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Vorwort

Korruption wird zunehmend zu einer erheblichen Belastung fiir die gesell-
schaftliche und wirtschaftliche Entwicklung von Entwicklungs-, Schwellen-
und auch Industrieldndern.

Unter Okonomen war lange Zeit die Auffassung verbreitet, dass Korruption
unter bestimmten Bedingungen als ,Deregulierungsinstrument® vorteilhafte
Wirkungen zeigen konne. Heute wird jedoch erkannt und anerkannt, dass dabei
ein ausschlaggebender Umstand iibersehen wurde: Korruption stellt nicht nur
die moralische Ordnung einer Gesellschaft in Frage. Sie zerstort zugleich nach-
haltig ihre kodifizierten Institutionen, zu denen nicht zuletzt eine funktionie-
rende Wettbewerbsordnung gehort.

Kurzfristig mag Korruption Einzelnen der beteiligten Akteure Vorteile ver-
sprechen, die auf diese Weise hoffen, einen Vorteil gegeniiber Wettbewerbern
zu erringen oder einen Nachteil auszugleichen.

Mittel- und langfristig werden Wohlstand und Wachstum und damit die Inte-
ressen aller Beteiligten und Betroffenen in erheblichem Mafle beeintrdchtigt.
Diese Erkenntnis wird gerade in jlingster Zeit durch eine Reihe von Untersu-
chungen gestiitzt, ohne dass allerdings die Ursachen und Implikationen im Ein-
zelfall klar wiren.

Korruption in Gestalt aktiver und passiver Bestechung wird nicht zuletzt zu
einem wachsenden Problem fiir Unternehmungen, und hier insbesondere fiir
solche, deren Geschiftstitigkeit weit liber die Landesgrenzen hinausgeht. Es ist
derzeit noch eine offene Frage, in welchem MaBe und in welcher Form betrof-
fene und beteiligte Unternehmungen selbst zu einer Uberwindung der durch
Korruption aufgeworfenen Probleme beitragen konnen und inwiefern sie auf
die Beitrage anderer Akteure angewiesen sind.

In diesen Fragen ergeben sich zahlreiche Ankniipfungspunkte zu anderen
Forschungsfeldern und Problembereichen, insbesondere im Hinblick auf die
allgemeine Debatte um wirksame Regeln guter Unternehmensfithrung (Corpo-
rate Governance), die von den Unternehmungen selbst, aber auch durch staatli-
che Instanzen gesetzt werden konnen und zugleich in der 6ffentlichen Diskus-
sion stehen.

Vor diesem Hintergrund bietet es sich an, in einem disziplineniibergreifen-
den Diskurs aktuelle Forschungsergebnisse zu préasentieren und — auch in Be-
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zug auf ihre praktische Anwendung — zu diskutieren. Genau dieses Vorhaben
wurde in der Akademie Franz Hitze Haus im Rahmen einer Fachtagung im De-
zember 2003 umgesetzt. Dabei stand vor allem die Leistungsfahigkeit moder-
ner 6konomischer Losungsvorschlige im Dialog mit Theologen, Politikwissen-
schaftlern, Juristen und Philosophen sowie unter Beteiligung von Praktikern auf
dem Priifstand.

Der vorliegende Sammelband dokumentiert die {iberarbeiteten Beitrdge die-
ser Tagung. Der Band ist zugleich der vierte einer kleinen Reihe, die unter dem
Rubrum ,,Normen, soziale Ordnung und der Beitrag der Okonomik* im Jahre
1996 begann. Die drei vorangegangenen Sammelbidnde tragen die folgenden
Titel und Untertitel:

»Wirtschaftsethik und Moralokonomik. Normen, soziale Ordnung und der
Beitrag der Okonomik*;

.Internationaler Wettbewerb — nationale Sozialpolitik? Wirtschaftsethische
und moralokonomische Perspektiven der Globalisierung®;

,,Gesundheit — Ethik — Okonomik. Wirtschaftsethische und moralékonomi-
sche Perspektiven des Gesundheitswesens*.

Sie sind in den ,,Volkswirtschaftlichen Schriften® als Nr. 478, Nr. 500 und
Nr. 524 im selben Verlag erschienen.

Ausgangspunkt und Basis dieser Reihe ist eine Kooperation zwischen der
Akademie Franz Hitze Haus und der Wirtschaftswissenschaftlichen Fakultit
der Universitdt Miinster.

Deren vorrangiges Ziel liegt darin, dem neu begonnenen Diskurs zwischen
Ethik und Okonomik, zwischen Okonomen und Theologen bzw. Moralphiloso-
phen sowie Vertretern anderer Disziplinen ein Forum zu bieten, um sich iiber
aktuelle Forschungsergebnisse ebenso wie liber die sich ergebenden Implikati-
onen fiir die Praxis auszutauschen.

Das Franz Hitze Haus in Miinster liefert geradezu ideale Voraussetzungen
fiir dieses ehrgeizige Vorhaben, und wir sind dem Leiter des Hauses, Hermn
Prof. DDr. Thomas Sternberg, fiir die aulerordentlich harmonische Zusammen-
arbeit und die groBziigige Unterstiitzung der Tagung sehr dankbar.

Auch bei diesem Vorhaben konnten wir inhaltlich in der Vor- und Nachbe-
reitung auf guten Rat aus dem disziplineniibergreifend besetzten Beraterkreis
zuriickgreifen: Herrn Prof. Dr. Dr. h. c. Jochen Schumann danken wir an dieser
Stelle ebenso herzlich wie den Herren Prof. Dr. Dr. Karl Homann, Prof. Dr. Dr.
Christian Kirchner, LLM., Prof. Dr. Michael Schramm, Prof. Dr. Viktor Van-
berg und Prof. Dr. Josef Wieland.
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Den Autoren dieses Bandes sei an dieser Stelle besonders dafiir gedankt,
dass sie fast durchweg in duferst kooperativer und effizienter Weise ihre iiber-
arbeiteten Beitrage beigesteuert haben.

