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Abstract: Academic researchers have paid lots of attention to corruption and
there have been therefore numerous studies on the subject. Withal therich literature
on corruption, it is hard to find studies trying to investigate the effects of corruption
on financial management of local governments. This article empirically tests the
argument that corruption undermines local government’s incentives for good
financial management and increases the debt level with a unique Korean index
of corruption, Integrity Scores published by Anti-Corruption & Civil Right
Commission of Korea. According to OL S analyses, integrity has a negative and
significant effect on the debt ratio. This supports the idea that the more local
governments are corrupted, the less incentive they have to maintain a sound
financial condition.
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INTRODUCTION

Corruption is a ubiquitous phenomenon around the world across ages and societies.
It might not be a burdensome task to prove that it has coexisted with the history of
human beings. There are various types of corruption in developed countries, developing
countries and transition economies. It has attracted peopl€'s attention from practitioners
as well as from academia. We can even find courses and trainings at schools. Some
schools offer MA degrees in this field such as National University of Malaysia,
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Internationa Academy of Anti-corruption, and University of Sussex.

Academic researchers have also paid lots of atention to corruption and there have
been therefore numerous studies on the subject. Following the study by Shleifer and
Vishny (1993), the mgjority of studies has attempted to analyze the association of cor-
ruption with economic effects. However, it is not easy to find any studies investigating
the relationship between corruption and financial management at the local government
level.

It is not hard to suppose that corruption might affect local government’s incentives
for financia management. If a local government is not corrupt, it will probably be
responsive to congtituents demand for public goods and services. Therefore, it has a
strong incentive to keep the financial condition sound. On the contrary, financial
conditionswill deterioratein corrupted local governments since they do not care for the
congtituents preference. In addition, corrupted local governments might be vulnerable
to interest group’s lobbies. This implies also that corruption leads to bad financia
managements.

Considering fiscal distress accumulating at the local leve, it is very important to
figure out what factors are influential on worsening local government’s financial
conditions. In this article, we argue that one significant factor be corruption in the public
sector. It undermines local government’s incentives for good financial management
and increases the debt level. To test the validity of this argument, we set up an empirica
model and estimate it with data from Korean local governments.

The rest of the article is composed as follows. The section reviews the literature
concerning corruption, especially focusing on the relationship between corruption
and financial managements. In section 111, the palitics of local governments and its
association with corruption are discussed at the local level. A testable hypothesis is
also suggested. Empirical model and results are shown in section V. The final section
concludes.

LITERATURE

Studies on corruption began long time ago and we can withess numerous and
diverse research. A complete literature review on this will take a serious volume of a
book. One topic that has drawn researchers attention most heavily is the relaionship
between corruption and economic growth.

The relationship between corruption and growth has been studied for a long time,
and the results are very diverse. Generaly, researches view corruption as an obstructive
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factor to economic growth and these are supported by the results of the empirical
literatures. However, there are also conflicting results that it appears differently
depending on the context of a country, the level of culture and economic condition.

Traditionaly, the possibility that corruption may be able to have positive impact on
growth has been raised as well. In other words, corruption may increase economic
efficiency in certain conditions. Huntington (1968) argues corruption increases growth
by helping agents avoid bureaucratic delays in a way which is so caled ‘grease in
thewhed.” It means the politicians who resort to corrupt practices are able to tame the
public servants who have become powerful in those societies (W. A. Wijewardena,
2015). The weakening of the bureaucracy hel ps these societies to devel op their political
parties. Corruption becomes an easy way to moderate conflicts between agents and
thereby it can help societies to simulate economic devel opment.

In contrast, the view which corruption is related to economic variables such as
efficiency, income, and investment is dominant and a variety of studies have demon-
strated this. Mauro (1995) provides empirical evidence on the effect of corruption on
economic growth by using data set consisting of subjective indices of bureaucratic
honesty and efficiency. He concluded that the negative association between corruption
and investment, as well as growth, is significant Satigtically. Maher (1986) dso reaches
asimilar conclusion that corruption may raise efficiency by deductive micro-economics
methodology. A number of studies view corruption causes the fall in investment and
conclude corruption interrupts growth or it is related growth directly as a negative
correlation (Knack and Keefer, 1995; Tanzi and Davoodi, 2000; Shang Jin Wei, 2000;
Rcock and Bonnett, 2004).

