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ABSTRACT

In recent years corruption has come to be congidaesea pervasive phenomenon, and
a major obstacle in the process of economic dewabop. However, there exist few
studies that discuss the factors that cause carruphd why some countries are more
corrupt than others. This research contributeshet tather scanty literature and
focuses on the causes of corruption. More impdstarthe study empirically
investigates various causes of corruption, in paldr the role of economic
development, democracy and economic freedom ira@xph the observed variations
in corruption across countries, and the nexus keEtwdemocracy and economic

freedom in combating corruption.

The study first tests the reliability of the recgofantitative innovations in the study of
corruption in terms of the Corruption Perceptioddr, constructed by Transparency
International. Using theoretical and empirical gsed, various hypotheses regarding
corruption and its determinants are examined usargl data for 100 countries during
the period 1995 to 2004. The empirical findingswghbat the subjective indexing
process of corruption perception eventually coneertp a common consensus. In
evaluating the relationship between economic dg@reént and corruption, the results
suggest that income per capita, education, unemm@ay, income inequality,
economic freedom and democracy are among the fwtbrch determine and help
explain the cross-country differences in corruptiéarthermore, the assessment of the
relationship between democracy and corruption shibnvsan ‘electoral democracy’,
represented by ‘political rights’, is not in itsslfifficient to reduce corruption. Instead,
for low levels of corruption to exist, the presemdéean advanced fully-formed mature

democracy is required.

A characteristic of a mature democracy is the erist of an environment where the
probability of being caught, if acting corruptlys ivery high. In addition, the
examination of the interaction between economiedoen and democracy suggests

that economic freedom reduces corruption in anitipal environment, and the effect



Is substantially larger with a high level of demaxy. The interesting and important
findings of the analysis indicate that there exstson-linear relationship between
corruption and the level of income as well as da@og The findings suggest that
developed countries have succeeded in controliamguption through higher levels of
economic development along with the economic anlitigad freedoms that their

peoples enjoy.
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CHAPTER 1

Introduction

1.1 Background of the Thesis

Corruption has been around in the world for a Veng time, but the issue of corruption
has come to attract renewed interest, both amorgleatcics and policy makers,
particularly over the last decade. There are sévessons why this topic has come
under fresh scrutiny. First, there is a consenbositacorruption at the present time that
it is pervasive and universal. It exists in bothatted and poor countries, in public and
private sectors, and even in the non-profit anditdide organisations (World Bank,
1997). Second, corruption scandals have come toglaore central role in politics in
recent years. For example, Governments have bepteth careers of world-renowned
public figures ruined, and the reputations of wellpected organisations and businesses
tarnished on the account of publicised corrupt®aod illustrations of these include the
fall of the Marcos government in the Philippinehé€TNew York Times, February 26,
1986) and the fall of the corporate Enron in thetéthStates (Healy and Palepu, 2003).
Shleifer and Vishny (1994) note that in Greeceghturnover of all employees along

with top managers of public enterprises when arospipn party wins an election.

Third, and the most important issue, is that cdrampcan be a major obstacle in the
process of economic development and modernisafiencountry. Many now consider
that, in most developing countries, public corraptconstitutes one of the top three or
four most harmful influences (Klitgaard, 1988). Mau(1995) finds that in some
developing countries, such as Zaire, Kenya and rnesia, the money value of
corruption probably amounts to a large fractiorGebss National Product. In a survey
of 150 high level officials from 60 developing caues, the respondents ranked public
sector corruption as the most severe obstaclegaléivelopment process (Kaufmann,

1998). In the transition countries, the shift frdmeing command to free market



economies has seemingly created massive oppoesirfiti the appropriation of rents
(i.e. excessive ‘unearned’ profits). It seems dtsthave often been accompanied by a
change from a well-organised system of corruptéa more chaotic and deleterious one
(Shleifer, 1997). Slow economic growth has perdisia many countries with
malfunctioning institutions, owing largely to theepalence and spread of corrupt
officials and institutions.

The motivation of this study derives from the wiglessad and growing concern about
corruption, particularly in the context of develogicountries. Recent empirical research
on the consequences of corruption corroboratedeiismental effects which lead to the
consensus that it is one of the central issueseweldpment policies. It weakens a
country’s institutional foundations, investment andecision making which,
consequently, contribute to lower economic growthwever, research on what causes
corruption and why some countries are more cortiugm others is rather scanty. Given
its large negative impact, much stands to be gafr@d understanding the causes of
corruption and the way in which it can be reducHus is one of the major motivations
of this research.

1.2 Aims and Objectives

To a large extent, economists and policy-makers ramained uncertain about what
can be done to reduce corruption. To provide cottepwlicy guidelines to curb
corruption, it is important to study its causes &adations across countries. Only after
determining the causes of corruption, can poliacjonemendations of how to combat
corruption be prescribed. Ades and Di Tella (19€@scribe three types of policy
proposal aimed at curbing corruption, viz. the larg, the businessman’'s and
economist’s approach. These in a nutshell are dswis the lawyer’'s approach
recommends new tougher laws and tougher enforceménexisting laws; the
businessman’s approach advocates paying higherswage other compensations to
bureaucrats, and economists propose increasingubkof competition in the economy,

both among firms and bureaucrats. Following theppraaches, this study pays



particular attention to the role of economic depebent, democracy and economic

freedom in curbing corruption.

Real gross domestic product (GDP) per capita captuhe level of economic
development, along with other factors such as iteeaty rate, the level of education,
unemployment rate and income inequality. Takingtladise factors into consideration
the study first seeks to answer an important qoestlated to economic development;
viz. is the level of corruption lower in more demeéd countries than in developing
countries? Whereas democracy encompasses the fridev,owhich entails traditional
ideas about liberty and natural justice, and, nyameerally, ideas about the requirements
of justice and fairness in the relations betweengbvernment and the governed (Allan,
1993, p. 21). Democracy is also a means for enfoece of laws. Thus, the second
guestion to be answered is whether democracy, whererobability of getting caught
and punished by taking a bribe is high, reducesuption. The third question raised in
this study is which factor (i.e. democracy or ecoimfreedom) is more effective in

combating corruption.

The thesis makes five sets of contributions to ¢beuption literature on the cross-
sectional variation amongst countries. First, ibyides a deeper analysis of the
corruption perception index to justify the relialyil of using the perceptions-based
subjective indices in the empirical investigatioliscan be argued that less variation in
the perception of corruption increases the prebiliya of the level of corruption and, in

turn, increases the scope for using perceptionebimsices in the literature.

Second, the thesis provides a framework of empidnalysis by categorising countries
into regions and by income groups to account ferdhserved phenomenon as to why
high levels of per capita income are associatedh wass corruption in developed
countries. To the best of our knowledge, it offérs first systematic cross-country non-
linear examination focusing on a non-monotonictr@fship between income per capita

and the level of corruption.



Third, the study presents a theoretical analysidgoasshy a mere transition toward
democracy is insufficient to reduce corruption, lamt advanced democratic political
system is found to be more effective in restraingayruption. Also, some further
supportive evidence on the overall structure ofd@mocracy-corruption relationship in
the model is examined. Non-linear relationshipsvieen democracy and corruption are

tested.

Fourth, the thesis examines the impact of econ@merom and the interaction between
democracy and economic freedom in controlling qation in a theoretical and
empirical framework. The partial estimation anadysests whether democracy or
economic freedom is more crucial for combating wption. In particular, does greater
economic freedom or greater political freedom yelshore ‘corruption free’ society?

The final contribution is methodological. In a phestimation framework this study
tests the explanatory power of income per capgaatracy and economic freedom in
explaining the variation in corruption. Previousss-national studies on the causes of
corruption have primarily used cross-sectional mady least squares (OLS) methods.
The panel estimation technique allows for contngllheterogeneity for each unit in the
sample, and for possible endogeneity in some regresFixed effects (FE), a range of
instrumental variables, and two-stage least squé2&4S) methods are utilised to
correct for these problems. The empirical estinmstianalysed here have used a wide
array of controls as well as different measuresoofuption to test the robustness of the

results. The next section provides an overviewefthesis.

1.3 Chapter Outline

The thesis is organised as follows: this chaptdiiras the aims and objectives, and the
importance of the study of corruption. In ChapteraZliterature review of previous
studies on various causes and consequences optiorrus presented. Both the static
and the dynamic aspects of corruption are congidieréhe discussion of this chapter. It

also discusses the concept of corruption and fterdnt forms. The various definitions



of corruption and the difficulty in the measuremefitcorruption are noted in this

chapter.

Chapter 3 evaluates the corruption perception indegreater depth. This chapter
analyses the subjective indices of corruption udimg Transparency International’s
corruption perception index (CPI). The hypothesdsd tested are whether these indices
are persistent and whether they converge towante sort of a general agreement over
time. This is done by categorizing countries intostrcorrupt, medium-corrupt and
mostly-clean groups. The results confirm the rdliigtof CPI as a credible quantitative

measure of corruption.

Chapter 4 presents an empirical analysis of theesaof corruption. In examining the
various hypotheses, the study seeks to answernperiant question relating to the
nexus between corruption and economic developmgnhdome classification of the
countries and by regions. The main hypothesis bexagnined here is whether the level
of corruption is lower in the more developed cowstrthan it is in the developing
countries. Within this context, the following hypeses will be examined: (i) Is
corruption lower where the levels of education argh; (i) does higher income
inequality increase corruption? (iii) Is corruptionigher where the levels of
unemployment are high; (iv) does the level of deraog and economic freedom reduce
the level of corruption? The findings will contriieuto a better understanding of the

causes of corruption.

Chapter 5 examines the role of democracy in cdirigptorruption from a theoretical
perspective. In particular, does democracy necéssaduce the level of corruption?
An analytical model of the role of a well-functiogi democracy for controlling
corruption is presented. Chapter 6 provides theimrap evidence of democracy-
corruption relationship. This chapter tests thedtlypses suggested in Chapter 5. The
cross-country study presented in this chapter ex@snihe following hypotheses: (i) Is
‘narrow-democracy’ represented by ‘political rightsufficient enough to control

corruption? (ii) Is an advanced, fully-formed, matudemocracy, denoted by ‘broad-



democracy’, crucial in combating corruption? (Dpes a non-linear relationship exist

between democracy and corruption?

Chapter 7 analyses the interaction effect of econdmeedom and democracy on
corruption, i.e. it examines the joint effects aloromic freedom and democracy in
controlling corruption. In particular, two hypotlesswill be examined: (i) Is it true that
democracy is a cure for corruption in any environtfie(ii) Does economic freedom
work more or less effectively in controlling cortigm in an environment that enjoys
more political freedom? Chapter 8 presents the losiun and indicates avenues for
further research. The Chapter reviews the thealetaod empirical framework, the
findings reported in the earlier chapters, and draut the implications of those findings
for scholars and policy makers.



CHAPTER 2

Corruption: Literature Review

2.1 Introduction

The term "corruption” has been given a lot of dtten especially at the onset of the
twenty-first century, as this phenomenon has irginggy come to affect the economic
performance of nations, particularly the developomgintries. Various studies on the
consequences of corruption highlight its harmfdees on growth (Klitgaard, 1988;

Shleifer and Vishny, 1993; Mauro, 1995; Bardhar§7)9The World Bank (2005) study

identifies corruption as one of the major obstattesconomic and social development
for the poor. Transparency International (TI) hasblighed data on the level of

corruption in terms of Corruption Perception Ind€&PI) since 1995. Its 2003 Report
notes, “nine out of ten developing countries uryeneed practical support to fight

corruption” (Transparency International, 2003, p. Phe purpose of this chapter is to
provide an overview of the existing theoretical ardpirical literature on corruption

with a view to highlighting the causes of corruptids impact on growth and the factors

found to explain its impact at the national andvidtual levels.

The chapter is arranged as follows: the next seqguimvides a brief survey of the
concept of corruption. Section 2.3 discusses tfexsf of corruption by categorizing its
effect on growth (national level), efficiency (sl level) and income distribution
(individual level). Section 2.4 discusses the fextdehind various incidents of
corruption and section 2.5 provides evidence orctheses of corruptiotastly, section
2.4 provides a summary which points out the gagherexisting literature, that is, what
has been learnt so far, and what needs to be dar@trol corruption.



2.2 The Concept of Corruption

Corruption takes a variety of forms and existsaious levels. Consequently, a major
predicament in studying corruption lies in how tefide corruption. Bardhan and
Mookherjee (2005) argue that the definitions usedthe analysis may affect the

conclusions drawn from the empirical studies onmative policy exercises.

The definitions of corruption used in the corruptlderature differ widely. The purpose
of this section is to provide an overview of therature on this subject and make an
effort to provide a common framework to identify aths corruption and what types of

activities are considered to be corrupt.

2.2.1 What is corruption?

In spite of corruption’s universal existence, thisr@o common definition of it. Several
studies have broadly identified three types of wation in a democratic society based
on the relationship between the general public twedgovernment (Rose-Ackerman
1978; Jain 2001). Generally, the nature of thetigiahip can be identified in three
forms, viz. the relationships with the politicaite$, the administrative elites and the
judicial elites. Corresponding to each of the relathips three different types of

corruption can occur in a democratic society.

First, political corruption refers to corrupt act$ political leaders and activities by
which they exploit their discretionary power to reakational policies serve their own
interests. Consider such examples as those of Hredd regime in the Philippines, and
the Suharto regime in Indonesia. With this typecofruption, public spending is
diverted to those sectors where gains from coroupdre the greatest and little attention
may be paid to the needs of the majority of theutaion (Porta and Vannucci, 1997).
However, it is difficult to identify and measure lpical corruption because at least
some parts of the society gain from the policieslenby the corrupt political leaders
(Jain, 2001). Lobbying activities provide the ckstrexample of this type of activity.



Rose-Ackerman (1978, pp. 35-36) argues that irtteggsups make campaign
contributions to political leaders instead of payillegal bribes just to make sure that
the political leaders will serve them by making daxable policies, if elected. She
further states that when money has a broader gallitisage than bribe paying, the
illegality of bribery and the legality of certaimmpaign contributions make politicians
always prefer to take other forms of payment thashdransfers. Moreover, politicians
may try to protect themselves by arranging for ésilbto be paid to aides, spouses, or
business associates; and if they do accept momegtlgh they must spend it discreetly
to avoid arousing suspicions. In this context, Béleand Vishny (1993) point out that
the demands of secrecy can shift a country’s imrests away from the highest value
projects, such as health and education, into patBntess valuable projects, such as
defense and infrastructure, if the latter offertdyeopportunities for secret corruption.
The demand for secrecy can also cause the leaflarsonntry to preserve monopolies,
to prevent entry and to discourage innovation bisiders, as expanding the ranks of

the elite can expose existing corruption practices.

Second, bureaucratic corruption refers to the @bracts of the bureaucrats in dealings
with either their superiors or with the publfién most of the cases, the public may be
required to bribe bureaucrats either to receiveraiee to which they are entitled or to
speed up a bureaucratic procedure (Kaufman, 19%&ome cases, a bribe may even
provide a service that is not supposed to be adeai@Bardhan, 1997). Third, legislative
corruption is the one most likely to be found tmigy in electoral democracies.
Legislative corruption refers to the manner andakient to which the voting behaviour
of legislators can be influenced. In this type ofraption, legislators can be bribed by
interest groups to enact legislation that can ggaeor change the economic rents

associated with assets (Rose-Ackerman, 1999).

The existing literature also classifies corruptaengrand corruption and petty corruption
(Jain, 2001). Grand corruption generally referth®corrupt acts of the political elite at

" See Jain (2001, p. 75) for details.



the highest levels of the society. Political cotrap is commonly known as grand
corruption. On the contrary, petty corruption refdo the corruption in ordinary
people’s daily lives, such as bribes paid for lgesor traffic violations. Bureaucratic or
administrative corruption is synonymous with pettyruption. Petty corruption is more
widespread in developing countries than developegsoTransparency International’s
Regional Survey Repa2002 on South Asia finds “petty corruption to lmelemic in all
key public sectors in the five countries, with gserporting moderate to high levels of

corruption in their regular interaction with pubgiervices®

Bardhan (1997) argues that, even if we confinealues only to the economic context,
there are alternative divisions drawn between giffe forms of economic corruption.
For example, we have centralised and decentratisedption as described by Shleifer
and Vishny (1993), and well-organised and chaoticuption, as distinguished by
Mauro (1998). In centralised corruption, the goweent acts like a monopolist to
maximise the value of the total amount of bribesdpan the other hand, in
decentralised corruption, individual corrupt oféild act to maximise their revenue, and
ignore the negative externality they inflict on leaxther. Thus, decentralised corruption
has a higher bribe per unit, but total revenue fitoibhes is smaller. Now consider the
distinction made by Mauro (1998) between well-oigad corruption and chaotic
corruption. Under well-organised corruption, bribdegave a lucid idea to whom and
how much to bribe to obtain a favour. In contrasider chaotic corruption, people are
not sure how much to pay and to whom payment ietmade, and more uncertainty is

involved about delivery of service and paymentutier bribes.

Like different forms of corruption, different legebr structures of corruption exist as
well. Waller et al. (2002) examine the link betweaba number of vertical bureaucratic
layers and corruption in a situation where corupiis centralised. Cheung (1998) and
Rose-Ackerman (1999) develop the idea of bottomama top-down corruption.

Bottom-up corruption refers to a setting in whidrraption decisions are decentralised

8 See the regional survey report “Corruption in ®oAkia” prepared by Transparency International
(2002), p.2 for detalils.
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at the lower level of officials. In this form of waption, the senior-most person is
simply one among many collectors of bribes; wheteasdown corruption refers to a
setting in which corruption decisions are centelidy the chief authority who, then,
monitors lower-level officials in an attempt to leat bribes. In a theoretical model they
show that, when a government has high monopoly pame lower public sector

wages, adding a layer of government increases dte&d &amount of corruption. In

contrast, with high public wages, centralisatiorcofruption at the top of government
hierarchy redistributes the bribe income from thsdr to upper level whereby the total

amount of corruption is reduced.

The various forms in which corruption exist leadtie lack of a universal definition,
while the causes and consequences of corruptiordéfer. For example, the effect and
nature of corruption by political leaders are nloé tmirror images of bureaucratic
corruption. Corrupt politicians exploit their pow#& make economic policies. As
elected officials, politicians are supposed to maéeision of resource allocation solely
based upon the interests of their principal — theutace. Instead, corrupt political elites
can change the national policies to serve their owerests (to remain in power and
maximise their personal wealth) at some cost tqtilace (Jain, 2001). On the other
hand, corrupt bureaucrats exploit their power tvaet bribes while carrying out tasks
assigned to them by their superiors - the politelgke. Moreover, there are different
variations of bribes that constitute bureaucraticruption. Rose-Ackerman (1998)
identifies three sub-categories of bribe for buceatic corruption: bribes that equate to
demand and supply, bribes as incentive paymentsumgaucrats and bribes that lower
costs. Kaufman (1997) provides an amusing variabbnbureaucratic corruption.
Officials in India, it appears, cannot always spe@dbureaucratic processes, but can

promise to slow down the approval process of rgahpanies.

Finally, in recent years there is a growing cong®rer corruption in the private sector,
especially in developed countries. Good illustraiof private sector corruption are the
fall of the One Tel business in Australia, and Enho the United Stated.ike public

sector officials, private sector officials may abutheir office for private gains.
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However, the conventional view regards corruptisriree misuse of public offices only
(Jain, 2001Y. The basic explanation lies in the fact that pubfficials are expected to
act in the interest of the public; while a differeset of expectations are assigned to the
members of the private sector. In general, the gmymationale behind a private agent’s
activities is to maximise profit for private enrmaent and there is no social interest
involved with the activities of private agents. @sionally, in the process of making
profit, the private sector’s activities may go aggithe interests of the public; while the
public sector is supposed to restrain the actwibé the private sector to protect the
public interest?

The differing goals of the private sector from theblic sector make it tricky to use the
word corruption to represent its unethical activitjowever, the existing literature
considers private sector corruption as the supply sf bribes. Private agents normally
always require public goods for the fulfilment béir economic activity, and, if they do
not obtain them through the normal process, thérater agents offer bribes to public
officials, and corruption emerges. Furthermore, etmmes private sector firms pay
bribes so as to get away with bad behaviour suchgasring health and safety
regulations or having business rivals stopped evatted. Rose-Ackerman (1978)
examines the issue of private sector corruption raotds that a private firm wishes to
maximise profits. Thus, some illegal behaviour banencouraged because it increases

profits, and the behaviour is tolerated becaumseatten too costly to be eliminated.

2.2.2 Measurements of corruption

Like the difficulties of defining corruption, measug or quantifying corruption is also
a difficult task because of its various forms. Heere some kind of measurement or
standard is required when comparing corruption sscomuntries because, without it, it

is difficult to make appropriate comparison. Fostance, often it is asserted that

° This definition of corruption includes activitissich as sale of public property by government iaiiic
bribery, and extortion.

10 Eor example, fraud, money laundering and black etaoperations are definitely always against the
public interest. No one can deny that some of tlaesigities are closely connected to corruption.
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developing countries are more corrupt than devel@oeintries. Consequently, a simple
guestion arises as to how to measure corruptiothabointercountry comparisons are

meaningful.

In the existing theories of corruption (see Ros&ekman, 1978 and Shleifer and
Vishny, 1993) either per unit bribe or total reveraollected from bribes appears as a
measure of corruptiott. If per unit bribe stands as a measure of corraptiben an
increase in per unit bribe increases the leveloofuption. On the other hand, if total
revenue collected from bribes measures corruptioer; an increase in total revenue
from bribes enhances corruption, even though theipé bribe is less.

Shleifer and Vishny, (1993) illustrates the cemsed and decentralised corruption by
measuring per unit bribe and total revenue coltedi®m bribes. In centralised
corruption, bribe per unit is less, even though ttital amount of bribe paid may be
higher due to the larger supply of public goodscdntrast, in decentralised corruption,
the per unit bribe is higher than in centralisedrgation, but total revenue collected
from bribe income is les$. If bribe per unit is used as a measurement avitefor
corruption, then the level of corruption increasea decentralised economy compare to
that of a centralised economy. The opposite scenaccurs when total revenue

collected from the bribes is the measurement caiter

The total amount of bribes collected from corrupnsactions as a measure of
corruption creates problems when it is used to @mghe level of corruption between
countries. For example, Bardhan (2006, p. 342)exdhat, when an African country

with a great deal of corruption is compared withy,san East Asian country that is also

™ per unit bribe is analogous with price per unitr Example, when a corrupt bureaucrat sells a basin
permit, he charges a bribe along with a governrpéaoe. He keeps the bribe but the price revenugssta
with the government. Hence the official price ie tharginal cost and the bribe is his profit pet.udn

the other hand, total revenue collected from bribeke total profit of the bureaucrat by sellilg total
number of permits if corrupt. For example, if admuwcrat sells 10 permits per month at $500 brilvse pe
permit, then the total revenue collected from ttibds is $5000, which he keeps as a profit.

12 seeshleifer and Vishny (1993) for details.
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corrupt, the actual amount of money that is trateshin the corrupt deals may be much
more in the East Asian country than that in theo&im country. He further points out
that extreme corruption may have choked off thanenwoy in the African country so that
the total amount of money collected from corruphgactions is much smaller than in
the East Asian country. Moreover, a country withoaer level of gross domestic
product (GDP) seems to be more corrupt than a cpuwvith a higher level of GDP,
even if the amount of money collected from corrtrphsactions in both countries is
actually equal. This is because the higher leveGbBP brings down the ratio of total

amount of money collected from bribes and GDP.

In many developing countries the occurrence ofypetirruption transpires in day-to-
day life (Bardhan, 2006, p. 342). For example ndid, it can be seen in any city, that
traffic police officers often collect money from gsng vehicles. If all the money
collected by these police officers in a year iseatldp, it may not substantially exceed
the money that was collected in one single cortigtsaction in a developed country
when it buys a fighter aircraft (Bardhan, 2006,3@2). Since the number of corrupt
transactions is large, even if the amount of mawlected from corrupt transactions is
not so large, the developing countries may haveectorbe regarded as more corrupt
than developed countries because developed casigkbiaiot experience many corrupt
transactions in day-to-day life. The number of gptrtransactions that take place in a
country may be regarded as a good measure of ¢mmujn this measure of corruption
it is not required to trace the exact amount of eyocollected from each corrupt
transaction or the amount of bribe collected peat. WNumbers of corrupt transactions
within a country mainly describe a scenario abowbantry’s corrupt dealings from
which one can predict whether the country is moreupt than others or not.

The difficulty in defining and measuring the leveliscorruption in different countries
has presented a major obstacle for the cross-goentpirical research on corruption.
However, more recently, researchers have begurevelab corruption indices, based
on surveys; most of these are perceived corruptidites. Such assessments are also

sometimes compiled by various agencies to deteroonatry risk. The termerception

14



indices— since there are no absolute measures - corributross-country assessments

of the extent of corruption. Such perceived indigese based on the subjective

evaluations of experts or survey respondents of Wwalespread or costly corruption is

in particular countries. The following are sometloé studies that have attempted to

measure corruption:

Business International Corporation published a remd$ ratings on countries,
including an assessment of the level of corruptiowarious countries. These
ratings were based on data collected from a netwedrkorrespondents and
analysts around the world and were first publisifiedthe period 1981-83.
Business International is now a part of the Ecomolmielligence Unit. Mauro

(1995) first used the data for empirical analysis.

Political Risk Services publishes an annual replaternational Country Risk
Guide (ICRG) that includes corruption index. Taand Davoodi (1997) have
utilised this index in their empirical study.

Transparency International - an organization devedefighting bribery around

the world, has measured the perception of corraptiodifferent countries. It

has been publishing a corruption perception indexwually since 1995.

Transparency International’s corruption perceptimaex (CPI) has become the
most widely used measure of corruption. Variouslissihave utilised this index
in the empirical work (see, for example Sandhottd Koetzle (2000); Treisman
(2000); Fisman and Gatti (2002); Montinola and daak (2002); Gupta et al.
(2002); Ali and Isse (2003), Chowdhury (2004); Yand Khagram (2005); and
Emerson (2006)).

More recently, a rating of control of corruptionsiaeen compiled and published

by a team led by Daniel Kaufmann at the World Bartkis rating by the World
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Bank now publishes a new version of the indiceglyeaom 2003, and has
biannual data from 1996 to 2002.

Mauro (1995), and Knack and Keefer (1995) firstdusé these indices for empirical
analysis. Since then, most researchers have usmmaination of these indices to

estimate the relationships between corruption amasa of other variables.

2.3 The Impacts of Corruption

Until recently, there was general agreement thatuption has a detrimental effect on
growth. However, theories regarding the impact ofruption on efficiency have
sometimes been mutually conflicting. In additidme turrent literature on the impact of
corruption also indicates that the effects of cptian tend to resonate throughout an
economy rather than be confined to specific corompbased transactions (e.g. Brunetti
et al. 1998; Jain, 2001). Corruption has an inflizreffect on the level of investment,
on entrepreneurial incentives and resource allooatis well as the income distribution
within a country. Thus, there is a need for underding exactly how corruption affects

these variables from different perspectives.

2.3.1 Effects on growth

The prevailing view is that corruption has advesffects on investment and economic
growth. A payment of a bribe to get an investmerice, for example, clearly reduces
the incentive to invest (Bardhan, 1997, p. 132Qrr@ption, particularly political or
“grand” corruption, distorts the decision-makingogess connected with public
investment projects (Tanzi and Davoodi, 1997). Qation is likely to increase the
number of projects undertaken in a country, andh@nge the design of these projects
by enlarging their size and complexity. The netultess an increase in the share of
public investment in GDP, a fall in the averagedudivity of that investment and
(because of budgetary constraints) a possible tietun some other categories of
public spending, such as operation and maintenaedacation and health. As a

consequence, the rate of growth of a country deesea
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Murphy et al. (1993) point out that an increasiatum in rent-seeking activities lowers
the cost of further rent-seeking relative to thiapmductive investment. When there is
slow growth, the returns to productive activityl fi@lative to those of rent seeking. The
ensuing increase in the pace of rent-seeking éesviurther slows down growth. It is
also argued that public rent-seeking attacks inm@wva since innovators need
government-supplied goods such as permits and cesrmore than established
producers. Likewise, Bardhan (1997, p. 1327) argbaswhen public resources meant
for building productivity-enhancing infrastructusze diverted for politicians’ private
consumption (for example, cement for public roasisdufor luxury homes), growth rates
will obviously be affected adversely.

Another growth effect follows from the allocatiohtalent. Murphy et al. (1991, p. 503)
states that “people choose occupations that offerhighest returns on their abilities
when they are free to do so”. Rosen (1981) clailveg the ablest people choose
occupations that exhibit increasing returns tortlaility since the increasing returns
allow “superstars” to earn extraordinary returnstlogir talents. When talented people
become entrepreneurs, they help to improve thentdaby in the lines of business they
pursue, and, as a result, productivity and inconosvgIn contrast, when they become
rent-seekers, most of their private returns conwenfredistribution of wealth from

others and not from wealth creation. As a resualented people do not improve
technological opportunities, and the economy stiagnaVhen rent-seeking sectors offer
most able people higher returns than the produs®ators offer them income, growth
can be much lower than possible. Bhagwati et &84) also asserts that corruption
affects the allocation of human capital becausdfécts the returns on rent-seeking vis-

a-vis productive activities.

In their empirical analysis, Murphy et al. (199inds that lawyers are indeed bad and
engineers are good for growth. The findings on reegis also suggest that countries that
have many engineering majors also invest in hunrah @hysical capital because it
increases growth. The evidence is consistent widgdé et al. (1989) study that finds

that countries with more lawyers grow more slowty.this context, Ehrlich and Lui
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(1999) explain that investment in political capifaént-seeking) consumes economic
resources that could otherwise be used for prooluair investment in human capital.

This is a source of social loss from corruption.

Some of these growth effects have been statistisalbstantiated from cross-country
data. On the basis of the corruption ranking datsemmbled from the Business
International correspondents in about 70 countfdesthe period 1980-1983, Mauro
(1995), finds that there is a negative and sigaiftcassociation between corruption and
the investment rate, and the magnitude of the effeconsiderable. A one-standard-
deviation increase (an improvement) in the coraiptindex is associated with an
increase in investment rate by 2.9 percent of gdwsestic product (GDP). He also
finds a positive relationship between investmend amstitutional efficiency. A one-
standard deviation increase (an improvement) inkimeaucratic efficiency index is
associated with an increase in the investmenthbwté.75 percent of GDP. It might be
argued that the ethnolinguistic fractionalizatiormymaffect investment not only by
increasing corruption and political instability, tbalso via a direct channel. That is, it
might slow down the diffusion of ideas and techgadal innovations within the
country. Therefore, the finding that corruptiomegatively and significantly associated
with investment is consistent with the view thatraption lowers the private marginal
product of capital. The finding provided some ewicke in favour of the claim that

corruption lowers economic growth.

Further confirming the negative relationship betveerruption and investment, Mauro
(1997, 1998) finds that corruption reduces expemel on health and education. As the
opportunities to extract high rents from public ergitures on education and health are
relatively less, corruption distorts public expendds away from health and education
and encourages excessive infrastructure and capitahsive investment. Hence,
corruption reduces the productivity of public intreent and the country’s
infrastructure, which, in turn, has a damaging iotgan the country’s economic growth.

Gupta et al. (2001) confirms that corruption isoassted with higher military spending
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as a share of both gross domestic product andgoternment spending, as well as with

arms procurement in relation to GDP and total gowvemt spending.

Wei (1997a, 1997) analyses the adverse effects oofugtion on foreign direct
investment (FDI) and finds that corruption, actiiige a tax, reduces foreign direct
investment. He concludes that the less predictidigdevel of corruption, the greater is
its impact on FDI, as higher variability discouragireign direct investment by
increasing risk and uncertainty. In an empiricadgton the consequence of corruption,
Rahman et al. (2000) finds that corruption redugeswnth by driving away foreign
direct investment, a source of capital that is esflg important for developing

countries with limited capacity for developing teckogies and knowledge.

Rivera-Batiz (2001) examines the effect of capiadount liberalisation on the long-run
growth of a developing economy. In a general-elquiim model, this study shows that
a drop in growth occurs when the level of corrupti® high enough to cause domestic
rates of return to capital before liberalizationdmp below those in the rest of the
world. In this case, liberalization generates @mutflows, which act as a constraining
force on innovation, reducing the rate of technwlalgchange and lowering output

growth.

In another study, Mo (2001) introduces a new peatspe on the role of corruption in
economic growth and provides quantitative estimatiethe impact of corruption on
growth and the importance of the transmission camnrHe finds that a 1 percent
increase in the corruption level reduces growtle k&t about 0.72 percent. The most
important channel through which corruption affeetsonomic growth is political
instability which accounts for 53 percent of theemll effect. The other channels
include the level of human capital and the shar@rofate investment. Corruption is
most prevalent where other forms of institutiomradfficiency, such as bureaucratic red
tape and weak legislative and judicial systemspagsent.

19



The extent of corruption on the effects of growtfogesses is quite ambiguous.
Although the requisite time series evident in teohslata is hard to get, circumstantial
evidence suggests that over the last 100 years @oisuption has generally declined
with economic growth in most rich countries (Bamdh&997). This result gives greater
recognition that corruption can have a seriousheask impact on development, and has
been a cause for concern among developing countnies recent survey of 150 high
level officials from 60 Third World countries thespondents ranked public sector
corruption as the most severe obstacle confrontingir development process
(Kaufmann, 1998).

Yet, it can be said that the process of economievtir ultimately generates enough
wealth to reduce corruption. Rewards to entrepnestigo and productive investment,
relative to rent-seeking activities, rise when ¢hés sustained growth. A prospering
economy can also afford to pay its civil servantdlweducing their motivation for

corruption. To some extent, prosperity in the long, at least requires democratic
reform to check corruption. This is because demmciastitutions build mechanisms of
accountability and transparency at different levelsich make it difficult for the

networks of corruption to be sustained for long.

2.3.2 Effects on efficiency

Certain claims based on everyday experience almuiption in developing countries
are often heard as follows: bribery and corruptian have positive effects; corruption is
endemic everywhere; the cost of addressing coomptre prohibitively high, for
example. This debate may have engendered gretdatiah and research on corruption.
The answers to the questions posed are complest, Fire academic world has a
penchant for description and explanation, rathan threscription and policy relevance.
Second, the necessary data are not usually awail&#searchers find it difficult to
study corruption empirically because the partie®ivied have every reason to keep data
hidden and governments are reluctant to allow §oresis, or even their own citizens, to
work on such sensitive issues. Consequently, theeaic debates over the tonic and

toxic properties of corruption tend to rely too rhuapon anecdotes, hypothetical
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scenarios and speculative linkages between coompdind future social outcomes

(Klitgaard, 1988). In such circumstances, debatedileely to remain inconclusive.

In the existing literature, the debate on the eféécorruption on efficiency is based on
two opposing strands (see Leff, 1964; Rose-Ackermhfr8). The efficiency-enhancing
strand views corruption as increasing efficiencyduse corruption ‘greases the wheels’.
The opposing strand, labeled as efficiency-redyciwigws corruption as having a
damaging impact on efficiency because those ‘rugigels’ are put there in the first

place to attract bribes.

The studies by Leff (1964) and Huntington (1968 #fficiency-enhancing school of
thought suggests that, in the context of pervaaivé cumbersome regulations in the
developing countries, corruption may actually im@refficiency and help growth. As
pointed out by Bardhan (1997, p. 1322), the efficieimproving argument of
corruption is an extension of the idea of secorst-penciple. In a second best-world,
there are pre-existing policy-induced distortioms the form of black marketing,
smuggling, etc. which may actually improve welfak@n when some resources have to
be spent in such activities. The efficiency-enhagcschool has argued that corrupt
payments introduce a kind of market mechanism. $gséem where goods and services
are allocated by queue, politics, random select@mnmerit, corruption may instead
allocate goods according to willingness and abtiitypay. Corruption may thereby put
goods and services in the hands of people who thkra most effectively (Leff, 1964).
In a sense, then, after the corrupt action, thaselg and services are more “efficiently”

allocated in the economic sense.

Two aspects of corrupt actions can be seen as, difgrediction, i.e. market forces are
hard to avoid. When the market is not used toiliste goods and services, corruption
will creep in as a kind of illicit substitute. Sewh it is an evaluation, i.e. when
corruption does occur it may lead to an allocabbgoods according to the willingness
and ability to pay. This development, in turn, nteyeconomically efficient, therefore,

perhaps, socially useful. However, this argumennhdage complex when a briber does
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not have full information about the cost levelsd d@nerefore the bribing capacity of his
competitors, and also when he has to take into uatcetrategic considerations in
making any particular offer of a bribe (Bardhan97p In such a context, Beck and
Maher (1986) and Lien (1986) have shown in theirdetothat, under certain

assumptions, the lowest cost firm is always theneirof the contract, and thus bribery
can reproduce the efficiency consequences of cotiveebidding producers even under

imperfect information.

Another efficiency argument in favour of corruptithat it acts as “speed money”
which reduces administrative delay in moving fikesd getting ahead in slow-moving
gueues for public services (Huntington, 1968). €fme, corruption can also be
efficiency-enhancing if the economy suffers fromcessive bureaucratic red-tape
(Barreto, 2000). In this context, queuing modelseheeceived some attention in the
literature of corruption, which allows the possilyilfor the corrupt bureaucrat to
practise price discrimination among clients witHfetent time preferences. In an
interesting queuing model Lui (1985) shows thaprikes are awarded simultaneously
at a specified time to the first customer who qsefoe them, the arrival times of the
customers to the queue can serve the functionioégin the allocation process. When
prizes are awarded in a continuous stream as isnoonin practice, the arrival times
cannot serve this function very well. Instead, ésifor buying better positions in the

gueue sometimes give useful signals similar toglwdsa pricing mechanism.

