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. Introduction

Societies with corrupt law enforcement often display pervasive norm violations. For example,
Transparency International Global Corruption Barometer 2007 reports that ... while more than
four in five respondents in Cameroon, Ghana, India and Nigeria consider the police to be
corrupt, fewer than two in five in Denmark, Germany, Finland, Singapore, Sweden and
Switzerland report the same... ” In this paper, we provide a new perspective on the causal
relationship between legal institutions that embed corrupting temptations (e.g., profitable
punishment) and prevalent norm disobedience within the societies such institutions govern.
Previous research has focused on the failure of corrupt law enforcers to punish norm violators
(see, Abbink, 2006). In contrast, we offer both theory and evidence from a laboratory
experiment that even if punishment is prevalent, if people know enforcers can earn pecuniary
benefits by punishing then people no longer view punishment as signaling a norm violation. The
result is that punishment loses its ability to influence behavior.

Punishing someone often means depriving that person of some resources he/she owns
(e.g., money or labor). An enforcer can profit by capturing these resources, and this may
motivate an enforcement authority to increase the number or severity of punishments. For
example, Ukraine traffic police were known to be highly corrupt, in that they imposed on-the-
spot fines and frequently demanded bribes. Indeed, so pervasive was this corruption that in 2005,
the traffic police were disbanded by Ukrainian President Viktor Yushchenko®. Red light
cameras can also be used for generating revenue through punishment. For example,
Motorists.org reports that in 2008 six cities in the US shortened yellow light times for profit?.

In principle, profitable punishment could motivate prosecutors to put more effort into
catching offenders. Likewise, increasing the severity of punishment could reduce the frequency
of violations. On the other hand, profit-seeking punishment may lead to corruption in the sense
that punishers may choose to further their own revenue interests rather than pursuing the goal of
norm conformity. This means that punishment no longer communicates that a norm has been
violated.

If profit-seeking punishment has a detrimental effect on punishment’s ability to express
norms, this might help to explain why, in generally corrupt societies, norm violation is prevalent.
One reason as we suggest here is that in corrupt societies legal authorities like the judiciary and
the police are often considered the most corrupt officials, despite the fact that people rely on
them to curb corruption (e.g., Hunt, 2006). Indeed, Transparency International (2007) reports
survey data from 63,199 people in 60 countries on their perceived level of corruption in key
institutions. About half of the respondents report that the police, legal system/judiciary are
extremely corrupt, ranking these among the top five most corrupt institutions.

One direct consequence of a corrupt legal system is that more people will violate
regulations if they believe they can bribe the authorities in order to avoid punishment. On the
other hand, as we point out in this paper, if people know that punishers can benefit from
imposing punishment, then people may no longer view punishment as expressing disapproval

! http://news.bbc.co.uk/2/hi/europe/4694199.stm. Thanks to Klaus Abbink for drawing my attention to this example.

2 See http://www.motorists.org/blog/6-cities-that-were-caught-shortening-yellow-light-times-for-profit/ for details.
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for norm violations. Previous studies have suggested that punishment promotes compliance not
only by changing incentives but by communicating social norms (see, e.g., Kahan, 1998, Cooter,
1998; Sunstein, 1996; Tyran and Feld, 2006; Masclet et al. 2003; Galbiati and Vertova, 2008;
Xiao and Houser, forthcoming). We hypothesize that profitable punishment leads to corruption
in punishers and as a result, neither those who observe the punishment nor the punishment
recipients view punishment as expressing social norms and punishment becomes less effective

in preventing norm violations.

To test the hypothesis, we design a lab experiment based on a sender-receiver game used
to study cheating behavior (see, Gneezy, 2005). We revise the sender-receiver game so that it
can test the norm expression function of punishment. Our result provides direct evidence that
profitable punishment has a detrimental effect on the norm communication function of
punishment. Moreover, we find that a sender’s attempt to lic is constrained by the threat of
punishment when punishment is not profitable for the enforcer, but not when enforcers can
profit from the punishment.

