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Corruption Around the World
Causes, Consequences, Scope, and Cures

VITO TANZI*

Corruptionisattracting alot of attention around the world. This paper sur-
veys and discussesissuesrelated to the causes, consequences, and scope of
corruption, and possible corrective actions. It emphasizes the costs of cor-
ruption in terms of economic growth. It also emphasizes that the fight
against corruption may not be cheap and cannot be independent from the
reform of the state. If certain reforms are not made, corruption islikely to
continue to be a problem regardless of actions directly aimed at curtailing
it. [JEL E62, H1, H3, K4, N4]

I. The Growth of Corruption

I N RECENT YEARS, and especialy in the 1990s, a phenomenon broadly
referred to as corruption has attracted a great deal of attention. In coun-
tries developed and developing, large or small, market-oriented or other-
wise, governments have fallen because of accusations of corruption, promi-
nent politicians (including presidents of countries and prime ministers)
havelost their official positions, and, in some cases, whole political classes
have been replaced. For examples, see Johnston (1997).

Corruption is not a new phenomenon. Two thousand years ago,
Kautilya, the prime minister of an Indian kingdom, had already written
a book, Arthashastra, discussing it. Seven centuries ago, Dante placed
bribers in the deepest parts of Hell, reflecting the medieval distaste for

* Vito Tanzi is the Director of the IMF's Fiscal Affairs Department. An earlier
draft of this paper was written while he was spending a short sabbatical at
Collegium Budapest, Institute for Advanced Study (Budapest). The author thanks
Hamid Davoodi and Shing-Jin Wel for their comments.
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corrupt behavior. Shakespeare gave corruption a prominent role in some
of hisplays; and the American Constitution made bribery and treason the
two explicitly mentioned crimes that could justify the impeachment of a
U.S. president.r However, the degree of attention paid to corruption in
recent years is unprecedented. For example, in its end-of-year editorial
on December 31, 1995, The Financial Times characterized 1995 as the
year of corruption. The following three years could have earned the same
title. The writing of books on corruption has become a growth industry
in various countries.

The degree of attention now paid to corruption leads naturally to the
guestion of why. Why so much attention now? Is it because there is more
corruption than in the past? Or is it because more attention is being paid to
a phenomenon that had always existed but had been largely, though not
completely, ignored? The answer is not obvious, and there are no reliable
statistics that would make possible a definitive answer.

Severa arguments can be advanced that suggest that corruption is sim-
ply attracting more attention now than in the past.

First, the end of the Cold War has stopped the political hypocrisy that had
made the decision makers in some industrial countries ignore the political
corruption that existed in particular countries, such as Zaire (now the
Democratic Republic of the Congo). Aslong as the latter were in the right
political camp, there was atendency to overlook obvious cases of high-level
corruption.

Second, perhaps because of lack of information, or reluctance to talk
about it by those familiar with these countries, there was also a tendency
not to focus on corruption in the centrally planned economies.? It is now
widely known that centrally planned economies, such as the Soviet Union,
or those imitating them through highly regimented economic activities,
such as Nicaragua and Tanzania, experienced a great deal of corrupt prac-
tices. However, these practices were either ignored or not widely reported
at the time. Donor countries also tended to play down this problemin coun-
tries that they assisted financially, even in the face of misuse or misappro-
priation of foreign aid.

Third, the increase in recent years in the number of countries with
democratic governments and free and active media has created an envi-
ronment in which discussion of corruption is no longer a taboo. In some
countries, such as Russia, the media has responded with a vengeance to

1See Noonan, Jr., (1984) for avery interesting historical overview of corruption
in different societies.

2 However, much information was available on the corruption in centrally
planned economies. See, for example, Simis (1982), Galasi and Gertesi (1987),
Grossman (1982), and Remnick (1994).
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this newly acquired freedom.® In some other countries, political changes
have increased the reporting of cases of corruption. See Davigo (1998).

Fourth, inall itsramifications, globalization has brought individualsfrom
countries with little corruption into frequent contact with those from coun-
tries where corruption is endemic. These contacts have increased the inter-
national attention paid to corruption, especially when some companies
believed that they were cut out of some contracts because the winning com-
pany had paid a bribe.

Fifth, agrowing role has been played by nongovernmental organizations,
such as Transparency |nternational, in publicizing the problems of corrup-
tion and in trying to create anticorruption movements in many countries.
Recently the international financial institutions, such as the IMF and the
World Bank, and other international organizations have been playing a
growing role in the anticorruption movement. In addition, empirical stud-
ies of corruption have contributed to a greater awareness of the economic
costs of this problem.

Sixth, the greater reliance on the market for economic decisions and the
increased need to be competitive have created an environment in which the
pursuit of efficiency has acquired greater importance and distortions attrib-
uted to corruption attract more attention.

Finally, the role played by the United States, especially through its
influence in some international institutions, has been important.
American policymakers have argued that American exporters have lost
out in foreign deals because they have not been allowed by law to pay
bribes to foreign officials. For American companies, the payment of
bribesto foreign officialsisacriminal act, and, of course, the bribes paid
cannot be deducted as costs for tax purposes.* This has not been the case
in other OECD countries, although recently, under the sponsorship of the
OECD, the situation has started to change. In several other countries,
bribing aforeign official was not illegal and bribes paid could be consid-
ered a deductible business cost.

A case can also be made that the increased attention now paid to corrup-
tion reflectsthe growth of that phenomenon in recent decades, agrowth that
culminated in a peak in corruption activities in the 1990s. Let me briefly
consider afew arguments that support this alternative hypothesis.

3 An attempt by the author of this paper to create a corruption index on the basis
of newspaper stories reported by the Internet found that for some countries these
Internet entries amount to tens of thousands.

4 See, for example, the remarks by (then) Secretary of Commerce, Michael
Kantor, to the Detroit Economic Club (July 25, 1996) in which he stated that since
1994 American companies had lost international contracts worth $45 bhillion
because of bribes paid by foreign contractors to the officials of foreign countries.
See also Hines, Jr. (1995).
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Recent studies have shown the extent to which therole of the government
in the economy has grown in recent decades.> The environment that pre-
vailed in these years brought about (1) alargeincrease in the level of taxa
tion in many countries; (2) alargeincrease in the level of public spending;
and (3) probably, though not statistically ascertainable, alarge increase in
regulations and controls on economic activities on the part of governments.
In recent decades, in a significant number of countries, many economic
operations or activities have required various kinds of permits or autho-
rizations on the part of, often, several public offices. This gave the bureau-
crats charged with giving the authorizations the opportunity to request
bribes or to accept offered bribes.

| would hypothesize that theimpact that high taxes, ahigh level of spend-
ing, and new regulations have on acts of corruption is not immediate but,
rather, a function of time, given the established norms of behavior.6 In a
country with traditionally well-functioning and honest bureaucracy, the
short-term impact of a larger government role on public officials will be
limited. For sometime, public officialswill not be asked to perform corrupt
acts and will reject bribery attempts, and they will not initiate such acts. In
countries without such tradition, the more invasive role of government,
played through higher taxes, higher public spending, and, especially, more
widespread regulations, would have a more immediate impact on the
behavior of civil servants and on corruption. This will be particularly true
if fiscal policy suffers from lack of transparency in policymaking, fiscal
reporting, and the assignment of responsibilities to public institutions. See
Kopits and Craig (1998) and Tanzi (1998).

However, with the passing of time, and with increasing frequency, some
government officials would be approached by bribers and asked to bend
rulesor even to break lawsto obtain agovernment benefit or to avoid agov-
ernment-imposed cost. Some will respond and will get compensation from
the bribers for their actions. Others will start emulating them. The process
islikely to be cumulative over time and resembl e the spreading of a conta-
giousdisease. Acts of corruption that might have appeared shocking earlier
will begin to look less shocking, and may even begin to be tolerated. The
government may respond to this situation not by punishing the officialswho
bend or break the rules, but by reducing wages on the assumption that offi-
cias are getting extra compensation.” It is easy to see where this process
could lead to if not checked.

5See, for example, Tanzi and Schuknecht (1997).

