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there’s often a large amount of criminal activity. Corruption threatens growth and stability in

many other ways as well: by discouraging business, undermining legal notions of property rights and
perpetuating vested interests.”

Lawrence Summers

Speech to the Summit of Eight, Denver, June 10, 1997

“ In terms of economic growth, the only thing worse than a society with a rigid, over-
centralized, dishonest bureaucracy is one with a rigid, over-centralized and honest bureaucracy.”
Samuel P. Huntington

Political Order in Changing Societies, 1968, p386

1. Introduction

"Control corruption” was one of the mgjor policy prescriptions made to nations recently in crisis.
Y et satements about corruption like those quoted above are dl reed or heard from time to time, and it is
probably feasble to find some anecdotes to support any or dl of these possbly mutualy inconsistent
hypotheses. So there appear to be examples of vaue-creating corruption (as the second quote suggests)
aswdl asvaue-destroying corruption. However, thereisalimit to what anecdotes can tdl us. What does
acareful examination of facts and datatell us? This paper reviews recent studies on the consequences of
corruption on economic devel opment.

There are some very good survey papers on corruption issues, for example, those by Andvig
(1991), Bardhan (1997), Kaufmann (1997b), UNDP (1997), and Tanzi (1998). This paper has
severd features. Firg, it reviews more recent empirica studies on the subject that include those thet rely
on cross-country regressions and afew that use firm-level observations. Second, wherever possible, it
uses examples Asan examples to explain the results in non-technical ways. This paper is organized in
the following way. Section 1 discusses how cross-country difference in corruption may be measured.
Section 2 reviews the evidence on economic consequences of corruption based on cross-country
regressons. Section 3 discusses the evidence that is based on firm-level observations. Section 4
discusses the notion of culturd difference in the consequences of corruption. Section 5 discusses
factors that may contribute to the different extent of corruption in different countries, and possble

remedies to the problem. Section 5 provides some concluding thoughts.



1. Measuring Corruption

This paper focuses on corruption in the economic sphere involving government officids. Corruption
here is defined as government officiads aousing their power to extract/accept bribes from the private sector
for persond benefit. Thisis to be distinguished from politica corruption (e.g., vote-buying in an eection,
legd or illegd campaign contributions by the wedlthy and other specid interest groups to influence lawvs and
regulations), and bribes among private sector parties.

By the very nature of corruption (secrecy, illegdity, variations across different economic activities),
it isimpossible to obtain precise information on the extent of corruption in a country, unlike, for ingtance,
messuring inflation. This difficulty also precludes a precise grading of countries according to their relative
degree of corruption.

That sad, one can Hill get useful information on the seriousness of corruption in a country by
surveying experts or firms in that country. Like pornography, corruption is difficult to quantify, but you
know it when you seeit. There are severd survey-based measures of “corruption perception” that are
increasingly visble now. | will describe four of them, in part because they cover rdatively wide sample of

countries, and in part because they are used in the research studies that | will review below.

(A) International Country Risk Guide (ICRG) Index.

Produced every year since 1982 by Politicad Risk Services, a private internationd investment risk
sarvice. The ICRG corruption index is gpparently based on the opinion of experts and supposed to capture
the extent to which “high government officias are likely to demand specid payments’ and to which “illegd
payments are generdly expected throughout lower levels of government” in the form of “bribes connected

with import and export licenses, exchange controls, tax assessments, police protection, or loans.”

(B) Globa Compstitiveness Report (GCR) Index

Unlike the ICRG indices, the GCR Index is based on a 1996 survey of firm managers, rather than
experts or consultants. Sponsored by the World Economic Forum (WEF), a Europe-based consortium
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with a large membership of firms, and designed by the Harvard Indtitute for Internationd Development
(HIID), this survey asked the responding firms about various aspects of “competitiveness’ in the host
countrieswhere they invest. 2381 firmsin 58 countries answered the question on corruption which asked
the respondent to rate the level of corruption on a one-to-seven scale according to the extent of “irregular,
additiond payments connected with import and export permits, business licenses, exchange controls, tax
assessments, police protection or loan applications.” The GCR corruption index for a particular country is

the average of dl respondents’ ratings for that country.

(B) World Development Report (WDR) Index

Similar to the GCR Index, the WDR index is based on a 1996 survey of firms conducted by the
World Bank for its 1997 World Deveopment Report. Every respondent was asked along list of questions,
onewhichison perceived level of corruption. The question is essentidly identicd to the one in the GCR
survey. The WDR survey covers over 70 or o countries (many of which are not in the WDR sample, and
thereverseisdso true). The WDR survey tend to cover more medium and smdl firms whereas the GCR

survey had more large firms.

(D) Trangparency Internationa (T1) Index

Produced annudly since 1995 by Transparency Internationd, an internationa non-governmenta
organization dedicated to fight corruption worldwide, the index is based on a weighted average of
approximately ten surveys of varying coverage. It ranks countries on a one-to-ten scale.

Asasurvey of surveys, the Tl index has its advantages and disadvantages. If the measurement
erorsin different surveys are independent and identicaly distributed (iid), the averaging process used to
produce the T1 index may reduce the measurement error. But iid assumption may not hold. Moreover,
ance different surveys cover different subsets of countries, the averaging process may introduce new
measurement errors when cross-country rankings are produced. One should adso note that, as the Tl
indexes in different years are derived from potentidly different set of surveys, they should not be used to
measure changes in corruption level over time for aparticular country.

