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Abstract:

Trends in gross domestic product (GDP) and total factor productivity (TFP) growth in the
former socialist economies seem to indicate that these economies were converging to
unusually low long-run growth rates in the late 1980s. In this paper we develop an
endogenous growth model of entrepreneurship that is able to account for the difference in
long-run performance between centrally planned economies and market-oriented ones.
Long-run growth rates of output and productivity are determined by the growth of the
stock of managerial knowledge, which in turn depends on the share of the population
involved in entrepreneurial activities and on the time that they spend on those activities.
We analyze the effect of two characteristics of centrally planned economies on their
growth performance. First, in centrally planned economies factors of production are
distributed by the central planner to the firms’ managers through a contest that uses up
some of the managers’ productive effort. Second, the leadership is “egalitarian”, in the
sense that it treats individuals with different abilities equally. We show that these two
features reduce the fraction of people becoming entrepreneurs/managers, as well as their
managerial effort, which in turn reduces long-run output and TFP growth. Furthermore,
we find that centrally planned economies have lower income inequality and slightly
higher capital-output ratios, which is consistent with these countries’ experiences.
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...there are a variety of roles among which the entrepreneur’s efforts can be
reallocated, and some of those roles do not follow the constructive and innovative
script that is conveniently attributed to that person ... How the entrepreneur acts at a
given time and place depends heavily on the rules of the game — the reward structure
in the economy — that happens to prevail.

[Baumol (1990), p. 894]

1. Introduction
One of the intriguing aspects of the 20" century’s experiments in central planning is the
decline over time in the economic performance of socialist economies relative to their
more market-oriented, and usually more developed, contemporaries. This economic
decline was widespread and significant, and may have contributed to the collapse of the
Soviet system (Easterly and Fisher, 1995). Table 1 shows real per capita growth rates for
several socialist countries during the postwar period. By the 1980s the Soviet Union’s
growth rate, computed using both Western estimates of Soviet GNP and official (Soviet)
figures of net material product (NMP), was less than half that of the U.S. and falling.'
The growth experience of Eastern European countries mimics that of the Soviet Union,
but at even lower rates. For the case of Cuba, Madrid-Aris (1997) estimates Cuba’s
growth rate of gross material product (GMP) per capita in the period 1980-88 to be 2.7
percent, despite Soviet subsidies that had reached 30 percent of GMP by the 1980s. In the
latter half of that period, before the collapse of the Soviet Union and the end of its
subsidies, growth had fallen to 0.3 percent.

More importantly for our work, the same pattern of decline is also seen in total factor
productivity (TFP) growth. Bergson (1989) calculated that TFP growth for the Soviet

Union declined from 1.87 percent in the 1950s to 1.51 percent in the following decade,



and 0.11 percent in the period 1970-75. Using Western data Easterly and Fisher (1995)
obtain similar results, with TFP growth turning negative at -0.2 percent for the period
1980-87. For Cuba, Madrid-Aris (1997) finds that TFP growth went from 1.0 percent
during 1963-70, to 0.8 percent in 1971-80, and then fell sharply to -1.7 percent during
1981-88. While it is easy to think of reasons why centrally planned economies should be
less productive than market-oriented ones, the apparent convergence of these countries to
unusually low long-run growth rates is harder to explain.

In this paper we analyze the effect of central planning on long-run balanced growth
paths. We focus on two main characteristics of centrally planned economies that
differentiate them from decentralized economies: (i) the lack of decentralized markets for
productive inputs, with the leadership (or central planner) acting as the supply
mechanism for enterprises (Roberts, 1990), and (i) the pursuit of policies by the
leadership that result in a more egalitarian distribution of income. We consider an
endogenous growth framework where the TFP level is a function of the stock of
managerial (entrepreneurial) knowledge in the economy which, in turn, is a function of
the overall managerial effort. We adapt the model of entrepreneurship in Murphy,
Scheifler, and Vishny (1991), which in turn builds on that of Lucas (1978). We consider a
model economy with infinite lived individuals who differ in their level of entrepreneurial
ability. Individuals with high ability become entrepreneurs, and those with low ability
become production workers. In the decentralized framework, the resources that each
entrepreneur gets are determined by the market. In the centralized economy, where the
government owns and distributes all resources, managers (the equivalent to entrepreneurs

in a decentralized society) need to spend time lobbying the central planner to obtain

I'NMP does not include consumer services.



inputs for their enterprises. This reduces the amount of time devoted to productive
activities and, thus, reduces output. Even if the government distributes output in an
“efficient” way (that is, in a way that distorts individuals’ decisions the least, compared to
the decentralized economy), the reduction in production effort translates into a reduction
in the rate of accumulation in the stock of managerial knowledge. We call this
mechanism the “lobbying effect”. Furthermore, as centralized economies tend to seek a
more egalitarian distribution of income, the behavior of individuals is distorted further by
reducing their incentives to become entrepreneurs, reducing managerial effort even more.
We call this effect the “redistribution effect”.

