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Th is article demonstrates the impact of public offi  cials’ 
corruption on the size and allocation of U.S. state spend-
ing. Extending two theories of “excessive” government 
expansion, the authors argue that public offi  cials’ corrup-
tion should cause state spending to be artifi cially elevated. 
Corruption increased state spending over the period 
1997–2008. During that time, the 10 most corrupt 
states could have reduced their total annual expenditure 
by an average of $1,308 per capita—5.2 percent of the 
mean per capita state expenditure—if corruption had 
been at the average level of the states. Moreover, at the 
expense of social sectors, corruption is likely to distort 
states’ public resource allocations in favor of higher-
potential “bribe-generating” spending and items directly 
benefi cial to public offi  cials, such as capital, construction, 
highways, borrowing, and total salaries and wages. Th e 
authors use an objective, concrete, and consistent meas-
urement of corruption, the number of convictions.

This article explores the impact of public offi  cials’ 
corruption on the size and allocation of state 
expenditures. A number of studies identify 

hazardous impacts of corruption on various real sec-
tors. However, the eff ect of corruption on government 
spending, public resource allocation, and budgeting in 
the United States has not been studied. Realization that 
international development requires good governance 
has directed the concern of international organiza-
tions such as the World Bank and the International 
Monetary Fund to corruption 
in developing countries. But 
corruption of U.S. government 
offi  cials is also serious. Th is 
article presents the fi rst research 
on the impact of public offi  cials’ 
corruption on U.S. states’ spend-
ing and budgets. Th e comprehensive panel data cover 
the 50 U.S. states from 1997 to 2008.

Mauro (1995) defi nes corruption as the “misuse 
of public offi  ce for private gain.” According to this 
perspective, public offi  cials’ corruption seems to exist 
everywhere and all the time. Unsuitable policies are 

made not only because policy makers do not know 
what the best policy should be but also because deci-
sion makers distort economic policies for their private 
interests (Jain 2001). Th e argument presented in this 
article is twofold: First, public offi  cials’ corruption is 
likely to increase state spending. We adopt two “exces-
sive” government growth theories, the bureaucracy 
model and the fi scal illusion model, to hypothesize 
the relationship between corruption and state spend-
ing waste. Second, public offi  cials’ corruption may 
distort government’s public resource allocations. Th e 
empirical results show that states with higher levels 
of corruption tend to spend more on items on which 
corrupt offi  cials may levy larger bribes at the expense 
of others.

Our corruption index is based on the number of 
public offi  cials who were convicted for violations of 
federal corruption laws (more than 25,000 convic-
tions are included in our panel). Th e Public Integrity 
Section of the U.S. Department of Justice has pub-
lished the conviction numbers on a consistent basis. 
In contrast to other subjective, perception-oriented 
indexes of corruption, our corruption variable is con-
crete, objective, and consistent.

Research on corruption must address concerns of 
endogeneity and reverse causality. It is relevant to 
wonder whether corruption alters the size and distri-

bution of government expendi-
tures or whether the magnitude 
and allocation of government 
expenditures cause corruption. 
A number of instrumental 
variables for corruption have 
been used to address potential 

endogeneity bias. However, scholars have not suc-
ceeded in fi nding both relevant and valid instruments 
for U.S. public offi  cials’ corruption that are applicable 
for a study covering the 50 states over a long period 
of time. We solve this problem by using the system 
generalized method of moments (GMM) estimation. 
Distinct from other instrumental variable regression 
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to budgeting and fi nancial management in the budget processes. 
Th e most specifi c consequence of budgetary corruption is closely 
linked to ineffi  ciency and ineff ectiveness in government resource 
allocations. In regard to ineffi  ciency, Tanzi (1998) suggests three 
major ways in which budgetary corruption makes public spend-
ing wasteful. First, budgetary corruption tends to increase total 
government expenditure by launching unnecessary and unproduc-
tive public projects. Second, budgetary corruption contributes 
to overpayment for some services or goods that the government 
purchases. Th ird, budgetary corruption often results in payments to 
individuals who are not entitled to payment. Given these situations, 
it is desirable to reduce public funds spent wastefully as a result of 
corruption. Finally, public resources may be used for the private 
interests of the few instead of the needs of the many (Isaksen 2005). 
Mauro (1998) argues that corrupt public offi  cials are less likely to 
spend public resources on items such as education, for which it is 
more diffi  cult to demand large bribes.

Conceptual Framework and Hypotheses
Th e impact of public corruption on U.S. state spending and 
resource allocation has not been scrutinized theoretically and 
empirically. We contribute to the literature by adopting the excessive 
government explanations and rent-seeking theory to explain how 

public corruption aff ects U.S. state spending 
and resource allocation.

Impact of Corruption on the Size of State 
Spending
Previous literature on the growth of govern-
ment sheds light on the impact of public 
offi  cials’ corruption on state spending. 
Th e numerous explanations of govern-

ment growth are divided into two groups: responsive government 
explanations and excessive government explanations.1 Th e excessive 
government explanations assume that government institutions play 
a crucial role in determining the scope of government spending. 
Th ey argue that public offi  cials such as bureaucrats, legislators, and 
politicians determine both the demand and the supply of govern-
ment goods and services. In these explanations, the selfi sh interests 
of public offi  cials are the main cause of public sector expansion 
beyond the optimal level (Berry and Lowery 1987). Th e bureauc-
racy model and the fi scal illusion model are representative of these 
excessive government explanations.

In the bureaucracy model, espoused by William Niskanen (1971), 
bureaucrats are likely to expand the government budget and to con-
trol information in their relationships with legislators. According to 
this model, bureaucrats always desire a larger budget because budg-
ets yield “power, pay, and prestige.” Bureaucrats, who are believed 
to be active participants in voting, have their desires realized by 
the coercive voting power in determining policies that are directly 
related to their interests, such as their wages and benefi ts. Note 
that the voters who determine the level of government expenditure 
are the benefi ciaries of increased spending (Courant, Gramlich, 
and Rubinfi eld 1979). With monopolistic information on the true 
costs of publicly provided goods and services, bureaucrats are able 
to overstate these costs in order to receive a larger budget. Th e 
bureaucracy model argues that bureaucrats’ budget-maximizing 
desire and monopolistic control of information may push budgets 

methods using external instruments, this method creates instru-
ments internally by using the unique characteristics of panel data.

Th e article is composed of fi ve sections. Th e fi rst section provides 
a theoretical and empirical background for understanding the 
consequences of corruption in various areas. Second, we explain the 
research model, methodology, and data. Th ird, we present empiri-
cal estimates of the impact of corruption on the size and allocation 
of state spending. Fourth, we interpret the regression results. Our 
conclusion provides some policy implications.

Literature Review: Economic Consequences 
of Corruption
Most theoretical and empirical evidence shows that public offi  cials’ 
corruption has a negative impact on national economic variables. First, 
corruption reduces the amount of capital investment (Brunetti and 
Weder 1998; Brunetti, Kisunko, and Weder 1998; Elliott 1997; Knack 
and Keefer 1995; Mauro 1995, 1997). Decisions regarding public pro-
curement and projects managed under corrupt offi  cials are also likely 
to be ineffi  cient and waste public resources (Celentani and Ganuza 
2000; Hellman et al. 2000a; Rose-Ackerman 1997). Th ose corrupt 
offi  cials can award projects to fi rms that are not the best quality in 
exchange for a bribe. Second, corruption damages economic produc-
tivity by infringing on private fi rms’ economic 
activities and reducing output per worker (Hall 
and Jones 1999; Johnson, Kaufmann, and 
Shleifer 1997; Kaufmann, Kraay, and Zoido-
Lobaton 1999). Moreover, some scholars have 
investigated the harmful impact of corruption 
on both the growth and the level of national 
gross domestic product (GDP) (Leite and 
Weidmann 2002; Mauro 1995). Th ird, the 
literature provides evidence that the unoffi  cial and underground econ-
omy make up a higher share of overall national economic activities in a 
country with more corruption (Friedman et al. 2000). Fourth, sizable 
studies explain that public corruption exacerbates income inequality 
and poverty (Gupta, Davoodi, and Alonso-Terme 1998; Jain 2001; 
Mauro 1995; Rose-Ackerman 1999; Tanzi and Davoodi 1997).

