
Economics 270B
Graduate Development Economics

Professor Fred Finan

March 30, 2015



Today’s Outline

I Overview of the corruption literature

I How do we measure corruption?
Fisman (2001) and Khwaja and Mian (2004)

I What determines corruption? Theory
Banerjee (1993) and Shliefer and Vishny (1993)

I What determines corruption? Evidence
Olken and Barron (2009)



Corruption

Research on corruption can be divided into three main questions:

1. What is corruption? or How do we measure corruption?

2. Does corruption matter for development?

3. What determines corruption? or How can we reduce or
prevent corruption?



What is corruption?

I Corruption comes in many forms

I Transparency International (TI) and others: the abuse of
public office for private gain

I Some examples are fairly obvious:

I Mobutu Sese Seko looted the treasury for $5 billion → equal
to Zaire’s entire external debt in 1997

I Mohamed Suharto and Ferdinand Marcos allegedly embezzled
between 10 to 35 billion dollars

I $1 billion of oil revenues, or $77 per capita, vanished from
Angolan state coffers in 2001 → 3× humanitarian aid received
by Angola in 2001
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What is corruption?

I Other situations are less obvious:
I Related lending (La Porta et al 2002)

I Earmarks for education are used to pay health expenditures

I What about legal payments that involve lobbying, campaign
contributions, and gifts? Are these so different from bribes?

I Acquiring data is a key constraint → illicit nature makes it
hard to measure

I Finding creative ways to measure corruption is still an active
area of research
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Measuring corruption

I Most common measures of corruption are the cross-country
indices

I International Country Risk Guide (ICRG) - likelihood that high
government officials will demand special payments

I Corruption Perception Index (Transparency International) -
averages ratings reported by a number of perception-based
sources

I Control of Corruption (World Bank) - similar to TI but with a
different aggregation technique

I Correlation between TI and World Bank is 0.97; TI and ICRG
is 0.75 → Main difference is in coverage both in terms of
countries and years



Cross-country measures of corruption

 



Cross-country measures of corruption

Advantages

I Allows for cross-country and time comparisons

Disadvantages
I Subjective measures

I Perceptions given by the private sector, primarily foreign
investors

I Other characteristics or institutional features of the country
may influence corruption rankings

I Ordinal measures
I We ultimately care about the magnitude of corruption
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Measuring corruption - direct approach
I Svensson (2003) QJE - surveyed Ugandan firms directly

I 80 percent of firms reported needing to pay bribes
I Bribes amounted to 8 percent of the costs (conditional mean)
I 20 percent that did not pay bribes chose to minimize contracts

with the public sector

I Ferraz and Finan (2007) QJE - exploit audit reports
I Brazilian government audited municipal expenditure of federal

funds
I Corruption was detected in 78 percent of municipalities
I On average 9 percent of all federal funds were “stolen”

I Olken and Barron (2009) JPE - direct observation of bribes
I Truck drivers in Indonesia spend about 13 percent of total cost

on bribes
I Sequeira and Djankov (2014) - direct observation of bribes at

ports
I Average cost of bribes as a share of shipping cost: 14% in

Maputo; 4% Durban
I Firms travel on average an additional 319 kms (doubling

transportation costs) to avoid corruption



Measuring corruption - direct approach
I Svensson (2003) QJE - surveyed Ugandan firms directly

I 80 percent of firms reported needing to pay bribes
I Bribes amounted to 8 percent of the costs (conditional mean)
I 20 percent that did not pay bribes chose to minimize contracts

with the public sector
I Ferraz and Finan (2007) QJE - exploit audit reports

I Brazilian government audited municipal expenditure of federal
funds

I Corruption was detected in 78 percent of municipalities
I On average 9 percent of all federal funds were “stolen”

I Olken and Barron (2009) JPE - direct observation of bribes
I Truck drivers in Indonesia spend about 13 percent of total cost

on bribes
I Sequeira and Djankov (2014) - direct observation of bribes at

ports
I Average cost of bribes as a share of shipping cost: 14% in

Maputo; 4% Durban
I Firms travel on average an additional 319 kms (doubling

transportation costs) to avoid corruption



Measuring corruption - direct approach
I Svensson (2003) QJE - surveyed Ugandan firms directly

