily small under such an
institutional setting when people less competitive in rent-seeking are nonetheless pushed
into the entrepreneurial sector.

8.2.2  Shortsighted Developing Strategies

Constitutional commitments or constraints are considered as means by which
members of a polity can incorporate long-term considerations into current-period
decisions (Brennan & Buchanan 1985: 81). Where such commitments or constraints are
in short, individuals tend to discount future excessively as they are expecting too many
uncertainties down the road. Living in this kind of institutional environment,
entrepreneurs’ time horizons are necessarily shortened, and they are rationally motivated
to take myopic developing strategies. This seems to be what is happening in China.

In fact, the prevailing policy climate has changed multiple times albeit the ostensible

1% Email communication with Hailong Wang, Dean of the School of Foreign Studies (former secretary of
the university committee of the Communist Youth League of China) at the Dali University.
7 Song Jiangming, who topped the local exam for public servants, was denied employment by the local
government for sake of claimed health problems, which turned out to be a concocted result of blood test
involving rampant corruptive behaviors.
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tone during the reform era remains largely accommodating to private enterprises. As
Professor Huang has elaborated in his most recent book (Huang 2008), while the
direction of economic policy in the 1980s was progressively liberal and pro-private
entrepreneurship, there was a great reversal during the following decade with an
increasing emphasis on state-led investment drives. For the next 10 years under the
“Hu-Wen Administration” (Hu-Wen tizhi), China has been increasingly sliding toward the
path of state-guided capitalism, as Baumol et al. (2007) put it, characterized by a
prevalent trend of “state advance and private retreat” (guojin mintui).'*®
when state-owned firms willingly flex their muscles, thanks to the indulgently favorable
regulatory and financial policies (The Economist 2011C), while private enterprises are

This is a time

relentlessly squeezed out as witnessed by the recent massive disappearance of private
business owners in Wenzhou, one of the most entrepreneurial areas in modern China (Niu
& Huang 2011). In addition, according to the private enterprise surveys, the tax burden
of private firms rises consistently in the 21% century. In 2007, the sum of tax, fees and
other levies on average accounts for 9.40% of the sales revenue of the sample firms, a
22% increase from 7.71% in 2001, and the burden is especially heavy for small and

medium firms (Research Project Committee 2008)."

This might as well be indicative
of the policy orientation turning less and less friendly to the private sector.

The absence of rule of law has exposed Chinese entrepreneurs not only to the risk of
high-profile policy shifts, but more frequently to unexpected high-handed exploits by the
local officials. A good case in this point is the self-immolation of a female entrepreneur
in Ningbo after the local officials forced demolition of her factory and taking of the
premises which she had acquired just four years before. Apparently, the government
action was driven by the local real estate boom which could have brought the government
40,000 RMB yuan ($6,350) per square meter (10.76 square feet) had the entrepreneur’s
land been condemned (Huang 2010). Confronted with all these antagonistic
possibilities, no wonder Chinese entrepreneurs would turn to a lot of shortsighted tactics,
not the least of which are increasingly cautious reinvestments, and vast-scale emigration
coupled with capital flight.

1) Increasingly Lower Rate of Reinvestment

Since 1999, the private enterprise surveys have recorded a steady trend among
Chinese entrepreneurs of reducing the proportion of net profits used for reinvestment.
Although the private enterprises in China rely heavily on profit reinvestment for
financing, due to the difficulty in obtaining external finance, entrepreneurs seem to
become more and more grudging to reinvest their profits in the past decade. In 1999,
the average rate of reinvestment as of net profit was 67.9%, but this number dropped to

% For a good introduction to this trend in various industrial sectors, see Xie (2009).
13 The private enterprise survey is part of the research project on Chinese private enterprises. The latest
survey was conducted in 2007, but the dataset of this survey is not available to public so far. What can be
found is only a comprehensive report published by the research project committee.
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63% in 1999, 59.3% in 2003, 47.5% in 2005, and then slightly rose to 50.1% in 2007
(Research Project Committee 2008). In other words, the reinvestment rate has declined
by more than 26% during that 8-year period.

This drop may be accounted for by the rise in net profits of Chinese private firms.
If so, it does not necessarily reflect Chinese entrepreneurs’ unwillingness to reinvest
profits. But the profit rise does not explain another interesting phenomenon regarding
reinvestment by the private firms. The same period exhibits an upward tendency of the
proportion of zero-reinvestment firms. Compared with 1999, the proportion of
zero-reinvestment firms has risen by 91% (id.). In addition, the bivariate regression of
the amount of reinvestment on that of the net profit shows that the explanatory power of
the latter also drops consistently from 96.6% in 1999 to 30.8% in 2007 (id.), which means
that Chinese entrepreneurs make their reinvestment decisions less and less dependent on
the size of net profit.

Still another explanation for the drop in the reinvestment rate might be the increase in
debt financing. However, this again does not seem to be consistent with what is
indicated by the data. The average leverage ratio, calculated as the ratio of the amount
of debt to the sum of equity and debt, actually fell from 31.5% in 1999 to 24.2% in
2005."*°  This renders it unlikely that the loss in profit reinvestment was compensated by
the additional use of credits. Taken as a whole, then, the average Chinese entrepreneur
appears to be increasingly cautious in financing investment opportunities. This kind of
caution can be well understood as a business strategy to cope with the high uncertainty
accompanied with a weak institutional environment.

Another sign of Chinese entrepreneurs’ reluctance to make long-term business
commitment is the low and decreasing amount of investment in R&D. The private
enterprise surveys show that in 2001 the ratio of R&D investment to sales revenue was
averaged at 8.6%, but it plummeted to 3.8% in 2005.'*" The median of the
R&D-to-sales ratio was 0 for all the three surveys, which means that at least half of the
Chinese private enterprises do not invest in R&D at all. It is not easy to make an exact
comparison of the R&D expenditure with other places of the world for lack of
cross-country data on privately-owned enterprises. Some rough comparison may be
possible nevertheless. For instance, according to Lee & O’Neill (2003), in 1995, the
average R&D-to-sales ratio of 1,044 publicly traded U.S. firms was about 6%, with a
median of 1%. In the same year, a sample of 270 Japanese publicly traded firms
averaged an R&D-to-sales ratio of 6% as well while the median was about 5%. If we
only look at the publicly traded firms covered in the 2006 survey which actually includes
the most of such firms, the average R&D-to-sales ratio was merely 1% with the median
again being 0. The declining share of R&D investment by Chinese private firms is also

10 These were calculated from the data provided by the private enterprise surveys. As mentioned above,
the data for 2008 survey is not available.
1 The R&D expenditure was included first in the 2002 survey, so there is no data available for 1999.
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reflected in the survey conducted annually by ACFIC on large private enterprises.
Among the surveyed enterprises, 30.06% have a R&D-to-sales ratio below 5% in 2004.
This proportion rises to 43.68% in 2005, 46.51% in 2006, and 46.99% in 2007. On the
other hand, the proportion of surveyed enterprises whose R&D-to-sales ratios are above
20% drops from 1.18% in 2004, to 0.93% in 2005, 0.69% in 2006 and 0.37% in 2007
(ACFIC 2004 —2007).

