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Foreword
With the increasing recognition across the globe of the damaging effects of corruption on
economic growth and social stability, the demand for practical strategies to reduce corruption has
grown dramatically. The problem is not confined to any particular region, and developed,
developing and transition countries alike are confronting these challenges. In the countries of
Central and Eastern Europe, the Baltics, and the Commonwealth of Independent States, the
simultaneous processes of developing a market economy, designing new political and social
institutions and redistributing social assets have created fertile ground for corruption. Many
governments throughout the region have made combating corruption a priority and have turned
to the World Bank for assistance in designing feasible anticorruption strategies.
Our initial experience in providing anticorruption assistance has shown that while much is
known about the proximate causes and consequences of corruption, we know comparatively little
about the economic, political and historical factors underlying the persistence of corruption in
the region. Moreover, we have seen through our assistance efforts that the extent and nature of
the problem differ substantially across the transition countries requiring a differentiated approach
to the prioritization and sequencing of reforms.
This report seeks to unbundle the varied practices of corruption to identify and compare different
patterns of the problem across transition countries. It then draws out lessons for tailoring
anticorruption strategies to address the variation across the region in an effort to target reforms
more effectively. The report draws on a multitude of sources of ongoing research and lessons of
experience, including the World Bank's work in this area. However, the report does not seek to
review the World Bank's operations or set specific strategic guidelines for its operational work in
this area. Instead, the report is intended as a contribution to the growing policy dialogue on
developing practical strategies for reducing corruption. As more and more countries seek to
implement anticorruption programs, it is critical for the World Bank and other institutions to
continue to enhance this dialogue with both the lessons of experience and with new approaches
designed to tackle the roots of corruption.

Johannes F. Linn
Vice President
Europe and Central Asia
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Executive Summary
More than a decade into the simultaneouspolitical and economictransitions in Eastern
Europe and the former Soviet Union, dynamicmarket economieshave been created and states
have been reshaped,but the boundariesbetweenstate and economyremainmurky.The fusion of
the state and the economythat characterizedthe communistsystemhas been replacedin most of
the countriesby a new order,but one in whichthe separationof private and public interestshas
not been adequatelydefined. Corruptionin the region is developingnew dimensions,reaching
newheights,and posingnew challenges.
The transition countries have been engaged in a concentratedprocess of defining the
basic rules and institutionsto govern their economies and societies,while at the same time
redistributingthe bulk of their assets.In manycountries,corruptionhas had a significantimpact
on this process, encoding advantagesin these new rules and institutions for narrow vested
interests and distorting the path of economic and political development. Media reports
throughoutthe regiontell of powerfulfirms and individual"oligarchs"buyingoff politiciansand
bureaucratsto shape the legal, policy, and regulatory environmentsin their own interests.
Numerous high-profilecorruptionscandalshave revealedpoliticiansabusing their authorityto
shift public resourcesto themselvesand their allies throughwell-hiddenstakesin a complexweb
of private and public companies.In many countries,the public perceivescorruptionto be woven
into the basic institutionalframework,undermininggovernanceand weakeningthe credibilityof
the state.
Thesepublic perceptionsof pervasivecorruptionin parts of the regionare supportedby a
wide range of international comparisons. A summary of 12 of the most widely known
internationalcorruptionindices,depictedin Figure 1, suggeststhat perceptionsof corruptionin
the Commonwealthof IndependentStates(CIS) are among the highestof all countriesincluded.
While corruptionlevelsin the countriesof Centraland EasternEurope and the Baltics (CEE) are
lower,they are still on par with the countriesof Latin Americaand the Middle East, at levels
considerablyhigherthan those in the OECDcountries.
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calculatedon the basis of the aggregatedindicators.Source: Kaufmann,Kraay, and Zoido-Labaton(1999a).See
Annex I for a descriptionof the calculationof this summaryindex andthe marginsof error.
The expansion of corruption in the decade of transition has coincided with a sharp, initial
decline in output and significantly higher levels of poverty and inequality across the region.
Though unraveling the lines of causality may be difficult, recent empirical studies have
documented the considerable economic and social costs of corruption. One conclusion of these
studies raises particular concern: it is the poor who bear the heaviest brunt of corruption.
Corruption weakens public service delivery, misdirects public resources, and holds back the
growth that is necessary to pull people out of poverty. Stories abound of pension payments
postponed and disability benefits denied, all because the requisite bribes were not paid. Measures
of the aggregate social costs of the problem do not reveal the human suffering wrought by
corruption.
In those countries where the problem is most entrenched, corruption undermines the
driving forces behind reform. New firms are driven into the underground economy. Vital
resources are siphoned off shore. Foreign investors turn away in frustration. As a result, some
countries risk becoming trapped in a vicious circle in which pervasive corruption reduces public
revenues, undermines public trust, and weakens the credibility of the state, unless decisive
leadership can push through the necessary reforms.
Recognizing that corruption is one of the most serious obstacles to development, the
World Bank has made combating corruption a central institutional priority. At the same time, a
number of transition countries have begun to request assistance from the World Bank
specifically to target corruption. Since 1997, the World Bank has intensively developed
diagnostic tools, technical assistance, training programs, and lending instruments targeted toward
reducing corruption in transition countries. This report does not focus on World Bank experience
per se. Rather, it focuses on the diagnosis of corruption across transition countries and the
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implications for country strategies on the ground. The World Bank stands ready to support
countries' anticorruption programs, in partnership with other domestic and international actors.
Though still in the early stages of development, the experience of anticorruption
programs to date has produced mixed results. Ambitious anticorruption campaigns in several
countries have floundered at the implementation stage. Key structural reforms have been blocked
by powerful vested interests. In some cases, politicians have hijacked the anticorruption agenda
and used it to attack their rivals. Governments in the region have tended to prefer strengthening
enforcement mechanisms to addressing the structural roots of the problem. One reason for the
difficulties has been an overemphasis on technocratic measures in a uniform approach that does
not take into account important differences among countries in the power and concentration of
vested interests, the capacity of the state, and the channels of accountability between the state
and civil society.
Confronting corruption in transition countries requires a more complex approach that
recognizes the diverse factors underlying the persistence of corruption and provides a foundation
for tailoring strategies to the particular contours of the problem in different countries. This report
provides an approach to meeting these challenges. It begins by unbundling the problem of
corruption, recognizing that what is generally treated as a unidimensional phenomenon
encompasses a range of different interactions within the state and between the state and society,
each with its own dynamics. On this basis, a new typology of corruption is developed for the
transition countries to explore differences in the origins and consequences of corruption in
distinct groups of countries. Specific policy recommendations are then tailored for each group,
drawing from a common set of institutional and policy reforms, with emphasis on how to target
anticorruption efforts, how to sequence reforms, and how to calibrate realistic expectations in
different contexts.
The report relies on an important new source of data on governance and corruption in
transition economies-the 1999 Business Environment and Enterprise Performance Survey
(BEEPS) commissioned jointly by the World Bank and the European Bank for Reconstruction
and Development. The BEEPS is a firm-level survey of more than 3,000 enterprise owners and
senior managers in 22 transition countries. It provides new and more robust measures of a
number of forms of corruption across transition countries from the point of view of firms. In
addition, data from a wealth of audit reports, empirical studies, cross-country household surveys,
and detailed diagnostic studies in selected transition countries are also consulted to provide a
broader picture of corruption from the perspectives of households and state officials. The
combination of these studies with the BEEPS data provides a powerful and balanced foundation
from which to understand the depth and contours of the problem of corruption within and across
countries.
The Level and Pattern of Corruption in the Transition Countries
The report seeks to unbundle the phenomenon of corruption, placing primary emphasis
on the distinction between state capture and administrative corruption. State capture refers to
the actions of individuals, groups, or firns both in the public and private sectors to influence the
fonnation of laws, regulations, decrees, and other government policies to their own advantage as
a result of the illicit and non-transparent provision of private benefits to public officials. There
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are many different forms of the problem. Distinctions can be drawn between the types of
institutions subject to capture-the legislature, the executive, the judiciary, or regulatory
agencies and the types of actors engaged in the capturing-private firms, political leaders, or
narrow interest groups. Yet all forms of state capture are directed toward extracting rents from
the state for a narrow range of individuals, firms, or sectors through distorting the basic legal and
regulatory framework with potentially enormous losses for the society at large. They thrive
where economic power is highly concentrated, countervailing social interests are weak, and the
formal channels of political influence and interest intermediation are underdeveloped.
By investigating the channels through which firms seek to influence the state, the BEEPS
survey represents the first attempt to measure some aspects of the incidence of capture across the
transition countries, albeit representing only the problem of capture by firms (as opposed to other
individuals or groups). The survey identified a number of specific activities that fall within the
definition of state capture, including: the "sale" of Parliamentary votes and presidential decrees
to private interests; the sale of civil and criminal court decisions to private interests; corrupt
mishandling of central bank funds; and illegal contributions by private actors to political parties.
Firms were asked to assess the direct impact on their business from each of these activities,
regardless of whether they engaged in such activities themselves. Thus, capture is measured not
by how many firms engage in it, but by the share of firms whose business is directly affected by
it. Figure 2 presents an aggregate index of the impact of state capture across the transition
countries based on the dimensions listed above.
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The thin line at the top of each bar represents the statistical margin of error (based on a single standard deviation)
calculated for each country within the sample. Source: Hellman, Jones, and Kaufmann (2000a).
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While state capture encodes advantages for particular individuals or groups in the basic
legal or regulatory framework, administrative corruption refers to the intentional imposition of
distortions in the prescribed implementation of existing laws, rules, and regulations to provide
advantages to either state or non-state actors as a result of the illicit and non-transparent
provision of private gains to public officials. The classic example of administrative corruption is
that of a hapless shop owner forced to pay bribes to a seemingly endless stream of official
inspectors to overlook minor (or possibly major) infractions of existing regulations. Beyond such
forms of extortion, administrative corruption also includes such familiar examples of "grease
payments" as bribes to gain licenses, to smooth customs procedures, to win public procurement
contracts, or to be given priority in the provision of a variety of other government services.
Finally, state officials can simply misdirect public funds under their control for their own or their
family's direct financial benefit. At the root of this form of corruption is discretion on the part of
public officials to grant selective exemptions, to prioritize the delivery of public services, or to
discriminate in the application of rules and regulations.
The BEEPS survey also provides data to develop an aggregate measure of administrative
corruption across the transition countries. Firms estimated the share of their revenues that they
typically pay per annum in unofficial payments to public officials in order to "get things done."
The average bribe share by country is presented in Figure 3.

Figure 3. Administrative Corruption
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Across the CIS, average payments for administrative corruption constitute 3.7 percent of
firm revenues; the share falls to 2.2 percent of revenues in CEE. Yet measuring administrative
corruption as a share of firm revenues does not convey the full weight of the burden of this form
of corruption. Based on a rough estimate of profit margins across the region, firms in countries
with the highest levels of administrative corruption can pay up to 25 percent of their profits in
such payments.
As the BEEPS survey measures only some of the diverse forms of state capture and
administrative corruption, it undoubtedly underestimates the extent of both problems across the
region. Neither form of corruption is limited exclusively to acts initiated by or involving private
sector firms. Public officials themselves can misuse their authority to shape the rules of the
game or to distort the implementation of state policy to benefit their own private financial
interests. This problem of conflict of interest spans both types of corruption, especially in
transition countries. Though all countries in the region (as well as most advanced countries
across the globe) continue to have problems with both state capture and administrative
corruption, the report demonstrates that the nature and variation of their interaction in the context
of transition raises different challenges for developing effective anticorruption strategies.
The report presents a typology of corruption based on the interaction of state capture and
administrative corruption. Figure 4 shows a two-by-two matrix of countries with each axis
ranging from "high" to "medium" denoting the relative level of each form of corruption. The
term "medium" is chosen as a reminder that both administrative corruption and state capture
continue to be serious problems in every country of the region.

Figure 4. Typology of Corruption
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The typology is not intended to define absolute and unambiguous divisions among
countries. Rather, it is presented as a heuristic device to highlight analytically and empirically the
differences in patterns of corruption across countries. Like all aggregate indices, the measures of
administrative corruption and state capture mask important variation across institutions within
the state and across actors engaged in these activities. As a result, the typology cannot replace the
critical role that individual country studies should play in identifying the extent and nature of the
corruption problem and in further unbundling the forms of corruption identified in the report.
Indeed, the typology should be seen more as a guide for self-assessment by countries as to the
nature of the corruption problems they face, than as a definitive categorization of countries on
these complex dimensions of corruption.
The typology can be divided into four spheres determined by the relative levels of state
capture and administrative corruption:
*

Countries within the medium-medium category have been able to contain both types of
corruption to more manageable levels, though serious challenges remain.
* In the medium-high category are countries where the problem of administrative corruption
remains the central problem, while the state has been less subject to capture by the private
sector than other transition countries.
* The high-medium category includes countries that have been able to contain the level of
administrative corruption relative to other transition countries, but nevertheless have done so
in a context of high state capture.
* In the high-high category, a serious problem of administrative corruption-and hence, weak
state capacity-is nested in a state highly subject to capture.
The typology presents a static picture of the pattern of corruption across transition
countries at a single point in time, but it must be recognized that the pattern of corruption is
much more dynamic. Indeed, in designing an effective anticorruption strategy, it might be more
useful to know in which direction a country is moving within the typology rather than its position
at any given time. The typology does not set out a simple linear path of development. Rather,
countries can zigzag, progressing on one dimension of corruption, falling behind on the other, or
moving ahead on both fronts simultaneously. Recognizing these different patterns and analyzing
alternative evolutionary paths across these patterns could provide a stronger foundation for
devising more appropriate and finely tuned anticorruption strategies in different contexts.
The Origins of Corruption in Transition
The simultaneous transition processes of building new political and economic institutions
in the midst of a massive redistribution of state assets have created fertile ground for state
capture and administrative corruption. Yet, there is tremendous variation across countries in
both areas. An effective strategy for anticorruption must be based on an understanding of the
root causes of different forms of corruption and their variation. Without it, policymakers run the
risk of treating the symptoms without remedying the underlying conditions.
While it is impossible to disentangle with much certainty the complex interactions and
lines of causality that determine variations in institutional outcomes across countries at any given
point in time, it is possible to trace different paths of development over time. Countries entered
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the transition with very different initial conditions, i.e., levels of development, political and
economic legacies, and natural and social endowments. These initial conditions influenced the
early choices about the structure of political institutions and the nature of economic policieschoices that in turn affected alternative transition paths. The extent of state capture and
administrative corruption is both a product of such transition paths and a driving force for further
developments. However, the considerable variation in these forms of corruption both across and
within geographic regions suggests the critical importance of political leadership, policy
innovation and strategic vision in altering the course of transition.
As state capture is, by definition, a function of the concentration of economic power,
differences in the structure of the
economy across countries should have
Figure5. ResourceEndowmentsand
an impact on the potential for capture.
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or well placed to serve as transit routes for the distribution of these resources (e.g., Latvia) are
prime candidates for state capture. Figure 5 makes clear that the level of state capture is higher in
countries with greater endowments of natural resources.
The transition countries can be distinguished not only by their resource endowments but
by the institutional legacies inherited from their pre-communist pasts. Some countries entered the
transition with more highly developed systems of public administration and better trained public
officials. For instance, countries with longer experience of sovereignty and closer links to
European standards of civil service and judicial administration, as depicted in Figure 6, entered
the transition with substantial advantages. These countries were also more likely to have adopted
variants of market socialism during the communist period, which provided for a smaller role of
the state in the economy and greater
development of market institutions.
Figure6. Statehoodand Corruption
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accompanied by social movements for change that generated a sharp break with previous
political leaders and elites. This promoted greater political competition, the entry of new elites,
and higher levels of accountability of these political leaders to the newly mobilized public.
In countries whose beneficial institutional legacies pushed them toward a transition path
marked by a sharp break with the previous system, greater state capacity, and a civil society
strong enough to promote change and accountability, we find a level and pace of political and
economic reforms that have contained the worst excesses of corruption relative to other
transition countries. State capture has been limited by stronger political competition and a civil
society better able to constrain the power of concentrated economic interests. Administrative
corruption has been limited by such a higher level of accountability, as well as by the more
developed public institutions associated with a more advantageous historical legacy.
In contrast, countries that started the transition with greater continuity between the old
and new systems, less developed public administrations, and weaker civil societies tended to
adopt a path of partial political and economic reforms that intensified a wide range of rentgenerating economic distortions and placed only minimal mechanisms for accountability on
public officials. This has proven to be fertile ground for the growth of state capture and
administrative corruption.
A Multi-pronged Strategy for Combating Corruption
The standard advice for combating corruption has traditionally focused on measures to
address administrative corruption by reforming public administration and public finance
management. But with the increasing recognition that the roots of corruption extend far beyond
weaknesses in the capacity of government, the repertoire has been gradually expanding to target
broader structural relationships, including the internal organization of the political system,
relationships among core state institutions, the interactions between the state and firms, and the
relationship between the state and civil society. An outline of this broader agenda is presented in
Figure 7. Each block of this comprehensive set of instruments is designed to target a structural
relationship that contributes to the level and profile of corruption.
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Increasing political accountability Political accountability refers to the constraints
placed on the behavior of politicians and public officials by organizations and constituencies
having the power to apply sanctions to them. As political accountability increases, the costs to
politicians of making decisions that benefit their private interests at the expense of the broader
public interest also increase. Two of the key instruments for strengthening political
accountability are: (i) increasing the transparency of decisions made by public officials and (ii)
increasing competition through organizations that provide broad constituencies with vehicles,
such as mass-based political parties, for expressing their collective demands. Transparency can
be fostered by a number of measures such as requiring public officials to disclose their income
and assets to reveal conflict of interest. Such laws feature in many countries like Latvia, where
the law penalizes illicit enrichment of officials who cannot justify possession of assets in excess
of their normal source of income, and Lithuania, where the asset declaration law has been
successfully used to remove corrupt officials from office.
Strengthening institutional restraints within the state. The institutional design of the state
can be an important mechanism in checking corruption, in particular, the effective separation of
powers among state entities with each operating as a check on the abuse of power by the others.
Strengthening and raising the credibility of the judicial system by enhancing the independence
and accountability of judges and matching functions with budget and capacity are particularly
important. To hold governments accountable, parliaments need public accounts and audit
committees, powers to require disclosure of government documents, and the capacity to
implement credible sanctions. Audit organizations also play an important role. A good-but
rare-example is Poland's Supreme Audit Chamber, which investigates and publishes reports on
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abuses in procurement, management of public assets, and other diversions of public funds. A
condition for the effectiveness of these institutions is the establishment of a core of strong,
credible, and independent professionals in the judicial, prosecutorial, and police arms of the
state.
Strengthening civil society participation: As stakeholders in the quality of governance
and as intermediaries for communication between the populace and the institutions of state, the
organizations that comprise civil society can be essential in constraining corruption. Recently,
there has been an emergence of greater civil society activism regarding corruption throughout the
region, focused especially on: creating public awareness about corruption and the need to control
it, formulating action plans to fight corruption, and monitoring government behavior. Civil
society has proven to be most effective when the government treats it as a participatory ally. The
experience of the Slovak Republic provides a good example: the national chapter of
Transparency International was entrusted with the first draft of the National Program for the
Fight Against Corruption and has regularly been invited to monitor procurements and other state
decisions.
Fostering an independent media: Free and open media help check the level of corruption
by uncovering and shedding light on abuses. Yet the promise of a free press has not yet been
fully realized in many transition countries. Weakening the media's potentially powerful
contribution to limiting corruption are: lingering state controls, conflicts of interest generated by
ownership arrangements, and corruption in the media itself. A policy of openness, formalized in
laws guaranteeing free access to information, strengthens tools for oversight and enlists the
media as an ally in controlling corruption.
Creating a competitive private sector: A state is most vulnerable to capture when
economic power is concentrated in a few firms or industries and when competing economic
interests lack viable access to the policymaking process. The ability of powerful economic
interests to capture the state can be checked by reducing the benefits to these firms from capture.
This can be achieved in part by deepening price and trade liberalization, increasing transparency
in the ownership structure and operations of firms, and introducing greater competition in
concentrated sectors by lowering barriers to entry and requiring competitive restructuring.
Reducing the ability of the state to extort bribes from the private sector requires deregulation.
Hungary, Poland, and the Czech Republic have taken this approach, emphasizing the elimination
of unnecessary licenses and rules and creating effective institutions for regulation. Both the
potential for capture and the risk of administrative corruption can be diminished by strengthening
instruments of voice, such as business associations, trade unions, and other collective actors for
broad-based economic and social interests. A number of international conventions that aim to
intensify the detection and punishment of transnational corruption, such as money laundering,
are available for signature.
Reforming public sector management: While strengthening mechanisms of external
accountability is important, it is also essential to strengthen the internal management of public
resources and administration to reduce opportunities and incentives for corruption. This requires
instilling meritocracy and adequate pay in public administration. Poland, Latvia, and Kazakhstan
have made strides in this direction, initiating a meritocratic system for appointment, promotion,
and performance evaluation. Moreover, changes in governance structures are needed to separate
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regulatory and economic functions and to rein in agencies outside policy and financial control.
Transparency and accountability in fiscal management need to be enhanced by ensuring full
budget coverage and control, instituting functioning budget planning and execution systems, and
promoting the establishment of robust accounting and auditing. Opportunities for corruption in
sectoral service delivery need to be reduced through policy reforms and greater public oversight.
Finally, decentralization efforts need to focus on improving accountability and creating local
capacity for financial management early in the process of decentralization.
Designing Effective Anticorruption Strategies
Taken together, the five building blocks of a multi-pronged approach to combating
corruption might appear overwhelming, as they entail significant changes in the structure of
existing economic and political institutions, in the nexus of relationships within the state and
between state and society, and in the existing policy practices of governments. No government
has the capacity to pursue simultaneous reforms in all of these areas. To be effective, a multipronged approach requires some guidelines for the selection and sequencing of reform priorities
tailored to the particular contours of the corruption problem in each country. This report draws
lessons from the typology to provide such guidelines.
Medium State Capture/Medium Administrative Corruption
Though the countries within this sphere exhibit lower levels of state capture and
administrative corruption relative to other transition economies, the challenges are still
significant. The political consequences of corruption are not necessarily correlated with the level
of corruption. Where political competition is robust and the electorate increasingly sophisticated,
complacency in the face of state capture and administrative corruption has the potential to
generate even greater political instability than it does in less advanced, but more corrupt political
systems.
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What distinguishes these countries is not the modesty of the corruption challenges they
face, but the level of development of many of the key institutions and tools necessary to confront
them. These include civil society institutions that are beginning to grow in strength, a vigorous
independent media, an evolving system of institutional restraints within the state, functioning
institutions of public administration, and some foundation for the rule of law. A good example is
Poland, which has cross-party leadership, a vibrant media, and strong sources of advocacy and
analysis from NGOs and academic institutes. Such institutions are necessary for building and
empowering the domestic constituencies that generate sustained demand for combating
corruption.
Most countries in this group continue to lack one or more of the following essential
ingredients for an effective anticorruption strategy: i) political will; ii) collective action; and iii)
relevant technical knowledge and practical experience.
Reducing state capture requires a strategy that goes beyond the classic technocratic
approach. While relatively robust economic and political competition place some constraints on
state capture in these countries, there are still vast areas open to abuse, in particular political
party financing and conflicts of interest. Clear guidelines on financing political parties and
mechanisms to enhance transparency are absolutely essential. The introduction-and effective
implementation-of clear and comprehensive conflict of interest legislation could also have a
powerful impact. Both areas require stronger verification and audit powers and further judicial
and prosecutorial training and reform, worthy areas of institutional development in their own
right. Strengthening enforcement mechanisms is also a feasible strategy in countries with a
stronger framework for the rule of law.
At the same time, a high priority should be given to the implementation of best-practice
technocratic reforms in the civil service, financial management and procurement, with the aim of
increasing transparency, accountability, and efficiency in public administration and public
finance. Committed political leadership of these reforms is essential.
Despite their many advantages, failure to act decisively to control state capture in these
countries could run the risk of slipping backwards within the framework of the typology. The
most likely path of regression in countries with reasonably stronger traditions of public
administration is toward higher levels of state capture. As these economies grow, the capacity of
powerful economic interests to influence fast-developing legal, legislative, and regulatory
frameworks could outpace the constraints imposed by competing interest groups and civil
society. The risk increases in those countries where a major agenda of structural reforms remains
to be completed.
Medium State Capture/High Administrative Corruption
The main feature of most of the countries falling into this category-Albania provides an
example-is the weak capacity of existing state institutions, both in terms of the provision of
basic public goods and regulatory functions and the existing mechanisms of accountability

xxvi

and control within the state apparatus. Administrative corruption thrives in such an environment
and often reaches the highest levels of the political system. State capture by firms is lower than
in other transition countries. However, this does not appear to be due to any greater degree of
political constraints on state actors, but rather to a less concentrated and less developed economic
structure or to the overall lack of state capacity to intervene in the economy. There are also other
forms of state capture, such as by public officials themselves or by specialized state sectors (e.g.,
the military) that may be relevant in individual cases, but are not measured in the BEEPS survey.
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In such countries, anticorruption efforts should be synonymous with fundamental statebuilding. This entails, first and foremost, developing the capacity of the state to deliver basic
public goods, such as public order and stability, health care and social protection, and simple
systems of public revenue management. Enhancing the capacity of basic institutions of public
administration and the civil service is necessary, but this should be combined with liberalizing
measures to reduce bureaucratic discretion in the economy.
Civil society in these countries may be particularly weak; clans or other informal ties can
lead to social fragmentation in some cases. Consequently, there are unlikely to be strong social
constituencies to demand and sustain an anticorruption program. Public education and awareness
are particularly critical elements of any anticorruption strategy in these countries, as the
constituencies for reform within civil society are unlikely to have the capacity to sustain the
demand side for anticorruption activities.
Perhaps one of the most serious problems in this group of countries is the looming threat
of higher levels of state capture. As the private economy develops and gathers strength, there
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will be strong incentives for these actors to engage in state capture. Paradoxically, stability could
carry greater risks of state capture by private firms, as the influence of other important
constituencies within the state begins to subside.

