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Introduction: The Costs of Corruption

Poverty, poor health, low life expectancy, and an unequal distribution of
income and wealth are endemic throughout the world. Many countries
have very Jow or negative growth rates. Even some countries that are
well endowed with natural resources have poor growth records and low
per capita incomes. Others, especially in the former Soviet bloc, have
weak economic records in spite of a well-educated labor force.

Yet a paradox exists. International lending organizations, such as the
World Bank, often have difficulty locating acceptable projects. How can
this be so when the need is obviously so great? One root of the problem
is dysfunctional public and private institutions. Poorly functioning
governments mean that outside assistance will not be used effectively.
Low-income countries and those with weak growth records are often in
difficulty because they are unable to use their human and material
resources effectively.! They need institutional reform, but such reform is
difficult. Constructing dams, highways, and port facilities is technically
straightforward. Reforming government and nurturing a strong private
sector are more subtle and difficult tasks that cannot be reduced fo an
engineering blueprint.

The tension between the capacities of developing countries and the
requirements of international aid and lending organizations arises from

" Phillip Keefer and Stephen Knack (1995) examine the impact of government
institutions on investment and growth for 97 countries over the period 1974 to
1989. Their measure of government quality combines indices of corruption,
expropriation risk, rule of law, risk of contract repudiation by the government,
and the quality of the bureaucracy. The authors show that measures of the quality
of government institutions do at least as well as in explaining investment and
growth as measures of political freedoms, civil liberties, and the frequency of
political violence.
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sources as multitudinous as the histories and cultures of the countries
involved. To critics, the international organizations do not appreciate
local customs and institutions and fail to adapt their programs to fit
individual country’s special circumstances. Although this is undoubtedly
true in some cases, that is not all there is to it. Some countries’ institu-
tions are poorly adapted to their own stated development goals.

Other critics question the goals of the international community,
arguing that economic growth is a narrow and incomplete measure of
well-being. But even accepting that criticism, wide differences remain
across and within countries in health, education, economic opportunity,
and environmental quality. Whatever seems universally valuable — be it
higher per capita income, longer life expectancy, or reduced infant
mortality — varies widely around the world and is rising and falling at
different rates.

Obviously, subtle differences in culture and basic values exist across
the world. But there is one human motivator that is both universal and
central to explaining the divergent experiences of different countries.
That motivator is self-interest, including an interest in the well-being
of one’s family and peer group. Critics call it greed. Economists call it
utility maximization. Whatever the label, societies differ in the way they
channel self-interest. Endemic corruption suggests a pervasive failure to
tap self-interest for productive purposes.

We can go a good way toward understanding development failures by
understanding how self-interest is managed or mismanaged. The best
case is provided by the archetypal competitive market where self-
interest is transmuted into productive activities that lead to efficient
resource use, The worst case is war — a destructive struggle over wealth
that ends up destroying the resource base that motivated the fight in the
first place. In between are situations where people use resources both for
productive purposes and to gain an advantage in dividing up the benefits
of economic activity — called “rent seeking” by economists (Bhagwati
1974; Krueger 1974).

I explore the interaction between productive economic activity and
unproductive rent seeking by focusing on the universal phenomenon
of corruption in the public sector. In recent studies, high levels of
corruption are associated with lower levels of investment and growth.
Corruption reduces the effectiveness of industrial policies and encour-
ages business to operate in the unofficial sector in violation of tax
and regulatory laws.” Foreign direct investment (FDI) is discouraged by

? Paolo Mauro (1995, 1998) demonstraies that high levels of corruption are asso-
ciated with lower levels of investment as a share of Gross Domestic Product
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high corruption levels. Asian economies are not an exception — those
with high corruption levels would have attracted more FDI if corrup-
tion had been lower, and their industrial policies would have been more
effective.?

Even when corruption and economic growth coexist, payoffs introduce
costs and distortions. Corrupt high-level officials support too much
unproductive public investment and under-maintain past investments.
Corruption reduces total investment and limits FDI, but it encourages
excessive public infrastructure investment (Tanzi and Davoodi 1997).
In a corrupt regime, economic actors with few scruples, such as those
engaged in illegal businesses, have a comparative advantage. A country
is poorer overall if corruption levels are high. It may be caught in a cor-
ruption trap where corruption breeds more corruption and discourages
legitimate business investment.

Cross-country empirical work has confirmed the negative impact of
corruption on growth and productivity, but it is of little use in designing
anticorruption strategies. The research shows that corruption is harmful
but does not identify the precise mechanisms by which corruption affects

o

(GDP). The corruption indices are highly correlated with other measures of
bureaucratic efficiency, such as the level of red tape and the quality of the judi-
ciary. As a consequence, Mauro was unable to measure the marginal effect of
any one of these measures. Putting the separate indices together in a measure
of bureaucratic efficiency (that ranges from one to ten), “if Bangladesh [with a
score of 4.7] were to improve the integrity and efficiency of its bureaucracy to
the level of that of Uruguay [score 6.8]...its investment rate would rise by
almost five percentage points and its yearly GDP growth rate would rise by over
half a percentage point” (Mauro 1995: 705). Mauro also demonstrates that highly
corrupt countries tend to underinvest in human capital by spending less on edu-
cation (Mauro 1998). He argues that this occurs because education provides less
lucrative corruption opportunities than other types of more capital-intensive
public spending.

