The private sector plays a pivotal role in fighting corruption worldwide. Transparency
International’s Global Corruption Report 2009 documents in unique detail the many corruption
risks for businesses, ranging from small entrepreneurs in Sub-Saharan Africa to multinationals
from Europe and North America. More than 75 experts examine the scale, scope and devastat-
ing consequences of a wide range of corruption issues, including bribery and policy capture,
corporate fraud, cartels, corruption in supply chains and transnational transactions, emerging
challenges for carbon trading markets, sovereign wealth funds and growing economic centres,
such as Brazil, China and India.

The Global Corruption Report 2009 also discusses the most promising tools to tackle corruption
in business, identifies pressing areas for reform and outlines how companies, governments,
investors, consumers and other stakeholders can contribute to raising corporate integrity
and meeting the challenges that corruption poses to sustainable economic growth and
development.

Transparency International (TI) is the global civil society organisation leading the fight against
corruption. Through more than ninety chapters worldwide and an international secretariat
in Berlin, Germany, TI raises awareness of the damaging effects of corruption and works with
partners in government, business and civil society to develop and implement effective meas-
ures to tackle it. For more information go to www.transparency.org.
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Preface
Huguette Labelle, Chair of Transparency International

Supporting and encouraging business to do its part in tackling corruption has been a global
priority for Transparency International (TI) since its inception. Our approach is firmly
anchored in the belief that sustainable progress towards a world free of corruption requires a
systematic and constructive engagement with the demand for and supply of corruption and
the incentive systems that shape them both.

To name just a few examples, we have developed - often in close cooperation with partners in
the private sector and civil society — a number of widely used tools and templates that assist
business in establishing anti-corruption systems or that enhance the integrity and transpar-
ency of public tendering processes. Likewise, many of our diagnostic and research activities
aim to identify corruption risks that are a particular challenge for business and to measure the
progress that is being made in addressing them.

TI’s choice of corruption and the private sector as the focus of its Global Corruption Report 2009
is an extension of these efforts. The report provides a platform for combining reflections on
practical experience with rigorous analysis and a forward-looking perspective on the reform
of policy and practice. After fifteen years working with the private sector, and on issues of
the supply side of corruption, we felt it was an opportune time to take stock of progress and
suggest new and constructive ways ahead.

Few issues are more cross-cutting and more relevant to a wide array of corruption challenges
than the question of how business around the world can ensure that it performs to the highest
standards of integrity and does not become a party to or facilitator of corrupt transactions. As
the Global Corruption Report 2009 shows clearly, making business, markets and globalisation
work, and making them work to the benefit of all, requires concerted and continuing efforts
by business, governments and civil society to root out corruption in the commercial sector.

The window of opportunity for taking decisive action has rarely been more favourable. The
financial crisis that began to shake the world economy in 2008 has reminded us that opacity,
insufficient regulatory oversight and conflicts of interest in some parts of the economy can
bring the entire system to the brink of collapse. The crisis has imbued business, policy-makers
and communities with a sense of urgency and an unprecedented readiness to examine
whether the structures and mechanisms to govern our global economy are adequate to meet
the challenges of the twenty-first century.

A raft of reform proposals are already on the table. Greater transparency features among them.
Indeed, many of the suggested ways forward echo the policy recommendations made by the
Global Corruption Report 2009 and align with TI's long-standing demands for more, and more
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Preface

effective, disclosure, alongside increased accountability on the part of markets, market players
and the institutions entrusted with regulating them.

It is encouraging that this discussion is being taken forward under the umbrella of the G20
—a larger group of governments, as it includes major developing countries, than the familiar
industrialised G8 grouping. Opening this dialogue on the future architecture for the global
economic system to a broader range of stakeholders, including civil society, is imperative.
The global dimension of the crisis, which reminds us all how interwoven economies are in
both the developed and developing worlds, aptly reminds us that only a truly inclusive and
cooperative approach across countries and stakeholders will succeed in making real progress
in curbing corruption, raising standards of transparency and accountability, and restoring
the public trust that is so essential for economies to work and communities to prosper. The
private sector has always been a part of the corruption equation, but we are encouraged that
the demands of our time mean that it can also be a key driver of the integrity revolution — a
revolution that will secure greater sustainability in markets and more economic opportunities
for all.



Foreword 1
Tackling corruption in business: profitable and

feasible
N. R. Narayana Murthy!

Growing a successful and sustainable business requires at least three things: an uncompromis-
ing devotion to developing products and services that contribute real value and allow clients
to achieve their goals in the most effective and efficient way; passionate leadership that
attracts and inspires the best of the class to join this venture; and an unwavering commitment
to act as a responsible player in the community, nurturing the public trust and support on
which all businesses ultimately depend.

Corruption erodes each of these pillars of business success: it means cutting corners and shirk-
ing honest competition rather than producing real, competitive value for clients; it means
compromising corporate and individual integrity, deterring and demotivating the brightest
and most innovative entrepreneurs and scientists from signing on; and it means consent-
ing to, and propping up, a business environment in which complicity is for sale, entrusted
public power is routinely abused for the sake of private gain, and public trust in the beneficial
partnership between business and society is gradually undone.

Infosys, the company that I founded with little more than US$250 in seed capital, has always
taken a strong and principled position to resist the temptation of corruption. We passionately
believed that our commitment to both customers and communities meant that illegal short
cuts were never an option. We were confident that our values would prevail and, indeed, help
us excel in the marketplace. Our hopes proved justified. Today Infosys is one of the largest,
most respected and most trusted players in the global information technology and services
arena. Far from disadvantaging us, our anti-corruption stance has been a driver for sustainable
growth and performance. With it we have earned the trust of local and international business
partners and fended off opportunistic overtures to rig the game. These standards continue
to attract the most talented and value-oriented workforce to Infosys, proving to the business
community and broader society that an open, accountable business environment, personal
integrity and hard work are the indispensable ingredients that create a dynamic economy,
expediting both economic and social development.

It is with this experience in mind that I warmly welcome Transparency International’s Global
Corruption Report 2009. It delivers the timely and compelling message that business can, and
must, stand up to corruption. To do so on a global scale is a daunting challenge; but it is the
vigorous pursuit of this challenge that leads to trust, leads to growth, leads to success. For
business. For society.

1 N.R. Narayana Murthy is chairman and chief mentor of Infosys Technologies Limited.
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Foreword 2
The role of the private sector in fighting
corruption: essential for meeting local and

global governance challenges
Jomo Kwame Sundaram!

The level of corruption in the private sector remains disturbingly high. It is not uncommon
for domestic firms and multinationals to pay bribes in order to secure public procurement
contracts, nor unusual to learn of powerful corporate entities exerting undue pressure so as to
capture institutions and influence regulations to elicit favourable investment conditions.

Such practices are all too often encouraged by or met with cooperation from civil servants,
many of whom may be underpaid and hence struggling to make ends meet, or corrupt politi-
cal leaders who use politics to make money that they may claim they need to advance their
political ends or to pay for political support. Some who amass huge fortunes while in office
may smuggle these assets out of their countries into secret personal bank accounts abroad.

We know only too well that corporate corruption significantly diminishes or threatens the
dynamism and growth that comes with fair competition.

All the same, the harm that corruption inflicts does not confine itself to undermining healthy
competition or paralysing economic growth. Some of the most important public policy
challenges that we face today will be tackled only when business fully assumes its due respon-
sibilities, which need to be complemented by effective regulation.

Climate change, for example, will require huge investments, resource transfers and the inge-
nuity of business leaders to refashion their strategies in a sustainable manner. Greed and
a short-sighted defence of anachronistic business models provide two of the most signifi-
cant obstacles to addressing global warming in an equitable, effective and timely manner.
Entrepreneurial vision, business integrity and corporate responsibility can, and must, play a
central role in this context.

Fragile states present another challenge. These countries are the backdrops of unimaginable
human suffering and regional insecurity. Often they contain large military forces and formi-
dable wealth in natural resources. In this context, extractive industries and the defence sector
must play a central role in ensuring that corruption has no place in business dealings and
that revenue streams and public expenditures alike remain transparent — a precondition for
public accountability.

1 Jomo Kwame Sundaram is the assistant secretary general for economic development in the United Nations (UN)
Department of Economic and Social Affairs.



Foreword 2

Stamping out corruption and strengthening corporate integrity is a challenging agenda, but
one with ample opportunities for engagement.

One important strategy is to establish and implement firmly the national and international
normative frameworks against corruption. At the domestic level, most countries already have
anti-corruption laws and policies in place. Unfortunately, these are often rendered ineffec-
tive by uneven or weak enforcement and implementation. The comparable framework at the
international level is the United Nations Convention against Corruption, which entered into
force in 2005 and needs now to be embraced fully by signatory countries.

The active involvement of the business community is a second strategy in the fight against
corruption. The UN Global Compact’s tenth principle against corruption underlines the
shared responsibility and willingness of the private sector to play its part in eliminating cor-
ruption. This reflects the ongoing development of rules of corporate social responsibility
(CSR), which are prompting companies to integrate anti-corruption measures as a means of
protecting their reputations. Today a growing number of investment managers are looking
closely at internal controls related to business ethics and corporate integrity as evidence of
good business practices and sound management.

A third strategy asks us to utilise fully the countervailing forces of civil society and public
opinion to fight corruption in the corporate sector. Civil society can help the state to design
appropriate strategies, enrol the participation of citizens and enterprises in implementing
anti-corruption measures and maintain social pressure for continued political commitment
to tackle corruption.

The bottom line is clear: we need to deal with corruption in the private sector creatively, at all
levels, and through different channels of intervention and regulation. Furthermore, we need
to encourage the private sector towards voluntary initiatives that promote CSR. By identifying
priorities for action and innovative approaches for engagement, Transparency International’s
Global Corruption Report 2009 demonstrates that all stakeholders can play their part in enhanc-
ing the transparency and accountability of businesses and help them fulfil their vital role in
meeting the global public policy challenges of our time.
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Executive summary
Transparency International

It may be that in no other time in history have entrepreneurship, private economic activity and
markets been more important and intertwined with the economic prosperity, political stability
and environmental sustainability of societies than they are at present. The financial crisis and
the economic turmoil that this crisis has triggered have thrown this insight into sharp relief.

The private sector can be a source of dynamic innovation and growth. Nonetheless, as
Transparency International’s Global Corruption Report 2009 clearly demonstrates, it can also
fail to live up to its potential, if corruption goes unchecked, and turn into a destructive force
that undermines fair competition, stifles economic growth and political development and
ultimately undercuts its own existence.

Despite prominent corruption scandals and the lack of transparency and accountability that
has been shown to lie at the root of the financial crisis, there has been encouraging and real
progress towards stronger corporate integrity. Corporate performance in the fight against cor-
ruption often does not yet match corporate commitments, however. Crucial corruption risks, as
well as loopholes in transparency, accountability and oversight, persist across all industries and
all countries. Dynamic markets continue to produce new and subtle corruption challenges.

After a first broad wave of anti-corruption activism and corporate social responsibility (CSR)
activities, business worldwide now has a clearer responsibility, more profound self-interest and
greater potential to assume a vital role in the fight against corruption. This is a key message of
the Global Corruption Report 2009, which brings together more than eighty recognised experts,
practitioners and scholars to present the most comprehensive analysis to date of corruption
and remedies for the business sector in all world regions.

The lesson from the analysis is clear: more of the same simply will not do. A step change
in strategy and action is required to ensure that corruption in the business sector is tackled
effectively.

® Business needs to recognise that corruption risks start with bribery and go beyond, requiring
an integrated approach to corporate integrity and corporate citizenship.

® Governments need to take advantage of a new generation of innovative tools and thereby
put much more emphasis on regulatory capabilities, actual enforcement and international
cooperation.

e Civil society needs to become fully aware of how corruption in business is at the core of many
other social, developmental and environmental challenges, and must forge much broader
and more effective partnerships to support corporate integrity.

® Stakeholders — from business owners, executives and workers to auditors, investors,



Executive summary

regulators and anti-corruption activists — have to acknowledge that corporate integrity is a
multi-stakeholder effort that requires collective action across sectors, borders and institu-
tional boundaries.

Descriptions of a growing and complex problem

The evidence presented by the Global Corruption Report 2009 is conclusive and troublesome:
corruption is a central and growing challenge for business and society, from informal vendors
in the least developed countries to multinational companies in industrialised ones, for
citizens, communities and nations, all over the world.

Bribery and corruption in the value chain are a persistent challenge and more destructive
than previously understood

Business continues to play a very exposed role as the supplier of corrupt payments to civil
servants, members of government and political parties. Kickbacks may be actively solicited,
extorted or offered proactively. Irrespective of the degree of coercion involved, the fact remains
that bribery fosters a culture of impunity and repeat corruption, undermines the functioning
of public institutions and fuels a public perception that governments and bureaucracies are
up for sale to the highest bidder.

The scale and scope of bribery in business is staggering. Nearly two in five polled business execu-
tives have been asked to pay a bribe when dealing with public institutions. Half estimated that
corruption raised project costs by at least 10 per cent. One in five claimed to have lost business
because of bribes by a competitor. More than a third felt that corruption is getting worse.

The consequences are dramatic. In developing and transition countries alone, corrupt politi-
cians and government officials receive bribes believed to total between US$20 and 40 billion
annually — the equivalent of some 20 to 40 per cent of official development assistance. The
cost is measurable in more than money. When corruption allows reckless companies to
disregard the law, the consequences range from water shortages in Spain, exploitative work
conditions in China or illegal logging in Indonesia to unsafe medicines in Nigeria and poorly
constructed buildings in Turkey that collapse with deadly consequences. Even facilitation pay-
ments — the many, often small payments made by companies to ‘get things done’ — are found
to be harmful, as they are funnelled up through the system and help nurture and sustain
corrupt bureaucracies, political parties and governments.

The corruption challenge is much broader, more complex and more subtle than paying bribes

The Global Corruption Report 2009 examines corruption in the private sector in a comprehensive
way and finds that corrupt payments to public officials are only one part of the problem.

e Nepotism and corruption in private business interactions are two issues that require
much more attention
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Almost a half of the executives from the Organisation for Economic Co-operation and
Development (OECD) countries who were polled reported that personal and familiar relation-
ships are used to win public contracts in the non-OECD countries they do business in, pointing
to corruption challenges that are more difficult to police and legislate for than direct corrupt
payments.

