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EXECUTIVE SUMMARY

Addressing corruption has become increasingly urgent. This sense of urgency arises in an
environment where growth and employment prospects in many countries remain subdued and a
number of high profile corruption cases have fueled moral outrage. It also arises because there is a
growing consensus that corruption is macro-critical, as it can seriously undermine inclusive
economic growth. The urgency is global in nature since corruption is a problem that affects both
developed and developing countries.

This paper focuses on corruption that arises from the abuse of public office for private gain.
Although corruption is often understood as being transactional in nature (a bribe being the typical
example), it can also be manifested by powerful networks between business and government that
effectively result in the privatization of public policy.

Corruption can undermine the state's ability to deliver inclusive economic growth in a
number of different areas. When government functions are impaired, it can adversely affect a
number of important determinants of economic performance, including macro financial stability,
investment, human capital accumulation, and total factor productivity. Moreover, when systemic
corruption affects virtually all state functions, distrust of government can become so pervasive that it
can lead to violence, civil strife, and conflict, with devastating social and economic implications.

While designing and implementing an anti-corruption strategy requires change on many
different levels, the Fund's own experience in assisting member countries suggests that
several elements need to be given priority. These include transparency, rule of law, and economic
reform policies designed to eliminate excessive regulation. Perhaps most importantly, however,
addressing corruption requires effective institutions. While building institutions is a complex and
time consuming exercise that involves a number of intangible elements that may seem beyond the
reach of government policy, the objective is clear: the development of a competent civil service that
takes pride in being independent of both private influence and public interference.
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B 1. INTRODUCTION

In some recent global opinion surveys, corruption has been identified as one of the “most
important problems facing the world today.”?> Major corruption scandals are currently front-page
news around the globe. For example, the recent Panama Papers underscore how opaque corporate
vehicles can be used to hide the profits of illicit behavior, including tax evasion, corruption and
sanctions evasion.? At a time of rising inequality in income and wealth, there is moral outrage that
the rich and powerful are abusing the system to their own advantage. In several countries, citizens
have taken to the streets and are sending a powerful signal to their leaders that they can no longer
tolerate corruption. For example, according to press reports, public dissatisfaction with widespread
corruption was an important factor that motivated the Arab Spring and the fall of the regime in
Ukraine in 2014.

To a varying degree, corruption afflicts economies at all stages of development. Indeed,
certain advanced economies score worse on perceptions of corruption than some developing
countries.* Corrupt behavior leads to suboptimal economic performance wherever they are present.
During times of global growth, this drag on performance may be less noticeable, especially in high-
income countries. But when global growth is constrained, as it is now, this cost of corruption garners
more attention.

The heightened public attention has led to a renewed emphasis on corruption issues within
the international community. For example, at its October 2015 Annual Meetings in Lima, Peru, the
IMF hosted a seminar on corruption in the public sector. In its November 2015 communiqué, the
G20 emphasized that fighting corruption can support growth and resilience. Moreover, the April
2016 communiqué of the International Monetary and Financial Committee (IMFC) highlighted the
importance of global cooperation in combating corruption and improving governance as critical to
achieving sustainable and inclusive growth.

In this context, the SDN is staff’s initial step to contribute to the ongoing discussion on
corruption by highlighting its macroeconomic relevance and some of the strategies that have
been undertaken to combat it. First, based on the literature and country experience, it outlines a
framework to explain the economic and social costs of corruption, illustrating how corruption

2 2013 World Independent Network/Gallup International annual survey covering 65 countries. Broadly similar results
have been found in other surveys (BBC 2010, and Pew Research Center 2014, which covered between 26 and 34
countries, respectively). The World Economic Forum’s 2016 Global Risks Report ranks “Failure of national government
(e.g., failure of rule of law, corruption, political deadlock, etc.)” as the sixth-highest global risk in terms of likelihood.

3 The Panama Papers refer to unprecedented leaked documents on offshore companies set up through the
Panamanian law firm Mossack Fonseca.

4 Transparency International’s corruption perception index for 2010-14 suggests that although developing countries
in general face a worse perception of corruption, the phenomenon is also prevalent in advanced economies, where
the bottom 15 percent of economies are ranked lower than the top 15 percent of developing countries.
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weakens the state’s capacity to perform its core functions, ultimately undermining potential and
inclusive growth. Second, the note highlights experiences and lessons learned from a range of
countries, drawing on the IMF's unique perspective of helping its members design and implement
economic reforms, including corruption-mitigating strategies.

This note does not make an assessment of the effectiveness of the Fund’s policy on
governance, including corruption. As requested by the IMFC in its April 2016 communiqué this
issue will be taken up in the context of a review of the Fund'’s 1997 policy on governance, including
corruption. Under that policy, the IMF has long taken the position that good governance in the
public sector—including the avoidance of corruption—has a positive impact on economic efficiency,
macroeconomic stability, and sustainable growth in its member countries (IMF 1997).

The remainder of this note is organized as follows. Section II sets the stage by defining
corruption and its manifestations, focusing on the public sector. Section III discusses the economic
and social costs of corruption, taking into account as noted above, both the literature and country
experience. Section IV discusses the IMF’s experience with corruption and draws some lessons
regarding mitigating strategies. Section V concludes.

it DEFINITIONS AND MANIFESTATIONS

Defining corruption in a comprehensive way is difficult both because corrupt behavior varies
and because it is generally concealed from public view. Among the most widely accepted
definitions in the literature—and one that will be relied on for the purposes of this note—is “the
abuse of public office for private gain.” It is a definition used by a diverse range of public institutions
and civil society organizations, including the World Bank and Transparency International. It is also
consistent with the provisions of the United Nations Convention against Corruption.®

The definition relied on in this note focuses on abuse by public actors. Accordingly, the
definition does not cover fraudulent acts perpetrated exclusively by private citizens that do not
involve public officials. This exclusion, however, does not mean that private sector behavior is not
relevant to a diagnosis of the problem or the formulation of an anti-corruption strategy. While some
forms of corruption involve public officials acting on their own (for example, theft and
embezzlement), corruption, including most notably bribes, often involves a private sector actor.
Accordingly, any effective anti-corruption strategy must entail measures designed to change the
behavior not only of public officials but also of the private citizens with whom they interact.

> Article 19 on abuse of functions states that “Each State Party shall consider adopting such legislative and other
measures as may be necessary to establish as a criminal offence, when committed intentionally, the abuse of
functions or position, that is, the performance of or failure to perform an act, in violation of laws, by a public official
in the discharge of his or her functions, for the purpose of obtaining an undue advantage for himself or herself or for
another person or entity.”

3 INTERNATIONAL MONETARY FUND



CORRUPTION: COSTS AND MITIGATING STRATEGIES

Under this definition, an act can be corrupt even if it does not result in financial gain for the
public official. For example, an official contributes to corruption if, as result of political interference,
he or she abuses public office. The key determinant is whether the decision is made for reasons
other than those identified as relevant by the legal or administrative framework that the public
official is responsible for administering. Thus, corruption may arise when an official awards a
procurement contract to a company because the company is owned by a family member. It is the
influence of these extraneous factors—whether financial or of another nature—that gives rise to the
abuse of public office.

Moreover, although corruption is often associated with perverse application of the law, it may
also pervert the lawmaking process itself. There may be circumstances in which legislators are so
beholden to private interests that their legislative decisions are motivated solely by these interests—
rather than the public interest. This represents a classic form of “state capture.” Indeed, it has been
noted that in some countries corruption has become so pervasive that it is no longer characterized
by specific transactions but by powerful networks between business and government, resulting in
the privatization of public policy.

The impact of corruption on the ability of the state to carry out its functions increases as it
becomes more systemic and acute. No society is immune to isolated acts of corruption, whether
they occur at the “petty” (bureaucratic) or “grand” (political) level. However, in some circumstances
corruption is no longer a deviation from the norm, but is manifested in a pattern of behavior so
pervasive and ingrained that it becomes the norm. In these situations, the state’s ability to carry out
its basic functions—such as raising revenue, supplying public goods and services (including
security), regulating markets, and acting as an agent of society’s redistributive goals—can become
sufficiently undermined that it is likely to have a significant impact on economic performance.

The corrosive impact of corruption can take various forms. As will be described in the following
section, the various ways in which economic performance can be adversely affected depend on the
type of state function undermined. Importantly, experience demonstrates that, in the extreme,
economies can be adversely affected by the civil strife and domestic conflict that can arise when a
society has lost confidence in the government'’s ability to discharge its responsibilities in a
competent and impartial manner.
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=~ it THE ECONOMIC AND SOCIAL COSTS OF
CORRUPTION

The costs of corruption are substantial. Although these costs are hard to measure properly, a
sense of the size of this phenomenon can be gauged from bribes paid every year in both developing
countries and advanced economies. A recent estimate put the annual cost of bribery alone at about
$1.5 to $2 trillion (roughly 2 percent of global GDP).6 The overall economic and social costs of
corruption are likely to be even larger, since bribes constitute only one aspect of the possible forms
of corruption.