When considering severa factors, the results of analysis of the relationship between
corruption and growth are inconsistent. Generally, corruption has been identified as a
factor that hinders growth, but when it comes to the sample consists of developing
countries, the negative effect of corruption is reduced significantly (Meon and Sekkat,
2005; Aidt et al., 2008). According to such researches, it can be concluded that corrup-
tion is a ubiquitous phenomenon around the world but its effects can be different
depending on across ages, societies and economic conditions (Bardhan, 1997; Svensson,
2005).

More recent studies on the relationship between corruption and economic growth
go in severa different directions. Some started to view the phenomenon of corruption
not in isolation, but as part of the broader issue of governance and public management
(Schaeeffer, 2002; Tanzi, 1998). They consider corruption neither beneficia (‘ grease
for the machine’), nor inevitable (‘it's always worked this way’), nor respectable
(‘everybody doesit’) (ADB, 2001).
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Others try to separate the effects of corruption on growth according to appropriate
variables. Assiatis and Sylwester (2014) assumed that the effect might differ across
democratic and nondemocratic regimes. It concludes that corruption harms economic
growth more in authoritarian regimes than in democratic countries. The authors provides
reasons for this that corruption generates more uncertainty, is more pernicious, or
decreases subgtitutability with other forms of rent seeking in autocracies. Ugur (2014)
uses ameta-analysis to estimate the effects of corruption on economic growth, noticing
the mixed results. It shows that the effect is more adverse if the growth variable is
long-run and only low-income countries are used. It is also noticeable that the effect is
less adverse when the International Country Risk Guide corruption perceptions index
isused.

There have been studies on the relationship between corruption and financial
performance even if they are not fully rich considering the literature on the effects of
corruption on economic growth, Tanzi is one of the most prominent figures in this
subject. He argues that “corruption and poor governance may affect economic perfor-
mance through their impact on tax revenue, public spending, and fisca deficit.” In
addition, he asserts that “a study to investigate empirically the impact of corruption on
tax structure shows that high-level corruption reduces tax revenue: a one-point increase
in the corruption index reduces tax revenue collected by 2.7 percent of GDP” He aso
argues that corruption increases tax evasion. But Goerke (2008)’s assertion is in the
opposite direction: policy measure affecting gaing/losses from corruption have a non-
systematic impact on tax evasion behavior.

Some studies deal with the association of corruption and sovereign bond rating.
Depken and Lafountain (2006), for ingtance, investigates the effect of corruption on
state bond ratings in the United States and finds that more corrupt states tend to have
lower bond ratings. In the meanwhile, others have focused on the expenditure side of
government finance and its relationship with corruption. Maoschovis (2010) argues that
corruption affects the decision makings on government spending allocation, increasing
expenditures for general public services, defense, order and safety, economic affairs and
culture. Corruption is, however, negatively associated with social expenditure. He also
asserts that corruption influences execution phase of the budget, pushing government
spending above the budgetary targets and therefore leading to fiscal dippages and
poor fiscal performance.

Dzhumashev (2014) investigates the two-way relationship between corruption and
public spending, trying to explain the empirical regularity that an increase in public
spending gives rise to a reduction of economic growth in low-income countries. He
shows that government spending increase corruption and rent seeking distorting the
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Table 1. Financial Conditions of Local Governments in Korea

2009 | 2010 | 2011 | 2012 | 2013 | 2014
Total amount 255,531 | 289,933 | 281,618 | 271,252 | 285,886 | 277,071

Debt Hg’;’\;ﬁ‘r’]‘fr']'eoncta' 177,100 | 204,443 | 197,432 | 192,113 | 216,654 | 218,114
Low-level government 78,431 | 85490 | 84,186 | 79,139 | 69,232 | 61,903