6 These norms of behavior may be different between countries and are likely to
change only slowly over time.

"This has actually happened in some countries vis-a-vis public employees work-
ing in particular areas such as customs administration.
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Two other factors may have had animpact on corruption in recent years: the
growth of international trade and business and the economic changesthat have
taken place in many countries and especialy in the economiesin transition.

The growth of international trade and business has created many situa-
tions in which the payment of bribes (often euphemistically called “com-
missions’) may be highly beneficial to the companiesthat pay them by giv-
ing them access to profitable contracts over competitors. Large bribes have
been reported to have been paid to get foreign contracts or to get privileged
access to markets or to particular benefits such as tax incentives. Le Monde
of March 17, 1995, reported that the bribes paid abroad by French compa-
nies in 1994 had been estimated at FF10 billion in a confidential govern-
ment report. World Business of March 4, 1996, reported that the bribes paid
abroad by German companies had been estimated to exceed US$3 hillion a
year.2 These were not the only countries in which companies had paid
bribesto foreign officials. Some experts have estimated that as much as 15
percent of the total money spent for weapons acquisition may be “commis-
sions’ that fill somebody’s pockets. Here, again, contagion is important.
When the economic operators of some countries begin to pay bribes, they
put pressure on those from other countries to do the same. The cost of not
doing soislost contracts, as Kantor argued.

Among the economic changes that have taken place in recent years, pri-
vatization has been most closely linked with corruption. There is no ques-
tion that public or state enterprises have been a major source of corruption
and especially of political corruption because they have occasionally been
used to finance the activities of political parties and to provide jobs to the
clienteles of particular political groups. This was clearly the case in Italy,
before tangentopoli,® and in many Latin American countries. Privatization
of nonnatural monopolies is necessary to reduce this form of corruption
because it eliminates an instrument often used especialy in political
corruption. Unfortunately, the process of privatizing public or state enter-
priseshasitself created situationswhereby someindividuals (ministers, high
political officials) have the discretion to make the basic decisions while oth-
ers (managers and other insiders) haveinformation not availableto outsiders
so that they can use privatization to benefit themselves. These problems have
been observed and reported in all regions of the world, but the abuses appear
to have been particularly significant in the transition economies.’® In the

8Reported in Galtung (1997).

9See Nordio (1997). Carlo Nordio was one of the leading judges in the Italian
fight against political corruption. “ Tangentopoli” or “bribecity” istheterm that was
given to the Italian corruption scandal that shook Italy.

10 See Kaufmann and Siegelbaum (1996) and Goldman (1997). For areview of
the Latin American experience, see Manzetti and Blake (1997).
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latter, terms such as asset stripping and nomenklatura privatization have
been used to describe the abuses associated with the transfer of state enter-
prises to private ownership. In these countries some individuals have
become enormously rich because of these abuses. Two examples from the
Russian experience come to mind. In the privatization of large monopolies,
such as Gazprom, many closeto the corridors of power received highly val-
ued sharesat very low prices. And the“loans-for-share” scheme made some
banks shareholders of enterprises by extending loans to the firms. These
devel opments have made many Russian citizens highly skeptical about the
virtues of amarket economy.

Thus, severa argumentslead to the conclusion that the current interest in
corruption probably reflects an increase in the scope of the phenomenon
over the years and not just a greater awareness of an age-old problem.

I1. The Definition of Corruption

Corruption has been defined in many different ways, each lacking in
some aspect. A few years ago, the question of definition absorbed alarge
proportion of the time spent on discussions of corruption at conferences
and meetings. However, like an elephant, while it may be difficult to
describe, corruption isgenerally not difficult to recognize when observed.
In most cases, different observers would agree on whether a particular
behavior connotes corruption. Unfortunately, the behavior is often diffi-
cult to observe because acts of corruption do not typically take place in
broad daylight.

The most popular and simplest definition of corruption is that it is the
abuse of public power for private benefit. Thisis the definition used by the
World Bank.** From this definition it should not be concluded that corrup-
tion cannot exist within private sector activities. Especially in large private
enterprises, corruption clearly does exist, as for examplein procurement or
even in hiring. It also exists in private activities regulated by the govern-
ment.*? Sometimes, the abuse of public power is not necessarily for one's
private benefit but for the benefit of one’ s party, class, tribe, friends, family,
and so on. In fact, in many countries some proceeds of corruption go to
finance the activities of the political parties.

A more neutral definition is that corruption is the intentional noncompliance
with arm’s length relationship aimed at deriving some advantage from this behav-
ior for oneself or for related Individuals. See Tanzi (19954). For other definitions,
see Theobald (1990).

2For example, when ataxi driver charges the passenger more than the regulated
price or when adoctor in a hospital charges for services not rendered.
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Not all acts of corruption result in the payment of bribes. For example, a
public employee who claims to be sick but goes on vacation is abusing his
public position for personal use. Thus, he is engaging in an act of corrup-
tion even though no bribe is paid. The president of a country who has an
airport built in his small hometown is also engaging in an act of corruption
that does not involve the payment of a bribe.*3

It isimportant to distinguish bribesfrom gifts. In many instances, bribes
can be disguised as gifts. A bribe implies reciprocity while a gift should
not.* However, even though the distinction is fundamental, it is at times
difficult to make.®> At what point does a gift become a bribe? Does the
distinction depend on the size of the gift? What about cultural differences
that can explain different sizes of gifts? What if alarge gift isgiven not to
the person who providesthe favor but to arelative of that person? Doesthe
distinction depend on whether the giftisgivenin broad daylight, for every-
one to see, or privately? Clearly, the identification of abribeis not aways
simple.

Acts of corruption can be classified in different categories. Corruption
can be

 bureaucratic (or “petty”) or political (or “grand”); for example, cor-
ruption by the bureaucracy or by the political leadership;
cost-reducing (to the briber) or benefit enhancing;

briber-initiated or bribee-initiated;

coercive or collusive;

centralized or decentralized;

 predictable or arbitrary; and

* involving cash payments or not.

Undoubtedly, other classifications could be added to thislist.

[11. Factors Contributing Directly to Corruption

Corruption is generally connected with the activities of the state and
especially with the monopoly and discretionary power of the state.
Therefore, as Gary Becker, Nobel Laureate in economics, pointed out in

131t becomes difficult to draw a distinction between some forms of rent seeking
and corruption. See Krueger (1974).

141n practice, those who give gifts may expect some form of payment for them—
for example, we expect love or good behavior from our children when we givethem
gifts—but the recipients of the gifts do not have an obligation to reciprocate.

15 For an elaboration of some of these points, see Tanzi (19953).
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one of his Business Week columns, if we abolish the state, we abolish cor-
ruption. But, of course, quite apart from the fact that corruption can exist in
the private sector, acivilized society cannot function without a state, and in
modern, advanced societies, the state must have many functions. The
Becker argument seemsto collide with thereality that some of theleast cor-
rupt countries in the world, such as Canada, Denmark, Finland, the
Netherlands, and Sweden, have some of the largest public sectors, mea-
sured as shares of tax revenue or public spending in gross domestic prod-
uct. Thus, the solution to the problem of corruption may not be assimple as
just reducing the level of taxation or public spending. Rather, the way the
state operates and carries out its functions is far more important than the
size of public sector activity measured in the traditional way.'¢ Particular
aspects of governmental activities create afertile ground for corruption. Let
us look at thisissuein more detail.

Regulations and Authorizations

In many countries, and especially in developing countries, the role of
the state is often carried out through the use of numerous rules or regula-
tions. In these countries, licenses, permits, and authorizations of various
sorts are required to engage in many activities. Opening a shop and keep-
ing it open, borrowing money, investing, driving a car, owning a car,
building a house, engaging in foreign trade, obtaining foreign exchange,
getting a passport, going abroad, and so on require specific documents or
authorizations. Often several government offices must be contacted to
authorize the activity.