High State Capture/lMediumAdministrativeCorruption
Countries with high levels of state capture alongside medium levels of administrative
corruption generally benefit from a historical legacy of the rule of law and well-developed public
administrations associated with previous, pre-communist regimes. However, their problems with
state capture can be rooted in either high concentrations of economic power in key industrial
sectors or weakly accountable political regimes built around populist or nationalist politicians
having close ties to powerful enterprises. An example of the first problem-high concentration
of economic power-is Latvia, where political parties are closely aligned with economic
interests, and its geographical location on east-west trade and energy transit routes exposes it to
strong corruption pressure. The second problem-weakly accountable political regimes-was
the case with the first governments after independence in Croatia and the Slovak Republic. State
capture can be seen as repressing the advantages that these countries have in terms of the
capacity of the state and the strength of public administration.
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The major obstacles to further progress on structural reform lie less in the weak capacity
of state institutions than in the power of vested economic interests and the private interests of
powerful politicians. Though basic political institutions and civil society are much more
developed in this group compared with the previous one, mechanisms of political accountability
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tend to be attenuated due, in some instances, to the semi-authoritarian nature of the political
regimes. Conflicts of interest abound as political strongmen tend to equate their private wellbeing with the country's well-being. Favored firms develop close ties to political leaders and
their parties, often bluffing the boundaries between the party and the firm.
Though technocratic reforms might be useful as entry points into anticorruption work, a
credible reform program should be designed to broaden formal channels of political access and
to increase the accountability of public officials to a wider range of constituencies. Efforts to
promote collective action among anticorruption constituencies and competing interest groups
should play an important role in an anticorruption strategy. Encouraging the development of
institutional mechanisms of political oversight and promoting transparency in party financing
could also have a positive impact. In sequencing an anticorruption strategy, the early promotion
of political reforms and partnerships with civil society has the potential to achieve a considerable
impact.
It is in this group of countries that a democratic change of regime can offer the greatest
opportunities for implementing a comprehensive anticorruption strategy. Regime change is
sometimes accompanied by a resurgence of political competition, a strengthening of political
parties, and a rejuvenation of civil society that can increase accountability pressures on the new
leadership. This could create a valuable window of opportunity to promote an anticorruption
strategy that strikes at the root causes of the problem. Such a window of opportunity is evident
in the Slovak Republic, where the coalition elected in 1998 has put anticorruption high on the
agenda and there are some indications that perceived levels of corruption, though still high, have
fallen.
Failure to constrain and reduce state capture could lead to further regression and the
erosion of existing state capacity that keeps administrative corruption in check. The prolonged
use of corrupt incentives to influence policymakers and administrators leads to diminishing
confidence in public servants and state institutions. Informal networks are strengthened to gain
access to privilege. Growing informality weakens revenue collection, limiting the resources
available to maintain a professional civil service and support public finances.
High State Capture/High Administrative Corruption
Finally, there are countries where state institutions with weak administrative capacity
coexist with a high concentration of vested interests and a state highly susceptible to capture. In
these cases, the challenge of combating corruption is particularly difficult. Powerful private
interests have the capacity to block institutional reforms that would limit their capacity to extract
rents from the state and eliminate market distortions that work to their advantage. The
government lacks sufficient mechanisms of control and accountability throughout the state
bureaucracy to implement institutional and policy reforms. Nascent civil societies and
intermediary associations do not have sufficient power to counterbalance the weight of
concentrated vested interests. This is the most difficult environment in which to design an
effective anticorruption program.
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Stand-alone efforts to tackle administrative corruption through technocratic reforms in
public administration and public finance are likely to have limited impact. The institutional
context is as yet too weak to deliver the minimum necessary underpinnings for reform. Given the
low level of organization of civil society and constricted formal channels of interest
intermediation for countervailing social groups, such efforts are unlikely to prove sustainable
over time.
Targeting state capture requires measures on two fronts: (i) decreasing the gains to
"captor" firms deriving from state capture and (ii) increasing the costs to politicians of state
capture. Decreasing the gains to captors entails deconcentrating vested economic interests
through competitive restructuring of monopolies, reducing barriers to entry, and increasing
transparency in corporate governance. Increasing the costs to politicians requires efforts to foster
collective action among potential countervailing interests, such as "second-tier" companies and
small- and medium-sized enterprises, to obtain political access. This could entail the
development of business and trade associations and formal lobby groups to increase the range of
interests with access to government, to foster competition in an effort to reduce the concentration
of existing rent streams, and to strengthen formal and transparent channels of political influence.
The goal is to promote a greater number and diversity of economic actors competing through
more transparent and open conduits of political access for a limited pool of rents.
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On the costs to politicians, the weak organization of civil society and low level of
accountability and transparency within the state suggest that efforts should begin with building
credible constituencies in and outside the government to bring the very issue of corruption to the
forefront. Without such constituencies, serious institutional reforms to enhance accountability
and to strengthen civil society participation are unlikely to have a sustainable impact.
Expectations should not be unrealistic and the time horizon of reform should be
considered quite long. Though occasional windows of opportunity for reform might arise, it is
crucial to recognize that the extent of state capture, the concentration of economic interests, and
the institutional weaknesses of the state will serve as powerful constraints on the effectiveness
and sustainability of reforms introduced through such windows. Anticorruption assistance
programs should be designed around achievable "litmus tests" to gauge the government's
commitment to reform and to recognize the limitations in such environments. Efforts to build up
demonstration effects through intensive work with carefully selected organizations, sectors, or
regional authorities might provide a method of entry into broader anticorruption work.
Operationalizing an Anticorruption Strategy
Though the typology provides a framework for tailoring individual anticorruption
strategies in different contexts, there are a number of cross-cutting principles that can be
essential in operationalizing an effective strategy. They provide a framework for gaining a
foothold to begin anticorruption work, building credibility behind an anticorruption strategy, and
enhancing the sustainability of that strategy over time.
Credible political leadership: A serious anticorruption program cannot be imposed from
the outside, but requires committed leadership from within, ideally from the highest levels of the
state. While pressure for reform can come from below-indeed, this can effectively generate a
needed social consensus-any effective program must be supported from the top.
Diagnosing the nature and extent of the problem in each case: Implementing surveys,
running workshops, and developing a dialogue with institutions of civil society on corruption are
all critical for gaining country-specific knowledge beyond the narrow limits of the typology. The
process can also play a major role in building anticorruption constituencies.
Assessing the environment: The relevance and feasibility of specific reform instruments
is closely linked to the way in which power is exercised, the level of informality in the society,
and the extent to which people feel trust in their institutions and in each other. These factors
create an enabling or constraining environment, together with incentives and disincentives for
change, that must be taken into account in the choice and sequencing of instruments if
anticorruption strategies are to be realistic and effective.
Finding appropriate entry points: It is critical to begin at a point where the goals are
feasible and tangible results can be realized within a time frame that builds support for further
reforms. Small gains can provide essential levers to sway public and official opinion.
Maximizing leverage: Efforts should be made to design "win-win" anticorruption
strategies that promote the interests and reputations of major politicians and businesspeople
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while delivering positive externalities such as enhancing economic growth, strengthening
governance, or reducing poverty and inequality.
Conclusion
The challenge ahead for transition countries is to strengthen the commitment to tackle
corruption. The task will not be easy. The status quo often benefits powerful interests, state
capture poses formidable challenges, and the political economy of anticorruption initiatives has
proven complex and difficult. The roots of these problems reach deep into historical legacies,
economic structures, and transition paths. While valuable windows of opportunity may arise in
specific countries, it remains important to manage expectations and underscore the long-term
nature of reform, while still taking decisive actions and building credibility.
Reform and progress are possible and the costs of doing nothing are extremely high.
Unbundling corruption and tailoring reform strategies to target the specific profile of the problem
in different countries provide important insights into the design of effective anticorruption
strategies. After ten years of transition, the building blocks of reform are now better known, but
the challenge remains to prioritize and sequence these reforms in a manner that can build
credible support for a sustainable process of change. By analyzing the factors underlying the
persistence of corruption in different contexts, this report provides a framework for meeting this
challenge.

Chapter 1: The Level and Pattern of Corruption in the Transition Countries

In recent years, a consensushas emergedacross the globe on the high costs of corruption
for economic, political, and social development.There has also been broad agreement on an
approach to combating corruption that focuses on limiting the discretionarypowers of state
officials to intervenein the economy.' As a result, the fight against corruptionin the transition
countries has been incorporated into a wider reform agenda combining liberalization and
privatizationto roll back the state and governancereforms to promote greater transparencyand
accountabilityin the state's legal and regulatoryframework.However,the experienceof the first
decade of transition in reducing corruptionhas been decidedlymixed. Efforts to reform basic
state institutions have generally had limited impact. Anticorruption campaigns have been
hijacked for narrow political advantage.Governancereforms have frequentlybeen blocked by
powerfulvested interests.The politicalwill to implementand sustainstructuralreformshas often
been lacking. This experiencesuggeststhat, althoughwe may know a great dealabout the causes
and consequencesof corruption,we know much less about the factorsunderlyingthepersistence
of corruption.
Part of the problem comes from unrealistic expectations about the time necessary to
addressthe fundamentalroots of corruption,even in the fast-pacedenvironmentof the transition.
But an importantpart of the problem also lies in the tendencyto focus exclusivelyon the state
and, in so doing,to limit our anticorruptionstrategyto standardizedtechnical solutions.This has
led to an incompleteand overly uniform approachto combatingcorruptionthat does not take
into account importantdifferencesamong countriesin the capacity of the state, the power and
concentrationof economic interests, and the channels of accountabilitybetween the state and
civil society-all of which are crucial determinantsof the pattern and persistenceof corruption
across countries.
This report attempts to develop a more nuanced approach to corruption. It begins by
unbundlingthe problem to recognizethat differentdimensionsof corruptionmight have unique
2 On this basis, a typology of corruptionis developedto distinguish
origins and consequences.
among different patterns of the problem across the transition countries. Specific policy
recommendations are tailored to these distinct patterns, drawing from a common set of
institutionaland policy reforms,and with emphasison how to target anticorruptionefforts, how
to sequencereforms,and how to calibraterealisticexpectationsin differentcontexts.
The typology is based on the distinctionbetween two types of corruption-state capture
and administrativecorruption.State capturerefers to the actionsof individuals,groups,or firms
in both the public and privatesectorsto influencetheformation of laws,regulations,decrees,and
other governmentpolicies (i.e., the basic rules of the game) to their own advantageby means of
the illicit and non-transparentprovisionprivate benefits to public officials (see Box 1.1 for a
further discussion of this concept). For example, an influential "oligarch" at the head of a
powerful financial-industrialgroup could buy off legislators to erect barriers to entry in a
particular sector. Alternatively,the state can be captured to serve the private interests of a
political leaderwho shapesthe frameworkof reforms to ensure his own private controlover key
resources.

2
There are many different forms of state capture. Distinctions can be drawn between the
types of institutions that are captured-the legislature, the executive, the judiciary, or regulatory
agencies. Further distinctions can be made on the basis of who does the capturing-private firms,
political leaders, or narrow interest groups. One could even distinguish between the nature of the
benefits provided to public officials in exchange for capture-direct bribes, illicit equity stakes,
informal control rights. Yet all forms of state capture are directed toward extracting rents from
the state for a narrow range of individuals, firms, or sectors through distorting the basic legal and
regulatory framework, with potentially enormous losses for the society at large. They thrive
where economic power is highly concentrated, countervailing social interests are weak, and the
formal channels of political influence and interest intermediation are underdeveloped.
While state capture encodes advantages for particular individuals or groups in the basic
legal or regulatory framework, administrative corruption refers to the intentional imposition of
distortions in the prescribed implementation of existing laws, rules, and regulations to provide
advantages to either state or non-state actors as a result of the illicit and non-transparent
provision of private gains to public officials. The classic example of administrative corruption is
that of a hapless shop owner forced to pay bribes to a seemingly endless stream of official
inspectors to overlook minor (or possibly major) infractions of existing regulations. Beyond such
forms of extortion, administrative corruption also includes such familiar examples of "grease
payments" as bribes to gain licenses, to smooth customs procedures, to win public procurement
contracts, or to be given priority in the provision of a variety of other government services.
Finally, state officials can simply misdirect public funds under their control for their own or their
family's direct financial benefit. At the root of this form of corruption is discretion on the part of
public officials to grant selective exemptions, to prioritize the delivery of public services, or to
discriminate in the application of rules and regulations.
Both state capture and administrative corruption can cut across different levels of
government.3 Both can be initiated by state officials, private businessmen, or other non-state
actors. The key difference is neither who extracts the rents nor how important is the official who
receives the bribe, but rather the nature of the political relationship underlying each form of
corruption. In capturing the state, actors prejudice the rules to their own narrow advantage,
which subsequently constrains the actions of others in the economy. Through administrative
corruption, actors obtain individualized exceptions to or favorable application of those rules. The
difference lies in how deep the corrupt transaction reaches into the operations and functions of
the state and the extent to which the advantages of the corrupt transaction are institutionalized
into the basic rules of the game. Though there will be many specific cases where the borderline
dividing these two forms of corruption might be difficult to draw with a high degree of certainty,
the distinction nevertheless has important analytical and practical implications for the potential
effectiveness of different anticorruption strategies.

3

Box 1.1: The Concept of State Capture

The definition of state capture used in this report is derived from the concept of regulatory capture, already well
established in the economics literature.4 State regulatory agencies are said to be "captured" when they regulate
businesses in accordance with the private interests of the regulated as opposed to the public interest for which they
were established. Though regulatory capture can occur through the provision of private gains, both direct and
5
indirect, by regulated businesses to state officials, it is not limited to influence through corrupt means.
State capture is a broader concept in that it encompasses the formation of laws, rules, and decrees by a wider range
of state institutions, including the executive, ministries and state agencies, legislature, and the judiciary. At the same
time, state capture has a narrower definition in that it focuses exclusively on illicit, illegitimate and non-transparent
forms of influence.
Who can capture the state? Often, the "captors" are individuals, groups, or firms from the private sector seeking
rents or other advantages from the state. Yet any actors with access to public officials and the capacity to provide
private benefits to these officials in order to obtain advantages in the governing process can be seen as potential
captors. Indeed, public officials themselves can capture the state if they abuse their authority to shape institutions
and laws primarily to further their own private financial interests at the expense of the broader public interest,
though identifying and indeed measuring such conflicts of interest are nearly impossible in the context of the
transition.
The influence of private interests on the decisions of the state is a normal feature of all political systems. What
separates state capture as a form of corruption from conventional forms of political influence, such as lobbying, are
the mechanisms by which the private interests interact with the state. State capture occurs through the illicit
provision of private gains to public officials via informal, nontransparent, and highly preferential channels of access.
It can also occur through unclear boundaries between the political and business interests of state officials, which has
been a particularly prominent characteristic of many transition countries. In all its forms, state capture tends to
subvert, or even replace, legitimate and transparent channels of political influence and interest intermediation,
reducing the access of competing groups and interests to state officials.
Different forms of state capture as distinguished by different types of captors (e.g., private firms, politicians, ethnic
groups, the military) and different state institutions involved (e.g., the executive branch, the legislature, the
judiciary, or regulatory bodies) will undoubtedly have their own unique dynamics and consequences. Therefore,
state capture itself could be unbundled to reveal a wide range of different relationships.
Reducing state capture does not entail eliminating private sector influence on the formation of policies, rules, and
laws by the state. Indeed, such influence can be an important factor pushing forward both economic and political
reform. Nor will it be resolved by legalizing private payments to public officials. Rather, reducing state capture
involves shifting private sector influence from illicit, nontransparent, and highly preferential channels of access
toward legitimate, transparent, and competitive forms of interest intermediation. It also involves developing clearer
boundaries between the political and business roles of state officials in order to prevent conflicts of interest.
Though the report highlights the problem of state capture in transition countries, it is by no means confined to the
transition and continues to be a serious problem in most societies. Yet the problem in many transition countries is
exacerbated by the high concentration of economic power, the poorly developed formal channels of political
influence and interest intermediation, and the weak organization of countervailing interests both from the economy
and civil society.
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In analyzing different forms of corruption, this report places primary emphasis on the
interaction between the state and the private sector. Of course, this dimension represents only
one subset of corruption. Corrupt transactions can occur entirely within the state, for example
when politicians bribe bureaucrats. The misuse of public authority for private gain need not
require the participation of private sector actors.6 At the same time, corruption within the private
sector itself can be an important dimension of the problem. Asset-stripping, abuse of minority
shareholder rights, and bribery to obtain private services in restricted or distorted markets are all
forms of corruption that do not directly involve public officials (though their indirect complicity
is often an important factor). While these forms of "public-to-public" and "private-to-private"
corruption will be discussed in the report, the focus on the interaction between the state and the
private sector is rooted in the particular nature of the process of transition, characterized by the
simultaneous building of the state and the market economy.
Faced with the concurrent challenges of defining the basic rules of the game, redistributing
the bulk of state assets, forming new political structures, and establishing the key institutions of a
market economy, most transition countries have been unable to define clear boundaries and
effective forms of intermediation between the state and the private sector. The fusion of the party
and the command economy that characterized the previous communist system has been replaced
in many countries of the region by a new fusion of the transitional state and the now largely
private economy. Political leaders are closely tied to business empires. Political parties are thinly
veiled fronts for powerful firms. The media trumpet the rival interests of oligarchs to explain key
policy decisions of the state. Though such phenomena are hardly unique to transition, the
simultaneity of the political and economic transformations in a highly truncated time frame has
exacerbated the opportunities for state capture in the transition countries.
Yet despite its importance, the lack of reliable empirical data on state capture has
prevented serious empirical investigation. This report presents and analyses the first systematic
data on state capture collected in the transition economies, along with new efforts to quantify
the level and impact of administrative corruption. The data come from the 1999 Business
Environment and Enterprise Performance Survey (BEEPS), a firm-level survey commissioned
jointly by the World Bank and the European Bank for Reconstruction and Development (EBRD)
to assess obstacles in the business environment across the transition economies (see Box 1.2 for a
description of the survey).7 Based on more than 3,000 interviews with the owners and senior
managers of firms in 22 countries across the region, the BEEPS data provide an opportunity to
investigate state capture and administrative corruption from the point of view of some of those
most directly affected. While the BEEPS data spotlight the relations between the state and firms,
data from a wealth of audit reports, empirical studies, and detailed diagnostic surveys in selected
transition countries are also presented to provide a broader picture of other forms of corruption
from the perspectives of households and state officials. These surveys constitute a major step
forward in understanding the depth and contours of the problem of corruption within and across
countries.

S
Box 1.2: The Business Environment and Enterprise Performance Survey
The BEEPS survey was conducted on the basis of face-to-face interviews with firm managers or owners in site visits
during the period June through August 1999 in the following countries: Albania, Armenia, Azerbaijan, Belarus,
Bulgaria, Croatia, Czech Republic, Estonia, Georgia, Hungary, Kazakhstan, Kyrgyz Republic, Latvia, Lithuania,
Moldova, Poland, Romania, the Russian Federation, Slovak Republic, Slovenia, Ukraine, and Uzbekistan. With the
exception of Albania and Latvia, the survey was conducted in all countries by local staff of an international survey
firm to ensure consistency of training and approach across countries.
In each country, between 125 and 150 firms were interviewed, with the exception of three countries where larger
samples were used: Poland (250), Russia (550), and Ukraine (250). The sample was structured to be fairly
representative of the domestic economies with specific quotas placed on size, sector, location, and export
orientation. The sample was heavily weighted toward privately owned firms, though there were quotas for stateowned firms and firms with foreign ownership. However, no attempt was made to construct a representative sample
across these ownership strata and the quotas were designed only to ensure representation.
Attempts to compare levels of corruption across different countries are fraught with difficulties. Most existing crosscountry surveys of governance and corruption rely on the subjective views of outsiders, namely expert assessments,
country analysts, or foreign investors.8 The results of such surveys are thus highly subjective and estimated with a
9
large margin of error that inhibits cross-country comparisons. The BEEPS relies on the direct experience of firms
Where possible, numerical cardinal estimates of
countries.
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rather than external subjective
to measure the extent of the problem, as well as
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spent
revenue
annual
of
as
share
(such
problems are used
to gauge the specific costs and benefits to the firm associated with corruption. These estimates enable us to measure
the margin of error on many questions, which are reported in the form of error bars in the figures below.
As many of the forms of corruption examined in this report are illegal in most countries, firms must be expected to
be reluctant to admit that they engage in such activity. In implementing the survey, the problems associated with
collecting reliable data were kept constantly in mind, and every effort was made to assure respondents that their
answers would be treated confidentially. Questions were phrased indirectly about the corruption faced by "firms in
your line of business" and respondents were assured that responses would be aggregated and not attributable to
themselves or their firms. The survey questions examine corruption from a number of different angles, providing
consistency checks on each firm's responses. Moreover, tests were conducted to detect any systematic positive or
negative bias among the firms in any given country. The ranking of transition countries on the indices of
administrative corruption and state capture used in this report remain basically unchanged when individual firm
characteristics such as size, sector, and ownership are controlled for statistically.
Source: Hellman, Jones, Kaufmann, and Schankermann (2000).

The report is divided into six chapters. This chapter goes on to investigate the incidence
and pattern of corruption in the transition countries, developing a country typology of corruption
that frames the entire report. Chapter Two examines the consequences and costs of different
forms of corruption on economic performance, poverty and inequality, and the credibility of the
state. Chapter Three looks into the origins of these different patterns of corruption, tracing
alternative paths of transition and how they are shaped by initial conditions, institutional
structures, and policy choices. Chapters Four and Five present the policy recommendations for
combating corruption that have been derived from the analysis. The former sets out the building
blocks to design an anticorruption strategy, while the latter draws lessons for combining,
prioritizing, and sequencing these building blocks to address most effectively the particular
contours of the challenge of corruption in different countries. Chapter Six draws conclusions on
the basis of existing international experience.
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The Extent of Corruption in the Transition Countries
According to most existing efforts to compare perceptions of the level of corruption across
countries, many of the transition economies-in particular in the CIS-are seen to have among
the highest corruption indicators of all the countries surveyed. According to a summary index
developed from a weighted average of 12 of the most widely known cross-country corruption
indices with data from 1996-1999, the level of corruption in the CIS countries is perceived to be
comparable with the levels in South Asia and Sub-Saharan Africa as depicted in Figure 1.1.10In
contrast, corruption in Central and Eastern Europe and the Baltics is seen to be on par with Latin
America and the Middle East, though the level remains considerably higher than it is in the
Organisation for Economic Co-operation and Development (OECD) countries.
Figure1.1.World-widePerceptionsof Corruption
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The thin line at the top of each bar representsthe statisticalmargin of error (basedon a single standarddeviation)
calculatedon the basis of the aggregatedindicators.Source:Kaufmann,Kraay, and Zoido-Lobaton(1999a).
While such comparisons are a useful indicator of international perceptions of corruption,
they provide little assistance in developing effective anticorruption strategies. They tend to be
based on the perceptions of external observers and investors rather than those of nationals having
direct experience of corruption in these countries. They collapse many different forms of

corruption into a single scale without recognizing the diverse patterns of corruption that can be
found in many countries. They hide important variation in the nature and level of corruption
within regions in any individual country. Enhancing the measurement and analysis of this
variation can provide critical insights both into the nature of corruption and the development of

strategies to combat the problem.
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Unbundling Corruption in Transition
The BEEPS survey unbundles corruption to examine state capture and administrative
corruption separately to provide an empirical foundation for a more complex analysis of the
pattern of corruption in each country. However, the BEEPS data do not provide a comprehensive
measure of corruption in the transition countries. The survey focuses on the forms of corruption
in the enterprise sector that are subject to reliable measurement. As a result, the questions tend to
be biased toward those corrupt transactions in which direct payments are made to public officials
by enterprises. This leaves out a very wide range of corrupt transactions in which other forms of
benefits that are much more difficult to identify and measure are transferred to public officials,
for example, equity stakes in firms, gifts and services, or promises of future benefits. In
particular, the critical issue of conflicts of interest among public officials is not addressed in the
survey, as the boundaries between politics and business are inherently difficult to identify, much
less to measure across countries. It is likely that these different manifestations of corrupt
transactions are all highly correlated, though this remains an issue for further study.'"
In addition, the BEEPS survey provides a measure of corruption only from the perspective
of the firm in relation to its interactions with the state. Consequently, the data do not capture a
wide range of corrupt transactions that occur between public officials, between private sector
actors, or between individuals and the state. In some transition countries, pure public finance
corruption (i.e., theft or misappropriation of funds without the participation of firms) is likely to
be even more important than the public-private nexus. To supplement the BEEPS data, we rely
on surveys of households and public officials that were conducted in the context of "diagnostic
exercises" on corruption in selected countries of the region. Country examples are also used to
highlight forms of corruption that are particularly difficult to measure and compare across
countries.
Measuring Administrative Corruption
On the basis of the BEEPS data, indicators of the level of administrative corruption can be
constructed and compared across countries. As a proxy for a wide range of manifestations of
administrative corruption, firms were asked to estimate the share of their revenues that they
typically pay per annum in unofficial payments to public officials in order to influence the
implementation of state policies, regulations, and laws in each country.12Figure 1.2 presents the
results aggregated by country.
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Figure1.2.Administrative
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Across the countries of the CIS, average payments for administrative corruption are
estimated by firms to be 3.7 percent of their annual revenues; the share falls to 2.2 percent of

revenuesin Central and EasternEurope.!3 Yet measuringadministrativecorruptionas a share of
firm revenues does not convey the full weight of the burden of this form of corruption.Though
data on profit margins for firms in transition economies are notoriouslyunreliable, given the
strong incentives to conceal profits and operate in the unofficial economy,the BEEPS survey
does provide a rough estimateof profit marginsfor firms that can be used to give a very crude
estimate of administrativecorruption as a share of profits. Using the average reported profit
margin of 22 percent in the CIS countriesand 13 percent in Central and Eastern Europe (CEE),
administrative corruption constitutes approximately 17 percent of profits across the region.
Though such estimates shouldbe treated with considerablecaution,they providean indicationof
the heavy burdenof administrativecorruptionon firms in transitioncountries.
Beyond the clear differencesbetween the CIS and CEE, the variation in administrative
corruptionacross countrieswithin these regionsis substantial.Somecountrieswithin CEE, such
as Albania and Romania,have reported levels of administrativecorruptionon par with the CIS
countries. Within the CIS, the highest levels of administrativecorruption are reported in the
Caucasus, Kyrgyz Republic, and Ukraine. Other CIS countries fall within ranges more
comparableto countriesin CEE.
The most commonlyreportedform of administrativecorruptionis unofficialpaymentsto
obtain licenses and permits from the state. Other common forms of administrativecorruption
includepaymentsto deal with taxes and tax collectionand to gain governmentcontracts.A more
comprehensivepicture of the extent of administrativecorruptionin transition countriescan be
gained from householdsurveys,since individualscan also make unofficialpaymentsto alter the
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implementation of government policies. Household surveys in selected transition countries show
that corruption within the police force, particularly the traffic police, and the health services
accounts for approximately half of all bribe payments by households.14 Bribe payments
associated with the educational system, especially at higher levels of the system, are also
relatively common.
Measuring State Capture
Measuring the extent of state capture across countries presents a number of challenges.
First, relying on the BEEPS firm level data, we can only attempt to measure the extent to which
firms have managed to influence various state institutions in any given country. Other forms of
state capture that do not include private sector participation, such as capture by politicians for
their own private interests or by other non-state individuals and groups cannot be examined
through a firm level survey. As a result, measures based on the BEEPS data understate the
overall level of state capture in any country, while providing a more accurate measure of state
capture by private and public firms. This underestimation of overall state capture may be
particularly high in countries with kleptocratic political regimes, where institutions of the state
have been used to serve the interests of a particular leader and his broader circle (for further
discussion of the important issue of "who captures whom" see Box 1.3).

Box 1.3: Who Captures Whom?
State capture can clearly take many forms beyond the purchase of laws and decrees by private and public
enterprises. State officials may use their positions to capture enterprises, or may channel state funds for their
personal use in ways that do not involve other players at all. Yet the salient feature of these forms of capture is the
same as that of enterprise-state capture: the perversion of the rules of the game, through corruption, to the benefit of
the captors, rather than for society as a whole.
State capture can also be undertaken by actors within state institutions-the parliament, the executive, or the
judiciary. Ministers may shape laws, regulations, or tax policy to benefit themselves or their own financial interests.
In a number of countries ruling groups have disposed of assets for privatization through closed mechanisms
designed to preclude competition and to benefit themselves or their associates, enabling them to gain control of
substantial parts of the economy. In state-initiated capture, an explicit transaction need not take place, though there
may be an implicit contract or expectation of future rewards through quid pro quo asset transfers or employment in
advantageous posts. The defining characteristic is that representatives of state power, whether in the legislature,
executive, or judiciary, manipulate state powers for their own private gain.
The terrain for this kind of capture is larger when a substantial part of the economy remains in state hands.
Appointments to boards of state-owned enterprises can be a license to make money out of diversion of products, or
closed procurement, including setting up contracts with companies owned by the board members. In these cases, the
gains may be shared beyond the individuals who engineer them, with some part of the bribes and other advantages
being channeled back to the political party that ensured the appointment to the lucrative post.
One key source of the problem is that the concept of a conflict between public duties and private interests is either
poorly understood or inadequately respected. Safeguards against conflict of interest are key, and it is noteworthy that
many countries of the region have adopted legislation designed to prevent parliamentarians and other officials from
acting in a situation of conflict of interest. While few countries have implemented this legislation effectively, its
existence is a signal of aspirations to restrict state capture emanating from within the state.
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Second, the dynamics of state capture may be very different depending on the extent and
nature of the private sector in any given country. Where the economy is still largely dominated
by state ownership and key elements of the command system continue to function, the capacity
of the nascent private sector to capture the state will be minimal. Indeed, the very dynamics of
state capture might be expected to differ in countries where some minimal threshold of private
sector development has not been crossed. As a result, though the BEEPS survey was
implemented in some countries where such a threshold has yet to be reached-namely, Belarus
and Uzbekistan-the results are discussed separately in order to recognize the unique nature of
the problem in these cases (see Box 1.4).15

Box 1.4: Corruption When Transition is Stalled
A number of former Soviet republics (including Belarus, Uzbekistan, and Turkmenistan) have made very
limited progress towards either a market economy or a multiparty political system. These countries retain
substantial similarities with key elements of the previous command administrative system.
In these countries the private sector has a small share in GDP and employment (20 percent in Belarus, 25
percent in Turkmenistan, and 45 percent in Uzbekistan, where in agriculture it may by grossly over-estimated)
and is subject to strict bureaucratic controls, state orders and lack of credit. There are still large scale price
controls with widespread subsidies and occasional shortages. Industrial policy is product- and enterpriseoriented; central commands still abound. Multiple exchange rates, with overvalued official rates and
undervalued parallel rates, are distortionary and lead to low trade flows and high current account deficits. FDI
levels have remained extremely low. The EBRD's transition indicators rank Belarus, Turkmenistan, and
Uzbekistan lowest among all the transition economies.*
According to international perceptions, the level of corruption in these countries is quite high. Belarus is ranked
Index by Transparency International, while
58 th of 99 countries surveyed in the Corruption Perceptions
Uzbekistan is ranked 9 4 th (Turkmenistan is not assessed). Yet according to the BEEPS survey, the percentage of
firms impacted by state capture in these countries is reported to be among the lowest in the region, as reported
below. Though there is much greater variation in the extent of administrative corruption, one of the slowest
reformers - Belarus - also records one of the lowest levels of this form of corruption. Does this suggest that
highly authoritarian regimes are more effective at preventing administrative corruption and state capture than
democratic systems?
Administrative Corruption
(bribes as a share of revenues)
Belarus
Uzbekistan

State Capture
(percent of firms affected by state capture)

1.3
4.4

8.0
5.8

Source: BEEPS. See Figures 1.2 and 1.3 to put these numbers in perspective.
The answer lies in the nature of the BEEPS survey. The BEEPS data measure corruption by firms, primarily in
the private sector. Thus, state capture, as measured in this report, assumes the development of some degree of
autonomy between the state and the private sector. Where the private sector is barely developed and the state
continues to own and control most of the economy through administrative methods, this autonomy does not
exist. In such an environment, the BEEPS questions on state capture may not provide an adequate depiction of
the relationship between the state and firms.
When an authoritarian regime continues to exercise considerable control over both the executive and the
judiciary, administrative corruption may be kept in check. Although such scenarios could lead to relatively low
levels of capture and administrative corruption as empirically measured by the survey, this implies that the
transition is still in its infancy. Hence the lower incidence of corruption in Belarus is likely to reflect lack of
reform in the guise of a small private sector and lack of perceived market incentives - which also explains
lower incidence of state capture - and the maintenance of a stronger state administration. Uzbekistan's
combination of more advanced marketization with widespread controls is a more favorable environment for
administrative corruption, as well as some forms of state capture. But in both cases, the continued existence of
authoritarian controls may tend to constrain the measurable components of state capture and administrative
corruption. As a result, the empirical results would not be comparable with countries that are more advanced in
transition.