As examples of the corruption ratings according to these sources, | reproduce below the Tl, GCR

and WDR indices for asubset of countries. In the origina indices, large numbers refer to low corruption
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(e.g., the TI-index vaue for Singgpore is 8.66). To avoid awkwardnessin interpretation, | re-scae dl the
indicesin Table 1 so that low vauesimply low corruption (e.g., there-scded Tl index vaue for Singgpore
is2.34). To facilitate comparisons, | have dso re-scaled the GCR and WDR ratings from the origind 1-7

or 1-6 range to the new 1-10 range in the table.
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Table 1. Corruption Ratings for Sdected Countries

TI97 GCR97 WDR97
(1-10scde) (1-10scde)  (1-10 scale)

AsSan countries

Singapore 2.34 1.90 1.90
Hong Kong 3.72 2.20 1.72
Japan 4.43 2.80 n.a.
Tawan 5.98 4.45 n.a.
Mdaysa 5.99 5.50 3.52
S. Korea 6.71 5.95 4.78
Thaland 7.94 7.75 5.86
Philippines 7.95 7.75 na
China 8.12 5.65 n.a
India 8.25 7.15 6.40
Indonesia 8.28 7.75 n.a
Pakistan 8.47 n.a n.a
Bangladesh 9.20 n.a n.a
Non-Asian countries

Canada 1.90 2.05 2.08
United Kingdom 2.72 1.75 2.08
Germany 2.77 2.50 2.26
United States 3.39 2.35 3.52
France 4.34 3.40 3.70
Mexico 8.34 6.10 4.24
Kenya 8.70 na 5.68
Colombia 8.77 7.15 4.24
Russan Federation 8.73 7.45 6.04
Nigeria 9.24 n.a 4.96
Notes:

(1) See the text immediately preceding the table for sources on BI, Tl and GCR indices.

(2) Inthe original BI, Tl and GCR indices, small numbers imply more corruption. All theindicesin the
table have been re-scaled so that large numbers imply more corruption. For Bl and Tl indices, the valuesin the
table = 11-original scores; and for the GCR index, the values in the table = 8-original scores.

(3) The GCR and WDR rétings are re-scaded and transformed. The vaues in the table = (7-origind

scores)X1.5+1, and 11.8 — 1.8 X origina scores for GCR and WDR respectively.
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It is worthwhile to keep in mind that these indices are based on people's perception, as opposed to
objective measures of corruption. Perception can be different from reality. However, two things may be
worth noting. Firdt, for many questions such as how corruption affects foreign investment, perception --
and thus perhaps our measure -- iswhat actudly matters. Second, despite the very different sources of the
surveys, the parwise correlations among the indices are very high. For example, according to Wei (1997h),
the correlation between the Bl and T indices and that between Bl and GCR indices are 0.88 and 0.77,
respectively.

Recently, Kaufmann, Kraay and Zoido-Lobaton (1999) applied an unobserved component
framework to derive an aggregate indicator of governance (or corruption) that pools together the diverse
array of individua perception indexes (including the ICRG, WDR and GCR indexes). Thishasthe virture
of producing an index that has more country coverage than any single index, and is satisticaly better
justified that the Transparency Internationd’ s method.

2. Cross-country Evidence on the Consequences of Corruption

In this section, we review some recent studies that systematically examine the consegquences of

corruption on the economic development. Wherever possible, | illugtrate the results from these sudies usng

examples from Agan countries.

On domedtic investment

In aregression of tota investment/GDP ratio, averaged over 1980-1985, on a constant and the
corruption index, the point estimate of the dopeis0.012 (Table 1V, in Mauro, 1995, p696). This shows
that investment and corruption are pogtively corrdated. To illudtrate the quantitative effect of corruption,
let us do asample caculation by teking literdly the point estimate and the corruption retings. If Philippines
could reduce its corruption level to the Singapore leve, other things being equd, it would have been able
to raseits investment/GDP ratio by 6.6 percentage points (=(6.5-1)X0.012). Thisis quite a substantial

increase in the investment.



On foreign direct investment

Usng adataset of bilaterd foreign direct investment in the early 1990s from fourteen mgor source
countries to forty one host countries, Wel (1997) studied the effect of corruption on host countries ability
to attract foreign investment. He employed a modified Tobit framework (see the appendix to Wel 1997
for details) that takes into account the fact that some host countries practicaly do not attract any FDI from
certain source countries.  Controlling for the Sze, levd of development of the host country, the
historica/linguigtic linkage, geographic proximity between the source and host countries, he found evidence
that corruption in host countries is negatively associated with foreign investment (the coefficients on
corruption and host country tax rate are -0.09 and -1.92, respectively). Taking these point estimates at the
face vdue, and using the corruption ratings in Table 1, one would say that a rise in corruption from the
Singapore level to the Indialevd is equivaent to rasing the margind tax rate by over twenty percentage
points.

Many Adan countries offer subgtantid tax incentives to lure multinationd firms to locate in thar
countries. For example, China offersdl foreign invested firms an initid two years of tax holiday plus three
subsequent years of half of the normd tax rate. This research suggests that these Asian countries would
have attracted just as much or even more foreign investment without any tax incentive if they could get
domestic corruption under control.

In fact, Wei(1995) documented that, contrary to a cursory reading of the news, China is an
underachiever asahog of direct investment from five mgor source countries (the U.S., Japan, Germany,
the United Kingdom, and France), once one takes into account its size, proximity to some mgor source
countries and other factors. Wel(1998) suggests that high corruption in China may very well have

contributed to this.

On economic growth

If corruption is negatively associated with domestic investment and reduces foreign invesment, one
would think that it would aso be negatively associated with the economic growth rate. Mauro examined
how the conditional growth rate (that is, the growth rate given the country’ s starting point and population
Szein aSolow-Baro style cross-country growth regression framework) is affected by corruption. He found

that the data revedls just that relationship.
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To illugrate the quantitative effect, let me take the point estimate in Column 6, Table VII of his
paper. If Bangladesh reduced its corruption to that of Singapore levd, its average annud per capita GDP
growth rate over 1960-1985, would have been higher by 1.8 percentage points (=0.003x(7-1)). Assuming
its actua average growth rate was 4% a year, its per capitaincome by 1985 could have been more than
50% higher".

Using an indrumenta variable approach (where ethno-linguidtic fractiondization is the instrument
for corruption), as in Column 8 in Table VII of Mauro's paper, one would get even larger effect of

corruption on growth, though the result becomes borderline Sgnificant at the 15% leve.

