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Introduction

For a country corruption is not a2 “zero sum game™.
The players may play...the corrupter and the corrupted
...and both may gain. But the taxpaver/citizen...the
non-player...loses and those public losscs cxceed the

private gains.

In Venezuela, for mstance, 1t is the major ingredient in that
country’s present political cnsis. This country had 40-years
of democratic govemment but i considering a more
authonitative form under which President Hugo Chavez
could become the popularly clected Fidel Castro of

Venezuela.

In late November 1999 Cedice, 2 Venczuclan economics
mstitute, and the Atlas Foundation of Fairfax, Virgmia
sponsored a 3-day Intemational Seminar, “Corruption vs.
the Rule of Law: The Battle of the Next Decade” in
Caracas. Two directors of the Institute, Leandra Esfakis and
Ralph Masscy, attended that Seminar and their reports arc
the first four articles in this 1ssue.

An exchange between individuals can be a “win-win
game” where the parties both gain and there are no
adverse effects on others. This characterizes most free
market and personal non-market exchanges.
Especially in the latter case the issues of morality and
character and the power of the state can produce the
most difficult issues faced by mankind.

There s 2 strong justified resistance to the invasion by the

state into rmatters of conscience and human intimacy. This is
the very essence of liberty and freedom as we know it today.
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These moral issues are hardly ever simple and ther
complexity can be scen in the yearlong agony of the
President Clinton-Monica Lewinsky affair. Unfortunately
for the United States cven a consensual sexual relationship
under those specific circumstances constitutes  scxual
harassment in the workplace; and testimony m a court of
law...testimony deemed relevant by a judge...requires
truthfulness. This was uncomfortable for “hberals™ to
contemplate; and it highlights the never-ending problem of
dealing with the need for moral values, ethical standards and

frust in a socety.

The “morality” of efficient markets and the character issue
in politics arc the subjects of the last two articles mn this
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Corruption and

the Rule of Law

Mario Vargas Llosa, one of the two greatest kving authors
in the Spanish language, was the keynote speaker. He spoke
at a critical moment. Venezuela is recognized as one of the
most corrupl democracics in the wordd...and i less than a
month will vote on a ncw constitution that could facilitate
the mstallation of a totalitarian state.

During 2 recent radio program President Hugo Chavez of
Venezucla descobed Mario Vargas Llosa as an “illiterate™.
Today the press noted his amival m Caracas with the
headlinc “The Illiterate Arrives.”



The author said that politics s swept by confusion. People
are experiencing poverty, ecconomic “marginalism”,
exploitation and corruption; and they blame this on “neo
liberalism®”, the new emphasis on markets and compctition.
The author stated thar he was a “liberal” and that liberty
historically was the dynamic force that tamed nature,
fostered trade and produced mdividual freedom.

The truth is that the fastest progress...political,
economic and human..has been made in countries
that have united political democracy and ecomomic
Eberty. The three most prominent examples in the world
arc Ircland, New Zealand and Spam. In twenty years, for
instance, Spah has swept away the Franco regime and in its
place there 15 both economic prospenty and democracy. In
New Zealand, a democratic country, a socialist labour party
started an economic revolution.

In contrast in Latin America the move away from
dictatorship to democracy that occurred several
decades ago did not result in the creation of honest and
competent institutions and true market economies.
Where pnvatization occurred 1t often created provate
monopolies...privatization did not produce the same results
as it did in Great Britain under Margaret Thatcher. In
Venczucla the state set the rules of the game that fostered
corruption and paralyzed socicty and the creation of wealth.

Chanismatic leaders who have not produced progress have
dormmnated Latin America. It needs quiet patent leaders
such as President Castiani of El Salvador mn the late 1980s
who can transform their countnies. There have been other
examples but their work has gone largely unnoticed by the
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world at large. The charismatic leader of Latin Amenca, the
caudillo, typically has not produced progress and cconomic

opportunity.

But...today the world is a better place where even
disadvantaged countrics can experience progress. In
today’s world countries can import both capital and
ideas and produce a thythm of growth as has been the
case of Spain, Ireland and New Zealand. Counties can
create liberal institutions.

