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I. PREAMBLES

Taslim's paper on "Corruption and Entrepreneurship” includes
entrepreneurial skill as an additional factor in a firm's production
function to establish that corruption (in the form of bribe taking)
raises cost of operation and thereby drives away firms with relatively
lower skill. It is a praiseworthy attempt to construct a story in order to
rationalize undesirability of corruption, especially when there are
contrary views in the economic literature. However, the exercise adds
very little to an already established proposition that corruption is a
tax/cost of doing business. It Is hoped that clarifications and more
explicit statements on a number of assumptions would enable more
transparency in Taslim's exercise. The present paper briefly does that;
and extends some of the ideas implicit in Taslim's exercise.

We first consider Taslim's model and show that; (i) the firms are
not identical in terms of theilr costs, and (ii) how one prices
entrepreneurial skill is an important issue in this matter (Section II).
The paper also shows that there is a finite limit to the extent of
corruption in Taslim's model (Section 1lI). The paper however departs
from Taslim's exercise to suggest that bribes may also act as
deterrents to entry and could be viewed as an outcome of collusion
between first comers in the industry and the authority that takes
bribes (Section IV). It is also noted that inclusion of entrepreneurial
skill as a separate argument in the production function is not
necessary to make a case for negative effect of corruption on
entrepreneurial development. The concluding section notes the
limitations of the exercises (in Taslim as well as in the present paper)
in providing more comprehensive perspective on corruption practices.

* The author is a Research Fellow at the Bangladesh Institute of Development Studies,
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II. RESTATING TASLIM'S PROPOSITION

A competitive equilibrium in the long run involves an optimal
number of firms operating where (in case of identical costs) each firm
is accruing zero profit, or, (in case of differential costs) the marginal
firm is accruing zero profit. If the average cost increases for all firms,
in the former case, some firms would have to leave untll a new long
run equilibrium is attalned with zero profit for all other remaining
firms. In the case of differentlal costs, some of the marginal firms
would have to leave and surplus of the remaining firms would get
reduced. In the case of identical cost case, there is no a priori rule to
identify which firms would leave the industry. Thus, Taslim's claim
that "plants of identical type, size and cost" are considered in his
model provokes one to search for some new perspectives in the
exercise.

The assumption that q;,. > 0 for all possible values of q. x, and e;
implies, from equation (3) in Taslim's paper, that at any given level of
input use (x;]), firms with more e will produce more output.? Equation
(6) shows that firms with higher e will use more x; as well that ralses
further the optimal output by more skilled firms. Thus, at any given
levels of x, and e, with constant price of x;, more output are produced
at same costs by firms with higher e. Alternatively, at all levels of
output (g}, both marginal and average costs of producing q will always
be lower for firms with higher level of entrepreneurial skill (e). There
is however one instance where Taslim's assumption of identical cost
may hold. This is when entrepreneurial skill is itself priced equivalent
to the rent accrued by firms with e higher than the marginal firm and
the latter receives zero rent on account of entrepreneurial skill. Such a
perspective would however leave us with a curlous situation. Either
price of e is residually determined to which supply of e is invariant, or,
“effective” supply of e declines at all skill levels due to decline in price
of e (that is apparently competitively determined). Taslim appears to
follow the former interpretation®, which opens up, quite Interestingly,
the scope of bargaining over the distribution of surplus between

I The author acknowledges suggestion made by Abu Abdullah that Taslim may be
referring to flrms with identical plant size which exhibit identical cost structure glven
same endowment of entrepreneurial skill. However, once entrepreneurial skill is
included In the production ton. the notlon of coat can no more narrowly deflned
as above,

2 As in Taslim, q is output; xy is the variable factor (say, labour): x5 Is the second factor
(say, capital] with which all firms are equally endowed with: and e is the Index of
enirepreneurial skill, Subscripts with q are meant for first and second-order
differentiations.

3 Because of considering ﬂleﬁglﬂc entrepreneurial skill, even in the long runm,
Taslim includes returns to such in the flrm's profit.
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“bribes” and remuneration to entrepreneurial skill (see Sections Il
and V).

