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Abstract

It is a well-established fact that the government bureaucracy in many
developing countries is large, difficult to understand, little transparent
and slow-moving. However, "de jure" bureaucratic procedures sometimes
have little to do with how firms or individuals actually go about when
dealing with the government bureaucracy.

One institution that has emerged in many countries is a specialized in-
termediary, henceforth called dispatcher, that helps individuals and firms
in bureaucratic contacts. It is often the workings of this "de facto" insti-
tution, rather than the de jure procedure, that determines outcomes such
as how many firms or individuals that go through a certain bureaucratic
procedure, processing times, waiting times and financial costs.

In this paper, a model in which firms demand a license from the gov-
ernment bureaucracy is developed in order to address two key questions
related to the use of dispatchers. First, how does the existence of dis-
patchers change the number of licenses awarded and prices that firms pay
for licenses? How do these results depend on the organization of bureau-
crats and dispatchers, on the regulatory framework and on the extent of
corruption in the bureaucracy?

Second, what are the incentives of corrupt bureaucrats and dispatchers
to try to make regulation more/less complicated? When are the incentives
of bureaucrats and dispatchers to create "red tape" aligned? Ultimately
and ideally, the answers to these questions can help in explaining why
bureaucracies have proven so hard to reform.
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1 Introduction

It is a well-established fact that the government bureaucracy in many developing
countries is large, difficult to understand, little transparent and slow-moving.
In the countries with the slowest bureaucracies, it takes approximately a factor
one hundred as long time to start up a firm as it does in the fastest countries. In
the most expensive countries, it costs approximately a factor one thousand as
much as in the least expensive countries (measured in relation to each country’s
GNI). For this same procedure (starting a firm), which should have roughly
the same "social function" everywhere, the fastest and cheapest procedures are
found in the developed world, the slowest and most expensive procedures are
found in the developing world. Similar differences hold for other bureaucratic
procedures (Djankov et al., 2002; World Bank, 2008A).

However, such reported "de jure" procedures sometimes have little to do with
how firms or individuals actually go about when dealing with the government
bureaucracy. One institution that has emerged in many countries is a specialized
intermediary, henceforth called dispatcher, that helps individuals and firms in
bureaucratic contacts. It is often the workings of this "de facto" institution,
rather than the de jure procedure, that determines outcomes such as how many
firms or individuals that go through a certain bureaucratic procedure, processing
times, waiting times and financial costs.

In the strict meaning of the word, a dispatcher is someone that expedites
tasks, that gets tasks out of his hands, that gets things done. Here, it also takes
the meaning of facilitator as well as proxy and someone with power of attorney.
That is, the dispatcher is a middleman that can represent an individual or a
firm at the government bureaucracy, in order to expedite and facilitate tasks
that the individual or firm needs to get done.

This paper is centered around two sets of questions: First, how does the
presence of dispatchers, as an alternative to the bureaucracy, affect the number
of licenses awarded and prices that firms pay for licenses? To what extent is
the outcome affected by the organization of bureaucrats and dispatchers? How
is it affected by the complexity of the bureaucratic procedure and the extent of
corruption?

The second set of questions relate to the incentives of bureaucrats and dis-
patchers: What are the incentives of corrupt bureaucrats and dispatchers to
try to make regulation more/less complicated? When are the incentives of bu-
reaucrats and dispatchers to create "red tape" aligned? To what extent do the
answers to these questions depend upon the organization of bureaucrats and
dispatchers? Ultimately and ideally, the answers to these questions can help in
explaining why bureaucracies have proven so hard to reform.

In the paper, a model where firms demand a license from the government
bureaucracy is developed, combined with a time-saving rationale for firms to
use one-stop shop dispatchers to get the license instead.



A result of the analysis is that dispatchers not only help firms that would ac-
quire the license anyway, to save time. For complicated bureaucratic procedures
that would be prohibitive otherwise, dispatchers expand the number of licenses
awarded. This is much in line with procedures such as the start-up of firms in
Brazil, where virtually all firms use a dispatcher at start-up, instead of going
through the hassle of 18 different steps at different government authorities.

A ceteris paribus introduction of dispatchers is an a priori improvement for
firms that choose to use them: the total time-+financial cost is lower. It is not
obvious however, that such a situation is upheld. Once in place, dispatchers
- together with corrupt bureaucrats- often have incentives to create red tape.
By allowing for variation in how bureaucrats and dispatchers are organized, the
analysis highlights when such incentives are, and are not, at work.

Many of the results from the model, although framed in terms of firm-
bureaucracy interaction, hold for individuals dealing with a cumbersome bu-
reaucracy as well.

2 Stylized facts about dispatchers

Corruption and red tape in the government bureaucracy are phenomena that
are fairly well-understood, at least from a theoretical viewpoint (see for instance
Bardhan, 1998; Rose-Ackerman, 1999 and Svensson, 2003). Much less is known
about dispatchers in general, the relation to corruption and the interplay be-
tween bureaucrats and dispatchers. This section presents stylized facts about
dispatchers in different parts of the world and provides a rationale for the model
to be presented.

Different types of intermediaries helping with bureaucratic contacts, "dis-
patchers", are common throughout the developing world. Myrdal (1968) docu-
ments their existence in India and Oldenburg (1987) goes further with a more
formal account of the role of intermediaries in a land consolidation program
in Uttar Pradesh. Oldenburg identifies different roles of intermediaries within
and outside the bureaucracy and details the functions of "brokers", "touts",
"scribes", "consolidators", "helpers" and "barkers" within the land consolida-
tion program. Levine (1975) documents the existence of intermediaries in the
interface between the Ghanaian bureaucracy and firms and individuals.

The prevalence of "despachantes", used in bureaucratic contacts in Brazil, is
documented by Rosenn (1971). When studying formalization of firms, Stone et
al. (1996), Zylbersztajn and Graga (2003) and Zylbersztajn et al. (2007) provide
evidence that using "despachantes" is the most common way to formalize a firm
in Brazil. Husted (1994) describe how "coyotes" help individuals in obtaining
drivers’ licenses in Mexico. Such "coyotes" are an example of "tramitadores", a
more general and widely used term for (mostly) informal intermediaries present



in most of (Spanish-speaking) Latin America, helping individuals and firms with
bureaucratic procedures ("tramites"). Proética (2006) documents, for Peru, the
degree of individuals’ usage of "tramitadores" in different bureaucratic contacts.
Lambsdorff (2002) refer to "tramitadores" helping out with the bureaucracy in
El Salvador. Examples of reports documenting the use of such intermediaries
by firms, at formalization, are CIEN (2001) for Guatemala, IFC (2008) for
Honduras, IFC (2007A) for Peru and CIET (1998A, B) and IFC (2007B) for
Bolivial. Gancheva (1999) describes the use of similar intermediaries by firms
in Bulgaria.

Although none of the papers above, with the possible exception of Olden-
burg (1987), is a specific study of the dispatcher function, they point at dif-
ferent functions performed by such intermediaries. In some settings, the main
reason why individuals use dispatchers seem to be the dispatchers’ knowledge
of how bureaucratic procedures actually work. In many countries with large
and non-transparent bureaucracies, actually finding out what is required to do
in order to get, say, a passport, is a challenge in itself. Rosenn (1971) says:
"The despachante functions effectively because he knows how to fill out the be-
wildering variety of forms, to whom the copies should be delivered, and what
documentation will be required" (p. 537). Honduran firms claim that they use
"tramitadores", when becoming formal, because of lack of unified information
from the authorities regarding the formalization procedure (IFC, 2008). The
same holds in a small sample of microenterprises in Guatemala (CIEN, 2001).
For Bulgarian firms obtaining an operations permit, "the procedures are not
clear, nor are they easily accessible to potential licenses applicants" (Gancheva,
1999, p.22).