I 80 percent of firms reported needing to pay bribes
I Bribes amounted to 8 percent of the costs (conditional mean)
I 20 percent that did not pay bribes chose to minimize contracts

with the public sector
I Ferraz and Finan (2007) QJE - exploit audit reports

I Brazilian government audited municipal expenditure of federal
funds

I Corruption was detected in 78 percent of municipalities
I On average 9 percent of all federal funds were “stolen”

I Olken and Barron (2009) JPE - direct observation of bribes
I Truck drivers in Indonesia spend about 13 percent of total cost

on bribes

I Sequeira and Djankov (2014) - direct observation of bribes at
ports

I Average cost of bribes as a share of shipping cost: 14% in
Maputo; 4% Durban

I Firms travel on average an additional 319 kms (doubling
transportation costs) to avoid corruption



Measuring corruption - direct approach
I Svensson (2003) QJE - surveyed Ugandan firms directly

I 80 percent of firms reported needing to pay bribes
I Bribes amounted to 8 percent of the costs (conditional mean)
I 20 percent that did not pay bribes chose to minimize contracts

with the public sector
I Ferraz and Finan (2007) QJE - exploit audit reports

I Brazilian government audited municipal expenditure of federal
funds

I Corruption was detected in 78 percent of municipalities
I On average 9 percent of all federal funds were “stolen”

I Olken and Barron (2009) JPE - direct observation of bribes
I Truck drivers in Indonesia spend about 13 percent of total cost

on bribes
I Sequeira and Djankov (2014) - direct observation of bribes at

ports
I Average cost of bribes as a share of shipping cost: 14% in

Maputo; 4% Durban
I Firms travel on average an additional 319 kms (doubling

transportation costs) to avoid corruption



Measuring corruption - indirect approach

I Reinikka and Svensson (2004) QJE - compare the amount of
education funds disbursed from the central government to the
amount funds received (based on a survey of 250 schools)

I Over 1991-1995, schools received only 13 percent of central
government spending on program

I Olken (2007) JPE - compares actual versus reported
expenditures on World Bank funded road projects

I 29 percent of the funds allocated to the road building project
were stolen

I Di Tella and Schargrodsky (2003) JLE - compare prices paid
for basic homogenous inputs at public hospitals before and
after a corruption crackdown

I prices paid fell by 15 percent during the first nine months of a
crackdown on corruption in 1996-1997
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Indirect approach - Fisman 2001

I Research question: How much do markets value (presumably
corrupt) political connections? (Or how much do political
connections distort investment decisions?)

I To address this question, Fisman conducts an “event study”

I If stock markets are efficient, then the change in a firm’s value
reflects how the firm’s profits were affected by the news

I Rumors about Suharto’s poor health during 1995-1997

I Lexis-Nexis literature search (Suharto, Health, Indonesia) → 6
epsiodes
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Indirect approach - Fisman 2001

I Suharto’s health shocks could lead to political instability and
a general drop in stock prices

I But his loss of power would be particularly important for his
“cronies”, including his children, all of whom were “successful”
industrialists

I A local economic consulting firm had created a “Suharto
dependency index” (POLi ) for 79 large firms, seen as a critical
determinant of future profitability

I Values from 1 (long-time opponents) to 5 (family)



Indirect approach - Fisman 2001
 

 



Indirect approach - Fisman 2001

Rie = α + β1POLi + β2NRe + β3(POLi × NRe) + µie

 

   

I Investors estimated that JCI would drop 20% if Suharto died.
Given β3 + β1 → 22% lower returns for most connected firms



Indirect approach - Political Connections

I Fisman’s study has sparked a large literature on the value of
political connections (mostly for firms)

I A nice and fairly recent example is Khwaja and Mian (2004)

I Examine loan-level data for the universe of corporate lending
from 1996-2002 in Pakistan



Nature of Corruption

Pakistan’s state bank ... moved to freeze the accounts of
thousands of politicians... The move is seen as the start
of a crackdown on the endemic corruption in Pakistan’s
political system .... military officials have asked banks to
provide lists of anyone who has defaulted on a loan from
a state bank... a notorious way of amassing funds by
politicians of all parties.(The Guardian October 16th,
1999)