We may now restate Taslim's exercise. Firms are endowed with
identical x, level, but with different levels of entrepreneurial skill (e).
If the firm-specific skills are not priced and returns to such skills are
aggregated with profit, cost structures vary; firms with higher skill
have lower marginal and average costs of producting q. On the
contrary, if e is "residually” priced and is Included in the cost, the
firms may be considered to be identical in costs. At an initial long run
equilibrium, all firms other than the marginal one accrue rent due to
owning entrepreneurial skill more than the marginal firm. When bribe
(assoclated with banking finance) is introduced, which could be
analogous to either unit or lump-sum tax, marginal firms with lower
entrepreneurial skill have to leave the industry because of negative
profit. This is being suggested to establish the proposition that
corruption has deterlorative effects on economic growth.

In passing, we may note that Taslim considers firm-specific
endowment of entrepreneurial skill to remain unchanged in the long
run; and the definition of the latter to include only entry and exit of
firms without changes in the other two inputs. To give some practical
side to the story, one would need to identify entrepreneurial skills that
remain unchanged in the long run. One may identify at least two broad
types of "skill" in the context of Bangladesh; one that has implication
for production, and the other that facilitates transactions with agents
outside the firm (e.g.. negotiating finances; handling imports and
exports; and marketing). In both cases, some elements of such skills
are acquired over time by being in business; and some aspects are
acquired from outside. Examples of the latter include education and
social network. Taslim incorporates production skill in his analysis. It
is by no means clear as to why such skills will remain unchanged in
the long run. In the presence of different types of skills, the solution is
usually untractable. In general, one would expect changes in returns to
skill to have effects on its supply in the long run. And, in a dynamic
setting with multiple sectors, skills acquired elsewhere (i.e., not
responding exclusively to the regulated/ corrupted sector) may also
influence outcomes in the regulated sector. The intricacies involved
would require one to go much beyond Taslim's framework; and are not
pursued here.

I, LIMITS TO CORRUPTION
We have noted earlier that bribes, in Talsim's exercise, are positive

only when there are positive “rents’ to entrepreneurial skill; and that
such tradeoff assumes supply of entrepreneurial skill to be Invariant to
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its remuneration. Thus, total surplus is being shared by two parties;
corrupt officials and entrepreneurs. How this may get distributed
raises a number of possibilities; two of which are addressed in the
present section and in Section IV. One important question unresolved
in Talim's exercise is whether there are finite limits to corruption.
Starting off with any one equilibrium, one may introduce new form of
corruption that raises average costs and drives some firms out of the
market. Can the parties engage in unabated increase in corruption and
ralse costs without limits? The present section shows that Taslim's
model has built-in limits to corruption under specific condition.

One may consider the corrupt officlals (if they can collude to act
like a single agent) as a monopolist and set the bribe level to extract
maximum earning. Since the surplus is highest when all potential
entrepreneurs (with non-negative returns to their entrepreneurial
skill) participate in the market, a perfectly discriminant monopolist
would ensure such a situation. This is considered an unlikely situation
because of the information need. The alternative, to set identical bribe
level across board, also requires knowledge about how the total surplus
may decline with exit of firms. Extending Talim's exercise, one may
postulate that the corrupt officlals maximize total bribe money

B=nb;

such that,

7 (e,b) = O for all active firms;’ m (e*,b) = 0 for marginal firm
and,

n = nle*)
where, e is the skill level needed to ensure zero profit by a marginal
firm; and n is the number of firms in the market. Note that, n'< 0,
since there are fewer flrms when the required entrepreneurial skill
level to attain zero profit increases (for marginal firm). Total
differentiation of the zero profit equation gives,
ﬂl . de + ﬂt .db=0

and, 4

4 Note that &* = a{b) is tha inversa function of = = n(a), with = baing raplaced by b.
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The last condition essentially ensures the second-order
conditions® for maximizing B with respect to b. That is, there is a
finite level of bribe per firm that will maximize the total size of bribe
accrued by a monopolist corrupt official(s) from all firms active in the
market.