The bribery may have beneficial effects. It is pftargued that bribes serve as
“lubricants” in an otherwise sluggish economy amgiiove its efficiency. This model
has explained that under some specified conditigngs capable of giving socially
optimal solutions, and in this non-cooperative gaateainment of a Nash equilibrium
minimizes the average value of time-costs of theugu(Lui, 1985). However, in this
optimal allocation, the amounts of bribe paymemésreot decided by the server, but by
the customers themselves. Customers can decideayobpbes for buying better
positions in the queue. Based on this equilibritine, server who wants to maximize

either bribe revenue or bribe revenue net of cokservice will also choose an optimal
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speed of service. It has been shown that the seotéd choose to speed up the service
when bribery is allowed. The model can also be ulsef designing the schedules of

incentive payments in the pay structure of civivaats.

As for the “speed money”, Myrdal (1968) has argtlet corrupt officials may, instead
of speeding up, actually cause administrative delayorder to attract more bribes.
According to the political economist Rose-Ackern{afi78), even a legal price system,
cannot realistically be used to produce efficieriall applicants are obliged to line up
in a single queue. A corrupt price system addsi&ursources of inefficiency: distortions
due to fear of penalties, monopolistic officialst moaking efficient choices, and the
possibility that officials may slow down their paoé work to extract bigger bribes.
Rose-Ackerman also concluded that those economigis look favorably upon
corruption generally have a limited point of vieavparrow definition of goodness and
an oversimplified model of the corrupt market place

Shleifer and Vishny (1993, pp. 604-7) have showat,thin general, centralised
corruption has less adverse effects for efficiebgn decentralised bribe-taking
because, in the former case, the bribee will irstsa some of the distortionary effects
of corruption. They illustrate this point with afementary model comparing a case of
independent monopolists (where different governnageincies provide complementary
public goods or services independently) with tHad @int monopolist agency providing
the same goods and services. Suppose a customes re® permits or two
complementary inputs from two different agenciethmformer case. Each agency as an
independent monopolist will take the other agenegles as given and so the bureaucrat
in charge of it will set the bribe-inclusive prigesuch a way that marginal revenue is
equal to the marginal cost, the bribe per unitaé $eing the difference between the
price and the monopolist’'s marginal costs (i.eg, difficial price of the good supplied).
The joint monopolist on the other hand, takes adoount the effect of an extra unit sold
on the sales of the complementary good and thuth@mevenue of bribes from other
sources as well, so that, in equilibrium, the maagrevenue in the supply of each good

is less than the marginal cost. Thus, per unitebisbhigher and the supply of each good
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lower in the independent monopolist case than endéise of collusion. Of course, the
aggregate revenue from the bribe is larger in thgecof joint monopoly, but the

customer gets a larger supply of both inputs.

Decentralisation increases inefficiency flowing nfrocorruption in post-Communist
Russia in comparison with Communist Russia in thiesas. A good illustration of this
problem described in Shleifer and Vishny (199361%), is foreign investment in post-
Communist Russia. To invest in a Russian companfgr@igner must bribe every
agency involved in foreign investment, includinge tforeign investment office, the
relevant industrial ministry, the finance ministthe executive branch of the local
government, the legislative branch, the centrakp#ime state property bureau, and so

on. The obvious result is that foreigners do neést in Russia.

Goorha (2000) analyzes several corruption actsjitiespecially with reference to
economies in transition. Following the economic elodeveloped by Shleifer and
Vishny (1993), he tries to find out the economias@ns behind the rise of corruption
and criminal operations like the Russian Mafia ime tpost-communist Russia.
Comparing different types of corruption structuriess suggested that, during transition,
the corruption structure in the economy changes faanore centralized joint monopoly
to a decentralized corruption structure causingisg fin corruption as well as

inefficiency.

The idea of differential efficiency effects of calised versus decentralised corruption
may explain why corruption is much more distortign¢han taxation. It can also be
argued that even centralized corruption is moreodisnary than taxation. This is
because of the distortions entailed by the necessarecy of corruption. According to
Shleifer and Vishny (1993), efforts to avoid dei@ttand punishment cause corruption
to be more distortionary than taxation. On somedgotaking bribes without being
detected is much easier than on others. Governaiicials will then use their powers
to induce substitution into the goods on which &silcan be more easily collected

without detection. As a result, there is a shifaigountry’s investments away from the
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highest value projects, such as health and eduatito lower value projects, such as
defence and infrastructure. To preserve the seakdgals, a small elite group may also
try to raise entry barriers for outsiders, which,many situations, has the effect of

discouraging the flow of new ideas and innovations.

Interestingly enough, Mauro (1995), Kaufmann (1987d Tanzi (1997) do not find any
empirical support for the “speed money” argumeniciistates that corruption can get
bureaucrats to work faster in the presence of @& &loreaucracy. Ades and Di Tella
(1997 p. 501) fail to uncover any benefits assedatith corruption in countries bogged
down in red tape and conclude that corruption a@mly as ‘sand-in-the machine’. In
addition, Kaufmann and Wei (2000) show that thera positive relationship between
the effective red-tape and bribery in a countrymisi that paid more in bribes also spent
more, not less, management time with bureaucratsegotiating regulations. If the
‘grease-the-wheels’ argument was valid, higher I&ewé bribery would be associated

with higher levels of bureaucratic efficiency redpg less managerial effort.

2.3.3 Effects on distribution

Corrupt behaviour by itself need not impose a etad cost since it involves transfer
payment from bribe-payers to bureaucrats (Ehrliwth laui, 1999). Moreover, bribes can
ameliorate the deadweight cost of government iet&ion by directing resources
toward higher bidders (Leff 1964; Lui 1985). Thasyruption implies some degree of
income redistribution. Myint (2000) argues thatdena corrupt system, the privileged
and the well-connected enjoy economic rent. Econammt, by definition, represents
abnormal or monopoly profits, and can bestow labbgaefits. As such, there is a
tendency for wealth to be concentrated in the hafdstiny minority of the population.
Income distribution, therefore, becomes highly wemeHe further added that the burden
of corruption falls more heavily on the poor asytltannot afford to pay the required
bribes to send their children to a decent schoobhtain proper health care, or to have
adequate access to government provided servicéss BE©81) argues that in the case of
food pricing in Africa, beneficiaries are the ralaty rich and politically active city

dwellers, and the losers are the poor and polificgaactive farmers.
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Mo (2000) has explained that corruption favors digalar class of people and creates
inequality in opportunities. Higher income ineqtaliesults in stronger incentives for
the groups at the bottom of the distribution to aayegin illegal or violent actions for

material benefits or as a reaction to inequalityisTinstability creates uncertainty over
the protection of property rights and, hence, redutvestment and productivity.

Consequently, unequal income distribution has atg impact on economic growth

(Alesina and Perotti, 1996; Mo, 2000).

Studies of the distributional consequences of @tion by Gupta et al. (2002) find that
corruption increases income inequality and povéntpugh lower economic growth;
biased tax systems favoring the rich and well-cotete poor targeting of social
programs; use of wealth by the well-to-do to lolgmwernment for favourable policies
that perpetuate inequality in asset ownership; toseeial spending; unequal access to
education, and a higher risk in investment decsioh the poor. In a cross-country
regression analysis for the period 1980-97 showhigh and rising corruption increases
income inequality and poverty through the abovenokés. The impact of corruption on
income inequality and poverty is considerable. &-standard deviation increase in the
growth rate of corruption reduces income growtthef poor by 7.8 percentage points a
year (Gupta et al., 2002).

On the other hand, Li et al. (2000) study corruptiand how it affects income
distribution find that corruption affects the Giooefficient in an inverted U-shaped
way; that is, inequality is low when levels of agstion are high or low, but inequality is
high when corruption is intermediate. Contrary bese, You and Khagram (2005)
confirms that increased inequality can lead to éigtorruption. Using an instrumental
variable approach on a sample of 125 countriescanttolling for several factors such
as democracy, legal origins and endogeneity issbhestudy finds strong links showing
that income inequality increases the level of qatinn. Dutta and Mishra (2005) show
that wealth inequality may itself act as a catafgstcorruption, and wealth-constrained
individuals continue to be adversely affected byrgation through market outcome.

Academic literature is less definite about how gption influences distributional

26



inequality, but it is obvious that corruption h&simpact on income distribution because
a bribe in corruption literature is nothing butrantsfer of resources, usually from the

less well-off to the wealthier.

2.4 Factors Behind Different Incidence of Corruptiam

We now turn to the question of why the incidenceafuption is more widespread and
persistent in some countries than in others. Nuoseexplanations have been suggested
for the various incidence of corruption in diffet@ountries. These explanations can be
classified into three broad categories: socio-egooppolitical and economic which are

discussed in the next sub-sections.

2.4.1 Socio-economic factors and corruption

In describing the various socio-economic factorat tbause corruption across many
countries, several studies argue that economic loj@vent, education and income
inequality are particularly the main factors thiieet certain levels of corrupt activities.

There is a strong correlation between economic ldpugent and corruption. Prevalent
corruption should be negatively linked to the legélthe economic development of a
country (Treisman, 2000; Graeff and Mehlkop, 2008)ther words, rich countries are
perceived to be less corrupt than poor nations.eXplain the relationship between

economic development and corruption most studiesgusss domestic product (GDP)
per capita to reflect the level of economic develept (see for example, Treisman,
2000; Graeff and Mehlkop, 2003; Goel and Nelso®520

Education also has an important effect on corruptin poor countries with high levels
of illiteracy, many people have little understargliof governmental operation (Rose-
Ackerman, 1999). For such people, it is often ailsb clear as to what they should
expect from a legitimate government (Graeff and Mab, 2003). In such a situation,
corruption is more likely because people suppose they ought to present gift as
gratitude for favourable decisions (Pasuk and Sdhgs1994). Ahrend (2002)

investigates the relationship between corruptiomnén capital and the monitoring

capacities of the civil society. In a theoreticabdel the study finds that the impact of
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education on corruption to depend on the capacifethe civil society to oversee
government officials. If those capacities are wadveloped, education decreases
corruption, whereas it may lead to higher corruptib the civil monitoring is low.
Mauro (1998) finds that countries classified asngehighly corrupt under invest in

education and neglect the creation of human capital

Inequality of income distribution also considersagsossible determinant of corruption.
High income inequality may correspond to perceioh unfair state operations and
foster feelings of injustice which could make timeidence of corruption more likely
(Smelser, 1971). You and Khagram (2005) argue ttieatrich are likely to both have
greater motivation and opportunities to engageribeloy and fraud as one means to
preserve and advance their status, privileges, iatalests while the poor are more
vulnerable to extortion at higher levels of inegtyalStudies utilise Gini coefficient as a
proxy for income inequality (Graeff and Mehlkop,03) You and Khagram, 2005) to
measure its effect on corruption. Several empirgtaldies consider these factors to

explain the variations in corruption across nations

2.4.2 Democracy and corruption

Political explanations of corruption mainly emplsasi democratisation and
decentralisation. The degree of political freedcan bave an important effect on the
level of corruption because political competitidheoretically, is supposed to provide
checks against corruption (Rose-Ackerman, 1999%atr transparency due to a free
press and freedom of political associations mightllto reduce corruption because the
free press is able to expose graft and politicabeiations are able to take corrupt
governments out of power (Rose-Ackerman, 1999;ifghland Vishny, 1993). In this
context, Robinson (1998, p. 2) argues that thetiore@f democratic institutions offer
the potential for closer scrutiny of the actiongofiticians and government officials by
the citizen, an independent media and elected septatives, which in turn reduces the

level of corruption.
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The pluralist approach assumes that politicaldtiites centered on the creation of new
democratic institutions such as elected legislatyrarliamentary committees and
watchdog bodies are central to the success ofteftorcontrol corruption (Robinson,
1998 p. 9). Little (1996) points out that the poht reforms are thought to contribute
towards an environment which is more conducivedteidcorruption because they can
increase the responsiveness of political elitetheowill of the people. However, the
opinion is divided. Rose-Ackerman (1999) arguest tldections increase the
accountability of politicians, but it also produaasw incentives for corruption because
political financing needs to increase with eledt@@mpetition. Other studies argue that
corruption is on the increase as a direct resultderhocratisation, since democratic
political systems provide incentives and opporiasitfor corrupt practices. Robinson
(2003, p. 2) notes that while political competitioffers opportunities for political
leaders to gain legitimacy by taking action agatwtuption, it can also enable such
elites to secure greater access to existing rezkirsg Johnston (1996) suggests that
democratic rights and processes do not make afisgmi contribution to reduce
corruption. In reality many new democratic natiamg\frica, Eastern Europe and Latin
America are characterised by high and increasinglde of corruption, and the
democratic structures of these nations have pravée markedly ineffective in curbing
the spread and tenacity of corrupt practices ireltgimng countries (Harriss-White and
White, 1996; Little and Posada-Carbo, 1996).

Rock (2007, p. 1) argues that in newly democragisiountries, corruption rises at least
initially, before falling as democracies become swidated, yielding an inverted U
pattern. In a theoretical model Mohtadi and Ro8@&@xplain that young democracies
suffering from insufficient checks and balances &uk of transparency, provide rent
seekers with greater access to public officials &edce greater opportunities for
collecting rents, at least up to a point. Becausefr@e entry into rent seeking,
competition among rent-seekers ultimately redubegsé¢turns to individual rent seekers
although it drives aggregate rents up. But asrkstutions developed transparency and
the accountability in new democracies rise, aggeegants and corrupt activity fall

because rents per rent seeker fall as the costnifseeking due to increase in the
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probability of getting caught and punished risefie Tempirical evidence on the
relationship between democracy and corruption pitseide some mixed results which
is discussed in section 2.5.

2.4.3 Economic freedom and corruption

Liberal economists argue that it is the regulatstgte with its elaborate system of
permits and licenses that spawns corruption. Arfterént countries with different
degrees of insertion of the regulatory state indb@nomy give rise to varying amounts
of corruption (Bardhan, 1997, p. 1330). Howevee, ¢ffects of economic freedom and
corruption have been debated by economists antigabkcientists for many years. Leff
(1964) and Huntington (1968) argue that in a nomketssituation bribes sometimes can
partially restore the price mechanism and imprdoiecative efficiency. Lui (1996, p.
26) argues that corruption cannot exist if the ues® allocation system is perfectly
competitive. He further points out that when anowdf has the authority to allocate a
public good below the market equilibrium price, rthié creates a possibility of rent
seeking and the official may take the opportunityatcept bribes. On the other hand, if
price of the good is already at the equilibriumellexorruption will not take place. Thus,
deviation from the competitive market caused byegoment intervention is a major
cause of corruption. In this context, Bliss andTeila (1997) note that bribes cannot
occur in markets in which perfect competition pitvdecause there are no excess

profits in perfect competition from which to payethribes.

Myrdal (1968, Chapter 20) points out that many Esgeloped countries have very high
levels of corruption. Also, corruption is widespiesn centrally planned economies,
such as the former Soviet Union and China (seegXample, Simis, 1982; Yu, 1993). A
common feature for these countries is that theiketamechanisms are heavily distorted
(Lui, 1996). Within a country, corruption is mostnrsmon in the government-controlled
activities where resource allocations are not glidg the market forces. Since non-
market resource allocation is present in every tguncorruption is pervasive

throughout the world.
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In examining the relationship between economicdoae and corruption Graeff and
Mehlkop (2003, p. 606) explain that an impositidnrestrictions on free trade via taxes
and licences creates the opportunity for publiéc@ls to take bribe or to engage in
similar activities. To avoid those restrictionsprsopeople will be willing to pay a bribe
to the officials for the supply of public goods yhéemand. Similarly, corruption can
develop when obstructions to economic freedom rased (Rose Ackerman, 1999).
Thus, economic liberalisation has the potentiaktituce corruption (Robinson, 1998, p.
3). The replacement of discretionary controls opeices and the production and
distribution of public goods and services with nenkechanisms should limit the scope

for rent seeking behavior by the public officials.

Economic reforms can also have adverse effectsooniption at least in the short run
(Robinson, 1998, p. 8). This is noted as econoierdlisation in the absence of
effective regulation has the potential to genehagih levels of economic rent that can
increase incentives for corrupt practices. The sgpee from developing countries,

which have undergone economic liberalization, dagsprovide enough evidence to the
belief that the market can reduce the incidenceoofuption (Robinson, 1998; Harriss-
White and White, 1996). Graeff and Mehlkop (2008)np out that not all aspects of

economic freedom are deterrents to corruption. rraeipirical finding suggests that

there are regulations which decrease corruptiombseasing the transaction costs of
corruption. Mauro (1997) in his empirical studydthat public corruption can be
traced to government intervention in the economgoAntry has more corruption where
government regulations are pervasive. This findgngo doubt valid to a large extent,
but cannot explain the rise of corruption and anahioperations in the post communist
Russia and why privatisation tends to increasdabe of corruption in the economy in

China. The next section presents a detail desonpin the empirical evidence on the

causes of corruption.
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2.5 Empirical Evidence on the Causes of Corruption
The existing literature provides few, and diversmpirical studies about the causes of
corruption. Empirical studies can be analysed friimee different angles: level of

economic development, level of democracy and le’feconomic freedom.

First, by far the strongest and most consistendirfim of the empirical work on

corruption is that lower perceived corruption ctates closely with higher economic
development (La Porta et al. 1998; Ades and Dialell999; Treisman 2000 and
Sanholtz and Kotzle, 2000). For example, TreismdaA07) points out that the

correlation coefficient between the natural logpef capita GDP at purchasing power
parity in 2005 and the 2005 Transparency Internatis corruption perception index is
0.79, and the correlation coefficient with the VdoBank control of corruption index is

0.81. Treisman (2000; 2007) studies find extremmdpust relationships between
economic development and corruption. The negatalationship between economic
development and corruption survives even afteritictusion of a variety of control

variables (for example, ethno-linguistic fractiaeation, latitude, region, religion,

culture, democracy, trade, inequality, inflationdavarious policy variables), and the
relation is found to exist in each region of theldo

Second, a number of studies have explored thetaffedemocratic institutions on the
level of corruption. Some have argued that demgtsaeffects are gradual, and so a
long experience of popular government is necessalgwer the level of corruption. In
other words, the current level of democracy is antimportant determinant; long
exposure to democracy affects the level of coramptiSimilarly, other studies have
suggested a nonlinear relationship between demypenad corruption. Democratisation

may increase corruption in the short run, but redumrruption as democracy deepens.

The empirical findings on the effect of democranycontrolling corruption show an
ambiguous result. Ades and Di Tella (1999) noté gmditical rights have no influence
on corruption. However, simply regressing perceigeduption indexes on Freedom

House political rights scores, Treisman (2007) dirttlat greater political rights are
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significantly related to lower perceived corruptiam the World Bank control of
corruption ratings. The results are somewhat lagsifeant using Transparency
International’s corruption perception index. Agdime results are not always statistically
significant using the World Bank data if the Pol¥ydemocracy rating is substituted for
the Freedom House score. On the other hand, Ga®lNmison (2005) find that

corruption declines with the degree of civil libestassociated with democracy.

Montinola and Jackman (2002) and Rock (2007) naterdinear relationship between
democracy and the level of corruption. On the ottserd, Treisman (2000) suggests that
it may take decades for democratic institutionsdaslate into lower levels of perceived
corruption. Brunetti and Weder (2003) argue thatediom of the press is particularly
important for exposing corrupt officials and deitggrthe misuse of public offices. They
regress several perceived corruption indicatoraromdex of press freedom constructed

by Freedom House, and get statistically significastilts.

Third, Ades and Di Tella (1999) argue that corraptiends to be greater where there are
larger economic rents available for bureaucratsafture. They hypothesise that where
an economy is more oriented toward natural ressynants and corruption will be
higher. At the same time, openness to internatianadle will intensify market
competition and reduce the monopoly power of domestoducers, shrinking the
profits available for corrupt officials to extradthey present evidence that the share of
imports in GDP and the share of fuels and mineralexports are both significantly
related to perceived corruption. Treisman (2000)idithat the share of imports in GDP
is associated with lower corruption. Sandholtz &oetzle (2000), Sadholtz and Gray
(2003) and Garring and Thacker (2005) also fincegative relationship between trade

openness and corruption.

Efforts have been made to ascertain the variousesaaf corruption, however studies
did not produce any consistent results. For exampt&e corruption may cause a high
level of red tape, but the data does not allow katieg that regulatory interventionism

leads to higher perceived corruption or that p&emkicorruption could be reduced
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merely by limiting regulatory intervention. In atidn, various studies have used data
from different sources making it difficult for emmgial studies to come to a general
conclusion about the causes of corruption. The @ithis study is to contribute to the
understanding of corruption by identifying the detmants of corruption and by
analyzing the extent to which these economic andtigad factors explain the
differences in corruption across countries. Whea determinants of corruption are
clearly identified, the appropriate policy conctuss can then be drawn from the
analysis, and the policy makers can then designimptement measures to curb and
control its harmful effects.

2.6 Summary

This chapter has surveyed theoretical and empiaispécts of the impacts and causes of
corruption. This survey has also focused on theepinof corruption and the impacts of
corruption from the dynamic and static points cgwi It has examined the empirical

studies to estimate the causes of corruption frifardnt perspectives.

Empirical evidence on the causes of corruption been mainly produced from cross-
country analyses. Published studies found mixedlezme regarding the effect of
institutional factors on the level of corruptionobt of the empirical studies confirm the
detrimental effects of corruption on growth. Indeedany studies conclude that
economic development is an important factor in catimg corruption, however, studies
have not examined why some countries corruptioelléwxreases even with a rise in

income.

Although a negative effect of corruption on econordevelopment has been found,
however the role of democracy and its impact onugiion remains ambiguous. In fact,
some studies on the role of democracy demonsthate democracy has no effect in
controlling corruption while other studies find senmegative relationship between
democracy and corruption. Moreover, the interaceffects between democracy and
economic freedom and its effects on corruption iemeiexamined. The interaction

effect is important because there are countri¢isarworld where there exists a low level
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of democracy, high level of economic freedom antbw level of corruption (for
example Hong Kong and Singapore). In contrast, ¢ountry like India, there is a high
level of corruption along with a high level of deonacy and low level of economic
freedom.

To clarify the debate of the relationship betweeamdcracy and corruption and to
examine the interaction effect of democracy andnewoc freedom in controlling

corruption this study focuses on the role of ecowodevelopment and the nexus
between democracy and economic freedom. The stadgstigates the issue of
economic development and corruption based on €@lzessdn of countries by income

and regions. In addition, to explain why corruptlemel increases with a rise in income
this study examines the relationship between incameé corruption in a nonlinear
framework.

The issue of democracy-corruption nexus will be neéxad by considering various
dimensions of democracy as an aggregate variableet as separately to find out which
dimension(s) of democracy is more crucial in conmgatorruption. The study takes into
consideration the measurement issue of democraaogaitors and their different methods of
construction. The study will examine a postulatedn-finear relationship between
democracy and corruption to confirm the findings eafrlier research. Freedom House
political rights, civil liberties and press freedarariables will be utilised in examining the
effect of democracy on corruption. Other sourcedeshocracy indices will also be used to
confirm the results. The study utilises Transpayeimternational’s corruption perception
indexes for the empirical investigation. In theelxse of hard evidence on corruption raises
some issues about the reliability of using the @ation-based indices which requires a
deeper analysis of the indices. The next chaptamees the corruption perception index
in detail.
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CHAPTER 3

Corruption Perception Index: A Deeper Insight

3.1 Introduction

Corruption is considered to be an important botitdnfor economic development.
However, the empirical research on corruption iimearer due to the difficulty in
measuring relative corruption across countriesig¢iman, 2000). Moreover, the secret
nature of corruption makes it difficult to obtairard data of the actual levels of
corruption (Svensson, 2005). The actual data oruption to a large extent depends on
the effectiveness and capacity of a country’s jiagjcsystem in prosecuting corruption
(Lambsdorff, 2000}2 The objective data of corruption mostly refledte tsuccess of
anti-corruption initiatives rather than the actleels of corruption. In the past decade
several international organisations, i.e. busimessanalysts and polling organisations,
have been measuring the level of corruption basegadous perceptions. The perceived
corruption indices are constructed on the basisuofey responses of business people,
academics and local resideftsStudies have utilised perception-based indices as
guantitative measure of corruption, amongst thian$parency International’'s (TI's)
corruption perception index (CPI) is the most wjdelsed measur&. This chapter
examines TI's subjective indices of corruption @tons by categorising countries into

most-corrupt, medium-corrupt and mostly-clean gsoup

The CPI ranks countries in terms of the degreelihvcorruption is perceived to exist

amongst public officials and politicians. An impamt feature of TI's CPI is that it

3 The crime prevention and criminal justice divisiohthe United Nations Office in Vienna assembles
hard data of corruption (United Nations, 1999).

14 Treisman (2000) notes that subjective indiceshaykly correlated with each other and highly caatedi
over time.

15 The perceived corruption indices increase the saipempirical research, for examples see Sandholtz
and Koetzle (2000); Fisman and Gatti (2002); Treisr(R000); Montinola and Jackman (2002); Gupta et
al. (2002); Ali and Isse (2003), Chowdhury (2004pu and Khagram (2005); and Emerson (2006).
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provides the variance/standard deviation of th&irgs of possible values of CPI score.
This measures the degree of consensus of variousysuthat provides an opportunity

to verify if consensus evolves over time. As thandard deviation values of CPI

rankings give an insight into the perceptions afwgtion it deserves a deeper look, and
to the best of the knowledge has not been exantiate.

The analysis of CPI scores and the standard dewiati CPI rankings in this chapter
assess two key hypotheses of the perceptions oftiptmn. First, CPl scores are
evaluated to see how it changes over time, i.thege any trend of increase or decrease
in corruption across countries? By estimating ttamdard deviation of the CPI scores
we test if the CPI scores for the listed counteeslve over time. Second, it is examined
that whether the CPI score, which is subjectivenature, converge towards a perfect
concordance over time, i.e. does the degree ofjdieanent among the polls decline
over time? In this case the standard deviation€®F rankings are used to examine
whether a country’s score as reported by TI, coswbg reliability of using CPI as a

guantitative measure of corruption.

The chapter is outlined as follows. The next secticscusses the conceptualisation of
CPI and the framework of standard deviation of thekings of CPI scores. Using

statistical and econometric measures for the petftb to 2006, the study reports the
results of persistency or volatility of CPl and tbenvergence of perceived level of

corruption over time in section 3.3. The final sattpresents the conclusion.

3.2 CPIl and It's Standard Deviation of Rankings

The TI's CPI score is a composite index taking iobmsideration the poll of polls that

reflects the perceptions of business people, acadecountry analysts and the general
public, including both resident and non-residemugs®. The 1995 CPI score for each

country had a minimum of two sources which hasesincreased to have a minimum

8 For the methodology of construction of CPI scqiesse see http://www.transparency.org.
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source of three and up to 18 sources for greatability.'” A brief overview of the
construction of CPI and the standard deviatiorhefrinkings of CPI highlights the key

guestions to be examined in this study.

3.2.1 Corruption perception index

The CPI scores have been developed into a leadidigator of the incidence of
corruption. The TI's first CPI value in 1995 rankéue level of corruption for 41
countries and in 2006 its ranking extended to 1&Bns. It scores countries on a scale
ranging from O to 10. A country with a score O oades a high level of perceived
corruption where the business transactions areegntiominated by bribery, kickbacks
and extortion; while a CPI score of 10 is that ofemtirely clean country. The CPI of
each year combines assessments from the past @&ave tgereduce abrupt variations in
scoring. Also, the high correlation between therses reduces the differences in the

variations of sources.

The comparison of CPI values of a country for tleeiqul 1995 to 2006 depicts the
changes in perception of corruption over time altjio there have been some
methodological changes in the construction of tiiek*® For the purpose of this study,
we divide the corruption perceptions index intoethrgroups highlighting the most-
corrupt (MCOR), medium-corrupt (MEDCOR) and mostlgan (MCLEAN) countries.

Accordingly, the CPI scores range from 0 to 3.38tkee MCOR (Group 1) countries,
the MEDCOR (Group 2) countries ranging from 3.34166, and the Group 3 consists
of MCLEAN countries with the CPI score greater tha66 to 10° Based on the

classification we estimate the standard deviatioGRl scores to evaluate if there is any

" TI's minimum number of sources provides a suffitieobustness for that country to be ranked in the
CPI.

18 The impact of methodological changes is ratherllsbezause construction of CPI involves weighting,
aggregation and standardization of data from differsources before determining each country’s mean
score. This minimizes the effect of the adjusteduevaof a particular source after methodological
modifications. This also applies to inclusion orclesion of particular source(s) and its impact ba t
mean score.

19 As CPI ranges from 0-10, we divided the range ild. by 3 to make the class limit of 3.33 to
differentiate countries with three different levelscorruption as most-corrupt, medium-corrupt ammst
clean countries.
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trend for improvement or deterioration in the pet@ns of corruption over time for

each group of countries.

3.2.2 Standard deviation of the CPI rankings

The standard deviation values of the ranking of, G&ported by Tl are based on the
highest and the lowest value of corruption percgpscores for each country assessed
by various source®. The standard deviation values of the ranking ceflany
disagreement in the degree of corruption from wverisurveys used for constructing the
CPI. The higher the standard deviation value theatgr is the difference in the
perceptions about a country amongst various soufcbgh standard deviation value in
Belarus in 2003, for example, indicates a wide aligp between the polls. In contrast, a
lower standard deviation value for Singapore exy@esa near universal agreement of
various polls. The diverging perceptions may be tdugifferent interpretation of corrupt
activities and to different experiences in these t@untries. It can also be due to the

objective difficulties in assessing the right score

In the countries where some institutions still sesiorruption, while others are openly
engaging in illegitimate practices, an assessmbnmioasly faces practical difficulties.

Thus, a high standard deviation value may, in thespect, also represent a
heterogeneous state of affairs (Transparency latiemal, 1997). However, a lower

value of standard deviation between the sourcegesiig) more consensus and a reliable

20 71 used following sources in the period 1995 to &0World Competitive Report, Institute for
Management Development (Lausanne); Political ammh&mic Risk Consultancy (Hong Kong); Business
International (New York); Impulse Peter Neumann IIMRGraw-Hill Global Risk Service; Political Risk
Services (East Syracuse, NY); Internet Corrupti@mig, Gottingen University; Gallup International,
Economist Intelligence Unit (Country Risk ServicedaCountry Forecasts); Political and Economic Risk
Consultancy (Asian Intelligence Issue), PoliticédkRServices (International Country Risk Guide); Mdo
Development Report (World Bank); World Economic or and Harvard Institute for International
Development (Global Competitiveness Survey), Wakk& Journal, Central European Economic Review;
Freedom House; World Bank/Basel University; Intéioraal Working Group, International Crime Victim
Survey; World Bank and EBRD, Business Environmertt Bnterprise Survey; World Economic Forum,
Africa Competitiveness Report, PricewaterhouseCrppé/orld Business Environment Survey (World
Bank); State Capacity Survey (Columbia Universiti)formational International, Survey of Middle
Eastern Businesspeople; World Markets Researchr&dRisk Ratings; Multilateral Development Bank
Survey, Merchant International Group, Grey Area &mwics; Country Policy and Institutional Assessment
(World Bank); United Nations Economic Commission Adrica.
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CPI score for a country. In other words, most & Hources place the country at the
same level on the overall scale. Given these aspdcthe CPI it is of importance to

examine its variability and convergence over time.

3.3 Empirical Analysis

This section presents the results for examining kep hypotheses based on the CPI
scores and the standard deviation of ranking of €&dres. The first hypothesis

evaluates the trend of CPI scores across courdviestime. Second, in examining the
reliability of using CPI scores we test whether tpenion polls to construct the CPI

scores of the countries converge towards generakeagent over time? The empirical

methodology for examining the first hypothesis ilwes estimating the standard

deviations of CPI scores followed by the first ardato regression for the period 1995
to 2006. For the analysis of general agreemerteobpinion polls of various sources the

best fitted kernel curves and boxplots diagramsutlised.

3.3.1. Empirical results for the CPI scores

The estimated results for the trend of CPI scooedhree classified groups, i.e. most-
corrupt, medium-corrupt and mostly-clean countsiespresented in Table F4A high
CPI standard deviation value of a country meansrgel change in perception of
corruption for that country, whereas a low standdeViation value represents a
relatively stable perception of corruption over ¢imCountries with the estimated
standard deviation of CPI scores in Table 3.1, nged from the lowest standard
deviation to the highest standard deviation of GEdres in each group, reflect the

variability in CPI scores from stable perceptiomstmore volatile perceptions index.

2L As the CPI scores for some countries are not aviailfor the full period, the estimation of therstard
deviation of CPI scores is based on the availablgs of these countries.
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Table 3.1 Estimated standard deviation values of ARcores over 1995-2006

Group 1 SD of Group 1 SD of Group 2 SD of Group 3 SD of
(MCOR) CPI - (cont.) CPI - (MEDCOR) | CPI — (MCLEAN) CPI -
Group 1 Group Group Group
1 2 3
Congo, DR 0.06 Mexico 0.28 | Malaysia 0.16 New Zealand 0.11
Congo, Rep. 0.06 Thailand 0.28 Bahrain 0.17 United States 0.14
of Americe
Kyrgyzstan 0.07 Uganda 0.28 Malta 0.20 Netherlands 0.15
Albania 0.10 Ecuador 0.29 Tunisia 0.21 Australia 0.16
Niger 0.10 Haiti 0.29 | Jamaica 0.22 United 0.16
Kingdormr
Sierra Leone 0.10 Serbia & 0.29 Botswana 0.23 Norway 0.18
Mont.
Mongolia 0.12 Panam 0.3C | Lithuanie 0.2€ Swedel 0.1¢
Vietnam 0.12 Guatemala 0.33 Seychelles 0.28 Iceland 0.21
Iran 0.1: Cameroon 0.3¢ Cyprus 0.2¢ Switzerland 0.24
Myanmar 0.13 Georgia 0.34 El Salvador 0.29 | Singapore 0.24
Sudan 0.12 Indonesia 0.3¢ Turkey 0.3( Denmark 0.25
Yemen 0.13 Uzbekistan 0.34 | Kuwait 0.31 Finland 0.28
Iraq 0.1¢ Benin 0.3t Hungary 0.32 Canada 0.2¢
Gambia 0.15 Philippines 0.35 Taiwan 0.34 | Barbados 0.31
Chad 0.17 Macedonia 0.36 Mauritius 0.35 France 0.34
Eritrea 0.17 Lebanon 0.37 Qatar 0.36 | Germany 0.34
India 0.17 Paraguay 0.37 Slovenia 0.37 Portugal 0.34
Mali 0.17 Honduras 0.39 Croatia 0.38 Hong Kong 0.44
Nepal 0.17 Moldova 0.39 | Slovakia 0.38 | Austria 0.49
Tajikistan 0.17 Cote 0.40 Bulgaria 0.41 | Chile 0.49
d’lvoire
Kenya 0.18 Tanzania 0.40 Estonia 0.41 Ireland 0.53
Bosnia & Herz 0.19 Mozambiquel 0.41 South 0.41 | Japan 0.53
Africa
Senegal 0.19 Ukraine 0.41 South Korea| 0.41 Luxemburg 0.57
Venezuela 0.1¢ China 0.4¢ Greece 0.4z Israel 0.64
Angola 0.20 Nigeria 0.44 | Jordan 0.42 Belgium 0.88
Ghan: 0.2C Zambia 0.44 Belize 0.4: Spair 1.0Z
Turkmenistan 0.20 Pakistan 0.46 Oman 0.43
Gabor 0.21 Ethiopie 0.5 Brazil 0.4
PNG 0.21 Morocco 0.54 | Peru 0.46
Russia 0.21 Madagascar| 0.5¢ Cuba 0.4¢
Algeria 0.22 Bangladesh 0.61 | United Arab 0.49
Emirate:
Egypt 0.23 Malawi 0.63 Czech Rep. 0.54
Nicaragua 0.2¢ Suriname 0.7¢ Latvia 0.57
Sri Lanka 0.24 Zimbabwe 0.73 Saudi 0.57
Arabia
Libya 0.2¢ Argentina 0.7¢ Namibia 0.6
Romania 0.2 Colombia 0.6<
Syria 0.2 Polanc 0.6¢
Armenia 0.26 Costa Rica 0.74
Dominican. 0.26 Italy 0.74
Republic.
Kazakhstan 0.26 Trinidad 0.76
&Tobagc
Palestine 0.26 Uruguay 0.84
Azerbaijan 0.28 Belarus 0.89
Average SD 0.29 0.43 0.37

Note: SD is standard deviation, CPI is corrupti@rcgption index, MCOR is most-corrupt countries,
MEDCOR is medium-corrupt countries and MCLEAN isstip-clean countries.
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It is evident that, overall, the perceptions ofraption show little variation over time
(Table 3.1) Except for Spain the standard deviation valueshef abserved CPI
scores are all less than one. Spain exhibits themuan variation of CPI scores with
a standard deviation value of 1.02. On the othdradrthe spectrum, the Democratic
Republic of Congo and the Republic of Congo repredbe lowest standard
deviation of CPI scores of 0.06. These two cousthelong to the MCOR group
where the average standard deviation value for ghosip is 0.29, i.e. the lowest
among the three groups. This indicates that thet-owrsupt countries are least
volatile and their scores are highly consistentrotimme. In comparison, the
MCLEAN and MEDCOR groups of countries show moreatitity in perception of
corruption. Overall, the MEDCOR countries are thaestrvolatile group.

The observed volatility of CPI scores for MCLEANutdries is mainly due to high
standard deviation values of Spain, Belgium andelsrwhich make the average
standard deviation value for the group relativabphnin comparison with the MCOR
countries. However, the average standard deviatdues of CPI for MCLEAN and

MCOR groups of countries are less than the avesagedard deviation value of
MEDCOR group of countries. It suggests that corauptperceptions indices are
more volatile for the medium-corrupt countries. Thigh volatility of perceptions of
corruption is particularly observed in the casaBefarus, Costa Rica, Italy, Poland,
South Africa, Trinidad and Tobago, and Uruguay otlex period 1995 to 2006.
Conversely, Malaysia is the most stable countryGnoup 2 (i.e. medium-corrupt
countries) that obtains the lowest standard denatalue of 0.16. When compared
to the most-corrupt group of countries (i.e. Grdp Malaysia is comparatively
volatile as its standard deviation value is quitghtrelative to the standard deviation
values of top stable 14 countries in MCOR group.réddweer, the volatility of

Malaysia is not only higher than The Republic onGo (i.e. most-corrupt) but has

higher volatility compared to New Zealand thathe most-clean country.