As will be described in this Section, corruption affects inclusive growth, that is, growth whose
benefits are widely shared across the population. Empirically it is difficult to establish a direct
causal relationship between corruption and growth. However, most studies using perception-based
measures of corruption have concluded that it hurts growth through a variety of channels.”
Difficulties arise from measurement challenges, such as varied understanding of the term
“corruption,” differences between perceived and actual levels of corruption, and problems
associated with aggregating various indices.

Corruption has significant negative effects on key channels that affect growth (Figure 1). This
is confirmed by ample empirical evidence, as well as IMF staff experience. As noted above,
corruption breeds public distrust in government and weakens the state’s capacity to perform its core
functions. The more corruption interferes with these functions, the more it distorts policies and their
implementation. Depending on its pervasiveness, corruption affects some or all drivers of potential
and inclusive growth, such as macro-financial stability, public and private investment, human capital
accumulation, and total factor productivity. Low rates of inclusive growth can also lead to increased
incidence of corruption, creating a negative feedback loop that can become self-fulfilling and long
lasting.

® This estimate for 2015 is an extrapolation by Daniel Kaufmann based on his earlier estimate of $1.1 trillion in
Kaufmann (2005).

7 For example, see Mauro (1995, 2004), Dreher and Herzfeld (2005), Blackburn, Bose, and Haque (2006), and Arnone
and lliopulos (2007). Recent studies using a meta-analysis approach (for example, Ugur and Dasgupta 2011; Campos,
Dimova, and Saleh 2010; Ugur 2014) show that corruption has a negative effect on per capita GDP growth, even after
controlling for possible biases in the underlying empirical analyses. Ugur and Dasgupta (2011) find that a one-unit
improvement in the perceived corruption index can lead to an increase of 0.59 to 0.86 percentage point in the
growth rate of per capita GDP, depending on the sample of countries analyzed.
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Figure 1. Corruption-Growth Nexus
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Corruption affects core government functions, which . ..

. .. can weaken the state’s capacity to tax, leading to lower revenue collection (Tanzi and
Davoodi 2002a; Besley and Persson 2014). Widespread corruption harms the culture of compliance,
thereby increasing tax evasion. This is suggested by the negative association between corruption
and the collection of tax revenues (Figure 2A) (Aghion and others 2016; IMF 2011a; IMF 2015a).
While compliance data are not available for all taxes, it is part of the measure used to gauge the
efficiency of the value-added tax (VAT) (the C-efficiency ratio).2 Recent data compiled by the IMF for
108 countries show that there is a strong correlation between a low C-efficiency and high corruption
(Figure 2B). New econometric analysis reported in Appendix 1 shows that an improvement in
corruption perception from the median to the 75th percentile is associated with higher revenues of
0.8 percentage point of GDP.

8 The C-efficiency ratio for the VAT compares the actual VAT revenue with the potential revenue when a uniform rate
would apply to all consumption. A shortfall of the former (that is, a ratio less than 1) is influenced by both VAT design
and compliance.
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Figure 2A. Corruption and Tax Revenues Y
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Figure 2B. Corruption and VAT C-Efficiency !
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. .. creates disincentives for taxpayers to pay taxes. \When tax exemptions are perceived to be
the product of a bribe, the public becomes far less willing to comply with the tax laws, which are
perceived as unfair. The Panama Papers bring into focus the scope of global financial secrecy and
the potential it creates for tax evasion and other criminal activities. Tax evasion, like corruption,
contributes to inequality and to perceptions of unfairness—undermining citizens’ trust in their
governments. The distrust in the administration also discourages entrepreneurs from starting new
businesses in the formal economy, further eroding the revenue base (Dreher and Herzfeld 2005).

. . . reduces the impetus for the state to collect taxes. In highly corrupted, aid-dependent
countries, the incentive to mobilize domestic revenues can be lower, particularly for those taxes
considered more efficient, such as the VAT (Benedek and others 2014). Recent IMF research
suggests that even conditionality under IMF-supported programs—which generally has a positive
impact on revenue performance—becomes ineffective in countries with high corruption (Crivelli and
Gupta 2016). In addition, states that fail to raise significant revenue are unable to build institutions
that support economic activity, resulting in negative feedback (Besley and Persson 2014). Recent IMF
research suggests that once the tax-to-GDP ratio reaches 12% percent, real GDP per capita
increases sharply (Gaspar, Jaramillo, and Wingender 2016).°

. . . and undermines spending programs. This can take many forms, including cost inflation and
distorted budget allocation. Weak expenditure controls, off-budget transactions, and lack of
oversight were behind recent financial integrity failures in sub-Saharan Africa. The systems

9 Gaspar, Jaramillo, and Wingender (2016) explain that despite the threshold effect at a tax-to-GDP ratio of 12%
percent, countries should strive to remain above the 15 percent level in order to avoid frequent reversals.

7 INTERNATIONAL MONETARY FUND




CORRUPTION: COSTS AND MITIGATING STRATEGIES

compromised by corruption included payroll controls (Ghana), computerized public financial
management systems (Malawi), and procedures for defence procurement (Mali). Inflated public
procurement costs have been an issue in advanced economies as well. A 2013 study noted that
corruption raised the costs of a public project by 13 percent on average in eight European states.1°
Leakages in public spending programs are likely to be severe in military and large-scale public
investment, as procurement costs can be easily inflated (Arnone and lliopulos 2007).

The combined effects of wasteful public spending and lower revenue can result in large fiscal
deficits and substantial debt accumulation (Kaufmann 2010; Ivanyna, Mourmouras, and Rangazas
2015). In an environment of high corruption and high public debt, a country can be trapped in a
vicious circle of corruption and fiscal profligacy, ultimately leading to a debt crisis (Achury,
Koulovatianos, and Tsoukalas 2015). A 2012 Transparency International report on the European
Union argues that corruption played a role in the euro area'’s fiscal and debt crisis, because some
countries had serious shortcomings in public sector accountability and deep-rooted problems of
inefficiency and malfeasance. Poor tax compliance is viewed as one of the factors behind the
ongoing deep fiscal crisis in Greece (IMF 2013).

The influence of corruption on other government functions can. ..

. . . hinder formulation and implementation of sound monetary policy. As corruption erodes the
state’s ability to collect revenue, the government becomes more reliant on seigniorage finance
(Blackburn and others 2008). This can lead to fiscal dominance, undermining the independence and
credibility of the central bank in conducting monetary policy (Huang and Wei 2006; Cavoli and Wilsom
2015; Ben Ali and Sassi 2016). As a result, inflation tends to be higher in countries with higher
corruption (Figure 3).

10 Seven of the countries are EU member states—France, Hungary, Italy, Netherlands, Poland, Romania, and Spain.
The eighth country is Liechtenstein (PwC 2013).
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Figure 3. CPI Inflation and Corruption Perception Index Y/
(Average for 1995-2014)
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. discourage financial development and inclusion. Corrupt countries tend to have lower
deposits from the public and less credit to the private sector, both of which are associated with
financial sector development and inclusion (Detragiache, Gupta, and Tressel 2005). This arises from
the fact that a weakened state is unable to address policy distortions that hinder financial
development and inclusion.

. weaken financial oversight and stability. At the same time, corrupt lending practices, weak
banking supervision, and regulatory forbearance can threaten the stability of the financial system
(Kane and Rice 2000). A rising share of nonperforming assets in the portfolio of the banking sector
can diminish its ability to advance credit with a significant impact on growth and poses fiscal risks to
the government'’s budget. Extensive fraud at Afghanistan’s Kabul Bank and the Kyrgyz Republic’s
Asia Universal Bank revealed major institutional weaknesses that damaged the credibility of banking
supervision (IMF 2010b; 2011b). Certain forms of regulatory capture in advanced economies, such as
an expectation of a future job for a regulator in a regulated firm, may have played a role in the
systemic failures of oversight, regulation, and disclosure during the 2008 global financial crisis
(Kaufmann 2009). More generally, through high-level bribery and influence peddling, powerful
financial companies can bend the regulatory, policy, and legal institutions for their private benefit.

. and undermine the recovery of debts or enforcement of claims. Corruption can be a major
factor weakening the enforcement of claims and the recovery of debts. It negatively affects payment
culture and increases market distrust, reducing access to credit and increasing transaction costs.

9 INTERNATIONAL MONETARY FUND
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Poorly functioning government institutions affect the drivers of potential and inclusive
growth by . ..

. . . increasing the cost and lowering the quality of public investment. Corruption can distort the
selection of public investment projects through bribery, rent seeking and cronyism (Tanzi and
Davoodi 2002a). As noted earlier, it can lead to inflated costs due to inadequate procurement
processes, resulting in poor investment outcomes. This undermines efforts to reduce infrastructure
gaps and boost growth (Del Monte and Papagni 2001). It could also imply inadequate allocations for
nonwage expenditure, such as operations and maintenance, thereby affecting the productivity of the
existing infrastructure. Countries with higher corruption tend to have relatively lower infrastructure
access and quality for a given level of public capital stock (Figure 4).1

Figure 4. Public Investment Efficiency and Corruption Perception Index
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they cover 50 percent of the countries.