*These same three countries received the lowest scores in the region for political process, civil society,
independent media, and democracy, from Freedom House. Karatnycky, Motyl, and Graybow (1998, p16).
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Finally, in contrast to administrative corruption, the degree to which a state is captured is
not necessarily related to the number of firms that engage in such forms of influence or the
amount they spend in doing so. Given that state capture is a function of the concentration of
economic power, only a small share of firms can be expected to have the capacity to capture the
state. In an extreme case, a single powerful monopoly could generate a much higher level of state
capture than a larger number of less powerful firms competing for influence. A measure of state
capture, therefore, should be based on the extent to which the state's decisionmaking is distorted
by the illicit influence of powerful firms and not necessarily on the number of firms actively
exerting such influence.
Despite these caveats, the BEEPS data provide the first opportunity to measure key
components of state capture across countries. The survey identified a number of specific
activities that fall within the definition of state capture, including: the "sale" of parliamentary
votes and presidential decrees to private interests; the sale of civil and criminal court decisions to
private interests; corrupt mishandling of central bank funds; and illegal contributions by private
actors to political parties.'6 Firms were asked to assess the direct impact on their business, either
positive or negative, from each of these activities, regardless of whether they engaged in such
activities themselves. Thus, capture is measured not by how many firms engage in it, but by the
share of firms whose business is directly affected by it.
Table 1. I presents measures of the share of firms in each country that report a significant
impact on their business from each one of the indicators of state capture. Clearly, state capture is
a significant problem throughout the region across a range of state institutions. Yet the variation
across the transition economies is striking. Across the different types of state capture, the sale of
parliamentary votes and mishandling of central bank funds are seen as having the most
significant and direct impact on firms. Box 1.5 provides a discussion of corruption in the
judiciary.
By taking the average of different components of state capture in each country listed in
Table 1.1, a general index of state capture can be developed. Though the index aggregates
several different forms of state capture affecting different state institutions, it is a useful measure
of the perceived extent of the problem across the institutions of the state. It should be recognized,
nevertheless, that in developing strategies to combat state capture, it may be necessary to further
unbundle the concept itself to identify which institutions within the state are most affected and
how the nature of capture differs across these institutions. Figure 1.3 compares this index across
the transition countries.
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Table1.1 Share of FirmsAffectedby DifferentFormsof State Capture
Parliamentary Presidential
Decrees
Legislation

Country

Criniinal
Courts

Commercial
Courts

Political
Party
Finance

State
Capture
Index

8
14
39
28
30
12
8
32
8
19
59
8
9
40
6
26
47
37
4
37
25

22
5
44
28
29
9
8
18
5
14
26
21
11
33
12
14
24
29
6
21
18

20
6
40
19
29
9
8
20
5
14
30
26
14
34
18
17
27
25
6
26
20

25
1
35
42
30
6
17
21
4
6
27
35
13
42
10
27
24
20
11
29
20

16
7
41
28
27
11
10
24
7
12
29
30
11
37
12
21
32
24
7
32
21

7
7
48
26
24
11
7
24
7
10
16
49
7
30
10
20
32
12
5
37
21

12
10
41
28
18
18
14
29
12
13
18
40
15
43
13
22
35
20
8
44
24

Albania
Armenia
Azerbaijan
Bulgaria
Croatia
Czech Rep.
Estonia
Georgia
Hungary
Kazakhstan
Kyrgyz Rep.
Latvia
Lithuania
Moldova
Poland
Romania
Russia
Slovak Rep.
Slovenia
Ukraine
Overall

Central
Bank

Source: Hellman, Jones and Kaufmann (2000a). See the Annex I for details.

Figure1.3.StateCaptureIndex(shareof firms affectedby statecapture)
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calculated for each country within the sample. Source: Hellman, Jones, and Kaufmann (2000a).
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Box 1.5: Corruption in the Judiciary

Corruption in any institution impedes its operation and distorts its objectives. However, corruption in the
judiciary is particularly damaging for several reasons. The legal system is one of the fundamental pillars of
a market economy whose role as arbiter of the law encompasses both the formulation and implementation
of public policy. In addition to deciding criminal cases, the courts are responsible for upholding property
rights, enforcing contracts, and settling disputes. As a result, corruption in the judiciary can display aspects
of both state capture and administrative corruption as the terms are used in this report.
Failure of any of these roles is costly, reducing incentives to invest or forcing firms to resort to more costly
private means of contract enforcement and protection. In addition to these direct economic costs, a corrupt
legal system has a wider impact, undermining the credibility of the state and making the implementation of
public policy more difficult. In particular, since the legal system will be the ultimate arbiter of any
anticorruption program, a corrupt judiciary will fundamentally undermine anticorruption efforts
themselves.
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Figure 1.4 plots the transition countries according to the indices of administrative
corruption and state capture.' The scatterplot reveals a considerable degree of dispersion across
both indices generating a two-by-two matrix that groups countries by similarities in both the
level and pattern of these different dimensions of corruption. Though some countries clearly lie
within a particular sphere of the matrix, others have a more ambiguous position, potentially
straddling different spheres.

Figure1.4. Typologyof Corruption
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The typology is not intended to define absolute and unambiguous divisions among
countries. Rather, it is presented as a heuristic device to highlight analytically and empirically the
differences in patterns of corruption across countries. Like all aggregate indices, the measures of
administrative corruption and state capture mask important variation across institutions within
the state and across actors engaged in these activities. As a result, the typology cannot replace the
critical role that individual country studies should play in identifying the extent and nature of the
corruption problem and in further unbundling of the forms of corruption identified in the report.
Indeed, the typology should be seen more as a guide for self-assessment by countries as to the
nature of the corruption problems they face than a definitive categorization of countries on these
complex dimensions of corruption.
The typology suggests a classification of four different patterns of corruption:
* In the high-high category, a serious problem of administrative corruption-and hence, weak
state capacity-is nested in a state highly subject to capture.

16
*

In the high-medium category are countries that have been able to contain the level of
administrative corruption relative to other transition countries, but nevertheless have done so
in a context of high state capture.

*

The medium-high category includes countries where the problem of administrative
corruption remains the central problem, while the state has been less subject to capture by the
private sector than have other transition countries.

*

Countries in the medium-medium category have lower levels of both state capture and
administrative corruption than other transition countries, though serious challenges remain.

The typology is a static snapshot taken at the time of the BEEPS survey (mid-1999) of
countries engaged in a dynamic process of evolution in both the development of state capture
and administrative corruption. How countries evolve into different patterns of corruption and
how they might progress (or regress) into different spheres of the typology will be examined in
subsequent chapters of this report. Recognizing these different patterns and analyzing alternative
evolutionary paths across these patterns could provide a stronger foundation for devising more
appropriate and finely tuned anticorruption strategies in different contexts.

l

For the most widely known exposition of this approach, see Klitgaard (1988).

an early and interesting effort to unbundle analytically the concept of corruption, see Scott (1972). The
approach to defining and measuring different dimensions of corruption across countries derives from the following
background papers: Hellman, Jones, Kaufmann, and Schankermann (2000); Hellman, Jones, and Kaufmann (2000a).
2For

As a result, the distinction between state capture and administrative corruption does not map directly into the more
familiar distinction between "grand corruption" and "petty corruption," which generally refers to the level of state
officials engaged in the corrupt transactions. Administrative corruption is most likely to cut across different levels of
government, as special discretionary exemptions in the implementation of laws and public procurement decisions
are a feature of both the higher and lower levels of government. State capture, by definition, only encompasses
levels of government empowered to make legislation, laws, rules, and decrees, though in some systems this could
also extend to different levels of government.
3

an excellent review of the extensive literature on regulatory capture, see Laffont and Tirole (1993). For a
broader discussion of the roots of the concept of state capture, see EBRD Transition Report 1999, and Hellman,
Jones, and Kaufmann (2000a).
4For

5 Indeed, the literature on regulatory capture tends to focus much less on corruption than on the inherent information

asymmetries in the nature of the relationship between the regulator and the regulated.
The area of public finance corruption is an especially important dimension that could warrant a separate
categorization of corruption. Politicians and public officials can alter the mobilization and allocation of public
resources and assets for their own private gain. Though this misappropriation of public resources could be classified
as a form of administrative corruption, it could be seen to have its own dynamics, especially when such corruption is
concentrated at the highest levels of the political system. This would cover instances of kleptocratic political
regimes, whose dynamics could be analyzed separately, though many of the normative implications of combating
state capture and administrative corruption would still be still relevant to this problem.
6
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a comprehensivedescriptionof the methodologyand contentsof the survey,as wellas a descriptiveanalysisof
the key findings,see Hellman,Jones,Kaufmann,and Schankerman(2000a).
International'sCorruptionPerceptionsIndex,which
8The most frequentlyused index of corruptionis Transparency
is a survey of surveys based on outside assessmentsof corruptionand on a particular methodologysubject to
changes over time (as well as its countrycoverage,whicheven thoughit has grown over the years,currentlycovers
only aboutone-half of all countriesfor whichthere is data).Any such aggregatecomparativeindex will have serious
limitationsin diagnosingin-depth governanceand corruptionchallengeswithin a country.For that purpose,a new
set of diagnostic survey tools (for public officials,enterprises,and citizens)has been developed under a separate
projectto help countriesin addressinggovernancechallenges,see Kaufmann,Pradhan,and Ryterman(1998).
7For

For an analysisof existinggovernanceand corruptionindicators,see Kaufmann,Kraay,and Zoido-Lobaton(1999a
and b).
10SeeAnnex 1 for a descriptionof the summaryindicator.
9

11 It is possiblethat the manifestationsof corrupttransactionsacross countriesvary systematicallywith the level of

economicor politicaldevelopment,shiftingfrom explicitbribe paymentsto more subtletypes of benefitssuch as
equity stakesor commitmentsto futureemployment.If so, thenmeasurementsof corruptionthat rely exclusivelyon
explicitpaymentsmightunderstatethe level of corruptionin more developedcountries.
12 See Annex 1.

index of administrativecorruptiondo not changesignificantlywhenstatistically
controllingfor the size and sectorof firms.
13 Therankingsof countrieson this

For more detailedinformationon these householdsurveys,see Box 5.8: Diagnosingthe Problem.
15 Othertransitioncountriesthat might be consideredin a similarcategory,includingTajikistanand Turkmenistan,
were not includedin the BEEPSsurvey sample.
16 The decisionto includethe saleof court decisionsto privateinterestsandthe mishandlingof centralbank funds as
elementsof state capturerequiressome explanation.Courtsare generallyseen as institutionsthat implementexisting
laws as opposedto makingthem,thoughthe precedent-settingfunctionof courtscan blur these boundaries.In the
transitioncountries,wherelegal systemsare still in the nascentstagesof development,courtscan be seen as playing
a more formativerole in the developmentof the legal framework.As regardsthe centralbank,the institution'srole
in settingmonetarypolicy andcreatingthe regulatoryframeworkfor the developingfinancialsystemalso blursthe
distinctionbetween the formationand implementationof rules.Whilerecognizingthe difficultyof drawingconcrete
boundarieswithin anyparticularinstitution,we havechosento incorporatetheseinstitutionswithinthe categoryof
state captureas a result of the uniquenatureof the transitionperiod.Yet it is importantto notethat removingthese
componentsfrom the indexof state capturedoes not changesubstantiallythe rankingof countrieson statecapture
presentedin Figure 1.3. Moreover,this does not haveany effecton the positionsof countriesin the typology
presentedin Figure 1.4, whichguidesmuch of the empiricalwork in subsequentchapters.See Annex 1.
4

By identifying"captor" firms, we can investigatethe direct benefitsand costs to such firms from engagingin
capture.A summaryof these resultsis presentedin ChapterTwo.
]8Only countriesincludedin the BEEPSsurveyare plotted in the typology,whichthus excludes:Bosnia and
Herzegovina,FYR Macedonia,TajikistanandTurkmenistan.ThoughBelarusand Uzbekistanwere includedin the
BEEPSsurvey,their resultsare discussedseparatelyin Box 1.4in recognitionof the very differentdynamicsof state
capturein countriesthat havemademinimalprogressin transition.
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Chapter 2: The Economic and Social Consequences of Corruption in
Transition Countries
In recent years, many studies have presented powerful empirical evidence on the
economicand social costs of corruption.' They have shown how corruptionhinders investment
(both domesticand foreign),reduces growth,restrictstrade, distorts the size and compositionof
governmentexpenditure,weakensthe financial
system, and strengthens the underground
economy.

Most

importantly,

a

strong

Typology Charts

connection has been demonstrated between For the purposes

corruption and increasing levels of poverty arnd
income inequality. The experience of the
transition countries strongly supports these
findings. Yet unbundling corruption in
transition reveals the extent to which these
costs vary as a result of different
corruption.

The

costs

of

state

patterns

capture

of

of analysis in the following chapters,
the countries have been divided into four groups on the
basis of thresholds of administrative corruption and state
capture as in Figure 1.4. This produces a two-by-two
matrix that groups countries on the basis of similarities
in both the level and pattern of corruption. However, it is
important to recognize that the composition of the groups
is based on the determination of the dividing lines, which
is done here for analytical purposes only. As several
countries lay close to the thresholds, their inclusion into

and

either group is subject to a greater margin of error. For a

administrative corruption are mutually
reinforcing and are themselves influenced by a
range of other factors. The fiscal distortions
caused by corruption, for example, erode the
quality of government services, with
particularly serious consequences for the poor.
The negative effects of corruption on
investment and growth similarly exacerbate
poverty and erode the tax base, further
undermining the quality of public services.
Though this chapter will examine the
consequences of corruption in a range of
independent areas- growth and investment,
poverty and inequality, fiscal stability, public
service
provision,
and
government
credibility-the mutually reinforcing nature of
these costs and the complex lines of causation
should always be kept in mind.

graphical depiction of the matrix along with the margins
of error, see Annex 1.

Charts such as the one below will be used throughout
this report. These charts show the averages of the

relevantvariablefor the countriesin each groupof the
two-by-two matrix. The charts illustrate associations

between the relevant variable, administrativecorruption
and state capture,

rather than

causation.

These

associationsdo not take into account the potential
explanatory significance of other variables that might

influencetheassociations.

Investment and Growth
It is well established that investment is
significantly affected by the level of
uncertainty in the business environment. By
increasing uncertainty, corruption raises the
effective cost of investment for the firm and

staecapt.m

administrative
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countries having high levels of both administrative corruption and state capture, gross domestic
investment averages more than 20 percent less than in countries in the medium/medium category
of our typology.3
The negative effects of corruption are particularly clear from the firm-level performance
data. The average annual sales growth over the past three years was 17 percent for firms
reporting moderate levels of administrative corruption, declining to 10 percent for firms
reporting higher levels. The differential for investment growth is equally stark: 17 percent versus
9 percent, respectively. The differences hold regardless of firm size, origins, and line of business.
It is difficult to establish the direction of causality in this relationship. Weak firms might be more
inclined to rely on administrative corruption as a survival mechanism. Alternatively,
administrative corruption could directly weaken firm performance, raising questions as to
whether such bribery yields any selective benefits for the firm.
The effects of state capture on firm performance show a marked contrast. Where state
capture is reported to be prevalent, firms that pay bribes to influence the content of laws, decrees,
and regulations show significant increases in sales growth.4 In such environments, firms
engaging in capture grew by over 30 percent in the past three years, compared to a growth rate of
only 8 percent among other firms. Yet in countries where state capture is limited, engaging in
capture does not appear to bring any specific gains to the firm in terms of sales growth. Though
capture would appear to create an uneven playing field in certain contexts concentrating gains to
powerful firms, high levels of state capture are nevertheless associated with lower firm growth
rates overall-sales growth in low-capture countries averages 21 percent, compared to only 11
percent in high capture countries. The gains to capture for particular firms appear to be
associated with negative consequences for less influential firms.5 Again, the issue of the
direction of causality could be raised-capture could directly improve firm performance or
stronger firms could be more likely to engage in capture.6
Though a small group of firms appears to
receive gains from capture in certain contexts, the
social costs of capture are substantial. State capture
represents a transfer of wealth among politicians,
firms, and the state via distortions in the underlying
competitive and institutional framework. Figure 2.1
shows that countries with high levels of state capture
and administrative corruption had the
largest
output
7
9
decline in the period 1989-98.7Though the direction of
causation is ambiguous, a strong case can be made that
corruption contributed to the output decline, given its
effects on investment and growth, the weakening of
tax revenues, the misappropriation of credits and
subsidies, and the erosion of public sector services.

Figure2.1. CorruptionandOutputDecline
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Poverty

8

For so many individuals and families, the most immediate and visible consequence of the
transition has been a decline in their living standards. Even among the more advanced reformers,
poverty levels have expanded over the past decade at an alarming rate, as demonstrated in the
Prague 2000 report Making the Transition Work for Everyone. The expansion of poverty was

initiated by the collapse of GDP, which fell by 50 percent in the CIS countries and 15 percent in
CEE. Yet even with recovery, poverty rates have remained high as incomes of the poor have
failed to recover and inadequate social safety nets have left the most vulnerable groups
unprotected.
Figure 2.2 demonstrates that poverty is
highly correlated with administrative corruption.9
Surely, poverty can contribute to corruption as
poor countries have fewer resources to implement
and maintain the monitoring and oversight
necessary to contain the problem.' 0 Yet corruption
also exacerbates poverty. As demonstrated above,
corruption is empirically associated with lower
economic growth rates, weakening the main factor
that can pull people out of poverty. Moreover,
corruption has a direct impact on the living
conditions of the poor.11
Corruption

and

service

delivery:

When
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unemployment or disability benefits, delays eligibility for pensions, weakens the provision of
basic public services, it is usually the poor who suffer most. Such corruption undermines the
social safety net and may deter the poor from seeking basic entitlements and other public
services.

Bribery at the household level: The extent to which households engage in bribery is
strongly correlated with both administrative corruption and state capture as demonstrated by a
UNICRI cross-country survey of more than 25,000 households in 20 transition countries."2 For
example, in a country like Georgia, with high levels of both state capture and administrative
corruption, nearly 30 percent of households said they paid a bribe in the previous year, in marked
contrast to Slovenia where only 1.5 percent of households reported bribe payments. Though
corruption at the household level affects people at all income levels, the poor again appear to be
most seriously affected. Detailed household surveys show that the poor are the least likely to
know how to get proper treatment when an official abuses his position. In Latvia, for example,
only 31 percent of households in the poorest third of the population knew how to seek recourse
to deal with corrupt service provision, compared to 42 percent among the richest third of the
population.13
Effect on small and micro enterprises: Within the economy, corruption

is a highly

regressive tax as the BEEPS data demonstrate. Small enterprises across the region pay, on
average, more than twice as much of their annual revenue in bribes as do large firms. Such firms
are particularly hard hit by administrative corruption. Microentrepreneurs appear to be prime
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targets for corruption. Household surveys in several transition countries demonstrate that bribery
at the household level is most strongly associated with participation in a microenterprise. In
Georgia, for example, poor households that earn unofficial income were four times more likely
to pay bribes than households without unofficial income. Corruption clearly hinders the ability of
the poor to help themselves out of poverty.
Inequality
As examined in the Prague 2000 report Making the Transition Work for Everyone,
inequality within the transition countries has increased at an alarming pace. In some countries of
the region inequality has now reached levels on par with the most unequal Latin American
countries. Though numerous factors contribute to the growth in inequality, corruption should
also be seen as a contributing factor. As the data on firm performance demonstrated, state
capture concentrates substantial gains to a narrow group of firms in a position to encode their
advantages in the basic legislative, legal, and regulatory frameworks that govern the economy.
By capturing the state, the "early winners" of transition gained fabulous wealth taking advantage
of arbitrage opportunities associated with partial reforms and laying claim to state assets at
highly undervalued prices. Privatization, in
particular, became a key focus for state capture
Figure2.3.CorruptionandIncome
in some transition countries as some firms and
Inequality
political structures used illegitimate forms of
influence to concentrate productive assets in their
hands. In contrast, the poor gained little, if at
all, from the redistribution of what were once
Average
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4"social" assets. While the interaction between
03
corruption and income inequality is certainly
complex,

the ultimate result has been clear:

income inequality has expanded most in
countries with high levels of corruption and

capture, as demonstratedin Figure 2.3.r5
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Fiscal Implications
While increasing private revenues to public officials, corruption tends to have a negative
impact on public revenues. This impact operates through a number of channels. First, as the
surveys demonstrate, a substantial share of administrative corruption is directed towards tax and
customs officials, presumably resulting in lower tax
and customs payments by firms." In the BEEPS
Figure2.4.The UnofficialEconomy
survey, one in nine firms said they frequently make
...-- -....
unofficial payments to tax inspectors or customs

officials, while half of the firms did so at least
occasionally.'7 Such corruption represents a
substantial indirect private transfer in many countries
from the budget to public officials.
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Second, as is clear in Figure 2.4, corruption is
closely associated with the unofficial economy, the
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size of which can have profound fiscal implications in many transition countries.19 When firms
produce for the unofficial economy, they underreport economic activity or avoid the state
entirely. This creates competitive advantages that can drive honest competitors from the market,
thereby generating further corruption and fiscal shrinkage. 20 The reduction of tax revenues
reduces the funds available for public services, providing firms with fewer incentives to operate
officially. Once underground, such firms pay bribes to avoid detection and punishment. The
fiscal implications in some countries have been staggering. In Ukraine, the government recently
offered an amnesty for an estimated US$20 billion in "gray capital" kept offshore.2 '
Third, corruption in procurement, assignment of subsidies, and outright theft leads to an
exaggerated flow of funds out of the public coffers. Corruption in procurement, for example,
leads to waste of public resources for often inferior quality products and services, and ultimately
may deter honest vendors from doing business with the state. In a survey in Georgia, the need to
make unofficial payments was the most cited reason that firms said they do not participate in
state tenders.

The

fiscal

weaknesses exacerbated by

administrative corruption and state capture contribute
to weak macroeconomic

performance. As Figure 2.5

shows, transition countries with the lowest levels of
administrative corruption and state capture have the
most effective institutions for macroeconomic
23
governance.2 3 Though macroeconomic instability
certainly creates a fertile ground for corruption, the
fiscal implications described above suggest that
corruption contributes to the macroeconomic
instability as well.
Credibility of the State

Figure2.5. Qualityof Macroeconomic
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As later chapters of the report will demonstrate, combating corruption requires strong and
credible political leadership. Yet this is precisely the aspect of the political system that is most
seriously undermined by administrative corruption and state capture.24 The BEEPS data confirm
that approval ratings for the key institutions of government drop sharply with increasing levels of
state capture and administrative corruption: only 38 percent of firms in countries in the high-high
category of the typology expressed satisfaction with the political leadership, compared to 56
percent in the other transition countries. Firms in the high-high category also expressed the least
confidence in the capacity of the legal system to uphold their property and contract rights: 58
percent of firms in these countries complained of insecure property and contract rights, compared
to 35 percent of firms in the medium-medium category. Corruption erodes trust in the institutions
of state, which in turn weakens the state's capacity to fight corruption. A 1999 household survey
in the Slovak Republic confirms the point: respondents who believed that corruption was
widespread were more than twice as likely to doubt the credibility of the government's
anticorruption campaign than those who perceived corruption to be more limited.25

23

A dangerous byproduct of this
erosion of trust is increasing crime.
Problems with both organized crime and
street crime are highly correlated with
state
capture
and
administrative
corruption. As Figure 2.6 suggests, more
than twice as many firms in countries in
the high-high category identify organized

crime as an obstacle to their business
than

in the medium-medium

countries.

group

Figure2.6. OrganizedCrime as a Problem
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Ultimately, corruption, capture and
distrust feed on each other, deepening and entrenching the problems. If and when political
leaders committed to fighting corruption arrive on the scene, in many countries they face a
cynical population that has strong doubts about the credibility of the state. Where states have
been captured, reformers must overcome a deep chasm of distrust before an anticorruption
program can take hold. Yet by failing to address the problem of corruption, they are confronted
by a vicious circle of lower investment and growth, higher poverty and inequality, greater fiscal
imbalances, and weaker delivery of basic public services.

Studies include: Mauro (1995, 1997, 1998),Wei (1999a, 1999b, 2000), Campos, Lien, and Pradhan (1999),
Kaufmann (1997), Tanzi (1998), Tanzi and Davoodi (1997), Kaufmann and Wei (1999), Wei and Sievers (1999),
Johnson, Kaufmann, and Zoido-Lobaton (1998a), Johnson, Kaufmann, and Shleifer (1997), Gupta, Davoodi, and
Alonso-Terme (1998), Anderson and Marcouiller (1999).
Corruption is also a notorious deterrent of foreign direct investment. However, since foreign investment is often
motivated by abundance of natural resources, which is in turn associated with high levels of corruption, the
statistical relationship between foreign direct investment, capture, and corruption in transition countries is
ambiguous.
2

domestic investment in 1997 was 27 percent of GDP in countries with medium levels of administrative
corruption and state capture, compared to 21 percent in countries with high levels. The difference is significant at
the 5 percent level in a pair-wise t-test.
3Gross

the BEEPS survey firms were asked how often they mnakeunofficial payments to influence the content of laws,
decrees, or regulations. Responses to this question were used to identify "captor" firms, whose individual
performance can then be measured. Only a small share of firms (generally less than 5 per cent of the sample in each
country) reported engaging in capture. There is, however, a correlation between the number of firms that report
engaging in state capture and the number of firms that report experiencing a significant impact on their business
from state capture. See Hellman, Jones, and Kaufmann (2000a).
4In

5 This remains

true even after accounting for other factors, such as firm size, sector, ownership, and origin, that
influence firm performance.

24

it would be difficult to assert the direction of causality with certainty, there are indications that the gains to
firms come as a result of capture. First, bribing to influence rules and laws is more likely to be a voluntary
transaction between the firm and state officials and, hence, unlikely to be a form of direct extortion by state officials.
Thus, presumably, firms would not engage in it unless it brought clear advantages. Second, the gains to capture are
strongly influenced by the nature of the broader environment in which capture takes place. Capture is associated
with specific gains to captor firms only where some threshold of capture has been reached in the country. This
strengthens the view that capture actually generates such gains.
6Though

7

See Annex 1.

8 This section draws on Anderson and others (1999). See also Gupta, Davoodi, and Alonso-Term (1998), Dethier
(1999a, 1999b).

9 See Annex 1.

1 Treisman (2000) found evidence that economic development may lead to lower corruption.
l l Recent empirical studies on corruption's disproportionate impact on the poor include Knack and Anderson (1999)
and Gupta, Davoodi, and Alonso-Terme (1998). See also Narayan and others (2000) for the impact of corruption on
the poor in the words of the poor themselves.
12 The International Crime Victim Survey was carried out in transition countries in 1996 and 1997. Country-level
statistics are reported in Zvekic (1998).
3

Anderson, Dethier, Dudwick, Kuehnast, and Shkaratan (1999).

14 EBRD (1999) finds that for a given level of privatization the quality of governance in countries with relatively
low levels of capture is substantially higher than in countries with higher levels of state capture.

15See

Annex 1.

16However, administrative corruption payments in the areas of tax and customs administration are often paid to
reduce the discretionary power of bureaucrats to levy taxes and customs rather than to reduce standardized tax and
customs levels.
17 In virtually every country where detailed surveys have been undertaken, the customs service is identified as an
organization in which bribes are frequently paid. Examples include Albania (Kaufmann, Pasha, Preci, Ryterman,
and Zoido-Lobaton (1998)), Georgia (Anderson, Azfar, Kaufmann, Lee, Mukherjee, and Ryterman (1999),
Tajikistan (Mirzoev (1999)), Ukraine (survey by "Intellectual Business Foundation," cited in Holovaty (2000)).
Even in more developed transition countries, customs is noted by enterprises as one of the organizations at which
bribery is common: Latvia (Anderson (1998)), and the Slovak Republic (Anderson (2000)).
18See Annex 1.

19Johnson, Kaufmann, and Shleifer (1997), Johnson, Kaufmann, and Zoido-Lobaton (1998a, 1998b), Schneider and
Enste (1998).
20 This vicious circle has been explored by Johnson, Kaufmann, and Shleifer (1997) and by Johnson, Kaufmann, and
Zoido-Lobaton (1998a and b). "The unofficial economy accounts for a larger share of GDP when there is higher
bureaucratic inefficiency and discretion, and also when firms experience a higher tax and regulatory burden and
more bribery and corruption."
21

Financial Times, April 3, 2000.

22 Anderson,

Azfar, Kaufmann, Lee, Mukherjee, and Ryterman (1999).

23 Macroeconomic

governance is an index measuring the extent to which policy instability, exchange rate instability,
and inflation are an obstacle to business. See EBRD (1999) "Transition Report 1999: Chapter 6 - Governance in
Transition" and Annex 1 for details.
24 The findings described here are consistent with recent empirical work showing that levels of trust are higher in
countries with lower levels of bribery. Zak and Knack (1998).
25 Anderson(2000).