Data

I Detailed loan data for every corporate loan made in Pakistan
from 1996-2002 (part of Credit Information Bureau)

I each borrower’s credit position by lender and quarter
I amount of the loan outstanding, default amounts, recoveries

against the loan
I identifies of the firms and lenders

I Politically-connected firm: a firm who has a politician on its
board

I Match is done by name



Sample

I Panel of 68 private domestic and 23 government banks
lending to 93,316 unique firms during the 25 quarters

I exclude government firms and foreign banks

I Observation: firm-bank level (collapse on the time dimension)



Summary Stat I

Variable Mean S.D. Obs.

Loan Size ('000s of 1995 Pak Rs.) 6,669 89,298 112,685
Default Rate (%): Un-Weighted 16.85 30.22 112,685
Default Rate (%): Loan size weighted 17.61 31.06 112,685
Recovery Rate (%): (conditional on default) 8.55 24.50 24,562
Rate of Return (%) 93.46 35.70 89,223
Interest rate (%) 14.05 2.90 89,223

Loan Type Fixed
Working 
Capital

Letter of 
Credit Guarantees Mixed

Percent of total lending 32% 49% 7% 7% 5%

Politically Connected No Yes
Percent of total firms 77% 23%

Percent of total lending (of total loans) 63% (74%) 37% (26%)

Size (percentile) 0-50 50-75 75-95 95-99 99-100
Percent of total lending (of total loans) 6% (42%) 3% (21%) 13% (23%) 23% (9%) 55% (5%)

Location (City Size) Small Medium Large Unclassified
Percent of total lending (of total loans) 8% (17%) 12% (15%) 74% (52%) 6% (16%)

Foreign Firm No Yes
Percent of total lending (of total loans) (99.8%) 4% (0.2%)
Business Group Size Stand Alone Intermediate Conglomerate Unclassified
Percent of total lending (of total loans) 20% (54%) 19% (17%) 39% (10%) 22% (19%)

Variable Mean S.D.

Win (%) 9.0 26.0
Percentage Votes 9.83 16.33
Victory Margin 20.53 16.50
Electoral Participation (%) 36.60 10.46

Rate of Return Return = ( 1 - Default Rate) * (1+Interest Rate) + Default Rate * Recovery Rate. Politically Connected = dummy for whether firm 
has a politician on its board; Other firm level attributes defind in Appendix I; While we report summary statistics for Firm Location in terms of 
city Size as defined in Appendix I, in the subsequent Regressions firm location controls are introduced as separate dummies for each city. 
Win=politcian winning frequency (%); Percentage Votes=percentage votes obtained by politician;Victory Margin=Difference in Percentage Votes 
between the winner and runner up if politician won, 0 otherwise; Electoral Participation= Registered votes cast (%)

TABLE I
SUMMARY STATISTICS

Panel B: Borrower/Firm Attributes

Panel C : Politician Level  Variables For Matched Politicians (2,073 Politicians)

Panel A : Loan-level  Variables



Summary Stat II

Variable Mean S.D. Obs.

Loan Size ('000s of 1995 Pak Rs.) 6,669 89,298 112,685
Default Rate (%): Un-Weighted 16.85 30.22 112,685
Default Rate (%): Loan size weighted 17.61 31.06 112,685
Recovery Rate (%): (conditional on default) 8.55 24.50 24,562
Rate of Return (%) 93.46 35.70 89,223
Interest rate (%) 14.05 2.90 89,223

Loan Type Fixed
Working 
Capital

Letter of 
Credit Guarantees Mixed

Percent of total lending 32% 49% 7% 7% 5%

Politically Connected No Yes
Percent of total firms 77% 23%

Percent of total lending (of total loans) 63% (74%) 37% (26%)

Size (percentile) 0-50 50-75 75-95 95-99 99-100
Percent of total lending (of total loans) 6% (42%) 3% (21%) 13% (23%) 23% (9%) 55% (5%)

Location (City Size) Small Medium Large Unclassified
Percent of total lending (of total loans) 8% (17%) 12% (15%) 74% (52%) 6% (16%)

Foreign Firm No Yes
Percent of total lending (of total loans) (99.8%) 4% (0.2%)
Business Group Size Stand Alone Intermediate Conglomerate Unclassified
Percent of total lending (of total loans) 20% (54%) 19% (17%) 39% (10%) 22% (19%)

Variable Mean S.D.