Die Vorbereitung dieses Bandes fiir den Druck iibernahmen Malte Lindner
und Bastian Mell, die die Autorenvorlagen mit grofler Sorgfalt in die vorlie-
gende Form mit einheitlichem Layout brachten. Ihnen gilt unser herzlicher
Dank.

Miinster, im Juni 2005 Detlef Aufderheide

Martin Dabrowski
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How corruption affects economic development

By Johann Graf Lambsdorff'

A. Introduction

That corruption adversely affects economic development has become a
commonplace assertion in academia and public discussion. Identifying the pre-
cise reasons for this impact is not straightforward, however. Recent empirical
and theoretical investigations shed light on the reasons by suggesting that cor-
ruption may either deter investments or render them less productive.” The ap-
propriate remedy depends on which impact is of greater concern in a given

country.

This paper provides evidence that an increase in corruption by one point on a
scale from 10 (highly clean) to O (highly corrupt) lowers productivity by 4 per
cent of GDP and decreases net annual capital inflows by 0.5 per cent of GDP.
An improvement with regard to corruption by 6 points of the Transparency In-
ternational Corruption Perceptions Index — for example, Tanzania improving to
the level of the United Kingdom — increases GDP by more than 20 per cent and
increases net annual capital inflows by 3 per cent of GDP.

A principal-agent model is taken as a framework for the subsequent analysis
(section 2). The existence of a corrupt agent suggests an adverse impact of cor-
ruption on productivity, which is in line with empirical findings (section 3).
Decomposing corruption into different subcomponents reveals that the impact
on productivity largely results from a positive association of corruption and a
low bureaucratic quality (section 4). The existence of a corrupt principal sug-
gests different welfare losses. Such a principal may be unable to credibly com-
mit himself to effective policies, discouraging sunk investments (section 5).
Empirical evidence supports this argument by revealing net annual capital in-

' Johann Graf Lambsdorff is professor of economics at the University of Passau,
Germany.

2 See Lambsdorff (2003a), (2003b) and (2003c).
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flows to deteriorate with high levels of corruption (section 6). Decomposing
this impact reveals that an absence of law and order plays a central role for the
calculus of investors (section 7). This provides direction to reform (section 8).

B. Corrupt agents

Traditional economic writers argued that corruption may facilitate economic
exchange, helping to overcome cumbersome regulation. This argument has
been commonly countered by observing that cumbersome regulation and cor-
ruption are often two sides of the same coin. For example, Kaufmann and Wei
prove that high levels of corruption are positively associated with the time
managers waste with bureaucrats.® This suggests that regulation should com-
monly not be regarded exogenous in an analysis of corruption.* The argument
of corruption “greasing the wheels” can thus no longer be upheld. Within a
principal-agent approach the rules designed by the principal are the actual sub-
jects of analysis, suggesting that this approach better serves our purpose. The
application of a principal-agent framework to the investigation of corruption
goes back to Rose-Ackerman® and is meanwhile standard to many economists.®

A principal (i.e. the government)’ is assumed to create rules directed at as-
signing tasks to the agent (e.g. the tax authorities). These are intended to regu-
late exchange with a client (e.g. the taxpayer). Such exchange relates, for ex-
ample, to the payment of taxes and customs tariffs, the provision of services
and licenses, or the awarding of contracts. This framework is then used to de-
termine an optimal regulatory system. A conflict of interest arises between
principal and agent. The principal may be insufficiently skilled or facing time
constraints that favor delegation of tasks to the agent. But the agent in turn will
have an informational advantage. Either his effort is not observable by the prin-
cipal (he can hide his true effort from the principal after the contract is negoti-
ated) or he can obfuscate his qualifications before the contract is sealed. An ex-
ample of the last-named case is that agents may have a certain propensity to

® See Kaufmann/Wei (1999).

* See Lambsdorff (2002b).

5 See Rose-Ackerman (1978), p. 6.

® See Jain (1998), Klitgaard (1988), p. 73.

7 This study uses the terms principal and government as synonyms. Another approach
would be to assign a government the role of the agent, facing the constituency as the
principal. Yet, since the power of the constituency is highly limited, this approach does
not fit into our analysis.
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behave honestly which is hidden to the principal.® Given this informational ad-
vantage, it may not be possible to write contracts contingent on the agent’s
quality. Likewise a contract that specifies the agent’s effort level may not be
enforceable because information on effort is not available to the principal or to
courts and arbitrators.” The principal thus faces problems of moral hazard or
adverse selection.

Whether the self-serving behavior of agents can already be termed corrup-
tion is food for debate. There is an unavoidable normative element in the judg-
ment of whether an agent is regarded as being entitled to maximize his self-
interest or whether this is a misuse of public funds and a breach of the trust he
was given. Particularly when the size of funds involved is small and the agent is
simply lazy, the term corruption seems inappropriate. But in the case of large-
scale cost padding and embezzlement some observers may consider this term
adequate.'’ Another crucial characteristic of corruption can be seen in the
agents’ relationship to third parties. A client adds another dimension to the
principal-agent approach, because he provides another opportunity for the agent
to cheat. Corruption is deemed to take place when an agent trespasses on the
rules set up by the principal by colluding with the client and promoting his own
benefit. He obtains a bribe that is hidden to the principal. The aim of a bribe is
to loosen loyalty between agent and principal and to induce the agent to bend
the rules in favor of the client. It is particularly this type of collusion between a
client and the agent that distinguishes corruption from simple self-serving be-
havior among agents.

Another variant of the principal agent model emerges when a super-
visor/auditor is introduced who is supposed to monitor the agent and report
truthfully to the principal, so as to alleviate the informational asymmetries
faced by the principal. But if a supervisor can collude with the agent, he can be
induced to falsify his reports. In exchange for a bribe he turns a blind eye on the
agent’s noncompliance.''

Corrupt agents certainly harm their principals. But the overall loss might be
less because the agent gains and the principal may adjust. A net loss will result,

¥ See Besley/McLaren (1993).
% See Furubotn/Richter (1998), p. 179-180.

' Whether embezzlement represents a type of corruption can be up to dispute be-
cause it does not require an exchange between two parties at the cost of others — that is,
the existence of a client. But in order to conceal the true costs of a project and to over-
invoice, agents often require the cooperation of outsiders. They employ clients who pro-
vide fake documents, falsely certify the provision of services and pay kickbacks for ob-
taining inflated prices in procurement.