Chapter3: The Originsof Corruptionin TransitionCountries
The transition from socialism is a unique historical process. Never before have countries
attempted such a radical and simultaneous transformation of both their political and economic
institutions. Underpinning these transformations has been a complex set of reforms that entail
building the basic institutions of state, creating the foundations of a market economy and
transferring wealth from the state to the private sector on a large scale.
Why has the transition been marked by state capture and administrative corruption?
Certainly, corruption has deep roots and existed in these countries long before transition. Due to
fundamental differences in the nature of corruption in market and nonmarket economies, it is
difficult to compare the levels of corruption before transition with the current period. Hence, it is
impossible to provide definitive evidence of the effect of transition on corruption. But it is clear
that the simultaneity of political and economic reform that characterizes the process of transition
has introduced scope in some nations for powerful interests to influence the structure of state
institutions and the formulation and implementation of economic policy to their own advantage.1
Corruption in this setting has been facilitated by three factors: (i) the rewriting of an
unprecedented volume of laws, regulations, and policies; (ii) the extraordinary redistribution of
wealth from the state to the private sector; and (iii) the virtual absence of institutions either
within or external to the public sector that could effectively check the abuse of public office
during the transition in many countries.
At the same time, this report demonstrates the considerable variation in levels of state
capture and administrative corruption across the region. What factors explain this variation? Part
of the answer is rooted in the different institutional and structural legacies with which countries
entered the transition. Institutions for public administration were more developed at the onset of
transition in certain countries, especially those with a longer experience of sovereignty.
Countries with legal and institutional traditions that emphasized the rule of law appear to have
begun the transition with an advantage. Previous exposure to market-oriented institutions in
those countries that had adopted variants of market socialism may have shaped the receptiveness
to reform. Economies with a high level of natural resources are more likely to generate powerful
interests seeking to capture states and lay claim to the concentrated gains stemming from such
resources.
Institutional legacies and other initial conditions have a strong influence on the "first
moves" of the transition process, such as choices about the structure of political institutions and
the pace and comprehensiveness of economic reform. These choices set in motion unique
transition paths that favor particular economic and social groups and shape incentives for further
reforms. Countries where the transition path led to a concentration of economic power in a
setting of weak basic institutions became especially vulnerable to state capture and
administrative corruption.
While initial conditions explain an important part of the variation in the pattern of
corruption in the region, initial conditions tell only part of the story - much of the variation
remains unexplained. This feature suggests that other factors, such as the rise of effective leaders
who are able to implement and sustain policies that are inimical to corruption, are also critical to
the development of the transition path. Through an understanding of the role of initial conditions
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and especially institutional legacies is crucial for developing effective strategies to combat
corruption, this does not imply that some countries were predestined to generate high levels of
corruption in the transition. Political will and policy choice have a key role to play in
determining the susceptibility of a country to corruption.
Institutional Legacies
Research on the origins of corruption worldwide2 confirms that corruption is rooted in
poorly functioning institutions, as well as in policies that undermine free trade and competition.
The nature of the institutional legacies at the start of the transition differed substantially across
the region despite the apparent monolithic nature of communism. The main features of this
variation are explained below.
Accountability and Repression. The old system entailed the fusion of the state and the
economy. Authoritarianism obliterated the separation of the legislative, executive, and judicial
functions of state. Most civil liberties were suppressed. Social organizations, such as trade
unions, professional clubs, and youth organizations, did exist, but were pervaded by the
Communist Party. Civil society as a sphere of interaction autonomous from the state was highly
attenuated. When independent social movements did emerge, for example Solidarity in Poland
and Charter 77 and later Civic Forum in Czechoslovakia, they were perceived by the Communist
Party as threats to its system of control.
The Communist Party attempted to control the behavior of public officials using a
mixture of incentives and repression. One key incentive derived from the system of appointing
individuals to key positions in government and the economy. These appointees, known as the
nomenklatura, had special privileges and, as a consequence of their positions, unique access to
goods and services in short supply. The Communist Party carefully monitored its officials, using
a system of mutual oversight and repression. The internal security services enlisted citizen
informants, who provided detailed and often incriminating information on their family, friends,
and colleagues.
The very process of central planning also served to limit, to some extent, the discretion of
bureaucrats. Economic activity was regulated by plan targets. Centralized control was
maintained over financial flows through a monobanking system, in which finance closely
followed the plan. Cash emissions and cash transfers were strictly controlled. Foreign trade for
the entire economy was monopolized in a highly centralized bureaucratic structure. Though the
actual practice of central planning did leave a great deal of discretion to bureaucrats at all levels,
the system did place certain boundaries on corruption.
At the onset of transition, most of these controlling structures were formally dismantled,
although in many countries they have come to play new roles. New institutions of
accountability-to be derived from such models as the separation of state functions, participation
by the population in oversight of the state, and better systems of public administration-have
been slow to emerge in many countries. Into the vacuum, preexisting nomenklatura networks
and new economic elites have secured positions of dominance in the transition environment
creating a new fusion of economic and political power. In many countries, this has created fertile
ground for state capture and administrative corruption.
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The Culture of State Intervention. One of the key legacies of communism was a "culture
of policymaking" in which the state played the dominant role in intermediating economic
relations. Bureaucrats were assimilated into an environment in which the state determined
suppliers and customers, set prices and wages, provided finance, controlled distribution, and
oversaw most aspects of enterprise behavior. Though many of these instruments of intervention
have been abolished or curtailed, a number of them still persist. Old habits remain widespreadespecially in countries where bureaucratic turnover in the early years of transition was low- as
bureaucrats tend to respond instinctively to reports of economic dysfunction or crisis by directly
intervening in enterprise affairs.3
This ingrained tendency toward
state intervention, which varies across
the region, creates the potential for
corruption, especially when regulated
entities have little recourse to appeal
unfair treatment. Given that the
transition is a period when a significant
body of new regulations must be
formulated, it also exacerbates the risk
that corrupt bureaucrats will enshrine
possibilities to extract bribes in the new
legal regulatory codes.
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more likely to have adopted variants of socialism during the communist period (i.e., market
socialism and labor management), which provided for a smaller role of the state in the economy
and greater development of market institutions. One important consequence of these mutually
reinforcing legacies of stronger public administration and a reduced role of the state is less
administrative corruption.
Many of the countries with a longer history of sovereignty also have more developed
civil societies and a stronger tradition of collective action as part of their political process. The
tendency under communism for social movements to try periodically to assert a liberal political
and economic agenda was particularly
strong in Central Europe and in other
Figure 3.3. Democracy and Corruption
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were led into transition by opposition
movements and have emerged, not coincidentally, as the states least vulnerable to capture by a
concentrated set of private interests,8 as shown in Figure 3.3.9
Economic Legacies
Incentives rooted in the structure of the economy also appear to have played a crucial role
in explaining the variation in the level and pattern of corruption across the region. In some
countries where national wealth is concentrated in a few highly productive assets, potential
'windfall gains' have tempted powerful individuals or economic groups to engage in state
capture. Efforts by private interests to lay
claim to these assets and then to build
Figure3.4. Resource Endowmentsand Corruption
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In most transition countries, dramatic declines in output and dislocations associated with
the transition sharply reduced public revenues. As inflation soared in the early stages of
transition, real wages in the public sector fell substantially. In many countries, salaries for
bureaucrats at the start of transition had fallen below subsistence levels. Moreover, weak
payments discipline and budgetary shortfalls meant that public sector workers were often not
paid for months at a time. In such an environment, bureaucrats become vulnerable to corruption
as they search for ways to supplement meager wages.
Transition Paths
Variations in these institutional and economic legacies across countries in the region, often
referred to as "initial conditions," have already been shown to have had an important effect on
the outcomes of transition.12These initial conditions influenced the early choices about the basic
structure of the political institutions governing the transition as well as the speed and
comprehensiveness of the first moves on economic reform. As a result, countries began to follow
divergent transition paths from the very beginning, with equally divergent outcomes in terms of
economic performance and the extent and pattern of corruption.
In many of the Central and Eastern European countries, the transition was launched and
fundamentally shaped in the early stages by broad-based coalitions within civil society. The
initial political institutions were forged, in many of these cases, through roundtable negotiations
representing a wide range of social groups and political movements. In the CIS, in contrast, the
transition was largely initiated from the top down and, in some countries, even came as a fait
accompli following the disintegration of the Soviet Union. In much of the CIS, the existing
Communist Party leadership managed the early stages of transition and civic participation
remained weak. The difference between these alternative exit routes from the communist system,
which is illustrated in Box 3.1 by a comparison of Poland and Russia, has had powerful
implications for the establishment of political accountability within these countries.
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Box 3.1. Comparisonof the Transitionin PolandandRussia
The way in whichinstitutionsand incentivescan work togetherto create or obstructopportunitiesfor corruptionis
well illustratedby a comparisonof two neighboringcountries:Poland and Russia. Poland has a long history of
13 havingadoptedorthodoxsocialismonly afterthe
sovereignty,
SecondWorldWar. ShortlyfollowingKhrushchev's
denunciationof Stalinin 1956,a worker's strike in Poznanled to the introductionof market socialismand limited
civil liberties.Periodicstrikes over the next two decadescreatedepisodic pressureto reform,and eventuallyled in
1980to the emergenceof Solidarity,a tradeunion which,togetherwith the CatholicChurch,became the basis for an
effective opposition movementto the CommunistParty. In Poland, 10 millionpeople- one in two adults-were
membersof Solidarityat the start of the transition.In 1989,29 delegatesfrom the Party,26 from Solidarity,and 3
Church observers met in three working groups, or roundtables, which culminated in the emergence of a
parliamentarypoliticalsystem with proportionalrepresentationand an approachtoward economicreform that was
4 These choices,in combinationwith
built upona social consensusand thus an encompassing set of social interests.1
Poland's comparativelystrongerskills in public administration,appear to have placedcertainlimits on the extentto
whichstate captureand administrativecorruptioncouldemerge.
Russia and many other countriesin the former Soviet Union entered the transitionin a completelydifferent way.
Unlike in Poland and other Central European countries, political and economic liberalization-glasnost and
perestroika, respectively-were not initiatedby civil society,but by the CommunistParty leadership.Followingthe
break-upof the Soviet Union and the emergenceof new states, choicesabout the structureof the political system
and the initial economic reform program were not made through a process of broad social consultationand
consensus, but by an elite group of reformersin a style reflective of Russia's autocraticpast. Like many other
countries in the CIS, Russia adopted a presidentialsystem with highly concentratedexecutivepowers and weak
institutionalrestraints within the state. Without the benefit of institutionalsafeguards,the process of economic
reform became especiallyvulnerableto capture by a narrow set of private interests eager to garner control over
lucrativestate assets,especiallythe highlyprizednaturalresourcecompanies.

Figure 3.5 shows that countries in which there was a clear break with the past leadership
at the start of transition have a significantly

lower incidence of state capture, as well as
administrative

corruption.

15

Figure3.5. Changein Leadershipand

Early change in

Corruption

leadership is one indicator of the extent to
which existing networks of power and
influence inherited from the old system were

broken up and faced with competition from
alternative elites. 16 Such change not only

Share01
'ountries in

7

catgory with 50X

feirstehliepin2

brought in new talent often oriented toward
reform, but also created new mechanisms of

madim

o

political accountability, in many cases rooted
in political
competition
participation by civil society.

and

enhanced

Admninstrative

StateCapture
DataSource:BEEPS

One of the most controversial measures taken by some countries to ensure a break with the
past is a policy known as lustration.' 7 This policy, which was adopted in the Czech Republic,
Poland, and Estonia, among other countries, prohibits former officials of the internal security
apparatus and their informants from accepting public-sector employment. In sharp contrast,
officials of the Communist regime and remnants of the internal security apparatus continue to
retain important political and economic positions in such countries as Kazakhstan, Uzbekistan,
Turkmenistan, Tajikistan, Belarus, Armenia, and Azerbaijan. Although the power structure in
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Russia became more diffuse in the 1990s, old patronage networks and clan structures are
particularly strong in various regions and republics within Russia.18
The nature and extent of the break with the old regime set in motion the main driving
forces of alternative transition paths, namely the pace and comprehensiveness of political and
economic reforms and personal freedoms. These factors can be considered the key transmission
mechanisms creating the conditions for different levels of state capture. Figure 3.6 demonstrates
the relationship between economic
Figure3.6.EconomicReform,CivilLiberties,
reforms and civil liberties and the
and StateCapture
extent of state capture across the

region. In fitted regressions, the
level of state capture is lowest in the
systems with lowest and highest
levels of civil liberties.
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to the state, both in terms of
ownership and control, and have
little capacity to influence government decisionmaking. However, though state capture by
private firms is low in such systems, other forms of capture-such as capture of the state by
political leaders to benefit their own private interests-may be more prevalent, given the lack of
accountability on such leaders. Unfortunately, the state capture index used in this report does not
measure such forms of the problem.
The environment for state capture by private firms does appear to be generated by a
certain minimal threshold of political and economic reforms. Partial political reforms that break
with the previous communist system but do not provide new mechanisms of accountability such
as political competition, internal checks and balances, or civil society oversight generate the
greatest opportunities for a narrow set of private sector interests to capture the state. In these
countries, the extent of civil liberties (and other checks on abuse of power) is insufficient to
counterbalance the loss of control that resulted from the dismantling of the communist system.
Yet the figure suggests that once a threshold of political reforms has been crossed, the extent of
state capture inherent in the transition process can be constrained to significantly lower levels.
Figure 3.6 also illustrates the potential interaction between political and economic
liberalization in reducing capture. The countries of the region have been grouped into three levels
of economic reform-high, medium and low-based on their average scores on EBRD's
transition indicators, an annual measure of progress in transition across nine areas of
liberalization and structural reform. For any given level of progress on civil liberties, the figure
suggests that progress in economic transition is associated with lower levels of capture. Of
course, cause and effect are difficult to untangle in these complex and highly interdependent
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processes. There is much evidence to suggest that the pace and comprehensiveness of economic
reforms reduces economic rents associated with distortions in a partially reformed economy.
Reducing the concentration of economic rents weakens the incentives for private sector actors to
invest the considerable costs, in terms of money, time, and influence, necessary to engage in
state capture. At the same time, the processes of deregulation and limitation of the powers of the
state to intervene in the economy reduce the range of laws, regulations, and policies that are
potentially "for sale."
The progress of both political and economic reforms is in itself partly an outcome of the
level of state capture in a given country. Those with the power and resources to capture the state
can have a vested interest in preventing reforms that threaten their influence or eliminate the
economic distortions on which their concentrated private gains are based.20 As a result, partial
political and economic reforms appear to generate state capture which, in turn, weakens the
power and capacity of the state to pursue such reforms further. This accounts for the difficulty of
emerging from state capture once it takes hold. But it also suggests that when political will has
been marshaled through critical elections, through the entry of new collective actors into the
political and civil arena, and through exogenous pressures and opportunities, progress in political
and economic reforms has had a powerful impact in reducing state capture.
The Redistribution of Assets
In addition to the simultaneous processes of creating new political and economic
institutions, a key characteristic of the transition has been the massive redistribution of assets
from social ownership to private ownership. It is perhaps this redistribution, highly concentrated
in time, that has provided the strongest incentives for capturing the state in the transition
countries. By capturing the state in the process of privatization, private actors sought to
transform their de facto political influence into de jure ownership stakes that would secure their
advantages in the emerging market economy. Numerous examples exist in all countries in
transition where ownership or control of key state assets was transferred through nontransparent
means to those with political influence; corruption has played a key part in this process.
Perhaps the most prominent example of nontransparent privatization in the region has been
the loans-for-shares scheme, which was implemented in Russia in the fall of 1995. According to
this scheme, the Russian government obtained short-term credit from major Russian banks using
its shares in Russian enterprises as collateral. When the government defaulted, the banks were
able to keep the shares. The implicit prices on these shares were well below their market value.21
Nontransparent privatization has not only been a problem in Russia and the CIS
countries. In October 1994, the head of the Czech privatization agency was caught taking a bribe
equal to about US$300,000 in connection to the sale of a dairy.2 2 In Hungary, eight of the ten
members of the privatization agency were forced to resign in October 1994, following
allegations of corruption in the sale of formerly state-owned enterprises.
Unfortunately, there is little systematic research on the conditions that make particular
methods of privatization more or less vulnerable to corruption.23 Early in the transition, many
observers believed that mass privatization offered governments a simple and transparent
mechanism for transferring the bulk of state assets to the general population. Despite the
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simplicity of the method, enterprise managers were often able to manipulate the market value of
their firms or exploit weaknesses in institutional arrangements for shareholder protection in order
to be able to retain control. These methods included illegally threatening workers who sold
shares to outsiders and issuing new shares in order to dilute the power of outsiders.24
Privatization through a case-by-case method, while complex and time-consuming, has
allowed some countries to structure the sale of the assets to avoid some of the problems
associated with state capture, though this method has also been open to abuse. Large
privatizations are vulnerable to corruption whatever the method employed, as the experience of
advanced countries frequently demonstrates. Recognizing this temptation, some governments,
such as Romania, have delegated responsibility for organizing privatization to internationally
recognized investment firms.
The Role of Foreign Investment and Assistance
It is often suggested that inflows of foreign direct investment (FDI) can help reduce
corruption by importing higher standards of corporate behavior with potentially powerful
demonstration effects in local markets.25Others argue, in contrast, that FDI can increase the level
of corruption as foreign actors use bribery and other forms of influence to penetrate new markets
where they lack existing contacts and networks.
Figure 3.7 depicts the relationship between FDI and corruption using data from the BEEPS
surveyr Firms are divided into three groups: (i) domestic firms with no FDI; (ii) firms with FDI
headquartered in the domestic market; and (iii) firms with FDI headquartered overseas. The
charts depict the propensity of each of these firm types across the region to pay bribes for
administrative corruption and to engage in state capture through bribery to influence laws,
decrees, and regulations. FDI firms headquartered in the local market face similar levels of
administrative corruption as domestically owned firms and are just as likely to engage in state
capture.2 7 However, FDI firms headquartered abroad do report substantially lower levels of both
state capture and administrative corruption.
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Figure 3.7. Foreign Direct Investment and Corruption
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A closer inspection of these relationships within different groups of countries reveals that
FDI appears to have a very different impact in different environments. Figure 3.8 shows that in
countries with high levels of administrative corruption and state capture, FDI firms with
domestic headquarters are substantially more likely than domestic firms to engage (or be
compelled to engage) in both forms of corruption. In other countries, all forms of FDI are
associated with less corruption. The negative impact of FDI in domestic firms is particularly
striking in a number of high capture countries-such as Azerbaijan, Georgia, Latvia, Moldova,
and Ukraine-where these firms are more than twice as likely to engage in state capture than are
non-FDI firms. While foreigners might be inclined to invest in sectors and firms that are prime
targets for corruption, this result raises doubts that foreign direct investment imports higher
standards of corporate behavior with the ability to influence practices in high corruption settings.
Many of the high-corruption countries are in the CIS, where the institutional arrangements for
corporate governance are especially weak.28 Thus, to the extent that foreign investors in
companies with domestic headquarters seek to curb corrupt practices, they may not have
sufficient instruments in the CIS for influencing the behavior of managers.
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Figure 3.8. Foreign Direct Investment in High-corruption Countries
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Foreign aid might be subject to similar dynamics. A recent comparison of countries
worldwide (unfortunately excluding countries in transition) indicates that foreign aid can induce
29
corruption, as competing social groups use corruption to extract benefits from this aid.
Countries in transition are also vulnerable to this problem, especially where institutions for
public resource management are most seriously underdeveloped.
Vicious or Virtuous Circle?
The process described in this chapter suggests that institutional and economic legacies had
a profound impact on initial choices of political institutions and on the pace and substance of
economic reform. In countries with weak institutions and strong incentives for corruption,
restraints on the abuse of public office were insufficient to check the emergence of state capture
and administrative corruption. In countries with more favorable legacies, these problems are still
present, but are less severe.
Figure 3.9. Variation Within and Between Sub-regions
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The institutional and economic legacies inherited from the past are important for
understanding current levels of state capture and administrative corruption, but this does not
imply that these levels are pre-determined by such legacies. The standard geographical
categorizations of transition countries actually mask wide variation in corruption levels as
demonstrated in Figure 3.9. While the initial conditions discussed in this chapter explain some of
this variation, a large share cannot be attributed to past legacies, suggesting that other factors,
such as the rise of effective leaders and strategic policy choices, have a major impact on the
nature and extent of corruption.
Yet countries can get trapped into a vicious circle, in which partial political and economic
reforms become self-reinforcing. Limited reforms enable private interests both in and outside the
state to shape policymaking to their personal advantage, which in turn reduces the likelihood of
further structural reforms. Economies trapped in this vicious circle suffer devastating economic
consequences.
The tenacity of this trap depends on the underlying incentives for reform in a country.
Countries in which civil society is repressed, political competition is constrained, and
institutional restraints within the state are limited generally face weak internal pressures for
reform. Countries which are less reliant on foreign aid or are not candidates to join international
bodies such as the EU or WTO face fewer external pressures for reform. Such countries could
face a "partial reform trap" unless the political will to break the stranglehold of vested interests
on the reform process is marshaled.
Can countries also become locked in a virtuous circle? We cannot emphasize too strongly
that no country in transition is sufficiently developed to be immune to problems of corruption; in
fact, no country in the world is immune. Even the most advanced transition countries remain at
risk of backtracking as increasingly influential private sector interests seek to shape the
remaining agenda of structural reform to their own advantage. Yet the proper institutional
reforms and policy choices are mutually reinforcing and can have a demonstrable impact in
reducing corruption levels, as a number of countries have already shown (see Chapter 6).
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Murrell, Dunn, and Korsun (1996) developedthis concept to describe the processof economicliberalizationin
Mongolia.
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Underpinningthis analysis is a series of firm-level regressions, in which state capture and administrative
corruptionare explainedby firm, industry,and country characteristics.These characteristicsinclude: (i) the size,
ownershipform,and age of the firm; (ii) dummyvariablesdescribingthe industryof the firm and its membershipin
a businessassociation;and (iii) variablesmeasuringinstitutionallegaciesof a country,such as the naturallog of the
numberof years it was a state in the last century,a dummy variableindicatingwhetherit was a memberof the CIS,
a dummy variable indicatingwhether it had been part of the HabsburgMonarchy,a dummy variable indicating
whether it was centrally planned (as opposed to labor managed or market socialist), an index of political
liberalizationat the onset of transition, an index of economicliberalizationat the onset of transition,a dummy
variableindicatingwhetherit was resource-rich,and more.Generally,thosevariablesdescribedby the figures in the
text were those that were significantand robust to many different specifications.Surprisingly,a dummy variable
measuringwhethera countryis in the CIS was usefulin explainingadministrativecorruption,but not state capture.
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1.
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Djankov and Murrell (2000).

29

See Svensson (1998).

Chapter 4: A Multi-prongedStrategyfor CombatingCorruption

To be effective, efforts to reduce corruption must move beyond a narrow response to its
immediate manifestations to a broader approach of addressing its underlying causes. The
preceding chapters have demonstrated the complex mix of historical legacies, institutional
factors, and policy choices that have influenced the incidence of state capture and administrative
corruption across the region. Dealing with these problems will require a multi-pronged strategy
tailored to the specific pattern of corruption in each specific country.
To date, anticorruption programs have largely focused on measures to address
administrative corruption by reforming public administration and public finance management.
But with the increasing recognition that the roots of corruption extend far beyond weaknesses in
the capacity of government, the repertoire has been gradually expanding to target broader
structural relationships, including the internal organization of the political system, the
relationship between the state and firms, and the relationship between the state and civil society.
Figure4.1.Multi-pronged
Strategy:AddressingStateCaptureand Administrative
Corruption
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Experience has demonstrated that there is no single model to determine how these
relationships should be structured to minimize the risks of corruption. Indeed, a wide range of
diverse models is available from contemporary practice and historical experience. Though the
methods may differ across countries, the goals are the same: enhancing state capacity and public
sector management, strengthening political accountability, enabling civil society, and increasing
economic

competition.
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This chapter defines and describes five key building blocks of an anticorruption strategy,
illustrated in Figure 4.1. The next chapter shows how the strategy can be tailored to countries
confronting different profiles of corruption.
Increasing the Accountability of Political Leaders
The first block consists of actions that can be taken to increase political accountability.
Political accountability refers to the constraints placed on the behavior of public officials by
organizations and constituencies with the power to apply sanctions on them. As political
accountability increases, the costs to public officials of taking decisions that benefit their private
interests at the expense of the broader public interest also increase.
Accountability rests largely on the effectiveness of the sanctions and the capacity of
accountability institutions to monitor the actions, decisions, and private interests of public
officials. Transparency via public

scrutinyhas proven to be one of the most

Box 4.1: Disclosuresof Conflictof Interest

powerful forms of monitoring public

officials. Such transparency can be
fostered by a number of measures,
including: opening sessions of the,
parliament,government,and the courts to
the public; registeringlobbying activities;
and publishing the voting records of
parliamentarians, annual reports of
governmentbodies, trial records, and the
decisions of judges. Among these,
effective laws on disclosureof conflict of
interest, including the receipt of gifts and
other benefits received from private
sources, are particularly lacking

Lawmakersand policymakersin countries liable to state
capture are uniquely vulnerableto conflicts of interest.
Laws designed to prevent decisionmakingin a situation
of conflict of interest typically require state officials to
declare their assets and may also regulate the receipt of
gifts by public servants. Such laws feature in many
countries, including Albania, Czech Republic, Estonia,
Georgia,Latvia, Lithuania,Poland, and Russia, but vary
widelyin the effectivenessof their implementationand in
the extent to which they require public access to the
information contained in declarations. Latvian law
reinforces the incentives created by disclosure by
penalizing illicit enrichment of officials who cannot
justify possession of assets in excess of their normal
sources of income. Lithuaniahas successfullyused the
asset declarationlaw to remove corrupt public officials

throughout the region (see Box 4.1). To fromoffice.
be fully effective, however, such laws
need oversight and implementation bodies. Public access to information on the interests of high
public officials, as found in Georgia and Latvia, can reinforce the impact.
Effective sanctions on politicians can be enhanced most effectively through a meaningful
degree of political competition in the electoral process. Such competition increases the likelihood
that alternative candidates and parties will seek to expose corruption in government or hold
politicians accountable for the poor performance associated with high levels of corruption. The
issue of corruption has been a key factor in elections across the region in such countries as
Bulgaria, the Czech Republic, Latvia, and Poland, among others. However, excessive political
competition can become a destabilizing factor if it leads to fragmentation of the political system
or if it undermines the legitimacy of existing state institutions. This is most likely to occur when
political parties are organized largely around rival ethno-linguistic groups with competing claims
to the definition of the nation-state, as in Bosnia and Herzegovina. Excessive political
competition can undermine state capacity and thus create conditions especially conducive to
administrative corruption, but conducive to state capture as well.
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Political competition is most effective in promoting accountability when it is channeled
through organizations that provide broad constituencies with vehicles-such as mass-based
political parties and interest groups-to express their collective demands to political leaders.
While mass-based political parties are gaining credibility in CEE, in many other transition
countries they remain unstable and tenuously linked to broad constituencies. This exacerbates
politicians' dependence on powerful firms and financial interests-sometimes outside the
country's borders-for sources of financing and on electoral tactics such as vote-rigging,
intimidation, and acquiring a monopoly over election coverage by the media. It is imperative that
political parties be held to the same standards of accountability as those described above.
Effective, well-monitored rules on political party financing are of particular importance (see Box
4.2).
Accountability mechanisms need not be entirely based on external constituencies and
competitive pressures. Indeed, in certain contexts, such mechanisms can also be created within
government bureaucracies by establishing ethics codes, regulations on lobbying, disciplinary
committees, prohibitions on conflict of interest, and mandatory disclosure of income and assets.
Ensuring credible sanctions and effective internal monitoring of bureaucratic behavior is critical
to the success of such an approach.
Strengthening Institutional Restraints
The institutional design of the state can be an important mechanism in checking
corruption, in particular, the effective development of institutional restraints within the state most
effectively achieved through some degree of separation of powers and establishment of crosscutting oversight responsibilities among state institutions. Effective constraints by state
institutions on each other can diminish opportunities for the abuse of power and penalize abuses
if they occur. An independent and impartial judiciary is often the most important constraint, as
the existence of genuine legal recourse underpins the credibility of other institutions of the state
and allows these institutions to be credibly challenged when needed.
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Box 4.2: Political Party Financing: Experience And Mechanisms'
Experience worldwide shows the immense difficulties of installing an effective system of party funding that will not
be open to abuse. Many countries have experienced malpractice in public procurement that provided kickbacks for
party funding, as well as a plethora of other improper channels involving state-owned enterprises, privatization, and
the leverage afforded by appointments and control rights at all levels of government. However, international
experience also shows that regulation of party funding can be effective if well-designed, backed by effective
sanctions, and accompanied by a parallel diffusion of appropriate ethics and norms. Ultimately it is committed
politicians and citizens who have asserted the principles that should govern party financing and have driven through
new laws and regulations. These rules need oversight, enforcement, and monitoring. This requires reliable judges or
electoral authorities and an active investigative press. In some cases, the shame-and electoral consequences-of
political exposure have proved effective. There is no single prescription for success, as party financing rules have to
operate in an environment of institutions and degrees of rule-respect that varies across countries, but many countries
have found a selection of the following mechanisms to be helpful.
*

*
*

*

*

*
*

Leave a paper trail. Ensure that all donations and other sources of party revenue are made public, that donors
and the amounts of their donations are identified in the public record, and that candidates disclose links to
lobbyists, as well as sources, types, and amounts of support, both before and after elections. Expenditures and
their purposes should be similarly published and available for audit.
Ban the use of state resources for political purposes. Parties in government should not use state funds, postal
services, cars, computers, or other assets for political purposes or in election campaigns.
Limit expenditures. Make party politics as inexpensive as possible. Usually the demand exceeds the supply of
funds, leading to a search for funding that may breach legitimate frontiers. There is a lot to be said for reversing
this relationship by mechanisms used in a large number of Western European and other countries: (i) allocating
free time slots on TV and radio to qualifying political parties, with no additional time allocation permitted; and
(ii) imposing legal limits on spending, with actual expenditures subject to audit and to effective sanctions in the
case of breaches of the limits.
Consider public funding. Many countries have established partial public funding, recognizing that political
parties play a public interest role: they make an essential contribution to political contestability and the
decentralized expression of diverse values and interests. Public funding reduces the scope for private interests to
"buy influence" and can also help reinforce limits on spending, because of the electorate's resistance to
excessive public expenditure.
Build public service neutrality. Ensure that the public service is politically neutral and that public servants are
neither allowed nor required to make contributions to political parties as a way of obtaining public sector
employment. This will contribute to a meritocratic public service that will resist party bias and will encourage
decisionmaking in the public interest.
Limit types of donors. Some countries have outlawed donations from both public and private sector companies,
such as France since 1995, or foreign donations.
Ensure oversight. Set up an authoritative and independent Electoral Commission or Court to be responsible for
the integrity of all issues regarding party finance and electoral rules. Such commissions have been set up in
Canada, India, Ireland, and South Africa.

