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Session 15: CORRUPTION AND ECONOMIC DEVELOPMENT

I. Definition of corruption

A. Corruption: the abuse of public office for private gain.  

1. Officials accept, solicit, or extort a bribe.

2. Private agents actively offer bribes to circumvent public policies and processed for competitive advantage and profit.

3. Personal benefit through patronage and nepotism, the theft of state assets, or diversion of state revenue, even without bribery.

B. Tools of corruption

1. Bribes.  Private agents to buy things provided by governments can use bribery or officials may seek bribes in supplying those things.

1. Government contracts.  Firms may bribe to win a contract or to ensure that contractual breaches are tolerated.

2. Government benefits.  Bribers can influence the allocation of government benefits (subsidies to enterprises or individual to access to pensions access to certain schools, medical care, etc.)

3. Lower taxes: to reduce tax dues.

4. Licenses: for exclusive rights

5. Time: to speed up the government’s granting permission to carry out legal activities (company registration or construction permits).  Bribes can also be extorted by the threat of inaction or delay.

6. Legal outcomes: to change the outcome of the legal process by inducing the government to ignore illegal activities (drug dealing or pollution) or to favor one party over another in court cases.

2. Theft.  Theft of state assets by officials charged with their stewardship is also corruption.

a. Extreme form: large-scale spontaneous privatization of state assets by enterprise managers and other officials in some transition economies. 

b. Petty theft of items such as office equipment and stationary, vehicles, and fuel.  Asset control systems are typically weak or nonexistent.

c. Theft of financial resources.  Pocket tax revenues or fees, steal cash from treasuries, extend advances to themselves that are never repaid, or draw pay for fictious ghost workers.

3. Political and bureaucratic corruption

4. Isolated or systematic corruption.  Corruption in a society can be rare or widespread.  Where systematic corruption exists, formal and informal rules are at odds with one another; bribery may be illegal but is understood by everyone to be routine in transactions with the government.

5. Corruption in the private sector.  Fraud and bribery in private sector, often with costly results.  Criminals for wholesale fraud.

II. Causes of corruption

A. Corruption tends to flourish when institutions are weak and government policies generate economic rents.

B. Normal motivation of public sector employees to work productively is undermined by low wages and declining wages and promotion unconnected to performance.

C. Systematic corruption by senior officials and politicians.  The formal rules remain in place, but they are superseded by informal rules.  No enforcement on anti-corruption laws.

D. Sources

1. Trade restrictions

2. Government subsidies

3. Price controls

4. Multiple exchange rate practice and foreign exchange allocation schemes

5. Low wages in the civil service

6. Natural resource endowments

7. Sociological factors

III. Consequences of corruption

A. Macroeconomic stability may be undermined by loss of government revenue and excessive spending.  Corruption in tax and customs departments.

B. Reduce economic growth

1. Lowers investment and retards economic growth

2. Talent are misallocated

3. Reduce effectiveness of foreign aid flows

4. Loss of tax revenue

5. Adverse budgetary consequences

6. Lower quality of infrastructure and public services

7. Distort composition of government expenditure.

C. Excessive debt: through white elephant investment projects.

D. Foreign direct investment may still flow to countries in which corruption is systematic but only if bribery is affordable and the results are predictable.  But corruption can have a negative impact on foreign investment.  

E. Small entrepreneurs may be affected in many developing and transition economies.  Corruption increases the costs of doing business, and the small firms bear a disproportionately large share of these costs.

F. The environment may be endangered.  Environmental laws may be tempered.

G. The poor suffer through petty corruption.

IV. Corruption in public investment projects

A. Government spending in current account vs. capital account.  

1. Some public investment can end up reducing a country’s growth even though share of public investment in GDP is rising.

2. Conventional wisdom: increase capital.  Harod-Domar model.  

3. Golden rule: only current account needs to be balanced.  Capital account may be in deficit by borrowing.

B. Opportunity for corruption

1. Politicians have limited influence in current account: entitlements or pensions, but have enormous influence on public investment and formulation of capital budget.

2. Who benefits?

a. Public investment projects tend to be large.  Commission based on percentage – incentives to have larger project.

b. Process of approving the projects offer opportunities for corruption

3. Who pays

a. Enterprise pays the commission will recover the cost of bribery

1. Include the commission in the bidding cost

2. Initial low bid can be adjusted upward by redesigning.

3. Reduce construction cost by using lower quality material or lower quality of the construction.

b. Lower quality project requires higher maintenance costs.

c. Taxpayers pay all the cost of corruption and low quality infrastructure.

4. Side effects

a. Productivity of capital spending is reduced – reduce country’s growth rate

b. IRR misleading

c. Some projects are completed but never used – become white elephants.

d. Low quality construction require maintenance – belong to current account, which often become neglected in operation and maintenance – again lower growth rate of the country – rate of return from the existing projects is also affected.

e. Politicians favor new projects and neglect existing project in order to seek more personal gains.

V. Role of governments

A. Governments have grown since 1960 in developed as well as in developing countries

B. During the 1980s, reject the state’s activist role (the fall of socialist economies and effects of expanding government leading to fiscal deficits)

C. Government’s capability improves economic growth.  Capability: the ability to undertake and promote collective actions collectively (WDR97, p. 3)

D. World Bank’s Two-part strategy to make every state a more credible, effective partner in its country’s development.

1. Matching the state’s role to its capability: focus on the fundamentals and do it well.

2. Raise state capability by reinvigorating public institutions

a. Design effective rules and restraints, to check arbitrary state actions and combat entrenched corruption.

b. Subject state institutions to greater competition, to increase their efficiency.

c. Increase the performance of state institutions, improve pay and incentives.

d. Make the state more responsive to people’s needs, bring government closer to the people through broader participation and decentralization..: increase the performance of state institutions to greater competition
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