In addition, senior executives cite corruption within the private sector more frequently as an
obstacle to their business operations than infrastructure issues or the functioning of the judici-
ary. This issue so far has received very limited attention.

e Corruption inside the enterprise is a widespread threat to sustainable performance
and accountability

Corruption not only affects business relationships but poses a considerable risk inside an enter-
prise. This report documents many cases of managers, majority shareholders and other actors
inside corporations who abuse their entrusted powers for personal gain, to the detriment of
owners, investors, employees and society at large. Executives, for example, may focus opportun-
istically on securing generous payouts to themselves, rather than on long-term profitability and
sustainability — a phenomenon that has been identified as an important factor in the current
financial crisis. Majority owners may try to leverage their influence on corporate strategy to expro-
priate smaller shareholders through 'self-dealing’ and similar practices. The benefits of majority
control are estimated to exceed 30 per cent of equity value in countries such as Austria, Italy,
Mexico and Turkey. They amount to as much as 60 per cent or so of equity value in the Czech
Republic and Brazil, raising serious concerns about checks on the powers of these actors.

The report underlines the fact that these and other types of corruption inside an enterprise are
common in many countries, indicating serious shortcomings in internal checks and balances.
In the long run, corruption compromises the core ability of companies to deliver value for all
their stakeholders and act as responsible corporate citizens.

e Corruption in the marketplace undermines fair competition, fair prices and efficiency
worldwide

Price-fixing cartels and other collusion schemes can cause serious harm to consumers, markets
and the world economy. The Global Corruption Report 2009 presents compelling evidence that
a new and potent wave of globalised cartel activity has been sweeping through the world
since the 1980s, often implicating well-known brand names and hitting developing countries
particularly hard. Key market sectors worldwide have been corrupted, from food and vitamins
to infrastructure projects, from anti-malaria medicines to the most sophisticated high-tech
products and consumer services.

Experts believe that only between one in three or one in six cartels is exposed, yet even the
cases that have come to light attest to a problem of enormous scale. More than 283 private
international cartels that came to light between 1990 and 2005 caused direct economic losses
to consumers through overcharges totalling some US$300 billion. In just one year, 1997,
developing countries imported US$54.7 billion of goods from a sample of nineteen industries
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that participated in price-fixing conspiracies. Estimates suggest that direct economic losses
due to overcharges by international cartel activities alone could match or even exceed the
total volume of development aid given to developing countries.

® Corruption risks in corporate lobbying can turn legitimate participation into undue
influence and put the legitimacy of governments and business itself at risk

Businesses are entitled to be heard in the democratic decision-making process, and lobbying
conveys important information and opinion to political representatives and public officials.
There is a risk, however, that powerful private sector players capture policies and governments
and profoundly thwart democratic decisions, posing a significant threat to accountable and
inclusive governance everywhere.

The Global Corruption Report 2009 presents evidence of persistently close linkages between
business and governments in developing and industrialised countries alike, multiple con-
flicts of interest and the growing risks of disproportionate influence on the part of corporate
lobbying. Case studies from Bangladesh, Germany, Malaysia and Trinidad and Tobago all
document a precariously close nexus between private business and public institutions. In the
United Kingdom, politically connected firms are estimated to account for almost 40 per cent
of market capitalisation — a level that rises to a staggering 80 per cent in Russia. In addition,
the scale and rapid growth of lobbying raises serious concerns about equal visibility and the
right to get heard for citizens who cannot afford to hire lobbyists. In Brussels an estimated
2,500 lobbying organisations with 15,000 lobbyists vie for influence on EU policy-making.
In the United States, lobbying expenditures by companies have risen sharply and, at state
level, lobbying expenditures average US$200,000 per legislator, while five lobbyists vie for
the attention of each lawmaker.

® The business case for fighting corruption has never been stronger

At the level of the individual firm, corruption raises costs and introduces uncertainties,
reputational risks and vulnerability to extortion. It makes access to capital more expensive,
depresses company valuations and corrodes staff morale. In the broader market environment,
corruption undermines fair competition, leads to lost business opportunities and nurtures
corrupt bureaucracies. Corruption in and by business hollows out the very basis on which
its own existence and success depends: the functioning and sound governance of markets.
Corrupt practices invalidate the social licence to operate, breaking the legitimacy and trust
that business depends upon in society.

Strong internal governance and corporate integrity are found to pay ‘integrity dividends’,
dispelling the claim that companies can ill afford to abstain from corrupt practices without
spoiling their business prospects. Companies with anti-corruption programmes and ethical
guidelines are found to suffer up to 50 per cent fewer incidents of corruption, and to be less
likely to lose business opportunities than companies without such programmes. Companies
with superior performance as corporate citizens are shown not only to match but often to out-
perform their peers. Better corporate governance in companies located in emerging economies
is associated with better performance and market valuation.
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Lessons in strengthening corporate integrity

The Global Corruption Report 2009 takes stock of the achievements of a first generation of CSR
and anti-corruption efforts and draws a number of important conclusions.

e Corruption risks for business are interlinked and mutually reinforcing, and must not
therefore be tackled in isolation

The Global Corruption Report 2009 emphasises that the policy debate must be extended from
core bribery issues to broader types of corrupt business practice. All forms of corruption take
advantage of shortcomings in transparency, internal governance and oversight. Each fosters
covert organisational practices and an opportunistic climate that make it difficult to root
out individual incidences of corruption. For example, condemning bribery as illegal, or even
morally wrong, will not work if practices seen as equally illegal and harmful, such as price-
fixing, are condoned.

® Progress is discernible, but many shortcomings remain

More companies than ever have adopted business codes and report on their environmen-
tal and social performance. Governments in some countries have stepped up their efforts
to tackle corporate corruption, leading to high-level prosecutions, such as that against the
German company Siemens, thereby providing a much more credible deterrent to corrupt
behaviour. Civil society groups have contributed to these moves, taking a keen interest in
stronger corporate disclosure and commitments to the community.

The persistent and growing corruption risks described earlier underline the fact that current
efforts are not sufficient, however. This report lists several key shortcomings. Internal checks
and balances are far from fully effective. Almost one in three companies in a large international
survey told of incidences of asset misappropriation and more than one in ten reported being
affected by accounting fraud during a four-year period, while senior and middle management
were found to be involved in a half of all cases of economic crime.

® Awareness, training and monitoring need to be fully supported by all stakeholders

In France, Germany, the United Kingdom and the United States, all major foreign inves-
tors and exporters and more than 80 per cent of surveyed executives admitted to ‘not being
familiar at all’ with one of the most important legal frameworks in global business, the OECD
Convention on Combating Bribery of Foreign Public Officials in International Business
Transactions. Only a third or so of companies surveyed by other polls in the construction and
power sector — industries with high corruption risks — had training programmes for executives
on how to avoid corruption.

Monitoring progress and verifying corporate disclosure is not widespread either. Almost
90 per cent of the top 200 businesses worldwide have adopted business codes, but fewer
than half report that they monitor compliance. Although more than 3,000 companies
have published CSR reports in 2007, fewer than a third were verified through independent
assurance.
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® Legal frameworks for tackling corruption must pay more attention to business-specific
issues

The country report section in the Global Corruption Report 2009 indicates that many countries
have passed or updated anti-corruption laws or established new anti-corruption agencies. At
the same time, rules that deal specifically with some of the most prevalent corruption risks for
business are still evolving and far from widely adopted. Stronger sanctions for the suppliers of
corruption, better coverage of incidences of private-to-private bribery, influence-peddling and
the use of intermediaries, as well as the criminal liability of companies and a clear approach to
facilitation payments, are major areas of continuing concern in many countries. Establishing
an effective review mechanism for the United Nations Convention against Corruption is an
important task in this regard at international level, in order to track progress and speed up the
strengthening of legal frameworks at country level.

e Efforts for stronger corporate integrity need to address new players and new markets

Countries such as Brazil, China and India already boast some of the world’s largest markets,
and their companies play an increasingly active and important role in global business. As this
report documents, encouraging efforts are under way to update many aspects of regulatory
and governance standards in these countries. Nevertheless, these efforts need to be deepened
and extended beyond the ‘first in class’ companies. Firms from India, China and Brazil are
regarded by their peers as among the most corrupt when doing business abroad.

Market solutions to public policy challenges also raise the risk of new arenas for corrupt prac-
tices. Corruption risks in new markets need to be addressed proactively. A rapidly growing
market for trade in carbon emissions is an integral part of the global answer to climate change,
but it faces serious transparency and accountability issues. Sovereign wealth funds have
emerged as powerful actors in the investment arena. As managers of significant portions of
nations’ public wealth, they should live up to particularly high standards of public transpar-
ency and accountability. Many fail to do so.

e Arethink in strategy and stronger action must take place to take sustainable corporate
integrity to the next level

Closing loopholes, strengthening compliance and bringing new players into the fold are
important factors for progress. By themselves, though, they will not suffice. A threefold shift
in strategy and action is required to address corruption in the sector more effectively.

First, this report clearly highlights the fact that many more stakeholders must join business
executives and regulators in tackling corruption in business. These allies include owners,
investors and workers, financial intermediaries and auditors and, in the broader business
environment, the media, citizens as consumers and — last but not least — civil society. Taken
together, they constitute corporate integrity systems, providing a web of vital checks, balances
and incentives that make corporate integrity sound and sustainable. The report highlights
the impact made by all these actors, but also underlines the fact that their contributions are
put at risk by conflicts of interests, a lack of whistleblower protection, insufficient disclosure
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and reporting and other obstacles, all of which need to receive more attention in the policy
debate.

Second, the focus of attention has to go beyond setting rules and pledging commitment to issues
of implementation, monitoring and accountability for results to be achieved. Commitments,
codes and laws matter, but they are only as good as their verifiable enforcement.

Third, collective action and collaboration need to be better recognised as essential princi-
ples in addressing corruption challenges in business. Collective action by companies can
stimulate learning, contain the costly fragmentation and proliferation of reporting and com-
pliance standards, protect against free-riding and create peer pressures that are instrumental
to rooting out bribery in competition for contracts. Joint pressure allows investors and con-
sumers to bundle their influence in holding business to account. More cooperation among
small and medium enterprises enables them to pool their resource and defences against cor-
ruption, while more collaboration among national regulators can help close transnational
loopholes.

Corporate corruption and the global financial and economic crisis:
a closely linked policy agenda

Only over time will the full picture of the eventual scale of the global financial crisis and the
economic downturn in 2009 emerge. One key insight, however, is already reflected in several
contributions to the Global Corruption Report 2009: many of the conditions enabling the crisis
are closely linked to corruption risks for business. These conditions include serious shortcom-
ings in corporate integrity systems, such as conflicts of interest entangling key gatekeepers;
insufficient transparency and accountability on the part of important markets, market players
and oversight mechanisms; and serious lapses in corporate due diligence, governance and
integrity.

The crisis also illustrates the hazardous implications of corporate strategies that seek to exploit
weak regulation and disclosure standards in some pockets of the global economy. Similar
strategies and the structures they generate can also blunt the ability to tackle transnational
corruption. They can be abused to establish slush funds for large-scale bribery, while hindering
the recovery of public assets stolen by corrupt rulers.

With regard to public oversight and supervision, the crisis has focused attention on the fail-
ings of regulators, related shortcomings in resources and staffing, and serious problems in
international cooperation — issues that the Global Corruption Report 2009 also identifies as
concerns for the effective prevention and punishment of corruption in business.

All these interlinkages highlight one message: building fully effective corporate integrity
systems is not just a question of tackling corruption in business. It is also important for
financial and economic stability and the ongoing reforms of the global financial architecture,
thereby lending additional urgency and momentum to this task.
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Actions for sustainable corporate integrity

The Global Corruption Report 2009 translates all these insights into a number of concrete policy
proposals.

Recommended actions for business
1 Report on key aspects of corporate citizenship

Businesses have made great progress in communicating their corporate responsibility activi-
ties and environmental performance to the public. They need to match these efforts by
reporting on other equally important elements of corporate citizenship:

® their anti-corruption and compliance activities, as the basic safeguards for respecting laws
and regulations;

e their lobbying and political finance activities, so that their investors, workers and custom-
ers, and the wider public understand how some of the most powerful organisations in their
country define their political interests and make their voices heard in the democratic arena;
and

® their revenues and payments to governments for each country they do business in, so that
local communities can fully understand how companies contribute to and benefit from the
public good.

2 Make all commitments binding, verifiable and open to monitors of compliance

The independent monitoring and verification of compliance with the various codes and
commitments that an increasing number of businesses are undertaking to strengthen their
corporate integrity is essential, both for maximum effectiveness and public credibility. There
is a great opportunity for top performers to lead by example and turn promises into credible
performance.

3 Do not go it alone but, where possible, support existing standards and collective
action frameworks

A growing commitment to disclosure and reporting can easily lead to a cacophony of
individual information streams that are difficult to compile, compare and understand by
investors and the larger public. In order to turn disclosure into meaningful transparency, busi-
ness should adopt, support and actively engage in the development of related standards, such
as the Global Reporting Initiative. Additionally, businesses should join and actively promul-
gate collective action frameworks for corporate integrity, which exist for anything from indi-
vidual tendering processes and sectors to supply chain integrity, or multi-stakeholder action
in key development areas from extractive industries to health and construction.
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Recommended actions for governments and regulators

4 Put stronger emphasis on enforcing rules, the resources required and the
measurement and performance of enforcement

Enforcement matters, but the resources devoted to it and the outputs achieved vary widely
between countries and are difficult to monitor and compare. Governments and regulators
need to make enforcement efficiency and effectiveness more transparent and accountable.
They need to pay more attention to ensuring that adequate resources for regulators and
enforcement activities are made available. In addition, those responsible for public oversight
should report more fully on the money and staffing devoted to different types of enforcement
action and the ‘outputs’ they produce, in terms of investigations, cases brought, fines and
other sanctions imposed.

5 Use and further refine innovative tools for smart regulation and enforcement

Some countries have successfully experimented with a host of more flexible regulatory tools,
which reach beyond rigid command and control approaches to rework incentives more strate-
gically. Tools such as mandatory disclosure, blacklisting, deferred prosecution agreements and
compliance monitors can be adopted and adapted by regulators and enforcement agencies in
many more countries.

6 Strengthen international cooperation between regulators and make it truly global

Addressing corruption in global business requires a global approach, involving cooperation
across borders for anti-corruption agencies, the competition and tax authorities and financial
market regulators. The financial crisis provides a potent reminder that blind spots with regard
to transparency and oversight can destabilise the entire global economy. Governments should
seize the momentum for reform in terms of stronger cooperation between regulators and
enforcement agencies — for all countries, markets and market actors.