I1. Experiment Design

Our experiment is based on a sender-receiver game. Gneezy (2005) was the first to design
experiments using this game to study the nature of people's aversions to lying in a cheap talk
environment. Our experiment consists of three treatments: non-profitable punishment treatment
(NPP), profitable punishment treatment (PP), and no-punishment treatment (NP).

[1.  A. Non-profitable punishment treatment (NPP)

In this treatment three subjects form a group. One person acts as a sender, one person acts as a
receiver, and one person acts as an enforcer. The receiver chooses between two options: A and
B. Each option specifies the payoffs to the sender and receiver if that option is chosen. Only the
sender knows the payoffs to each option. The enforcer only knows whether the sent message is
true.

Before the receiver chooses an option, the sender sends her one of the following
messages:

Message A: Option A earns you more money than Option B.

Message B: Option B earns you more money than Option A.
The enforcer sees the sent message and decides whether to impose a payoff-cut to the sender. If
a payoff-cut is imposed, the sender’s payoff, which is decided later by the option chosen by the
receiver, is cut by 50%. The receiver sees both the message and the enforcer’s payoff-cut
decision. Then she chooses an option and thus decides the payoffs for both the sender and
receiver.

It is well-established that decisions can be influenced by relative payoff comparisons
(Fehr and Schmidt, 1999; Bolton and Ockenfels, 2000; Dawes et al. 2007). We designed our
experiment to minimize such confounds. In particular, enforcers are blind to each option’s
payoff. One of the four payoffs in Option A and Option B is randomly selected as the enforcer’s
payoff. Thus, the enforcer’s payoff is independent of the payoff of either the sender or the
receiver. Moreover, the enforcer does not know her randomly assigned payoff until the end of
the experiment. That is, the enforcer does not know her payoff when making the payoff-cut



decision in each round. Neither the sender nor the receiver knows the enforcer’s payoff.
Likewise, the enforcer is kept ignorant of the sender’s and receiver’s payoffs as well. All these
conditions are common knowledge.

We had subjects play three sender-receiver games with different payoff structures.
Subjects were not informed of the outcome of each game until the end of the experiment. Thus,
the design did not allow learning. In each game, each participant was randomly and
anonymously paired with two other participants. The payoffs of the options in each game are
listed in Table 1. The payoffs in each game imply different incentives to lie. For example, in
Game 1, the sender can earn $10 more, and the receiver earns only $1 less, if the sender
succeeds in deceiving the receiver so that the receiver chooses option A. In contrast, in Game 2,
successful deception earns the sender only $2 more, and also leaves the receiver earning $2 less.

Table 1. The payoffs in each game

Game Option Sender’s payoff Receiver’s payoff
1 A 10 5
B 0 6
2 A 4 4
B 6 2
3 A 4 8
B 8 4

We define deception based on Sutter (2009): any decision that the sender expects to lead
the receiver to choose the low-payoff option. Since we define deception in terms of the
intention to lie, it is necessary to obtain data on senders’ beliefs regarding whether receivers
follow their messages. For each game, we elicited sender’s beliefs regarding: 1) which option
receivers chose and; 2) whether the enforcers imposed the punishment. We did this after all
three games concluded and before anyone was informed of the outcome of any game. One
question was randomly chosen and subjects earned an additional $2 for giving the correct
answer. All survey questions are in Appendix B.

I1. B. Profitable punishment treatment (PP)

This treatment is exactly the same as the Non-profitable punishment treatment except that the
enforcer’s randomly assigned payoff is increased by 50% if and only if the enforcer imposes a
50% payoff cut to the sender. Both the sender and the receiver are aware of this. Again, the
enforcer does not know her own payoff, or the payoffs of the sender or receiver when making
the payoff cut decision. This feature of the experiment minimizes the possibility that the
enforcer’s decision might be affected by concerns related to efficiency or inequality.