Alberto Ades and Rafael di Tella (1997a) argue that an aggressive industrial

policy may be partly motivated by the corrupt gains the policy makes available.
In such cases, the direct positive effect of the policy can be undermined by its
role in increasing corruption and, hence, discouraging investment. Thejr empir-
ical results demonstrate that in the presence of corruption, the positive impact
of industrial policy is halved. East Asian economies are not immune from this
effect. Simon Johnson, Daniel Kaufmann, and Pablo Zoido-Lobatén (1998:
389-391) find that higher levels of corruption are associated with a larger
unofficial economy. :
Shang-Jin Wei (1997) shows that corruption acts like a tax on FDI. An increase
in the corruption level from relatively clean Singapore to relatively corrupt
Mezico is the equivalent of an increase in the tax rate of over 20 percentage
points. The siatistical result holds for East Asian countries as well as for the
others in his sample.
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economic performance. In fact, it is not even clear what it means for a
country to rank highly on a corruption index. Does it mean that bribes
are a large share of the value of contracts and government services?
Does it mean that the proportion of deals influenced by bribery is high?
Does it mean that bribery has an especially distortionary impact on eco-
nomic and political life? The surveys give no information that would help
one understand their underlying meaning, and in fact, such information
does not appear to exist. Further complicating matters, the correlation
between corruption and poor economic performance is not absoluie.
High levels of corruption are more destructive under some conditions
than others (Wedeman 1997: 459).

The level of bribes is not the critical variable. One wants to know not
just how much was paid, but also what was purchased with the payoff.
For that, one needs detailed country-by-country and sector-by-sector
analyses. This book is an attempt to set the agenda for such efforts and
to draw lessons from the work that already exists. Only if one looks at
the fine structure of political and economic systems can one go beyond
a showing that corruption is harmful to an understanding of the way it
operates in different contexts. Given that knowledge, reform programs
can attack corruption where it has the worst effects, I draw on existing
work in individual countries to illustrate Iy arguments concerning the
causes and consequences of corruption and to recommend reforms.
However, the existing collection of cases is not sufficient. We need more
systematic knowledge of just how corruption and self-dealing affect the
operation of government programs and private markets,

I analyze the problem of corruption along four dimensions. The first
takes the background organization of state and society as given and asks
how corrupt incentives arise within public programs. T show that cor-
ruption can create inefficiencies and inequities and is, at best, inferior to
legally established payment schemes. Reforms can reduce the incentives
for bribery and increase the risks of corruption. Th

e gga] is not the alim
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ination of corruption but an improvement in the overall efficiency, fair-
ness, and legitimacy of the state. The total elimination of corruption will
never be worthwhile, but steps can be taken to limit its reach and reduce
the harms it causes.

* As an example of the kind of detailed understanding needed for concrete pro-
posals in particular cases, consider Judith Tendler’s 1979 report to the World
Bank on graft in rural works programs in Bangladesh, The paper is an admirable
analysis of the impact of graft on different aspects of a development project and
a discussion of the conditions under which loca] people can be used as monitors
of others’ honesty.
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The second recognizes that corruption has different meanings in
different societies. One person’s bribe is another person’s gift. A politi-
cal leader or public official who aids friends, family members, and
supporters may seem praiseworthy in some societies and corrupt in
others. My aim is not to set a universal standard for where to draw the
legal line between praiseworthy gifts and illegal and unethical bribes. It
will be enough to isolate the factors that should go into the choice.
Culture and history are explanations, not excuses. As an economist, I
cannot provide an in-depth analysis of the role of culture and history,
but 1 can point out when the legacy of the past no longer fits modern
conditions.

The third approach considers how the basic structure of the public and
private sectors produces or suppresses corruption. I consider the rela-
tionship between corrupt incentives and democratic forms and discuss
the relative bargaining power of public and private organizations and
individual actors. Reform at this level may well require changes in both
constitutional structures and the underlying relationship between the
market and the state.

The final section of the book considers the difficult issue of achieving
reform. First, I discuss the role of the international community, both aid
and lending organizations, and multinational economic and political
bodies. For some countries, especially those at low levels of develop-
ment, the role of multinational businesses is critical. If these firms
collaborate in maintaining corrupt regimes, they undermine develop-
ment goals. I assess recent efforts to enlist business in helping limit
corruption in developing countries and in those making a transition
from socialism.

Second, proposals for reform lead to the problem of domestic politi-
cal will. Good ideas are useless unless someone is willing to implement
them. The book concludes with lessons drawn from successful and sus-
tainable policies carried out in the past. Although no two countries face
the same set of background conditions, modern-day reformers can learn
something from the historical record.

This book does not present a blueprint for reform; it does not end with
a compilation of “best practices.” Instead, it suggests a range of alterna-
tives that reformers must tailor to the conditions in individual countries.
There is one fundamental lesson, however. Reform should not be limited
to the creation of “integrity systems.” Instead, fundamental changes in
the way government does business ought to be at the heart of the reform
agenda. The primary goal should be to reduce the underlying incentives
to pay and receive bribes, not to tighten systems of ex post control
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Enforcement and monitoring are needed, but they will have little long-
term impact if the basic conditions that encourage payoffs are not
reduced. If these incentives remain, the elimination of one set of “bad
apples” will soon lead to the creation of a new group of corrupt officials
and private bribe payers.