Recommended actions for civil society

7 Make corporate integrity and anti-corruption assessments an integral part of
monitoring initiatives on corporate social responsibility and performance

A business that cannot control corruption and thus ensure compliance with laws and
regulations cannot live up to its commitments on social, environmental or other corporate
citizenship issues. Assessments of corporate anti-corruption efforts need to be mainstreamed
into the many metrics and initiatives to assess supply chain integrity, environmental perform-
ance, sustainability and responsible corporate citizenship more broadly.
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8 Advocate for the development, widespread adoption and sound legal protection of
complaints and whistleblower systems for employees in the private sector

Employees are found to play a pivotal role in ensuring corporate integrity. They can provide
an early warning system for shortcomings in supply chain integrity, corporate governance
structures and business culture or for corrupt business practices. They are also found to be
the single most important source of public disclosure of corporate fraud after self-reporting
by companies. Empowering workers to become drivers for corporate integrity requires strong
provisions for legal protection, as well as sincere commitments by companies to establish
effective complaints and whistleblower systems and align human resource management with
incentives for ethical behaviour. Business watchdog groups and labour unions can encourage
companies and legislators alike to create such an enabling environment.

9 Forge broader coalitions for corporate integrity and ensure that citizens and their
interests are taken fully into account

Corporate integrity and anti-corruption compliance are common concerns for owners, inves-
tors, consumers, employees and non-governmental organisations working on many different
public policy issues. This provides excellent opportunities for all these groups to work more
closely together to monitor and advocate for corporate integrity.

Stronger linkages should also be established with the research community. Much important
empirical work on corporate corruption and regulation is undertaken by business or law
schools. The insights gained are often shared only among small groups of experts, even though
they could provide important inputs to civil-society-based policy and advocacy efforts.

Finally, civil society coalitions that straddle borders, link grass-roots campaigners to policy
experts and adopt a focus that is independent of national governments or business play an
essential role as a third force, ensuring that citizens and their interests are given due weight
and oversight in policy-making. Such civil society groups can act as independent watchdogs.
They can serve as an important channel for citizens to engage with business and business-
related governance frameworks. Finally, civil society coalitions can act as credible catalysts
of multi-stakeholder action on a large number of issues related to corruption in the private
sector, giving voice and creating capacity for citizens to influence the rules of the game for
companies, markets and society. Only strong civil society participation can build the societal
consensus that is necessary to tackle corruption in all its forms.
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Corruption and the private sector






1 Introducing corruption and the private
sector

The opening contribution for the thematic section of the Global Corruption Report 2009 provides
an overview of the scale, diversity and pervasiveness of corruption risks for business. It maps in
detail the persistent nature of bribery as a core corruption risk, discusses interlinkages between
corruption in the private sector and the financial and economic crisis, presents the business case for
tackling corruption in the private sector and previews the key tools, mechanisms and stakeholders
that have a role to play in this context. Georges Enderle adds to this overview by highlighting the
moral responsibility of business to play a leading role in the fight against corruption.

The scale and challenge of private sector corruption
Transparency International

The private sector plays a pivotal and expanding role in improving the well-being of societies,
communities and individuals. It can help produce the economic wealth that lifts people out
of poverty and expands access to health care, education and other vital public services. It can
create economic opportunities to fulfil the aspirations of the young, the poor, the disenfran-
chised and all people intent on staking out their individual path to continuing improvement
and a prosperous future for their families. It can generate ideas, innovation and efficiency in
the use of resources, to help meet the environmental challenges of our times.

The private sector can also fail on all these counts, however. It can enrich a few at the cost of the
many. It can recklessly overexploit the environment and obstruct innovation. It can disenfran-
chise, destabilise society and foster corruption, whether in communities, markets, governments
or international relations, ultimately undermining the prerequisites for its own existence.

Corruption risks in the business sector and success in controlling them are crucial determi-
nants of whether businesses and markets can live up to their productive, contributory role, or
succumb to their destructive potential.

The scale and pervasiveness of corruption risks for business

Corruption is not a marginal issue but a central concern for business —in developing, emerging
and industrialised countries alike. It affects multinationals in the United States and Europe.
It touches manufacturing powerhouses in China, information technology service providers
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in India, farmers in Latin America and extractive industries in Africa, central Asia and the
Middle East. It is an issue for large-scale conglomerates, family-owned businesses and indi-
vidual entrepreneurs. In developing and transition countries alone, corrupt politicians and
government officials receive bribes believed to total some US$20 to 40 billion annually - the
equivalent of around 20 to 40 per cent of official development assistance. Moreover, the
problem appears to be growing.

Many actors in the business sector are entrusted with powers that are vulnerable to abuse
for private gain, to the detriment of other stakeholders and society more broadly. Executives
and board directors are empowered to steer companies and manage risks in the interest of
sustainable profitability for shareholders and stakeholders alike. Purchase managers oversee
large budgets to source inputs for the enterprise. Human resource managers are entrusted
with hiring staff. Labour representatives are entrusted by workers to represent their inter-
ests to management. Investment firms handle the savings and pensions of citizens and are
expected to manage these investments responsibly. Accountants, auditors and rating agencies
are entrusted by regulators and investors to verify and assess critical information and risks
reported by companies.

Bribing public officials to win public contracts, circumvent regulations or speed up services
is a central and persistent concern. Evidence of the prevalence of bribery provides a worrying
example. In a survey of more than 2,700 business executives in twenty-six countries con-
ducted by Transparency International in 2008, almost two in five respondents claimed that
they had been requested to pay a bribe in the previous year when seeking attention from a
series of institutions that provide vital services for business, such as customs and tax revenue
authorities, the judiciary, the police, registry and permit offices or providers of basic services.!
In a different survey, of more than 1,000 executives, almost one in five claimed to have lost
business due to a competitor paying bribes, and more than a third felt that corruption was
getting worse.?

In many places the problem is even more pronounced. In countries such as Egypt, India,
Indonesia, Morocco, Nigeria and Pakistan, more than 60 per cent of the business execu-
tives polled in the TI survey reported having been solicited for bribe payments from the key
institutions listed above.? In Colombia, more than a half of the companies interviewed in
that country’s first comprehensive survey on business and corruption described bribery as
a viable strategy to trump the competition.* In Brazil more than 40 per cent, and in Hong
Kong as many as two-thirds, of businesses believed that they lost opportunities on account of
corruption by competitors within a one-year time frame.’

—_

TI, 2008 Bribe Payers Index (Berlin: TI, 2008).

2 Ernst & Young, Corruption or Compliance: Weighing the Costs: Tenth Global Fraud Study (London: Ernst & Young ,
2008).

3 TI, 2008.

See article starting on page 221.

5 Control Risks and Simmons & Simmons, Facing up to Corruption 2007: A Practical Business Guide (London: Control

Risks, 2007).
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No sector or industry is unaffected by corruption, although some are hit harder than others.
More than a half of all companies interviewed in the construction sector and the oil, gas
and mining sector complained that bribery by competitors had deprived them of business
opportunities in a five-year time frame.® In a different survey, more than a half of all the
polled executives operating in the energy, mineral resources and telecommunications sectors
reported having been asked for bribes in a one-year time frame.”

The overall impact of corrupt business practices, which allow companies to operate beyond
the reach of the law, may be visible and imminent — such as water scarcity in Spain,® exploita-
tive work conditions in China,’ illegal logging in Indonesia,'® unsafe medicines in Nigeria!'
and poorly constructed buildings that collapse with deadly consequences in Turkey.!? Many
other adverse effects are more hidden, but no less harmful, such as inflated costs for a public
contract, a biased judicial ruling or the nurturing of a kleptocratic political class that plunders
the public wealth of a country. Even small payments made to ‘get things done’ are harmful,
as they are funnelled up through the system and help sustain corrupt bureaucracies, parties
and governments.'3

What business has to gain from the fight against corruption

The business case for countering corruption is clear. A half of international business managers
estimate that corruption increases project costs by at least 10 per cent — in some cases more
than 25 per cent.!* In addition to direct financial costs and lost business opportunities, there
are substantial damages to brand, staff morale and external business and government rela-
tions. Stronger enforcement of anti-bribery rules in some jurisdictions has significantly upped
the ante, making stiff prison sentences and penalties in the tens of millions of US dollars
increasingly likely.!

Corporate compliance and responsible citizenship also pays direct rewards. Higher-quality
internal governance opens access to lower-cost capital and can raise company valuations and
result in better performance. Responsible corporate citizenship also offers opportunities for
brand differentiation and marketing that can increase sales in industries sensitive to consumer
perceptions.!® Contrary to common belief, a commitment to clean business also seems to boost
rather than harm immediate business prospects. Companies with anti-corruption programmes

Control Risks and Simmons & Simmons, 2007.
TI, 2008.
TI, Global Corruption Report 2008 (Cambridge: Cambridge University Press, 2008).
9 International Herald Tribune (US), 5 January 2008.
10 B. Setiono, Corruption and Forest Revenues in Papua, U4 Brief no. 18 (Bergen: Chr. Michelsen Institute, 2008).
11 TI, Global Corruption Report 2006 (London: Pluto Press, 2006).
12 TI, Global Corruption Report 2005 (London: Pluto Press, 2005).
13 See article starting on page 116.
14 Control Risks and Simmons & Simmons, 2007.
15 See article starting on page 238.
16 B. Lev, C. Petrovits and S. Radhakrishnan, Is Doing Good Good for You? Yes, Charitable Contributions Enhance Revenue
Growth, working paper (New York: New York University, 2006).
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and ethical guidelines were found to suffer up to 50 per cent fewer incidents of corruption, and
were less likely to lose business opportunities than companies without such programmes.!”

The corruption challenge for business does not stop with countering bribery, however. It
extends to the broader challenges of doing business in a more complex and more globally
competitive climate, in which new forms of corruption are taking hold and provide an
additional threat to a competitive, sustainable business environment.

Corporate corruption and the global financial crisis

The dramatic consequences of the global financial and economic crisis were unfolding at the
time of writing this report. Only over time will the full picture of the eventual scale, conse-
quences and causes of the crisis develop.

The broad message is already clear, however: the conditions enabling the crisis to build and
unfold include structural shortcomings in corporate integrity systems, such as conflicts of
interests entangling key gatekeepers; insufficient transparency and accountability on the part
of important markets, market players and oversight mechanisms; and widespread lapses in
corporate due diligence, governance and integrity.

Persistent conflicts of interest for a vital layer of financial gatekeepers, such as auditors,
accountants and rating agencies, have been identified as a major issue for corporate integrity
and an important factor in the financial crisis.

Executive remuneration and its misalignment with long-term performance have encouraged
excessive risk-taking that prepared the ground for the crisis. It is a major focus of reform
efforts.

The crisis has also brought into sharp relief the new nature of the interdependence in the inter-
national financial system and the hazardous implications of corporate strategies that seek to
exploit weak regulation, taxation and disclosure standards in some pockets of the global banking
system. Such manoeuvres have created highly opaque and leveraged financial risks that have
wiped out investors’ confidence and brought the international credit markets to their knees.

There has long been concern about financial offshore structures whose lack of transparency,
regulatory oversight and cooperation facilitate capital flight and tax evasion while hindering
the recovery of public assets stolen by corrupt rulers. These structures have also been abused
to establish and hide slush funds for large-scale bribery.

In the wake of the financial crisis, the leaders of the European Union have demanded that
‘[n]o financial institution, no market segment and no jurisdiction must escape proportionate
and adequate regulation or at least oversight’.!® This represents a promising commitment to

17 PricewaterhouseCoopers, Economic Crime: People, Culture and Controls: The Fourth Biennial Global Economic Crime
Survey (London: PricewaterhouseCoopers, 2007).

18 Council of the European Union, ‘Agreed Language: Global Financial Crisis: European Council Conclusions of the
Informal Meeting of Heads of State or Government’, Brussels, 7 November 2008.
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reform, but there needs to be improvement in the transparency and accountability of key
stakeholders in this setting.

Closely related, the crisis has also focused attention on the failings of public regulators.
Overhauling and strengthening regulatory oversight has been put high on the agenda, as the
leaders of the world’s twenty most powerful countries resolved at their first major meeting on
reforming the financial system: ‘We pledge to strengthen our regulatory regimes, prudential
oversight, and risk management [and] commit to transparent assessment of our national
regulatory systems.” Much remains to be done, both with regard to regulatory frameworks
and ensuring that adequate resources for enforcement are available to translate such promises
into action.

The global financial crisis has not only added new urgency to addressing corruption risks
in the business sector and strengthening corporate integrity systems. It has also provided a
much-needed impetus for real reform.

Beyond bribery: a more comprehensive look at corruption risks for the
business sector

Corruption is defined by Transparency International as ‘the abuse of entrusted power for
private gain’. For business, this means more than the perceived need to bribe public officials.

Corruption risks inside the enterprise include, among many others, corporate fraud, manipu-
lating accounts and insider trading. Corruption in dealing with customers and suppliers can
take the classic form of kickbacks to public officials, but it also includes, for example, the
bribing of purchase officers to win business at other companies’ expense (commercial bribery).
In the wider market environment, entrusted power can be abused to collude with competitors
or form cartels, hurting markets and consumers. At the societal level, corporate power can be
abused to dodge laws and regulatory oversight, or exercise undue influence on regulations and
policy-making, with implications for foreign direct investment, global supply chain integrity
and transnational taxation.

All these corruption risks are interrelated, and at times mutually reinforcing, in at least two
important ways.

® At the motivational level. Corruption in any of these business spheres fosters a culture of
moral ambivalence and reckless opportunism that undermines the overall commitment
to integrity and opens the door for other corrupt acts. When high-level executives award
themselves extraordinary pay packages, lower-level managers may be tempted to sweeten
their own pay package by soliciting bribes from suppliers. When top managers take steps to
corner the market by forming illegal cartels, lower-level managers may feel encouraged, or
even pressured, to close these important deals with the help of kickbacks — all in the spirit
of boosting company profits at any price.

® At the organisational level. The very strategies and mechanisms used to circumvent inter-
nal or external controls and cover up a specific corrupt activity can also provide the
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Figure 1: Corruption risks within spheres of corporate activity

infrastructure for other corrupt acts. For example, slush funds set up to bribe purchasing
managers can be retooled to pay off politicians. Likewise, financial structures that lever-
age secrecy and weak regulation to win business, such as tax avoidance at the borderline
of legality, can be abused to launder the proceeds of corruption, conceal financial risks
or manipulate earnings. All this puts the stability of companies, investments and even
markets generally more at risk.

