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~The Lhderground Mar ket for Govennentally Control | ed Property H.ghts

There is Iittlé doubt that taxes create incentives for tax avdidance.
I'legal, underground narkets arise inthe private'sector, and there is conéider-
abl e evidence that thé t ax-i nduced undefground econony is very Iarge and i s
_ gromnhg_in the.Lhited.States'and in other parts of'the.mbrld'(Tanzi,_1982;
Sinson and VVfte:1982),1' It is afSo wi del y reéoghfzed:that fégufaIOry_Con-_i u
. sffaints i nduce private sector underground activfty._ This is evidenced by the
thriving markets in drugs, prostitution, ganbl i ng, “stol en goods, and the | abor
of illegal aliens despite | aws agai nst the sale or purchase of such goods and
servicés (Sinuh.and Wtte, 1982);: Thus, bofh taxes and regul ation generate
incentives for people.tolengage inillegal underground activities. People react
accor di ngly. - | I

Little attention has been pai d, however, to the incentives faced by .t hose
doi ng the_regulating and taxi_ng.2 Do regulators and tax coILectofs al so face
incentiyeé to engage in illegal activities? If_so; what affecté-the strengt hs
of these incentives? s ool itical corruption likely to be caused by the sane
factors that encourage corruption in t he private sector? And how‘inffuentia
are the taxes and regul ations? In the follow ng pages* we delineate t he oppor -
tunities for political corruptfon, exam ne the relative strength of incentives
to participate in corrupt activities, and make predictions about the future

opportunities for corruption.

Underground Markets Eroma Property Rights Perspective

Gover nment s operate by assigning, reassigning, nodifying, or attenuating

property rights. The concept of property rights refers to

. . . the sanctioned behavior relations anong men that arise from
exi stence of goods and pertain to their use. These relations specify



the norns of behavior with respect to- goods that each and every person
nust observe.in his daily interactions with other persons, -or bear the
cost of nonobservation. . Thus, “and this point is inportant, the
concept of property rights . . . applies to all scarce goods. The
concept enconpasses both rights over material things (to sell ny
typewiter) as well as human rights (the right to vote, to publish;-
etc.).- The prevailing systemof property rights in the comunity is,
‘then, the sumof econom ¢ and social relations with respect to scarce
resources in which.individual menbers stand to each other.®
Regul ation can easily be described froma property rights- perspective (Benson,
1981). Governments regul ate by creating and ethréfng'property'rfghts'and by |
more or |ess continuously modifying and changfng the allogationfof previously
existing rights. Taxation and resulting transfers also fit this paradigm = An -
incone tax, for exanplé, i's a partial attenuation of a resource owner's right to
~the full value of his resources and a correspOnding reassi gnment - of these rights
to someone else (e.g., a welfare récipient'such as a farner receiving support
paynents). ' '
Since prdperty rights provide the legal norms for behavior, they cdnvey the
right to benefit or to harmonesel f or others (Densetz, 1976, p. 348). The
assignment of rights dictates whose interests are to count in regard to the use
or nonuse of a particular resource. "Rights have a dual nature: the recogni-
" tion of granting a right to A neans exposUre of B, and vice versa, the resulting
A-Bconflict is ubiquitous. In order for Ato have a right, A s'interests nust
count and B's interest must not, prg_tan'to” (Sanual s and Mercuro, 1976, p. 50).
~Thus, individuals and groups have strong incentives to influence the definition
and assignment of property rights. _
Once property rights are defined, they can be altered or reallocated
through nmarket transactions, theft, revolution, or governnental regulation-and
tax-transfer processes (Stubblebine, 1972). It should be stressed that those
who wish to alter an existing rights structure can be altered in three ways.

First is in accord with the rule of w | ling consent by private'voluntary



exchange. This may occur either in legal transactions or, if the rights nodifi-
cation is illegal,:in an underground nﬁrkétl -Second, investrients can be made in
| obbying in an effort to influence governnent to alter the rights assignnent
-'ihrOUgh:its regul atory or taxing powers. A third but mor e risky a[fernativei""
option is to resort to theft (Stubblebine, 1972). W WII'-explore yet anot her
| avenue for Obfaining a rightS'nDdificatidn—an avenue that, in a sense, conbi nes
t heft ahd.goverhnehfal influence: A rights nodification can be purchased.ffoh1a
"corrupt governnEntéI official with appropriate discretiohary'cdntrm.
| '3I|iegal'undergrbund nﬁrkéts in the_priVate.séctor_arise‘mhen the ihstitu: .
tional'structUre precl udes omhers fronwalloCatihg their resources in é conpetf—
tive market. For exanpl e, black markets apparent!|y occur mhenéver_gbvernnent
prohibits sellers fromsetting prices_ét*the narketlclearing-price.-'Thousands
of black ﬁarkets exist, including the markets for illegal goods and servibes
(e.9., drués and prostitution). Sinilarly, governmental restrictions on the
right to lower prices, when the'pricelfloor is above a narket'clearing price
general |y I ead individual suppliers to illegally reduce prices (e, illegal = -
~aliens typically supply labor services at a price bel ow the mnimumuwage) or to
~make paynanis towlling buyers (bribery). In addi tion, the lakge under gr ound
market that has deVeIoped as a consequence of tax avoidance is an attenpt by
resour ce owners to avoid losing their rights to the income streamgenerated in
- conpetitive mrkets. Al suchillegal markets exist because government has _
attenuated or elininated rights, preventing or altering the conpetitive frée
market allocation of resources. W w Il showthat illegal actions by govern-
mental officials arise for precisely the same reason. |
Becker (1968) explained t hat i ndi vi dual s are relatively more likely to

comit acrime (e.g, participate in an underground market) when the potentia
payof f fron1the illegal act is high relative to the individual's other oppor-

