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Political Agency

• Public Choice (Virginia) School

– Conflict between voters and rent-seeking politicians

– Goverment as a malevolent Leviathan (not a benevolent social planner)

– Brennan & Buchanan (1980)

• Chicago School

– Political competition can solve the conflict of interests

– Wittman (1989, 1995)

• Tight connection with Principal-Agent models

– Voters = Principal

– Politicians = Agents

– No contract available, as opposed to other PA applications

– Role of political institutions, competitions etc
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Today: Brollo, Nannicini, Perotti and Tabellini (AER, 2013)

• Theory

– Very close to Persson & Tabellini, chapter 4.5.1

– Career-concern model

– Inspired by Holmström (1982), “Managerial Incentive problems”

– Derive testable implications

• Empirics

– Test the implications of the theory

– Setting: municipal governments in Brazil
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Theory
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The Politicians

• They maximize their own utility

• They do NOT care about citizens’ utility

• They do NOT care about policies per se (no left-right ...)

• They like being in office (so called Ego-rent): R

• They divert money from the public budget: rt

V =

t=∞∑
t=0

Vt =

t=∞∑
t=0

(rt + R)
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The Voters

• The voters are aware that politicians grab rent rt ≤ r = ψτ if they can

• They dislike this, because it leaves less funding to finance public spending

• They simply care about the quantity of public good gt

• They vote for the candidate who delivers the higher gt

• θ is the politicians’ productivity in producing the public good

• The total tax revenues is exogenously fixed at τ

Voters’ utility W =

t=∞∑
t=0

gt

Gov. Budget Constraint gt = θ(τ − rt)
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Audit system to fight corruption

• An investigation (audit) takes place randomly after each election

• The probability of an investigation at time t is qrt

• Audited politicians receive a punishment λ

• A similar system is in place in Brazil

Vt = E(rt) + R

= rt − qrtλ + R

= (1− qλ)rt + R

= αrt + R

• Assume α > 0
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Two types of politicians

• Politicians differ in education and expected productivity

– High-educated politicians, H-type: θ ∼ U [σH + 1− 1
2ξ , σ

H + 1 + 1
2ξ ]

– Low-educated politicians, L-type: θ ∼ U [σL + 1− 1
2ξ , σ

L + 1 + 1
2ξ ]

– On average, high-educated politicians are more productive, σH+1 > σL+1

• Politicians differ in punishment if an investigation (audit) finds them guilty

– Punishment is higher for H-type: λH > λL

– High-educated have more to lose since their outside option wage on the
private market is higher

– You can think of λ as a reputation cost
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Timing

1. First Period

(a) The incumbent is in office

• the incumbent’s type I = H,L is public information

• the incumbent’s productivity θ is not observable to anybody

(b) The incumbent decides how much rent r1 to grab

(c) One opponent emerges. Opponent is H with probability 1− π
(d) Elections: voters decide between incumbent and opponent

(e) Investigation on the incumbent: if found guilty, he gets punished

2. Second Period

(a) The winner (either the incumbent, or the opponent) decides r2

(b) Investigation on the winner: if found guilty, he gets punished
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The incumbent’s problem

V I = αIr1 + R + p(αIr2 + R)

• p is the endogenous probability that the incumbent wins the election

• p will, in equilibrium, depends negatively on r1

• Incumbent: trade-off between stealing today or tomorrow
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Backward induction: period 2

max
r2

αr2 + R

s.t r2 ≤ r = ψτ

• The politician grabs as much as he can r∗2 = r = ψτ

• No electoral incentives to behave well

• By assumption, auditing technology is not enough to prevent stealing: α > 0
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Backward induction: election at the end of period 1

• Voters see that whoever they elect, he will steal as much as possible r∗2 = r

• Both productive and unproductive politicians steal the same, but the productive
can provide more public goods with the money left in the budget

• Voters always prefer productive (higher θ) politicians

g2 = θ(τ − r∗2)

• Voters re-elect the incumbent iff :

E(θ|g1, I)︸ ︷︷ ︸
Expected productivity of the incumbent

≥ 1 + σO︸ ︷︷ ︸
Expected productivity of the opponent

I, O = H,L
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Backward induction: probability of re-election

• Denote reI1 as the expected rent predicted by the voters. Then the GBC implies:

E(θ|g1, I) =
g1

τ − reI1
• From the point of view of the incumbent, using again the GBC:

E(θ|g1, I) = θ
τ − rI1
τ − reI1

• The probability of re-election, as predicted by the incumbent, is:

pI = Prob
(
E(θ|g1, I) ≥ 1 + σO

)
= Prob

(
θ
τ − rI1
τ − reI1

≥ 1 + σO
)

= Prob
(
θ ≥ τ − reI1

τ − rI1
(1 + σO)

)
=

1

2
+ ξ(1 + σI)− ξτ − r

eI
1

τ − rI1
(1 + σO)
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Backward induction: period 1

The incumbent takes as given reI1 and σO = π(σL) + (1− π)(σH)

max
rI1

V I = αIrI1 + R + pI(αIr∗2 + R)

s.t rI1 ≤ r

0 = α +
∂pI

∂rI1
(αr + R)