The institutional arrangements governing the distribution of the legislature, executive,
and judiciary vary across Central Europe and the CIS. Most CIS countries have presidential or
semipresidential systems, while most countries in Central Europe have parliamentary systems,
within which the balance of power varies considerably. In principle, devolution of powers from
the central to subnational levels of the state could also contribute to institutional restraints. But
experience within the region indicates that decentralization in the absence of effective capacity
and accountability often increases vulnerability to corruption. In many countries of the region,

corruption at the subnational level has become a particularly serious problem.
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Audit organizations can also have an important role. A good-but rare-example is
Poland's Supreme Audit Chamber, which investigates and publishes reports on abuses in
procurement, management of public assets, and other diversions of public funds. For full
effectiveness, State Audit Offices should be backed by parliamentary committees that review and
follow up on their reports. By contrast, watchdog enforcement agencies have a mixed record and
have too often been subject to capture themselves. A condition for their effectiveness is the prior
establishment of a core of strong, independent, and credible professionals in the judicial,
prosecutorial, and police arms of the state.
A frequent complaint is favoritism of the state in cases brought by citizens. Box 4.3
describes mechanisms to prevent and resolve disputes between citizens and the state.

Box 4.3: Transparency and Recourse in AdministrativeDecisionmaking
Governmentdecisionsare less proneto corruptionwhenthey are predictable,transparent,and accountable.
Administrativeprocedureslaw providesthe legal foundationfor sound governmentdecisionsby providing
rules for the way government bodies behave. These procedures protect the rights of citizens by
guaranteeingparticipationin governmentdecisions by interestedparties, openness and transparencyof
decisions,adequateresponsesto public inquiries,and the availabilityof recourse.Mechanismsof recourse
include appeal within government bodies, judicial scrutiny, and ombudsmen.Explicit administrative
proceduresallow citizenswho are affectedby administrativedecisionsto know that decisionswill be made
2
accordingto predictablerulesrather than the willof the administrator.
In the context of corruption, one of the crucial differencesbetween CEE and CIS countries involves
differencesin administrativeprocedures.Most countriesin EasternEuropepossessat least basic guidelines
for administrativedecisionmakingand disputeresolution,unlike most in the former Soviet Union. In an
attempt to strengthen public administrationand protect the rights of their populations, a number of
transitioncountriesare developingtheir own administrativeprocedures.Latvia,for example,is introducing
legislationto create a system of administrativecourts dedicatedto the adjudicationof disputes between
citizens and the state. The Latvian governmentconsidersthe introductionof such courts to be integralto
the efficiencyand credibilityof governmentdecisionmaking.

Judicial systems in the region are generally considered to be capable of independent
decisionmaking, although in some countries judiciaries have not yet established effective
autonomy. In others, their capacity for independence is not always matched by performance, and
lower courts are often managed by the Ministry of Justice with oversight provided by the
procuracy.
Raising judicial credibility is a challenging task. Judicial independence is critical but must
not come at the expense of accountability. Reforms specifically aimed at raising judicial
accountability consist of setting and monitoring judicial performance standards and ethical
behavior, introducing greater transparency in relations between judges and litigants, publishing
trial records and judicial decisions, and introducing transparent methods of case assignment.
Private lawyers may also play an integral role in facilitating judicial corruption, by acting as an
intermediary between the judge and the litigant. The enforcement of professional behavior in the
legal professions can be strengthened by professional associations that set and monitor standards
for legal practice and by developing a system of consumer protection.
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Budgets should be aligned with judicial functions. A mismatch between judicial functions
on the one hand and judicial capacity and resources on the other has placed severe limits on the
ability of the judiciary to deliver its services efficiently and honestly. Such a mismatch also
creates an imbalance between demand for and supply of judicial services. In the Slovak
Republic, for example, there have been serious backlogs of company registration applications
and in Poland long delays are common in the registration of land transactions through
underresourced courts. Few courts are specialized in commercial matters. Largely as a result of
the perceived unreliability of the formal institutions, there is a disturbing trend in some countries
for commercial disputes to be settled privately and occasionally by force.
Where budget stringency persists, judicial functions should be trimmed and alternative
modes of delivering these functions should be explored. For example, registry functions can be
assigned to special-purpose bodies; the enforcement of court decisions in the Slovak Republic,
although still regulated, has been partially devolved to the private sector.
Independent prosecution remains a crucial challenge for countries in the region. Often the
legal framework for anticorruption is incomplete or unclear. Because direct evidence of corrupt
acts is often difficult to obtain, many countries have criminalized activities that are often
associated with corruption, such as laundering proceeds from corruption and other crimes. Box
4.4 provides more detailed information on the legal framework for prosecution of money
laundering cases.

Box 4.4: Anti-money Laundering

"Dirty" moneyis "laundered"to make it appear"clean"when illegallyobtainedmoney is transformedso
that it appearsto have comefrom legitimatesources.The seriesof transactionscan be complex,but three
basic steps are typically involved:placing the illicitcash in the bankingsystem, layeringtransactionsto
makeit difficultto trace the funds,and integratingthe illicitmoneywith moneyfrom legitimatesources.
Legislationis neededthat definesmoney laundering,declaresit a criminaloffense,and designatesa state
authorityto receivesuspicioustransactionsreports,maintainand analyzethese data, cooperatewith other
countries in investigationsof financial crimes, and coordinate efforts with international institutions.
Financial institutions should be obliged to review transactions and report suspicious activities to
authorities,and to havewrittenpoliciesand proceduresin place so that the institutioncan be confidentits
customersare not usingit forthe purposeof moneylaundering.
Some countriesin transitionhave anti-moneylaunderinglaws in place, but few enforcethem effectively.
Commonweaknessesinclude:failure to criminalizethe transfer or possessionof money obtainedfrom
illegal activities;failureto obligenon-bankfinancialinstitutions(such as insurancecompanies,securities
firms, investment companies,or cambios) or businesses often used by money launderers (casinos,
bookmakers,garages) to report suspicioustransactions;failureto provide the legal basis for seizure of
proceedsfrom illegaltransactions;and lackof capacityandresourcesto enforcethe law.

Strengthening Civil Society Participation3
As stakeholders in the quality of governance and institutions mediating between the state
and the public, the organizations that comprise "civil society"-citizens
groups,
nongovernmental organizations, trade unions, business associations, think tanks, religious
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organizations-can have an important role to play in constraining corruption. Under
communism, however, civil society was severely repressed. In a few cases, the power of
collective will managed to overcome the repression- a strong trade union movement in Poland
helped create political competition and supported social cohesion through the painful periods of
reform, and civic associations were a feature of other CEE transitions. Yet such organizations
were the exception; early in the transition, and -ven today, NGOs in many countries are still in
the early stages of development or remain as appendages of the state.
More recently, there has been an emergence of greater civil society activism in the
transition countries regarding corruption. Twenty-six civil society initiatives against corruption
in 17 transition countries were surveyed for the purposes of this report. These grass-roots4
initiatives demonstrate the varied role that participation by civil society can play in fighting
corruption. Most of the activities have revolved around three key themes: creating public
awareness about corruption; formulating and promoting action plans to fight corruption; and
monitoring governments' actions and decisions in an effort to reduce corruption. (See Box 4.5
for an example.)

Box 4.5: Givingthe PeopleVoice
The People's Voice Program5 in Ukraine aims to build integrity at the municipal level through strengthening the
voice of citizen groups demanding better governance and services, and by facilitating more responsive public
organizations. Through surveys, information on the problems associated with major services is gathered. This
information is then used by citizen groups to put pressure from below on local leaders to improve service delivery.
The project also supplies technical assistance to municipal agencies that should enable them to be more responsive.
Surveys of households, enterprises, and public officials have revealed a high level of dissatisfaction with the quality
of public services, while also showing that most citizens (more than 90 percent) have never filed any complaints,
believing that this would be fruitless. The survey information has been widely disseminated through the media,
public discussions, conferences, and through NGOs. Initial implementation results are encouraging. The municipal
officials in Ternopil reacted to the survey results by creating task groups to work on the most critical problems
revealed by the surveys. These groups are currently developing proposals to deal with the problems identified. An
interesting initiative has emerged in the city in response to the citizens' demands- Service Centers, a one-stop shop
where citizens can pay for all municipal services. The Service Centers are also proposed to be used for filing and
monitoring the citizens' complaints.

To raise public awareness, organizations have often made use of country surveys on
corruption, service delivery surveys, and diagnostic assessments. Seminars, conferences, and
workshops have helped to publicize information about the patterns and severity of corruption and
to develop action plans. These can include attempts to influence new legislation that will aid
corruption control or to lobby for new institutional devices to prevent or penalize corruption.
Others focus on judicial reform and freedom of information. Advocacy for legal and judicial
reform, business deregulation, privatization, and procurement reform are common themes of
civil society interventions. Some monitoring activities have focused on privatization plans,
procurement reforms, allocation of housing, and legal reforms.
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Civil society is most effective when the government treats it as an ally, rather than an
enemy. In the Slovak Republic, for example, the national chapter of Transparency International
was entrusted with the first draft of the National Program for the Fight Against Corruption and
has regularly been invited to monitor procurements and other state decisions.
The Role of the Media6
Free and open media help check the level of corruption by uncovering and shedding light
on abuses. The greater openness felt by the media since the fall of communism has brought with
it a plethora of stories of fraud, corruption, and criminal activity, making the media perhaps the
most persistent institution in the fight against corruption. Journalists have paid dearly for this: in
the territory of the former Soviet Union alone, more than 200 journalists have been killed in the
line of work as they investigated stories on corrupt officials or criminal gangs.7 Though most
countries of the region now have a free and open press, many factors continue to weaken the
media's potentially powerful contribution to limiting corruption, including: lingering state
controls; conflicts of interest generated by ownership arrangements; and corruption in the media
itself. Legal guarantees to free speech form the foundation of a vibrant media. But the press may
yet be inhibited in other ways, most notably by libel laws and intimidation. In Turkmenistan, the
media are expressly forbidden by law from publishing any sort of criticism against another
person or institution except criticism issued by the president himself. In some countries, violence
against journalists has resulted in strong self-censorship.8
Lingering state pressure even on privately owned media is still a serious problem. In
Croatia, for example, journalists who criticized the regime of former President Tudjman found
themselves faced with surprise tax inspections, shut out of the national distribution monopoly, or
cut off from the national airwaves.9 Similarly, journalists in Ukraine who dig up information
about public officials have reported various forms of state intimidation.10 Government
monopolies on printing, supply of paper distribution, and television signal transmissions
continue in many countries, creating pressures for self-censorship.
The conflict of interest that characterized the old system of state-owned media has in
many instances taken on a new form, as the business interests that are capturing the state also
gain control over the media. While the news business could be a major industry with high profit
prospects, the partisan nature of the ownership structure has limited its growth and development.
An appropriate system of corporate governance within the media would ensure that the editorial
side of the business operated separately from the business and revenue side. Allowing free entry,
particularly of fore,_.1 press if it is non-partisan and competitive, can also help mitigate the
problem of "media capture." Foreign investment in media in the Baltics has helped to create a
highly diverse and competitive media culture. In Russia, where media organizations are often
firmly aligned with concentrated business interests, a Russian language daily was recently
created by foreign investors whose leading marketing angle is the newspapers' independence
from the internecine battles among the so-called oligarchs.'
Some countries, most notably those in Central Europe and the Baltic states, have made
giant strides toward creating a free press, while at the other extreme, many of the Central Asian
republics and Belarus still repress the media. Freedom of the media is highest in countries with
the lowest levels of administrative corruption and state capture. (See Figure 4.212.) A policy of
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openness, formalized in laws guaranteeing free access to information, strengthens tools for
oversight and enlists the media as an ally in controlling corruption.

Creating a CompetitivePrivate Sector
Figure4.2. MediaRepression
The transition period has witnessed a
rapid concentration of economic power,
while strong remnants of the state's capacity
to intervene in the economy, inherited from
Degmtowhih5
the previous command system, have survived
Journalsmarea
in many countries. The privatization process
I5
has been susceptible to manipulation by
powerful state actors, enabling them to gain
control of substantial parts of the economy.
administrative
In many cases, monopolies were privatized in
corruption
nu
state
capture
the absence of regulatory frameworks. The
rapid concentration of economic power was
Source: BEEPS and Freedom House
reinforced by corruptly assigned subsidies,
guarantees, directed net lending, and
corporate tax arrears. Banks that were infiltrated by criminal networks are now the foundation of
money laundering and other scams. Market entry has been hindered by the oppressive
application of start-up rules and inspections; lack of access to bank and equity finance; and
licensing and permit delays that disproportionately penalize small businesses. Inadequate
mechanisms to register asset transactions foster unclear ownership structures, often masking
manipulation by powerful economic and state interests. This combination of concentrated
economic power and bureaucratic control has created a receptive environment for state capture
and administrative corruption. Tackling this concentration of power and reducing discretionary
and coercive intervention constitute the most formidable challenges of the transition, especially
in light of the political constraints (see Box 4.6).
"
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Box 4.6: Challenges of Confronting State Capture in the Energy Sector
Large infrastructure monopolies represent powerful economic interests that are able to exercise considerable
influence over legislation and regulations even in cases where the scope of their activities has been formally reduced.
To cite three examples:
The introduction of foreign investors to the oil sector in Kazakhstan reduced the scope of Kazakhoil's activities.
Despite this, Kazakhoil remains extremely powerful and was able in 1999 to secure changes in the Petroleum Law
that strengthcned its own position in the industry at the expense of making the investment climate in the sector less
attractive to foreign investors.
In the latter part of 1998, there was widespread speculation in Russia that international donors would push for the
break-up of Gazprom as a condition of their further lending to Russia following the August 1998 financial crisis.
Gazprom responded to this by securing passage through the Duma of the Gas Supply Law. This law guarantees
Gazprom's right to continue to operate as a monopoly.
The Russian Govemment made a commitment to enact a pipeline law. Both Gazprom and Transneft have a vested
interest in such a law and succeeded in pushing a draft law through a first reading of the Duma late in 1999. The draft
law contains provisions that are of significant concem to foreign investors and was strongly opposed by the Ministry
of Fuel and Energy. Despite this, the law passed its first reading. Gazprom subsequently realized that certain
provisions in the draft law were also detrimental to its interests and with the change in the composition of the Duma
following the 1999 Russian elections, the law was taken back to the drawing board.

The ability of powerful economic interests to capture the state can be constrained by: (i)
economic policy liberalization; (ii) introducing greater competition, especially in concentrated
sectors, by lowering barriers to entry, requiring competitive restructuring, and clarifying
ownership structures; (iii) regulatory reform at all levels; (iv) a stronger and more transparent
framework for corporate governance; (v) instruments of voice for business associations, trade
unions, and concerned parties; and (vi) transnational cooperation.
Economic Policy Reform.'3 Although significant increases in economic liberalization
have occurred since the onset of transition, many countries still have not significantly
deregulated prices or other aspects of production or trade. For example, in Russia and Belarus,
prices are controlled for several important product categories and public procurement at
nonmarket prices remains substantial. Implicit price subsidies, in the form of tax and utility
arrears, are commonplace in countries such as Georgia, Moldova, and Azerbaijan. Such
interventions provide politicians and bureaucrats with discretionary power that is highly subject
to abuse. Liberalization can help to reduce this discretionary power, but only if reform is
undertaken in a transparent and nondiscriminatory way; otherwise, there is a risk that the reform
process itself will be corrupted.
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Enhancing Competition. Transparency in formulating and implementing economic
policy is crucial to combating corruption, especially in the areas of privatization and regulation.
Most of the state assets that remain to be privatized are large and many are in the natural
resource or infrastructure sectors. Competitive restructuring of these firms prior to privatization
on a case-by-case basis can reduce possibilities for corruption, although political obstacles can
impede this process. Competent agencies to administer law on competition policy, antimonopoly
laws, and unfair trade practices can also help. Competition can also be strengthened by
introducing greater transparency in the ownership structure and operations of firms and banks,
through requirements on financial disclosure and arm's-length relationships, efficient registries,
and better supervision of their operations by independent regulatory bodies.
Regulatory Reform. Proper regulation of utility companies and other industries in
which competition remains imperfect is important to reducing corruption. The establishment of
independent regulatory agencies, both at the central and at the local level where regulatory
capture is most pronounced, can be effective in promoting efficiency and limiting opportunities
for corruption, as long as such institutions operate with transparency (public hearings), simplicity
(well defined, rules-based principles), and accountability (election of regulators or term
limitations). Similar practices for regulating more routine aspects of business operations, such as
registration (one-stop registration) and workplace safety (simple and clear rules for site
inspections), are crucial to limiting harassment of businesses by bureaucrats and promoting new
entry and growth. For all types of regulation, firms should be provided with low-cost methods of
disputing administrative decisions. Box 4.7 outlines the different approaches to business
regulation that have been utilized in three of the most successful of the transition countries.
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Box 4.7: Regulatory Reform in Hungary, Poland, and the Czech Republic
The experience of Hungary, Poland, and the Czech Republic in reforming their economic regulations demonstrates that
improved regulatory performance is not exclusively a function of reducing the number of regulations in force. Clear
rules defining when government intervention is appropriate as well as improvements in the quality of regulatory
instruments are critical in establishing effective regulations that are enforced in accordance with the rule of law.
Hungary has focused on improving the quality of its regulations and on eliminating unnecessary regulations.14
Although nearly two-thirds of its firms are still required to obtain licenses in order to operate, the government ranks
high in the quality of its operations, placing first out of 20 transition countries in the EBRD Governance Index. While
Hungarian entrepreneurs display confidence about their relationship with government officials (only one-quarter of
firms doubt the security of their property rights), ensuring the transparent and consistent application of official
requirements will remain a critical challenge in the coming years, especially as functions shift to local governments.
Poland's efforts to improve its regulatory environment have focused on establishing explicit rules to define when
economic regulation is appropriate. The first step to reduce the role of government was taken in 1988 with passage of a
liberal Law on Economic Activity. Over the next ten years, the absence of clear principles or criteria to guide
government intervention led to the gradual but steady growth of licensing and permits requirements. By 1997, permit
and licensing procedures were identified by entrepreneurs as the greatest obstacles to business operations.15 Poland's
leadership in the region in terms of private sector expansion and public sector contraction was being subtly undermined.
With the second Law of Economic Activity, passed in 1999, the parliament has now sharply reduced the number of
activities subject to licensing and created a comprehensive approach to licensing and permit requirements. Poland now
faces the challenge of adapting its rules for creating and implementing regulations to bring them into accordance with
its enacted regulatory principles. Distortions at the subnational government level in the implementation of licensing and
permit rules, especially relating to land and construction, will also need to be tackled.
The Czech Republic began the transition period with a deep ideological commitment to giving free rein to market
forces. The government sought to remove or limit regulations even in those areas where government involvement is
usually seen as essential, such as in the securities market. In response to repeated crises, the present government is
defining a more activist role for government, but little attention has been given to improving regulatory quality or to
creating clear principles concerning government intervention in the economy. Regulatory expansion is occurring
without sufficient attention to enhancing transparency and accountability. The problems caused by the successive
approaches to regulation are evident: fully 50 percent of respondents doubt the security of their property rights and
entrepreneurs believe that crime and corruption are their most serious obstacles. The Czech Republic's current
predicament demonstrates that regulatory reform requires the creation of effective regulatory institutions and a
framework of market rules as much as it requires the elimination of unnecessary rules.

Corporate Governance.' 6 Weak institutions for corporate governance not only result in
inefficiency, they encourage corruption. Poorly governed managers often use their positions to
extract favors from the state which they can later expropriate, rather than reinvest into
restructuring their own firms, to avoid sharing their gains with other stakeholders. Corrupt
behavior is often difficult to detect, especially in countries where transactions are obscured
through the use of barter and other money surrogates as the means of payment. A wide array of
corporate governance reforms have proven effective in curbing both incentives and opportunities
for corruption, including: public disclosure of share ownership and cross-holdings; strong
penalties for insider trading and pyramid schemes; the appointment of outsiders to boards of
directors; the introduction of regular, published independent audits of financial accounts based
on standardized rules; the establishment of an effective legal framework for the exercise of
creditors' rights; and the strong enforcement of ethical standards. Box 4.8 provides an example
of ethics reform in firms in transition countries that was achieved through collective action
within the business community.
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Box 4.8: Business Ethics
Business associations in some EU-accession countries, such as the Czech, Hungarian, and Polish Business Leaders
Forums, have focused on strengthening ethics codes. There have also been a number of business-led efforts in
Russia to improve standards of corporate behavior. A small management consulting company in St. Petersburg,
Sovereign Ventures, prepared a Declaration of Integrity in Business Conduct requiring signatory companies to adopt
a "no-bribe" pledge. More than 100 companies have so far signed the Declaration. In St. Petersburg, the Association
of Construction Companies has expelled nine companies for violating their rules of ethical conduct, which cover
"unfair" practices such as failing to fulfill building contracts.

Business Associations. A challenge
for countries in transition is to find ways in
which diverse private interests can compete
with one another in an open and transparent
way. One mechanism, often overlooked in
transition countries, is the use of collective
legitimate
as
associations
business
instruments to represent collective interests
in the formulation of law and policy. As
shown in Figure 4.3,17 countries in which
firms can find expression in legitimate
collective associations are less likely to suffer
problems of capture and administrative
corruption.
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Transnational Cooperation. Foreign direct investment does not always import higher
standards of corporate behavior into transition countries, especially those in which state capture
and administrative corruption have already reached high levels.18 Indeed, corruption in
international trade, especially bribery of licensing and customs officials, is one of the most
common and costly forms of corruption, resulting in the loss of billions of dollars each year in
fiscal revenues in countries in transition. Proceeds from corruption often end up in foreign bank
accounts or are laundered through foreign banks. The international community has mobilized to
develop instruments against transnational corruption. As described in Box 4.9, a number of
international conventions that have the aim of intensifying and harmonizing the detection and
punishment of transnational corruption, and which have potential importance for countries in
transition, are available for signature.
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Box 4.9: InternationalCollectiveAction
Council of Europe Criminal Law Convention on Corruption (European Treaty Series No. 173;
http://conventions.coe.int).
Openfor signatureon January27, 1999,the Conventionrequires signatoriesto makethe
followingpractices criminal offenses:bribery of public officials,trading in influence,launderingof proceeds of
corruption, and other common forms of corruption. The Convention also provides for the investigationand
prosecutionof corruption,protectionof personscollaboratingwith investigatingor prosecutingauthorities,and the
adoptionof measureson gatheringevidenceand confiscatingproceeds.It providesfor internationalcooperationmutualassistance,extradition,and the provisionof information-in the investigationand prosecutionof corruption.
A novelelementof this conventionis activemonitoringby the Groupof StatesagainstCorruption(GRECO).
Council of Europe Civil Law Convention on Corruption. (European Treaty Series No. 174;
http://conventions.coe.int).
Open for signatureon November4, 1999,this Conventionis the civil law counterpartof
the Councilof Europe'sCriminalLaw Conventionon Corruption.It is the first attemptto definecommonprinciples
and rules at an internationallevel in the fieldof civil law and corruption.
The OECDConventionon CombatingBribery of Foreign Public Officialsin InternationalBusiness Transactions
(http://www.oecd.org/daf/nocorruption).
Patterned on the longstandingU.S. Foreign Corrupt Practices Act and
effective on February15, 1999,this Conventioncommits34 signatorycountriesto adopt commonrules to punish
companiesand individualswho engage in bribery. The Conventionmakes it a crime to offer, promise, or give a
bribe to a foreign public official in order to obtain or retain business.A related text effectivelyprohibits tax
deductibilityfor bribe paymentsmade to foreign officials.Twenty countrieshave already changed their domestic
laws in accordancewith the Convention.
The Councilof Europe Conventionon Laundering,Search, Seizureand Confiscationof the Proceedsfrom Crime.
This Conventionrequires parties to the agreementto ensure that domesticlaw permitsthe seizure of property and
bank records or transactiondocumentsconnectedwith suspectedcriminalactivity,and criminalizesthe acquisition,
possession,concealment,or transfer of property one suspects as being involved in criminal activity. It further
obligessignatorystates to enforceconfiscationorders madeby a court of anothersignatorystate, and to designatea
centralauthorityresponsiblefor the communicationwith,and executionof orders of, other signatorystates.
The E. U. CouncilDirectiveon Preventionof the Useof the FinancialSystemfor the Purpose of MoneyLaundering.
This Directive requires member states to stop transactionsin which money launderingis suspectedand obliges
financialinstitutionsin their countriesto obtainidentitydocumentationfrom clientsbeforeopening accountsand to
provide evidenceof suspicioustransactionsto authorities.