Companies are entrusted by society with a social licence to operate. This requires them to act
as responsible corporate citizens and manage what are often enormous economic resources,
as well as their social, environmental and political impact, with integrity, accountability and
according to the letter and spirit of the law.

Addressing corruption risks sustainably: towards a comprehensive
corporate integrity system

Efforts to tackle corruption risks in the business sector and strengthen corporate integrity have
traditionally focused on two main elements: the commitment and the compliance systems
of companies; and the rules, regulations and enforcement of governments. Understanding
these two dimensions and sets of interests is critical to preventing and addressing private
sector corruption. In terms of companies, for instance, there already exist a variety of inter-
nal mechanisms to curb corruption, from corporate ethics, codes of conduct and corporate
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Figure 2: From corporate integrity to a corporate integrity system

governance mechanisms, including whistleblower protection, to reporting and the growing
role of investors in incentivising corporate integrity.

At the same time, a number of other stakeholders are also critical in the fight to stop the supply
of bribery and corruption from the private sector. These include key gatekeepers (auditors,
accountants, rating agencies) and banks, as well as the media, consumer organisations and
other civil society watchdogs. Together, these anti-corruption stakeholders comprise a broader
corporate integrity system.

The mechanisms used to strengthen corporate integrity are mutually reinforcing and com-
plement each other in a variety of ways. Corporate compliance systems, for example, are
more widespread in places where the threat of sanctions and effective enforcement is more
prevalent.!’® Self-disclosure and consistent public reporting can enable investors and con-
sumers to reward top performers and provide further incentives for laggards to improve
their governance and corporate citizenship commitments. Whistleblowers provide valuable
information for internal investigations and investigative journalism.

19 OECD, Mid-term Study of Phase 2 Reports: Application of the Convention on Combating Bribery of Foreign Public Officials
in International Business Transactions (Paris: OECD, 2006).
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Sustainable and effective corporate integrity depends on a finely woven web of checks and
balances. The better each individual stakeholder fulfils its role in such a corporate integrity
system the easier it is for others to do the same, and the more likely corruption in the business
sector will be discouraged and prevented - or, at least, detected and sanctioned.

How the Global Corruption Report 2009 is organised

The chapters that follow provide a detailed analysis of the corruption risks for business and
systematically examine the key elements, tools and stakeholders involved in corporate integ-
rity systems.

Chapter 2 presents the diagnostic analysis of core corruption risks for business. Following the
different spheres of corruption presented in figure 1, it examines corruption inside the enter-
prise and discusses risks with regard to interactions with suppliers and customers. Moving into
the broader market environment, the chapter then looks at cartels and collusion in market
competition, and it concludes by discussing issues of undue corporate influence and the risk
of policy and regulatory capture in relations between business and governments. For a better
understanding of emerging corruption risks, the chapter also covers new forms of corporate
lobbying and issues in carbon offset trading, a new and rapidly growing market at the heart
of the global response to climate change.

Chapter 3 extends the analysis of corruption risks to key issues in a global economic perspec-
tive. It explores specific challenges for corporate integrity in developing economies that may
be characterised by weak governance systems, a large informal sector, major privatisation
programmes and, in many countries, a reliance on natural resources and extractive industries
as a major source of economic wealth. The chapter also looks at a set of transnational issues,
including corruption in the context of foreign direct investments, global supply chains and
transfer pricing.

Chapter 4 moves from the diagnosis of corruption dynamics to a discussion of the remedies, in
the framework of a comprehensive corporate integrity system, as outlined in figure 2. It starts
with an exploration of internal mechanisms, from corporate ethics, codes of conduct and cor-
porate governance mechanisms to reporting and the growing role of investors in incentivising
corporate integrity. Given the centrality of employees in fraud detection, particular attention
is paid to whistleblowing mechanisms, while an account by institutional investors highlights
how share ownership can be leveraged for corporate integrity.

Chapter 5 completes the analysis and examines key elements of the broader corporate integ-
rity system. It reviews the growing toolbox of laws and rules against corporate corruption,
discusses enforcement issues and presents a set of innovative approaches to make rules and
enforcement more effective. Other contributions in this chapter examine the role of key
gatekeepers and banks, as well as the media, consumer organisations and other civil society
watchdogs.
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Beyond profits and rules: the moral case for business to
fight corruption globally

Georges Enderle!

It has become popular to make the ‘business case’ for corporations to promote good ends
and fight diseases and other evils. Building a ‘moral case’ for business to do good and avoid
harm has been shied away from, however. Why this reluctance? Perhaps it is because busi-
ness is seen by many as being value-free, or because the moral case itself is considered weak
and vague, without the adequate support of laws and market forces.

From an ethics perspective, such explanations are not satisfactory. Business as an organisa-
tion has a clear twofold moral responsibility to engage in the global fight against corruption
by setting a positive example through its own conduct, while contributing to the public good
of working towards a corruption-free market. Together, these aims reinforce each other.

Perhaps the most frequently expressed objection to these moral responsibilities of business
builds on the abundantly quoted, yet often misinterpreted, view of Milton Friedman that
‘the business of business is business’. Even Friedman concedes, however, that this should
apply only as long as the corporation ‘stays within the rules of the game, which is to say,
engages in open and free competition, without deception and fraud’.? Hence, an accurate
reading of Friedman’s stockholder (shareholder) model does not claim that profit max-
imisation trumps ‘the rules of the game’ by allowing for hidden and coerced competition,
deception and fraud. Corruption clearly violates these rules of the game.

Looked at broadly, however, Friedman’s view does contain several flaws. He claims that
only individual persons (for instance, corporate executives) can bear moral responsibility.
Corporations are neither moral nor immoral and thus cannot be morally committed nor
held responsible for their behaviour in an ethical sense. Consequently, there is no place
for the ethics of business organisations. This view has been widely rejected, however. As
one expert has put it: ‘In today’s society, the doctrine of corporate amorality is no longer
tenable.”® Corporations set and promulgate objectives and aspirations, rules, norms and
operational principles, all of which generate a distinctive organisational culture that influ-
ences employees and their sense of what behaviour is expected to achieve the corporate
objectives beyond making a profit.

Such a distinctive corporate culture is nurtured and lives on well beyond the involve-
ment of a specific chief executive officer (CEO) that may have laid the foundations for it.

1 Georges Enderle is Professor of International Business Ethics at the University of Notre Dame, Indiana.

2 M. Friedman, ‘The Social Responsibility of Business is to Increase Its Profits’, New York Times Sunday Magazine, 13
September 1970.

3 L. S Paine, Value Shift: Why Companies Must Merge Social and Financial Imperatives to Achieve Superior Performance
(New York: McGraw-Hill, 2003).
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Many jurisdictions already acknowledge such a corporate morality. The United States, for
example, has introduced a legal liability of companies — not just individuals, for a weak
ethical culture - when employees commit offences, including bribery, and act both within
the scope of their duty and in the interest of the firm. Australia holds corporations responsi-
ble when a corporate culture has existed that encouraged, tolerated or led to an offence.*

Friedman also holds the belief that demanding more from corporations than merely doing
business and paying taxes would be ‘fundamentally subversive’, and he denies any moral
responsibility on the part of corporations to contribute to the public good. It is difficult to
follow this line of reasoning. The size and social, economic and environmental impact of
business, as well as its political influence, dwarf most other collective entities and institu-
tions in a country. This extraordinary economic and social clout wielded by the corporate
citizenry constitutes an obligation to contribute to the public good. This is particularly the
case when many of the public goods in question, such as fair market competition, sustain-
able resource use and predictable regulations, are part of the very foundations on which
businesses depend and thrive.

Additionally, the rules of the game with which Friedman demands compliance have not
kept pace with the forces of globalisation and economic innovation, as the most recent
series of financial crises that began in 2007 has shown. The results are rule uncertainties,
loopholes and enforcement voids. Along with better rules, only moral responsibility can fill
this gap. A moral commitment to the spirit of rules and the ethical principles that underpin
them, not just narrow compliance with the letter of the law, is required.

Corporations are not simply cogs in the machine of the global economy, nor merely
bundles of contracts. They are moral actors, with some, albeit limited, spaces of freedom.
As far as their freedoms extend, corporations bear moral responsibility.

Being moral is not easy. Very often corporations face difficult situations that challenge their
efforts to set a good example of corruption-free behaviour. Here two evolving principles
may help, which draw on assessing responsibilities for human rights violations. The degree
of corporate responsibility is determined by the extent of the company’s sphere of influence
and its degree of complicity.®

As ‘good citizens’, corporations have to make a moral commitment that shapes their entire
organisation, from their mission and objectives to their structures, policies and cultures,
and down to their daily performances, evaluations and reporting. This moral commitment
must be consistent and made transparent to the public. Without the commitment of the
major players in global business, the fair rules of the game will never be effective.

4 OECD, Corruption. A Glossary of International Standards in Criminal Law (Paris: OECD, 2008).

5 United Nations Human Rights Council, Business and Human Rights: Mapping International Standards of Responsibility
and Accountability for Corporate Acts, Document A/HRC/4/035 (New York: UN, 2007); United Nations Human
Rights Council, Protect, Respect and Remedy: A Framework for Business and Human Rights, Document A/HRC/8/5
(New York: UN, 2008).



2 Understanding the dynamics: examining
the different types of business corruption

The contributions in this chapter present the diagnostic analysis of core corruption risks for business
and economies. Dante Mendes Aldrighi discusses corruption inside the enterprise with a focus on how
majority shareholders, executives and labour representatives can abuse the power they are entrusted
with for private gain. David Hess examines corruption in transactions with suppliers and clients

and identifies private-to-private corruption as an important area that has so far received very limited
attention. Pradeep S. Mehta focuses in his contribution on corruption risks in the market environment,
when competitors form cartels to rig fair competition. He draws on a wide range of evidence to show
that a new wave of international cartel activity is undermining fair competition and hitting developing
countries particularly hard. Dieter Zinnbauer looks at corruption risks in business—government
relations and discusses how to avoid legitimate lobbying turning into undue corporate influence.

A set of shorter contributions complements the analysis. Elaine Burns discusses the specific
corruption challenges for small and medium enterprises, suggesting more collective action as a
promising way forward. David Miller examines corruption risks in connection with new forms

of lobbying that aim to influence public opinion subtly rather than target policy-makers directly.
Finally, Jorund Buen and Axel Michaelowa provide an inside perspective on transparency and
accountability issues in the new and rapidly growing market for carbon credits that has been set up
as part of the global policy response to climate change.

Corruption inside the enterprise: corporate fraud and

conflicts of interest
Dante Mendes Aldrighi!

It is not only when dealing with customers and suppliers that companies face corruption
risks. Corruption can also take place inside the enterprise and critically undermine corporate
performance. Companies are not monolithic entities. In a sense, they are ‘joint ventures’
bringing together owners, investors, staff and management, all with different roles, respon-
sibilities and interests. Therefore specific entitlements are defined, negotiated, aligned and
protected through a multitude of legal and contractual rights, responsibilities and codified
procedures, according to which a company is directed and controlled. Nevertheless, such a

1 Dante Mendes Aldrighi is Professor of Economics at the University of Sdo Paulo, Brazil.
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system of corporate governance is susceptible to abuses of entrusted power for private gain — as
corruption is commonly defined - in many ways.

Managers are vested with the power to run the day-to-day operations of a company, but they
may focus opportunistically more on short-term profits that influence their bonuses than on
long-term profitability. Majority owners may try to leverage their influence on corporate strat-
egy to expropriate smaller shareholders. Labour representatives may be tempted to collude
with management in exchange for generous expense allowances rather than representing
employees’ interests.

These are just a few examples that highlight the challenges that arise when corporate
stakeholders with differing interests opportunistically exploit their power or informational
advantage to further their own aims at the expense of the overall corporate venture. These
major internal corruption risks come into focus when set against the backdrop of a changing
corporate culture that provides a fertile ground for corporate fraud.

A changing business environment

Despite remarkable improvements in corporate governance since the 1980s, the scale and
scope of corporate fraud and conflicts of interest continue to be vast, for several reasons.

First, deregulation and globalisation in product and financial markets, coupled with falling
communication and information costs, have made it easier to conceal information, manipu-
late financial accounts and divert assets and funds.

Second, fierce competition and an ever stronger focus on shareholder value and short-term
profitability have put heightened pressure on management to set ambitious targets for finan-
cial results, link compensation to short-term performance and follow highly risky strategies,
such as daring acquisitions and transactions involving hard-to-control, complex financing
mechanisms.? This has spurred innovations in financing and accounting practices, such as off-
balance-sheet financing, special purpose entities and special investment vehicles, which allow
companies to segregate a given transaction’s risks, assets and liabilities from their own balance
sheets. These strategies can be used to embellish financial statements, conceal liquidity risks
and liabilities, and undertake highly leveraged and complex transactions.

In light of these far-reaching structural changes, what are the main internal corruption risks
and types of conflicts of interest that affect the modern corporation?

The rapid growth in executives’ compensation: failing oversight and
risky incentives

Since the 1980s chief executive officer pay has sharply increased in the United States and
Europe. Among large US firms, the ratio of average CEO income to the average worker’s wage

2 J. Coffee, ‘What Caused Enron? A Capsule of Social and Economic History of the 1990s’, in P. Cornelius and
B. Kogut (eds.), Corporate Governance and Capital Flows in a Global Economy (New York: Oxford University Press,
2003).
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jumped from forty-two in 1982 to 531 in 2000.% The average compensation for the top five
executives at US-based Standard & Poor’s (S&P) 500 companies alone more than doubled
between 1993 and 2003, to more than US$20 million per year.*

The immense growth in executive remuneration is partly due to boards of directors ceding to
executives’ interests rather than exerting independent oversight on management in the inter-
est of shareholders. Collegiality, loyalty and friendship play a role in these excessively close
relationships. In many countries, CEOs sit on each other’s boards, creating a dense network
of interlocking directorships. Mutual benefits further discourage critical distance. CEOs have
the power to reward directors, and dissenting directors may impair their prospects for being
renominated to a lucrative board position.®

The financial crisis that began in 2007 exposed the scale of the failure of boards to impose
stronger controls, even at times of crisis. Executives continued to receive generous bonuses
or severance packages when it had already become clear that their risky investment strategies
had pushed their companies to the brink of bankruptcy and would have to be supported by
tax money. The insurance giant AIG even continued to line up generous severance packages
and expense accounts after it had had to be saved from collapse with public money.°

When executives award themselves massive compensation packages without adequate over-
sight they divert company resources into their own pockets, and set an example of greed
likely to permeate the culture of the company. Where to draw the line between appropriate
compensation and excess is an open question, but the sums involved are certainly far from
trivial. Between 1993 and 2003 packages for only the top five executives of all publicly held
companies in the United States totalled US$350 billion, absorbing 6.6 per cent of net income
during this period.’