Mean 536| 522| 519| 523| 511| 448

- Mse'fr%‘;;'lgtg fi‘ty 727| 683| 686, 691| 668 615
Independence Province 33.3 31.6 33 34.8 34.1 29
Rate City 40.7 40 38| 371| 368 317
County 178 18| 171| 164 161 114

Autonomous district 37.3 35.4 36.6 36 339 27.2

Mean 789| 57| 87| 772| 766| 694

. S‘E’)‘Z‘Zg‘l”‘;’u mﬁg‘rm';ag{y 8l2| 763| 785| 792 7174| 714
Autonomy Province 495 46| 475| 492| 488| 427
Rate City 715| 691| 687| 684| 677 613
County 646 | 622| 627| 629| 639| 584

Autonomous district 61.8 57.9 56.2 55.6 52.2 44.2

Note: 1) Financial independence rate and financial autonomy rate: The standard of mean is net amount,
while others are total amount.
2) The figures of financial autonomy rate in 2014 are estimates.
Source: 1) www.index.go.kr
2) lofin.mospa.go.kr

structure and size of public spending. Socid |osses become larger with a higher level
of rent dissipation and a concomitant rise in corruption and government inefficiency,
resulting in a decline of economic growth. Arvate et al. (2010) tries to test the causality
between government size and corruption. It is concluded that the size of government
spending Granger causes corruption in OECD and developing countries and good
governance is recommended to prevent corruption.

Withal the rich literature on corruption, it is hard to find studies trying to investigate
the effects of corruption on financial management of local governments. It is quite
surprising considering the bad financial conditions at the local level. Financia conditions
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across Korean local governments are serioudy bad, especialy at the low-leve as shown
in the following table. A more serious problem is that they tend to deteriorate over
time. Things need to be done to aleviate the problem. This article aims to provide one
reason for the bad financial situation in local governments, corruption.

CORRUPTION AND FINANCIAL MANAGEMENT
AT THE LOCAL LEVEL

Before investigating the rel ationship between corruption and financial management
a the local level, we need to understand the local government system in the Korean
peninsula. Korea had maintained a highly centralized government system since along
time ago. In early 1990s it adopted a new system, autonomy of local governments. In
1991, loca parliaments were formed and in 1995 the heads of the executive branch of
local governments were el ected by constituents.

There are three tiers in the Korean government system: one central government,
special/metropolitan cities/provinces, and cities/counties/districts. As shown in the
following table, there are 8 special/metropolitan cities, 9 provinces (including on
special autonomous one, Jgu), and each of these higher levels of governments has its
own cities/counties/districts.

There are good reasons for decentralization, widely accepted in public finance and
political science. The most prominent justification is by Tiebout (1956) that decentraliza
tion enhances efficiency with ‘vote by feet’ compared to a centralized system. Oates
(1972) dso has a smilar line of argument. It is aso argued that decentraized loca
governments are more responsive to the needs of constituents than a centralized one.
Political scientists assert that decentralization is beneficial to the society since it
promotes ‘ grass-root democracy.’

Another judtification for accepting autonomy of local governments is the mechanism
in which congtituents become more interested in local government’s activities and
therefore the possibility of corruption in the public sector decreases. Since the loca
governments in a decentralized system are in an arm’s reach of the public, paliticians
and public officials cannot be bribed easily.

There is, however, an opposite view on the relaionship between decentralization
and corruption. Since interest groups are more active at the local level and they can
keep a closer relation with politicians and public officials, decentraization might tend
to increase corruption. Put in other words, governments are more easily captured in a
decentralized system at the local level than in acentralized one.
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Table 2. Local Governments in Korea