The Battle of the
Next Decade

On the first full day of the Seminar twenty-two speakers
from nme countdes discussed “The Bartle of the Next
Decade”. ‘These centered on Venczuch that on December
15th will vote on a new constitution that will create a more
authontanan form of government. The highlights of twelve
hours of formal meetings are as follows —

¢ The Foreigh Minister of the present govemment, the
architect of the referendumn, stated that in this 40-year-
old democracy ethics were overlooked until the impact
of cotruption made daily life unmanageable. Corruption
has made cssential supplics and services 1 the hospitals
and schools unavailable. It has led to unemployment
and the rapid physical deterioration of the country. The
huge public administration is a corrupting power that
has created prvate fortunes three times greater than the
extemal debt of the country. He believed that
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democracies are more prone to corruption and this is
why the constitutional change 1s proposed.

An Amencan college professor from Africa spoke of
Afnica where the politcans saw mdependence zs an
opportunity for self-aggrandizement. Tlere cormuption is
so widespread that carcer choices arc made on the basis
of a job's corruption opportunities. For instance, a
Ph.D. n engineering will take posiion i customs
because 1t 1s more attractive than college teaching,

An economost from Mexco descnbed a country whose
political choices over 200 years limited the number of
growth years to 72. Mexican income per capita was 75%
of the U. §. level mn 1800, 27% in 1910 and 7% in 1995.
From the days of Spanish Conquest a “dense and
robust” poliical systern was dewveloped to control
resources and take rents. Now a cycle of corruption is
part of each 6-year presidential termn Institutional
changes have not been made and the crises wall
contue.

A Venczuclan economist observed that corruption was
a tax that every citizen pays.

An American described how the Intemational lending
agencies such as the World Bank and the Inter
Amencan Bank aded and abetted corruption in less
developed countries. These agencies lent funds without
adequate accounting and controls; and one-third of the
projects ended in failure. These agencies now are m the
forefront of the intemational antcomruption
movement, as the adverse impact of their lending
practices on themselves becomes more apparent.



A brilliant Peruvian economist analyzed the relationship
between corruptors and the commupted. He suggested
thar we should look past the issucs of culture, tradition,
etc. Ilis complex analysis led to the conclusion that
corruption was the cost of legality. The importaton of
laws and legal structures...the increase in the number of
laws..raises the cost of bemng legal and lowers the
relative cost of bobery. The cost of corruption is
heawiest for the poorest people in society.

A Venezuelan discussed several formal studies.
These showed that the amount of corruption in 2
country is inversely related to investment and
growth...the greater the amount of corruption the
lower the level of investment and growth.
Furthermore, politicians select those imvestment
projects that have morc and bigger corruption
opportunities. They favor new and more capital
mtensive projects and avoid investments in
humans, social infrastructure or the maintenance of
existing capital projects.

An Ttalian presenter described his country as the most
corrupt in Westem Europe. Corruption feeds on a
public distrust of public officials and the existence of
100,00 laws...tenn trmes greater that France. Bad public
admuinistration and corruption are positively related and
the latter becomes self-sustaining. The only bright spot
is a2 recent increased public awarencss. The “Clean
ITands Inquiry” started an investigation of 6 Prime
Ministers and 500 parliamentanians and resulted in the
complete collapse of the existing political parties.

The collectuve weight of the tesumony clearly demonstrates
that the end of corruption as a major economic force wall be
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a “Battle” and this battle wall last at least a “Decade”.

EXPLODING THE
CORRUPTION MYTH

Netther race nor culture deterrmmnes whether a naton
becomes corrupt. Speakers from Latn Amenca, Afnica,
Europe and the US.A exarmined the causes and ewidence of
corruption in their countries. The recuming observation was
that corruption was not a prescrve of any cthnic group or
nationality.

Rather, it is the proliferation of laws, regulations and
requirements that make compliance more costly than
the alternative of bribing the govemment official
employed to enforce such rules. And the burden of
complying or avoiding compliance falls most heavily
on those least able to afford it: the poor, the self-
employed and the average salaried worker.