. . . reducing private investment. High levels of corruption discourage private investment. For
example, the bribes necessary to obtain a license act as a tax on a firm’s investment decisions.
Corruption raises firms’ uncertainty!>—how likely it is to obtain the license by paying the bribe—
which can be particularly problematic when seeking to access a foreign market. In fact, corruption
has been shown to reduce foreign direct investment, a strong promoter of growth in recipient
countries.3

11 The Public Investment Efficiency (PIE) indicator estimates the relationship between the public capital stock and
indicators of access to and the quality of infrastructure assets. Countries are given a PIE score of between 0 and 1,
based on their vertical distance to the frontier relative to peer best performers. The less efficient the country the
greater the distance from the frontier, and the lower its PIE score (IMF 2015c).

12 Campos, Lien, and Pradhan (1999) show that while high levels of corruption deter investment, the negative effect
diminishes with higher corruption certainty.

13 See, for example, Wei (2000), Busse and Hefeker (2007), Al-Sadig (2009), Woo and Heo (2009), and Godinez and
Liu (2015). High levels of corruption in the recipient country have recently been found to deter investment not only
from similarly corrupt countries but also from less corrupt (and by association, more economically advanced)
jurisdictions (Zurawicki and Habib 2010).

INTERNATIONAL MONETARY FUND 10
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. . . harming countries’ access to international credit markets. Countries with higher levels of
perceived corruption tend to have a higher default risk, thereby raising their borrowing costs
(Akitoby and Stratmann 2010; Butler, Fauver, and Mortal 2009; Connolly 2007) (Figure 5). For
example, evidence of corruption in Petrobras contributed to a series of credit downgrades of Brazil
by the three major global credit-rating firms since December 2015.

Figure 5. Emerging Market Sovereign Spreads and Corruption Perception Index
(Average for 1995-2014)
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. . . and stifling productivity and reforms. Corruption can distort resource allocation from
productive to rent-seeking activities, leading managers to focus less on increasing firms’ productivity
(Baumol 1990; Murphy, Shleifer, and Vishny 1991; Dal Bé and Rossi 2007). It can give an unfair
advantage to incumbent firms by acting as a barrier to entry (Campos, Estrin, and Proto 2010).
Where corruption flourishes, innovation suffers, and a firm's productivity is harmed (De Rosa,
Gooroochurn, and Gorg 2010; Paunov 2016). More productive firms will leave the market because of
the higher cost of doing business as a result of corruption (Hallward-Driemeir 2009).
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Figure 6A. Corruption and Ease of Starting a Business / Figure 6B. Corruption and Ease of Importing Goods V/
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Improving government institutions has been an important component of structural reforms
recommended by the IMF. Since an overly regulated economy provides opportunities for bribes,
there is a strong incentive to delay economic reforms in a highly corrupt environment (Svensson,
2005). Indeed, measures of corruption tend to be highly correlated with indicators that measure the
ease of doing business, such as the number of days it takes to start a business or the number of
days needed to process imports (Figure 6).}* The IMF has often advised its members to improve
their business climate by focusing, for instance, on reducing the regulatory burden (Brazil, Greece,
Hungary) and improving transparency (Ukraine), which are seen as enhancing growth.

Corruption is linked to poor social and environmental outcomes as reflected by . . .

. . . limited buildup of human capital. Public spending on education and health is lower in corrupt
systems because spending allocations are made partly to allow corrupt officials to generate
“commissions” (Mauro 1998).1> Young people may have weaker incentives to invest in education in
corrupt countries if career success depends largely on who you know, rather than on personal merit.
These factors suggest a negative relationship between human capital and corruption. In addition,
systemic corruption can promote emigration, especially of better-educated people, depriving a
country of talent, with adverse implications for long-term growth (IMF 2016).

14 See Djankov and others (2002), and Madani and Licetti (2010). Alaimo and others (2009) find evidence that in Latin
America, the easier it is to comply with regulations, the less likely that a firm will be asked to pay a bribe.

15 In addition, military spending is susceptible to corruption because of secrecy and a lack of transparency (Gupta, de
Mello, and Sharan 2001).
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. . . poor education and health indicators. In particular, child mortality rates in countries with high
corruption are about one-third higher than in countries with low corruption; infant mortality rates
and the share of low-birthweight babies are almost twice as high, and dropout rates are five times
as high (Gupta, Davoodi, and Alonso-Terme 2002). This partly reflects less effective public spending
on social sectors in countries with more corruption (Rajkumar and Swaroop 2008).

. . . inefficiencies in the provision of social services. Corrupt behavior can distort the allocation of
funding within health and education systems. In the mid-1990s, the first public expenditure tracking
survey (PETS) in Uganda revealed that during 1991-95 on average only 13 percent of government
education grants reached schools (Reinikka and Svensson 2004). More recently, a PETS in Tanzania
in 2009 found that about 37 percent of money intended for education was lost (Bold and others
2011). Social sectors are affected not only by leakages, but also by pervasive absenteeism of critical
workers. Absenteeism may reflect a corrupt workplace culture that tolerates poor work performance.
For instance, in India, a randomized experiment put the rate of teacher absenteeism at 35 percent
(Duflo and others 2007). The use of government-funded programs to extend benefits to relatively
wealthy population groups or the siphoning of funds from poverty alleviation programs, including
generalized subsidies by well-connected individuals, diminishes the impact of social programs on
income distribution and poverty (Gupta, Davoodi, and Tiongson 2002).

. .. an increased pollution and natural-resource depletion. Countries with higher corruption tend
to have more pollution measured as per capita emissions of sulfur dioxide and carbon dioxide (Cole
2007),* which could be explained by weaker environmental regulations that are poorly enforced in
corrupt regimes (Pellegrini and Gerlagh 2006; Welsch 2004). In addition, where corruption is
prevalent, bribes are used to secure licenses that allow for over-extraction of natural resources, such
as through fishing and logging (Shaxson 2008; OECD 2012).

Women tend to be disproportionately affected by corruption. Women tend to spend more time
in unpaid labor, such as caring for sick family members or fetching water, and thus feel the impact of
corruption on poor service delivery more acutely (UNIFEM 2008; Chéne, Clench, and Fagan 2010).
They are also more likely to be affected when bribes take the form of sexual activity or when
corruption precipitates illegal practices that affect them more severely, such as human trafficking
and prostitution.

16 Damania, Fredriksson, and List (2003) find theoretical and empirical evidence to suggest that the effect of trade
liberalization on environmental policy is contingent on the level of corruption: the greater corruption, the larger the
impact of trade liberalization on the environment.
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In addition, systemic corruption can...

.. . trigger political instability.'” Corruption affects not only the use of state power, but also the
application of rules, laws, and regulations and in the extreme begins to shape their formation. This
fundamentally undermines trust in government’s impartiality. State legitimacy may become so
eroded that civil strife and domestic conflict emerge as the main form of domestic politics. In such
cases, the classical concept of state ceases to apply. As already observed, public anger at widespread
corruption was perceived by many as one of the factors behind the Arab Spring, resulting in violence
and serious economic damage in some instances (Vogl 2012). Recent corruption scandals in Brazil
and Guatemala illustrate how the investigations regarding the siphoning of public funds can
destabilize the political system. This increases uncertainty for economic agents and has a negative
impact on investment and consumption decisions.®

. .. promote greed and grievances by different segments of society, leading to conflict.
Governments that reward their supporters by exploiting others can bring to the fore grievances by
the affected, weaker groups. Corruption can further fuel economic grievances through its negative
impact on social spending and its contribution to inequality (see above). The possibility of political
conflict rises with perceptions of inequality (Gurr 1970). By eroding confidence in the rule of law as a
conflict resolution mechanism, widespread corruption may encourage citizens to resort to violence.
For instance, when elections are rigged or constitutional and judicial processes are corrupted, both
the ruling group and the opposition are likely to use violence to defend or assert their position (Le
Billon 2003; Atoubi 2007).

. . . and fuel greed rebellion in countries rich in non-renewable natural resources.” Countries
rich in non-renewable natural resources have higher corruption levels than similar countries with
fewer resources (Leite and Weidmann 2002). They tend to be more prone to conflicts as a result of
competition for the control of resources.

The short-term economic costs of political unrest can be significant, even though there may
be positive institutional change in the long term. No country is immune to these economic costs,
but each country has its own unique experience with corruption. Even where corrupt behaviors do
not rise to the systemic level, they still lead to suboptimal economic performance by affecting many
key determinants of economic performance, particularly tax and legal capacity. Institutions form
intricate and complex clusters, which evolve slowly over time and shape rules, perceptions and
expectations, organizations, norms, and patterns of behavior. All of these affect economic prospects
well beyond the direct effects of monetary, fiscal, and financial policies. Systemically corrupt

17 See for example Chayes (2015), who explores the link between corruption, political instability, security threats, and
political violence.

