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Abstract
	Historically, the corruption phenomenon was observed in all human societies from the time immemorial, but economic science has recently begun to deal with  this problem seriously. Corruption exists if there is a deliberate distortion of the impartiality principle in decision making process in order to appropriate some benefits. In other words, corruption can be defined as abuse of public power for private gains realization. Corruption is not crucially  related to the character of the people in certain region, but it is primarily system creation. Economic system based on greater economic freedom and lower degree of economic activity control is followed by lower level of coruption. Greater interventionism in economy results in higher level of corruption. Therefore, developing countries should  establish liberalization of the economy, in order to approach the corruption level that exists in European Union.
	According to the mechanisms of corruption and its economic consequences, it is possible to identify several types of corruption:
· Corruption that enables the application of regulations (laws), so-called corruption without theft;
· Corruption that allows circumvention or violation of regulations (laws), so-called  corruption with theft;
· Corruption that brings modifications in the existing and creates new regulation (law) or political corruption.
	An important issue when considering problem of corruption is difference between centralised and decentralised corruption. It is often considered that decentralised corruption (basic concept: honest government and several corrupted officers) is represented in democratic and developed market economies. More pernicious centralised corruption implies a monopolly in the market of corruption. This type of corruption is a limiting characteric and particularly difficult problem in developing countries. 
	Obviously, corruption will never be completely eradicated. A certain level of corruption is inevitable in any society. In order to eliminate sources of this negative activity in developing countries, such as Bosnia and Herzegovina, it is necessary to revitalize assumptions of market economy: private property, economic freedom, individual entrepreneurship, open market and competition. New legal and institutional framework based on mentioned conditions including principle of transpartency, is the best way to prevent and suppress corruption to the minimal level.
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Introduction
The corruption phenomenon has existed since the very beginnings of the human society and is associated with the essence of human nature, which is why it is very difficult to eradicate. The word corruption originates from the Latin word corrumpere which means to break something in parts. Even Plato, Aristotle and Cicero's writtings testify about existence of corruption. Modern meaning of corruption from 1283. is attracting with promises and gifts certain person who has authority and power to act contrary to their duty. Corruption destroyes the community, reverses the role of legal and moral standards and threatens public goods and existence of most people. 
This paper focuses on the influence of corruption and corruption suppression to the developing countries' socio-economic position and factors affecting the spread of this negative phenomenon in society. In the article we claim that strengthening of market economy assumptions such as liberalization and economic freedom, private property, open market, competition and transparency with new legal and institutional framework, is the best way to prevent and reduce corruption to the lowest possible level. In order to confirm this conclusion, we turn to theoretical considerations of the term and types of corruption, then we consider the factors leading to corruption and its consequences for society, and finally in the last section we explain ways to prevent and limit corruption in developing countries. 