tunities, when the probability of being caught is relatively | ow, or when the



severrty of the potentral puni shrent ‘i s relatrvely ||ght COnsequentIy it is

- not surprrsrng to frnd thrrvrng underground narkets in goods and services such

~as drugs, |iquor nnere_prohrbrted, ganblrngr_and_prostrtutron. .Potentral parti-
cipants in any of fhese narkets'nay-expect very high payoffs. * Furthernore, the
.narkets are difficult to detect and controI because the goods are nondur abl e and
) easrly transportable nhrle the servrces are |nned|ate|y consuned Thus, the
| probabrlrty of -bei ng caught is Iow The severrty of potentral. ffrcial punrsh?'
| ‘ment varies, but in each case |r is relatively minor, given the Iarge_potentia
| payoffs'and'the smal | chance'of det ecti on. There are nany other exanpl es ofg
private underground markets that occur because the expected payoff is relatively
| ar ge, fhe chance of being detected i's small, or the punishnentS'are'slight
.(e.g,_'parricipation in markets associated'urth'tax;avoidance are all extrenely
'diffrcult'and costly to detect, and some, such as rhe under ground mar ket for
'cigarettes to avoid state excise taxes [Sinon and Wtte, 1982], involve very '

large payoffs). Qur pUrpose, however, is to exanine situations wher e public

officials participate inillegal underground transactions. First, let us con-
“sider circunstances where there are opportunities for corruption, and then
“explore the incentives of governnental offrcrals to partrcrpate in |||ega

actrvrtres

Opportunity_for_Corruption |

Corruption is a consequence of discretionary political authority. Al
governnents have officials that have discretionary conprol over sone prooerty,
and the amount of their discretion varies dramatically., The duties of both a
m Iitary sergeant and a federal judge, for exanplef cannot be prescribed with
precision: Time- and place-specific variables preclude such an outcome. Any
official has the authority to-allocate certain property rights. Gven that his

“behavi or cannot be perfectly specified, thereis a necessary potential for him



to exercise his drscretron over certarn property rrghts SO that ‘the outcone B
'drsproportronately benefrts certain |nd|vrduals Hence, t he potential for cor-.
ruptionis a | ogi cal necessrty of governnental-allocations of property rrghts
In many instances where governnent has nodified or coul d nodrfy a rrghts
: structure to prevent a conpetrtrve narket al | ocation of resources and has, |
consequently, created |ncent|ves for an |IIegaI market to arise, the potentra
i11egal transactron (rrghts nodrfrcatron) can be eaery detected > Thus t he
high risk to private individuals prevents participation in an underground market
unless the transaction can be made to appear_ IegaI.- Thi s nay'be because the
property invol ved is highty_visibte, so that a change in use or user can be
| easrly'detected. Perhaps the property is durable and i mmobi | e (e.g, | and
subject to zoning or other use restrictionsj, or perhaps the property.is subj ect
to close scrutiny by goyernnental officials or private citizens (e.g., highty-
regul at ed industries, such as puhlic utilities, where any change_in resource use
or prices requires regulatory approval). Under such circunstances, an_iIIega
property rights-nodificatton‘nust'be acconplished through the actions of a
‘gover nment al otficiat As a consequence for exanpl e, Iand use and bui | di ng
regulations for exanple appear to generate consi derabl e opportunrtres for

“political corruption (Cerdiner and Lynan 1978).

There is another, closely related opportunity for corruption. In instances
where illegal activities in the private sector could be prevented or severely
limted through reIativer I nexpensi ve enforcement efforts, the public officials
desi gnated to prevent such activities are given a very val uabl e ‘set of.property
‘rights that may be sold. These officials can allow certain individuals or
groups to operate in the illegal market whi | e preventing ot her potential parti-
cipants fromentering the market. In other words, they can sel nonopol y rights

ina private sector underground market and then enforce that rights allocation.



The illegal activities of the policeman on the beat is a conmon-theme in fiction
“-and a conmon occurrence in fact. Schellihg (1971), for exanple, argued that
~organized crime is really'hnnopolized_crine, and RUbin (1979) and Anderson
(1979) cont ended t hat cfininal.f{rhs posSesé'Harket pdmer bébause'thére are -
ecdnoh1e$~of scale in buying-corruption from police and other.governnéntal
Cofficials, Denset z (1968), hOmeVer,_explained that econonies of scale are not
* sufficient for such monopoly pricing. Exploiting a monopoly position requires
enffy.restrictions, typically arising fron1goverhnehtaL pdficy. In the case fo
under gr ound markets, all entryis illegal; but if enforcement is easy, corrupt
' pUinc officials can sell the'right to produce to selected illegal firms. -In
_this i nstance, an under ground mar ket for governnental |y control | ed property
- rights may be required fqr a private sector underground market to'Qperate.

The potentfal for pdlftfcal corruptioh al so exi sts when gdvernnent pre-
¢l udes market allocation through direct, public ownership of property rights for
“which there are no good private sector substitutes at prices conparable to what
a corrupt of ficial mght charge. In such cases, the desired property rights

alteration cannot be achi eved through either legal or illegal private sector
transactions. The rights allocation nust involve public officials. Thus, we
‘find corruptionin the f or m of patronage, for exanple, where relatives or sup-
porters are given jobs-that many others want, which can lead to even nore

corruption.

Rose- Ackerman (1975) detailed the possibilities for corruption that arise
when government buys goods or services fromthe private sectof. She observed - -
that there are no opportunities for corruption when the governnent is just one
of many conpetitive buyers. Corruption is possible, however, when the govern- -
ment is a large and inportant buyer. A private sector seller may be willing to
bribe a public official for two reasons. First, buyers may willingly pay for

the right to be the exclusive supplier -of some product consumed by govérnnEnt.

