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Accounting practice, fiscal decentralization and corruption

Abstract

In prior studies, accounting and decentralizatiamruption solutions have so far been
analysed in isolation. In this article, we conrietse two strands of literature on corruption.
Understanding this connection is important becausak financial accounting and reporting
systems can inhibit monitoring incentives and thaduce decentralization benefits in
countering corruption. We argue that the effectes=n of decentralization as an anti-
corruption barrier is complemented by the qualitytree accounting practice in a country.
Using multiple sources of data, we find that dex@iziation has a positive and increasing
effect on reducing corruption among countries vétligh-quality accounting practice. In
contrast, decentralization has a negative and dgicrg effect on reducing corruption among
countries with weak-quality accounting practicebe3e findings are robust to alternative
measures of accounting, decentralization and ctompand to endogeneity tests. Our
findings demonstrate the crucial information rofeocounting in enhancing decentralization

monitoring mechanisms and in thereby reducing goiou.

Keywords: accounting practice, fiscal decentral@atcorruption, public sector accounting,

financial reporting standards, IPSASs
JEL — H11,; H77; D73; M41
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1. Introduction

Corruption is a key concern on the agenda of s@gbi@mal organizations and is enshrined
under Goal No 16 of the new United Nations Sustdim®evelopment Goals (SDGS)t is
estimated that businesses and individuals acreswdnld pay about $ 1.5 trillion annually in
bribes and that the poor are more likely to payghédr proportion of their income in bribes
than the rich are likely to pay (World Bank, 201&)central and recurring theme in policy
debates and the corruption literature is how speqiolicy interventions, including
accounting practice and decentralization refornas) belp reduce corruption. These two
policy interventions are part of the key elementspablic sector reforms, collectively
referred to as “New” Public Management (NPM) (ettpod, 1991, 1995; Pollitt, 1995), that
continue to be promoted by supranational orgammatias important mechanisms for
enhancing transparency, accountability, and goveman the public sector and thereby

helping to counteract corruption (e.g., IFAC, 192817; Moretti, 2016; World Bank, 1997).

Prior research acknowledges that NPM mechanismsindeerelated and interlinked
(Hood, 1991; Pollitt, 1995) and that weak finanaalcounting and reporting systems can
stiffe the citizens’ monitoring incentives, therelmeducing decentralization benefits
(Bardhan, 2002; World Bank, 2001). Additionally, shastudies have separately examined
both the relationship between accounting practind aorruption and the relationship
between corruption and decentralization. Howevesearch has not yet considered the

combined roles of accounting practice and decenaétedn on corruption or whether they

! For example, the targets set out under goal 1kidecthe following: (1) to substantially reduce
corruption and bribery in all their forms; (2) texelop effective, accountable and transparentiniths at all

levels; and (3) to ensure responsive, inclusivetigipatory and representative decision-makingliat a
levels (United Nations, 2017).
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complement each other in reducing corruption. Capep aims to fill this gap and stands at

the intersection between the accounting and deaderation strands of corruption literature.

This paper is motivated by and builds upon the aeotog practice and corruption
literature. First, we build upon the literature thie relationship between accounting practice
and corruption. Generally, the accounting literatan, particularly public sector accounting,
has focused on the factors that determine a coaradoption and application of high-quality
accounting practices, with reference to accruabacting systems and International Public
Sector Accounting Standards (IPSAS) (e.g., AdhikaGarseth-Nesbakk, 2016; Christiaens,
Vanhee, Manes-Rossi, Aversano, & Van Cauwenbe@Ey;2Pina, Torres, & Yetano, 2009).
This focus is merited mainly because high-qualitgoainting practices can facilitate the
production of credible accounting information wittore monitoring information and regular
and timely financial reports, which can enhancadparency and accountability in the public
sector (e.g., Groot & Budding, 2008; Mack & RyafQ8). However, to date, the impact of
these high-quality accounting practices on cororpthas received little attention in this
literature, except for a few explicit cross-counstydies (Houge & Monem, 2016; Kimbro,
2002; Malaguefio, Albrecht, Ainge, & Stephens, 20d:@) within-country case studies with
mixed findings (e.g., Goddard et al., 2016; Neuwakt 2013a, 2013b; Sargiacomo et al.,
2015).2 In this study, we consider the role of decentadion, and use an accounting measure
that captures experts’ perceptions on the streofgtimancial auditing and reporting practices

in a country and thus extend on these prior studies

2 Using case studies, several closely related stud@ument within country evidence (Goddard,
Assad, Issa, Malagila, & Mkasiwa, 2016; Neu, Ever&tRahaman, 2009; Neu, Everett, & Rahaman, 2013a;
Neu, Everett, Rahaman, & Martinez, 2013b; Sargiadanni, D’Andreamatteo, & Servalli, 2015) and yide
theoretical explanations on why accounting—and acting processes and outputs—can be problematic in
curbing corruption (Everett, Neu, & Rahaman, 2a8a@skin, 2015; Johnstone, 2015; Neu, Everett, & Radra
2015; Roberts, 2015).
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Second, we contribute to a broad range of liteeaton the relationship between
decentralization and corruption (e.g., Bardhan &oklwerjee, 2006; de Mello & Barenstein,
2001; Fan, Lin, & Treisman, 2009; Fisman & Gatt)02). The contested idea in this
literature is that political accountability at tiseib-national level can increase the voters’
ability to punish corrupt politicians, as the vetean better monitor and evaluate the corrupt
politicians’ performance relative to that of na@bpoliticians. A contrasting view holds that
decentralization can instead generate unintendedecpences such as patronage-based
politics, capture by local elites and interest gguand a new set of winners and losers at the
sub-national level (Bardhan & Mookherjee, 2000; €d®mman, Lynch, and Willis, 2016;
Prud’'Homme, 1995). All of these can, in turn, weakiee intended monitoring mechanisms
at the sub-national level resulting in localizedrrapt patronage networks and hence
decentralized corruption (D’Arcy and Cornell, 2018¢ron, Williams, Corbridge, and
Srivastava, 2006). It is not surprising, therefotigat the decentralization literature on
corruption documents mixed empirical findings. Mastportantly, however, there is no
known decentralization study on corruption thatonporates accounting as a crucial source
of monitoring information, and the reverse is atsee® We build upon these studies by
incorporating accounting in our analysis, usingergcdata and alternative measures of

decentralization.

Third, we extend on a nascent but growing bodyitefdture that questions the implicit
assumption that there is a direct relationship betwdecentralization and corruption. This
body of literature suggests that other underlyinecihanisms, such as political competition

and a free press, determine the influence of demleadtion on corruption and could help

3 A comprehensive literature search revealed thastrstudies focus on financial and management
accounting in local authorities but do not exantmeimpact of accounting practice on corruptiog.(eAnessi
Pessina and Stecollini, 2007; Bromwich and Lapsl®®7; Jacobs, 1997).
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disentangle the mixed results reported in theditee (e.g., Albornoz & Cabrales, 2013;
Lessman & Markwardt, 2010; Kyriacou & Roca-Sagal®]la, 2011b). Notwithstanding

this, however, we argue that the quality of accmgninformation in a country determines the
effectiveness of decentralization monitoring mecsras. We posit that, in countries with
high-quality accounting practices, decentralizatmanitoring mechanisms are likely to be
more effective because voters, political competitar the press can uncover easily
corruption scandals and rent-seeking schemes tiga¢ase the likelihood that incumbent
corrupt politicians will be punished in the ballbbx by being voted out of office.

Conversely, in countries with weak-quality accongtipractices, corrupt politicians can
easily withhold, disaggregate or manipulate momgprinformation to conceal their rent-

seeking behaviour making it difficult for voters panish them in the ballot box and thereby
rendering decentralization monitoring mechanisne$f@ctive in countering corruption. Thus,

there is a plausible complementarity relationshepareen the quality of accounting practice
and decentralization that might better explain ol variations in corruption across

countries.

The novel contribution of our paper, therefore, aans this plausible connection
between the hitherto separate accounting and datieation literature on corruption. To the
best of our knowledge, this is the first cross-¢oustudy to document a differential impact
of decentralization on corruption conditional o thuality of the accounting practice in a
country. We construct a cross-sectional dataset fiddferent sources of data comprising a
representative sample of up to 128 countries. In analysis, we address endogeneity
concerns and use both ordinary least squares (@h8)two-stage least squares (2SLS)

regressions.
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In summary, our main results show that when andlygsparately and together without
interaction terms, both accounting and decentriadizaare positively associated with
reducing corruption. However, these results chaegearkably when interaction terms are
included in the analysis. We find that decentraditra has a negative and decreasing net
effect on reducing corruption among countries withak-quality accounting practices but
that it has a positive and increasing net effectemfucing corruption among countries with
high-quality accounting practices. When we incluamtrols for accounting systems and
cultural dimensions, we find that countries thavéhaccrual accounting systems and low
power distance are likely to be less corrupt. Magtortantly, the inclusion of these variables
reinforces and strengthens our complementarity thgsis but, at the same time, eliminates
the impact of press freedom and reduces thosehef @opular determinants of corruption.
These results are robust to endogeneity testsrnatiee measures of accounting,
decentralization, and corruption, and to differesdonometric approaches. Our results
highlight the important role of accounting inforneet in determining the effectiveness of

decentralization in countering corruption.

The rest of the paper is structured as followsthi® next section, we review the
accounting and decentralization corruption liter@atuSection three outlines our hypothesis.
Section four identifies the sources of data, dessrihe variables and discusses the empirical
approach. Section five reports the results from emmpirical analysis, and section six

summarizes the conclusions drawn from the study.
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2. Prior literature

2.1 Accounting practice and corruption

Accounting is considered an essential part of tiRMNdevelopment, as it is a crucial
source of monitoring information and thus an imaott corruption barrier. The reason
accounting is considered in this way is becauseaa g@ccounting system arguably plays an
integral role in the development of a country’s aotability framework (Everett et al.,
2007) and is an important anchor upon which a ggisnational integrity system can be
established (Doig & Mclvor, 2003; Pope, 2000).dtfor these reasons that organizations,
such as the World Bank, IMF, and International Fatien of Accountants (IFAC),
recommend that countries adopt high-quality acdognpractices, one aspect of which is a
shift from a cash basis to accrual basis accourgysems. This accounting basis shift is
based upon the argument that accrual-based acogusystems provide credible accounting
information with more disclosures (than cash basistems provide) that can be used to
ensure the ‘financial accountability’ and the ‘piol accountability’ of decentralized units
of government (e.g., Mack & Ryan, 2006; Pina & Bs(r2003; Stanley, Jennings, & Mack,
2008). Theoretically, it is argued that accrualdshgccounting systems can help reduce
agency conflicts arising from information asymmegrbetween politicians (principals) and
voters (agents) (Banker & Patton, 1987; Zimmerni®¥,7)* In this respect, accrual-based
financial statements can reduce information cost by ensuring the regular and timely
production and audit of accounting information, danturn increase the stakeholders’

monitoring incentives, thereby helping to detergption.