Time-saving in bureaucratic procedures is a related reason why individuals
and firms use dispatchers. By frequent interactions with the authorities, dis-
patchers learn the procedures and acquire a superior "technology" to handle the
government bureaucracy. Stone et al. (1996), as well as Zylbersztajn and Graga
(2003) indicate that firms use despachantes to become formal because these act
much like "one stop shops", saving time in the start-up procedure.

Recent data from the World Bank Enterprise surveys confirm that time
spent dealing with government varies a lot between different parts of the world,
and is substantial in Latin America. Whereas the OECD average is 3% of a
work week, the world average is 6.9% and the Latin American average is by far
the highest at 11.4% (World Bank, 2007). A 1996 report studying only a few
countries showed similar values for the Latin American countries (World Bank,
1996). The numbers confirm earlier work by de Soto (1989).

A closer look at the dispatching activity reveals that the time-saving ar-
gument is not the full story. The dispatching activity is common in countries
which also rank high on bureaucratic corruption. Although newspaper reports

I Another generic name, much in use in some parts of (Spanish-speaking) Latin American,
for the type of middleman function in mind, is "gestor".



and anecdotes about the role of intermediaries in corruption abound, there
are very few systematic studies. Bertrand et al. (2007) provide evidence that
the way to obtain a driver“s license in Delhi, India, without actually learning
how to drive, is through an intermediary ("agent" in their terminology). They
also show that bureaucrats, by failing driver “s license applicants irrespective of

driving ability, encourage use of intermediaries?®.

Fjeldstad (2003) documents that a dispatcher sector emerged after an anti-
corruption campaign in the Tanzanian Revenue Authority. As part of the pro-
gram, all employees had to re-apply for their jobs and one third of all employees
were not given new jobs. Many such former employees, however, set up their
own "agencies". In the words of Fjeldstad: "These persons had intimate knowl-
edge of the tax administration and of loopholes etc. Since many of their former
colleagues remained in the tax administration, good connections to the inside
were assured" (p. 172).

The rationale for indirect, rather than direct, corruption, comes from the
fundamental difference in the relationship between the bureaucrat and the dis-
patcher on one hand, and between the bureaucrat and the individual or firm
on the other hand. The relationship between the bureaucrat and the dispatcher
is characterized by frequent interactions whereas firms are more likely to meet
a certain bureaucrat only once. This implies that anti-corruption policies are
more likely to be effective in the bureaucracy-firm relationship than when the
dispatcher is involved®. The model to be presented in this paper is one in which
there is no direct corruption.

The Tanzanian case, as well as the paper by Bertrand et al., are examples of
corruption "bending the rules", via the use of intermediaries (getting a license
without knowing how to drive and tax evasion, respectively). The Brazilian case,
with despachantes to help in a multitude of bureaucratic contacts, is probably
mainly characterized by much small-scale "according to rules"-corruption. That
is, bureaucrats take bribes, through despachantes, not to bend the rules but to
give a speedier treatment and/or to do the job at all*. It is with such "according
to rules"-corruption that this paper is concerned.

2The model of Hasker and Okten (2007) concerns such "bending the rules"-corruption and
the role of intermediaries. In their model the demand for intermediaries is derived from a moral
hazard problem in the relation between individuals and bureaucrats. That is, bureaucrats can
take bribes from individuals in order to "bend the rules". Because they interact only once
with each individual however, after having received the bribe, bureaucrats may choose to not
respond to the bribe. Well-established intermediaries, on the other hand, have a repeated
interaction with bureaucrats, and can therefore be assured a reduction in regulation for their
clients. Individuals wanting a reduction in regulation therefore prefer to use intermediaries.

3Similar to the reasoning in Hasker and Okten (2007), the government can give clients
incentives to expose corrupt bureaucrats whereas the mutually beneficial relationship between
dispatchers and corrupt bureaucrats is more difficult to reveal.

41t is probably what Rosenn (1971) has in mind when stating: "Most importantly, he (the
despachante) operates expeditiously because he has cultivated friends in the bureaucracy. This
cultivation is frequently fertilized by the turnover of a portion of his fee or by appropriate
Christmas or birthday presents" (p. 537).



To sum up: in this paper dispatcher demand is derived from time saving
considerations. Dispatchers are one stop shops. We are concerned with the
everyday "petty" interaction between firms/individuals and the bureaucracy.
Related to such interaction is the "petty" corruption in which bureaucrats seek
to gain extra income through bribes, but still performing their job according to
the bureaucratic rules. Finally, in the baseline model there is indirect corruption
only®.

The outline of the rest of the paper is as follows. The model is presented in
section 3 and solved in section 4. The following two sections turn to the main
questions of the paper, the effects on license allocations and prices in section 5
and the discussion of bureaucracy and dispatcher profits and red tape in section
6. The final section discusses the main predictions of the model and suggests
directions for future work.

5In section 6.6 an extension to the model, in which there is indirect as well as direct
corruption, is briefly discussed.



3 The model

The model is static and has three actors. First, there are firms that demand a
license that brings a production benefit to the firm. The license can be obtained
by going through a bureaucratic procedure consisting of n steps. The second
component of the model is thus the bureaucracy consisting of n bureaucrats.
The third component is the dispatcher sector, consisting of dispatchers that offer
the same completion of the bureaucratic procedure as the bureaucracy, but as
a "one stop shop". As motivated above, in the model there is indirect but no
direct corruption.

3.1 Firms

Firms, indexed by superscript 4, differ in their baseline production parameter
A?, which is distributed uniformly on the unit interval, 0 < A? < 1. There is
a total measure of 1 of firms. Firms can get a production increase, from A’ to
gA®, where g > 1, if they go through a bureaucratic procedure. This is referred
to as "getting a license". Not getting the license is referred to as "remaining
informal". An example of a license procedure could be formalization of the firm,
where potential production gains can come from better access to credit, more
marketing possibilities, less uncertainty in investment decisions, etc®.

3.2 Bureaucratic procedure

The bureaucratic procedure is modelled as n equal steps that the firm has to go
through to obtain the license. Each bureaucratic step consists of one visit to the
government bureaucracy in which the firm interfaces one bureaucrat, responsible
for this step only. The bureaucrat completes this one step after which the firm
has to undertake the next step of the procedure, facing a new bureaucrat. For
each step of the procedure there is only one bureaucrat to which firms can turn,
i.e. each bureaucrat is a "monopolist".

Each step is associated with a financial cost p that is the actual cost faced
by the bureaucrat”. In addition, going through the bureaucratic procedure also
means that the firm spends time in licensing rather than in production. This
time cost, per bureaucratic step, is modelled as a cost ¢ per unit of production,
i.e. A’t. Examples of time costs that fit into this framework are waiting times

6The model is equivalent to a two-period model in which the firm has productivity A* in
period 1 and gA® in period 2 if it gets the license and remains with A? in period 2 if it does
not get the license.