It is more complicated to measure the innovativeness of the private enterprises in
China. Some researchers have recorded a “patent explosion” in China since 2000 (Hu &
Jefterson 2009), and others have identified the private enterprises as the major contributor
to the surge in patent grants (Huang K.G. 2010). These should lead to some encouraging
assessment about the innovativeness of Chinese private firms. On the other hand,
existing evidence also points to the opposite direction, especially when the quality of
Chinese innovations is considered. Huang (2008: 193) noted that, as of 2006, there is
only 1 drug supplied by 1 indigenous Chinese firm on the World Health Organization
(WHO)’s List of Pre-Qualified Medicines which signals the effectiveness of a drug and
the reliability of the manufacturing process of the supplier although in 2006 China
granted more than 7,500 patents pertaining to medical science and another 1,000 related
to biochemistry, microbiology and genetics sciences (Huang K.G. 2010). At the same
time period, there are 89 drugs supplied by at least 5 indigenous Indian firms on the list
(Huang 2008: 193). As countries may have very different standards for patent issuance,
the number of patents issued itself will be a poor measurement of innovativeness
(Baumol et al. 2007). A more telling indicator is the number of triadic patent filings
which refer to the patents filed, for the same invention by the same inventor or applicant,
at all three world’s leading patent offices, the U.S. Patent and Trademark Office (USPTO),
the European Patent Office (EPO), and the Japan Patent Office (JPO). In 2008, there
were only 473 triadic patent filings from China versus 14,399 from the U.S., 14,525 from
Europe, and 13,446 from Japan (Guapta & Wang 2011). These data demonstrate the
overall degree of innovativeness of the country though not necessarily fit the situation in
the private sector. The great jump of the number of patents awarded to the private
sector may be accounted for by the better incentives of private firms to claim property
rights resulting from the clearer ownership structure of these firms (Hu & Jefferson 2009),
or by the higher efficiency of private firms in R&D in spite of the relative small amount
spent for this purpose. Neither of these accounts, however, needs to refute the
proposition that the private entrepreneurs in China take shortsighted developing strategies
in general.

Instead of reinvesting profits to advance productive entrepreneurship, Chinese
entrepreneurs, in recent years, are more fascinated by investing in the stock and real
estate markets where quick money gushes. Youngor, found in 1979, is a leading
garment manufacturing company, and one of the first generation private enterprises
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emerging in the reform era. In 2010, the once famous ready-to-wear maker earned 1.25
billion RMB yuan ($198.5 million), or 47% of its net profit, from stock investment, and
another 679.2 million yuan ($107.8 million), or 25% of its net profit, from the real estate
market. As for the 11 stocks Youngor invested in 2010 and still held at the end of year,
their total year-end market value rose by 44.27% relative to the investment cost (Annual
Report 2010A).  Youngor is not alone among Chinese private manufacturing enterprises
in accumulating huge wealth from stock or estate market. Fosun, or Fuxing, the
pharmaceutical manufacturer supplying the only WHO pre-qualified Chinese medicine,
earned 30% of its net profit, or 1.28 billion yuan ($203.2 million), from the real estate
market in 2010 (Annual Report 2010B).

Not only are those in the top 500 private enterprises list entertaining the giant returns
from speculative investments, grass root entrepreneurs also shift their attention to stocks
and real estates. Wenzhou is considered by many as the exemplary case of China’s grass
root entrepreneurship, but since 2000, it has also become famous for massive real estate
speculations by local entrepreneurs. Now, “Wenzhou chao fang tuan” (real estate
speculation group from Wenzhou) is even listed as a separate entry in Baidu
Encyclopedia, the Chinese version of Wikipedia, which estimates that the total amount of
capital invested by Wenzhou residents in real estates is up to 100 billion yuan ($15.87
billion). One Wenzhou entrepreneur’s lament reveals the harsh reality encountered by
Chinese entrepreneurs. He runs a factory with more than 1,000 employees and earns
less than 1 million yuan a year whereas his wife reaps above 30 million yuan from real
estate speculation within 8 years (Zhao & Jiang 2011). In fact, real estates are not the
sole target of speculation by Wenzhou entrepreneurs. Coal, diamond, Chinese herb
medicine, and even garlic have been speculated in by these entrepreneurs in the past
decade. Wu Xiaobo, a famous financial columnist, acutely noted that Chinese
entrepreneurs’ aspiration for industrial investment was cooling down, and attributed this
unfortunate fact to the unfavorable policy environment, represented by “State Advance
and Private Retreat”, for investing in the real economy (Wu 2010).

2) Emigration and Capital Flight

China is experiencing its third wave of emigration since the beginning of the “reform
and open-up” era. The Report on Global Politics and Security published by the Chinese
Academy of Social Sciences in 2007 estimated that China was becoming the largest
origin country of emigrants. In 2009, 25,000 Chinese citizens emigrated to Canada,
65,000 to the U.S. and 16,000 to Australia (Pan et al. 2010).

The uniqueness of this wave, however, is the massive leaving of business and
technology elites. It is said that in the fiscal year from October 2008 to September 2009,
70% of the newly issued EB-5 visa, the U.S. investment immigration visa, were obtained
by Chinese, while the number of Chinese applicants for EB-5 visa was also doubled in
2009 compared to the previous year (id.). From 2006 to 2010, the compound annual

186



growth rate of Chinese investment immigrants to the U.S. is 73% (China Merchant Bank
& Bain & Company 2011). One study shows that the emigration avidity is especially
salient among the high-net-worth population, whose value of investable assets exceeds 10
million yuan ($1.6 million). As of 2010, approximately 60% of Chinese high-net-worth
individuals have completed the emigration process or are considering emigration. In
particular, of those entrepreneurs whose value of investable assets exceeds 100 million
yuan ($15.9 million), 27% have become investment immigrants to foreign countries, and
another 47% are considering investment immigration (id.). These numbers merely
reflect the emigration fever of those who have been entrepreneurs already. If we believe
that technology elites are more likely to start up their own businesses than the general
public, then China’s loss of talent with high entrepreneurial potentials might be even
more striking. Since 1978, there have been 1.06 million Chinese students studying
abroad, but, notwithstanding the government’s effort to attract overseas Chinese students
back, 785,000, or 74%, of them, chose to stay abroad, amounting to 30 times the number
of undergraduate students at two most prestigious Chinese universities, Peking University
and Tsinghua University, combined (Pan et al. 2010).