* For a detailed theoretical discussion on the appiin of agency theory to describe the role of
accounting information in reducing information asyeiry between politicians and voters, please se&&a
and Patton (1987).
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A growing number of countries have implemented ow@si accrual accounting
frameworks, such as IPSAS (IFAC, 2016; Moretti, @31land recent worldwide statistics
also show that adoption rates are high among dedized government units relative to that
of central governments (Christiaens, Reyniers, 8ld&k@010; Christiaens et al., 2015; Pina et
al., 2009). One reason for this high uptake mighthe increased accountability pressure on
decentralized governments from different stakehsldéncluding local citizens, central
government, and financial resource providers. G20©4), for example, finds that compared
to those local governments with low-debt levelsalgyovernments with high debt levels tend
to produce high-quality accounting information thatnforms to Generally Accepted
Accounting Principles (GAAP). This is because sachrual-based accounting systems can
enable local governments to improve the qualitpafounting information and transparency,

thereby helping them discharge their accountaklnlitjgations (Brusca & Martinez, 2016).

However, accrual accounting adoption by a countryitself does not necessarily
guarantee high-quality accounting practice; indebd, quality of accounting information
depends largely on the reporting and monitorin@mtiwves of bureaucrats and politicians, on
one side, and the demand for information by differstakeholders and their monitoring
incentives, on the other side (e.g., Baber & S&841 Carpenter & Feroz, 2001; Evans &
Patton, 1987; Ingram, 1984). In this respect, wiad become evident is that there are
substantial disparities between countries in theergxof implementation and depth of
application of accrual accounting concepts, owmglifferences in domestic reporting and

monitoring incentives, which ultimately influencket quality of accounting practice in a

® For example, a recent study from IFAC and the OEBDPws that about 75% of OECD Countries
have adopted accrual accounting practices (Mog24fig).
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country (e.g., Brusca & Condor, 2002; Christensenak, 2015; Pina et. al., 2009)\WWe
might, therefore, expect the impact of accounting aorruption to also vary between

countries with a high-quality accounting practicel dhose with a weak-quality practice.

In the literature, an empirical determination oé ttelationship between an accounting
practice and corruption has been debated with miketings. On the one hand, several
cross-country studies explicitly examine the effect different proxies of high-quality
accounting practices on corruption. Using the Qefde International Financial Analysis
Research’s (CIFAR) reporting index, the concertgrabf accountants and a composite index
derived from these two variables, Kimbro (2002)d&nthat countries with high scores of
these three measures are less likely to be corMplaguerio et al. (2010) report similar
results, using two different proxies, namely, therlf Economic Forum index of the strength
of accounting standards and the percentage of famdéted by BIG4 accounting firms in a
country. In a more recent study, Houge and Mone®i g2 show that countries with a long
International Financial Reporting Standards (IFR&)erience and those with high scores in
the World Bank's minority shareholders financiasafosure index have lower scores of

perceived corruptiof.

On the other hand, however, some studies arguaticaunting practice and ‘accounting
assemblages’ can be problematic in the fight agaosuption (e.g., Everett et al., 2007;
Hoskin, 2015; Neu et al., 2013a, 2013b, 2015; Reb&t015). For example, Neu et al.

(2013a, 2013b) use a case study of a Canadian rgueeat sponsorship program to show

® Brusca and Condor (2002) identify eight possibéasons why the harmonization of national
accounting systems with international accountingtays might be difficult to achieve: political and
administrative environment, interests and the fdiona of professionals, public accounting regulatory
mechanisms, sources of financial resource, keysusgffinancial reports, the objectives of publioancial
reporting, the organisation of the public sectat Hre legal system.

" The World Bank financial disclosure measure cagstihe extent to which minority shareholders are
protected through disclosure against self-dealinglated-party transactions.
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how accounting actors play a salient role in featilng networks of corruption and how
accounting practices can be manipulated to avoidctierf. Using the case of a protracted
fight against corruption in Italy, Sargiacomo et(@015) show that ‘accounting assemblages’
are by themselves not sufficient corruption basriaut, rather, that there must be the political
will to enforce these barriers. These latter senésstudies bring to bear the fact that
corruption can be deeply entrenched, even in casnvith high-quality accounting practices
and that publicising accounting information andamaging more citizens to evaluate it can
help counteract corruption (Johnston, 2015). Wejemare that high-quality accounting
practices can complement decentralization monigommechanisms because citizens who
benefit directly from local services are more hkéb be willing to evaluate the performance

of a local politician.

2.2 Fiscal decentralization and corruption

The aim of decentralization—that is, the transfepawer and responsibility for public
services from the central government to independesemi-autonomous regional and local
governments—is to improve governance by providingclhanisms for continuous
consultation and closer monitoring at smaller Isvef government (Faguet, 2004, 2014;
World Bank, 2001). Thus, decentralization is also important anti-corruption NPM
development, and most supranational organizateud) as the World Bank, have continued
to support decentralization and local governanogepts across the world, especially among

the developing countries (e.g., United Cities & &bGovernment, 2008; Zhou, 2009).

& Neu et al. (2013b) identify two ways in which aenting practice is used for corruption purpose}: (1
the skillful use of accounting, where simple boaitiag techniques and discretionary powers are é@ggldo
manipulate accounting information; and (2) the argational ability of the accounting practice, wder
accounting can facilitate collaboration acrossedéht interest groups because it plays a centialimcall anti-
corruption solutions.
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One theoretical underpinning of this policy intawtien is that decentralization combined
with local democracy can help reduce political actability agency problems (see, e.g.,
Persson & Tabellini, 2002; Seabright, 1996The idea is that, at smaller levels of
government, monitoring by voters is likely to be mneeffective because the voters are
equipped with “better information about the locakfprmance”, they “are able to attribute
credit or blame”, and they “are able to coordinatea voting strategy” to discipline the local
politician (Fan et al., 2009, p.19). At smallerdésof government, political accountability
can increase because both the local politiciantaed/oter have an informational advantage
and an incentive (Bardhan, 2002). However, comfigct theories postulate that
decentralization can instead exacerbate corrumemause local bureaucrats might face more
pressing demands from local interest groups thaiomea bureaucrats face and may thus be
more susceptible to control by local elites (Bardi& Mookherjee, 2000; Prud’'Homme,
1995; Reinikka & Svensson, 2004). Two groups of ieiced studies document the

association between decentralization and corruption

Although resulting in unclear findings, one grodpstudies investigates the unconditional
(direct) association between fiscal decentraliratimd less corruption. For example, after
controlling for various socioeconomic factors, delld and Barenstein (2001) and Fisman
and Gatti (2002) find that more fiscally decentradl countries, as measured by the ratio of
total subnational revenue/spending to total govemtmevenue/spending, are less likely to be
corrupt. Dincer, Ellis, and Waddell (2010) use adg#ick inter-jurisdictional competition
model to show that expenditure decentralization oasuce corruption because voters,

putting pressure on local political actors to perfptend to compare the performance of the

° For a detailed discussion on alternative decénatitn theories, please see Mookherjee (2015).
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politicians in their region with that of the potitans of other neighbouring regions. Similarly,
Arikan (2004) uses a tax-competition model to shtvat when there is competition for
mobile capital between sub-national governmentétiqal actors tend to be less corrdpt.

However, other studies report mixed findings. Fagareple, Treisman (2000) finds that
countries with a federal government structure erpee higher corruption relative to that

experienced by countries with a unitary governnsémnicture.

Using several measures of both decentralizationcanaiption, Freille et al (2007a) find
that fiscal decentralization and constitutional tcaglization reduce corruption, but they also
find that the positive impact of constitutional tafization diminishes in the presence of
other forms of political decentralization. SimilgrlIFan et al. (2009) also use different
measures of both decentralization and corruptiod although they report that fiscal
decentralization reduces corruption, they also findt a large number of government or
administrative tiers increase corruption. LessmashMarkward (2010) find that the presence
of a federal constitution, the number of tiers ogrnment and the percentage of subnational
employees have no significant effects on corruptidiore recently, D’Arcy and Cornell
(2016) use a recent elaborate fiscal decentradzasituation in Kenya to show how
devolution of central government functions resuliada decentralization of patronage

networks and corruption.

Another group of studies considers the influencetbkr determinants of corruption on
the relationship between fiscal decentralizatiod aarruption. Pointing out the importance

of political institutions in this relationship, Ealopov and Zhuravskaya (2007) suggest that

9 she finds a weak association between the deciatiah measure, the share of non-central
government employment to total government employmeemd corruption and finds an insignificant impatt
expenditure decentralization.
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decentralization benefits are conditional on tHeatfveness of political accountability at the
local level. In their study, they find that the iagb of fiscal decentralization on corruption
increases in countries with strong political pati@egislature fragmentation) but that
administrative subordination (appointment of otilsiby higher levels of government) has no
effect. Kyriacou and Roca-Sagalés (2011a) find fistal decentralization is positively
associated with government quality (control of aption, rule of law, regulatory quality, and
government effectiveness) but that this positivdluence diminishes when fiscal
decentralization interacts with political decenualion (sub-national elections). In a closely
related study (Kyriacou & Roca-Sagalés, 2011b)sehauthors also report similar results
when they combine fiscal decentralization with @adors of regional elections and multi-
level government. Albornoz and Cabrales (2013) ige\a theoretical model of political
competition and show that fiscal decentralizatisnmore effective in reducing corruption
when combined with greater degrees of politicaledi@m. Focusing on the role of
information freedom, Lessman and Markwardt (201Qua that successful decentralization
depends not only on the presence of effective lugreéic monitoring mechanisms but also
on the free flow of information in a country. Thégd that decentralization has a positive
impact in countries with high degrees of pressdoee and a negative effect in those with
low degrees of freedom. Elsewhere, this complemngntae of a free press has also been
reported in studies that examine the relationst@jwben democratization and corruption

(Bhattacharyya & Hodler, 2015; Chowdhury, 2004; Matannati & Cooray, 2016).

Having reviewed the literature we note that botlcoanting practice and fiscal
decentralization are positively associated withs lesrruption; however, their combined
effect on corruption has not been explored in tkiard literature. We contribute to closing

this gap by connecting the two strands of litemtand bringing together the two variables
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into one model to evaluate their combined impactomuption. In this respect, we include
an interaction term in our analysis to inquire wieetthe impact of decentralization on
corruption is likely to be greater in countriestthave high-quality accounting practices than

in those that have weak-quality accounting prastice

3. Hypothesis development

In this section, we discuss how a complementargticgiship between high-quality
accounting practices and decentralization mighebetxplain variations in corruption across
countries. Complementarity is apparent in both theoretical underpinnings and the
empirical analyses of the accounting and decenéiidin corruption literature. For example,
the common control variables used in the two ssaoidliterature examined in this study
include those that measure the level of economieldpment (Gross Domestic Product per
capita and government size), the enforceabilitycomtracts (rule of law, and voice and
accountability), and autonomy (political system aidl liberty).'* Since these common
variables are important correlates of both accognénd decentralization, there is reason to
believe that accounting and decentralization camehaomplementary influences on
corruption and that this could also vary remarkadtyoss countries. We posit that high-
quality accounting practices help voters or paiticompetitors to uncover corruption
scandals and rent-seeking behaviour and that nifissnnation increases the likelihood that
corrupt politicians will be removed from office. @titerature provides several clues on why
the quality of the accounting practices in a coummight complement the effect of

decentralization in reducing corruption.