"' For a review of the relevant literature see Khalil/Lawarrée (1995).
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however, if the agent not only makes inroads in the principal’s realm, but if de-
cision-making is distorted. This type of distortion is not easy to pin down. A
first apparent effect is that corruption will lower the agent’s effort. If he col-
ludes with third parties who falsely certify that the agent served them he obtains
slack and can devote more time to leisure.

There is also an important impact on the quality of goods. An agent may
have to choose between various clients. In case of corruption, his decision
would be biased in favor of those clients who pay the largest bribe, instead of
those who provide high quality. This can be best illustrated for the case of an
auction, where corruption may be a means for inefficient firms to win a public
tender. Certainly, in perfect markets those who produce most efficiently can
also afford the largest bribes, suggesting that no distortion arises. This conclu-
sion is even valid when information about competitor’s actions is incomplete.
But markets are typically imperfect and competitors will differ in their inclina-
tion to offer bribes."> This commonly results from the large transaction costs
associated with making corrupt deals. Due to the associated risks and the pri-
vate institutional arrangements required to enforce corrupt deals, the circle of
those in a position to make corrupt deals is limited to some insiders.'* Those
who are most inclined to bribe and best connected for arranging a corrupt trans-
action are not necessarily the most efficient.

Not only might the wrong competitors be chosen. Corrupt income may also
induce a misallocation of resources. Customized goods present better oppor-
tunities to arrange for hidden payments than off-the-shelf products. Shleifer and
Vishny report on a bottle-making factory in Mozambique that needed a new
machine for fixing paper labels onto the bottles."> A simple machine could have
been bought for US $ 10,000, but the manager wanted a more sophisticated
version for ten times that price. Since there was only one supplier of this ma-
chine, this provided sufficient room to over-invoice and pay a kickback to the
manager. The loss to the factory would in this case have been substantial.
Winston'® argues that the risk associated with corruption increases with the
number of transactions, the number of people involved, the duration of the
transaction and the simplicity and standardization of the procedure. Because the
risk does not clearly increase with the value of a transaction, large, one-shot
purchases create a more efficient base for a kickback. This biases the decisions

* Sce Beck/Maher (1986) and Lien (1986).

" For the case of exporting countries this is shown in Lambsdorff (1998).
" See Lambsdorff (2002a).

'S Sce Shleifer/Vishny (1993).

' Sce Winston (1979), pp. 840-841.
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made by corrupt public servants in favor of capital intensive, technologically
sophisticated and custom-built products and technologies.

Furthermore, it can be the explicit goal of collusion between agents and cli-
ents to create distortions. When clients pay agents for restricting competition by
harassing their competitors, distortions are a straightforward consequence of
the corrupt dealings.'” It may not help in this context that their competitors may
do the same and that the most efficient firms may win the battle, because the
level of competition suffers. Another apparent example at hand is when clients
pay agents (or supervisors) for turning a blind eye to the use of sub-standard
material.'® The creation of a distortion becomes the actual intention of the cor-
rupt inducement.

The principal, on the other hand, will seek ways to counter self-dealing by
the agent. He will try to induce the agent to reveal his actions and characteris-
tics truthfully. In case this inducement is unsatisfactory, the principal can an-
ticipate the agent’s income from corruption and gain by lowering the official
salary. But this will not be sufficient to avoid distortions. All the principal can
achieve are second-best solutions. Losses still arise for all concerned because
some types of contracts that would be beneficial to both sides cannot be carried
out. Those contracts that require honesty and the absence of corruption will not
be sealed when the principal faces an agent who will take advantage of the aris-
ing opportunities.

As seen from an agency perspective, the possibility to behave in a corrupt
manner does not enlarge the contractual possibilities. Quite the contrary, con-
tractual possibilities are limited when agents do not adhere to the prohibition of
accepting side-payments. When agents cannot credibly promise to reject side-
payments from clients, they are not trustworthy when writing contracts that re-
quire the absence of such payments. Principals will not offer such contracts in
the first place. For example, it may be thought worthwhile to construct good-
quality roads but bad quality is expected to result from unavoidable collusive
behavior; in this case, principals may cancel the project and the possible bene-
fits for all parties cannot be achieved. Or imagine that a fair and efficient tax
system should be established, but tax collectors cannot be kept from taking
bribes in exchange for turning a blind eye to underreporting; the project may
fall into disfavor and be terminated by the principal. A related situation arises
for the principal’s relation to a supervisor. If the supervisor cannot guarantee
that he will not fake reports in exchange for a bribe, his contribution looses

"7 See Bardhan (1997), p. 1322.
'® See Frisch (1999), pp. 92-94, Klitgaard (1988), pp. 36-48.
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value for the principal and he may not be hired in the first place — even though
an honest exchange would have been favorable to all.

C. Corruption and productivity

The likely adverse impact of corruption on productivity has also been sug-
gested in a variety of empirical investigations. The relationship between corrup-
tion and growth of GDP brought about ambiguous results. However, growth
does not depict levels of productivity and these findings are irrelevant to our
argument. Tanzi and Davoodi examine the impact of corruption on the quality
of investments.'® Referring to panel data on corruption for 198095, the authors
suggest that corruption lowers the quality of the infrastructure as measured by
the condition of paved roads and power outages. They support their hypothesis
by reporting a high significance in their statistical results.”® Isham and Kauf-
mann and the World Bank®' present an alternative approach. They correlate the
economic rate of return on World Bank-financed projects with indicators of in-
stitutional quality and present a positive association of these variables.

I complement the prevalent findings by employing a macroeconomic ap-
proach: determining productivity by the GDP to capital stock ratio, the latter
being calculated with the help of a perpetual inventory method.”? Table 1 re-
ports the regressions. I control all regressions by the (logarithm of the) capital
stock per head. Absence of corruption is positively associated with the ratio of
GDP to the capital stock, indicating that corruption reduces the productivity of
capital. An increase in corruption by one point on a scale from 10 (highly cle-
an) to 0 (highly corrupt) lowers productivity by 2 percent.

