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This paper presents two propositions about corruption. First, the structure of
government institutions and of the political process are very important determi-
nants of the level of corruption. In particular, weak governments that do not control
their agencies experience very high corruption levels. Second, the illegality of
corruption and the need for secrecy make it much more distortionary and costly
than its sister activity, taxation. These results may explain why, in some less
developed countries, corruption is so high and so costly to development.

I. INTRODUCTION

We define government corruption as the sale by government
officials of government property for personal gain. For example,
government officials often collect bribes for providing permits and
licenses, for giving passage through customs, or for prohibiting the
entry of competitors. In these cases they charge personally for
goods that the state officially owns. In most cases the goods that the
government officials sell are not demanded for their own sake, but
rather enable private agents to pursue economic activity they could
not pursue otherwise. Licenses, permits, passports, and visas are
needed to comply with laws and regulations that restrict private
economic activity. Insofar as government officials have discretion
over the provision of these goods, they can collect bribes from
private agents.

Corruption is both pervasive and significant around the world.
In some developing countries, such as Zaire and Kenya, it probably
amounts to a large fraction of the Gross National Product.
Corruption is also common in the developed countries: defense
officials sometimes sell contracts for personal gain, and local zoning
officials are bribed to rezone. Still, economic studies of corruption
are rather limited. Following Becker and Stigler [1974], most
studies (e.g., Banfield [1975], Rose-Ackerman [1975, 1978], and
Klitgaard [1988, 1991]), focus on the principal-agent model of
corruption. This model focuses on the relationship between the
principal, i.e., the top level of government, and the agent, i.e., an
official, who takes the bribes from the private individuals inter-
ested in some government-produced good. These studies examine
ways of motivating the agent to be honest, ranging from efficiency
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wages [Becker and Stigler, 1974] to indoctrination [Klitgaard,
1991]. In this paper we take the principal-agent problem as
given—the corrupt official has some effective property rights over
the government good he is allocating—and focus on consequences
of corruption for resource allocation.

In particular, we address two issues. First, we discuss the
implications of how the corruption network is organized. In some
economies, such as Korea today and Russia under Communists,
while corruption is pervasive, the person paying the bribe is
assured that he gets the government good that he is paying for, and
does not need to pay further bribes in the future. In other
economies many government goods can be obtained without bribes
altogether. For example, a citizen can get a passport in the United
States without paying a bribe. In yet other economies, such as
many African countries and post-Communist Russia, numerous
bureaucrats need to be bribed to get a government permit, and
bribing one does not guarantee that some other bureaucrat or even
the first one does not demand another bribe. We examine the
implications of these three regimes for the level of corruption and
for the effects of corruption on economic activity.

Second, we ask why even well-organized corruption appears to
be more distortionary than taxation. Several authors have pointed
out that some corruption might be desirable [Leff, 1964]. First, it
works like a piece rate for government employees (a bureaucrat
might be more helpful when paid directly). Second, it enables
entrepreneurs to overcome cumbersome regulations. Yet most
studies conclude that corruption slows down development [Gould
and Amaro-Reyes, 1983; United Nations, 1989; and Klitgaard,
1991]. We ask why bribery might be much more costly than its
sister activity, taxation, and argue that the imperative of secrecy
makes bribes more distortionary than taxes.

The next section sets out our basic model of corruption, and
briefly addresses the question of why corruption spreads. Section
I11 looks at the market structure of the supply of government goods
as a determinant of the level and consequences of corruption.
Section IV examines the costs of corruption focusing on secrecy.
Section V concludes.

II. Basic MODEL

To fix ideas, we consider the simplest model of one government-
produced good, such as a passport, or a right to use a government
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road, or an import license. We assume that this good is homoge-
neous, and that there is a demand curve for this good, D(p), from
the private agents. We assume that this good is sold for the
government by an official, who has the opportunity to restrict the
quantity of the good that is sold. Specifically, he can deny a private
agent the passport, access to a road, or an import license. In
practice, this denial might mean a long delay or an imposition of
many requirements. But it is easier to assume for now that the
official can simply refuse to provide the good. An important reason
why many of these permits and regulations exist is probably to give
officials the power to deny them and to collect bribes in return for
providing the permits [De Soto, 1989].