Our work is related to papers in the literature that deal with the growth patterns of
centrally planned economies. Roberts and Rodriguez (1997) analyzes the high growth
rates achieved by centrally planned economies in the initial periods. They model the
leadership as a self-interested central planner who owns all capital and maximizes a
discounted stream of unproductive state consumption. Brixiova and Bulif (2003) explain
the growth slowdown of the centrally planned economies as a failure to provide
incentives for eliciting high effort from managers of enterprises. These papers differ from
ours in several important aspects. First, they focus on different sources of inefficiency
created by the leadership. Second, and more importantly, the differences in growth rates
between decentralized and centralized economies are simply temporary phenomenon of
the transition to new steady states. Both papers are silent about possible long run
discrepancies among decentralized and centrally planned economies.

The paper is organized as follows: section 2 presents the decentralized framework and

characterizes the balanced growth path of our model economy. Section 3 describes the



centrally planned economy, characterizes its balanced growth path, and develops a
framework for comparing the balanced growth paths of decentralized and centralized
economies. In section 4 we calibrate the parameters of the model to U.S. data and
compare the generated balanced growth paths for both types of economies. We conclude

in section 5.

2. The Economy Under Decentralized Decision-Making

This section introduces the basic framework by modeling the economy under de-
centralized decision-making. The environment is one of infinite horizon with infinitely-
lived consumers. There is a measure N of consumers in the economy. Individuals are
born with an innate level of entrepreneurial ability, a, that is constant over time. The
ability level is private information to the individual, with ability levels distributed among

the population according to a distribution function G(a) with continuous density g(a)
and support S < R, . The distribution function is exogenously given and does not change
over time. Individuals of ability a are endowed with K, (a) units of capital in the initial

period. Individuals are also endowed with one unit of time every period that they can use

either in the production of the economy’s single good or in lobbying activities.
Following Lucas (1978), we model entrepreneurs as managers of a productive

technology that uses capital, raw labor, and the entrepreneur’s effort as inputs.

Managerial effort is given by X./a where X, is the time the manager spends in productive

activities, a is the entrepreneur’s entrepreneurial ability, and / is the efficiency units of

entrepreneurship per unit of time devoted to entrepreneurial activity. The latter is



exogenously given and common to all entrepreneurs. The production function faced by

an entrepreneur of ability a in period t is given by:

— o -a ¢
V(@) = A () [ken = | (1)
where k; is the amount of capital rented by the entrepreneur, n, is the number of workers

the entrepreneur employs, and /4, is the stock of managerial knowledge (discussed

below). The parameters o and @ satisfy «,8 €(0,1). Notice that this production
function exhibits constant returns to scale in managerial effort, capital, and labor, but
decreasing returns in capital and labor alone.

In our formulation, as in Lucas (1978), the entrepreneur does not own the capital nor
have any specific venture that needs to be financed. The entrepreneur is just a manager
whose return to managerial effort is equal to the residual profits of operating the
productive technology. Therefore, each period entrepreneurs face the static problem of

maximizing period returns to managerial effort. Let r, be the rental rate of capital and
W, be the wage paid to workers. The entrepreneur chooses how much time to spend in

productive activities and how much capital and raw labor to hire in order to maximize

profits, z,(a). Formally, the entrepreneur solves the problem:

_ —a\?
”t(a) = maxxt,nt,kt {11 (tha)l ’ (ktantl ) —Wn, - rtkt}
st. 0<x <1

2)

In the decentralized economy resources are supplied in a competitive market, and there is
no benefit from lobbying. Therefore, X, =1 forall t and a.
Let x(a)=k(a)/n(a) be the capital-labor ratio employed by an entrepreneur of

ability a. From the first order conditions on the entrepreneur’s problem we obtain:
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Notice that this capital-labor ratio depends only on the economy’s wage-rental ratio and
not on the entrepreneur’s ability. Therefore, all entrepreneurs use the same capital-labor
ratio in any given period. From here, we obtain the amount of capital and labor hired by

each entrepreneur:

k (@) = 4" rax A,
n(@)=A4"""rax;“A,,

(4)

1

where A, = [0(0{ /)" / (I-a)/w, )Hl }16 is a function of the input prices. The output

and profits produced by an entrepreneur of ability a are given by:
y, (@) =4"""laA] (5)
and
m(a)=(1-0)y.(a). (6)
Notice that the resources used and output produced by an entrepreneur of ability a
relative to an entrepreneur of ability @’ are given by:

y(@ k(@) _n(@) _a
@) k@) n@) a

(7)

That is, the quantity of output produced by a firm is directly related to the ability level of
its manager.