"Throughout the paper the cost p faced by a bureaucrat can be thought of as being delivered
by the bureaucrat to his superior, without any stealing on part of the bureaucrat. The actual
step is always completed by the bureaucrat.



at each office, transport time to go to each office and time spent finding out how
to do each step®,’.

3.3 Direct interaction only - no dispatchers and no cor-
ruption

Before introducing dispatchers and corruption in the bureaucracy, we first study
the case where the only decision to be made is firms’ acquiring the license
through an honest bureaucracy, or to remain informal. This provides a bench-
mark case for the analysis to follow. For now there is thus only direct interaction
between firms and honest bureaucrats and these charge the financial cost p per
step.

Firms with productivity higher than or equal to Aé will get the license, where

}; is the bureaucracy productivity threshold solving

, ) , , np
At—np—A'nt = A = Al = ——— 1
g P " b g —1—nt (1)

The LHS in (1) is net production when getting the license through the bu-
reaucracy, the RHS is net production remaining informal. The larger the bu-
reaucracy (n), the higher the associated costs (p,t) and the less there is to gain
(g —1) from a license, the more informality. There is a nonlinear dependence on
n. Note that no firm will get a license, because A} > 1, if the size of bureaucracy

is above n _ 91
nisa max,b = p+t

A note on terminology: The terms "licenses awarded" and "informality" will
be used interchangeably. If all firms were to get a license (i.e. if n = 0), the
number of licenses awarded would be 1 and informality would be 0. Informality
is thus one minus licenses awarded.

8The assumption of the time cost being proportional to firm productivity can be interpreted
as firm management (rather than "office boys") being involved in the licensing procedure,
something which is supported by the studies cited in this paper. An alternative interpretation
of the time cost is that it represents a delay in obtaining the license (and therefore in realizing
the production gain) that is proportional to n.

91 abstract from sequential bargaining problems in the model. Olken (2007), in studying
roadblocks holding up truck transports in Banda Aceh, Indonesia, discusses a model in which
the bargaining problem at each roadblock changes as a truck travels along the road. Blanchard
and Kremer (1997), in analyzing central planning vs. transition n-step production chains in
Russia, also use a sequential bargaining model.



3.4 Corrupt bureaucrats

We now introduce corrupt bureaucrats, that can take bribes indirectly, through
dispatchers, but not directly. As motivated above, it is then implicitly assumed
that there is perfect government enforcement of the direct bureaucracy-firm
relationship, but no enforcement in the bureaucracy-dispatcher relationship.

In the bureaucrat-dispatcher interaction, corrupt bureaucrats (mis)use their
public office for private gain. Let there be m (< n) corrupt bureaucrats and,
consequently, n —m honest bureaucrats. Each corrupt bureaucrat completes his
step according to the rules, incurs the cost p, and charges a profit-maximizing
price b to the dispatcher. Each honest bureaucrat charges the price p to dis-
patchers'?. The total price of a license, from bureaucrats to dispatchers, thus
becomes B = mb + (n — m) p. By assumption, corrupt bureaucrats can not
price discriminate. In the direct interaction with firms, all bureaucrats charge
p.

In the analysis to follow we will first allow for corrupt bureaucrats to set
prices independently of each other ("decentralized"). In section 6, we then
allow for price setting in a coordinated ("centralized") fashion. In this latter
case, bureaucrats internalize the horizontal externality that arises when prices
are set independently'!.

3.5 Dispatchers

Dispatchers offer a "one stop shop" alternative for firms to obtain a license.
Instead of paying np and a time cost of A’nt at the bureaucracy, firms can go to
dispatchers that charge a profit maximizing price d for their service. Dispatchers
in turn complete the n steps at the bureaucracy, paying each of the m corrupt
bureaucrats the profit maximizing price b and the n — m honest bureaucrats p
per step. By assumption, dispatchers can not price discriminate and there is no
time cost associated with using dispatchers!2.

The model will allow for variation in the number of dispatchers, defined
as x, and for a mark-up in the dispatcher sector. The mark-up is derived
through Cournot competition between dispatchers. This specification allows us
to study, in a convenient way, how the market structure of dispatchers affects
license allocations. Figure 1 summarizes the problem set-up.

10Note that m = 0 as well as m = n, corresponding to the cases of no corruption and full
corruption, respectively, are allowed.

11 Centralized /decentralized is the terminology of Shleifer and Vishny (1993, 1998). In the
same terminology the type of corrupt bureaucrats in mind in this paper are "grabbing hand"
bureaucrats "without theft". The terminology used here is "according to rules"-corruption.

12The zero time cost is obviously a limit case but a small time cost (< t) would not change
the qualitative results of the analysis.



Firms choose between n bureaucrats, m of which are corrupt
cost = p per bureaucrat i.e. np

- Noli i

Aio leense time cost =t per bureaucrat i.e. ntA
- Bureaucracy
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- Dispatcher PR e
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Productivity
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productivity price =d
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Figure 1. The problem set-up.

3.6 Solution method

There is complete information in the model. It is solved by backward induction
in three stages. In the third stage, direct and indirect firm demand for licenses is
derived as a function of bureaucracy and dispatcher prices. In the second stage,
the profit maximization problem of dispatchers is solved. In the first stage, the
corrupt bureaucrats solve their profit maximization problem. In implementing
this solution, dispatcher and bureaucracy prices are best responses to each other.

In section 6, after introducing centralized bureaucrats, we allow for a joint
profit-maximization - "vertical integration" - decision by bureaucrats and dis-
patchers. Bureaucrats and dispatchers then bargain over the surplus generated
by eliminating the vertical double marginalization externality.

4 Solving the model
We now solve the model, going backwards from firms, to dispatchers and then

bureaucrats. We then study the resulting license allocations, degree of infor-
mality and prices.

10



4.1 Firm demand

Firms choose between getting a license through the bureaucracy, through dis-
patchers or to remain informal. There are three productivity thresholds and
which of these that apply depends on the optimal dispatcher price.

First, the relevant threshold for choosing between bureaucracy and informal-
ity is A¢, as derived above. Second, the relevant threshold for choosing between
dispatcher and informality is A%, which is the solution to

gAI —d=A1 = A= (2)

The LHS in (2) is net production when getting the license through a dis-
patcher, the RHS is net production remaining informal. Intuitively, if d is low,
such that A% < A%, all firms that get the license will go through the dispatcher.

The third threshold becomes relevant when d is instead high, such that A,
is larger than Af) and therefore does not apply. The bureaucracy now awards
some licenses through the direct procedure. High-productivity firms however,
will still go through the dispatcher (otherwise dispatchers would have no market,
which would not be optimal).

The threshold between licenses awarded through the bureaucracy and through
dispatchers is A};d, which is the solution to

. . . . d—
gA*—np— A'nt = gA"—d = A, = 7tnp (3)
n
The LHS in (3) is net production when getting the license through the bu-
reaucracy, the RHS is net production when getting the license through a dis-
patcher. As the firm gets the license in both cases, Af, does not depend on
the production gain ¢ — 1. Note that all three thresholds are equal, that is

Al = A% = A, when d equals d, given by

_ g—l
d=np—2F———. 4
" (4)

At this dispatcher price, the firm which is indifferent between going through
bureaucracy and remaining informal is also indifferent between going through
dispatcher and remaining informal. Consequently, the same firm is also indif-
ferent between bureaucracy and dispatcher.

