
Exam 4915, Spring 2022. Development Economics

Exam Question Consider the following quote from an IMF publication:

‘’Corruption is likely to occur where restrictions and government

intervention lead to the presence of [..] excessive profits. Exam-

ples include trade restrictions (such as tariffs and import quo-

tas), favoritism industrial policies (such as subsidies and tax de-

ductions), price controls, multiple exchange rate practices and

foreign exchange allocation schemes, and government-controlled

provision of credit. Some rents may arise in the absence of gov-

ernment intervention, as in the case of natural resources, such

as oil, whose supply is limited by nature and whose extraction

cost is far lower than its market price. Since abnormal profits are

available to those who extract oil, officials who allocate extraction

rights are likely to be offered bribes.”

Address the following questions

a) Are the consequences of corruption likely to be the same in all of the

situations referred to in the quote?

b) Is corruption most prevalent in developing countries? If so, why?

c) If the costs of corruption are so high as the IMF and others suggest, why

don’t governments get rid of it?

Suggestions for the grading
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General: I expect that students discuss the definition corruption (misuse

of power for personal gains) and emphasize that it can take many forms. It

should also be expected that students understand that the ‘’restrictions” can

be created in order to extract bribes.

Regarding question a) The quote points excessive profits that arise

due to trade restrictions (such as tariffs and import quotas), favoritism in-

dustrial policies (such as subsidies and tax deductions), price controls, mul-

tiple exchange rate practices and foreign exchange allocation schemes, and

government-controlled provision of credit. One possible answer would focus

on illegal payment to obtain a privileged situation – licensing – and how the

privileges are handed out.

One example (on the blackboard) I have discussed mechanisms of for-

eign investments x. Total sector-income R(x) with R′ > 0 and R′′ < 0.

Investments have costs C(x).

Free entry, no license: R′(x) = marg. opportunity costs

Authorities ask for a bribe b per unit of x and maximizes bx s.t.b = R′(x).

Optimal x FOC: xR′′(x) + R′(x) = opportunity costs,. Bribe income =

monopoly gains and investments are lower than the free entry level.

If the investors - once they have entered – have zero opportunity cost on

the margin the optimal x FOC: xR′′(x)+R′(x) = 0, and investments might

be higher than the free entry level.

Regarding question a) con’t The quote also mention rents that arise

in the absence of government intervention, as in the case of natural resources,

such as oil, whose supply is limited by nature and whose extraction cost is far
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lower than its market price. One possibility is to discuss the resource curse

mechanism – how competitive grabbing may lead to excessive rent extraction,

but under-investments in productive activities.

Regarding question b) I expect a statement and some indications that

corruption is higher in poor/developing countries. There are many ways to

discuss why including i) foreign investors’ higher willingness to pay bribes in

poor countries than in their home country, ii) weaker institutions in poor

countries, iii) underpaid bureaucracy, iv) limited state capacity, v) more

conflict and political instability etc

Regarding question c) Here I expect a discussion of how the govern-

ment can be more of the problem rather than part of the solution. On the

blackboard I have discussed how political competition can ‘’fix” political

corruption. This question is meant to distinguish the As from the Bs.
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