Amongst the MCOR group of countries, Argentina, @adesh, Malawi, Suriname
and Zimbabwe demonstrate the highest levels otiiblan the CPI scores, whereby
these countries exceed the expected stability murl. Although, the CPI scores

for most of the countries are quite stable overetimimproves for some countries
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and deteriorates for others. In addition, the improents or deteriorations of CPI
scores move some countries between groups; f@anost some countries move from
Group 1 to Group 2 or from Group 2 to Groupl. Bagedhe findings in Table 3.1,

the next step involves examining which countriegehianproved or deteriorated over

time.

The movement of the countries between each groep the period 1995-2006 is
shown in Table 3.2. It is apparent from Table 3&t the CPI scores improve over
time for Bulgaria, Croatia, Italy, Latvia, Lebanamd Thailand. The improvements
in CPI scores shift these countries from most-qarrgroup (Group 1) to the

medium-corrupt group, i.e. Group 2. In contradarge decline in the CPI scores of
Belarus, Bolivia, Malawi, Morocco, Mozambique, PerRomania, Suriname,

Zambia and Zimbabwe shift these countries from @r@u(medium-corrupt) to

Group 1 (most-corrupt), suggesting that the peroepdf corruption increases for
these countries over time. On the other hand, Br&hina, Colombia, Ghana,

Panama, Philippines and Turkey show improvememnelsas deterioration in the

CPI scores over time, i.e. they shift either frorastrcorrupt (Group 1) to medium-
corrupt (Group 2) group or from medium-corrupt (@va2) to most-corrupt (Group

1) group over time.

The improvement in Brazil's CPI score moves thentgufrom Group 1 to Group 2
in 1996-1997, however deterioration of the CPIl 8aar2005-2006 shifts the nation
to Group 1 (i.e. most-corrupt group). Spain ancéist experience a large increase
in CPI score that shifted these countries fromMiEEDCOR to MCLEAN group over
time. The frequent change in CPI for Belgium, Chilapan and France first move
these countries from mostly-clean group (Groupo3nedium-corrupt group (Group
2) and then recede to mostly-clean group (Group(Bjerall, the movement of
countries between groups shows that MEDCOR countaiee more volatile in
comparison with the MCOR and MCLEAN countries. Argenthe 42 MEDCOR
countries, 23 countries (i.e. 55%) move betweenuggowhereas 5 out of 26
MCLEAN countries (i.e. 19%) and 14 out of the 77 GIR countries (i.e. 18%)
interchange between groups over time. The resuljgest that variability of CPI
scores for the MEDCOR group (Table 3.2) are coestswith the highest estimated
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average standard deviation CPI value for this gr(age Table 3.1) for the period
1995-2006.

The last step tests the variability of CPI scores eikamine any significant
improvement and/or deterioration over time. In ortte derive the change in CPI
score for the MCOR, MEDCOR and MCLEAN groups of eotries we utilise the
First-Order Autoregressive models for all countrieee model takes the following
form:

Cpk,t:80+61t+u,t (31)

where, yi=p U 1+ €, | IS country and t is time period from1995 to 800
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Table 3.2 Movement of countries between groups ovéime, 1995-96 to 2005-2006

Improve 1995-96 | 1996-97 | 1997-98 1998-99 1999-2000 | 2000-01 | 2001-02 | 2002-03 | 2003-04 | 2004-05 2005-06
Italy” Brazil 1 Chind Latvia® Bulgarid Mexico® Dominican | Panama Ghand Jamaica Lebanon
Group Turkey Mexico Croatid Colombig | Republi¢ Thailand Egypt
1 2 Senegd Ghana Ching Turkey'
Philippines Argentind Egypt
Portugal Chile® Portugal Francé Israef Belgiunt Franc8 Estonia
Group Francé Spairt Japah
2— 3
Deteriorate
Colombia | Turkey' Romania Mexico® Senegdl Panama Dominican —| Belarus Chind Saudi-Arbid
Group Bolivia® Ching Malawi* Turkey’ Republié Jamaica SriLankd | Trin.& Tobagd
o1 Argentind Phillipines Zambid Argentind | Egypt Surinamé | Brazil
- Mozambiqué Moroccd Perdt
Zimbabwé Ghand Mexico®
Ethiopid Panama
Syria
Egypt
Ghan4
Lesthd
Burkina- Fasb
Belgiunt Portugal Francé Israef Francé Israef Malta'
Group Chile* Portugaf
3-2 Japan
Francé

Note: Number in the superscript denotes numberafament between groups of each country. Grouproist-corrupt countries, Group 2 is medium-corruqirtries and Group 3
is mostly-clean countries.
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The regression results for the significant changes reported in Table 3.3. The
positive/negative signs of the trend coefficiemtdicate improvement/deterioration
of corruption perceptions over time. The negatiga ®f the coefficient manifests a
significant decline in the CPI for countries suchGote d’lvoire, Israel, Malawi and

Namibia. On the contrary, a positive sign of thefioient shows an improvement in
CPI, for example in Belgium, Colombia, Jordan andduiay. The highest estimated
negative magnitude of Namibia and the highest pesimagnitude of Uruguay

indicate that Namibia experienced the highest dwtdion while Uruguay show the

highest improvement in CPI, over time, amongstcallintries. These results are
consistent with the estimated high standard denatalues of CPI for Namibia and
Uruguay seen in Table 3.1. The large significarngfes of these two countries CPI

scores (Table 3.3) suggest that the perceptionsrafiption are quite volatile.

The results in Table 3.3 also confirm the hypotheékat the MEDCOR group of
countries are relatively more volatile than MCLEANd MCOR group of countries.
The number of countries exhibiting significant cges in the CPI scores is greater
for MEDCOR group and the trend coefficient valudstieese countries are also
relatively higher compared to other two groups. Témult obtained here leads to the
next step of the hypotheses to test whether thes€dtes reflect movement towards

general consensus of corruption perceptions one.ti

3.3.2. Empirical results for the standard deviatiafi CPI rankings

The empirical results based on the standard dewiatf the rankings of CPI scores
provide deeper insights about the perceptions ofuption. The scatter plots
illustrated in Figure 3.1 are fitted with local ponbmial Kernel regressions for each
year between 1995 and 2006.

Two key observations are noted in Figure 3.1; (fitse best fitted Kernel curves
become smoother and closer to the X-axis over tifie. smoothness of the plots
reflects a lesser degree of deviation in the opsi@bout the perceptions of
corruption of a country. This provides supporthe view that corruption perceptions

move towards general agreement over time.
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Table 3.3 Regression results of significant improveent/deterioration of CPI

scores
Countries with declining | Trend coefficient Countries with Trend coefficient
CPI improving CPI
-0.104 0.080
Canada (2.756) Iceland (4.309)
-0.162 0.032
Israef (2.263) New Zealarid (3.807)
-0.046 0.066
Botswana (2.158) Singapore (5.980)
-0.246 0.113
Namibig (2.554) Austrid (4.825)
-0.098 0.110
South Afric& (6.187) Hong Kong (5.196)
-0.166 0.260
Costa Rica (3.489) Belgium (2.242)
-0.106 0.106
Greecé (3.531) Chilé 2.456)
-0.117 0.153
Croatig (5.534) Slovenia (3.195)
-0.178 0.084
Pertf (13.970) Taiwah (4.221)
-0.151 0.265
Dominican Republit (3.845) Uruguay (11.833)
-0.189 0.157
Malawi* (1.980) Jordah (2.937)
-0.125 0.179
Cote d'lvoiré (6.065) Latvid (9.436)
0.199
Colombig (4.345)
0.057
Thailand (3.272)
0.133
Tanzania (10.458)
0.115
Angold (8.873)
0.103
Azerbaijan (2.801)
0.078
Camerooh (2.182)
0.217
Bangladesh (15.905)

Note: 1, 2 and 3 denote countries in Group 1 — M@strupt, Group 2 — Medium-Corrupt, and Group
3 as Mostly-Clean, respectively.
t-values are in the parenthesis.
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Figure 3.1 Kernel fits of standard deviations of CPranking and CPI scores
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The plots are widely scattered in 1995, 1996 arftV I¥er the range of 0.10 to 2.63,
0.36 to 2.65 and 0.12 to 3.28, respectively, withagerage standard deviation of the
ranking of CPI value greater than 1 for these yeHnss explains the existence of a
higher level of diversion in opinion about the pmgtions of corruption in the mid-
1990s. On the contrary, the average variation efGRI ranking is less than 0.8 in
2001, 2002 and 2003 that confirms the deviatioth@opinions declines over time
with few exceptions. The exceptions represent engtlin the rankings of CPI which
are mainly due to the inclusion of some countréggked by TI for the first time that

exhibit higher standard deviation values of theknagys.

The second observation is that the Kernel curvies the shape of inverted-U over
time. The inverted-U Kernel curves demonstrate #tdow and high levels of CPI
(i.e. most-corrupt and mostly-clean groups of caas} there is a higher degree of
agreement about the incidents of corruption in @nty, whereas there is a greater
disparity amongst various opinion polls on thedlecice of corruption in the medium
level of CPI. This implies that standard deviati@ues of CPI rankings are higher
for the MEDCOR group in comparison with MCOR and MEAN groups. Thus,
MCOR and MCLEAN groups reflect consensus in the@po&ses.

The observations noted above are also quite appa®seen in Figure 3.2, for each
group of countries over the period 1995-2006. Tkénmmated average standard
deviation values of CPI rankings of MCLEAN group @duntries drop from an
average of 0.85 in 1995-2000 period to 0.65 for pexiod 2001-2006. The
MEDCOR group of countries shows a declining trendthe standard deviation
values up to 2001, and increases steadily aftar ghriod. The MCOR group of
countries exhibits an overall declining pattern eptcfor a few years due to the
inclusion of new-entrant countries. As noted abdbhese newly-entered countries
normally tend to be highly corrupt given their vedngh standard deviation values.
For example, Bangladesh, Cameroon, Kenya, Nigadaiganda are included in the
CPI ranking list in 1996 with high standard dewativalues that increase the overall
average standard deviation value of CPI rankingsidd, the standard deviation of
the rankings of CPI scores decreases for all cmsntis evident in the average

standard deviation curve (see Figure 3.2).
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The boxplot diagram in Figure 3.3 displays the samndata of standard deviation
values of CPI rankings for upper, middle and loweartiles (i.e. 78 percentile, 58
percentile and 25percentile), and the minimum and maximum valué® fange of
upper and lower quartiles decreases from 1995 @6,2this confirms the second
hypothesis that opinion polls about the perceptiohsorruption in a country tend
towards general agreement. The median value dépigtéhe line decreases sharply
in 2006 compared to 1995, i.e. from 0.9 to 0.5. &bwer, the confidence intervals of
the median (denoted in the shaded range) becomaaearover time. Figure 3.3 also
shows the points outside the whiskers that repteeatlier countries (such as
Bangladesh, Nicaragua) in 1997 and 2801.

Figure 3.2 Variation of the average standard deviabns of CPI rankings over time

Standard deviation
°
(o0
L

1995 1996 1997 1998 1999 2000 2001 2002 2003 2004 2005 2006
Year

—&— Most Corrupt—#— Medium corrupt—=—— Most clean= > = All country

The declining trends in standard deviation of Giking values in Figures 3.1, 3.2
and 3.3 confirm the hypothesis that the degreeisdgleement among the various
polls decline over time. In other words the subyecindexing process of corruption
perceptions converges towards a general agreefieatconvergence towards the
general agreement reflects analogous results tkalhie why the countries are
indicated as most-corrupt or corruption-free groufilso, the general consensus
provides assurance on the reliability of the petioeg based indices.

'8 T| ranked Uganda and Bangladesh for the first tim&996. Bangladesh was not ranked from 1997
to 2000 but listed since 2001. Three independerntegusources used for Bangladesh in 2001 yield
different results that inflate the standard dewiativalues, this is explained in detail at the site
www.transparency.org/policy_research/surveys_irsdaps/2001
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Another key finding in the analysis is that amonte three different groups the
MEDCOR group of countries represents the overaglhést standard deviation of
CPI ranking values. This indicates the differenicespinion polls amongst various
sources which are the greatest for the MEDCOR grdie inverted-U Kernel

curves in Figure 3.1 show that the points in theldi@ range of CPI values are
widely scattered and away from the Kernel Fittexbdi, supporting also the highest
level of disagreement among opinion polls for MECRC@roup of countries. On the
contrary, the points relating to low and high CRIues are located close to the
Kernel curves and X-axis illustrating high consensun incidence of corruption.

Figure 3.2 also confirms that MEDCOR group has éigitandard deviation values
than the MCOR and MCLEAN groups, except for 1996 2601. The high standard
deviation values of CPI rankings of MEDCOR groupitate that these medium-
corrupt countries are more volatile and it représenhigh level of disagreement in

the opinion polls.

The high level of disagreement of opinions pollstioa corruptness of the MEDCOR
group of countries is confirmed by averaging theamealues of standard deviation
of the rankings of CPI. The estimated average viduéhe MEDCOR group is 1.01
which is higher than MCOR and MCLEAN groups of coigs with values of 0.72
and 0.78, respectively (Table 3.4). The averageevalf greater than 1 for the
MEDCOR group of countries suggests that these cesrdre quite unpredictable to
the general agreement on corruption perceptions. ddnfirms the proposition that
the level of corruption is less predictable for MEDCOR group of countries while
the MCOR and the MCLEAN groups of countries arenhjgoredictable in regard to

the perceptions of corruption.
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Table 3.4 Average standard deviations of the rankigs of CPI over the period 1995-2006

Group 1 Avg. Group 1 Avg. Group 1 Avg. | Group 2 Avg. | Group 2 Avg. Group 3 Avg.
SD (cont.) SD (cont.) SD SD (cont.) SD SD

Mexico 0.55 | Suriname 1.20 Ukraine 0.80 | Portugal 1.01 | Greece 1.26 | Finland 0.39
China 0.73 Eritrea 1.27 Zimbabwe 1.01 | Oman 1.23 | South Korea 1.13 | Iceland 0.62
Panama 0.65 Nicaragua 1.03 | Congo Dem.Rep. | 0.40 | Bahrain 0.75 | Belarus 1.34 | Denmark 0.48
Sri Lanka 0.64 | Yemen 0.53 | Congo, Rep. of 0.30 | Cyprus 0.78 | Brazil 0.61 | New Zealand 0.45
Syria 1.00 | Albania 0.50 Ecuador 0.64 | Slovenia 1.18 | Bulgaria 1.08 | Singapore 0.73
Bos.& Herzeg 0.50 | Argentina 0.81 Iraq 0.88 | Malta 1.73 | Czech Republic 0.92 | Sweden 0.38
Dom. Rep. 0.63 Ethiopia 0.62 Sierra Leone 0.40 | Botswana 1.39 | Jamaica 0.47 | Netherlands 0.47
Egypt 1.09 | Gambia 0.73 Uganda 0.85 | Taiwan 0.92 | Latvia 0.94 | Australia 0.78
Ghana 0.88 Pakistan 1.00 | Cote d'lvoire 0.74 | Qatar 0.50 | Colombia 0.80 | Norway 0.66
Morocco 1.14 | Philippines 0.78 Kyrgyzstan 0.40 | Estonia 0.90 | Croatia 0.50 | Switzerland 0.51
Thailand 0.75 | Tanzania 0.69 Libya 0.60 | Uruguay 0.77 | El Salvador 1.42 | Canada 0.59
Senegal 0.90 Mongolia 0.67 Papua New 0.63 | ltaly 1.17 | Seychelles 0.60 | Luxembourg 0.82
Armenia 0.58 | Zambia 0.87 Guinea Kuwait 1.18 | Peru 0.68 | United Kingdom 0.59
Iran 0.78 | Guatemala 0.86 Indonesia 0.63 | Malaysia 0.74 | Slovakia 1.02 | Austria 0.66
Lebanon 0.63 Kazakhstan 0.96 Niger 0.33 | United Arab| 1.08 | Poland 1.20 | Hong Kong 1.21
Mali 1.30 | Turkmenistan 0.37 Kenya 0.60 | Emirates Turkey 0.92 | Germany 0.69
Palestine 0.73 Moldova 0.83 | Angola 0.28 | Tunisia 1.28 Belgium 1.29
India 0.55 Uzbekistan 0.58 | Azerbaijan 0.41 | Hungary 0.90 Ireland 1.06
Lestho 0.65 | Venezuela 0.60 | Cameroon 0.60 | Lithuania 1.19 United States 0.94
Burkina Faso 0.65 | Vietnam 0.58 | Georgia 0.60 | Namibia 1.17 Chile 0.89
Malawi 0.78 Bolivia 0.71 | Tajikistan 0.35 | Cuba 1.53 Israel 1.04
Romania 0.80 Benin 1.17 Myanmar 0.28 | Jordan 0.89 Japan 1.28
Mozambique 0.78 Nepal 0.70 Paraguay 0.50 | Trinid.& 1.18 France 1.11
Russia 0.85 Honduras 0.58 Haiti 0.70 | Tobago Spain 1.02
Algeria 0.60 Macedonia 0.66 Nigeria 0.68 | Belize 0.70 Barbados 0.90
Madagascar 1.28 | Serb.& Monte. 0.60 Bangladesh 1.04 | Saudi Arabia 1.25
Gabon 0.90 | Sudan 0.23 Mauritius 0.94

South Africa 1.08

Costa Rica 1.22
Average of
Average SD 0.72 1.01 0.78

Note: Group 1 is most-corrupt countries, Group ehédium-corrupt countries and Group 3 is mostlyagleountries and Avg. SD is average standard dewiat
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Figure 3.3 Boxplots of standard deviation of the rakings of CPI, 1995 to 2006
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3.4 Conclusion

This chapter has examined the variability and coyeece towards general
agreement of the corruption perceptions index Ffa period 1995 to 2006. The
results indicate that the degree of perception abloal incidents of corruption is

persistent for the mostly-clean and the most-cargrpup of countries where the
mostly-clean countries stay clean and the mostpbrcountries remain corrupt. In
contrast, the medium-corrupt countries exhibit apradictable nature of incidents of
corruption over time. The declining trend of thangtard deviation of corruption
perceptions index confirms that the general congermsto convergence over time.
The general agreement reflects a greater predityadbout the level of corruption

that reduces the risk and uncertainty and favoalisyprecommendations relating to
economic variables and/or doing business in a ecpuithis finding increases the
reliability and scope of using the perceptions Haseex as a credible quantitative

measure of corruption.
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CHAPTER 4

Does Economic Development Matter For the Causes of

Corruption?

4.1 Introduction

It has now been firmly established that the impdatorruption is detrimental, which
explains the poor economic performance, especiallghe context of developing
economies. Although corruption is viewed as one of the mastese bottlenecks in
the process of economic development, very littlekn@wn of what factors cause
corruption and why some countries are more corthpin others. An important
research question is therefore, what causes can®with few exceptions, majority
of the empirical studies on corruption have exawhimarious country case studies of
nations or regions, however, cross-sectional coativar empirical research is fairly
uncommon® Some recent studies have begun to address thadEenges in a
systematic way, notably Triesman (2000) and Sandlreoid Koetzle (2000). These
cross-sectional studies analyse the causes ofptmnny in particular with historical
and cultural traditions, level of economic devel@mty political institutions, and

government policies.

This study defines corruption as misuse of pubffcce for private enrichment. The

objective of this chapter is to examine the so@atl economic determinants of
corruption and its implications for economic deyeteent. The study contributes to the
existing literature in three different ways. Fiisianalyses what economic and political
factors are the root causes of corruption. Forraparative analysis of corruption, in
addition to real gross domestic product (GDP) papita various socio-economic
variables are identified, such as education, incamequality, unemployment, type of

state and economic freedom. The variations in pbiso are also examined across

1" For example see Rose-Ackerman (1978), Klitgaa®88), Mauro (1995), Knack and Keefer (1995),
Bardhan (1997) and Brunetti et al. (1998) for dstai

18 See Hellman (1998), LeVine (1975), Little and Rizs&€arbo (1996), Maclean (1993), Manzetti and
Blake (1996), Morris (1991), Palmier (1985) and li&fihs (1987) for details.

54



regions in order to explain whether corruption l@mic to particular regions or
countries. Second, the relationship between ecanalevelopment and corruption is
investigated by categorising countries into loweime, middle-income and high-
income groups, in line with the international preet Third, it scrutinises the level of
per capita income and the corruption relationshi@ inon-linear functional form for
various groups of countries based on income claasidn and by controlling several
relevant economic and institutional factors. Patagh estimations are used to explain
the variations in the causes of corruption by edirgyn and updating the sample size
from previous studies for 100 nations for the pi®95 to 2004.

The set of hypotheses focused on in this chaptplaes the level of variations in
corruption across countries. In examining varioysdtheses by income classification
and regions the study attempts to first answer afruption is lower in more

economically developed countries and/or highereametbping countries. The second
guestion is whether corruption is lower with higtvels of literacy and education.
Third, does higher income inequality increase qaram? Fourth, is corruption higher
with high levels of unemployment? Fifth, is corngptlower in democratic countries?

Sixth, does higher economic freedom reduce comwuofti

The chapter is organised as follows: theoreticalsgectives on corruption are
discussed next. Section 4.3 presents the empimealels, data and methodologies.
Section 4.4 discusses the estimation results, hadrdbustness tests which are in
section 4.5. Conclusions are noted in the finalisec

4.2 Determinants of Corruption: Theory

An immediate question arises: why do some publitciafs practice illegitimate
transactions for private enrichment in some coastmore than in others? The public
official infers the expected cost of a corrupt @&. moral, social and economic costs)
against the expected benefit. The expected codtbamefits can very much depend on

the characteristics of the countries’ economicitisal and social systems.

The most obvious cost of a corrupt act is the o$lgetting caught and punished.

Besides the probability of getting caught, offisi@lonsider the consequences of being
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caught. The punishments for criminal malfeasanee adaviously relevant. Short of
prosecution, miscreants are likely to lose thdasjorhe cost of this depends upon the
benefit provided by the job, which is essentialg tevel of salaries in public office
(Becker and Stigler, 1974). Thereby, higher sasaoieofficials make corruption more

costly.

Following the view that high incomes of officialacrease the opportunity cost of
acting corruptly, it is expected that poor courgrigill be more corrupt than rich
countries. In this context, Sandholtz and KoetZ600, pp. 36-37) points out that
because of the high marginal value of money in pomintries, any extra income
substantially affects both givers and takers dbdsi Paying a bribe can be a beneficial
expense if it creates opportunities for higher meagains. Likewise, receiving a bribe
generates a direct boost in income for public @ffs; such that the risk is judged as
being worthwhile.

Economic development is usually associated witthéviditeracy rates and general
educational levels. Hence, these can be importgrlaeatory variables in explaining
the variations in corruption across developed agvelbping nations. Education may
help to generate moral values against corruptioaukHand Saez-Marti (2002)
examines, in an overlapping generations model witargenerational transmission
values, that if young people are educated to adapbral attitude against corruption
then high fines or monitoring can be reduced wlole corruption levels are achieved.
Thus, educating the young could be a key elemergdacing corruption successfully.
A high level of education often also fosters a sewfspatriotism and civic duty in the
citizenry. It also raises the public’s awarenestheir rights, responsibilities and duties
(Ali and Isse, 2003). Generally, most citizens eveloping countries are not fully
aware of their public entittements. As a conseqagtite general public’s ignorance
provides opportunities for large scale corruptiandeveloping countries. Thus, it is
expected that corruption levels to fall where pagiohs become more educated and

literate.

Income inequality can increase the level of cofiomptbecause, with increased

inequality, richer people have greater ability &y oribes to buy public services, both
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legally and illegally (Glaeser, Scheinkman and Béie 2003). You and Khagram
(2005) points out that the wealthy have both atgreaotivation and more opportunity
to engage in corruption, whereas the poor are moheerable to extortion and less
able to monitor and hold the rich and powerful actable, as inequality increases.
Moreover, in countries where inequality is highlaege number of poor people are
more likely to be deprived of basic public servicaisd hence they are more likely to
rely on petty corruption to supplement their lowomes. Accordingly, inequality can

be expected to foster more widespread corruption.

In developing countries unemployment and undereympémt rates are usually high.
The demand for stable sources of income is hightherkfore, to secure an earning
position with stability and reasonable income opyaty, people are willing to make

huge investments. The study on the process of guwind selling civil service

positions in Indonesia by Kristiansen and RamlO@0reveals that prices for positions
have been rising, and they vary among departmentaccordance with available
opportunities to boost income. Thus a high levalmémployment can help explain the

observed variations in corruption, particularlydeveloping countries.

There is a growing consensus that more democraansniess corruption. However,
the generally observed increase in corruption Eeweltransitional economies is not
consistent with the view that democracy has a megampact on the level of
corruption. Moreover, some countries experienced torruption although they do not
enjoy a liberal political environment. Thus, it @ an interesting question as to
whether democracy can reduce corruption. Howeweral studies have found that
democracy tends to reduce corruption (Sandholtz Koetzle, 2000; Montinola and
Jackman, 2002; Sung, 2004; Bohara et al., 2004fowiing to these studies in
democracies, freedom of expression, associationpaess lead to closer monitoring
which in turn increase the risk of exposure of shjactivities. Accordingly, it is

expected that democracy prevents corruption.
Like political liberalisation, many nations havénatlated economic liberalisation for

curbing corruption, as an environment of regulatiprovides opportunities and

incentives for rent seeking behaviour. More regarameans firms enjoy higher rents,
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and the bureaucrats with control rights over thewehhigher incentives to engage in
corrupt behaviour. In this context, Ades and Dil§€lL999) argues that the lack of
product market competition offers greater poterg&ih to public officials of countries
with large endowments of natural resources sudbeds, minerals and metals, and this
promotes corruption. Thus, it is expected that cettipn and corruption are

negatively related.

From the above arguments the following variables taken as key determinants of

corruption:

i. Corruption is lower in more economically developedntries, and higher in
developing countries.

ii. Corruption is lower where populations are medeicated and literate.

iii. Corruption is higher where income inequalisygreater.

iv. Corruption is higher with higher levels of unglmyment.

v. Corruption is lower in democratic countries.

vi. Corruption is higher with greater state interiten in the economy.

Based on the above hypotheses, the dependent@edgltanatory variables taken into

account in the study and their expected signswarersarised in Table 4.1.

Table 4.1 Dependent and independent variables anfi¢ir expected signs

Dependent Variable Corruption Perception Index

Independent Variables Expected Sign
Level of Per Capita Income Negative
Gini Coefficient Positive
Unemployment Rate Positive
Adult Literacy Rate Negative
Tertiary Level of Education Negative
Democracy Negative
Economic Freedom Negative

4.3 Models, Data and Methodology

The models, data and methodology used to estirhatdypotheses are presented in
this section to explain the levels of variatiorcorruption across countries and regions.
First, model specifications are discussed, followgdn outline of explaining the data

and methodology used here.
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4.3.1 Model specification

The empirical analysis evaluates the various hygsshl proposed in the study. Similar
to most past empirical work in the corruption l#ere, the dependent variable is
corruption as measured by the corruption perceptidex. We begin the analysis by
focusing on the level of per capita income, repne=e by real per capita GDP, and its
influence on corruption. The base model is formgdirxorporating other socio-
economic and institutional variables, as right-hait@ variable. These include real per
capita GDP to focus on the influence of per capiteome on corruption, gini
coefficient (that measures income inequality), upeyment rate, tertiary level of
education, and adult literacy rate that examines ¢ffect of social factors, and
democracy and economic freedom variables thatateftee institutional impact. The

base model specification takes the following form:

CPl;=Bo + B1log (RGDP); + B2 GINIi 1+ B3 UNEM;; + B4 ALRi + Bs LED;y
+ Bs DEMO; + B7 EF; + &, (4.1)

where CPI is corruption perceptions index, RGDEhéreal per capita GDP, GINI is
the gini coefficient for measuring income inequallyNEM is the unemployment rate,
LED is the tertiary level of education, ALR is tlaelult literacy rate, DEMO is a
democracy index, EF is an economic freedom indes,error term, i is country and t

is time.

The previous section described theories behindptioposed hypothesis about the
causes of cross-national variations in corrupt®iven that each element derives from
the theoretical literature in economics and pdlitiscience, as noted above, the signs
of the coefficientg3s, Ba, Ps, Ps @and 7 in equation (4.1) are expected to be negative

whereas the signs #f andps are expected to be positive.

The base model shown above is extended to incdapoegional classification and
income classification of countries and the laggedception of corruption. The
extended models allow us to ascertain whether #tienated relationships between

corruption and other explanatory variables are sbbacross alternative model
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specifications, and whether they provide additiaadlence on the effects of the other

variables themselves on corruption across groupgedigns and income.

Estimating the level of corruption by regions andame classifications of countries

are expressed in equations (4.2) and (4.3), respfcas follows:

CPlLi =Bo + p1log (RGDP); + B2 GINI;: + B3 UNEM; + B4 ALR;; + Bs LED;;
+ Bs DEMO; + B7 ER ¢ + Bg Asia +Pg Latin America 319 Africa + 11
Middle East $1» East Europe +i, 0.

CPli=po + p1log (RGDPj; + B2 GINI;: + p3 UNEM; + B4 ALR; + PBs
LEDR+ Bs DEMO; + B7 EF ¢ + Bg Middle-income countries fko
High-income countries; # 4.3)

wherep andv are the error terms. The next step tests the ireaomruption relationship
in a non-linear framework. The non-linear modelesimated using the following

equation:

CPl; =80 + 81 log (RGDP); + &, [log (RGDP),]? + 83 ALR; + 84 LED;; + 85
GINJ; + 86 UNEM; + 8; DEMO;  + Sg EFR ¢ + (i, (4.4)

where( is the error term. For the estimation of the niaedr relationship the signs of

d;andd, in equation (4.4) are of interest, and it is expedhats; to be positive and,

to be negative. The expected signdefand o, represents a parabolic relationship
between income per capita and corruption. Thaatisa certain value of per capita

income the effect of per capita income on corrupi® O; thus, before this point per

capita income has a positive effect on corruptadter this point per capita income has
a negative effect on corruption. In other words,tle¢ early stages of economic

development, an increase in per capita income ase® corruption and reaches a
maximum level, which is the threshold point, anathe threshold level of income it

has a dampening (decreasing) effect on corrupki@mce, it is important to determine

the threshold (turning) point.
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In the equation (4.4) witla; > 0 andd, < 0, the turning point (or maximum of the
function) is achieved where the coefficient of iRRGDP) is over twice the absolute
value of the coefficient on (log (RGDP))

log (RGDP) = | 84/(23,) | (4.5)
where log (RGDP)is log (RGDP) at the turning point.

4.3.2 Data description

As discussed in Chapter 3 the major obstaclesed@dmparative studies of corruption
have been the lack of a general definition of quiion and the absence of objective
cross-national data on corrupt behaviour. Thereftire dependent variable in this
study is a subjective measure of corruption basedhe perceptions of corruption.
Transparency International’s annual corruption @ptions index is used as a principal
measure of corruptiolf. The Tl data set is regarded as a reliable quéinEtaneasure
for the cross-national comparisons and it covetarge number of countriéS.For
simplicity and ease of exposition, the originalkiaxy of CPI has been converted into a
scale from O (least corrupt) to 10 (most corruBgsed on the availability of data, the
number of countries included in the study is 100 snanalysed over the period 1995
to 2004. In addition to using CPI, the study uéiisa complementary measure of
corruption, i.e., the control of corruption indexs an alternative measure of corruption
constructed by Kaufmann et al., (2006). Controt@fruption index is also subjective
in nature, which covers 213 countries and tereand measures the extent to which
public power is exercised for private gain, inchgliboth petty and grand forms of
corruption, as well as “capture” of the state biesl and private interests, for the
period 1996-2005. Similar to CPI, the control ofraption index (CCI) is re-scaled
and ranging from O to 10, where a higher value daidis greater control of

corruption®*

19 The definition of corruption in the study is castent with the definition of TI.

20 Chapter 3 discusses TI's corruption perceptiomeinwith a deeper insights, which supports the
reliability of using this data set in the empiristlidies.

% Original control of corruption index is rangingfn -2.5 to 2.5.
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The level of economic development is measured nmgeof the natural logarithm of
real GDP per capita using data from Groningen Gnoand Development Centre
(2004). For the intercountry comparison of econopecformance purchasing power
parity (PPP) adjusted real GDP per capita is usethkE benchmark year 1990, where
the primary measure of corruption covers the peftiooh 1995 to 2004. A logarithmic
transformation stabilises the variance of the aagjreal GDP per capita values. Also,
with an expectation of obtaining the positive effeé economic development on
corruption assumes a form of marginally decliningturns with increasing

development.

The other explanatory variables are related tstoeo-economic indicators, viz. GINI,
UNEM, LED and ALR, which are obtained from the Wbthstitute of Development
Economic Research (2004)Norld Income Inequality DatabasePolitical Risk
Services Group (2004) and World Bank (200%)prld Development Indicatars
Institutional variables, i.e. democracy (DEMO) aedonomic freedom (EF), are
obtained from the Freedom House and Heritage Fdiomdaebsites, respectivefy.
Following Treisman (2000) imports of goods and m®wy as a percentage of GDP,
former British colony and protestant tradition adlies are incorporated in the ordinary
least square analysis (OLS) for robustness cheeita Bor imports of goods and
services as a percentage of GDP is obtained frenWbrld Development Indicators,
World Bank (2005), former British colony is takemormn Treisman (2000) and
protestant tradition is obtained from La Portale(k998).

Following Nelson and Singh (1998), a democracyalde is constructed by averaging
the Freedom House political rights and civil libestindices. The economic freedom
index measures the degree of regulations imposeth@reconomic activities of a
country. The index of economic freedom is an egquakighted index based on eight
individual freedom components, viz. business freeddrade freedom, monetary
freedom, freedom from government, fiscal freedomopprty right, investment

freedom and financial freedoff.Like the CPI, democracy and economic freedom

22 hitp://www.freedomhouse.org/uploads/fiw/FIWAIlISesixls http://www.heritage.org/index/
% The ‘Freedom from corruption’ component is takern fsom the original economic freedom index
constructed by the Heritage Foundation, 2005, asiption is the dependent variable in the study.
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indices are re-scaled from 0 to 10 and a highenevaépresents greater freed.

Descriptive statistics of the variables are sumseariin Appendix Table A4.1. The
details of data sources used for the estimatioaspegsented in the Appendix Table
A4.2 and the list of the countries included in thedels is shown in Appendix Table
A4.3.

4.3.3 Econometric methodology

In order to estimate the proposed hypotheses tlaiexjmhe variations of corruption, the
panel estimation methodologies used are baseduatiens (4.1) - (4.4) for the period
1995 to 2004. However, Treisman (2007) questiomsutalthe use of CPI data in
longitudinal analysis due to the methodologicalngea and alteration of the set of
sources used for constructing CPI over the yearsragsparency International. While
the methodological adjustments and alterations afrces are considerable, their
impact on the CPI is rather small. For examplethas2002 CPIl was determined with
the earlier methodology, the result correlates ® \@8h the current one. In spite of the
methodological changes, there exists a high nu@eraontinuity of the CPI
(Lambsdroff, 2002). As the effect of economic depehent on corruption is likely to
be long term, it is better to consider using a @rgne period than a single year. Also,
the analysis of variance (ANOVA) of CPI values skoilat the variation between
countries explained 68 percent of the total vasiatiwhereas 33 percent of the
variation is within the countries over time (Appendable A4.4). The evidence thus
supports the use of panel estimations in the aisalys

The use of panel data for the cross-country arglgan generate clusters or groups
where the presence of clustering can lead to serestors in statistical inference.
Moulton (1986, 1990) in examining this issue claithat when the explanatory
variables in a regression model are drawn frompulation with grouped structure it
can result in spurious regression when estimatiegeffects of variables. Because the
regression errors are often correlated within tleaiged structure, they fail to account
for the correlation of errors within groups. To death this possibility, following

% The re-scaled value is calculated based on theafirig formula:

New value = [(Maxnew — Minnew) * (Oldvalue — Mingld (Maxold — Minold)] + Minnew where
Minold is minimum value of the old scale; Maxold nsaximum value of the old scale; Oldvalue is
actual value in the old scale; Maxnew is maximuniu&an the new scale and Newvalue is new
converted value in the new scale.
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Moulton, the cross-section standard errors-cordeotgressions are estimated for the
entire analysis. This allows for general correlatiof observations within a cross-

section or cross section heteroskedasticity. Initimil the period standard errors-

corrected and generalised least square estimatesamputed for the robustness
checks. The results of these two types of estimataye shown in the Appendix Table
A4.5 — A4.7. In addition, two-way fixed effects atwlo-way random effects are also

estimated. Finally, the Generalised Method of Mota€®MM) estimation is utilised

to estimate the effect on corruption using the ébgalues of CPI.

As an alternative econometric methodology the staldp estimates ordinary least
square (OLS) with heteroskedasticity consistemdsed errors for the average period
1995-2004 for the robustness check. The use ohgeeadata minimises the estimation
inefficiency resulting from measurement error daehe difficulty of measuring the
actual level of corruption across countries. Toneixe whether measurement error has
an impact on average data, following You and Khagr2005) the study also

estimates single-year OLS regressions for 19932804d.

To address the potential issue of simultaneousat@amstwo-stage least square (2SLS)
procedure is used. As the data for the infant Mityrtaate and clean sanitation are not
available annually, hence two-stage least squageessions are estimated for cross-
country only. As corruption is likely to reduce @omic growth, OLS estimation may
overestimate the coefficient for log (RGDP)ror estimating 2SLS, some instrumental
variable(s) is/are required which may affect ecomodevelopment, but cannot be
affected by corruption. The infant mortality ratedaavailability of clean sanitation
variables, for example, represent some communiatihendicators which may have
an impact on per capita income via productivity anely are highly correlated with
economic development. The simple correlation betwiaéant mortality rate and log
(RGDP) is -0.87 and that between sanitation inded g (RGDP) is 0.79. As a
country’s infant mortality rate and access to clsanitation cannot be directly affected
by corruption, however these variables could affecrruption via economic
development. Therefore, infant mortality rate (INF&hd sanitation index (SAN) can

be used as potential instruments for economic dewetnt.