When rich people leave, they leave with money. China cannot afford to neglect the
capital flight accompanying this emigration wave. The year of 2009 alone saw at least
2.35 billion yuan ($373 million) capital flight to Canada (id.). The compound annual
growth rate of overseas investment by Chinese individuals from 2008 to 2010 is said to
be 100% (China Merchant Bank & Bain & Company 2011). The data provided by the
private enterprise surveys seem consistent with the tendency for Chinese entrepreneurs to
increase overseas investment. Among the respondents to the question whether you have
invested overseas, the proportion of “yes” answers was only 8% in 1999, but rose
significantly to 57% in 2001 and 66% in 2003. Though this proportion declined again
to 57% in 2005, it seems safe to conclude that, in the 21* century, probably the majority
of the surveyed Chinese entrepreneurs have invested overseas.'* The average amount
of investment by those who answered “yes”, though with fluctuations, also demonstrates
an upward tendency, rising from 1.04 million yuan ($165,000) in 2001 to 1.40 million
yuan ($222,000) in 2007, a 35% increase (Research Project Committee 2008).'* 1t is
advisable to note, as mentioned above, that the surge of overseas investment happens
against a backdrop of overall decline in investment avidity among Chinese entrepreneurs.

According to one influential report, when asked about the reason for emigration, the
Chinese new rich raised security of property as the most important (Pan et al. 2010).
Among the high-net-worth people, 43% listed seeking protection for private property as
the reason for emigration to foreign countries, second only to facilitating children’s
education which was chosen by 58% of the respondents, contrasting with the 16% who

142 The data for 2007 is not available.
143 The amount of overseas investment was asked first in the 2002 survey, reflecting the situation in 2001.
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selected facilitating overseas investment as a reason (China Merchant Bank & Bain &
Company 2011). Apparently, the rich people leave China not so much fascinated by the
investment opportunities abroad, but care more about security in the long-run. As
Professor Zheng Yongnian of the National University of Singapore has observed, the
hollow promises made in the PRC Constitution leaves entrepreneurs’ grievances
unaddressed. Once getting rich, they easily become the preys of those in power.
Alternatively, entrepreneurs have to seek asylum from the politically powerful by paying
protection fees. This type of marriage between power and money has agitated
widespread hatred of the rich among ordinary Chinese people, and attaches a string of
future purge to entrepreneurs when the power structure is reshuffled. Both fear of the
expropriation and of the hatred contribute to entrepreneurs’ feeling of uncertainty and
pushes them to “vote with their feet” (Zheng 2010).

8.2.3 Summary

The story of Chinese entrepreneurship is one in an institutional environment without
credible constitutional commitment to secure property rights and the rule of law. It is
not surprising that rent-seeking easily finds a hotbed in such an environment. China is a
deeply rent-seeking trodden country. Professor Huang Yasheng noted the violent clash
between the police and thousands of traders in Guangdong in March 2006, and made the
following comments. “In China, the repression of the small entrepreneurial traders was
not motivated to eliminate them but rather to extract rent from them (Huang 2008: 234).”
This probably is a close depiction of the institutional backdrop faced by Chinese
entrepreneurs. Rent-seeking itself becomes a part of entrepreneurship in China. To
prosper, or even to survive, entrepreneurs often have to buy favors from government
agents whose behaviors are rarely under the surveillance of law.

Some scholars interpret the dual efforts of Chinese entrepreneurs to seek business
opportunities and political patronage as “double entrepreneurship” which innovates at
both the economic and the institutional sense (Yang 2007). This, however, seems to fail
to distinguish the result of pursuing volatile, particularistic political favor from that of
pushing for anchored, universal institutional change. Chinese entrepreneurs are found to
prefer contacting individual cadres to going through formal institutional channels to
express their grievance, and prefer to rely on their own efforts, rather than collective
actions, to solve problems (Tsai 2007). Oftentimes, the so-called institutional
innovations are just collusions between entrepreneurs and corruptive officials to exploit
loopholes of the formal law, and leave behind landmines backfiring when the honeymoon
between the entrepreneur and the political agent ends.'** In fact, some researches have
already expressed pessimism about entrepreneurs’ role in changing political institutions
(Dickson 2003). With respect to the changes in economic institutions, even the

14 A representative case in this point is the predicament of Yang Rong, the once third wealthiest
businessperson in China on Forbes fortune list, which was detailed in Tsai (2007).
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seemingly most spontaneous breakthrough of the ‘“household responsibility system”
(HRS) was pointed out as a result of deep involvement by the central authorities in terms
of its institutionalization (Cai & Treisman 2006).

Given the little constitutional constraint on the government and the officials, it is not
unexpected at all to see the connection between political clout and advantageous position
in economic activities. It has already been noted that the families of high ranking
officials is the single most important origin of millionaires in China. They have
nurtured 90% of these super-wealthy (Dickson 2008). Yet the connection is not limited
to the high-profile political elites only. The national surveys on private enterprises show
that the inequality does exist between entrepreneurs with and without prior cadre
experience in opportunities to obtain bank loans, redress grievances through courts, and
to enter certain industries relying heavily on state-owned resources. Over years, as the
ideological and political costs to become private business owners get lower, the union of
political and business elites is probably strengthened further. Should the financial,
regulatory, or even legal favors be auctioned openly, their distribution would not be so
biased. Whoever bids the highest receives these favors. But since the purchase of
favors is officially illegal, it has to be covered and completed by means of corruption.
This may give the politically connected a special advantage. They have better
knowledge of the targets and methods of seeking favors. They also have more channels
to approach their targets. The politically connected are not new to the corruptive
scheme and more familiar with the “latent rules” directing the covert rent-seeking process,
so, from the perspective of government officials, favoring these patrons involves lower
risk of exposure or betrayal. On top of all these advantages, privileging the
entrepreneurs with political connections also help government officials solidify the
relationship with their equally or more powerful colleagues, thus expanding and
stabilizing their network of power.

Neither is it surprising to find entrepreneurs shortening their time horizons in a
country without trustworthy commitments in the Constitution to safeguard property and
enforce the rule of law. Entrepreneurs are more interested in quick money from
speculations than time-consuming investments in promoting productivity since they are
afraid of the unpredictable policy change or officials’ capricious behaviors in future.
Once they have accumulated wealth, they will start to consider and implement exodus
plans, moving their wealth, together with their bodies, to somewhere capable of providing
trustworthy commitments. If the theory of directional liberalism helps explain the
take-off of Chinese entrepreneurship in the 1980s (Huang 2008), its effect has been
waning over time. The security of proprietors is no longer sufficient to motivate
sustained investment by private entrepreneurs, and without the follow-up of the security
of property, the direction of liberalism becomes murky. Thus, the aspiration for
productive entrepreneurship cools down, and talent exits with capital.
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In a society gravely afflicted with rent-seeking like China, the ability to seek rents
becomes a separate and indispensable input, in addition to the entrepreneurial ability, in
the production function of entrepreneurship. This additional input, however, does not
inevitably reduce the number of entrepreneurs. If there are more demanding
requirements for the rent-seeking ability to enter the rent-seeking sector, people relatively
talented in entrepreneurship will nevertheless be pushed into the entrepreneurial sector,
not because this is where they can reap the highest return, but because the gate to the
more profitable rent-seeking sector is closed. = Moreover, compared with the
entrepreneurial ability, the rent-seeking ability seems to depend more on factors beyond
the reach of personal efforts such as family origin.'” As far as entrepreneurship is
concerned, what really matters in a rent-seeking society, therefore, is the mismatch of
talent and the resources needed for high quality entrepreneurial endeavors, as well as the
exit of able people when they get a chance to leave. The mismatch happens because the
access to resources is determined by the rent-seeking ability which can be distributed
independently from the entrepreneurial ability. As the extent of rent-seeking deepens,
the rent-seeking ability plays an increasing crucial part in the entrepreneur’s production
function, and the mismatch may also become a greater issue.