1. The terms and types of corruption
Regardless of the obvious corruption subsistence, social sciences, especially economic science has recently begun to seriously address this problem. Functionalist's and liberal theories in the USA (60's and 70's of XX century) argued that corruption's ethical aspect is secondary, because it is inherent in human nature; it is necessary product of social development and facilitates its progress, therefore corruption will disappear when development process is completed. Critics of this theory point out the ineffectiveness of most corruption forms, because it encourages the adoption of non-productive behaviors (investing in the purchase of decision makers, not in the quality of the decisions); corruption is a conservative element that attempts to preserve the acquired situations. The European authors approach to corruption problem from the standpoint of universal human rights and social contract. Corruption attacks the foundation of the social contract and civil liberties. The inefficiency of the law and the possibility to rise above the law through corruption practice hurt fundamental principles of democracy: equality and justice. Corruption can be divided into (Hayek, 1997):
1. Black – the most dangerous form of expression which fall under the impact of criminal law;
2. Gray – condemnation of public opinion, but tolerated by governing elite;
3. White – in the public it is considered benign and generally seen as acceptable behavior. 
Hayek also claims that corruption is pursuit of the private at the expense of public interest. On the other hand, corruption could be seen as putting public things in service of private interest, while OUN's definition is: “The concept of corruption includes any act or omission done by responsible person when performing duties or in connection with duty, and as compensation, solicit or accept a gift, a promise or a benefit”. World Bank and Transparency International talk about corruption as abuse of public power for private gain.
Corruption is the abandonment of the impartiality principle while making decisions that may be intentional or motivated by acquiring material gain. So far, the most comprehensive definition is: “Corruption exists in case of willful violation of the impartiality principle in decision making in order to appropriate certain benefits. Accidental distortion of impartiality (e.g. due to imperfect information) or discrimination for other reasons (e.g. racism) is not a corruption” (Tanzi, 1998).
According to the mechanisms of corruption and its consequences, we distinguish several types of corruption (Mappes-Niedek, 2004).
· Administrative corruption is divided into:
a) Corruption which enables the application of regulation for the implementation or acceleration of rights based on laws, where the employee is motivated to work efficiently or deliberately delays to obtain a bride. This is so-called corruption without theft.
b) Corruption which allows a violation or circumvention of regulations (enables implementation of illegal rights or fulfillment avoidance of legal obligations or sanctions). This is so-called corruption with theft.
· Political corruption which leads to change or adoption of new regulation or laws (enables partial interests of groups or individuals establish themselves as general);
· Centralized corruption – where powerful individuals are trying to control the state. If the product's import requires just one licence from one public officer, there is a monopolly in the market of corruption. In case the permit is issued by more officers, it is assumed they are colluding to form perfect (full) cartel. As there is no difference between the monopolly equilibrium and balance in the case of a perfect cartel, this market structure is called centralised corruption. This type of corruption is particularly difficult problem in developing countries.
· Decentralized corruption – carried out in the individual interest (an individual or few related individuals perform the corruption). Let's assume, the import may take several licences, each representing necessary, but not sufficient condition for import of the observed product. Every licence is issued by different incoherent department of public administration and different public officers who are not in collusion. This market structure or industrial organization of corruption is known as decentralised corruption.
	Different types of corruption could give different effects on economic efficiency. One of important questions is whether it is worse for a country to have decentralized or centralized corruption. Centralized corruption is much more difficult to eradicate; it permeates the whole system. Decentralized corruption is better researched section because it’s basic concept: honest government and several corrupted officers is more suitable for democratic and developed market economies, with delaborated economic theory.


2. Influence of the economic system's type on the corruption level 

	Greater interventionism in economy and increasing role of the state leads to the higher corruption level. On other words, economic system based on greater economic freedom implies a lower degree of corruption in society. If the government has more resources to regulate the economy, there are more conditions for corruption and bribery. Rule of the low means the government is restricted in all proceedings with determined and proclaimed rules – rules which make it possible to predict with fair certainty how the government will use its power of coercion in given circumstances (Hayek, 1997). Hayek is against so-called arbitrary rule, which involves the situation where the government directs the use of production's resources for specific use. In order to avoid this, regulations should be made in advance in form of formal rules that do not target the needs and desires of individuals. 
	However, state interventionism is the opposite of this approach. The state agency which acts according to plan, cannot limit on the opportunity provision and conditions creation for individuals. The authority such as this one solves problems case by case and does not use established rules, but entries specificities of the moment and subjective ratings. This immediately creates a suitable environment for abuse of positions for their own purposes. Analysis of intervention would not be completed if corruption phenomenon was not mentioned (Von Mises, 1966). Any system that has the ideal of distributive justice threatens the rule of rules and produce convenient ambient for corruption. Distributive justice is not based on fundamental rights, but on specific orders and decrees adapted to circumstances and/or certain people and groups.
	From the point of corruption it is very important to found an institutional system in which the state will be limited on establishing the rules related to the general types of situation (not on case by case) and where individual freedom will be allowed. Freedom of the individuals means creating conditions for corruption, but also for the control of every government's action (Douglas, 1990). Different analyses show corruption is very present in areas that lack economic freedom. 
	The interdependence between economic freedom and corruption has been empirically measured within research carried out by Heritage Foundation from Washington. The Index of Economic Freedom and TI Index (Transparency International Index) are constructed by their methodology. Though measurements are error-prone, statistic data are relevant and confirm the logical analysis of state interventionism combined with the weakness of human nature opens up the possibility for corruption. Economic freedom in this model is measured by index which gave three independent organizations: Heritage Foundation, Fraser Institute and Freedom House. The first index (Heritage Foundation) includes 140 countries, the second (Economic Freedom of the World) - 95 and the third (Survey of Economic Freedom) – 69 countries. Index of Economic Freedom ranges from 1 (the lowest) to 100 (the highest level of freedom). Corruption is measured by TI Index, ranged from 0 (the most corrupted country) to 10 (the cleanest country). The following graph shows the correlation between economic freedom (Index of Economic Freedom) and corruption (TI Index). 
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Graph 1:  High level of economic freedom is correlated with lower level of corruption[footnoteRef:4] [4:  Source: http://www.transparency.de/Veranstaltungen-zum-Thema-Korr.1181.0.html (accessed 29.08.2011.)] 