Reforming Public Sector Management
A fifth building block consists of reforms in the internal management of public resources
and administration to reduce opportunities and incentives for corruption. Reforming public sector
management and public finance requires: instilling meritocracy and adequate pay in public
administration; clarifying governance structures; enhancing transparency and accountability in
fiscal management; and policy reforms in sectoral service delivery. In most cases, greater public
oversight can play a key role in the reform process.
In part due to the legacy of the nomenklatura, the practice of political patronage in public
administration continues to be an important source of corruption in transition economies.
Political patronage can be a source of accountability to the patron, but it can also undermine
continuity and the development of standards, institutional values, and memory in the public
sector. This opens the way to conflict of interest, misprocurement, and theft of public funds. The
short-term and uncertain nature of many political appointments also decreases the time horizons
of public sector workers, creating incentives for predatory behavior.
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A first step in reforming public sector management is to eliminate patronage by
instituting meritocratic systems for appointment, promotion, and performance evaluation and,
where feasible, establishing an independent civil service oversight body. Poland, Latvia, and
Kazakhstan are now starting down this path. In parallel it will be important to increase salaries,
relate them to skill and responsibility, and regularize the extensive nonsalary benefits that
provide broad scope for discretion and corruption. This applies especially to CIS countries where
average monthly salaries are often less than US$30, although there are a host of ad hoc and
uneven noncash allowances. Poland and Georgia, for example, allowed higher salaries for public
servants who successfully cleared competitive examinations but fiscal and political constraints
have prevented other countries from undertaking such reforms.
Review of governance and functional structures in ministries and agencies should also be
a high priority. Especially in the CIS countries, administrative restructuring needs to focus on
separating regulatory and economic functions. Some administrations have moved central
government functions into quasi-private-sector structures. These structures blur the lines of
policy direction and accountability and also create an unnecessarily large number of highly paid
supervisory jobs which can serve to multiply political contacts and opportunities for pay-offs.
Off-budget agency funding contributes to budget fragmentation and lack of transparency. There
is also a small but important category of agencies, such as the committee on statistics, that should
not be subject to political direction and whose independent functioning needs to be safeguarded..
Such agencies need statutory protection, elimination of party political appointments, professional
management, and freedom from political interference.
To improve transparency and accountability in fiscal management it is crucial to ensure
full budget coverage and control. Both CEE and CIS countries (e.g., Azerbaijan, Latvia, and
Poland) divert substantial resources into off-budget accounts that typically lack oversight and
transparency. These off-budget transactions take different forms, from extra-budgetary funds to
lack of integration of investment planning and external financing into the budget. In the Czech
Republic and several other CEE countries, a further challenge is the significant magnitude of
contingent liabilities stemming from nontransparent off-budget commitments.
Another challenge is to institute the key elements of a functioning budget system that
ensures accountability. Budget formulation is often flawed by ambiguity between executive and
legislative roles, poor parliamentary processes, lack of strategic policy coordination and
consultation, and inability to impose trade-offs at the executive level. Expenditure projections
lack a medium term perspective and revenue forecasts are unrealistic, leading to ad hoc and
nontransparent adjustments during budget execution. Expenditures on defense and internal
security tend to be even less transparent and accountable than other expenditures. Unclear
appropriations and unreliable disbursements often leave public managers unable to deliver
reliable services. They also undermine the accountability of budget managers and undermine
monitoring and evaluation. Progress is being made but it has been slow and sporadic.
Reforms to promote greater accountability and control over budgetary expenditures require
robust accounting and auditing and a strong budget execution process. Treasury systems are
crucial here, and a challenge in many CIS countries and some CEE countries is to bring the bulk
of public expenditures within the accounting and reporting framework of treasury systems.
Investment in information technology-seen in the treasury, accounting, and audit systems in
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Russia and Kazakhstan-needs to be well grounded in broader institutional reforms. Transparent
and competitive procurement is essential to prevent corruption from inflating public expenditure.
In this context, web-based procurement can be a valuable aid to transparency.
The effectiveness of external and internal audit entities varies greatly. In some countries
such as Kazakhstan and the Kyrgyz Republic, the external audit entity is constitutionally
dominated by the executive, thus limiting its independence and credibility. To be effective in
reducing corruption, external audit must be independent and equipped with strong auditing and
diagnostic skills, moving beyond individual fault to target systemic weaknesses. Internal audit
also needs to be developed further. Parliamentary and public oversight needs to be strengthened,
with public dissemination of audit findings and scrutiny by Parliamentary Audit committeeswhich too often do not exist.
Corruption in customs and tax administration lowers state revenues, creates a distorted
private sector environment, and is often linked with smuggling and organized crime. Reforms to
simplify tax policy and eliminate discretionary exemptions help, as do professional staff,
standardization of forms and procedures, and transparent systems such as the use of
computerized risk analysis at the borders. It is important to eliminate one-on-one contact
between taxpayers and officials and ensure that operating and management systems are efficient
and easily monitored, including through periodic taxpayer surveys.
Finally, administrative corruption can be profoundly damaging to the level and quality of
service delivery across key sectors. It is often deeply rooted in distorted policies, as illustrated in
the energy and health sectors. Corruption, for instance, plagues the interface with customers and
lies behind the low collection rates reported by many electricity, gas, and district heating
companies. In Azerbaijan, the state-owned Baku Electricity Company reports a household
collection rate of 12 percent despite employing 1,000 payment collectors. Sale of the distribution
company (Armenia, Georgia, Moldova, Poland, and Ukraine), or privatization/management
contracts (Albania, Azerbaijan, Bulgaria, Estonia, Latvia, Romania, and Russia) can help, as
long as tendering and contracting processes are transparent and contract execution can be
monitored. Reducing noncash transactions including barter and arrears offsets can also reduce
private rent-seeking, as noncash exchange at artificially inflated rates is a standard method of
extracting private gains.
Health services are characterized by interdependence of supply and demand, asymmetric
information, gatekeeper power, divergence between public and private interests and incentives,
and other characteristics that provide fertile ground for corruption. Patients, especially the poor,
are in a uniquely weak position to counter these difficulties. Remedies include a set of reforms in
health care financing, together with complementary measures to reallocate resources to priority
areas, reduce waste in the health system due to malpractice in the procurement of equipment and
pharmaceuticals and a variety of other abuses, and strengthen the professionalism and pay of
health care personnel. Most importantly, health care systems require basic oversight and
accountability (see Box 4.10).
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Box 4.10: Tackling Informal Payments and Structural Reforms in the Health Sector
Informal payments in the health sector in CEE and CIS are a frequent and growing practice and an impediment to
health care reform. Survey data in 1999 show that informal payments for inpatient care were about US$160 on
average per visit in Kazakhstan. In the Kyrgyz Republic these payments had to be made in about 85 percent of
visits. Solutions to the increasingly entrenched practice of informal payments will need to reach deeply into the
structures of the sector and society:
Governments must make clear that side payments and other "off-budget" exchanges between public
*
employees and citizens are unacceptable and not to be tolerated. Without a clear policy framework that clarifies the
government's position regarding informal payments, it is difficult for a single sector, such as health, to do so.
National perceptions can also be at odds with policy in the health sector. For example, despite national policy
against informal charges, the recently revised Code of Ethics of the Hungarian Medical Association does not
condemn such practices, making them extremely difficult to root out.
Existing public health systems are bloated and inefficient. In an effort to retain the largesse of the past in the
*
face of budget constraints, there has been a bias toward maintaining past facilities without culling assets, personnel,
or services to maximize resource use. The result is a high level of fixed assets alongside inadequate funding for
salaries and equipment, leading to alternative sources of funding among front line providers. Closing down
redundant hospital capacity and reducing overstaffing should offer the opportunity to reduce costs and raise the
salaries of remaining doctors and other medical personnel. In the Czech Republic and Slovenia the number of
physicians has declined somewhat (although further reductions are needed) and their earnings have exceeded or kept
pace with growth in overall wages; side payments to physicians now appear less common than in the other countries
in Eastern Europe. Higher earnings may offer a possible, partial solution at least in some settings. However, this is
unlikely to be a solution in itself. Effective strategies could include voluntary severance pay schemes and
establishment of loan funds to encourage the development of private medical practice, alongside the introduction of
medical standards and disallowance of outdated medical practice by those unable to master basic skills.
Governments need to be aware that comprehensive, free services cannot persist in a budget-constrained
*
environment. In addition to contracting capacity and raising salaries there needs to be an acknowledgement that
government cannot afford everything that is in place. This means either that the scope of services and fixed assets in
use need to be reduced and/or that users be required to cover the costs of some aspects of care.
Health systems require oversight and accountability for all providers with swift punishment for transgressors.
*
Performance is both hard to measure and a new concept in health care. However, achieving a more affordable, fair,
and equitable system requires that relative performance be assessed and that performance benchmarks be set and
providers held accountable for results. Fundamental to this are use of acceptable accounting standards, procurement
rules, and ex-post auditing of hospital accounts combined with tools to ensure that hospital managers comply with
national policies regarding informal payments. Experience shows that the development of professional medical
associations and peer review can help raise standards. Policy statements in the absence of monitoring and
enforcement has proven and will continue to be ineffective in reducing the prevalence of informal payments.
Private services are increasingly being seen as alternatives. The weakness of public health services has led to
*
a search for alternative care, but much of the "private care" is currently either financed partly by government or uses
public infrastructure and equipment to treat private patients. For many countries, especially the poorest, rationalizing
and raising standards in public health services will remain the highest priority. Development of genuinely private
health services will require a framework to regulate and monitor the quality, reliability, and cost-effectiveness of
care, determine issues relating to access, and provide transparent criteria for licensing and monitoring private health
insurance funds.
Based on Lewis (2000).

Decentralization of service delivery can in principle make the state more responsive to
the needs of the people and to improve service delivery. However, in countries where the
accountability and capacity of subnational governments is weak and there are few safeguards
against the manipulation of municipal assets and enterprises for the private gain of local officials,
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decentralization can actually increase corruption, bias resource allocation, and adversely affect
access and quality in basic social services. This has occurred in parts of Central Asia, the
Caucasus, and Baltics. In many CIS countries, improving accountability at the local level for
local expenditures and to the central government in cases where expenditures are only
administered by the local level (deconcentration) is a necessary first step. Reform efforts should
strongly focus on creating regional/local capacity in financial management and auditing, before
(or while) the decentralization process gets underway.
In parallel with reforms in sector policy and institutions, strengthening public oversight
over the quality of service delivery can promote improvements in certain contexts. In Armenia,
Latvia, and Albania, civil society groups have initiated periodic user surveys of service delivery,
published findings, and ranked public entities according to their efficiency, integrity, and
adherence to service standards. This has provided a powerful impetus for internal reorganization
to realize efficiency gains, develop performance standards, and sow the seeds of transformation
from a command and control orientation to one of service delivery and accountability.
The Multi-pronged Approach
Taken together, the five building blocks of a multi-pronged approach to combating
corruption might appear overwhelming as they entail significant changes in the structure of
existing economic and political institutions, in the nexus of relationships within the state and
between state and society, and in the existing policy practices of governments. No government
has the capacity to simultaneously pursue reforms in all these areas. Moreover, in the transition
countries, the legacies of communism, the underdevelopment of public administration, and the
political constraints holding back reform heighten the magnitude of the challenges.
To be effective, a multi-pronged approach requires some guidelines for the selection and
sequencing of reform priorities tailored to the particular contours of the corruption problem in
each country. Feasible entry points need to be identified. Coalitions of support for anticorruption
efforts need to be assembled. A strategy of operationalizing reforms needs to be developed.
These issues are addressed in the following chapters.
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Chapter 5: Designing Effective Anticorruption Strategies

The previous chapter presented a comprehensive set of instruments for combating
corruption. The challenge remains to draw lessons from the typology of corruption for
prioritizing, sequencing, and combining reforms to design the most effective strategy for the
particular contours of the problem in different countries. By unbundling corruption, the goal is to
develop more effective targeting of anticorruption measures to strike at the main sources of the
persistence of corruption. Differentiating the causes and consequences of corruption across
countries should help to set priorities, to identify and evaluate opportunities for entry into serious
anticorruption work, and to develop more realistic expectations regarding the necessary time
horizon of reforms in different contexts. At the same time, designing an effective anticorruption
strategy will always depend upon a detailed understanding of the particular nature of the
political, economic, and social landscape in each country which goes well beyond the simple
typology presented in this report. This landscape will strongly condition the extent to which
different types of instruments will work effectively.
Referring back to the typology presented in Figure 1.5, lessons are identified for each
category of the matrix and illustrated by a box on a particular country which is illustrative of the
dynamics suggested by the typology. A key argument embedded in the typology is that an
anticorruption strategy should be designed not only in response to the level of either state capture
or administrative corruption alone in a given country, but to the interaction of these forms of
corruption as well. Strategies to reduce administrative corruption, for example, need to take into
account the extent of state capture, since the latter may seriously blunt the effectiveness of
conventional anticorruption tools. An effective strategy for fighting corruption should recognize
how the interaction of different forms of corruption enables or limits the state's capacity to
implement necessary reforms.
The typology presents a static picture of the pattern of corruption across transition
countries at a single point in time, but it must be recognized that the pattern of corruption is
much more dynamic. Indeed, in designing an effective anticorruption strategy, it might be more
useful to know in which direction a country is moving within the typology rather than its position
at any given time. The typology does not set out a simple linear path of development. Rather,
countries can zigzag, progressing on one dimension of corruption, falling behind on the other, or
moving ahead on both fronts simultaneously. Steps backward are just as likely as steps forward.
Even in the most advanced countries, the unfinished agenda of structural reform threatens to
exacerbate the problem of state capture. Political regime changes could also cause an abrupt turn
for the better (or for the worse) in particular patterns of corruption. As a result, describing the
potential pathways within the typology as a whole is as important as describing the country
characteristics within each individual category of the matrix.
The typology is presented as an heuristic device designed to enhance our analysis of the
different patterns of corruption and draw lessons for framing effective anticorruption strategies.
It intentionally strives to sharpen boundaries that, in reality, are often far more ambiguous and
complex. As a result, those designing anticorruption strategies will need to examine the
relevance of different categories of the typology for each country based on more information
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than can be provided in these simple cross-country measures. In this sense, the typology is
intended as a framework for self-assessment of corruption within each country rather than as a
device for providing a fixed reform blueprint for each country in the region. At the country level,
a much further unbundling of the actual practices of and relationships behind administrative
corruption and state capture will be required in order to develop and operationalize an effective
anticorruption strategy.
Medium State Capture/Medium Administrative Corruption
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Though the countries within this group exhibit lower levels of state capture and
administrative corruption relative to other transition economies, these problems are by no means
resolved in any of these countries. As civil society and the independent media tend to be more
developed in this group, there may be greater exposure and hence greater public recognition of
these problems than in other countries that have higher levels of corruption. The political
consequences of corruption are not necessarily correlated with the level of corruption. Where
political competition is robust and the electorate increasingly sophisticated, complacency in the
face of state capture and administrative corruption has the potential to generate even greater
political instability than it does in less advanced, but more corrupt systems. High-level
corruption scandals, mostly linked to evidence of state capture, have been more likely to bring
down governments in this group of countries than in any of the other groups in the typology.
The corruption challenges faced by these countries are still substantial, both in terms of
state capture and administrative corruption. More robust political competition has not eliminated
the serious gaps in such areas as financial disclosure and transparency of the political process.
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More direct forms of capture by private payments to public officials have often been replaced by
more discreet, though no less illicit, forms of political party financing. Legislation regulating this
area is poorly developed and weakly enforced in all of these countries (as in many of the
advanced countries of the world). They remain saddled with bureaucracies that retain
considerable discretionary powers to intervene in the market economy. Corruption in public
service delivery continues to be a particularly serious problem.
What distinguishes these countries is not the modesty of the corruption challenges they
face, but the level of development of many of the key institutions and tools necessary to confront
these challenges. These include civil society institutions that are beginning to grow in strength, a
vigorous independent media, an evolving system of institutional restraints within the state,
functioning (if not well-developed) institutions of public administration, and some foundation for
the rule of law. Such institutions are necessary to build and empower the domestic constituencies
that generate sustained demand for combating corruption. They can provide the critical tools of
public monitoring and accountability that are essential for placing constraints on politicians and
bureaucrats. They also underpin a degree of state capacity that enables politicians to assert
greater control within public bureaucracies, if they choose to do so. These institutions are the
essential pressure points and tools to reduce both administrative corruption and state capture.
In many of these countries-Poland, in particular-successful economic reforms have
spurred a vibrant sector of small and medium-sized enterprises (SMEs) and foreign direct
investment that can weaken the concentration of economic interests promoting state capture.1
Indeed, competition and market entry can be the most effective means of reducing the economic
rents that underlie state capture.
Yet, even with many of the key constituencies, institutions, and tools to combat
corruption, most countries in this group continue to lack one or more of the following essential
ingredients for an effective anticorruption strategy: political will; collective action; and relevant
technical knowledge and practical experience.
The lack of political will or inability to create an anticorruption coalition, especially at
the highest levels of the political system, have proven to be among the most serious risks to an
effective anticorruption strategy. Political leaders unwilling to kickstart anticorruption efforts by
starting to tackle corruption at the very top breed further complacency at all levels of the state.
Weak collective action from civil society often underscores the complacency of political leaders
to move forward on the remaining economic and political reforms.
While insufficient means and incentives for collective action from civil society are
problems in almost all countries,2 the challenges are compounded in Eastern Europe by
widespread cynicism among the population and a profound lack of trust in the state, even among
the most advanced countries of the region.3 Whether these traits are a legacy of the communist
system or a byproduct of the turbulence and uncertainty of transition, they weaken the pressure
that civil society can place on politicians and bureaucrats to address administrative corruption
and state capture and attenuate the mechanisms of monitoring and accountability that are crucial
constraints on both problems.
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Finally, even well intentioned efforts in these countries to launch an anticorruption
program can quickly run aground due to insufficient practical experience and technical expertise
to combat corruption. The lessons of historical experience-both positive and negative-have
still not been widely disseminated across the region.
Reducing state capture requires a strategy that goes beyond the classic technocratic
approach. While relatively robust economic and political competition place some constraints on
state capture in these countries, there are still vast areas open to abuse, in particular political
party financing and conflicts of interest. Clear guidelines on financing political parties and
mechanisms to enhance transparency are absolutely essential to channel a key conduit for
informal political influence into more open and competitive forms of political lobbying. The
introduction-and effective implementation-of clear and comprehensive conflict of interest
legislation could also have a powerful impact. Both areas require stronger verification and audit
powers and further judicial and prosecutorial training and reform, worthy areas of institutional
development in their own right. Strengthening enforcement mechanisms is also a feasible
strategy in countries with a stronger framework for the rule of law.
These political leadership and judicial and prosecutorial reforms are needed to back up
what might be called the "traditional approach" to combating administrative corruption. This
approach revolves around the introduction of best-practice technocratic reforms and knowledge
transfers through international partnerships in the critical areas of public administration and
public finance. Elements of such an approach do have the highest chances of success in this
group of countries. Priority should be given to civil service reform, where enhancing training and
compensation levels could decrease incentives for corruption among bureaucrats. Implementing
advanced systems of transparent fiscal management and public procurement administration could
also have a potentially high pay-off for reducing administrative corruption. These reforms should
be well targeted, backed by relevant practical experience, and launched with strong local support
and participation, where feasible. External actors can serve as partners by helping to provide
focus to anticorruption strategies, enhancing collective action among domestic actors, and
providing technical assistance based on international experience, where appropriate.
EU accession can play a major role in pushing these countries toward greater progress.
An active accession agenda can prevent political complacency and generate political will, even
as the reform agenda begins to lose some of its urgency. Technical assistance can also provide
the know-how and partnership to move forward in the most difficult areas of governance.
Nevertheless, experience has already shown that the prospects of EU accession are no uniform
guarantee for all potential candidates of continued progress in structural or anticorruption
reforms.
Despite their many advantages, failure to act decisively to control state capture in these
countries could run the risk of slipping backwards within the framework of the typology. Indeed,
the most likely path of regression in countries with reasonably stronger traditions of public
administration is towards higher levels of state capture. As these economies grow, the capacity of
powerful economic interests to influence fast-developing legal, legislative, and regulatory
frameworks could outpace the constraints imposed by competing interest groups and civil
society. The risk increases in those countries where a major agenda of structural reforms remains
to be completed. The case of the Czech Republic, where a once widely praised mass
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privatization program was partly undermined by the ability of powerful banks and investment
funds to prevent post-privatization reforms, has been a prominent example of such risks. Further
measures to strengthen political transparency and accountability and to enhance economic
competition are necessary to check the power of emerging commercial, financial, and industrial
groups.
Box5.1: Poland
Poland has many of the ingredientsfor a successful anti-corruptionstrategy-cross-party leadership,
vibrantmedia, and strongsourcesof pressurefrom able NGOsand academicinstitutesthat supply analysis
and advocacy.With a few prime exceptions-such as adequatelaws on politicalparty financingand rules
to constrainlobbying-many of the laws neededalreadyexist. Furtheringredientsneeded are commitment
to transparentimplementation,togetherwith sustainedreformof parliamentary,judicial, and prosecutorial
agenciesand the public administration.As yet, strategicdirectionand focus,whichthe newlyformedHigh
Level Groupmay be able to bring,are somewhatlacking.
The Ministerof Justice launcheda Clean Hands campaignin 1994,but effective implementationdid not
materialize.Morerecently,Parliamenthas set up ethics and disciplinarycommitteesand the Parliamentary
Committeeon Internal Affairs has publisheda report on corruptionfocusingprimarily on enforcement
issues.The SupremeAudit Chamber has suppliedsustainedleadershipwith a plethora of highly critical
reports but with little follow-upfrom parliament,government,or prosecutors.Severalregional governors
are attemptinganticorruptioncampaigns,with mixed success. A small number of key politicianskeep
anticorruptionissuesin the public eye,bolsteredby a continuingflood of newspaperarticlesand television
programs.
Reforms such as the recent Law on Economic Activity are intended to reduce the opportunitiesfor
corruptionat the interfacebetweenpublic and private sectors. The new Civil ServiceLaw is designedto
combatthe politicizationof appointmentsand build a career civil serviceof integrity.If these laws can be
successfullyimplemented,they will go far to lift the burden of corruptionfrom the private sector and
strengthenstate institutionsagainst corruption.A law on politicalparty financingnow on the drawing
board promisesto make inroads into state capture,as would effectiveimplementationof the existinglaw
on conflict of interestand financialdisclosure.
Despite Poland's strong commitmentto state-buildingand the market economy, close links between
economicinterests and political institutionscontinue. A particularlydamagingfeature is cronyism and
conflict of interest in appointmentsto regulatoryauthorities,boards of privatizationcommissions,stateowned enterprises, and extra-budgetaryfunds. Public service appointmentsare also highly politicized,
exposing some appointeesto a corruption levy as well as inflicting loss of expertise and institutional
memoryin the poorlypaid administration.High-levelcorruptionis also manifestin interferencein customs
and in the award of tax exemptions,concessionsand licenses, and malpracticein public procurement.
Administrative corruption at the subnational government level remains problematic, particularly in
transactionsinvolvingland and assets and in procurement.The health servicesare marredby procurement
abuse, corruption at the interface between hospitals, doctors, and the pharmaceuticalindustry, and
extraction of informal payments. The deep distrust of the state that characterizedthe Soviet period
continuesto weakenthe credibilityof anticorruptionefforts.
Basedon Sutch,Wojciechowicz,and Dybula(2000).
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Key Focus: Enhancing state capacity to improve the provision of basic
public goods.
Challenges

Priorities

* Highlyunderdeveloped
public
administration
* Lackof controland accountability
withinthestate
* Nascentcivil society

* Buildthecapacityof public
administration
* Developinstrumentsfor financial
management
* Encouragecivil society
development

The key feature of most of the countries falling into this category is the weak capacity of
existing state institutions, both in terms of the provision of basic public services and regulatory
functions and the existing mechanisms of accountability and control within the state apparatus.
In extreme cases, civil unrest or war has threatened the state, such as in Albania and Armenia.
Administrative corruption thrives in such an environment and often reaches the highest levels of
the political system. At the same time, corruption at the household level can be particularly
problematic, affecting the delivery of most public services.
In such countries, anticorruption efforts should be synonymous with fundamental statebuilding. This entails, first and foremost, developing the capacity of the state to deliver basic
public goods, such as public order and stability, health care and social protection, and simple
systems of public revenue management. Enhancing the capacity of basic institutions of public
administration and the civil service is necessary, but this should be combined with liberalizing
measures to reduce bureaucratic discretion in the economy.
State capture by firms as measured by the BEEPS survey does not appear to have reached
the highest levels in comparison with other transition countries. However, this may be due not to
any greater degree of constraints on state actors (as in the group of countries discussed above),
but to a less concentrated economic structure (such as a predominantly agricultural economy) or
to the overall lack of state capacity to intervene in the economy. There are also other forms of
state capture, such as by public officials themselves or by specialized state sectors (e.g., the
military) that may be relevant in individual cases, but are not measured in the BEEPS survey.
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In Kazakhstan, for instance, corruption appears to be relatively higher in a small number
of high-revenue sectors, though not a general issue confronting all firms across the board. As the
state capture index in the survey measures the proportion of firms affected by state capture, the
score is relatively lower than in other transition economies. Moreover in Kazakhstan, regional
and local officials are directly negotiating with firms. These actions do not involve sale of laws,
are characterized by greater predictability and certainty (which also lowers the frequency and
amounts of bribes that firms have to pay), and entail minimal high-level micromanagement of
day-to-day administration. As a result, firms are less likely to try to buy laws, decrees, and
regulations at the highest levels of the political system, accounting for the relatively lower level
of measured state capture.
Civil society in these countries may be particularly weak; clans or other informal ties can
lead to social fragmentation in some cases. Consequently, there are unlikely to be strong social
constituencies to demand and sustain an anticorruption program. The knowledge gaps on the
causes and consequences of corruption, as well as on strategies to combat the problem, can be
wide. Public education and awareness are particularly critical elements of any anticorruption
strategy in these countries, as the constituencies for reform within civil society are unlikely to
have the capacity to sustain the demand side for anticorruption activities.
Political will to combat corruption is most likely to be driven by external pressures,
especially international donors. Donors tend to play an important role in these countries,
assisting in the process of state-building. Creating safeguards to ensure and monitor effective
delivery of donor assistance is likely to be a priority in some countries and could be an important
entry point toward a program of further institutional reforms. (See Box 5.2 on Albania and Box
5.3 on post-conflict environments.) Yet such a program should have clearly defined and limited
goals, as the task of state-building will have a long time horizon.
Perhaps one of the most serious problems in this group of countries is the looming threat
of higher levels of state capture. Indeed, the risk of moving toward the "high-high" category in
the typology would appear to be greater than the likelihood of progress toward the "mediummedium" category described above. As the private economy develops and gathers strength, there
will be strong incentives for these actors to engage in state capture. Paradoxically, stability could
carry greater risks of state capture by private firms, as the influence of other important
constituencies, such as the military, begins to subside.
If economic reforms move forward in these countries, it will become critical to
incorporate measures to ensure competition and weaken potential vested interests in order to
prevent state capture from developing into a serious challenge.
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Box 5.2: Albania
Albania was one of the most isolated countries in the world and certainly within Europe during the
communist period. It also remains the poorest country in Europe. Located in close proximity to Italy and
Greece, expectations were high after the country opened up in the early 1990s, and with substantial external
assistance, a quick transformation into an open economic system took place. However, public institutions
and oversight mechanisms could not keep pace. Civil society, including the private sector community and the
press, was extremely underdeveloped and authority remained highly concentrated. Simultaneously, progress
in putting in place institutional restraints in the political system and ensuring judicial independence has been
moving ahead, but very gradually.
The close proximity to Europe generated donor support but created problems as well. Weak state structures
allowed criminal activity to flourish, using Albania as a transit platform to reach Europe. The collapse of the
pyramid schemes in 1997-after they had enriched many high-level political figures-wiped out the life
savings of the poorest Albanians, led to major civil disturbances, and cemented the public's distrust toward
public institutions. A vicious cycle has emerged in which corruption acts as both a cause and a consequence
of a chronically weak state and weak public institutions.
Following the 1997 disturbances, a newly elected government launched an anticorruption initiative with
donor support. Surveys of public officials, enterprises, and households and a comprehensive government
anticorruption action program were developed and presented in a public workshop in mid-1998. The surveys
were instrumental in raising the profile of corruption and shaping the terms of debate. Perhaps for the first
time, the domestic media-which provided extensive coverage-turned to discussing institutionalized
corruption rather than scandals involving individual public figures.
The government's program was broad and comprehensive, including more than 150 specific measures in the
areas of economic policy, rule of law, public administration, procurement, audit, and public awareness.
Implementation of many of these reforms has been driven by donors, partly because donors wanted to assure
themselves that their assistance would be effectively utilized. However, this combination of reliance on
foreign assistance and weak state structures has expanded the role of donors; domestic ownership and
sustainability of the reforms needs careful nurturing.
Implementation of the program to date has been mixed at best, due to a variety of factors. The political
leadership itself was not free from charges of corruption. The public sector was one of the only sources of
patronage for the newly elected Socialist Party coalition creating political constraints on reform. There was
no unbiased forum of "last resort" since enforcement agencies and the judiciary were incapable of
functioning properly and were themselves burdened by allegations of corruption. Moreover, ownership of the
program has diminished over time. The Prime Minister changed three times in a two-year period. Most
recently, a revised Anti-Corruption Action Plan has been announced, updating the measures and improving
implementation-monitoring mechanisms. However, given the experience with the first effort, skepticism has
begun to set in.
On the positive side, public administration reform finally began to move forward in mid-1998, due to a
combination of domestic interests and international donor pressures and assistance. Civil service reform is
moving ahead and an outreach program is under way to explain the new process to public officials, local
governments, and others. NGO-organized roundtables have helped to broaden the circle of those
commenting on the draft law.
Other reform measures have focused on improving financial management. Computerization of the treasury,
improvement of accounting procedures, improvement of budget preparation, and internal audit reform are
ongoing. One of the most important areas currently being addressed is customs, the main revenue source and
considered to be one of the most corrupt entities. A new customs code and implementing regulations were
adopted. Customs and tax revenues are up significantly. Reforms in the judiciary and enforcement agencies,
institutional in nature, are only slowly showing results.
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Key Focus: Enhancing political accountability and promoting new entry
to take maximum advantage of a stronger legacy
of state capacity
Challenges

Pnotities

*
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*
*

High concentration of power
by vested interests
Weak structures for monitoring
and accountability
Powerful groups block further
reforms to preserve their
advantages

*
*

Broaden formal channels of
access to the state
Deconcentrate economic power
through competition and entry
Enhance oversight through
participatory structures

Countries with high levels of state capture alongside medium levels of administrative
corruption generally benefit from a historical legacy of the rule of law and well-developed public
administrations associated with previous, pre-communist regimes. However, their problems with
state capture are rooted in either high concentrations of economic power in key industrial sectors
(such as gas and oil transit and agribusiness in Latvia) or weakly accountable political regimes
built around populist or nationalist politicians with close ties to powerful enterprises (such as the
first governments after independence in Croatia and the Slovak Republic). State capture can be
seen as repressing the advantages that these countries have in terms of the capacity of the state
and the strength of public administration. Reducing state capture could thus unblock a powerful
potential for further reforms.
In these countries, the major obstacles to further progress on structural reform lie less in
the weak capacity of state institutions than in the power of vested economic interests and the
private interests of powerful politicians. Though basic political institutions and civil society are
much more developed in this group compared with the previous one, mechanisms of
accountability tend to be attenuated in these regimes. Political access for competing interest
groups is often blocked. Institutional restraints within the state are generally weak. Political
contestability is less robust than in countries of the medium-medium group. Consequently,
conflicts of interest abound in some countries as political leaders can equate their private well-
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being with the country's well-being. Favored firms develop close ties to politicians and their
parties, often blurring the boundaries between the party and the firm.
The major challenge in these countries is to break the political stranglehold on further
progress in reform. Combating state capture should become the key focus of any anticorruption
strategy. Though technocratic reforms might be useful as entry points into anticorruption work, a
credible reform program should be designed to broaden formal channels of political access and
to increase the accountability of political leaders to a wider range of constituencies. Encouraging
the development of institutional mechanisms of political oversight and promoting transparency
in party financing could also have a positive impact. Efforts to promote collective action among
anticorruption constituencies and competing interest groups (such as SMEs, trade associations,
and professional societies) should play an important role in an anticorruption strategy. In
sequencing an anticorruption strategy, the early promotion of political reforms and partnerships
with civil society has the potential to achieve a considerable impact.
At the same time, where powerful monopolies are the prime force behind state capture,
emphasis should be placed on deconcentration, competitive restructuring, and reducing barriers
to entry. In countries such as Latvia and the Slovak Republic, the generally fast pace of
liberalization throughout the economy slowed considerably as it reached the door of some key
sectors in the economy, creating rents to particular firms through anticompetitive barriers
maintained through state capture. Continued progress in privatization coupled with particular
attention to corporate governance standards and regulatory reform are essential for
deconcentrating economic power and breaking existing networks with the state.
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Box 5.3: Post-conflict Environments
Although the Cold War ended peacefully for most countries of the former Soviet bloc, some countries and regionsTajikistan, the Caucuses, the Balkans-found themselves embroiled in civil wars and territorial conflicts as the
political map of the region was redrawn. While the recommendations embodied in this report are generally
applicable to all transition countries, with relevant emphases adjusted to reflect the typology of corruption in each
country, the political and social dynamics in post-conflict countries pose particular challenges for reducing
administrative corruption and state capture.
The real wars that erupted when the Cold War was in demise were mostly centered around ethnic or regional
divisiveness, or extreme nationalism, a fact that bears directly on both our understanding of corruption and the
development of strategies for post-conflict countries. First, corruption served-and in some cases continues to
serve-as a vehicle diverting state assets to promote conflict and maintain power structures. Second, the strong
rhetoric of nationalist regimes exploited the fears of the population and rendered corruption to be a distant concern,
at best. In some cases, the hard-line approach of nationalist regimes effectively silenced government critics and civil
discourse, both of which play important roles in reducing corruption.
Post-conflict countries face unusually harsh public finance challenges. Domestic revenue collection systems are
highly fragile and nontransparent and inefficient expenditure practices provide fertile ground for the diversion of
public resources for private use: (i) tax collection mechanisms are notoriously weak in post-conflict countriesoften tax instruments need to be created, or the ad hoc wartime tax regimes reformed; (ii) borders have often
changed (or changed hands) with conflict and remain porous in aftermath, with weak border controls; (iii) budget
management is weak (or even nonexistent in "new" states) and may indeed be captured by the dominant nationalist
powers; (iv) treasuries, audits, and public disclosure of financial information are often nonexistent in post-conflict
settings, either because the pre-conflict structures have been destroyed, or because they never existed.
Rebuilding the physical infrastructure of war-torn economies, particularly in the Balkans, has largely relied on huge
inflows of aid. The size of the investment projects and the large sums of money involved require particular emphasis
on internal controls and sound financial management to ensure that de facto fungible resources are put to proper use
and not siphoned off through corruption and waste. The Stability Pact Anti-Corruption Initiative for South East
Europe4 calls for priority measures including:
*

Taking effective measures on the basis of existing relevant international treaties and agreements;

*

Promoting good governance, through legal, structural, and management reforms for better transparency and
accountability of public administrations, through development of institutional capacities and through
establishment of high standards of public service ethics for public officials;

*

Strengthening legislation and promoting the rule of law;

*

Promoting transparency and integrity in business operations;

*

Empowering civil society and independent media to galvanize community action and generate political
commitment.