Win (%) 9.0 26.0
Percentage Votes 9.83 16.33
Victory Margin 20.53 16.50
Electoral Participation (%) 36.60 10.46

Rate of Return Return = ( 1 - Default Rate) * (1+Interest Rate) + Default Rate * Recovery Rate. Politically Connected = dummy for whether firm 
has a politician on its board; Other firm level attributes defind in Appendix I; While we report summary statistics for Firm Location in terms of 
city Size as defined in Appendix I, in the subsequent Regressions firm location controls are introduced as separate dummies for each city. 
Win=politcian winning frequency (%); Percentage Votes=percentage votes obtained by politician;Victory Margin=Difference in Percentage Votes 
between the winner and runner up if politician won, 0 otherwise; Electoral Participation= Registered votes cast (%)

TABLE I
SUMMARY STATISTICS

Panel B: Borrower/Firm Attributes

Panel C : Politician Level  Variables For Matched Politicians (2,073 Politicians)

Panel A : Loan-level  Variables



Are Politically Connected Firms Given Preferential
Treatment?

Yij = αj + β1Politicali + γ1Xi + γ2Xij + εij

Dependent Variable
Log Loan 

Size
Rate of 
Return

Default 
Rate

Recovery 
Rate Interest Rate

(1) (2) (3) (4) (5)

Politically Connected 0.37 -6.08 6.22 -1.09 0.09
(0.08) (2.46) (1.98) (1.14) (0.05)

Controls YES YES YES YES YES

R2 0.26 0.28 0.29 0.24 0.43
No of Obs 112,685 89,223 112,685 24,562 89,223

TABLE II

Results based on cross-sectionalized data. A unit of observation is a loan (bank-firm pair). There are 89,223 observations 
instead of 112,685 in columns (2) and (5) as interest rate data is not available for all banks. There are 24,562 observaions in 
column (4) because the data is conditional on a firm having defaulted. Rate of Return Return = ( 1 - Default Rate) * 
(1+Interest Rate) + Default Rate * Recovery Rate. Standard errors reported in parentheses are clustered at bank level. 
Regressions in columns (2)-(5) are weighted by loan size. Controls in Colunm (1) include dummy for whether borrower is a 
foreign firm, 91 bank dummies, 134 dummies for each of the city/town of firm. Columns (2)-(5) include column (1) controls 
plus 8 dummies for the number of creditors the firm has, 5 loan-type dummies and 3 group size dummies, 5 firm size 
dummies. Firm-level control variables are described in Appendix I.

ARE POLITICALLY CONNECTED FIRMS GIVEN PREFERENTIAL TREATMENT?



Default Rates

Yij = αi + αj + β1(Politicali × Govj) + γ1Xij + γ2(Xij × Govj) + εij

(1) (2) (3) (4) (5) (6)

All Banks

Firms 
borrowing from 

both 
government and 

private banks

Politically Connected 10.92 9.13 -0.02 -0.78 -0.78 --
(4.12) (1.92) (0.27) (0.26) (0.26)

9.91 1.4
(1.90) (1.04)

Constant 19.87 -- 6.05 -- -- --
(2.60) (2.03)

Controls NO YES NO YES YES1
Firm Fixed 

Effects2

R2 0.02 0.3 0.004 0.15 0.33 0.78
No of Obs 61,897 61,897 50,788 50,788 112,685 18,819

1 Controls also include government bank dummy and all interractions with the government bank dummy.

TABLE III
ARE POLITICALLY CONNECTED FIRMS FAVORED BY GOVERNMENT BANKS ONLY?

2 Regression includes a government bank dummy as well. Data restricted to firms that borrow from both government and private banks.