	All indexes of economic freedom have a high negative correlation with the index of corruption: the higher the index of economic freedom - the lower corruption index. This correlation is high and it amounts R2 = 0.51. Therefore, 1% increases in the Index of Economic Freedom causes reduction of more than 1% in the level of corruption.
	True economic freedom is only possible in a system with great power of government and strong legal norms. Hence, the rule of law system, which means the system of limited state powers, constitutes the essence of a just society that protects individual rights and individuals are free to realize their desires and actions. 
	It should be noted corruption will not automatically disappear with introducing of economic freedom and minimizing government intervention. In countries with the same degree of economic freedom may be found different level and types of corruption. Increase of corruption is especially observed in developing countries, such as Bosnia and Herzegovina. In these countries, corruption becomes a particular problem in the following situations:
· Certain groups and political allies have obtained favorable positions and monopolies (e.g. during privatization process);
· Change in the structure of government intervention has occurred in the economy;
· Globalization in the economy affects increasing importance of economic power.
	During the XX century, state interventionism was easily concealed by claims that these activities served the common good or the execution of social obligations. Import restrictions gave opportunity to civil servants to charge their signature on import permit. However, with globalization and expansion of international trade, listed phenomena are becoming hard to maintain and the hiding costs are growing. In terms of globalization, facilitated import and lower prices, there are fewer people seeking the “other way”, so diffusion of economic power and easier access to information affects reduction opportunities for corruption. Preservation of closed economy is very hard in modern times. If the import of quality products from abroad is restricted and its domestic substitute is costly, it increases expenses that were previously covered through loans and assistance from foreign countries or lower standard. Globalization definitely breaks down closed systems. Certainly, changes in corruption do not automatically correspond to changes in economic freedom. This process requires time and even countries with low level of corruption take time to reach that level. Corruption requires a period of time only for discovering and then the time for institutional changes that will stand up against corruption.
	