These results also remain valid when including further explanatory variables.
As shown in regression 2, secondary school enrollment (as a proxy for human
capital accumulation) does not reveal a significant influence. This may result

1 See Tanzi/Davoodi (1997).

%0 Based on own regressions for a cross-section of countries and using the Transpa-
rency International Corruption Perceptions Index 2001 (TI CPI 2001) it was not possible
to reproduce significant results. This sheds some doubt on the robustness of the findings
to different methodologies. Also, the corruption index used by Tanzi and Davoodi is the
one from the International Country Risk Guide (ICRG). This indicator does not measure
corruption but the political risk associated with corruption. As explained by ICRG’s edi-
tor in personal correspondence, the political risk measured by ICRG not only increases
with levels of corruption but also with intolerance towards corruption. Various resear-
chers have misleadingly interpreted the ICRG data on corruption.

2! See Isham/Kaufimann (1999) and World Bank (1997), p. 39.
2 A more detailed description of the results is available in Lambsdorff (2003b).
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from a high correlation of this variable with the capital stock per head where
the latter variable dominates the regression. The insignificance may also be the
result of constant returns to human capital. Also raw materials exports are in-
significant. These are an important production factor; countries with these re-
sources may obtain higher returns to their existing capital stock, because im-
porting is usually more costly than extracting. A potential explanation for the
poor result is that potential gains from raw materials extraction are absorbed by
the military and political protection necessary to defend the proceeds or by the
waste generated by competition over the given rents — an explanation which is
standard in the rent-seeking literature.

Table I: Dependent variable: Productivity,
measured by the ratio of GDP to capital stock, 2000

Independent variable 1.OLS 2. OLS 3. OLS 4. TSLS®

Constant 1.49 1.54 1.46 1.57
(7.9) (7.1) (5.3) (5.2)

Absence of corruption 0.020 0.017 0.017 0.024

(TI CP12001) (3.3) (2.8) (2.9) (2.0)

Capital stock per -0.080 -0.082 -0.077 -0.087

head, log. (-5.5) (-4.7) (-3.8) (-3.5)

Sec. school enr. 0.01 0.01

1990-95 (0.2) (0.1)

Export of fuels and -0.09 -0.08

minerals (-1.3) (-1.2)

Openness, contr. for -0.08 -0.08

pop. (-2.0) (-1.9)

Invest. to GDP price 0.01

deflator (0.4)

Obs. 69 56 56 69

R’ 0.36 0.48 0.49 0.36

Jarque-Beta © 3.4 3.1 2.7 33

a) White corrected t-statistics are in parenthesis.

b) Share of protestants is used as instrument for absence of corruption.

¢) The Jarque-Bera measures whether a series is normally distributed by considering its skewness and kur-
tosis. The assumption of a normal distribution can be clearly rejected for levels above 6.

Capital productivity might be assumed to increase with a country’s open-
ness, because international competition induces an efficient use of resources.
However, contrary to our intuition, openness was found to lower productivity.
This result should not be overrated because it is largely driven by one single
country, Malaysia, which has a very high level of openness. The result may
also be reconciled with intuition when considering that countries with a high
level of openness are successful in attracting capital. The higher capital stock
may bring about a lower average productivity of capital. Closed economies, on
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the other hand, might deter private investments and the few that are undertaken
must be encouraged by high returns. It could arise that this impact is not per-
fectly captured by our variable on capital per head.

What we have measured may relate only to a nominal price effect of corrup-
tion, not a real effect on productivity. This price effect can arise when invest-
ment goods become dearer due to corruption and when their book value ex-
ceeds their real value. Controlling for the investment price deflator, as in re-
gression 3, provides a test for the existence of this effect. Increases in this vari-
able are supposed to raise the costs of physical capital and thus reduce the ratio
of GDP to the capital stock. But the variable is insignificant and its inclusion
did not alter the impact of our corruption variable. This might be due to con-
sumption goods being equally inflated by corruption as investment goods. I use
table 1, regression 1 as the benchmark regression for the subsequent analysis.
This regression is illustrated in figure 1.
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Figure 1: Corruption and productivity

What remains to be clarified is whether the causality indeed runs from cor-
ruption to low productivity, whether an omitted variable bias might prevail and
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whether measurement errors of the corruption variable bias the results. Testing
this requires an adequate instrument, which well correlates with corruption but
not with the error term of the regression. I employ here the share of Protestants
in a country.” Countries with a large share of Protestants have been found to
exhibit lower levels of corruption.”* The argument is that Protestantism is a less
hierarchical religion, where individuals are less embedded in networks that pur-
sue the material benefit of their members at the expense of society at large.
Such an embeddedness otherwise represents a breeding ground for corruption
by helping in the enforcement of illegal agreements. This instrument has a sig-
nificant impact on corruption but does not correlate with the error term of our
benchmark regression. This suggests that its impact on productivity runs pri-
marily via its effect on corruption. As shown in regression 4, table 1, the impact
of absence of corruption on productivity survives the use of this instrument.

An increase in corruption by one point on a scale from 10 (highly clean) to 0
(highly corrupt) lowers productivity by 2 percent. An improvement with regard
to corruption by 6 points of the Transparency International Corruption Percep-
tions Index — for example Tanzania improving to the level of the United King-
dom - increases GDP by more than 10 per cent of the total capital stock. Be-
cause the capital stock is, on average, roughly twice the value of GDP, the in-
come level would hence rise by about 20 percent. Had the investments in Tan-
zania been undertaken at the low level of corruption that prevails in the United
Kingdom, the total output would have been 20 percent higher.

D. Decomposing corruption

Corruption includes many different types of institutional malfunctioning; the
focus on corrupt agents may depict only one of them. Which aspect of corrup-
tion might be most relevant for lowering productivity? This can be answered by
decomposing corruption into governance-related subcomponents and incorpo-
rating these into our regressions. This study employs the data from the Interna-
tional Country Risk Guide (ICRG)* and the data by Gastil on political rights
and civil liberties.” I test all these variables in their potential to explain our cor-

* We tested also other variable for their use as instruments, for example ethnolin-
guistic fractionalization, used by Mauro (1995). However, this variable did not signifi-
cantly impact on corruption in the first step of TSLS.