The existence of these regulations and authorizations gives a kind of
monopoly power to the officials who must authorize or inspect the activ-
ities. These officials may refuse the authorizations or may simply sit on a
decision for months or even years. Thus, they can use their public power
to extract bribes from those who need the authorizations or permits. In
India, for example, the expression “licence rgj” referred to the individual
who sold the permits needed to engage in many forms of economic activ-
ities. In some countries, individuals become middlemen or facilitators for
obtaining these permits. The fact that in some cases the regulations are
nontransparent or are not even publicly available and that an authoriza-
tion can be obtained only from a specific office or individual—that is,
there is no competition in the granting of these authorizations—gives the

16The state can exerciseits role through variousinstruments. Some of these lend
themselves more easily to acts of corruption. See Tanzi é1995a). For an empirical
analysis that links market structure and rents to the level of corruption, see Ades
and Di Tella (forthcoming).
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bureaucrats a great amount of power and a good opportunity to extract
bribes.t

The existence of these regulations generates the need for frequent con-
tacts between citizens and bureaucrats. It also requires an enormous
amount of time to be spent by the citizens in acquiring these permits and
in dealing with public officials. Surveys from different countries and
especially from developing and transition countries indicate that much of
the time of the managers of enterprises, and especially of small enter-
prises, is spent dealing with public bureaucracies. Thistime that is taken
away from managing the enterprises can be reduced through the payment
of bribes.

Taxation

Taxes based on clear laws and not requiring contacts between taxpayers
and tax inspectors are much less likely to lead to acts of corruption.
However, when the following situations arise, corruption is likely to be a
major problem in tax and customs administrations (see Tanzi, 1998):

 thelawsare difficult to understand and can be interpreted differently so
that taxpayers need assistance in complying with them;

 the payment of taxes requires frequent contacts between taxpayers and
tax administrators;

 thewages of the tax administrators are low;

e acts of corruption on the part of the tax administrators are ignored, not
easily discovered, or when discovered penalized only mildly;

« the administrative procedures (e.g., the criteria for the selection of tax-
payersfor audits) lack transparency and are not closely monitored within
the tax or customs administrations;

« tax administrators have discretion over important decisions, such asthose
related to the provision of tax incentives, determination of tax liabilities,
selection of audits, litigations, and so on; and

« more broadly, the controls from the state (the principal) on the agents
charged with carrying out its functions are weak '

17 Some economists have argued that thiskind of corruption can be eliminated by
setting up several offices all authorized to provide the authorizations or permits.
This would remove the monopoly power from the bureaucrats. See Shleifer and
Vishny (1993). Unfortunately, the setting up of several offices may be costly. In
some cases, particular activities (say, yearly inspections of cars) can be privatized.

181n cases of palitical corruption, those who represent the state (president, prime
minister, ministers) or their close relatives may use the tax and customs adminis-
trations to pursue rent seeking and corrupt practices.
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In some countries, at one time, corruption became so endemic in the tax
administration (e.g., Peru and Uganda) that the government decided to close
down the existing administrations and to replace them by new ones. In
several countries, customs administrations have been very corrupt, leading
to thejailing of the director of customs and in several cases resulting in the
replacement of the domestic customs organizations with the services of
foreign companies engaged in preshipment inspections.

Reports from several countriesindicate that the number of applicantsfor
poorly paid jobs in administering taxes or in customs has been unusually
large, pointing to the possibility that applicants know these jobs create
opportunities for extraincomes.*®

Spending Decisions

Corruption can aso affect public expenditure. Corruption related to the
provision by the government of goods at below-market pricesis discussed
below, but | will now discuss other aspects of public expenditure.

Investment projects have lent themselves to frequent acts of high-level
corruption. Because of the discretion that some high-level public officias
have over decisions regarding public investment projects, this type of pub-
lic spending can become much distorted, both in size and in composition,
by corruption.? Public projects have, at times, been carried out specifically
to provide opportunitiesto someindividual sor political groupsto get “com-
missions” from those who are chosen to execute the projects. This has
reduced the productivity of such expenditure and has resulted in projects
that would not have been justified on objective criteria of investment selec-
tion such as cost-benefit analysis.

Procurement spending, that is, the purchase of goods and services on the
part of the government, is another area affected by corruption. To reduce
corruption possibilities, some countries have devel oped complex and costly
procedures that may have reduced corruption at the cost of sharply increas-
ing the prices at which some goods are purchased.?

Extrabudgetary accounts are common in many countries. Some of
them have legitimacy and are set up for specific purposes (pension funds,
road funds, etc.). Others are set up to reduce the political and administra-
tive controls that are more likely to accompany spending that goes
through the budget. In some countries, the money received from foreign

19There have even been reports that in some countries these jobs can be bought.

20 See Tanzi and Davoodi (1997).

2 The notorious $600 hammers bought by the Pentagon could be explained by
such procedures.



CORRUPTION AROUND THE WORLD 569

aid or from the sale of natural resources such as oil and tin is channeled
toward special accountsthat tend to be lesstransparent and less controlled
than the money channeled through the budget. Some of this money may
go into illegitimate uses or pockets.?

In all these areas, lack of transparency and of effective institutional con-
trols are the main factors leading to corruption.

Provision for Goods and Services at Below-Market Prices

In most countries, the government engages in the provision of goods,
services, and resources at below-market prices—for example, foreign
exchange, credit, electricity, water, public housing, some rationed goods,
access to educational and health facilities, access to public land, and so on.
Even accessto someforms of pensions, such asthosefor disability, fall into
this category because the individuals who get them have paid less in con-
tributionsto the pension funds over time than the pension they get oncetheir
disability status is approved. In some countries, disability pensions have
been a fertile ground for corruption. In others, some individuals benefited
enormously when they were able to get accessto large amounts of credit or
foreign exchange at below-market prices.

Sometimes, because of limited supply, rationing or queuing becomes
unavoidable. Excess demand is created and decisions have to be made to
apportion the limited supply. These decisions are often made by public
employees. Those who want these goods (the users) would be willing to pay
abribeto get access (or a higher access) to what the government is provid-
ing. It isthus not surprising that in all the areas mentioned above, cases of
corruption have been reported.

Other Discretionary Decisions

Besides the areas mentioned above, in many countries public officials
can find themselvesin positions where they have discretion over important
decisions; in these situations, corruption, including high-level or political
corruption, can play amajor role. The most important of these discretionary
decisions are as follows:

e provision of tax incentives against income taxes, value-added taxes, and
foreign trade taxes, which may be worth millions of dollars in terms of

22Because of the variation of the price of commodities even within aday, it may
be difficult to ascertain at which price a transaction takes place. Some ot the dif-
ference between the actual price and the declared price may be channeled into for-
eign accounts.
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the present value of reduced future liabilities to those who benefit from
them;

 decisonsasto the particular use of privateland (zoning laws) that deter-
mine whether a piece of land can be used only for agriculture, and thus
have low market value, or for high-rise buildings, and thus be very
expensive;

 decisonsasto the use of government-owned land, for example, for log-
ging purposes, which may aso be worth a lot to the recipients. Magjor
cases of corruption related to permissions to cut trees from publicly
owned forests, or to exploit public lands for their mineral wedlth, have
been reported in severd countries;

 decisionsthat authorize mgjor foreign investments, often undertaken in
connection with domestic interests, which often provide the privileged
investors with monopoly power;

 decisonsrelated to the sale of public sector assets, including theright to
extract natural resources;

 decisonson the privatization of state-owned enterprises and on the con-
ditions attached to that process, such as the degree of regulation of the
industry; and

 decisions providing monopoly power to particular export, import, or
domestic activities.

Decisions such as those described above are often worth alot to individ-
uals or enterprises. It is natural that attempts will be made by some of them
to get favorable decisions, in some cases by paying bribesand in other cases
by ssimply exploiting close personal relations with public officials. The
bribes may be paid to public officials whose salaries may be very low and
whose“temptation price” may befar lessthan the value of the potential ben-
efit from afavorable decision to the bribers.

Financing of Parties

Some time before the tangentopoli scandal exploded in Italy, Minister
Martelli, an important member of the socialist party, candidly admitted
in a speech that the Italian political parties had on their payrolls asmall
army of employees. The salaries for these employees had to be paid. He
implied that the needed money had to come from somewhere. Minister
Martelli had put his finger on a major problem for democracies—the
need to finance the activities, including the electoral campaigns, of the

2]n some countries these incentives have been provided outside the normal legal
process, by high-level public officials, to favored individuals.
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political parties.* When public money is not available for the activities
of the political parties, enormous pressures will build up to generate
funds. The recent controversy concerning political donations in the
United States is an example of this problem. As Susan Rose-Ackerman
(1997, p. 40) has put it: “Democracy gives citizens a role in choosing
their political leaders. Thus corrupt elected officials can be voted out of
office. But democracy is not necessarily a cure for corruption.”