Public offi  cials’ corruption also has a signifi cant eff ect on interna-
tional macroeconomic variables. First, countries with higher levels of 
corruption have diffi  culty attracting foreign direct investment (FDI) 
(Wei 1997a, 1997b). Second, the degree of corruption of import-
ing countries aff ects the trade structure of exporting countries by 
diff erentiating “inclination of exporters to off er bribes” (Lambsdorff  
1998). Th ird, corruption tends to drive out international trade. 
International agents have better outside options to escape from a 
market contaminated by corruption than do domestic traders and 
investors (Wei 2000). Corrupt offi  cials favor diverse tariff  rates, 
which give them discretion to extract side payments from custom-
ers. Because tariff  rates may work as trade barriers, corruption is 
likely to reduce international trade in the end (Gatti 1999). Fourth, 
corruption is one reason that some countries fall into a currency 
crisis. Countries with higher levels of corruption are likely to have 
loan-to-FDI ratios that are too high and may face diffi  culty borrow-
ing from international fi nancial markets (Wei 2000).

Some researchers underline the seriousness of budgetary corruption. 
Motza (1983) points out that the most serious corruption is related 

Th e impact of public corrup-
tion on U.S. state spending and 
resource allocation has not been 

scrutinized theoretically and 
empirically.
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budgets for their own private gain. Note that the defi nition of 
corruption is “misuse of public offi ce and authority for private 
gain.” This implies that public offi cials’ “selfi shness” is the common 
denominator in both the excessive government explanations and the 
corruption literature analyzing public offi cials’ behavior. The 
difference is that corruption takes place when offi cials’ selfi shness is 
pursued to the extreme, which results in so-called predatory 
behaviors. They violate laws and regulations in pursuit of their 
private interests. The present argument is that corrupt offi cials are 
likely to pursue their personal gains not only through legitimate 
behaviors but also through predatory (illegal) behaviors. Budget-
maximizing behaviors by self-interested bureaucrats will be 
intensifi ed by corrupt bureaucrats. Corrupt public offi cials also have 
stronger incentives to create fi scal illusion. They have to hide their 
malfeasance so as not to be detected and punished. The bureaucracy 
model and the fi scal illusion model both hold that public offi cials’ 
self-interested behavior may cause government spending to be larger 
than optimal, or “excessive.” Because of this, it is relevant to 
contend that budgets of states with a higher degree of corruption 
will become larger.

Our hypothesis regarding the impact of public offi  cials’ corruption 
on the size of state spending is as follows:

Hypothesis 1: All other things being equal, states with higher 
levels of public offi  cials’ corruption are likely to have larger 
total expenditures.

Impact of Corruption on the Allocation of State Spending
Corruption may distort public resource allocation because of rent-
seeking behavior among related agents. When allocating public 
resources, corrupt offi  cials favor sectors with greater rent, higher 
secrecy, and less competitiveness.

beyond the competitive level that would have been the median 
voter’s preference. Many scholars fi nd evidence of these “wastes,” or 
costs beyond the level that would be needed to meet the demands 
of the public. One source of waste is excessive wages for public 
workers (Gunderson 1979). Deacon (1979) provides evidence that 
the competitive supply of public goods will reduce costs as a result 
of more effi  cient production processes and increased competition. 
Borcherding (1985) understands these wastes as “transfers” to the 
politically advantaged.

According to fi scal illusion theory, espoused by Buchanan and 
Wagner (1977), politicians, as vote maximizers, tend to propose 
new government programs as much as possible to attract new 
voters, which makes government bigger. Th ey are motivated to 
“fool” citizens so that they may attract individuals’ votes without 
being blamed for the increase in government spending (Rogers and 
Rogers 1995). By designing and manipulating the fi scal system, 
politicians try to make the public underestimate the costs of public 
sector goods and services. Th e greater the extent of these “illusion-
inducing” characteristics of a fi scal system, the greater the size of 
the government (Borcherding 1977; Garand 1988). A number 
of illusion-inducing characteristics of the fi scal system have been 
noted: withholding illusion (Enrick 1964; Van Wagstaff  1965), debt 
fi nancing (Berry and Lowery 1987; Buchanan and Wagner 1977; 
Vickrey 1961), high revenue elasticity (Craig and Heins 1980; 
Hansen and Cooper 1980), complex tax structure (Garand 1988; 
Wagner 1976), indirect taxes (Borcherding 1977; Cameron 1978; 
Garand 1988), intergovernmental grants (Rogers and Rogers 1995), 
and user fees and charges (McKenzie and Staaf 1978).

First hypothesis. The bureaucracy model and the fi scal illusion 
model predict that “self-interested” public offi cials are likely to 
design and manipulate government institutions to maximize 

Table 1 Public Offi cials’ Corruption in U.S. States: 1976–2008, Average Ranking 

Index with Population Index with Employment

Rank State Rank State Rank State Rank State

1 Oregon 26 New Mexico 1 Oregon 26 Hawaii
2 Washington 27 Maryland 2 Washington 27 Rhode Island
3 Minnesota 28 Hawaii 3 Minnesota 28 Maryland
4 New Hampshire 29 Delaware 4 Nebraska 29 Delaware
5 Utah 30 West Virginia 5 Iowa 30 New Jersey
6 Iowa 31 New Jersey 6 Vermont 31 Georgia
7 Nebraska 32 Florida 7 Utah 32 West Virginia
8 Colorado 33 Georgia 8 New Hampshire 33 Montana
9 Vermont 34 South Carolina 9 Colorado 34 Virginia
10 Wisconsin 35 Missouri 10 Kansas 35 Missouri
11 Kansas 36 Ohio 11 Wisconsin 36 South Carolina
12 Michigan 37 Virginia 12 Wyoming 37 North Dakota
13 Nevada 38 Pennsylvania 13 Idaho 38 Ohio
14 Arizona 39 Kentucky 14 Michigan 39 New York
15 Idaho 40 Oklahoma 15 North Carolina 40 Oklahoma
16 North Carolina 41 New York 16 Indiana 41 Florida
17 Indiana 42 Montana 17 Arizona 42 Kentucky
18 Texas 43 Illinois 18 Maine 43 South Dakota
19 Arkansas 44 Alabama 19 Texas 44 Alaska
20 California 45 Tennessee 20 Nevada 45 Alabama
21 Maine 46 South Dakota 21 Arkansas 46 Pennsylvania
22 Connecticut 47 North Dakota 22 California 47 Illinois
23 Massachusetts 48 Louisiana 23 New Mexico 48 Tennessee
24 Rhode Island 49 Mississippi 24 Connecticut 49 Louisiana
25 Wyoming 50 Alaska 25 Massachusetts 50 Mississippi

Source: U.S. Department of Justice, Reports to Congress on the Activities and Operations of the Public Integrity Section, 1976–2008.
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such as capital, construction, and highways (Kenny 2007; 
Mauro 2004; Shleifer and Vishny 1993).

Hypothesis 3: All other things being equal, states with higher 
levels of public offi  cials’ corruption are likely to spend more 
on items that may provide larger benefi ts to corrupt offi  cials. 
Th is predicts that debt fi nancing2 and expenditures on total 
wages and salaries3 will become larger in a more corrupt state.

Hypothesis 4: All other things being equal, states with higher 
levels of public offi  cials’ corruption are likely to spend less on 
items that provide fewer opportunities for corrupt offi  cials 
to collect bribes, such as education, welfare, health, and 
hospitals.