The increasing use of stock options to reward CEOs has contributed to this explosion in
executive remuneration. Equity-based pay was welcomed as a means to align the interests of
management more closely with overall corporate performance. It has been found to distort
the incentives for managers to tweak short-term profits and earnings reports, however, with
a view to affecting market expectations and thus the firm’s share price. Stock options were an
important device used by Enron to perpetrate fraud. At one point, stock options accounted for
almost 13 per cent of Enron’s total voting capital, providing a strong incentive for their owners
to manipulate earnings and revenues.® As two prominent experts observe, equity-based pay is
often not so much an incentive device as a somewhat covert mechanism for self-dealing.’

w

J. Tirole, The Theory of Corporate Finance (Princeton, NJ: Princeton University Press, 2006).

4 L. Bebchuk and Y. Grinstein, ‘The Growth of Executive Pay’, Oxford Review of Economic Policy, vol. 21, no. 2
(2005).

L. Bebchuk and J. Fried, Pay without Performance: The Unfulfilled Promise of Executive Compensation (Cambridge, MA:
Harvard University Press, 2004).

International Herald Tribune (US), 17 October 2008; 22 October 2008.

L. Bebchuk and Y. Grinstein, 2005.

P. Healy and K. Palepu, ‘The Fall of Enron’, Journal of Economic Perspectives, vol. 17, no. 2 (2003).
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Even if compensation levels and techniques are considered appropriate, the misalignment
between pay and long-term performance that ensues creates some troubling incentives.
Between 2000 and 2004 a sample of sixty poorly performing US companies lost a total of
US$769 billion in market value, while their top managers earned more than US$12 billion.!°
Such misalignment encourages a narrow focus for CEOs on short-term profits and extreme risk-
taking, both of which contributed to the 2007/8 financial meltdown, when highly speculative
and leveraged transactions unravelled and led many financial institutions into bankruptcy.

Corporate ownership: controlling shareholders and minority
shareholders’ expropriation

A key problem of corporate governance around the world is protecting the interests of often
dispersed and weak minority shareholders from opportunistic activities by strong managers
and powerful block owners. This phenomenon, often referred to as ‘self-dealing’, is also
known as ‘tunnelling’ or ‘the private benefits of control’.

This risk of self-dealing is particularly high when share ownership is concentrated in the
hands of powerful owners and the protection of minority shareholders is weak. Both are
common characteristics of, but by no means confined to, emerging economies. Across Asia,
for example, there is little protection of minority shareholders, and small investors find it dif-
ficult to enforce their rights.!! At the same time, ownership in Asia and Latin America is highly
concentrated. In six key economies in Latin America the single largest shareholder owns on
average more than 50 per cent of a company.!? Powerful shareholders can further expand their
influence on corporate decisions through pyramid schemes of ownership, allowing majority
owners to accumulate more voting rights than their capital share permits. In Brazil, half the
public companies were owned through pyramid schemes as of 2002.13

Transfer pricing is one of the principal strategies for powerful shareholders to extract private
gains at the expense of minority owners. It entails the under- or overpricing of transactions
with companies directly or indirectly owned by controlling shareholders or senior executives,
and thus makes it possible to transfer cash flow and assets to these companies under the guise
of regular business operations.!

Although such incidences of self-dealing are difficult to detect and measure, compelling evi-
dence suggests that they pose a major problem worldwide. A survey of more than 390 companies
in thirty-nine countries finds that the overall private benefits of holding a controlling stake in a
company amount on average to a remarkable 14 per cent of firm equity value. In Austria, Italy,

10 S. Davis, J. Lukomnik and D. Pitt-Watson, The New Capitalists: How Citizen Investors are Reshaping the Corporate
Agenda (Boston: Harvard Business School Press, 2006).

11 OECD, Enforcement of Corporate Governance in Asia. The Unfinished Agenda (Paris: OECD, 2008).

12 OECD, White Paper on Corporate Governance in Latin America (Paris: OECD, 2003).

13 D. Aldrighi and R. Mazzer Neto, ‘Evidéncias sobre as Estruturas de Propriedade de Capital e de Voto das Empresas
de Capital Aberto no Brasil’, Revista Brasileira de Economia, vol. 61, no. 2 (2007).

14 For more problems with transfer pricing, see article starting on page 70.
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Mexico and Turkey these benefits of control exceed a mean of 30 per cent of equity value, reach-
ing as high as 58 and 65 per cent of firm value in the Czech Republic and Brazil, respectively.

Part of these value premiums may be related to the psychological benefit of being in control.
The benefits of private control are found to be significantly lower in countries where tax pro-
visions are more strongly enforced, however, thus leaving less discretion for transfer pricing.
This strongly indicates that transfer pricing plays a significant role in diverting company
profits to controlling shareholders.!’

Subverting shareholder value: collusion between workers’
representatives and executives

Corporate governance is not only about the relationship between managers, owners and
investors. Workers also have a legitimate stake in corporate performance and governance, for
at least three reasons. First, workers’ performance and commitment are essential contribu-
tors to corporate success. Second, employees can provide important additional checks and
balances for corporate governance. Finally, and perhaps most importantly, their job and
company-specific qualifications, skills and experience tie workers’ personal economic well-
being to the success and failure of the company as much as, or even more than, investors
and owners, who may find it easier to switch their investments to other ventures. The view
of a company as a nexus of relationships among different types of stakeholders, rather than
a narrow shareholder venture, is supported by leading scholars such as Jean Tirole and Luigi
Zingales, and it is reflected in the corporate governance frameworks of several countries.!®

Crucial as the role is that workers play in any given company, the integrity of their union
representatives in corporate governance can be undermined if they are wooed by personal
perks to support managers’ decisions. This is a particularly salient risk in Germany, where
co-determination laws ensure that a half of large firms’ supervisory boards are comprised of
workers’ representatives and require the consultation of union leaders on major company
decisions.

Consider the case of Volkswagen’s (VW) labour leader, Klaus Volkert, who was sentenced to
thirty-three months in prison in February 2008 for receiving €2 million in bribes from VW
executives in exchange for supporting managers’ decisions. The case was part of a broader
investigation into claims that VW managers had bought the support of union representatives
with secret bonuses, luxury holidays, clothing, jewellery and fake consulting fees.!”

This type of corrupt manipulation does not appear to be isolated. Ongoing court proceedings
suggest that the labour union Arbeitsgemeinschaft Unabhingiger Betriebsrdate (AUB) has been
financially supported and at times systematically groomed by large German companies, including

15 A. Dyck and L. Zingales, ‘Private Benefits of Control: An International Comparison’, Journal of Finance, vol. 59, no.
2 (2004).

16 J. Stiglitz, ‘Credit Markets and the Control of Capital’, Journal of Money, Credit, and Banking, vol. 17, no. 2 (1985).

17 Financial Times (UK), 17 January 2007.
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Siemens and the grocery giant Aldi Nord. AUB exhibited particularly management-friendly
conduct when it opposed the demands of established German labour unions. Prosecutors have
accused Siemens of covertly transferring millions of euros to AUB, which company management
considered a ‘child of Siemens’.!

The conflicts of interests and corruption risks caused by such illicit payments, and the havoc
they wreak on independent labour representation and corporate governance more broadly,
are apparent. Business leaders, trade unions and policy-makers have yet to recognise these
problems fully, though. The cases against Volkswagen and Siemens may be no more than the
tip of the iceberg.

Corruption inside the enterprise: a concern for all

Conflicts of interest and the abuse of entrusted power for private gain can take many forms
inside a company. The cases described here are only illustrative of the problem. Many other
forms of corporate fraud have been identified and widely documented.

Ownership changes caused by mergers and acquisitions present ample opportunities for insid-
ers to act on their preferential information to the detriment of other investors. Investment
bankers have been found to buy shares in unusual numbers and at unusual times in compa-
nies targeted for mergers while their colleagues were advising the acquirers in the deal, raising
the strong possibility of unconstrained and illegal flows of inside information.! Similarly,
stark conflicts of interest can arise for management when private equity groups buy out pub-
licly listed companies and negotiate the deals with the very same executives who will report
to them after the takeover.2’

The scale and scope of these internal corporate corruption risks cannot be underestimated,
although concrete statistics can only be approximated because many cases may not be pub-
licly disclosed. In a 2007 survey of more than 5,400 companies in forty countries, almost
one-third reported having suffered asset misappropriation, and 12 per cent indicated that they
were affected by accounting fraud during a four-year period.?!

All these types of corruption may occur mainly inside a company, but it is important to
understand that their negative impacts are felt much more broadly. Buying off labour rep-
resentatives or self-dealing in the form of transfer pricing demonstrates not only a disre-
gard for the legitimate interests of minority owners and employees, but also a readiness to
manipulate tax payments and collude with suppliers and clients, creating a slippery slope,
both morally and practically, to related corrupt practices such as tax fraud, collusion and
commercial bribery.

18 Sueddeutsche Zeitung (Germany), 15 August 2008; 24 September 2008; see article starting on page 331.

19 M. Maremont and S. Craig, ‘“Trading in Deal Stocks Triggers Look at Banks’, Wall Street Journal (US), 14 January 2008.

20 B. Gordon, The State of Responsible Business: Global Corporate Response to Environmental, Social and Governance (ESG)
Challenges (London: Ethical Investment Research Services, 2007).

21 PricewaterhouseCoopers, Economic Crime: People, Culture and Controls: The 4th Biennial Global Economic Crime
Survey (London: PricewaterhouseCoopers, 2007).
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Similarly, excessive remuneration or collusion between labour representatives and manage-
ment constitute lapses in individual integrity and expressions of greed by key company
officials who are supposed to provide ethical leadership. In this context, it is particularly dis-
tressing that more than a quarter of economic fraud cases have been found to involve senior
management and another quarter to be perpetrated by middle management. Research shows
that a decline in working morale was experienced as a significant collateral damage from this
fraud perpetrated by management in a half of all affected companies.??

Cases of corporate fraud at the executive level also indicate that fundamental checks and bal-
ances of corporate governance are failing or have been actively manipulated. This also has
serious repercussions for the capability of companies to act as responsible corporate citizens.
The very same corporate checks and balances that are circumvented, manipulated or morally
compromised by internal fraud also form the internal governance fundaments that ensure
that corporate commitments and responsibilities are effectively implemented.

In essence, internal corporate fraud is an indicator of and catalyst for flaws and shortcomings
in how companies are governed and controlled. It is the thin end of the wedge, which prises
open the space for corporate corruption in other areas. Strengthening corporate governance
systems is a key step in strengthening corporate integrity more broadly.??

22 PricewaterhouseCoopers, 2007.
23 Chapter 4 describes some of the most important steps that can be taken in this regard. See article starting on
page 81.

Corruption in the value chain: private-to-private and

private-to-public corruption
David Hess!

There is an expectation that you have to increase the amount of the invoice between 10 and
50%, sometimes more, and give the extra to the decision maker. They call it ‘surfacturation’
or overbilling in English. . . The shock came not from the expected public sector corruption
but from the corruption in the private sector, including — especially — multinationals.
Diary of an African Entrepreneur®

People typically think of bribery by companies as illicit payments to government officials to
win public contracts or receive government services. This type of private-to-public bribery
is just a small segment of the corruption risks that companies face along their entire value
chain, however.

1 David Hess is a Professor of Law at the Ross School of Business, University of Michigan.
2 ‘Private Sector Corruption . . . Win/Win?’ Diary of an African Entrepreneur, 8 November 2006; http://africanentre-
preneur.blogspot.com/2006/11/insideousness-of-private-sector.html.
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The many faces of corruption in the value chain

From sourcing inputs, to value-adding in-house operations to the final sale and distribution
to the customer (together commonly referred to as the value chain), individuals who work
for private companies and negotiate contracts with suppliers, subcontractors, staff members
or clients on behalf of their company have many opportunities to participate in corrupt
payments. In what is often called ‘commercial bribery’, or, more broadly, ‘private-to-private
corruption’, the bribe receiver accepts corrupt payments or other favours, in return for making
deals that may not be in his or her employer’s best interests.3

In the United States, for example, several managers at Honda granted new automobile dealer-
ship contracts from the late 1970s to 1992 allegedly on the basis of the willingness of potential
dealers to pay bribes — in the form of cash and gifts*® — as opposed to selecting those dealers
who would best perform for the company. A class-action lawsuit culminated in 1,800 dealers
receiving US$330 million in damages from Honda.®

Honda dealers claimed that they could not get the cars they needed because they did not
bribe Honda.” Among them was a Pennsylvania couple who said that they had lost their
dealership because they did not pay bribes. The couple sued Honda and a competing dealer,
saying that, because they had refused to offer kickbacks, they received the least saleable cars,
lost US$15 million between 1985 and 1989 and eventually lost their business. While their
competitor received the latest best-selling models, the couple was told that the cars were una-
vailable. Honda told them to renovate their dealership, but, when they could not repay the
US$3 million they had taken out to fund the project, they were forced to sell their business.?
An owner of a Honda dealership in North Carolina also sued Honda and a competing car
dealer, accusing them of damaging his business. ‘There’s a feeling of hurt that this actually
happened,’ the dealer said. ‘The automobile business is a very competitive business. We expect
fair and equal treatment.”

Such practices cause significant harm to society by distorting the marketplace. Corrupt
Honda sales managers may have distorted the competitive market for potential dealers, to
the detriment of their company and more efficient dealers who otherwise would have landed
contracts. Such private-to-private corruption is not confined to supply chains or distribution
networks, but affects all business operations.

Starting with the initial stages of forming a company, including hiring employees and secur-
ing financing, there is a potential for corruption. From casino workers in the United States to
nurses in Bahrain, the hiring process can be corrupted by recruiters and their agents requiring

3 A. Argandona, ‘Private-to-private Corruption’, Journal of Business Ethics, vol. 47, no. 3 (2003).
4 United States v. Josleyn, 99 F.3d 1182, 1996.