‘The proliferation of laws and regulations leads per force o
the proliferaton of bureaucracies to enforce the regulations
against the consumer who needs to obtain a hcense or
permit, or to comply with some rule for qualifymg for such
a license or permit.

In ltaly a proliferation of rcgulations has resulted in
contradictory rules being applicable to the same fact
scenario: comphance, m [act, could mean (inding a fnendly
bureaucrat disposed to apply the regulaton that produces a
favourable result.



But the problem is not just Italy’s. An Amenican speaker
noted that in the US.A,, the laws and regulations of the
Intemal Revenue Service comprise over 33,000 pages and
that the average tax retum to the IRS is never more than
50% correct. One must question the legiimacy of a
compendiumn of laws with which the average citizen plainly
cannot comply. Nonetheless the default makes him liable
to criminal prosecution.

In addition to the legsslated hurdles, the consumer is also
compelled in many instances to discover and comply with
less transparent ones: intemal burcaucratic practices or
govemment policy not in fact legislated.

It 15 clear that basic conditons for corruption, or non-
compliance are:

1. An abundance of legislation, sometimes contradictory
and onerous.

2. 'The application of unwritten norms that arc not readily
transparent.

3. The meonsistent or atbitrary apphcation of real or
assumed authority.

4. 'The uncertainty created by the above.

The conditions listed here preval i most western
democracics, to a greater or lesser extent. The Latm
American countries are simply the most notorious examples
of corruption as the norm.  The "coima”, "mordida” or
bribe is the currency that expedites or just makes it possible
for businesses to function and daily life to proceed.

Such conditions bring the Rule of Law into question, and
contribute to the erosion of respect for the law. This
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erosion is a social cost paid by all to the detmment of the
qualbity of hfe.

In immediate terms, the cost of excess or inept regulation
goes beyond the overhead of office space and salarics for
govemment officials.

The license applicant first pays the cost, in time and money
spent in complying with, or bribing officials to avoid the
reanemmts or paying penalties for noncompliance. This
increases his cost of doing business. Companies and the
self-employed will pass on these costs t©o the consumer,
increasing his cost of goods and services.

It 1 a cost paid by the salaried worker, i opportunity lost
or postponed, because the status quo makes his change of
status [rom employed to self~employed more difficult.

It 15 2 cost pad by the poor who cannot afford ether the
compliance costs or the brbes, and confirms their

marginalized status in society.

At the same time, the govemments nced to enforce
conmphance mereases o support the burcaucracy now in
place. If the department does not produce the required
revenue, the government will be tempted to increase the
fees or penalties payable, or mmplerment a new revenue-
producing program. Thus begins a new cycle of the same

problem.



From Stagnation
to Sustained Growth

The Seminar ended yesterday with a speech by Maunce
McTigue, a former munsster in the government of New
Zcaland. He pamnted 2 “nuts and bolts” picture of how his
country transformed itself from socalist stagnation to
sustained growth.

At the end of World War II New Zealand was the third
wealthicst country i the world measured in net income per
capita. In the next thirty years it dropped to 27th. In 1984 it
was the most socialized of all the countrics n the OECD
(The Organizaton for Fconomic Cooperation and
Developmen(). Wage and price controls were complete.
Exchange control approval was needed to subscobe to a
foreign magazine and one had to resign his atzenship ©
purchase a foreigh secunty. For a 20-year period its growth
per capita was about 0.5% per year.

The ILabour Party in 1984 looked at the success of
Singapore and Hong Kong and decided to change. It
followed five principles:

e A free and open democracy where everyone could
be Prime Minister,

e Governance by law rather than by administrative
edict.

e The sanctity of the law. Justice was equal for all
regardless of means and everyone had the right to a
trial by his peers.
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Resalts-based government accountability rather
than financial accounting only.

Decisions were made on the principle that “If the
answer is complicated, try again and make it
simple.”

Somne results are worth noting.

o

A campaign for Prime Minister, for mstance, was
bmited to expenditures of $20,000 forang each
candidate to make 2 maximum personal appeal during 2
limited period of time..the opposite of the current
situation i the United States today.

