ECON 474
Economic Development

Corruption Problem 
You are the president of Devland and you’re trying to implement a program to improve education in your country.  The program involves giving $100 each to a group of towns in your country.

Your worry is that the money may be stolen by corrupt officials before the resources ever reach the towns.  To see how much corruption is taking place, you send a team of inspectors out to ten of the towns to see how much money is really getting through.

1) Suppose that the inspectors determine that the following amounts of money got through to the ten towns:
$45, $0, $65, $70, $80, $40, $50, $80, $30, $50

One way to measure corruption is by the percentage of money that is stolen.  What is the average percentage of government spending that appears to have been stolen?

On average, $51 got through, meaning that $49 of the $100 were stolen.  So, on average, 49% of the dollars that the government spends get stolen.
2) Suppose that it costs $35 to send a team of inspectors to a town, but that we know that no corruption will happen in a town if you announce that inspectors will be sent to that town.  Based on your answer to the previous problem, does it make sense for you to send inspectors to all the towns? 
The average gain from sending the inspectors to the towns is $49 (since all the corruption gets stopped), which exceeds the $35 cost.  Therefore, it does make sense to send the inspectors to all of the towns.
3) How much corruption does $1 of spending on the inspectors reduce?  In other words, what is the benefit of increasing spending on the inspectors by $1?

$35 of spending on inspectors causes a reduction in corruption of $49.  Therefore, $1 additional spending leads to a reduction in corruption of 
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, on average.  In other words, and additional $1 spent leads to a benefit of $1.40, for a net benefit of $0.40.

4) Now suppose that there is not enough time to send inspectors to all the towns in the country.  You have two programs that you can implement:

A) You can send inspectors to ¼ of the towns and you announce which towns will get the inspectors in advance.

B) You can send inspectors to ¼ of the towns and you will not announce which towns will get the inspectors.  In other words, an inspector’s visit will be a surprise.
What are the reasons why you might choose program A)?  What are the reasons you might choose B)?
Program A should definitely eliminate corruption in the towns that get the inspectors.  Program B is not guaranteed to wipe out corruption in any town, but it may help to reduce corruption in all towns, since people may be reluctant to steal when inspectors may be coming to their town.  
So you might choose Program A if the penalties for corruption or small or the stigma of being caught is relatively small.  In that situation, only being caught for sure will eliminate corruption.  On the other hand, if the penalties and stigma are large, then Program B may be best, since government officials will not want to take the chance that they may be caught.  Program B may then reduce corruption in all the towns.
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