On the Sze and composition of government expenditure

Tanzi and Davoodi (1997) caried out a syseméatic sudy on the effect of corruption on
government’ s public finance. There are severd important findings. (A) Corruption tendsto increese the Sze
of public invesment (at the expense of private invesment) because many itemsin public expenditure lend
themsdves to manipulaions by high levd officidsto get bribes. [One should note that the causdity could
go the other way as well. That is, more government expenditure may provide more opportunities for
corruption.] (B) Corruption skews the composition of public expenditure away from needed operation
and maintenance towards expenditure on new equipment (see dso Klitgaard, 1990, for this point). (C)
Corruption skews the composition of public expenditure away from needed hedlth and education funds,
because these expenditures, rdative to other public projects, are more difficult for officias to extract rents
from. (D) Corruption reduces the productivity of public investment and of a country’ sinfrastructure. (E)
Corruption may reduce tax revenue because it compromises the government’ s ability to collect taxes and
tariffs, though the net effect depends on how the nomina tax and other regulatory burdens were chosen by
corruption-prone officials (see Kaufmann and Wei, 1998).

Similarly, Mauro (1997) found that corruption tends to skew public expenditure avay from hedth
and education, presumably because they are more difficult to manipulate for bribe purposes than are other

projects.

1 (1+ 0.018/1.04)* - 1 = 0.54. Lower assumption on its actua growth rate (say 3% ayear)
would result in even greater improvement in 1985 per capitaincome from reducing its corruption level.
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Let us illugrate some of the Tanzi-Davoodi findings by looking a the effect of a change in
corruption on avariety of indicators, averaged over 1980-95. An increase in corruption from the Singapore
level to Pakistan level would increase the public expenditure/ GDP ratio by 1.6 percentage points (Column
2 of Tanzi-Davoodi’s Table 1); and reduce government revenue/GDP ratio by 10 percentage points
(Column 2 of Tanzi-Davoodi’ s Table 2).

An increase in corruption reduces the quaity of roads, and increases incidence of power outages,
telecommunication faults, and water losses. Specificdly, an increase in corruption from the Singgpore leve
to the Pakistan level would be associated with an extra 15 percent increase of roads in bad condition, after
contralling for a country’sleve of development and its public invesment to GDP ratio (Column 2 in Tanzi-
Davoodi’s Table 5).

On Domestic Financial System and on Propensity for Currency Crises

Thefinancid sector isweek in many countriesin the recent criss. Might corruption be implicated?
Corruption could obscure the meaning and reigbility of publicly disclosed accounting numbers. Corruption
can dso skew the financid resources away from the most efficient resources towards less efficient, but
politicaly better connected firms.

Using a clever data sat that measures the strength of Indonesian firms' connection to Suharno and
hisfamily, Fisman (1998) showed that the stock market vauation of the paliticaly well-connected firms tend
to lose vaue sharply each time there was a rumor about the hedlth problem of Suharno. This suggests that
the market does not believe that the resources dlocated to these firms are justified except for the abnormal
returns associated with ther politica connection. Using the data from the 1997 GCR survey, We and
Sievers (1999) reported a clear correlation pattern: corrupt countries are more likely to have inadequate
government supervison of the financid system, and are dso more likely to have vulnerable banks.  Du,
Kaufmann and Wel (2000) and Du and Wei (2000) reported evidence that more corrupt countries tend
to have more volatile stock returns, more ingde trading, and smaler capital markets.

Crony capitaism is dso sometimes mentioned as a possible contributor to the 1997-98 Asian
currency crigs. But systematic evidence is generdly lacking. As a step towards providing the evidence,
Wael (1999b) shows that corruption tends to influence a country’ s compostion of capitd inflows to make

it more dependent on internationa bank loans as opposed to internationd direct investment. Such a



11

composition of capital inflows makes it more vulnerable to currency crises triggered by a sudden shift in
internationd investors sentiment.  Thus, this is one possible channd through corruption may increase a
country’s propengity to run into acurrency criss. Other channels are possble. But the evidence on them

awaits future research.

On Turning Firms to the Underground Economy

So far, the evidence presented is rdated to reduction in measured foreign and domestic invesmernt,
and measured growth rate. By definition, these capture the behavior of firms that stay in the forma
economy, or "above the ground.” But, in response to high corruption, economic activities could migrate
from above-the-ground to underground. Utilizing evidence from survey data, particularly those in Eastern
Europe and former Soviet Union, Johnson, Kaufmann and Shleifer (1997) and Johnson, Kaufmann and
Zoido-Lobaton (1998) show that unofficia economy in acorrupt environment is pervasive.

The unofficid economy grows a the expense of the officid economy. Taking into account this
effect hasimportant implications. On the one hand, the effect of corruption on investment and growth may
be not aslarge asif base dl measures only on firms in the forma sector. On the other hand, a high and
growing unofficid economy impliesalow and shrinking tax base, and a poor and deterioraing public goods

provision.

On urban bhias, poverty and other consequences

The desire to extract bribes distorts the behavior in a variety of ways. In particular, less
“manipulatable’ public projects often do not get budgeted, even if they have high socid vdue. Large scde
defense projects are often favored by politicians and bureaucrats because their Sze and secrecy are often
conduciveto kickbacks’. Of course, large defense projects may be favored by politicians for pork-barrd
reasons. The opportunity to extract bribes gives one incentive for the distortion.

Defense contracts are often budgeted a the expense of rurd hedth clinics specidizing in preventive

care (Gray and Kaufmann, 1998). To the extent that rurd resdents tend to have lower incomes than thelr

?ln 1998, a Taiwanese generd in charge of procurement is under investigation for vastly
overpaying for a French-made warship in exchange for huge bribes. Smilarly, India's arms purchase
from Sweden gave birth to one of the most spectacular corruption scandals in both countries' nationa
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urban counterparts, this corruption-induced policy bias may worsen the income didtribution, and a the same
time, divert the needed resources away from the countryside.

The last example shows that poverty can be made worse and more persastent by corruption. In
fact, one can expect that corruption would make poverty worsein citiesaswell asin rurd areas, as poor
people have less means to bribe officids and less palitical power in generd. Rose-Ackerman (1997) listed
severd channels through which poor people are hurt by corruption. (A) The poor will received alowver
level of socid services. (B) Infrastructure investment will be biased againgt projects that aid the poor. (C)
The poor may face higher tax or fewer services. (D) The poor are disadvantaged in selling their agriculturd
produce. And (E) their ability to escape proverty using indiginous, smdl scae enterprisese is diminished.