1 Although different additional control variableseaused within and across the two strands of
literature, most of these variables are either lpasignificant or have trivial impacts. The additad control
variables used in the decentralization literatmaude measures of population, government sizenmgss to
trade, ethnic fractionalization, and press freeddimose used in the accounting literature includiucal
values, investor protection, rule of law, and e rate.
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First, the role of political competition and momitgy incentives has been revealed.
Because political competition enhances governmeeness, it can not only increase the
impact of decentralization on corruption (Alborndz Cabrales, 2013; Enikolopov &
Zhurauskaya, 2007) but it can also increase thbghmibty of adopting modern accounting
methods (Baber & Sen, 1984; Carpenter, 1991) andicems’ incentive to provide
monitoring information (Baber, 1983). Therefore,pblitical competition is intense in a
country, incumbent politicians are likely to facgraater threat of removal from office, while
voters and political competitors are also likelydemand more monitoring information. In
response, incumbent politicians are likely to adbigth-quality accounting practices that
guarantee credible and verifiable accounting inftton (Carpenter & Feroz, 1992). Thus,
high-quality accounting practices can allow theumbent politicians to better demonstrate
their political accountability and fend off poliitcompetitors, thereby increasing further the
effectiveness of decentralization monitoring mede$ras in curbing corruption. Conversely,
however, incumbent politicians are also likely mopede the adoption of modern accounting
practices or enforcement mechanisms to defeat thepose, especially in countries with
deeply rooted political connections and vote-buysujemes (Cruz, Keefer, & Labonne,
2016; Kramon, 2016; Singer, 2009; World Bank, 201i)this case, the resulting weak-
guality accounting practice can provide opportesitior incumbent politicians to withhold,
disaggregate or manipulate monitoring informatiorconceal their rent-seeking behaviour,
which can weaken the role of decentralization nwimg mechanisms in reducing

corruption.

Second, studies have emphasized the impact oftmregpand monitoring incentives of
bureaucrats and appointed officials. Bureaucratgdyme, control and have unfettered access

to monitoring information, and, at the same tinfeyt can also influence the adoption and
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application of high-quality accounting practicesir@@x & Shields, 1993; Ingram, 1984;
Zimmerman, 1977). If the benefits (e.g., promoti@tognition or wages) outweigh the costs
of monitoring politicians (e.g., being fired or deted), bureaucrats have greater incentive to
provide monitoring information to voters and pal#i opponents (Zimmerman, 1977). This
argument is consistent with the finding that cselrvice pay, and corruption are positively
correlated (Van Rijckeghem & Wader, 2001). Simyaif a country has strong accounting
controls and audit mechanisms (Baltaci & Yilmaz0@0 Giroux & Shields, 1993), the
bureaucrats’ reporting incentives are likely to dreater, as the bureaucrats have minimal
control over monitoring information and are thusrendikely to be willing to share this
information with voters and political opponents.eféfore, if decentralization increases the
bureaucrats’ reporting and monitoring incentiveshat local level (Fisman & Gatti, 2002;
Tabellini, 2000), we should expect this to be meiffective in countries with a high-quality

accounting practice than in those with a weak-dyaliactice.

Third, the press has been shown to have an ineetativnonitor politicians and to play an
important role in promoting good governance androdimg corruption by raising awareness
about the impact of corruption and by investigatargl reporting incidences of corruption
(see e.g., Brunetti & Wader, 2003; Charron, 2008&ille, Haque, & Kneller, 2007b;
Stapenhurst, 2000). A strong press can, thereiofleence the level of disclosures because
the press can demand more information to meet tm@nitoring incentives or because
politicians may be willing to provide informatiors aa self-defence mechanism (Ingram,
1984) or to implement laws that enhance informa#ocess (Berliner & Erlich, 2015). As a
result, the press can not only help reduce votetsl information cost of monitoring
politicians but also increase the cost of corrughdviour for the politician or bureaucrat

(Lessman & Markwardt, 2010).
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Furthermore, it is also evident that publicizingc@anting information, such as audit
reports, can influence the electoral performanceinocimbent politicians and that the
likelihood of losing office increases even more wtlibere is extensive coverage of such
information in local newspapers and radio statif@estas-Pérez, Solé-Ollé, & Sorribas-
Navarro, 2012; Ferraz & Finan, 2008; Larreguy, shatl, & Snyder Jr, 2014). As Brender
(2003) suggests, changes in the political enviraimenforcement of audit and financial
reporting requirements, and the status of local immedn in combination determine the
likelihood of re-election during sub-national eleos. In contrast, however, a weak press
makes it easy for corrupt politicians to defledtdlehor suppress incriminating information to
avoid public scrutiny, thereby resulting in wealatity accounting practices and high
information costs (Charron, 2009; Zimmerman, 19F0y. example, politicians can weaken
the monitoring role of the media by offering bribes lucrative government-related
advertising contracts (di Tella & Franceschelli,120 World Bank, 2017). Thus, if
monitoring mechanisms are more effective in coestiwith a free press, we should expect
the impact of decentralization to be greater irséhoountries that also have a high-quality

accounting practice.

Finally, the strength of professional accountingl government institutions can impact
the quality of a country’s accounting system. husibnal pressure from well-organized
professional and government institutions, the etloical process of participating in
professional activities, and the prestige gainedfparticipating in compliance programmes
or financial reporting practice awards (CarpenteF&oz, 2001; Evans & Patton, 1983) are

all likely to influence both the adoption of innaw& accounting practices and the level of
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disclosure? Similarly, a strong central government and indeleen oversight agencies, such
as supreme audit institutions, anti-fraud agenaresthe office of the ombudsman, are likely
to exert more pressure on decentralized governmants to demand accountability
information (World Bank, 1997, 2001; Santiso, 2008)I of these can reduce voters’

information cost and increase the effectivenessectntralization monitoring mechanisms.

In contrast, however, countries with weak profesasioaccounting and government
institutions are likely to have weak monitoring rhanisms, thereby increasing the
information cost of monitoring politicians. In sucbuntries, there is a high probability that
professional misconduct is not sanctioned, thatdris covered up through manipulation of
records and that these institutions can also bengied in networks of corruption (Neu et al.
2013a; Nielsen, 2003). Therefore, because mongonrechanisms can be intensive in
countries that have strong professional accourdimgy government institutions, again, it is
likely that the impact of decentralization is geyain those countries that also have high-

guality accounting practices.

Taken together, all the above arguments suggestthigaimpact of decentralization
monitoring mechanisms can be more effective in toes with high-quality accounting
practices than in those with weak-quality accounfmactices. Thus, the hypothesis to be

tested is

Hypothesis:. Decentralization has a more positive influence reducing corruption in

countries with a high-quality accounting practidert in countries with a weak-quality

2 For example, the Certificate of Achievement forc&lence in Financial Reporting Program in the
US (http://www.gfoa.org/cafr); the Public Finance nnbvation Awards in the UK (
http://www.publicfinanceawards.co.uk/2017-winnersthd Public Sector Financial Management Awards in
Canada (https://www.cpacanada.ca/en/connectingiand/awards/public-sector-financial-management-
awards ).
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accounting practice: that is, the impact of de@attion on reducing corruption increases

with the quality of the accounting practice in aictyy.

4. Research design

4.1 The data

4.1.1 Variables description

The sources of the data used and how each varsmbleasured are outlined in Table 1.
Our key dependent variable is the Transparencymrat®nal (T1) Corruption Perception
Index (CPI), TICPI, which ranks countries in terms of the perceivedels of corruption
among public officials and politicians (Transpangnaternational, 2016). Countries are
ranked on a scale of 0 to 100, with high scorescaiohg less corruption and low scores
indicating high corruption. The index captures petons of business people and country
experts on the level of corruption in the publictee in the respective countries. For
robustness, we first use the International CouRisk Guide (ICRG) measure of corruption
provided by the PRS Grodp.This measure is denoteflRGCP| and has a scale ranging
from 1 to 6, with low values representing high aption. We then use the worldwide
governance indicator for control of corruption, guoed by Daniel Kaufmann and Aart Kray
(World Bank, 2015). This corruption variable is edbated aswBCPI and has a scale
ranging from -2.5 to +2.5, with low values reprdsemweak governance and vice versa. To
allow a comparison with previous studies and betwestimates, the three corruption

measures are rescaled to values ranging from @ @mguption) to 1 (less corruption).

13 Details about the ICRG data are available at Hitipsw. prsgroup.com/explore-our-

products/international-country-risk-guide/
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To measure the quality of the accounting practica country, we use an index produced
by the World Economic Forum that captures percepgtiabout the strength of financial
auditing and reporting standards (World EconomitufRg 2015). These data are part of the
Executive Opinion Survey of the World Economic Farand captures the opinions of
business leaders in approximately 141 countfiéEhis measure is denotdeARP, with a
scale ranging from 1 (poor) to 7 (best). The Watinomic Forum index has been used in a
series of accounting studies (e.g., Karaibrahim@&lGangarli, 2016; Kaya & Koch, 2015;
Wysocki, 2004). In addition, we take into accourg accounting systems in a country using
two measures: (1) an indicator variabd& CTBASISthat takes the value O if a country uses
a cash basis or a modified accrual accounting systed the value 1 if it uses an accrual
basis of accounting; and (2) an indicator varialhf§ASADOPTIONthat takes the value 1 if
the country has adopted IPSAS as a basis of pabtitor financial reportingndtakes the
value O otherwise. These two variabl8& CTBASISand IPSASADOPTIONare extracted
from a detailed report produced by IFAC on accayn8ystems and IPSAS adoption across

countries (IFAC, 2016).

There is an inconclusive debate on what constitdesentralization and how to
measure the degree of decentralization in a coupstgy, Schneider, 2003; Treisman, 2002;
World Bank, 2001). Decentralization can take thi#kerent forms, namely, fiscal, political,
and administrative, and these forms might haveedsfit impacts on socio-economic
outcomes (Treisman, 2002). To measure the degreeasntralization in a country we use
the share of subnational expenditure in total govent expenditureEXPENDITURE and

the share of subnational revenue in total governmeenue REVENUE. The two measures

* The Global Competitiveness Report provides a smatpsf a country's productivity and its potential
to achieve sustainable levels of prosperity andwvtrpand the report is commonly used by policymaker
business executives, and academics.
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are commonly used in the literature and are takem fthe IMF’'s Government Finance
Statistics (IMF, 2016). For robustness, we use ethralternative measures of
decentralization—fiscal, administrative and poétie-recently produced by Ivanyna and

Shah (2014).