Individuals in this economy derive utility from consumption of the economy’s single
good. Their preferences are represented with a CES period utility function
u(c)=(c’ —1)/o. Every period they choose their occupation (worker or entrepreneur),

consumption, and savings in order to maximize the present discounted value of their



utility. All savings in the economy are done by accumulating capital. The problem faced

by an individual with ability a is:

maXet.Cnbm Z:io ﬂtU(Ct (a))

st. ¢(a)+h,, (@) =g (@) +(1-e)w +(1+ )b (), (8)
0<e <1

where ¢, is consumption, b, is savings, I is the interest rate, €, is the fraction of time
devoted to each occupation in period t, and S e (0,1) is the discount factor.

From the first order conditions of the consumer we obtain:

@ )] 9)

C.a(@)
This ratio is also independent of the ability of the consumer: the marginal rate of
substitution between consumption at different points in time is the same for all
consumers.
The occupational choice of the individual is straightforward: at every period t an

individual of ability achooses to be a worker (€, =0) or an entrepreneur (€, =1)
according to which activity yields the highest income.” Let a, be the ability of an
individual in period t who is indifferent between being an entrepreneur or a worker.
Given that entrepreneurs’ profits are an increasing function of their ability, all individuals
with ability level below the threshold & become workers and all individuals with ability
level above the threshold become entrepreneurs. Using (6) the threshold &, can be written

as:
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Given the threshold &, , the total supply of laborers in period t is equal to NG(&,).
By aggregating production and demand for inputs over all entrepreneurs we obtain the

aggregate output and input demands. Let us define §t = {a eAlax 51} to be the set of

ability levels of practicing entrepreneurs and M (&,) = L; adG(a) as the average

entrepreneurial ability of practicing entrepreneurs. By integrating over all entrepreneurs,

the demands for raw labor and capital at period t are given by:

LS = NA A M (&) x5

, (11)
th — N/ltl/(]—ﬂ)gAtM (éT)K:_a
and the level of output is given by:
Yo =4V AIM@)ON (12)

The single good produced in the economy is used for both consumption and

investment in new capital. The supply of capital is given by:
K® = st b (2)dG(a). (13)

Non-arbitrage opportunities imply that the returns on savings have to be equal to the

rental rate of capital, net of depreciation:
Ju) (14)
In equilibrium both the labor and the capital markets clear:

L =NG(&), (15)

? Individuals that are indifferent between becoming workers or entrepreneurs may split their time among
both activities. They represent a set of measure zero and, therefore, their decision does not affect our



and
K =K. (16)
The market for the single good in the economy has to clear as well. That is, total

expenditure equals total output:

C +K

t t+1

-(1-9)K, =Y,, (17)
where C, =N .[s c,(a)dG(a) is the economy’s aggregate consumption.

Finally, we need to explain how the stock of managerial knowledge 4, changes over

time. Following Murphy, Scheifler, and Vishny (1991), the change in the level of the
stock of managerial knowledge depends on current entrepreneurial practice.” In

particular, we assume that the parameter 4, depends on the mean managerial effort of the

entire population, with workers receiving zero weight because they devote no time to

entrepreneurial activities.* Formally,

Aoy =2 =7t adG(@) - pih, (18)
where y is a parameter and x is the rate of depreciation of managerial knowledge. With
this formulation, given a distribution of ability G(a), A, will grow more rapidly the

greater the fraction of the population that are entrepreneurs (the smaller is &, ).

Entrepreneurial activity provides a positive technological externality in this model,

generating perpetual growth.

results. For simplicity, here we assume that they decide to become full-time entrepreneurs (e, =1).
®In Murphy, Scheifler, and Vishny (1991) 4, takes on the value of the previous period’s “best practice”,
which is simply the ability of the entrepreneur with highest ability.