** See Treisman (2000), Paldam (2001).

** The data used are International Country Risk Guide (ICRG), May 1998, The PRS
Group, East Syracuse, NY, USA.

** See Gastil (1986).
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ruption index. A significant impact, as reported in table 2, is exerted by go-
vernment stability, law and order, bureaucratic quality and civil liberties. High
values by ICRG and low values for Civil liberties indicate favorable govern-
ment conditions. Government Stability is measured on a scale from 0 to 12 with
the worst score of 5 actually assigned to a country in our sample, Law and Or-
der is given on a scale from 0 to 6, bureaucratic quality from 0 to 4 and Civil
Liberties from 7 to 1.

Table 2: LS
Dependent variable:
TI Corruption Perceptions Index 2001

Independent variables 1. 2.
Constant -2.27 -9.34
(1.7) (-3.7)
Capital stock per head, log. 0.569
(3.2)
Government stability (ICRG) 0.24 0.23
(2.3) (2.7)
Law and order (ICRG) 0.56 0.47
(5.3) (4.2)
Bureaucratic quality (ICRG) 1.23 0.88
(7.8) (4.7)
(Lack of) Civil liberties, Gas- -0.26 -0.17
til, 1985 (-3.1) (-1.8)
Obs. 78 70
R? 0.80 0.82
Jarque-Bera 1.8 0.8

Bureaucratic quality signals an administration that is autonomous from po-
litical pressure, which uses established mechanisms for recruiting and training
and where government services are characterized by strength and expertise. If
such characteristics are missing, public servants may create artificial bottle-
necks so as to increase their corrupt income. Once corruption becomes embed-
ded, the bureaucracy is less concerned with expertise and open to political pres-
sure. As a result, corruption can go along with bureaucratic inefficiency.

Government stability is an assessment of the government’s aptitude to carry
out its declared programs and its ability to stay in office. These goals are as-
sumed to be achieved with a high level of government unity, strong legislative
power and popular support for the government. A strive for corrupt income
among some politicians is commonly in contrast to the declared program, it re-
duces popular support and threatens the ability to stay in office. Therefore, cor-
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ruption undermines government stability. This absence of stability is often re-
garded the primary channel by which corruption deters investment.”’

Law and order indicates that a country has sound and accepted political insti-
tutions, a strong court system and provisions for an orderly succession of
power. This can be seriously violated in case of corruption. If judicial decisions
and laws can be bought for a price a country cannot develop a tradition of law
and order. An orderly succession of power is substituted for a system where
power can be bought. The resulting insecurity of property rights is likely to ali-
enate investors.

Civil liberties, finally, comprise the freedom of expression and belief, per-
sonal autonomy as well as human and economic rights. A government that lim-
its economic rights and civil liberties easily distorts markets, inducing the
search for illegal ways to circumvent regulation. This creates opportunities for
corruption.

As can be observed from table 3, three of the variables formerly identified
are significant when regressed on productivity, namely government stability,
bureaucratic quality and civil liberties. Interestingly, law and order is irrelevant
to productivity.”®

Bureaucratic quality exerts a significant impact. Once included, it captures a
significant portion of the former impact of corruption, rendering this variable
insignificant. A one-point increase in bureaucratic quality increases productiv-
ity by almost 5 percent. The impact of government stability is mostly signifi-
cant. This must be seen in light of the variable’s definition: A high level of
government unity, strong legislative power and popular support for the gov-
ernment are crucial to this variable. It appears likely that a good performance in
this respect can only be achieved when governments avoid the wasting of re-
sources and abstain from giving preferential treatment to individuals — activities
that lower productivity. Lack of civil liberties obtains a negative impact on pro-
ductivity — in line with our expectations. This impact may refer to the fact that
absent civil liberties often go along with cumbersome regulation and market
distortions. These adversely affect productivity, e.g. by bringing about an inef-
ficient allocation of resources. Inclusion of the latter two variables, however,
does not lower the impact of corruption. This suggests that they are important
per se, but not primarily because they correlate with corruption.

7 See Brunetti/Weder (1998).

*® The sample of countries has slightly decreased from 69 to 67 countries. However,
the values reported in table 1, regression 1 are equal to those obtained with this restric-
ted sample, allowing for direct comparisons.
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The irrelevance of law and order is noteworthy. One may have assumed that
a tradition of law and order sufficiently restricts politicians and bureaucrats in
arranging shady deals that disregard efficiency and productivity. But law and
order may also bring about excessive regulation and impede the functioning of
market forces. It may therefore also impede productive activities.

Table 3: Least squares regressions
Dependent variable: Productivity,
measured by the ratio of GDP to capital stock, 2000

Independent variables 1. 2. 3. 4. S. 6.
Constant 1.37 1.65 1.51 1.76 1.74 1.66
(6.6) (8.0) (8.1) (7.7) (7.6) (7.3)
Absence of corruption 0.019 0.009  0.024 0.015 0.007
(TI CPI2001) 3.1) (1.2) (2.6) (2.6) (0.7)
Capital stock per head,  -0.078  -0.096 -0.080 -0.092 -0.106 -0.102
[ log. (-5.5) (-57)  (-54) (-58) (-6.1) (-5.7)
Government stability 0.011 0.017 0.019
(ICRG) (1.6) (2.5) (3.1)
Bureaucratic quality 0.048 0.051 0.058
(ICRG) (2.0) (2.1) (2.8)
Law and order (ICRG) -0.010 -0.012  -0.008
(-0.6) (-0.8)  (-0.6)
(Lack of) Civil liber- -0.021  -0.020 -0.021
ties, Gastil 1985 (-24)  (-2.6) (-2.6)
Obs. 67 67 67 67 67 67
R? 0.37 0.41 0.37 0.42 0.50 0.50
Jarque-Bera 2.7 2.1 3.5 9.7 1.8 1.6

E. Self-serving governments

Another type of corruption emerges when it is not primarily agents that mis-
use their position but principals themselves. Corruption is commonly defined as
the misuse of public power for private benefit. But the term “misuse” is
open to different interpretations. With respect to corrupt agents it involves the
rules set up by a benevolent principal, which are trespassed by a self-serving
agent. But a self-serving principal may create an environment where laws do
not prohibit his own self-enrichment or that of a ruling class. In this case “mis-
use” is not clearly related to the trespassing of rules (in the legal sense). In-
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stead, it relates to acts which the general public regards as illegitimate, or which
contradict the public interest.”’