The private enterprise surveys tell us that, with all the favors that the former cadres
are enjoying, they are running much larger entrepreneurs than non-cadres on average, in
terms of the amount of assets (by 887 million yuan, or $141 million), size of sales
revenue (by 1.9 billion yuan, or $302 million), and number of employees (by 51
persons).'*®  These differences show that the better politically connected entrepreneurs
are controlling much bigger size of capital and wealth as a group. However, when it
comes to the rate of return, either on assets or on equity, this difference disappears
immediately. This is quite surprising considering the favorable treatments that the
former cadre group has received. A reasonable conjecture is that those politically
connected are in fact worse talented in entrepreneurship in the sense of increasing the
value of assets, and it is their rent-seeking abilities that have somehow compensated this
deficiency. But the implication is that for the politically underprivileged, their
entrepreneurial talent is probably muftled even though they are actually the more talented
entrepreneurs.

In passing, it behooves me to say that I do not attempt to overemphasize the causality
between the rent-seeking nature of Chinese constitutional environment and the pattern of
entrepreneurship in China. The statistical models are not strictly causal, either.
However, the observed inequality in opportunities and the shortsightedness of Chinese
entrepreneurs are consistent with our expectations about a country without secure

145 The significance of family origin in entering the rent-seeking sector is arrestingly illustrated in Dr. Jungi
Feng’s research into a standard county in Henan province where the majority of cadres come from a
handful of elite families (Feng 2011).
146 All these differences are significant at 1% level.
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property rights and the rule of law. Unless future research identifies confounders
standing in the way of the causal relationship, I would like to present it as my best guess

that the constitutional environment has shaped the form of entrepreneurial development
in China.
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Chapter 9 Conclusion

The empirical study first shows that the quantity of entrepreneurs is inversely
correlated with the quality of entrepreneurship in a country. If entrepreneurship does
serve as the engine of economic growth, perhaps it is the quality, rather than quantity, that
matters.

While Baumol (1990) and Murphy et al. (1991) are right in claiming that attractive
rewards for rent-seeking tend to induce talent away from entrepreneurship, they might be
neglecting the possibility that the barriers to enter the rent-seeking sector will be
heightened as rent-seeking turns more rewarding. In such a case, talents will
nevertheless be led to entrepreneurship as a second best option. As a result, we do not
need to see a decline in number of entrepreneurs in countries with a constitutional
environment favoring rent-seeking. What suffers is the quality of entrepreneurship.
With the decline of quality, the entrepreneurial sector is demanding less labor, lowering
the wage level, which may even further expand the size of the self-employed population.
Consistent with the arguments developed in Murphy et al. (1991), when only the second
or third class talent is left in the entrepreneurial sector, growth of the economy will be
retarded.

Theoretically, a constitutional environment favoring rent-seeking is expected to bring
negative effects on entrepreneurship, and this empirical study demonstrates that some of
the considered constitutional features are more relevant. De facto property rights
protection is associated negatively with the quantity of entrepreneurs, but positively with
the quality of entrepreneurship. These associations seem to confirm the benefits that
secure property rights may have on a growth-consistent pattern of entrepreneurship.
The effects of the two key factors of the selectorate theory, the size of the winning
coalition and the ratio of this size to the size of the selectorate also appear to be
compatible with what the selectorate theory is to predict. On the other hand, de facto
federalism, either in terms of fiscal decentralization or political decentralization, is not
found to be correlated with entrepreneurial performance.

In terms of de jure constitutional environment, probably two of the formal
constitutional features influence entrepreneurship with statistical significance. First, the
constitutional design of judicial independence has a negative effect on the quantity of
entrepreneurs, but a positive one on the quality of their performance. Second,
majoritarian electoral rules, compared with non-majoritarian rules, have a negative effect
on the quality of entrepreneurship. Thus, judicial independence promotes the
growth-consistent entrepreneurship while majoritarian rules, maybe to some less extent,
obstruct this type of entrepreneurship. In contrast, the presumed effects on
entrepreneurship of the other three formal constitutional attributes, federalism,
presidentialism and property rights protection, fail to be ascertained robustly.
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Whereas the empirical study confirms certain effects of the constitutional
environment on entrepreneurial development, the exact mechanism of these effects are
not necessarily clear. In particular, the impact of the electoral rules is special in that
they seem to affect only the quality, but not the quantity, of entrepreneurship. I suggest
that equality in opportunities can be conducive to high-quality entrepreneurial
development since it enables a better match between entrepreneurial talent and resources
complementary to such talent in promoting entrepreneurship. The constitutional design
of judicial independence appears to converge with its implementation in practice, perhaps
thanks mainly to its procedure-oriented structure and less fact-intensive nature.
Nevertheless, some important questions are yet to be answered such as to what extent de
jure judicial independence promotes the security of property rights, or whether there are
bridges other than the protection of property rights that connect judicial independence
with entrepreneurial performance. The failure to identify the effect of federalism may
also be surprising. Probably, better measurement of federalism is needed before we can
reach more confident conclusions about its influence on entrepreneurship. Finally, the
irrelevance of the constitutional design of property rights protection, in contrast to the
relevance of that of judicial independence, calls for careful exploration of the factors that
determine the potential divergence or convergence between the formal legal rules and the
implementation of these rules. At the current stage, I would submit that the specificity
of rules might contribute to the compatibility of the law in books and law in action.

Entrepreneurship in China is a case of entrepreneurial development in an
authoritarian state lack of secure property rights or the rule of law, hence afflicted with
profuse rent-seeking activities. Under these circumstances, entrepreneurship is likely to
depend on both the rent-seeking and the entrepreneurial abilities. This may call into
question another assumption underlying the theory proposed by Baumol (1990) and
Murphy et al. (1991): people’s talent is interchangeable between rent-seeking and
entrepreneurship, but not tied to certain types of activities. This assumption seems
implausible. The ability to create new products or apply new processes of production
will not earn you a family origin that has good connections to those who hold power.