6



VWllingness to pay a bribe inplies that there are other potential suppliers who
“woul d, in'a'eonpetitive seller market, produce and sell the good to the govern-
-'ne a early, nhen gover nment chooses to buy frontonly one seller the rights
granted to the seller may preclude a conpetitrvely determned allocation of

: resources; The rights are val uabl e (that soneone is willing to pay for the
. ,exclusive ri ght inplies that the expeeted'retUrnegnust be at | east high enough -
to cdrer the. bribe.and conpenSate'the buyer for the risk'incured): and govern-
~mental officrals have the poner\to allocate them - Cpportunrties for underground
t transactrons |nvolvrng purchases' of those rights frontgovernnental offrcrals are
a consequence. _

~ Second, Rnse-Aekernan_(1975,:p. 198) explained that a bilateral monopoly -
situation arises nhen'a_seller i's already-the only supplier. WIlingness to pay
a bribe then_depends.on the relative bargaining strengths of the buyer (govern-.
_nental unit) and seller. If the seller isina relatively strong bargaining
position and expects to extract most of the potential surplus, he i's not likely
to pay a bribe. lf the gevernnent.is in a superior position, however , the _
seller has incentives to bribe an of ficial in order to obtain the right_to set a
nmonopol y price. This is not as obvious an instance'of a potential underground
transaction arising as a result of governnental restrietions that preclude a
conpetitive solution, but we must ask how a seller becane the enly supplien

It-is said that nmonopol y occurs because of market failure. Densetz (1974)

expl ai ned, however, that in practice nonopol y power arises because of govern- '
mental rights nodifications that prevent free entry (e.g., patents, |icenses,
excl usive contracts possibly resulting froman illegal transaction, and regu-
latory linits on entry). Consequently, corruption tnat can be char act eri zed by
Rose- Ackerman' s bilateral nonopoly argunent al so occurs because governmenta

rights nodifications prevent a conpetitive allocation or resources.



The potential for governhentat corruption arises for preci sely the sane
reason that underground private narkets'ean-exist Rights hudificatibns eit her
inthe formof taxes or regulat|ons prevent- a conpet|t|ve allocat|on of |
| resour ces, creatlng opportun|t|es for i llegal markets deS|gned to avoid the
taxesfand regulations. Under some circunstances, theseillegal markets will

have to involve corrupt governnental officials in order to exist.

LQeentives tor Political Corruption )

. DeCtSiohé are made on the basis of information and incentives, and.pdblic '
of ficials react to'incentives j ust as prtvatevlndividuale de;' Thus, relatively
strong incentives to becone corrupt are likely toresult in relatively nor e
corruption. - The televant i ncentives are'those that Becket'(1968) delineated in
hi s ecenontc theory of crime: the size of expect ed payoffs relative toa public
| officials'alternatives, the Iikelihoed'of being detected and puni shed, and the
severity of the punishment. |

The payoffs to corruption. The attractiveness of the expected payoff to
the individual public official fromcorruption depends on a nunber of factors.
First, it must be enphasized that the potential returns to corruption wll be
wei ghed agai nst returns to ot her activities.that may have to be foregone if the
official chooses to participate in an illegal market. Because they are not
residual claimnts, governnentat officials cannot capture profits when they

abstain frontcorruption'and concentrate on improving efficiency. O course,
they may be able to nove to a better payi ng pub||c sector. job because they
perforntthelr tasks wel |, but few public off|C|als, no matter how high up they
" may be in the hierarchy, receive extrenely large salaries.  Oficials my also
gain satiefaction fromthe prestige they have and the power they wield, but at
the higher levels, the nonetary rewards are snall relative to conparable private

sector enploynent. Furthermore, many public officials are severely constrained



as to how and_how nuch they can legally obtain above'fheir public salaries.
- Thus, assuming that'publig Sector'ehployhent was chosen because it was an
official's_besr alternafive (he or she is not likely to find a nore attractive
'j ob ih'the_priVate sectof),. ahy reasohably_large expected'péyoff_fron1borrupti0n
may be tenpting. - | i -

| The naghitude of the potentiaf payof f fron1c6rruption I's detefnined by
sevefal_factors; ‘The expécted_vaIUe of the rights thaf'fhe offibial is able to

'aITocate-Ls aprime det er mi nant . Thus, the greater the mar ket distortion

created by a tax or regulation, the greater the pOtentiaI payoff to offiérals
'WMO.are to enforce the tax or regul ation. Strict bUTIdfng codes or rigorous and
géogréphicalfy expansive zoning | aws, for instance, generate the potential for

| arge payoffs to_Corrupt officials (Chrdner-and Lyman, - 1978). Simlarly, if an |
officiai has-allocétive power over ‘a nunber of differeht rights, the paydff

coul d be Iérge even though no single righf has tremendous val ue. 'It.haé been
estinated: for exanple, that through graft and corruption the Tweed organi zation
made more than $60 nillion during the decade following the Qvil War (Friedman,
11973, p. 462) because it controlled virtually all the taxing and regul atory
| povers in New York City:(and, to a degree, inthe state). Sonme of those powers
| cl early i nvol ved the allocati on of trerrehdously val uabl e ri ghts, but.' others did
not . o !

When the pombr to allocate rights is concentrated in the hands of one or a
fewofficials (or in the hands of an organization; such as the political |
‘machines that dom nated |arge cities in the late nineteenth and early twentieth
centuriés), the corruption payoff to those individual's can be extremely large.
n the other hand, if the power to influence a fighfs assignment is widely
di spersed and, therefore, difficult to coordinate, the payoff to any one offi-
~cial is likely tobe relatively small. Oganized crine.nmay have to bribe

several police officers, for instance, to assure the relatively unnol ested
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operatlon of their underground narkets in drugs and prost|tut|on but this means .
ithat the. payoff to any one police officer will be relat|ve|y smal | and | ess |
_acceptable._-8|n1|arly, if abuyer of illegally allocated rights has severa
“alternative sdurces (conpetitive corruptioh, if youwll), then the.return to

- any one Cerupt”seI|er is likely to be small.- A housing devel oper, for exanpl e,
| may be indifferent as'to whet her Iand_is'developed-in.ohe or anothér of severa
geographicélly ContiéUous-politfcaf jg{isdicfioné Mﬂth separate zoni ng éon}'

- m ssions. | .