[INSERT TABLE 1 SOMEWHERE HERE]

Although accounting and decentralization have sdpbr been shown to be important
right-hand side variables in corruption analysesumber of other variables have also been
found to be important determinants of corruptioalldwing the literature, we include these
control variables to mitigate omitted variable bigsst, we control for the size of a country,
using two variables, namely, government expenditaea share of the GDP and the log of
the population, due to the following reason: laggeintries are also likely to be highly
decentralized and it is possible that our modelhin@apture the impact in such countries of
low public services per capita, which may forcezens to engage in corruption in order to
more quickly receive essential public services @me, 1997; Fisman & Gatti, 2002).
Second, we control for a country’s degree of opssnesing the share of imports plus
exports in the GDP. In the absence of this varjable results can be contaminated since
countries with high-quality accounting practices also likely to be more open and
competitive—as they can attract larger foreign aiiavestments—and are thus less corrupt

(Ades & di Tella, 1999).

Third, we include the log of the gross domesticdpici per capita (in 2005 Dollar) to
control for a country’s level of economic developmeCountries with a high GDP per capita
are likely to have strong institutions and accaumtiraditions, which counteract corruption

(Ades & di Tella, 1997), and our accounting proande capturing this effect. Fourth, we
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control for a country’s degree of ethnolinguisti@dtionalization, which captures the
likelihood that two individuals picked randomly fmoa country's population will belong to
different ethnic groups. In our results, this vakgacontrols for the likely impact of ethnicity
on corruption (Maruo, 1995) since decentralizai®also typically promoted as a means of
addressing ethnic fractionalization. Fifth, becaa®eess to information can inhibit the
monitoring of public officials, we control for a antry’s degree of press freedom. As noted
earlier, this variable can explain variations inrraption and is also correlated with
decentralization (Lessman & Markwadt, 2010). Fialising Hofstede’'s (2011) cultural
dimensions, we control for two dimensions of cudtunamely, the degree of power
dispersion and individualism in a country, follogiklouge and Monem (2016) and Kimbro
(2002), because in large power distance countiesacceptance of a hierarchical order and
distinct socioeconomic classes can promote coonpas appointed officials might feel that

they are entitled to personal benefits (Getz & éatia, 2001).

4.1.2 Descriptive statistics

The summary statistics for the variables are reygom Table 2 and 3. In line with the
literature (see e.g., Enikolopov and Zhuravskay#)72 Freille et al., 2007a; Lessman and
Markwardt, 2010), our sampling strategy was toudel as many countries as the data could
allow. Because we collated our variables of inteaesl control variables from different data
sources and these variables are not observallenie countries we ended up with a dataset
that has representative samples of up to 128 deantwith varied socioeconomic

characteristics> These restricted samples are consistent with these in the literature,

!> The 96 countries in our main sample that do neehaissing values for both the accounting practice
and expenditure decentralization measures includama, Argentina, Australia, Austria, Azerbaijdghrain,
Bangladesh, Belgium, Benin, Bosnia and HerzegovBwljvia, Botswana, Brazil, Bulgaria, Burkina Faso,
Cameroon, Canada, Chile, China, Colombia, Costa,R@roatia, Cyprus, the Czech Republic, Denmark,
Dominican Republic, Ecuador, El Salvador, EstoRialand, France, Germany, Guatemala, Greece, Hasdur
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comprise both developed and developing countried, &e not an issue to our research
approach; on the contrary, they permit us to camwy robustness tests, using different
specifications, and to compare our results witdifigs in previous studies. From Table 2, we
can see that the means of both the Transparenesn&tional TICPI) and the World Bank
(WBCPI)corruption indices equal to 0.46, while that of t&&RG (CRGCPI)is 0.48, which
is 20 basis points higher but is not significardifferent from theTICPI (t= -0.9153, p=
0.3626) or theNBCPI ( t= -1.1682, p= 0.2459). Thus, we should expectresults to be
consistent, regardless of the measure used. Oal@a el to 7, on average, the measure of

the accounting practic&ARP) is 4.72, with a standard deviation of 0.91.

Approximately one-fifth of the countries in our galeuse an accrual basis of accounting,
while more than one-third have adopted IPSAS asptieéerred framework for financial
reporting. The data shows that the average shavetbfsubnational government expenditure
to total government expenditure and subnationaleguwent revenue to total government
revenue is approximately 20 percent. However, tlageetwo noticeable outlier countries in
our sample, namely, the United Arab Emirates andn&hin which their degree of
expenditure decentralization is 83% and 80%, raspdg. In addition, the United Arab
Emirates has an unusual 100% degree of revenuentdaceation. However, our results
remain virtually unchanged whether we include arleste these two outlier countries or any

other country in our sample.

[INSERT TABLE 2 SOMEWHERE HERE]

Hungary, Iceland, India, Indonesia, Ireland, Isrdglly, Jamaica, Japan, Jordan, Kazakhstan, Kekgega,
Rep., Kyrgyz Republic, Latvia, Lesotho, Lithuaniajxembourg, Macedonia FYR, Madagascar, Malawi,
Malaysia, Mauritius, Mexico, Mongolia, Morocco, Metlands, New Zealand, Nicaragua, Norway, Pakistan,
Panama, Paraguay, Peru, Philippines, Poland, RbrtiRgmania, Russian Federation, Senegal, Serlmgals
Republic, Slovenia, South Africa, Spain, Sri LanBayeden, Switzerland, Tanzania, Tajikistan, Thal)arhe
Gambia, Trinidad And Tobago, Tunisia, Turkey, Uganthe United Arab Emirates, the United Kingdong th
United States, Uruguay, and Zimbabwe.
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Table 3 reports cross-tabulations of the meansoafuption for different groups of
countries and provides a first look at the possiblationships between our key variables. A
likelihood-ratio test of the null hypothesis of @fjicorruption means for these different
groups of countries are also reported. In Panetointries are split by the quality of their
accounting practice Weak FARP, Mid_FARPand High_ FARB and by the degree of
expenditure and revenue decentralization (low, rhigh)® The results clearly show that
among countries with a high-quality accounting pcag corruption means are significantly
different and increase with the degree of expenglidecentralizationHigh_FARB; for
countries with low degrees of decentralization,dbgruption mean is 0.53, and this increases
to 0.76 for countries with high degrees of decdiz@mdon. In contrast, the means of
corruption are not significantly different for cdues with either weak\Weak FARFP or

mid-quality Mid_FARB accounting practices.

For revenue decentralization, among countries wiid- (Mid_FARBP and high-
quality High_FARB accounting practices, the corruption means ageifgtantly different
and increase with the degree of decentralizatioidnel B, countries are split by the quality
of the accounting practice and the accounting fiaonks (accrual basis and IPSAS
adoption). We find that among countries with mide digh-quality accounting practices but
not in countries with weak-quality practices, cgtian means are significantly different
between countries that have adopted accrual adogusystems and those that have not.
Corruption means are not significantly different émuntries that have adopted IPSAS and
those that have not, regardless of the strengtih@faccounting practice. Overall, the

corruption means in countries with weak-qualityagotting practices are ambiguous.

16 We also checked this three grouping of countrigisgian exploratory cluster analysis (with K=3)
based on the three key variables of interest instwdty (corruption, accounting practice, and deedination).
The results are from this cluster analysis areisters with our grouping approach.
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[INSERT TABLE 3 SOMEWHERE HERE]

In addition, shown in Figure 1 in a scatter plothniitted lines, the Transparency
International measure of corruptioICPI) is plotted against both the measure of
expenditure decentralization and that of revenuekealization. As in Table 3, in order to
examine the effectiveness of the decentralizationitaring mechanisms, using the variable
FARP, countries are ranked and split into three groupghie quality of their accounting
practice. In the scatter plot, countries with a kvgaality accounting practicé\(eak_ FARP)
are indicated by circles and a dotted line withheéas those with mid-qualityMid_ FARP)
are indicatedby multiplication signs and a continuous line; ahdse with high quality
(High_ FARP)are indicated by diamonds and a line with smafihea. Again, from this
figure, it is likely that the effectiveness of datralization monitoring mechanisms in curbing
corruption depends on the quality of the accoungragtice in a country. Regardless of the
type of decentralization, countries with a highdgyaaccounting practice are mainly in the
upper part of the two graphs in Figure 1, thosdnwmnid-quality are in the middle, and those
with weak quality are in the lower part of the figuMost importantly, Figure 1(a) suggests
that among countries with a high quality of accoumtpractice, the effectiveness of
monitoring mechanisms increases with the degreehef decentralization expenditure.
However, among countries with either a mid- or weqaklity accounting practice, the degree
of decentralization expenditure has a minimal impawc the effectiveness of monitoring
mechanisms. Similarly, Figure 1 (b) suggests tha¢ effectiveness of monitoring
mechanisms increases with the degree of revenuenttabzation among countries with a
high- and a mid-quality accounting practice butigal with respect to the degree of revenue

decentralization, in those countries with a weakhtyi practice.

[INSERT FIGURE 1 SOMEWHERE HERE]
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4.2 Empirical approach

In our analysis, we employ a lagged structure efdapendent and independent variables.
For the dependent variable, we use averages fopé¢hed 2010 to 2015, while for the
independent variables, we use averages for longaudlata, covering the period 2000 to
2009, or cross-sectional data reported duringghrsod. This approach has been used in the
literature to handle data gaps and to address enédy problems (see e.g., Fisman & Gatti,
2002; Lessman & Markwadt, 2010). We use four nestedels to examine the influence of
the quality of an accounting practice on the relahip between decentralization and
corruption. To permit a comparison with previousidgts that analyse the impacts of

accounting and decentralization separately, werins the following three models:

CORRUPTION; = a + BFARP; + 5CONTROLS; + ¢;, (1)

CORRUPTION; = a + yDECENTRALIZATION; + 5CONTROLS; + &;, 2)

CORRUPTION; = a + PFARP; + yDECENTRALIZATION;

+ SCONTROLS; + ¢, (3)

where the dependent variabl@ORRUPTIONIs the corruption perception index for country
I, with high values representing less corrupti&i#RP is a measure of the quality of
accounting practice, whileDECENTRALIZATIONis a measure of the degree of
decentralization (either expenditure or revenue edealization) in a country; and
CONTROLSIs a vector of country characteristics, as usedaoth the accounting and

decentralization strands of literature.