I1. C. No-punishment treatment. (NP)

The setup of the treatment is identical to the Non-profitable punishment treatment with the

exception that the “enforcer” does not have the option to punish. The senders’ or receivers’

decisions might be affected by the knowledge that someone can observe the sender’s decisions.
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In view of this, and to minimize all other possible treatment differences other than punishment
opportunities, we keep this treatment the same as the previous one in that an enforcer remains
involved in the game but she/he can only observe the sender’s behavior. As in the other two
treatments, the payoff of the enforcers is also randomly assigned. All of these are common
knowledge among the game’s players. This treatment provides information regarding how
senders and receivers behave when there is no punishment available to communicate norms.

1. D. Procedures

The experiment was conducted at P.E.E.L lab using z-tree (Fischbacher, 2007). Subjects were
randomly and anonymously assigned a role and the role was fixed in all the three rounds. One
round was randomly chosen as the payoff round. Each subject was paid according to the
outcome in that round. Subjects were paid privately. Each subject participated in exactly one
treatment.

I11. Hypothesis

The reason we choose a sender-receiver game is that the norm of truth-telling is clear in this
setting. More importantly, a receiver’s desire to follow the true message allows us to draw a
clean inference regarding the receiver’s perception of punishment from his/her behavior:
whether to follow the sender’s message if the sender is punished. As we discuss below, when
we introduce third-party punishment in this game, norm-communicating punishment and norm-
irrelevant punishment lead to starkly different predictions on the behavior of both senders and
receivers. Consequently, our data provide direct evidence on how incentives for profit-seeking
punishment affect norm communication.

We assume it is common knowledge that the enforcer’s utility function consists of two
parts: 1) the monetary payoff from the implementation of the duty; and 2) the disutility of how
poorly she fulfills the duty (e.g. punish the honest message in this case). We show in Appendix
C, when punishment is non-profitable, the optimal strategy for the enforcer is to punish the
sender if and only if the sender sends a false message. We define norm-communicating
punishment as punishment that credibly and perfectly signals that a norm violation occurred.
Thus, punishment is norm-communicating when it does not include a pecuniary benefit.

When punishment is profitable, the enforcer will punish a truthful sender if the
pecuniary value of doing so is large enough to overcome the dissatisfaction of performing her
duty poorly. When a sender sends a false message, punishment increases the monetary payoff
and also satisfies the enforcer’s duty. Thus, the enforcer is always better off punishing the
sender. We define “norm-irrelevant” punishment as punishment that does not convey any
information regarding whether a norm violation occurred. Thus, when punishment is profitable
and senders and receivers believe the pecuniary value of punishing an honest person is large
enough to overcome the dissatisfaction of performing her duty poorly, punishment is norm-
irrelevant.

By comparing the choices of senders and receivers among our three treatments, we are
able to draw inferences regarding people’s perceptions of the norm-communicating function of
punishment in the two punishment environments. (see Appendix C. for details).



Hypothesisl: Enforcer’s decisions.

Our first hypothesis is that there is more (less) norm-communicating (norm-irrelevant)
punishment in NPP treatment than in the PP treatment.

freq ""(norm-communicating punishment) < freq """ (norm-communicating punishment)
freq " (norm-irrelevant punishment) < freq °" (norm-irrelevant punishment)

Hypothesis2: Receiver’s decisions.
Our second hypothesis is that receivers are less likely to interpret punishment as expressing
norms in the PP treatment than in the NPP treatment. We can test this hypothesis by comparing,
between treatments, the frequency with which receivers follow senders’ messages.

freq """ (follow message |sender is punished) < freq ""(follow message |sender is
punished) < freq ""(follow message )

Hypothesis3: Sender’s decisions.
Our third hypothesis is that senders in the PP treatment are less likely to expect punishment to
communicate norm violations than those in the NPP treatment. We denote that the sender

believes with probability Ls that the receiver will believe the message is true and will follow the

message. Since a sender’s decision depends on the value of Ls (for details see Appendix C), we
divide the sender's decisions as follows®: 1) T_F : send a true message and expect the receiver to

follow ('Es >1/2); 2) T_NF: send a true message and expect the receiver not to follow ({s <1/2);
3) F_F send a false message and expect the receiver to follow (Es >1/2); and 4) F_NF: send a

false message and expect the receiver not to follow (Es <1/2). As defined above, lies include
both T_NF and F_F. If punishment is norm-communicating, then senders send true messages
and expect receivers to follow the messages (T_F). If punishment is norm-irrelevant, then the
sender’s profit-maximizing strategy becomes the same as that in the NP treatment. This means
that the sender sends a false message if she believes the receiver is relatively more likely to

follow the message (i.e., Ls >1/2) (F_F); otherwise, she sends a true message (T_NF).
Therefore, we can test Hypothesis 3 by comparing, between treatments, the frequency of
deception and truth-telling.