18 See Alesina and others (1996), Jong-A-Pin (2009), Aisen and Veiga (2013), and Alesina and Perotti (1996).

19 If greed rebellion turns into civil war, it can generate staggering economic and social costs. By the end of a typical
civil war, incomes are on average 15 percent lower than they otherwise would have been, and about 30 percent more
people live in absolute poverty (Collier and others 2003, Collier and Hoeffler 2004).
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economies can achieve an equilibrium state, but that equilibrium is very likely to be suboptimal—
especially from the perspective of inclusive growth. When that equilibrium is disrupted, the
immediate economic outcome may be negative. It is therefore incumbent on reformers and those
who support them to take advantage of the circumstances to implement strategies to move to less
corruption and more stability over the long term.

1. CORRUPTION: MITIGATING STRATEGIES

Given the demonstrable costs associated with corruption, it is not surprising that much has
been written on how to design and implement an effective anti-corruption strategy. While
there is a divergence of views in a number of areas, there appears to be a general consensus on
several points.

First, an effective strategy requires a holistic and multifaceted approach, albeit one that is
appropriately prioritized and sequenced, depending on country-specific circumstances. For example,
while it is important to take steps to change the incentive structure, including through a credible
threat of prosecution, it is equally important to recognize that the kind of behavioral change
required—especially in the case of systemic corruption—must be grounded in a core system of
social values.

Second, expectations must be managed according to the implementation horizon of many
anti-corruption reforms. While an anti-corruption law can be adopted quickly, it will be credible
only if it is enforced by effective institutions, which inevitably require more time to develop.
Changing institutions cannot be achieved simply by government regulation—it requires a
transformation of existing individual behavior and values, which may be ingrained and long
standing. Even so, some countries have made significant progress in addressing corruption in a
relatively short time through targeted measures, such as a system for public officials to report their
wealth.

Third, reforms of a preventive nature can be equally effective. Some reforms may be focused
specifically on addressing existing corruption (for example, establishment of an anti-corruption
commission). Yet there are other measures that, while more general in nature, can have a powerful
preventive effect—for example, in the area of transparency.

Fourth, there are significant challenges to measuring corruption and the success of
anti-corruption strategies. Most of these come down to a number of points widely identified in
the literature: the hidden nature of corruption (UNDP 2008),%° which results in definitional variances
even in heavily used indices (Hawken and Munck 2009; Heywood and Rose 2014), and consequently
a heavy reliance on perceptions (Galtung 2006; Urra 2007; Apaza 2009).

20 studies do not agree on what needs to be fixed.
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This section seeks to distill a number of lessons from IMF experiences working with its
members in this area. The IMF gained these experiences from the application of the 1997
governance policy, described in greater detail in Appendix 2. In many cases, the IMF's involvement
has taken the form of specific recommendations made in the context of either its technical
assistance to member countries (which is voluntary) or its surveillance of members' economies
under Article IV of the IMF's Articles of Agreement (which is mandatory). In a more limited set of
cases, the introduction of anti-corruption measures was made a condition for the use of IMF
resources; that is, these measures formed part of IMF conditionality. In those cases, corruption had
become so acute that the IMF determined that the economic reform program supported by IMF
financial resources would not be successful without credible anti-corruption measures (Box 1). The
following sections review the IMF's experience in four areas—transparency, enhancing the rule of
law, economic reform and regulation, and building institutions. These four strategies can be applied
to all the channels identified in the previous section on economic and social costs.

Box 1. Suspension of IMF Lending Due to Corruption Concerns: Recent Examples
The 1997 governance policy provides for suspension of IMF financing because of poor governance,
including corruption, if it could have significant macroeconomic implications that threaten successful
program implementation or casts doubt on the purposes for which IMF resources are used. Recent
cases in which the IMF has suspended lending, in part due to governance and corruption issues,
include Ukraine and Malawi.

Ukraine (February 2016): "I am concerned about Ukraine's slow progress in improving governance
and fighting corruption, and reducing the influence of vested interests in policymaking. Without a
substantial new effort to invigorate governance reforms and fight corruption, it is hard to see how the
IMF-supported program can continue and be successful. Ukraine risks a return to the pattern of failed
economic policies that has plagued its recent history. It is vital that Ukraine's leadership acts now to
put the country back on a promising path of reform.” Statement by the Managing Director on
Ukraine, Press Release No. 16/50, February 10, 2016, available at
https://www.imf.org/external/np/sec/pr/2016/pr1650.htm.

Malawi (November 2013): "The policy reforms initiated in May 2012 have produced positive results.
However, recent revelations that substantial amounts of public funds have been misappropriated
through fraudulent transactions using the government’s financial management system, introduced
considerable uncertainty to the economic outlook. Aside from the direct loss through theft, external
financial assistance to the budget was placed at risk. Development partners became reluctant to
disburse funds into government systems they viewed as insecure. With fiscal buffers already
weakened by excessive borrowing in the first quarter of FY2013/14, and with an emerging large fiscal
gap, the IMF decided to delay completion of the third Extended Credit Facility (ECF) review until the
fiscal situation could be clarified and necessary corrective measures put in place.” Statement at the
Conclusion of an IMF Mission to Malawi, Press Release No. 13/458, November 20, 2013, available at
https://www.imf.org/external/np/sec/pr/2013/pr13458.htm.
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Transparency

Although transparency is a general prerequisite for the proper functioning of the market, it is
also a core component of an effective anti-corruption policy. Transparency plays a critical role in
ensuring the efficient allocation of resources by allowing the market to evaluate and impose
discipline on government policy, and by increasing the political risk of unsustainable policies (Kopits
and Craig 1998).

In addition to these important functions, transparency can play a key role in preventing
corruption and promoting good governance. By providing the public with access to information
relating to government decisions and financial transactions, transparency can effectively deter illicit
behavior. Indeed, a number of studies demonstrate a positive correlation between corruption and
the lack of public budget transparency. The more transparent the budget in a given country, the less
corrupt the country is perceived to be (Renzio and Wehner 2015; Sedmihradska and Haas 2013).2

Considerable work has been done in developing best practices with respect to transparency
and accountability in key economic areas. The IMF promotes compliance with international
standards aimed at enhancing transparency and accountability in twelve policy areas of its core
competence. These include data dissemination, fiscal policy, and monetary and financial policy.?
Some of these codes and best practices are particularly powerful deterrents to corrupt practices. The
IMF has published eleven fiscal transparency evaluations (FTEs), including on Finland, Ireland, Bolivia,
and the Philippines. Some broad themes that emerge from these FTEs include the coverage of
institutions, the credibility of budgets, and fiscal risk reporting. For example, public financial activity
that takes place outside the budget process (“off budget or extra-budgetary”) can be especially
vulnerable to corruption. Consolidating off-budget revenues and expenditures into the budget—as
called for by the IMF's Fiscal Transparency Code—can make a real difference to the integrity of
public finances. For instance:

e Based on the IMF's advice, the Government of Gabon broadened the scope of the budget to

incorporate off-budget funds and state-owned enterprises.

e On public financial management more generally, with IMF support, a number of EU member
countries (for example, the Baltic states, the Czech Republic, and Poland) have significantly

21 Transparency also supports accountability. By reporting on how they are achieving their assigned specific
mandates and tasks, public officials and institutions enable oversight mechanisms to be more effective and allow the
public to hold them accountable. The credibility achieved from transparency and accountability in turn lead to
enhanced public understanding and, it is hoped, support for government policies.

22 Participation in the standards is broad: for instance as of the end of April 2016, 184 countries participated in the
data dissemination (110 in the Enhanced General Data Dissemination System (e-GDDS), 64 in the Special Data
Dissemination Standard (SDDS), and 10 in SDDS-plus; these are figures as of the end of April 2016, and 93 countries
published their results under the Code on Fiscal Transparency. For data dissemination, see the SDDS, e-GDDS, and
the SDDS Plus. For fiscal policy transparency, see the Fiscal Transparency Code, part of the IMF's Fiscal Transparency
Initiative. So far, 10 countries (Bolivia, Costa Rica, Finland, Ireland, Mozambique, Peru, Philippines, Portugal, Romania,
and Russia) have published the outcome of their Fiscal Transparency Evaluations. For monetary and financial policy
transparency, see the Code of Good Practices on Transparency in Monetary and Financial Policies.
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improved their corruption perception scores, including, among other things, by strengthening
their public financial management systems, which approach international best practices in some
or several dimensions.

e The Philippines’ transparency perception scores have also improved since the implementation of
the recommendations arising from the IMF’s Fiscal Transparency Evaluations, including by
enhancing the government's fiscal risk statement to incorporate government guarantees,
publishing updated reports on tax expenditures, and improving fiscal reporting.

e On enhancing accountability, the IMF has assisted Burundi’'s and Guinea’s supreme audit
institutions in improving their oversight of government finances.