Data: U.S. State Public Offi cials’ Corruption
Th is study uses data on corruption from the U.S. Department of 
Justice publication Reports to Congress on the Activities and Operations 
of the Public Integrity Section (PIS). Th e report provides the number 
of federal, state, and local public offi  cials convicted of a corruption-
related crime across the states. We collected the number of convic-
tions by state for the period from 1976 to 2008. More than 25,000 
public offi  cials were convicted of corruption charges during this 
time period. Th e Department of Justice defi nes public corruption as 
“crimes involving abuses of the public trust by government offi  cials” 
(2002, 1). Th e report records the misconduct of public offi  cials 
such as federal and state legislators, governors, judges, and other 
federal, state, and local public employees while in public offi  ce (DOJ 
2010).4

Corrupt public offi  cials are likely to spend public resources on 
items for which it is easier to levy larger bribes. Mauro (1998) fi nds 
evidence that the share of expenditures on education is lower in more 
corrupt countries. Expenditures on education do not provide as many 
“lucrative” opportunities for corrupt offi  cials as other components of 
spending (Baraldi 2008; Mauro 1998). Shleifer and Vishny (1993) 
argue that the illegal nature of corruption demands secrecy. Th e 
nature of secrecy shifts a country’s investments away from projects 
in health and education into those in defense and infrastructure if 
these off er better opportunities for corruption. Gupta, Davoodi, and 
Alonso-Terme (1998) show empirically that corruption is associated 
with higher military spending as a share of GDP and total govern-
ment expenditure. Delavallade (2006) shows that corruption reduces 
the share of social expenditures, such as education, health, and social 
protection, in total spending. In contrast, public offi  cials’ corruption 
tends to increase the share of government spending on public services 
and order, energy, culture, housing, and defense. Hessami (2010) 
shows mathematically that corruption is less likely to prevail when 
transaction costs associated with concealing corruption and/or the 
degree of competitiveness among bribe givers is high.

Second, third, and fourth hypotheses. The literature on the 
relationship between corruption and public resource allocation 
motivates the following hypotheses on the impact of public offi cials’ 
corruption on state’s resource allocations:

Hypothesis 2: All other things being equal, states with higher 
levels of public offi  cials’ corruption are likely to spend more 
on items that may provide a larger rent to corrupt offi  cials, 

Figure 1 Public Offi cials’ Corruption in U.S. States: Average, 1976–2008
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Relevance and Validity of the Corruption Variable
Th ere exist several doubts regarding the relevance and validity of 
our measure of corruption using the number of convictions. First, 
the number of convictions may not be suffi  cient to capture the level 
of state corruption completely. Second, some may suspect that the 
number of convictions may imply prosecutors’ capacities and the 
degree of law enforcement or slackness, not the amount of corrup-
tion actually taking place.

Regarding the fi rst suspicion, the number of convictions should 
be highly associated with the degree of corruption. Meier and 
Holbrook (1992) and Glaeser and Saks (2006) explain that the state 
conviction rankings match Americans’ general perceptions on state 
corruption. Table 1 ranks the states according to our indexes of cor-
ruption by averaging them over the period 1976–2008.5 Th e lower 
the ranking, the less corruption there is in the state. According to 

Table 2 Judicial Resources and Corruption Convictions, Panel Data Fixed Effect 
Model, 1976–2008

Variables

Dependent Variable

Corruption (Population) Corruption (Employees)

Caseloads (per judge) 0.0000886 (1.24) 0.000144 (1.40)
Pending rates (per judge) –0.000103 (–0.99) –0.000162 (–1.16)
Attorneys’ work hours (per 

citizen)
0.0129 (0.37)

Judges (per citizen) –1.014 (–1.20)
Attorneys’ work hours (per 

employee)
0.00499 (0.15)

Judges (per employee) –0.0794 (–1.68)

Constant
0.578*
(2.55)

0.787***
(3.97)

Observations 843 843

t-statistics in parentheses.
*p < .05; **p < .01; ***p < .001.

Table 3 Determinants of Total State Expenditure

Variables Measurement and Expected Sign Data Source

ln(Previous expenditure) Previous year’s expenditures in each category, a measure of incrementalism of government fi nance U.S. Census Bureau
Interparty rivalry The degree of political competition may be associated with higher government spending because repre-

sentatives are likely to increase spending to ensure their incumbency. Clingermayer and Wood (1995) 
suggest that “1 minus the absolute value of the average annual proportionate partisan majority in the 
chambers of the state legislature.” A higher value means a split legislature.

National Conference of State 
Legislatures (NCSL)

Fiscal centralization Greater fi scal centralization in states is likely to be related to higher state-level expenditures. It is the ratio 
of state expenditures to the sum of state and local government expenditures.

U.S. Census Bureau

ln(Intergovernmental 
grant)

Intergovernmental grants may increase state spending by providing additional income to the state. The 
effect is referred to as the “fl ypaper effect.” Measures the annual total amount of intergovernmental 
grants, not just from the federal government.

U.S. Census Bureau

Line-item veto The presence of the line-item veto would reduce government spending by allowing a selective power to 
eliminate specifi c expenditures or tax proposals.

NCSL

Tax and expenditure 
limits (TELs)

A dummy variable that measures the presence of tax and expenditure limits. According to the policy 
objective, the introduction of TELs should cause state spending to decrease.

NCSL

Governor’s party A dichotomous dummy variable indicating whether a state has a Democratic governor. Liberal govern-
ments are generally believed to spend more on welfare than conservative governments.

Vital Statistics on American 
Politics

Election year Politicians increase spending and other refl ationary policies in the periods immediately before and after 
an election. A categorical variable equals 1 if it is a governor’s election year.

The Book of the States
U.S. Census Bureau

Ideology (Government) Berry et al. (1998) compute a weighted average of the ideology scores to measure state government’s 
political ideology as follows:

GOV TIDEOs,t = (.25)[(POW : DEM : LOWs,t)(ID : DEM : LOWs,t) + (POW : REP : LOWs,t)(ID : REP : 
LOWs,t)] + (.25)[(POW: DEM : UPPs,t)(ID : DEM : UPPs,t) + (POW : REP : UPPs,t)(ID : REP : UPPs,t)] + 
(.50)[ID : GOVs,t], where GOV TIDEOs,t is the overall ideology of government in state s in year t. (POW 
: DEM : LOWs,t), (POW : REP : LOWs,t), (POW : DEM : UPPs,t), and (POW : REP : UPPs,t) are the Demo-
crats’ and Republicans’ shares of power within a state’s lower and upper chambers, respectively (the 
shares sum to 1 in each chamber). (ID : DEM : LOWs,t), (ID : REP : LOWs,t), (ID : DEM : UPPs,t), and (ID 
: REP : UPPs,t) are the average ideology scores of Democrats and Republicans in a state’s lower and up-
per chambers, respectively (all of which are assumed to equal the average ideology of the correspond-
ing state Democratic or Republican congressional delegation). (ID : GOVs,t) is the governor’s ideology, 
equal to the average  ideology score of all members of the state legislature in the governor’s party.

Berry et al. (1998)
Updated data from Evan 

Ringquista

Ideology (Citizen) Berry et al. (1998) measure U.S. states’ political ideology, relying on the roll call voting scores of state 
congressional delegations. The values of citizen and government ideology variables scatter from 0 to 
100. A value of zero implies that citizens and governments of the state are extremely conservative; a 
value of 100 suggests that citizens and governments of the state are extremely liberal.  The ideology 
indicators use interest group ratings of members of Congress, combining information from Americans 
for Democratic Action (ADA) and Americans for Constitutional Action (ACA). ADA and ACA compute 
an average ideology score for each state’s congressional delegation.

Berry et al. (1998) use this equation below to measure the state citizens’ ideology:
CITIDEOd,t = (INCSUPPd,t)(INCIDEOd,t) + (CHALSUPPd,t)(CHALIDEOd,t), where CITIDEOd,t denotes 

citizen ideology in district d in year t. INCSUPPd,t is the (estimated) proportion of the electorate in 
year t preferring district d’s incumbent, and  CHALSUPP is the (estimated) proportion of the electorate 
preferring the challenger.  INCIDEOd,t is the ideology score for district d’s incumbent in year t, and 
CHALIDEO is the (estimated) ideology score for the challenger.

Berry et al. (1998)
Updated data from Evan 

Ringquista

Age 18–64 (%) Young residents (younger than 18) and elderly residents (older than 64) demand more publicly provided 
services such as public education and health care.

U.S. Census Bureau

ln(Urbanization) Population residing in urban areas. It proxies for the degree of urbanization. U.S. Census Bureau
ln(Population) It controls for economies of scale in publicly provided services. I expect a negative relationship. U.S. Census Bureau
Unemployment (%) It proxies for potential claims to unemployment insurance and related welfare programs. U.S. Bureau of Labor Statistics
ln(Personal income) The size of a state governments’ spending is expected to grow as personal income grows. U.S. Bureau of Economic Analysis

a. Data provided directly to the author.
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coeffi  cients, and where we collected the data. Tables 4, 5, and 6 
display the descriptive statistics.

