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Bribery and firm performance in India:  

a political economy perspective 



• Corruption is one of the most serious problems faced by many 
countries around the world (IMF, 2016) 

• Corruption distorts competition, reduces incentives and impairs 
development – sharp public attention and moral outrage  

• How does corruption influence economic performance? 

• Two opposing theories on the effect of corruption on economic 
performance 

• Greasing the wheel hypothesis that focuses on how corruption bridges and 
smoothens the gap between operations and bureaucratic complexities, rigid 
laws and weak institutions (Lein, 1986; Huntington, 1968) 

• Sanding the wheel hypothesis emphasises on how corruption creates 
disincentives leading to inefficient rent seeking behaviour and misallocation 
of resources (Shleifer and Vishny, 1993; Kauffmann and Wei; 2001) 
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Introduction 



• Definition and measurement of corruption is the most 
complex issue due to its concealed nature 

• Current study uses the IMF definition- “the abuse of public office for 
private gain” (IMF, 2016) 

• Measuring corruption using bribes-World Bank Enterprise Survey data 

• The current study explores the effect of bribery on firm 
performance 

• Acemoglu (2006) view of bribery as a profit tax, a “vertical transfer” 
from business to state, creating rent seeking incentives for both agents 

• Firm performance is driven by internal as well as external factors  

• Use some state level political factors for studying the effect 
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Introduction 



• Study uses WBES data for India – 2013-14 

• Firm performance is captured by profits, productivity and export 
performance and bribery used for corruption 

• Endogeneity between firm performance and bribery decisions- 
due to unobservables and reverse causality- instrument variable 
estimation 

• Main finding- Bribery hampers profits and productivity but does 
not affect exports 

• External factors very important in affecting performance and the 
relationship between bribery and firm performance 

• Extensions by disaggregating the analysis according to sector type, 
firm size and political environment 
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Introduction 



• Country level studies exploring corruption and economic 
performance (Mo, 2001; Leite and Weidmann, 1999; Gupta and 
Abed, 2002; Delmonte and Papagni, 2001)- consensus on negative 
effects 

• Micro level (firm level): 
• Bayley (1966), Leys (1965), Lien (1986) and Dutta and Mishra (2004) provide 
evidence to the “grease the wheel” hypotheses based on the positive effects of 
corruption 

• Wei and Kauffmann (2000), McArthur and Teal (2002), Graviria (2001) and 
Afzar et al (2001) focus on “sand the wheel” hypothesis  

• Indian studies- Sharma and Mitra (2015) and Raj and Sen (2017) 
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Review of literature 



• India has always struggled with the issue of corruption 
• India has maintained a score of 3.5 in World Bank CIPA Index between 
2005 to 2013 

• India has a score of 40 in the more recent public level corruption index 
of CPI against the global average of 43 

• According to the EY Fraud Survey Report 2017, seventy eight percent 
respondents of India said that bribery and corruption is rampant in 
Indian businesses 

• Indian corporate sector has been flooded with scams- Satyam scam, 
National Spot Exchange Limited fraud, Harshad Mehta scam, Nirav Modi 
scandal, Sahara scam 

• India stands as a breeding ground for corruption due to weak 
institutions and poor enforcement of law 
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Indian context 



• Bribery and firm performance 
• Existence of corruption is a signal of weak institutions 

Grease the wheel: low quality of institutions and poor governance, firms face 
distortions in economic performance. Hence, bribery may grease the wheels 
of commerce without delays in such situations, improve resource allocation 
and enhance performance 

Sand the wheel: wide prevalence and extensive use of bribes may lead to 
rampant dishonesty by corrupt officials which would delay decision making 
and probably result in biased and favoured outcomes. Returns to rent seeking 
activities may over compensate the returns to productive activities under the 
prevalence of corruption which would distort resource allocation  

• The positive effect of corruption is mostly conditioned by the more efficient 
firms paying bribes, which is a very stringent criterion.  

Hypothesis I: Corruption has a detrimental effect on firm 
performance 
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Testable hypotheses 



• Ideology of the state and firm performance 
• Left wing governments focus on redistribution and state intervention in 
markets where as right wing governments are supporters of free markets and 
policies that boost business 

• Empirical evidence- Bjornskov (2005) , Potrafke (2010), Tang (2012) provide 
support  

• With policies favoring businesses more in states run by right leaning 
governments, the adverse effects of corruption on firm performance may be 
stronger in left wing states 

 

Hypothesis II(a): Left leaning ideology of state governments hampers firm 
performance 

Hypothesis II(b): Effect of corruption on firm performance is stronger in left leaning 
states   
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Testable hypotheses 



• Political competition and firm performance 
 

• Besley et al  (2005) like product markets, competition between political 
parties may lead to superior outcomes in the form of policies – government is 
proactive in formulating and implementing policies more efficiently 

• States with high political competition are governed by parties that aim to 
appease the general public with a greater objective of collecting a larger vote 
bank in the next elections (Khemani, 2010)  

• Policies related to welfare and redistribution by governments that came into 
power with a narrow margin may be targeted as these are easy tools available 
for future vote banks 