Given the experience, priority should be given to greater transparency in extractive industries.
An Organization for Economic Co-operation and Development (OECD) study reveals that, relative to
other economic activity, these industries are the greatest contributor to the bribery of foreign
government officials (OECD 2014). Not only are the potential size of the “profits” enormous and the
complexity of the underlying contractual arrangements complex, but ownership of mineral wealth in
many countries is also monopolized by state-owned enterprises with governance structures open to
political interference.

For these reasons, the IMF has directed technical assistance to promoting transparency in the
extractive industries, notably by developing the Guide on Resource Revenue Transparency and
expanding its Fiscal Transparency Code to add a pillar on the sector. The IMF has recently applied
the new pillar to Peru and Tanzania as pilot cases. In addition, the multi-stakeholder Extractive
Industries Transparency Initiative (EITI) has now been successfully promoting transparency in this
difficult sector for 10 years with reports that reconcile company payments with government receipts.
A template recently developed by the IMF permits gathering of EITI data in a format consistent with
that of the IMF's Government Finance Statistics Manual 2014. The EITI now has 51 implementing
countries, of which 31 comply with EITI requirements.

The IMF has at times employed conditionality in its lending to introduce targeted disclosure
measures. For example, as part of an IMF-supported program, Indonesia required its government
officials to declare their wealth on an annual basis. The system is administered by the Anti-
Corruption Commission, which also has enforcement powers. Moreover, excerpts of the reports are
publicly accessible, which has become an added incentive for compliance.? In Mali, IMF
conditionality specifically contained a number of transparency measures designed to address
corruption, including the auditing of off-budget transactions (and the publication of these audits),
cancellation of contracts that were determined to be tainted by corruption, and more rigorous
implementation of budget and procurement rules.

23 The compliance rate increased from 56 percent (2006) to 85 percent (2009), in part because advancement (and
sometimes recruitment) is made dependent on it (World Bank 2013).
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The recent revelation of the Panama Papers demonstrates the central role that transparency
can play in fighting corruption. The papers revealed the use of companies and trusts to hide the
beneficial owners of these assets and mentioned people, including high public officials from
countries at all stages of economic development—advanced and emerging market economies as
well as low-income countries. Although it has not yet been determined whether the corporate
vehicles and other arrangements in question established in Panama and elsewhere held the
proceeds of corruption, the opacity of such vehicles (for example, the use of trusts and nominee
directors and shareholders) undoubtedly makes it easier for public officials to disguise criminal
schemes. Fortunately, through the anti-money-laundering (AML) framework put in

place by the Financial Action Task Force (FATF), international standards now require minimum levels
of transparency concerning the beneficial owners of such companies and trusts. However, many
jurisdictions—not just Panama—have failed to fully implement this standard. One benefit of this
recent revelation is that it is likely to put greater pressure on countries to implement reforms in this
area.

Enhancing the Rule of Law

Beyond its role in economic growth and societal development, the predictable and effective
enforcement of a legal framework is critical for an anti-corruption strategy. A credible threat of
criminal prosecution of public officials who engage in corrupt acts and confiscation of their ill-
gotten assets can serve as a powerful deterrent. Indeed, experience demonstrates that the
prosecution of even a small number of senior officials (“big fish”) sets an example that can transform
behavior (Klitgaard 1991). However, in countries where the problem of corruption is particularly
acute, the key challenge is that the very institutions charged with enforcing the law—investigative
agencies, the police, the public prosecutor, and the judiciary—are themselves corrupt or beholden
to powerful interests. They are part of the problem, not the solution. In these circumstances, a
number of countries have sought to put in place—sometimes with IMF support—specialized
institutions that can prosecute corruption while longer-term reforms of the traditional law
enforcement institutions are implemented. In practice, these institutions have typically been
retained—even after improvement of the mainline institutions—because of their specialized skills.
Examples of jurisdictions that have introduced such institutions include Indonesia, Kenya, Latvia,
Lithuania, Queensland and New South Wales (Australia), as well as Ukraine.?*

Effective enforcement of the legal framework depends on the probity, integrity, expertise,
and independence of those who are charged with running these institutions. For example, one
reason for the credibility of Indonesia’s Anti-Corruption Commission—with a track record of high-
profile prosecutions—is that, at the outset, it was able to attract members of civil society who had
been critical of corrupt practices and had a reputation for integrity, competence, and

24 See OECD (2013). The basic models for these institutions are the Singapore Corrupt Practices Investigation Bureau
(established in 1952), and the Hong Kong Independent Commission against Corruption (established in 1974).
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independence.?> Moreover, sustained support from civil society and the media for the Commission,
working closely with reform elements within the government, did much to maintain that success and
credibility.?® While it is still too early to meaningfully assess the anti-corruption bureau established
under Ukraine's current IMF-supported program, a major source of contention has been the
resistance to allowing civil society experts to play a role in its establishment (IMF 2014a, IMF 2015¢).

IMF experience shows that the AML framework is an increasingly important tool for fighting
corruption. Because the proceeds of corruption are often laundered in order to avoid detection or
confiscation, an effective AML framework can contribute to both prosecuting and deterring
corruption. Under international standards, AML frameworks should require heightened scrutiny of
financial transactions conducted by “politically exposed persons,” adequate transparency of
company ownership, and credible specialized institutions such as financial intelligence units.

An illustration of the effective use of the AML framework is “Operation Malaya” in Spain,
where the framework helped identify many companies established to launder the proceeds of
corruption. Ultimately, a number of officials, lawyers, and other intermediaries were convicted and
approximately €520 million in criminal fines was imposed (FATF 2014). Where such frameworks are
weak, as in Ukraine, corrupt leaders can transfer large amounts of ill-gotten funds abroad, including
through commercial banks that they control and through offshore corporate vehicles (Government
of Ukraine 2014). The IMF is providing assistance to Ukraine to address the risks of laundering the
proceeds of corruption.

Concerns regarding de-risking serve as a powerful incentive for countries to put in place
credible AML frameworks. Failure to do so may result in a country’s financial institutions losing
correspondent banking relationships with banks in major financial centers that are concerned about
sanctions and fines in their own jurisdiction, if they maintain relationships with banks elsewhere
whose standards are lax.?” As described in greater detail in Appendix 3, given the impact that money
laundering can have on the financial system, the IMF has devoted considerable resources to support
members’ efforts to strengthen their regimes in this area, both in design of the legal framework and
the enhancement of institutional capacity.

2> The Commission was established in 2002 under an IMF-supported program and continues to operate today. It is
highly respected and has successfully indicted a large number of senior officials, including a chief justice, a governor,
and 4 deputy governors of the central bank, 8 ministers, and 45 members of parliament, as well as judges,
prosecutors, ambassadors, and a number of chief executive officers of public companies. It recently indicted the
Speaker of the House (2016). See also OECD (2013), pp. 91-94.

26 That support was general, through social mobilization, but at times it was also specific and concrete: early attempts
to starve the anti-corruption court through deliberate and protracted delays in salary payments were overcome by
mobilization of funding by civil society.

27 For instance, in the case of the island of Niue, it is reported that major global banks banned transactions with the
island in January 2001, after its listing as a non-cooperative jurisdiction by the FATF. When Niue was delisted in 2002
after making improvements in its AML framework, it regained access to the international financial system.
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Enforcement should also target the private sector. After all, for every bribe taken by a public
official, there is a bribe given. A holistic anti-corruption strategy should therefore include measures
directed at the private sector. This two-sided nature of corruption is the goal of the OECD
Convention on Combating Bribery of Foreign Public Officials in International Business Transactions
of 1999. Consistent with this convention, all OECD members, and a number of non-OECD members,
now have laws that criminalize not only bribing domestic public officials but also foreign public
officials. Such laws were first adopted in the United States with the 1977 Foreign Corrupt Practices
Act. Very large fines, regularly in the hundreds of millions of U.S. dollars, are imposed on companies
found to be in violation. More generally, criminal (and sometimes civil) sanctioning mechanisms
against corrupt businesses and leaders have increased significantly in recent years.?®

Economic Reform

The elimination of excessive regulation can both facilitate economic growth and impede
corruption. There is considerable research evidence that market restrictions facilitate rent-seeking
activities, particularly when restrictions require government approval based on the exercise of
discretion by the official who has the authority to grant approval (Krueger 1974; Ades and Di Tella
1999; Johnson, Kaufmann, and Ziodo-Lobaton 1997). For this reason, the streamlining of regulatory
approval (including through the use of technology) can play an important role, at least where the
exercise of discretion is not essential. For instance, computerized processing of documents can
strengthen integrity significantly in key areas, such as customs services (Crotty 2010).%°

The IMF’s own experience confirms the important relationship between corruption and
excessive regulation. For example, a diagnostic study conducted by the Ukrainian authorities with
IMF staff assistance concluded that the complex and unclear legal framework regulating business
activity was one of the root causes of corruption, offering public officials the opportunity to extort
bribes from businesses and to raid corporate assets under cover of law. Streamlining, simplifying,
and clarifying the framework in order to improve efficiency and certainty and reduce corruption and
thereby improve the business climate are an important element of the Ukraine’s IMF-supported
program (Government of Ukraine 2014; IMF 2014a). In a recent report on small island economies,
the IMF staff concluded that the liberalization of labor and products markets will reduce transaction
costs associated with corruption (Greenidge, Mclntyre, and Yun 2016). The same conclusions were

28 Countries are progressively expanding the legal concept of “standing” to permit individual recourse (or recourse by
anti-corruption nongovernmental organizations, as in France) against corrupt businesses and individuals, as is
illustrated by recent private court cases filed in France against three heads of state to seize their assets in France and
in Switzerland and against a Swiss firm for gold smuggling. The private sector can also take a role in shaping the
architecture of anti-corruption institutions and cases through public interest litigation.