In the Department of Labour, [or instance, there were
34 programs to aid the unemployed. It was determined
that only four of these actually produced the intended
results. ‘Thirty programs were dropped despite the
strong objections of powerful special interest groups.

To reduce the opportunity to corrupt, the principles of
licensing were changed. For example, previously the
number of taxi licenses was limited thus increasmng the
value of the permit to the holder. ‘The system was
changed to qualitative licensing. All who could meet
certain standards for providing taxi service could get 2
license.

Governmenlt revenues came from a wide number of
taxes and lewies. These included an income, sales and
inhentance taxes, import and export dutics, licensing
fees, ete. This complex system was structured to raise
meome, change behamour and prowide social benefits.
The system now had one objective...raise revenue. Thus
the number of taxes was reduced to two, an income ax
and a consumption tax, and soctal benefits were
prowided by direct payments.
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Privatization of the utlitics took a remarkable free
market twist. The telephone system had a
reputation of poor non-responsive service. It took 6
months to get a telephone and service was
frequently interrupted. Despite the fact that 87% of
the public was against privatization, 100 per cent of
the shares were sold to a foreign-led consortium.
No provision was made for a public wutility
commission. The purchaser was not given 2
monopoly and was required to give access to the
system to any one desiring such access. A level of
service was guaranteed with a $50 cash payment to
a customer if it was not provided as publicly

specified.

The change was dramatic. When the stock of the
telephone company was sold 1t had a sales value of $4.2
billion...today the market vahie s $16.8 billion.
And...the country effectively positioned itself to enter
the age of modern telecommunications.

'‘I'he bottom kine is that the annual rate of economic
growth per person increased from 0.5% before the
reforms to 6% after them.

When Maurice McTigue delivered the last word of his
amazing “How We Did It” story, every person i the
audience stood o applaud.



Christianity and
the Markets

The July 1999 issuc of the Bahama Catholic mcluded an
article “Chnstianity and the Market” by Leonard Pluta,
professor of economics at St. Francis Xavier University,
Antigonish, Nova Scotia, The author examines the historical
conflict between Catholicism and free market cconomics
and states that theologically the conflict nced not exist. But
in the end he redefines and restates the conflict m modem
terms. With respect 1o the economic content his analysis
appears “imcomplete” since he does not consider many
significant advances i economics.

The call for 2 New Ev: srn.

According to the Professor the historical conflict is rooted

mn two major themes:

¢ From the parables of “Lazarus and the Rich Man” and
the “Two Servants” there s the mherent conflict
between “salvation and the acquisition of wealth.”

¢ From the parable of the “Rich Young Man” there is the
Chnstian ideal, “a complete shaning and distabution of
material goods based on needs rather than ownership.”
He states that this ideal has been the basis of Chnstan
communities from the very beginning, the bluepnint for
Karl Marx’s perfect cormmunist society and the rationale
for 20th century soctalism. Francoss Furet, the French
historian, notes that in the 1930s left wing Catholics
founded the “Espint” party...“though philosophically
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mncompatible wath Communism, it shared the
communist’s militant spirit and hostility to capitalism.”

At this point the author seemed on the verge of becoming a
bom-again free marketer. He descnbed the sheer efficiency
of free marckets and the overwhelming falure of
communism and socialism. Furthermore, he “rchuctantly”
acknowledged that free markels are compatible with
Chostianity  because they embody and apply the
fundamental Christian doctrine of free will.

However, the Professor pulled back from such a leap for a
number of reasons. Ie contends that -

e Unprecedented market freedom in the long run creates
family breakdowns, inequitable distnbution of income,
unemployment and underemployment of youth and
moral devastation, dishonesty and ll will. Free markets
are efficient i the short run but they promote immoral
values that destroy this efficiency in the long nun.

e Ile states that economusts [ollowing m the intellecnual
path of Adam Smith employ theories and fechniques
that are sumphsuc and do not account for the
complexity of man. He contends that modem
economists view man as “a pleasure-maximizing, pain-
avoiding machine denving it pleasure from
consumption of goods and services and the pain from
work.”