A principal, self-serving or benevolent, always dislikes welfare losses be-
cause they absorb what otherwise belongs to him or to the public. A self-
serving principal (who disregards his duty of serving the public) will therefore
be opposed to welfare losses. For example, corruption resulting in price in-
creases is particularly distorting when it bears on some goods while the prices
of others are unaffected. But such a distortion will not arise if prices for all
goods and services increase evenly. When the impact of corruption is equal on
all economic sectors, resource allocation will not be distorted to favor one sec-
tor over another. A self-serving government will thus attempt to organize a cor-
rupt system to operate as smoothly as a tax. Bribes may still be than taxes be-
cause they must be concealed.”® Self-serving governments may have to obfus-
cate their self-enrichment and employ costly mechanisms for gathering bribes.
As a result Rose-Ackerman®' notes “efficient regulatory reforms will be op-
posed by the kleptocrat if the reforms would convert illegal into legal pricing
systems”. On the other hand, secrecy is not an issue when the media and the ju-
diciary can be pressured to play along with corrupt political leaders.’® If a self-
serving government equally controls revenues that result from the legal pricing
system it does not have to distort allocation to favor illegal pricing systems.

Also the option of discriminating with prices would avoid a distortional allo-
cation. Self-serving governments may want to charge their customers according
to their willingness to pay, discriminating with their prices between the needy
and the less interested. While this discriminatory power may cause the public to
feel uncomfortable and deprived of its consumer’s rent, the classic welfare loss
does not come about. Instead, a corrupt government can seize the full rent and
all deals that are mutually profitable are carried out.

A strong government will even seek to contain low-level corruption among
the bureaucracy. This behavior is already known with regard to laziness. Supe-
riors, even those who are self-serving, will discourage slack behavior among
subordinates because this absorbs “slack resources” which are otherwise avail-
able to them.*> A self-serving principal will equally avoid corruption among

* See Heidenheimer/Johnston/LeVine (1989), pp. 3-14, for a review of various ap-
proaches to defining corruption.

0 See Rose-Ackerman (1978), p. 8, Shleifer/Vishny (1993).

3! See Rose-Ackerman (1999), p. 117.

32 Githongo (1997) provides evidence that the Kenyan press was largely free to report
on corruption but that its impact was so minor that the government was basically indiffe-
rent to widespread revelations of high-level corruption.

33 See Moe (1984), p. 763.
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agents simply because any self-enrichment by the bureaucracy takes away from
the resources the principal considers to be his own. Also, a self-serving princi-
pal cannot gain from allowing sub-standard quality in public procurement. Ei-
ther he prefers to embezzle the required funding right away, or he hopes for fu-
ture economic (corrupt) gains resulting from an improved public infrastructure
— which then has to be of good quality. X-inefficiency among the bureaucracy
will not be condoned.* It appears unlikely that favoring unqualified contractors
in tendering procedures is helpful to such a regime. Lobbyists will not be al-
lowed to waste resources and time in an attempt to influence the principal. Also
distorting regulation, in contrast to the argument by the Chicago School, may
not be an issue for self-serving governments. McChesney*” argues that such re-
gimes strive for income via extortion but are able to levy the burden equally on
all private parties. Governments threaten inefficient regulation, but these are
avoided by payments from private parties. Due to this negotiating process, inef-
ficient regulation is commonly avoided. A strong principal will also prevent in-
dividual corrupt departments from “overgrazing” the market because he mo-
nopolizes the market for corrupt income.*

Clearly, avoiding these distortions requires a corrupt government to be par-
ticularly strong. Such a strong ruler is sometimes referred to as a “stationary
bandit” or a “kleptocrat”.>” While such a government is in a prime position to
acquire large bribes, a negative effect on public welfare is not trivial to pro-
claim. Quite the contrary, McGuire and Olson argue that self-serving rulers
with complete coercive power have an incentive to exercise this power consis-

tent with the interests of society.

An illustrative example of such a consistency took place in Indonesia. One
of the grandchildren of President Suharto attempted to make a cut from taxes
on beer that was collected by his private company. But as a result, tourism in
Bali was suffering from a shortage of beer and inflated prices, forcing President
Suharto to withdraw the tax.”® The journal The Economist presumed that
probably some of his relatives were strong in the hotel business. This argument
well illustrates the “encompassing interest” of a strong ruler, who comes to
consider how inefficient solutions in one sector spill over to other parts of the
economy. If provided with sufficient power a ruler will avoid such conse-
quences. He will keep subordinates from overgrazing the market by taxing ex-

34 See Posner (1974), pp. 337-339.

3% See McChesney (1997), pp. 153-155.

% See Shleifer/Vishny (1993).

37 See McGuire/Olson (1996), Grossman (1995).

*8 The Economist, February 10, (1996), “Indonesia. When trouble brewd”.
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cessively and even provide public goods so as to increase future tax income.
But whether the principle of the encompassing interest effectively motivates a
corrupt ruler to serve the public has been questioned.

Even the most powerful kleptocrats have to share power with their subordi-
nates and the resulting coordination problems may produce inefficient out-
comes. Kleptocrats may have to assign property rights in exchange for peace
with potential contestants, i.e. for buying off competing factions, and not to
those who put it to the most productive uses.””> A flourishing economy may
threaten a principal’s power because it can provide potential competitors with
resources to overthrow the ruler.*’ Inefficiency may also result when a ruler has
a short time horizon.*' These caveats imply that a perfectly strong and corrupt
government might be utopian. But the resulting conclusions with regard to pub-
lic welfare remain ambiguous, because losses of public welfare could either be
traced to the self-serving of rulers or to the constraints faced by the principal.
Cynics would conclude that public welfare does not suffer from the principal’s
corrupt intention but from his deficient powers. In their view, problems do not
reside with governments being corrupt but with the fact that they are perma-
nently contested. Society would not have problems with bandits per se but with
those who are not stationary and lack power. Cynics may thus argue that cor-
ruption should not be fought but perfected. Along this line, Murphy, Shleifer
and Vishny** argue that the problems with corruption are mitigated when cor-
rupt rulers can collect bribes efficiently. But such cynical conclusions are easily
overemphasized, because a perfectly powerful kleptocrat produces other forms
of inefficiencies.

