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Need Theory of Evolution of Income L evels

Theory must be consistent with a number of facts.

Relative TFPs arethe prime determinant of relative
Income levels of countries. (See Parente and Prescott for
the unified theory of the evolution of international

Income levels.)

But, tax rates are also important and even have
conseguences for TFP.




Labor Market Distortions I mportant for G-7 Countries

Countries  GDP Hours GDP/H  Wseélfare

Germany 100 100 100 100
France (100 (100 (100 (100
Japan (00 140 /0 80

U.S. 140 140




Reason for Lower Incomein Western Europe

High effective tax rates on labor income. Other labor
market distortions can reduce labor supplied to the
formal taxed market sector

Colombia hasvery low labor supply to taxed market
Sector .

Technology can betransferred only to formal sector, so
bigger formal sector necessary for high TFP.




Modern Economic Growth
M odern economic growth ischaracterized by the well
know growth facts. K/Y, C/Y, H/N, r, and a growth rate
of per capita income of about 2 per cent.

Some of the differencesin living standard isdueto

labor supply , H/N.

But, the big factor istheresidual TFP.




M odern Economic Growth M odd
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é. thit((l_ a)Iogc,t ta Iog(l- ht))
Stand-in firm’s ability to substitute

Y = AE ki hi*

Total Factor Productivity

AE,



Output per Hour Relativeto Malthusian Leve
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Different Countries Start at Different Times

Per Capita GDP Trends (1990 U.S. $)
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ThereisaTested Theory

Stand-in household and stand-in firmsthe same
whether country isJapan, the United States, France,
Mexico, Chile, Germany, and almost surely Colombia.
(See Kehoe and Prescott volume on “ Great Depressions
of the Twentieth Century, RED January 2000)

Differencesin tax and labor market policies have large
effects. U.S. tax rates and labor market policieswould
Increase Colombia’s GDP per capita by 50 per cent.

Differencesin E are even moreimportant and if
Colombia became as efficient as Western European
countriesit would be asrich asthese countries, 70
percent of the U.S. level.




What policiesresultsin a high E?

What policy resultsin a high E?

|n sovereign states, policy isa dynamic game. Good
policy is policy with good outcomes.

Thereisthe game by which the gameis set up, which
leads to an infiniteregress. (See L aganoff)

| turn tothe empirical evidence.




U.S. and U.K 1865-1928

U.S. per capita GDP 70 percent of U.K. in 1865.
Positionsreversed in 1928

Question: Why?

Hypothesis. The U.S. was a set of economically
sovereign states. Oncetransportation pricesfell asthe
result of the development of a highly competitiverail
system with multiple routes between cities, these
competing states became highly economically
integrated. No shortage of corruption in U.S. in 19t
century.




Reasons why this Arrangement FostersHigher E

1. Export industriesin a state face elastic demand;
Implies employment increases when efficiency
Increases, thus no vested interestsin inefficiency.

. Thereisno centralized mechanism to block the
adoption of mor e efficient production processesin
all the member states. Exception isagriculturein
U.S. and E.U.

. Localitieswhich protect vested interests of untraded
goods, i.e. new houses, lose out to other localities
where housing prices are lower.




Another Reason for Lower Barriers

States without groupsthat will be adversely affected by
theintroduction of some technology and with groups
that will benefit want the better technology adopted
there.

Example: Toyota in 1985 |located an auto plant in
Tennessee introducing just-in-time-production in the
U.S. A powerful construction industry there wanted
the construction project. Politicians wanted more jobs.
The samething happened in Walesin 1990.




Still Another Reason for Lower Barriers

Foreign competitor makeslong-term investment to get
atoe hold. Then itssuppliersand employees have a
vested interest in that firm succeeding and the firm has
the needed political support.

Example: Wal-Mart in Mexico. Longtime beforethe
big investment is profitable. Need confidence that
Investment will not be expropriated. NAFTA
Important here.

Wal-Mart hasthe organization capital and it will take a
long time for M exican competitorsto catch up, but they
will.




Takesa lLong Timeto Realize Benefits of Openness

Mexico just beginning to realize the benefits of NAFTA.

Country must be locked into the arrangement with big
losses if It violatestherules of the game.

Can get foreign technology for almost nothing, but
foreigners must be confident that their investment will
not be expropriated.




Still Another Reason for Lower Barriers

|f policiesresult in less production in formal economy
and mor e in the shadow and home economy, efficiency
will be lower .

It Isdifficult to usethe best technologiesin the untaxed
shadow economy.

Big shadow economy adver sely affects productivity.

Cutting explicit and implicit taxes on activities
Increases the size of the formal sector and Increases
TFP.




Catching up: When and Where?




Why did Original EU Countries Catch Up ?

(Belgium, France, Ger many, Italy, Netherlands)

Themeasureisproductivity, that isoutput per hour?

Answer: Like U.S. these countries became an
economically integrated competitive association of
soveregn stateswhere property rights of other
members are protected within a country’s borders.




Fact: Labor Productivities

Y ear Original EU
1870 62
1913 53
1929 52
1959 53
1973 /8
1983 84
1993

2002




What about other Western European Countries ?
(Austria, Finland & Sweden who joined EU in 1995;
Switzerland)

Y ear Others Relative to Original
1900 103

1913 99

1938 103

1957 106

1973 96

1983 85

1993 81




What about Asia Catching up?
Hong Kong had a system with economic freedom
Imposed by the British.

Singapor e had an authoritative gover nment that
Imposed economic freedom.

S. Korea and Taiwan had to accept economic freedom
given defense consider ation.

M cArthur imposed a system on Japan. The system
wor ked well and was continued.




What about Asia Catching up? (Cont.)

Peoplein Malaysia and Thailand seeing neighbors
doing well blocked their politicians from granting
protection to industry insiderswith vested interest in
Inefficiency.

A set of economically integrated sovereign satesis
developing in Eastern Asia.

China established a system with provinces having some
economic sovereignty in 1978. Industrieswere not
concentrated in provinces. The Chinese economy
experienced rapid growth after 1978.




Why didn’t Latin America Catch Up?

Latin America not economically integrated set of
sovereign states with protected property rightsfor
foreignerswith the technologies.

If It became one, it would catch up.

Latin American stateswill do a lot of catching up, if
they become integrated with either NAFTA or the EU.

Brazil could if its member states enjoyed greater
economic sover eignty.




Colombia can cut tax ratesand reform labor
market institutions. Some important reforms have
been made, Thiswould increase labor supply to
formal taxed sector and probably increase tax
revenue.

A system with for ced saving for retirement would
not distort thework incentive. It also resultsin
people having an equity position in their country.
It Isimportant to have individual accounts with
Independent management. They must beregulated
to insure financial soundness.




Colombia needs to be open and to protect property
rights. If asustainable policy arrangement is set up
with these properties, efficent production units will
develop in Colombia and Colombia’s efficiency factor

E will increase to alevel near that of the leaders. Only
them will Colombia be one of the advanced industrial

states.