It should be stréssed that even thdugh the nagnitUde of payment to a
corruption monopoly may be large, the total amount -of corruption transactions
need:not be relativelyllarge.- The demand for rights allocated through cor-
| ruption is down sloping. There are Substithte means of achi eving a'righfs
allocation (e.g, lobbying) that are available for many of the potentially
illegally obtained rights. Furthér,.there I's always an incone effect: Figher
bribes nmean reduced consunption of other goods and services. Thus, a cdrruption_
nonopol i st may require relatively high bribes and, in doing so, may restrict the
actual quantity of illegal transactions to sonething less than would exist in an
uncoor di nated - (or conpetitive) market for corruption. - The standard nonopol i st
argunent applies, but with reversed inplications.

Alternatively, a corruption nonopolist nay be able to practice price dis-
"crimnation. Different bribes can be charged as the monopolist noves down al ong
the demand curve. In this case, thé nonopol y out put of corruption'is likely to
approach the uncoordinated or conpetitive cor}upfion | evel , assuming that the
nmonopol i st's marginal cost of providing corruption is identical to the conpeti-
tive corruptidn supply curve. The point is that the hi ghly visible corrupt
political machines may not have generated any nore corrupt transaction than a

non- machi ne governnment woul d, ceteris paribus (although the receipts fromcor-
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ruption were probably substantially nigher'for'the nachine'tnan the aggregate
“ ~corruption receipts woul d”have been for Officials in'a non-nachine gover nnent ) . %
Elimnating the political machi nes did not eIrnrnate the |ncent|ves for under
ground sal es of governnentally control |l ed property rights
~ An obvious deterninant of the payof f to corruptron I's the prrvate buyer S
nillingness to pay for |IIegaI governnental rrghts aIIocatron nbturally,
“buyers in the underground market for governnentally controlled property rights
react to the same kind of incentives that participants in any illegal actrvrty
do. Is the potentral return | arge or smal1? Is the action likely to be
det ect ed? tbnrsevere m ght the punrshnent be if the activity i's detected?
G ven the evidence of corruption, a substantial number of private sector indivi-
duals find the potentral returns fronrrllegal deaIrngs with officials to be
.suffrcrently hi gher relative to the risk, to offer enough to i nduce corruptron
(eg.. Belles, 1952; Eisenstadt et ai., 1978; Gardner and Lynan 1978; Gardner
and O son, 1974; @G bbons and Rowat, 1976; Hei denhei ner, 1970; and Sher man 1974).
Wth that in m nd, let us nove to a eecond factor that influences the Iikelihood
of'corruption. _
- The probability of detection. If'there is ahigh probability that an
ill'egal rights allocation will be detected and that a cor rupt official nili be
i dentified and prosecuted, then an official is |ess iikeiy to beconme corrupt.
Tnere are several possi bl e ways to nmonitor governmental activities. Individua
| citizens in general, and taxpayers and voters in particular, mght nake efforts -
to monitor .individual officials. This is far fromthe major threat because of
rational ignorance and the free rider problem An individual citizen's share of
the benefits derived by elininating one corrupt official is so small relative to
the costs that the citizen may bear that he has virtual |y no econonic incentive
to act independently. Furthernore, the citizen has little incentive tojoin in

a collective effort to nonitor governnent because he can share what ever benefits
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such a col | ective action may generate without bearihg any of the costs. There
Care several fairly active governnent wat ch organi zations, of éourse, and t hey
may pose some threat to-potentially corrUpt officials, but it is likely that -
t hese collective efforts'mnll be relatiVer unSuccessful because of the free
rider problem  They sihpry will not be able to attfact sufficient resources
(contribUtions of time and noney) to be ef f ecti ve. _Thesé organizationS'ofpén
_cféin1to represeht-large const it uenci es (egf, al | cdhsunérs), but they receiVe.
active support fromonly a Snall part of those'constituencies, general |y |ess-
than one percent. Thus, the generaf citizenry does not constitute a major
threat to a corrupt official. |

The news nedia is one potential source of nnnitofing_that does not neces-
sarily fit the preceedihg di scussion. News does have Sone-public godd (or, nore -
| acburately, externality) characteristics, so there is a pbtential free rider
problem  But éince consumers of news pay for much of what they consune
indirectly through advertising, the undersupply of news services is not likely
to be a significant problem as it is with other privéte wat ch efforts. None-
thel ess, there are reasons to expect that the news nedia will not be a major
threat to most corrupt officials. &wnmmmsbftMrmmadWMehmthmto
trying to detect political corruption. Corruption exposed by others is cer-
tainly reported, but there are relatively few instances in which news personnel
have actively sought out illegal -activity. This is partly because newspapers
and ot her nedia réquire daily (or perhaps meekly)'output, and r oost reporters'
must concentrate on news that can be obt ained easily and qui ckly. Détecting
corrupt officials and proving their guilt are generally difficult and time
consum ng. Consequent |y, such efforts are likely to take place only when the
potential payoff is substantial. A reporter might be willing to spend con-

siderable time trying to denonstrate that an inportant public official is cor-
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rupt because the potential payoffs are large (e.g., front page headlines, recog-
'_nition by peers and citizens, and greater incone opportunities){ but he is
unlikely to invest much time and effort to detect corruption by a | ow l'evel
N bufeaucrat.- The'resulting news Story is sinply not sufficiently.? |
Peers constitute a second source of pot ent i al nnhitoring.i_Nbst govern-

‘mental institutions have est abl i shied sel f - moni t or ing systems and have actually
dfsdouraged (and in'sone_cases'even pfévénted) moni toring from external sodrces.
This i's true for both bureaucracies and |egislative organizations (police
departments have their internal affairs division and Congress has its ethiés
comittee). Such internal hnnitoring is not likely to be very effective, - how
~ever, and poses little threat to a corfupt official. No matter what the goal of
- a governmental official’s goaf_night be, any official has_strong incentives not
to expose corruption (or'inefficienéieé) within his governmental unit. Suppose
that a public official derives his satisfaction by working for what he believes
is the "public interest" and is convinced that what his bureau, agency, .depart-
ment, commi ssion, or committee isdoing isvital. If he reveals that his
col | eagues are corrupt, -the unit's effectiveness may be jeopardized, since the
corruption may reflect badly on the Organization_and lead to reductions in the
unit‘s budget énd discretionary powers. | bis is'not to say that chh a public
spirited individual woul d condone corruption; he may try to suppress corruption
internally. "But it seems likely that such an official would prefer not to know
about corruption and, therefore, makes only modest nonitoring efforts.