Using cross-country regressions over the period 1980-97, Gupta, Davoodi, and Alonso-Terme
(1998) show that high and rising corruption, as measured by the ICRG index, increases income inequality
and poverty. Severa channels have been identified in the paper by which corruption worsensthe (relative
and sometimes absolute) poverty: corruption lowers economic growth, biases the tax system to favor the
rich and well-connected, reduces the effectiveness of targeting of socid programs, biases government
policies towards favoring inequdity in asset ownership, lowers socid spending, reduces access to education

by the poor, and increases the risk of investment by the poor.

Why is Corruption So Taxing?

Why is corruption o damaging to economic activities reldive to arevenue-equivaent tax sysem?
The answer liesin the nature of corruption. Unliketax, it isinherently secretive and arbitrary. Theimplicit
contract between the briber and bribee cannot be enforced by ardiable court sysem. Shlefer and Vishny
(1993) theorized that countries with a more disorganized corruption would be particularly inhospitable to
economic growth. Wei(1997b) shows that, after holding leve of corruption congtant, countries with amore
disorganized corruption structure — measured by the disperson in the corruption ratings by the respondents
-- recalves sgnificantly less foreign direct investment.

Discretion by officids and consequently uncertainty faced by firms and private citizens are crucid
characteridics of corruption. That iswhy bribery in acorrupt society and fees paid to lawyersin ardatively

palitics.
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clean society are not equivaent.

A Cautionary Note on Inferences Based on Cross-country Regressons

Mogt of the studies reviewed in this section are based on cross-country regressions. It is useful to

dress that sgnificant coefficientsin these regresson are evidence of a correlation between corruption level
and other variables of interest (such as economic growth rate, investment, or composition of public
expenditure). They may not necessarily imply that corruption causes them.
Onanex ante bags, it is plausble that changes in corruption (particularly the subjective perception of
corruption) can be caused by changesin income levd, in investment and so on.  Besides, good things tend
to go together. It is possible something el se causes investment and income rise, this something could be
correlated with corruption even if corruption does not cause ether investment or income to change. In
illugtrating the results from other sudies, | often invoke the kind of thought experiment such as “if we could
reduce corruption from the level in Country X to that in Singapore, variable Y could have go up by Z
percent.” Infact, one might argue that equaly plausible satement may be that “if variable Y (say income
level) goes up by Z percent, then the leve of corruption in Country X could reduce the Singapore level.”

Some of the sudies do employ indrumentd variable regressons. For example, Mauro (1995) use
ethno-linguidtic fractiondization as an instrument for his corruption measure (this particular ingrument has
been followed in many subsequent studies) and shows that corruption insrumented by this variable has a
negative effect on economic growth. Thisis one step closer to establish causdity. But the vaidity of the
causdlity influence depends on the validity of the indruments. For example, if one wantsto be picky, one
might say that ethno-linguigtic fractiondization can dow down growth for reasons unreated to corruption,
e.g, through raising the possibility of ethnic conflict and civil wars. In that case, the correation between
ethno-linguidtic fractiondization and growth would not be evidence that corruption causes the growth to be
dower.

To establish the causdlity relaionship involving corruption, it would be very ussful to supplement
cross-country regressions with some event studies in which some determinants of corruption experience a
discreet change. For example, from time to time, Some countries may experience “exogenous’ regime
changes— such asamilitary coup overthrowing a democratic government, or the reverse, anew democracy

emerging from aprevious dictatorship. If we believe that these changes should exogenoudy increase and
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decrease the extent of corruption, then, studying the growth rate, investment, or other variables of interest
before and after the regime change may provide useful information on the effects of changes in
corruption.

Asdde from the issue on the direction of causdity, one should aso note that acrass countries, broad
atributes of public governance and public indtitutions (for example, rule of law, strength of civil group, press
freedom, education leve of the civil servants and corruption) tend to be corrdated. This rendersisolating

the effect of corruption more chdlenging if not infeasible,

3. Firm-level Evidence

The studies reviewed in the previous section are mostly based on country-level observations and
cross-country regressons. Aswe just noted, isolating the effects of corruption from the other attributes of
public inditutions and determining the direction of causdity are difficult in cross-country regressons. A
promising and complementary area of research isto examinefirm-level evidence. In this section, we review
the newly emerging area of sudiesthat do this.

While the previous evidence has clearly showed that domestic investment, foreign investment and
economic growth are lower in more corrupt countries, one sometimes gtill hears a verson of “virtuous
bribery” story. In particular, some say that bribes often work as “grease’ that can speed of whedls of
commerce. In a country that is rife with bad and heavy regulations, the opportunity to offer bribes to
circumvent bad government control is like deregulation, and hence can be good.

Kaufmann and Wel (1999) argue that this view istrue only in avery narrow sense when the bad
regulation and officid harassment are taken as exogenous. Officids often have lots of leeway to customize
the type and amount of harassment on individuas firms. Tax inspectors may have room to over-report
taxable income (see Hindriks, Keen and Muthoo, 1998). Fire inspectors can decide how frequently they
need to come back to check fire safety in agiven year. Taking account of these, Kaufman and We built
asmple modd in which bureaucrats set up red tape and bureaucratic obstaclesin order to extract bribery
and stop only when firms gart to exit (by not investing or by fleeing to foreign countries). Furthermore, the
outsde options of the firms differ either because of the characteristics of their industry or type of the

invegtors (foregn versus domedtic). In this case, they show that bribery across firms are not only postively
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corrdlated with the nomind red tgpe on the book, but can be positively corrdated with the effective red tape
(eg., thelength of wagted time in securing a permit after having paid abribery). It isnaot that paying bribery
causes red tgpe to go up, rather, the size of bribery and the red tape are smultaneoudy determined by the
same set of firm characteritics.