% Mauro’s (1995) study finds that perceived corraptieduces economic growth.
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Some statistics for developed and developing nat&dso suggest that infant mortality
and the level of economic development are highlyretated. For example, infant
mortality rates average about 96 per 1000 livehbirh the least developed countries,
compared with 8 in developed countries in 2002 @&Fodand Smith, 2006, p. 55). Like
infant mortality, access to sanitation is also elated positively with economic
development. The World Health Organisation (200ép®tt suggests that roughly 40
percent of the population do not have access toawsa sanitation in Africa, while in
Asia, 52 percent are without access to improvedtaaon in 2000. However, North
America and Europe have higher rates of accessvat 90 percent. These two
instrumental variables satisfy the required statisproperties?

4.4 Estimation Results

This section analyses the panel least square @simeesults of the relationship
between corruption and real GDP per capita, as albther socio-economic and
institutional factors. Subsection 4.4.1 below f@®ison per capita income and
corruption association for all countries coveredha study. Subsection 4.4.2 analyses
the relationship for three different groups of cmi@s based on income classification,
and subsection 4.4.3 estimates the relationshiyvdsegt corruption and real GDP per

capita in a non-linear framework.

4.4.1 Panel estimation results for all countries

The regression results of the base model (equdtidyy with corruption perception

index as the dependent variable are reported iteTaB. Column (1) shows the result
of hypothesis (1) viz. is corruption lower in m@eonomically developed countries, or
higher in developing countries? The coefficientlof (RGDP) has the expected
negative sign and is significant at the 1 percewnel, indicating that higher real GDP
per capita has a dampening effect (i.e. reducesigiion) on the level of corruption.

This means that for example, in the case of Inaiegduction in corruption from its

current level (i.e. average CPI score for 1995-2804.22) to a level of, say, Hungary

(where the average CPI score for the period fro861® 2004 is 5.07) would require

% Both coefficients are highly significant and thalues of adjuste@ vary between 0.77 to 0.88 with
and without controls. See Table A4.8 for details.
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an increase in India’s growth rate of real GDP gaita by approximately 106 percent

to reduce its corruption level to 5.67.

Column (2) reports the estimation results whichlude other socio-economic
indicators along with real GDP per capita to measineir impact on the level of
corruption. The coefficient of log (RGDP) retairts sign and the significance level.
Interestingly, the sign of the coefficient of adliteracy rate is positive and highly
significant which contradicts the expected negasign?® It indicates that a one
standard-deviation increase in the literacy rateciases the CPI by 0.750 points, or 28
percent of a standard deviation in the corruptierception index? This suggests that
an increase in literacy rate can lead to corrupitiac in a more efficient and secret
manner. The coefficient of tertiary level educatismegative and significant at the 1
percent level, suggesting that countries where Ipebpve high levels of tertiary
education tend to have lower rates of corruptiomn& standard-deviation increase in
the level of the education variable decreases tRAe SCore by 0.316 points, or 12
percent of a standard deviation in the corruptierception index’ The coefficients of
income inequality and unemployment rate are pasifas expected) and significant at
the 1 percent level, demonstrating that higher nmeanequality and unemployment
increase corruption. A one standard-deviation imeee in gini index and

unemployment increase corruption by 0.260 points@B56 points, respectively.

2" In the level-log form of regression equation thearae in the dependent variable equals the
coefficient of the independent variable divided 130 and multiplied the value by the percentage
change in the independent variable. Thus, an iserégaper capita GDP by 106 percent is calculated
based on the following form:

(7.22 — 5.07) / 1.994 (coefficient of log RGDP mlumn (1)) * 100 = 106 percent.
%8 Throughout this chapter, it shows that the aditétrdcy rate significantly increases the level of
corruption with an exception where regional dumn@ssincluded in the estimation. It is worth noting
that the raw data presents a group of countries wéty high level of corruption and literacy ratesh
as Albania, Azerbaijan, Belarus and Bosnia. In i@stt only Bangladesh represents a high level of
corruption and low level of literacy.
2 A one-standard-deviation increase in literacy istealculated by multiplying the coefficient of RL
(0.046) and the standard deviation of ALR i.e.,316, which gives 0.750 points. It can also be
explained by multiplying 0.750 points by 100 andrhdivide the result by 2.669 (standard deviatibn o
corruption perception index) which equals to 2&pat of a standard deviation of CPI.
30 A one-standard-deviation increase of level of etioa is calculated by multiplying the coefficiesft
LED (0.015) and the standard deviation of LED 2,037, which gives 0.316 points. It can also be
explained by multiplying 0.316 points by 100 andrildivide the result by 2.669 (standard deviatibn o
corruption perception index) which equals to 1Zpat of a standard deviation of CPI.
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Table 4.2 Determinants of corruption

Dependent variable:corruption perception index

1) (2) () (4) (%) (6) (7) (8)
PLS PLS PLS FE RE PLS PLS GMM
Log (RGDP) -1.994%** -1.966*** -0.881*** -0.288 -0.930%*** -0.573*** -0.460*** -0.122%**
(0.010) (0.030) (0.022) (0.454) (0.095) (0.043) (0.032) (0.020)
ALR 0.046*** 0.028*** -0.026*** 0.009 -0.005 0.017**
(0.003) (0.002) (0.008) (0.010) (0.003) (0.002)
LED (Tertiary) -0.015%** -0.010*** -0.014%** -0.002 -0.014*** -0.006***
(0.002) (0.002) (0.004) (0.002) (0.001) (0.001)
GINI 0.029*** 0.040*** 0.120%** 0.095*** 0.051*** 0.023***
(0.003) (0.003) (0.014) (0.007) (0.003) (0.005)
UNEM 0.026*** 0.013*** 0.003 0.013 0.018*** 0.013***
(0.005) (0.005) (0.006) (0.009) (0.003) (0.005)
DEMO 0.086*** 0.017 -0.018 0.0855*** 0.084***
(0.013) (0.018) (0.017) (0.018) ((0.013)
EF -0.751%** -0.099*** -0.172%* -0.621*** -0.671***
(0.021) (0.018) (0.028) (0.016) (0.020)
Lag CPI 0.940%**
(0.012)
MICs 0.201***
(0.074)
HICs -1.601%**
(0.084)
Asia 1.085%**
(0.082)
Latin America 0.606%**
(0.10)
Africa -0.404***
(0.128)
Middle East -0.084
(0.131)
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Table 4.2 continues

(1) (2) (3) (4) (5) (6) (7) (8)
PLS PLS PLS FE RE PLS PLS GMM
East Europe 1.709%***
(0.122)

Constant 22.840*** 17.602*%* 12.458*** 6.488* 9.992%** 11.116%** 10.388*** 1.375%**

(0.093) (0.305) (0.254) (3.935) (0.554) (0.375) (0.319) (0.229)
AdjustedR? 0.615 0.666 0.757 0.957 0.292 0.811 0.797 0.958
Observations 1000 1000 982 982 100(d 982 982 800
Wald test P-value) 0.003 0.003 0.002 0.005 0.006 0.005
F-statistic 191.110

Legend: RGDP is real gross domestic product peitazafLR is adult literacy rate, LED is tertiaryviel of education, GINI is gini index, UNEM is unelopment rate,
DEMO is democracy index which includes politicaghis, civil liberties, EF is economic freedom ind&&Cs is middle-income countries and HICs is higbeme
countries.

White heteroscedasticity corrected standard easn parenthesise. ***, ** * indicate signifinae level at the 1 percent, 5 percent and 10 pene=spectively.
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In column (3) institutional variables such as deraog and economic freedom are
incorporated to measure the role of these factorsontrolling the level of corruption.
With the inclusion of institutional variables, all the other variables retain their signs
and significance levels. Except for the Gini caméint, the magnitude of the other
coefficients decreases. One of the most strikingulte is the direct relationship
between democracy and perceived corruption levéie- result showing that the
coefficient of democracy is positive and significaat the 1 percent levét. The
positive sign of the democracy coefficient refleittat corruption level increases with
an expansion of democracy which is consistent thighgenerally agreed high levels of
corruption in transition countries. Though sigraint, perhaps the estimate of the
impact of democracy is very small. A one standardition increase in the
democracy level increases the CPI by 0.288 poiotsll percent of a standard
deviation in the corruption perception index. Ihe&twords, an increase in democracy
index increases the corruption score by about pd@6ts on a 10-point scale i.e. by
about the difference between Slovenia and SHairhis result differs from recent
empirical findings of Goldsmith (1999); SandholtmdaKoetzle (2000); Treisman
(2000); Montinola and Jackman (2002); Ali and 164203); Sung, (2004); and Bohara
et al. (2004). However, the result confirms thaliitgs of Ades and Di Tella (1999),
they note that political rights had no significampact on corruption.

The coefficient of economic freedom confirms thepexted negative sign and is
significant at the 1 percent level. A one standdediation increase in the economic
freedom index reduces the CPI by 1.561 points,8opé&rcent of a standard deviation
in the corruption perception index. The magnitudehe coefficient is much larger

when compared with democracy. The result supptwsfindings of Ades and Di

Tella, (1997, 1999); Sandholtz and Koetzle, (200&nd Emerson, (2006) that
economic freedom and perceived corruption are negptrelated. With the economic

31 The estimation results fail to find the beneficidfects of democracy on corruption. Noticeably,
countries such as Hong Kong and Singapore showxdiséence of low level of corruption and very low

level of democracy. On the other hand, India pressanhigh level of corruption with a high level of

democracy. The result deserves a closer scrutimy farther research to examine the relationship
between democracy and corruption.

32 The democracy coefficient of 0.086 in column ()ltiplied by 10 gives the result equals to 0.86
points.
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and social variables, democracy and economic fraeelkplain more than 75 percent
of the variations.

Columns (4) and (5) report the regression resoiltsviio-way fixed effects and two-
way random effects respectively. The results arg samilar to column (3) with few
exceptions. Two-way fixed effects result in coluid) shows that the coefficient of
log (RGDP) is very small and insignificant. The miogeresting result in column (4) is
that a higher literacy rate decreases corruptionti@ other hand the two-way random
effects results confirm that a higher level of imeper capita reduces corruption and
the result is significant at the 1 percent levelnBom effects results also show that the
level of democracy reduces corruption althoughabefficient is not significant. For
comparing the fixed effects and the random effeessilts, the Hausman test is used.
Following Wooldridge (2009, p. 493), random effestisould be used unless the
Hausman test rejects the null hypothesis that ainelom effect is not mis-specified.
The estimated statistic provides little evidencaiast null hypothesis which suggests
that random effects are more appropriate to tattideproblem of corruption noted in

equation (4.1§?

Column (6) shows the regression results acrossmediased on equation (433)The
estimated results of the regional dummy variabhescate higher levels of corruption
in Asia, East Europe and Latin America. The estdatoefficients of these regional
dummies are all positive and significant at theeicpnt level. In particular, the result
is crucial for Asia and East European countriegshascoefficients are substantially
larger for these two regions. The results cleartligate that the problem of corruption
IS more serious in Asia and East European countdempared to other regions.
Interestingly, it is noted that the estimated doefht of Africa is negative and highly
significant at the 1 percent level. Examinatioriféé CPI scores confirms that Africa,
Asia, Eastern Europe, Latin America and the Midelet countries are all perceived to
be more corrupt than the Organisation for Econo@dazoperation and Economic
Development (OECD) countries. The estimation resolt the regional dummies,

excluding the control variables, show that Africaauntries are perceived to be

* The estimated value is 0.834 which is below Oirblying that random effect should be used.
3% Inclusion of regional dummies tries to control ftle combined impact of various region specific
factors on the dependent variable.
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significantly more corrupt than Asia, Latin Amerjciliddle East and the OECD
countries. However, after controlling for econordievelopment, only Asia and East
European countries remain more corrupt than OEQihiries > The results obtained
in column (6) for the socio-economic and institnab variables are similar to the
estimated results in columns (1), (2) and (3), pkder the sign of the coefficient of
the literacy rate which is negative and insignificaThe result suggests that in

developing countries improved literacy helps touscorruption level.

Based on the estimated equation (4.3) by inconssifieation, column (7) reports the
results for middle-income countries (MICs) and higbome countries (HICs) groups
in comparison to that of low income countries ()IsThe coefficient of HICs has
the expected negative sign, whereas the coeffiaén¥ICs is positive, and both
coefficients are significant at the 1 percent |é¥dhterestingly, column (7) depicts
some mixed results. On the one hand, the negatigfficent of HICs indicates that
there is a strong correlation between economicldpugent and perceived corruption,
i.e. high-income countries are perceived to be ¢essupt than low-income countries.
On the other hand, the positive coefficient of MI@smonstrates that the middle-
income countries are perceived to be more coriogoh fow-income countries when
economic development of the countries is controllBde result raises the question

about the linear relationship between income ppitaand corruption.

Finally, column (8) represents the impact of pregigear’'s corruption on the current
level. The result shows a positive and statistcalgnificant relationship between
previous year and the current level of corruptitm.other words, previous year
corruption increases the current level of corrups@nificantly. The lagged perceived

corruption indices explain most of the variation time current period perceived

*Estimation results are reported in the Appendixi@att.9.

% The LICs, MICs and HICs are based on World Bamissification of countries by income group. For
details seeWorld Development IndicatordVorld Bank (2005). In 2003, low-income economés
those with a Gross National Income (GNI) per capft&765 or less in 2003. Middle-income economies
are those with a GNI per capita of more than $7@5éss than $9,386 and high-income economies are
those with a GNI per capita of $9,386 or more. 897, the income of LICs, MICs and HICs are
specified as GNI per capita income of $755 or 1&556-9265 and 9266 or more, respectively. All
countries remain in the same group during 1995-2084 list of LICs, MICs and HICs are presented in
Appendix Table A4.10.

37 The estimation result for two income group dummiéghout controls shows that both MICs and
HICs are perceived to be less corrupt than LICs.
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corruption level. The adjustd®f compared to column (1) increases sharply from 0.62
to 0.96 indicating that the initial value of cortigm substantially improves the fit of
the regression. The results indicate that corrappiersists at least in the short-run to
medium-run. In addition, despite a decrease in nadg, real GDP per capita remains

significant in reducing corruption even in the @nese of lagged corruption.

Overall, the results presented in Table 4.2 shoat there is a strong negative
relationship between real GDP per capita and ctiompit is robust and remains
significant with various specifications. It sigm$ that rich countries are perceived to
be less corrupt than the poor nations. After inicigdvarious control variables, the
absolute value of the coefficient of log (RGDP)igarfrom 0.122 to 1.994. This means
that a 10-fold increase in per capita real GDPy-fsan that of Bangladesh to that of
Venezuela - would lead to a drop in CPI score betw@122 and 1.994 points — which
would bring Bangladesh up to somewhere around ¢hneugtion level of Albania or
Russia. The variable log real GDP per capita bgifitsxplains more than three-fifths
of the variation in the corruption levels betweeurmtries in the sample. However, the
result (after controlling for economic developmant political systems) reflects that
African countries are less corrupt than OECD caoasjrand that middle-income
countries are more corrupt than the low-income grdinese results provide evidence
against the simple linear relationship between &P per capita and corruptiéhin
other words, we should be cautious about the idag if a country simply moves up
(down) in the ranks of income per capita, it isoalsoved down (up) in the ranks of
CPI score. To examine the results, by income dlaa8bn, of countries the next
section analyses the relationship between real GieP capita and corruption

separately for LICs, MICs and HICs.

4.4.2 The per capita income and corruption relatsmp in LICs, MICs and HICs
In order to assess the empirical relevance of #hationship between real GDP per

capita and corruption, this study re-estimates egug4.1) for each group of countries

38 |nspection of raw data does not provide a simpigative relationship between income per capita and
the level of corruption, i.e. there are some cadastwith high levels of corruption, however, their
income levels are quite high compared to the cestwith relatively low levels of corruption.
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using PLS estimation method for the period 19954280rhe estimation results are
presented in Table 4.3.

Column (9) shows the estimates of the base spatidit for low-income countries.
The sign of the coefficient of log (RGDP) is posttiand significant at the 10 percent
level. The positive sign indicates that the levekorruption increases with income.
The result supports the evidence presented in aol(8h and (7) (Table 4.2) that
African nations and low-income group of countries l@ss corrupt. The coefficients of
other economic variables retain the expected saagdssignificance at the conventional
levels, although the magnitudes of the coefficiaarts very small. It is worthwhile to
note that the sign of the democracy index is negaéind highly significant. This

indicates that greater democracy lowers corrugtidow-income countries.

Columns (10) and (11) show the results for the meidldicome and the high-income
groups respectively. The coefficient of log (RGD$}¥ignificant, and of the expected
negative sign for both MICs and HICs. The magnitatliéhe coefficient is far greater
for the high income group, suggesting that a higeeel of income of the developed
countries reduces corruption significantly and tgraeater degree. This means that a
105 percent increase in per capita real GDP— sag #uwait's income to that of the
United Kingdom - would lead to a drop in CPI scbseapproximately 1.48 points —
which would bring Kuwait up to somewhere around ldaneel of corruption in Chile
(where Chile’s corruption level is higher than tHK).*° Figure 4.1 shows the scatter
plots of the linear relationship between real G gapita and corruption for LICs,
MICs and HICs. The negative relationship is evidentthe middle-income and high-
income groups of countries and the slope of theessjpn line is relatively steeper for
the high-income group. However, findings on the-io@aome countries do not support
a negative linear relationship between the levéhodme and corruption.

%The study repeats the same estimation using OLS thedresults are consistent with the PLS
estimation results.
“0'A Corruption level = (1.409 (coefficient of log RGMPcolumn (9)) /100) * 105 (%A RGDP) = 1.48
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Table 4.3 The RGDP per capita and corruption relatbonship in LICs, MICs and

HICs
9) (10) (11)
LICs MICs HICs
Log (RGDP) 0.142* -0.728%*** -1.409***
(0.074) (0.084) (0.245)
ALR 0.004** 0.038*** 0.056***
(0.002) (0.002) (0.012)
LED (Tertiary) -0.016* 0.003 -0.023***
(0.009) (0.003) (0.003)
GINI 0.051%*=* -0.005 0.114%*=*
(0.012) (0.004) (0.005)
UNEM 0.016%** 0.009 0.006
(0.003) (0.008) (0.009)
DEMO -0.068*** -0.031 0.210%*=*
(0.019) (0.024) (0.020)
EF -0.134%** -0.544%* -0.795%**
(0.049) (0.036) (0.073)
Constant 4.817%** 11.667*** 12.072***
(0.969) (0.837) (1.344)
AdjustedR® 0.263 0.572 0.576
Observations 170 480 350
Wald test p-value) 0.002 0.001 0.006

Note: LICs is low-income countries, MICs is middieome countries and HICs is high-income
countries. For legends see Table 4.2.

White heteroscedasticity corrected standard emogsin parenthesise. ***, ** * indicate significea
level at the 1 percent, 5 percent and 10 percespetctively.

Inspection of the range of the CPI values for th€s,. MICs and HICs suggests that
the maximum CPI score for the MICs is greater ttinmaximum CPI score of the
LICs (Figure 4.2). Moreover, the range of the C&rs is higher for the MICs and

HICs. Furthermore, the minimum CPI score of LICsfas greater than MICs and

HICs. This evidence helps to explain that low-ineorountries do not generate
sufficient income to control the high level of agption. In addition, a small increase
in income does not inflate the cost of being carmipich in turn reduces the level of
corruption. Even an increase in income increase®pportunity of further corruption.

The results suggest that there is a possibilita @bn-linear relationship between the
level of income and corruption. In other words, tihre early stages of economic
development an increase in income encourages ¢mmugvhereas in the mature
stages of economic growth and development an isergaincome reduces the level of

corruption.
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Figure 4.1 RGDP per capita and CPI for LICs, MICs and HICs
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Figure 4.2 Range of CPI in LICs, MICs and HICs
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The next subsection estimates the relationship detwcorruption and real GDP per

capita, in a non-linear framework.

4.4.3 Real GDP per capita and corruption: non-lineastimation

The above results find evidence that an increas@ein capita income increases
corruption in low income countries and it reducesaption in high income countries.

The result suggests that a non-linear relationstay exist between per capita income
and corruption. The scatter plots in Figure 4.3Welillustrate the close relationship

between real GDP per capita and corruption withkdest fitted Kernel curves. It is

evident that there exists a non-linear relationdbepwveen real GDP per capita and

corruption.

To evaluate the possibility of a non-linear relatibip between per capita income and
the level of corruption more systematically, thedst re-estimates the model based on
a non-linear framework of quadratic form depictedeiquation (4.4) for the LICs,
MICs, HICs, and for all countries in the sampleeTion-linear relationship between

income per capita and corruption are representdtidjinear and squared term of log
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real GDP per capita of a second degree polynomiradtion in equation (4.4). The PLS
estimation results of the quadratic function aspldiyed in Table 4.4.

Column (12) presents the non-linear estimation ltesior all countries whereas
columns (13), (14) and (15) show the results fa€4,IMICs and HICs, respectively,
for the period 1995-2004. The results confirm thkestence of a non-linear Kuznets
relationship between real GDP per capita and ctiomp The inverted-U-shaped
Kuznets relationship states that the corruptiorll@wcreases initially but then reduces
in the course of a country’s economic developméiihe estimated correlation value
between CPI and log (RGDP)-of 6.243 on the lineamtis positive and is a negative
value of 0.443 on the squared term for all coustriehe coefficients are statistically
significant at the conventional level except foe fow income countries. In addition,
the inclusion of the second-order polynomial tempiioves the model's goodness of
fit for the MICs, HICs and for all country casedelestimated negative sign for the
second-degree polynomial of log (RGDP) reveals @hatncave function better fits the
data than the simple linear and cubic functitfrihe calculated adjuste®f improves
most for the high income countries (the adjus®dhanges from 0.576 to 0.597 (see
Table 4.4 column (15)) for HICs).

Table 4.4 Non-linear relationship between per capit income and corruption

(12) (13) (24) (15)
All countries LICs MICs HICs
Log (RGDP) 6.243%** 1.129 4.690%* 28.676%**
(0.585) (1.402) (2.438) (8.363)
[Log (RGDP)f -0.443*** -0.073 -0.324** -1.590%**
(0.036) (0.107) (0.149) (0.434)
AdjustedR® 0.797 0.260 0.551 0.597
Observations 982 170 480 350
Wald test - 0.001 0.004 0.006 0.006
value)

Note: CPI is corruption perception index, LICs @wvtincome countries, MICs is middle-income
countries and HICs is high-income countries.

All equations control for adult literacy rate, |éwd education, income inequality, unemploymenerat
democracy and economic freedom. White heterosdeifgstcorrected standard errors are in
parenthesise. *** ** * indicate significance ldvat the 1 percent, 5 percent and 10 percent
respectively.

1 See Kuznets (1955) for details.

*2 The second degree non-linear function illustrates non-monotonicity of per capita income and
corruption well. As the cubic function of log re@DP per capita decreases tR& value of the
regression.
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Figure 4.3 Kernel fit plots of log (RGDP) and corrption for LICs, MICs and

HICs
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The evidence of low-income, middle-income and higteme countries provides
support for a non-linear relationship between @gita income and corruption level.
The turning points are estimated, based on equ@i@®) for the LICs, MICs, HICs

and for all countries at which the relationship tstives from positive to negative,
shown in Table 4.5. The turning point for all caued in the sample, LICs and MICs,
is approximately at its value of 7, whereas thaihg point for HICs is 9. The result
suggests that poor countries with an extremelylexel of income exhibit a high level
of corruption in the early stages of economic depelent, and the corruption level
increases until they reach the turning point atcllihe average level of corruption is
at its maximum; once past the turning point, caup level tends to become

substantially lower at more mature stages of dgrent with a high level of income.

Table 4.5 Turning points of the real GDP per capita

All Country LICs MICs HICs
Turning point 7.046275 7.732877 7.237654 9.01761
RGDP at the turning 1147.734 2280.329 1389.784 8239.336
point

Note: CPI is corruption perception index, LICs @vlincome countries, MICs is middle-income
countries and HICs is high-income countries.

Table 4.5 also displays the value of real GDP agita at each of the turning points
where corruption level starts decreasing for allrtdes, LICs, MICs and HICs. It is
seen that the value of real GDP per capita at tineirtg point for high income
countries becomes $8239.336 (1990 U.S. dollarsichwis quite high in comparison
with the income levels of LICs and MICs. The RGDéues of MICs suggests that
few middle income countries already achieve thelired levels of income of HICs to
break the turning point but the average real GDPcpeita of $1434.60 (1990 U.S.
dollars) of LICs illustrates that low income couesrare far behind the required levels
of income for corruption to decrease. Furthermtre,average incomes levels of high-
income countries are above the turning point lefehcome, which demonstrates that
high-income countries have already reached theinestjlevel of development and,

therefore, experience low levels of corruption.

Overall, the non-linear relationship between re&@FGper capita and corruption is
quite evident in HICs. The higher stages of ecoramhevelopment make it possible for

the HICs to pay higher compensation to bureauckaksch in turn helps to deter
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corruption*® Transparency International’s corruption percepiimgiex 2004 supports
the theoretical expectations about the correlatamsng corruption and income. It is
observed that the countries possessing well degdlapd highly integrated economies
are among the least corrupt. Nations that fall ititis situation include Denmark,
Finland, Iceland, Canada, New Zealand, and SweQ@enthe other hand, the most
corrupt countries are traditionally viewed as hgviess developed and less integrated
economies. Examples of some of the most corruptomatinclude Bangladesh,

Indonesia, Kenya, and Nigeria.

4.5 Sensitivity Analysis

The preceding section has shown the results oingeshe various hypotheses to

explain the levels of variation in corruption - particular, the relationship between

real GDP per capita and the degree of corruptiansacregions and countries. To

check the robustness of the results, this secéesstimates the basic regression for the
cross-section analysis and the results are disgusgbe subsection 4.5.1. In addition,

the two-stage least square methods are used ttheesixistence of endogeneity bias
(subsection 4.5.2). An alternative measure of giion is also utilised in both the

cases.

4.5.1 Cross-section estimations

This subsection presents the results of the ordileast square (OLS) analysis testing
the variations of corruption, using 10-year averafjthe period 1995-2004, as well as
the single year data for 1995 and 2004. The OL$esstgpn results are reported in
Table 4.6.

Columns (16) and (17) estimate the average valtidiseodata for the dependent and
independent variables shown in columns (1) and{2)able 4.2, and columns (16)-
(18) estimate the base equation (1) for the avepaged and the single year 1995 and
2004 respectively. Imports of goods and servicesa gsercentage share of GDP,
protestant tradition and British colony are incogied in the OLS estimation shown in
columns (17)—(21).The results show that log (RGBR)egative and significant at the

*3 The result confirms the businessman’s approachotttrol corruption by paying higher wages to
bureaucrats. See Ades and Di Tella (1997, p. 497).
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1 percent level. The signs of other coefficients @nsistent with the panel estimation
results except that the sign of the coefficientUdDfEM is negative in column (19). The
log (RGDP) and economic freedom indices retainsigaificance level throughout the
estimations; however, literacy rate, the level au@tion, unemployment and
democracy lose their significance levels with a fewceptions. The coefficient of
imports of goods and services as a percentage & Spositive except in column
(17) although it is insignificant. The result showsat a higher level of import
increases corruption which is not consistent whid findings of Treisman (2000). The
coefficient of percent protestant is negative armghicant at the 1 percent level
suggesting that protestant traditions reduce leoktl corruption of a country
significantly. The negative coefficient of formeritsh colony indicates that countries
with histories of British rule are less corrupt.eBe findings confirm the result of
Treisman (2000).

For the same dependent variable (CPI), the estdnaiefficients for democracy and
economic freedom indices always become larger ignitade and highly significant,
whereas those for real GDP per capita always deereden the average data of the
variables are used instead of the single-year @atamns (18)-(20)). For CPI 1995
and 2004, the magnitude of the estimated coeffisi®ar democracy, it increases from
0.074 in 1995 and 0.054 in 2004 to 0.163, and tmnemic freedom increases from
0.704 in 1995 and 0.632 in 2004 to 0.954, wherea®stimate for real per capita GDP
decreases from 0.822 in 1995 and 0.886 in 20047&30as we switch from single year
to average data. The result suggests that OLS astsnfior single-year data are biased
upward for real GDP per capita, and towards zewod@mocracy and economic
freedom indices as the latter two variables mayaiorarger measurement errors. The

result is consistent with the findings of You ankagram (2005).

Column (21) estimates the average data of the smbgnt variables with average
World Bank control of corruption index (CCI) as tlependent variable to check the
robustness of the results. Except unemploymentthatesstimated coefficients of the
economic and social variables retain the expecigussand significance levels; the
magnitude of the coefficients also remains veryseldo the estimated results in

column (18), where TI's CPI is the dependent vaeiabhe coefficients for democracy
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and economic freedom variables vary depending agtlveln CPI or CCl is used as the

dependent variable. A higher index of economic dage increases control of

corruption, and it is significant at the 1 percivel, although the magnitude of the

coefficient is quite small. A higher democracy lexases the control of corruption,

but the estimated coefficient is insignificant asthall in magnitude. Also, the

magnitude of the coefficients of former British @y and protestant tradition

decreases when CCI is used instead of CPI. Onttiex,ahe coefficient of imports

share of GDP is positive reflecting that a higherel of import increases control of

corruption.

Table 4.6 Determinants of corruption: OLS estimatio

Dependen variable: CPI in columns (16)-(20) and CCI in column (21)

test P-value)

(16) (17) (18) (19) (20) (21)
Avg. 1995- | Avg. 1995- | Avg. 1995- 1995 2004 Avg. 1996-
2004 2004 2004 2004
Log (RGDP) -2.009*** | -1,938*** -0.753** | -0.822*** | -0.886*** 0.869*%**
(0.175) (0.269) (0.242) (0.319) (0.254) (0.178)
ALR 0.040%** 0.014 0.014 0.0003 -0.022**
(0.013) (0.011) (0013) (0.011) (0.010)
LED (Tertiary) -0.011 -0.004 -0.010 -0.003 0.006
(0.012) (0.009) (0.014) (0.009) (0.007)
GINI 0.013 0.030** 0.048** 0.030* -0.032%**
(0.018) (0.015) (0.023) (0.016) (0.013)
UNEM 0.019 0.005 -0.003 0.023 0.003
(0.020) (0.014) (0.020) (0.015) (0.011)
(Imports/GDP) (%) -0.001 0.007 0.012 0.003 0.001
(0.006) (0.005) (0.008) (0.005) (0.005)
Percent Protestant -2.223*%  -1.710%** -1.541%* | -1.811*** 0.977*
(0.531) (0.550) (0.508) (0.576) 90.569
British Colony -0.863*** -0.360 -0.402 -0.638** 0.345%
(0.331) (0.268) (0.387) (0.294) (0.208)
DEMO 0.163*** 0.074 0.054 0.065
(0.057) (0.088) (0.063) (0.041)
EF -0.954*** | -0.704*** | -0.632*** 0.527**=*
(0.119) (0.135) (0.141) (0.093)
Constant 22.977%** 18.837*** 13.317** | 12.378*** | 14.653*** -2.796*
(1.533) (2.606) (2.053) (3.058) (2.116) (1.646)
AdjustedR? 0.643 0.725 0.833 0.721 0.788 0.856
Observations 100 98 97 92 95 97
Serial Correlation 0.864 0.623 0.996 0.911
test P-value)
Normality test 0.454 0.914 0.418 0.626 0.263 0.197
(P-value)
Heteroskedasticity 0.776 0.939 0.792 0.356

Note: CPI is corruption perception index and CCtastrol of corruption index. For legend see Table

4.2

White heteroscedasticity corrected standard emogsin parenthesise. ***, ** * indicate significea
level at the 1 percent, 5 percent and 10 percespetctively.
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It is worth noting that the coefficients of real 8[per capita and economic freedom
are highly significant, irrespective of the averamed single-year data and of the
corruption measures. In all cases economic freethalices and real GDP per capita
have the expected sign, and are significant atlthgercent level. Moreover, the
magnitude of the coefficient for the average ediioma for real GDP per capita does
not differ to any greater extent with the use démative corruption measures. The
coefficients for log (RGDP) are -0.75 with CPI aspdndent variable over; and 0.87
for CCl in the period 1996-2004. Furthermore, th@93 and 2004 single-year
estimation results in columns (19) and (20) suggfest the level of per capita real
GDP, imports of goods and services as a percentfa@®P and British colony have a
stronger effect in controlling corruption in 200dah 1995. On the other hand, the
positive effect of income inequality on corruptics quite small in 2004; whereas
economic freedom has a larger effect in combatimiguption significantly in 1995
relative to 2004.

4.5.2 Two-stage estimations

The previous section shows that a significant padorrelation between income per
capita and corruption exists, along with other samonomic, religious, British
colonial history and institutional control variableThe next step use the instrumental
variables (IV) method to provide better evidenca ehusal influence from income per
capita to corruption to obtain better unbiasednesties for the effect of real GDP per

capita on corruption.

We begin from the simplest IV regressions in whantly real GDP per capita is

instrumented:
CP1 =0 + B1log (RGDP) + B2 Xi+ &i (4.5)
log (RGDP)=yo+ y1 INFM; + y2 SANi+ v3 X+ vj (4.6)

where X denotes covariates, i is country amahdv are the random error terms.

The OLS estimates fd@¥; can be biased because of reverse causality frompt@mn to

income per capita. Good instrumental variables aamect for the potential biases.
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Thus, real GDP per capita is instrumented withribfaortality rate (INFM) and clean
sanitation (SAN). We control for the other variabkes infant mortality rate and clean

sanitation might be correlated with other indepemndariables in the analysis. The

two-stage least square estimation results are tegpor Table 4.7.

Table 4.7 Two-stage least square regression resufts CPl and CCI

(22) (23) (24) (25) (CCI)
Log (RGDP) -1.723%** -1.481%** -0.378 0.515*
(0.176) (0.397) (0.375) (0.265)
ALR 0.038**=* 0.009 -0.018*
(0.013) (0.011) (0.010)
LED (Tertiary) -0.022 -0.009 0.010
(0.015) (0.012) (0.008)
GINI 0.024 0.038* -0.039%**
(0.020) (0.016) (0.015)
UNEM 0.031 0.009 -0.001
(0.020) (0.014) (0.012)
(Imports/GDP) (%) -004 0.007 0.001
(0.006) (0.005) (0.005)
Percent Protestant -2.209 -1.635*** 0.907
(0.557) (0.577) (0.595)
British Colony -0.906*** -0.313 0.301
(0.335) (0.285) (0.213)
DEMO 0.181*** 0.037
(0.056) (0.046)
EF -1.074%** 0.679***
(0.147) (0.110)
Constant 20.503*** 15.038*** 10.739*** -0.365
(1.505) (3.598) (2.914) (2.286)
AdjustedR® 0.629 0.713 0.828 0.844
Observations 100 98 97 97
Number of instruments 2 9 11 11
p-value 0.783 0.933 0.956 0.979
(overidentification test)

Note: CPI is corruption perception index and CCtastrol of corruption index. For legend see Table
4.2.

White heteroscedasticity corrected standard emogsin parenthesise. ***, ** * indicate significea
level at the 1 percent, 5 percent and 10 percespetctively.

Hence, IV estimation, both with and without cordgrake tested to compare the results
with those of the OLS regressions. The two-stagetisquare (2SLS) estimated
coefficients for log (RGDP) in Table 4.8 (columr&2)-(24)) are much smaller than
their corresponding OLS estimates (see Table &#@&) with and without controls.
Without controls, the magnitude of the coefficidat log (RGDP) decreases from
2.009 in column (16) to 1.723 in column (22). Witie same set of controls as for
columns (17) and (18), the magnitude of the coiefficfor log (RGDP) decreases from
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1.938 to 1.481 in column (23), and 0.753 to 0.3¥8alumn (24) for 2SLS. The real
GDP per capita is significant at the 1 percent llévecolumns (22) and (23). These
probably are the best estimates of the causaltetfiat real GDP per capita has on
corruption. However, log (RGDP) is not significamhen democracy and economic
freedom indices are included with other controls.cblumn (25) log (RGDP) is
significant and increases control of corruption wheCl is used as a dependent

variable.

4.6 Conclusion

This chapter presents an empirical analysis of ¢hases of corruption across
countries. The various hypotheses examined in tilndyssuggest that real per capita
GDP, education, unemployment, income inequalitpgnemic freedom and democracy
are among the factors that determine the crosstgoulifferences in corruption.
Corruption is found to be negatively and signifitarcorrelated with real per capita
GDP, level of tertiary education and economic foeed These factors suggest that
corruption decreases as countries become develynede higher education and
economic freedom reduce corruption levels. In @stircorruption rises significantly
with a higher income inequality, unemployment, ahttracy rate; however,
interestingly an expansion of democracy also iregeaorruption. Except for literacy
rate and democracy level, all the proposed hypethese confirmed in the analysis.
Together these variables account for more thaneréept of the variation in the level
of corruption. Both panel estimation and crossisacanalysis find consistent results
which support various hypotheses proposed in thepier.

In addition, the results find that the protestamiition and former British colony
reduce the level of corruption significantly whighconsistent with Treisman (2000).
Imports of goods and services as a percentage & BBugh not always significant, is
found to be positively correlated with corruptiandicating that a higher level of
import increases the level of corruption. The statdp finds that corruption is lower in
developed countries where high levels of econondeetbpment produces higher
levels of income. Increased incomes are capablegimim restraining corruption level
significantly. Corruption data from two differenbwgces confirms the results. The

relationship is robust in controlling for endogdgedy using infant mortality rate and
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clean sanitation as instruments. There is evide¢hat low levels of real GDP per
capita cause high levels of corruption and theiBagmt lagged corruption coefficient

indicates that corruption persists at least instiat and medium term.

The results for regional dummies and countriesnapine groups provide some vital
implications. The observed low level of corruptionAfrican countries and high level
of corruption in the middle-income countries afteontrolling for economic
development, attract attention and challenge teali relationship between per capita
income and corruption. Examination of the non-lmedationship between real GDP
per capita and corruption finds that a small inseean income at a lower level of
economic development increases the opportunity clmruption. Accordingly, an
increase in income increases the level of corraptamce past the threshold level of
income however, corruption level decreases subatintthrough high level of
economic development. This relationship is robustdem various estimation

methodologies and for various control variables.