Non-
City-County-District autonomous Town-Township-Neighborhood
District
Sub- | ~ - . .. | Sub- . .
otal City | County | District | City | District otal Town | Township | Neighborhood
Total(17) 226 | 75 82 69 2 35 [349% | 218 1,195 2,083
Special city | Seoul 25 25 423 423
Busan 16 1 15 210 2 3 205
Daegu 8 1 7 139 3 6 130
Metropolitan Incheon 10 2 8 148 1 19 128
city Gwangju 5 5 95 95
Dagjeon 5 5 78 78
Ulsan 5 1 4 56 4 8 44
Special
autonomous | Sejong 12 1 9 2
city
Gyeonggi 31| 28 3 20 | 554 | 33 108 413
Gangwon 18| 7 1 193 | 24 95 74
North
Chungcheong 1| 3 8 4 153 | 15 87 51
South
. Chungcheang 15| 8 7 2 207 | 24 137 46
Province
North Jeolla 14| 6 8 2 241 | 14 145 82
South Jeolla 2| 5 17 297 | 33 196 68
North
Gyeongsang 23 |10 13 2 332 | 36 202 94
South
Gyeongsang 18| 8 10 5 |35 21 175 119
Autonomous| - .
Province Jeju 2 43 7 5 31

Source: Ministry of Government Administration and Home Affairs (2015), The Current Status of Population
and Administrative District in Local Governments.

The literature is mixed regarding this issue, leaving a room for reinvestigation. Some
argues the positive association between them (Shleifer and Vishny 1993; Bardhan 2002;
Fisman and Gatti, 2002; Lecuna, 2012). Others find a negative relationship (Huther and
Shah 1998; de Médlo and Barenstein 2001; Arikan, 2004). There are dso severa studies
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Figure 1. Distribution of Corruption Level across Korean Local Governments
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Note: x-axis — scale of integrity (smaller number means more corruption)
y-axis — number of local governments.

emphasizing that the overall results are inconclusive and suggest reasonable conditions
determining the effect of decentrdization on corruption (Bjedov, Tjasa; Madies, Thierry;
Schnyder, Simon, 2010; Goel and Nelson, 2011; Alexeev and Habodaszova, 2012).

Whatever the relationship might be between decentralization and corruption, it is not
the main focus of this study. However, we could see that decentralization and corruption
are highly correlated, giving much variation in the level of corruption among local
governments. Since the effects of corruption on financial management of decentralized
local governments are our interest, the variation is helpful for us to investigate the
association between corruption and financial management.

To examine the relationship between corruption and financial managements, the
behaviors of main players concerning financia management should be explained at
first. Locd politicians and heads of the executive branch of local governments strive to
be re-eected. For this reason, they should be responsive to interest groups. At the same
time, they should also be responsive to the needs of genera condtituents. Therefore,
there are two counter forces influencing their behavior.

Corruption impliesthat politicians and public officials utilize their power and discre-
tion to their benefits rather than to meet the needs of constituents. Therefore, it might
be reasonable to guess that they do care more about the interest groups than about the
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public. Put in other words, politicians and public officias in corrupted regions have
little incentives to maintain a sound fiscal condition. To be more specific about the
debt of local governments, they might be inclined to spend than to save, making the
balance sheet red and increasing debts.

However, the story goes quite differently if general congtituents are very adert to
the financial conditions of their government. This phenomenon might be witnessed
where congtituents are well-educated and care about government’s activities. Since
they are aware of financial conditions of local governments and take them into
account when they vote, politicians and public officials cannot help listening to their
needs and maintaining a sound fiscal condition.

As seen above, it is totally possible to assert based on theoretical backgrounds that
the effects of corruption on financial management of local governments go in either
direction, negative and positive. The invegtigation of those effects falls in the area of
empirical analysis. However, it ishard to find any study examining the effects empiricdly.
Thisarticletriesto fill the gap in the literature.

EMPIRICAL EVIDENCE

Model Specification

The raionship that this article mainly dedswith is between corruption and financia
management of local governments. This implies that the independent variable should be
corruption and the dependent financial management. We also need a set of gppropriate
control variables influencing the dependent variable.