Using data on a survey of nearly 2400 firmsin 58 countries, Kaufmann and Wel show that, even
within a country, managers of the firms that pay more bribes on average waste more, rather than less, time
negotiating with government officids.  This evidence supports the idea of “tailored harassment” and
“endogenous obgtacles” and thus rgects the hypothess of beneficid “grease” It isuseful to Sress that the
evidence does not suggest that individud firms can do better by not bribing. They cannot given the
environment. However, dl firms collectively can do better if there is something that can exogenoudy
condrain dl firms &bility to bribe. For example, the OECD convention on combating bribery in
internationa transactions that went into effect in February, 1999, could not only reduce bribery, it may well
help to reduce bureaucracy aswell in equilibrium.

One problem with the Kaufmann and We study is that the observations on bribery are “inferred”
from survey respondents ansvers on their percelved corruption level. Svesson (1999) extends this research
inaggnificant way by utilizing adirect firm-level measure of bribery in Uganda. He showed that bribes are
positively rdated to the firms' profitability (which can be instrumented by industry and location dummies)
and negatively related to a measure of investment irreversbility. Both findings are consstent with the

hypothesis that harassment and bribery demand are related to firms underlying characteridtics, and rgects

Using the same Uganda firm-level observations, Fisman and Svensson (1999) revisited the question
posed in Wei (1997a and 1997b). They found that an increase in the bribery rate is associated with a

reduction in the firm’s growth rate about three times as large as an equivadent increase in tax.

4. Culture: Is Asia Special?

Denis Osborne's (1997) paper documents clearly the possible differences in attitude towards

corruption and bribery in different countries and times. Tanzi (1995) argued that firms in some countries

are culturdly less indined to have arms-length economic relationships, which in turn may lead to more
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ingrained corruption.

While there is ample evidence that different people may have different views with repect to bribes
versus gifts’, or group loyalty versus self-interest, Osborne aso observed that many of these differences
may not be inherently culturd. For example, ssemingly gregter tolerance of bribes in some communities may
be areault of the short horizons of the officid due to uncertainty about future in atime of rgpid change, or
pitifully low salaries of civil servants that are regarded by the officids or ordinary citizens on the street as
“unfar” (Osborne, 1997, P22). These should not be properly defined as* culturd.” Furthermore, Osborne
documented that throughout human history, from ancient Greece, William Shakesphere in the West, to
Confucianism and Hinduism in the East, one can find repesated expressons of distaste by scholars and
ordinary people for corruption and dishonesty.

We do not have enough good, detailed country studies on the interaction among culture, corruption
and economic development. Pasuk Phongpaichi and Sungsdh Piriyarangsan’s book, Corruption and
Democracy in Thaland, bravely aswell as brilliantly offers an in-depth study of corruption in Thalland. At

the beginning of the book, the authors reviewed many early studies of the subject, many of which attribute
Thai corruption to cultura heritage (see their description of the work by Lucien Hanks (1982), Fred Riggs
(1966), Edward Van Roy(1970), Thingpan Nakata (1977), and Clard Neher (1977). With alarge-scde
survey, the Pasuk-Sungsidh book condudesthat Tha people do have ahigher limit on the amount of money
officials may take from the private sector before it is consdered corruption.

In the previous section, we cited evidence that foreign investors on average invest less in more
corrupt countries. Some may suspect that East Asa must be an outlier since it seems such a popular
degtination for foreign investment. Let us note here that, yes, foregn invesment in East Asahas been big,
but East Asais alarge market and has been growing fagter than the world average. Many East Asan
countries dso have low wages. On these factors done, East Asanaturdly atracts more foreign investment.

To see whether foreign investors are less sengtive to corruption in Asan host countries, one needs to
control for these factors. A section in Wel (1997) did exactly that. The evidence shows that thereis no
support for the Agan exceptionalism hypothess. Rather, investors from the mgor source countries are just

as averse to corruption in East Adaas esewhere. Putting it differently, anong East Asan host countries,

% See also Rose-Ackerman (19983) for an illuminating discussion of bribes versus gifts.
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foreign investors ill prefer to go to less corrupt countries other things being equa. One should note that
the paper does not compare whether domestic and foreign investors may have different degrees of

sengtivity to corruption.

5. Possible Ways to Fight Corruption

Because corruption isa crimein most countries pena codes, it is common to emphasize therole
of law enforcement in the fight againg corruption. While there is no question that law and law enforcement
are important, we should note that it is at least as important to look into the root causes of corruption, the
indtitutional environment and the incentive structure under which corruption thrives.

Several important theoretic works (e.g., Rose-Ackerman, 1978; Tanzi, 1998; etc) have pointed
out factors that affect a country’sleve of corruption. | will first review these factors from the theoretica

viewpoints and summarize recent empirica atempts at testing and quantifying the roles of these factors.

A. Opportunities induced by Government’s Role in the Economy
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While we want to recruit mord people to be government officias, economigts are never tired of
pointing out the importance of minimizing the indtitutionalized opportunity for officidsto take bribes. The
more discretion government officias have over the operation of busness or lives of dtizenry, the more likely
corruption would occur and flourish, other things being equa. Labyrinthine government regulations creete
fertile grounds for government officids to extract rents, whereas an economy where government’sroleis
minimal islesslikey to breed corruption.

Thispoint isamost eementary. If it requires obtaining a license and paying atariff before afirm
can import certain goods from abroad, then officias deciding who gets a license and granting tariff
exemptions have the opportunity to extract bribe payments. If no license or tariff is needed, no firm would
pay bribes before importing.

Tanzi’s excdlent survey (1998) offers anumber of concrete descriptions of where opportunity for
corruption may arise as a result of government (over-)regulation. For example, in the taxation area, he
pointed out that the more difficult it isto understand the laws, the more likely there is corruption; the more
discretion given to tax administrators over the granting of tax incentives, determining tax ligbilities, and
seecting audits and litigations, the more likely there is corruption.