V. Indirect Causes of Corruption

Besides the factors that promote corruption directly, discussed in the
previous section, other factors can contribute to corruption indirectly.
Some of these are discussed briefly in this section.

Quality of the Bureaucracy

The quality of the bureaucracy varies greatly among countries. In
some, public sector jobs give alot of prestige and status; in others, much
less so. Many factors contribute to that quality. Many years ago Max
Weber (1947), the outstanding German sociologist, described what
should be the characteristics of an ideal bureaucracy. He was aware that
most bureaucracies are not ideal. Tradition and the effect that it has on
the pride that individuals have in working for the government may
explain why, all things being equal, some bureaucracies are much more
efficient and much less vulnerabl e to corruption than others.?> Rauch and
Evans (1997) have gathered information on the degree to which civil ser-
vants' recruitment and promotions are merit based for 35 developing
countries. Their results indicate that the less recruitment and promotion
are based on merit, the higher is the extent of corruption.

Absence of politically motivated hiring, patronage, and nepotism, and
clear rules on promotions and hiring, in addition to some of the factors
discussed separately below, all contribute to the quality of abureaucracy.

24 0ne of the leading judges of mani pulite (clean hands), the investigation in
the Italian corruption scandal, has recently described the arrangements among the
parties to share the proceeds from corruption. See Nordio (1997). On the issue of
political corruption, see also Cazzola (1988); Johnston (1997); and Ferrero and
Brosio (1997).

% Seevon Klimo (1997). Von Klimo compares the public conception of an inef-
ficient and corrupt public administration in 19th century Italy with the “myth of
absolute efficiency and incorruptibility” enjoyed by the administration of the
Prussian state.
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The incentive structure plus tradition go a long way toward explaining
why some bureaucracies are much less corrupt than others.?

Level of Public Sector Wages

Over the years many observers have specul ated that the wages paid to
civil servants are important in determining the degree of corruption. For
example, Assar Lindbeck (1998) attributes the low corruption in Sweden
in this century partly to the fact that at the turn of the century, high-level
administrators earned 12—15 times the salary of an average industrial
worker. One can specul ate that there may be corruption due to greed and
corruption dueto need. In Figure 1, CC' represents the trade-of f between
thelevel of corruption and thelevel of wages. The higher thewagelevel,
the lower is corruption. Assume that OR represents a level of wage
consistent with the minimum required by the family of a public
employee for a decent living. It can be assumed that OA is corruption
due to greed, while corruption beyond OA would be due to need. Figure
1 also implies that, regardless of the wage level, some public officials
will be corrupt perhaps because of their own psychological or moral
makeup, or because some of the bribes offered may betoo large for some
officials to resist. Thus, it implies, realistically, that not all officials
respond in the same way to the same incentives. In theoretical jargon,
agents are heterogeneous.

The relationship between wage level and corruption index has been
tested empirically by Van Rijckeghem and Weder (1997). See also
Haque and Sahay (1996). With the use of cross-sectional data, they have
been able to support the common intuition by finding a statistically
significant relationship between corruption and wage levels, similar to
that shown by the CC' curve in Figure 1. They have speculated that
while an increase in the wage level islikely to reduce corruption, avery
large increase would be necessary to reduce it to minimal levels. In
other words, the fight against corruption, pursued exclusively on the
basis of wage increases, can be very costly to the budget of a country
and can achieve only part of the objective. Furthermore, as argued
above, even at high wages some individuals may continue to engage in
corrupt practices.

In recent years, several countries (Argentina, Peru, etc.) have attempted
to reduce corruption in particularly sensitive areas, such as customs and
tax administrations, by increasing the level of salaries for the public

2| n some countries, public sector hiring has had the reduction of unemployment
asitsmain objective, rather than improving the quality of the public administration.
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Figure 1. Wage Level Corruption Trade-Off
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employeesin these areas.?” These countries have also increased salary dif-
ferentialsto be able to retain and attract more able, productive, and honest
individuals. Over the years, Singapore has pursued awage policy aimed at
reducing the temptation for public officialsto engagein acts of corruption.
Reportedly, the salaries of ministers and other high-level officials in
Singapore are among the highest in the world.?®

There has been some specul ation in the theoretical economic literature that
high wages may reduce the number of corrupt acts, while they may lead to
demands for higher bribes on the part of those who continue to be corrupt.
The reason is that high wages raise the opportunity cost of losing one's job,
while they do not eliminate the greed on the part of some officials. Thus,
while the number of corrupt acts is reduced, the total amount of corruption
money paid may not necessarily fall.

27|n Peru, the wage structure in the tax administration became similar to that of
the central bank and thus somewhat higher than the wage structure of the rest of the
civil service. Also, an incentive system was introduced that assigned to the tax
administration (SUNAT) ashare of the tax revenue. The average age of the employ-
ees of the tax administration fell dramatically.

28 A common belief isthat in situations of [ow wages but high possibilities of cor-
ruption, less honest individuals will be attracted to the civil service.
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Penalty Systems

Following Gary Becker's (1968) classic analysis of crime prevention,
given the probability that the perpetrator of a crime would be caught, the
penalty imposed plays an important role in determining the probability that
criminal or illegal actswould take place.® In theory, al things being equal,
corruption could be reduced by increasing the penalties on those who get
caught. This analysis implies that the penalty structure existing in a coun-
try is an important factor in determining the extent of corruption in that
country. But once again, at least theoretically, higher penalties may reduce
the number of acts of corruption, but they may lead to demands for higher
bribes on the corrupt acts that still take place.

In the real world, relatively few people are punished for acts of corrup-
tion, in spite of the extent of the phenomenon. Furthermore, with the excep-
tion of afew countries, there seems to be awide gap between the penalties
specified in the laws and regulations and the penalties that are effectively
imposed.®® Generally, effective penalties tend to be more lenient than the
statutory ones. The administrative procedures followed before a public
employee is punished for acts of corruption are slow and cumbersome.
Often legal, political, or administrative impediments prevent the full or
quick application of the penalties. Due process and the need to provide
incontrovertible evidence are magjor hurdles. The potential accusers are
often reluctant to come forward and to spend the time and effort to go
through thefull process required to punish someone. Also, when corruption
is widespread, the costs to the accusers in terms of social capital, such as
lost friends, can be high.®! Furthermore, the judges who will impose the
penalties may themselves be accessible to corruption or may have political
biases, so that they may be bought by the accused or may put obstaclesin
the way of the proceedings. All these factors limit the role that penalties
actually play in many countries, especially when corruption is partly
politically motivated. This attitude brings a toleration for small acts of
corruption that can in time encourage bigger acts.®

2 For an econometric application of Becker’s theory to the Netherlands, see van
Tulden and van der Torre (1997).

30 China has recently gone as far as applying the death penalty to some individu-
als accused of corruption. However, many acts of corruption sti;lego unpunished,
so that uncertainty prevails on the treatment of individuals accused of corruption.
This may lead to the perception that penalties are applied selectively or arbitrarily.

SLEven in countries with relatively little corruption, so-called “whistle blowers”
do not seem to have an easy time.

32 Reluctance to apply harsh penalties may also be due to concernsthat the penal -
ties might be applied selectively, to political opponents.
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Institutional Controls

The other important ingredient in Gary Becker’s analysis is the proba-
bility that those who commit crimes would be caught. Thisleadsto therole
of ingtitutional controls. The existence of these controls reflects to alarge
extent the attitude of the political body toward this problem. Generally, the
most effective controls should be those that exist inside ingtitutions. Thisis
really thefirst line of defense. Honest and effective supervisors, good audit-
ing offices, and clear rules on ethical behavior should be able to discourage
or discover corrupt activities. Good and transparent procedures should
makeit easier for these officesto exercisetheir controls. Supervisors should
be able to monitor the activities of their subordinates and they should them-
selves be held accountable for acts of corruption in their offices that go
unpunished. These characteristics vary from country to country. In some,
these checks are almost nonexistent, so that corruption ismostly discovered
by chance or through the reporting by outsiders, including the media. In this
connection, therole of afree pressin controlling corruption cannot be exag-
gerated. See Brunetti and Weder (1998).