IV. SOME ALTERNATIVE PERSPECTIVES

Two aspects in Taslim's exercise are worth noting again. First, with
entrepreneurial skill in the production function and firms being
assumed to be endowed differently in this skill, we now have a
criterion of identifying which firms will exit first in the face of
reduced market opportunities. Secondly, this framework, even though
quite simple, is being applied to argue that corruptions have a "bad"
role to play in the economy: the specific case being treated is its
negative effect on entrepreneurship development. One may however
note that it is not necessary to include entrepreneurial skill in the
oroduction function to show how corruption may negatively affect
entrepreneurship development. If there was no such factor as
entrepreneurial skill in Taslim's production function and the firms
were truly identical in costs, one would still have a situation where
some firms would have to exit due to "bribe". Secondly alternative story
about the market, such as, spatial distribution of firms facing different
firm level prices (assoclated with unique market price), could be
conjectured to identify who among the identical firms would exit in
the face of cost increase (due to bribe). Noting these specificities in
Taslim's exercise, we outline below a case where Introducing
corruption (in the sense of giving bribes; and not taking it} may be a
desired instrument for a first comer in the industry in order to deter
new entry.

There is a wide range of literature on entry deterrence. Most of
these assume only two parties; the first entrant and potential entrants,

5 The first-order condition is given by,
%:h :'—gd-nnﬂ
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without the presence of any regulatory body. Thus, the search is for
finding instruments (such as, excess capital build-up) that the first
entrant adopts, which ensures its post-entry commitment to actions
that deter new entry. Taslim's association of bribes with cost and the
latter with exit of firms provide a potential perspective on why first
entrants may voluntarily share their surplus (the so-called
remuneration to entrepreneurial skill) with "officials” so that average
costs of operations are ralsed and thereby the market size is effectively
reduced for non-negative profit making with any additional firm in the
market. For simplicity in exposition, we assume that all prospective
plants are identical in costs (and there may be infinite number of such
plants). If factor prices remain constant, it implies that the long run
industry supply curve is horizontal at a price level equal to the
minimum average cost for a plant. This is the potential scenario. A
given firm however enters the market first and may desire to ensure
that no other firm s able to enter.® The problem for the first entrant
may be stated as follows:

find the value of "bribe", b, such that,
p>c+b>Pnh:b>0

where, p is the optimally determined (market) price with a single firm
(which pays bribe as well); ¢ is the minimum average cost, b is the
amount of bribe per unit of output’ ; and Pn s the expected post-
entry price. Since, p > p, 2 ¢, it is possible to find a value for b that
will satisfy the above condition.

A number of observations follow from the above exercise; which are
intuitively outlined here. First, given a size of market-demand. b in the
"deterrent” case is likely to be higher than that in the "monopaolist”
case (discussed in the previous section). This is because, except for
the limiting case where market can only accommodate one firm,
optimal number of firms (n) that maximize total bribe money is likely
to be greater than unity under the latter case. Moreover, the difference
between bribes under the two cases will increase with the increase in
(rghtward shift of) market demand. Thus, the "deterrence case is
more likely to be observed in situations where market size is rather
limited. Second, if b is reduced for some reason (say, taking of office
by some "good” officials), the second inequality may not hold and new

& The desire to do so may be for various reasons: one Is, 1o ensure positive profit which
is more desirable than a zero profit long run situation.

7 Since uﬁumal output levels are identical for all active firms: for a given amount of
bribe per firm. b is same for all firms.
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firms would enter. This is the case implicit in Taslim's exercise.
Finally, if entrepreneurial skill (e) is introduced in the production
function (as in Taslim), any first entrant may not be safe if there be
potential entrants with higher skill levels.

V. LIMITATIONS OF THE EXERCISES

Social interest in the phenomenon of corruption covers a wide
canvass; that include such questions as, why does corruption arise;
what are its effects; is corruption avoidable and how; and if corruption
is unavoidable how does one minimize its adverse effects on the
economy and soclety? Taslim's exercise confines to addressing the
second question only. Anyone familiar with intermediate text books in
economics will however acknowledge that it does not add much to our
knowledge to assume that corruption raises cost of doing business and
then show that such cost increase drives away some firms in the long
run. 8 Implicit in the exercise is the sharing of surplus between
entrepreneurs and regulatory bodies (individuals responsible to -
regulate). We take cue from this to suggest that corruption may be an
outcome of collusion between a first group of entrepreneurs and the
"officials”; and this partially addresses the first question. The necessary
condition for bribe practices (in this particular context) is the
presence of an authority (regulatory body) who may charge bribes.
Such regulatory bodies may hardly be dispensed with. Fortunately,
however, their presence is not sufficlient to result in corruption, at
least at all levels of government functionaries. Thus, more efforts need
to be put in identifying the factors (e.g., incentive structures, non-
transparency in regulations, collusion, etc.) that lead to corruption,
rather than pursuing undue sophistication.
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