He expects the sell-destruction of free markets n the same
way that Karl Marx predicted the declne of
capitalism .both allegedly carry the sceds of ther own
destruction. In conclusion he calls for a New Evangelism
that “will impose moral, social and legal imitations on the
muarkets” and this presumably will save free markets.
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Another view.

Itis true. ..

Econormusts do use theonies that are gross
simplifications. Raise the price of a good or scrvice, for
instance, and the demand will decrease. However, in a
wide range of applications these theories produce valid
predictions of what will occur in real life. That is the
defmition of a “good” theory.

Economists tend in many cases to describe relationships
i rmathermatical terms and use cormplex statistical
techniques on tons of data. Unfortunately, the world 15
complex.

And some apply their “scientific” techniques to mssues
that would appear to be inappropriate such as marnage,
family size and gun control. This may offend some
moralists.

But...this scientific inquiry into the material welfare of man
over the past half century has produced msights that are
important to moralists, the world and particularly to the
Baharmas.

Economic growth 1s dependent on innovation and
change and rman’s creative nature produces new ideas i
given the chance.

The market...free of political control...was an
important step n creating the mdustral revolution and
the growth in material welfare since then.

Private property and the rule of law are essential to free
markets and economic growth.
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Investments in human capital are more important than
investments in physical capital.

Societies differ in their culture and mstitutions and some
are more conducive to the development and funchoning
of free markets.

All of thesc affect the cost of economic transactions and it
15 the reduction m these costs that spurs economic growth.
Qute nghtly the economst can argue that —

®

The underemployment of youth 1 not due to free
markets...but to the failure of adult fathers and mothers
to invest matenally, emotionally and spintually in their
children, the failure of schools to demand and provide
leaming and the success of politicians in passing
Fconomic change makes some products and services
obsolete and devastates those producing them.

Free markets nced a strong govemment to guarantee
the prompt and cqual application of the law. Its
effectiveness is diminished in a socicty where justice
personal and dishonesty is widely accepted.

Ulumately free mackets are most cffective at producing
ngorous growth where the values of family, parental
responsibility, honesty, hard work and leaming arc
cherished and practiced.

In one sense this makes the assertive articulate [ree market
cconomist an evangelist.



The Character Issue
in Politics

An astute commentator on the Bahamian scene recently
wrote about the presidential campaign of George W. Bush.
Specifically he hoped that Mr. Bush would break from the
conservative line of narrowly defined sexual and socal
issues...the so<called “character” issues..and the “union of
social conservanves and free marketers”. He contended that
such social conservatives create pockets of “Third Word™
underdevelopment.

This thesis appears tenuwous al best. The relationship
between political themes, specific govemnment programs
and concrete results was not cstablished. In addition, the
shormess and style of the article gave the mmpression that
the dialogue was mntended to davzle the reader with words
rather than substance

“Chatacter” is important and unfortunately Amenican
politic:_\] campaigns never scriously‘ examine it. Prcssdcnnz]
campaigns are dominated by TV images, sound bites and
well-crafted and researched expressions or statements.

E'thical standards.

Let us look at 1t from an economist’s point of view.

¢ Every society mo matter how small develops
commonly accepted rules of behaviour or ethical

standards that govern individuals as they confront
each other and the world aronad them.
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e Since the Middle Ages the world has expericnced an
mcredible and scemingly accelerating growth in material
welfare.

® Equally impressive 1s the fact that the improved material
welfare has not been evenly distributed among societies.
A prosperous Singapore, for instance, seetms (0 have
deweloped naturally next door to an impovenshed
Burma.

This is the subject matter of modem economics.

This economic inquiry supports the conchsion that the
greatest sustained growth in the world today occurs m
socicrics that —

* Manufacture and scll goods and services h markets free
of political control and manspulation

e Support the rule of law and the protection of private
property

e Value the family, parental responsibility, honesty, hard
work and leaming

e Invest in human capital

Accepted ethical norms whether “good” or “bad” become
embedded in the psyche of both the mdividual and
collective  consciousness of society. They become
institutionalized...a part of the institutions that govem..a
part of the henitage.