The most crucial problem with a strong self-serving principal is that he will
not be able to credibly commit himself to policies.”> Such credibility issues
have been fruitfully applied to the operation of political institutions and the po-
litical economy of dictatorship.** Investments are often sunk and cannot be re-
deployed if investors are disillusioned about the institutional environment of a
country. Railroads cannot be moved, pipelines cannot be relocated and real es-
tate cannot possibly be used in a different region. Politicians and bureaucrats
may misuse their position once investments are sunk. They can delay necessary

% See North (1981), p. 28.

0 See North (1993), p. 14.

4! See McGuire/Olson (1996).

2 See Shleifer/Vishny (1993), p. 413.

“ Sec Grossman/Noh (1994), Charap/Harm (2000).

“ See North (1993), Weingast (1993), Wintrobe (1998), pp. 24-33 and 38-39,
Stiglitz (1998), pp. 8-11.
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permits and hold up investors until offered a bribe. Governments with a reputa-
tion for corruption find it difficult to commit to effective policies and to con-
vince investors of their achievements. Thus, investors become locked into a
particular usage of resources and, being limited in their power to protect their
property against rival attacks, they must fear for the expropriation of their rents.
Investors are particularly vulnerable where there is corruption because self-
serving rulers are not motivated to honor their commitments, nor are they suffi-
ciently constrained to do s0.*’ In order for commitments to be credible the re-
spective person must be motivated or forced to honor them.*® But a corrupt
ruler is devoted primarily to personal enrichment and lacks the motivation for
honoring commitments.*’ For example, in a survey of business people in Kar-
nataka, India, it was found that the high level of corruption among the local
administration strongly affected most sectors but had little impact on the soft-
ware industry. This results from the minor role of immovable assets for the
software industry. This lower dependency seems to have reduced extortionate
demands for bribes among public officials and rendered aspects of credibility
less pressing.*®

The problem with lacking credibility might be alleviated in more stable dic-
tatorships where rulers attempt to establish a reputation for sticking to their
promises.* With most investments being rather long term and average ruling
periods being rather short, it is debatable whether this effect is strong enough to
attract investors. In any case, a perfect kleptocrat lacks important means of
binding himself, suggesting that reputation effects may at best dampen the re-
sulting credibility problems but are unlikely to provide a perfect substitute.

F. Corruption and net capital inflows

The impact of this type of corruption will be felt most by international inves-
tors. I will thus test the impact of corruption on net capital inflows by determin-
ing the latter variable as the ratio of a country’s current account to GDP.* In
the first regression there was one outlier, Nicaragua, which experienced unex-
plained capital inflows. The Jarque-Bera indicates that a normal distribution of

> See Ades/Di Tella (1997), p. 1026, Mauro (1995).
4 See North (1993), p. 13.
7 See Rose-Ackerman (1999), p. 118.

8 See The Hindu, 10.1.2000, “Investors see Red in Karataka”, Times of India,
28.3.2001, “Bribes are a big barrier for investors”.

* See Grossman/Noh (1994), Charap/Harm (2000), p. 197.
%% A more detailed description of the results can be found in Lambsdorff (2003a).
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the residuals was not obtained. Due to lack of data this country is not included
in the subsequent regression.

Table 4: Least squares regressions
Dependent variable: Average net annual
capital inflows to GDP ratio, 1970-95

Independent variables 1.OLS 2.0LS 3.0LS 4.0LS 5.TSLSY

Constant 0.043 -0.004 0.029 0.035 0.039
(4.8) (-0.3) (1.8) (1.9) (2.0)

Absence of corruption (TI 0.0028 0.0063 0.0067  0.0056 0.0044

CPI 1998) (1.7) 4.1) (5.3) (3.4) (1.6)
GDP per head -6.2 -4.8 -5.0 -4.2 -4.1
1970*10°° (-5.2) (-4.4) (-6.0) (-4.3) (-2.9)
Raw materials exports to -0.066 -0.062 -0.068 -0.069
GDP ratio (-2.4) (-2.2) (-2.3) (-2.0)
Population growth 1.16 0.88 0.81 0.72
(2.8) (2.4) (2.2) (1.8)
Dom. savings to GDP ratio, -0.141 -0.169 -0.135
1970-95 (-3.1) (-3.1) (-2.8)
Change in reserves relative 0.03
to GDP (1.6)
Obs. 64 54 54 54 54
R? 0.25 0.50 0.59 0.60 0.57
JB 337 0.0 0.4 0.4 0.1

% Share of protestants and ethnolinguistic fractionalization are used as instruments for absence of corruption.

The coefficient for corruption barely misses the 10% error level when apply-
ing two-stage least squares. Still, the impact of absence of corruption largely
survives the use of instruments. The coefficients are close to those obtained
previously and the same results can be obtained for other specifications of the
regression. This provides some confidence that measurement errors, omitted
variables or endogenity issues do not bias the results.