In short of credible constitutional commitments, the politically connected embark on
an orgy of wielding their political clout to acquire resources for business development
which are hardly available to grass root entrepreneurs. Little wonder that the political
elites are systematically advantaged in terms of bank finance, entry to regulated industries,
and judicial treatment, when they plunge into the business sector. In China, the
inequality in opportunity has resulted in serious mismatch between entrepreneurial talent
and valuable business resources. Those who are not well connected politically have to
run smaller businesses, notwithstanding their ability in entrepreneurship. Although
crony capitalism is not unique to China or other authoritarian states, lack of effective
judicial constraint on governmental actions aggravates its symptoms to an extent
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unparalleled in democracies under the rule of law. An independent judiciary can put the
political favoritism in check, or, at least, raises the cost of official’s prejudiced treatment
of private business owners, as evinced by the case of Creekstone Farms Premium Beef,
L.L.C. v. Department of Agriculture.'*’

When entrepreneurs feel uncertain about the policy change by the government, fear
of exploitation by officials, or the risk of being jailed, they will be eager to scoop profits
as soon as possible and exit swiftly with accumulated wealth. Speculations are hence
preferred to toil in real economy, and reinvestment in business expansion becomes
increasingly lackluster. Above all, it is their stinginess with R&D expenditures that best
illustrates the shortsightedness of Chinese entrepreneurs struggling with insecure property
rights and unreliable legal system. When one is interested narrowly in today’s money,
why should he or she ever bother to invest for the sake of tomorrow’s productivity?

The “China model”, or “Beijing consensus”, has been attracting more and more
eyeballs as the Chinese economy surges to the second largest in the world, with even
brighter prospect of overlooking all other economies very soon. While some, like the
Yale economist Chen Zhiwu, explicitly denies the existence of such a model (Chen 2008),
I would say it may still be too early to tell what the model is and, more importantly,
whether it is worth replicating. In the midst of all the pros and cons of the state
capitalism represented by China (The Economist 2012), its detrimental impact on
entrepreneurship is stark and incontestable. When the Leviathan starts to flex its muscle
in the business world, it eats up the capital, talent and other resources needed for private
start-ups. It easily monopolizes the most profitable industrial sectors and arrogantly
expels private entrepreneurs. State capitalism finds its best soil in China’s institutional
setting where credible constitutional check on political power is in blank. The
ever-looming shadow of the party-state in economy seems natural in such a constitutional
environment. When the state was constrained in capital, it had to resort to the
innovative and efficient private sector for revenue generation. After it gains enough
fiscal strength, a constitutionally unconstrained state reclaims its economic territory
without much trouble. State capitalism allows the powerful political cliques to take
direct control of the economic resources without bothering to share rents with business
elites. Needless to say, corruption turns easier and more lucrative. The evolution of
China’s policy toward entrepreneurship, from progressively liberal in the 1980s, to
increasing emphasis on state-led investment drives in the 1990s, and finally to an outright
embrace of state capitalism, has its root in China’s political structure featuring absence of
constitutional constraints.

In his masterpiece published almost one and a half century ago, Henry Sumner
Maine, an eminent British legal historian, stated that “the movement of the progressive
societies has hitherto been a movement from Status to Contract” (Maine 1861). The

47 07-5173, U.S. Court of Appeals, District of Columbia Circuit, Aug. 29", 2008.
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current Chinese society, unfortunately, is witnessing an exact countermovement from
contract back to status. Entrepreneurship is no exception to this regrettable trend.
Anyone who attempts to copy the China model should be fully aware of the pattern of
entrepreneurship it accompanies: unequal opportunities coupled with myopic developing
strategies. The social retrogression from contract to status breeds tremendous inequality
more generally, both in opportunity and outcome. According to Professor Wang Xiaolu
of the Chinese Academy of Social Sciences, in 2008, the per capita income of the
wealthiest 10% households was 65 times that of the poorest ones in China (Wang X. 2010:
15). As a rough comparison, the U.S. Census Bureau shows that, in the same year, the
top 5% American households earned an average income approximately 25.3 times as
much as the lowest 20% did. If that number has been big enough to pull out tens of
thousands of Americans to the streets, why shouldn’t we believe the anger accumulated
behind the scene of “imposed harmony” (bei hexie) will eventually push for a
fundamental change of institutions in China?

A healthy development of entrepreneurship should be sustainable rather than aiming
merely at quick money and instant success. It should let all talented people to reach
their full potentials rather than keep the politically disconnected away from resources
needed to make the best use of their potentials. Above all, it wants a constitutional
environment with reliable property rights and equal access to opportunities, neither of
which is seen in today’s China.
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Appendix: Coding Rules

Coding is based on the constitution covering the majority of years from 1993 to 2008
when the available data show changes in constitutional texts during this period.

L.
1.

Property Rights Protection

Taking

a) v569. [EXPROP]-Can the government expropriate private property under at least
some conditions?

1. Yes

2. No

96. other, please specify in the comments section

97. Unable to Determine

98. Not Specified

Instructions: Please answer '"no" if the constitution explicitly denies the subject of the
question and "not specified" if the subject of the question is not mentioned in the
constitution.'*

Coding rule:'*

1) Code1if2.;

2) Check comments and use discretion if 96,;

3) Code 0 otherwise."”’

b) v570. [EXPRCOMP]-What is the specified level of compensation for expropriation
of private property? (Asked only if EXPROP is answered 1)

1. fair/just

2. full

3. appropriate

4. adequate

90. left explicitly to non-constitutional law

96. other, please specify in the comments section

97. Unable to Determine

98. Not Specified

99. Not Applicable

Instructions: If the constitution refers to actual value, market value, or the current price,
code as full compensation. If the constitution refers to “reasonable” compensation,
code as appropriate. Comment on any terms other than those listed in the answer
choices.

Coding rule:

% The original texts of the Comparative Constitution Project survey instrument are in small font.
149 The coding rules are applied in the order as numbered.
1% No constitution is coded 1 for this variable.
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1) Code2ifl.;

2) Code3if2.,;

3) Codelif3.,or4,;

4) Check comments and use discretion if 96.;

5) Code 0 otherwise;

6) Final Code = C/3 where C stands for the intermediate code obtained
according to the above rules.

¢) v571. Under what conditions or for what purposes can the state expropriate private

property? (Asked only if EXPROP is answered 1)

. Infrastructure, public works-[EXPCOND 1]

. Redistribution to other citizens-[EXPCOND_2]

. National Defense-[EXPCOND _3]

. Land, natural resource preservation-|[EXPCOND _4]

. Exploitation of natural resources-|[ EXPCOND _5]

. Land Reform-[EXPCOND_6]

. General Public Purpose-[EXPCOND _7]

90. left explicitly to non-constitutional law-[EXPCOND_90]

96. other, please specify in the comments section-[EXPCOND_96]

97. Unable to Determine-[EXPCOND_97]

98. Not Specified-[EXPCOND 98]

99. Not Applicable-[EXPCOND 99]

Instructions: General public purpose includes such formulations as: public utility,

interest, or necessity; state-approved usefulness; state or social needs; social interest,

purpose, or benefit; common good or interest; and interest of all. Please code “interest

of defense” as ““national defense.”