For dispatcher prices smaller than d, dispatchers have the entire market
for licenses and the relevant threshold is therefore A%. Note that in this case
Al > Al . For dispatcher prices larger than d, dispatchers do not capture the
entire market and the relevant threshold is therefore Aé 4- In this case we instead
have A}, > Aj.

11



Summing up, we can write the demand function for the dispatcher service
as Q(d) :Min{fii dA?, fj\ dAi}, where @ is the total amount of licenses de-
d bd

manded from dispatchers. With the uniform distribution of A?, this simplifies
to

d dnp} )

Q(d) Min{l e

The demand function is displayed in figure 2.

Figure 2. Demand function for the dispatcher service.

It should be stressed at this point that a main point in the analysis is how
the solution to the problem varies with the size of the bureaucracy n. Figure
2 has been drawn for a fixed value of n and looks different for other sizes of
bureaucracy (intersection of lines and slope of high-d demand curve change).

4.2 Dispatcher profit maximization

In order to capture different levels of competition within the dispatcher sector,
Cournot competition between dispatchers is used. The number of dispatchers
is defined as .

An indirect demand function d(Q) is derived by using (5) to solve for the
dispatcher price d:

d(Q) =Min{(g — 1) (1 — Q) ,np + nt — ntQ} (6)

For large numbers of licenses awarded by dispatchers, the dispatchers’ price
is determined by dispatchers having the entire market for licenses (first term in
expression 6 is smallest, corresponds to d < d). For small numbers of licenses
awarded, the price is determined by dispatchers only having demand from firms
becoming formal anyway (second term in expression 6 is smallest, corresponds

to d > d).
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Each of the z identical dispatchers takes the cost of permits that they face
at the bureaucracy, B, as given. They maximize profits by choosing their profit
maximizing quantity, ¢, taking the total quantity choice of the other =z — 1
dispatchers, (z — 1) ¢, as given. Note that @ = ¢ + (z — 1) ¢ and write the
individual dispatcher’s indirect demand function, by expanding expression 6, as
d(q) =Min{(¢ —1)(1—(¢+(x—1)q)),np+nt —nt(qg+ (x—1)§)}. Eachdis-
patcher solves:

Choose ¢ to maximize qd (q) — ¢B

After applying symmetry between all dispatchers and plugging the optimal
quantities back into d (q), we get the following optimal response functions:

T 1 _
*(B) = B -1 hen B i h th *(B) <
d* (B) T+ 2 —|—1+x(g ) when B is such that d* (B) < d (7)
d*™ (B) = Y B (np +nt) when B is such that d** (B) > d

1+ 14+
deerer (B) =d when neither d* (B) nor d** (B) apply

The response functions d* (B) and d** (B) capture the standard feature of
Cournot competition, that is, a mark-up over cost (B) that gradually declines
when the number of dispatchers, z, grows.

4.3 Bureaucrat profit maximization

Corrupt bureaucrats solve the profit maximization problem taking these dis-
patcher responses into account. Each corrupt bureaucrat sets his price b with-
out taking into account the individual prices b set by each of the other m — 1
corrupt bureaucrats. The total bureaucracy price facing the dispatcher is thus
B=b+(m—1)b+ (n—m)p.

The profit function of a corrupt bureaucrat is bribe revenue minus cost, i.e.
b — p, times demand. We plug in d* (B) and d** (B), from (7), in each of the
components of the demand function in (5), to get the maximization problem of
a corrupt bureaucrat:

Choose b to maximize (b — p) X <Min {1 _ dgEBl) - d (ii* np}>

s.t. d* (B) <dand d** (B) > d

The two constraints assure that the calculated optimal bureaucracy price
is consistent with the part of the dispatcher demand curve which was used to
derive the optimal bureaucracy price itself.

In interpreting the maximization problem and the solution below, imagine
first a small bureaucracy (n is low). Because the cost of going through the

13



bureaucracy is not very high, dispatchers will not find it optimal to capture
the entire market for licenses, this would require a too low dispatcher price.
Therefore, the second part of the demand curve, 1 — d;?p , will apply in the
optimum.

When the bureaucracy is instead large (n is high), it is very costly for firms to
go through the procedure the direct way and dispatchers will capture the entire
market for licenses. Therefore, the first part of the demand curve, 1 — giil, will
apply in the optimum. For both these cases, optimal dispatcher and bureaucracy
prices are such that that none of the two wants to deviate, given the choice of
the other.

In an intermediate range of bureaucracy sizes, neither of these solutions
apply, which is to be expected from the kink in the demand curve and the fact
that the optimal solution moves along the demand curve. In this intermediate
range, bureaucrats will find it optimal to set prices such that dispatchers will just
choose to capture the entire market, that is d = d. Bureaucrats then choose the
one constraint above that gives highest profits, which, for a fixed d and therefore
fixed demand, is the same as choosing B as large as possible. A high B means
that the dispatcher is just about to raise the price from d and therefore (is just
about to) not capture the entire market. The part of the demand curve that
applies is therefore 1 — d;#, and the bureaucrats’ price will be the B that solves
d** (B) = d, from (7).

Formally, there are two bureaucracy size thresholds n** and n*, with n** < n*,
and the solution can be written as follows:

Small bureaucracy sizes: 1 <n < n**

(14+m+ mz)
B* =np+ nt d* =np+ ——F—=nt 8
P m Pr v m) (1 + o) ®)
Intermediate bureaucracy sizes: n** < n <n*
BCOrHCI‘ . (g — 1) npz — (g — 1 — np — nt) nt dcorncr — J

(9—1—nt)x

Large bureaucracy sizes: n* <n
(1+m+ma)

m
P (9 D) P 0 m) (0t 1)

T m (9—1—np)

As expected, small bureaucracy prices (B**,d**) are related to how much
(time) a firm can save by using dispatcher instead of bureaucracy. They do not
depend on the benefit of formality, because the firm would get the license any-
way. Large bureaucracy prices (B*,d*), reflecting a choice between dispatcher
and informality, instead depend on the gain of formality, g — 1.

14



The comparative statics of m, the number of corrupt bureaucrats, on dis-
patcher and bureaucracy prices is straightforward. When m increases, bureau-
cracy and dispatcher prices increase because of the horizontal externality be-
tween corrupt decentralized bureaucrats. An increase in the number of dis-
patchers, x, instead decreases dispatcher prices, but does not affect bureaucracy
prices.

The small bureaucracy solution (B**,d**), where there is both direct and
indirect demand for licenses, holds as long as d** is larger than d, or, equivalently
up to n = n**, where

Ct+(ptmp+mt)(1+a)

Above this bureaucracy size, the corner solution binds. The dispatcher cap-
tures the entire market for licenses, and both B and d increase sharply with
n. This has the effect of restricting demand due to high d. As long as the
bureaucrat finds this solution optimal, it will apply.

The upper threshold n* is the bureaucracy size at which bureaucrats are
indifferent between choosing the corner solution (with a high price that restricts
demand) and instead implementing the large bureaucracy solution (B*,d*). This
solution is associated with somewhat lower prices. As a consequence, we will get
a discontinuity in bureaucracy and dispatcher prices (and dispatcher demand),
at n*13 14,

The threshold n** increases in the gain of getting a license, i.e. In**/d (g — 1)
0. When g—1 increases, the importance of the time loss of going directly through
the bureaucracy decreases, and hence make dispatchers less advantageous to use
relative to the bureaucracy. Therefore, a larger bureaucracy size is required to
make the dispatcher-only solution apply. The effect of increases in the cost of
going through the bureaucracy on n** is the opposite, i.e. In**/dp < 0 and
on** /ot < 0. Finally, more corruption in the bureaucracy (m 1) and fewer dis-
patchers (x |) make dispatchers less attractive to use. As a result, On**/0m > 0
and dn** /0x < 0'°. The comparative statics of the large-bureaucracy threshold
n* is the same as above, i.e. n* increases with ¢ — 1 and m and decreases in p,
t and x.