Th e dynamic panel regression equation is as follows:

[ln(TOTEXPPOP]i,t) = α0 + α1CORRUPTIONi,t +  
 α2INTOTEXPPOPi,t–1) + β1 X1

i,t + μi + νi,t (1)

where ln(TOTEXPPOPi,t) is the natural log of state i’s real total 
expenditure per capita in year t, and CORRUPTION is the level of 
public offi  cials’ corruption.7 In addition, ln(TOTEXPPOPi,t−1) is the 
natural log of the previous year’s real total expenditures in state i. 
CORRUPTION, ln(TOTEXPPOPi,t−1) are endogenous in the sense 
that they are correlated with the error terms. X1 is a column vector 
of exogenous explanatory variables other than CORRUPTION and 
ln(TOTEXPPOPi,t−1). β

1 is a vector of coeffi  cients. Th e unobserved 

Table 4 Descriptive Statistics: Determinants of Total State Expenditure, 
1997–2008

Variable Mean SD Min. Max.
Obser-
vations

Corruption overall 0.503 0.410 0.000 2.732 N = 597
between 0.259 0.123 1.094 n = 50

 
within  0.320 –0.433 2.314 T-bar = 

11.94
Interparty rivalry overall 0.340 0.117 0.000 0.500 N = 600

between 0.034 0.266 0.380 n = 50

 within  0.112 –0.039 0.561 T = 12
Fiscal centralization overall 0.659 0.079 0.468 0.862 N = 500

between 0.078 0.503 0.808 n = 50
 within  0.017 0.545 0.713 T = 10
ln(Intergovernmental grant) overall 23.214 0.948 21.368 25.756 N = 600

between 0.922 21.734 25.522 n = 50
 within  0.257 22.643 23.986 T = 12
Line-item veto overall 0.860 0.347 0.000 1.000 N = 600

between 0.351 0.000 1.000 n = 50
 within  0.000 0.860 0.860 T = 12
TELs overall 0.587 0.493 0.000 1.000 N = 600

between 0.471 0.000 1.000 n = 50
 within  0.158 –0.163 1.337 T = 12
Governor’s party overall 0.467 0.499 0.000 1.000 N = 600

between 0.297 0.000 1.000 n = 50
 within  0.403 –0.450 1.383 T = 12
Election year overall 0.257 0.437 0.000 1.000 N = 600

between 0.053 0.167 0.500 n = 50
 within  0.434 –0.243 1.090 T = 12
Ideology (Government) overall 48.662 27.336 0.000 98.125 N = 600

between 20.818 8.652 85.870 n = 50
 within  17.940 5.686 101.723 T = 12
Ideology (Citizen) overall 51.297 15.992 8.450 95.972 N = 600

between 14.634 25.688 82.790 n = 50
 within  6.746 27.524 75.710 T = 12
Age 18–64 (%) overall 0.622 0.014 0.576 0.664 N = 600

between 0.013 0.594 0.647 n = 50
 within  0.007 0.600 0.639 T = 12
ln(Urbanization) overall 14.715 1.138 12.167 17.359 N = 600

between 1.146 12.322 17.303 n = 50
 within  0.065 14.467 15.045 T = 12
ln(Population) overall 15.084 1.011 13.101 17.416 N = 600

between 1.020 13.137 17.365 n = 50
 within  0.041 14.863 15.271 T = 12
Unemployment (%) overall 4.683 1.141 2.300 8.300 N = 600

between 0.825 3.167 6.658 n = 50
 within  0.796 2.508 7.249 T = 12
ln(Personal income) overall 25.482 1.055 23.345 28.025 N = 600

between 1.060 23.621 27.892 n = 50
 within  0.103 25.167 25.793 T = 12

the indexes, the 10 least corrupt states over this period were Oregon, 
Washington, Minnesota, Nebraska, Iowa, Vermont, Utah, New 
Hampshire, Colorado, and Kansas. Th e 10 most corrupt states were 
Mississippi, Louisiana, Tennessee, Illinois, Pennsylvania, Alabama, 
Alaska, South Dakota, Kentucky, and Florida. Figure 1 illustrates 
the corruption map of the U.S. states.

Regarding the second concern, table 2 shows that these corruption 
indexes are not statistically related to the degree of federal prosecu-
tion, degree of law enforcement/slackness, or court resources. If 
the numbers of convictions were simply the result of prosecutors’ 
capacities, law enforcement/slackness, or court resources, the cor-
ruption indexes should be signifi cantly correlated with at least one 
of the following variables: work hours of U.S. attorneys divided by 
state population (or by the number of public employees), number 
of federal judges per citizen (or per public employee), amount of 
district courts’ caseloads per judge, or the amount of pending rates 
per judge. However, the table shows that none of these factors has a 
statistically signifi cant association with our corruption convictions 
measure. Th e results imply that judicial resources, U.S. attorneys’ 
workloads, and enforcement/slackness do not determine the corrup-
tion conviction measure substantially. Th is provides confi dence in 
the relevance and validity of our proxy variable for corruption.

Merits of the PIS Data
Th e PIS data have a signifi cant comparative advantage over other 
available corruption-related indexes in that they are consistent across 
time and jurisdictions. Th e measure of convictions in this report is 
based on U.S. federal law rather than on local and state laws. State 
and local laws have distinct legal systems, and the degree of law 
enforcement is presumably diff erent across states. In contrast, the PIS 
data are consistent across states because the Public Integrity Section 
applies federal law to all cases commonly and historically (Depken 
and LaFountain 2006). In addition, most cross-national research on 
corruption depends on opinion surveys, which ask individuals about 
the level of corruption in the nation. However, these perception-
oriented corruption indexes are vulnerable to the subjective meaning 
of corruption and can vary across societies and countries (Glaeser 
and Saks 2006). Compared to these types of corruption indexes, our 
corruption index provides a more objective, concrete, and consistent 
measure of cross-state variations in corruption.

Empirical Model and Methods
Econometric Model
Our econometric model explaining the impact of public offi  cials’ 
corruption on state spending is as follows:

Real State Total Expenditure per Capita = f(Corruption; 
Previous Year’s Expenditure; Interparty Rivalry; Fiscal 
Centralization; Intergovernmental Grants; Presence of 
Line-Item Veto Power; Presence of Tax and Expenditure 
Limits [TELs]6; Governor’s Party; Election Year; Ideology 
[Government]; Ideology [Citizen]; Population Age 18 to 64; 
Urbanization; State Population; Unemployment Rate; State 
Personal Income; Year Dummies).

Th e dependent variable is real state annual total expenditure per 
capita. Table 3 provides comprehensive information on all the 
determinants: how to measure them, expected sign of variables’ 
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of diff erence GMM will worsen the errors (Swaleheen 2011). To 
consider these issues, we tested the persistence of our variables using 
the Levin-Lin-Chu (2002) method. We fi nd that some variables are 
persistent, which implies that the system GMM estimation will pro-
vide more precise analysis than the diff erence GMM for this study.