Coding rule:

1) Code 4 if 7,

2) Code 7-x, where x stands for the number of items chosen from 1., 2., 3., 4.,
5.,and 6. ifany of 1., 2., 3., 4., 5., and 6. is/are chosen;

3) Check comments and use discretion if 96.;

4) Code 0 otherwise;

5) Final Code = C/7 where C stands for the intermediate code obtained
according to the above rules.

~N N W N~

d) v572. [EXPLIM]-What limits/conditions are placed on the ability of the government
to expropriate private property? (Asked only if EXPROP is answered 1)

1. certain types of property (e.g. immovable property)-[EXPLIM 1]

2. payment must be made within specified time limits-[EXPLIM_2]

3. allowed without compensation in times of war/emergency/urgent public need-
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il.

[EXPLIM 3]

4. only allowed through legal process or court decision-[EXPLIM_4]

90. left explicitly to non-constitutional law-[EXPLIM_90]

96. other, please specify in the comments section-[EXPLIM_96]

97. Unable to Determine-[EXPLIM_97]

98. Not Specified-[EXPLIM_98]

99. Not Applicable

Instructions: Please code "other" and make comment if, for example, expropriation can

be made only with the owner's consent or if the owner can appeal the expropriation

decision. The answer choice "only allowed through legal process or court decision”

includes instances in which expropriation can be made only in accordance with the law,

requires a court order/judicial decree or if the public purpose must be legally approved.

Coding rule:

1) Code x, where x stands for the number of items chosen from 1., 2., and 4., if
any of 1., 2., and 4. is/are chosen;

2) Check comments and use discretion if 96.;

3) Code 0 otherwise;

4) Final Code = C/3 where C stands for the intermediate code obtained
according to the above rules.

Ownership

a) v582. Does the constitution mention any of the following intellectual property rights?

1. Patents-[INTPROP_1]

2. Copyrights-[INTPROP_2]

3. Trademark-[INTPROP_3]

4. general reference to intellectual property-[INTPROP_4]

90. left explicitly to non-constitutional law-[INTPROP_90]

96. other, please specify in the comments section-[INTPROP_96]

97. Unable to Determine-[INTPROP_97]

98. Not Specified-[INTPROP_98]

Instructions: copyright protects intellectual or artistic creations; patent protects

inventions.

Coding rule:

1) Code3if4.;

2) Code x, where x stands for the number of items chosen from 1., 2., and 3., if
any of 1., 2., and 3. is/are chosen;

3) Check comments and use discretion if 96.;

4) Code 0 otherwise;

5) Final Code = C/3 where C stands for the intermediate code obtained
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iii.

according to the above rules.

b) v587. [PROPRGHT]-Does the constitution provide for a right to own property?
1. Yes

2. No

90. left explicitly to non-constitutional law

96. other, please specify in the comments section

97. Unable to Determine

Coding rule:

1) Codelifl.;

2) Check comments and use discretion if 96.;

3) Code 0 otherwise.

Transfer

a) v579. [TRANSFER]-Does the constitution mention the right to transfer property
freely?

1. Yes

2. No

96. other, please specify in the comments section
97. Unable to Determine

Coding rule:

1) Code1ifl,

2) Check comments and use discretion if 96.;
3) Code 0 otherwise.

b) v580. [TESTATE]-Does the constitution provide for a right of testate, or the right to
transfer property freely after death?

1. Yes

2. No

96. other, please specify in the comments section

97. Unable to Determine

Instructions: Testate or testacy refers to the right to give property. It is NOT the right to
inherit, which is the right to receive property and asked about below.

Coding rule:

1) Codelifl.;

2) Check comments and use discretion if 96.;

3) Code 0 otherwise.

¢) v581. [INHERIT]-Does the constitution provide for inheritance rights?

1. Yes
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1v.

II.

2. No

96. other, please specify in the comments section

97. Unable to Determine

Instructions: Inheritance refers to the right to receive property.
Coding rule:

1) Codelifl.;

2) Check comments and use discretion if 96.;

3) Code 0 otherwise.

Business

a) v583. [BUSINES]-Does the constitution provide a right to conduct / establish a
business?

1. Yes

2. No

96. other, please specify in the comments section
97. Unable to Determine

Coding rule:

1) Codelifl.;

2) Check comments and use discretion if 96.;
3) Code 0 otherwise.

b) v588. [FREECOMP]-Does the constitution provide the right to a free and/or
competitive market?

1. Yes

2. No

96. other, please specify in the comments section

97. Unable to Determine

Instructions: Please make a note in the comments section if there are qualifications on the
marketplace.

Coding rule:

1) Code1ifl,

2) Check comments and use discretion if 96.;

3) Code 0 otherwise.

Judicial Independence

Anchoring of the highest court

v308. [LEVJUD]-Does the court system provide for any of the following?
1. Supreme or Top Court only

2. Supreme Court and other courts to be determined by law

3. Supreme Court and specific other courts, such as provincial or city courts
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4. other courts mentioned, but no supreme court

96. other, please specify in the comments section

97. Unable to Determine

98. Not Specified

Instructions: By ordinary courts, we mean non-specialized courts. For example, the
Supreme Court, Appellate Courts, and District Courts in the United States. By contrast,
specialized courts include the constitutional court, military courts, and administrative
courts.

Coding rule:

1) Codelifl.,2.,0r3,;

2) Check comments and use discretion if 96.; then

3) Code 0 otherwise.

ii. Term length
a) v321. [CHFTERM]-What is the maximum term length for the Chief Justice of the
Highest Ordinary Court? (Asked only if HOCC]J is answered 1, or if HOCCJ is answered
4)
1. [numbered response]
99. Not Applicable
Instructions: Please answer "0" if the term length is not specified, and answer "100" if
there is no term length or the term length is the life of the office holder.
Coding rule:
1) Code 1 if 100;
2) Code 1 if 99. and the answer to v329 [SUPTERM] below is 100;
3) Check comments and use discretion if there is any;""
4) Code 0 otherwise.

b) v329. [SUPTERM]-What is the maximum term length for judges for the highest
ordinary court? (Asked only if HOCCIJ is answered 2, or if HOCC]J is answered 3, or if
HOCCI is answered 4)

1. [numbered response]

Instructions: Please answer "0" if the term length is not specified, and answer "100" if
there is no term length or the term length is the life of the office holder.

Coding rule:

1) Code 1if 100;

2) Check comments and use discretion if there is any;'>*

3) Code 0 otherwise.