3. Corruption in market economies

	Even in market economies, corruption is successfully working. However, in comparison to developing countries, we are mainly talking about decentralized corruption. Corruption is seen in connection with the creation and operation of the black market. Black market appears in situations where there is consumer interest in certain types of products and services whose market transactions are disabled. Thus it appears in both market and non-market environments. Revenue's realization from large transactions on black markets creates a strong financial potential for the initiation and maintenance of corruption. Like any market phenomenon, it is possible to identify carriers of supply and demand for a given type of service. Interested players engaged in this type of transaction tend to reduce external constraints that the system sets them. They realize their aim by corrupting civil servants. Consequently, it is possible to involve bribery in standard analytical framework of the market equilibrium concept. Theoretically speaking, entrepreneurs in the black market could perform openly the same way as on the free market, which make it possible, with defined supply, to establish level of equilibrium bribe. This bribe should be calculated with costs and passed on the equilibrium price (Becker, 1993). However, it is a theoretical assumption, because in reality entrepreneurs tend to crowd out their potential competitors and establish a classical monopoly, often by all means necessary and without any regard to moral norms.
	This type of behavior has broad implications. The bribery process leads to creating a parallel system of bribery regulation, apropos illegal private taxation which actors on black market pay to public employees. Tax burden caused by bribery is transferred to final consumers, who pay higher price. If we compare the black market without regulation and the state of corruption and regulation, two effects can be observed: allocation and distribution (Mijatović, 2001). The allocation effect is caused by changing the price level and therefore conditions of equilibrium and distribution effect is the fact that part of income is directed to government officers. 
	In the situation where government agencies appear on the market either as a buyer or as a seller, there is a whole range of opportunities for corruption (Rand, 1994). Major incentives for corruption are public sales (e.g. privatization or sale of national wealth) and functioning of public services sector which is in the regime of controlled prices. Controlled prices lead to emergence of excess demand and lack of supply, and the balance is established by long waiting at services. On the supply side is civil servant – monopolist. Interested actors on demand side offer funds through informal auctions to reduce the time of waiting (so-called ways of pressure) and the winner is the highest bribe bidder. This type of corruption in public sector provides additional social problem and generates social inertia. On the other hand it creates powerful and influential lobbies that prevent or oppose any kind of liberalization, in order to keep their positions.
	So, source of corruption is always the same: existence of state which distributes welfare to different social groups. Any regulation, law or legal program creates space for manipulating in the interest of certain social groups (Becker, 1993). If the state has the power of economic control, it attracts legislators and politicians who are prone to bribery. They will work in favor of incompetent entrepreneurs and hinder economic efficiency based on ongoing initiatives and activities, which means long-term destroying vital prerequisites for economic development in society. This is also the most serious negative effect of corruption.
	The 2009 Global Corruption Barometer research asked more than 73,000 individuals around the world to perceive corruption in six key sectors and institutions.  Political parties were perceived to be corrupt by 68% of respondents, followed closely by the civil service and parliament: 63% and 60% respectively. The private sector and judiciary are also seen as corrupted by half of respondents. Around 43% of interviewees also believed that the media is affected by corruption. When asked which of the six sectors/institutions they considered to be the most corrupted, the general public frequently identified political parties and the civil service, with 29% and 26% respectively. The media and the judiciary, with 6% and 9% of respondents, were seen as the least corrupted institutions.

Table 1: Single institution/sector perceived to be most affected by corruption, by countries

	Institution/Sector 
	   Country/Territory

	Political Parties
	Argentina, Austria, Bolivia, Bosnia and Herzegovina, Chile, Colombia, El Salvador, 
Finland, Greece, Hungary, India, Israel, Italy, Lebanon, Malaysia, Nigeria, Serbia,  South Korea, Thailand, United Kingdom, Venezuela.

	
Parliament/Legislature
	Indonesia, Panama, Romania, United States.

	
Business/Private Sector
	Brunei Darussalam, Canada, Denmark, Hong Kong, Iceland, Luxembourg, Moldova, Netherlands, Norway, Portugal, Singapore, Spain, Switzerland.

	
Public officials/Civil Servant
	Azerbaijan, Belarus, Cameroon, Czech Republic, Ghana, Iraq, Japan, Kenya, Kuwait, Lithuania, Morocco, Pakistan, Philippines, Poland, Russia, Senegal, Turkey, Ukraine, Zambia

	Judiciary
	Armenia, Bulgaria, Cambodia, Croatia, FYR Macedonia, Georgia, Kosovo, Mongolia, Peru, Senegal, Uganda


Source: http://ti-bih.org/wp-content/uploads/2011/02/Global_Corruption_Barometer.pdf (accessed 05.09.2011.) Percentages are weighted.
	Table 1 shows the institution or sector that was identified in each country as the most corrupted. When looking at people’s perceptions of corruption in key sectors over time, the results show little change between 2004 and 2009. Analysis of individual assessments in 41 countries and territories covered by all editions of the Barometer since 2004, indicate that the views of the general public on political parties, parliaments, the judiciary and the media have not changed notably. Table 2 groups countries based on reported bribery. 