freq" (T_F) <freq™ (T_F) < freq "*"(T_F)
freq"""(F_F+T_NF) <freq” (F_F+T_NF) <freq ""(F_F+T_NF)

¥ We obtained data on senders’ expectations regarding whether the enforcer would impose punishment and whether
the receiver would follow the message. In principle, these data can inform the differences in senders’ expectations
regarding the norm communication functions of PP and NPP. While sample sizes are small, the evidence from the
expectations data seems consistent with our findings drawn from the behavioral data. For example, among those
who sent at least one false and one true message, compared with the NPP treatment, significantly fewer senders in
the PP treatment expect enforcers to punish if and only if the message is false (2out of 16 vs. 14 out of 21, Z-test,
p<0.01). Since we are interested in the effect of the norm communication function of punishment on behavior, the
current paper focuses on the senders’ behavioral data. Expectations data are available on request.



IV. Results

We obtained observations on 252 subjects: 29 groups in the non-profitable punishment
treatment; 30 groups in the profitable punishment treatment; and 25 groups in the non-
punishment treatment.

IV. A Enforcer’s behavior

To examine the punishment decisions of the enforcers, we calculate the proportion of enforcers
who: 1) punish if and only if the sender sends a false message; 2) always punish regardless of
the truthfulness of the message; and 3) exhibit punishment behavior that does not fall into either
one of the aforementioned categories. Figure 1 plots the distribution of different types of

Figure 1. Enforcer’s behavior by treatment
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Note: The data include only those who experienced both false message and true message
scenarios.

enforcers in the two punishment treatments. The data includes only those enforcers who have
seen both true messages and false messages. As shown in Figure 1, while a majority (19 out of
27) of enforcers imposed norm-communicating punishment in the NPP treatment , only one out
of 22 enforcers did so in the PP treatment. The difference is significant between the two
treatments (Z-test, p<0.01). On the other hand, most enforcers (17 out of 22) always punished
the sender regardless of the message sent in the PP treatment, but only 6 out of 27 did so in the
NPP treatment (Z-test, p<0.01). This result supports Hypothesis 1.



IV. B. Receivers’ Choices

Table 2 reports how receivers, overall, follow senders’ messages under different conditions in
each treatment. As shown in Table 2, in the NPP treatment the enforcer did not punish the
sender in 38 cases out of 87 observations. In these cases, receivers followed senders’ messages
94.7% of the time (36 out of 38). In the PP treatment, we also found that receivers tend to
follow senders’ messages most of the time if the sender is not punished. Among the nine
observations where punishment was not imposed, receivers followed seven times (77.8% of the
messages).

Table 2. Receivers’ decisions by treatment

Treatment Sender Follow Not follow
Non-profitable pun (NPP) Punished 7 42
(# of obs=87) _

Not punished 36 2
Profitable pun (PP) Punished 41 40
(# of obs=90) _

Not punished 7 2
No-pun (NP) - 51 24

(# of obs=75)

To test Hypothesis 2, we next focus on treatment effects in cases where punishment is
imposed. We compare receivers’ tendencies to follow senders’ messages among three cases: 1)
when senders are punished in the NPP treatment; 2) when senders are punished in the PP
treatment; and 3) the NP treatment.