* An alternative formulation would be 4., — 4, = 74, ,[5 al(dG(a)/1-G(4,))— u4, . Here the rate of growth

of A, depends on the mean managerial effort of entrepreneurs only.
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Definition 1. Given a distribution of initial capital stocks, {k,(a)}, a competitive
equilibrium for the economy described above is a set of sequences: consumption, savings,

and occupational choice for each ability level for each period, {ct (a),bm(a),et(a)} ,
prices, {rtb, rt,wt} , a threshold separating workers from entrepreneurs, {4},

entrepreneurial choices, {y,(a),k (a),n,(a),x(a)}, and technology levels, {4}, such
that:
Q) Given prices and technology levels, {ct (a),b.,,(a),e (a)} solve the consumer’s
problem (8).
(i) Given prices and technology levels, entrepreneurial choices
{yt(a), k.(a),n.(a), xt(a)} solve the profit maximization problem (2).
(iif)  Given prices and technology levels, & solves (10).
(iv)  Feasibility conditions (15)-(17) are satisfied.

(V) The technology level A4, evolves according to the law of motion in (18).

The set of equations that characterize equilibrium for this economy is listed in the
Appendix.

The next proposition derives properties of the occupational threshold &, . It states

that, given our assumptions on functional forms, the value of the occupational threshold
is constant over time, and it depends only on the distribution of abilities and the input

shares in production.
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Proposition 1. For any distribution of abilities G(a) satisfying the assumptions

described above, the occupational threshold is unique and constant over time. It is
defined implicitly by the equation:

aGa@) O(-a)
M@ 1-6

(19)

Proof: The equation follows from (10), (11) and (15). Existence and uniqueness
follows from the fact that the left hand side is continuous and strictly increasing in &,

takes the value 0 for &=inf S and converges to infinity as & converges to sup S .m

The result obtained in proposition 1 highly simplifies the solution of the model. Even
though this model involves heterogeneous agents, for any given occupational threshold &
the equilibrium prices and aggregate variables in this model are equivalent to the
equilibrium prices and aggregate variables of a representative agent’s problem with a
single type of producer. Therefore, after solving for 8 using (19), solving for the
aggregate variables of the model reduces to solving a representative agent problem. The

next proposition states this result formally. The proof can be found in the Appendix.

Proposition 2. Assume that there exists an equilibrium of our model economy and let a
be that equilibrium’s occupational threshold. Then, the equilibrium prices and aggregate
variables of our model economy are also the equilibrium solution of an economy with the

same characteristics but with a representative consumer and a single producer (who

12



takes the evolution of 4, as exogenously given and behaves competitively) that uses the

technology

0
1

Y= A KL ] (20)

where A =4 (M(@N¢)™".

From the first order conditions of the representative consumer’s problem we obtain an

expression of the rental rates of capital and labor in terms of the aggregate variables:

r:( — aeA KtaH—lH (1-a)0

21)
w, = (1-@)dAKZH =

where H = NG(&). This formulation will be useful in comparing the solution of the

decentralized economy to the centrally planned economy that we describe in section 4.

2.1. Balanced growth in the decentralized economy

In this section we investigate the behavior of balanced growth paths in the
decentralized economy. We define a balanced growth path as an equilibrium where all
variables are either constant or grow at the same rate over time. From the equilibrium
conditions listed in the Appendix, in a balanced growth path productivity grows at a
rate A = y/M(8)— p, with 4, =(1+ /"t)t/?0 , Whereas aggregate output, consumption,

1/(1-ab)

capital and wage rates grow at the rate 7 = (1 + /1) —1. Notice that both growth rates

depend on the ability threshold & and on the efficiency parameter /.

13



Given the nature of our production functions, the balanced growth path can be solved

analytically as a function of the equilibrium threshold. The interest rate in the balanced

growth path is given by:
)i (22)
B
and the wage rate is W, = (1+7)'w, , where
_ -\ 1(1=0)/(1-a0) ab/(1-ab)
Wy =(1-a)(1+n)| ——=——> — ; 23
o =(1=a) 77){ 5@ . (23)

and r, =r° + . The rest of the equilibrium variables can be easily derived as functions

of the interest rate and the wage by using the equilibrium conditions listed in the

Appendix.

2.2. Sources of growth in the decentralized economy
In what follows we use growth accounting techniques to decompose the growth rate
of output into the portion due to factor accumulation, and the portion due to total factor
productivity growth. It is the latter that we are interested in measuring.
Taking logs in equation (20) and comparing the value of the log of output between two

consecutive periods, we obtain the growth accounting equation:
Vou =¥ =[ A =4 |+ (1=aO)(N,, =N +a0(K,, ~K)). (24)
where v =logv for any generic variable v .