~ Asinmlar mgmmm_mmHestoIhemchoHidalfm whom power and pres- -
t.ige are mjor sources of satisfaction. Corruption within that official's
organi zation may lead to reductions in budget, discretionary-pomer,'and pres-
tige. Finally, an official who may be corrupt or who wishes to keep the corrup-
tion option open obviously'mﬁll not want to attract attention to the corruption

potential of his position. It is not very surprising, therefore, to find that
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in the relativefy few instahces in which an official -has reported the corrupt
activities of'his col | eagues, the official'hinseifihasldften.been;ostricizéd by
col I eagues and superiors, denied pronotions, and ultimately forced to resign.
| Cbrrﬁpt'offjcials probébly_haVe little fgar fron1thefr_peers; |
A third source of mmmhﬂdﬁ%ﬂmummsfmmmhagwmnMMm units.
- One function of elected répresentatives i's to monitor bureaucracies to see that
they-are dofng what the'representativesf constjtuénéies maht-thén1to_ddf Such -
-nonitOr}ng could'cbnceivably be very'éffective (assunihg that the representa-.
-tives thensefves_are_not corrupt) if there are reIativer few officials to
roni t or ahd'if'there are relafively few rights over mhich t hose officials have
aIIocafive povers. o course, the incentives to monitor faced by elected repreQ
sentatives depend on the opportunity Cost of monitoring. As nore tine and-.
resources are spent in_nonitoring, Iess_are avaf[able for'SUch_thingslaS'deter-
m ni ng the nature and strength of constituencies' demands (Bensoh,'1981 and
1983), neeting those deﬁﬁnds through | egislative enact ment s—si nce reaching
agreenment in a legislature can consune time and resources (Ehrlich and Posner
1974) —and taking advantage of outside i ncome sources and benefits associ at ed
withlegislative serVice (e.g., political junkets [Crain, 1979]). So, even if
thereIWEre onfy relatively femlofficiais and rights nndiffcafions to be moni -
tored;, it would not neceséarily fol | ow t hat Iegislative_oversight'mbuld ef f ec-
tively reduce corruption. Cearly, if large nunbers of governmental officials
" have substantial discretion in the allocation of rights arising fromthe t axi ng
and regul atory process, legislative nonitoring is likely to be an ineftective

deterrent to corruption

A legislature may choose to del egate a noni toring function to some ot her
governmental unit. Results of the Federal Bureau of Investigation's corruption
detection efforts, for exanple, have been quite visible. Simlar efforts by

state or local police departnents are also possible. How effective such efforts
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are depends on how many resources are devoted to det ecting corrUption; Police
officersiare-expected to enforce a nrde range of tauc“nrthalinited budgets, so
~ resources devoted to corruption detection generally_shOUId not pose a great
threat to the overuhelning:najorrty of corrupt officials, “Police efforts are
i kety_to involve a few, possibly spectacular arreéts (g, Abscam) in the |
hopes that the visiMIity of these actions wi |l |ead potenttally'corrupt otfir
‘cials to OVerestinate'therrisk'of detection; This'nay'have t he deeired'inpact
over_the'Short ternr.but It may not work fOr long. The InternaI_Revenue Service
“uses this tactic to try.to-prevent tak avoi dance activities,'but'there I's o
neverthel ess a Iarge_and grontng tax-rnduced Underground econony (Sinmon and
Wtte, 1982 Tanzi, 1082). | | | |
when_a'governnentat offrciat has the authority to enforce a IaW tnat nmy
generate a private sector underground market, that officiat'has_a val uabl e right -
to sell: the right to operate in the underground narket wi thout reduced fear of
.arrest or punishment. The sanme argunent applies nnen'one of ficial has the
_responsibilitY'of preventing corruption by other officiate._ The official with
the power to enforce Iane_against corruption'also has a potentially valuable_
right tosell: the right to be corrupt. Furthernore, he faces the sane kinds
of incentives as officials'nnolare supposed to prevent private'sector under -
ground activities. Thus, tt shoul d not be surprising that public officials pay
- off police officers in order to practice corruption. Of course, this neans that
potentially corrupt officials may be relatively | ess concerned about detection
than they woul d be otherw se, since there is at |east the possibility of bribery

to prevent exposure even when they are detected.

Afourth source of detection involves political candidates who run on a
"good government" ticket. The thousands of such cases in Anerica's politica

hi story have been oriented toward a "throw the rascals out” theme. The key
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poi nt here, however, is thet any alternative regime that does not address the
_fUndanentaI,institutional {ssues, the information and:iheentives generated, ie
“unlikely to be successful over the IOhg run. .Fjrst, those who are corrupt can
appeal to a concentrated consti tuency for canpaign f unds. -Secohd; evenif the
reforners win, if the fundamental institutions are not changed the reform
~factionis likely to degenerate into a formsinilar to itS'predeceSsor‘s. |
Ihe'§eyeiily of punishnment. The inpact . of punishhent_is difficult to
essess since severity is.a subjecfive concept . An_official.mho'obtains satis-
faction_fronaa'prestigious eosition_nay view the eftbarrassment of public expo-
sure for Corrupfion and the Iess'of a job as severe pUnishnent, whil e ahorher
with.attractive outside alternatives mght view such a response to be a ninor
ineonVenienceL The same can be said of punishnent.as.a deterrent to private.
sector under ground activity, so at Ieast'sone.inferences can be dramn'fron1a
conpari son of'the'types of punishnent that corrupt officials face relative to

puni shment given crimnals in the private sector.