Smilarly, the 9ze of government spoending and the procedure used in dlocating the expenditure dso
ggnificantly affects the opportunity for corruption. Also, if a government is involved in providing certain
goods and services a subgdized prices, say foreign exchange, credit, public housing, educationd
opportunities, or water and dectricity, then officids with the duty to to decide dso have the opportunity to
pocket a fraction of the implicit subsidy (e.g. the difference between the market vaue of the goods or
sarvices and the price the government is asking), in the form of bribes extracted from the recipient of the
subsidized goods or services.

In the papers both by Mauro (1995) and by Kaufmann and Wei (1998), it is shown that the
corruption index and the index of government regulation is positively correlated.

Many countriesin Ada have been pursuing an active indudtrid policies. Indudtrid policies by ther
very nature involve discretion on the part of government officids, in terms of which industry to support,
which firms within aindustry to support, how to alocate subsdized loans, grants, tariff rebates, and so on.

Ades and Di Tdla (1997) argue that, logicdly, industria policies can promote corruption as well as
investment. Using data on indices of corruption and industria policy acrass anumber of countries, they then
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show that corruption isindeed higher in countries with more active indudtrid policy. The negative effect of
corruption induced by the indugtrid policy seemslarge (probably on the order of 56% to 84% of the direct
beneficid effect), and therefore should not be neglected in any cost-benefit analyss of industrid policies.

Gatti (1999) resffirms that more open economies tend to have lower corruption. Furthermore, she
shows that while the share of imports in GDP is not a sgnificant explanatory variable for corruption
(contralling for other variables including population), average tariff is. She interprets this as evidence that
the direct policy distortion rather than the abosence of foreign competition is more important in inducing
corruption. One question that needs further research is whether high tariffs are erected for the purpose of
extracting bribes (rather than the exogenous causes of corruption). The models in Kaufmann and Wel
(1999) and Svesson (1999) suggest that thisis possible.

Svensson (1998) reported evidence that some countries that recelve generous foreign aid (which
is determined by geopolitical reasons) tend to see their level of corruption rising. As a consequence, the
economic lot of the people in these countries may not be made better off (and can be made worse-off).

Before leaving this subsection, it should be pointed out that, while less discretion by government
officids reduces the scope for corruption, we are not advocating abolishing dl the regulaions. Many
regulaions and even bureaucratic discretion serve useful functionsin the society. The point isthet we should

be mindful of the implications for corruption when desgning government regulaions.

B. Civil servant recruitment and promation sysem

The mord character and qudity of government officids are certanly another very important
determinant of the extent of corruption in acountry. The qudity of the bureaucrats, in turn, is highly rdaed
to how they are recruited and promoted. In a country where nepotism and patronage are rampant, or
government pogts are sold explicitly or implicitly, bureaucrats will be less competent and less well-motivated
becauise success depends on advantages gained by connection or bribing superiors rather than merit, and
will be very vulnerable to corruption. The German sociologist Max Weber (1947) made this point amply
Clear.

Rauch and Evans (1997) composed indices of degree of meritocratic recruitment and promotion
for civil sarvantsin 35 countries (aswel asther average wages relative to private sector dternatives). They

then show that the cross-country ratings a la the International Country Risk Guide are daidticaly
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sgnificantly related to the way civil servants are recruited and promoted. Meritocratic recruitment is most

important for reducing corruption, followed by meritocratic promotion and security of employment.

C. Compensation for civil servants

It has been long recognized that it is naive to give people power, pay them a pitiful wage, and
expect them not to use their power for persond gains. Because of thisredizaion, Singapore, garting in the
1960s under the leadership of then Prime Minister Lee Kuan Yew, and Hong Kong, sarting in the late
1970s, began to pay ther civil servants well, sometimes above their best dternative in the private sector.

For example, it is often noted, fondly or nat, that the Singapore s cabinet ministers sdaries are pegged to
those of the CEOs in the largest multinationd firmsin the world. The Singgpore Prime Minister’s pay is
severd timesthat of the United States Presdent. Many scholars (and the governments in Singapore and
Hong Kong) contend that this wage policy isin an important way responsible for the very low corruption
levels in these two economies. [Singapore is often rated as one of the least corrupt countries in many
surveys)]

The view that high sdlaries to civil servants help to deter corruption is certainly not restricted to
Ada For example, according to Tanzi (1998), Assar Lindbeck (1998) attributes the low corruption in
Sweden during the 1870-1970 period partly to the fact that high-level government administrators earned
12-15 times the sdlary of an average industrial worker.

Systematic and gatistica examination of the evidence on the connection between corruption and
public sector wage is a rdatively recent undertaking. In a cross-country regression study cited above,
Rauch and Evans (1997) did not find robust support for the role of high sdaries. But the World Bank’s
World Development Report 1997 and the working paper by Van Rijckeghem and Weder (1997) do report

evidence that countries with poorly paid public officids tend towards higher corruption.

What isimportant here is not the absolute level of aivil servants wages, but their values rddive to
the best private sector dternatives. In Van Rijckeghem and Weder’ s paper, given the constraint of data
avallability, they take the average civil servant pay rdative to average manufacturing sector wage, asther
messure of officids incentive to resst corruption.

One should note that the true private sector dternatives for senior government officials with
comparable skills and responsibilities are likely paid alot more than the average wage in the
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manufacturing sector. But the manufacturing sector wage is the only wage data available on a consstent
cross-country basis.  Hence there is potential measurement error on the denominator. On the
numerator, one should note that only civil servants wage data were found by the authors. In many
countries, fringe benefits of the civil servants (e.g., free housing, maids, and expense accounts) can be
large rdative to officid sadaries. So there can be measurement errors on the numerator aswell. The
assumption in the study is that, across countries, the manufacturing wage and the salaries of the private
sector dternative of government officids are highly positively corrdated. Furthermore, the fringe
bendfits plus officid wages are highly correlated with the civil servants officid wages.