Empirical Findings
Impact of Corruption on State Spending: Size
Model I in table 7 displays the system GMM estimation results. 
Roodman (2009) notes that a researcher should run certain tests 
before interpreting the coeffi  cients of a GMM estimation. Th e fi rst 
is the Arellano-Bond test for autocorrelation. For a valid GMM esti-
mator, the error terms could be AR(1) but should not follow AR(2) 
process because the GMM estimation assumes no autocorrelation in 
the idiosyncratic errors before being diff erenced. Model I in table 7 
has no second-order autocorrelation under the conventional signifi -
cance levels. Th e second test is that of overidentifi cation. It checks 
joint validity of GMM instruments. Th e null hypotheses of no 
overidentifi ed instruments are not rejected under the conventional 
signifi cance levels. Th e rule of thumb is that the number of instru-
ments should not exceed the number of states, or 50. Model I also 
satisfi es this requirement. Th ird, a GMM estimation tests the exo-
geneity of examined instruments. Model I in table 7 does not reject 
the null of exogeneity of instruments. In sum, model I in table 7 
satisfi es all the requirements for valid GMM estimators in terms of 
autocorrelation, overidentifi cation, and exogeneity of instruments. 
Th e benchmark model is specifi ed.

state fi xed eff ects are represented by μi. Subscripts i and t index state 
and time, respectively.8

The Benchmark Model: System GMM9

Th e benchmark model of this study is the system generalized method 
of moments using the most recent data from 1997 to 2008, which 
is the most appropriate method to investigate the impact of public 
offi  cials’ corruption on U.S. state spending. Th e key independent 
variable of this study, the number of convictions of public offi  cials, 
is not strictly exogenous. To our knowledge, however, scholars have 
not succeeded in fi nding a valid instrument that is correlated with 
corruption but orthogonal to state spending. A potential instru-
ment should be consistently valid over the 50 states and multiple 
years. Th is makes it diffi  cult to fi nd a relevant and valid instrument 
for corruption when the dependent variable is state expenditure. A 
diff erence GMM and a system GMM can be used in a situation in 
which it is diffi  cult to fi nd proper “external” instruments for various 
reasons and the only available instruments are “internal.” Because of 
the characteristics of the panel data, instrumenting the corruption 
variable based on lags of the corruption variable itself is available.

Blundell and Bond (1998) suggest situations in which the system 
GMM works better than the diff erence GMM. First, when variables 
are persistent, which implies that the current value of those variables 
is determined mostly by the previous value of themselves,10 the pre-
cision of the diff erence GMM estimator is compromised.11 Second, 
when measurement errors in variables are large, fi rst-diff erencing 

Table 5 Classifi cation of State Categorical Expenditures

Category Defi nition

Capital Direct expenditure for purchase of construction, by contract or government employee, construction of buildings and other improvements; for pur-
chase of land, equipment, and existing structures; and for payments on capital leases. Capital outlay comprises four subcategories: construction, 
purchase of land and existing structures, purchase of equipment, and other than construction.

Construction Production, additions, replacements, or major structural alterations to fi xed works, undertaken either on a contractual basis by private contractors or 
through a government’s own staff.

Highways Maintenance, operation, repair, and construction of highways, streets, roads, alleys, sidewalks, bridges, tunnels, ferry boats, viaducts, and related 
non-toll and toll structures.

Total wages and 
salaries

Total expenditure during fi scal year for salaries and wages, covering all functions and activities of the government and its dependent agencies. 
Includes the general government, liquor stores, and utilities sectors.

Borrowing Borrowing is an estimate of the net amount of new money that a government has borrowed during the fi scal year, including short and long term 
debt. It consists of the par value of long-term debt issued during the year (other than for refunding purposes) plus any net increase in short-term 
debt between the beginning and end of the fi scal year.

Correction Residential institutions or facilities for the confi nement, correction, and rehabilitation of convicted adults, or juveniles adjusted, delinquent or in 
need of supervision, and for the detention of adults and juveniles charged with a crime and awaiting trial.

Police Expenditures for general police, sheriff, state police, and other governmental departments that preserve law and order, protect persons and property 
from illegal acts, and work to prevent, control, investigate, and reduce crime.

Elementary and 
secondary 
education

The operation, maintenance, and construction of public schools and facilities for elementary and secondary education (kindergarten through high 
school), vocational-technical education, and other educational institutions except those for higher education. Covers operations by independent 
governments (school districts) as well as those operated as integral agencies of state, county, municipal, or township governments. Also covers 
fi nancial support of public elementary and secondary schools.

Higher educa-
tion

Degree-granting institutions (associate, bachelor, master, or doctorate) operated by state or local governments that provide academic training be-
yond the high school (grade 12) level, other than for auxiliary enterprises of the state or local institution. Higher education activities and facilities 
that provide supplementary services to students, faculty or staff, and which are self-supported (wholly or largely through charges for services) and 
operated on a commercial basis.

Public welfare This category includes cash assistance programs, vendor payments for medical care, vendor payments for other purposes, and institutions related to 
public welfare.

Health Provision of services for the conservation and improvement of public health, other than hospital care, and fi nancial support of other governments’ 
health programs.

Hospitals Expenditures related to a government’s own hospitals as well as expenditures for the provision of care in other hospitals (public or private). Own 
hospitals are facilities directly administered by the government, including those operated by public universities. Other expenditures cover the 
provision of care in other hospitals and support of other public and private hospitals. This function also covers direct payments for acquisition or 
construction of hospitals (whether or not the government will operate the completed facility) and payments to private corporations that lease and 
operate government-owned hospitals.

Source: U.S. Census Bureau, Government Finance and Employment Classifi cation Manual.
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protection, at the expense of social sectors such as total education, 
elementary and secondary education, health, and hospitals.

Capital, construction, and highways. In cross-national analyses, 
the construction industry is consistently ranked as one of the most 
corrupt industries. Kenny (2007) explains why corruption prevails 
in this industry. First, construction involves large, complex, 
nonstandard activities, so the quality of construction can be very 
hard to assess. Second, domestic and international construction 
industries are dominated by a few monopolistic fi rms. Third, the 
industry is closely linked to the government. Governments have 
major roles as “clients, regulators, and owners” of construction 
companies. It is very common to bribe government offi cials to gain 
or alter contracts and to circumvent regulations related to 
construction (Kenny 2007).

Th e results presented in model III in table 7 show that real per 
capita state construction expenditures tend to be larger in states 
with higher levels of corruption, and the impact is statistically sig-
nifi cant. Th is fi nding is consistent with the view that corrupt public 
offi  cials increase expenditures on construction, expecting bribes 
from construction companies.

Likewise, public offi  cials’ corruption is positively related to state 
expenditures on capital (model II in table 7) and highways (model 
IV in table 7). According to U.S. Census Bureau data, expenditures 
on construction ($92 billion) amounted to 81 percent of the total 
capital outlay ($113 billion) in 2008.14 Th us, given that state expen-
ditures on construction are substantially aff ected by corruption, it is 
natural that state expenditures on capital should be higher in states 
with higher levels of corruption. Expenditure on highways is one of 
the major categories of state infrastructure spending. Similar to the 
cases of capital outlay and construction, states with higher levels of 
corruption tend to spend more on highways. Th is result is consistent 
with fi ndings by Mauro (2004) and Shleifer and Vishny (1993).15

Total wages and salaries and borrowing. The regression results of 
total wages and salaries (model I in table 8) are consistent with the 
bureaucracy model, which implies that real per capita total salaries 
and wages of public employees are likely to be higher in states with 
higher levels of corruption.

Th e results in model II in table 8 show that states with higher 
degrees of corruption tend to borrow larger amounts annually. Th e 
results correspond with the fi scal illusion theory of government 
expansion. Corrupt public offi  cials may have stronger incentives to 
create fi scal illusions to make citizens estimate their fi scal burdens 
less than the actual by debt fi nancing. An alternative explanation 
of this fi nding is related to the regression results of models II–IV 
in table 7. To undertake projects related to capital, construction, 
and highways, most states tend to rely on debt fi nancing. Another 
interpretation of the signifi cance of expenditures on these items is 
that corrupt offi  cials are willing to increase expenditures on capi-
tal, construction, and highways because these projects off er better 
opportunities for them to receive rents. To fi nance these projects, 
states borrow more.

Correction and police protection. Regression results from models III 
and IV in table 8 reveal that states with a higher extent of corruption 

Model I, presented in table 7, shows that public offi  cials’ corruption is 
one of the statistically signifi cant determinants of total state expendi-
ture. As expected in hypothesis 1, total state expenditure is likely to 
be larger in states with higher levels of corruption. Public offi  cials’ 
corruption is likely to increase total state expenditure, as argued in 
the bureaucracy model and the fi scal illusion model. Th e statistically 
signifi cant determinants of total state expenditure are public offi  cials’ 
corruption, previous year’s expenditures, interparty rivalry, fi scal cen-
tralization, governor’s party, political ideology of citizens, percentage 
of the population ages 18–64, urbanization, population, unemploy-
ment rates, and personal income. After controlling for the state fi xed 
eff ects and endogeneity, the evidence from these models supports 
previous fi ndings in the literature on state spending growth.