There are lots of definitions on corruption but they are not different to a significant
extent. According to Tanzi (1998), corruption means “the abuse of public power for
private benefit. Corruption can be defined in different ways. However, the most common
definition is that it is the abuse of public power to promote private benefits. Thus, a
public employee who abuses higher public position to derive benefits for oneself or
friends, relatives or political associates is engaging in an act of corruption. Not all
cases of corruption involve the payment of bribes.” OECD defines corruption in a
similar way. “Corruption is the misuse of public or private office for persona gain.”
(Managing Public Expenditure: A Reference Book For Transition Countries, OECD,
p. 447).

Measurement of corruption is more difficult than defining it. Tanzi notices it and
emphasizes that corruption perception indices are widely used witha their shortcomings.
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“While no direct measurement of corruption exigts, following atrend that is becoming
more and more common in economics and in other fields such as political science
and sociology, in recent years, data have become available that attempt to measure not
corruption per se but people's perceptions of the prevalence of corruption.” “In this
approach, presumably informed observers are asked to rank countries, often on a score
of 1 (most corrupt) to 10 (least corrupt). It is not aways clear whether the samples are
random and large enough to provide statistically acceptable results. It is also not clear
to which extent the data are fully comparable across countries and over time. However,
there are now at least six ingtitutions, including Transparency International and the
World Bank, that have been generating data on the perception of corruption. In spite of
their shortcomings, the data are being used with increasing frequency by economists
intheir cross-country statistical studies.” (Tanzi, 1998)

This paper uses “the degree of integrity” presented by Korean Civil Right Com-
mission (KCRC) annually as the independent variable. The factors that determine the
overall integrity are divided into additional point factors and penalty point factors.
Additional point factors consist of external integrity, internal integrity and customer’s
policy reviews. External integrity evaluates gratuities, entertainment, whether there are
pursuits of private interests and whether job performance is transparent. Internal
integrity evaluates whether corruption is rampant within the organization. Policy
reviews are performed by professionals, business stakeholders, and residents about
concerned agencies. Penalty point factors depend on the occurrence of corruption
incident and the act of compromising reliagbility. Internal or externa integrity and policy
reviews are evaluated through surveys. In contrast, corruption cases and the act of
compromising reliahility are evaluated by scoring the actual disciplinary cases.

As discussed above, the dependent variable is financial management of local
governments. There can be various measurements for financial management. One of
the most widely used proxies is local government’s debt level. If alocal government
manages wdll itsfinancia situation, its debt level might be controlled in a good manner
and vice versa. Theratio of debt to total budget is used so that comparison across local
governments may be feasible.

The following figure shows a simple relationship between corruption and debt in
Korean loca governments. As can be seen easily, there seem to be negatively associated.

The fiscal conditions and demographics affect the financial condition of local
governments. The higher fiscal autonomy score, the range of the budget which loca
government can expend autonomoudly is wider. In a different aspect, financial power
index shows the degree of revenue side of local governments. It shows how much
fisca revenue compared to fisca demand cover the criteria which loca governments
provide a standard administrative service. That is, the higher the index value means
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Figure 2. Corruption and Debt Ratio in Korean Local Governments
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revenue capability to corresponding to the demand of administrative service of local
governments is superb. Meanwhile, consolidated budget balance means the figure that
net financia income balanced net financial expensesin the current year.

Based on the discussions up to now, an empirical regression model can be expressed
asfollows. DEBT istheratio of debt to total budget in local governmentsand IN isthe
integrity index. X is a vector of control variables. Coefficients to be estimated are
denoted as a, 3, and y. The last term € isan error term.

DEBT=a +BIN+Xy+¢ 1)

Data and Results

Data for the estimation of the empirical mode are collected mainly from the govern-
ment statistics documents. The next table summarizes variables and their data sources.
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Table 3. Variables and Data Sources