5 New York Times (US), 6 April 1995.

6 Associated Press (US), 31 October 1998.

7 Washington Post (US), 5 December 1996.

8 Knight Ridder/Tribune Business News (US), 27 October 1995.

9 Knight Ridder/Tribune Business News (US), 12 September 1995.
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applicants to pay kickbacks to land jobs.!® To obtain capital, a bank employee could be bribed
to give the company a loan on favourable terms. Recently, for example, a senior account
manager at Royal Bank of Canada was accused of accepting C$362,000 (US$300,000) in bribes
from a now defunct metal supply company in exchange for approving loans, increasing the
company’s multimillion-dollar credit line and preparing fraudulent financial statements.!!
This is not an isolated case of corruption in obtaining banking services. As more than a third
of companies indicated in a survey in 1999, they consider corruption in bank lending as a
major, modest or minor obstacle for their operations.!?

Corruption risks also abound in transactions with suppliers and subcontractors. Managers who
control the purse strings for what often amount to multimillion dollar supply or outsourcing
budgets that can make or break entire businesses are likely targets of corruption. Purchasing
agents may be tempted to select suppliers based on bribes rather than on quality and cost. In
South Korea, for example, the chief executive of one of the largest telecommunications groups
had to step down in 2008 following allegations over kickbacks from equipment suppliers in
return for contracts.'® Even competitive bidding processes are vulnerable. For instance, using
a sealed auction process in procurement creates strong incentives for suppliers to pay bribes
to obtain undisclosed information from the corporation about the contract or information
about competitors’ bids.!*

Sales and distribution, the transactions with the public and business clients, present a final
set of corruption challenges that mirrors the corruption risks in the supply chain. Now a
company’s own sales managers, such as the Honda car dealers, may be tempted to grease the
palms of their counterparts in procurement departments in order to make sales targets and
win lucrative business.

If a corporation expands internationally, the risks of corruption in relationships with sup-
pliers, customers and service providers can increase dramatically. Companies without local
market knowledge or business contacts often have to hire local agents or form joint ventures
with local companies. Unless carefully selected and monitored, however, these local actors
may go on to pay bribes to get the results they were hired to achieve, in effect leading to an
outsourcing of corruption.

An underestimated phenomenon

Understanding the impact of commercial bribery on markets is a matter of growing impor-
tance, on account of such trends as the increasing privatisation and outsourcing of government

10 Associated Press (US), 21 June 2008; Trade Arabia (Bahrain), 8 October 2008.

11 Toronto Star (Canada), 20 October 2008.

12 T. Beck, A. Demirgiic-Kunt and R. Levine, Bank Supervision and Corruption in Lending, Working Paper no. 11498
(Cambridge, MA: National Bureau of Economic Research, 2005).

13 International Herald Tribune (US), 5 November 2008.

14 J. Andvig, ‘Corruption in the North Sea Oil Industry: Issues and Assessments’, Crime, Law, and Social Change, vol.
28, no. 4 (19935).
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services, the liberalisation of markets in many countries and the increasing size of the private
sector compared to the public sector.!’

Corruption in the value chain can penetrate all aspects of business operations. What all corrupt
acts have in common is that they harm at least one party to the transaction, since an agent
is induced to favour an inferior supplier or service provider, hire a less qualified employee,
suspend due diligence in providing services, etc. In the long run, however, all market par-
ticipants, and society more broadly, are affected. Paying bribes increases uncertainty and the
costs of doing business for all. It fosters a culture and practice of dishonesty and moral decay
that opens the door to other types of corporate wrongdoing. Perhaps most importantly, it
hollows out the fundamental principles of doing business, of fair competition and merit-based
selection, which are prerequisites for markets to deliver innovation, efficiency, productivity
gains and growth. In essence, corruption in the value chain — private-to-private and private-to-
public — poses a fundamental threat to the trust in and functioning of market economies.

Asthe International Chamber of Commerce says: ‘Fighting private-to-private corruption will be a
key element of worldwide efforts to create a level playing field for all market participants, to build
public and private sector trust in the rule of law and to lower trans-border transaction costs.’°

Limited awareness and regulation

Though it constitutes perhaps the largest component of corruption in the value chain and has
adverse consequences for the working of markets and economies, private-to-private corrup-
tion so far has received surprisingly limited attention from lawmakers.

At the international level, various instruments treat private-to-private corruption differently.
The Organisation for Economic Co-operation and Development’s (OECD’s) anti-bribery
convention addresses only the bribing of public officials.!” The United Nations Convention
against Corruption requires countries solely to ‘consider’ criminalising commercial bribery.!8
Only the Council of Europe’s Criminal Law Convention on Corruption requires countries to
prohibit private sector bribery.!?

At the national level, commercial corruption is dealt with in different ways. Even if a country
does not have a law specifically addressing commercial bribery as a form of corruption, other

15 P. Webb, ‘The United Nations Convention against Corruption’, Journal of International Economic Law, vol. 8, no.1
(20035); G. Heine, ‘Comparative Analysis’, in G. Heine, B. Huber and T. Rose (eds.), Private Commercial Bribery: A
Comparison of National and Supranational Legal Structures (Paris: International Chamber of Commerce, 2003); A.
Argandona, 2003.

16 International Chamber of Commerce, Memorandum to the OECD Working Group on Bribery in International Business
Transactions (Paris: International Chamber of Commerce, 2006).

17 Convention on Combating Bribery of Foreign Public Officials in International Business Transactions, Working
Group on Bribery in International Business Transactions (Paris: OECD, 1997).

18 ‘Bribery in the Private Sector’, United Nations Convention against Corruption, article 21 (New York: UN, 2003).

19 Criminal Law Convention on Corruption, Council of Europe, articles 7 and 8 (Strasbourg: Council of Europe,
1999).
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laws may be available to punish such actions.?’ These laws can be based on different theories
for regulating behaviour, including breach of fiduciary duties to the company owner, breach
of trust to an employer, or restriction of free competition.?! This patchwork of available rules
comes with different standards for evidence collection and culpability, however, failing to
provide a coherent basis for tackling private-to-private corruption.

Overall, private-to-private corruption is an area in need of further exploration. At a minimum,
a dialogue is necessary on the policy goals behind prohibiting private sector bribery, which
will influence the nature of any anti-bribery laws that nations may enact.

Invoking legislation on competition and fraud in the absence of direct prohibitions on private-
to-private corruption may leave loopholes and fail to produce the dissuasive effect commensu-
rate to the overall social harm of corruption. It also fails to resolve a state of moral and practical
ambivalence that hinders consistent corporate compliance and the fight against corruption
in public procurement. On the one hand, sales managers are legally prohibited from bribing
public clients. On the other, the very same practices fall into a legal grey zone and may even
be legal when it comes to private clients, so long as such activities do not directly defraud
their own company or directly harm market competition. Building effective compliance pro-
grammes on such an ambivalent basis for what is allowed and what is not is very difficult.

There also needs to be a better understanding of the scale and focus of private commercial
bribery. One problem is that corporations are often reluctant to pursue actions publicly
against commercial bribery because of the potential for a negative impact on their reputa-
tion. Instead, corporations try to handle the situation internally.?? As a result, statistics are
extremely difficult to come by.

One exception is Transparency International’s 2008 Bribe Payers Survey, which interviewed
more than 2,700 business executives in twenty-six major countries receiving foreign direct
investment. One respondent in four indicated that corruption within the private sector impedes
the operation and growth of his or her business, thus making private-to-private corruption a
more widely reported obstacle than infrastructure issues or the functioning of the judiciary.??

In South Korea, which cracked down on private-to-private corruption in the wake of the 1997
financial crisis, more than 7,000 cases were investigated between 1998 and 1999.2* This is likely
to be only the tip of the iceberg in private-to-private corruption. Even these anecdotal figures,
however, underline the fact that the focus on tackling bribery in the business sector needs to be
extended from public procurement to cover the entire business value chain, from relations with
suppliers and subcontractors to transactions with service providers, distributors and clients.

20 For an overview of the laws of thirteen OECD countries that address private-to-private bribery, see G. Heine, B.
Huber and T. Rose (eds.), 2003.

21 Ibid. See also F. A. Gevurtz, ‘Commercial Bribery and the Sherman Act: The Case for Per Se Illegality’, University of
Miami Law Review, vol. 42 (1987).

22 A. Argandoria, 2003.

23 TI, ‘2008 Bribe Payers Survey’ (Berlin: TI, 2008).

24 B.-S. Cho, ‘Korea’, in G. Heine, B. Huber and T. Rose (eds.), 2003.
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Small and medium enterprises: challenges in combating

corruption
Elaine Burns!

Small and medium enterprises (SMEs) are of huge importance to the global economy, rep-
resenting over 95 per cent of businesses worldwide and even more than 99 per cent of the
business sector in countries such as Belgium, Greece, Italy and South Korea.? Operating, as
many do, in difficult developing markets and supporting major industries as crucial links in
their supply chains, SMEs are vulnerable to the threat of corruption. As a European Bank for
Reconstruction and Development (EBRD)/World Bank survey has revealed, more than 70 per
cent of SMEs perceive corruption as an impediment to their business, compared to around 60
per cent of large companies.3

What can an SME do to avoid bribery when a customs official demands a bribe in order to
allow the import of a perishable product? Where can a supplier get help when the buyer for
a major retailer expects ‘encouragement’ when awarding contracts? Assisting SMEs to resist
corruption is an essential component of any comprehensive anti-corruption initiative and can
prevent them from becoming the weakest link.

SMEs can be as small as a sole trader or a family business of twenty, but they can also reach the
size of a company with several hundred employees. Each of these categories of SME, however,
whatever its size or structure, faces four main challenges, albeit to varying extents.

® It is possible that the culture of bribery may be so much a part of the business scene that
SMEs are under pressure to submit or fail. In some contexts bribery may be seen as just
another business device, a necessary short cut that would be an overwhelming challenge
to the company to counter. A business run on bribery is not only acting illegally, however,
but also exposing itself to penalties. Such vulnerabilities can further increase the pressure
on SMEs to succumb to the demands of corruption.

e SMEs may often not recognise or understand the complexities or grey areas of corruption.
There may be uncertainty as to when a gift or entertainment is intended as inducement;
when a donation to a political party or charity might be used as a bribe; and what the con-
sequences of undetected conflicts of interest could be. An OECD analysis of some major
export countries, for example, reports that even when SMEs represented the majority of
exporting businesses they still tended to be poorly informed about anti-bribery laws.*

e Limited resources are also a major challenge. The amount of people, time and money

[y

Elaine Burns works with the private sector team of Transparency International.

OECD, Mid-term Study of Phase 2 Reports: Application of the Convention on Combating Bribery of Foreign Public Officials

in International Business Transactions (Paris: OECD, 2006).

3 EBRD and World Bank, ‘Business Environment and Enterprise Performance Survey (BEEPS) data set’, 2000; ques-
tion: ‘How problematic are obstacles in the business environment in the following areas? Corruption.’

4 OECD, 2006.
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needed to create anti-bribery programmes will generally be more restricted than in larger
organisations, but there is already considerable pressure on many SMEs just to make enough
profit to survive, let alone find additional resources to resist corruption.

® SMEs have little support when dealing with extortion — demands for money, goods or serv-
ices — and as a result they are often unable to offer much resistance. While there may be
good intentions and good practice among many SMEs, there are few networks of support
for such organisations and little consistency in anti-bribery measures.

In order to meet the specific challenges above, SMEs need to be made aware of the clear
margins of corruption, be provided with knowledge on how to resist it and be supported in
doing so. As an incentive to resist bribery, businesses need to understand the damage that it
causes — such as loss of control and reputation and potential penalties and convictions - as
well as recognise that the money paid in bribes has a direct impact on the economic viabil-
ity of companies, by eating away at the bottom line. Furthermore, as the wider business
environment becomes more aware of the risks involved in corruption, SMEs need to catch
up: a reputation for integrity and anti-bribery activism is becoming increasingly important
in making companies attractive to financial institutions and in the selection processes for
becoming part of supply chains for larger companies.

As such, it is essential that SMEs begin tackling the issue of corruption in a concerted and
coordinated fashion. In order to do this, they will need support from governments, primarily
through the committed enforcement of anti-bribery legislation, and also from government
procurement agencies, which can establish integrity pacts for bidders and contractors as
agreements on transparency and accountability prior to entering into contracts with SMEs.
Incentives from banks, such as a favourable interest rate for businesses that have imple-
mented anti-bribery plans, could also encourage SMEs to invest in anti-corruption initiatives.
Importantly, assistance from large companies, which can use their experience in supporting
their suppliers through training and resources, would help SMEs prepare for bribery situations.
There is also assistance being offered by civil society. Transparency International has recently
developed a tool for use by SMEs that sets out clear guidance and gives practical examples of
the issues involved and how to set up an anti-bribery programme.’

Bribery can also be resisted in imaginative, cost-effective ways. In some countries, SMEs have
formed cooperatives in order to fight corruption through mutual support and by develop-
ing their own collective anti-corruption plans. When one voice may be insubstantial or
ineffective, many are strong. In another initiative, sponsored by the Danish International
Development Agency through the Confederation of Tanzanian Industries, SMEs in Tanzania
fought back against fraudulent tax demands by referring them to a dedicated phone number
manned by a small staff who deluged callers with questions concerning the demands, requir-
ing names, reference numbers, department heads and telephone numbers, until the scam
eventually stopped, drowned out by the detail.®* With all this activity, the OECD statement

5 Available in a number of languages, at Business Principles for Countering Bribery: Small and Medium Enterprise
(SME) edition; www.transparency.org/tools.
6 Interview by author.
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in its Anti-Bribery Convention, that ‘corruption is no longer business as usual’, is starting to
become more convincing, even in the complex environment in which SMEs work.”

7 See for example United Nations Office on Drugs and Crime, ‘Small Business Development and Corruption’,
discussion paper (draft) (Vienna: UNODC, 2006).

Corruption in market competition: collusion and cartels
Pradeep S. Mehta!

A recent and dramatic development in cartel prosecutions has been the discovery of very

large cartels that operated internationally; some of them were worldwide in scope. Their

participants were multinational companies headquartered in different countries.
OECD, 20032

Cartels are viewed as ‘the supreme evil of antitrust’.? Cartels and other collusion schemes
can gain enormous anticompetitive rents that wreak havoc on consumers and the world
economy. No product or service is immune. Price-fixing and collusion schemes have been
found to penetrate markets from food and vitamins to the most arcane chemical compounds,
from industrial inputs and infrastructure projects to the most sophisticated high-tech infor-
mation technology (IT) and health products, as well as consumer services.

By one estimate, a first wave of cartels in international trade in the 1920s and 1930s accounted
for 40 per cent of world merchandise trade and prompted anti-cartel action in key trading
countries.* After more than fifty years of relatively low visibility and low prosecution rates,
a new and at least equally pernicious and potent wave of globalised cartel activity has been
sweeping through the world since the 1980s, riding on ever cheaper international communi-
cation and the globalisation of economic production networks.