To test our complementarity hypothesis, we thetuae an interaction term between

the variables accounting and decentralization. r@priately capture the interactive effect
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of these two variables, we transform the continumesisure of accounting to three dummy
variables, by ranking and splitting countries irtkwmee groups, as described earlier. The

regression model is:

CORRUPTION; = a + y,DECENTRALIZATION; + B,Mid_FARP; + B,High_FARP;

+ y,(Mid_FARP; Xx DECENTRALIZATION;)

+y3(High_FARP, x DECENTRALIZATION;)

where Weak_FARPMid_FARP andHigh_FARPare dummy variables equal to one if a
country is categorized as having a Weak _, Mid_ ighHFARP and equal to zero otherwise.
Countries with a weak FARP are the reference griid. FARP x Decentralizationand
High_FARP x Decentralizatioare interaction terms, and the other variablesaamescribed

before.

Our focus in equation 4 is on the coefficient estiesy,, y,, andy;, which represent
the differential impacts of decentralization in nties with weak, mid and high scores of
FARP. We predict that the coefficient estimatge should be negative—implying that
decentralization is associated with more corruptignshould be either negative (but higher
than y;) or positive—indicating that aFARP increases the benefits gained from
decentralization in reducing corruption; and theffioient estimate/; should be positive but

with a higher magnitude thgn—again, indicating the incremental decentralizatiemefits
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gained with a greater quality of accounting practicThe impact of decentralization should

be an increasing function of FARP so thak y; +y, <y; +vs.

Although the lagged structure of our dependent iaddpendent variables can help
mitigate endogeneity problems, a major concerna# ho establish causal relationships
because corruption and the determinants of coonare interlinked (see e.g., Arikan, 2004;
Everett et al., 2007; Lessman & Markwardt, 2010heCendogeneity issue in the above
equations exists in the relationship between thels¢eof corruption and the quality of the
accounting practice. As discussed earlier, it ssomable to suspect that corrupt political
actors might block the adoption of modern accognsystems that guarantee a high-quality
accounting practice, as this will reduce the roonmianipulate accounting information and
opportunities for rent seeking. Thus, the directiddrcausality might run from corruption to
the quality of the accounting practice in a courangl not to the reverse. To address this, an
instrument is required that can affect the qualditghe accounting practice in a country and
not the level of corruption. The origin of the léggstem of a country is one such instrument,
which has been found to determine the accountirgferys and the level of market
transparency in a country (Ball, 1995; Nobes, 1998¢ use three dummy variables that
represent countries whose legal origin is eithemmon law, civil law or a mixture of
different laws. This variable has also been useahasstrument for decentralization (Fisman

& Gatti, 2002).

Another endogeneity issue with our analysis corgetme possibility that national
political actors can frustrate decentralization,stoeld their ability to extract rents since
decentralization reduces the resources at thepod& (see e.g., Fisman & Gatti, 2002;
Lessman & Markwardt, 2010). The direction of cawsatmight run from corruption to

decentralization; it is possible that reduced quram is driven by other political and
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economic changes and not necessarily as a resultecéntralization (Bardhan, 2002).
Therefore, the degree of decentralization is datexdhby corruption and not the reverse, as
we would ideally expect. Again, we need an instminthat can affect the degree of
decentralization in a country but not the levelcofruption. Following the literature, we
choose an instrument for decentralization, usirg lbg of the surface area because the
geographic size of a country determines the degireecentralization and has no impact on
the level of corruption in a country (Arikan, 200Eyerett et al., 2007; Lessman &

Markwardt, 2010).

5. Empirical results

Table 4 presents our main results in which we relpoth the OLS and 2SLS regression
estimates for comparison. In Column (1), we regm@ssuption against the proxy for the
quality of an accounting practice in a country aheé control variable-REEPRESS,
GDPPC, GOVCONEXP, POPULATION, OPENNESSIETHNOFRAG The results show
that the accounting proxysARP, is positive and highly significant, in line withe findings
in Kimbro (2002) and Houge and Monem (2016). Amahg control variables, only
FREEPRESSnd GDPPC are significant. In Column (2), we replace thecagting proxy
with the degree of expenditure decentralizatiora inountry and include the above control
variables. This variable, expenditure decentrabratis also highly significant and is
consistent with the findings in previous studiesy.(eKyriacou & Roca-Sagalés, 2011a;
Lessman & Markwardt, 2010). The results for thetemnvariables remain unchanged, but
the variableGOVCONEXPbecomes significant at the 10% level when compacethe
results in Column (1). In Column (3), we bring tdge in one regression our key
independent variables—accounting practice and edpee decentralization. These two

variables remain virtually unchanged, suggestiraj tioth have independent influences on
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corruption. In fact, the explanatory power of thegression increases by 7% and 9%, when

compared to the model results in Column (1) andré®pectively.

Next, we interact the proxy for accounting practemed the degree of expenditure
decentralization in Columns (4) and (5). The resultColumn (4) show that the net effect of
expenditure decentralization is positive and sigaift among countries with a mid- and
high-quality accounting practice. However, the ictpaf expenditure decentralization is
negative but insignificant among countries with @a-quality accounting practice. Turning
to the 2SLS regression results reported in ColuB)nwe can see that the magnitudes of the
impact of decentralization increase across theetgreups of countries and that the levels of
significance also increase for countries with weakd mid-quality accounting practices. This
finding remains unchanged, even when we include iateraction term between
decentralization and press freedom, in line wittsdmean and Markwardt (2010). These
results support our complementarity hypotheses e that the quality of accounting
practice in a country influences the impact of ex@dization in reducing corruption. The
impact of expenditure decentralization is -0.26&auntries with daVeak FAR; however,
the incremental effect of decentralization is 0.46800 — -0.268) in countries with a

Mid_FARPand is 1.031 (0.763 — -0.268) in countries withigh_FARPR

[INSERT TABLE 4 SOMEWHERE HERE]

The results for revenue decentralization are repoirt Columns (6) to (9) of Table 4
and are similar to the expenditure decentralizagstimates. When analysed separately, the
revenue decentralization variable is positive aigthlly significant, as shown in Column (6).
In the regression in which we include the proxiesthe quality of accounting and revenue

decentralization in one model, Column (7), we fihgése two variables are positive and
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highly significant. The estimates with interacti@nms between revenue decentralization and
the three dummies for the quality of accountingcpica are reported in Column (8) and (9).
The results reported in Column (8) show that amoagntries with aWeak FARP the
impact of revenue decentralization is negative contrast, among countries with a high-
qguality accounting practice, the impact of revemaeentralization is positive and highly
significant and among countries with a mid-qualjyactice, the impact of revenue
decentralization is positive but insignificant. Ttresults for the 2SLS regressions shown in
Column (9) increase in magnitude and level of digance. Again, these results support our
complementarity hypotheses. The impact of reveregemtralization is -0.265 in countries
with a Weak FAR; however, the incremental effect of decentralmats 0.441 (0.176 — -
0.265) in countries with #id_FARP and is 1.011 (0.746 — -0.265) in countries with a

High FARPY’

To better demonstrate the above complementaryteffégure 2 plots the predicted
probabilities of corruption against the incremerdafrees of decentralization for the three
groups of countries split by the quality of accangtpractice. The predictions are based on
the 2SLS estimates in Column 5 and 9 of Table 4inMSigure 1, we can see that countries
with a high-quality accounting practice are preduaenily at the top, followed by those with
mid-quality, and that those with weak quality atehee bottom. Figure 2 (a) shows that the
impact of the degree of expenditure decentralipabio reducing corruption increases sharply
among countries with a high-quality accounting pc&cand increases slightly in those with a
mid-quality accounting practice. In contrast, thepact of expenditure decentralization on

reducing corruption decreases in countries with @akaquality accounting practice.

7 Considering that the distribution of our measurdecentralization suggests that a linear regressi
might not be appropriate, as depicted in Figurevd,checked our results using a log transformatibthis
variable. The results from this robustness testansistent with the results reported in Table d are available
from the authors.
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Similarly, Figure 2 (b) shows that the impact overue decentralization on reducing
corruption also increases sharply in countries vaithigh-quality accounting practice and
increases slightly in those with a mid-quality dn# decreases in countries with a weak-
guality practice. The predicted probabilities ofroption are significantly different across the

three groups of countries (weak, mid- and high-tyiakcounting practicesf.*
[INSERT FIGURE 2 SOMEWHERE HERE]

In the results reported in Table 5, we include todal variables that may be
correlated with both our key variables of interest corruption. First, we include two
indicator variables to control for the impact oétaccounting system adopted by a country,
ACCTBASI&NdIPSASADOPTIONAS shown in Table 3, corruption means are sigarftly
different between countries that use a cash-basés those that use an accrual-basis
governmental accounting system. In addition, algfousupranational organizations
recommend the adoption of IPSAS in the belief tha can help increase transparency and
accountability, Table 3 suggests that there isignificant difference in corruption means
between countries that have adopted IPSAS and thaséave not. It is possible that some
countries that opt not to adopt IPSAS already havaace better and more comprehensive

public sector accounting standards (Chan, 2006ur@o (1) to (4) of Table 5 report the

'8 For robustness, we replayed the results reporie@alumns 4, 5, 8 and 9 of Table 4 without
transforming the continuous measure of accountingctite into three dummies. The results from this
robustness test are similar to those reported ibleT&. In addition, a plot of the marginal effect o
decentralization on corruption at three repressatatalues of accounting practice (that is, atitean of the
estimation sample (4.86), two standard deviaticgleve the mean (3.16) and at two standard deviatdiwe
the mean (6.56)) reveals fitted lines that are isbest with those reported in Figure 2.

19 Additionally, to interpret the incremental R-sqeiaralues appropriately, we fitted nested models
without transforming the accounting practice indexa categorical variable with three dummies. Wenth
carried out Wald tests to compare the models withraction terms to those without by sequentiatigiag
blocks of variables including the measures of anting practice, decentralization and an interactemm of
these two variables to a baseline model with cdntesiables only. The F Statistics derived from sthe
comparison tests show that the blocks of variafifedividual variables) in these nested models drgitly
significant and that each block of variables (indiial variables) increased the R-square signiflgaithese
results are available from the authors.
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estimates that include the accounting basis andIRI$AS adoption dummy variables.
Overall, the results for both the OLS and 2SLS esgions show that the accounting basis
dummy variable is significant and positively asasteil with less corruption but that the
IPSAS adoption dummy is negative and insignificAhbreover, the inclusion of these two
variables increases the magnitudes and levelgoifgiance of the interaction terms between
our two decentralization measures and the quafitthe accounting practice. The control
variables remain unchanged when compared to thdtses Table 4. These results lend

further support to our complementarity hypothesis.