Using aregression technique, they found a negative and datisticaly significant corrdation
between public sector’ s rdative wages and the extent of corruption involving government officids.
Based on their point estimates, they also caculated, for each country in their sample, the ratio of public
to private sector wages that is needed in order to reduce the corruption to Singapore level, which has
the lowest corruption grade (thisis cdled “warranted rdative wage” below). It maybe ingtructive to
reproduce the part of their Table 6 below that reportsthe actua  versus the warranted relative wages
for the Asian and other selected countriesin the sample. Like dl other projectionsin this paper, the
numbers below are meant to be illugtrative and not to be taken literdly.
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Table 2: How Much Increase in Civil Servants’ Legal Pay Is Needed
if one takes Van Rijckeghem - Weder (1997) calculation literally?

(1) Public Sector relative to Manufacturing Sector Wage
(2) Actual Cdlibrated ratio to reduce corruption to Singapore level
(3) Needed increase in Public Sector’s Legal Pay by taking van Rijckeghem-Weder literdly

Asian Countries

Country (1) (2) (3)
Singapore 349 349 0%
Hong Kong 179 285 59%
India 1.09 540 395%
Korea 191 7.08 271%
Si Lanka 085 507 496%

Non-Asan Deveoping Countries

Country (1) 2 3)

Mexico 050 5.04 908%
Turkey 092 538 498%
Colombia 064 487 660%
Kenya 090 536 496%
Ghana 063 6.77 975%

Source: The firg two columns are from Table 6 in Van Rijckeghem and Weder (1997). Column (3) is
author’s calculation based on the first two columns.

A few things are particulary worth noting in the table.  First, to redlly eradicate corruption (or to
reduce it to the Singapore leve), one needs to raise the public sector’s pay by a subgtantiad margin
(sometimes by 500% or even 900%). Although government officidsin Asaare comparatively better-pad
than some of their African and Latin American counterpart and hence a smaller increase is needed, the
200% to 500% increase may be till fiscaly infeasible for these countries. Second, we do not know for
aure if the warranted sdlary increase should raise the pay to the government officials above their private

sector aternatives®.  If they do, there is a serious equity issue even if these governments have the money

* One should note that the true private sector aternatives for senior government officials with
comparable skills and responsihilities are likely paid alot more than the average wage in the
manufacturing sector. But the manufacturing sector wage is the only wage data available on a consstent
cross-country basis.  The assumption in the study is that, across countries, the manufacturing wage and
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(or have the ahility to transform most of the currently illega bribesto the incrementd taxes needed to raise
the civil servants legd pay). Third, if civil servants are pad a higher sday than their private sector
dternatives, many people may pay a bribe to be chosen for these public jobs. So the high pay policy itself
may creste new type of corruption. Forth, extortion and bribe-taking practices could have become part of
the bureaucrats work culture and habit, so that increased legd pay may not do much to reduce corruption,
a leegt initidly.

Fortunately, one need not draw such a pessmidtic concluson from thisexercise if one redizes that
the public sector wage is but one of the eements in a successful anti-corruption campaign. \We now turn

to another important component below.

D. Decentrdization, Legal system, “watch-dog’ organization, “hot-line” client surveys, free press and

democr

In any fight againg corruption, the ability for a country to detect acts of corruption and to prosecute
those guilty of committing them is essentid to deter corruption.

There are saverd channels through which detection and punishment capacity isredized. Let me
mention seven of them here: (A) An independent and impartid judicd system, (B) an officid anti-corruption
agency such as Hong Kong's Independent Commission Againgt Corruption (ICAC)?, (C) existence of
grassroots “watchdog” organizations, (D) a telephone “hot ling” as those in the United Kingdom and
Mexico thet dlow citizensto complain directly to the government, (E) public opinion surveys such asthose
carried out by Public Affairs Center in Banglore, India or by the World Bank’s Economic Development
Indtitute in other countries that register the public’'s attitude, particularly those of the poor, towards
corruption, (F) freedom of the pressto bring to light any officid corruption, and findly (G) democracy that
serves the dua purpose of throwing corrupt officials out of power by the populace and protecting those
individuas and organizations that dare to expose corrupt officids. All of these channds are potentidly

important. There are some case studies and much anecdota evidence that demondirate both effectiveness

the sdaries of the private sector dternative of government officids are highly postively corrdated.

> See Quah (1989 and 1993) for a discussion of Hong Kong and Singapore' s anti-corruption
measures along this and other lines.
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in specific countries and time periods, and suggestions on how to implement them®. 1t seems possible that
the extrarevenue collected by the government as aresult of the actions of the various anti-corruption bodies
can exceed the cost of these bodies.

While the intuition for the importance of these channels seems sraightforward, so far there isvery
little sysematic Satigticd andyss of thar rdaive importance for abroad sample of countries. Such will be
avery fruitful future research topic.

One of the questions that has received some attention from Statistical research is on the reaionship
between decentrdization (more powers devolving from the centrd government to local governments) and
corruption.  In terms of logic, decentraization could reduce corruption if it can help to incresse the
accountability of the action of the government. However, it could aso increase corruption if the propendity
and the scope to engage in rent-seeking are greater at the locd leved than at the centrd levd. While the
theoreticd prediction is ambiguous, Fisman and Gatti (1999) found that across countries, countrieswith a
higher degree of fiscd decentrdization (alarger share of totd government expenditure by locd governments)
tend to be those that have alower leve of percaived corruption. Thisisthe first regresson sudy on this
question, so it is very vauable. Of course, centrd-local government relationship may be well-captured

conceptudly by the expenditure shares. So this paper is not likely to be the last work on the question.

E. Internationa Pressure

There are two kinds of internationa pressure that can be brought to bear on the corruption
problem. Firgt, internationa organizations such as the United Nations Devel opment Program, the World
Bank, the International Monetary Fund, the Asan Development Bank, and the like, can provide persstent
moral persuasion aswell as technical assistance’ to induce or help countriesin their fight against corruption.
Various conferences on good governance and corruption organized by the UNDP, the World Bank and
0 on are useful. Cutting off loans or threatening to cut off loans by the IMF or World Bank on the ground

of corruption in recipient countries may be even more effective on the margin in some cases.

® For example, see the cases presented a the Ninth International Anti-Corruption Conferencein
Lima, Peru, in September, 1997.

