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A

large strand of literature has shown that the

services and infrastructure provided by the
public sector play an important role in private

production. Corruption distorts the purpose and functionality of the public
sector. For that reason, corruption emerges as a significant factor
determining the growth potential of the economy. Here we define
corruption as an illicit rent-seeking activity of public agents using their
public position. The rent-seeking capacity of bureaucracy stems from the
scope and quality of the underlying institutions, so that the level of
corruption also depends on the quality of institutions. Consequently,
productivity of private production depends on the quality of the
institutions and the level of corruption. Based on this rationale, this paper
aims to study how corruption distorts the interactions between the private
and public sectors; and how these distortions affect growth potential of
the economy.

The distortions caused by corruption are well known in the literature.
Nevertheless, the overall effect of these distortions on growth is yet not
well understood. While some findings claim that corruption improves
efficiency, others see it as the biggest obstacle in the way of
development. The existing theoretical conclusions about the growth
impact of corruption are conflicting. Thus, the issue is still far from being
completely explored and explained.

To overcome the ambiguity in conclusions about the growth impact of
corruption we need to view corruption from a broader perspective. Since
corruption always involves the public sector, it is reasonable to suppose
that corruption is just one possible feature of the public sector. We treat
corruption simply as a side-effect of the public sector being supplied
along with the public services. Corruption is driven by rent-seeking, but
the rent-seeking capacity of the corrupt bureaucrats depends on the
quality of the institutions. Corruption distorts the interactions between the
public and private sectors and the inner functioning of the public sector.
As we know these interactions take place in the form of taxation and
public service provision. Therefore, we adopt a setting that incorporates
corruption in the main public activities such as taxation and public
service provision. This setting allows us to capture how corruption affects
government’s regulative burden and its productive input to private
production in a broader way.
We consider a Ramsey-type growth model with an extension
incorporating corruption in the public sector à la Barro (1990). In the
model, the public sector is assumed to be engaged in two main activities:
taxation and public good provision. Both activities are carried out by
public servants, who are corruptible and rent-seeking that is manifested
as:
• Corrupt tax inspectors conceal tax evasion for bribes paid by detected
tax evaders. This type of corruption decreases tax revenue and limit
the scope of public services available to the private sector. At the
same time tax evasion reduces the tax burden on taxpayers.
• Corrupt public officials abuse the authority given to them by attaching
excessive red tape to the public services they are supposed to

provide. It is assumed that excessive red tape is a set of unnecessary
procedures that has no productive value for firms. The firms have to
incur the burden of excessive red tape in order to obtain the essential
public services. The corrupt officials can rescind the excessive red
tape for bribes paid by the firms. As a result, the corrupt officials
capture a part of firms’ profits as rent. This income redistribution from
the firms to the corrupt officials effectively imposes an illegal tax on
the firms. In addition, the rent-seeking wastes a part of public funds
reducing the amount of public goods provided by the government.

This work contributes to the literature in the following ways:
• We combine the literature on growth, tax evasion and corruption within
one framework.
• We develop a general model that incorporates both income
redistribution and inefficiency in public good provision caused by
corruption. The model represents main effects of corruption. Namely, the
corruption leads to income redistribution and inefficiency in public good
provision. The former distorts the saving and investment decisions, the
latter changes the relative burden of the public sector and reduces
productive public input provision.
• We provide a new mechanism collusion proof that explains the
deviation of the optimal tax rate from the degree of public sector
externality by incorporating corruption into the dynamic generalequilibrium framework.

• We demonstrate that corruption can never be growth enhancing if
considered holistically.

The paper is structured as follows: first we present a literature review,
followed by Section 3, where we present the assumptions of the model
and

consider a household’s optimization problem in choosing inter

temporal consumption level . Further in Section4 we examine the
government growth optimization, by choosing the tax collusion proof rate.
Section 5 concludes the paper.

