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ABSTRACT

This thesis comprises of six independent chapters, besides the introduction and conclu-
sions, with the common theme of optimal public policies in dynamic general equilibrium
models with different kinds of distortions. Broadly speaking, the issues considered are:
tax evasion, bureaucratic corruption, costs of tax collection and endogenous probability
of survival.

With financial repression being modeled via obligatory reserve requirements that
banks in the economy need to hold, the second chapter analyzes whether financial
repression can be explained by endogenous tax evasion. In this regard the chapter de-
velops two dynamic monetary general equilibrium endogenous growth models. When
calibrated to four southern European countries, we indicate that higher degrees of tax
evasion emanating from higher corruption and lower penalty rates would result in fi-
nancial repression as a welfare-maximizing outcome. The third chapter develops an
overlapping generations monetary endogenous growth model characterized by tax eva-
sion, and analyzes the effect of the nature of tax evasion on the growth maximizing
policies. It is concluded that a growth-maximizing government has to take the behav-

ioral nature of tax evasion into account, since failure to do so will lead to misalignment
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in not only fiscal but also monetary policies. In fact, the government is found to repress
the financial sector more than the optimal level if it treats tax evasion as exogenous.
The fourth chapter develops a dynamic general equilibrium overlapping generations
monetary endogenous growth model of a financially repressed small open economy
characterized by bureaucratic corruption, and uses it to analyze optimal policy deci-
sions of the government following an increase in the degree of corruption. We find
that increases in the degree of corruption should ideally result in a fall in seigniorage,
as an optimal response of the benevolent government. In addition, higher degrees of
corruption should also be accompanied with lower levels of financial repression. Chap-
ter five develops a production-economy overlapping generations model characterized by
financial repression, purposeful government expenditures and costly tax collection, to
analyze whether financial repression can be explained by the cost of raising taxes. It is
shown that costs of tax collection cannot produce a monotonic increase in the reserve
requirements, what are critical, in this regard, are the weights the consumer assigns to
the public good in the utility function and the size of the government. Chapter six ana-
lyzes the same issues as in the previous chapter, but in a monetary endogenous growth
model. We show that higher costs of tax collection produce a monotonic increase in
reserve requirements. Moreover, the government tends to rely more on indirect tax-
ation, compared to direct taxation as costs of tax collection increase. The seventh
chapter develops a simple monetary pure-exchange two-period overlapping generations
model characterized by financial repression and endogenous mortality. The probability
of survival of the young agents is assumed to depend upon the share of government

expenditure on health, education and infrastructure. In this setting, we analyze the
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welfare-maximizing policy mix between explicit and implicit taxation for a benevolent
government. We show that increases in the survival probability lead to an increase in
the reliance on seigniorage as a welfare maximizing outcome. However, for our results
to hold, the seigniorage tax base must be large enough for the benevolent planner to
use the inflation tax.

Each of the chapters aims to provide the theoretical underpinnings behind the design
of optimal fiscal and monetary policies under tax evasion, bureaucratic corruption, costs
of tax collection and endogenous probability of survival. With each of the models based
on proper microfoundations and calibrated to match features of developing economies,
the six independent papers attempt to broaden our understanding on public policies in

the presence of commonly observed distortions that characterize the developing world.
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