• This may siphon funds away from the industrial sector adversely affecting the 
local business environment and hence firm performance 
 

Hypothesis III(a): Low margin of victory hampers firm performance 

Hypothesis III(b): Effect of corruption on firm performance is stronger in states with low 
political competition 
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Testable hypotheses 



• Firm level data 
• Time period-2013 

• Spanning across 8300 enterprises approx. – manufacturing and services 

•  Source: World Bank Enterprise Survey 

•  Stratified random sampling technique where survey subjects are 
business owners and top managers 

• Data from audited financial report, access to finance, bribery, licensing, 
business-government relation and so on 

• Political data 
• Ideology of the state- Chhibber and Nooruddin (2004), Dash and Raja 
(2012) with ideology score spanning from 1 to 5 where 1 denotes right 
and 5 denotes left 

• Study modifies this and uses it  

• Political Competition- Election Commission of India website 
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Data description 



•  Firm performance-  
• Profits- natural log of profit after tax 

• Labor productivity- log of the sales to employee ratio 

• Exports- natural log of export sales 

• Corruption 
• Bribing indicator based on questions related to paying a bribe for an 
operating license, import license, water connection, electricity connection, 
land, finance, tax and business-government relations 

• For each of the eight indicators respondent is asked if the firm paid a bribe or 
not – options include Don’t know (-9), Refuse to answer (-8), Yes (1), No(2) 

• Study codes- 0, 1 or 2 where 0 indicates no payments were made (2), 2 
indicates payments being made (1) and 1 indicates being unsure (-9 or -8) 

• Assumption: Respondents who do not know or refuse to answer the question 
are more likely to make a payment as compared to those who outrightly 
refused to have made a payment and less likely to make a payment than those 
who actually made a payment and accepted it 
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Variables 



• Arithmetic average of the eight indicators of bribes gives the composite bribe 
score of each firm (spreads from 0 to 2)  

• Institutional controls 
• Bureaucratic complexity: proportion of time spent by senior managers dealing 
with government regulations, inspection and registration in the last week 

• Policy obstacles: arithmetic average covering degree of obstacle related to tax, 
customs, trade regulations, labor regulations, operating permits, import licenses 

• Political factors 
• Identify the state where the enterprise is located- use state level political 
factors 

• Ideology score of the party at the state level using Dash and Raja (2012) scale 

• Using dummy variables for right leaning governments 

• Political competition is captured using margin of victory- vote share difference 
between the party in power and the first runner up in the most recent state 
level elections  
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Variables 



• Firm specific controls 
• Firm age (no of years in operation), firm size (large, medium and small), 
employee size (natural logarithmic transformation of no. of employees), 
debt (debt to sales ratio) 

• Indicators for innovation, e-commerce engagement, institutional 
support (association with local chamber of commerce or industrial 
associations), export promoting zone location, city size (size of the city 
where the enterprise is located) and export shocks 

• Human capital measures: Owner share (share of ownership by the head 
of the establishment), managerial experience (logarithmic transformation 
of the number of years of experience), indicators for female ownership, 
skills of employees (proportion of employees with a high school degree) 

• Dummy variables for industries and states to control for 
unobserved effects 
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Variables 



Mean of normalized performance variables according to bribing decisions 

 

 

 

 

 

 

 

 

• *, ** and *** indicate significance at 10, 5 and 1% 

 

• All bribing firms perform worse as compared to firms which have never bribed 
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Descriptive statistics 

Variable Non bribing 

firms 

Bribing firms Difference 

Profit 16.38 15.90 0.47*** 

Labor productivity 14.06 13.88 0.18*** 

Exports 2.74 2.43 0.31** 



• OLS for examining effect of bribing on firm performance? 
Assuming bribery to be strictly exogenous in the system 

• Bribing decisions may be endogenous to performance of firms - 
presence of unobservables 

Motivated and righteous managers may focus on enhancing firm 
performance while also not indulging in bribery and corruption 

• Instrument variable regression using the two stage least squares 
model. It requires estimating a two stage model where the  

• Decision to bribe is captured in the first stage  

• Firm performance regression in the second stage  

• For identification, the model requires a certain set of variables known as 
instruments that affect the decision to bribe but does not affect firm 
performance 
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Methodology 



• Choice of instruments 
• In view of the difficulty to find appropriate instruments for bribery 
measures, the use of industry-location measures of bribery instead of firm-
specific measures is a handy approach to reduce the endogeneity problem 
in existing research, which employs cross-sectional data WBES 

• Dollar et al. (2005), Aterido et al. (2011), and Commander and Svejnar 
(2011), Hanousek and Kochanova (2016) 

• Current study uses a similar approach 
• Identify industry and state clusters for each enterprise 

• Calculate the average bribe score and bribery dispersion in that local 
economic environment that firm operates in  

• Includes bribe score of all enterprises in the same cluster except the firm 
itself 

• Suggests firms operating in environments that pay higher bribes will have 
a tendency to pay bribe but other firms’ bribes will not affect the 
considered firm’s performance 