The descriptive data in Table 2 shows that most receivers do not follow messages if the
sender is punished in the NPP treatment (42 out of 49). Receivers in the PP treatment, however,
seem to make either decision with equal probability (41 decisions follow the message, and 40
decisions do not). Consistent with previous findings (Gneezy, 2005; Sutter, 2009), we find that,
in NP treatment receivers tend to follow senders’ messages when the message is the only
information they have (about 2/3 of decisions follow the sender’s message).

We next report data at the individual level. Supporting Hypothesis 2, we find that the
frequency of receivers to follow the senders’ messages is highest in the NP treatment and lowest
in the NPP treatment. (68% vs. 49% vs. 13%, Jonckheere test, p<0.01; 49% vs. 13%, Mann-
Whitney test, one-tail p<0.01)*. We classify receivers according to the fraction of times they
follow the sender’s decisions, and plot the subsequent distribution in Figure 2. As shown, most
receivers (75%) never follow the sender’s message when the sender is punished in the NPP

* To test Hypothesis 2 and 3, we first run Jonckheere tests to establish the hypothesized trend and then use Mann-
Whitney or Z-tests to provide evidence on specific differences between the NPP and PP treatments.



treatment. In contrast, this percentage is only 21% in the PP treatment and 8% in NP treatment
(Jonckheere test, p<0.01; 75% vs. 21%, Z-test, one-tail p<0.01). On the other hand, while only
one out of 28 (4%) receivers in the NPP treatment always follows the sender’s message when
the sender is punished, about 24% receivers do so in the PP treatment and 40% receivers
follow the sender’s message in the NP treatment (Jonckheere test, p<0.01; 4% vs. 24%, Z-test,
one-tail p=0.01). These results support Hypothesis 2.

Figure 2. Distributions of receivers’ frequencies of following the message when the sender is
punished in the two punishment treatments, and in the no-punishment treatment
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Note: The data excludes one receiver in each of the punishment treatment who did not see any
punished message.

IV. C. Sender’s decisions
We report the descriptive data of sender’s decisions and beliefs in Table 3. As shown, the
fraction of lies is higher in the PP and NP treatments than in the NPP treatment. The fraction of
T_F is higher in NPP treatment than in the PP and NP treatments.

We next analyze our data at the individual level. Each sender played the three games.
For each sender, we calculate the percentage of lies (T_NF or F_F) and T_F. Supporting
Hypothesis 3, we find that in the NPP treatment, on average, senders lie less frequently (34%)
compared to those in PP treatment (56%) and NP treatment (60%) (Jonckheere test, p<0.01;
56% vs. 34%, Mann-Whitney test, one-tail p=0.02). On the other hand, the average percentage
of T_F is higher in NPP treatment (36%) than that in PP treatment (20%) and NP treatment
(16%) (Jonckheere test, p<0.01; 20% vs. 36%, Mann-Whitney test, one-tail p=0.02).



Table 3. Senders’ decisions and beliefs by treatment

Treatment Lie Sender’s decision belief
(# of obs.)
Freq % Freq. %
Non-profitable pun (NPP) 30 34.48 T _NF 10 11.49
(87) F_F 20 22.99
TF 31 35.63
F NF 26 29.89
Profitable pun (PP) 50 55.56 T_NF 36 40.00
(90) FF 14 15.56
TF 18 20.00
F_NF 22 24.44
No-pun (NP) 45 60 T_NF 35 46.67
(75) FF 10 13.33
TF 12 16.00
F NF 18 24.00

Note: T_NF: a sender sends a true message and expects the receiver not to follow;

F_F: asender sends a false message and expects the receiver to follow;
T_F: a sender sends a true message and expects the receiver to follow;

F_NF: a sender sends a false message and expects the receiver not to follow.
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Figure 3. (A). Distribution of the frequency of T_F by treatment

100 )
® non-profitable punishment (obs=29)
20 B profitable-punishment (obs=30)
Uno punishment (obs=25)
g 60
=
=]
2
=]
& 40
20
. L:__h

0 1/3 2/3 1

Frequency of T F
(B). Distribution of the frequency of lies (T_NF or F_F) by treatment
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Note: T_F: a sender sends a true message and expects the receiver to follow.
T_NF: a sender sends a true message and expects the receiver not to follow.
F_F: a sender sends a false message and expects the receiver to follow.