The level of development as given by GDP per head is significant. The nega-
tive sign of the coefficient indicates that countries with a high GDP per head
export capital. Population growth and domestic savings exert a positive influ-
ence. This is in line with predictions from neoclassical growth models.”’ Raw
materials reduce net capital inflows. The reason is that countries with a large

5! Measures of secondary school enrollment were also employed but had no impact
on the results (regressions not reported). Also openness was insignificant and is not fur-
ther considered here.
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endowment of raw materials are not short of capital. Regression 4 tests whether
changing reserves of central banks between 1970 and 1995 present a significant
impact on capital inflows, which are determined in our study by the current ac-
count. As the positive coefficient indicates, increasing reserves accompany a
deficit in the current account and therefore capital imports. A potential explana-
tion could be that a country’s dependence on net capital imports induces the
central bank to increase reserves so as to smooth the impact of volatile short-
term capital flows. The impact is not significant at conventional levels. Re-
gression 3, table 4, will serve as our benchmark for subsequent regressions.
This regression is illustrated in figure 2.
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Figure 2: Corruption and capital inflows

G. Identifying channels of influence
As derived in section 4, we can decompose corruption into different sub-

components.>® Introducing these subcomponents allows to identify how an im-

52 In table 3 different explanatory variables have been used. In particular, we did not
control for the capital stock per head but for GDP per head. In line with this approach
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pact of corruption on capital inflows may come about. Adding these govern-
ance indicators to our standard regressions again allows conclusions with re-
gard to the channels of influence. The results are in table 5. Regression 1 re-
peats the results from table 4, regression 3. Interestingly, government stability
enters the regressions with a negative sign, albeit insignificant. This suggests
that government stability per se is not a crucial criterion for foreign investors.
Some examples might be illustrative to support this conclusion. Countries such
as Nigeria had a long reputation for high levels of corruption, but due to tight
military control the leadership managed to remain in power for long and the
government was rated stable by ICRG. But such a stability, which comes close
to the description of a perfect kleptocracy, does not make the country attractive
to investors.

To our surprise, also bureaucratic quality does not consistently exert the ex-
pected impact, as shown in regressions 3 and 6. Regression 7 reveals a positive
impact on capital inflows for bureaucratic quality. But the other regressions dis-
close that this impact is dominated by our corruption index, which correlates
0.84 with bureaucratic quality. One potential explanation for the poor perfor-
mance of bureaucratic quality might be that its absence is more strenuous to
small domestic firms. Bureaucratic red tape and troublesome regulation might
effectively deter investments by local firms that lack political power. Large-
scale foreign investors might be better connected, profit from diplomatic sup-
port of their home countries and be able to engage high-ranking politicians to
accelerate administrative procedures. Thus, multinational firms, banks and port-
folio investors might substitute lacking bureaucratic quality for the quality of
political connections.*

Law and order does exert a positive and significant impact on capital in-
flows, as shown in regressions 4, 6 and 7. Once included the coefficient for the
absence of corruption drops slightly and becomes slightly less significant. This
implies that a fraction of the impact of corruption on capital inflows results
from its correlation with law and order. One may assume that this influence is
even larger than shown in the regression: The subjective variables determined
by ICRG can be subject to measurement errors. In contrast, the variable by TI
is a composite index where such errors are likely to be smaller. Such a meas-
urement error may bias downward the coefficient of the variables by ICRG.

also the subcomponents can be determined by checking whether their impact survives
once controlling for GDP per head. All the subcomponents except civil liberties survive
this test. Civil liberties may thus only spuriously correlate with corruption.

>3 A positive association between bureaucratic quality and domestic savings supports
this explanation.
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Finally, civil liberties did not significantly contribute to explaining capital
inflows. Even when disregarding the corruption variable, there is no measur-
able impact. The impact of this variable might already be captured by income.
Above that, the result might be parallel to that of bureaucratic quality: while
civil liberties may be indispensable for small scale local business; foreign capi-
tal owners might be in a politically advantaged position so that they can suffi-
ciently protect their interests, even in an environment where civil liberties are
missing.

Table 5: Least squares regressions
Dependent variable: Average net annual
capital inflows to GDP ratio, 1970-95

Independent vari- 1. 2. 3. 4. S. 6. 7
ables
Constant 0.029 0.054 0.028 0.012 0.035 0.054  0.021
(1.8) (1.9) (1.6) (0.7 (2.2) (1.8) (0.6)
Absence of cor-  0.0067 0.0072 0.0066 0.0051 0.0067 0.0064
ruption (TI 2001)  (5.3) (5.5) 3.7y (4.2 (5.2) (3.8)
GDP per head -5.0 -53 -5.0 -5.4 -5.8 -6.3 -5.2
1970*10°° (-6.0) (-6.2) (-55) (-7.0) (4.3) (-43) (3.4
Raw materials -0.062 -0.059 -0.061 -0.058 -0.056 -0.062 -0.037
exports to popula-  (-2.2) (-2.1) (-1.7) (-2.0) (-2.0) (-1.8) (-1.1)
tion ratio
Population 0.88 0.84 0.88 1.10 0.94 1.06 1.11
growth (2.4) (2.4) (2.5 (@3.D (2.4) (3.0) (2.8)
Dom. savings per -0.141 -0.153 -0.141 -0.169 -0.133 -0.173  -0.185
head, 1970-95 (-3.1)  (-3.3) (3.0) (3.7) (-2.8) (-3.6) (-3.4)
Government sta- -0.0024 -0.0030 -0.0007
bility (ICRG) (-1.1) (-1.4)  (-0.3)
Bureaucratic 0.0003 -0.0031  0.0066
quality (ICRG) (0.0) (-0.6) (1.7)
Law and order 0.0064 0.0068  0.0091
(ICRG) (3.1) (3.7) (4.5)
Civil liberties, -0.0021 -0.0018 -0.0018
Gastil 1985 (-0.7)  (-0.7)  (-0.6)
Obs. 54 54 54 54 54 54 54
R? 0.59 0.60 0.59 0.63 0.60 0.66 0.58
JB 0.4 0.7 0.4 1.3 0.2 24 1.0

H. Conclusion

Two stylized models of corruption were presented, one with a corrupt agent
and another with a corrupt principal. While in reality a mixture of these is most
likely to prevail, grand corruption among the leadership might be more relevant
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in one country while petty forms might be more pressing in another. Hypothe-
ses were developed with respect to the subsequent detrimental impact on wel-
fare.

Empirical analysis reveals that the crucial means by which corruption ad-
versely affects capital inflows is through an absence of law and order. A good
performance with respect to law and order is assigned to countries that have
sound and accepted political institutions, a strong court system and provisions
for an orderly succession of power. Corruption can undermine a tradition of law
and order, for example when judicial decisions and laws are for sale. It is par-
ticularly the failure of a count