A crucial result of the analysis is the effect @htbcracy on corruption. Throughout
the study the coefficient of democracy is positaed highly significant for CPI

measures. The existing literature on the relatignshetween democracy and
corruption produces some mixed results. Some sudigo find the non-linearity
between democracy and corruption. Keeping in mithdha differing results, it is

crucial to study the relationship between democraay corruption more rigorously.
The next chapter will analyse the relationship theoretical framework and Chapter 6

examines the relationship empirically.
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APPENDIX 4

This Appendix consists of ten tables. Table Ad.lhsarises the descriptive statistics
of the variables. Table A4.2 presents data sowanédsthe list of countries included in
the study is shown in Table A4.3. Table A4.4 présathe Anova table of the
corruption perception index for the period 19954@00able A4.5 — Table A4.7
presents the estimation results based on varioosoewetric technique of the base
models presented in Table 4.2. Table A4.8 repdres dstimation results of the
relationship between infant mortality rate and oleanitation with per capita income
and Table A4.9 presents the relationship betweerugton and regional dummies
without control variables. Table A4.10 presents tis of countries by income

classification.

Appendix Table A4.1 Descriptive statistics of the ariables

Mean Median | Maximum | Minimum | Standard | Observations
Deviation
ALR 87.812 95.74 100 33.59 16.311 1000
CPI 5.553 6.3 10 0 2.6693 1000
DEMO 3.938 3.33 10 0 3.3526 1000
EF 5.173 5.13 10 0.725 2.0791] 1000
GINI 38.557 37.55 63.7 20 8.9703 1000
LED 31.408 27.75 89.5 0 21.037 1000
RGDP 9102.44 6463 36341 204 7702.2 1000
UNEM 12.254 9.25 42 0.4 9.8467 1000

Legend: ALR is adult literacy rate, CPI is corraptiperception index, DEMO is democracy index which
includes political rights and civil liberties, EE economic freedom index, GINI is gini index, LE® i
tertiary level of education, RGDP is real gross dstit product per capita and UNEM is unemployment
rate.
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Appendix Table A4.2 Data sources

Variables

Data Source

Corruption Perceptions Ind
(CPI)

pXransparency International
http://www.transparency.org/policy_research/surve
ndices/cpi.

/s

Real GDP Per Capita (199
US dollars) (RGDP)

) Groningen Growth and Development Centre
http://www.ggdc.net/index-dseries.html.

Gini Coefficient (GINI)

WIDER World Income InequéjiDatabase
http://www.wider.unu.edu/wiid/wiid.htm.

Unemployment Rate
(UNEM)

Political Risk Year Book, Political Risk Services,
The PRS Group, Inc., 2005. http://www.prsgroup.cq

m/

Level of Education (tertiary
Gross Enrollment Ratio
(LED)

\World Bank (2005) World Development Indicators.

Adult Literacy Rate (ALR)

World Bank (2005) WorldeRelopment Indicators.

Democracy Index (DEMO)

Freedom House
http://www.freedomhouse.org/uploads/fiw/FIWAIISg
es.xls.

or

Economic Freedom (EF)

The Heritage Foundation
http://www.heritage.org/index/2006.

Low-income countries (LIC

s\World Bank (2005) World Development Indicators.

Middle-income countries
(MICs)

World Bank (2005) World Development Indicators.

High-income countries
(HICs)

World Bank (2005) World Development Indicators.

(Imports/GDP) (%)

World Bank (2005) World Developméndicators.

British Colony

Treisman (2005).

Percent Protestant

La Porta et al. (1998).
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Appendix Table A4.3 List of countries included in he analysis

Albania, Algeria, Argentina, Armenia, Australia, #ttia, Azerbaijan, Bangladesh, Belar
Belgium, Bosnia, Brazil, Bulgaria, Canada, Childira, Colombia Congo Democratic Repub
Cote d' Ivore, Croatia, Cyprus, Czech Republic, dark, Ecuador, Egypt, Estonia, Ethiop
Finland, France, Georgia, Germany, Ghana, Greenaje@ala, Hong Kong Hungary, Icelan
India, Indonesia, Iran, Iraq, Ireland, Israel, ytalapan, Jordon, Kazakhstan, Kenya, Kuw
Kyrgyzstan, Latvia, Lithuania, Luxemburg, Macedgnialaysia, Malta,Mexico, Moldova,
Morocco, Myanmar, Netherlands, New Zealand, Nigefdorway, Oman, Pakistan, Pet
Philippines, Poland, Portugal, Qatar, Romania, Ru&audi Arabia, Serbia, Singapore, Slova
Slovenia, South Africa, South Korea, Spain, Sri KgnSudan, Sweden, Switzerland, Sy
Taiwan, Tajikistan, Tanzania, Thailand, Turkey Tadnistan, Ukraine, United Arab Emirat¢

United Kingdom, United States, Uzbekistan, Venezu€letnam and Yemen.

Appendix Table A4.4 Anova list

S,
ic,
ia,
d,

ait,

u,

[}

a,

L

a,

S,

Source of Variation SS Df MS F P-value Critical
F value

Between Groups 6790.524 99 68.591 188.415 0.0D 31.2

Within Groups 327.638 900 0.364

Total 7118.162 999

Note: SSis sum of square®)f is degrees of freedonMS is mean squares, is F statistic valuepP-
valueis probability value an& valueis critical value of distribution.
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Table A4.5 Determinants of corruption: white periodstandard error corrected

Dependent variable:corruption perception index
1) (2) 3) (4) (5) (6)
PLS PLS PLS PLS PLS GMM
Log (RGDP) -1.994%* | -1.966*** | -0.881*** -0.585** -0.460** -0.163***
(0.171) (0.254) (0.225) (0.266) (0.231) (0.036)
ALR 0.0458*** | 0.028*** -0.006 0.017*
(0.0112) (0.009) (0.009) (0.007)
LED (Tertiary) -0.015 -0.010 -0.011 -0.006
(0.010) (0.009) (0.008) (0.009)
GINI 0.029* 0.040*** 0.052*** 0.023
(0.017) (0.015) (0.015) (0.015)
UNEM 0.026 0.013 0.019* 0.013
(0.019) (0.014) (0.012) (0.012)
DEMO 0.086* 0.084 0.084*
(0.049) (0.057) ((0.049)
EF -0.751** | -0.610*** | -0.671***
(0.083) (0.109) (0.084)
Lag CPI 0.918***
(0.014)
MICs 0.201
(0.034)
HICs -1.601**
(0.670)
Asia 1.145%**
(0.422)
Latin America 0.644
(0.518)
Africa -0.335%**
(0.469)
Middle East -0.017
(0.426)
East Europe 1.754***
(0.364)
Constant 22.840*** | 17.602*** | 12.458** | 11.037** | 10.388** | 1.840***
(1.491) (2.445) (2.927) (2.291) (1.965) (0.390)
AdjustedR® 0.615 0.666 0.757 0.809 0.797 0.958
Observations 1000 1000 982 982 982 900
Wald test P- 0.000 0.000 0.000 0.000 0.000
value)

White heteroscedasticity corrected standard ean@sn parenthesise. ***, ** * indicate significaa level at
the 1 percent, 5 percent and 10 percent, respbctivar legends see Appendix Table A4.1
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Table A4.6 Determinants of corruption: generalisedeast square (cross-section

weights)
Dependent variable:corruption perception index
@ 2) 3) “4) () (6)
PLS PLS PLS PLS PLS GMM
Log (RGDP) -1.982%** | -2.077** | -0.872** | -0.491** | -0.529*** | -0.093***
(0.23) (0.049) (0.046) (0.070) (0.051) (0.007)
ALR 0.04 7+ 0.032%* -0.010*** 0.021 %+
(0.002) (0.002) (0.003) (0.002)
LED (Tertiary) -0.010*** | -0.011*** | -0.009*** -0.003*
(0.002) (0.002) (0.002) (0.002)
GINI 0.029%** 0.049%+* 0.060*** 0.028***
(0.003) (0.003) (0.004) (0.003)
UNEM 0.025%*** 0.01 7+ 0.01 7%+ 0.020%***
(0.004) (0.003) (0.003) (0.003)
DEMO 0.071*** 0.041*** 0.084+*
(0.011) (0.015) ((0.009)
EF -0.734** | -0.559** | -0.633***
(0.019) (0.029) (0.020)
Lag CPI 0.957***
(0.007)
MICs 0.284*+*
(0.087)
HICs -1.583**
(0.158)
Asia 1.119%*
(0.103)
Latin America 0.862***
(0.125)
Africa -0.347**
(0.152)
Middle East -0.236**
(0.116)
East Europe 1.948%**
(0.098)
Constant 22.701** | 18.335*** | 11.655*** | 10.148** | 10.015** | 1.012***
(0.199) (2.445) (0.436) (0.613) (0.438) (0.174)
AdjustedR® 0.886 0.897 0.916 0.922 0.935 0.988
Observations 1000 1000 982 982 982 900
Wald test P- 0.000 0.000 0.000 0.000 0.000
value)

White heteroscedasticity corrected standard em@sn parenthesise. ***, ** * indicate significae level at
the 1 percent, 5 percent and 10 percent, respbcth@r legends see Appendix Table A4.1
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Table A4.7 Determinants of corruption: generalisedeast square (period

weights)
Dependent variable:corruption perception index
1) ) 3 4) (5) (6)
PLS PLS PLS PLS PLS GMM
Log (RGDP) -1.992%** | -1.962** | -0.878** | -0.576*** | -0.457** | -0.122***
(0.050) (0.077) (0.085) (0.095) (0.051) (0.023)
ALR 0.046*** 0.028*** -0.007* 0.017***
(0.004) (0.004) (0.004) (0.003)
LED (Tertiary) -0.015*** | -0.011** | -0.011*** -0.006**
(0.004) (0.003) (0.003) (0.003)
GINI 0.029*** 0.040*** 0.051*** 0.022%*
(0.006) (0.005) (0.006) (0.005)
UNEM 0.027*** 0.013*** 0.019%** 0.014x*
(0.006) (0.005) (0.005) (0.005)
DEMO 0.090*** 0.090*** 0.087**
(0.020) (0.021) ((0.018)
EF -0.757** | -0.613*** | -0.674***
(0.040) (0.039) (0.037)
Lag CPI 0.939***
(0.009)
MICs 0.225
(0.154)
HICs -1.600**
(0.239)
Asia 1.143%*
(0.149)
Latin America 0.671***
(0.192)
Africa -0.302
(0.208)
Middle East 0.016
(0.158)
East Europe 1.798%*+*
(0.137)
Constant 22.831%* | 17.560*** | 12.420*** | 10.148** | 10.387*** | 1.373***
(0.434) (0.774) (0.710) (0.613) (0.777) (0.242)
AdjustedR® 0.617 0667 0.760 0.814 0.803 0.970
Observations 1000 1000 982 982 982 900
Wald test P- 0.000 0.000 0.000 0.000 0.000
value)

White heteroscedasticity corrected standard em@sn parenthesise. ***, ** * indicate significae level at
the 1 percent, 5 percent and 10 percent, respbcth@r legends see Appendix Table A4.1
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Table A4.8 Relationship between per capita incomenad infant mortality rate and

sanitation
Dependent variable:Log (RGDP)
@) 2
Infant mortality -0.024*** -0.011%**
(0.003) (0.003)
Sanitation 0.009*** 0.013***
(0.004) (0.003)
ALR -0.005
(0.004)
LED (Tertiary) -0.005*
(0.003)
GINI -0.006***
(0.005)
UNEM -0.006
(0.007)
DEMO -0.011
(0.018)
EF 0.217**
(0.035)
Constant 8.654*** 7.604%**
(0.373) (0.468)
AdjustedR® 0.766 0.883
Observations 100 99

White heteroscedasticity corrected standard eangrsn parenthesise. ***, ** * indicate significaa level at
the 1 percent, 5 percent and 10 percent, respbcth@r legends see Appendix Table A4.1

93



Table A4.9 Relationship between corruption and reginal dummies without

control variables
Dependent variable:corruption perception index

(1)
Asia 3.744%**
(0.021)
Latin America 3.676***
(0.078)
Africa 4.365***
(0.085)
Middle East 2.516%**
(0.052)
East Europe 4.422%**
(0.049)
Constant 2.607***
(0.048)
AdjustedR® 0.513
Observations 1000

White heteroscedasticity corrected standard emogsin parenthesise. *** ** * indicate significae
level at the 1 percent, 5 percent and 10 percesperctively.

94



Appendix Table A4.10 List of countries by income @lssification

Low Income Countries (LICs):
Bangladesh, Congo Democratic Republic, Cote d’ dydfthiopia, Ghana, Ind
Kenya, Kyrgyzstan, Myanmar, Nigeria, Pakistan, Swda&ajikistan, Tanzani

Uzbekistan, Vietham and Yemen.

Middle Income Countries (MICs):

Albania, Algeria, Argentina, Armenia, AzerbaijanglBrus, Bosnia, Brazil, Bulgar

Chile, China, Colombia, Croatia, Czech Republiaq)dttor, Egypt, Estonia, Georgi

Guatemala, Hungary, Indonesia, Iran, Iraq, Jord@agakhstan, Latvia, Lithuan
Macedonia, Malaysia, Mexico, Moldova, Morocco, OmRaaru, Philippines, Polar
Romania, Russia, Serbia, Slovakia, South Africal-&nka, Syria, Thailand, Turke

Turkmenistan, Ukraine and Venezuela.

High Income Countries (HICs):
Australia, Austria, Belgium, Canada, Cyprus, Derim&inland, France, Germat
Greece, Hong Kong, Iceland, Ireland, Israel, Italgpan, Kuwait, Luxembur
Malta, Netherlands, New Zealand, Norway, Portug@atar, Saudi Arabi
Singapore, Slovenia, South Korea, Spain, Swedentz&band, Taiwan, Unite

Arab Emirates, United Kingdom and United States.

a,

a,

a,
d1
ya

Ny,
g,

Source: World Bank 2005
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CHAPTER 5

The Role of Democracy in Controlling Corruption:

A Theoretical Perspective

5.1 Introduction

The examination of variation in the level of coriop across countries (Chapter 4)
finds the direct correlation between democracy eaduption. This crucial result
reveals that a higher degree of democracy fostemsumtion. However, the result
appears to contradict the emerging consensushédeatures of a democratic process
reduce corruption. Hence, it is important to purfuther and examine the role of
democracy in controlling corruption. Also, thereshaeen little theoretical analysis
concerning the process of democratisation’s intteenon the extent of corruption.
This chapter presents a theoretical model of tteioaship between democratisation
and corruption and to confirm whether there exastson-linear effect of democracy

on corruption.

Greater democracy, i.e. an expansion of politiceédom, has dampening effects on
the level of corruption. Barro (1999) argues thamdcratic institutions provide the
checks on governmental power which, in turn, lintiits potential of public officials
to accumulate personal wealth and to carry out pajao policies. In contrast, Doig
(2000) points out that in many electoral democigciender the mask of political
participation, political elites continue to maniatd the electoral process to legitimise
retention of power and use the state machineryumuyit of their own interests. The
studies on the relationship between democracy ammlumtion produce some
opposing results. Some studies find that democpaeyents corruption while others
suggest that democracy enhances corruption. Theredo important question to be

resolved is whether democracy necessarily reducesatry’s level of corruption.

The worldwide evidence reflects that there is aweise relationship between

democracy and corruption, i.e. countries with derac governments lean towards
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lower levels of corruption. The idea that democrd@s a negative impact on
corruption seems indisputable (Sung, 2004). Howethes degree of influence of
democratic reform on corruption level is not sthdigrward and uniform. The main
reason for the disagreement among researchersesesidthe multidimensionality

characteristics of “democracy” or “democratisatiq@oppedge, 2002; Sung, 2004).
The empirical studies mostly support the negatemalcracy-corruption association
(Goldsmith, 1999; Sandholtz and Koetzle, 2000; drein, 2000; Montinola and
Jackman, 2002; Sung, 2004; Bohara et al., 2004).s6ene of these studies differ in
regard to the directions of the impact of democratforms on the level of
corruption. For example, democracy viewed as freeddf speech nurtures an
investigative journalism that exposes and detersupb public activities (Giglioli,

1996; Brunetti and Weder, 2003). Alternatively, ethstudies find a non-linear
relationship between democracy and corruption. Deshe upsurge of corruption
among intermediate democracies, the consolidatién advanced democratic
institutions eventually reduces corruption. Ultielgf the initial political conditions

and the final democratic achievements determine niegnitude of political

corruption (Montinola and Jackman, 2002; Sung, 200breover, Treisman (2000)
points out that the long exposure to democracy ipiedower corruption than the
current acquisition of democracy. On the contrages and Di Tella (1999) find that
political rights have no significant impact on agstion because countries like Hong
Kong and Singapore experience very low levels ofuggion even though they have

relatively moderate political rights.

This study explores the hypothesis that an existericelectoral democracy’ in the
early stages of democratisation is not sufficientaduce corruptioff* The role of
sound democratic institutions, including an indejeet judiciary and an independent
media along with active political participation aseicial for combating corruption.
The trustworthy democratic institutions and healtblitical competition significantly
contribute to accelerating anti-corruption reforithe histories of countries where

once-high levels of corruption have fallen supploig view.

“ The concept of electoral democracy emerges froluBpeter's (1947) emphasis on electoral
competition as the core of democracy. The conteargominimalist concept of democracy or
equivalently an ‘electoral democracy’ is a multidgasystem where there are regular elections (which
are relatively free and fair) but deficient in manmyportant aspects that define a liberal democracy.
See Diamond (1996) and Tronquist (1999, p. 98y&ails.
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lllustrating the hypothesis, this study develossnaple model that focuses on the role
of democratic institutions, where it is assumed tie detection probability is a
function of democracy. Under this assumption thitvacand effective institutions
lead to a careful monitoring of agents which, imnfuincreases the probability of
detection and punishment of corrupt activities anrall reduces the level of
corruption. In other words, well-functioning demaiic institutions create a potential

threat to corrupt behaviour and hence restrainete of corruption.

The rest of the chapter is organised as follows: rtbxt section briefly outlines an
overview of democracy-corruption relationship. 8ect5.3 set out the basic model
addressing the hypothesis examined here. Whetleee ik an existence of a non-
linear democracy-corruption relationship is presdnin section 5.4. Section 5.5
explains the theoretical perspectives of variodatimmships amongst democracy,
income and corruption, and Section 6.6 concludeltapter.

5.2 Democracy-Corruption Association: An Overview

Theoretically, autocratic systems are charactefigethe monopolisation of power in
the hands of a small elite, with few or no constiito prevent the small elite
exercising their own interest and, thus, a highellesf corruption prevails in the
autocratic regimes. In contrast, democratic systemes characterised by diffuse
authority, where the executive branches of goveninage balanced by an elected
parliament and an independent judiciary, and wlogren elections allow actors to
alternate in power. This diffusion of authority @&ts a threat to the corrupt political
elites, and has a lowering effect on the levelafuption?® The transformation from
autocratic regime towards democracy through palitiiberalisation is often
presumed to reduce the level of corruption. RoskeAnan (1978) was the first to
suggest that competition between officials keepslelel of bribe relatively low and
may even entirely eliminate the practice of takimgpes. Her argument is based on
the possibility of overlapping jurisdictions, ilew bribe returns and the honesty of
some officials may push the market-clearing bribeepstill lower, inducing other
officials to give up corruption.

“5 See Fjelde and Herge (2007) for details.
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However, the generally agreed increase in corragiweels in transition countries is
not consistent with the view that democracy hasositipe impact on controlling
corruption. The increased corruption level in tidas countries has been described
as ‘decentralised corruption’ by Shleifer and Vigh1993), where transformation
towards democracy represents a transformation fjoimt monopoly power to
individual monopoly power of the political elite3.he transformation towards
individual monopoly power tends to increase the amaf bribe charged by each
government official. In the context of democratiansformation, Herge et al. (2001)
argue that the transformation from authoritariagime towards democracy is
complicated and intermediate regimes are the naydtict-prone. They argue that the
source of the conflict is the inherent contradictiovithin societies that are neither
democratic nor autocratic. There are numerous ebengb renewed corrupt practices
induced by political liberalisation in South Eastidand the former Soviet Republic
(Cohen, 1995; Harris-White and White, 1996).

The weak institutional frameworks in the newly demadised countries increase the
opportunities for high level corruption. The nevdgmocratised countries are mostly
characterised as electoral democracies and thegatiypbelong to the low-end of
‘free’ category of nations as tracked by the FreedbBouse democracy index
records®® Political institutions in a newly formed electbrdemocracy lack the
institutional resources to restrict corrupt poéticelites from furthering their own
interests. Dahl (1971) argues that democracy witpatticipation is an absurdity but
participation without an effective institutionahfnework would be futile and chaotic.
Supporting the idea Doig (2000) points out that deracy represents institutional
arrangements to secure the rule of law, partiaypatif the people in the activities of
the state, and the institutional embodiment of aceon with the identification and
realisation of public interest at least in prineipShleifer and Vishny (1993) also
claim that the structure of government instituti@msl the political process are the

most important determinants of the level of coriaupt

In describing the role of democracy on combatingugaion Sandholtz and Koetzle

(2000, p. 38) note that in a democracy the popubmmplires more extensive and

“6 See Freedom House (2003) for details.
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effective means of detecting and punishing corr@gativities. Furthermore,

fundamental democratic freedoms, like those ofrabbe speech and media, expose
hidden information, stipulate inquiries, and puiskcdiscoveries. Corruption, by its
nature, is conducted secretly, and secrets arehtokeep in an open society. Once
the public is aroused over a corruption scandad, dhgans of government have
powerful incentives to prosecute and punish migdeear at least to be seen to do so.
In this context, Rose-Ackerman (1999), Schwart®@9Jamieson (2000) and Moran
(2001) point out that the defence of civil libestiand the materialisation of an
independent judiciary, the key elements that defnéliberal democracy”, can

restrain corruptive influences and maximise theicafy of anti-corruption

campaigns’

Examples of a negative connection between demoaadycorruption are abound.
However, there are numerous examples where thigatimegcorrelation between
democracy and corruption does not exist. For examipl the case of India and
Singapore - India is one of the most corrupt coestras well as one of the
democratic nations in the world. Transparency hdgonal's 2001 Report indicates
India is the 72nd most corrupt country in the wpddt of 90 countries surveyed. The
existence of high level of corruption in India ca@ explained by Gunnar Myrdal's
notion of India as a “Soft State” where law is théwut the enforcement is pd8r.
Democracy, simply viewed as political participatiaioes not ensure protection of
liberties and public interest. On the contraryygption was wide spread in Singapore
in the 1950s, but in recent years it is widely grdeed as a squeaky clean nation with
very little corruption. Although Singapore has gresentative democracy where
representatives retain the freedom to exercise thven judgment, the enforcement in
Singapore seems ludicrously strict as noted ingghard (1988, p. 122), which reduces
the level of corruption. On the other hand, Soutbré& provides an interesting

example of a democracy-corruption relationship. Theuth Korean evidence

47 Diamond (1996, p. 3) suggests that in additionegular, free and fair electoral competition and
universal suffrage, liberal democracy requiresalijsence of reserved domains of power for the
military or other social or political forces, iithbrizontal” accountability of office holders to aher
which constrains executive power and helps proteststitutionalism, the rule of law and the
deliberative process, and iii) extensive provisidos political and civil pluralism, as well as for
individual and group freedoms.

8 See Myrdal (1968, p. 66) for details.
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illustrates an existence of a non-linear relatigmsbetween democracy and
corruption. Following the initial democratisatiom ithe 1980s it experienced a
growing level of corruption, however, in recent g has achieved reductions in the

level of corruptiorf®®

Transparency International’s CPI scores for In&igapore and South Korea during
1980-2004 are presented in Table 5.1. It is quiteicus that the corruption level

increases in India, while it decreases in Singapdbhe trend of CPI score in South
Korea indicates that corruption levels became laowden the leaderships of Kim

Young-Sam (1993-1996), Kim Dae-jung (1998-2002)] &#oh Moo-Hyun (2003-

2004) compared with the regimes of Chun Doo-Wh&8011987) and Roh Tae-Woo
(1988-1992). Furthermore, the lowest CPI score.b0 Dver the period 1988-1992
indicates that corruption flourishes in the eathge of democratisation. Since 1993,
the CPI score increases gradually except for thege 997-1999, suggesting that
democratic reforms and the growth of civil societgem to increasingly play a

positive role in curbing corruption in South Kor&a.

The word democracy represents both electoral deangcand liberal democracy.
However, there is a gap between these two contegitg€auses serious consequences
on theory, policy, and comparative analysis. Theevaf transition begins with the
formation of an electoral democracy and through timntinuous process of
democratisation a country can reach the advaneed ¢ liberal democracy. A fully
developed mature democracy is an ideal state wéh-fanctioning and effective
institutions along with active participation of thpeople. It describes a situation,
where, the combination of free media, an independediciary and people’s
participation represent a viable threat to the warbehaviour and accelerate the
process of anti-corruption reforms. In other womlgensive democratic freedom and
effective democratic institutions are vital for ¢ailing corruption. Accordingly,
despite an increase in the level of corruptiorhim ¢arly stages of democratisation, a
consolidated well-functioning mature democracy caduce a country’s level of

corruption.

9 See You (2005) for details
%0 Low CPI scores during 1997 to 1999 partly reflet aftermath impact of financial crisis occurred
in 1997.

101



Table 5.1 Corruption perception index for India, Shgapore and South Korea

CPI180-85 CPI1 88-92 CP193-96 CP197-04
India 3.67 2.89 2.63 2.79
Singapore 8.41 9.16 8.80 9.15
South Korea | 3.93 3.50 5.02 4.23

Source: CPI from Transparency International, Histdrdata, 1995 Report.
Note: Low CPI score indicates high level of pereéiorruption.

5.3 The Model

To illustrate the issues of transformation fromtakiorship towards an advanced
democracy the chapter considers a simple model bfiraaucracy regulating the
private agents in the economy. The governmentiaffichold the power either to

Issue new permits or licenses to operate privateauic activities, or, regulating the
conduct of private firms in the economy and theyehthe opportunity to restrict the
quantity. If the official is corrupt, then he/shellects bribes in return for providing

the permits* A bribe is generated through illegal or corrupngactions. We assume
that if the official is corrupt he/she will chargebribe equal t®.

Next, it is assumed that the level of corruptionaincountry depends on the

proportion of bribe takerBy,, which is defined as:

f=a;+a Py (5-1)

wherea; anda, are greater than or equal to 0 alfédP, is greater than 0. The level
of corruption in a country reflects the corrupt aebur (i.e. bribes demanded by
government officials and/or bribes offered to goweent officials by the private

agents) of that country. This also represents abeunrof corrupt transactions that take
place in a country. A high level of corruption meaan increase in corrupt
transactions and a greater overall rent extracjethé state. The level of corruption
function £ is structured here to capture the existence ofuption even if the

countries are declared as corruption free by variaternational organisations such

L Any extra payment additional to the actual pricade to the bureaucrat by a private agent for
getting permits or licenses will be termed a “bribe
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as Transparency International. In equation (5ai)s positive, even though it is very
small. Consider for instance, a country like New alZded; Transparency
International’s 200%Corruption Perception Index Reparonfirms the squeaky clean
image of New Zealand as it scores 9.6 and is tedhe second place with Finland.
Although New Zealand has a squeaky clean reputasimme cases involving bribery
and corruption of government officials have beetedt’

Now, each official’'s cost of taking a bribe is givby C andC ¢ [0, C,], where the
lowest cost of taking a bribe equals 0, and théndsg cost of taking a bribe G;.
Thus, for a range of parameter values, some offigalicit bribes and some officials
do not. Moreover, some officials are indifferentvieen soliciting a bribe and not
soliciting a bribe. The low individual cost of bgirtorrupt, therefore, represents a
higher propensity to take a bribén addition, the cost of being corrupt also
determines the proportion of bureaucrats takingtzekand the higher individual cost
of being corrupt reduces the proportion of bridesta. It is reasonable to assume here
that the distribution of the cost of being corru@t, is uniform. This assumption
simplifies the analysis by allowing the proportiohcorrupt officials to be written as
Cx /Cy whereCy is the cost of corruption for an official who isdifferent between
soliciting a bribe and not soliciting a bribe (ihigotal official).

The key assumption of this analysis is that thebabdity of detection and
punishment of corrupt acts, denoted #yis a function of democracy. For the
purpose of this study, the democracy indkig assumed to take values from 10 to O,
where 10 is a full dictatorship and 0 is a full damatic state. In a situation of full
dictatorship, there are no legal or other constsdio prevent the dictator exercising
his/her will. Thus, the probability that the dicawill be caught acting corruptly is
negligible and even 0. In contrast, with full demamy, all institutions associated
with the modern democratic state operate effegtivithus, there is a probability of 1
that a corrupt act will be detected and punishdte Probability of detection and

punishment increases with the expansion of grekarocracy at lower values df

%2 Brown, J.-M. (2000, September 16). Corruption ligeaand well in ‘honest’ NZNew Zealand
Herald. URL is available at:
http://www.nzherald.co.nz/search/story.cfm?storgig60297C-39D9-11DA-8E1B-A.
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and it decreases at higher valuesdptluring transition stages. The probability of
detection and punishment function is represented as

f= o (5.2)

where, 0< d < 10. The detection and punishment function is fdated based on the
idea that the democracy indexmostly depends on active political participatidn o
people, active media and an independent judiciling. democracy index focuses on
the various components of democracy. In the edagesof democratisation whetde
is close to 10, the role of the media and judiciargimost negligible. However, with
the continuous process of democratisation, a cpuatiches the mature stage where
all components of democracy operate actively afidieftly. In particular, the active
and efficient role of media and judiciary incredbe probability of detecting and
punishing corrupt activities. Moreover, the detaetand punishment functiaghalso
depends on the degree to which the populationfagnred and educated. In other
words, the probability of detection and punishmisntiependent on how likely the
population knows that corruption is occurring amavhable they are to do something
about it.

Next, it is assumed that the government officialpegd the ongoing wag®V. If
corrupt, he/she receives his/her wagelus bribe incom® less cost of being corrupt
C with probability (1 -¢), and with probabilityy, he/she loses everything subject to
the limited liability (Acemoglu and Verdier, 200)lence, the official is willing to
become corrupt if\W—C + B] (1 - 6) > W, that is, the expected payoff from behaving
corruptly must be at least, as large as the ongwiage W. The pivotal corrupt

official has the cost of being corrupt where:
[W-C+B] (1-6) =W (5.3)
W-C,+B-0W+0C,-BO=W

Cc(1-0)=B(1-6)-OW
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Ck=B-[0/1-01W

C=B-[e %/ (1-e )W (5.4)
We can re-write equation (5.4) as:

C/Ci=[B-{e %/ @1-e "N W/C, (5.5)

whereC; is a constant.
Equation (5.5) determines the proportion of brib&ets, which is a function of
democracy. Now, the partial differentiation €% /C; with respect to democracy
variable d i.e. a one unit change in the value of democramex changes the
proportion of bribe takers by(C,/Cy)/od which can be expressed as:

d(Cx/Cy)lod = (Blod) [B—{e~ 9/ (1 -e~ 9} W]/ C;

ACIC)lod=[e 4/ (1 -e )] W/C,>0 (5.6)
The positive sign ofo(C /Cy)/od indicates a one unit decrease in the value of
democracy index (i.e. greater democracy), loweespttoportion of bribe takers bg [
~47 @ -e~ ) W .3 In other words, an expansion of democracy (i.eelovalue of
d) increases the probability of detection and pumisht, which in turn reduces the
proportion of bribe takers. The proportion of pidotoribe takers in terms of
democracy index is given by:

Po=C/Ci=[B-{e %/ (1-e " NW/C 5.9)

Thus, the level of corruption can be expressed as:

(= +a[B-—{e ¥ @L-e7 )} W/C (5.8)

%3 As the wage raté/ cannot be negative.
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Equation (5.8) illustrates the inverse (negativeationship between democracy and
the level of corruption. In other words, less deraog enhances the corruption level
in a country due to the lower possibility of gegticaught and punished. A high
degree of democracy provides less opportunitylfergovernment officials to extract
bribes and increases the cost of taking a bribectwim turn reduces the level of
corruption in a country. Hence, a high probabilify getting caught and punished
causes decision-makers to refrain from engagingomupt practices. However, the
rate of change of the level of corruption and demaog is not always uniform. Early
stages of democratisation and the mature advaneedatacy do not compress the
level of corruption in the same rate. The advaregdl of democracy has a greater
power to detect and punish corrupt activities tharly democratisation stages. Thus
there is a possibility of the existence of a nawdir relationship between democracy

and corruption, which is discussed in the followsagtion.

5.4 Non-Linear Democracy-Corruption Relationship

Equation (5.6) shows a negative association betwnocracy and the level of
corruption, however, the rate of change of a deeana corruption is not uniform
throughout the values of democracy index rangirgnfrl0 to 0. A non-linear
democracy-corruption relationship expresses tha ifenon-uniformity i.e. as the
degree of detection and punishment increases ttraptmn level decreases — to a
greater extent in the mature stages compared tedihg stages of democratisation. In
other words, the transition stage mainly manifélts selection of political leaders
through election and allows considerable restm&ioon citizenship rights
(Huntington,1991; Diamond,1996), it cannot elimedhe restrictive elements of
autocracy completely, which fosters the opportesitfor corruption in transition
countries. However, over time, the development raftifutional structures allows
people to enjoy political and civil rights, mediseéddom and the protection of an
independent judiciary. Thus, the existence of ladise factors together increases the
strength of democracy which can control corrupterels more efficiently. In other
words, the level of democracy strengthens the afficof democratic systems once a

moderate amount of rights with institutional foutidas have been attained.
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The non-linearity of the democracy-corruption nelaship can be viewed by the
slope of d(C /Cy)/od. The sloped(Cy /Cy)/od can be determined by differentiating

equation (5.6) with respect tbwhich is shown in the following equation:
oA (CxICylod® = WIC[{(1 - e Y (-e™ %) -2(1-e™ ) ™)}/ (1-e™ )]
=W/C)e [L+e H/@-e %<0 (5.9)

The negative sign of the equation (5.9) suggestisab the value af increases (i.e. if
a country moves towards autocracy) the magnitude*(E, /C1)/éd* decreases
whereas the magnitude is large enough wtherioses to O (i.e. democracy is in a
mature stage). In other words, a mature democmayare effective in combating

corruption than a country in the early stages ohaderacy.

For clarity of thought it is useful to provide americal illustration of the detection
and punishment function. The illustration shows whappens to the proportion of
bribe takers as the democracy level increaseddiner value ofd). The strategy used
to devise this illustration is to begin with selagtthe values ofl from 10 to O in the
detection functiond which gives the non-linearity scenario of the dete and
punishment being negligible during the transitieripd but the value of detection
and punishment function increases when mature dexopds in place. The values of
the probability of detection and punishment and pheportion of bribe takers at
various level of democracy (i.e. 10 to 0) are pné=se in Table 5.2.

It can be seen from the table that during the foanmsation from autocracy towards
democracy i.e. the change dfat the higher levelsay, fromd = 10 tod = 9 the
probability of detection and punishment is very Bntdowever, the change of the
democracy level, fromd = 2 tod = 1 increases the probability of detection and
punishment to a greater extent. In other word&hetop level of democracy, further
democratisation strengthens the monitoring proeeslsenhances the probability of
detection and punishment.
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Table 5.2 Relationship among democracy level, probdity of detection and
punishment and proportion of bribe takers

d g=e ¢ C,/Cy A(C/Cy)

W = 3000 W = 3000 W = 3000

C1 = 5000 C. = 5000 C1 = 5000

B = 5000 B = 3000 B = 2000
0 1
1 0.368 0.6508 0.2508 0.0508
2 0.135 0.9061 0.5061 0.3061 -0.2553
3 0.050 0.9686 0.5686 0.3686 -0.0625
4 0.018 0.9888 0.5888 0.3888 -0.0203
5 0.007 0.9959 0.5959 0.3959 -0.0071
6 0.002 0.9985 0.5985 0.3985 -0.0026
7 0.001 0.9995 0.5995 0.3995 -0.0009
8 0.0003 0.9998 0.5998 0.3998 -0.0004
9 0.0001 0.99993 0.59993 0.39993 -0.0001
10 0.00004 0.99997 0.59997 0.39997 -4, 7E-05

Note:C,/C; is calculated as per the form@a/C, = [B—{e %/ (1 -e "N W]/ C,

Furthermore, the wage rat® and the bribe leveB also determine the proportion of
bribe takers. Table 5.2 demonstrates three diftdexels of bribes and their impact
on the proportion of bribe takers, i.e. bribe legetater than the level of income,
equal to the level of income and less than theahehcome level. The smaller the
bribe level is, ceteris paribus, taking a bribenisre costly and less attractive which
restrains government officials from taking a brie the one hand, for a given level
of wage rateW = 3000, corruption is higher at the democracylleve 9 thand = 1,

at any level of bribes. On the other hand, compéoetthe bribe leveB = 5000, the
corruption level decreases substantially at theebleévelB = 2000. The result in the
last column shows the changes in the proportiobriife takers suggesting that the
rate of change of controlling the level of corroptiincreases at the lower value of
d.>* At the lower value ofd (i.e. towards mature democracy), the changes in

democracy level reflect that fewer officials wilh@ose to act corruptlyThe

** The negative values in the last column describaditicrease in the proportion of bribe takers due to
the expansion of democracy (with lower valualpf
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relationship between the probability of getting glaiu and democracy level is

illustrated in Figure 5.1.

Figure 5.1 Relationship between democracy and prolbélity of getting caught
and punished

Prob. of getting caught and punished
1.2

1 e
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Figure 5.1 illustrates the non-linear relationsbhgtween democracy level and the
probability of getting caught and punished. At ghhievel of democracy, further

democratisation increases the probability of ggtitaught and punished, which in
turn reduces the propensity for corruption and eleses its level of occurrence in a

country.