2% An IMF regional project in the eastern Caribbean promotes a reduction in discretionary and nondiscretionary tax
exemptions for tourism investments, which should help curb corruption. As part of the initiative, Grenada has
reduced discretion in the granting of tariff concessions and income tax breaks for new investments. Jamaica has
eliminated discretionary waivers: the tax exemptions given at the sole discretion of the finance minister. Similarly, in
Bolivia, Cote d'Ivoire, and Uruguay, implementation of an automated risk management system in customs is
underway, enabling customs officers to select cargo for inspection based on objective data.
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reached in a recent report on the Indian economy (Anand and Khera 2016). Similarly, mediocre
growth in the Middle East and central Asia was attributable in part to corruption, which, in turn, was
rooted in large patronage-ridden state-owned enterprises, complex business regulations and tax
codes, and bureaucratic red tape (Mitra and others 2016).

However, as important as the elimination of excessive regulation is to growth and to
combating corruption, it can pose its own risks, particularly where the institutional framework
is underdeveloped. The transition from a monopolistic to an open market presents particular
challenges, particularly where the institutional framework is underdeveloped. For example, the rapid
transition of the economies of eastern Europe in the 1990s involved, among other things, a massive
sell-off of state-owned assets. The sales generally occurred in an oversight vacuum: the traditional
statist controls had effectively disintegrated, but new institutions and regulations had not yet taken
full effect and failed to ensure, among other things, full transparency. In this environment, the
uncontrolled sale of assets often reconstituted some aspects of the cartels or monopolies of the old
statist regimes and, accordingly, the corruption attached to them (Kaufmann and Siegelbaum 1996;
Tanzi 1998, 1999). In some countries, these new dominant market players were able to effectively
capture state institutions and shape regulations and institutions to protect their interests (Hellman
and Kaufmann 2001).3°

Building Institutions

As has become clear, the elements of an anti-corruption strategy are only as strong as the
institutions that supports them. Institution building supports all three elements discussed above—
transparency, rule of law, and effective regulation. A credible threat of prosecution for corrupt acts
requires investigative agencies, police, prosecutors, and judges who are not themselves corrupt.
Efforts to streamline and automate aspects of the regulatory approval process are important, but
there will always be areas in which the exercise of discretion by officials is essential, whether it be by
a judge deciding a case or a bank supervisor assessing the soundness of a bank. A key objective is
to develop a cadre of competent public officials who are independent of both private influence and
political interference—and are proud of this independence. This note does not attempt to distill the
considerable body of literature regarding the ingredients necessary to develop effective
institutions.3 However, taking into account both this literature and the IMF’s own experience, the

30 In the 1990s, the process for former Soviet republics or other nonmarket states to transition to open-market
economies was not as self-evident as it may now appear in hindsight. There was a strong view that proceeding with
privatization even before adequate oversight mechanisms were in place was precisely to prevent corrupt officials
from taking advantage of the control vacuum. The aim was to couple rapid privatization with a dispersion of
ownership, thus achieving an efficient equilibrium after a turbulent transitional period. In some countries, this
approach was successful (Poland).

31 Institution building is a rich field of research going back decades. Starting with institution-building theories for
newly independent states in the 1960s and 1970s (for example Esman 1966), it moved to building institutions in weak
(Somalia), post-conflict (Balkans, Irag), and in transitional economies (Eastern Europe). The approach before the
1990s was largely process oriented, with an emphasis on restoring and expanding existing institutions and simple
technical training. This largely failed: the enhanced institutions retained their previous flaws. Consequently, more
recent approaches are results based, with an emphasis on soft skills, aspirational and professional values, and
integrity and accountability measures.
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following observations can be made.

First, there should be a clear legal framework that establishes the institution, defines its
objectives, and gives it the attributes it needs to be effective. While a robust legal framework is
not a sufficient condition to ensure the effectiveness of institutions, it is a necessary one. The
essential elements of a legal framework include clarity regarding the institution’s mandate, which
consists of its objectives and functions and its powers to achieve them; clear governance and
oversight and an accountability structure; operational and financial autonomy (including adequate
funding); eligibility criteria for appointments and clear and transparent rules and procedures for
dismissal. The framework should provide legal protection for key institutions (such as central banks,
tax authorities, and certain specialized agencies) and their officers and staff from liability for actions
taken and for omissions while discharging their duties in good faith and in accordance with the law.
The IMF has considerable experience advising members on establishing such legal frameworks,
particularly in the context of central banks. Jurisdictions in which legal reforms in these areas have
been enacted with IMF advice include Burundi, Macedonia, Tunisia, and Ukraine (on central
banking); Serbia (on bank resolution); Moldova (on legal protection of banking supervision); and
Rwanda (on both central banking and supervision) (Box 2).

Second, it is important for officials to possess technical expertise. A judge with jurisdiction over
a case that involves the reorganization of a business whose debtors and creditors have different
interests must adequately understand the domestic insolvency system. An official working on the
implementation of a country’s AML framework must have the capacity to assess the data received
from financial institutions to determine whether there is sufficient evidence to justify referral to the
public prosecutor’s office. The IMF, along with other international organizations, has been active in
providing technical assistance and training in such areas. For instance, in Kuwait, IMF staff assisted in
the establishment of the government's financial intelligence unit and development of its strategy
and internal tools, including the information technology tools and a manual for employees. IMF staff
provided extensive training on financial analysis and international cooperation to the financial
intelligence unit management and staff.

Third, the incentives for non-corrupt behavior must be designed and implemented in a
balanced manner. While it is important that officials understand that corrupt behavior will be
prosecuted, there should also be some tangible benefits associated with professionalism, that is, the
use of sticks must be balanced by the availability of carrots. Selective wage increases for high-skilled
workers (for example, regulators and revenue administrators) can diminish the incentive to take
bribes, and can be part of an anti-corruption strategy. Indeed, in some respects, corruption becomes
inevitable when public officials cannot earn a living wage. Research supports the relationship
between increases in wages and improvements in corruption-perception indicators, particularly in
low-income countries (Van Rijckeghem and Weder 2002). However, any increase in remuneration
needs to be transparent and merit based so as not to be perceived merely as an instrument of
political patronage. Moreover, studies show that an increase in remuneration will have little effect
unless accompanied by clear signals that public officials will lose their job if they are caught
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engaging in corrupt acts. The IMF has supported increases in public salaries as part of an
anti-corruption approach.

Fourth, when strengthening institutions, the role of leadership should not be underestimated.
Particularly when corruption is acute, leadership—including at the political level—can play a vital
role in changing attitudes and behavior. If incoming ministers send a clear no-tolerance signal
regarding corruption in their ministries, it can have a real impact. The actions of Indonesia’s minister
of finance (2005-10) provide a useful example of how leadership can make a difference: shortly after
her appointment she removed the heads of the tax and customs services and replaced the entire
customs service of the Port of Jakarta, which sent a powerful signal. These agencies had been
perceived to be among the most corrupt in Indonesia. Moreover, when a political leader sets the
tone from the top through a modest lifestyle and professional dedication, such behavior can
accelerate reform, as was demonstrated by Lee Kuan Yew's actions in Singapore, which was rife with
corruption at the time it gained independence in 1965.
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Box 2. Selected Areas of IMF Support for Institution Building

Central Banking: The IMF assists institution building in central banks by providing support to establish clear
mandates through design of objectives, functions, and powers; appropriate governance arrangements, with a clear
allocation to decision-making bodies of responsibilities pertaining to daily management, policy setting, and
oversight; ensuring sound internal controls and providing for checks and balances within and between the various
decision-making bodies, supported by rules of conduct and integrity upheld by these bodies; functional, personal,
and financial autonomy, ensuring that political bodies do not unduly hamper the execution of the central bank’s
functions, that central bank officials are autonomous from political and private economic interests, and that the
central bank has sufficient financial resources to fulfill its mandate; and explicit and robust accountability and
transparency mechanisms vis-a-vis the relevant political bodies and the public at large, including through the
publication of periodic reports and of audited and certified financial statements prepared according to accepted
audit and financial reporting standards. The IMF's safeguards assessment policy has also had a significant impact
on strengthening governance and audit and control frameworks of central banks, including through its focus on
transparency and effective oversight arrangements. Timely publication of central banks’ financial statements
prepared and audited in accordance with international standards is the cornerstone of safeguards requirements,

and indeed there has been a significant shift toward transparent financial reporting by central banks.