Several countries, including Singapore, Hong Kong, Uganda, Argentina,
and others, have created anticorruption commissions or ethics offices
expressly charged with the responsibility of following reports on corruption
or reducing corruption through the requirement on the part of public offi-
ciasto report their wealth and in other ways.®® To be effective, these offices
must have independence from the political establishment, ample resources,
and personnel of the highest integrity. They must also have the power to
enforce penalties or, at least, have others, including the judiciary, enforce
the penalties. Unfortunately, in some countries these offices are required to
report confidentially to the president or the prime minister of the country
rather than, say, openly to the legislative body. This reduces their effec-
tiveness and politicizes the process. In other countries, these commissions
do not have the power to impose penalties and their reports may not have
any following by other institutions.

Transparency of Rules, Laws, and Processes

In many countries, the lack of transparency in rules, laws, and processes
creates a fertile ground for corruption. Rules are often confusing, the docu-
ments specifying them are not publicly available, and, at times, the rules are
changed without properly publicized announcements. Lawsor regulationsare

3 For the experience of Uganda in the fight against corruption, see Ruzindana
(1997) and Langseth and Stapenhurst (1997).
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written in away that only trained lawyers can understand and they are often
conceptually opaque about important aspects, thus leaving grounds for dif-
ferent interpretations. Processes or procedures on policy matters and other
actions, for example, competitionsfor public projects, are equally opague, so
that at timesit is difficult to understand or to determine the process that was
followed before a decision was reached. This makesit difficult to determine
whether corruption has played arole in some important decisions.

Some countries—for example, New Zealand—have made great effortsin
recent years to bring more transparency to all the accounts and actions of
the government. The IMF has recently issued a code on fiscal transparency
for its member countries that, if followed, would have the effect of reduc-
ing corruption.

Examples by the Leadership

A fina contributing factor is the example provided by the leadership.
When the top political leaders do not provide the right example, either
because they engage in acts of corruption or, as is more often the case,
because they condone such acts on the part of relatives, friends, or political
associates, it cannot be expected that the employeesin the public adminis-
tration will behave differently. The same argument applies within particu-
lar institutions such as tax administration, customs, and public enterprises.
These institutions cannot be expected to be corruption freeif their heads do
not provide the best examples of honesty.

In some countries, the leadership has been somewhat indifferent to this
problem. In an African country, a president refused to fire ministers widely
reputed to be corrupt. In an Asian country, a minister that was accused of
corruption was simply moved to head another ministry. InaLatin American
country, a president who was planning to create an anticorruption commis-
sion proposed to appoint as head of this commission an individual widely
reported to be corrupt. Examples such as these do not help create the cli-
mate for a corruption-free society.

V. Measurement of Corruption

If corruption could be measured, it could probably be eliminated. In fact,
conceptually it isnot even clear what one would want to measure. Simply
measuring bribes paid would ignore many corrupt acts that are not accom-
panied by the payment of bribes. An attempt to measure acts of corruption

340One could measure acts of corruption on bribes paid.
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rather than the amounts of bribes paid would require counting many rela
tively unimportant actions and identifying each act—information that is
simply not available. While there are no direct ways of measuring corrup-
tion, there are several indirect ways of getting information about its preva
lence in a country or in an institution. Useful information can be obtained
from:

* reports on corruption available from published sources including news-
papers. The Internet has become a most val uable source.® Newspapers
such as Le Monde, The Financial Times, and The New York Times and
magazines such as The Economist and The Far Eastern Economic
Review have published many articles on corruption.

 casestudiesof corrupt agenciessuch astax administrations, customs, and
police. Unfortunately, while there are many such studies, often the
reports are internal and are kept confidential.

e questionnaire-based surveys. These can be related to a specific agency
(for example, Peru’s or Argentina's tax administration); or to a whole
country. These surveys measure perceptions of corruption rather than
corruption per se. The World Bank has been making use of these surveys
initswork in Tanzania, Uganda, India, Ukraine, and other places. It has
used these surveys to improve the effectiveness of particular programs
such as hedlth care.

Countrywide surveys are available from the following organizations:
Globa Competitiveness Report (Geneva); Political and Economic Risk
Consultancy (Hong Kong); Transparency International (Berlin); and
Political Risk Services (Syracuse). The Gallup poll has also conducted a
major survey for 44 countries dealing with corruption in particular activi-
ties, and the World Bank has conducted a survey for many countries.

The results obtained from these surveys are now widely used by
researchers and business people. The best-known of these surveys, the
Transparency International index, for example, assesses the perception of
corruption on ascale of 0to 10. Tenrefersto acorruption-free country; zero
refers to a country where most transactions or relations are tainted by cor-
ruption. The variance of these indexes, which reflects how the views are
spread among respondents, is also important and has been used by some
researchersin their work.% People may tend to confuse these indexes with
actual measurements of corruption. It isimportant to keep in mind that the

% For some countries, the Internet reports tens of thousands of entries on the
subject of corruption.
3 See, for example, Wei (1997a and 1997h).
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indexes reflect perceptions and not objective and quantitative measures of
actual corruption. Onegood featureisthat the variousindexesavailableare
highly correlated among themselves.

Table 1 shows the indexes for 1995 to 1998 reported by Transparency
International. Comparing the 1995 figures with those reported in 1998 for
the countries covered in both yearsindicatesthat countriestend to hold their
positions athough some important changes in particular countries are
shown. See Figure 2. How closely changes in these indexes reflect real
changes within given countriesis an important, open question. A single but
widely reported case of corruption may easily change perceptionsin agiven
country and in a given year, and lead to an index that may not correctly
assess the extent of corruption in that country.

V1. Economic Effects of Corruption

Review of Theoretical Arguments

Therecent fairly broad consensus seemsto be that corruption isungqual -
ifiably bad. However, in past years, the views on corruption had been
more divergent and some economists had even found some redeeming
value in it.%” Until the 1997 financia crisis, some countries from
Southeast Asia seemed to provide support for the view that corruption
might promote growth. Indonesia, Thailand, and some other countries
were often mentioned as countries growing fast in spite of, or even
because of, perceived high levels of corruption. This corruption was asso-
ciated with alow degree of uncertainty.® For Indonesia, it was argued that
institutionalizing corruption made it less damaging to economic develop-
ment than random corruption. One knew where to go and how much to
pay for specific services. Some of the argumentsin favor of the view that
corruption may promote efficiency and even growth are summarized
below.® This survey is not intended to be exhaustive but just to provide
afeel for the relevant literature.

Leff (1964) and Huntington (1968) advanced the view that corruption
can be efficiency enhancing because it removes government-imposed
rigidities that impede investment and interfere with other economic
decisions favorable to growth. Thus, corruption “oils the mechanism” or

7 Even today a few economists argue that, within well confined circumstances,
corruption m aPromote faster growth. See, for example, Braguinsky (1996).

38 Sincethefall of 1997, some accounts have blamed corruption for the currency
crises caused by unproductive investments and high short-term borrowing.