= α− ξ τ − r
eI
1

(τ − rI1)2
(1 + σO)(αr + R)

now we impose the equilibrium condition rI1 = reI1

= α− ξ 1

τ − rI1
(1 + σO)(αr + R)
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Equilibrium rents: comparative statics

rI∗1 = τ − ξ(1 + σO)(ψτ + R/αI)

r∗2 = r

• Prediction -1: rI1 ≤ rI2

• Prediction 0: ∂pI

∂r1
< 0

• Prediction 1: ∂2pI

∂r1∂τ
> 0→ ∂rI1

∂τ > 0

• Prediction 2: rH1 < rL1 and
∂rI1
∂σO

< 0

• Prediction 3:
∂2rI1
∂τ∂σO

< 0
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Empirics
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Institutional framework

• Municipal governments in Brazil

– Mayors are directly elected

– Mayors face a two-term limit

• Brazil is a federal republic (like the US)

– System of federal transfer from the central government to municipalities

– Tax revenues are only a small part of the municipal budget

• Political corruption is a widespread phenomenon in Brazil

– Anti-corruption program: random audits
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• Federal transfers (FPM) to municipalities depends on population size

• The allocation rule is a step-function

• The transfers change discontinuosly at different population thresholds

• Ideal set up for a (Fuzzy) Regression Discontinuity Design (RDD)

Fund in municipality i in state k: FPMk
i =

FPMkνi∑
i∈k νi
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Anti-corruption lotteries

• Each month a lottery draws a random sample of municipalities

• Government officials implement deep investigation on the budget of those

• Results of the investigation are made public

• Based on these data the authors calculate four variables:

– Broad : dummy for at least one corruption episode - broadly defined

– Narrow : dummy for at least one severe corruption episode

– Broad fraction amount : fund (broadly) violated / total fund audited

– Narrow fraction amount : fund (severly) violated / total fund audited

• Sample of 1202 municipalities (all those ever drawn in a lottery)
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Testing prediction 1.b:
∂rI1
∂τ > 0

Reduced form: r = g(Pi) + βττ + δt + γk + εi

• τ : theoretical tranfers (based on the allocation rule), i.e. the instrument

• g(Pi): high-order polynomial in the population, i.e. the running variable

• r: measure of corruption rent, i.e. the outcome

• δt: time fixed-effect

• γk: state fixed-effect
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Testing prediction 1.b:
∂rI1
∂τ > 0

First-stage: τ = g(Pi) + βττ + δt + γk + εi
Second-stage: r = g(Pi) + βτ τ̂ + δt + γk + εi

• τ : theoretical tranfers (based on the allocation rule), i.e. the instrument

• g(Pi): high-order polynomial in the population, i.e. the running variable

• τ : actual transfers, i.e. the variable of interest

• τ̂ : fitted values of the first stage

• r: measure of corruption rent, i.e. the outcome

• δt: time fixed-effect

• γk: state fixed-effect
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Testing Prediction 3:
∂2rI1
∂τ∂σO

< 0

• Interact the previous specification with two measures of education of the oppo-
nents:

– dummy for college

– years of schooling

• Include controls potentially correlated with education of the opponents
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Testing prediction 0: ∂pI

∂r1
< 0; and prediction 1.a: ∂2pI

∂r1∂τ
> 0

• The timing of the release of the audit result to the public is random

• Some audits are released before elections, some others later

• Identification strategy: compare the following two groups

– treatment group: municipalities whose audits have been released before

– control group: municipalities whose audits have been released after

• Important to control for the level of detected corruption

• This strategy was originally developed by Ferraz & Finnan (QJE, 2008)

ECON 4640 - Political Agency Spring 2016 30/40



Testing prediction 0: ∂pI

∂r1
< 0; and prediction 1.a: ∂2pI

∂r1∂τ
< 0

Ei = β1(τi × beforei × ri) + β2(beforei × ri)

+ β3(beforei × τi) + β4(τi × ri)

+ α1τi + α2ri + α3beforei

+ g(Pi) + g(Pi)× beforei × ri + g(Pi)× beforei + g(Pi)× ri

+ δt + γk + εi

• beforei: dummy =1 if the audit report has been released before an election
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Testing Prediction -1: rI1 ≤ rI2

• This prediction is tested in Ferraz & Finnan (AER, 2008)

• In Brazil 2-terms limit for majors

• Confounding factors at the politicians level

– experience

– ability

• Confounding factors at the municipal level

ECON 4640 - Political Agency Spring 2016 33/40



Testing Prediction -1: rI1 ≤ rI2

ri,t = βFirstTermi,t + Xi,tφ + Wi,tγ + εi,t

• FirstTermi,t is a dummy for a major in his first term

• Xi,t municipal-level variables

• Wi,t politician-level variables

How to address omitted variables bias:

• at the municipal level, use RDD close-elections (see Petterson-Lidbom, 2008)

ri,t = βFirstTermi,t + g(V oteSharei,t) + Xi,tφ + Wi,tγ + εi,t

• at the politician level

– ability: include only first-term majors whi will get re-elected

– experience: control for past experience
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Conclusions

• Political Resource Curse

• More money is not always good

• Additional funding increases corruption

• Audit system has some positive effects

• Electoral accountability can alleviate corruption

• External validity?
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