The right hand side of the equation shows the contribution of changes in total factor
productivity, labor , and capital, to output growth. We observe that each percentage

increase in the labor force contributes 1—af percentage points to output growth. The
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corresponding number for capital is a@ . Notice that the weights corresponding to the
growth rates of capital and the labor force add up to one, just as if the aggregate
production function exhibited constant returns to scale in capital and labor. The term in
brackets on the right hand side of (24) represents growth in total factor productivity.

Along a balanced growth path this term becomes /M (&) — x , which is increasing in

managerial effort and decreasing in the value of the ability threshold &. We can
conclude, therefore, that raising entrepreneurial activity by either increasing the
managerial effort of each entrepreneur or by increasing the fraction of the population that

become entrepreneurs, increases growth.

3. The Centrally Planned Economy

In autocratic societies where the top leadership has considerable control over the
allocation of resources, one would expect such a leadership to be quite interested in
efficiency. Olson (1982) refers to such leaders as having an “encompassing interest,” for
they can capture and allocate much of an economy’s output. The ability to capture much
or all of an economy’s total output, however, is not enough to achieve efficiency. One
difficulty is that the top leadership has to delegate much of the entrepreneurial and
managerial functions to others (even more so for the top leader). In particular, the
leadership has the responsibility of distributing resources among managers, whose
managerial ability is hard to assess. Furthermore, the leadership of centrally planned

economies tends to pursue policies that result in more egalitarian distributions of

15



income.” In what follows we modify the framework of the previous section in order to
account for these two features of centrally planned economies.

The basic structure of the model remains the same as in the decentralized economy:
people are born with an exogenous level of entrepreneurial ability and they decide
whether to use their ability and become managers of the production technology or not to
use it and work as laborers. The main difference between both arrangements is the
introduction of the leadership in the centrally planned economy. The leadership owns the
capital stock and receives all production in the economy, which it distributes between
investment and consumption goods to be delivered to the country’s consumers. As in
Roberts and Rodriguez (1997), we assume that there is no storage technology and
individuals cannot borrow and lend from each other.’ Therefore, in each period
individuals consume all the income distributed to them by the leadership.

The timing of the decision making in the centrally planned economy works as
follows: at the beginning of each period t the leadership announces a compensation
scheme to be delivered at the end of the period. The structure of the compensation

scheme used by the leadership is such that it pays a fixed amount of goods, M, , to all

individuals who work as laborers in period t and compensates managers depending on

their production level: a manager who produces output Yy, in period t receives

> It does not matter for our purposes whether a more egalitarian society was the leadership’s ultimate aim,
or simply a means by which to maintain political support.

® Given that there is no uncertainty in this model and the leadership is a benevolent planner, this
assumption is not restrictive. Roberts and Rodriguez (1997) state that savings in centrally planned
economies were mainly used “to finance the purchase of expensive consumer durables ... and ... goods
appearing unexpectedly on the market”, instead of a consumption smoothing device. Furthermore, any
savings were done through state banks, which distributed the capital among the state firms.

16



. — 7 . .
compensation m, =7,Y,.” Furthermore, we assume the existence of a perfect commitment

mechanism, so that the leadership cannot change previously announced policies.® Once
the compensation scheme is announced individuals make their occupational choices and
managers decide how much of each input to hire and how much time to spend in

lobbying activities.

3.1. Individuals’ decisions

Given our assumptions on borrowing and lending, individuals face a static occupational
decision every period. As in the decentralized economy, individuals who become
workers devote their unit of time to working as laborers. The problem of the managers is
more complicated than in the decentralized economy. In the centrally planned economy,
managers cannot rely on the market to obtain their inputs, and have to get them directly
from the leadership, through lobbying. The leadership cannot distinguish a manager’s
ability ex-ante and, thus, it holds a contest in which resources are distributed according to
the manager’s lobbying efficiency. Studies of management in the USSR during the
socialist period emphasize the procurement of inputs as the managers’ main worry. Two
features of the system contributed to this. First, the need of allocation orders in order to
be entitled to receive inputs. Berliner (1957) characterizes the procurement of these

documents as the focus of “much of the activity of management” (p.22). Allocation

" This compensation scheme would be optimal in a more generalized framework where the leadership
could not infer the manager’s ability. It ensures that individuals are going to reveal their true ability level,
that managers are going to maximize their production, and that only the most able individuals become
managers.