[INSERT TABLE 5 SOMEWHERE HERE]

Additionally, in the results reported in Column$a58 of Table 5, we include two of
Hofstede’s cultural dimensions, namely, power disgaand individualism, following Kimbro
(2002) and Houge and Monem (2016). As mentionelieeaa country’s culture is not only
associated with fiscal decentralization and thepido of modern accounting practices but is
also linked with corruption. Across all specificats, the power distance variable is negative
and significant, while the individualism variabgepositive but insignificant. When compared
to the OLS results in Columns (1) and (3), the @ésults in Columns (5) and (7) show that
these two variables increase the interactive impéatiecentralization and an accounting
practice, except in the case of revenue decerdtaliz in countries with a mid-quality
accounting practice, in which the interactive intpat decentralization and an accounting
practice decreases. In the 2SLS regression essrmma@olumns (6) and (8), the magnitude of
the impacts of decentralization decline slightlyt the negative impact of revenue
decentralization increases among countries with eakwguality accounting practice.
Surprisingly, the inclusion of these two culturanénsions eliminates the impacts of press

freedom and population, reduces the impact&DPPC and GOVCONEXR and increases
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the impacts of the variableACCTBASISIPSASADOPTION and OPENNESS Another
important observation is that we now cannot rejeetnull hypothesis that our key variables

of interest are exogenous, based on Wooldridgéissipendogeneity tesf.

Next, for robustness, we check further several gitde issues with our analysis and
the consistency of our results, using different soe@s of corruption and decentralization and
a different econometric approadh.The first issue that we check is the consisterfcyup
results, using two alternative measures of coroumptthe International Country Risk Guide
Corruption Perception IndexRGCP) and the World Bank Corruption Perception Index
(WBCP). The results reported in Table Al of the Appendbe consistent with those
reported in Columns 5 and 8 of Table 5 and suppartgeneral conclusions. Indeed, when
compared to the results in Table 5, the magnitugled in some cases the levels of
significance increase for our key variables andrtlimeraction terms in both sets of
regressions. Th€CRGCPI regressions coefficients have high magnitudes,tiveitmodels
have low explanatory power; however, iIMBCPIcoefficient estimates fall in between those
of the TICPI in Table 5 and thé¢CRGCP| with moderate explanatory power. Thus, these
results support and reinforce our conclusion tihat quality of accounting practice in a

country increases the decentralization benefits.

Second, because most corruption indices are eaBgsicores in which countries are
ranked as most corrupt or less corrupt, we cheattlven the way our dependent variable is

measured might bias our results and whether intteedorruption index can be considered to

% For robustness, we also used CIFAR’s financialestent standards general index, with a scale
ranging from 1 (poor) to 100 (best). This compositgex is derived from scores based on the inctusio
omission of ninety items in the financial statensemt a selection of companies in a country. Thesmeahas
been used in various studies (e.g., La Porta, L-oee3ilanes, 1998; Kimbro, 2002). The results frins
robustness test are consistent with our main eanid are available from the authors.

L Tables and figures for the results of all robussnehecks are presented alongside the main results.
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be a continuous variable. To address this coneerryse Ordered Probit regressions to check
the consistency of our results. We transform theuption index into a categorical variable
by ranking and splitting countries into three greupy the score of corruption: a high-,
medium- and low-level of corruption. The resulte agported in Table A2 of the Appendix.
We find that countries with 8id_FARP and aHigh_FARPare less likely to have high
corruption and are more likely to have less corauptvhen compared to countries with a
Weak_ FARPConcerning the net effect of decentralization,fellbw Ai and Norton, (2003)
and calculate at different degrees of both expargliatnd revenue decentralization, the
marginal effect of AVeak FARP, a Mid_FAR&nd aHigh_FARPon corruption. Figure Al
of the Appendix shows that having a weak-qualitycoamting practice increases the
probability that a country’s level of corruptionhggh, and this probability increases with the
degree of decentralization. In contrast, havinglid FARP or aHigh_FARPincreases the
probability that a country’s level of corruption lew, and these effects increase with the

degree of decentralization.

Finally, we check whether the decentralization rmess that we use capture how
authority is dispersed across countries. It is iptsshat the share of subnational government
expenditure or revenue are not good indicatorsos¥ decision-making is decentralized to
the local level (Bardhan, 2002). As noted by Lessm@wad Markwardt (2010), for example, a
country such as France has a sub-national govetnstercture but with limited authority,
and this could imply that our results are biasedrtifermore, as mentioned earlier, our
sample size is constrained by the available datdismal decentralization indicators. For
robustness, we use a recent dataset developedabyna and Shah (2014), which increases
the sample used in the complementarity analysisrteg in Table 4 to 128 countries. The

dataset has three alternative decentralizationc@sdifiscal, administrative and political
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decentralization. For a detailed discussion on kaeh index is constructed, see lvanyna and
Shah (2014¥* Table A3 in the Appendix reports 2SLS regressitingtes, using these three
alternative decentralization measures. Among casiwith aWeak FARPwe find that
fiscal decentralization and political decentrali@athave negative impacts on corruption. In
addition, across the three models, the interacbhetween the different decentralization
measures and the accounting practice measurelaigraficant. Compared to the results in
Table 4, the magnitudes of these different deckratéon measures and their interaction
terms are generally lower. This is hardly unexpdcés some of the components of the three
decentralization measures may be capturing infaomdhat is uncorrelated with corruption.
Nonetheless, these results support our generallusoe that decentralization monitoring
mechanisms are more effective in reducing corraptio countries with high-quality

accounting practices.

6. Discussion and conclusions

Over the last three decades, supranational orgsmsahave promoted accounting and
decentralization as essential anti-corruption mecmas. The assumption is that a high-
quality accounting practice can promote financiabntools and reporting, while
decentralization can enhance democratic accouityablby facilitating continuous
consultation and a closer monitoring of politiciaasd bureaucrats at smaller units of

government. Consequently, it is believed that amting and decentralization promote

22 |n summary, the fiscal decentralization index ésived using five measures: the fraction of local

government expenditure to total government expargtitthe fraction of local government developmenaints

to total local government revenue; taxation autoyidime conditionality and predictability of intengernmental
transfers; and borrowing freedom. The administeatiecentralization index is measured by usingrénetibn of
local government employment to total government leyipent and by the degree of discretion of human
resource management. The political decentralizatimtex measures how secure the existence of local
government is, the nature of council elections, héure of executive elections and whether therdirisct
democratic participation by citizens.
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transparency and accountability in public sect@aaizations, thereby reducing corruption.
However, the two strands of literature utilisedhiitthis study separately document mixed
empirical evidence. In the accounting literaturartigularly studies concerned with public
sector accounting, some studies show that a hightguaccounting practice is associated
with less corruption (Kimbro, 2002; Houge and Mon&16; Malaguefo et al., 2010) but
other studies also indicate that accounting caititie corruption even in countries with a
presumably high-quality accounting practice (Neuwakt2013a, 2013b; Sargiacomo et al.,
2015). Similarly, there is evidence that suppdresdrgument that fiscal decentralization can
help reduce corruption (de Mello and Barenstei®12F-isman and Gatti, 2002) but findings
elsewhere also show that other forms of decenéttadiz increase corruption (Fan et al., 2009;

Freille et al., 2007a).

In an attempt to clarify further the mixed findinigsthe decentralization literature, a few
studies have considered the influence of otheruption determinants on the relationship
between decentralization and corruption (e.g., Alba & Cabrales, 2013; Lessman &
Markwardt, 2010). These studies take into accdbet complex interrelations between
different anti-corruption solutions (Hood, 1991IRp 1995) and demonstrate that the use of
multiple anti-corruption mechanisms is necessarthag complement, rather than dominate,
one another (Lagunes, 2012; World Bank, 2017). Heweto the best of our knowledge,
there is no cross-country study that investigatksther there is a plausible interrelationship
between the quality of accounting practice and ufeabzation and whether they
complement each other in reducing corruption. Quuystherefore contributes to closing this
gap in knowledge and understanding of their contbefect. Using a cross-section of up to
128 countries and multiple sources of data to erarthese relationships we argue that the

quality of accounting practice in a country playsceicial role in determining the
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effectiveness of decentralization monitoring meddras — voters’ ability to monitor and

punish the politician in the ballot box at the Iblesvel.

Overall, we find support for our key complementaritypothesis that the quality of
accounting practice in a country determines thergxto which decentralization helps to
reduce corruption in that country. Our study magesgeral contributions to the literature.
First, we extend two hitherto separate strandsitefature on the relationship between
accounting practice and corruption and the relahgn between corruption and
decentralization. To this end, when brought togeth@ne model without interaction terms,
we show that the quality of accounting practice dmel degree of decentralization in a
country are positively associated with less coioupt This result is consistent with the
findings in both the accounting (Kimbro, 2002; Heuand Monem, 2016; Malaguefio et al.,
2010) and decentralization (e.g. de Mello and Bsten, 2001; Lessman & Markwardt,
2010) corruption literature. In our case, howeteese two variables in combination explain
more variations in the data than documented invtloestrands of literature, and this indicates

that models that do not include the two variablesliiely to be miss-specified.

Second, as discussed in section 2, there is angeargeconsensus in the literature that
decentralization is a complex and multifaceted phegnon. In this regard, several studies
have documented the impact of other mechanisms lmn relationship between
decentralization and corruption (e.g. Enikolopod &huravskaya, 2007; Freille et al., 2007a;
Lessman and Markwardt, 2010). Our paper builds loesd studies by showing that
decentralization only has a positive and an inengaset effect in reducing corruption in
countries that have a high-quality accounting pecactout it has a negative and decreasing
influence in reducing corruption in those that hawseak-quality accounting practice. These

results remain unchanged even when we include &raction term between fiscal
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decentralization and a measure of press freedonssfthen and Markwardt, 2010).

Additionally, we find that countries with accrualc@unting systems and low power distance
culture are less likely to be corrupt and thatiti@dusion of the two variables increases the
net effect of decentralization and reinforces ammplementarity hypothesis. However, in our
analysis adoption of IPSAS has no influence onugiion. Our results are robust whether we
use alternative measures of corruption, accourgingdecentralization, different econometric

approaches, and different model specifications.

We conclude that the information role of accountisgcrucial for increasing the
effectiveness of decentralization monitoring mecdras, as it minimizes information
asymmetry between political actors and voters aalldtevels, thereby increasing political
accountability and reducing corruption. Our resulteggest that governments and
supranational organizations should focus more tttenon strengthening the quality of
financial reporting standards in order to maxintlze benefits of decentralization in reducing
corruption. The results buttress the commitmeneémtdg made by world leaders to develop
high-quality financial information to make instikohs become more transparent, accountable
and trusted (World Bank, 2018). The finding thab@ttbn of accrual basis accounting
systems has a positive influence on reducing ctiombut that the adoption of IPSAS has
no influence on corruption justifies the positiaken by IFAC of recommending a cash-basis
IPSAS as a transitory measure and not as an enddbiyas countries work towards adoption
of the full accrual accounting IPSAS. Similarly,chese political connections are inevitable
and are likely to be more extensive at local levelgr results suggest that politically
connected firms should adopt high-quality accounpractices in line with the International
Accounting Standards Board (IASB) recommendationsimall firms to adopt IFRSs for

Small and Medium Enterprises (SMESs). This can allioms that do not unduly exploit their
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political connections to demonstrate financial mipg transparency and to enhance their
credibility, thereby increasing firm valuation awlécreasing financing costs (Guedhami,

Pittman, & Saffar, 2014).

