New Economy and Trade, Institute for Humanities and Cultural Studies (IHCS)
Quarterly Journal, Vol. 21, No. 1, Spring 2026, 51-107
https://www.doi.org/10.30465/jnet.2026.54597.2290

Financial Openness, Institutional Quality and
Entrepreneurship: A Comparison of Developed and

Developing Countries

Sedigeh Zadmirzaee®
Bagher Adabi Firouzjace™

*

Ali karshenasan™

Abstract

this study aims to explore how the degree of financial openness affects entrepreneurship,
with an emphasis on the role of governance indicators for two groups of selected devel-
oped and developing countries, based on a dynamic panel data model (GMM) for the
period 2006-2022. The results show that: First, while the impact of financial openness on
entrepreneurship is positive and significant for developed countries, this effect is nega-
tive for developing countries. Second, the six governance indicators have a positive and
significant effect on entrepreneurship in both country groups, although the magnitude of
significance is greater in developed countries. The main finding of the study is that, in
developing countries, even though financial openness has a negative impact on entrepre-

neurship, its interaction effect with the governance index on entrepreneurship is positive
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Abstract 52

and significant. This highlights an important point that developing countries can enhance
their financial absorption capacity by improving components of the governance index
especially corruption control and government effectiveness. It is caused developing coun-
tries benefit from the positive advantages of financial openness, such as lower financing
costs and easier access to foreign resources.

Keywords: Entrepreneurship, Financial Openness, Governance Index, GMM- approach
JEL Classification: F65, G38, L26, C23

Introduction: Financial development and entrepreneurship have long been recognized
as two fundamental pillars of economic growth. However, recent studies indicate that
domestic financial development alone is insufficient to spur entrepreneurship, and the
foreign dimension—financial openness—has gained increasing attention. Financial open-
ness can foster entrepreneurship by reducing capital flow restrictions, providing entre-
preneurs with cheaper financial resources, facilitating technology transfer, and enabling
risk diversification. Conversely, some studies warn that financial liberalization without
adequate institutional infrastructure may lead to financial instability, crisis contagion, and
diversion of resources toward unproductive rent-seeking activities. Thus, the role of gov-
ernance and institutional quality in moderating this relationship is critical.

This study aims to examine the effect of financial openness on entrepreneurship, em-
phasizing the moderating role of six Worldwide Governance Indicators (WGI) for two
groups of developed and developing countries over 2006—2022. The novelty of this paper
is threefold: (1) conceptually distinguishing financial openness from domestic financial
development and including both in a unified model; (2) analyzing the interaction effect
of each of the six governance components separately with financial openness; and (3)
providing a comparative analysis across the two country groups using the most up-to-date
data while accounting for the 2008 financial crisis and the COVID-19 pandemic. The
central research question is whether the effect of financial openness on entrepreneurship
differs between the two groups, and whether institutional quality can moderate this effect
such that developing countries can also benefit.

Materials & Methods: This study employs an applied research design using a de-
scriptive—correlational approach. Entrepreneurship, measured by new business density
(NBD), defined as the number of newly registered limited liability companies per 1,000

working-age people, serves as the dependent variable. Data for this variable are obtained
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from the World Bank. The main explanatory variables are financial openness, measured
by the Chinn—Ito KAOPEN index, and the six Worldwide Governance Indicators (WGI).
The control variables include domestic credit (DC), trade openness (Trade), foreign direct
investment (FDI), and GDP per capita growth.

The initial sample comprises all countries with complete data for the study variables over
the period 2006—-2022. A four-stage screening procedure, based on the availability of the
KAOPEN index, entrepreneurship data, the six WGI components, and the control vari-
ables, results in a final sample of 71 countries, including 38 developed and 33 developing
economies. Countries are classified according to the World Bank income classification
based on 2019 gross national income (GNI) per capita.