We also assume that the official can in fact restrict supply
without any risk of detection or punishment from above. Corrupt
officials go unpunished because their bosses often share in the
proceeds and because public pressure to stop corruption in most
countries is weak. We shall also discuss the case in which corrup-
tion is penalized. But for now, the government official is a
monopolist selling the good. His objective is to maximize the value
of the bribes he collects from selling this government good.

Let the official government price of this good be p. We assume
that the cost of producing this good is completely immaterial to the
official since the government is paying this cost. This assumption is
a bit restrictive. While it covers the sale of an import license, a
passport, or a passage on a government road, a policeman who sells
his services that he is supposed to provide for free does exert
personal effort and so does care about its cost. For simplicity, we
focus on government goods that cost the official nothing personally
to provide, so that he has no interest in how much it costs the
government to produce these goods.

What then is the marginal cost to the official of providing this
good? We distinguish two cases. First, in the case without theft, the
official actually turns over the official price of the good to the
government. In this case, the marginal cost of providing the good to
the official is this government price p. For example, when an official
sells a license for a government price plus a bribe, he keeps the
bribe but the amount p stays with the government; hence p is his
marginal cost. In contrast, in the case with theft, the official does
not turn over anything to the government at all, and simply hides
the sale. In this case, the price that the buyer pays is only equal to
the bribe, and might be even lower than the official price. For
example, customs officials often let goods through the border for
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less than the official duty, but then give nothing at all to the
government. In this case, the marginal cost to the official is zero.
While conceptually the two cases are similar—they differ only in
the level of the marginal cost to the official—in the first case
corruption always raises the total price of the good, whereas in the
second case it might reduce it. Corruption with theft is obviously
more attractive to the buyers.

If the official cannot price discriminate between buyers, then
as a monopolist, he will simply set the marginal revenue equal to
the marginal cost. In the case without theft, the total price with the
bribe always exceeds the government price. It pays the official to
create a shortage at the official price, and then to collect bribes as a
way to clear the market for the government-supplied good [Shleifer
and Vishny, 1992]. In the case with theft, the total price might be
below the government price. Figures Ia and Ib present the solu-
tions to this problem for the cases without and with theft,
respectively.

This analysis suggests a similarity between bribes and commod-
ity taxes. In the case without theft, the bribe is exactly equal to the
revenue-maximizing commodity tax when marginal cost is equal to
the state price p. Of course, taxes need not be set to maximize
revenue. More importantly, taxes are typically kept by the govern-
ment rather than the bureaucrats. In monarchal regimes, the
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distinction between taxes and bribes is blurred by the fact that the
treasury is indistinguishable from the sovereign’s pocket. Yet for
most governments, the distinction is material and shows how
corruption substitutes for taxation.

Penalizing the official for corruption changes the level of the
bribe he demands, but does not change the essence of the problem.
If the probability of detection and the penalty are independent of
the bribe and of the number of people who pay it, the official will
charge the same bribe provided that the penalties are not so high
that corruption is no longer profitable. If the expected penalty
increases with the level of the bribe, he might reduce the bribe and
raise output. On the other hand, if the expected penalty rises in the
number of people he charges a bribe (for example, because of the
higher probability of a complaint), then he will reduce the supply
and raise the bribe. The official trades off the benefits given in
Figures Ia and Ib against the expected penalties. For our purposes,
we do not need to focus on this aspect of the problem (see Becker
and Stigler [1974], Rose-Ackerman [1978], and Klitgaard [1988]).

This simple analysis suggests that corruption spreads because
of competition both between the officials and between the consum-
ers. If jobs are distributed among officials through an auction
mechanism, whereby those who pay the most for a job get it, then
the prospective officials who do not collect bribes simply cannot