Table 2: Countries reported to be most affected by bribery

	
  % of
respondents
reporting that
they had paid a bribe in the
previous 12
months
	
	
Country/Territory

	
	Group 1: More than 50 %
	
Cameroon, Liberia, Sierra Leone, Uganda

	
	Group 2: Between 23 and 49%
	Armenia, Azerbaijan, Bolivia, Cambodia, Ghana, Indonesia, Iraq, Kenya, Lithuania, Moldova, Mongolia, Russia, Senegal, Venezuela

	
	Group 3: Between 13 and 22%
	Belarus, Greece, Hungary, Kosovo, Kuwait, Lebanon, Nigeria, Pakistan, Peru, Romania, Serbia, Ukraine

	
	Group 4: Between 7 and 12%
	Bosnia and Herzegovina, Chile, Colombia, Czech Republic, Hong Kong, India, Malaysia, Philippines, Thailand

	
	Group 5: 6% or less
	Argentina, Austria, Brunei Darussalam, Bulgaria, Canada, Croatia, Denmark, Finland, FYR Macedonia, Georgia, Iceland, Israel, Japan, Luxembourg, Netherlands, Norway, Panama, Poland, Portugal, Singapore, South Korea, Spain, Switzerland, Turkey, United Kingdom, United States.


Source: http://ti-bih.org/wp-content/uploads/2011/02/Global_Corruption_Barometer.pdf (accessed 05.09.2011.). Figures exclude ‘Don’t know’ answers. Groups were defined using cluster analysis.




4. Stimulating factors for the appearance of corruption

	When it comes to corruption, it is necessary to explain the factors that stimulate corruption and answer the question what are the suitable conditions for the flourishing of the same. Corruption in developing countries is particularly affected by economic factors, such as structure and transformation of the ownership (privatization), excessive state intervention in the economy, non-observance of market principles, poverty, etc. In these conditions, one institutional system is destroyed and has not been established an alternative, which is why the society lost its landmark. The market economy is formally introduced, but the production and allocation of resources is directed by administrative activities of the state. Due to the lack of market verification of business, political mediation creates a privileged position of individuals and groups. Directors of state owned enterprises are in favor of excessive state regulation of economic activity, import and other licenses and price control, resulting in a hypertrophy of the institutions (Čupić, 2002). Regulation and price control is a key tool for the development of corruption in the history of civilization. An example of corruption's implementation is granting loans at interest rates lower than market ones by some of the banks, thus certain groups; the most politically convenient draw their advantage. Do not forget the weak local currency which restricts political and economic freedom. High inflation and weak currency induce people to protect their own interest in different ways through speculation, which is the opportunity for corruption.
	Furthermore, political factors may also be initiators of corruption and the most important ones are: an inadequate institutional framework, functioning mode of the political parties, uncertain legal status, long-term international isolation, informal power centers and the lack of consensus on strategic state goals (Nikolić, 2005). Government guarantees for the loans, intermediations and government procurement, always of high volume, represent a very suitable environment for the corruption development. In developing countries the state often has a monopoly over the information, which is used to create unfair competition among the potential competitors.
	The legal factors which may increase corruption include: failure or selective application of regulation, the existence of legal gaps and inconsistency of regulations (Vukotić, 2000). Conversely, institutional factors that encourage corruption are: missing or dysfunction of institutions, unqualified staff, lack of material equipment and incompetent institutions. Corruption can also have historical background, e.g. rapid change of social values, consequences of the wars in former Yugoslavia, tradition, the lack of professionalism. Abundance of natural resources, high level of corruption in neighboring countries and long distance from the world's leading trading centers are factors that instigate corruption. Studies show countries with high level of general trust; a lot of Protestants and low acceptance of hierarchy are less exposed to the corruption risk. Further, the social structure dominated by men adversely affects corruption. Gender's influence on corruption significantly decreases when variables such as rule of low, press freedom and democracy are valued and kept under the control.

5. Consequences of corruption

	The incentive factors of corruption are related to a number of negative consequences of this phenomenon. The direct economic consequences include high transaction costs shifted on citizens (in this case, citizens are not subjects of judicial corruption protection, so a lot of resources and time have been spent unneccesarilly). Long-term economic consequences are following:
· Corruption and organized crimes are not productive but redistributive activities so they redistribute in the society;
· The diversion of direct foreign investments, not only because of the amount to be paid, but also by instigating uncertainity and risk during the lifetime of the investment project;
· Increasing risk of placing loans in listed country and thus increasing interest rates;
· The interest of organized crime it to increase corruption, because it allows taking control in the state.
	At the end, corruption leaves serious social consequences: decreasing living standard, destruction of the earlier value systems, increasing social stratification, cutting the budget and thus the social rights of the poor (poverty is one of the causes of corruption and vice versa). 