Figure 3 plots the distribution of sender types according to the frequencies of T_F and
lies. First, note from Figure 3(A) that in the NPP treatment, about 69% of senders “send a true
message and believe the receiver will follow the message” at least once. This percentage is only
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40 % in the PP treatment and 44% in the NP treatment (Jonckheere test, p=0.03; 69% vs. 40%,
Z- test, one-tail p=0.02). Figure 3(B) shows that about 77% of senders in the PP treatment and
88% of senders in NP treatment lie at least once and only 55% do so in the NPP treatment
(Jonckheere test, p<0.01; 77% vs. 55%, Z-test, one-tail p=0.04). These results support our
Hypothesis 3.

V. Discussion

By definition, corrupt societies include persistent and pervasive norm violations. This may be
one important reason that corruption is widely perceived to be a major impediment to economic
development. To curb corruption, scholars have highlighted the importance of punishment.
Unfortunately, in corrupt societies punishment enforcement authorities are typically perceived
as also being highly corrupt. Rather than simply reflecting a culture of norm disobedience,
however, we argued that legal institutions that embed corrupting temptations (e.g., profitable
punishment) may be causally connected to systemic patterns of norm violations in a society. In
particular, we designed experiments to provide direct evidence on the detrimental effect of
profitable punishment on the norm communication function of punishment, and demonstrated
that this led to further norm disobedience.

Our experiments are based on sender-receiver games in which norm-communicating and
norm-irrelevant punishment yield starkly different predictions about the decisions of senders
and receivers. The results support our hypothesis that punishment can effectively express norm
violations to receivers when enforcers do not benefit from the penalty. Its expression function is
significantly diminished, however, when the punishment becomes a source of revenue for
enforcers®. Importantly, deception occurs more often when punishment is profitable for the
enforcer than when it is not. In fact, deception occurs just as frequently in the case of profitable
punishment as it does when punishment is not possible.

A substantial literature reveals that people care about equality and fairness and often
share with others and even unaffected bystanders are willing to incur a cost to punish unfair
behavior (e.g. Fehr and Fischbacher, 2004). We nevertheless find that when third-party
enforcers can profit by punishing, a high percentage of them (about 80%) take advantage of this
option and abuse their authority. Doing so benefits themselves but is costly both to senders as
well as receivers. Given that enforcers often benefit from their duty to maintain social order,
our paper calls attention to the role of third-party punishment in promoting cooperation when
enforcement is profitable.

It is worthwhile to emphasize that in our experiment receivers do not know whether
enforcers are “corrupt” because they do not receive any feedback. This suggests that the
detrimental effect of profitable punishment can stem simply from the corrupting temptations
embedded within enforcement intuitions. In other words, an enforcement institution that enables
corrupt behavior can perhaps have a detrimental impact on punishment’s effectiveness,
regardless of enforcers’ actual decisions.

> Our findings regarding the effect of profitability on the effectiveness of punishment are also consistent with
Kuang et al. (2007)’s investigation of the effectiveness of advice. That paper reports that advice from a party with a
monetary stake in whether the advice is followed is less effective than the same advice given by a neutral
independent party.
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This finding speaks to the importance of establishing institutions that signal intolerance
for corruption in the legal system. Such institutions have proven effective in natural
environments. For example, during the economic growth period in Hong Kong, the ICAC
(Independent Commission Against Corruption, http://www.icac.org.hk/en/home/index.html )
was established to clean up its endemic corruption in law enforcement and many other
government departments. Meeting challenges initially, the ICAC ultimately proved vital in
transforming Hong Kong from a graft-ridden city into a metropolis known for its cleanliness
and lawfulness.

Our findings help to explain why the existence of organizations such as ICAC is
important: their presence enhances the effectiveness of the legal system by restoring the norm
communication function of law enforcement. Indeed, such organizations may be a necessary
first step towards mitigating pervasive norm violations in severely corrupt societies, and doing
so might help set the stage for rapid and peaceful economic expansion.
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