More broadly, the regional development strategy5 prepared for the Stability Pact emphasizes the key role that
development of sound institutions and governance must play in order to effectively implement regional initiatives
and policies. Three key sets of institutional reforms-improvements in budget formulation and execution,
improvements in public administration and civil service, and reform of legal and judicial systems-are highlighted
as necessary for improving service delivery and policymaking. The strategy further outlines how robust measures of
governance improvements can be used to provide governments with incentives to reform.
While the anticorruption challenge for post-conflict societies is immense, so are the stakes. In the Balkans alone,
there are some 1.7 million refugees and displaced persons, and production remains at levels 25 percent below
pretransition levels. Efforts to rebuild such economies will be undermined if corruption is not kept firmly in check.
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It is in this group of countries that an internal change of political regime can open up the
greatest opportunities for implementing a comprehensive anticorruption strategy. The legitimate
transfer of power from a once firmly entrenched ruler or dominant political party holds out the
possibility of breaking or otherwise reorienting the ties between established political leaders and
powerful economic interests. Regime change is often accompanied by a resurgence of political
competition, a strengthening of political parties, and a rejuvenation of civil society that can
increase accountability pressures on the new political leadership. This creates a valuable political
window of opportunity to promote an anticorruption strategy that strikes at the root causes of the
problem (for further discussion of windows of opportunity, see Box 5.4)

Box 5.4: Windows of Opportunity in Croatiaandthe SlovakRepublic
Both Croatia and the Slovak Republicentered the transitionas parts of larger states that were among the more
advancedin Central and Eastern Europe.The first post-independencegovernmentsin both countrieswere centered
on the themeof nationalismand a much higherdegree
of concentration of political power that may have
Whenwas CorruptionWorst
contributed to the relatively higher levels of state
Slovakia?
capture than that found in their neighbors, Slovenia
of Enterprises
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Slovak Republic, the coalition that was elected in late

1998 has placed anticorruption and institutional
reform high on the policy agenda, developing a
comprehensive anticorruption program, passing a
sweeping public administration reform, and proposing
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freer access to state information.A recent survey
1998 periods
suggeststhat, while bringingcorruptionunder control
will take time, there is some indicationthat perceived
Source:WorldBank
levels of corruptionhave fallen.In Croatia,the change
of power has been much more recent. The erstwhile
leader's death in late 1999 and his party's defeat to moderatesin the January2000 electionshave generatedan
atmosphereof opennessthat was unknownin the earlierregime. It remainsto be seen whetherthe new government
in Croatiawill take advantageof the currentwindowof opportunityto advancea proactiveanticorruptionagenda.

In the absence of a political breakthrough, continuing efforts to strengthen ties with civil
society, build allies with interested anticorruption partners within the state, enhance transparency
within the political system, and foster economic competition all have a potentially high pay-off
by strengthening internal pressures for reform. Such measures lay a strong foundation for a
credible comprehensive anticorruption strategy if the opportunity arises.
By tackling the problem of state capture, these countries have high potential to shift
toward the medium-medium cell in our corruption typology, joining the other countries of
Central Europe that have enjoyed similar advantages in terms of a legacy of stronger state
capacity and high levels of development. Again, EU accession can play an important role in
increasing the pressure to unblock the key political obstacles to further reform. Partnerships and
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knowledge transfers, especially to promote collective action in civil society and strengthen
competing economic interests, are also essential.
However, failure to constrain and reduce state capture could lead to further regression
and the erosion of existing state capacity and the control functions that have kept administrative
corruption in check. The prolonged use of corrupt incentives to influence policymakers and
administrators leads to diminishing confidence in public servants and state institutions. Such a
low level of trust in the conduct of public officials generates further incentives to secure access
by using officially proscribed means, which further weakens the accountability and legitimacy of
the political system. As formal means of access decline, informal networks are strengthened to
gain access to privilege. Growing informality also weakens revenue collection, limiting the
resources available to build a professional civil service. As police and other enforcement
agencies become clients of powerful individuals and economic interests, alternative means of
recourse are sought, resulting in the use of informal and often violent means to enforce contracts
and settle disputes. Consequently, state capture can eventually erode state capacity, despite
favorable legacies from the past, and generate increased levels of administrative corruption as a
result.
Box 5.5: Latvia
State capture is significantin Latvia, where the economy is highly concentrated,political parties are closely
alignedwith economicinterests,and the country'spositionon east-westtradeand energytransitroutesexposesit
to strong corruption pressures. Parliament's adoption in 1995 of a conflict of interest law signaled the
significanceof these issues. But this parliamentaryinitiativelanguisheduntil 1997 when the Prime Minister
convenedthe first anticorruptionworkshop.The effortdeepenedwith the establishmentlater that year of a highlevel CorruptionPreventionCouncil (CPC) chaired by the Minister of Justice, and in early 1998 the cabinet
approved a balanced strategy focusing on prevention, enforcement, and education. At this stage some
understanding at high levels had been achieved but there was little readiness to tackle vested interests,
bureaucraticinertiaremainedstrong,andthe strategyhad little or no publiccredibility.
The Ministerof StateRevenueled the first stagesof implementationof the new strategy,focusingon the actions
needed lo give teeth to the conflict of interest law and commissioningan assessment of vulnerabilityto
corruption in Customs and the tax administration.The Minister of Finance is followingup with a project
designed to strengthentransparencyand efficiencyin managementand operations.Recent taxpayer surveys
indicatethat taxpayersatisfactionis startingto improve-the firstdemonstrableresults.
In a further crucial step the cabinet expandedthe programoutside the confines of government,releasingthe
strategy for public discussionat a conferencein June 1998 that was broadcast throughoutthe country and
attended by representativesof NGOs, universities, and the business community.The CPC broadened its
membershipto include participantsfrom civil society and commissioneddiagnostic surveys of households,
businesses,and publicofficials.
The government is now launching a broad governanceprogram ranging from elimination of bias in the
allocation of cases to judges to infrastructureregulation to reform of pay and incentives in the public
administration.The powersof the road policehavebeen redefined.A draft law to bring financialdisciplineand
accountabilityto the proliferationof public agenciesis on its way throughParliamentand measuresto cut abuse
of licensingand inspectionsare in the pipeline.
Despite undoubtedprogress underthe Latvianprogram,the public is not satisfiedby the limitedimprovements
that it can perceive so far in public services.Public discussionfocuseson the need to clean up political party
financingand to implementthe conflictof interestlaw in a more convincingway.Efforts to reduce state capture
will need to complementadministrativereformsif the strategyis to becomefullycredibleand sustainable.
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Key Focus:

Breaking the hold of vested interests on the process of
policy and institutional reform

Challenges

Priorities

*

*

Highly concentrated economic
interests that can block reforms
* Limited implementationcapacity of
government
* Poorly organized anticorruption
constituencies
. Restricted channels of access for
countervailing interests

*

.

Deconcentrate economic interests
through restructuring, competition
and enhanced entry
Build accountability and
oversight mechanisms
Promote collectiveaction
among countervailing interests
Stand-alone technocratic reforms
will have limited impact

Where state institutions with weak administrative capacity co-exist with a high
cocentration of vested interests and a state highly susceptible to capture, the problem of
corruption is particularly challenging. Powerful private interests have the capacity to block
institutional reforms that would limit their capacity to extract rents from the state and eliminate
market distortions that work to their advantage. The government lacks sufficient mechanisms of
control and accountability throughout the state bureaucracy to implement institutional and policy
reforms. Underdeveloped civil societies and intermediary associations do not yet exert sufficient

pressure on politicians to counterbalance the weight of concentrated vested interests. The
credibility of government on corruption issues is likely to be very low. In short, the interaction of
state capture and administrative corruption makes this the most difficult environment to design
an effective anticorruption program.

As the status quo benefits powerful interests, the political economy of anticorruption
initiatives in these countries is particularly complex and difficult. Capture has distorted the
formal and informal rules of the game to encode the advantages of particular groups into the very
framework of the new institutional environment. The persistence of corruption in these countries
has been supported by institutionalized incentives, networks, and relationships.
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Stand-alone efforts to tackle administrative corruption through technocratic reforms in
public administration and public finance are likely to have limited impact. Indeed, experience to
date suggests that anticorruption strategies limited to technical reforms with fairly standard
instruments have failed to produce the desired results. For example in Georgia, efforts to create
enclaves of technocratic reforms in the civil service, the Ministry of Finance, and in the area of
external audit have proven unsuccessful. The institutional context is as yet too weak in these
countries to deliver the minimum necessary underpinnings for such reforms. Given the low level
of organization of civil society and constricted formal channels of interest intermediation for
countervailing social groups, such efforts are unlikely to prove sustainable over time (for an
example, see Box 5.6 on Azerbaijan).
Box 5.6: Azerbaijan
Resource-richAzerbaijanhas a highly concentratedsystemof politicalpowerwith limitedinstitutionalrestraints
on the executive.While the president has extensivepowers, other institutionssuch as Parliament and civil
societyare relativelyweak. Thejudiciary is not perceivedto be sufficientlyindependent.The press and political
oppositionare subject to extensivecontrols. There is still very little separationbetween economicand state
interests,especiallyin the strategicallyimportantenergysector.
In late 1998 the governmentbegan to put anticorruptionon the agenda.This was seeminglydue to external
pressures:multilateralsand bilateralshave been increasinglywithdrawingsupport,businessesare moving out,
and levelsof FDI havebeen less than expected.The issuehas been raisedin high-profileconferencesand roundtables. Newspapers have started, for instance, to report on corruption (including high-level corruption).
Oppositionparties havebecomemore outspoken.
In a resource-richcountrylike Azerbaijan,it has becomeobviousthat a credibleanticorruptionstrategywill first
of all have to address the close ties between economicand politicalinterests,especiallyin the energy sector,
which affordopportunitiesfor illicitprivate gains from the controlof the profitsand revenues.This implies the
need for greater transparencyin the transactionsof the state oil company (SOCAR),budgetarycontrol and
transparencyof revenueflows into and out of the governmentoil fund,and the restructuringof SOCARitself.
Several internationalinstitutionshave pressed for these measuresas preconditionsfor further support. They
serveas a meansto assessthe credibilityof the government'scommitmentto fightingcorruption.
The governmenthas stated its desire to embarkon reformof public administration,financial management,the
judiciary,and the legal system.The approachso far, however,has beenpiecemeal.There has been resistanceto
implementingstringent measures. Decreasing the powers of the Cabinet of Ministers, eliminating illicit
influencein judicial and civil service appointments,reducing prosecutorialpowers, and subjecting executive
actionsto externalcontrols-these suggestedreformshavebeenlightningrods for oppositionfrom powerfuland
entrenchedbeneficiariesof the existingsystem.

In such environments, pursuing reforms that target state capture should also be the key
priority. This requires measures on two fronts: increasing the costs to politicians of state capture
and decreasing the gains to captor firms deriving from state capture. On the costs to politicians,
the weakness of civil society and low level of institutional restraints within the state suggest that
efforts should begin with building credible constituencies in and outside the government to bring
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sustainable impact. Moreover, given the low level of the state's capacity, the implementation of
reforms to increase government accountability is likely to be inconsistent at best. A ray of hope
in Georgia has been the work done by the agency for declaration of incomes and assets of the
highest public officials, often amid adverse and financially difficult circumstances. This agency
has made publicly available the declarations of more than 1,000 high public officials.
In light of the political constraints, a potentially greater impact could come from
decreasing the gains from state capture to the captors. This would entail a focus on
deconcentrating vested economic interests through competitive restructuring of monopolies,
reducing barriers to entry, and increasing transparency in corporate governance. However, these
reforms are likely to encounter substantial political resistance from those who gain from such
distortions. Breaking the political stranglehold of concentrated economic interests on the reform
process requires efforts to foster collective action among potential countervailing interests, such
as "second-tier" companies and small- and medium-sized enterprises, to obtain political access.
This could entail the development of business and trade associations and formal lobby groups to
increase the range of interests with access to government, to foster competition in an effort to
reduce the concentration of existing rents, and to strengthen formal and transparent channels of
influence. The recent formation of the 2015 Club in Russia, which unites businesses that are
committed to working together to promote higher standards of corporate behavior, is a promising
development. With a greater number and diversity of economic actors competing through more
open conduits of political access for a limited pool of rents, the gains from capturing the state for
individual firms could be substantially reduced. In terms of sequencing reforms, these measures
should be given the highest priority, especially in light of the poor initial prospects for the reform
of political institutions.
In developing an anticorruption strategy in these countries, it is critical to search for a
feasible entry point to break the obstacles that prevent further reforms. When the challenges are
substantial and the institutions needed to deal with them are weak or compromised, finding an
operational strategy that can achieve some demonstrable changes in a reasonable time frame is
particularly difficult. Anticorruption programs should be designed around achievable "litmus
tests" to gauge the government's commitment to reform and to recognize the limitations in such
environments. Efforts to build up demonstration effects through intensive work with carefully
selected organizations, sectors, or regional authorities might provide a method of entry into
broader anticorruption work.
Whatever the approach, expectations should be limited and the time horizon of reform
must be considered quite long. Though occasional windows of opportunity for reform might
arise, it is crucial to recognize that the extent of state capture, the concentration of economic
interests, and the institutional weaknesses of the state will serve as powerful constraints on the
effectiveness and sustainability of reforms introduced through such windows. Unlike the
countries in the high-medium category of the typology described above, windows of opportunity
should not be used to introduce comprehensive anticorruption programs, since the inevitably
poor implementation at later stages will undermine the already limited credibility of
anticorruption efforts. Instead, opportunities should be seized wherever possible to push for the
deconcentration of economic power, enhanced citizen voice, and political accountability to begin
to weaken the underlying causes of state capture in these countries.
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Box 5.7: Russia
Russia began the transition with a president and prime minister oriented towards reform, but without the
institutional safeguards deriving from a strong Parliament, judiciary, civil society, and system of public
administration. The gradual liberalization and de facto decentralization of property rights to incumbent managers
during the era of perestroika and the considerable rent-seeking opportunities in the early stages of transition led
to the creation of highly concentrated economic interests, especially in the natural resource and financial sectors.
Partly as a result of their influence, the privatization process tended to exacerbate the concentration of power
leading to the emergence of large financial-industrial groups who, in turn, have successfully lobbied the state for
special privileges and opposed further reforms to create a more competitive environment. Such powerful vested
interests present formidable obstacles to policy and institutional reforms that are crucial to reducing state
capture, such as introducing greater entry and competition in the natural resource sector and greater transparency
in government.
The challenge for Russia's new government is to find ways to break the stranglehold of these concentrated
vested interests over the functioning of the state. An important first step is to reduce the power of energy
producers over the state and to deal decisively with the problem of non-payments in the sector. Other important
steps include introducing transparency in decisionmaking within the government and strengthening the capacity
of civil society to monitor the government's behavior.
Civil society appears to be emerging as a potential force to fight corruption. The National Anticorruption
Committee-an NGO chaired until recently by former Prime Minister Sergei Stepashin with formidable
membership from political parties to the right, center, and left-was formed in October 1999. The Committee
has begun monitoring corruption in Russia, and appears to be playing a decisive role in formulating the strategy
of the Duma's Anticorruption Commission.
A number of subnational governments are undertaking systemic reforms to limit opportunities for corruption. An
example of such a municipality is Obninsk, a city of 110,000. Obninsk has tried to create a transparent local
government through citizen participation. With some help from external grants, Obninsk has developed a
miniconstitution that declares the community's right to voice opinion. One novel example of transparency by the
local government in Obninsk relates to the budget process. While developing the budget, the city administration
puts the draft on an internet website. By doing so, the administration encourages comments and input from the
community. Additionally, the government puts up on the internet the budget for the previous year. On a pilot
basis, public goods are being procured over the internet. Not only can local administrators easily access this
information, but the community is encouraged to come to city hall and use one of the general computer terminals
to check up on such information as well.

Implementing an Anticorruption Strategy
Though the typology of corruption presented above provides a framework for tailoring
individual anticorruption strategies to the particular pattern of corruption in different contexts,
there are a number of cross-cutting principles that can be essential in operationalizing an
effective strategy. They provide an operational framework for gaining a foothold to begin
anticorruption work, building credibility behind an anticorruption strategy, and enhancing the
sustainability of that strategy over time.
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Common strategic challenges
The first challenge that all transition countries face in launching an anticorruption
strategy is credible leadership. A serious anticorruption program cannot be imposed from the
outside, but requires committed leadership from within, ideally from the highest levels of the
state. Yet it is precisely the credibility of the state that is undermined by pervasive corruption,
creating a potential vicious circle in which entry points for an anticorruption strategy are hard to
find. Where presidents or prime ministers are unwilling to take up the challenge, leadership in
strategic areas can come from a determined minister with the clout and resources to launch
reforms in his or her area of responsibility or from a regional executive committed to change in a
particular locality.
The second challenge is finding an appropriate entry point for anticorruption work.
Given the magnitude of the tasks faced in most of these countries, it is critical to begin at a point
where the goals are feasible and tangible results can be realized within a time frame that builds
support for further reforms. Small gains can provide essential levers to sway public and official
opinion. Entry points should be chosen to tackle high profile problems that respond to public
opinion or business dissatisfaction.
The third challenge is to develop a detailed diagnosis of the nature and extent of
corruption in the particular country. Experience has already shown that domestic surveys of
households, firms, and public officials can be a powerful tool in any anticorruption strategy (for
a more detailed description of previous experience see Box 5.8). The purpose of such an exercise
is to gain essential information about the nature of the corruption beyond the general categories
analyzed in this report and to identify possible entry points (see below) into effective
anticorruption work. The process of implementing surveys, running workshops, and developing a
dialogue within civil society on the nature of the problem can play a major role in galvanizing
support for an anticorruption strategy and building constituencies at various levels of the system.
Assessment of the political culture6 is the fourth challenge, in order to evaluate
incentives and disincentives for change that will condition the feasibility of particular
instruments of reform and the way they can realistically be sequenced in a particular country.
Political culture relates to the way authority is exercised, and the extent to which power is
narrowly concentrated or, alternatively, is disseminated across different institutions. It is also
manifest in the way accountability mechanisms operate, whether through clientelism, such that
the official feels accountable to a political patron or senior family member, or according to
explicit rules. A further important component of political culture relates to the degree of trust
that people feel in their institutions and in each other. Trust is also an important determinant of
social capital and the capacity of communities to coordinate their efforts and act as effective
participants in an anticorruption strategy.
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Box 5.8: Diagnosingthe Problem
One of the most vexing problemsin developingan anticorruptionstrategyis figuringout where to begin. In many
countries,gainingpoliticalmomentum,generatingpublicsupportandpressurefor reforms,and identifyingpriorities
have been furtheredby the use of "anticorruptiondiagnostics."The diagnostics-at times supportedby foreignand
multilateralaid and at other timeshomegrowninitiatives-include detailedsurveysand public opinion polls, focus
group discussions,and sectoral assessments.Diagnosticscan provide a wealth of information,such as identifying
7 below) and the overall
the forms of corruptionthat officialsfeel are most prevalent(e.g., in the chart on Albania,
compositionof unofficialpayments made by enterprises (e.g., Georgia).Even in countries with relatively lower
levels of administrativecorruption,diagnosticsshow,for example,the impact that unofficialpaymentshave on the
poor and the link to small-scalebusiness activities(e.g., Latvia), and the importanceof mcritocraticpersonnel
policies(e.g., the SlovakRepublic).
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Source:World Bank.

The final challenge is maximizingleverage beyond the entry point. This depends on
framing reforms to appeal to the incentives influencing important actors. Efforts should be made
to design "win-win" anticorruption strategies that promote the interests and reputations of major
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politicians and businesspeople while delivering positive externalities such as enhancing
economic growth, strengthening governance, or reducing poverty and inequality.
Sequencing
There is no simple formula for the proper sequencing of anticorruption reforms.
Sequencing should be developed in response to the particular constraints identified in each
country. Nevertheless, proper sequencing should be designed to enhance the credibility of
leadership and to ensure early tangible results to strengthen the constituency for reform along the
way.
In some countries, the credibility of an anticorruption strategy may rest on the capacity of
the political leadership to make an initial, highly visible, and substantive change at a high level.
This acts as an indicator of commitment at the top as well as a signal for those at lower levels
that their behavior must change. In other countries, efforts to tackle state capture head-on at an
early stage might be impossible or even dangerous for those involved. The only possible entry
points, and the only potential early wins, may be in a particular sector, such as education, which
is unlikely to invoke the wrath of powerful economic interests. Yet even in these cases, measures
to tackle state capture and strengthen accountability cannot be postponed too long or their
absence could ultimately undermine the credibility of both the strategy and its leadership.
Throughout the region, the first impulse in anticorruption work is often to crack down on
offenders without trying to tackle the more fundamental causes of corruption. Although effective
enforcement must be part of any credible strategy, enforcement alone is unlikely to constitute a
successful strategy. In many countries, judicial and law enforcement institutions remain part of
the problem, not the source of the solution. Prosecutions can be shelved. Judicial decisions can
be bought or indefinitely delayed. Police may be working for private security forces rather than
the public interest. In such cases, the enforcement approach could become an instrument for
repression or political victimization. Sequencing should be designed to begin to tackle the
incentives and institutions that favor corruption and to educate and raise awareness of the social
costs of corruption. The ultimate goal is to shift towards increased reliance on shared norms and
values, instead of inadequate enforcement measures.
Sustainability
The sustainability of an anticorruption strategy depends in any context on three key
dimensions. First, it requires a critical mass of mutually reinforcing reforms that ultimately
builds into a comprehensive program. Isolated islands of integrity can provide an entry point and
a valuable demonstration effect but may only survive a short time before being swamped by
corruption at other levels. In order to be mutually reinforcing, the strategy must also be balanced.
This suggests a mix of corruption prevention and enforcement measures combined with
substantial public involvement and education to strengthen the constituencies for reform.
Second, sustainability requires the eventual development of a broad coalition in support
of the strategy. Though gaining entry to anticorruption work might require an initially narrow
approach, any strategy that relies only on high-level leadership will be vulnerable to the many
uncertainties of the political process. The strategic commitment to gain entry must be broadened
to incorporate key state institutions and organizations within civil society. Small- and medium-
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sized enterprises, professional societies, trade associations, and labor unions can all serve as
important partners in an anticorruption strategy. The development of a broad coalition will
reduce the vulnerability of anticorruption strategies to leadership changes and ensure that
politicians ignore the corruption issues at their peril.
Where civil society remains severely repressed or is emerging only slowly, a
combination of fear and/or lack of familiarity with civic involvement may inhibit popular
participation in an anticorruption strategy. The strategy will need to include a component that
can accelerate its emergence by canvassing client groups, promoting collective action, giving
voice to the poor, and setting up monitoring of government services at both national and subnational levels. External donors can play a role in funding and supporting mechanisms of voice
but should ensure that they do not dominate or pre-empt the development of authentic and
autonomous participation, sustainably based in the community.
Finally, sustainability requires the resources and expertise to see often complicated
reforms through to completion over the long haul as well as deliver the credible early results
noted above. This implies a mix of short-term measures and adequately funded medium-term
programs that can dig deeper into the underlying causes of corruption and build institutions that
can resist it. Well-intentioned reforms that are not realistically backed with sufficient resources
and expertise will backfire. Governments must assign budget resources as well as competent
administrators to these programs. Civil society can only do so much on its own. Business
associations and NGOs can help identify priorities and can monitor results, but they cannot
deploy the political will and resources of the state that ultimately are needed to reform the state
and create the framework for transparent and competitive markets.

' Though it should also be acknowledged that foreign investors can also promote state capture in certain
environments especially where the other institutions of accountability and transparency are still poorly developed.
For a further discussion of this issues, see chapter 3.
2See

Mancur Olson's classic study, The Logic of Collective Action. (1965).

Surveys in the region repeatedly demonstrate this popular cynicism and lack of trust. See the many studies of
Richard Rose and Christian Haeffner.

3

"Stability Pact Anti-Corruption Initiative for South Eastern Europe-Compact," adopted at Working Table III,
Sarajevo, February 15-16, 2000. Full text available at http://www.stabilitypact.org.

4

5 See World Bank (2000).

This section draws on Philp (2000a and 2000b), Elster, Offe, and Preuss (1998), Holmes and Roszkowski (eds,
1997)), and World Bank Report, Making Transition Workfor Everyone (2000).