Impact of Corruption on State Spending: Allocations12

Summary of results. Tables 7–10 present the system GMM 
estimates of all state categorical expenditures.13 States with higher 
levels of corruption are likely to favor capital, construction, 
highways, total salaries and wages, borrowing, correction, and police 

Table 6 Descriptive Statistics of Dependent Variables: Natural Log of Categorical 
State Expenditure, 1997–2008

Expenditure 
Category Mean SD Min. Max. Observations

Total  expenditure overall 10.135 0.283 9.541 11.327 N = 599
between 0.222 9.803 11.074 n = 50
within 0.183 9.653 10.668 T-bar = 11.98

Capital overall 6.129 0.482 5.042 8.450 N = 597
between 0.440 5.550 7.996 n = 50
within 0.204 5.461 6.820 T-bar = 11.94

Construction overall 5.918 0.492 4.786 8.255 N = 596
between 0.444 5.305 7.765 n = 50
within 0.231 5.138 6.714 T-bar = 11.92

Highways overall 6.130 0.453 5.149 8.531 N = 597
between 0.438 5.399 8.089 n = 50
within 0.170 5.615 6.998 T-bar = 11.94

Total wages and overall 6.864 0.487 5.651 9.109 N = 600
salaries between 0.449 6.146 8.442 n = 50

within 0.198 5.804 8.857 T = 12
Borrowing overall 6.112 0.853 –1.642 8.544 N = 596

between 0.621 4.627 7.936 n = 50
within 0.597 –1.434 7.614 T-bar = 11.92

Correction overall 5.146 0.483 3.648 6.846 N = 600
between 0.456 4.309 6.622 n = 50
within 0.172 4.327 5.874 T = 12

Police overall 3.912 0.580 1.958 5.838 N = 600
between 0.541 2.615 5.641 n = 50
within 0.222 2.832 4.531 T = 12

Total education overall 7.586 0.405 6.488 9.029 N = 594
between 0.367 7.028 8.752 n = 50
within 0.187 6.870 8.033 T-bar = 11.88

Elementary/ 
secondary

overall
between
within

6.989 0.446
0.406
0.202

5.277
6.365
5.815

8.593
8.327
7.525

N = 594
n = 50

T-bar = 11.88education
Higher  education overall 6.592 0.410 5.693 7.926 N = 595

between 0.369 5.980 7.514 n = 50
within 0.192 6.097 7.045 T-bar = 11.9

Public welfare overall 7.190 0.469 5.718 8.685 N = 594
between 0.403 6.405 8.438 n = 50
within 0.247 6.115 7.720 T-bar = 11.88

Health overall 5.291 0.590 3.741 6.980 N = 598
between 0.547 4.243 6.545 n = 50
within 0.231 4.568 5.983 T-bar = 11.96

Hospitals overall 4.872 0.904 0.292 6.985 N = 598
between 0.853 2.502 6.635 n = 50
within 0.325 2.662 6.351 T-bar = 11.96
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and higher education.16 Models II and III in table 9 support this 
conclusion. These results imply that public offi cials’ corruption 
reduces states’ investment in education overall. These cross-state 
results are consistent with the fi ndings from cross-national 
studies on education by Mauro (1997) and Delavallade (2006). 
Government spending on education is negatively and 
signifi cantly associated with higher levels of corruption. 
Expenditures on education do not provide as many “lucrative” 
opportunities for corrupt offi cials as other components of 
spending such as construction.

Public welfare, health, and hospitals. Table 10 illustrates that state 
government expenditures on public welfare, health, and hospitals 
tend to be lower in states with higher degrees of corruption. As can 
be seen in models I, II, and III, public offi cials’ corruption is 
negatively and signifi cantly associated with per capita state 
expenditures on public welfare, health, and hospitals. The results 
correspond with cross-national study results from Mauro (1997) 

tend to spend more on correction and police protection. The overall 
extent of corruption will be higher in states with higher numbers of 
convictions of public offi cials. In a corrupt state, not just public 
offi cials but also citizens are likely to be exposed to corruption. Thus, 
in states with higher levels of corruption, the demand for correctional 
services such as prisons and police services will be greater. In addition, 
government offi cials have substantial discretionary power and 
economic rents related to government expenditures on correctional 
services. It is possible for corrupt offi cials to take advantage of these 
opportunities for their personal interests by maximizing state budgets 
for correctional facilities and services.

Education: Total, elementary and secondary, and higher. 
Model I in table 9 shows that total expenditures on education 
are likely to decrease in states with higher levels of public 
offi cials’ corruption. The harmful impact of corruption on 
education persists even after expenditures on education is 
divided into subcategories: elementary and secondary education 

Table 7 Impact of Corruption on State Spending Dependent Variables: Natural Log of Each Categorical State Expenditure, 1997–2008, System GMM

I II III IV

Total Expenditure Capital Construction Highways

ln(Previous expenditure) 0.779*** 0.961*** 0.999*** 0.920***
(36.71) (27.82) (25.44) (–30.07)

Corruption 0.017* 0.063* 0.055* 0.033*
(2.39) (2.13) (2.07) (2.12)

Interparty rivalry 0.020*** –0.029 –0.048 –0.091*
(3.13) (–0.83) (–1.41) (–2.41)

Fiscal centralization 0.445*** 0.188 –0.004 0.226**
(9.25) (1.66) (–0.04) (2.84)

ln(Intergovernmental grant) 0.104*** 0.102*** 0.105** 0.077**
(13.63) (4.31) (3.44) (3.06)

Line-item veto 0.007 –0.027 –0.037 0.013
(1.04) (–1.73) (1.59) (1.13)

TELs –0.002 –0.017 –0.017 –0.0003
(–0.72) (–1.73) (–1.64) (–0.05)

Governor’s party 0.006* 0.016 0.027* –0.009
(2.32) (1.45) (2.27) (–1.10)

Election year –0.006* –0.036* –0.035* –0.003
(–2.25) (–2.33) (–2.11) (–0.24)

Ideology (Government) –0.00008 –0.0003 –0.0004 0.0001
(–1.29) (–1.16) (–1.22) (0.30)

Ideology (Citizen) –0.0003* –0.001* –0.0004 –0.001*
(–2.68) (–2.17) (–0.71) (–2.51)

Age 18–64 (%) 0.373** 0.122 –0.116 0.094
(2.83) (0.27) (–0.28) (0.31)

ln(Urbanization) 0.063*** 0.059* 0.038 0.025
(4.57) (2.25) (1.03) (91.47)

ln(Population) –0.298*** –0.13 –0.082 –0.110*
(–11.98) (–1.81) (–0.91) (–2.50)

Unemployment (%) –0.003* –0.014* –0.012* –0.015**
(–2.09) (–2.56) (–2.19) (–3.21)

ln(Personal income) 0.135*** –0.013 –0.048 0.018
(8.76) (–0.26) (–0.79) (0.47)

Constants –0.493** –0.753 –0.34 –0.518
(–3.40) (–1.91) (–0.63) (–1.30)

Overidentifi cation (p-value) .414 .618 .866 .254
H0: AR(1) (p-value) .000 .001 .002 .013
H0: AR(2) (p-value) .830 .571 .525 .218
Number of instruments 49 49 49 49
Number of groups 50 50 50 50
Number of observations 448 443 442 444
H0: Exogeneity of instruments Not Rejected Not Rejected Not Rejected Not Rejected

t-statistics in parentheses. Year dummies are included but not reported.

*p < .05; **p < .01; ***p < .001.
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and Delavallade (2006). Corruption may tempt public offi cials to 
choose public expenditures less on the basis of public welfare than 
on the opportunity they offer for extorting bribes.

Conclusion and Policy Implications
We hypothesized that state public offi  cials’ corruption will cause 
state total expenditure to expand. Two public fi nance theories sup-
port this hypothesis: the bureaucracy model and the fi scal illusion 
theory. Both theories explain that public offi  cials’ “self-interested” 
motivation to maximize their personal gain 
may expand government budgets. Th e amount 
of increased budget is greater than the level of 
expenditure necessary to meet the needs of the 
public. Th is “excessive” government expendi-
ture will be exacerbated by corrupt offi  cials’ 
“predatory” behavior. Th ey commit even 
illegal activities to maximize their personal 
interests and to pursue selfi sh goals.