131 Code 1 if 0 and the comments show the Chief Justice cannot be dismissed or can hold office until
retirement.
132 Code 1 if 0 and the comments show judges cannot be dismissed or can hold office until retirement.
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Removal

a) v371. [JREM]-Are there provisions for dismissing judges?
1. Yes

2. No

96. other, please specify in the comments section

97. Unable to Determine

Coding rule:

1) Codelifl.;

2) Check comments and use discretion if 96.;

3) Code 0 otherwise.

b) v372. Under what conditions can judges be dismissed? (Asked only if JREM is

answered 1)

1. general dissatisfaction (i.e. dismissal is fairly unrestricted)-[JREMCON 1]

2. crimes and other issues of conduct-[JREMCON _2]

3. treason-[JREMCON_3]

4. violations of the constitution-[JREMCON 4]

5. incapacitated-[JREMCON_5]

90. left explicitly to non-constitutional law-[JREMCON_90]

96. other, please specify in the comments section-[JREMCON_96]

97. Unable to Determine-[JREMCON_97]

98. Not Specified-[JREMCON_98]

99. Not Applicable-[JREMCON_99]

Coding rule:

1) Code0ifl.,90.,97.,98., or99.;

2) Code 5-x, where x stands for the number of items chosen from 2., 3., 4., and
5.ifany of 2., 3., 4., and 5. is/are chosen;

3) Check comments and use discretion if 96.;

4) Final Code = C/5 where C stands for the intermediate code obtained
according to the above rules.

¢) v373. Who can propose the dismissal of judges? (Asked only if JREM is answered 1)
1. Head of State (use this choice for single executive systems)-[JREMPRO _1]

2. Head of Government-[JREMPRO 2]

3. the Government/Cabinet-[JREMPRO_3]

4. First (or only) Chamber of the Legislature-[JREMPRO _4]

5. Second Chamber of the Legislature-[JREMPRO _5]

6. Both Chambers of the Legislature are required-[JREMPRO_6]

7

. Public Prosecutor-[JREMPRO 7]
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8. Judicial Council-[JREMPRO_8]

9. Public-[]JREMPRO 9]

90. left explicitly to non-constitutional law-[]JREMPRO_90]

96. other, please specify in the comments section-[JREMPRO_96]

97. Unable to Determine-[JREMPRO_97]

98. Not Specified-|[JREMPRO 98]

99. Not Applicable-[JREMPRO 99]

Instructions: If both chambers must act, then please select "Both Chambers of the
Legislature are required.” If either chamber can act, then please select both the "First
Chamber of the Legislature™ and the "Second Chamber of the Legislature.”

&

v377. Who can approve the dismissal of judges? (Asked only if JREM is answered 1)

1. Head of State (use this choice for single executive systems)-[JREMAP_1]

2. Head of Government-[JREMAP_2]

3. the Government/Cabinet-[JREMAP_3]

4. First (or only) Chamber of the Legislature-[JREMAP_4]

5. Second Chamber of the Legislature-[JREMAP_5]

6. Both Chambers of the Legislature are required-[JREMAP_6]

7. Public Prosecutor-[JREMAP_7]

90. left explicitly to non-constitutional law-[JREMAP_90]

96. other, please specify in the comments section-[JREMAP_96]

97. Unable to Determine-[JREMAP_97]

98. Not Specified-[JREMAP_98]

99. Not Applicable-[JREMAP_99]

Instructions: If both chambers must act, then please select "Both Chambers of the
Legislature are required.” If either chamber can act, then please select both the "First
Chamber of the Legislature™ and the "Second Chamber of the Legislature.”

Coding rule:

1) Code 1 if v372 above is coded 1;

2) Code 01f90.,97., 98., or 99. is selected for either v373 or v377;

3) Code 1 if the different items are selected for v373 and v377;

4) Check comments and use discretion if 96.;

5) Code 0 otherwise.

d-1) Removal procedural by the legislature — proposal

v374. [JREMFIRP]-What proportion of the vote is needed in the first (or only)
chamber to propose the dismissal of judges? (Asked only if JREMPRO is answered 4)

1. Plurality

2. Majority

3. 3/5 Majority
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4. 2/3 Majority

5. 3/4 Majority

6. Unspecified supermajority

96. other, please specify in the comments section

97. Unable to Determine

98. Not Specified

99. Not Applicable

&

v375. [JREMSECP]-What proportion of the vote is needed in the Second Chamber to

propose the dismissal of judges? (Asked only if JREMPRO is answered 5)

1. Plurality

2. Majority

3. 3/5 Majority

4. 2/3 Majority

5. 3/4 Majority

6. Unspecified supermajority

96. other, please specify in the comments section

97. Unable to Determine

98. Not Specified

99. Not Applicable

&

v376. [JREMBOTP]-What proportion of the vote is needed in Both Chambers to

propose the dismissal of judges? (Asked only if JREMPRO is answered 6)

1. Plurality

2. Majority

3. 3/5 Majority

4. 2/3 Majority

5. 3/4 Majority

6. Unspecified supermajority

96. other, please specify in the comments section

97. Unable to Determine

98. Not Specified

99. Not Applicable

Coding rule:

1) Code 6 if v372 above is coded 1;

2) Code 1 if4. is selected for v373 above, and 1. is selected for v374;

3) Code 2 if 4. is selected for v373 above, and 2. is selected for v374;

4) Code 3 if 4. is selected for v373 above, and 3., 4., 5., or 6. is selected for
v374;
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5) Code 1 if 5. is selected for v373 above, and 1. is selected for v375;

6) Code 2 if 5. is selected for v373 above, and 2. is selected for v375;

7) Code 3 if 5. is selected for v373 above, and 3., 4., 5., or 6. is selected for
v375;

8) Code 2 if 6. is selected for v373 above, and 1. is selected for v376;

9) Code 4 if 6. is selected for v373 above, and 2. is selected for v376;

10) Code 6 if 6. is selected for v373 above, and 3., 4., 5., or 6. is selected for
v376;

11) Check comments and use discretion if 96. is selected for v374, v375, or
v376;

12) Code 0 otherwise.

d-2) Removal procedural by the legislature — approval

v378. [JREMFIRA]-What proportion of the vote is needed in the first (or only)
chamber to approve the dismissal of judges? (Asked only if JREMAP is answered 4)
1. Plurality

2. Majority

3. 3/5 Majority

4. 2/3 Majority

5. 3/4 Majority

6. Unspecified supermajority

96. other, please specify in the comments section

97. Unable to Determine

98. Not Specified

99. Not Applicable

&

v379. [JREMSECA]-What proportion of the vote is needed in the Second Chamber to
approve the dismissal of judges? (Asked only if JREMAP is answered 5)