5.5Democracy, Income and Corruption

In examining the hypothesis on a democracy-comuaphexus, it is imperative to
focus on the income level of a country. A commoawis that prosperity stimulates
democracy (Aristotle, 1932; Lipset, 1959; Barro99p The low income countries
generate minimal wealth for the vast majority obple and most of the people live in
real poverty, which restrains them from participgtintelligently and efficiently in
politics. Moreover, lack of self-restraint forcdsein to capitulate to the reckless

political agitators.
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Barro’s (1999) study finds that an increase indtandard of living initiates a gradual
rise in democracy. He further points out that a denacy which arises without prior

economic development (for example, democracy imgdsecolonial powers) does

not last long. Substantial economic developmemngtthens the democratisation of
non-democratic countries e.g. South Korea, TaiwahRortugal. Conversely, lack of
economic development causes democracy to fail. &@mples some African

countries like Congo, Nigeria and Somalia whichngdi independence in the early
1960s.

Equation (5.5) demonstrates that a well-functionolgmocracy (wherd moves
towards zero), is capable of deterring corruptidntle highest possible level.
However, it also illustrates that a relatively regtvalue of\W accelerates the rate of
controlling the level of corruption when a countnpves towards a well-functioning
democracy. Thus, high-income countries are ablepay high wages to the
bureaucrats which reduce the incentive to act etgu The Transparency
International’s 2005 corruption perception indeports the theoretical expectations
about the correlations between corruption, demgcaac income (see Table A5.1 in
the Appendix). Comparatively, the countries possgswell-developed democracies
and highly developed economies are seen as leasptd\ations that fall at this end
include Denmark, Finland, Iceland, Canada, New afe$l and Sweden. On the
contrary, the most corrupt countries are traditiigndewed as authoritarian and less
developed economies. Examples of the most corrappbms include Bangladesh,
Indonesia, Kenya, and Nigeria.

In the case of Singapore, however, a low levelafuption is seen despite the fact
that Singapore does not experience the same ldvpbldical freedoms as most

developed countries. The high level of economicetlgyment and well functioning

institutions and enforcement of laws have madeadbisevable (Klitgaard, 1988). On
the other extreme case of India, which has beeemodracy for more than sixty
years, is seen as quite corrupt. India’s low ecanodevelopment and lack of

enforcement enhances the corruption level (Myrta68).
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Overall, countries that are known to be well-depeld democracies are also
economically highly developed. The direct relatiups between well-developed
democracies and economic development is generafjgrded as being relatively
straight forward. Low-income countries cannot ceea&nough resources, which
constrain the government’s ability to commit resasr for the development and
functioning of democratic institutions. Resourcengtoaints restrain monitoring and
detection activities in the poor countries. In &ddi, high level of corruption

augments the overall resource extraction by thee stehich, in turn, further

aggravates the economic situation of poor countries

5.6 Conclusion

In describing the role of democracy the chapterénasnined the importance of well
functioning institutions for deterring corruptioithe result confirms that a well-
functioning democracy deters corruption, where ghabability of being caught for
engaging in corrupt activities is high. A fully-foed democracy is, of course, more
than a democratically elected government. It rexpuireffectively operating
institutions for the implementation of democratmats like political and civil rights,
media freedom and an independent judiciary. Theelyichccepted axiom in the
Western democratic world is that "Eternal Vigilansehe Price of Democracy"”, may
lead to a lower level of corruption. The resultoat®nfirms a non-linear relationship
between democracy and corruption. At the early etagf democratisation more
democracy increases corruption however, at a hidgnzl of democracy further
democratistion reduces corruption efficiently wh#re probability of getting caught
and punished is high.

To further evaluate the evidence based on the nueetloped in this chapter it is
important to empirically examine the relationshigtiween democracy and
corruption. The next chapter presents the empiggamination results of the cross-

country analysis using the panel data for 100 aesfor the period 1995 to 2004.
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APPENDIX 5

This appendix consists of Table A5.1 that presdmsTransparency International’s

2005 corruption perception index (CP1).

Table A5.1 Transparency International 2005 corrupton perceptions

index
Rank Country 2005 CPI Rank Country 2005
score CPI
score
1 Iceland 9.7 80 Senegal 3.2
2 Finland 9.6 81 Sri Lanka 3.2
3 New Zealand 9.6 82 Suriname 3.2
4 Denmark 9.5 83 Lebanon 3.1
5 Singapore 9.4 84 Rwanda 3.1
Sweden 9.2 85 Dominican 3
Republic
6
7 Switzerland 9.1 86 Mongolia 3
8 Norway 8.9 87 Romania 3
9 Australia 8.8 88 Armenia 29
10 Austria 8.7 89 Benin 2.9
11 Netherlands 8.6 20 Bosnia and 2.9
Herzegovina
12 United Kingdom 8.6 91 Gabon 2.9
13 Luxembourg 8.5 92 India 2.9
14 Canada 8.4 93 Iran 2.9
15 Hong Kong 8.3 94 Mali 2.9
16 Germany 8.2 95 Moldova 2.9
17 United States 7.6 96 Tanzania 2.9
18 France 7.5 97 Algeria 2.8
19 Belgium 7.4 98 Argentina 2.8
20 Ireland 7.4 99 Madagascar 2.8
21 Chile 7.3 100 Malawi 2.8
22 Japan 7.3 101 Mozambique 2.8
23 Spain 7 102 Serbia and 2.8
Montenegro
24 Barbados 6.9 103 Gambia 2.7
25 Malta 6.6 104 Macedonia 2.7

%5 CPI score relates to perceptions of the degreemiiption as seen by business people and country
analysts and ranges between 10 (highly clean) ghayfly corrupt).
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Table A5.1 continues

Rank Country 2005 CPI
score
26 Portugal 6.5
27 Estonia 6.4
28 Israel 6.3
29 Oman 6.3
United Arab 6.2
30 Emirates
31 Slovenia 6.1
32 Botswana 5.9
33 Qatar 5.9
34 Taiwan 5.9
35 Uruguay 5.9
36 Bahrain 5.8
37 Cyprus 5.7
38 Jordan 5.7
39 Malaysia 5.1
40 Hungary 5
42 South Korea 5
43 Tunisia 4.9
44 Lithuania 4.8
45 Kuwait 4.7
46 South Africa 4.5
47 Czech Republic 4.3
48 Greece 4.3
49 Namibia 4.3
50 Slovakia 4.3
51 Costa Rica 4.2
52 El Salvador 4.2
53 Latvia 4.2
54 Mauritius 4.2
55 Bulgaria 4
Colombia 4
56
57 Fiji 4
58 Seychelles 4
59 Cuba 3.8
60 Thailand 3,8
Trinidad and 3,8
61 Tobago
62 Belize 3.7
63 Brazil 3,7
64 Jamaica 3.6

Rank Country 2005
CPI
score

105 Swaziland 2.7
106 Yemen 2.7
107 Belarus 2.6
108 Eritrea 2.6
109 Honduras 2.6
110 Kazakhstan 2.6
111 Nicaragua 2.6
112 Palestine 2.6
113 Ukraine 2.6
114 Vietnam 2.6
115 Zambia 2.6
116 Zimbabwe 2.6
117 Afghanistan 2.5
118 Bolivia 2.5
119 Ecuador 2.5
120 Guatemala 2.5
121 Guyana 2.5
122 Libya 2.5
123 Nepal 2.5
124 Philippines 2.5
125 Uganda 2.5
126 Albania 2.4
127 Niger 2.4
128 Russia 2.4
129 Sierra Leone 2.4
130 Burundi 2.3
131 Cambodia 2.3
132 Republic of 2.3
Congo
133 Georgia 2.3
134 Kyrgyzstan 2.3
135 Papua New 2.3
Guinea
136 Venezuela 2.3
137 Azerbaijan 2.2
138 Cameroon 2.2
139 Ethiopia 2.2
140 Indonesia 2.2
141 Iraq 2.2
142 Liberia 2.2
143 Uzbekistan 2.2
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Table A5.1 continues

Rank Country 2005 CPI
score
65 Ghana 35
66 Mexico 3.5
67 Panama 35
68 Peru 3.5
69 Turkey 3.5
70 Burkina Faso 3.4
71 Croatia 3.4
72 Egypt 3.4
73 Lesotho 3.4
74 Poland 3.4
75 Saudi Arabia 3.4
76 Syria 3.4
77 Laos 3.3
78 China 3.2
79 Morocco 3.2
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Rank Country 2005
CPI
score
144 Congo, D. R. 2.1
145 Kenya 2.1
146 Pakistan 2.1
147 Paraguay 2.1
148 Somalia 2.1
149 Sudan 2.1
150 Tajikistan 2.1
151 Angola 2
152 Cote d'lvoire 1.9
153 Equatorial Guinea 1.9
154 Nigeria 1.9
155 Haiti 1.8
156 Myanmar 1.8
157 Turkmenistan 1.8
158 Bangladesh 1.7
159 Chad 1.7




CHAPTER 6

Democracy and Corruption: An Empirical Analysis in a

Cross-Country Framework

6.1 Introduction

Democracy is generally considered as an importadt @owerful control against

government malfeasance (Barro, 1999). The reasdhaisfreedom of association
and a free press supplemented by an independentiajyd lead to a closer

monitoring and punishment of unjust activities. Eendemocratic countries have
less corruption than dictatorial countries. Howevle result in Chapter 4 defies the
effect of democracy on controlling corruption angyments the existing debate in
the literature. Thus, this chapter continues thestigation presented in Chapter 5

and offers an empirical evaluation of the impaatl@focratisation on corruption.

The main purpose of the empirical analysis is tvjole supportive evidence on the
overall structure of the democracy-corruption tielaghip discussed in the theoretical
model developed in Chapter 5. An advanced fullydfied mature democracy, where
the probability of being caught and punished ifragicorruptly is high, is crucial to

combat corruption. The key implications of the modequire testing whether an
electoral democracy represented by political rightsufficient to reduce corruption.

Democracy defined in the broad and narrow persgestare used in explaining

corruption.

There is no cross-country evidence in the existitgrature that captures the
comparative analysis based on aggregate measurdenobcracy, as well as its
various components, separately to find out whaeespf democracy contributes
more in controlling corruption. This chapter difefrom earlier literature in three
ways: first, following Barro (1999) it further ddeps the idea of “narrow-
democracy” (proxied by political rights) and “breddmocracy” proxied by an

aggregate index of political rights, civil libesieand freedom of the press). The
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concept of narrow democracy comes from Huntingt¢h391) study, which defines
democracy as the selection of leaders through ctitmpeelections by the people.
Following this idea the recent studies of democrawinly focus on the role of
elections. See Gastil (1978) and the Freedom H&egmort that compile electoral
rights data. Bollen (1990) constructed a relatedabte (i.e. political liberties and
popular sovereignty) for inclusion in the democrauagex. Barro (1990) notes that
Freedom House civil liberties index is a broademospt of democracy that covers
freedoms of speech, press freedom and religionatsadconsiders a variety of legal
protections. Extending the idea of a broader canoépdemocracy this chapter
constructs a broad-democracy index by combiningipal rights, civil liberties and
press freedom as well, while the narrow democradgx includes only the political

rights.

Second, besides narrow-democracy and broad-denypc¢hec chapter evaluates the
impact of other individual components of democraagh as civil liberties and press
freedom separately and the combined effect of ipalitights and civil liberties on

controlling corruption. Third, it examines the nlamearities between democracy and
corruption in a non-linear functional form for vaus components of democratic
indicators by controlling for several relevant egomc factors. Furthermore, panel
data estimations have been utilised to examin@digeee of influence of democratic

reform on corruption levels.

The cross-country study examines the following higpses: first, to test if a
‘narrow-democracy’ represented by ‘political rights sufficient to control
corruption. Second, an advanced fully-formed matiemocracy denoted by ‘broad-
democracy’, is examined where the probability ahbecaught if acting corruptly is
high that is crucial to combat corruption. Thirgl,to test the non-linear relationship
to demonstrate if democracy increases corruptiothénearly stages of democratic
reforms; and its consecutive trends in terms oftvima threshold point is. Following
the estimation of the threshold level the fourtlpdthesis tests whether corruption
decreases as a country moves towards a mature ceywoc
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This chapter is arranged as follows: the follows®rtion presents the conceptual
issues of democracy index followed by a discussiorthe data, empirical models
and methodology in section 6.3. Section 6.4 dissufise panel estimation results for
various democracy-corruption specifications. Sectdb tests the robustness of the
results. Section 6.6 presents the evidence of meaul relationships and the

conclusions are stated in the final section.

6.2 Conceptual Issues of Democracy Indices

Like corruption, the measurement of democracyss disputed due to the problems
of conceptualisation, measurement and aggregalumgk and Verkuilen, 2002).
Munck and Verkuilen (2002) and Coppedge (2002) tpoirt that no single index
offers a satisfactory response to all three problewhich have significant
weaknesses. In order to capture the impact of lbyoddfined democracy the
definition adopted by Jackman (1985), is followedewe democracy is defined as an
“umbrella concept” that combines multiple composento a single unidimensional
variable. The Freedom House subjective indexelitigal rights, civil liberties and
press freedom are utilised to construct a broadedesmcy index for the estimation
purposes. The political rights include the eledtpracess and the political pluralism
and functioning of government. The civil libertiescompass freedom of expression
and belief, associational and organisational righie of law and personal autonomy
and individual rights. The components of pressdoee are laws and regulations,
political controls and economic control. Each of tomponents of political rights,
civil liberties and press freedom is based on rpldtcriteria>®

The existing indices of democracy demonstrate Bggmtly varying degrees of
attention for the selection of indicators and h@wcbombine multiple indicators to
represent a single composite indicator. Ades andT&la (1999), Ali and Isse
(2003), and Sung (2004) use Freedom House politigdlts as a proxy for
democracy whereas the civil liberties index of deraoy is used in Emerson (2006).
Moreover, Nelson and Singh (1998), Sandholtz andtie (2000), Gounder (2002)
and Bohara et al., (2004) construct the compostmatracy index by using the

arithmetic average of political rights and civibdirties indices. In Chapter 4 the

%% See http://www.freedomhouse.duay details.
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method of averaging political rights and civil Irbes indices has been followed for

the construction of a single democracy (DEMO) index

However, in this chapter following Shen and Willson (2005Yhe Freedom House
press freedom variable is combined with politieghts and civil liberties to measure
the broad-democracy index which reflect the legadl anforcement capabilities of
government that strengthens and accelerates thiecaaniption reforms. For
combining the multiple dimension of democracy falilog Vanhanen (2000), an
equally weighted broad-democracy index (DEMOZ2) esstructed by multiplying
political rights, civil liberties and press freedoas these three dimensions of
democracy are not mutually independent but arelojugportant for democracy.
The broad-democracy index is scaled from O to Iterer a higher score indicates a

higher level of freedorr’

As an umbrella concept democracy combines multigbenponents, however,
Jackman (1985) suggests that it is imperative ¢agmn their individual components
as well. Therefore, it is analytically more constive to begin the analysis by
measuring the attributes separately in order tomas¢ the individual effects on
controlling corruption. In this way the study prdes a more comprehensive and
rigorous test of the influence of individual compots as well as composite
democracy indicators on corruption for a compaeatimalysis. For this purpose the
Freedom House indices of political rights (PR)jldilserties (CL) and press freedom
(Press) are examined separately. Like broad-dermypdralex, separate individual
indices are also scaled from 0 to 10, where a higbere indicates a higher level of

freedom.

As a further check, the study replicates the esiona with an alternative measure of
democracy, i.e. using Vanhanen’s democratisatiolexn Vanhanen index of
democratisation combines the degree of electorahpetition and electoral
participation as a measure of democracy. This datsvers the period 1810-2000
and it includes 187 contemporary and former inddpanhstates from the year 1810

" Arat (1991) and Alvarez et al. (1996) also combimyeral attributes of democracy following
multiplicative aggregation rule.
*8 In Chapter 5, a higher value of democracy indelicates less democracy.
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or from the year of independence. However, thigl\stexamines the democracy-
corruption relationship using Vanhanen index fa geriod 1995-2000. Vanhanen’s
democratisation index is an objective measure wlieeecompetition variable is
calculated by subtracting the percentage of votas by the largest party from 100,
and the participation variable is calculated frastak populatior?? For sensitivity
analysis former British colony, federal states,t@stant tradition and imports of
goods and services as a percentage of GDP variatdaacorporated along with the
other socio-economic variables. The list of cowstrihat are former British colony
and federal states are based on the Treisman (Z200y. Protestant tradition is
obtained from La Porta et al. (1998) and the datanfiports of goods and services as

a percentage of GDP is taken from the World Develeqt Indicators.

6.3 Data, Models and Methodology

This section discusses the data, models and mdtypdased to estimate the
proposed hypotheses to explain the degree of mdkieof various democracy
indicators on combating corruption across countrigsst, the data definitions are

presented followed by models and methodology.

6.3.1 Data description

As stated in Chapter 4, the dependent variablehia study is Transparency
International’s (Tl) annual corruption perceptiomslex (CPI). In addition, the

control of corruption index (CCI), as an alternatmeasure of corruption is used for

the sensitivity analysis.

A set of standard economic variables i.e., pertaapgal gross domestic product
(RGDP), unemployment rate (UNEM), gini index (GINdj inequality and adult
literacy rate (ALR), and economic freedom index XEdfe incorporated as the
control variables in the basic regression modelpekulix Table A6.1 provides

descriptive statistics of all the variables usethmestimations.

%9 See Vanhanen (2000) for details.
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6.3.2 Model specifications

We begin the analysis by focusing on narrowly defindemocracy which is
represented by political rights (PR) and its infloe on controlling corruption. To
estimate the impact of political rights, civil littes and press freedom as a measure
of narrow-democracy on corruption, the basic regjogs models are specified as

follows:

CPli=PBo + B1 PR+ B2log (RGDP); + B3 GINI; 1 + B4 UNEM;; + Bs ALR;; +
Bs EFt + &it, (6.1a)

CPLi=Bo + B1 CLit + B2log (RGDP); + B3 GINI;:+ B4 UNEM; + Bs ALR;; +
Be EFt+ sy, (6.1b)

CPl; =po + p1 Presg + B2log (RGDP); + B3 GINI;: + B4 UNEM;; + Bs ALR;
+B6 EF|,t+ ity (61C)

where CPI is corruption perception index, PR igtpall rights, CL is civil liberties,
Press is press freedom, RGDP is real GDP per ¢c&piM is gini index, UNEM is
unemployment rate, ALR is adult literacy rate, BFeconomic freedom index,is
error term, i is country and t is time. The sigil aignificance of; is of interest; PR
coefficient is expected to be negative to refldwt telectoral democracy reduces
corruption. CL and Press both have the expectedtivegsigns which measure the
degree of separate components of narrow-democracy.

The next step is to measure the influence of fathdcracy that has the combined
effects on controlling corruption. First, the bred@mocracy includes the combined
effects of political rights and civil liberties (IMO1), and second the broad-
democracy index is DEMO2 which includes PR, CL amwdss freedom. Other

control variables are similar to equations (6.1a)6.1c). Broad-democracy index
DEMO2 and DEMOL1 are constructed by multiplying diyuaveighted components

of political rights, civil liberties and press fiskmm. The broad-democracy equations

are as follows:

120



CPl; =po + p1 DEMOJ; + B2log (RGDP); + B3 GINIit + B4 UNEM;; + B5
ALR +Bs EFRt + iy, (6.2a)

CPl =pBo + 1 DEMO2+ B2log (RGDP); + B3 GINI;;+ s UNEM;; + B5
ALR: +Be Fit + sit, (6.2b)

where DEMO1 includes political rights and civil dities and DEMO2 includes

political rights, civil liberties and press freedom

In the final step the study tests the democracydpdion relationship in a non-linear
framework for the various components of both nareswl broad-democracy
separately. Only the non-linear narrow-democracgehwith PR variable is shown

which has the following form:

CPk¢ =Po + B1 PRy + B2 (PR,)* + B3 EF; + Balog (RGDP); + Bs log
(RGDPJ); + Bs GINI;; + B7 UNEM; + Bs ALR; + Uiy, (6.3)

where u is error term. The coefficieffisandp, are altered with CL, Press, DEMOL1
and DEMO2.

For the estimation of the non-linear relationship signs of3; and B, in equation
(6.3) are of interest and it is expected fhatio be positive anfl, to be negative. The
expected sign of; andf, represents a parabolic relationship between deangcr
and corruption i.e., at the early stages of dem@ert#gon, democracy increases

corruption, after a certain level it has a negatmmpact on corruption.

6.3.3 Econometric methodology

In order to estimate the impact of separate compsnef democracy and the
combined effects of democracy indices on corruptitime panel estimation
methodologies are used based on equations (6.{8)1), (6.2a) to (6.2b) and (6.3)
for the period 1995 to 2004. It also confirms tlkeéationship between democracy
and corruption for non-outlier countries. For tlobustness checks two-way fixed

effects (country and period), two-way random efeand period fixed effects with
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regional dummies are estimated. Moreover, followbewvson (2003), and Nelson
and Singh (1998) a two-period (5-year average iar period i.e. 1995-1999 and
2000-2004) and a three-period (3-year average Haget periods i.e. 1995-1997,
1998-2000 and 2001-2004) panels are estimatedniineke potential business cycle
effects that are assumed to be present in anntal da

As an alternative econometric methodology the esis of the ordinary least
square (OLS) for the average period 1995-2004ndetaken as a single period. In
addition, the partial regression technique is st to test the non-linear relationship
between narrow-and broad-democracy and corrupfdinestimations are carried

out with white heteroskedasticity consistent stada@arors.

6.4 Panel Estimation Results

The impact of various components of democracy dred dombined democracy
indices on corruption are first examined by utilgsipanel least squares (PLS), two-
way fixed effects (FE), two-way random effects (R period fixed effect with
regional dummies (PFERD) based on equation (6.1@-6nd (6.2a-6.2b). The
dependent variable in these equations is corruppierception index for 100
countries over 1995 to 2004 period.

The panel estimation results for the democracyumtion relationship are presented
in Table 6.1. Columns (1)-(4) display the resutis & narrowly defined democracy
index. The panel least square results in columnndicate that the coefficient of
political rights has a positive sign and is sigrafit at the 1 percent level. The reason
behind the positive sign is that when a countryifeego transform towards
democracy, it manifests only ‘electoral democra@presented by political rights
but may be deficient in the many important aspeftslemocracy that are more
crucial to reduce corruption. A one-standard-démmincrease in political rights
increases corruption by 0.30 points, and approxipatl percent of a standard

deviation in the corruption indéR.Except literacy rate the signs and magnitudes of

%0 A one-standard-deviation increase of PR is caledldy multiplying the coefficient of PR (0.082)
and the standard deviation of PR i.e. 3.663, whyikes 0.30 points. It can also be explained by
0.30/2.669 (standard deviation of corruption peticgpindex) * 100 equals to 11 percent of a
standard deviation of CPI.
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the coefficients of the other control variables aleconsistent with the expected
signs (as shown in Chapter 4) and are significarth@ conventional confidence
levels, i.e. at the 1 to 5 percent level of sigrfice. The sign of political rights (PR)
coefficient confirms the observed high level of raption in transition countries.
The specification in column (1) explains more thlaree-fourth of the variation in

the levels of corruption across countries.

Columns (2), (3) and (4) report the relationshipwaen political rights and
corruption after controlling for country and periéided effects, two-way random
effects and period fixed effects with 12 regionahnies® The two-way fixed
effects (column (2)) do not alter the expected sagwl the significance level of
political rights coefficient although the magnitualiethe coefficient decreases. Two-
way random effects in column (3) also indicate tlpalitical rights increase
corruption although the effect is not signific&hColumn (4) displays similar results
and the coefficient of political rights is signidiet at the 1 percent level suggesting
that the relationship between political rights aodruption is not driven by regional
difference$® The adjusted?’ value increases in columns (2) and (4) in compariso
with column (1) indicating that the inclusion ofetlperiod, country and regional
dummies improves the fit of the regression. Thectfof political rights on the level
of corruption is noteworthy. The absolute valuetlté coefficient varies between
0.006 and 0.082, which indicates that a one standawiation increase in the
political rights increases corruption between Cad2 0.30 points or between 0.82
and 11.3 percent of a standard deviation in theuption perception index.

®1 Two-way fixed effects estimate the effects insgytihe dummies for each country and each period
which reduces the degrees of freedom of estimatiostead, period fixed effects with regional
dummies incorporate dummies for each region antl padod that increases the degrees of freedom
and improves the estimation results.

%2 The estimated Hausman test value of 0.912 whigtdater than 0.1, supports that random effects
are more appropriate than fixed effects.

%3 Regional dummies also portray the cultural diffeess among the regions. The results further
reflect that high levels of corruption in transiti@conomies (i.e. economies in East Europe, Latin
America and East Asia) may not be affected by artyral differences.
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Table 6.1 Impact of narrow-and broad-democracy on antrolling corruption: corruption perception index as dependent variable

Dependent Variable: Corruption perception index

All Country Without Outliers
(2) (2 3 (4) )] (6) (7) 8 ) (10)
PLS FE RE PFERD PLS FE RE PFERD PLS PLS
PR 0.082" 0.040™ 0.006 0.065" 0.061"
(0.011) (0.013) (0.01) (0.014) (0.018)
DEMO2 -0.095 -0.019 -0.065" -0.004 -0.1706"
(0.011) (0.020) (0.019) (0.015) (0.023)
Log (RGDP) | -0.967 -0.323 -0.984" -0.809" -0.920” -0.359 -0.870" -0.800" -1.015” -0.934"
(0.022) (0.459) (0.082) (0.046) (0.027) (0.474) (0.089) (0.048) (0.082) (0.081)
GINI 0.041" 0.119~ 0.096" 0.045~ 0.032” 0.118" 0.094~ 0.045~ 0.039~ 0.028~
(0.003) (0.014) (0.007) (0.005) (0.004) (0.014) (0.007) (0.006) (0.005) (0.005)
UNEM 0.012° 0.005 0.013 0.019~ 0.017" 0.006 0.014 0.018" 0.014~ 0.0217
(0.005) (0.006) (0.009) (0.004) (0.005) (0.006) (0.009) (0.004) (0.005) (0.005)
ALR 0.023" -0.021" 0.007 -0.007" 0.032” -0.021 0.008 -0.003 0.025~ 0.035"
(0.002) (0.012) (0.010) (0.004) (0.002) (0.009) (0.010) (0.004) (0.003) (0.003)
EF -0.768" -0.117" -0.181" -0.559" -0.596" -0.114 -0.170" -0.509" -0.724” -0.488"
(0.022) (0.021) (0.032) (0.019) (0.019) (0.020) (0.031) (0.016) (0.041) (0.040)
Latin America 0.996" 0.977"
(0.388) (0.368)
Middle East 0.505 0.325
(0.437) (0.447)
East Asia 1.914 1.811"
(0.523) (0.522)
South East 1.219° 1.0237
Asia (0.401) (0.412)
South Asia 1.029 1.1477
(0.442) (0.434)
Eastern 2.030" 2.051"
Europe (0.364) (0.368)
Central Asia 1.573 1.301"
(0.289) (0.336)
Africa -0.162 -0.221
(0.395) (0.385)
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Table 6.1 continues

All Country Without Outliers
1) (2) (3) (4) (5) (6) (7) (8) (9) (10)
PLS FE RE PFERD PLS FE RE PFERD PLS PLS
Western 0.627 0.688
Europe (0.469) (0.453)
Northern -0.709 -0.670
Europe (0.481) (0.465)
North -0.341 -0.322
America (0.404) (0.385)
Australasia -0.946 -0.933
(0.442) (0.423)
Constant 13.358 5.899 10.452” 12.654" 12.478" 6.517" 9.615 12.467° 13.561" 12.187"
(0.677) (4.037) (0.381) (0.514) (0.691) (4.140) (0.518) (0.535) (0.680) (0.681)
Observations 981 981 1000 981 981 981 1000 981 959 959
Countries 99 99 1000 99 99 99 1000 99 96 96
AdjustedR? 0.757 0.956 0.292 0.837 0.756 0.956 0.292 0.835 550.7 0.766
Wald test P- 0.003 0.004 0.006 0.003 0.009 0.001 0.009 0.008
value)
F-statistic 192.956 192.374

Note: PLS, FE, RE and PFERD denote panel leasteguavo-way fixed effects, two-way random effeantsl period effect with regional dummies, respegtive

White standard errors are in parenthesise”’, " indicate significance level at the 1, 5 and 1&pst, respectively

Legend: PR is political rights, DEMO?2 is broad demaay index which includes political rights, ciliberties and press freedom, RGDP is real grossedtimproduct per capita, GINI is gini
index, UNEM is unemployment rate, ALR is adultdéey rate and EF is economic freedom index.
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Columns (5)-(8) show the results for a broadly miedi democracy index (DEMO2)
for PLS, FE, RE and PFERD estimations based ontieqsa6.2b). The coefficients
of the broad-democracy index (DEMO?2) in columns (6), (7) and (8) indicate the
expected negative sign. This demonstrates that amrenalemocracy with the
existence of political rights, civil liberties apdess freedom can reduce the level of
corruption in a country. The coefficient of DEMOR significant at the 1 percent
level in columns (5) and (7), however, in colum@}dnd (8) the magnitudes of the
coefficient have declined substantially and aresignificant. The absolute value of
the coefficient ranges from 0.004 to 0.095 sugggstinat a one standard deviation
increase in broad-democracy decreases corruptioveba 0.01 and 0.35 points or
between 0.55 percent and 13 percent of a standewthtobn in the corruption
perception index. The two-period and three-periadgb estimation results for the
sensitivity analysis reported in Appendix Table A@lso confirm that narrow-

democracy increases corruption whereas a broad-aeamporeduces corruptidf.

The impact of narrow and broadly defined democgagiecontrolling corruption for
the countries without the outlier are depicted olumns (9) and (10) for PLS
estimation$> Column (9) illustrates the similar results as shawcolumns (1), i.e.
narrow-demaocracy increases corruption. Likewisdroo (10) portrays the similar
results as reported in columns (5), i.e. broad-deawy reduces corruption.
Moreover, the estimated coefficient of PR and DEM&@#® significant at the 1
percent level. As noted, in the case of excludintli@r countries, the magnitude of
the coefficient of PR is much lower in comparisoithwthe all country case. In
contrast, the magnitude of the coefficient of DEM@2far greater for without
outlier countries. For example, in column (10) & atandard-deviation increase in

DEMO2 reduces the perception of corruption by O@emts, approximately 21.5

® The coefficient of PR and DEMO2 are significantlapercent level for both the two-period and
three-period PLS estimations.

% The study treats Hong Kong, Serbia and Montenegm Singapore as outlier countries in the
sample. Hong Kong and Singapore have low leveldenfiocracy and low levels of corruption, while
Serbia and Montenegro has high levels of democaaay high levels of corruption. Although, the
Hadi test result for detecting outliers shows Serdnd Montenegro being the only outlier in the
sample, however, the observed evidence of Hong KmigSingapore reflects that in spite of having a
very low level of democracy these two countriesezignce a very low level of corruption. This view
is supported by Ades and Di Tella (1999) who nbt political rights have no effect on corruption i
these two countries.
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percent of a standard deviation in the €PThe result suggests that a mature
democratic nation which is manifested by a broashatracy has a stronger and
more significant effect on controlling corruptiofhhe removal of outliers marginally

improves the fit of the regression in column (1E)e( adjustedR® for broad-

democracy index increases from 0.756 to 0.766 & &stimations).

The next step discusses the estimated componerwtter narrow-democracy (i.e.
civil liberties (CL) and press freedom (Press)) anold-democracy (the composite
index of political rights and civil liberties (DEMI)). The separate effects are
measured using the same set of control variablesrsin Table 6.1. The estimated
results are presented in Table 6.2. Like the palitrights (PR) coefficient (see
Table 6.1), the CL and Press coefficients in Té&bRalso have positive effects on
corruption for the all countries. In other wordayimg just civil liberties or just press
freedom increases the level of corruption in a tgunThe estimated results
demonstrate that individual components of democratyne cannot engender

enough controls for restraining corruption.

Table 6.2 Impact of other indicators of democracy o controlling corruption

All Countries Without Outliers
CL Press DEMO1 CL Press DEMO]
PLS 0.038 0.031 0.012 -0.003 -0.021 -0.060
(0.012) (0.022) 0.10) | (0.024) (0.030) (0.02¢
PFERD 0.05T 0.088 0.021 0.011 0.030 0.625
(0.018) (0.022) (0.011) | (0.023) (0.027) (0.014

Note: PLS is panel least squares and PFERD is gefiect with regional dummies. CL is civil
liberties, Press is press freedom and DEMO1 indymiditical rights and civil liberties.

White standard errors are in parenthesise. ,” indicate significance level at the 1, 5 and 1Gpet,
respectively. The adjustd¥f ranges between 0.75 and 0.96 for the eighteerifigagions.

All estimates include a constant as well as alldbetrol variables incorporated in the base equatio
(not reported).

The PLS estimation results of without outlier caig® show the negative effects for
civil liberties and press freedom indicators altfjouthe coefficients are not
significant. However, the coefficients of CL andef become positive after

controlling for the period and regional dummies ERD). The results suggest that

% A one-standard-deviation increase of DEMO2 is waked by multiplying the coefficient of
DEMO?2 (0.170) and the standard deviation of DEM@2 3.372, which gives 0.57 points. It can also
be explained by (0.57/2.669 (standard deviationoofuption perception index) * 100 equals to 21.5
percent of a standard deviation of CPI.
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civil liberties and press freedom cannot produddéicsent evidence to confirm the
role of these factors separately in reducing cdionpeven in the case of without

outlier nations.

The composite effects of political rights and ciliberties provide some mixed

results in controlling corruption for all countri@s the sample. The coefficient of
DEMO1 is negative in panel least square estimagloown in (Table 6.2), however
the coefficient is positive and significant aftesntrolling for period and regional

dummies. In contrast, the result after excluding thutlier countries shows a
significantly stronger effect in controlling cortign as the DEMO1 coefficient is

negative in both cases and significant at the tgmrlevel in PLS estimation. The
negative sign and a greater magnitude of the coefiti of DEMOL1 reveals that the
combined effect of political rights and civil likegs appears to be more crucial for
controlling corruption than the individual effeci®erefore, political rights and civil

liberties together are vital for reducing corruptidhe result supports the view that
democratic countries tend to be less corrupt thademocratic nations. It is

interesting to note that the different method ofstouction of DEMO1 (see Table
6.2) in comparison with DEMO in Chapter 4 (see €adl2) produces an opposite
result of the same components of democracy (immbaaation of political rights and

civil liberties)®” In other words, DEMO (includes political rightscaaivil liberties)

in Chapter 4 increases corruption whereas, DEM@tl des political rights and

civil liberties) decreases corruption (Chapter 6).

The comparison of the results of DEMO1 (includektipal rights and civil liberties)
and DEMO2 coefficients (includes political rightsyil liberties and press freedom)
suggests that DEMO2 has a much stronger effectomtralling corruption than
DEMO1. More interestingly, the magnitude of the D8RI coefficient increases to
0.170 (see Table 6.1, column (10)) for the withauitlier countries and this
improvement in the magnitude is solely due to tifece of press freedom component
added to the broad-democracy index. Indeed, thedbdemocracy index (i.e.
DEMOZ2) which represents an advanced level of deamycwith the existence of all

®” The democracy variable (DEMO) in Chapter 4 is tmmsed by averaging political rights and civil
liberties indices whereas DEMOL1 in Chapter 6 isstartcted by multiplying political rights and civil
liberties indices.

128



components of democracracy, generates a more leffget in controlling corruption
than DEMOL (see Tables 6.1 and 6.2). The findiraygion the study by Knack and
Keefer (1995) which states that only political tigland civil liberties indicators are

insufficient proxies for the quality of democraitistitutions.

Finally, political rights a narrowly defined measurf democracy increases
corruption at a higher rate compared to other indial components of democracy in
all specifications (see Tables 6.1 and 6.2). Thesrty suggests that an electoral
democracy at the early stages of democratisatioreases corruption. In contrast, a
broad-democracy (DEMO2) measure possesses polgntaalhigher effective
mechanism for controlling corruption. Figure 6.lowis the Kernel fits of various
individual and composite indices of democracy aoduption to illustrate the close

relationship between democracy and corruption.

Inspection of each figure confirms the estimatiesults of the impact of various
democracy indicators in controlling corruption. Thg political rights, civil liberties
and press freedom indicators show positive effeatsorruption (i.e. political rights
increase the corruption level), whereas the congbidemocracy indicators, in
particular, the broad democracy index portrays tsubislly negative effects on the
level of corruption (i.e. decreases corruption)e Tigures also confirm the existence
of outliers (i.e. existence of low level of corriget and low levels of democracy and
high level of corruption and high level of demograwhich are consistent with the
analysis. An interesting point to note in Figurg & that the scatter plots of various
democracy indicators and the level of corruptiduasirate the existence of a non-
linear relationship between democracy and corraptbis is discussed in section
6.6).

6.5 Sensitivity Analysis

Analysing the relationship between democracy anduption utilising the panel
estimation technique raises the question of whetherresults are due to some
characteristics of specific technique and dataorgher to address these issues an
alternative technique, another measure of corroind the measures of democracy

are used to check the robustness of the resultésiisection.
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Figure 6.1 The relationship between democracy indators and corruption
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Note: PR is political rights, CL is civil libertieBress is press freedom, DEMOL includes political
rights and civil liberties, Broad-democracy inclagmlitical rights, civil liberties and press fresd
and CPI is the corruption perception index.
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6.5.1 Cross-section results

It is interesting to note that the corruption petan index varies, more across
countries rather than over time. Therefore, mucthefempirical study on the causes
of corruption emphasises on cross-country analy$is section presents an ordinary
least square (OLS) analysis of democracy-corruptadationship using a 10-year
average of the period from 1995 to 2004. The OliBnasion results are reported in
Table 6.3. Columns (11), (12) and (13) are for mardemocracy (i.e. political
rights) and columns (14), (15) and (16) resultsfardoroad-democracy (i.e. DEMO2

which includes political rights, civil liberties dmpress freedom).