6

The results presented in this box are from diagnostic surveys undertaken by the World Bank together with ACER
(Albania), GORBI (Georgia), Latvia Facts (Latvia), and Focus and Transparency International Slovakia (the Slovak
Republic). USAID cofinanced the surveys in Albania, Georgia, and the Slovak Republic. Results are provided in
Kaufmann and others (1998), Anderson and others (1999), Anderson (1998), and Anderson (2000).
7

Chapter6: Conclusion

Designing, sequencing, and sustaining an anticorruption program pose tremendous
challenges but not impossible ones. Lessons of history and international experience suggest that
countries have succeeded in
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success stories demonstrate that
progress comes slowly, not as a result of noisy anticorruption campaigns, but because of
sustained commitment on the part of political leaders and pressure from society.
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Box 6.1: Lessonsfrom InternationalExperience
In the nineteenth century, the United States and the United Kingdom successfullyreformed their
systemsof public administrationand procurement. Three aspectsof the processof institutionalreform
accountfor its success.First, in both countriesreformoccurred under political systemsthat typically
producedtwo balancedparties alternatingin power, both of which shared in the benefits of reform.
Second,reformistpoliticiansin both countriessuccessfullymobilizedpowerfulbusiness supportfor a
more efficientpublic service. In the United States,urban reform was given a push when graft levels
increased from 10 to 30 percent of the value of contracts. Businessmenwere willing to tolerate a
certain level of corruption,but began to protestwhenthe level of graftescalated. Finally,the reforms
became durable because they created a benevolentdynamic, in which partial changes created new
allies,and evolvedover time into full-scalereform.
Reformof the public servicein the UnitedStatesstarted slowlyat the federal leveland focusedon parts
of the bureaucracyin which new allies were produced by the process of change itself. Important
constituenciesoutsidegovernmentbenefitedand helpedto institutionalizereform. Inside government,
the first beneficiariesof civil service protectionfavored its preservation. Presidentsabout to leave
officeextendedcivil serviceprotectionto their appointees.The proportioncoveredby the merit system
increased when overall governmentemploymentrose. Once the number of merit employeesbecame
large,they emergedas a potent interestgroup in favor of maintainingthe system.The move from 10 to
80 percentcivil servicecoveragetook almost40 years.
Despite its ultimate success,reform in the United States did not proceed in a straight line. In some
cities, patronage-basedand reformist administrationsalternated in power. However, despite some
backsliding, patronage-based systems often maintained the reforms introduced by progressive
governments. Reformswere popularwith the electorateand hard to reverse. Other countrieshave also
begun theirreform processwithpartialreforms.The customsservicein Mexico,the reinsurancesystem
in Argentina,and the city governmentof La Paz, have all recently experiencedsuccessful cleanups.
Reform in Mexico was based on simplifyingproceduresand improvingpay and monitoring. A scandal
in Argentina led to changes in accountingpractices. A reformist mayor in La Paz introduced a
compositepackage of projects that began with efforts to remove the worst offendersbut went on to
includemore fundamentalchanges.
Nevertheless,the durabilityof partial reforms is questionable. Reformersneed to manage both the
politicaland bureaucraticfalloutof reformand findways to enlist or out-maneuverpotentialopponents.
In some cases,reformfalters becauseof bad sequencing.Insteadof generatinga group of early winners
whosupportcontinuingreform,the programmay create earlybeneficiarieswho fear that they will lose
if reform continues. In the worst case they become a blocking coalition that prevents broad-based
change.
Countries with different models of government have also been successful with anticorruptionand
governancereforms. The key elementsin the already open economiesof Hong Kong and Singapore
were comprehensiveand meritocraticpublic sector reforms,backedby fair and effectiveenforcement
agencies. Both countriesnow have highly professionalcivil services,and Singapore'spublic service
has rates of pay relativeto the private sectorthat are amongthe highestin the world. Startingin 1974,
Hong Kong took strong measuresagainstcorruptionin the police force and the whole public service
and launchedan anticorruptionstrategybased on prevention,education,and enforcement.Over a 26year period, they made dramatic reductionsfirst in public sector corruptionand, later on, in private
sector corruption. Each year the IndependentCommissionAgainstCorruptionsurveys the population
in order to study people's evolving perceptions and attitudes and refocus their preventive and
educationaleffortsaccordingly.
There are lessonsherefor reformersin the transitioncountries.Economicliberalizationshouldproceed
in tandem with effortsto establishtransparencyand accountabilityin state structuresso that those who
benefit from the emergingprivate sector cannotblock subsequenteffortsto improvethe efficiencyand
fairness of the system. Equally critical to sustainable reforms are meritocratic, well-paid public
administrations,backed by crediblejudicial and enforcementagenciesand reinforcedby good lines of
communicationwith the population.
Based on Rose-Ackerman(1999,chapter 11) and sourcescited within;and on advicefrom Bertrandde
Speville(formerCommissionerof the Hong KongIndependentCommissionAgainstCorruption).
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The challenge ahead for transition countries is to make a durable commitment to tackle
corruption. The task will not be easy. The status quo often benefits powerful interests, making
the political economy of anticorruption initiatives complex and difficult. Corruption has become
pervasive in many transition countries. Capture has distorted the formal and informal rules of
the game to encode the advantages of particular groups into the very framework of the new
institutional environment. As the report has demonstrated, the roots of these problems reach
deep into historical legacies, economic structures, and transition paths. Thus, while there may
arise valuable windows of opportunity in specific countries, it remains important to manage
expectations and underscore the long-term nature of reform.
But as the report has shown, reform and progress are possible and the costs of doing
nothing are extremely high. Unbundling corruption and tailoring reform strategies to target the
specific profile of the problem in different countries provide important insights into the design of
effective anticorruption strategies. After ten years of transition, the building blocks of reform are
now better known, but the challenge remains to prioritize and sequence these reforms in a
manner that can build credible support for a sustainable process of change. By analyzing the
factors underlying the persistence of corruption in different contexts, this report provides an
approach for meeting this challenge. The World Bank, in partnership with domestic and
international actors, stands ready to work with the countries in the region in implementing
credible anticorruption strategies.
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Annex 1. Methodological Notes for Figures in the Text
The purpose of this Annex is to provide greater detail on the sources, statistical
significance, and methodological issues associated with the Figures presented in the text.
Chapter 1. The Level and Pattern of Corruption in Transition Countries
Figure 1.1:

World-wide Perceptions of Corruption

Figure 1.1 presents a worldwide comparison of corruption based on an aggregate index
(Kaufmann, Kraay, and Zoido-Lobaton 1999a). The authors construct the aggregate
index for each country on the basis of the 12 most widely available corruption indices.
Error bars are provided to give a rough indication of the statistical margin of error
associated with each region's estimate. The estimation of these margins of error is based
on the margins of error of each country in the regional groupings. However, the
component indices themselves are estimates with (unknown) margins of errors,
suggesting that simple standard errors of regional averages may be understated. In an
attempt to mitigate this bias, the error bars in Figure 1.1 are calculated on the
conservative assumption that the errors are perfectly correlated, which tends to bias the
error estimates in the opposite direction.
Figure 1.2:

Administrative Corruption (bribes as a share of annual revenues)

This measure of administrative corruption is based on a survey question about the amount
of bribes paid by enterprises as a share of annual revenues. Since it is based on a survey
(the BEEPS), the margin of error of the estimates can be explicitly calculated, and error
bars (representing ± one standard deviation) are included in the figure. The measure of
administrative corruption in Figure 1.2 differs from the "bribe tax" presented in EBRD
(1999), although both were based on the BEEPS. The measure used in this report
includes the responses of all firms, whereas the measure presented in EBRD (1999)
presents the average bribes as a share of revenues, among firms that reported paying
bribes.
Figure 1.3:

State Capture Index

This measure of state capture was developed by Hellman, Jones, and Kaufmann (2000a).
The calculation of the margin of error for the state capture index is more complex than
that of administrative corruption, since it is the average of six subindices, each with their
own associated statistical error. To calculate the standard error of the overall index an
assumption must be made about the correlation between the measurement errors of the
components. The standard error of the aggregate index of state capture is calculated on
the conservative assumption that the errors of the components are perfectly correlated.
The estimated standard error of the index of state capture should therefore be interpreted
as an upper bound to the true standard error.
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A further issue concerns the definition of state capture. The measure presented in the
report comprises six components-"sale" of (i) parliamentary votes and (ii) presidential
decrees to private interests; the sale of (iii) civil and (iv) criminal court decisions to
private interests; (v) corrupt mishandling of central bank funds; and (vi) illegal
contributions by private actors to political parties. Table A.1, below, presents alternative
estimates of state capture, excluding court decisions and mishandling of central bank
funds, whose link to the concept of state capture is relatively more tenuous than the
purchase of legislation and politics. (See endnote 16 to Chapter 1.) The alternative
measures of state capture are very similar to the one use used in the report. Table A.2
provides the correlation coefficients between the alternative measures of state capture. In
all cases, the correlation exceeds 0.97. Finally, it should be noted that since the standard
errors of the components of the index of state capture were assumed to be perfectly
correlated, a very conservative assumption, an index with fewer components would not
be less precise than the index used in this report.
Table A.1 The Effect of Excluding Central Bank and Courts
from the Measurement of State Capture
Country

Albania
Armenia
Azerbaijan
Bulgaria
Croatia
Czech Rep.
Estonia
Georgia
Hungary
Kazakhstan
Kyrgyz Rep.
Latvia
Lithuania
Moldova
Poland
Romania
Russia
Slovak Rep.
Slovenia
Ukraine

State Capture
including all
components
16
7
41
28
27
11
10
24
7
12
29
30
12
37
12
21
32
24
7
32

State Capture
excluding central
bank
13
8
41
31
26
12
12
27
8
12
30
33
11
39
10
24
35
22
7
37

State Capture
excluding courts
17
7
40
29
27
11
11
24
7
13
32
26
12
38
12
21
31
26
7
31

State Capture
excluding both central
bank and courts
15
8
38
33
26
12
13
27
8
13
35
28
12
42
10
25
35
26
8
37
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Table A.2 Correlation Coefficient for
Alternative Measures of Capture
State Capture
including all
components
State Capture including all
components
State Capture excluding
central bank
State Capture excluding
courts
State Capture excluding
both central bank and
courts

Figure 1.4:

State Capture
excluding
central bank

State Capture
excluding
courts

State Capture
excluding both
central bank
and courts

1.000
0.986

1.000

0.992

0.971

1.000

0.975

0.983

0.983

1.000

Typology of Corruption

Based on Figures 1.2 and 1.3 a typology of corruption in the transition economies is
developed, generating the scatter plot in Figure 1.4. For the purposes of analysis in
subsequent chapters, the countries in Figure 1.4 have been divided into four groups on the
basis of thresholds of administrative corruption and state capture. This produces a twoby-two matrix that groups countries on the basis of similarities in both the level and
pattern of corruption.
Figure 1.4 has been reproduced in Figure A.1, below, with dotted lines added to
distinguish between the four groups of countries. The composition of the groups is based
on the determination of these dividing lines, which is done here for analytical purposes
only. As several countries lay close to the thresholds, their inclusion into either group is
subject to a greater margin of error. However, the availability of estimates of standard
errors makes it possible to estimate the probability that a country has been misclassified,
even within the empirical typology presented in the Report. (As stressed in the text, the
typology is "not intended to define absolute and unambiguous divisions among countries.
Rather it is presented as a heuristic device to highlight analytically and empirically the
differences in patterns of corruption across countries.")
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Figure A.1. Typology of Corruption, with Risk of Misclassification
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Figure A.1 illustrates the typology with point estimates (depicted by the symbol *) as
well as estimates of 90 percent limit values in the direction of the other quadrants. For
the medium/medium quadrant, for example: one could be 90 percent certain that the true
value of state capture lies below the point +, and 90 percent certain that the true value of
administrative corruption lies to the left of the point A. This is equivalent to carrying out
a one-tailed test of the difference between the point estimate for each country and the
(arbitrary) dividing line. For those countries for which + or A lie in a different quadrant
from *, there is less than 90 percent chance that the country is correctly classified in that
particular dimension. The method of calculating the confidence intervals assumes, for
the sake of simplicity, that the position of the dividing lines is independent of the
uncertainty in the point estimates.
The one-tailed tests described above were also used to estimate the probability of
misclassification, and the estimates are presented in Table A.3, below. On the dimension
of state capture, only three countries - Albania, Slovakia and Romania - demonstrate a
reasonable risk of misclassification. The measure of administrative corruption has a
more continuous distribution with more countries having a non-negligible risk of
misclassification, including the Czech Republic, Kazakhstan, Lithuania, Romania,
Slovakia and Russia.
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TableA.3- One-tailedtestsfor misclassification
Probabilityof misclassification
witha one-tailedtest
Country
Administrativecorruption
Statecapture
Albania
0.00
0.23
Annenia
0.00
0.00
Azerbaijan
0.00
0.00
Bulgaria
0.09
0.03
Croatia
0.00
0.03
CzechRep.
0.38
0.01
Estonia
0.00
0.00
Georgia
0.00
0.10
Hungary
0.00
0.00
Kazakhstan
0.15
0.07
KyrgyzRep.
0.00
0.06
Latvia
0.00
0.00
Lithuania
0.35
0.03
Moldova
0.01
0.00
Poland
0.00
0.00
Romania
0.10
0.28
Russia
0.26
0.00
SlovakRep.
0.33
0.12
Slovenia
0.00
0.00
Ukraine
0.00
0.00
Countrieswith a greaterthan 10%chanceof misclassificationare highlightedin bold

The discussion above centers on statistical margin of error. A second potential source of
error could arise if the quality of the survey implementation varied greatly across
countries, or if there are systematic differences in respondents' perceptions of the severity
of otherwise identical problems in different countries. However, the BEEPS was carried
out by the same international company in all countries except two (Latvia and Albania) to
ensure consistency, so variation in the quality of survey implementation is not a concern.
Furthermore Hellman, Jones, Kaufmann, and Schankerman (2000) test for the presence
of systematic cross-country biases in the BEEPS (whatever their source) using a
methodology that compares estimates derived from the BEEPS with measures of the
same concept from other sources. They find no evidence of such bias.
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The measure of state capture used throughout this report represents the proportion of
firms that report being affected by state capture, whether or not the firms actively engage
in state capture. The reason is that the degree to which a state is captured is not
necessarily related to the number of firms that engage in such forms of influence, but the
extent to which the formation of policy is distorted by private interests.
The levels of state capture and the proportion of firms that engage in capture are
positively related. Figure A.2 presents a scatterplot demonstrating the high correlation
(correlation coefficient = 0.69) between the index of the perception of state capture and
active engagement in such activity. Even after removing Azerbaijan, which appears to be
an outlier, the correlation remains high: the correlation coefficient becomes 0.51 and the
slope coefficient is significant at the 5 percent level. These correlations give some
additional confidence in the state capture index used throughout this report.

Chapter 2. The Economic and Social Consequences of Corruption in Transition
Economies
All of the figures in Chapter 2 show the average of some variable over the countries in
each of the four typologies, as depicted in Figure 1.4. The theme of Chapter 2, the
economic and social consequences of corruption, calls for analysis whereby corruption is
the cause of certain social ills.
Empirical analyses of causation are inherently difficult, and the timing and availability of
data exacerbate the difficulty. First, as discussed in the text, there may be multiple
feedback loops between corruption as a cause and a consequence of various economic
and social problems, and both are further influenced by yet other factors. Given a static
data set with only 20 observations, there are clear limits to the degree of sophistication
one can expect from any model. Second, the BEEPS was undertaken in the summer of
1999, in many cases after the measurement of what we would normally think of as the
dependent variables. Given this timing, establishing causation would be difficult indeed.
Similarly, controlling for factors that may be influencing levels of all three variables of
interest-administrative corruption, state capture, and whichever "cost" is being
investigated--faces similar hurdles of complex interactions and a small number of crosscountry observations.
The charts in Chapter 2, therefore, do not attempt to control for other factors or to
establish empirically a direction of causation. Rather, they depict the simple association
between the variable of interest and levels of administrative corruption and state capture.
Their purpose is not to provide empirical evidence of causation, but to show that the data
are consistent with the idea, reasoned in the text, that corruption is deleterious for society,
even if the figures themselves only depict simple correlations between variables. While
the figures in Chapter 2 make no attempt to control for external factors or to establish
causation, the broader literature on governance and corruption, availing itself of a greater
number of countries and governance indicators, includes studies that support the ideas
argued in the text-that corruption does indeed pose quantitatively large economic and
social consequences on society.
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Table A.4 presents simple evidence that the figures in Chapter 2 represent relationships
that are statistically significant, even if not so in a ceterisparibus sense.
Table A.4 Statistical Relationships between Chapter 2 "Consequences" and State Capture and
Administrative Corruption
OLS Regressions
Simple t-test between
High-High and the
Medium-Medium groups
of countries
5.33
(0.00)
2.81
(0.01)
2.3 Gini
3.03
coefficient
(0.01)
2.4 Unofficial
3.17
economy
(0.01)
2.5 Macro
4.24
governance
(0.00)
2.6 Organized
4.57
crime
(0.00)
One-tailedtests, assuming equal variances.
(p-values in parentheses)
Figure and
Variable of
Interest
2.1 Output
decline
2.2 Poverty

t-statistics of coefficients
(p-value in parentheses)
Administrative
State
F
N R-sq
Corruption
Capture (p-value)
2.02*
2.84**
0.01
20 0.55
(0.06)
(0.02)
3.88***
0.04
0.00
19 0.54
(0.00)
(0.97)
2.29**
0.81
0.06
17 0.34
(0.04)
(0.43)
2.04*
1.35
0.01
15 0.56
(0.07)
(0.20)
1.81*
1.28
0.03
20 0.27
(0.09)
(0.22)
1.93*
1.78*
0.01
20 0.42
(0.02)
(0.02)
Significance levels: * = 10percent level; ** = 5
percent level; *** = I percent level.

Figure 2.1: Corruption and Output Decline
Output decline is the percentage decline in GDP between 1989 and 1998. All countries in
Figure 1.4 are included in Figure 2.1. The data are based on Table 3.1.1 of EBRD
Transition Report 1999, p. 73. See Table A.4 for an indication of simple statistical
significance.
Hellman, Jones, and Kaufmann (2000a) use the BEEPS data to examine (with controlled
regressions) the impact of corruption on investment at the firm level. Additional
empirical studies on the relationship between corruption and growth and investment
include: Mauro (1995, 1997), Kaufmann (1997), World Bank (1997), Tanzi (1998),
Kaufmann and Wei (1999), Campos, Lien, and Pradhan (1999), and Wei (1999a, 1999b,
and 2000).
Figure 2.2: Corruption and Poverty
Poverty is represented by the percentage of the population living on less than $2.15 per
day. (See Table A.4 for an indication of simple statistical significance.) All countries in
Figure 1.4 are included in Figure 2.2, with the exception of the Slovak Republic. The
data are drawn from the World Bank report, also prepared for the 2000 Annual Meetings
in Prague, Making the Transition Workfor Everyone: Poverty and Inequality in Europe
and Central Asia, Chapter 1, Table 1. This "poverty head-count" is based on household
surveys undertaken in 1996-1999 (surveys from 1998 or 1999 were used for most
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countries; Bulgaria's headcount is based on a 1995 survey). Income levels of have been
PPP adjusted.
Additional empirical studies on the relationship between corruption and poverty include
Knack and Anderson (1999), and Gupta, Davoodi, and Alonso-Terme (1998).
Kaufmann, Kraay, and Zoido-Lobaton (1999b) show the relationship between poor
governance and nonpecuniary measures of well-being such as infant mortality. See also,
World Bank (2000) Making the Transition Workfor Everyone: Poverty and Inequality in
Europe and Central Asia.
Figure 2.3: Corruption and Income Inequality
Income inequality is represented by the Gini coefficient and is drawn from the World
Bank report, also prepared for the 2000 Annual Meetings in Prague, Making the
Transition Work for Everyone: Poverty and Inequality in Europe and Central Asia,
Chapter 4, Table 1. The Gini coefficients are World Bank estimates based on household
surveys from 1996-1999. All countries in Figure 1.4 are included in Figure 2.4, except
Azerbaijan, the Slovak Republic, and Ukraine. See Table A.4 for an indication of simple
statistical significance.
The relationship between corruption and inequality has also been examined in Gupta,
Davoodi, and Alonso-Terme (1998), and Knack and Anderson (1999). See also, World
Bank (2000) Making the Transition Work for Everyone: Poverty and Inequality in
Europe and Central Asia.
Figure 2.4: The Unofficial Economy
Estimates of the unofficial economy, based on changes in electric power consumption
and officially measured GDP, are drawn from Johnson, Kaufmann. and Shleifer (1997).
All countries in Figure 1.4 are included in Figure 2.5, except Albania, Armenia, Croatia,
the Kyrgyz Republic, and Slovenia. See Table A.4 for an indication of simple statistical
significance.
Studies of the unofficial economy and its link to corruption include Johnson, Kaufmann,
and Shleifer (1997), Johnson, Kaufmann, and Zoido-Lobaton (1998), Johnson,
Kaufmann, McMillan, and Woodruff (2000), and Friedman, Johnson, Kaufmann, and
Zoido-Lobaton (2000). See also Kaufmann, Pradhan, and Ryterman (1998) for an
illustration of the degree to which corruption leads to a loss in tax revenues.
Figure 2.5: Quality of Macroeconomic Governance
Macroeconomic governance is an index measuring the extent to which policy instability,
exchange rate instability, and inflation are obstacles for business. The data are drawn
from the BEEPS. An almost identical index is presented in Table 6.1 of EBRD
Transition Report 1999, p. 116. All countries in Figure 1.4 are included in Figure 2.6.
See Table A.4 for an indication of simple statistical significance.
The relationship between corruption and budget distortions has been examined in Mauro
(1998), and the effect on international trade in Anderson and Marcouiller (1999).
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Figure 2.6: Organized Crime as a Problem Doing Business
Organized crime is the percentage of firms that reported that organized crime is a
problem doing business in the BEEPS. All countries in Figure 1.4 are included in Figure
2.7. See Table A.4 for an indication of simple statistical significance.
Chapter 3. The Origins of Corruption in Transition Countries
The challenges of analyzing the costs of corruption paucity of cross-country
observations and mis-timed data-are not so formidable for analyses of the origins of
corruption. (i) Influences on firm-level decisions regarding corruption can be unearthed
using firm-level analysis, for which the BEEPS provides thousands of observations. (ii)
Since the object of investigation is the set of causes of state capture and administrative
corruption, the fact that both are measured in 1999 is entirely consistent with such a
model. For these reasons, the analysis of the origins of corruption in transition countries
was able to benefit from a multivariate framework. While still stopping short of
addressing all possible endogeneity issues, this approach does provide a measure of rigor
beyond what was possible in Chapter 2.
Underpinning this analysis in Chapter 3 are a series of firm-level regressions, in which
state capture and administrative corruption are explained by firm, industry, and country
characteristics. These characteristics include: (i) the size, ownership form, and age of
the firm; (ii) dummy variables describing the industry of the firm and its membership in a
business association; and (iii) variables measuring institutional legacies of a country, such
as the natural log of the number of years it was a state in the last century, a dummy
variable indicating whether it was a member of the CIS, a dummy variable indicating
whether it had been part of the Habsburg Monarchy, a dummy variable indicating
whether it was centrally planned (as opposed to labor managed or market socialist), an
index of political liberalization at the onset of transition, an index of economic
liberalization at the onset of transition, a dummy variable indicating whether it was
resource rich, and more. Generally, those variables described by the figures in the text
were those that were significant and robust to many different specifications.
Surprisingly, a dummy variable measuring whether a country is in the CIS was useful in
explaining administrative corruption, but not state capture.
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Table A.5 Statistical Relationships between Chapter 3 "Origins" and State Capture and
Administrative Corruption
OLS Regressions

Figure and
Variable of
Interest
3.1 Statehood
(log)

Simple t-test
between HighHigh and the
MediumMedium groups
of countries
1.51*
(0.08)

t-statistics of coefficients of
variable of interest
(p-value in parentheses)
Administrative
State Capture
Corruption regressed on regressed on
variable of interest
variable of interest
-1.89*
(0.07)
-1.30

N

R-sq

20 0.17
20 0.09

(0.21)

3.2 Habsburg
legacy

4.83***
(0.00)

-3.06***
(0.01)

20 0.34
-1.85*
(0.08)

3.3 Democracy

5.51***
(0.00)

20 0.16

-4.06***

20 0.48

(0.00)

-2.27**

20 0.22

(0.04)

3.4 Resource
endowments

0.87
(0.20)

1.12
(0.28)

20 0.07
1.18
(0.25)

3.5 Change in
leadership

3.23***
(0.01)

20 0.07

-1.13
(0.27)

20 0.07
-2.81**

One-tailed tests, assuming equal
variances. (p-values in parentheses)

Significance levels: * =
*** = I percent level.

(0.02)
10 percent level; **

20 0.30
=

5 percent level;

Figure 3.1: Statehood and Corruption
The measure of experience with sovereignty is the number of years during the previous
century that the country was a sovereign state. Of course, during this period, national
borders for countries shifted dramatically. For the purposes of this analysis, a country
continues to be classified as a sovereign nation following a significant change in its
borders as long as the central government continues to be administered from its capital
city. Thus, Russia and the Czech Republic are classified as sovereign nations during their
Soviet and Czechoslovak periods, respectively, while the other states in the former Soviet
Union and the Slovak Republic are not. All countries in Figure 1.4 are included in Figure
3.1. See Table A.5 for an indication of simple statistical significance.
Figure 3.2: Habsburg Legacy and Corruption
The countries that were formerly part of the Habsburg monarchy are Croatia, the Czech
Republic, Hungary, Poland, the Slovak Republic, and Slovenia. All countries in Figure
1.4 are included in Figure 3.2. See Table A.5 for an indication of simple statistical
significance.
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Figure 3.3: Democracy and Corruption
The data on democracy comes from Adelman and Vujovic (1997). The measure of
democracy is an average of measures of the political independence of the country, the
existence of a multiparty system, presence of political opposition, degree of political
decentralization, role of elections in the political system, freedom of speech, and freedom
to organize. All countries in Figure 1.4 are included in Figure 3.3. See Table A.5 for an
indication of simple statistical significance.
Figure 3.4: Resource Endowments and Corruption
The countries that are resource-rich, for the purposes of Figure 3.4, are Azerbaijan,
Romania, Russia, and Kazakhstan. All countries in Figure 1.4 are included in Figure 3.4.
Although Table A.5 suggests that resource endowments are only weakly related to
administrative corruption and state capture, in a multivariate framework, resource
endowments are consistently significant. See Table A.5 for an indication of simple
statistical significance.
Figure 3.5: Change in Leadership and Corruption
The countries with early changes in leadership are Armenia, Czech Republic, Estonia,
Georgia, Hungary, Kyrgyz Republic, Latvia, Lithuania, Poland, the Slovak Republic, and
Slovenia. All countries in Figure 1.4 are included in Figure 3.5. See Table A.5 for an
indication of simple statistical significance.
Figure 3.6: Economic and Political Reform and State Capture
The degree of economic reforms was measure by the EBRD Transition Indicators, 1999.
The level of civil liberties is the three year average of the Freedom House Civil Liberties
Index, which is based on assessments of freedom of expression and belief, association
and organizational rights, rule of law and human rights, personal autonomy and economic
rights. Figure 3.6 plots regression fits based on a regression of state capture (SC) on civil
liberties (CL) and economic reforms (ER). A quadratic term is included for civil liberties
to allow for curvature in the relationship. Basic regression statistics are presented below.
(A constant was included but is not reported; t-statistics are in parentheses.) The
regression was presented in Hellman, Jones, and Kaufmann (2000a), which also contains
a broader discussion of the relationship between political and economic liberalization and
state capture.
SC = a + 0.359

(1.93)*

CL

-

0.056

(1.97)*

CL2

-

0.143

ER

R-sq=0.513

(1.87)*

Figure 3.7: Foreign Direct Investment and Corruption
Data in Figure 3.7 are based on the BEEPS and draw on Hellman, Jones, and Kaufmann
(2000b). Firms were grouped into three categories: (i) those with no foreign direct
investment (FDI), (ii) those that have FDI and whose headquarters was domestically
located, and (iii) those that have FDI and whose headquarters are located in another
country. Pairwise t-tests of the levels of administrative corruption and state capture for
these sets of countries are presented Table A.6, below.
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Table A.6 Significance of FDI (and Location of Headquarters) for Levels of
Administrative Corruption and State Capture
Pairwise t-tests for Differences in Means
Variable 2
Administrative Corruption
Firns with FDI and
0.16
Domestic HQ
(0.43)
Finns with FDI and
2.28**
Foreign HQ
(0.02)
Firmnswith FDI and
2.47***
Foreign HQ
(0.01)

Variable 1
Firms with no FDI
Firns with no FDI
Firms with FDI and
Domestic HQ

State Capture
2.58***
(0.01)
1.60*
(0.06)
2.44***
(0.01)
10 percent level; ** = 5

One-tailed tests, assuming equal variances.
(p-values in parentheses)

Figure
Data

3.8:

Foreign

in Figure

(2000b).

3.8 are based

Firms

3.8 then

shows

Direct

are divided
the average

Significance levels: * =
percent level; *** = I percent level.

Investment

in High-Corruption

on the BEEPS
into three
percent

and draw

groups

Countries

on Hellman,

as described

of firms

that engage

and Between

Sub-regions

above

Jones,

and Kaufmann

for Figure

in capture

3.7.

Figure

and the percentage

of
paid in bribes,
across
firms in high and medium
capture
countries,
For both of the charts in Figure
3.8, active capture
and administrative
are most prevalent
among firms with FDI and domestic
headquarters,
but only

firm revenue
respectively.
corruption

in high capture countries.
Figure

3.9: Variation

Within

The data for Figure 3.9 are drawn from the BEEPS.
Figure 3.9 simply presents
the levels
of administrative
corruption
and state capture for each country, according
to the indicated
sub-regions.
Chapter

4. A Multi-pronged
Strategy for Combating
Corruption
Chapter
4 has only two charts that suggest statistical
relationships.
Simple statistics
on
the significance
of the relationships
are presented
in Table A.6.
As discussed
earlier,

these relationships
statistical

are not ceteris paribus

but are merely presented

as illustrations

of a

association.

Table A.6 Statistical Relationships of Chapter 4 Charts
OLS Regressions
Figure and
Variable of
Interest
4.2 Media
repression
4.3 Business
Assoc.

Simple t-test between
High-High and the
Medium-Medium groups
of countries
7.50
(0.00)
3.00
(0.01)

One-tailed tests, assuming equal variances.
(p-values in parentheses)

t-statistics of coefficients
(p-value in parentheses)
Administrative
State
F
Corruption
Capture (p-value)
3.02***
1.52
0.01
(0.01)
(0.15)
3.21***
0.78
0.00
(0.00)
(0.44)

N

R-sq

20 0.53

Significance levels: * = 10 percent level; **
percent level; *** = I percent level.

20 0.49
=

5

101

Figure 4.2: Media Repression
Media repression is based on the Press Freedom Survey as presented in Sussman (1999).
It is an index of many dimensions of media repression. All countries in Figure 1.4 are
included in Figure 4.2. See Table A.6 for an indication of simple statistical significance.
Figure 4.3: Business Associations and Corruption
All data are based on the BEEPS. All countries in Figure 1.4 are included in Figure 4.3.
See Table A.6 for an indication of simple statistical significance.
Chapter 5. Designing Effective Anticorruption Strategies
Figure 5.3: The chart is from Anderson (2000). It is based on a survey of 400
enterprise managers in the Slovak Republic carried out in 1999 by the Focus Agency for
the World Bank and USAID.
Figure 5.4: These charts are based on diagnostic surveys undertaken in Albania (see
Kaufmann, Prasha, Preci, Ryterman, and Zoido-Lobaton (1998)), Georgia (see Anderson,
Azfar, Kaufmann, Lee, and Mukherjee (1998)), Latvia (see Anderson (1998)), and the
Slovak Republic (see Anderson (2000)). Several of the surveys were supported by
USAID. The Albania public officials survey was undertaken by ACER in 1998, and had
a sample size of 97. The Georgia enterprise survey was undertaken by GORBI in 1998
and had a sample size of 350. The Latvia household survey was undertaken by Latvia
Facts in 1998 and had a sample size of 1,100. The Slovak Republic public officials
survey was undertaken by Focus is 1999 and had a sample size of 350.
Chapter 6. Conclusion
Figure 6.1: Change in the Extent of Bribery During the Last 5 Years
The data used to create Figure 6.1 are from the Global Competitiveness Survey, World
Economic Forum, available at http://www.weforum.org. The chart was kindly provided
by Daniel Kaufmann.
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