Anti-Money Laundering: The IMF's work in the area of prevention of money laundering covers policy advice,
capacity development, and the assessment of compliance with international standards. This work builds and
strengthens institutions across a broad spectrum of activities, including financial intelligence, legislative drafting,
national strategies, risk assessments, and the supervision and regulation of bank and nonbank entities. The IMF
aims to embed financial integrity principles and practices into government ministries and central banks across the
globe. Working closely with the Financial Action Task Force and its regional bodies, the IMF promotes adherence
to international standards and has achieved significant success in helping countries make a transition from, or
avoid, sanctions and the black- and gray-listing process. Recent cases include Latin America, where the presidents
of Costa Rica, Paraguay, Peru, and Uruguay endorsed and promoted the national anti-money-laundering strategy
developed with the IMF. Similarly, in Ghana, Myanmar, Nepal, and Sudan, the IMF’s work directly assisted these
countries’ movement off the gray list.

Financial Sector Assessment Program (FSAP). On financial sector issues, the Fund adopted the Financial Sector
Assessment Program (FSAP) in 1999 to help countries assess vulnerabilities in the financial sector and identify the
needs for corrective actions, including on institutional and governance issues.32 Since the adoption of FSAPs, the
Fund has conducted numerous FSAP exercises and, more recently, during the 2014 FSAP Review found its

experience with FSAP exercises satisfactory.3® In September 2010, the IMF made it mandatory for 25 jurisdictions
with systemically important financial sectors to undergo financial stability assessments under the FSAP every five

years.34

Public Financial Management: The IMF provides advice to strengthen fiscal frameworks and budget preparation
with the goal of enhancing the role of the budget as the central instrument for allocation of public resources. This
work focuses on budget execution and financial management in areas such as accounting and fiscal reporting,
treasury management, financial management information systems, and internal control and audit. The IMF also

promotes the adoption of good international practices in the development of medium-term fiscal and budget

frameworks, fiscal rules, fiscal councils, performance-based budgeting, accrual accounting standards, and fiscal
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risk management. In addition, the IMF provides expertise in the organization of ministries of finance, state
treasuries, and debt and cash management offices. The IMF sent about 100 technical assistance missions from
headquarters to help with public financial management in financial year 2015, in addition to supporting member
countries through 9 regional technical assistance centers in Africa, Asia, Latin America, and the Middle East.
Examples include Mongolia and El Salvador, where IMF technical assistance has helped improve transparency by

developing and publishing medium-term fiscal frameworks, including information on fiscal risks facing the

government.

32 For the Financial Sector Assessment Program, see http://www.imf.org/external/np/fsap/fssa.aspx

33 For the 2014 Review of FSAP, see https://www.imf.org/external/np/sec/pr/2014/pr14447 htm

34 For the 2010 decision to require mandatory financial stability assessments of countries with systemically important
financial sectors, see https://www.imf.org/external/np/pr/2010/pr10357.htm
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BN v.  CONCLUSION

Drawing on both existing literature and Fund experience, this note finds that, while difficult
to measure, corruption can adversely affect potential inclusive growth. By distorting the
functions of the state in a number of areas, it may undermine macro-financial stability, public and
private investment, human capital accumulation and total factor productivity. When corruption
becomes pervasive it should be factored in when assessing economic performance of a country well
beyond the direct effects of monetary and fiscal policies. Indeed, when systemic corruption affects
virtually all state functions, distrust prevails and social capital erodes. In extreme cases, the state
itself dissolves into disorder, civil strife and conflict, with significant and long-lasting social and
economic implications.

Based on the Fund's own experience, fighting corruption requires a long term and holistic
strategy, albeit one that is appropriately prioritized and sequenced, depending on country
circumstances. Corruption is an extraordinarily complex phenomenon and tends to persist over
time. An anti-corruption strategy will only be effective when it manages to convince key players that
the rules of the game have indeed changed. Among other things, this requires changing incentives,
including through a credible threat of prosecution. In addition to enhancing the rule of law,
experience demonstrates that increased transparency and economic reforms that eliminates
excessive regulation play a major role in this area. While in some cases, the relevant initiatives will be
of a general nature, in other cases they may need to be specifically targeted at corrupt activity.

While an economic crisis in a country can act as a catalyst for change, it may not be feasible to
eradicate corruption in a crisis-fighting setting. This is because the development of strong
institutions—the most important ingredient for a successful anti-corruption strategy—takes time. As
in all areas, a key catalyst for institutional change is effective leadership. Accordingly, senior
governmental officials can play a critical role in changing norms and expectations, not only through
the design and execution of public policy but also through their own personal behavior.
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Appendix 1. Corruption and Tax Revenues

This appendix analyzes the relationship between tax revenues and corruption. We revisit the previous
study by Imam and Jacobs (2007), using a larger unbalanced sample covering 149 countries over the
period 1995-2015. Our baseline equation is the following:

K
Yy =0 + 4, + BCPI, +ngxit + &

yn is the tax-revenue-to-GDP ratio for a country i at time t. The variable CPIit represents a
measure of cck)rruption, the Corruption Perception Index (CPI) from Transparency International. The
regressor /\j; represents a set of k control variables, which, following the literature (Baunsgaard
and Keen 2010), include the log level of per capita income and its square; the share of agriculture in
GDP; openness, measured as the share of trade (imports plus exports) in GDP; and the log of
inflation. Finally, &; and 11 represent a full set of country and time fixed effects, respectively.

The main results are reported in Table 1.3°> Column 1 shows results of the fixed-effects (FE) model.
The signs of the coefficients are in line with previous literature, although the coefficients on
agriculture and inflation are statistically insignificant. Income per capita shows a nonlinear effect: the
relationship between tax revenues and income per capita is concave and reaches a maximum at a
level of income per capita of $9,510. The effect of corruption is statistically significant: it shows that,
all else equal, an improvement in a country’s corruption perception indicator by one standard
deviation (22 points) is associated with a tax revenue increase of 0.88 percentage point of GDP.3

The specification in column 1 is, however, biased for several reasons. First, there likely is an omitted-
variable problem from a static specification, related to the persistence of the tax revenue variable.
Second, variables like income per capita and corruption are likely to be endogenous and, especially
for the corruption variable, also measured with error. We therefore augment equation (1) with a
lagged dependent variable. In a panel context, this introduces another source of bias in the
estimation, which we correct using a Blundell and Bond (1998) system GMM-estimator. The
estimator also allows all variables to be treated as potentially endogenous. For this purpose, and for
lack of valid external instruments suitable in a panel setting, we use GMM-type instruments of up to
4 lags. To avoid the problem of over-instrumentation, which is typical in this type of estimation
(Roodman 2009), we “collapse” the instruments by using one instrument for each lag depth.

35 Standard errors are corrected for heteroscedasticity and serial correlation at the country level.

36 Results from a first-difference estimation, not reported here, are broadly similar.
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The results from the dynamic specification are shown in column 2.37 The coefficients of (1) retain
their statistical significance, and the lagged dependent variable is significant. The coefficients on the

income variables are lower in magnitude, showing that a Table 1. Regression Results

maximum level of tax revenues is obtained at a level of 0 )
per capita income of $7,568. The coefficient on VARIABLES FE System-GMM
corruption is S|m|Iar to the specification |n. column 1. This Openness 00165 0.016%*
result could be attributed to the fact that in system-GMM (0.008) (0.004)
models, when instruments are weak, the results tend to ~ Agriculture (‘ggjsl) ‘30'00735;)*
be biased upward (Bun and Windmeijer 2010). Internal Log Inflation 0137 0122
instruments are likely to be weak in a system-GMM (0.116) (0.084)
. . . Log Income 20.665%** 6.388**
estimation (Bazzi and Clemens 2013). The under- ¢ (4.106) (2.732)
identification test is rejected, the Hansen test shows that  Logincome Squared -1.083%%*  0.422%**
the instruments are valid, and the AR2 test is also (0.238) (0.148)
. . Corruption Perception Index 0.044%** 0.043**
rejected. However, a standard test for weak instruments
(0.021) (0.020)
cannot be rejected}s Lag Tax Revenues 0.863***
(0.081)
To ensure that our results are not drlyen by a weak- . Observations 1043 1896
instrument problem, we checked their robustness using a  Number of Countries 149 149
weak-instrument robust inference strategy proposed by ~ Numberofinstruments >4
. . . . Kleibergen-Paap F Statistic 1.313
Kleibergen (2002). While Moreira (2003) allows dealing Kleibergen-Paap LM Test p -value 0
with only one endogenous variable, the procedure in Hansen Test 28.62
. . . . Hansen J-test p -value 0.28
Kleibergen (2002) allows dealing with multiple ARD 1185
endogenous variables.>® The result shows that, for the AR2 p -value 0.236
. . : Source: Authors' calculations
leve‘l equatlon’ the nuII‘ hyPOtheSIS that‘ co.rruptlon has Note: The dependent variable is the Tax Revenue-to-GDP ratio. The
no impact on revenue Is reJected, conflrmlng that the standard errors are corrected for heteroscedasticity and serial

. correlation. Column (1) presents results from the Fixed Effect (FE)
results in column 2 are robust to weak estimator, and Column (2) presents results from a System-GMM

instru mentations.‘“’ While the robustness of the estimator. The null hypothesis under the Kleibergen-Paap F-testis that
the instruments are weak in the level equation. The null hypothesis under

relatlonShlp between COI’I’UptIOﬂ and tax revenue is the Kleibergen-Pazp LM test is that the structural equationis
corroborated by the use of alternative econometric underidentified in the level equation. The null hypothesis of the Hansen

. . test is that the instruments are valid. The null hypothesis of the AR2
methOdOIOgles' better measurements of COI’I’UptIOﬂ use statisticis that there is no second order serial correlation in the error
of finer micro-level data, and better experimental term. Standard errors are in parenthesis. * p < 0.1;** p< 0.05;

. . . ** p<0.01.
design are needed to more precisely quantify the oe

impact of corruption on tax revenues.