13The threshold where d* (B) = d, from (7), turns out to be irrelevant because the bureau-
crat prefers to maintain the corner solution at the bureaucracy size that corresponds to this
threshold. It can be shown that the corner solution always exists, i.e. that n** < n*. It can
also be shown that the bureaucracy size at which d* = d is always between n** and n*.

1 An analytical expression for n* exists but is very complicated and is therefore not provided
here. The comparative statics to follow have been done numerically.

15Note that when solving for n** and n*, the number of corrupt bureaucrats, m, was kept
constant. An alternative set-up would have been to specify the fraction, instead of the number,
of corrupt bureaucrats.
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5 License allocations and prices

The solution, i.e. prices as a function of the bureaucracy size n in left panels,
and resulting license allocations as a function of n in right panels, typically looks
as in figures 3 and 4. The right panels show "licenses awarded", measured from
the lower horizontal axis and up, or alternatively, "informality", measured from
the upper horizontal line and down'®. The downward sloping concave curve in
the right panels, intersecting the lower horizontal axis at nyax b, indicates the
amount of licenses that would have been awarded without dispatchers (from
expression 1).

The upper panels is the monopoly dispatcher case (z = 1), the lower panels
represent perfect competition (z — oo)!”.
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Figure 3. Left graph - bureaucracy and dispatcher prices when there is one dis-
patcher. Right graph - the corresponding demand for licenses from bureaucracy
(Bur.) and the dispatcher (light grey, black and dark grey).
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Figure 4. Left graph - bureaucracy and dispatcher prices when there is perfect

competition between dispatchers. Right graph - the corresponding demand for
licenses from bureaucracy (Bur.) and the dispatcher (light grey, black and dark

grey).

16This also means, for the right panels, that the vertical axis could be firm productivity,
0 < A* < 1, measured from the upper horizontal line and down. It is the highest productivity
firms that are closest to the lower horizontal axis and these firms are the ones that always use
dispatchers.

17"Parameter values are g = 2, p = 0.1, t = 0.05, m = 1. These same parameter values are
used in all graphs in the paper.
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The left panel of figures 3 and 4 show dispatcher prices to firms for monopoly
and perfect competition dispatchers, respectively. For comparison, the np + nt-
line represents the cost to the firm with highest productivity (A? = 1), and
therefore highest willingness to get a license, to go through the bureaucracy. In
section 3.3, the largest possible bureaucracy size to award any license was given

by Nmax,b = %, with dispatchers it is nyax g = g;, which is largerlg. The

dark grey area in the left panels thus represents by how much the existence
of dispatchers extends possible bureaucracy sizes, with these bureaucracies still
awarding licenses. Stated in a different way: although the de jure regulation can
be very cumbersome (high n), for such large bureaucracy sizes it is the de facto
institution of dispatchers that determines whether any licenses will be awarded
at all.

The dark grey areas in the right panels represent the corresponding demand
for such "additional" licenses, licenses that would not have been awarded with-
out dispatchers, due to a prohibitively cumbersome bureaucratic procedure.

Comparing figures 3 and 4 shows the importance of the market structure of
dispatchers in how many licenses are awarded and through what entity. Expres-
sions (8) for d** and d* show that dispatchers add a margin that is decreasing
in z. In figure 3, with one dispatcher only, there is a full double vertical monop-
olization externality and the number of licenses awarded through dispatchers is
small, compared to the perfect competition case in figure 4. This difference is
seen through the difference in the light grey areas between the right panels!'?.

Because demand indicated by light grey would be awarded also without
dispatchers present (it lies to the left of the concave curve), the main question
for such licenses is the division between direct and indirect allocation and how
much firms pay. Note that all demand satisfied through dispatchers - that is
light grey, dark grey and black areas, represents firms that are better off than
without dispatchers (firms choose to go to dispatchers because of the lower
total cost). This effect of firms being better off, by going to dispatchers rather
than directly to the bureaucracy, is bigger the more competition there is (lower
dispatcher prices increase the size of the light grey area).

Differently from the division between direct and indirect allocation (left of
the concave curve), the total number of licenses awarded above bureaucracy size
n* depends on the market structure of the dispatcher sector. This is illustrated
by the difference, between figures 3 and 4, in the size of the black and dark grey
areas in the right panels.

18 This upper bureaucracy size does not depend on the other parameters of the problem. A
dispatcher can be in the market until d = g — 1 (set A; = 1 in expression 2). Because the
large-bureaucracy price d*, irrespective of the values on m and z, can be written as a weighted
average between benefit to the firm (g — 1) and cost to the bureaucrat (np), the maximum

-1
value of np that is of interest is g — 1. This gives nyax,q = L.

19The grey areas represent, for small bureaucracies, a demand for the dispatcher service of
1/4 and 1/2 of all firms, respectively. The difference comes from the expansion of demand
that results in going from monopoly to perfect competition between dispatchers.
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More decentralized corruption (m T) will have an effect that resembles less
competition in the dispatcher sector, but more severe. Figures 3-4 were drawn
for the best possible case, i.e. m = 1. More corruption means higher prices and
that the light grey, black and dark grey areas will approach zero when m grows
large enough.

The left panel of figure 3 illustrates what the corner solution implies for dis-
patcher and bureaucracy prices: the dispatcher margin d — B decreases sharply
when moving from n** to n*.

In the intermediate region there exists no solution in which both bureaucrats
and dispatchers solve unconstrained optimization problems. Instead, bureau-
crats can set a higher B than they would have, had an unconstrained solution
existed. Dispatchers have no other choice than setting d = d. This amounts
to a "transfer of bargaining power" from dispatchers to bureaucrats and will
be reflected in the relation between dispatchers’ and bureaucrats’ profits in the
intermediate region.

In the section to follow, bureaucracy and dispatcher profits are studied more
carefully. Before introducing the profit functions however, the incentives for
within-bureaucracy "centralization", as well as vertical bureaucracy-dispatcher
integration, are discussed.

6 Incentives, profits and endogenous red tape

The previous section highlighted the effects from the introduction of dispatchers
and corruption in the bureaucracy on license allocations and prices. We now
turn to bureaucracy and dispatcher profits and the effects of cooperation, both
within the bureaucracy and between bureaucrats and dispatchers, on these prof-
its. This leads to the discussion of endogenous red tape, i.e. the incentives of
bureaucrats and/or dispatchers to try to maintain, simplify or complicate regu-
lation. The question is whether the presence of dispatchers can help explaining
why bureaucracies in many countries are large, and as a related point, difficult
to reform.