Column (11) estimates the base specification oftgun (6.1), the results indicate
that PR coefficient is positive and significantlgbercent level and the magnitude of
the coefficient is greater than the panel leasasggiestimation shown in column (1),
Table 6.1. Column (12) includes four regional dumsni.e. Asia, Latin America,
Africa and Eastern Europe as further control vdesbThe former British colonies,
federal states, protestant tradition and importgaafds and services as a percentage
of GDP are incorporated as additional control \@ea to the base equation in
column (13°® The inclusion of regional dummies and the addalocontrol
variables, however, do not change the sign of P&ficent in columns (12) and
(13). The largest estimated value of the politicghts coefficient is 0.158 points,
thus a one standard deviation increase in narromedeacy index (political rights)

increases corruption by 0.579 poifits.

The estimated OLS coefficients in columns (14),) (@5d (16) report the results of
the broad-democracy indicator (DEMOZ2). The sigrihaf estimated coefficients of
DEMO?2 are negative although they are insignificditte estimated largest absolute
value of the coefficient of DEMO2 of 0.069 impligsat a one standard deviation

% In federally structured states, competition amgogernment officials increases. Weingast (1995)
and Rose-Ackerman (1978) have argued that fedémattgsres make more honest and efficient
government by providing for competition between-guisdictions. By contrast, Shleifer and Vishny
(1993) argue that when officials monopolise compatary products, they are likely to overgaze,
which leads to sub-optimal over extraction.

% A one-standard-deviation increase of PR is caledldy multiplying the coefficient of PR (0.133)
and the standard deviation of PR, i.e. 3.663, whigks 0.579 points.
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Table 6.3 OLS estimates for democracy and corruptiorelationship

Dependent variable: corruption perceptions index
PR DEMO2
(11) (12) (13) (14) (15) (16)
PR 0.133 0.116 0.158
(0.044) (0.053) (0.049)
DEMO2 -0.069 -0.003 -0.001
(0.072) | (0.078) | (0.082)
Log (RGDP) -0.837 -0.577 -0.795" | -0.856 -0.647 | -0.895"
(0.227) (0.269) (0.240) | (0.237) | (0.274) | (0.257)
GINI 0.036" 0.042° 0.029 0.027 0.034 0.022
(0.015) (0.017) (0.015) (0.015) (0.018) (0.017)
UNEM 0.007 0.014 0.004 0.013 0.018 0.008
(0.015) (0.012) (0.014) (0.015) (0.013) (0.015)
ALR 0.020" -0.006 0.011 0.031" -0.010 0.023
(0.010) (0.0112) (0.010) (0.010) (0.011) (0.010)
EF -0.953" | -0.815" 09707 | -0.719" | -0.650° | -0.749"
(0.103) (0.133) (0.117) | (0.105) | (0.130) | (0.128)
Asia 1.189" 1.1337
(0.380) (0.410)
Latin America 0.756 0.964
(0.465) (0.468)
Africa -0.155 -0.228
(0.489) (0.436)
Eastern Europe 1.482 1.5527
(0.382) (0.399)
Federal state 0.060 0.181
(0.311) (0.313)
British colony -0.360 -0.452
(0.273) (0.281)
Percent Protestant -1.705 -1.686
(0.534) (0.570)
(Imports/GDP) (% 0.008 0.005
(0.005) (0.006)
Constant 13.294 | 11.923" | 13.843" | 12.713" | 12.239° | 13.980°
(1.898) (2.445) (2.071) | (1.885) | (2.334) | (2.068)
Observations 99 99 97 99 99 97
AdjustedR? 0.810 0.848 0.837 0.799 0.837 0.818
Serial Correlation 0.759 0.765 0.963 0.618 0.576¢ 0.779
test P-value)
Normality test 0.587 0.401 0.357 0.945 0.778 0.891
(P-value)
Heteroskedasticity,  0.326 0.707 0.719 0.652 0.575 0.90y
test P-value)

Note: for legends see Table 6.1.
White standard errors are in parenthesise. ***, **indicate significance level at the 1, 5 and 10
percent, respectively.

increase in broad-democracy index reduces cormifitjo0.23 pointg? It is worth

noting that the sign of the coefficients of fedestdtes, former British colony and

O A one-standard-deviation increase of DEMO2 is waked by multiplying the coefficient of
DEMOZ2 (0.069) and the standard deviation of DEMO2,3.372, which equals to 0.23 points.
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protestant tradition in columns (13) and (16) confithe claim and findings of

Shleifer and Vishny (1993), and Treisman (2000} flealeral state increases the
opportunities of corruption, whereas countries asmér British colonies and

protestant tradition are less corrupt. However ghsitive coefficient of imports to

GDP share, i.e. a higher level of import increas@suption is not consistent with

Treisman (2000).

The OLS estimation results in Table 6.3 stronglyfecon our hypothesis that
narrow-democracy measured by political rights issufficient to reduce corruption;
instead it may increase corruption during the fteors period. The high level of
corruption in the East European countries (tramsitountries) supports this result.
On the contrary the result finds a slightly weakepport for confirming that broad-

democracy is crucial for combating corruption.

6.5.2 Alternative corruption measure

The panel and cross-section estimation resultsabléE 6.2 and 6.3 are for the
specific measure of corruption. This raises thestioe of whether these results are
the characteristics of specific data since corampperception indices are based on
subjective measurement. In order to address thigithe study further examines an
alternative measure of corruption indicator usihg tontrol of corruption index
(CCI) constructed by Kaufmann et al. (2005).

The OLS estimation results of the impact of nardewocracy and broad-
democracy using the alternative corruption measiwegecontrol of corruption index,
are reported in Table 6.4. In both cases the aoeffis of democracy indicators are
positive but the effect is much weaker for politicgghts. The DEMO2 results
suggest that mature level of democracy increases dbntrol of corruption
significantly whereas a narrow-democracy showssdihglar controls but it is not
statistically significant. The partial effects ddlical rights (narrow-democracy) and
broad-democracy on the level of corruption are gecent and 20.1 percent
respectively. In other words, the evidence strorgpports the hypothesis that
broad-democracy plays a more effective and sigaiticole in combating corruption

than narrow-democracy.
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Table 6.4 Effect of narrow-and broad-democracy ontte control of corruption
index, 1996-2004

Dependent variable average PR DEMO2

control of corruption index

Democracy indicator 0.046 0.201"
(0.0412) (0.061)

Observations 99 99

Adjusted’? 0.846 0.872

Note: PR is political rights and DEMO2 includesipol rights, civil liberties and press freedom.
Both estimates include a constant as well as allabntrol variables incorporated in the base

equation but not reported here.
White standard errors are in parenthesise. ***¢atis significance level at the 1 percent level.

6.5.3 Alternative measure of democracy

The next step tests the impact of democracy onupbon using Vanhanen’s
democratisation index as an alternative measudemiocracy. The index is based on
an objective measure by combining the two dimerssiah democracy, i.e.,
competition and participatioff. The competition represents the percentage share of
votes for the smaller parties and independentsenpiarliamentary elections and is
calculated by subtracting the percentage of votas ly the largest party from 100
percent. The participation dimension measures énegmtage of the population that
actually voted in the election. The democratisatimglex is constructed by
multiplying competition and participation and dind the outcome by 100. The
results of the basic specification for the combidedhocratisation index as well as
for individual components are shown in Table 6.6mbined democracy index and
their components are scored from 0 (no freedom)Otéhighest freedom). Therefore
a negative relationship between the combined iratek corruption and a positive
relationship with individual components and corroptare expected in order to

confirm our hypothesis.

The combined democracy index has the expected imegagn but is insignificant.
The estimated results for the individual componesftslemocracy show that the
coefficients of competition and participation arettb positive but only the
competition coefficient is significant at the 1 pemt level and has a greater

magnitude. The effects of individual components @nredcombined democracy index

" These two dimensions of democracy are based oh(D@i1).
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on corruption are somewhat smaller than the redaliad in the earlier section.
Although, it shows that individual components ofraeracy increase corruption
whereas, the combined democracy index reduces ptmnu A one standard
deviation improvement in the competition indicatocreases corruption by 0.55
points. On the other hand, a one standard deviatiggrovement in combined
democracy index reduces corruption by 0.05 poidteerall the alternative measure

of democracy confirms the robustness of the results

Table 6.5 An alternative measure of democracy andcruption, 1995 — 2004
Dependent variable: Competition Participation Combined Index
average corruption
perception index

Democracy indicator 0.022 0.006 -0.004
(0.006) (0.010) (0.10)

Observations 98 98 100

AdjustedR? 0.817 0.794 0.799

Note: Both estimates include a constant as wetlllafie control variables incorporated in the base
equation but not reported here.
White standard errors are in parenthesise. ***¢atis significance level at the 1percent level.

6.6 Non-Linear Estimation

The study finds evidence in the earlier sectiorst tharrow-democracy increases
corruption and broad-democracy reduces corrupiibe.results predict the existence
of a non-linear relationship between democracy eaduption. Democratisation
begins with narrow-democracy and accomplishes ntatwith broad-democracy. It
is not achievable through an overnight transforamabut with a continuous process
of democratisation a country can reach a level emacracy where all the
components of democracy develop together and dghdbistronger impact on
controlling corruption. To evaluate the possibilihore systematically the study re-
estimates a non-linear model based on equatioi I§§.8tilising panel least squares,
and period fixed effect with regional dummies farious components of democracy
and the two combined democracy indices. The esbmaesults are presented in
Table 6.6.

Both estimation results confirm the non-linear tielaship between democracy and
corruption. The democracy and democfacyefficients have the expected positive
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and negative signs respectively and are statistisajnificant at the 1 percent level
for all the individual components of narrow-demayraand the two combined
indices of broad-democracy. In addition, the inidos of the second-order
polynomial term improves the model's goodness bfabout 7 percent for broad
democracy (DEMOZ2) and about 6 percent for politiagihts (PR) in the panel least
square estimationé.The negative sign of the second-degree polynodgaiocracy
indicator reveals that a concave function better the data than the simple linear

function.®

The turning points of the non-linear model where ttelationship changes its
direction from positive to negative impact on cetian for several democracy
indicators are shown in Table 6.7. The results ablés 6.6 and 6.7 suggest that
undemocratic countries with extremely low levels @émocracy index values
experienced an increase in the corruption levéhénearly stages of democratisation
(for example, East European countries). The coiooplkevel increases until they
reach the turning point at which the average l@fetorruption is at its maximum
and once past the turning point corruption levedubstantially lower at the mature
stages of democracy with consolidated democrasitutions (for example Finland,
Denmark, United Kingdom etc).

Comparison of the turning points of various demograndicators in Table 6.7
demonstrate that as a country moves from narrowedeswy towards a broad-
democracy the control of corruption is much fasted stronger. For instance, the
estimated turning point of DEMO2 is about 4 whishthe lowest level compared
with the turning point of over 7 for PR. In othepmnds, the transition stage can be
best portrayed as the ‘early childhood’ of demograghere transiting countries
retain the political rights, but lack the existerafeother components of democracy,
such as civil liberties, press freedom, legal systgemocratic institutions, etc. In the
context of democratic transition, Herge et al. @0€laims that intermediate regimes

are less stable than autocracies which in turnleasestable than democracies.

"21n PLS estimations, the adjustBtfor broad-democracy index increases from 0.7568@Dand

the adjusted®?for political rights (narrow-democracy) increasesni 0.757 to 0.804.

"3 The adjusted®’ for a cubic function of broad-democracy index eéases compared to the adjusted
R’ of second degree polynomial suggesting that therskedegree polynomial best fits the data.
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Table 6.6 Estimated results for the non-linear relaonship between corruption and various componentsf narrow-and broad-

democracy
Dependent variable:corruption perceptions index
(17) (18) (19) (20) (21) (22) (23) (24) (25) (26)
PLS PFERD PLS PFERD PLS PFERD PLS PFERD PLS PFERD
PR 0.366° 0.285
(0.061) (0.049)
PR -0.027" -0.020”
(0.036) (0.003)
CcL 0.430° -0.236
(0.045) (0.050)
CcL? -0.035 | -0.017"
(0.003) (0.003)
Press 0.6724 0.371
(0.066) (0.083)
Pres$ -0.056 -0.029”
(0.006) (0.008)
DEMO1 0.447 0.257"
(0.038) (0.55)
DEMO?? -0.043" -0.023"
(0.004) (0.005)
DEMO2 0.50T 0.261"
(0.033) (0.046)
DEMOZ -0.062" -0.031"
(0.003) (0.006)
EF -0.649" -0.553" -0.647" -0.536" -0.610" -0.529" -0.629" -0.520" -0.592™ -0.497"
(0.028) (0.023) (0.031) (0.024) (0.027) (0.020) (0.031) (0.020) (0.031) (0.020)
Log (RGDP) 5.167 2.441 4.739" 2.440" 4278 2.253* 4.268" 2.380" 3.8137 2.419°
(0.602) (0.579) (0.621) (0.528) (0.558) (0.479) (0.679) (0.462) (0.652) (0.464)
(Log (RGDP)¥ -0.373" -0.200™ -0.3437 | -0.202" -0.319” -0.193" -0.313"7 -0.196" -0.287" -0.2017
(0.036) (0.034) (0.038) (0.031) (0.033) (0.028) (0.042) (0.027) (0.040) (0.027)
GINI 0.0327 0.042” 0.024 0.044~ 0.024” 0.045~ 0.019~ 0.043"7 0.018" 0.044
(0.006) (0.007) (0.005) (0.007) (0.005) (0.006) (0.005) (0.007) (0.005) (0.006)
UNEM 0.018~ 0.020~ 0.017" 0.019~ 0.019~ 0.020” 0.016~ 0.017" 0.015~ 0.017"
(0.005) (0.004) (0.005) (0.004) (0.005) (0.004) (0.005) (0.004) (0.005) (0.004)
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Table 6.6 continues

(17) (18) (19) (20) (21) (22) (23) (24) (25) (26)
PLS PFERD PLS PFERD PLS PFERD PLS PFERD PLS PFERD
ALR 0.021" -0.005 0.021" -0.005 0.025" -0.005 0.019” -0.007" 0.019” -0.007"
(0.001) (0.002) (0.001) (0.002) (0.001) (0.002) (0.001) (0.003) (0.001) (0.002)

Latin America 1.13% 1.092" 1.079" 1.105° 1.044"
(0.358) (0.361) (0.364) (0.362) (0.373)

Middle East 0.935 0.834** 0.784 0.874 0.766
(0.384) (0.412) (0.399) (0.386) (0.401)

East Asia 2.528 2.391" 2.415 2.367 2.250"
(0.433) (0.475) (0.455) (0.454) (0.471)

South East Asia 1.550 1.4127 1.440” 1.456" 1.349"
(0.363) (0.392) (0.370) (0.371) (0.387)

South Asia 1.213 1.202” 1.156 1.212" 1.215°
(0.421) (0.437) (0.431) (0.442) (0.439)

Eastern Europe 2.219 2.186 2.2127 2.275 2.241"
(0.334) (0.360) (0.355) (0.333) (0.344)

Central Asia 1.921 1.637" 1.721" 1.888" 1.756
(0.240) (0.305) (0.283) (0.235) (0.272)

Africa 0.360 0.192 0.155 0.320 0.216
(0.330) (0.334) (0.342) (0.327) (0.342)

Western Europe 1.455 1.408" 1.4117 1.4937 1.469°
(0.361) (0.385) (0.380) (0.340) (0.350)

Northern Europe 0.263 0.272 0.328 0.402 0.570
(0.352) (0.380) (0.354) (0.334) (0.313)

North America 0.73% 0.729 0.703" 0.874~ 0.911"
(0.259) (0.282) (0.275) (0.236) (0.239)

Australasia -0.085 -0.088 -0.031 0.057 0.251
(0.329) (0.355) (0.328) (0.303) (0.287)

Constant -11.508 -1.106 -10.185" -0.990 -8.931" -0.474 -7.597" -0.490 -5.639" -0.474
(2.383) (1.893) (2.470) (1.670) (2.271) (1.597) (2.660) (1.406) (2.579) (1.415)

Observations 981 981 981 981 981 981 981 981 98] 1 98

AdjustedR? 0.804 0.847 0.803 0.844 0.804 0.846 0.807 0.845 120.8 0.845
Wald test P-value)]  0.005 0.006 0.008 0.002 0.005 0.002 0.003 0.009 010.0 0.001

Note PR is political rights, CL is civil liberties, Press press freedom, DEMOL1 includes political rigiwtsl civil liberties and DEMO2 includes politicagts, civil

liberties and press freedom. PLS is panel leasireguand PFERD is period effect with regional duesmi

White standard errors are in parenthesise. , " indicate significance level at the 1, 5 and 1@est, respectively.
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They further point out that durable democracy & st probable end-point of the
democratisation process.

Table 6.7 Turning points for the level of various @mocracy indices

PR CL Press DEMO1 DEMO2
PLS 6.778 6.143 5.571 5.140 4.04
PFERD 7.125 6.941 6.397 5.587 4.210

Note: PR is political rights, CL is civil libertie®ress is press freedom, DEMOL1 includes political
rights and civil liberties and DEMO?2 includes piakit rights, civil liberties and press freedom and
CPI is the corruption perception index. PLS is pdeast squares and PFERD is period effect with
regional dummies.

With the continuous process of democratisation anty can reach the probable
end-point, where a more extensive democratic freedand more effective
democratic institutions could operate togetherdbieve a high level of efficiency
and effectiveness. Therefore, in an advanced l@veémocracy countries can retain
high levels of political rights, civil liberties drpress freedom through strengthening
their institutions which could benefit anti-corrigst efforts in the advance stages of
democratisation. It is interesting to note that skege of advancement of democracy
runs in a direction that is quite evident from #stimated turning points for various
democracy indicators in the sample (see Table BiOther words, it can be said that
a high level of press freedom is only attainablemwh high level of political rights
exists but not the other way round. The averagaegabf political rights and press
freedom for 100 countries are presented in Appentible A.6.4. Table 6.8
confirms the claim that no country is found in temple where press freedom is

high but political right is low.

Table 6.8 Number of countries with high and low legls of political rights and
press freedom

Categorisation of the level No. of Categorisation of the level | No. of countries
of democracy indices countries of democracy indices

High PR 54 High PR 11

High press freedom Low press freedom

Low PR 0 Low PR 33

High press freedom Low press freedom

Level of 5 or greater indicates a high level wherkeas than 5 indicates a low level of politicghts.
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6.6.1 Partial effects: narrow-and broad-democracy
In order to confirm the non-linear relationship treetial effects of narrow and broad

democracy indicators are estimated, that takefottwving form.”

CPly =ao + 81 PR+ B (PR —pa)” + B2 EF¢ + Bslog (RGDP); + B4
(log (RGDP)Ji; + Bs GINIi; + Bs UNEM; + B7 ALR;; + &1, (6.4)

The coefficients; measures the partial effect at various levelsatitipal rights on
corruption wherqu, takes the value from 0 to 10 for the political tgylindex.s;
coefficient is altered with DEMO2.

The partial effects results are reported in Tab® 6olumns (27) and (28) show the
partial effects results of political rights (narr@&mocracy) on corruption at the
different levels of the political rights index (i.Bom 0 to 10) using the panel least
squares and period effect with regional dummiesnesion methods. Both columns
confirm that narrow-democracy enhances corruptidnthte early stages of

democratisation; yet once past the threshold Igwelat the political rights level 6-7)

corruption levels decrease when a country acquiregreater level of mature

democracy. On the other hand, it is evident fronuroos (29) and (30) that in the
case of a broad-democracy, the threshold leveluige dow, i.e. corruption starts

decreasing at level between 4 and 5. Moreoverptagnitude of the coefficients of

DEMOZ2 are greater than the coefficients of politigghts in both the PLS and

PFERD estimation methods when democracy reducesptimn. This suggests that
broad-democracy manifests a much stronger andfisigni effect in controlling

corruption.

Overall the estimation results presented in Tablés6.7 and 6.9 clearly reflect that
there exists a non-monotonic relationship betwesmnatracy and corruption which
is robust to various specifications and the vasiatof different components of
democracy indices, both individual as well as cosifgo The coefficients of non-
linear and partial effects suggest that corrupisoslightly lower in autocracy than in

narrow-democracy and once past a threshold pomuigiion is substantially lower

4 See Wooldridge (2006, pp. 204-206) for details.
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in broad-democracies. It is worth noting that cotimgacorruption levels increases
with democratic reforms and it is most effectivenations that are advanced, mature

and have consolidated broad-democracy.

Table 6.9 Partial effects of narrow-and broad-dema@cy on corruption

Dependent variable corruption perceptions index
Level (27) (28) (29) (30)
8, (PLS) 8, (PFERD) 8. (PLS) 8, (PFERD)
PR=1,2..10 PR=1,2..10 DEMO2=1,2..10 | DEMO2=1,2..10
0 0.366 0.285" 0.570" 0.261"
(0.032) (0.049) (0.033) (0.046)
1 0.3127 0.244™ 0.377" 0.198"
(0.028) (0.042) (0.027) (0.035)
2 0.258" 0.204™ 0.253" 0.136"
(0.024) (0.036) (0.021) (0.025)
3 0.204" 0.163" 0.129" 0.074”
(0.020) (0.029) (0.016) (0.016)
4 0.1517 0.123" 0.005 0.011"
(0.016) (0.023) (0.013) (0.014)
5 0.097" 0.082" -0.119" -0.051"
(0.013) (0.017) (0.012) (0.021)
6 0.043" 0.041" -0.243" -0.114~
(0.012) (0.012) (0.015) (0.030)
7 -0.011 -0.001 -0.368" -0.176"
(0.011) (0.010) (0.019) (0.041)
8 -0.064" -0.039" -0.492” -0.238"
(0.013) (0.013) (0.025) (0.052)
9 -0.1197 -0.080" -0.616" -0.301"
(0.015) (0.018) (0.031) (0.064)
10 -0.17% -0.120" -0.740" -0.363"
(0.019) (0.024) (0.037) (0.075)

Note: PR is political rights and DEMO?2 includesipoal rights, civil liberties and press freedom
and CPI is the corruption perception index. PR BEf1O2 are estimated utilising partial effect
with same control variables. PLS is panel leastsggiand PFERD is period effect with regional
dummies.

White standard errors are in parenthesis. *** *fndicate the level of significance at the
1percent, 5percent and 10percent, respectively.

6.7 Conclusion

This chapter empirically examines the impact ofrerdemocracy and broad-
democracy on controlling. The empirical analysiveas that democratisation
eventually reduces corruption although there isigsurge of corruption in the early
stages of democratic process. The results supperthiypothesis developed in
Chapter 5 that an electoral democracy represenyegbotitical rights does not
produce sufficient checks against corruption. ladieit aggravates the level of
corruption in transition countries when comparethvaiutocratic regimes. By way of

contrast, an advanced mature democracy is capélksiaining corruption levels
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significantly. The results remain robust under @asi estimations and for the
alternative measures of democracy and corruptite. Aon-linear regression results
confirm the fact that corruption levels increasethe transition process which are
due to the existence of narrow-democracy. Howemece past the threshold point

corruption level decreases substantially in a baraimature democracy.

The empirical evidence obtained in this analysisl$® coherent with earlier studies.
On the one hand it confirms the finding that thenber of years of democracy plays
an important role in reducing corruption rathemtliae current levels of democracy.
While on the other hand, the results also suppertstew that the road to democracy
is complicated and autocratic countries do not becomature consolidated
democracies immediately (overnight). As democrttigais a prolonged process,
hence a well-functioning advanced mature democraquires years to build up.
Moreover, this study also corroborates the finditigg only political rights play no
significant role in curbing corruption. This is laese political rights framed as
narrow-demaocracy increases corruption in transitonntries. Also, it confirms a
non-linearity of democracy-corruption relationshifhus, despite the high level of
corruption among intermediate democracies whereodeaoy is narrowly formed
the consolidation of advanced democratic instingialong with political rights, civil
liberties and press freedom reduces corruptionimately, the initial narrow-
democracy achieves its final democratic ends waighnificantly lower corruption

levels.

The cross-country results also confirm some couspgcific observations. First,
countries known as least corrupt are highly dentmci@nd have been established
democracy over an elongated period of time (fomg¥da Denmark, New Zealand,
Sweden and other developed nations). Second, #ieriki evidence of transition
countries is consistent with the estimated resafltsarrow-democracy. Third, South
Korean evidence supports the non-linear relatigndetween democracy and

corruption.

However, there are some country specific evidertisas do not support the usual

democracy-corruption relationship and they aretéskas outliers in the analysis.
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First, the existence of low level of democracy #melvery low level of corruption in
Hong Kong and Singapore challenges the validitytlted negative democracy-
corruption association. Second, India as a demoanation is counted as one of the
most corrupt country. The exceptional democracytgiron relationship in these
countries can be explained by another institutidaator i.e., economic freedom.
Economic freedom coefficient is found to be negaawnd highly significant in all the
estimations, suggesting that economic freedom hsgraficant positive effect in
controlling corruption. Therefore, it is of intete® examine whether economic
freedom works more effectively in controlling cagotion in any political
environment? To answer this question further amalys taken to examine the
interaction effects between democracy and econofreedom on corruption.
Measuring the interaction effect between these inatitutional variables on

corruption follows in Chapter 7.
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This appendix consists of three tables. Table ABekents descriptive statistics of the
variables used here. Table A6.2 reports the resiltse two-period and three-period
panel estimations of the impact of narrow-and bydechocracy in controlling

corruption. Table A6.3 presents the average vahlfegolitical rights and press

APPENDIX 6

freedom for 100 countries.

Appendix Table A6.1 Descriptive statistics of the ariables

Mean Median | Maximum | Minimum | Standard | Observations
Deviation
PR 6.232 6.667 10.000 0.010 3.663 982
CL 5.904 6.667 10.000 0.100 3.165 982
PRESS 5.460 5.350 9.500 0.010 2.556 1000
DEMO1 4,776 4.167 10.000 0.001 3.798 982
DEMO2 3.520 2.133 9.500 | 1.00E-06 3.372 982
CPI 5.553 6.3 10 0 2.6693 1000
EF 5.173 5.13 10 0.725 2.0791 1000
GINI 38.557 37.55 63.7 20 8.9703 1000
ALR 87.812 95.74 100 33.59 16.311 1000
RGDP 9102.44 6463 36341 204 7702. 1000
UNEM 12.254 9.25 42 0.4 9.8467 1000

Legend:PR is political rights, CL is civil liberties, Piess press freedom, DEMOL1 includes political
rights and civil liberties, DEMO2 is broad demograndex which includes political rights, civil
liberties and press freedom, CPI is corruption @gtion index, EF is economic freedom index, GINI
is gini index, ALR is adult literacy rate, RGDPrial gross domestic product per capita, and UNEM

is unemployment rate..

144




Table A6.2 Impact of narrow-and broad-democracy incontrolling corruption
Three-period Three-period Two-period Two-period
panel panel panel panel
PR 0.067*** 0.040%**
(0.011) (0.0009)
DEMO?2 -1.23%* -0.136***
(0.008) (0.010)
Log (RGDP) -1.015%** -0.942%** -1.039%** -0.930%**
(0.043) (0.043) (0.0004) (0.031)
GINI 0.038*** 0.028*** 0.036*+* 0.026~
(0.004) (0.004) (0.005) (0.006)
UNEM 0.012** 0.018*** 0.013*** 0.019%**
(0.005) (0.006) (0.002) (0.002)
ALR 0.017*** -0.027*** 0.019%** -0.027***
(0.003) (0.002) (0.002) (0.001)
EF -0.692%+* -0.527*** -0.645%** -0.511"
(0.018) (0.006) (0.006) (0.005)
Constant 13.947%* 12.838*** 14.002%** 12.779%**
(0.368) (0.458) (0.396) (0.593)
Observations 294 294 196 196
Countries 99 99 99 99
AdjustedR® 0.759 0.764 0.757 0.766

Legend is similar to Table A6.1. Three-periods 2895-1999, 1998-2000 and 2001-2004. Two- periogs ar
1995-1999 and 2000-2004.

White standard errors are in parenthesiSe.”, " indicate significance level at the 1, 5 and 10ceet,
respectively.
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Table A6.3Average values of political rights and pess freedom

Country Political rights Press freedom
Albania 5.833 1.292
Algeria 1.667 0.099
Argentina 8.000 3.718
Armenia 4.500 0.932
Australia 10.000 8.970
Austria 10.000 8.380
Azerbaijan 1.667 0.166
Bangladesh 6.667 1.40
Belarus 1.667 0.079
Belgium 10.000 8.185
Bosnia 3.667 0.713
Brazil 7.500 2.942
Bulgaria 9.000 4.328
Canada 10.000 8.440
Chile 8.500 5.598
China 0.100 0.002
Colombia 5.167 1.095
Congo Democratic Republic 0.727 0.021
Cote d' Ivore 1.833 0.189
Croatia 6.667 2.413
Cyprus 10.000 8.200
Czech Republic 10.000 6.686
Denmark 10.000 9.090
Ecuador 7.333 2.821
Egypt 1.667 0.096
Estonia 9.833 6.676
Ethiopia 4.000 0.542
Finland 10.000 8.670
France 10.000 6.795
Georgia 5.667 1.206
Germany 10.000 7.540
Ghana 7.333 2.613
Greece 10.000 5.103
Guatemala 6.000 1.280
Hong Kong 6.680
Hungary 10.000 6.108
Iceland 10.000 8.920
India 8.000 2.894
Indonesia 4.030 0.939
Iran 1.667 0.049
Iraq 0.100 4,951
Ireland 10.000 8.200
Israel 10.000 4.860
Italy 10.000 6.320
Japan 10.000 6.725
Jordon 4.167 0.826
Kazakhstan 1.667 0.1806
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Table A6.3 continues

Country Political rights Press freedom
Kenya 2.687 0.486
Kuwait 4.333 0.721
Kyrgyzstan 3.000 0.491
Latvia 9.667 6.333
Lithuania 9.833 6.519
Luxemburg 1.000 8.900
Macedonia 5.833 2.168
Malaysia 4.000 0.496
Malta 10.000 8.360
Malta 7.333 3.017
Mexico 7.167 2.611
Moldova 7.167 1.201
Morocco 3.333 0.624
Myanmar 0.100 1.998
Netherlands 10.000 8.550
New Zealand 10.000 9.240
Nigeria 3.197 0.655
Norway 10.000 9.350
Oman 1.667 0.122
Pakistan 3.010 0.419
Peru 6.000 1.978
Philippines 8.333 3.525
Poland 10.000 6.635
Portugal 10.000 8.380
Qatar 1.040 0.077
Romania 7.833 3.585
Russia 4.500 0.822
Saudi Arabia 0.100 0.002
Serbia 6.667 0.667
Singapore 3.500 0.461
Slovakia 9.333 4,958
Slovenia 10.000 6.637
South Africa 10.000 6.142
South Korea 8.500 5.147
Spain 10.000 7.188
Sri Lanka 6.500 1.410
Sudan 0.100 0.001
Sweden 10.000 9.050
Switzerland 10.000 9.140
Syria 0.100 0.001
Taiwan 8.500 5.365
Tajikistan 1.353 0.052
Tanzania 4.333 1.146
Thailand 7.833 3.392
Turkey 5.333 0.878
Turkmenistan 0.100 0.001
Ukraine 5.833 1.393
United Arab Emirates 1.667 0.122
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Table A6.3 continues

Country Political rights Press freedom
United Kingdom 10.000 7.083
United States 10.000 8.610
Uzbekistan 0.100 0.003
Venezuela 7.000 2.221
Vietnam 0.100 0.002
Yemen 3.000 0.209

Source: Freedom House, http://www.freedomhouse.org.
Note: A higher value represents a higher freedom.
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CHAPTER 7

The Interactive Effect of Economic Freedom and

Democracy on Corruption

7.1 Introduction

In examining the causes of corruption variatioroasrcountries, Chapter 4 finds that
an expansion of democracy encourages corruptior fiiding contradicts the
observed performance in many democratic counthas éxperience low levels of
corruption. However, the result of the positiveeeffof democracy on corruption in
Chapter 4 elucidates the incidence of corruptiotheéxnewly sovereign countries. To
resolve the debate of the paradoxical relationbbigveen democracy and corruption
Chapters 5 analyses the relationship theoretieaity Chapter 6 tests the results in an
empirical framework. Both theoretical and empiricedults confirm the existence of
a non-monotonic relationship between democracy ewrmuption. However, the
incidence of outliers in countries such as Hong dand Singapore show a very low
level of democracy and a very low level of corraptiThis provides a challenge as it
may affect the empirical results presented in otadies given the incidence of
outlier issues of these countries. Thus, this @rapkamines the relationship in
outlier countries with another crucial institutidfiactor, viz. economic freedom and

its interaction effect with democracy to measusantpact on corruption.

The focus on competition and its impact on corapthave been noted from two
different perspectives. One is the political lidesa@ion or democratisation and the
other is the economic liberalisation or decentadili®. For explaining the
relationship between democratisation and corruptgtadies have used trade
openness, government size, government interventorthe composite economic
freedom index as control variables (see studie$reysman (2000), Montinola and
Jackman (2002), Chowdhury (2004), Bohara et al0o42@nd Shen and Williamson
(2005)). The political rights and/or civil liberidhave been used as control variables
in the studies by Ades and Di Tella (1999) and Risrand Gatti (2002) which focus
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on the effect of economic liberalisation on corrapt Furthermore, Emerson (2006)
uses civil liberties that act as an instrumentaialde for describing the effect of

corruption on competitiveness.

To the best of our knowledge, there is no crossygustudy which captures the
interaction effect of democracy and economic free@m corruptior(” It is certainly
of interest to ask how these two factors work tbgetin affecting corruption. As
examined in Chapter 5 it is seen that narrow-deauycdoes not reduce corruption.
Thus, what is the role of these two factors of deracy and economic freedom on
corruption? And, does economic freedom work more less effectively in

controlling corruption in an environment that ergqplitical freedom?

This study provides a systematic examination ofitieraction between democracy
and economic freedom and its impact on corruptiodiffers from earlier literature

as this study explicitly examines this interactieifiect on corruption. The broad-
democracy index developed in Chapter 6 is used &asore democracy and
economic freedom is measured by using the compesitmomic freedom index
(constructed in Chapter 4). In a systematic exanwonaf the hypotheses the study
guantifies cross country panel estimations for h@f@ons over the period 1995 to
2004.

The chapter is organised as follows: the next sedtriefly outlines an overview of
the relationship between democracy and economedém with corruption. Section
7.3 sets out the basic model addressing the hypeghieeing examined. Section 7.4
discusses the empirical models and methodologyseil followed by the panel
estimation results for various specifications irctem 7.5. Section 7.6 presents

conclusions.

7.2 Economic-Political Liberalisation and Corruption: An Overview
In defining the causes of corruption several ecastsmargue that lack of

competition fosters corruption. The rent-seekitgréiture by Krueger (1974) sets the

’5 Studies of Gounder (2002) have utilised the intiive effect of democracy and economic freedom
on growth.
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scene of the corruption activities in the politie@lonomy context. Krueger (1974)
points out that in many market-oriented economggs/ernment restrictions on
economic activities give rise to rents in a variefyforms. Therefore, people often
compete for the rents, thus giving rise to varyamgounts of corruption. Rose-
Ackerman (1978, p.138) first suggested that cortipatbetween officials keeps the
level of bribe relatively low and may eliminate iry entirely due to the possibility
of overlapping jurisdictions. When competition lawehe level of prevailing bribe-
prices then some officials may drop out of a careystem because of low returns.
The honesty of some officials may push the marlesrag bribe-price still lower,
inducing other officials to give up corruption. fFian and Gatti (2002) argue that
models which emphasise interjurisdictional compmatitor direct monitoring of
bureaucrats generally favour decentralisation, evtiibse that focus on coordination
of rent-seeking or bureaucratic competition ofteaket a negative view of

decentralisation.

Brennan and Buchanan (1980) emphasise that anadgdbe effect of competition
in product markets, political competition redudes &bility of bureaucrats to extract
rents in exchange for services. In contrast, Steahd Vishny (1993) discuss the
effect of decentralisation on corruption with theea of double marginalisation.
Although decentralisation leads to greater dispersif government decision-making
powers, the lack of coordination among bureaudraextracting bribes may lead to
excess rent extraction, in much the same mannesticaessive monopolies result in
a total price markup above the monopoly level. ra&n’s (2000) empirical study
finds that federalist countries have higher ratds corruption. Theoretically
competition takes place between government offici@ho possess discretionary
power to deliver the public goods, as well as betwBrms in the economy. More
competition in the economy reduces the level ofifgror rents so that officials have
less incentive to engage in corruption (Ades and &ia, 1999). Other studies also
support the view that greater state control leadthé possibility of high levels of
corruption, see for example Ades and Di Tella (39%auro (1997), Kaufman
(1997) and Acemoglu and Verdier (2000).
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As the existing literature predicts, the ambiguanpact of competition between
officials and/or between firms on corruption thigdy attempts to construct a simple
demand-supply model of competition and corruptiomatt builds on the

aforementioned studies. The level of corruptiondetermined jointly with an

interaction of the level of political and econongompetition. On the one hand,
corrupt agents who are in charge of licensing awilation in the industrial sector
restrict the number of firms for their own intere€in the other hand, corruption
flourishes in the absence of efficient monitorimglaa more democratic government,
and the citizens’ involvement in governance leamlsnbre careful monitoring of

agents which in turn have a depressing effect eridhel of rent-seeking behaviour
of the bureaucrats. The empirical section teststhdnethe combined effects of
democracy and economic freedom reduce corruptidnitarsubsequent implications

on the economy.

7.3 Demand-Supply Analysis of Democracy, Economic réedom and
Corruption

The impact of political and economic liberalizatiam corruption is described
diagrammatically using the demand and supply cwivewn in Figure 7.1. The
interactions between the government and privatetagerovide the basis for the
model. It is assumed on the one hand that thetsekuilding inspectors in a big
city who are agents of the government and provigeravals for building
construction. On the other hand, property devel@er private agents undertake
investment projects but need approvals from thddimg inspectors to operate.
Corruption occurs when a government agent demabdbea from a private agent in
return for the permit. For simplicity, the naturketlee bribe is to allow the property
developments to be approved right away (abstraétorg ‘good’ vs. ‘bad’ proposed
developments). It implies that ‘bad’ ones would hetapproved, i.e. not looking at
the bribe needed to get ‘bad’ projects approved¢hHaiilding inspector chooses a
bribe to charge to a property developer who apfties. permit from his/her office.
The supply curve ($ represents the number of approvals of buildingnits in the
city obtained with a bribe. The upward slope of s@ply curve reflects that each
inspector has a different minimum amount of paynrequired for a bribe to be

accepted. All of the inspectors know that thera gobability of being caught, if not
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now, then in the future. The inspectors differ fr@ach other in that they have
different levels of aversion to the prospect ohigetaught.