In our analysis, however, we do not explicitly tedgtether there could be a link between
the quality of accounting practice with democréiaa a free press, bureaucrats’ incentives,
and the strength of professional and governmeriitutisns. Future research can explore
these relationships and their impact on corruptidmese factors, in the words of Johnston
(2014), are likely to ‘increase pluralism’, ‘opemp wsafe political and economic space’,
increase ‘reform activism’ and help ‘maintain acctability’ (p.47-48). Additionally,
because socioeconomic and cultural factors acnodsaahin countries influence the scope
and nature of decentralization and accounting m&ctthe effectiveness of monitoring
mechanisms and the quality of accounting infornmatice likely to vary and so would their
impact on corruption. It might, therefore, be maslag to generalize the results of this study.
In line with recent individual country case stud{esy. Neu et al., 2013; Sargiacomo, 2015),
future research can exploit within-country variaBo to investigate further the
interrelationships between different determinaritsasruption and hence link their findings

with existing cross-country evidence.
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Tables

Table 1
Data sources and description of the variables.
Variable Definition Year Source
Corruption measures
TICPI Transparency International Corruption Perceptiatein(0 = 1990- Transparency
highest corruption; 10 = absence of corruption).celesl to 2014 International
0 (high) to 1 (low)
ICRGCPI International Country Risk Guide (ICRG) corruption 1984- ICRG
measure (1 = highest corruption; 6 = absence otipton). 2016
Rescaled to 0 (high) to 1 (low)
WBCPI World Bank corruption measure (-2.5 = highest cafanp ~ 1990- World Bank
+2.5 = absence of corruption). Rescaled to 0 (high) 2014
(low)
Accounting measures
FARP An index that measures the strength of financiditamg and 2006- World Economic
reporting standards in a country [1 = extremely;|@vw 2015 Forum
extremely high]
ACCTBASIS A categorical variable that takes the value Odbantry uses 2007 IFAC
a cash basis or a modified cash-basis accountstgrayand
the value 1 if it uses an accrual basis of accogrgystem
IPSASADOPTION A categorical variable that takes the value 1dbantry has 2007 IFAC
adopted IPSAS as a basis of financial reportingtakes the
value 0 otherwise
Decentralization
measures
EXPENDITURE The share of subnational government expendituréstah 1980- IMF GFS
government expenditures 2015
REVENUE The share of subnational government revenueséh tot 1980- IMF GFS
government revenues 2015
Control variables
POPUL The log of the population World Bank WDI
GDPPC The log of the Gross Domestic Product per capi0ibb 1996- World Bank WDI
dollars 2014
GOVCONEXP Government consumption expenditures as a shateoft  1996- World Bank WDI
GDP 2014
OPENNESS Imports plus exports as a share of the GDP 1996-World Bank WDI
2014
ETHNOFRAG The degree of ethnolinguistic fractionalization higlogue
FREEPRESS The index of freedom of the press (inverted) FoeedHouse
POWDIST Hofstede’s cultural value that describes the exi@mithich Hofstede (2011)
the less powerful members of society accept, exprect
prefer injustice
INDLISM Hofstede’s cultural value that reflects the degoehich Hofstede (2011)

people in society are primarily concerned with tlosin
self-interest over that of the collective
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Table?2

Descriptive statistics

Country Count Mean Std. Dev. Min. Max.
TICPI 128 0.46 0.20 0.19 0.92
ICRGCPI 112 0.48 0.19 0.14 0.94
WBCPI 128 0.46 0.22 0.14 0.96
FARP 128 4.72 0.91 2.49 6.22
ACCTBASIS 128 0.19 0.39 0 1
IPSASADOPTION 128 0.31 0.47 0 1
EXPENDITURE 96 0.20 0.17 0.01 0.84
REVENUE 92 0.20 0.19 0.01 1.00
FREEPRESS 128 58.29 21.98 8.00 91.90
GDPCAPITA 128 12282.60 16510.71 145.49 79165.38
GOVCONEXP 128 16.47 9.52 5.08 106.27
POPULTTL (Millions) 128 48.00 162.00 0.28 1330.00
OPENNESS 128 88.99 52.57 25.17 391.34
ETHNOFRAG 128 0.42 0.29 0.00 0.97
POWDIST 73 59.96 21.30 11.00 100.00
INDLISM 73 42.59 23.69 6.00 91.00
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Table3

Cross-tabulations of corruption means by the degfdiscal decentralization and type of accounting
systems against the quality of an accounting pracfihe likelihood-ratio test is for the null
hypothesis of equal corruption means across diffegeoups of countries.

Panel A: Fiscal decentralization
Weak FARP Mid_FARP High_FARP Total LR chi2(2) p-value

Low 0.31 0.40 0.53 039 1522 0.001
o Mid 0.33 0.45 0.70 050 29.93 0.000
2 High 0.31 0.45 0.76 059 44.30 0.000
2 Total 0.32 0.43 0.69 0.49
2 LR chi2(2) 1.26 1.18 10.36
w p-value 0.533 0.554 0.006

Low 0.31 0.39 0.59 0.41 23.66 0.000
Mid 0.29 0.41 0.67 0.48 30.42 0.000
o High 0.33 0.48 0.78 0.58  40.00 0.000
= Total 0.31 0.43 0.70 0.49
3 LR chi2(2) 1.08 5.83 8.8
@ p-value 0.583 0.054 0.012
Panel B: Accounting systems

Weak_FARP Mid_FARP High_FARP Total LR chi2(2) p-value

5 Cash 0.32 0.41 0.65 0.45 80.06 0.000
£ Accrual 0.32 0.52 0.78 0.64 33.41 0.000
S E Total 0.32 0.43 0.69 0.49
S8 t-value 0.25 -2.33 -3.47
<o p-value 0.807 0.025 0.001
Not adopted ~ 0.33 0.42 0.71 0.50 83.34 0.000

c Adopted 0.30 0.44 0.66 0.48 35.75 0.000
0 S Total 0.32 0.43 0.69 0.49
5S t-value 10.26 -0.66 0.42
= ® p-value 0.799 0.510 0.675
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Table4
OLS and 2SLS regressions examining the separateankined impacts of an accounting practice arwfidecentralization on reducing corruption. Robust
standard errors are reported in parenthesis (**}tepresent statistical significance at 1%, 5%¢d 10%, respectively).

Dependent variable: Corruption (TICPI) Accounting Expenditure Decentralization Revenue Decentriadina
OoLS oLS oLS OoLS 2SLS oLS oLS oLS 2SLS
@) 2 3 “4) ) (6) ) (©)) ©)
FARP 0.080*** 0.076*** 0.089***
(0.014) (0.016) (0.015)
DECENTRALIZATION 0.227**  0.229***  -0.079 -0.268** 0.139*** 0.152*  -0.123* -0.265***
(0.053) (0.045) (0.102) (0.117) (0.052) (0.043) (0.066) (0.102)
Mid_FARP x DECENTRALIZATION 0.180* 0.300*** 0.126 0.176
(0.093) (0.092) (0.077) (0.110)
High_FARP x DECENTRALIZATION 0.468**  0.763*** 0.458***  0.746***
(0.1112) (0.142) (0.088) (0.135)
FREEPRESS 0.003*** 0.003***  0.003***  0.003**  0.002*** 0.003*** 0.003***  0.003***  0.003***
(0.001) (0.001) (0.000) (0.000) (0.001) (0.001) 0.000) (0.000) (0.001)
GDPPC 0.042%** 0.069**  0.039***  0.050***  0.039*** 0.080*** 0.043***  0.052**  (0.035***
(0.011) (0.008) (0.010) (0.009) (0.0112) (0.009) 0.009) (0.010) (0.013)
GOVCONEXP 0.001 0.004* 0.003* 0.004** 0.005** 0.001 0.001 .005** 0.007***
(0.001) (0.002) (0.002) (0.002) (0.002) (0.003) 0.002) (0.002) (0.003)
POPULATION 0.007 -0.005 -0.017*  -0.013* -0.013* 0.002 -0101  -0.003 -0.000
(0.008) (0.009) (0.006) (0.007) (0.008) (0.009) 0.007) (0.007) (0.008)
OPENNESS 0.000 -0.000 -0.000 0.000 0.000 -0.000 -0.000 0@.0 0.000
(0.000) (0.000) (0.000) (0.000) (0.000) (0.000) 0.000) (0.000) (0.000)
ETHNOFRAG 0.009 0.046 0.006 0.004 -0.030 0.041 -0.003 @.00 -0.042
(0.032) (0.039) (0.033) (0.037) (0.039) (0.039) 0.082) (0.037) (0.039)
Constant -0.586*** -0.348**  -0.202 -0.012 0.130 -0.486*** -0.312**  -0.194 -0.113
(0.139) (0.170) (0.124) (0.142) (0.144) (0.173) 0.183) (0.138) (0.152)
Shea’s adjusted partial R-Squared of first-stageessions:
DECENTRALIZATION 0.618 0.641
Mid_FARP x DECENTRALIZATION 0.579 0.504
High_FARP x DECENTRALIZATION 0.447 0.430
Wooldridge’s overidentifying restrictions test (phue) 0.266 0.178
Wooldridge’s endogeneity test (p-value) 0.012 0.007
Adjusted R-Squared 0.79 0.77 0.86 0.85 0.84 0.77 0.86 0.85 0.83
Observations 128 104 96 96 96 103 92 92 92
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Table5

OLS and 2SLS regressions examining the effect aicGounting practice and fiscal decentralizatiorreducing corruption, controlling for the impacts o
the accounting framework and Hofstede’s culturalehsions. Robust standard errors are reportedr@mibeesis (***, **, * represent statistical sigresnce
at 1%, 5%, and 10%, respectively).