Variable Name Data Source Data Span
Statistics by the Ministry of
Bgﬁaeglcéent Debt to budget ratio Government Administration and | 2010-2013
Home Affairs
Independent . Anti-Corruption & Civil Right
Variable Integrity score Commission of Korea 2010-2013
Fiscal autonomy score
Control Financial power index Statistics by the Ministry of
h Consolidated fiscal balance Government Administration and | 2010-2013
Variables . -
Population Home Affairs
Year dummies
The following table shows the descriptive statistics of the variables.
Table 4. Descriptive Statistics
Variable name Mean Standard deviation Minimum Maximum
Debt to budget ratio 0.0700 0.0738 0 0.4324
Integrity score 7.9621 0.5003 6.28 9.01
Fiscal autonomy score 62.227 11.4241 0.6239 91.05
fiscal power index 0.38710 0.3008 0.032 1.681
consolidated fiscal balance -0.0772 0.0462 -0.2873 0.0405
population 582081.8 1466140 10325 1.21e+07

OLS estimation results of regression equation (1) are shown in the next table.
Severa models have been estimated for a robustness check of the independent variable.
Model 1 includes the independent variable only, not controlling for other possible
factors which could have impacts on the dependent variable. Model 2, 3 and 4 have
different control variables to check the robustness of the coefficient of the independent
variable.

The table shows that integrity has a negative and significant effect on the debt ratio
in al models. Regardless of the modd, it is datigtically significant to reject the nulll
hypothesis at the .01 level that the coefficient is zero at the population. This supports
the idea that the more local governments are corrupted, the less incentive they haveto
maintain a sound financial condition. The magnitude of the coefficient for integrity is
largest in modd 4, while smallest in modd 1.

Control variables are estimated to have positive and statistically significant coeffi-
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Table 5. Estimation Results
Dependent variable: Debt ratio compared to budget
Model 1 Model 2 Model 3 Model 4
17.0320** 35.6843*** 347477 39.7487**
Constant term (3.713) (6.617) (6.366) (5.684)
Inteari -1.2512%** -3.5714*** -3.1530%** -4.8934***
grity (0.465) (0.790) (0.762) (0.690)
7.9928** 10.0420***
Index (0.909) (0.917)
) 1.07E-08*** 9.03E-07*** 1.38E-06***
Population (1.92E-09) (1.85E-07) (1.74E-07)
. 0.4026*** 0.3151%+*
Consolidated balance (0.054) (0.062)
. 0.0918***
Fiscal autonomy (0.026)
-0.2715 -0.5560
2011 (0.703) (0.677)
-4.2683*** -4.3146%**
2012 (0.933) (0.898)
2013 -5.2651*** -5.0532*+* -1.1654**
(0.964) (0.927) (0.504)
R-squared 0.0071 0.2516 0.3086 0.3132
Adj R-squared 0.0061 0.2449 0.3014 0.3063

Note: Numbers in parentheses represent standard errors
* xx wkkstatistically significant at 10%, 5%, and 1% respectively.

cients, Fisca Power Index, Population, Consolidated Budget Balance and Fiscal
Autonomy all alike. Year dummies are also statistically significant except for year
2011.

We can obtain the following claims with this results. The local governments who
have high fiscal transparency would recognize their residents who control the local
governments and they may actually have ingtitutions which could control fiscal trans
parency such as revealing fiscal information to the public and participatory budgeting.
And thismay act as an incentive for the local government to reduce the debt. Moreover,
theless corrupted local governments may not be captured by the lobbyist but are likely
to focus more on the public's opinion.
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CONCLUSION

For along history of studies, scholars have tried to pinpoint the exact association of
corruption with economic effects. Howevey, it is hardly found any study investigating
the relationship between corruption and financial management at local government
level.

This study empirically tested the argument that corruption undermines local govern-
ment’s incentives for good financia management and increase the debt leve with unique
Korean index; integrity score published by Anti-Corruption & Civil Right Commission
of Korea. According to OLS andysis, integrity has a negative and significant effect on
the debt ratio in dl modds. In other words, the less corrupted loca government operates
sound finance. It might be argued that the study is meaningful in that it investigated
the effects of corruption on financial management of local governments while presenting
objective datawhich shows areason for the bad financid situation in local governments,
corruption.

The main limits of this paper, however, come from the data set. Time span is only
from 2010 to 2013. For this reason, it might be hard to generalize the conclusion until
abetter data set is obtained.
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