Figure 7.1 The optimum level of corruption in variaus level of democracy
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The starting point in which the present study tenested is the supply curve during
autocracy. The supply curve, $eing associated with the autocratic government
does not necessarily represent a corruption mogopblere the inspectors co-
operate, rather they are relatively small in nurmdoeat are the friends and relatives
of the autocrat and are in his/her smaller inneclei The downward sloping
demand curve (D illustrates private agents’ willingness to pay &opermit and if
the market price is low, there are a lot of people are willing to pay. The
equilibrium level of corruption ) during autocracy is at poina)where the demand
curve (D) and the supply curve {Sintersect.
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Now, the transformation towards democracy incredlsesnumber of inspectors in
the market which shifts the supply curve fromt8 S. The move towards this
transition represents a far wider group (coalijmvernment perhaps) making their
friends and relatives building inspectors. The tigdrd shift of the supply curve

increases the level of corruption tg) @uring democratisation.

Over time, with democratisation, there exists @& fseciety where buyers become
better informed and seek out inspectors who propilenits without a bribe. Also,
acquisition of economic freedom reduces the denfi@antuying illegal favouritism
because it promotes free economic activities ofptineate agents or general public.
Thus, at any given price fewer buyers are preptrguhy the bribe and the demand
curve shifts to the left with an equilibrium levefl corruption (3). In addition,the
advanced stage of democratic institutions ensuoéiical and civil rights of the
citizens that expose the corrupt behaviours andease the probability of being
caught. The supply curve shifts towards) @hd the new corruption free equilibrium
achieved at pointd). Overall the transition towards democracy incesasorruption
level from (b) to () and further democratisation along with economefiom
reduces the corruption level ta It is seen that the joint effect of democracy and
economic freedom reduces corruption significantiforeover, for a given level of
democracy, greater economic freedom decreasesptiomuThese issues are tested

empirically below.

7.4 Empirical Models and Methodology

The main purpose of the empirical analysis is tespnt some evidence on the
overall structure of the interaction effect of demaxy and economic freedom on
corruption. The key implications of the model reaquiesting of whether the joint
interactive term reduces corruption. The models amethodologies used in the

empirical analysis are discussed next.
7.4.1 Models with the interaction term

To measure whether and by how much democracy ambatc freedom matter to

influence corruption, the model is specified as:
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CPl =po + p1 DEMOZ + B, EFR + B3 DEMOZ *EF; + Bslog (RGDP); + 35
(log (RGDP¥) + B GINIi + B7 UNEMi + Bg ALR;; + &y, (7.1)

whereg is error term, i is country, t is time, DEMO2 iohd-democracy index, EF
is economic freedom index and CPI is corruptiorcggtion index. The DEMO2*EF
is an interaction variable between democracy amh@uic freedom indices. The
descriptive statistics of the variables are rembite Appendix Table A7.1. The
coefficientf; captures the interaction effect which is the nfatus in this chapter.
In addition, the partial effect of democracy (ecmno freedom) on corruption is

computed as follows:

ACP:/ ADEMOZ;; =1 + s EF (7.2a)

ACPl/ AEF,; = B, + Bs DEMO2; (7.2b)

If B3 <O, then equation (7.2a) implies that a one peaggnipoint increase in the
democracy index yields a greater reduction in gwell of corruption with a higher
level of economic freedom. Similarly <0, then a one percentage point increase in
the economic freedom index shown in equation (7y2&lyls a greater reduction in
the level of corruption with a higher level of decracy. In summerising the effect
of democracy and economic freedom, equations @hdar.2b) must be evaluated at
various values of economic freedom and democramh) as the mean value, or the

lowest and highest values of the indices in thepdam

7.4.2 Methodology

To estimate the interaction effect panel estimatr@thodologies are used based on
equation (7.1), (7.2a) and (7.2b) for the perio@5.% 2004. In order to deal with
the possibility of heteroskedasticity the standamars are white-corrected. For the
robustness checks two-way fixed effects (country period), period fixed effects
with regional dummies and two-way random effectE)Rire estimated. As an
alternative econometric methodology the study akss ordinary least square (OLS)

for the average period 1995-2004 as a single pefioéddition, two-stage least
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square (2SLS) are also utilised to estimate thateaps. These methods also verify

the sensitivity analysis of the results obtainedgipanel estimations.

In order to interpret the impact of democracy andnemic freedom on corruption
the partial effects are also estimated based omtiems (7.2a) and (7.269.The
model is estimated using the following form:

CPlt =00 + 61 DEMO2;+ 62 EF ¢ + B3 (DEMOZ ; — )*(EFit — u2) + Balog
(RGDP); + Bs (log (RGDP)?M + Bs GINI;; + B7 UNEM; + Bs ALR;; +
Eity (7.3)

wherepu; and p, take values from 0 to 10. The coefficigiitmeasures the partial
effect of democracy on corruption when takes the value from 0 to 10 for the
economic freedom index. The coefficieitrepresents a similar interpretation for

economic freedom as that &f

7.5 Empirical Evidence

The scatter plots of economic freedom in both Bes$ more democratic countries
are shown in Figure 7.2. Economic freedom and demegcvariables are highly
correlated with each other for the more democraimtries with a mean democracy
index value of 3.52 or more (1995-2004). However the less democratic countries
the correlation is weak with a score of less th&2 §1995-2004).

The relationship between economic freedom andewel lof corruption in both less
democratic and more democratic countries is showiigure 7.3. It is apparent that
economic freedom and the level of corruption aghlyi correlated for both the less
and more democratic countries, and the relationshgirong for more democratic
countries. In other words, it can be said that ¢éffect of economic freedom on
corruption is greater in more democratic countriggerefore, to examine the impact
of economic freedom on corruption in the less amsrendemocratic countries
rigorously an interaction term of economic freed(®) and democracy (DEMO2)

is included. These relationships and their impact aorruption are examined

5 See Wooldridge (2006, pp. 194-95) for details.
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utilising various estimation methods. The focush# estimated coefficient on the
interaction term (DEMOZ2*EF) is based on equatioh24) and (7.2b).

Figure 7.2 Levels of economic freedom in less andome democratic countries
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Figure 7.3 Economic freedom and corruption: less ahmore democratic
countries

10

Less Democratic

CPI

2 4 6 8

Economic freedom

10

CPI

10

More Democratic

Note: CPl is corruption perception index.

Economic Freedom

The panel least squares (PLS) results are reporfEable 7.1. The interaction effect

(column (1)) of economic freedom on corruptionta thean score of democracy of
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3.52 is -1.065 which is highly significafitlt suggests that a one standard deviation
increase in economic freedom reduces corruptio®.B® points, some 0.83 standard
deviations in the corruption index at the mean demaxy score of 3.52 On the
other hand, the interaction effect of democracyomuption at the mean economic
freedom score of 4.83 is -0.6%In other words, a one standard deviation incréase
democracy index reduces corruption by 0.03 poimts).01 standard deviations in
the corruption index at the mean economic freedeoresof 4.83° The results
indicate that the interaction effect of economiefiitom has a significant impact on
controlling corruption; however, the interactionfeet of democracy is not
significant. Moreover, economic freedom shows a mwtronger effect than
democracy at the average value of both these isdidee results support the view
that economic freedom reduces corruption at anellexf democracy, while
democracy has a mixed effect. If a country hasebetian average economic
freedom then more democracy is associated withdessiption. But if a country
has less economic freedom then more democracgasiased with more corruption.
The results of these two interactive factors aterpreted in detail in the partial

effect estimation, in sub-section 7.5.2.

Column (2) estimates the interaction effect by mpooating the standard control
variables (i.e. log (RGDP), (log (RGDP)ALR, UNEM, GINI) using the PLS

method. The result shows that the significancethedsign of the interaction effect
of economic freedom on corruption remain unchangken other economic control
variables are included. In contrast, the interactffect of democracy increases
corruption although the effect is not significafbe nonlinear relationship between

income per capita and corruption is also significahe other control variables such

" The estimated effect is calculated as follows).:21(coefficient of EF) - 0.098 (coefficient o&th
interaction term)* 3.52 (mean score of democracy)1-065].

8 A one-standard-deviation increase of economicdiee index is calculated by multiplying the
coefficient of interaction effect (1.065) and tharslard deviation of EF i.e., 2.0971, which givez22
points. It can also be explained by 2.22/2.669n@ad deviation of corruption perception index)
equals to 0.83 points of a standard deviation df CP

¥ The estimated effect is calculated as follows68.4coefficient of DEMOZ2) - 0.098 (coefficient of
the interaction term)* 4.83 (mean score of EF) £10

80 A one-standard-deviation increase of democracgirisl calculated by multiplying the coefficient
of interaction effect (0.01) and the standard desmieof DEMO? i.e., 3.372, which gives 0.03 points.
It can also be explained by 0.03/2.669 (standawihtien of corruption perception index) equals to
0.01 points of a standard deviation of CPI.
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Table 7.1 Interactive effects of democracy and ecomic freedom on
corruption: panel estimation

Dependent variable corruption perceptions index
1) (2) 3) (4) (5)
PLS PLS PFERD FE RE
DEMO2 0.463*** 0.286*** 0.066** 0.139* 0.008
(0.061) (0.036) (0.033) (0.080) (0.070)
EF -0.721%** | -0.455%** -0.461*** -0.026 -0.142%**
(0.036) (0.024) (0.024) (0.046) (0.054)
DEMO2*EF -0.098*** | -0.048*** -0.008 -0.030%** -0.008
(0.009) (0.006) (0.006) (0.012) (0.0112)
Log (RGDP) 4.697%* | 2,733%** -0.851 3.713*
(0.694) (0.534) (1.456) (1.763)
(Log (RGDP)¥ -0.349*** -224%%* -0.080 -0.280***
(0.043) (0.032) (0.078) (1.04)
GINI 0.025*** 0.045%** 0.118*** 0.086***
(0.005) (0.007) (0.014) (0.008)
UNEM 0.017**=* 0.018*** 0.002 0.013
(0.005) (0.004) (0.005) (0.008)
ALR 0.025*** -0.003 -0.034*** 0.007
(0.001) (0.002) (0.010) (0.010)
Latin America 1.001***
(0.363)
Middle East 0.649
(0.419)
East Asia 2.275%**
(0.476)
South East Asia 1.255%*
(0.399)
South Asia 1.257%**
(0.435)
Eastern Europe 2.163**
(0.372)
Central Asia 1.526***
(0.430)
Africa 0.116
(0.352)
Western Europe 1.278**
(0.400)
Northern Europe 0.107
(0. 384)
North America 0.563**
(0.288)
Australasia -0.294
(0.359)
Constant 9.563** | -9,702*** -1.739 2.982 -8.542
(0.145) (2.677) (1.649) (7.032) (6.831)
Observations 981 978 978 978 978
AdjustedR? 0.724 0.798 0.842 0.957 0.33
Wald test P-value) 0.005 0.002 0.001
F-statistic 180.216 189.707

Note: PLS is panel least squares, PFERD is peiad feffect with regional dummies, FE is fixed
effects and RE is random effect.

White standard errors are in parenthesise. ***, *%ndicate significance level at the lpercent, 5
percent and 10 percent, respectively.
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as higher employment rate and income equality hheeexpected signs which
significantly reduce the extent of corruption.

A potential source of concern is the incidence mitted variables. The results may
reflect the influence of time invariant variablest mncluded in the regressions and
that may affect the dependent and explanatory bi@sa Column (3) deals with this
possibility by controlling period effects with 12gional dummies, and column (4)
controls for country and period fixed effects (FE)both cases, despite varying the
magnitude of the coefficients of PLS results (imlumns (1) and (2)), all
coefficients have the same sign. Controlling foe fixed effects, the estimated
coefficients for democracy and interaction term &aath significant (as noted
above), however economic freedom is not statigyicsignificant. The next step
estimates the two-way random effects (column (6))capture the influence of
unobserved factors that may produce heterogenertyss the countries. The sign
remains the same for the interaction effect of deamy and economic freedom on
corruption although it is insignificant. The Hausntast report suggests that random

effects are appropriate to tackle the problem ofugmiion than fixed effect$:

Overall, it is noted that economic freedom hasgaiicant impact on controlling

corruption in any political environment, and thfteet is stronger when democratic
freedom is added. However, the most robust relskign between democracy,
economic freedom and corruption is the oppositecefdf democracy on corruption
for below and above average values of economicd&nee The results suggest that
democracy is effective in controlling corruptionlyprmwhen economic freedom is

above its average value of 4.83.

7.5.1 Robustness analysis

To address the issue of the robustness of the alesudts, the basic regressions are
re-estimated using ordinary least square (OLS) oustlogy for the period 1995-
2004. Table 7.2 reports the results of OLS estwnatvith the standard control
variables in columns (6), (7) and (8). These resutinfirm the evidence of the panel

regressions (i.e. columns (1)—(5)).

81 The estimated Hausman testalue of 0.8 suggests that random effects aretitan fixed effects.
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Table 7.2 Interactive effects of democracy and ecomic freedom on
corruption: OLS and 2SLS estimation

Dependent variable corruption perceptions index

restrictions testp-
value

(6) (7) (8) 9) (10) (11)
OoLS OLS with OoLS 2SLS Control of Control of
regional corruption | corruption
dummies index (CCI) | index (CCI)
(2SLS) (OLS)
DEMO2 0.423** 0.373* 0.367** 0.566* -0.444* -0.149
(0.163) (0.187) (0.165) (0.312) (0.238) (0.105)
EF -0.553*** | -0.551*** -0.603*** -0.837** 0.587** 0.352***
(0.084) (0.110) (0.103) (0.361) (0.295) (0.093)
DEMO2*EF -0.066*** -0.055** -0.047* -0.087 0.10** 0.049**
(0.024) (0.028) (0.025) (0.061) (0.047) (0.021)
Log (RGDP) 4,205+ 2.634* 4,482 0.447 3.729 -1.827
(1.347) (1.582) (1.419) (7.416) (5.556) (1.655)
(Log (RGDP)j -0.313*** -0.208** -0.332*** -0.061 -0.202 0.162
(0.088) (0.102) (0.092) (0.476) (0.356) (0.106)
GINI 0.021 0.031 0.019 0.028 -0.030** -0.023**
(0.016) (0.019) (0.016) (0.019) (0.014) (0.011)
UNEM 0.014 0.019 0.011 0.008 0.001 -0.005
(0.014) (0.012) (0.014) (0.017) (0.014) (0.009)
Literacy Rate 0.024*** 0.006 0.017** 0.022* -0.022** -0.023***
(0.008) (0.009) (0.008) (0.012) (0.011) (0.006)
Asia 0.834**
(0.397)
Latin America 0.405
(0.519)
Africa -0.284
(0.464)
Eastern Europe 0.944**
(0.412)
(Imports/GDP) (%) 0.005
(0.005)
Percent Protestant -1.398*t*
(0.472)
British Colony -0.313
(0.259)
Constant -7.473 -1.186 -7.723 7.212 -12.458 9.029
(5.234) (6.428) (5.573) (28.035) (20.963) (6.151)
Observations 99 99 97 99 99 99
AdjustedR® 0.844 0.856 0.857 0.825 0.894 0.894
Serial  Correlatig 0.969 0.566 0.962 0.506
test P-value)
Normality test P- 0.862 0.976 0.967 0.918
value)
Heteroskedasticity 0.522 0.573 0.697 0.350
test P-value)
Number of 8 8
instruments
Over-identifying 0.975 0.993

Note: OLS is ordinary least square and 2SLS isdiage least square.
White standard errors are in parenthesise. *** *indicate significance level at the 1 percent, 5
percent and 10 percent, respectively.
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Another concern is that the estimates might sufiem the endogeneity bias. For
example, corrupt public officials might be reludtémallow economic liberalisation,

as this would reduce their ability to extract rertss also plausible that economic
freedom is subject to mis-measurement problems,ctwhwould result in an

attenuation bias in the OLS coefficients. In ordercorrect for these potential
problems, following Fisman and Gatti (2002), legaistems of the countries
(constructed by Faculty of Law, (Civil Law Sectiobniversity of Ottawa) are

utilised as instrumental variabl&sTwo dummy variables (i.e. common law and
mixed law system) that classify different legal teyss are used to reflect that a
country’s legal system performs well in the casedetentralisation. The legal
systems affect corruption through its influencecentralisation, which is consistent
with the reasoning by Fisman and Gatti (2002) aldj& and Zingales (1999).
They argue that corruption directly affects finahcidevelopment given the

importance of legal protection in stimulating ficgad markets. Moreover, La Porta
et al. (1998) claims that legal origin influencegpital market development directly

through its relationship to the extent of investghts®?

The estimated two stage least square (2SLS) coftecfor democracy, economic
freedom and the interaction term in column (9) ameich larger than the
corresponding OLS estimates in column (6). With tantrol variables the
magnitude of the coefficient of economic freedorréases from 0.553 to 0.837, the
coefficient of democracy increases from 0.423 &@®66.and the coefficient of the
interaction term increases from 0.066 to 0.087 (QES2SLS). The coefficients of
democracy and economic freedom remain significarittbe interaction term is

insignificant.

In columns (10) and (11), the control of corruptioricator constructed by
Kaufmann et al. (2005) is used as the dependerablar Instead of CPI, the control
of corruption index (CCI) for 1996-2004 has beegressed with democracy,
economic freedom, interaction term and the corgdollariables using both the 2SLS

82 Seehttp://www.droitcivil.uottawa.ca/world-legal-systefieng-tableau.phfor details.

8 Following the methodology in Chapter 4, 2SLS estiomhere also considers the endogeneity of
log real GDP per capita and to obtain unbiasedneséi for economic development indicator, infant
mortality rate (INFM) and clean sanitation (SANgarsed as instruments.
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and OLS. The results confirm that the interactenrmt has a positive and significant
impact, i.e. the interaction between democracy esahomic freedom increases the
level of corruption control. The estimated resfittsdemocracy, economic freedom
and the interaction term are consistent with colsiit@), (7) and (8), where CPI is
used as a dependent variable. The 2SLS estimagtdticeents for democracy and

economic freedom are always larger than the coorefipg OLS estimates

regardless of which corruption measure has beeah wdeereas the magnitude of the

interaction term is smaller than the OLS estimatken CCI is used.

In summary, the set of legal system dummies perfarell from a statistical
perspective. The over-identifying restriction testolumns (9) and (10) (Table 7.2)
cannot reject the hypothesis of no correlation betwthe instruments and the error
term in the regression of interest. The 2SLS res{@blumn (9)) confirm the
findings of the PLS and OLS results for interacttenrm between democracy and
economic freedom which has a negative impact oruption. In other words, the
combined effect of democracy and economic freed@duces the level of

corruption.

7.5.2 Partial effect

The preceding section has shown the interacticecetif democracy and economic
freedom for controlling corruption. Given that eoamic freedom reduces corruption
throughout but democracy has a mixed effect, taetien estimates the interaction
effect of democracy and economic freedom at easkel lef democracy and
economic freedom indices starting from 0 to 10 dase equation (7.3). The results

are reported in Table 7.3.

Columns (12) and (13) in Table 7.3 report the tsswoif the partial effect of
democracy on corruption at different levels of exmoic freedom (i.e. 0 to 10) with
respect to the PLS and FE. The estimated coefficf.286 of the interaction term
at EF = 0 in column (12) indicates that in the aloseof economic freedom in a

country a one standard deviation increase in demegcmcreases corruption by
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0.964 points, or 0.36 standard deviations in theugtion indext* In contrast, in
countries with full economic freedom (i.e. EF = 18)one standard deviation

increase in democracy reduces corruption by 0.@&&s"™

Table 7.3 Partial effects of democracy and economiceedom on corruption

Dependent variable corruption perceptions index
Level (12) (13) (14) (15)
8, (PLS) 8. (FE) 5, (PLS) 3, (FE)
EF=0,1,2..10 | EF=0,1,2..10 DEMO?2 = DEMO2 =
0,1,2..10 0,1,2..10

0 0.286~ 0.139 -0.455" -0.026
(0.036) (0.080) (0.030) (0.046)

1 0.238" 0.109 -0.503" -0.057
(0.031) (0.068) (0.031) (0.036)

2 0.190" 0.079 -0.555 " -0.087"
(0.026) (0.056) (0.029) (0.028)

3 0.141" 0.049 -0.599" -0.1177
(0.022) (0.044) (0.033) (0.023)

4 0.093 0.018 -0.647" -0.147"
(0.018) (0.033) (0.038) (0.025)

5 0.045" -0.012 -0.695 -0.177"
(0.016) (0.023) (0.042) (0.031)

6 -0.003 -0.042™ -0.743" -0.207"
(0.016) (0.015) (0.047) (0.041)

7 -0.051" -0.072 -0.791" -0.238"
(0.018) (0.016) (0.053) (0.051)

8 -0.099" -0.102" -0.840" -0.268"
(0.021) (0.024) (0.058) (0.062)

9 -0.147" -0.132" -0.888" -0.298"
(0.026) (0.035) (0.063) (0.074)

10 -0.195" -0.162" -0.936 -0.328"
(0.031) (0.046) (0.069) (0.086)

Note: PLS is panel least square and FE is fixegcesf EF is economic freedom and DEMO2
includes political rights, civil liberties and peeeedom..

White standard errors are in parenthesis. ***, *imdicate the level of significance at the 1 perge
5 percent and 10 percent, respectively.

Both PLS and FE results show that democracy ineseasrruption when the level
of economic freedom is very low; yet once pastttireshold point (i.e. between 5
and 6), corruption is substantially lower as theornetny becomes more
economically free. The threshold point is wherenecoic freedom index is between
5 and 6. Also, it is worth noting that, accordirgg the FE result, the effect of

8 A one-standard-deviation increase of democracwirid calculated by multiplying the coefficient

of DEMO2 (0.286) and the standard deviation of DEM(@., 3.372, which gives 0.964 points. It can
also be explained by 0.964/2.669 (standard dewiatfocorruption perception index) equals to 0.36
points of a standard deviation of CPI.

% A one-standard-deviation increase of democracgirid calculated by multiplying the coefficient

of DEMO2 (0.195) and the standard deviation of DEM@., 3.372, which gives 0.658 points.

164



democracy is significant only when the degree a@nemic freedom is either very
low (O or less) or very high (6 or higher) but ipposite directions. This suggests
that democracy is vital for reducing corruption bbuaty in the right environment. In

contrast, when economic freedom is almost non-exisidemocracy may increase

corruption.

Columns (14) and (15) show the effect of economgedom at various level of
democracy ranging from 0 to 10. In countries witltoaracy, a one standard
deviation increase in economic freedom reducesuptian by 0.946 points, or 0.35
standard deviations in the corruption index in owhu(14)% In contrast, in countries
with mature democracy (i.e. DEMO2 = 10) a one saathiddeviation increase in
economic freedom reduces corruption by 1.946 ppissme 0.73 standard
deviations in the corruption ind&%.lt suggests that economic freedom alleviates
corruption in any political environment yet it b@ees more effective when the level
of democracy increases. Columns (12) and (14) iagrammatically represented in
Figure 7.4. It is obvious that economic freedommisre effective in combating

corruption.

From the above results some observations regaatingtry-specific examples can
be noted for various cases. First, if economicdoee already exists in a country
then democratisation will accelerate the processcarhbating corruption. For
example, an increase in civil liberties and preesdom in China is seen to reduce
the level of corruption from 7.8 in 1995 to 6.6 20042 Second, if democracy
already exists in a country then economic libeadili; increases corruption at the
early stages of transformation. For example, indhge of India, which has been a

democracy for over sixty years, it is seen thatidnd quite corrupt even though

8 A one-standard-deviation increase in economicdiee index is calculated by multiplying the
coefficient of EF (0.455) and the standard deviatb EF i.e., 2.079, which gives 0.946 points.dhc
also be explained by 0.946/2.669 (standard dewiatfocorruption perception index) equals to 0.35
points of a standard deviation of CPI.

87 A one-standard-deviation increase in economicdiee index is calculated by multiplying the
coefficient of EF (0.936) and the standard deviattd DEMO?2 i.e., 2.079, which gives 1.946 points.
It can also be explained by 0.964/2.669 (standaxdation of corruption perception index) equals to
0.73 points of a standard deviation of CPI.

8 A higher value of CPI indicates a high level ofreption.
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economic liberalisation started in 1991. The catinmplevel increases from 6.33 for
the period 1980-85 to 7.11 in 1988-92 and 7.379@3196%° Third, countries seen

Figure 7.4a Partial effects of democracy on corrupon
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Figure 7.4b Partial effects of economic freedom ocorruption
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8 See CPI from Transparency International, Historieda, 1995 Report for details. A higher value of
CPl indicates the high level of corruption.
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as the least corrupt are those known to be higkiypatratic and enjoying high
levels of economic freedom, e.g. Canada, Denmarkw NLealand and other
developed nations. Finally, the existence of a HigNel of economic freedom
reduces corruption significantly even in the absewmé democracy. Thus, the
presence of a very high level of economic freedaniHong Kong and Singapore
makes it achievable to keep corruption at low Ilgvellen in the absence of

democratic freedom.

7.6 Conclusion

This chapter presents a theoretical and empiritalyais of why corruption is low in
the absence of democratic freedom in some courdrieésgh even after achieving a
high level of democracy in others. The analysithis chapter finds that democracy
and economic freedom have some opposite effedtsedbw level of political and
economic liberalisation. In other words, in the exfix® of economic freedom
democracy increases corruption, whereas, if econdreedom already exists in a
country democratisation helps in combating coramtiHowever, both democracy
and economic freedom have a substantial and sgnifiimpact on controlling
corruption at the higher levels of political andnderatic freedom. The results

remain robust under various alternative panel egtons.

The partial effects results show that democracyeges corruption when the level
of economic freedom is very low. However, once @asitireshold level, corruption
is considerably lower in a full mature democracyefll, the results show that
economic freedom accelerates the process of comgobeatirruption in the presence
of democracy. Hence, it is concluded that an amiquion policy of purely
encouraging democratic freedoms, without encougagoonomic freedoms, may be
ineffective. The results are vital given the fingn which emphasise the importance
of economic freedom and thus it is consistent as gethe case of Singapore which
enjoys not only the highest levels of economic daee but also a low level of

corruption even in a low level democratic enviromme
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Appendix 7 consists of one table. Table A7.1 thasents descriptive statistics of the

APPENDIX 7

variables used in the estimation of the models.

Appendix Table A7.1 Descriptive statistics of the ariables

Mean Median | Maximum | Minimum | Standard | Observations
Deviation
EF 5.173 5.13 10 0.725 2.0791 1000
DEMO?2 3.520 2.133 9.500 | 1.00E-06 3.372 982
CPI 5.553 6.3 10 0 2.6693 1000
GINI 38.557 37.55 63.7 20 8.9703 1000
ALR 87.812 95.74 100 33.59 16.311 1000
RGDP 9102.44 6463 36341 204 77022 1000
UNEM 12.254 9.25 42 0.4 9.8467 1000

Note: EF is economic freedom index, DEMO?2 inclugeditical rights, civil liberties and press

freedom, CPI is corruption perception index, GIbligini index for income inequality, ALR is adult

literacy rate, RGDP is real gross domestic progectcapita, UNEM is unemployment rate.
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CHAPTER 8

Conclusion and Further Research

8.1 Introduction

There is a growing worldwide concern over corruptio recent years. This is
because corruption has become more and more apparaffecting the economic
performance, particularly in developing countrigkst of the studies on corruption
focus on its consequences and highlight the hareffatts on growth. However, to a
great extent, there is a perceived lack of evidesceo the causes of corruption and
why some countries are more corrupt than othergsdttition, empirical research is
much rare due to the difficulties of measuring treéa corruption across countries.
The purpose of this research has been to investtbatvarious causes of corruption
and, more importantly, to highlight the role economevelopment, democracy and

economic freedom can play in combating it acrosstries.

The thesis first examines the reliability of usitige Transparency International’s
corruption perception index as a quantitative measfecond, this study examines
the variations in corruption across regions andirmpme classification of high-
income, middle-income and low-income countries.rdhit develops a theoretical
model to explain the role of democracy in combatocwruption. Fourth, the
democracy-corruption relationship has been testepirecally. In the final step, the
study theoretically and empirically examines thernactions between democracy and
economic freedom in reducing corruption. Varioupdtheses have been developed
to examine whether and to what extent economic |dpueent, democracy and
economic freedom can explain the observed varigtiomorruption across countries.
A summary of the contributions of the effects obmemic development, democracy
and economic freedom on corruption, and the impboa for policy makers is
provided in the next section. Some suggestionduidher research in this area are

discussed in section 8.3.
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8.2 Conclusion and Policy Implications

The main findings of the thesis and contributioe autlined below, under the
headings that are consistent with the objectiveth@fstudy as laid down in Chapter
1. The policy implications that arise from thesedings are also discussed in sub-

section 8.2.2.

8.2.1 Conclusion

A) The reliability of the corruption perception iex

In examining the variability and convergence tovwsageneral agreement of the
corruption perceptions index for the period 1992006, the study finds, that over
time, the disparity between the different percepiabout various incidents of
corruption in a country decreases. The decliniegdrof the standard deviation of
corruption perceptions index supports the idea mfvergence towards a general
consensus about perceptions of corruption. Thergeagreement reflects a greater
predictability about the level of corruption thatduces risk and uncertainty and
favours policy recommendations relating to economaariables and/or doing

business in a country. This finding increases #lmlility and scope of using the

perceptions-based index as a credible quantitate&sure of corruption.

Contribution:

1. This chapter provides a deeper analysis of theuption perception index to
justify the reliability of using the perceptionsdea subjective indices in the
empirical investigations. It can be argued thas$ Meriation in the perception
of corruption increases the predictability of twdl of corruption and, in

turn, increases the scope for using perceptionebimskces in the literature.

B) The role of economic development in combatimguption

The various hypotheses examined in studying whetbenomic development reduces
a country’s level of corruption shows the resudtttbonfirms that real GDP per capita,
education, unemployment, income inequality, ecorofrdedom and democracy are
among the factors that determine the cross-coutiigrences. The evidence suggests

that high levels of real GDP per capita, educadod economic freedom reduce the
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level of corruption. In contrast, the degree of deracy, income inequality and

unemployment increases the level of corruption coantry.

In regional perspective terms of the level of cptian it seems that higher levels of
corruption are in Asia, East Europe and Latin Argercompared to that of Africa.
Based on the income classification group of natitms results depict a strong
correlation between economic development and pexdecorruption. The high-
income countries are less corrupt compared to fmeme countries while the middle-
income countries are perceived to be more corragh the low-income countries.
Furthermore, African countries are less corruphthegh-income and middle-income
countries. These results provide evidence agaimstclaim that higher level of
economic growth lowers corruption. Also the reswdtgport the possibility of the
existence of a non-linear relationship between @GP per capita and corruption. The
non-linear estimation result indicates that a snmaltease in income at a low level of
economic development is not sufficient to reduceruion; instead it increases
opportunities for more corruption. And thereforsudstantially higher level of income
reduces corruption in developed countries. Theltesuggest that the process of

economic development can eradicate corruption slowl

Contribution:

1. First, it analyses which economic and politicaltéas are the root causes of
corruption. For a comparative analysis of corruptio addition to real gross
domestic product (GDP) per capita various socigienuc variables are
identified, such as tertiary education, income @iy, unemployment, type
of state and economic freedom. The variations inru@bion are also
examined across regions in order to explain whatbeuption is endemic to

particular regions or countries.

2. The relationship between economic development awodrugtion is
investigated by categorising countries into loweime, middle-income and
high-income groups, in line with the internatioraltegorisation of country

groupings.
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3. It scrutinises the level of per capita income dmel ¢orruption relationship in
a non-linear functional form for various groupscofintries based on income

classification.

C) The role of democracy in controlling corruption

In describing the role of democracy, the study dras the importance of well

functioning institutions for deterring corruptiomhe theoretical results confirm the
crucial role of well-functioning institutions in owating corruption. A sound

democratic institution along with an independerdigiary, an independent media
and active participation of the people increases plobability of detection and
punishment of corrupt activity. The empirical ewide confirms the theoretical
expectation and reveals that a prolonged procesdeafocratisation eventually
reduces corruption, even though there is a rismiruption during the early stages.
The empirical results confirm the hypothesis that ‘@lectoral democracy’

represented by ‘political rights’ does not produsafficient checks against
corruption. Only an advanced mature democracy eatrain the corruption level

significantly. Hence, a non-linear relationshipsas in the relationship between

democracy and corruption.

Contribution:
1. The study presents a theoretical analysis as toavimere transition toward
democracy is insufficient to reduce corruption, batadvanced democratic

political system is found to be more effective @straining corruption.

2. The study captures the comparative analysis basejgregate measures of
democracy, as well as its individual componentsi{sas political rights, civil
liberties, and press freedom), separately to fimdvwhat aspect of democracy

contributes more in controlling corruption.

3. It further develops the idea of “narrow-democraeyid “broad-democracy”

to analyse the relationship between democracy andption.

4. It examines the non-linearities between democracydption in a non-linear

functional form for various components of demoaratdicators.
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D) The joint effect of democracy and economic foeeth controlling corruption

The interactions effect between democracy and enenféreedom suggest that the
former can be a cure for corruption, but only ie tight environment. Democracy
increases corruption when economic freedom is a@mos-existent, however, it

reduces corruption significantly when economic diea is above the average level.
In contrast, economic freedom alleviates corruptioany political environment, and
it becomes more effective when the level of demmcrancreases. The result
indicates the crucial role economic freedom cary piecurbing corruption. The

result explains why the corruption level is low $ingapore and Hong Kong, for
example, even though people in these countriesyemjtow level of democratic

freedom.

Contribution:

1. There is no cross-country study which captures ititeraction effect of
democracy and economic freedom on corruption. Tthdysexamines the
impact of economic freedom and the interaction ketwdemocracy and
economic freedom in controlling corruption in a dhetical and empirical
framework. The partial estimation analysis testsetiver democracy or
economic freedom is more crucial for combating wption. In particular,
does greater economic freedom or greater polifiecs@dom yield a more

‘corruption free’ society?

8.2.2 Policy Implications

The findings in Chapter 4 suggest that economiceldgvnent is crucial for
controlling corruption. The negative relationshigtween real GDP per capita and
corruption perception index indicates that the kiglome countries that enjoyed
substantial growth rate have been able to conwaluption significantly. A high
level of educational attainment, a high level ofpbsyment and equal distribution of
income discourage corrupt activities. Thus, conmggatcorruption is achievable
through economic development and that economic ldereent is enhanced with
good economic policies, especially the promotionedfication, creation of new
employment and the encouragement of equal distoibudf income which in turn
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can reduce corruption and lower the effects ofuguron on the society, economy
and development.

Although certain levels of corruption exist in abuntries, however it is more
widespread in developing countries. Developing toees are usually characterised
by highly regulated economies that give rise toighHevel of monopoly rents.
Accountability in these countries is generally we&olitical competition, civil
liberties and press freedom are often restrictene €xecutive branches of the
government and legal institutions are weakly strred to address the complex issue
of corruption in many developing countries. Thedfilgs in Chapter 5 suggest that
well functioning institutions are vital for detemg corruption. Good policies are
unlikely to be chosen or to be carried out effesliivwithout honest and effective
institutions. Hence a serious effort in the devalept of democratic institutions can
reduce opportunities for corruption in the devehgpicountries. The findings in
Chapter 6 indicate that political rights, civil ditlies and a responsible press are
considered vital to create greater public awareaadsto provide the momentum for
undertaking reforms to overcome corruption. As latkdemocratic indicators lead to
increased corruption strengthening press freedomgalvith political rights and civil
liberties are thus important factors in the fighaest corruption.

Throughout the study, it shows that a higher degfeeconomic freedom reduces

corruption significantly. The joint effect of demracy and economic freedom in

controlling corruption (Chapter 7) illustrates tlgaeater economic freedom seems to
be a more effective deterrent to corrupt activitielse finding suggests that efforts

are needed to reform the markets in the developmmtries and a policy towards

economic liberalisation in these countries can help reducing corruption

significantly.

In summary, the findings of the thesis suggest ftiateloped countries have
succeeded in controlling corruption through higlesels of economic development
along with economic and political freedom. Moregwaridence is found that higher

education has a lowering effect on the perceiveduption in a country. Policy
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makers should provide considerable efforts direcedhe establishment of good

education along with decentralisation of economid political power.

8.3 Further Research

It is important to recall that this study has eng$ed the level of corruption in the
public sector. However there exists corruptionha private sector too. Like public
sector officials, high ranking corrupt officials fhe private sector could misuse their
power for private gains. The studies on corruptase mostly of public sector
corruption and do not distinguished between thelipudnd private sectors. The
conventional wisdom is that public sector corruptis much more harmful, but we
are not aware of any formal analysis of the privagetor corruption. Therefore, it
would be of interest to investigate the causes @mbsequences of private sector

corruption.

In examining the causes of corruption the studyldinhat higher unemployment
increases corruption, particularly in developingumoies. In this situation, it is
important to examine the role of social securitydfgs and whether such benefits
assist in reducing corruption in the developed twesm Also, in examining the
relationship between democracy and corruptionsthdy confirms the existence of a
non-linear relationship between democracy and ption. While the study has
investigated the non-linear relationship in a cesstional framework, it is
interesting to see whether a non-linearity relaiop exists in the country-specific

cases.

Examination of the effect of each component of demoy and the combined

democracy indices show which components of demgcaae crucial in deterring

corruption. Along with democracy, the effect of romic freedom on corruption has
been examined. The economic freedom index is agposite index based on eight
individual freedom variables, so further researolil@d be useful to examine the
individual component and its impact on corruptidinese separate components of
economic freedom could be vital in focusing whicimponents are more effective in

reducing corruption. In addition, although econorfieedom index captures the
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black market activity to some extent, however,Hartresearch will incorporate the
black market premium variable to assess the effieslack market on corruption.
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