The role of the public sector in determining the productive capacity of the
private sector has attracted much interested in the growth theory
literature. The seminal papers Barro (1990) and Barro and Sala-i-Martin
(1992) propose that government services can be treated as a productive
input. The efficient supply of government services can increase returns
on private capital offsetting the adverse effect of taxation. Therefore, it is
logical to pose the question whether corruption affects growth by
impeding the provision of public services. In developing and transitional
economies, government operations are often entangled with corruption.
The issue is initially considered by Leff (1964), who suggests that
corruption that decreases red tape still can be beneficial for economic
growth. Similar views are shared by Huntington (1968) and Lui (1996;
1985). They find corruption as an optimal response to market distortions
that lessens the burden of regulations that improves efficiency. The

results obtained by Mauro (1995) and Barreto (2000) show that the effect
of corruption on growth is indeed controversial and multi-pronged.
Therefore, the existing explanations about the growth effects of
corruption are inconclusive.
With few exceptions, the dependence between corruption and red
tape has largely been overlooked in the literature. In general, it is
accepted that corruption might decrease the regulatory burden and red
tape. On the other hand, we also need to take into account the
relationship between corruption and the regulatory burden. Excessive
red tape can be created by corrupt bureaucrats in order to create rents.
Therefore, the perceived decrease in red tape by corruption is in fact just
mere reduction of the intentionally created excessive red tape. On the
contrary, corruption should result in higher public sector burden. The
reason is that excessive red tape can be surmounted by paying bribes,
while the legitimate red tape usually is not reduced by corruption. For
example, Kaufman and Wei (1999) reject the hypothesis that bribery
decreases the delays by bureaucratic red tape. Similarly, Guriev (2004)
analyses red tape and corruption, and shows that when the bureaucracy
is corrupt the level of red tape is above the social optimum. However, our
definition of red tape differs from Guriev’s. His red tape is a type of the
public service that produces useful information about the private agents.
We assume that red tape is just an unproductive hurdle created by
corrupt officials. It is assumed that all other useful properties of the public
sector are embodied in the public goods they provide. In other words, our
red tape is only the excessive red tape induced by the corrupt officials for
rent creation.

A number of papers recognize to a greater extent that corruption has a
substantial adverse effect on economic growth by creating a tremendous
burden on the private sector (Aleshina (2005), Ali (2003), Tanzi (2000;
1998; 1997), Keefer and Knack (1997; 1995), Alam (1989), Aidt(2003),
Abed and Gupta (2002)). When we take into account the red tape
induced by corruption, its illegal nature and costs related to it, it is hardly
possible that corruption improves allocative efficiency and supports
capital accumulation (Shleifer and Vishny (1993), Aidt (2003)). There is
no doubt that corruption is quite complex in its involvement in the
economic system. The idea that corruption may affects the economy via
different mechanisms is formalized by Shleifer and Vishny (1993). They
propose that the officials providing public goods can sell the public good
with a mark up (no theft case) or sell it at prices that are lower than the
production cost (theft case). So the main driving force of corruption is the
rents extracted by the corrupt officials either by decreasing or increasing
the burden of regulations on the private agents. The bureaucrats are
able to exercise monopolist behaviour in provision of public services and
goods as they are bestowed with discretionary power. The illicit rentseeking misallocates public resources from productive use, thus it is
costly for the public sector itself, and certainly wasteful. Keefer and
Knack (2002) find that rent-seeking in the form unproductive public
investments increases as property rights become more insecure. They
used their finding to explain why in countries with less secure property
rights the public investments and growth have no or negative
association. In our model we follow Keefer and Knack (2002) in terms of
defining rent-seeking as diverting public funds to unproductive purposes.
However, we assume that this rent-seeking is related to insecure
property rights protection directly and used for extraction of income from
the private agents. Hence, corrupt rent-seeking not only lowers

productive public input, but also redistributes private income from the
private agents to the bureaucrats.

It is notable that the key contributions to the analysis of corruption
focus on investigating implications of the income redistribution due to
corruption. However, less attention has been paid to the inefficiency in
the public sector caused by corruption and how this inefficiency can be
associated with income redistribution. For example, Ehrlich and Lui
(1999) consider a balance between human capital accumulation and
political capital accumulation, which is used for rent-seeking. An
extraction of output from productive firms is considered in the model of
Barelli and Pessôa (2003). Their production technology does not depend
on public goods and government is not explicitly modelled. Rivera-Baitiz
(2002) captures corruption by the introduction of officials that impose a
tax on the profits made by firms engaged in innovation. As a
consequence the rate of return to capital decreases. Mauro’s (2002)
model incorporates inefficiency of the public sector as misuse of public
funds which leads to lower productive public inputs to aggregate
production, although other effects of corruption has not been accounted
for. A similar approach is adopted by Balckburn et al. (2002; 2005),
where in the earlier paper corruption is modelled as bribe-taking from
tax–evaders, while in the second paper corruption is manifested as
embezzlement of public funds. To the best of our knowledge, only
Barreto (2000) includes study of both resource misallocation and public
sector inefficiency within unified setting. In his model corruption is tied to
the accumulation of non-productive capital used for rent-seeking, and the
inefficiency of the public sector is manifested as red tape.