If it is correct that the incentives of officials who'detect'corruption
within their own organization are to suppress information and downplay the
significance of the corruption'in order to avoid enbarrassnent and the'potentia
| oss of discretionary power or prestige, then any internally generated puni sh-
ment is likely tobe relatively mld. MId punishment shoul d make the corrup-
tion appear to be relatively less significant to those out'side the organization
. (e.g., legislators and private sector govefnnent-metch groups), thus m nim zing
the attention that exposure might attract. Wtness, for exanple, the reluctance
of Congress to go beyond fornal reprimand when one of its members comits an
illegal act. |

Puni shment may be relatively severe as conpared to that generated within a
corrupt official's governmental organization when it arises as a consequence of

detection by anot her organi zation or a private government-watch group. One
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m ght even expect such punrshnent to be severe relative to the. punrshnent of
prrvate sector participants in conparable under ground mar ket activities, since

t he strategres enpl oyed by corruptron pol i ci ng efforts s to make exanples of
those few offrcrals who are caught in order to deter other potentral corruption.
This i's not an appropriate deduction, however, if the sane strategy is used to
deter.participatrOn in private sector underground markets (e.g., it appears t hat
the IRS enpl oys & sinilar Strategy);'rAlthough there is no statistical eVidence,:”"
~public officials (particularly hrgh-ranking officials) seehtto receive relae
~ tively short prison-terns and to:be parol | ed relatively quickly. Even i f

puni shnent is extrehely_Severe, it need not be a significant deterrent if the

likelihood of detection is extrenely small.

Corruptionin tlhe Untted States; \What Can W Expect ?

| f historiCaI trends continue, increasing'governnental (as. opposed to
market) allocation and transfer of property rights can be expected in the Unrted
States (Tullock 1980).% ne can prediet that political corruption will rise
as a consequence. At first glance, such a prediction may appear to be trivial:
Governnental'gromth means nmore governmental enpl oyees so that if some portion of -
public officiéls are corrupt, corruption should increase. But this predretion
goes beyond such an obvious relationship. Based on the preceeding explorations
of the opportunities for and the incentives to comnmt corruption, we can antici-
pate that the nunber of officials involved in political corruption should rise

at an increasing rate as government grows.

The relationship between governmental growth and.the opportunities for
corruption is obvious. Geater governnment involvement in society means that
more property rights are controlled by governmental officials through expanding
regul atory activity or nore taxation. Thus, there are greater pessibilities for

the illegal sale of such rights. [Incentives for participation in private sector
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_underground harkets increases, so officials havelopportunities to accept bribes
in return for aIterrng rrghts structures or for allowng some |nd|vrdua|s or
groups: to operate ina prrvate |I|ega| mar ket -without fear of punrshnent

H gher taxes al so mean greater expendrtures S0 gover nnent al grouth i mplies that
there unII be |ncreasrng opportunrtres for accepting brrbes in return for excl u-
sive contracts tosell to the governnent and rrghts for sellers to set monopoly
| prices. Thus if the incentives to conntt corrupt acts goes not_change Wi th :
governnental growth, we would still predict increasing.corruptioh sinply because
of the expanded number of opportunities for corruption. However, governhental
growth also leads to stronger and stronger incentives to becone corrupt.

Consi der the inpact of an expahdinQIQOVernnentaI role for the potentia
payoff to corruptron. Governnental growth really means that brivate sector or
market activities are increasingly CQnstrained as'property rights allocations
gravitate toward public officials. The nore severe the legal constraints on
private markets, the more valuable becone the rights controlled by public of fi-
cials. Correspondingly, the payment likely to be forthconing to a corrupt
Iofficial increases. Furthermore, as the power to make ever greater nunbers of
rights allocations is placed in the hands of public officials, the potentia
_returns to corrubtion expand even if no single right has trenendous val ue.

Since an expansion of government’'s power to tax or regulate |eads to greater
potenti al payoffs to corruption, the incentives to be corrubt becone stronger as
t he governnent grows. | |

_ eEhrIich and Posner (1974) have expl ained that an increase in the size and
power of government in a representative denocracy must lead to a greater dele-
gation'of di scretionary powers to bureaucrats. El ected Iegislators could, in
theory, make all rights allocations by passing statutes.. I nstead, however, they

del egate increasing discretionary rul e-making (rights-assigning) powers to
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bureaucratic agencies. Legislative decisiohs on property rights assignnents and
nodi fications nmust involve-negptiation anong a | arge group'(legislators); whi ch
inplies high transactions costs. The cost of making decisions rises sharply as
fhe number of bargai ners increases, se a legislature cahnot respond efficiently
to é growing workload by increasing its size. Therefore,'as_governnent gr ows,
the legislature responds by del egating greater prdperty rights allecation povers.
. to bureaucratic agencies. This_in turn requires expanding existing bureau-
cracies or creating nem;agencies.or'both. | | |

| The tendency for greater delegation of powers in the face of gQVernnentaI_'
grbmﬂh has three inplications'for corruption; First; an expansion in the nunber
of governmental enployees with some rights al [ ocation powers neans that monitor-
'fing for corruption shoul d becone increasingly ineffective. Monitoring efforts |
nust be spread over nore and | ar ger agencies; Thus, detection of any particul ar
corrupt publ i ¢ official becomes |ess likely, and each official's incentive to
avoid corruption is reduced. O course;-if resources devoted to nonitoring are
expanded proportionately to governmental growth, corruption incentives need not
increase. It is doubtful that this mill occur. Cearly the legislature nust .
become | ess effective in monitoring, since aside fron1eongfessional staff, it
does not- grow, assuning'that Enrich'end Posner's scenario is eorrect. THUS,'the
relatively fixed |egislative nonitoring resources nust be spread over more and
more potential |y corrupt governnental enployees. In fact, legislators