1. Plurality

2. Majority

3. 3/5 Majority

4. 2/3 Majority

5. 3/4 Majority

6. Unspecified supermajority

96. other, please specify in the comments section

97. Unable to Determine

98. Not Specified

99. Not Applicable

&

v380. [JREMBOTA]-What proportion of the vote is needed in Both Chambers to
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1v.

approve the dismissal of judges? (Asked only if JREMAP is answered 6)

1. Plurality

2. Majority

3. 3/5 Majority

4. 2/3 Majority

5. 3/4 Majority

6. Unspecified supermajority

96. other, please specify in the comments section

97. Unable to Determine

98. Not Specified

99. Not Applicable

Coding rule:

1) Code 6 if v372 above is coded 1;

2) Code 1 if4. is selected for v377 above, and 1. is selected for v378;

3) Code 2 if 4. is selected for v377 above, and 2. is selected for v378;

4) Code 3 if 4. is selected for v377 above, and 3., 4., 5., or 6. is selected for
v378;

5) Code 1 if5. is selected for v377 above, and 1. is selected for v379;

6) Code 2 if 5. is selected for v377 above, and 2. is selected for v379;

7) Code 3 if 5. is selected for v377 above, and 3., 4., 5., or 6. is selected for
v379;

8) Code 2 if 6. is selected for v377 above, and 1. is selected for v380;

9) Code 4 if 6. is selected for v377 above, and 2. is selected for v380;

10) Code 6 if 6. is selected for v377 above, and 3., 4., 5., or 6. is selected for
v380;

11) Check comments and use discretion if 96. is selected for v378, v379, or 80;

12) Code 0 otherwise;

13) Final code of iii d) = the sum of the intermediate codes of iii d-1) and iii d-2)
divided by 12.

Salary Setting

v382. [JUDSAL]-Does the constitution explicitly state that judicial salaries are
protected from governmental intervention?

1. Yes

2.No

96. other, please specify in the comments section

97. Unable to Determine

Coding rule:
1) Codelifl,
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2) Check comments and use discretion if 96.;
3) Code 0 otherwise.

Constitutional Review

v362. To whom does the constitution assign the responsibility for the interpretation of
the constitution?

1. Any Ordinary Court-[INTERP 1]

2. Constitutional Court/Council-[INTERP_2]

3. Supreme Court Only-[INTERP_3]

4. Special chamber of the Supreme Court-[INTERP_4]

5. First (or only) Chamber of the Legislature-[INTERP_5]

6. Second Chamber of the Legislature-[INTERP_6]

7. Both Chambers of the Legislature are required-[INTERP_7]

90. left explicitly to non-constitutional law-[INTERP_90]

96. other, please specify in the comments section-[INTERP_96]

97. Unable to Determine-[INTERP_97]

98. Not Specified-[INTERP_98]

Instructions: If the constitutional court is mentioned in the constitution, you need to
check it here regardless if they are explicitly given the power of interpretation. If both
chambers must act, then please select "Both Chambers of the Legislature are required."
If either chamber can act, then please select both the "First Chamber of the Legislature™
and the "Second Chamber of the Legislature."

Coding rule:

1) Codelifl., 3., or4.,;

2) Check comments and use discretion if 96.;

3) Code 0 otherwise.

Antidiscrimination

v550. [CITRIGHT]-Who are the rights mentioned in the constitution granted to?
1. All persons/Everyone

2. All individuals living within the borders of the state
3. All citizens

4. Only native citizens

5. Depends on the right

90. left explicitly to non-constitutional law

96. other, please specify in the comments section

97. Unable to Determine

98. Not Specified

Coding rule:
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1) Code3ifl.,or2.,;

2) Code2if3,;

3) Code lif4,;

4) Check comments and use discretion if 96.;

5) Code 0 otherwise;

6) Final Code = C/3 where C stands for the intermediate code obtained
according to the above rules.

v552. [EQUAL]J-Does the constitution refer to equality before the law, the equal rights
of men, or non-discrimination?

1. Yes

2. No

96. other, please specify in the comments section

97. Unable to Determine

Coding rule:

1) Codelifl.;

2) Check comments and use discretion if 96.;

3) Code 0 otherwise.

iii. v553. Which of the following groups does the constitution protect from

discrimination/provide for equality for (check all that apply)?
. Gender-[EQUALGR 1]

. color-[EQUALGR 2]

. creed/beliefs-[EQUALGR 3]

. social status-[EQUALGR _4]

. Nationality-[ EQUALGR _5]

. financial/property ownership-[EQUALGR _6]

. Country of Origin-|[EQUALGR _7]

. tribe/clan-[EQUALGR_8]

. Race-[EQUALGR 9]

. Language-[EQUALGR 10]

. Religion-[EQUALGR _11]

. political party-|[ EQUALGR 12]

. Sexual Orientation- EQUALGR _13]

. Age-|[EQUALGR 14|

. parentage-|[ EQUALGR _15]

. Mentally or Physically Disabled-|[EQUALGR_16]

. left explicitly to non-constitutional law-[EQUALGR_90]
. other, please specify in the comments section-[EQUALGR_96]
. Unable to Determine-| EQUALGR _97]
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98. Not Specified-[EQUALGR_98]
Instructions: If none of these groups are mentioned, please select not specified.

Coding rule:

1)

2)
3)
4)

Code x, where x stands for the number of items chosen from 1., 2., 3., 4., 5.,
6.,7.,8.,9,10, 11,12, 13., 14, 15., and 16., ifany of 1., 2., 3., 4., 5., 6.,
7.,8.,9.,10.,11.,12.,13., 14., 15., and 16. is/are chosen;

Check comments and use discretion if 96.;

Code 0 otherwise;

Final Code = C/16 where C stands for the intermediate code obtained
according to the above rules.

v556. Does the constitution specifically restrict the rights of any of the following

groups?

1
2
3
4
5.
6
7
8

. Property Owners-[RIGHTRES 1]

. Racial/Ethnic/Religious/Linguistic/National Minorities-[ RIGHTRES_2]
. Women-[RIGHTRES _3]

. Non-Property Owners-|[RIGHTRES 4]

Peasants-[RIGHTRES 5]

. Immigrants-|[RIGHTRES_6]
. Elderly Individuals-[RIGHTRES 7]
. Disabled Persons-|RIGHTRES 8]

90. left explicitly to non-constitutional law-[RIGHTRES_90]

96. other, please specify in the comments section-[RIGHTRES 96]
97. Unable to Determine-[RIGHTRES 97]

98. Not Specified-|RIGHTRES 98]

Coding rule:

1)

2)
3)
4)

Code 9-x, where x stands for the number of items chosen from 1., 2., 3., 4.,
5.,6.,7.,and 8. ifanyof 1.,2.,3.,4.,5., 6., 7., and 8. is/are chosen;

Check comments and use discretion if 96.;

Code 0 otherwise;

Final Code = C/9 where C stands for the intermediate code obtained
according to the above rules.
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