Ritika Jain Bribery and firm performance 

Methodology 



• Dependent variable- Bribery score 

• Instruments- Mean bribery score in the industry-state cluster 
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Results- first stage 

Models Profits Productivity Exports 

Average bribe 0.364*** 
(0.051) 

0.367*** 
(0.050) 

0.367*** 
(0.050) 

Bribe SD -0.112*** 
(0.042) 

-0.113*** 
(0.042) 

-0.113*** 
(0.042) 

Controls Yes Yes Yes 

No. of observations 3641 3754 3754 

F test of excluded instruments 44.13*** 47.44*** 47.44*** 

Note: Dependent variable is the firm bribe score. Values are the coefficients and values within parentheses 
are  standard error. *, ** and *** indicate significance at 10, 5 and 1% respectively. 



• Bribery decisions within a firm is driven by the bribery tendencies 
in the local business environment in which it operates 

• Within the industry-state cluster, it is observed that the bribery 
levels of a firm is higher if  

• Average bribery score for the rest of the firms in that cluster is high 

• Dispersion in the bribery score for the rest of the firms is low 

• Presence of policy obstacles positively affect bribery scores of a 
firm   

• Firms with no institutional support have a higher bribery score  

• Innovation, websites and female ownership does not influence 
bribery scores  

• Validity tests of the instruments go through 
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Results- first stage 



• Second stage results 
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Results 

 Dependent variable Profits Productivity Exports 

Bribe score -6.433*** 

(1.298) 

-3.432*** 

(0.832) 

1.083 

(2.420) 

Right ideology 0.075 

(0.085) 

0.250*** 

(0.061) 

0.303 

(0.197) 

Margin of victory 0.565*** 

(0.198) 

0.789*** 

(0.142) 

-0.426 

(0.528) 

Bribe* right Ideology 2.378*** 

(0.882) 

1.086*** 

(0.574) 

-0.313 

(1.737) 

Bribe* margin of victory 3.720*** 

(0.889) 

2.313*** 

(0.567) 

-1.188 

(1.662) 

Controls Yes Yes Yes 

No. of observations 3641 3754 3754 

R squared 0.46 0.10 0.65 



• Profitability and productivity are negatively affected by bribing whereas exports 
are not- probably better firms are performing well in the export market and 
bribing firms are compensating for the inefficiencies by paying bribes (profits and 
labor productivity is higher for exporting firms- statistically significant at 1%) 

Validation of hypothesis I- bribery in India ‘sands the wheel’ of business  
 

• Ideology of the state government is important for firm performance- right 
leaning governments at the state level are beneficial for firm productivity 

• Effect of bribery on firm performance is also stronger in states which are ruled by 
right leaning parties  

Partial validation of hypothesis II- right leaning state governments do not reduce 
the effect of bribery on firm performance 
 

• High political competition in the last state level election reduces firm profits and 
productivity- in line with Khemani (2010) 

•  Effect of bribery on firm performance is also stronger in states with low political 
competition 

Validation of hypothesis III- Very close elections may not be beneficial for firm 
performance but moderates the effect of bribery  
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Results- second stage 



• Other effects- policy obstacles are insignificant in all regression 
models 

• Firm specific factors: 
• Bigger and newer firms have better profitability and productivity; exports 
are better in bigger and older firms 

• Firms which have better skilled employee workforce, better managerial 
experience and spend on innovation have better performance 

• Presence of female owners does not have any effect on firm performance 

• Combining all firms may be an inappropriate- divide enterprises 
along different dimensions and examine the relationship 
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Results- second stage 



• Structure of manufacturing and services are very different 

• Manufacturing versus service sector 
• Manufacturing sector: Bribery has a negative effect on all measures of firm 
performance including exports  

• Services sector: Bribery does not influence any of the firm performance 
measures 

• External political factors have a similar direct effect for both 
manufacturing and services sector 

• BUT external factors do not condition the effect of bribery on firm 
performance in the service sector 

 

• Hanousek and Kachonova (2016) also report a similar result 
suggesting that the smaller size and flexible operations in the 
service sector allows firms to avoid the adverse impacts of bribery 
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Some extensions 



• Ideology of the state 
•  Bribery has a negative effect on firm profit and productivity only for 
enterprises operating in left wing states- for enterprises in right wing states 
– insignificant effects 

• Bribery has an insignificant effect on exports for enterprises in right wing 
states but has a positive effect in left leaning states 

• Political competition at the state level 
• Bribery has a similar effect on all firm performance variables irrespective 
of whether it is located in a state that had a close win for the party in power 
in the most recent election or not 
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Some extensions 



 

• Strong emphasis of bribery on firm performance indicators in India- in line with 
the sand the wheel hypothesis 

• Effect of bribery on firm performance is strongly conditioned by external 
political environment that shape the business condition in which the firms 
operate- corruption dampen the positive effect of favorable external 
environment on firm performance 

• Effect of bribery on firm performance is non-uniform for manufacturing and 
service type industry groups 
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Conclusion 
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Thank you 