We first study horizontal cooperation between bureaucrats and vertical in-
tegration between bureaucrats and dispatchers. We then turn to profits and
endogenous red tape considerations. Some further IO aspects affecting profits
of bureaucrats and dispatchers are then discussed. The section ends with a brief
discussion of a possible extension of the model with not only indirect, but direct
corruption as well.
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6.1 Centralization of bureaucrats

In many bureaucratic procedures, several different government authorities are
involved. An example is the start-up of firms, where the tax-, labor- and health
regulation that new firms need to comply with are likely to be taken care of by
different authorities?’. Bureaucrats that act independently therefore seems as
a natural starting point. Given a number of corrupt bureaucrats m however,
each of these can be better off by setting a joint price that maximizes joint bribe
profits. This is because the horizontal externality on total demand, arising when
each bureaucrat sets the price independently, is internalized®'. There is thus an
incentive for corrupt bureaucrats in the government bureaucracy to cooperate”.

The solution to the optimization problem when bureaucrats are centralized
corresponds to the decentralized solution with m = 1. This centralized solution,
subindexed c, is given below:

Small bureaucracy sizes: 1 <n < n’*
2+

nt
242z

1
B =np+ §nt X =np+

Intermediate bureaucracy sizes: n}* <n <n}
Beorner (g — 1) npr — (g —l—np— nt) nt deorner — g
(&) c

(g—1—-nt)x

Large bureaucracy sizes: n; <n

1
B::np+§(g—1—np) dt=np+

2+
24 2x

(9—1—np)

The centralization of bureaucrats means that demand is restricted less than
if bureaucrats were decentralized (and m > 1). Bureaucracy and dispatcher
profits will therefore increase.

6.2 Joint price setting by bureaucrats and dispatchers

Centralization of bureaucrats also opens up for cooperation between bureaucrats
and dispatchers, in a joint price setting vis-a-vis firms, and then bargaining
over the extra surplus generated?®. Such cooperation eliminates the vertical
externality present when bureaucrats and dispatchers take individual decisions
and it expands demand and profits.

20For detailed procedures for a number of bureaucratic procedures in any specific country,
see World Bank, 2008A.

21 The discussion much resembles Shleifer and Vishny, 1993.

22We do not consider bargaining problems that could arise between bureaucrats but instead
assume that centralized corrupt bureaucrats split profits equally between each other.

23 A bargaining problem between bureaucrats and dispatchers is not solved. Our interest
lies in the allocation of licenses.
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Assume that bureaucrats and dispatchers manage to establish and maintain
such mutually beneficial cooperation. In solving the maximization problem, the
expression for firm demand is still given by (5). The bureaucrat/dispatcher faces
the cost np for licenses and sets the price d vis-a-vis firms in order to maximize
profits:

Choose d to maximize (d — np) X <Min {1 . d - d— np})

g—1 nt

In the optimum, there will still exist a small bureaucracy, an intermediate
bureaucracy and a large bureaucracy range. This centralized and integrated
solution, subindexed ci, is:

Small bureaucracy sizes: 1 <n < n}f

1
s = np+§nt (10)

Intermediate bureaucracy sizes: n}; <n <n};

corner __
deomner — g

31 . *
Large bureaucracy sizes: n};, <n

1
dg; =np+ 5 (9 —1—np)
The dispatcher prices from the centralized and integrated solution are lower
than from the previous cases, resulting in expanded firm demand for licenses
and an increase in total bureaucracy and dispatcher profits.

The large bureaucracy threshold n;; is now the bureaucracy size that gives
d*; = d (whereas it was earlier characterized by the bureaucrat “s optimal choice
for when the corner solution should stop binding)?*.

6.3 Profits

Figure 5 displays total bureaucracy and total dispatcher profits in the central-
ized non-integrated case from section 6.1 (7p . and 7Tdﬁc)25. The case shown is
when there is one monopolist dispatcher. The graph also displays joint bureau-
cracy/dispatcher profits in the centralized integrated case from section 6.2 (7;).
The profit expressions for small, intermediate and large bureaucracies for the
two cases are given below the graph.

24 As in the previous analysis, the lower threshold s, is the solution to d%f = d. It is
again possible to show that the corner solution always exists, i.e. that n%* <n},.

25Profits in the decentralized case look the same as in the centralized case when m = 1. For
higher values of m both individual bureaucrat, total bureaucracy, individual dispatcher and
total dispatcher profits are lower than in the centralized case.
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Figure 5. Profit functions. Uppermost curve: Profits for the centralized inte-
grated problem from 6.2. The separate bureaucracy and dispatcher profit curves
are for the centralized non-integrated problem from 6.1. The grey area is the
difference in total profits between the centralized integrated and the centralized
non-integrated case.
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Asisreadily seen from the graph and from the small bureaucracy expressions,
profits of corrupt bureaucrats and of dispatchers increase linearly in n. This is
because dispatchers do not capture the entire market for licenses. When the size
of bureaucracy grows, corrupt bureaucrats and dispatchers can fully compensate
themselves from cost increases by raising prices B and d by the full amount np,
without losing any market. Because the markup is related to firms’ gain of using
dispatchers, nt, so are profits.

For large bureaucracies, dispatchers capture the entire market. When firms
choose between dispatchers and informality, dispatcher demand will be affected
by increases in n. Dispatchers and bureaucrats will not be able to fully com-
pensate themselves for increases in cost, np, and they will also lose demand
(because they have the entire market). Profits will therefore decrease in the size
of bureaucracy. These considerations for small and large bureaucracies are true
for all versions of the model solved so far.

The graph also illustrates the imbalance in "bargaining power" between bu-
reaucrats and dispatchers, in the non-integrated model, over the range where
the corner solution applies®®.

It is clear from the graph that vertical integration is attractive to bureau-
crats and dispatchers. As a numerical example, imagine a point in the small
bureaucracy interval. Assume there is one dispatcher (z = 1) and that nt = 0.2.
Non-integrated small bureaucracy profits are then (0.025) for bureaucrats and
(0.0125) for dispatchers, whereas the integrated profit is 0.05. There is thus an
additional amount equal to the dispatcher profit to bargain over. The gain from
vertical integration, i.e. the bureaucracy-dispatcher bargaining space, has been
marked in grey in the graph.

6.4 Endogenous red tape

Because profits increase up to a certain bureaucracy size, bureaucrats and dis-
patchers have a joint incentive to try to increase the number of steps in the
bureaucratic procedure up to this size. Increases in n for such a purpose can be
thought of as increasing the number of forms the firm has to fill in, requiring
extra certification and authentication of documents etc. Such "endogenous red
tape" put dispatchers and corrupt bureaucrats in a better position because firms
will be willing to pay a higher price to avoid the increased time cost.

A corresponding incentive exists to try to simplify regulation that is too

cumbersome?”.

26Note that the thresholds for small and large bureaucracies are not the same for the non-
integrated and the integrated case. The thresholds for the non-integrated model, n}* and n},
are shown in the graph, the corresponding ones for the integrated model are smaller.
27The discussion of profits and red tape was postponed until centralized corrupt bureaucrats
had been introduced. It is unlikely that corrupt decentralized bureaucrats would be able to
simplify bureaucracies, although it would be in their joint interest to do so, for large bureaucra-

cies. A more likely case, as discussed by Shleifer and Vishny (1993), is that each decentralized
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The discussion of endogenous red tape also relates to whether firms are better
off in the presence of dispatchers. A ceteris paribus introduction of dispatchers
and indirect corruption will make firms better off because firms have one more
option in acquiring the license. However, as soon as dispatchers and corrupt
bureaucrats are present, incentives to complicate legislation may start working.
The ceteris paribus condition is then likely not to hold, the situation is rather one
where n should be considered endogenous. Therefore, for small bureaucracies
that bureaucrats and dispatchers have an incentive to try to complicate, the
issue of firms being better off or not is unclear.