3 For areview, see Bardhan (1997) and Susan Rose-Ackerman (1997).
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Country 1995 1996 1997 1998 Rankin1998 Rankin 1996
Denmark 9.32 9.33 994 10.00 1 2
Finland 9.12 9.05 948 9.60 2 4
Sweden 8.87 9.08 935 950 3 3
New Zealand 9.55 943 923 940 4 1
Iceland 9.30 5
Canada 8.87 896 910 9.20 6 5
Singapore 9.26 880 866 910 7 7
Norway 8.61 8.87 892 9.00 8 6
Netherlands 8.69 871 9.03 9.00 9 9
Switzerland 8.76 876 861 8.90 10 8
United Kingdom 8.57 844 822 870 11 12
Luxembourg .. ... 861 870 12
Australia 8.80 860 886 870 13 10
Ireland 8.57 845 828 820 14 11
Germany 8.14 827 823 7.9 15 13
Hong Kong 7.12 701 728 7.80 16 18
Austria 7.13 759 761 750 17 16
United States 7.79 766 761 750 18 15
Isragl . 771 797 7.0 19 14
Chile 7.94 6.80 6.05 6.80 20 21
France 7.00 696 6.66 6.70 21 19
Portugal 5.56 653 6.97 6.50 22 22
Spain 435 431 590 6.10 23 32
Botswana 6.10 24
Japan 6.72 705 657 580 25 17
Estonia . 5.70 26
CostaRica . ... 645 560 27
Belgium 6.85 6.84 525 540 28 20
Malaysia 5.28 532 501 530 29 26
Taiwan

Province of China  5.08 498 502 530 30 29
Namibia 5.30 31
South Africa 5.62 568 495 520 32 23
Hungary 412 486 518 5.00 33 31
Mauritius 5.00 34
Tunisia 5.00 35
Greece 4.04 501 535 490 36 28
Czech Republic 537 520 4.80 37 25
Jordan . 4.89 4,70 38 30
Italy 2.99 342 503 460 39 34
Poland . 557 508 4.60 40 24
Peru 450 41
Uruguay e .. 414 430 42 .
South Korea 4,29 502 429 420 43 27
Zimbabwe 4.20 44
Malawi 4,10 45
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Table 1. (concluded)

Country 1995 1996 1997 1998 Rankin1998 Rankin 1996
Brazil 2.70 296 356 4.00 46 40
Belarus 3.90 47
Slovak Republic 3.90 48

Jamaica 3.80 49

Morocco . 3.70 50

El Salvador 3.60 51
China 2.16 243 283 350 52 50
Zambia 3.50 53
Turkey 410 354 321 340 54 33
Mexico 3.18 330 266 330 55 38
Philippines 2.77 269 305 330 56 44
Ghana 3.30 57
Senegal 3.30 58

Coted'lvoire 3.10 59

Guatemala 3.10 60
Argentina 5.24 341 281 3.00 61 35
Thailand 2.79 333 306 3.00 62 37
Romania ... ... 3.44 3.00 63 ..
Nicaragua 3.00 64

Yugoslavia 3.00 65
India 2.78 263 275 290 66 46
Egypt . 2.84 . 2.90 67 41
Bulgaria 2.90 68
Bolivia e 340 205 280 69 36
Ukraine 2.80 70
Pakistan 2.25 1.00 253 270 71 53
Latvia 2.70 72
Uganda e 271 .. 2.60 73 43
Vietnam 279 250 74
Kenya . 221 . 2.50 75 52
Russia e 258 227 240 76 47
Venezuela 2.66 250 277 230 77 48
Ecuador e 3.19 . 2.30 78 39
Colombia 3.44 273 223 220 79 42
Indonesia 1.94 265 272 200 80 45
Nigeria e 0.69 176 1.90 81 54
Tanzania 1.90 82
Honduras ... ... .. 1.70 83

Paraguay 1.50 84
Cameroon . 2.46 .. 1.40 85 49
Bangladesh 2.29 51

Memorandum items:
Number of countries 41 54 52 85

Average 5.93 535 567 489
Median 5.62 502 523 420
Minimum 1.94 069 1.76 1.40
Maximum 9.55 943 994 10.00

Source: Transparency International .

Notes: Data refer to perception of corruption ranging from 10 (highly clean) to O
(highly corrupt). Ranking for 1998 and 1996 are based on 1998 and 1996 data respec-
tively. The data have been rearranged by the author.
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Figure 2. Corruption Ranking: 1995 vs. 1998
(53 countries)
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“greasesthewheel.” Thisreasoning was often used to explain the high rates
of growth in some countries of South East Asia.

Beck and Maher (1986) and Lien (1986) have developed models that
show that, in bidding competitions, those who are most efficient can afford
to offer the highest bribe. Therefore, bribes can promote efficiency by
assigning projects to the most efficient firms.

Lui (1985) has argued that time has different values for different individu-
als, depending on their level of income and the opportunity cost of their time.
Those for whom time is most valuable will offer bribes to public officials to
be alowed to economize on time by jumping in front of the line, that is, by
getting decisions more quickly. Thus, corruption can be efficient because it
savestimefor those for whom time hasthe greatest value. In alater paper, Lui
(1996) argued that while corruption may improve the alocation of resources
in some circumstances, it reduces growth because it provides some individu-
als the incentive to acquire the kind of human capital that can be used to
improve corruption opportunities. Thisargument isrel ated to those by Baumol
(1990) and by Murphy, Shieifer, and Vishny (1991), discussed below.

Corruption can be a useful political glue by allowing politicians to get
funds that can be used to hold a country together. The latter outcome may
be a necessary condition for growth. See Graziano (1980).
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Bribes can supplement low wages. Thus, corruption can allow the gov-
ernment to maintain a lower tax burden, which can favor growth. See
Tullock (1996) and Becker and Stigler (1974). The issue here is whether
a lower tax burden is more favorable to growth than a lower degree of
corruption. Thisis a classic second-best problem.

The above theoretical arguments, which seemingly favor corruption,
can be countered in many ways. First, rigidities and rules are not
exogenous and unmovable features of a society; a society is not born
with these rigidities. They are created, and, in fact, they may be inten-
tionally created by public officials, to extract bribes. When rules can be
used to extract bribes, more rules will be created. Furthermore, these
rules are often kept intentionally opague so that more power will remain
on the side of those who enforce them. Knowledge gives power to those
who haveit.

Second, those who can pay the highest bribes are not necessarily the
most economically efficient but rather the most successful at rent seek-
ing. If bribes are seen as investments, those who pay them must consider
that they are investments with a high rate of return. Baumol (1990) and
Murphy, Shleifer, and Vishny (1991) have advanced related arguments
that can be used to argue that, in traditional or corrupt societies, the most
able individuals will be diverted, by existing incentives, from pursuing
socially productive activities and toward rent-seeking activities. This
diversion will impose a high cost for the growth of these countries. If the
potentially most socially productive individuals are in scarce supply, as
they are assumed to be, the diversion of their talent toward rent-seeking
activities and corruption will be particularly damaging to society.

Third, payment of speed money may be an inducement for the bureau-
crats to reduce the speed at which most practices are being processed.
See Myrdal (1968). Bribes may change the order in which public offi-
cials perform the process, say, of providing permits, but they may also
slow down the average time for the whole process.

And while corruption and rent seeking may be helpful as political glue
or as wage supplements in the short run, they may lead to major prob-
lems over the longer run, as shown by the experience of Zaire under
Mobutu.

Qualitative Effects of Corruption on the Economy

Corruption reduces public revenue and increases public spending. It thus
contributes to larger fiscal deficits, making it more difficult for the govern-
ment to run a sound fiscal policy. Corruption is likely to increase income
inequality because it allows well-positioned individuals to take advantage
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of government activities at the cost of the rest of the population.” There are
strong indications that the changes in income distribution that have
occurred in recent years in previously centrally planned economies have
partly been the result of corrupt actions such as nomenklatura privatization.

Corruption distorts markets and the alocation of resources for the
following reasons, and isthereforelikely to reduce economic efficiency and
growth.

It reducesthe ability of the government to impose necessary regulatory
controls and inspections to correct for market failures. Then the gov-
ernment does not satisfactorily perform its regulatory role over banks,
hospitals, food distribution, transportation activities, financial markets
and so on. When government intervention is motivated by corruption,
as for example when the government creates monopolies for private
interests, it islikely to add to the existing market failures.

It distorts incentives. As already mentioned, in a corrupt environment,
able individuas allocate their energies to rent seeking and to corrupt
practices and not to productive activities. In some cases, the resulting
activities have a negative value added.