’ Proper procurement guiddlines are an example of this.
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The second channd is concerted internationd effort to crimindize the offering of bribes by
multinationa firms to host countries officids. So far, the United States has been the only mgor source
country of internationa direct investment that has an enforced law -- The Foreign Corrupt Practices Act
(FCPA) of 1977 -- that prohibits its companies from bribing foreign officials. For most other mgor source
countries in the OECD, not only it is not illegd to bribe foreign officids, it is, up until very recently, tax-
deductible®. The U.S. law has not been very effective in reducing corruption in foreign countries, mainly
because companies from other countries are too eager to pick up the busnessthat the U.S. firms missdue
to the law®. Corruption-prone foreign officials do not feel enough pressure to change their behavior even
if they are genuinely interested in attracting foreign investment into their countries. An internationd tresty
that bans foreign corruption can strengthen the collective ability of al mgor multinationa firms not to pay
bribes. They are more likely resist demand of bribesif they can be confident that they will not lase business
to their competitors as a result.

It should be pointed out that we should not have any romantic hope on the degree of effectiveness
of international pressure. Firet, the mandates of dmogt dl international governmentd organizations place
some limits on how much anti-corruption objective can be pursued in the organizations activities. If the
World Bank were to suspend lending to countries with severe corruption ratings according to the
Trangparency Internationd, it would have to stop haf or more of itsloans. That isnot redidtic asit would
contradict its other very important objectives and possibly the surviva tendencies of the organizations.

Second, and more importantly, domestic efforts and domestic ingtitutions ultimately determine the
success of any anti-corruption program.  If government officids do not intend to serioudy reduce
corruption, they would smply not request a loan if the international organization requires corruption

reduction as a prerequisite.

8 Britain has a 1906 law that can be interpreted as prohibiting its firms from bribing foreign
officas. But it isessentidly not enforced.

° Hines (1995) found that the U.S. firms do invest lessin more corrupt countries. We (1997a)
found that U.S. firms are not very different from those from other OECD source countriesin this regard,
and hence U.S. firms behavior may not be attributable to the FCPA.

A Wall Street Journd article (September 29, 1995), “ Greasing Wheels. How U.S. Concerns Compete
in Countries where Bribes Hourish?’ suggests that some firms may indeed evade the requirement of the
law.
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So whilethe internationd pressure is useful and should be goplied whenever and wherever possible,
it should be regarded as supplementa to other domestically-based reforms.

F. Politica Economy Considerations and “ Specid Governance Zones'

It is observed that following a price liberdization or exchange rate stabilization in a developing
country, the finance minigter or the prime minister often hasto leave the office involuntarily. So economicaly
effident reforms can be paliticdly risky for individud paliticd leaders. Smilarly, comprehensve reforms that
are necessary to reduce corruption can aso be politicaly risky. In addition, anti-corruption reform can be
expandve as we discussed in Point C in this section. Findly, even if we are sure that we know why
corruption is low in Singagpore and Sweden (which isabig if), it is quite a separate story to convince a
corrupt country like Kenya or India to do what Singapore or Sweden is doing in their country. Locd
culture, higory and ingtitutions could maiter. A combination of these congderaions often resultsin politica
inaction.

Aretherereform proposasthat can ded with these kinds of political economy congderations better
than the usud comprehendve nationa reform program? A “specid governance zone’ (SGZ) suggested by
Wei (19999) is one possibility. An SGZ is an enclave within a country within which a comprehengve set
of reforms can be undertaken ahead of the rest of the country. An SGZ issmadl enough that the perceived
politica risk would be samdler than anationd reform. It is samdl enough that a given amount of financid
resources can make a bigger difference (for example, it is now possibly to rase the civil servants dary dl
the way to the appropriate level). And it is explicitly an experiment: a“blueprint” based on internationa
experience can be fine-tuned to fit locd conditions. Theinitid successin an SGZ not only provides amode
for the rest of the country, it indeed can put pressure on political leadersin other regionsto imitate effective
measures in reducing corruption. Because comprehengve reforms can be done within an SGZ, it has some
digtinctive advantages over an dternative partid reform proposa that focuses on a particular function of the

government operation (e.g. tariff collection).
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6. Concluding remarks

While one may think of examples in which some firms/people are made better off ether by paying
a bribe or the opportunity to pay a bribe, the evidence surveyed here suggests that the overdl effect of
corruption on economic development is negative. Thisisjust astruein Asaas esewhere.

Systematic research conducted recently find that corruption is negatively related with anumber of
good duff (such asincomeleve). There are severd channels through which corruption hinders economic
development. They include reduced domestic investment, reduced foreign direct investment, overblown
government expenditure, distorted composition of government expenditure away from educeation, hedth,
and the maintenance of infrastructure, towards less efficient but more manipulatable public projects. Again,
much of the evidence is based on cross-nationd regressions. As such, reverse causdity or correaion with
acommon third factor isared posshility. Instrumentd variable regressons would help, but only when one
finds the valid instruments.

While culture plays a role in determining what is consdered a bribe versus a gift, the culture-
induced difference seems smdl. There is no evidence to support the notion that corruption in Asa, East
Asaincluded, has smdler negative consequences.

The fight againg corruption has to be multi-fronted. While laws and law enforcement are
indispensable, countries serious about fighting corruption should aso pay atention to reforming the role of
government in the economy, particularly those aress that give officids discretionary power which are hot
beds for corruption. Recruiting and promoting civil servants on a merit bass, and paying them a sdary
competitive to private sector dternatives help to attract high quality, mord civil servants.  Internationa
pressure on corrupt countries, including crimindizing bribing foragn offidds by multinaiond firms, is useful.

But the success of any anti-corruption campaign ultimately depends on the reform of domedtic inditutions
in currently corrupt countries.

Political economy condderations are important for a successful entry drategy. A pecid
governance zone within a country may help to reduce perceived politicd risk, make it financidly more
affordable, and dlow more scope for loca adaptation. In other words, it dlows the paliticd leadersto get

away from the narrow choice between embarking on arisky nationwide reform and doing nothing.  So it
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hel ps to enhance the chance of aninitid success that can generate momentum for a further reform.
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