The economic effect of corruption can also stem from the distortions in
tax collection. A group of papers such as Chen(2003), Lin and Yang
(2001) and others have laid good grounds for modelling tax evasion
within a growth framework. Chen (2003) incorporates tax evasion into a
standard AK- growth model with public capital. Lin and Yang (2001) and
Eichhorn (2004) analyse the uncertainty created by tax evasion its
economic growth implications. However, these models do not account for
corruption. A richer model encompassing tax evasion with corruption has
been developed by Acconcia and d'Amato (2003). Specifically, Acconcia
and d'Amato (2006) consider a model of corruption explicitly focused on
corrupt interactions between the private and public sectors. However,
unlike our model they do not account for the effect of corruption through
public good provision.
Summing up, the literature lacks a more general approach in explaining
the growth effects of corruption. The existing models dealing with
corruption are mainly constructed around its redistributive nature.
Nonetheless, the distortions created in the functioning of the public
sector should be taken into account. These distortions directly affect the
amount and quality of the public inputs to private production. Our paper
addresses this gap in the literature. It extends existing growth models by
incorporating corruption in both government activities.

One common feature of the literature on government taxation and
growth is that the administration costs associated with a given taxation
regime are not taken into account , despite that fact that a number of
empirical studies have shown that theses costs are far from negligible .
Indeed Vaillancourt (1989) , for example , shows in the Canadian context
that the administration costs amount to 7.1 % of collected revenues ,
whereas Sanford , Godwin and Hartwick (1989 ) report a level of 4.93 %

for UK ( see also , Rebelo and

Easterly , 1993 ) . The purpose of this

paper is to integrate the administration costs of taxation ( compliance
and collection costs ) into the basic framework for analysing government
investment expenditures and endogenous growth introduced by Barro
(1990) . In order to do so , it seems worthwhile to use a hierarchical
model of incentives due to Laffont and Tirole ( 1993 ) .

We consider a simple Ramsey-type model similar to Barro (1990).
Economy in our model is characterized by the decisions of the
representative household-producer under the given government policies.
Indeed, consider the model of the public sector introduced by Barro
(1990). In this model the public sector provides services which enter as a
factor input into the private sector’s production technology

. Let the

production function of each “yeoman farmer be given by
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where k is the stock of capital per capita and g is the level of public
expenditures per capita . There is no depreciation in the capital stock
and the population is assumed to be constant. The optimization problem
faced by each “yeoman farmer” is then given by :

Max
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c(t)
s.c :

.
𝜏𝑦 𝑡 = 𝑔 𝑡
𝑘 𝑡 = 𝑦 𝑡 − 𝑐 𝑡 − 𝑔(𝑡)
𝑘 𝑡 = 𝑦 𝑡 (1 − 𝜏) − 𝑐(𝑡)

We can then state Barro’ main result as follows:

(i)

The centralized solution to the above problem leads to the
following growth rate :
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(ii ) the optimal ax rate which maximizes the growth rate is given by :
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While fiscal policy may be an important determinant of growth
performance , it is clear , especially in LDC context , that it is the
implementation of these policies which constitutes the crucial difference
among countries . moreover , it is clear that informational issues may lie
at the base of the problems associated with the implementation of fiscal
policies . Indeed , the structure of taxation is largely a function of the
implementation of fiscal policies .Indeed , the structure of taxation is
mainly a function of the information obtainable on variables which are
inherently non-observable , and which economic agents subject to
taxation, have an interest in dissimulating . Obtaining this information is
likely to be costly .
The existence of informational costs associated with the implementation
of fiscal leads us to modify the government budget constraint used by
Barro (1990) in the most simple manner consistent with the application of
a hierarchical model of tax collection More specifically, we include on
the expenditure side of the government constraint , the wage bill
associated with providing a level of remuneration of government tax
collectors sufficient to prevent them from engaging in collusive games
with the taxpayers they are supposed to monitor . We thus write the
government budget constraint as