It actsas an arbitrary tax (with high welfare costs). Corruption’srandom
nature creates high excess burdens because the cost of searching for those
to whom the bribe must be paid must be added to the cost of negotiating
and paying the bribe. Also, the contractual obligations secured by the
payment of a bribe are more likely to be violated when corruption is
decentralized.#

It reduces or distorts the fundamental role of the government in such
areas as enforcement of contracts and protection of property rights.
When acitizen can buy his or her way out of acommitment or out of
a contractual obligation, or when one is prevented from exercising
one's property rights because of corruption, this fundamental role of
the government is distorted and growth may be negatively affected.
It reduces the legitimacy of the market economy and perhaps a so of
democracy. Infact, thecriticismsvoiced in many countries, especially
in transition economies, against democracy and the market economy
are motivated by the existence of corruption. Thus, corruption may
slow down or even block the movement toward democracy and amar-
ket economy.

4 For a quantitative analysis that establishes a connection between higher cor-
ruption on the one hand and higher income inequality and poverty on the other
hand, see Gupta, Davoodi, and Alonso-Terme (1998).

4 Furthermore, random corruption may also be accompanied by higher penalties
if the act of corruption is discovered.
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e Findly, corruption is likely to increase poverty because it reduces the
income earning potential of the poor.

In many countries (e.g., Ukraine, Russia, and Indonesia), enterprises—
especialy small ones—are forced by public officials to pay to make
things happen or even to keep bad things from happening. Often these
payments must be made if the enterprise is to remain in business. In
Indonesia, thereisaterm for these payments (“pungli”) and, according to
arecent report, these payments may raise the costs of doing business for
small activities by as much as 20 percent of total operating costs (see
Sjaifudian, 1997). Thisisequivalent to imposing very high salestaxes on
these enterprises. Similar information has been reported for Russia
(Shleifer, 1996) and for Ukraine (Kaufmann, 1997), but the problem may
be much more widespread.

Cost-increasing corruption is often coercive for small enterprises, espe-
cialy for emerging enterprises, which are often bullied by bureaucrats and
tax inspectors into making substantial payments. Pressures on new enter-
prises often come from local government officials, who impose high pecu-
niary costs—some legal and some not—for licenses and authorizations.*?
These officialsalso impose high costsin terms of the time that the managers
of the enterprises must spend to comply with the many requirements
imposed on them. The burden of these costs is likely to fall on the small
enterprises because they operatein afar more competitive market than large
ones, so that they have greater difficulty in passing the costs on to their cus-
tomers. Since small enterprises are the engine of growth in most countries,
obstacles to their creation and growth cause economies to languish, espe-
cialy in developing countries and increasingly in economiesin transition.

Large enterprises can protect themselves more easily from problems of
corruption because

« they have specialized departments that can deal with aggressive
bureaucrats;

 they can use “facilitators’—individuals skilled at fighting through the
jungle of opague regulations and tax laws,

« their size makes them more immune to the extortion of petty bureau-
crats; and

« they can use their political power to influence relevant individualsin
the public administration or to pursue rent-seeking activities not

4 These small enterprises may be Ereyed upon by the police, health inspectors,
tax inspectors, and the myriad of other individuals presumably representing the
government.
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available to others. For example, they may use gifts, or bribes camou-
flaged as political donations, to acquire market power through reduc-
tion in competition or to obtain tax incentives, subsidized credit, or
other benefits.

Recent reforms, such as trade liberalization, in many countries have
removed obstacles to economic growth that had characterized earlier peri-
ods. However, these obstacles were imposed mostly by the national gov-
ernments. They were probably more important for large enterprises, which
are more likely to trade abroad and to operate in the whole national terri-
tory. These reforms have not done much to reduce the many regulations,
controls, opaque taxes, and fees imposed by local governments, unions,
professional groups, and so on. These are probably the most important
obstacles for the small enterprises.

Effects of Corruption on the Economy: Econometric Results

In the past couple of years, several studies, using cross-sectional
analysis and the available corruption indexes, have reported important
guantitative results on the effects of corruption on economic variables.
These results suggest that corruption has a negative impact on the rate of
growth of countries. Some, but not all, of these studies are mentioned
bel ow.

It has been found that corruption has the following effects.

|t reduces investment and, as a consequence, reduces the rate of
growth. See Mauro (1995). Such reduction in investment is assumed
to be caused by the higher costs and the uncertainty that corruption
creates. In thisanalysis, the reduction in the rate of growth isadirect
consequence of the declinein theinvestment rate. In other words, the
analysis is based on a production function that makes growth a
function of investment.

« |t reducesexpenditure on education and health, which does not lend itself
easily to corrupt practices on the part of those who make budgetary deci-
sions.®® See Mauro (1997).

e |t increases public investment because public investment projects
lend themselves easily to manipulations by high-level officials to
get bribes. See Tanzi and Davoodi (1997). Corruption aso distorts the

43 Of course, this does not mean that there is no corruption in the provision of
these services. The provision of hedlth is often distorted by bribes to doctors or
other medical personnel to get better or faster service.
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effects of industrial policy on investment. See Ades and Di Tella
(1997).

« It reduces expenditure for operation and maintenance for reasons sim-
ilar to those that reduce expenditure for education and health. See
Tanzi and Davoodi (1997).

It reduces the productivity of public investment and of a country’s
infrastructure. See Tanzi and Davoodi (1997).

[t reducestax revenue, mainly because of the impact that it has on the
tax administration and on customs, thus reducing the ability of the
government to carry out needed public expenditure. See Tanzi and
Davoodi (1997).

It reducesforeign direct investment because corruption hasthe same
effect as atax, and in fact operates as a tax. See Wei (1997a). The
less predictable the level of corruption (the higher is its variance),
the greater isitsimpact on foreign direct investment. A higher vari-
ance makes corruption behave like an unpredictabl e and random tax.
See Wei (1997b). Thus, increases in corruption and in its unpre-
dictability are equivalent to increases in the tax rate on enterprises.
Wei concludes that raising the index of corruption from the
Singapore level to the Mexican level is equivalent to increasing the
marginal tax rate on enterprises by 20 percentage points.

VII. The Fight Against Corruption and the Role of the State

The many factors that contribute to corruption tend to be more common
in poorer countries and in economies in transition than in rich countries.
Thus, at some point in time, economic development reduces the level of
corruption of a country. However, at similar levels of development, some
countries are perceived to have more corruption than others.

Some economies (Singapore, Hong Kong, Portugal) have managed to
reduce the incidence of corruption significantly. Lindbeck (1998, p. 3) has
pointed out that even in Sweden “ corruption flourished . . . in the second half
of the 18th century and inthe early 19th century.” Thus, governments should
not be fatalistic or passive about corruption. With well-focused and deter-
mined efforts, corruption can be reduced, though not to zero. Trying to elim-
inate corruption atogether would be too costly, both in terms of resources
and in other ways. For example, it may require excessively high public sec-
tor wages, major legal or organizational changes, excessive limitations in
civil rights, or very harsh effective penalties. An optimal theoretical level
would be reached where the marginal socia costs of reducing corruption
further would be equal to the marginal socia benefits from that reduction.*
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Thus, itisrealistic to think that thelevel of corruption will remain above zero
inal countries. In fact, probably no country is free of corruption.

Corruption is a complex phenomenon that is amost never explained by
asingle cause. If it were, the solution would be simple. Of the many factors
that influence it, some can be changed more easily than others. Because of
the complexity of the phenomenon, the fight against corruption must be pur-
sued on many fronts. It isafight that cannot be won in months or evenin a
few years. The greatest mistake that can be madeisto rely on astrategy that
depends excessively on actions in a single area, such as increasing the
salaries of the public sector employees, or increasing penalties, or creating
an anticorruption office, and then to expect quick results.

Any redligtic strategy must start with an explicit recognition that there
are those who demand acts of corruption on the part of public sector
employees and there are public employees willing for a price to perform
these acts. There is thus both a demand for and supply of corruption. And
as is the case with all demands and supplies, the price plays a major role.
Various incentives determine the elasticities of these supply and demand
functions. In the basic case, the briber wants something (a reduction in a
cost or an increasein abenefit) from the public official and iswilling to pay
a bribe for it. The official has something to sell (i.e., power) and wants to
be compensated for therisk and the effort involved.* However, in the back-
ground thereisthe state in the totality of itsactions carried out by the many
agenciesthat constitute the public sector. To alarge extent it isthe state that,
through its many policies and actions, creates the environment and incen-
tives that influence those who pay bribes and those who accept or demand
them. It is the state that influences the relationship between briber and
bribee. See Klitgaard (1988).