To suggest policy implications related to public offi  cials’ corruption, 
we compare observed expenditures with the “estimated” expendi-
tures of the 10 most corrupt states. Th e estimated expenditures are 
fi tted values with the regression coeffi  cients gained from the bench-
mark model, model I in table 7. To fi t the estimated expenditure 
of each state, we displace the average level of corruption across 50 
states with each state’s observed level of corruption. We expect that 
the observed expenditures of the 10 most corrupt states should be 
greater than the estimated expenditures, as the levels of corruption 

of these states are higher than average. Nine 
out of the 10 most corrupt states correspond 
to this expectation.17 Th e comparison shows 
that their estimated (average corruption) 
expenditure is dramatically smaller than 
the observed. Th e average gap is $1,308 per 
capita annually. Th is implies that the nine 
most corrupt states could have spent $1,308 
less annually per capita, on average, if they 

Table 8 Impact of Corruption on State Spending Dependent Variables: Natural Log of Each Categorical State Expenditure, 1997–2008, System GMM

I II III IV

Wages/Salaries Borrowing Correction Police

ln(Previous expenditure) 0.889*** –0.260* 0.843*** 0.867***
(24.89) (–2.64) (46.35) (20.74)

Corruption 0.082** 0.207* 0.046* 0.144***
(3.19) (2.08) (2.70) (4.24)

Interparty rivalry –0.094*** 0.31 –0.060** 0.085
(–5.43) (1.70) (–3.71) (1.56)

Fiscal centralization 0.345* 3.093*** 0.436** –0.045
(2.32) (3.83) (3.06) (–0.18)

ln(Intergovernmental grant) 0.02 0.324 0.013 –0.007
(0.66) (1.66) (0.64) (–0.13)

Line-item veto 0.015 –0.048 0.019 0.156
(0.65) (–0.32) (1.27) (1.18)

TELs –0.009 0.112 0.006 0.041
(–0.77) (1.28) (0.58) (0.62)

Governor’s party –0.019 –0.089 0.005 0.013
(–1.59) (–1.37) (0.64) (0.19)

Election year –0.013 –0.011 0.002 0.020
(–1.61) (–0.24) (0.29) (0.32)

Ideology (Government) 0.001*** 0.002 0.0002 0.0007
(3.74) (1.45) (0.72) (0.82)

Ideology (Citizen) –0.002** 0.002 –0.002*** –0.00003
(–3.69) (0.69) (–4.80) (–0.02)

Age 18–64 (%) –0.695 –5.012 0.561 1.362
(–1.08) (–1.34) (1.03) (0.98)

ln(Urbanization) 0.07 0.357 0.149*** 0.033
(1.59) (1.18) (4.61) (0.28)

ln(Population) –0.329*** –3.591*** –0.328 –0.148
(–3.82) (–5.58) (–5.97) (–1.02)

Unemployment (%) 0.004 0.150*** 0.007 –0.019
(0.78) (4.79) (1.24) (–1.65)

ln(Personal income) 0.223** 2.732*** 0.156* 0.096
(2.82) (4.66) (2.20) (0.48)

Constants –1.194 –20.680** –1.255 –0.986
 (–1.48) (–3.14) (–1.75) (–0.57)
Overidentifi cation (p-value) .947 .227 .82 .848
H0: AR(1) (p-value) .046 .187 .06 .008
H0: AR(2) (p-value) .684 .535 .33 .51
Number of instruments 49 49 49 49
Number of groups 50 50 50        50
Number of observations 448 442 448 448
H0: Exogeneity of instruments Not Rejected Not Rejected Not Rejected Not Rejected

t-statistics in parentheses. Year dummies are included but not reported.
*p < .05; **p < .01; ***p < .001.

Th is implies that the nine 
most corrupt states could have 
spent $1,308 less annually per 
capita if they had succeeded in 
 maintaining only an average 

corruption level.
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Table 10 Impact of Corruption on State Spending Dependent Variables: 
Natural Log of Each Categorical State Expenditure, 1997–2008, System GMM

 I II III

 Public Welfare Health Hospitals

ln(Previous expenditure) 0.995*** 0.854*** 0.998***
(33.07) (34.91) (12.42)

Corruption –0.024* –0.059* –0.404*
(–2.14) (–2.6) (–2.3)

Interparty rivalry 0.006 –0.093* –0.113
(0.29) (–2.27) (–0.91)

Fiscal centralization 0.182** 0.055 1.216
(3.09) (0.44) (1.98)

ln(Intergovernmental grant) 0.019 0.123*** 0.072
(1.13) (4.55) (0.48)

Line-item veto –0.016 0.090** –0.705**
(–1.59) (2.94) (–3.06)

TELs –0.002 0.003 0.128
(–0.33) (0.19) (0.59)

Governor’s party 0.028** –0.005 0.324*
(3.43) (–0.44) (2.37)

Election year 0.003 0.015* 0.276**
(0.59) (2.02) (3.18)

Ideology (Government) –0.0001 0.0003 –0.006**
(–0.71) (0.86) (–3.04)

Ideology (Citizen) 0.0002 0.0001 0.001
(0.60) (0.25) (0.63)

Age 18–64 (%) –0.790*** 0.499 –5.323*
(–3.75) (0.73) (–1.73)

ln(Urbanization) 0.050* 0.134* –0.192
(2.69) (2.11) (–0.68)

ln(Population) –0.051 –0.307** 0.004
(–1.31) (–3.40) (0.01)

Unemployment (%) –0.005 –0.003 –0.003
(–1.44) (–0.52) (–0.07)

ln(Personal income) –0.012 0.048 0.253
(–0.31) (0.44) (0.68)

Constants 0.394 –0.979 –1.92
 (1.14) (–0.94) (–0.59)
Overidentifi cation (p-value) .512 .392 .552
H0: AR(1) (p-value) .000 .003 .095
H0: AR(2) (p-value) .016 .963 .977
Number of instruments 49 49 49
Number of groups 50 50 50
Number of observations 435 448 444
H0: Exogeneity of instruments Not Rejected Not Rejected Not Rejected

t-statistics in parentheses. Year dummies are included but not reported.

*p < .05; **p < .01; ***p < .001.

Table 9 Impact of Corruption on State Spending Dependent Variables: 
Natural Log of Each Categorical State Expenditure, 1997–2008, System GMM

I II III

Total 
 Education

Elementary/ 
Secondary Education

Higher 
Education

ln(Previous expenditure) 0.979*** 0.865*** 0.998***
(63.77) (25.97) (48.28)

Corruption –0.022* –0.031* –0.002
(–2.06) (–2.05) (–0.21)

Interparty rivalry 0.045*** 0.051* 0.038**
(3.34) (2.61) (2.78)

Fiscal centralization 0.189*** 0.594*** 0.060
(5.45) (5.12) (1.21)

ln(Intergovernmental grant) 0.016* –0.001 0.010
(2.47) (–0.04) (1.27)

Line-item veto –0.009 –0.01 0.010
(–1.31) (–0.75) (1.94)

TELs –0.006 –0.004 –0.008**
(–1.62) (–0.54) (–3.13)

Governor’s party –0.004 –0.015* –0.001
(–0.96) (–2.25) (–0.32)

Election year –0.004 0.005 –0.004
(–1.14) (1.06) (–0.9)

Ideology (Government) 0.0001 0.0002 –0.00003
(0.75) (1.39) (–0.27)

Ideology (Citizen) –0.0005** –0.001** –0.00001
(–2.74) (–3.73) (–0.05)

Age 18–64 (%) –0.122 –0.169 0.001
(–0.98) (–0.36) (0.01)

ln(Urbanization) –0.008 0.034 0.008
(–0.65) (1.10) (0.70)

ln(Population) –0.069*** –0.210*** –0.039*
(–3.75) (–5.12) (–2.69)

Unemployment (%) –0.006** –0.0001 –0.001
(–3.26) (–0.03) (–0.56)

ln(Personal income) 0.067*** 0.188*** 0.024
(4.16) (5.46) (1.61)

Constants –0.718*** –1.30*** –0.322
 (–4.12) (–3.80) (–1.66)
Overidentifi cation (p-value) .445 .056 .370
H0: AR(1) (p-value) .002 .002 .000
H0: AR(2) (p-value) .065 .051 .931
Number of instruments 49 49 49
Number of groups 50 50 50
Number of observations 440 438 437
H0: Exogeneity of instruments Not Rejected Not Rejected Not Rejected

t-statistics in parentheses. Year dummies are included but not reported.