:

y(t )  g(t )  S (t )
where

S(t) is the wage bill associated with “ Efficiency wages ” for tax

collectors of sufficient magnitude to prevent bribery taking place .I
assume that the tax collectors do not pay tax ( if not who police the

police ? ) for analytical convenience .If one assume that collusion
between taxpayers and tax collectors obtain through a bribe , denoted
by B(t) such that :

B(t)1   y(t)
Where

 is the cost of bribery ( see Laffont and Tirole 1993 and Jellal

for endogenous cost 1991 ) , then the government wage bill must satisfy
the following constraint :

S(t)  B(t)

This inequality constitutes the “ Collusion Proof ” constraint on the social
planner’s optimization program , which may now written as :

Max
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s.c :
.
𝑘 𝑡 = 𝑦 𝑡 − 𝑐 𝑡 − 𝑔(𝑡)
𝜏𝑦 𝑡 = 𝑔 𝑡 + 𝑆(𝑡)

B(t)1   y(t)

S(t)  B(t)
k(0) given

dt

We can now announce our main result given by the following proposition
.
(i)

The centralized , collusion proof solution to the social planner’s
optimization problem leads to the following growth rate :
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(ii )  0, , such that the optimal fiscal policy is given by :
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(iii ) given the optimal rate of taxation , the growth rate of the economy
is given by
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(iv) the efficiency wages for tax collectors are given by :
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Proof :

We see that ( i ) is immediate , ( ii ) is proved by noting that the taxation
rate which maximizes the growth rate is given by :
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the optimal taxation rate into the expression for the growth rate given by
proposition 2 while (iv ) is proved by noting that the wage bill is given by

*

 y(t)
1

S(t)

Substituting the optimal tax rate then leads to announced result . Q.E.D

The result (i) of the proposition (2) shows that the case examined by
Barro (1990) corresponds to a situation of infinite bribery costs , that is :



.

The results given by (ii) , (iii) and (iv) prove the existence of two regimes
which correspond to different levels of the cost of bribery , and thus the
likelihood of corruption between taxpayers and tax collectors .
We denote these two regimes by :

 

and    ( )  
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Note that the relative likelihood of the two regimes depend upon the
productivity of the government expenditures , parameterized by
One of the main goals f the social planner is

 .

to thwart corruption

between taxpayers and tax collectors , and she achieves this by reducing
the rent created and split by both parties when collusion obtains
follows , for values of
i.e

,
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 which result in the highly collusive environment
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implements a relatively low growth rate
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social

planner

in order to ensure that

bribery does not take place .
This collusion proof outcome , can only be achieved by reducing
expenditures and results in a lower rate of growth .

()1 ,

Under the weak collusive regime ; 
hand , growth

, on the other

rate is maximized and the efficiency wages for tax

collectors are proportional to the productivity of the public sector
.Moreover the wage bill is a decreasing function of the cost of collusion

 .

In this paper, we have incorporated the costs associated with
implementing fiscal policy into the model of endogenous growth with
government expenditures due to Barro (1990) . We have shown that
incorporating these implementation costs in the form of a hierarchical
model of collusion leads to a distortion stemming from the social
planner’s desire to avoid collusion between taxpayers and tax collectors .
This distortion imposed by the government desire to achieve collusion
proof outcome leads the social planner to reduce the level of government
expenditures and thus the growth rate . Moreover , the magnitude of the
distortion , and thus its deleterious impact on growth , is increasing in the
ease with which bribery can be carried out . In the context of LDCs ,
where it is widely believed that the bribery is easy , the implication is that
the “ collusion proof ” distortion is of greater magnitude than in DCs .
The result is that , ceteris paribus , the growth rate of LDCs will be lower
than that of DCs .

Indeed Murphy , Shleifer and Vishny (1992) argue that countries with
easy corruption, poor law , and permissive legal systems ( all leading to
a low cost of engaging in bribery ) are faced with high levels of rent
seeking activity which will tend mainly to affect innovative activity , and
thus to lower the growth rate .

Similarly , Shleifer and Vishny (1993 ) shows that the weakness of LDC
central governments allows various government agencies to impose
bribes on private agents , bribes which ultimately hamper productive

economic activity . In essence , the weakness of central government of
Shleifer and Vishny (1993 ) is akin to the cost of engaging in bribing in
the present paper . The upshot , both of the present paper and those by
Murphy , Shleifer and Vishny , is that the poor protection of property
rights in lDCs hampers economic growth .
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