noni toring efforts are likely to decline in total as well as on a per officia
basis as its decision-naking workl oad grows. The | egislature m ght choose to
del egate nonitoring to another governnehtal organi zation (e.g., poliee), but
there is no indication that this is the case in the United States. e are aware
of no legislation that del egates power to allocate property rights and sinul -

t aneously provides resources to monitor for possible corruption. The incentives

for private citizens to become involved with governnent-watch organi zations
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.should I ncrease, sd private sector monitoring efforts may expand as governnent
does. However, the free ridér problemis Sfill'likely to stand in thé way of
.ahy effective-nnnitoring. Thus, detection becones Iess_iikely as gover nment
gr ows and as-fncenfives to beconé-corrupt_increaSe. o |

Directly related to reduced nonitoring described above is the second i mpli -
cation of thé greater del egation of powers; detection of.corrUption_beconesxless 
likely. = This inplies that the risk of détecfion_to_indiViduaIs paying'bribes
falls concurrent with a reduction of ri sk to thosé recéivihg'bribes, Thus,

i ndi vi dual s becone more willing to enter into underground'transacfions_mdth
public officials, while nore bpportunities for corruption become avail able.
Furthernore, the reduced risk to bribe payers is likelyto nﬁke themwilling to
pay larger bribes for ahy_right that a corrupt official bffers for sale. The
payoff to corruption increases, and corruption becones even nore attractive.'

A third consequerice of expanding IegislatiVe del egation of powers is t hat
rights al | ocation powers become more widely dispersed. 'Thus, coordinated'(dr
monopol y) corruption becomes more difficult. The political machines of the-
ni net eenth Century_wére abl e to nonopolize corruption in several cities partly
becauée there were fewer governnental enployees whose corruption had to be -
coordinated and far fewer potential areas of corruption. During tﬁat peri od,
there wére fewer property rights over which some governnent al of ficial had .
al l ocative power. W have argued that nonopolization of corruption coul d act u-
ally lead to fewer illegal sales of governnentally controlled rights than a
systemof uncoordinated or conpetitive corruption would generate. Therefore; as
government grows and nonopol i zation of corruption becones increasingly diffi-
cult, thereis a possfbility of relatively more illegal transactions.®

There does not appear to be ahy maj or relationship between governnent al

growth and the severity of puni shrent. If, in the process of growth and dele-
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gation of powers? |egislators delegate increasing authority to nonitor- enpl oyees
to the-agencies thehSeres, t hen punishnent for corruption may becone_less
severe (and the probab|||ty of detection decline), but it is not ciear that this

- occurs. hbnetheless greater payoffs and a reduced li kel.i hood of detection
inply that corruption should increase at_an increasing rate as a result of
governmental growt h, :Evidence of this cIaLn1fs difficult to produee, since

_ sUccessfuI underground activities go unrecorded and ihellikelihood of detection
decliqges as governnenfal power expands. Note, however, the.African end latin.
Anerlcan countri es that are controlled by n1||tary dlctatorshlps or ot her
total|tar|an regi mes where bribery appears to be a mell est abl i shed and accepted
practice. S|n1larly, one writer-oncrimein the Sovi et Union concl uded that, far
fron1”being elimnated, bribery and corruption increased [under conmuni sm and
t he resul ting governnent contrel of virtuaIIy:aII property rights] particularly
inthe works of many econonic and trade organizations, in institutions of higher
learning, in various state organizations and enterprises, and even within the

party" (Medvedev 1975, p. 25).

ang | usi on
I
Thi s exam nation of political corruption serves three purposes First, we

—~
have demonstrated that the potential for political corruption arises for pre-

cisely the same reason that the potential for private sector underground markets

occur: Property rights structures established through governmental regulation -

or taxation prevent or alter the conpetitive market allocation process and ik;},

. ’ l '
create opportunities for illegal tax or regulation avoidance activities. Many
of "these illegal activities are achieved through private underground trans-

actions, but others must involve governmental officials. Thus, political cor-

ruption can be described as an underground market for governmental Iy controlled

Kpiiperty rights.
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//’ Second, we have delineated the factors. that provide the incentives to be
.cbrruét. 'I'he'_ payoff _'f:o_ corruption depends on the value of the right_s that an
‘official has the power to allocate, the number of governmental officials who
have _som'g é.llocati.ve ‘-61‘ eﬁforcemeﬁt Ipow'e'rs for any ?articular right, the degre.
of coordination‘ {monopolization) achieved among corrupt. officials, and the

will'ingness of potential buyers of illegally allocated rights to pay given the

g\lsks and potential returns. 'I‘he llkellhood ‘that’ corruptlon w111 be detected

appears to be relatively small, since high monitoring costs relatlve to :Lnd1v1—
 dual benefits (free rider problems) prevent effective private -secto_r government—
waﬁch efforts. Furthermore, -govérnmental. officials have_strong incentives not
" to expose corruption within their own organizations because they .fear reper-
cussions in the form'-of reduced budgets and discretidnary powér. Hohitormg by
- legislators or polme agencies alsc tends to be relatwely ineffective given the
wz.de—rangmg functlons that leglslators and police are expectec to perform with
limited resources. The punishment that a corrupt official might face is not
expected to be severe if he is detected by someone within his organization,
since the employee's incentives are to avoid embarrassment for the organization
in order to diminish the chances of losses in budget or discretionary power.
B.zﬁishment '_might be relatively severé if a corrupt official is detécted by a
private sector government-watch organization or another governmental unit, but
-gsince detection is highly unlikely such punishment may not be-a significant
deterrent. | |
%‘inal_ly, if the historical trend of govemental growth continues, we can
| predict t_hat _E:ozrupt trénsactions will expaﬁd at an increasing rate. The
opportur}if.ies for corruption are clearly enhanced as government precludes more
and more market contrel over the allocation of ever greater numbers of property
rights. FPurthermore, the incentives for corruption become stronger as the

potential returns from illegal sales of governmentally controlled rights rise
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~while the likelihood of detection declines. Thué, we shoul d expeét I ncreasingly
| ar ger nunbers of public“officia[s to:réact_td these Tnéenfiyés. a