Given the presence of cross-sectional dependence, confirmed by Pesaran’s (2004) CD
test, and non-stationarity in levels, confirmed by Pesaran’s (2007) CIPS test, all vari-
ables are integrated of order one, I(1). Accordingly, the two-step System GMM estima-
tor developed by Blundell and Bond (1998), together with the finite-sample correction
proposed by Windmeijer (2005), is employed. The instrument set consists of the second
and third lags of the endogenous variables in the differenced equation and the lagged
first differences in the level equation. To avoid instrument proliferation, the number of
instruments is kept below the number of cross-sectional units. Finally, the AR(2), Hansen
J, and Difference-in-Hansen tests confirm the validity of the instruments and the overall
model specification.

Discussion and Results: The empirical results of this study indicate that financial open-
ness has a positive and statistically significant effect on entrepreneurship in the full sam-
ple of countries. In addition, all six governance indicators are positively and significantly
associated with entrepreneurship. Furthermore, the interaction effects between financial
openness and governance indicators are positive and statistically significant for five gov-
ernance dimensions (with the exception of political stability), with the largest coefficients
observed for regulatory quality and the rule of law. All control variables are positive
and statistically significant, while the lagged dependent variable confirms the strong per-
sistence of entrepreneurship over time.

The results by country groups reveal a contrasting impact of financial openness on entre-
preneurship. In developed countries, the coefficient of financial openness is positive and

statistically significant, whereas in developing countries it is negative and statistically
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significant. These findings suggest that, in the absence of adequate institutional infra-
structure, financial openness may hinder entrepreneurial activity. However, for develop-
ing countries, the interaction terms between financial openness and governance are pos-
itive and statistically significant for government effectiveness and control of corruption,
indicating that improvements in institutional quality can mitigate the adverse effects of
financial openness on entrepreneurship.

Finally, three robustness tests are conducted: (1) replacing the entrepreneurship measure
with the GEM Total Early-Stage Entrepreneurial Activity (TEA) index, (2) excluding
the crisis years (2008, 2009, 2020, and 2021), and (3) estimating a static fixed-effects
model with lagged independent variables. The main findings, particularly the positive
interaction effects observed in developing countries, remain robust across all specifica-
tions. Moreover, when controlling for systemic shocks by including financial crisis and
COVID-19 dummy variables, the interaction coefficients remain positive and statistically
significant, while the adverse effects of these crises are found to be more pronounced in
developing countries.

Conclusion: This study demonstrates that financial openness is neither inherently benefi-
cial nor detrimental to entrepreneurship; rather, its effects depend critically on institution-
al quality. In developed countries, where institutional quality is relatively strong, financial
openness promotes entrepreneurial activity. In contrast, in developing countries, financial
openness may increase vulnerability to financial crises and encourage rent-seeking be-
havior unless accompanied by improvements in government effectiveness and control
of corruption. The findings suggest that strengthening these two governance dimensions
enables developing countries to better capture the benefits of financial openness.
Accordingly, several policy implications emerge for developing countries. First, priori-
ty should be given to institutional reforms that enhance government effectiveness, such
as improving administrative efficiency and reducing business licensing procedures, as
well as strengthening the control of corruption through transparent business registration
systems and mandatory financial disclosure. Rather than pursuing simultaneous reforms
across all governance dimensions, policymakers should concentrate limited administra-
tive and financial resources on these priority areas.

Second, given the strong moderating roles of regulatory quality and the rule of law, devel-

oping countries should develop and implement a National Financial Compliance Frame-
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work through closer coordination among the central bank, securities regulator, and minis-
try of economy. In addition, the completion of FATF action plans should be considered an
important prerequisite for deeper integration into global financial markets.

Third, because financial openness has a negative direct effect on entreprencurship in
developing countries, rapid capital account liberalization should be avoided. Instead, a
gradual and sequenced liberalization strategy, supported by macroeconomic stability and
appropriate capital flow management measures, is recommended.

Finally, given the relatively weaker contribution of foreign direct investment (FDI) to en-
trepreneurship in developing countries, establishing a foreign investment guarantee fund
to mitigate political and exchange rate risks could help attract more stable and productive

foreign investment.
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