Default Rate (%)

Government Banks 
Only Private Banks Only

Results based on cross-sectionalized data. Standard errors reported in parentheses are clustered at the bank level. Politically Connected = 
dummy for whether firm has a politician on its board; Government bank = dummy for government banks. Controls include 5 loan-type 
dummies, 5 firm size dummies, dummy for whether the borrower is a foreign firm, 8 dummies for the number of creditors the firm has, 3 
group size dummies, 134 dummies for each of the city/town of borrower, 21 dummies for the industry of the firm, and 91 bank dummies. 
Firm-level control variables are described in Appendix I 

Politically Connected 
* Government Bank

DEFAULT RATE



Access to Credit

Dependent Variable
(1) (2) (3)

Government Bank 0.07 -1.19 -0.2
(0.03) (0.14) (0.03)

Politically Connected * Government Bank 0.29 -0.21 0.13
(0.05) (0.22) (0.05)

Government Bank * Log Firm Size 0.14
(0.02)

0.041
(0.03)

Government Bank * Firm Default Rate 1.9
(0.11)

0.56
(0.17)

Firm Fixed Effect YES YES YES

R2 0.81 0.81 0.83
No of Obs 10,880 10,880 10,880

Data restricted to firms that borrow from both government and private banks. Robust standard errors reported in 
parentheses. A unit of observation is a firm-bank type (government or private) pair, as all loans of a firm given by the same 
bank type are summed. There are thus 5,440 firm fixed effects and 10,880 total observations in the regression. Politically 
Connected = dummy for whether firm has a politician on its board; Government bank = dummy for government banks; Log 
Firm Size = Logarithm of a Firm's total borrowing from all banks (private and government); Firm Default Rate = Firm's 
average default rate across all banks.

Data restricted to firms that borrow from both 
government and private banks

Log Loan Size

Politically Connected * Government 
Bank * Firm Default Rate

TABLE IV

ACCESS TO CREDIT
ARE POLITICAL FIRMS FAVORED BY GOVERNMENT BANKS ONLY?

Politically Connected * Government 
Bank * Log Firm Size



Additional Findings

I Firms with stronger politicians (as measured by vote share)
obtain even greater preferential access to credit from
government banks

I as a politician goes from losing to winning an election, the
firm he is affiliated with receives (even) greater access to
credit from government banks

I Reject Social lending: government banks lend to socially
efficient but high risk projects, and firms with politicians on
their boards undertake such socially efficient projects



Corruption

Research on corruption can be divided into three main questions:

1. What is corruption? or How do we measure corruption?

2. Does corruption matter for development?

3. What determines corruption? or How can we reduce or
prevent corruption?



Does corruption matter for development?

In terms of economic growth, the only thing worse than a
society with a rigid, over-centralized, dishonest
bureaucracy is one with a rigid, over-centralized and
honest bureaucracy

-Samuel Huntington



Corruption need not distort the short-run efficiency

I Coasean bargaining process between a bureaucrat and a
private agent

I Producer surplus goes to the bureaucrat instead of the treasury
→ Pareto-optimal allocation is unaffected (Bardhan 1995)

I If bribing is competitive, then the lowest cost firm can provide
the largest bribe → still have the efficient allocation (Lien
1986)

I Theory of the second best approach – With excessive taxes
and overly restrictive regulation,“speed money” or “grease
payments” may also improve economic efficiency

I Punchline: Corruption may not be that costly if it only shift
out the budget constraint, we only care if it changes “prices”
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and overly restrictive regulation,“speed money” or “grease
payments” may also improve economic efficiency

I Punchline: Corruption may not be that costly if it only shift
out the budget constraint, we only care if it changes “prices”
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Red Tape - Banerjee 1993

I Consider a bureaucrat who is in charge of allocating some
resource

I Set of slots of size 1

I N - population size N > 1

I Two types of agents {H, L}, with sizes NH , NL



Red Tape - Banerjee 1993

I H(orL) - social benefit to give type H(L) a slot

I h(orl) - private benefit to give type H(L) a slot

I H > L and types are private information

I Note that we do not assume that private benefit equals social
benefit

I Society would like to give driver licenses to good drivers
(H > 0) and not bad ones (L < 0), but both h, l > 0