~This analysis of political corrupfion s bdsitive in nature. Qur intent is
onl'y to point out that any time government fai ses taxes or adds regul ation the
potential for corruption arises and-incéntives to practice corruption are
created, just as such governmental actions genératé the pdtehtiél_for and the
incentives'to:participaté in private sector underground nafkets.' ThUs, whéh _
governnﬁnfal officials and their constituencies are considering a tax or regula-
tion, the likelihood of oolitical corruption and the cost associated with all ow
ing it to occur or trying to prevént'it shoul d be entered into their cost;
benefit calculations. If such consideratfons.are not nmade, the estimated net

benefits fromthe the tax or regulation will be biasedLUpmafd

23



NOTES

1. Aexander Hamlton, for exanple, argued in the Federalist, No. 35 that -
one reason to set nodest tariffs on inports is to reduce the incentives for
- smuggling. For recent analysis of tax avoidance through illegal narkets, see
Smth (1979), Tanzi (1982), and Sinon and Wtte (1982), anong others. o

2. Alarge literature on political corruption exists, of course, but little
has been witten on the sources of the economc incentives for corruption. Sonme
t houghts on the ‘subject appear in Rose-Ackerman §1975) and Benson (1981a),
however, which serve as a foundation for parts of the .analysis presented here. .

3. Furubotn and PejoVich'(1974, p.3).

. 4, "Hgh payoffs" is used in an absolute rather. than a relative sense

H gh payoffs need not be supranormal in the long run, given the opportunity cost
of the resources used in the illegal market and the risk of detection and -
punishment. In fact, in the absence of barriers to entry, such as those _
di scussed later, we woul d expect only nornmal profits to prevail in the long run. .
As with any conpetitive nodel, however, it Is the expectation of supranornma
profits that lead to entry. Furthermore, even with barriers to entry (eg,
nmonopol ists in illegal markets), the conpetition to establish and naintain a
nmonopol y position described by Tullock (1967) will require substantial invest-
ments in resources, which could reduce the ultinate payoff to sonething quite
close to a normal return. That return still could be a high dollar value
relative to normal returns in many legal markets because of the risk prem um
participants in such markets may require. The risk of detection is |ikely to be
~small, but it is arisk that participants in |egal markets do not face

5 Parts of this section paraphrase Benson (1981aj

6. The ceteris paribus assunPtion may not hold; there may be scale
econom es in corruption. The |ikelihood and severity of punishnent m ght be
greater in a conpetitive environment than for(farticipants inapolitica
machi ne, neaning that the expected cost of production, in aggregate, is greater
In aconpetitive environment. Such factors would inply that the corruption
nonopol i st m ght generate nore illegal transactions than an uncoordinated market
for corruption. The dem se of the political machine inroost DS cities suggests
the opposite, however. The high visibility of the machines and their corruEt
practices made detection easy and the cost to citizens obvious. The fact that
corrupt machines tend ultimately to be destroyed inplies that the |ong-run
- margi nal cost of nonopolized corruption may be relatively high. CorruPt
_Bractlces by individual unorganized officials, on the other hand, are likely to
e difficult to detect. This point is exam ned bel ow. _

7. The discussion of the news media mght inply to some readers that either
(1) the news nedia is msallocating resources and thus not providing what its
custoners want, or (2) since the news business appears to be quite conpetitive
and conpetitive industries produce what consumers want, ‘the citizenry nust not
care about political corruption. Neither of these inplications should be drawn.
The discussion indicates that some kinds of news (e.g., detection and exposure
of political corruption) are very costly to produce relative to other kinds of
news. Thus, it is possible that consuners of news have equal ly strong (or even
much stronger) demands for news exposing political corruption but that these
demands are not met because they still are not strong enough to generate
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sufficient revenues to cover the cost of producing such news. In.this case, the
news industry does not .msallocate resources because it is producing the kind of
news for which consuner demands are strong relative to production costs, but the
news produced does not inply that citizens do not care about corruption. In
other words, a conpetitive industry produces what consuners demand as |ong as
that demand is strong enough to cover costs. : ' -

8. See Anderson and H Il (1980) and Benson (1981b) for discussions of
historical trends in governmental rights transfer activities and Tul | ock. (1980)
for predictions of.continually increasing governnental transfer activity in the
context of .rent-seeking theory. ' . o

- 9. 'This need not resulf;;hompver, if a corruption nonopolist is able to
price discrimnate. = Adiscrinnating nonopolist could conceivably enter into as
- many transactions as woul d be made in a conpetitive market for corruption.
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The Political Economy Research Center is an unusual
organization. Our research orientation and level of commit-
ment provide PERC associates with an important opportu-
nity to analyze and make recommendations on economic
and natural resource issues in both the governmental and
private sectors. Approximately 50 percent of our efforts have
been devoted to natural resource economics and policy,
while the balance of our work deals with taxation, regula-
tion, entrepreneurship, economic history, and a sprinkling
of other topics. To the best of our knowledge, we are the
only research organization with this orientation.

Since its founding in 1980, the Center has maintained
a principled commitment to the development of a society
of free and responsible individuals in their relations with one
another and their environment. On the basis of consider-
able study and research, we expect these values to be fos-
tered by social and political organizations relying on private
property rights, the rule of willing consent, and the market
process. Although we are sensitive to the problems of mar-
ket failure, we recognize that there is an analogous set of
problems with governmental management.
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