More than 283 private international cartels that were discovered between 1990 and 2005
chalked up aggregate sales of some US$1.2 trillion and caused direct economic losses to
consumers through overcharges of US$300 billion. In the early 2000s about thirty-five such
cartels were being discovered each year, and worldwide corporate penalties totalled about
US$2 billion per year.>

1 The author is the secretary general of Consumer Unity & Trust Society (CUTS) International, Jaipur, and co-
chairman of the International Network of Civil Society Organisations on Competition. Siddhartha Mitra and Udai
Mehta of CUTS International contributed to this article.

OECD, Hard Core Cartels: Recent Progress and Challenges Ahead (Paris: OECD, 2003).

Verizon Communications Inc. v. Law Offices of Curtis V. Trinko, 540 U.S. 398 (2004).

C. D. Edwards, Economic and Political Aspects of International Cartels (New York: Arno Press, 1976).

J. M. Connor and C. G. Helmers, Statistics on Modern Private International Cartels, 1990-2005, Working Paper
no. 06-11 (West Lafayette, IN: Department of Agricultural Economics, Purdue University, 2006); see also J.
Chowdhury, Private International Cartels: An Overview, Briefing Paper no. 5 (Jaipur: CUTS Centre for Competition,
Investment & Regulation, 2006).
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The nexus between cartels and corruption

Cartels and collusion schemes are both illegal and immoral, just like bribery — the more classic
type of corruption. Bribery and cartel formation often employ similar strategies of deceit and
cover-ups, such as off-budget slush funds, hidden communication links or the use of go-
betweens. They also nurture and feed on the same corporate climate of moral ambiguity and
reckless opportunism that undermines corporate integrity standards and respect for the law
more broadly.

Itis not surprising, therefore, that price-fixing and bribery often go hand in hand in the case of
bid-rigging, and manipulating public procurement and tendering processes. A review of more
than 230 cartel cases found that almost a third were related to bid-rigging.® Many companies
tend to delicately layer unfair and anticompetitive behaviour. Similarly, corporate bribery
facilitates and smoothes the functioning of cartels.

In India, for example, a review of several multimillion-dollar, World-Bank-funded projects
in the health sector found multiple incidences of possible fraud, corruption and collusion of
suppliers. As part of a US$114 million anti-malaria project in India, four European chemical
companies were alleged to have formed a cartel in 1999 to submit identical bids to supply
pyrethroid insecticides, equally divide the contracts among themselves, inflate prices and
limit competition from companies submitting lower bids.” Figure 3 shows the market shares
during and after the suspected collusion.

Bribery and cartel formation also harness very similar mechanisms for disguising their activi-
ties and they thrive on the same corporate culture of ruthless opportunism. Fighting one
without dealing with the other would leave intact the very disregard for the law and the very
organisational mechanisms for working around it that abet cartels and bribery alike. Thus a
starting point for a successful antitrust enforcement strategy is a comprehensive approach
for curbing corporate white-collar crimes and offences. Only a holistic, uncompromising
approach to anti-corruption and anti-collusion compliance is likely to yield sustainable and
credible improvements in corporate integrity.

Wiping out the development aid dividend

Developing countries are particularly vulnerable. Relatively weak antitrust laws and enforce-
ment capabilities seem to invite more intense price-fixing activities, by both domestic and
international cartels.® International cartels are found to have significantly higher overcharges
in Latin America and Asia than in North America and the European Union.’

6 J. M. Connor and Y. Bolotova, ‘Cartel Overcharges: Survey and Meta-Analysis’, International Journal of Industrial
Organization, vol. 24, no. 6 (2006).

7 M. Voith, ‘Collusion Alleged among Pyrethroid Makers’, Chemical & Engineering News, 24 January 2008.

8 D. D. Sokol, ‘Monopolists without Borders: The Institutional Challenge of International Antitrust in a Global
Gilded Age’, Berkeley Business Law Journal, vol. 4 (2007); D. D. Sokol, ‘What Do We Really Know about Export
Cartels and What Is the Appropriate Solution?’, Journal of Competition Law and Economics, vol. 4, no. 3 (2008).

9 J. M. Connor and Y. Bolotova, 2006.
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1999-2004

Aventia Zeneca
24% 25%

Other 6%

BASF 23%
Bayer 22%

2005

Other 43%
Bayer 53%

BASF 4%

Source: Adapted from the Wall Street Journal (US), 22 January 2008

Figure 3: Share of pyrethroid contracts won

The consequences are devastating. In 1997 alone developing countries imported US$54.7
billion of goods from a sample of nineteen industries participating in price-fixing conspiracies.
These imports accounted for 5.2 per cent of total imports and 1.2 per cent of GDP in these
countries. Even with a very conservative estimate of a 10 per cent price increase through over-
charging, these nineteen cartels caused direct economic losses to the countries, equivalent to
15 per cent of the foreign aid they received.!?

This is only the tip of the iceberg. Experts estimate that as few as between one in three and one
in six cartel cases is being detected!! and that average overcharge rates may actually be closer
to 30 per cent.'? This means that direct economic losses due to overcharges by international

10 M. Levenstein, L. Oswald and V. Suslow, International Price-fixing Cartels and Developing Countries: A Discussion of
Effects and Policy Remedies, Working Paper no. 53 (Amherst, MA: Political Economy Research Institute, University
of Massachusetts, 2003).

11 OECD, 2003.

12 M. Levenstein, L. Oswald and V. Suslow, 2003; J. M. Connor and Y. Bolotova, 2006.
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cartel activities alone could match or even exceed the total volume of development aid given
to developing countries. Price increases have ranged from 10 per cent for thermal fax paper,
to 35 per cent for vitamins to 100 percent for stainless steel.!3

These overcharges also stifle longer-term development opportunities. They raise the prices
of vital inputs for fledgling local industries and make it more difficult for them to compete
internationally. They drain public budgets for essential infrastructure and health projects,
impeding social development. Moreover, they make basic food items and essential health
services even less affordable to the millions of poor households that live on less than US$1.25
per day.!*

Comprehensive and aggressive antitrust enforcement is a must, as price-fixing and overcharg-
ing, bid-rigging and the carving up of geographic markets and customer groups through
collusion affect countries across the globe at very different stages of development.

Tools for effective enforcement

Limited awareness about the scale, scope and pernicious impact of cartels has meant that,
until very recently, only a handful of industrialised countries, including the United States,
Canada and some EU countries, have pursued real efforts to tackle cartels. Even in these coun-
tries enforcement has waxed and waned considerably. Fortunately, the last decade has seen
a remarkable awakening of anti-cartel action in several countries. Countries such as Brazil,
Japan and South Korea have stepped up their cartel prosecution activities.!> China’s new anti-
monopoly law entered into force in August 2008, and India is expected to follow suit with
a stronger competition law in 2009."7

Meanwhile, the legal framework and toolbox for fighting cartels is growing and becoming
more refined. In addition to the core deterrents of civil liability and administrative fines
(typically up to 10 per cent of sales value), new enforcement measures include the following
carrots and sticks.

Higher public fines and compensation for private damages

Penalties imposed on cartel participants have risen significantly over the past decade, with
fines of tens or even hundreds of millions of dollars becoming increasingly common.!® The
highest fine to date for a single firm was meted out by the European Union in 2007, when it

13 Y. Yu, ‘The Impact of Private International Cartels on Developing Countries’, Honors thesis, Stanford University,
CA, 2003.

14 US$1.25 per day is the official poverty line defined by the World Bank; see http://go.worldbank.org/K7LWQUTILO.

15 D. D. Sokol, 2007; Financial Times (UK), 10 June 2008.

16 Financial Times (UK), 28 July 2008.

17 See article starting on page 258.

18 J. M. Connor and C. G. Helmers, 2006.
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fined ThyssenKrupp of Germany nearly €480 million for working with three other companies
to rig the elevator and escalator market in four EU countries.!%2°

In order to strengthen deterrence and enforcement, several jurisdictions have also made
it easier for private parties affected by cartels to sue cartel participants for damages and
compensation, though this tactic is still mainly confined to the United States.?!

Criminal penalties

Strong antitrust sanctions against companies are not as efficient a deterrent as criminal sanc-
tions against individuals. So far, however, running a cartel constitutes a crime punishable
by imprisonment and/or fines in only a few countries, including France, Germany, Ireland,
Japan, the United Kingdom and the United States. More countries are now adopting this
strategy.

Leniency for early defectors

A partial or even full suspension of fines for those who report cartel activities to the authori-
ties has proved to be an extremely successful instrument in revealing and prosecuting cartels.
At the EU level, for example, a 2002 leniency programme for cartel defectors that included
full amnesty to the first and most cooperative defectors led to an upsurge in disclosures and
fines. The programme enabled the European Commission to take nineteen actions involving
more than 100 companies for a total of nearly €3 billion (US$3.12 billion) in fines in 2002
and 2003 alone.??

Disclosure: rewards for individual informers

Monetary incentives may also be used to encourage disclosure. The UK Office of Fair Trading
offers whistleblowers up to £100,000 for providing information on cartels.?? In the United
States, the False Claims Act, which provides financial incentives to whistleblowers, has been
used extensively to attack fraud in procurement.?*

Leniency can also be effective. The US Department of Justice has proactively approached com-
panies suspected to be part of cartels to lay out clearly the advantages of leniency programmes
for defectors.

19 International Competition Network, Setting of Fines for Cartels in ICN Jurisdictions, Report to the 7th ICN Annual
Conference, Kyoto, April 2008 (Luxembourg: Office for Official Publications of the European Communities, 2008).

20 BBC News (UK), 21 February 2007.

21 OECD, 2003.

22 C. Aubert, P. Rey and W. Kovacic, ‘The Impact of Leniency and Whistle-blowing Programs on Cartels’, International
Journal of Industrial Organization, vol. 24, no. 6 (2006).

23 Reuters (UK), 29 February 2008.

24 C. Aubert, P. Rey and W. Kovacic, 2006.
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Anti-cartel coalitions in procurement

Integrity pacts, conceived and promoted by Transparency International, provide a framework
for national governments and potential suppliers to make explicit commitments to honest
conduct when bidding for public tenders, and to instil a mutual sense of trust that no one will
resort to bribery or bid-rigging.

Sending signals to investors and consumers: ethical blacklisting

In a different form of blacklisting, the Norwegian Competition Authority has begun to remove
companies convicted of violating competition regulations from listings on ethical invest-
ment indices and funds. With these ethical funds and indices increasing investor awareness
of ethical issues, such blacklisting is sending out a strong message about the unacceptability
of anti-competitive crime.?> Naming and shaming can also be taken further. Under Brazil’s
competition law, cartel operators can be ordered to pay for a summary of their offences to be
published in a newspaper.2°

The way forward

On a positive note, the close links between corruption and cartels offers opportunities for
mutual learning about innovative enforcement strategies. The great success of whistleblower
programmes and the lessons learnt on how to design them can inform similar efforts with
regard to corruption and vice versa. The potential synergies go well beyond mutual learn-
ing, however. When bribery and price-fixing coincide, as in the area of public procurement,
competition authorities and anti-corruption authorities may find it useful to expand their
cooperation and information-sharing. Exposing firms colluding to bribe their way through a
public tender process may hint at the possibility of a more systematic collusion in the broader
market. Likewise, the revelation of cartels in a specific industry may prompt the authori-
ties to review public tenders for the same products for potential bid-rigging and explore the
possibility of claiming compensation for cartel-related damages.

Last but not least, these synergies and the pooling of resources also apply to civil society
groups and their research and advocacy activities. Consumer organisations have been leading
research and advocacy efforts for better antitrust regimes. Good governance advocates have
long built expertise and raised awareness on tackling corruption and strengthening public
and corporate integrity.

More enforcement capabilities, stronger legal frameworks with substantial fines and criminal
liabilities, and the more effective use of refined incentive mechanisms such as leniency and
transparency initiatives are of common concern to trust-busters and corruption fighters alike.
International organisations, civil society groups and national governments should devise
concerted actions to solve the complex and interlinked problems of corporate bribe-paying

25 ‘Blacklisting May Strengthen the Fight against Cartels’, Norwegian Competition Authority, 15 May 2008.
26 International Competition Network, 2008.
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and international cartels. It is high time to compare notes on the pernicious symbiosis of
corruption and cartels and work together more closely to strengthen corporate integrity in a
comprehensive manner.

Despite the surge and expansion of anti-cartel enforcement, the fight is only beginning.
Worldwide, median cartel penalties are estimated to recoup only about 20 per cent of direct
overcharges.?’” High-profile cases of cartels, very often involving the most respectable brand
names in business, continue to hit the headlines around the world.?® Likewise, recidivism
remains high, as 170 companies that participated in cartels between 1990 and 2005 have been
found to be repeat offenders.?® All this indicates that deterrence is still not effective, and a
sense of impunity prevails even in the most advanced economies.

In addition, cartels are increasingly operating globally, while many developing countries can
barely muster the resources and determination to fight entrenched local cartels, not to mention
the price-fixing of imports. All this is compounded by irresponsible ‘beggar-my-neighbour’
behaviour: as recently as 2005 the regulatory frameworks of at least fifty-one, mainly OECD,
countries were still found to tolerate, explicitly or implicitly, export cartels that engaged in
price-fixing outside their own countries.3° This makes stronger international cooperation and
a further strengthening of anti-cartel efforts around the world a priority, to make markets work
better, create development opportunities and strengthen overall corporate integrity.

27 J. M. Connor and C. G. Helmers, 2006.

28 For example, The Economist (UK), 1 May 2008.

29 J. M. Connor and C. G. Helmers, 2006.

30 M. Levenstein and V. Suslow, ‘The Changing International Status of Export Cartels’, American University
International Law Review, vol. 20, no. 4 (2005).

Corrupting the rules of the game: from legitimate

lobbying to capturing regulations and policies
Dieter Zinnbauer!

Lobbying includes all activities carried out to influence the policy- and decision-making
processes of governmental or other similar institutions. The lobbyists who carry out these
activities work in a variety of organisations, such as public affairs consultancies, law firms,
non-governmental organisations (NGOs), think tanks, corporate lobby units (‘in-house rep-
resentatives’) or trade associations.?