Red Tape - Banerjee 1993

I Ability to pay for a slot:
I yH ≤ h
I yL ≤ l

I Suppose that bureaucrats have a testing technology for
detecting types directly

I If used on someone of type L for a period of time t, the
probability that he will fail the test is φL(t)

I φH(t) is the corresponding probability for high types
I δt - cost of being tested

I Mechanism → Bureaucrat will announce two vectors: (price,
testing time, probability of getting the slot)

1. (pH , tH , πH)
2. (pL, tL, πL)



Red Tape - Banerjee 1993

Suppose H > L > 0
I First best

I pH = yL + ε, pL = yL

I πH = 1, πL = (1− N)/NL

I self-selection works → low-types cannot pay more than yL and
as long as ε is small enough, high-types will pay to increase
chances of getting a slot
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Red Tape - Banerjee 1993

What if the corrupt bureaucrat wanted to maximize revenue?
I One option

I h − pH ≤ (h − yL) 1−NH

NL

I pH = min{yH , (h − yL)N−1
NL

+ yL}, pL = yL
I πH = 1, πL = (1− N)/NL

I But in this case, pH might be much lower than yH : the
bureaucrat is not extracting all the rent

I Second option: Monopolist
I pL = pH = yH
I Sell only to the high types



Red Tape - Banerjee 1993

Third Option:

I Anyone who claims to be of type L get tested for a duration
of tL, but no one gets rejected if they fail (socially wasteful)

I Type H’s IC constraint becomes

h − pH = (h − yL)
1− NH

NL
− δtL

I pH goes up at tL
I tL must satisfy L type IR constraint

(l − yL)
1− NH

NL
− δtL ≥ 0

I As long as the IR is not binding, raising tL (red tape) will
increase pH
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Red Tape

NB:

I The third option produces social inefficient red tap → testing
is unnecessary since there is a mechanism without testing that
delivers the optimal allocation

I Red-tape is faced by the L-types and is in order to create
some artificial scarcity

I Red-tape only emerges when yL < l which is more likely to
occur with public goods

I Red-tape welfare dominates the monopoly outcome



Does corruption matter for development? - Empirical
evidence
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Does corruption matter for development? - Empirical
evidence

I Bates (1981) - in many sub-Saharan African countries,
peasant farmers avoided corruption by taking refuge in
subsistence production → subsequent decline in productivity
and living standards

I Khwaja and Mian (2004) examine loan-level data that
represents the universe of corporate lending in Pakistan
between 1996-2002

I politically-connected firms borrow 45 percent more and have
50 percent higher default rates

I preferential treatment comes from government banks (not
private banks)

I Economy wide costs of the rents are estimated to be 0.3 to 1.9
percent of GDP every year



Does corruption matter for development? - Empirical
evidence

I Bertrand et al (2006) conducted an experiments among
individuals who were interested in getting a driver’s license in
India.

I They randomly assigned people into three groups:
I bonus (offered a financial reward if they could obtain their

license fast)

I lesson (offered free driving lessons upfront)

I control



Does corruption matter for development? - Bertrand et al
2006

 

 

   



Long run impact of corruption

I Corruption in the public sector can reduce the provision and
quality of key public services (e.g. education, health,
infrastructure)

I If these human resources are important for development and
economic growth, then corruption can impose serious long-run
costs

I Ferraz, Finan, and Morreira (2009) examine this possibility
using the audits data in Brazil



Ferraz, Finan, and Morreira 2009
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Ferraz, Finan, and Morreira 2009

   

Dependent variable: Mathematics Portuguese Dropout rates Failure rates
(1) (2) (3) (4)

Corruption in education -0.28 -0.279 0.034 0.027
[0.120]** [0.100]*** [0.011]*** [0.012]**

Corruption in other sectors 0.023 0.014 0.011 0.012
[0.116] [0.096] [0.010] [0.011]

Student characteristics Yes Yes Yes Yes
Municipal characteristics Yes Yes Yes Yes
Number of schools 1251 1251 1251 1251
R-squared 0.48 0.54 0.29 0.17



Corruption

Research on corruption can be divided into three main questions:

1. What is corruption? or How do we measure corruption?

2. Does corruption matter for development?

3. What determines corruption? or How can we reduce or
prevent corruption?



What determines corruption?