37 Since the series on corruption from Transparency International was subject to a methodological change in 2012,
we have checked for robustness of the results using the Control of Corruption variable from the Worldwide
Governance Indicators. The results do not change when using this alternative measure.

38 The Kleibergen-Paap F-statisticstat in the level equation is 1.31, well below the critical values that reject the null
hypothesis of weak instruments.

39 See Bazzi and Clemens (2013) and its appendix for a detailed description of the procedure.

40 The results are not reported here, but are available upon request.
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Appendix 2. Evolution of the IMF's Policies on Governance Issues
A. Emergence of Governance Issues in International Forums in the 1990s

Tackling corruption became an increasing concern in the early 1990s. Many developing
countries were increasingly exposed to a globalized environment where sound macroeconomic
policies, transparent and accountable public institutions, and protection of property and investors’
rights became prerequisites for attracting foreign direct investment. During this time, the United
Nations General Assembly, the Organization for Economic Co-operation and Development (OECD),
the European Commission (EC), the World Bank, and other international organizations established
various policies regarding governance and corruption, including with regard to bribery in
international business.** Nongovernmental organizations, such as Transparency International
(founded in 1993), played a growing role in publicizing the issue of corruption.

B. IMF Involvement in Governance Issues from the Early 1990s to 1997

Even before it adopted a specific policy on governance issues, the IMF had long been involved
in this area. The IMF's advice to member countries to eliminate excessive regulation and abolish
rent-seeking monopolies, promote fiscal and financial transparency, and enhance economic
policymaking capacity contributed to reducing opportunities for corruption and malfeasance.
Governance issues were raised in about 25 percent of Board discussions on Article IV consultations
between June 1994 and July 1996, but such references were relatively perfunctory except in the case
of a few countries that also had IMF-supported programs. Notably, one key early engagement
concerned a series of IMF-supported programs for Kenya, which addressed sensitive issues such as
fraud.*?

In 1997, the IMF adopted a specific policy on its role in governance issues arising in member
countries, including corruption.”* Under the policy, IMF involvement in governance issues should
be "guided by an assessment of whether poor governance would have significant current or
potential impact on macroeconomic performance in the short and medium term, and on the ability
of the government to credibly pursue policies aimed at external viability and sustainable growth.”

411996 United Nations General Assembly Declaration Against Corruption and Bribery in International Commercial
Transactions; 1997 OECD Convention on Combating Bribery of Foreign Public Officials in International Business
Transactions; 1997 EC Communication to the Council and European Parliament on a Union Policy Against Corruption;
Remarks of World Bank President James Wolfensohn at the 1996 World Bank-IMF Annual Meetings.

42 "Kenya: Ex Post Assessment of Longer-Term Program Engagement,” IMF Country Report 08/338, October 2008
(https://www.imf.org/external/pubs/ft/scr/2008/cr08338.pdf).

43 The Guidance Note on the Role of the IMF in Governance Issues; see
http://www.imf.org/external/pubs/ft/exrp/govern/govern.pdf.
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These principles have been applied in the IMF's three core activities: technical assistance,
surveillance of economic policies of member countries, and the use of IMF resources.

C. Review of the 1997 Governance Policy

A comprehensive Executive Board review of the 1997 policy took place in 2001, which found
that the policy remained generally appropriate. No stand-alone Board review of the IMF’s policy on
governance issues has been held since 2001, but the 2004 review of the IMF's surveillance
highlighted the need for systemic coverage of governance issues within the IMF's mandate and
called for enhanced and consistent treatment of governance issues in staff reports, enhanced
coverage of the supply side of corruption, and enhanced use of material from other sources.**
However, in subsequent reviews of the IMF's surveillance, conditionality, and technical assistance,
governance issues received limited attention. An Executive Board review of the 1997 policy is
envisaged in the coming year.

44 IMF 2004a at para 48 and IMF 2004b at para 124.
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Appendix 3. Evolution of Anti-Money-Laundering and Combating the
Financing of Terrorism Policies toward Addressing Corruption

In 2000, the IMF responded to calls from the international community to expand its work in
the anti-money-laundering (AML) area.*” At first, the focus was on promoting compliance with
international standards. After the events of September 11, 2001, the IMF intensified its AML activities
and extended them to include combating the financing of terrorism (CFT). In 2004, the IMF Executive
Board made AML/CFT assessments against the Financial Action Task Force standards and AML/CFT
capacity development activities a regular part of IMF work.4

In 2011, the Executive Board extended the IMF’s work to cover predicate crimes to money
laundering, including corruption, and called for work beyond assessments and capacity
building through strengthened inclusion of AML/CFT issues in surveillance and lending.*’ A
2012 staff guidance note provides a framework to deal with cases of money laundering and
predicate crimes that are so serious that they threaten domestic stability, balance of payments
stability, or the effective operation of the international monetary system.*® In 2014, Executive
Directors encouraged the IMF staff to integrate financial integrity issues, including corruption, into
the context of IMF-supported programs when critical to financing assurances or to achieving
program objectives.*

AML policy advice has increasingly been included in recent Article IV consultations to support
anti-corruption efforts. For the 2014 consultation cycle alone, AML policy advice in support of
anticorruption efforts was included in 13 staff reports, spanning advanced, emerging and
developing countries.

A growing number of IMF-supported programs include AML conditionality in support of
anti-corruption efforts. In Afghanistan, following the Kabul Bank fraud, the focus has been to

4> Communiqué of the International Monetary and Financial Committee of the Board of Governors of the
International Monetary Fund, September 24, 2000, para 17—see
https://www.imf.org/external/np/cm/2000/092400.htm; Enhancing Contributions to Combating Money Laundering:
Policy Paper—see http://www.imf.org/external/np/ml/2001/eng/042601.PDF.

46 IMF Executive Board Reviews and Enhanced Efforts for Anti-Money Laundering and Combating the Financing of
Terrorism—see http://www.imf.org/external/np/sec/pn/2004/pn0433.htm. Verification of compliance with FATF
standards is often done in the context of the Fund’s Financial Sector Assessment Program (FSAP), during which
countries’ financial regulatory and supervisory frameworks are assessed against the principles for effective
supervision, which include the verification of compliance to AML practices.

47 IMF Executive Board Reviews Efforts in Anti-Money Laundering and Combating the Financing of Terrorism—see
http://www.imf.org/external/np/sec/pn/2011/pn1174.htm.

48 Anti-Money Laundering and Combating the Financing of Terrorism—Inclusion in Surveillance and Financial
Stability Assessments—Guidance Note—see http://www.imf.org/external/np/pp/eng/2012/121412a.pdf.

49 IMF Executive Board Reviews the Fund's Strategy for Anti-Money Laundering and Combating the Financing of
Terrorism—see http://www.imf.org/external/np/sec/pr/2014/pr14167.htm.
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strengthen corporate governance requirements for banks, including fit and proper requirements as
set by the international AML/CFT standard.>® In Malawi, following the “Cashgate” procurement fraud,
conditionality was introduced to (1) strengthen the legal framework, including with regard to PEPs;
and (2) ensure banking supervisor follow-up on possible breaches of compliance by banks that were
revealed by the Cashgate audit report.>* In Ukraine, AML is a pillar of the anti-corruption strategy,
with benchmarks aimed at preventing banks from being misused to launder the proceeds of
corruption by ensuring that a legal and regulatory framework is in place, both with regard to
domestic PEPs and the criminalization of acts of corruption and the laundering of their proceeds.>?

>0 Islamic Republic of Afghanistan: First Review Under the Extended Credit Facility Arrangement—see
http://www.imf.org/external/pubs/ft/scr/2012/cr12245.pdf.

>1 Malawi: Fifth and Sixth Reviews Under the Extended Credit Facility Arrangement—see
http://www.imf.org/external/pubs/ft/scr/2015/cr1583.pdf.

52 Ukraine: First Review Under the Stand-By Arrangement—see
http://www.imf.org/external/pubs/ft/scr/2014/cr14263.pdf.
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