In principle, lobbying conveys information and opinion to political representatives and public
officials. It is not, therefore, a morally dubious or illegitimate activity per se but an important

1 Dieter Zinnbauer is editor-in-chief of the Global Corruption Report.
2 For a useful definition of lobbying, see, for example, European Commission, Green Paper: European Transparency
Initiative (Brussels: European Commission, 2006).
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element of the democratic discussion and decision-making process. This also pertains to
corporate lobbying. Businesses, as collective endeavours by citizens, are, as much as any other
association of interests, entitled to be heard in the democratic decision-making process.

Very serious issues have arisen about the disproportionate influence of corporate lobby-
ing, however. Companies whose turnover dwarfs the national income of entire countries
command a level of financial firepower that it is impossible for any other voice to match in
the competition for political visibility and persuasion.

Companies do not hesitate to make lavish use of their resources. In the United States, lobby-
ing expenses have almost doubled over the last decade, reaching US$2.8 billion in 2007 and
swelling the ranks of lobbyists to a record 16,000 in 2008.3 In Brussels an estimated 2,500
lobbying organisations with 15,000 lobbyists vie for influence on EU policy-making.* Among
interest groups that have permanent offices in Brussels, about two-thirds represent commer-
cial interests, 10 per cent business/labour associations, 10 per cent regional and international
organisations, 10 per cent NGOs and 1 per cent think tanks.>

Numbers such as these and stories of influence-trading around the world fuel suspicions of
corporate hijacking or the ‘capture’ of lawmakers and government officials. The consequence
is a cynical and, in the longer term, corrosive mistrust of politics and democracy. TI's Global
Corruption Barometer 2007, an annual survey of more than 60,000 households in over sixty
countries, bears sad testament to this trend: parliaments and political parties are invariably
perceived to be the two most corrupt institutions in society.®

Concerns about undue corporate influence on public affairs can be broken down into four
main categories.

Direct political corruption and influence-peddling

Even in the most laissez-faire regimes, lawmakers and senior civil servants make decisions on
a wide range of issues of immense material importance to the business sector. Risks of political
corruption are high when the enormous economic value of such a political mandate meets
with low public salaries, uncertain tenure, campaign finance needs or simply individual greed.
Trading political influence for money or personal gain is illegal almost everywhere yet it is
still a problem. It ranges from individual acts of gift-giving or bribery, to sway a particular
vote or regulatory decision, to intricate institutionalised systems of political patronage and
cronyism in which public and private actors join hands to appropriate portions of a country’s
wealth.”

3 Based on opensecrets.org, the lobbying database maintained by the Center for Responsive Politics.

4 Committee on Constitutional Affairs, European Parliament, Draft Report on the Development of the Framework for the
Activities of Interest Representatives (Lobbyists) in the European Institutions (Brussels: European Commission, 2008).

5 W. Lehmann and L. Bosche, Lobbying in the European Union: Current Rules and Practices, Working Paper no. 04-2003
(Brussels: Directorate-General for Research, European Commission, 2003).

6 TI, Global Corruption Barometer 2007.

7 For a description of rent-seeking and crony capitalism, see E. Gomez and K. S. Jomo, Malaysia’s Political Economy:
Politics, Patronage and Profits (Cambridge: Cambridge University Press, 1999). See article starting on page 295.

33



34

Corruption and the private sector

Conflicts of interest between government officials and business sectors

Even when pertinent laws are effective and political decisions are officially not for sale, a
close nexus between politics and business may still give corporate interests disproportionate
influence. Politicians or their families may have direct financial stakes in the industries they
are supposed to regulate, or set their sights on lucrative private sector posts when they leave
office. National elites often attend the same selective schools and move easily between public
bureaucracies and corporate postings during their professional careers (the ‘revolving door’
phenomenon), cultivating strong interpersonal ties. In the United Kingdom, for example,
politically connected firms are estimated to account for almost 40 per cent of market capitali-
sation — a number that rises to a staggering 80 per cent in Russia.®

Nothing of this is illegal per se. A robust exchange of expertise and talent can raise the quality
of regulation and decision-making. If personal ties are too densely interwoven and financial
interests are too closely aligned, however, the chances are slim that all stakeholders’ views
or the public interest will be carefully considered. In the US state of Texas, up to seventy
former state legislators lobby their former colleagues. In Germany the federal audit commis-
sion (Bundesrechnungshof) has raised concerns that, since 2004, an estimated 300 people
on company or business association payrolls have been seconded to ministries and have
often worked closely with rule-making processes involving their former corporate employ-
ers.” Empirical evidence suggests that such connections pay off. A study of US companies
listed on the S&P 500 index finds that companies with board members connected to the
Republican Party realised abnormal gains in their stock market values after the 2000 congres-
sional and presidential elections, which were won by the Republicans, while companies with
connections to the opposition Democratic Party decreased in value.!® Moreover, 50 per cent
of executives from OECD countries reported that personal and familiar relationships are used
to win public contracts in non-OECD countries.!!

Unequal access to policy-makers and decision-making processes

Even leaving personal and financial interlinkages aside, the sheer scale, growth and cost of the
lobbying industry makes a level playing field appear all but impossible. At the US state level,
lobbying expenditures average some US$200,000 per legislator, and five lobbyists vie for the
attention of each lawmaker (ten in California and Florida, twenty-four in New York).!? It is
hard to imagine that less endowed and less organised interests can compete equitably for the
scarce attention of politicians and public officials.

8 M. Faccio, ‘Politically Connected Firms’, American Economic Review, vol. 96, no. 1 (2006).
9 Financial Times (UK), 7 April 2008. See article starting on page 331.
10 E. Goldman, J. Rocholl and J. So, ‘Do Politically Connected Boards Affect Firm Value?’, Review of Financial Studies,
forthcoming (2009).
11 TI, ‘2008 Bribe Payers Survey’ (Berlin: TI, 2008).
12 See L. Rush, ‘Influence: A Booming Business. Record $1.3 Billion Spent to Lobby State Government’, Center for
Public Integrity, 20 December 2007, as well as http://projects.publicintegrity.org/hiredguns/chart.aspx?act=lobtoleg
for the lobbyists to legislators ratio 2006.
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Globalisation has made establishing equal voices and representation even more challeng-
ing. More and more policies that affect communities are being shaped by international
and supranational institutions in faraway places such as Geneva, Brussels and Washington.
Tracking policy developments and lobbying delegates on this international summit circuit
can turn into a costly and time-consuming endeavour that is feasible only for well-resourced
special interests.

Integrity and the balance of information and representation

Lobbying does more than target decision-makers and decision-making processes directly.
Linking up with broader public relations strategies, corporate lobbying is increasingly moving
upstream to shape public opinion and debate on specific policy issues in more subtle ways.
Corporate interests can, of course, legitimately produce information for and participate in the
public debate and help make the democratic discourse as informed and inclusive as possible.
The unrivalled resources that businesses can muster for this engagement, as well as a range of
sophisticated strategies employed to sway public opinion by influencing science, the media
and civil society, raise serious concerns, however.!?

What can be done? Ensuring integrity in corporate lobbying

Preventing undue corporate influence on political affairs and policy-making is as important as
itis difficult. Professional interaction and personal ties cannot be ‘regulated away’. Undue influ-
ence can be exerted in a myriad of ways, many very subtle, that are difficult to trace and even
more difficult to link to specific benefits. Keeping undue corporate influence in check, therefore,
cannot rely solely on outlawing specific activities. It requires putting in place a broad range of
carrots and sticks, as well as checks and balances that provide strong incentives for all involved to
play by the rules. The best mix and first priorities of policy provisions will depend on the specific
nexus between business and politics in a particular country, the characteristics of the policy-
making process, the state of development of the lobbying industry and the agility of the media,
science and civil society sectors. Measures relate to four principal stakeholder groups:

e public office-holders as the ultimate lobbying targets;

e the media, civil society and science as information providers and brokers;
® lobbyists as the agents that carry out lobbying activities; and

® businesses as the principals that commission lobbying.

The recipient side: political representatives and public office-holders

Many established provisions for good governance are aimed directly at preventing undue
influence on democratic decision-making. They include campaign and political party
finance laws and the criminalisation of bribing public officials and influence-peddling. Many

13 See article starting on page 39.
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countries have enacted such provisions, but enforcement remains patchy. Loopholes and
workarounds continue to be exploited even in the most advanced regulations, requiring con-
tinuous refinements.!4

Transparency initiatives are relatively new additions to this toolbox and provide essential
checks when enforcement is otherwise poor. Provisions such as asset disclosure by public
officials, open hearings and consultative rule-making processes, all backed up by strong access
to information, enable citizens, watchdog groups and the media to track and engage with
political decision-making better.

Revolving-door provisions established in the United States, France and Latvia, for example,!s
further help defuse conflicts of interest. They typically require ‘cooling-off’ periods before civil
servants or legislators can lobby their former colleagues or join the industries that they were
previously entrusted with overseeing.

The information brokers: media, civil society and science

Ensuring that the media are free, fair and inclusive in the context of commercial pressures rests
on strong provisions for freedom of expression and low entry barriers. The policy response to
lobbying that masquerades as journalism can include requirements for the strict disclosure
of funding sources and a clear distinction between content and commercial messages. Media
diversity should be encouraged through subsidies for alternative media, access to bandwidth
and channels, and continuing support for the independent public service media. A thriving
media sphere requires a thousand flowers to bloom.

Protecting the integrity and critical contribution of science rests on the full disclosure of research
funding, continuing public funding for critical research, robust peer review and an unwavering
commitment by the scientific community to integrity and the principles of scientific inquiry.

Similarly, ensuring the integrity and authenticity of interventions by civil society in the public
debate rests on the full disclosure of funding and policy purpose.

The agents of influence: regulating the lobby industry

Lobbying firms are frequently part of larger transnational communication conglomerates
that maintain representations in important economies around the world. Until recently the
lobbying industry has enjoyed very limited special oversight or regulation, despite its growth,
global expansion and close interaction with the processes of policy-making. For over a century
the United States was the only country that regulated lobbyists. By 1991 Australia, Canada
and Germany had followed suit, and as of this writing several other countries had enacted

14 See, for example, the high-profile 2006 scandal in the United States involving lobbyist Jack Abramoff, which
prompted refined lobbying regulation in the Honest Leadership and Open Government Act of 2007.

15 Group of States against Corruption (GRECO), Rules and Guidelines regarding Revolving Doors/Pantouflage (Strasbourg:
GRECO, 2007).
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rules for lobbyists or were in the process of doing so.'® The European Commission initiated a
consultation process on regulating lobbyists in 2005 and opened a voluntary lobbyist registry
in mid-2008. A surge of interest by think tanks and civil society organisations (CSOs) in making
lobbying more accountable and transparent further testifies to the salience of these issues.!”

In addition to codes of conduct and specific prohibitions on illicit lobbying activities, manda-
tory lobbying registries are a central plank for making lobbying activities more transparent
and accountable. The obligations of ‘meaningful disclosure’ require lobbyists to provide their
names, clients, issue areas, targets, techniques and financial information. While disclosure will
vary between political systems and require continuous fine-tuning and strong enforcement,
such a comprehensive lobby transparency initiative is not an untested, unrealistic demand.
Every element of disclosure mentioned here is already being implemented in one of the
vanguard countries moving to enhance transparency.

The US example clearly demonstrates the impact of such transparency systems. Several CSOs,
such as the Center for Public Integrity and the Center for Responsive Politics, use these lobby
registers to undertake detailed analyses of corporate lobbying. Citizens, the media and other
NGOs can easily trace the flows of corporate money in campaign financing and lobbying with
user-friendly online databases.

In order to enable and facilitate such vital analysis, freedom of information and disclosure pro-
visions must specify conducive reporting formats (standardised, open access to raw data), in
particular with regard to electronic filing and the online presentation of the information.'®

Viewed globally, lobbying regulation is still in its infancy. While Canada, the US federal gov-
ernment and almost all US states have instituted rules for lobbying, so far only a few other
countries have made attempts to follow suit. Rules drawn up in Germany and for the European
Parliament, for example, are judged to be significantly less strict and comprehensive than
those in much of North America.?

The most straightforward, yet missing link in lobbying integrity: corporations

Efforts to curb undue corporate influence are being increasingly expanded from a focus on
lobby targets to the activities of lobbyists. Efforts to make lobbying more transparent and
accountable have so far paid rather limited attention to what is arguably the most important
factor in the equation, however: corporations themselves.

16 OECD, Lobbyists, Governments and Public Trust: Building A Legislative Framework for Enhancing Transparency and
Accountability in Lobbying (Paris: OECD, 2008).

17 See, for example, the Alliance for Lobbying Transparency & Ethics Regulation, a coalition of more than 160
groups advocating lobbying reform at the European level: www.alter-eu.org/.

18 For more specific requirements for electronic information disclosure, see D. Zinnbauer, With the Internet and
Information Disclosure towards a New Quality in Democratic Governance: A Policy Agenda and Ways to Take It Forward,
Research Memo no. 4 (New York: Social Science Research Council, 2004).

19 R. Chari, G. Murphy and J. Hogan, ‘Regulating Lobbyists: A Comparative Analysis of the United States, Canada,
Germany and the European Union’, Political Quarterly, vol. 78, no. 3 (2007).
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Corporate money has fuelled the expansion of the lobbying industry, and at the same time
companies have also ramped up their in-house lobbying capabilities. The number of corpo-
rate—government relations offices in Washington grew from just one in 1920 to 175 in 1968,
and by 2005 had risen to more than 600.2° Disclosure by lobbyists and government officials
— if effective, comprehensive and accessible — can enable civil society to construct some pieces
of the lobbying puzzle. Companies themselves are uniquely positioned to account and take
responsibility for all their lobbying activities, however, but are rarely taken to task to disclose
such information.

Even more surprisingly, lobbying activities, and, where applicable, political contributions, are
of central strategic interest and potentially material importance for corporations, but are rarely
subject to internal corporate oversight. By 2008 only about one-third of S&P 100 companies
required board oversight of political spending.?! The result is that corporate actors may engage
in public policy-making without sufficient consultation, accountability and robust checks on
whether the lobbying is consistent with shareholders’ long-term goals and interests.??

The public disclosure of lobbying activities is in most cases very limited. With millions of
dollars being spent, lobbying has become an essential component of corporate identity,
citizenship and responsibility. Reporting falls far below other, well-established disclosure
practices and requirements for environmental and social impact, however.

Pressure to make corporations themselves more accountable and transparent with regard to
their lobbying activities is gradually building from different directions.

® [nternally: in a 2008 survey of 255 US corporate board members, more than three-quarters of
therespondents supported the suggestion that corporations should have to disclose payments
to trade associations and other tax-exempt organisations used for political purposes.?

