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We propose a model where the size of the public sector and aggregate output are interrelated through the occu-
pational choice of agents who differ in their skill level and degree of public-mindedness. When the public sector
attracts bureaucrats with low degree of public service motivation, they will use their position to rent seek by
employing an excessive number of unskilled workers. This leads to an equilibrium with relatively high unskilled
wages, which lowers profits and deters entrepreneurship. Conversely, an equilibrium with a lean public sector
and greater private economic activity ariseswhenpublic servicemotivated agents populate the state bureaucracy.
These agents exert high effort and employ a limited number of unskilled workers. Our model also shows that a
bloated public sector with high wages may be supported by the unskilled agents.

© 2013 Elsevier B.V. All rights reserved.

1. Introduction

Low quality and oversized public sectors are often perceived as an in-
efficient use of budgetary resources that, if redressed, could improve pub-
lic service delivery or help reduce poverty. It is no surprise then that two
of the biggest institutional lenders to developing countries, The IMF and
the World Bank, have actively promoted the inclusion of governance
and corruption issues on the development agenda since the late 90s.3

The concern with public sector mismanagement goes, however, deeper
than just an issue ofwasting budgetary resources: poor bureaucratic qual-
ity appears to be so important because it may also largely distort the op-
eration of markets. Indeed, cross-country studies show that corruption

and rent seeking in the public bureaucracies can severely hurt private in-
vestment and are associated with lower income per head, Keefer and
Knack (1997), Knack and Keefer (1995) and Mauro (1995).4

In this paper, we argue that an oversized and inefficient public sector
might also affect the economy's performance in a different way,
by misallocating human resources through its participation in labor mar-
kets. In particular, we suggest that the quality of the public bureaucracy
determines the demand of unskilled workers by the public sector,
which in turn affects the equilibriumwage.When unskilledwages are in-
flated by excessive public sector demand, profits will be reduced and the
private sector will lose attractiveness to potential entrepreneurs.

We focus on one particular aspect regarding the quality of bureau-
crats that has attracted growing interest over the past few years:
whether or not they exhibit the appropriate ethics or motivation for
their jobs. 5 Commonplace in this literature is the presumption that
monetary payoffs are not the only type of reward that individuals
pursue and the idea that pro-social behavior cannot be perfectly moni-
tored bymonetary incentives. In such a context, it proves desirable that
bureaucrats display a sense of mission and commitment towards the
society they must serve. Such a sense of social mission has long been
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explored by the public administration literature, which refers to it as
public service motivation, and a large number of survey-based studies
provide evidence of its relevance in explaining the efficiency of public
offices.6

In Sections 3 and 4, we propose an occupational choice model with
heterogeneous agents and two different sectors: the public sector man-
aged by bureaucrats and the private sector managed by entrepreneurs.
There are two dimensions of heterogeneity among individuals. The
first is the level of skills, which is assumed to be publicly observable
(e.g. education). Only highly skilled individuals may become entrepre-
neurs or may be appointed state bureaucrats. The second source of
heterogeneity is the individuals' intrinsic public service motivation,
which is assumed to be private information. The advantage of filling
the state bureaucracy with public service motivated agents is that
they are less inclined to rent seek.

In ourmodel, bureaucrats andentrepreneurs need unskilledworkers
to carry out their productive activities, and must compete for the same
pool of workers in the (competitive) labor market. Entrepreneurial ac-
tivities yield profits, which are a decreasing function of the labor cost.
Bureaucrats earn a salary fixed by the central administration. In addi-
tion, bureaucrats enjoy (some) discretionary power over the public
budget. As a result, they could find ways to abuse this power in order
to extract rents from the society.

An important issue in our model is then how rent seeking material-
izes in the economy. In that regard, we argue that several among the
main channels used by bureaucrats to generate and extract rents require
somehowoversizing public employment. For example, bureaucratsmay
bloat the public sector with excessive workers so as to extract different
kinds of perks from some of them. Alternatively, overemployment
may be the result of the creation of (unnecessary) jobs as a mean to
directly appropriate income from it or to channel transfers to certain
desired groups of people. Indirect sources of rents may also lead to an
oversized public sector: for example, overmanning may be the result
of clientelistic practices by state bureaucrats, as public jobs are somehow
exchanged for political support (Robinson and Verdier, 2002).