As an illustration one observes that with one exception
government corruption is endemic in Laun Amencan.
Argentina, Brazl, Colombia and Venezuela are countnes
rich in natural and human resources. Yet sustained
economic growth does not occur in large part because of
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the corruption of public offictals and the nstitutional
structure that makes such corruption possible. Disciplined
fiscal and monetary policies are not sustained...despite the
warnings, financial aide and good intentions of [oreign
governments and intemational agencics. All of these
countries have a Catholic heritage that somehow did not
produce a more “ethical” public hife.

Chile is the only country that has broken from this Latin
pattemn to any signilicant degree. Here the 20-vear nule of
General Augusto Pinochet produced profound and
beneficial economic and business changes. Unfortunately
these changes are obscured by the severe measures laken
against its Leftist and Communist opposition. Now the
World pursucs these human rights violations rather than
cxamining, cvaluating and mumicking the mnovative
economic changes.

This dlustrates what makes such analysis difficult..we are
dealmg with a society’s culture and institutional structure.
Whole nations..like individuals.have an almost mfnite
capacity to rationalise.

For instance, after World War II the myth perperuared for
almost 50 years was that the German savagery against the
Jewish and Slavic peoples was conceived, directed and
implemented by the zealous few ar the top of the German
government. In fact, it developed over the pror century
and had wide acceptance in prnciple by the German
people. But it was useful and expedient immediately after
the War to adopt the “few rotten apples at the top”
explanation.
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The Bahamas.

In the case of the Bahamas the country also has a
profoundly Christian tradition.

Nevertheless..,

* ‘I'wo Commussions of Inquiry substantiated significant
pubbic wrongdomg but neither has led to criminal
prosecutions for wrongdoing.

® Several years ago a Baharman executive in 2 major bank
apparently embezzled $750,000 from the pension fund
of the bank’s Bahamian employees. Both criminal and
cvil actions were initiated. However..to this date
neither has been pursued beyond therr mitial steps.

e Pilferage by employees and custorners in the major retail
establishments 15 five times higher than in the United
States. Yet it s temnbly difficult in the present justice
system to take effective legal action against such
behavour and the broad adverse i impact is profound.

This strongly suggests that there are broad Bahamian
cultural and institutional characteristics that support
such behaviour. The reality is that this behaviour Emits
economic growth. Unfortunately public bfe in the
Bahamas...like that m the US. and Latin America...docs not
support discussion, leadership and action in such areas.
Poltics 1s 2 world of “photo opts”, sound bites and slogans.

Yet it is hoped that astutc Bahamian journalists and
commentators will deal with the substance of
“character”,..they will treat character and ethical
behaviour as a means for effecting positive

change...and hopefully be effective in initiating
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"Competition in the service of
consumers is the one and only sure
way to produce a  prosperity
permanently spiraling uwpward. All
political spendings for purposes
beyond the protection of life and
property are a snare and a delusion.”

Percy L. Greaves, Jr.

The quote of the weck
from the Institute’s Website —

www.iefbahamas.org



The players may play...the corrupter and the
corrupted...and both may gain. But the taxpayer/
citizen...the non-player...loses and those public
losses exceed the private gains.

LIS R |

The economic impact is indirect and cumulative. In
reality the greater the amount of corruption in a
country, the lower the level of investment and
growth.

It grows through the proliferation of laws,
regulations and requirements and becomes self-
perpetuating...corruption breeds more corruption.

180 ABO0e0 G054 A0 1050 ) 55 venir? et Men 1 hoe

Unfortunately for the individual, compliance
becomes more costly than the alternative...paying a
government official not to enforce the law. And the
cost of compliance or bribery falls most heavily on
those least able to afford it...the poor, the self-
cmployed and the average salaried worker.
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New Zealand solved its stagnation problem with a
bold ingenious program of reform. Economic
growth per person increased from 0.5% before the
reforms to 6% after them. New Zealand should be a
role model for the Bahamas.

Every socicty has commonly accepted rules of
behaviour that govern individuals as they confront
each other and the world around them. As in the
case of the Bahamas, a couwntry’s ethics may

promote private gain at public expense.
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