In theideal bureaucracies described by Max Weber, the public officia (as
the agent of the state) isthe faithful executor of the mandate and instructions
that he receivesfrom the state (the principal). The public official isjust acon-
duit, or adirect and legitimate channel for the relationship between the state
and the citizen. He would not distort the state-citizen relationship. In this
Weberian world, no principal-agent problemswould devel op. Unfortunately,
inthereal world, Weberian bureaucraciesarerare® in part because the actions
and the policies of the state are not always transparent and in part because of
characteristics of the bureaucraciesthemselves. The citizens may question the

“|n practice, of course, these marginal costs and marginal benefits are impossi-
ble to measure.

4 Of course, we are ignoring the cases when corruption is coercive and reflects
the pressures of public officials or individuals.

“They may be approximated only in afew countries such as Denmark, Sweden,
New Zealand, Canada, and perhaps afew others.
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legitimacy of some state actions, attributing them to rent seeking by public
officials and not to the pursuit of the public interest. The state may have de
facto fractured into several power centers(ministries, public enterprises, inde-
pendent ingtitutions, subnational governments, and so on), each pursuing
somewhat distinct interests. Sometimes the policies of these power centers
are not consistent with one another and the instructions that emanate from
these public centers are conflicting.*

At times, the instructions passed on to the agents who will carry out the
execution of the policies are not clear because the top policymakers do not
have clear ideas or perhaps do not wish their actions to be totally transpar-
ent. Total transparency in processes and in policies may imply less power
for particular policymakers, in the sense that their discretion in affecting the
welfare of particular groupsisreduced. Thus, the fight against corruptionis
not distinct and independent from the reform of the state, because some of
the measuresto reduce corruption are at the sametime measures that change
the character of the state. Let us consider afew examples.

It is generally believed that the level of relative wages in the public sec-
tor is an important variable in the degree of corruption in a country.
Singapore, acountry with agood index of corruption and where corruption
was much reduced over the years, has some of the highest wages for pub-
lic employees. Reportedly, its ministers receive the highest salaries in the
world. The civil service of Singaporeis small and enjoys a high status.

In countries where public sector wages are low with respect to thosein the
private sector, these wages are often low because public policieshaveinflated
the number of people working for the government. In other words, the gov-
ernments havetraded wagelevel sagainst the number of civil servantsontheir
payrolls. The increase in the number of employees has meant lower real
wages paid to them. In these situations, it is not redlistic or wise to suggest
that these countries ssimply increase real wages without first reducing the size
of thecivil service. However, for many governments, reducing the number of
public employeeswould run counter to the objectives of their government, or
at least would be politically difficult. And many governments believe that
unemployment can be reduced through public sector hiring.

The same argument appliesto wage differentials. Many governmentsaim
to reduce the spread in their employees' wages. In some countries, theratio
between the highest salaries and the lowest has been reduced to three. This
isfar lessthan in the private sector. The effect of this wage compressionis
that the most qualified and the most honest employees tend to leave the

4 Thisis particularly the case of tax officials in some countries with decentral-
ized fiscal systems. In these situations, the officials may be subject to conflicting
pressures from the national government and the local governments.
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public sector for the private sector. For many governments, changing this
policy would be contrary to their goals and in many caseswould be opposed
by the labor unions.

It is generally believed that increasing the penalties for acts of corruption
would reduceacountry’ scorruption. However, theimposition of higher penal -
ties could run into problems with employees’ associations, with trade unions,
withthejudiciary system, and so on. Also, thereisthe danger that an unscrupu-
lous government would use this weapon to go after political opponents. In
other words, penalties could be used selectively or, worse, they could be used
in connection with fabricated accusations. In democratic societies, penaties
areimposed only after what is often alengthy and costly process. The imme-
diate supervisors of the corrupt officials may be reluctant to carry the brunt of
some of the procedural costs (in terms of time lost, damaged friendships, tc.),
and may prefer to closetheir eyesto acts of corruption.

It is generally believed that many acts of corruption are stimulated by
the existence of regulations. Somekinds of quasi-fiscal regulations at times
substitute for taxing and spending actions. It is useful to point out that
some of the countries perceived to be the least corrupt (e.g., Sweden,
Denmark, Canada) have some of the highest tax burdens. On the other
hand, some of the countries with the highest indexes of corruption (e.g.,
Nigeria, Pakistan, Bangladesh, China, Venezuela) have some of thelowest
tax burdens. In the latter group of countries, quasi-fiscal regulations (i.e.,
regulations that substitute for taxing and spending) substitute taxes and
public expenditures.®® Thus, to reduce corruption these countries would
need to eliminate these quasi-fiscal regulations and, if necessary, replace
them with taxing and spending policies. But quasi-fiscal regulations are
predominant in these economies and they would have a difficult time in
raising the level of taxation substantially. Once again we come to the
conclusion that the fight against corruption and the reform of the state are
two sides of the same coin.

Tax incentives, especially when they imply discretionary decisions on
the part of public officias, create conditionsin which corruption devel ops.
A simple recommendation would be to eliminate tax incentives and replace
them with tax systemswith broad bases and |ower rates, as often suggested
by tax experts. Unfortunately, the rolesthat some governmentswant to play
require the use of theseincentives.® Therefore, once again, the fight against
corruption requires areform in the role of the state.

48 For a discussion of quasi-fiscal regulations and their power to replace taxing
and spending, see Tanzi (1995b).

4“This has been amajor issuein economiesin transition where governments want
to continue to directly influence the activities in some sectors. Thus, the policy-
makers havefound it hard to accept the approach associ ated with broad-based taxes.
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Corruption often accompanies the provision by the government of goods
and services at below-market prices. This often occurs with credit, foreign
exchange, the prices of public utility services, public housing, higher edu-
cation, health services, and so on. The low or zero prices create excess
demand and the need to ration the good or service. Rationing always brings
corruption. Thus, raising these prices to equilibrium level whenever possi-
blewould eliminate or reduce corruption. However, it would a so change the
role of the state in away that many governments are not willing to accept.

Many other examples could be provided. However, these are sufficient
to make the point that the fight against corruption often cannot proceed
independently from the reform of the state. In many ways, it is the same
fight. Thus, corruption will be reduced only in those countries where gov-
ernments are willing to substantially reduce some of their functions.

VIII. Concluding Remarks

In this paper | have discussed the phenomenon of corruption, which affects
many countries. | have shown the incidence of this phenomenon and the
damagethat it bringsto economies and democracies. When corruptioniswide-
spread and especialy when it contaminates the actions of the policymakersin
democratic, market-oriented economies, it becomes more difficult to arguein
favor of such economic and political arrangements.> The widespread disillu-
sion among the population of some economiesin transition and some devel-
oping countrieswith both market economies and democratic processesisvery
much caused by the widespread corruption that prevailsin these countriesand
iswrongly attributed to the market economy and the democratic process.

| have also argued that corruptionisclosely linked to the way governments
conduct their affairs in modern societies, and therefore aso to the growth of
some of the government’s activities in the economy. It is unlikely that cor-
ruption can be substantially reduced without modifying the way governments
operate. The fight against corruption is, thus, intimately linked with the
reform of the state.

Inany case, any seriousstrategy to attempt to reduce corruption will need
action on at least four fronts:

1. honest and visible commitment by the leadership to the fight against cor-
ruption, for which the leadership must show zero tolerance;

%01t should be remembered that many dictators or many potential dictators make
the fight against corruption one of the reasons why they should be given the reigns
of acountry. Some associate democracy with lack of discipline.
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2. policy changesthat reduce the demand for corruption by scaling down
regulations and other policies such as tax incentives, and by making
those that are retained as transparent and as nondiscretionary as pos-
sible;

3. reducing the supply of corruption by increasing public sector wages,
increasing incentives toward honest behavior, and instituting effective
controls and pendlties on the public servants, and

4. somehow solving the problem of the financing of political parties.

Societies can do much to reduce the intensity of corruption, but no sin-
gle action will achieve more than alimited improvement—and some of the
necessary actions may require major changes in existing policies.
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