If the endogenous red tape argument is relevant, increases in 1 due to bureau-
cracy/dispatcher lobbying would give both more informality and higher prices
for all firms that get the license (direct as well as indirect). This should be
compared to the case where no dispatcher exists but where the bureaucracy in-
stead is smaller. Then, high productivity firms may lose (they have to go to the
bureaucracy instead of a dispatcher) but both the firms that would have been
informal with dispatchers and now become formal through the bureaucracy (due
to less regulation), and those that go directly to the bureaucracy in both cases,
would gain.

6.5 Further 10 aspects of the bureaucracy-dispatcher in-
teraction

Although very little is known about the bureaucracy-dispatcher interaction in
real life, the model highlights two other options for bureaucrats in order to earn
profits higher than in the non-integrated scenario. Both are related to the fact
that bureaucrats are likely to be able to control entry into dispatching. Corrupt
bureaucrats can choose not to work with some dispatchers.

The first option is to work with one dispatcher only and make this dispatcher
the residual claimant of the profits. That is, the m corrupt bureaucrats can
jointly "sell the office" to one single dispatcher, then charge marginal cost p for
each step, and then let the dispatcher maximize profits. Total possible profits,
Tei, adjusted for dispatcher entry costs, puts an upper bound on the value of
the dispatcher office and the profit of the m bureaucrats®®.

The second option is for bureaucrats to promote competition between dis-
patchers. In the present model, the larger the number of dispatchers, the smaller
is the markup of dispatchers and the larger is demand and hence bureaucracy
profits. In the limit, with many dispatchers, these make zero profits and bu-
reaucrats approach the profits corresponding to the case of vertical integration.

The latter case with much competition is probably unlikely to occur how-
ever, when there is some government enforcement of the bureaucracy-dispatcher

corrupt bureaucrat tries to add steps, to the detriment of all such corrupt bureaucrats (and
all firms!).

28See Wade (1982) for an extreme case of corruption and such "two-part tariffs", where
irrigation engineers in India buy their offices.
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relation. Bureaucrats may instead prefer to restrict the number of dispatchers
they work with, to minimize the risk of getting caught.

6.6 Extension of the model: Direct and indirect corrup-
tion

The model discussed in this paper is one in which the government is assumed,
in the background, to effectively control direct corruption in the bureaucracy.
Corruption moves to become indirect, through dispatchers.

In order to highlight how incentives of bureaucrats and dispatchers would
change if there was direct corruption as well, consider the polar case in which
there is no government control of corruption whatsoever. With direct corrup-
tion, bureaucrats still prefer to have dispatchers around, because it allows price
discrimination of firms into two groups. The group which values time the high-
est will use dispatchers to get the license (and indirectly pay bribes), the other
group will go directly to the bureaucracy (and pay direct bribes).

When direct corruption is allowed, increases in n always represents a cost to
bureaucrats and make these worse off. Financial costs np increase and the size
of the time cost nt only determines through which channel (direct or indirect)
that the corrupt bureaucrats will award the licenses?®. Because firm demand
for dispatchers still increases in nt however, dispatchers have profits that in-
crease in n for small bureaucracies. Dispatchers thus have an incentive to try
to complicate regulation up to a certain point whereas corrupt bureaucrats do
not.

Finally, the case of direct and indirect corruption is one in which firms suffer
a lot. Few licenses will be awarded and prices will be high.

29For bureaucrats there is no "small bureaucracy" region in which bribe profits can increase,
because for small bureaucracies there are bribe revenues through the direct channel as well.
For large bureaucracies it is still true that dispatchers have the entire market. In this region,
bureaucracy and dispatcher profits decrease in n (as before).
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7 Discussion

In many countries, bureaucratic procedures tend to be very complicated. An
example is the procedure to start up a firm in Brazil. There is an abundance of
newspaper reports, studies and anecdotes about the bureaucratic hassle firms
intending to become formal have to go through. The World Bank reports that
it takes 18 different steps, 152 days and 10% of GNI per capita to start a firm.
In line with such a time-consuming and costly de jure procedure is the fact that
as much as 90% of Brazilian 1-5 person firms are informal (World Bank, 2008A;
SEBRAE, 2005). The procedure to start a firm consists of paying registration
fees, applying for an operations permit, registration at federal, state and munic-
ipal tax authorities, printing and authorization of the firm’s receipts, different
steps related to having employees in the firm, visits from the fire department,
etc?’.

Still however, most firms that have become formal in Brazil seem to re-
port having done so without much problems. Stone et al. (1996), Zylbersz-
tajn and Graga (2003) and Zylbersztajn et al. (2007) study small- to medium
sized firms in the garment industry. Firms have, by and large, paid one fee
to a "despachante" and have had all papers in order after approximately 50
days. In interviews, firms confirm that time saving is the main reason to use
"despachantes" and that it is very difficult to go through the procedure without
"despachantes".

In studying the start-up procedure for firms in Bulgaria, Gancheva (1999)
reports that the time elapsed to "start a firm" is shorter when an intermediary
has been used. The time to "get a license" is also shorter if intermediaries
are used. Across geographical regions, Gancheva also reports that the ratio
of firms that have used an intermediary at start-up to those that have not, is
positively correlated with the length of observed time of going through the de
jure procedure. Standard errors are much too large to say anything conclusive,
however.

The use of dispatchers, as portrayed in these Brazilian and Bulgarian studies,
is in line with the predictions of the model in the "large bureaucracy" case, where
all firms that go through the procedure use dispatchers. It is also consistent with
the high degree of informal firms observed in Brazil.

In comparing with formalization of Chilean garment firms, for which the bu-
reaucratic procedure is much simpler, Stone et al. (1996) indicate that Chilean
firms have not used intermediaries?".

30The exact number of steps depends on the sector in which the firm operates, geographical
location, whether it falls under microenterprise regulation, etc. In two different studies on
start up procedures for small firms in Brazil, Zylbersztajn and Graga (2003) and Zylbersztajn
et al. report nine and seven "de jure" steps, respectively.

31The authors never state in writing whether Chilean firms use dispatchers, but write as if
this is not the case and as if such intermediaries are not needed. The claim here is nothing more
than that a more complicated bureaucracy should be correlated with more dispatcher usage.
Obviously the institutional environment in Brazil and Chile can differ in many dimensions.
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With respect to prices paid to dispatchers, much empirical work is needed,
both in selecting a specific procedure and in selecting the sample of firms/individuals
to go through the procedure. To the best of my knowledge, no specific study
with the sole purpose of studying dispatchers has been made, with the exception
of follow-up work to Bertrand et al. (2007, 2008).

Gancheva (1999) reports a huge variation in prices paid to intermediaries.
In the study by Proética, 2006, the payment of side fees have been registered
in the interaction between individuals and the bureaucracy for a range of 35
bureaucratic procedures in Peru. In this study, the variation in amounts paid,
directly to bureaucrats, to police as well as to "tramitadores" is also huge.
Without more specific information and the reasons for paying such "bribes", it
is difficult to draw any conclusions.