*p < .05; **p < .01; ***p < .001.

had succeeded in maintaining only an average corruption level. 
Th is amounts to 5.2 percent of the mean per capita expenditure, 
$25,210, in the states over the period 1997–2008.

Despite various eff orts of state governments to balance budgets, 
state budget defi cits have been increasing. Researchers have scruti-
nized economic, political, and institutional determinants of govern-
ment expansion under the Great Recession. Th e results of this article 
suggest that preventing public offi  cials’ corruption and restraining 
spending induced by public corruption should accompany other 
eff orts at fi scal constraint. Increases in states’ expenditures on capi-
tal, construction, highways, and borrowing are not problematic in 
themselves. Th ose investments are crucial for the state’s economic 
growth and development. However, policy makers should pay close 
attention that public resources are not used for private gains of the 
few but rather distributed eff ectively and fairly for various purposes.

Notes
1. Th e responsive government explanations view government as a “passive reactor 

to outside pressures.” Th at is, government changes its activities and level of 
expenditure only in response to external changes in technical, social, and/or 
economic conditions (Berry and Lowery 1987).

2. According to the fi scal illusion model, debt fi nancing makes it possible for public 
offi  cials to increase state spending while making voters underestimate the actual 
fi scal burden of the expenditure growth, which benefi ts public offi  cials by maxi-
mizing votes for them (Berry and Lowery 1987).

3. Th e bureaucracy model argues that bureaucrats want to maximize budgets to 
increase their benefi ts. Total wages and salaries of public employees are directly 
connected to their benefi ts.

4. Henceforth, the data are called PIS data. Th e PIS data include a wide array of 
crimes: accepting bribes, awarding government contracts to vendors without 
competitive bidding, accepting kickbacks from private entities engaged in or 
pursuing business with the government, overstating travel expenses or hours 
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worked, selling information on criminal histories and law enforcement informa-
tion to private companies, mail fraud, using government credit cards for personal 
purchases, sexual misconduct, falsifying offi  cial documents, theft of government 
computer equipment for an international computer piracy group, extortion, rob-
bery, and soliciting bribes by police offi  cers, possession with intent to distribute 
narcotics, and smuggling illegal aliens (DOJ 2002).

5. Table 1 provides two indexes estimating the degree of U.S. public offi  cials’ 
corruption. CORRUPTPOP is the number of convictions per 100,000 popula-
tion; CORRUPTEMP measures the number of convictions per 10,000 public 
employees. Both indexes provide similar regression results and coherent cor-
ruption rankings of states. In this article, we choose CORRUPTEMP as our 
key corruption variable, for two reasons. First, conceptually, the variable should 
measure the level of public offi  cials’ corruption. It is argued that the number of 
public employees in some states is relatively larger than others even though their 
population is relatively smaller. Second, statistically, it is suspected that there 
will be some potential spurious relationship between the dependent variable, per 
capita total expenditure, and CORRUPTPOP because both variables are divided 
by population (Cameron and Trivedi 2010).

6. Kioko and Martell (2012) suggest that the general fund TELs and the procedural 
limits have diff erent fi scal impacts on state government fi nances. Our model 
includes just the presence of TELs because we found that the separation did not 
make any substantial diff erences and the TEL information of several states was 
missing.

7. Th e corruption variable measures the number of convictions per 10,000 public 
employees.

8. We take a natural log on the dependent variable because we suspect that the lev-
els of state total expenditures and other categorical expenditures are not station-
ary. Th e ordinary least squares (OLS) estimation and other specifi cations with a 
nonstationary variable are considered to be spurious (Rapach 2002). After taking 
a natural log on each dependent variable, we checked their stationarity through 
the Levin-Lin-Chu (2002) and the Harris-Tzavalis (1999) unit-root tests. As 
expected, the levels of total expenditures and other categorical expenditures are 
nonstationary. However, the levels of various expenditures with a natural log are 
stationary under the conventional signifi cance levels (5 percent, 1 percent, and 
0.1 percent). We use only those stationary dependent variables in this article. 
Th ey are total expenditures, capital, construction, highways, total wages and 
salaries, borrowing, correction, police protection, total education, elementary 
and secondary education, higher education, public welfare, health, and hospitals. 
To handle the potential nonstationarity problem, we also use the faction of each 
categorical spending to total expenditures as dependent variables. Regression 
results of capital, construction, highways, total wages and salaries, borrowing, 
correction, police, higher education, health, and hospitals are consistent with 
those of our original regression analyses displayed in Tables 7–10.

9. We checked our model’s robustness by comparing it with other methods. 
Alternatively, we ran a pooled OLS estimation with cluster-robust errors, a 
fi xed-eff ects model with cluster-robust errors, and a two-step diff erence GMM 
estimation. Moreover, benchmarking Islam (1995) and Swaleheen (2011), we 
checked the overall impact of corruption on state spending in the long run by 
making averages of values over fi ve-year spans. Th ey provide consistent results 
that support our model’s robustness. Among them, we chose the system GMM 
as the benchmark model of this study. We suspect that the pooled OLS estima-
tors and the fi xed-eff ects estimators are biased because of state’s fi xed eff ects 
and the endogeneity of corruption. Th e diff erence GMM model can give weak 
instruments if the dependent and the explanatory variables are persistent. Finally, 
averaging variables is likely to lose precision in general.

10. Blundell and Bond (1998) use an AR(1) model with unobserved fi xed eff ects:

 yit = α yi,t–1 + hi + uit; 
 E[hi] = E[uit] = E[hi uit] = 0; E[uit uis] = 0,t ≠ s; E[yi1 uit] = 0, t ≥ 2 

 A persistent variable would have a suffi  ciently large α. Blundell and Bond (1998) 
show two cases in which the instruments used in the fi rst-diff erenced GMM 
estimator would become less informative: fi rst, as α is close to unity, and second, 
as the relative variance of the fi xed eff ect increases.

11. For the sake of simplicity, they examine the case with T = 3 (see the AR[1] 
model in note 10). Blundell and Bond (1998) show that the corresponding dif-
ference GMM estimator, , reduces to a simple instrumental variable estimator 
with the reduced-form equation

 Δyi2 = τyi1 + ri. 

 For suffi  ciently high α or variance of hi, the least squares estimate of the 
reduced-form coeffi  cient π can be close to zero, which implies that the instru-
ment yi1 is only weakly correlated with Δyi2. By assuming stationarity and letting 

 = var(hi) and  = var(uit), they show,

  with k =   (1 – α)2
 _______ 

 (1 – α2)
  . 

12. Table 5 classifi es state categorical expenditures based on the defi nitions found 
in the U.S. Census Bureau’s Government Finance and Employment Classifi cation 
Manual. Table 6 displays detailed descriptive statistics of the variables.

13. Again, we take a natural log on all the categorical expenditures and do the unit-
root tests to fi nd that all the dependent variables are stationary. All regressions 
of state categorical expenditures satisfy all the requirements for valid GMM 
estimators in terms of autocorrelation, overidentifi cation, and exogeneity of 
instruments, except the AR(2) test on public welfare. Overall, the model is 
specifi ed.

14. Th e U.S. Census Bureau’s Government Finance and Employment Classifi cation 
Manual defi nes all state government outlays including capital and construc-
tion. Table 5 summarizes the defi nitions that we follow in this article. Note that 
capital outlays include expenditures for purchase of construction.

15. Mauro (2004) explains that some cement that should be used for public high-
ways may be stolen and used by corrupt offi  cials for their personal construction. 
Shleifer and Vishny (1993) suspect that poor countries are likely to spend their 
public resources on infrastructure projects because this allows for many corrup-
tion opportunities.

16. However, the negative impact of corruption on higher education expenditure is 
not statistically signifi cant under conventional signifi cance levels.

17. Th e nine states are Alabama, Alaska, Florida, Illinois, Kentucky, Louisiana, 
Mississippi, Pennsylvania, and Tennessee.
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