I Ambiguous laws and regulations (Ades and di Tella 1997;
Shleifer and Vishny 1993)

I Opportunity for abuse of power (Ferraz and Finan 2009)

I Low income or education (Lipset 1960)

I Poor enforcement of property rights and laws

I Ethnic heterogeneity (Alesina, Bagir, Easterly 2002)

I Historical and cultural factors (Kranton 1996; Fisman and
Miguel 2006)

I Market structure (Shleifer and Vishny 1993)
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I/O of corruption - Shleifer and Vishny 1993

I 2 goods that whose demands are inter-related → increasing
price of one good will shift the demand curve for the second
good

I If corruption is centralized, the joint monopolist will set the
price of good 1 p1 internalizing the effects on the demand for
good 2 x2:

MR1 + MR2
dx2
dx1

= MC1

I when goods are complements dx2/dx1 > 0 and MR1 < MC1

→ monopolist keeps the bribe on good 1 down to expand the
demand for the complementary good 2 and thus raise its
profits from bribes on good 2

I Decentralized case: MR1 = MC1 → with endogenous free
entry, bribes go to infinity
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I/O of corruption - Olken and Barron 2009

Olken and Barron (2009) test this insight using bribe data from
truck drivers in Indonesia

I Examine two trucking routes in Aceh, where truck drivers
often have to make illegal payments at checkpoints and weigh
stations

I Checkpoints are set up and operated by police and military
I Weighing stations - trucks are fined if their cargo is more than

5 percent above the limit → drivers pay a bribe to avoid this
fine

I Acehnese surveyors accompany drivers on their regular routes
from November 2005 to July 2006



I/O of corruption - Olken and Barron 2009

I Military conflicts between the Indonesian Army and the
separatist GAM since 1970’s

I In August 2005, a peace agreement was signed

I 31,690 out of 55,480 military and police withdrew from Aceh
in 4 waves → variation in the number of checkpoints

I Withdrawals only affected the province of Aceh and not the
North Sumatra

I Data was collected during the 3rd and 4th wave of the
military withdrawal



I/O of corruption - Olken and Barron 2009



I/O of corruption - Olken and Barron 2009

Data collection - direct observation

I One of the innovations of this study

I Surveyors recorded the time, location, amount paid at every
checkpoint and weigh station

I Potential Hawthorne Effects
I Drivers are residual claimants → unlikely bribe behavior would

be altered
I Truck drivers typically drove with assistants
I Bribes are routine so there is little stigma

I Not a random sample of trucking firms or even drivers
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I/O of corruption - Olken and Barron 2009

LogPriceci = αc + X ′
i γ + βLogExpectedPostsi + εci

I In centralized regime, pi = P/n, so β = −1

I Otherwise, if market structure affects price ∂pi/∂n < 0 and
β ∈ (0,−1)
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I/O of corruption - Olken and Barron 2009

Magnitudes

I Prices charged in North Sumatra increase as the number of
checkpoints on the route in Aceh declines

I Prior to the withdrawal truck drivers stopped on average at 90
checkpoints

I Post withdrawal, truck drivers stopped on average at 18
checkpoints

I 80% reduction in checkpoints lead to a 51% reduction in costs
at checkpoints

I Had prices been exogenous the reduction would have been
80% → endogenous responses offset about 36% of the
potential reduction in corruption from removing the
checkpoints



I/O of corruption - Olken and Barron 2009

I Are bribes fixed in advanced or determined through bilateral
bargaining?

LogPriceci = αi + αc + Gunci + NumOfficersci + εci

I Given bargaining, checkpoints create holdup problems?
I Exploit data on trips going in both direction

LogPriceci = αi + αc + βMeanPercentileci + εci
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I/O of corruption - Olken and Barron 2009

In sum, great paper!

I Provides strong evidence that market structure affects
corruption

I Decentralized corruption can result in higher bribes charged
than centralized

I Tackling corruption at the top might lead to more corruption

I Reducing the number of corrupt bureaucrats may not low
corruption since prices may respond endogenously