Dependent variable: Corruption (TICPI) AccountinguRework Cultural Dimensions

Expenditure Decentralization Revenue Decentradinat Expenditure Decentralization Revenue Decénation

oLS 2SLS oLS 2SLS oLS 2SLS oLS 2SLS
(1) (2 (3) (4) (5) (6) (7) (8)
DECENTRALIZATION -0.127 -0.314%+ 0177+ -0.312% 0.323%*  .0380%* -0.226***  -0.288%*
(0.117) (0.118) (0.077) (0.096) (0.094) (0.116) (0.076) (0.080)
Mid_FARP x DECENTRALIZATION 0.228** 0.351%** 0.144 0.211% 0.342%** 0.331%** 0.128 0.175*
(0.104) (0.095) (0.087) (0.102) (0.085) (0.105) (0.084) (0.096)
High_FARP x DECENTRALIZATION 0.501%** 0.791%** 0.523%*  0.767** 0.646%+* 0.762%* 0.577%*  0.696**
(0.121) (0.133) (0.094) (0.119) (0.121) (0.144) (0.117) (0.127)
FREEPRESS 0.002%** 0.002%** 0.002%*  0.002%* 0.001 0.001 0.001 0.001
(0.000) (0.001) (0.001) (0.001) (0.001) (0.001) (0.001) (0.001)
GDPPC 0.045%** 0.034*+* 0.042%*  0.028* 0.035** 0.029* 0.031* 0.027*
(0.008) (0.010) (0.009) (0.011) (0.017) (0.016) (0.017) (0.016)
GOVCONEXP 0.005%** 0.005%** 0.006%*  0.008** 0.004 0.005* 0.005* 0.006**
(0.002) (0.002) (0.002) (0.002) (0.003) (0.003) (0.003) (0.003)
POPULATION -0.014* -0.015** -0.005 -0.002 -0.008 -0.008 .600 -0.002
(0.007) (0.007) (0.007) (0.007) (0.011) (0.010) (0.010) (0.008)
OPENNESS 0.000 0.000 0.000 0.000 0.000 0.001* 0.001** 000
(0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000)
ETHNOFRAG -0.001 -0.033 -0.011 -0.045 -0.056 -0.077 -0.080 -0.094*
(0.035) (0.036) (0.036) (0.035) (0.064) (0.059) (0.057) (0.054)
ACCTBASIS 0.068%** 0.073%** 0.081%*  0.096%* 0.092%+* 0.095%** 0.108%*  0.113**
(0.026) (0.023) (0.025) (0.023) (0.032) (0.028) (0.032) (0.028)
IPSASADOPTION -0.023 -0.018 -0.015 -0.015 -0.046* -0.045* 087 -0.035
(0.017) (0.017) (0.017) (0.016) (0.025) (0.022) (0.024) (0.022)
POWDIST -0.002% -0.002%+ -0.002%*  -0.002%*
(0.001) (0.001) (0.001) (0.001)
INDLISM 0.000 0.000 0.000 0.000
(0.001) (0.001) (0.001) (0.001)
Constant 0.058 0.203 -0.099 -0.024 0.250 0.319 0.139 .20
(0.144) (0.142) (0.136) (0.135) (0.268) (0.238) (0.254) (0.229)
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Dependent variable: Corruption (TICPI)

AccountinguRework

Cultural Dimensions

Expenditure Decentralization

Revenue Decentratinat

Expenditure Decentralization

Revenue Decénétion

OLS

2SLS

OLS

2SLS oLs 2SLS oLs 2SLS
1) ) 3) 4 ®) (6) (7 8
Shea’s adjusted partial R-Squared of first-stageessions:
DECENTRALIZATION 0.608 0.631 0.730 0.654
Mid_FARP x DECENTRALIZATION 0.564 0.492 0.702 0.507
High_FARP x DECENTRALIZATION 0.431 0.426 0.590 0.427
Wooldridge’s overidentifying restrictions test (phue) 0.319 0.117 0.476 0.443
Wooldridge’s robust endogeneity test (p-value) 0a.0 0.024 0.224 0.576
Adjusted R-Squared 0.87 0.85 0.87 0.86 0.84 0.83 0.86 0.86
Observations 96 96 92 92 64 64 61 61
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Appendix

Table Al

OLS and 2SLS regressions examining the impact ofwtting practice and decentralization, using
alternative corruption perception indicéobust standard errors are reported in parent(fesjs*,
* represent statistical significance at 1%, 5%, 46%, respectively).

Dependent variables International Country Risk G@deruption World Bank Corruption Perception
Perception Index Index
oLS oLS 2SLS oLsS oLs 2SLS
No interaction  Interaction Interaction No Interaction  Interaction
terms terms terms interaction  {ermg terms
terms
1) (2) 3) (4) (5) (6)
FARP 0.100** 0.101***
(0.038) (0.032)
DECENTRALIZATION 0.042 -0.777%** -0.744*** 0.137 -0.624***  -0.745**
(0.122) (0.255) (0.221) (0.094) (0.154) (0.157)
Mid_FARPxDECENTRALIZATION 0.746*** 0.686*** 0.694*** 0.801***
(0.267) (0.245) (0.172) (0.175)
High_FARPXDECENTRALIZATION 1.000*** 1.045%** 0.929*** 1.070%**
(0.295) (0.284) (0.206) (0.225)
IPSASADOPTION -0.015 -0.043 -0.045* -0.020 -0.047 -0.048*
(0.034) (0.034) (0.030) (0.030) (0.031) (0.027)
ACCTBASIS 0.037 0.088** 0.095*** 0.061 0.104** 0.107***
(0.046) (0.041) (0.035) (0.040) (0.039) (0.035)
FREEPRESS 0.001 0.001 0.001 0.001 0.001 0.001
(0.001) (0.001) (0.001) (0.001) (0.001) (0.001)
GDPPC 0.039 0.041* 0.052** 0.052* 0.057*** 0.058***
(0.025) (0.022) (0.024) (0.021) (0.020) (0.017)
GOVCONEXP -0.003 0.003 -0.000 -0.001 0.004 0.004
(0.005) (0.005) (0.004) (0.004) (0.004) (0.004)
POPUL 0.002 0.011 0.004 -0.010 -0.003 -0.003
(0.015) (0.015) (0.013) (0.012) (0.013) (0.012)
OPENNESS -0.000 0.000 0.000 0.000 0.001 0.001
(0.001) (0.000) (0.000) (0.000) (0.000) (0.000)
ETHNOFRAG -0.043 -0.044 -0.045 -0.076 -0.068 -0.072
(0.085) (0.083) (0.078) (0.074) (0.074) (0.064)
POWDIST -0.001 -0.002** -0.001* -0.001 -0.002** -0.002**
(0.001) (0.001) (0.001) (0.001) (0.001) (0.001)
INDLISM 0.001 -0.000 0.000 0.000 -0.000 -0.001
(0.001) (0.001) (0.001) (0.001) (0.001) (0.001)
Constant -0.337 0.086 0.093 -0.318 0.100 0.116
(0.360) (0.363) (0.327) (0.314) (0.306) (0.254)
Adjusted B 0.648 0.694 0.677 0.798 0.813 0.812
Shea’s partial Rof first-stage regressions
DECENTRALIZATION 0.864 0.864
Mid_FARPx DECENTRALIZATION 0.775 0.775
High_FARPx DECENTRALIZATION 0.788 0.788
No of Observations 64 64 64 64 64 64
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Table A2

Ordered probit regressions examining the impacthef accounting practice and decentralization omugdon.

parenthesis (***, ** * represent statistical sifjoance at 1%, 5%, and 10%, respectively).

Robust standard errors are reported in

Dependent variable: Corruption (TICPI)

Expenditdegentralization

Revenue decentralization

Raw Predicted probabilities Raw Predicted probabilities
Coefficient Coefficient
) @ ®3) 4 ®) 6) 7 ®

DECENTRALIZATION -9.532%+* 0.099 -1.079* 0.980* -12.442%* -0.234* -2.039%+* 2.274%*

(3.593) (0.113) (0.454) (0.516) (3.485) (0.076) .58B) (0.603)
Mid_FARP x DECENTRALIZATION 13.514%* 30.357**

(5.176) (6.495)
High_ FARPxDECENTRALIZATIONT 26.965** 99.589**

(9.770) (23.202)
FREEPRESS -0.005 0.000 0.000 -0.001 0.011 -0.000 -0.000 D.00

(0.019) (0.001) (0.002) (0.002) (0.031) (0.000) .001) (0.002)
GDPPC 1.422%** -0.048*** -0.113*** 0.161*** 4.545%+* -0.063*** -0.169*** 0.232***

(0.468) (0.016) (0.031) (0.042) (1.075) (0.021) .04a) (0.051)
GOVCONEXP -0.042 0.001 0.003 -0.005 -0.361** 0.005*** 0.0%3 -0.018***

(0.081) (0.003) (0.007) (0.009) (0.102) (0.002) .00%) (0.006)
POPUL -0.417 0.014* 0.033 -0.047 -0.879* 0.012* 0.033 .045

(0.294) (0.008) (0.024) (0.032) (0.533) (0.007) .083) (0.029)
OPENNESS 0.027*** -0.001** -0.002** 0.003*** 0.078** -0.001** -0.003*** 0.004***

(0.010) (0.000) (0.001) (0.001) (0.026) (0.000) .000) (0.001)
ETHNOFRAG -3.412* 0.116** 0.271* -0.387** -11.418** 0.159* 0.424%** -0.583***

(1.826) (0.056) (0.147) (0.196) (2.872) (0.045) .191) (0.130)
POWDIST -0.025** 0.001* 0.002* -0.003** -0.071* 0.001** @Oo3** -0.004**

(0.013) (0.000) (0.001) (0.001) (0.029) (0.000) .00a) (0.001)
Observations 64 64 64 64 61 61 61 61
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Table A3

2SLS regressions examining the impact of accoumragtice and decentralization on corruption,
using alternative measures of decentralizatRwbust standard errors are reported in parenthesis
(***, **, * represent statistical significance a4, 5%, and 10%, respectively).

Dependent variable: Corruption (TICPI) Fiscal Administrative Political
Decentralization Decentralization Decentralization
1) 2 (©)]
DECENTRALIZATION -0.132* -0.053 -0.156***
(0.054) (0.036) (0.044)
Mid_FARP x DECENTRALIZATION 0.180*** 0.139*+* 0.118**
(0.045) (0.046) (0.027)
High_FARP x DECENTRALIZATION 0.434%* 0.354*+* 0.343**
(0.064) (0.053) (0.049)
FREEPRESS 0.002** 0.002*+* 0.002**
(0.000) (0.000) (0.000)
GDPPC 0.045*** 0.054** 0.050%**
(0.008) (0.008) (0.007)
GOVCONEXP 0.001 0.000 -0.000
(0.001) (0.000) (0.001)
POPULATION 0.011** 0.012** 0.015**
(0.005) (0.005) (0.006)
OPENNESS 0.000 0.000** 0.000*
(0.000) (0.000) (0.000)
ETHNOFRAG 0.000 0.029 0.002
(0.028) (0.028) (0.029)
Constant -0.144* -0.252%* -0.178*
(0.073) (0.066) (0.073)
Shea’s partial R2 of first-stage regressions
DECENTRALIZATION 0.783 0.741 0.923
Mid_FARP x DECENTRALIZATION 0.742 0.597 0.815
High_FARP x DECENTRALIZATION 0.651 0.647 0.712
Adjusted R-square 0.85 0.85 0.83
Observations 127 127 127
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Figures

Figurel

Scatter plot of corruption against fiscal decentralization and the quality of the accounting
practice.
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Figure2

Scatter plot of predicted probabilities of corruption against the degree of fiscal
decentralization and the quality of the accounting practice.
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FigureAl
Predicted probabilities of corruption
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