Within this framework, we show that markets might coordinate ac-
tivities in two different types of equilibria, depending onwho self-select
into the state bureaucracy. First, there is an equilibrium in which only
public service motivated agents become bureaucrats. These agents
keep an efficient public sector, which employs the lowest possible num-
ber of workers, subject to providing all public goods demanded by the
economy. In turn, a lean public sector disciplines wages in the labor
market, sustaining high entrepreneurial profits, which attracts agents
whose main concern is their own income (profit-driven agents) into
entrepreneurship. A different equilibrium arises when profit-driven
agents control high-rank positions in the public sector and use their
discretionary power to extract rents by overhiring public workers. The
ensuing bloated public sector inflates aggregate labor demand, pushing
up the equilibrium wage. This situation becomes also self-sustained
because low profits deter skilled profit-driven agents from entering
the entrepreneurial sector.

Bureaucratic rent seeking is clearly inefficient in ourmodel. A crucial
question that arises is then whether individuals may put in place an in-
stitutional setup that precludes such rent seeking. At the end of Section 5
we argue against this possibility. In particular, we show that oversized
public sectors may actually find the support of the unskilled fraction of
the society. The reason for this is that unskilledworkers indirectlybenefit
from bureaucratic rent seeking by seeing their (equilibrium) market
wages inflated as a result of public sector overmanning.

There are a number of past articles that have embedded models
of endogenous rent-seeking behavior into general equilibrium frame-
works. Notable examples are Acemoglu and Verdier (1998, 2000) and

Murphy et al. (1991). Murphy et al. (1991) studied how the choice be-
tween entrepreneurship and rent-seeking activities by themost talented
individuals determines technical change and growth. Acemoglu and
Verdier (1998) focused on the effects of property rights enforcement
in a context of entrepreneurial opportunistic behavior. Acemoglu and
Verdier (2000) dealt with the level of optimal bureaucratic intervention
when the central (benevolent) government is confronted with both
market failures and potential bureaucratic corruption. None of these
articles has centered their attention on the interaction between the
size, skill composition and efficiency of the public sector, together with
its ensuing effects on the level of entrepreneurship, which are the
main themes of our paper.

A closely related article is Macchiavello (2008), which also studies
the possibility of multiple equilibria in an occupational choice model
with public service motivated agents. His paper looks, however, at a
public sector whose size and educational composition is exogenously
fixed. Instead, our model highlights the importance of accounting for
skills (or educational) differences, since the wage distortion becomes a
crucial feature in explaining the following two phenomena: i) why a
bloated public sectormay adversely affect profits and entrepreneurship;
ii) why a fraction of the society (the working class) may be willing to
support rent-seeking bureaucrats who sustain a large and inefficient
state apparatus. The latter point above contributes also to the political
economy literature that has sought to endogenize the emergence and
persistence of inefficient state institutions [e.g., Acemoglu et al. (2011)
and Hassler et al. (2003)], by suggesting an additional channel that
could generate political support for institutions that depress aggregate
productivity.7

Our paper also relates to the growing literature on the quality of bu-
reaucrats and politicians, e.g. Besley (2004), Bond (2008), Caselli and
Morelli (2004), Matozzi and Merlo (2008) and Messner and Polborn
(2004). A key aspect of all this literature is that it studies the process
of self-selection into bureaucratic and political jobs within a partial
equilibrium approach: in particular, it assumes that the returns in the
private sector are exogenous and remain unaffected by who end up
in the public sector. By contrast, in our model, the interplay between
self-selection into public bureaucracy and the returns to private entre-
preneurship lies at the heart of our theory and its main predictions.

Finally, occupational choice models in the development literature
have so far mostly studied the long-run consequences of financial
markets imperfections.8 In particular, Ghatak et al. (2007), Aney et al.
(2011) and Jaimovich (2011) have focused on how financial markets
imperfections may interact with the inability of markets to allocate
agents to the occupations for which they are comparatively best suited.
Our paper sheds light on how imperfections in the sorting of bureau-
crats may also result in market distortions which preclude full develop-
ment of the entrepreneurial sector, even in the absence of credit market
imperfections.

2. Public sector overmanning and rent seeking

The mechanism we propose in this paper mostly applies to urban-
ized developing countries, regions or even cities, where labor markets
are not fragmented and state capacity has somewhat developed. Anec-
dotal evidence of public sector overmanning in developing regions is

6 See discussion in Francois (2000) and references therein (pp. 275 and 276).

7 More recently, an interesting political economy mechanism complementary to our
story has been proposed by Aney et al. (2011) within an occupational choice framework
with creditmarket frictions. Theirmodel leads to a class structure that distorts institutions
by removing incentives to vote for surplus-maximizing policies.

8 E.g., Aghion and Bolton (1997), Banerjee and Newman (1993), Ghatak et al. (2001)
and Lloyd-Ellis and Bernhardt (2000).
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