6. How to supress corruption
	How we saw in previous chapters nor market economies are exempt from corruption problems. However, developing countries have much more trouble with this phenomenon. So how to fight corruption back? It is necessary to establish not only market competition, but also democratic political system. Free competition in the democracy context is of the same importance as in free enterprise. In an ideal democratic atmosphere no one could stay long in power if they did not respect the will of voters. This would reduce potential for abuse of official position. The more government is constrained; the incentives for corruption are minor. In order to restrain civil servants from abusing public functions, there have been suggested different measures. One proposal is to shorten the term of individual functions and, but it can lead to a counter effect. Another suggestion is the decentralization of powers (Tullock, 1992). Voters should raise questions of their vital interest and exert pressure towards the authorities. Enabling citizens to choose their institutions and carry out the democratic control decreases opportunities for corruption. In smaller communities, the interdependence is greater and any criminal activity or corruption would put in question survival of the community. 
	Liberal doctrine holds the point any institutional restraint, especially economic freedom limiting, as a rule leads to corruption. Economic freedom has much deeper implications that it could be assumed at first. “Economic control is not only a control of human life that can be separated from the rest, it is the control of resources necessary for our goals” (Hayek, 1997) .It is important to have in mind the fact there is strong interdependence between economic and political freedom. Without the existence of economic freedom, legal freedom itself is not able to prevent corruption.

Conclusion
After all it is said, how can we cut down and supress corruption? First, the type of economic system definitely affect the level of corruption in society. Numerous studies confirm economic systems with less interventionism and more freedom indicate a lower degree of corruption. Not only that: even in the same society corruption representation is much higher in the fields controlled by state and lacking economic freedom. So the first goal in the fight against corruption is to limit often very harmful regulation. Since the corruption occurs as a result of priviledge that only the government can legally authorize, Index of economic freedom in the country includes corruption as one of the variables (using the indicators of corruption in bureaucracy and judiciary and existence of black markets).
	Therefore, corruption can be supressed by reducing the public sector. However, there is another problem. Private enterprises can also be exposed to corruption, e.g. massive corruption during the privatization. The stumbling block is not the size of the public sector, but bad regulation and erroneously targeted state intervention. Corruption is a reflection of the lacking competition, although competition can sometimes increase corruption. The officials' obligation to inform public about their work, transparency and increasing salaries of civil servants, career development system and development of ethical standards can significantly reduce corruption. In particular, anti-corruption mechanisms can be divided into: 
a) Prevention – transparency, decision making and access to the information, limiting monopoly in decision making, restriction of discretionary powers, reducing the number of prohibitions and restrictions, strenghtening public ethics.
b) Repressive measures – annulment of corrupt activities, discovery of actors, efficiency of the procedure and adequacy of imposing sanctions, seizure of the property acquired through corruption, etc. 
Democracy limit corruption by increasing competition for political mandates. Researches show the parliamentary systems are followed by lower levels of corruption, while the strong presidential systems tend to be more corrupted. Smaller electoral units increase corruption, also corruption is greater when the deputies have been elected from party lists rather then as independent candidates. Furthmore, decentralization is a way to reduce corruption, because the government becomes closer to citizens (the problem is that local authority can be weak, but local players strong.) Corruption in developing countries is a systemic and systematic phenomenon and such should be the struggle against it. The most important test is preventing corruption in the tops of power by introduction of anti-corruption system laws. The power within the government can be controlled by decentralization, distribution of power, demonopolisation and rule of the law. In this regard it is necessary to separate the judiciary from legislative power since functioning, effectivness and independence of the judical system affects all political institutions. These institutions are using judicial system to protect themselves against political tyranny and criminalization. Only with institutional (economic, legal and political) arrangements that protect economic and political freedom based on it, it is possible to achieve the necessary conditions for combating corruption. 
We conlude that any loss of economic freedom creates the conditions for the emergence and expansion of corruption with all its negative consequences. Developing countries need less interventionism and more free space to strengthen the mechanisms of market economy, with transparent, protected and strictly followed rules and laws. Building a system based on private property, individual entrepreneurship, competition and open market, and promoting transparency and public opinion in society represents the possibility to combat corruption and improve the economic position of developing countries. 
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