The paper suggests one explanation for why bureaucracies tend to grow, that
is, why "red tape" appears. In a scenario where direct corruption was never
possible, dispatchers may have emerged as a means for bureaucrats to extract
rents. Once this link was established, it provided an argument for raising the
time cost nt because both dispatchers’ and corrupt bureaucrats’ profits then
could increase. Efforts to increase nt could simply be by bureaucrats adding
more steps if this is feasible. Alternatively, and more sophisticated, bureaucrats
and dispatchers could lobby for more regulation, using arguments that such
measures are "socially beneficial".

7.1 Future work

This paper points to a few areas where there is a need for more information and
empirical work. The model presented here is based on a time saving argument
in explaining demand for dispatchers. In settings where this is the main reason
to use dispatchers, how common is it, what prices are paid and how does it vary
with the size of bureaucracy? Are there other characteristics that differ between
firms/individuals using dispatchers and those that do not?

Second, little is known about the interaction between bureaucrats and dis-
patchers. The relation is secret in nature and it is not obvious how to gather
such information. The work by Bertrand et al., using trained actors to inter-
view bureaucrats and "agents", is an important step forward in understanding
how bureaucrats go about to "bend the rules". Similar interviews could be con-
ducted to better understand the "technology" that Brazilian despachantes use
in order to save time for individuals and firms.

Third, the endogenous red tape argument highlighted here may be poten-
tially important in explaining why bureaucracies are hard to reform. Newspaper
reports indicate, at least in the Brazilian case, that the different stakeholders
in bureaucratic procedures resist simplification measures (Folha de Sdo Paulo,
2008). A more systematic analysis of the response of different stakeholders, such
as dispatchers, to bureaucratic reform, is much needed.

26



8 References

Banerjee, A. V., 1997. A theory of misgovernance. Quarterly Journal of Eco-
nomics, 112, 1289-1332.

Bardhan, P.; 1997. Corruption and Development: A Review of Issues, Journal
of Economic Literature 25, 1320-1346

Bayar, G., 2005. The role of intermediaries in corruption. Public Choice 122,
277-298.

Bertrand, M., Djankov, S., Hanna, R., Mullainathan, S., 2007. Obtaining a
Driving License in India: An Experimental Approach to Studying Corruption,
Quarterly Journal of Economics, 122, 1639-1676.

Bertrand, M., Djankov, S., Hanna, R., Mullainathan, S., 2008. Corruption in
Driving Licenses in Delhi, Economic and Political Weekly 43 (5), 71-76

Blanchard, O., Kremer, M., 1997. Disorganization. Quarterly Journal of Eco-
nomics 112 (4), 1091-1126

Bose, G., Gangopadhyay, S., 2006. Intermediaries and endemic corruption.
Lecture notes.

Bray, J., 2005. The use of intermediaries and other ’alternatives’ to bribery,
in "The New Institutional Economics of Corruption" (Lambsdorff, Taube and
Schramm eds.)

CIEN (Centro de Investigaciones Econémicas Nacionales), 2001. Analisis de
la economia informal en Guatemala. Estudio de casos: entrevistas a micro y
pequenos empresarios.

CIET (Centro de Investigacién de Enfermedades Tropicales), 1998A: Bolivia
(REP): Perceptions of the population concerning corruption in public services

CIET, 1998B: Bolivia (REP): Perception of the private sector on corruption in
public services

de Soto, H., 1989. The Other Path. New York: Harper and Row.

Djankov, S., La Porta, R., Lopez-De-Silanes, F., Shleifer, A., 2002. The Regu-
lation of Entry. The Quarterly Journal of Economics 117, 1-37

Fjeldstad, O., 2003. Fighting fiscal corruption: lessons from the Tanzania rev-
enue authority. Public Administration and Development 23, 165-175

27



Folha de Sao Paulo, January 23rd, 2008. SP acaba com exigéncia de reconhec-
imento de firmas.

Gancheva, Y. 1999. Rules, Regulations and Transactions Costs in Transition
Bulgaria. Institute for Market Economics # RSS 993/1999

Hasker, K., Okten, C., Intermediaries and corruption. Journal of Economic
Behavior and Organization (2007), foi: 10.1016/j.jebo.2006.06.015

IFC, 2007A. Business Simplification in Lima, Peru — An evaluation of the reform
of licensing procedures.

IFC, 2007B. Municipal scorecard. Midiendo las barreras burocriticas a nivel
municipal - reporte Bolivia.

IFC, 2008. Reforma del proceso para obtener permiso de operacién de negocio
en las alcaldias municipales del distrito central y San Pedro Sula.

Lambsdorff, J., 2002. Making corrupt deals: contracting in the shadow of the
law. Journal of Economic Behavior and Organization 48, 221-241

Levine, V., 1975. Political corruption: the Ghana case. Stanford, CA. Hoover
Institution Press.

Myrdal, G., 1968. Asian drama: An inquiry into the poverty of nations. New
York: Twentieth Century Fund

Oldenburg, P., 1987. Middlemen in third-world corruption: Implications of an
Indian case. World Politics 39, 508-535

Olken, B., 2007. Monitoring Corruption: Evidence from a Field Experiment in
Indonesia. Journal of Political Economy 115, 200-249.

Priks, M., 2007. Judiciaries in Corrupt Societies, CESifo Working paper no:
2008, June 2007.

Proética, 2006. Segunda encuesta nacional sobre corrupcién - breve anilisis de
los resultados.

Republica de Bolivia - Vicepresidencia de la Republica, 1998. Plan nacional de
integridad - Estrategia Boliviana de desarrollo institucional y lucha contra la

corrupcion.

Rose-Ackerman, S.,1999. Corruption and Government: Causes, Consequences
and Reform. Cambridge University Press: Cambridge.

28



Rosenn, K., 1971. The jeito, Brazil “s institutional bypass of the formal legal sys-
tem and its developmental implications. The American Journal of Comparative
law, 514-549.

Rubinstein, A., Wolinsky, A., 1987. Middlemen. Quarterly Journal of Eco-
nomics, 102, 581-593.

SEBRAE, 2005. Economia Informal Urbana 2003.

Shleifer, A., Vishny, R., 1993. Corruption. Quarterly Journal of Economics 108,
599-617.

Shleifer, A., Vishny, R., 1998. The grabbing hand: Government pathologies and
their cures. Cambridge, Massachusetts. Harvard University Press.

Stone, A., Levy, B., Paredes, R., 1996. Public Institutions and Private Trans-
actions: A Comparative Analysis of the Legal and Regulatory Environment for
Business Transactions in Brazil and Chile, in "Empirical studies in institutional

change" (Alston, Eggertsson & North eds.)

Svensson, J., 2005. Eight Questions about Corruption. Journal of Economic
Perspectives, 19 (3), 19-42.

Tirole, J., 1988. The theory of industrial organization. The MIT Press.

Wade, R., 1982. The System of Administrative and Political Corruption: Canal
Irrigation in South India. Journal of Development Studies 18 (3), 287-328.

World Bank, 1996. Guatemala: building peace with rapid and equitable growth.
Report ; no. 15352-GU

World Bank, 2006. http://www.doinbusiness.org/

World Bank, 2007. http://www.enterprisesurveys.org/

Zylbersztajn, D., Faccioli, F., Silveira, R., 2007. Measuring the start up costs in
Brazilian small firms. Revista de Administracdo da Universidade de Sao Paulo
42, 293-301

Zylbersztajn, D., Graga, C., 2003. Los costos de la formalizacién empresarial:

medicién de los costos de transaccién en Brasil. Revista de Economia Institu-
cional 5, 146-165

29