® It is well known that commitment is a problem in any framework that involves government policy in an
intertemporal setting. We make the assumption in order to avoid time-inconsistency problems. A possible
motivation is to assume that failure to deliver pre-announced compensations would cause revolt, potentially
leading to the fall of the government.
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orders were distributed according to the firm’s annual economic plan which, in turn, was
determined through a long bargaining process between managers and government
officials. According to Berliner (1999), during the months when the annual economic
plans were designed (the first three months of the year) managers “...descended on
Moscow in great profusion...working to ‘beat out’ more favorable conditions for their
enterprises. Management’s influence with ministry officials went a long way in getting
plan assignments and input authorizations that were favorable to the enterprise.” (p. 250).
Second, there was a “perpetual shortage of supplies” (Berliner 1957, p. 24) that implied
that even the possession of an allocation order did not guarantee that the inputs would be
delivered. Further bargaining and the “extensive use of personal influence” (Berliner
1976, p 72) was needed in order to ensure a flow of resources to a manager’s enterprise.

In our model, the lobbying efficiency of a manager depends on the fraction of the
time he spends lobbying, as well as on his ability, and on the total lobbying efficiency in
the economy. We assume that the more able managers are also better lobbyists, which
implies that the distribution of resources among managers in the centrally planned
economy is very similar to the one in the decentralized economy.’

Let z(a) be the fraction of the available capital and raw labor in a given period
obtained by a manager with ability level a, who spends 1—X of his time in lobbying

activities. Then:

(I-x)a
V b

z(a)= (25)

? A more general version of the model which distinguishes between managerial and lobbying abilities is
presented in the appendix.
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where V=N L (1—x(a))adG(a) is the total efficiency units of lobbying.lo Here we

assume that x(a)=1 for all laborers. A manager of ability a chooses a production effort

level X so as to maximize his utility, taking the compensation scheme as given. In our
set-up, this is equivalent to maximizing his production level. Formally, the manager

solves the maximization problem:
— -0 ab (1-a)@
max {M (xfa)™ [z (@)K ]”[z@)H,] } : (26)
where H, is the amount of labor available in the economy.

Using the expression for z(a) derived in (25) the manager’s problem becomes:

max Bax'~’(1-x,)’
% % % , (27)
st. 0<x <1

where B, =7, 40K H""? /v, . The solution to this problem is X, =1—6 forall t.
That is, the effort level devoted to production is homogeneous across managers and over
time. Therefore, the income received by a manager with ability a depends linearly on
his ability level and it is given by m,(a) = Ba(1-6)"’¢".

Given the compensation scheme designed by the leadership, there is also an
occupational threshold in the centrally planned economy, @, , so that all individuals with

ability levels above the threshold become managers. The threshold is determined by the
ability level that receives the same income in any of the two occupational choices, and it
is implicitly defined by the equation:

m =Ba(1-6)"6’. (28)

' This is a special case of the widely used ratio form of the contest success function. See Hirshleifer
(1989) and Baik (1998) for a comparison with other forms.
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Notice that since all managers choose to use the same fraction of time € in
lobbying activities, the fraction of resources that a manager of ability a obtains for
production is:

a

, 29
NM @) 2

Zt(a) =

which is linear in his ability level.
The output produced by a manager of ability a in period t can be written as a function

of aggregate variables in the following way:

ab g (1-a)8
KI H’(

y(@=4al-0)" 0" N’M @)’ (30)

where H, = NG(&) is constant over time. Using this expression we can rewrite (28) as

a m,N’
(M (51))6‘ - Z—_t(l _ 9)179(1794 KtaBH (1-a)8 *

€2))

Notice that under this distribution scheme the resources received by an entrepreneur of
ability a relative to the resources received by an entrepreneur of ability a’ as well as

their relative level of output satisfy y,(a)/y,(a")=z(a)/z,(a")=a/a’, which is exactly

the same ratio as in the decentralized economy. Therefore, the leadership in this
framework distributes resources among entrepreneurs efficiently: it does not value
relative entrepreneurial ability differently than the market. Redistribution in the centrally
planned economy takes place between workers and entrepreneurs, but not within
entrepreneurs. This result depends crucially on the fact that we do not distinguish
between managerial and lobbying abilities."" A more generalized framework that

allowed for these two abilities to differ would introduce a new inefficiency in the
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centrally planned economy: misallocation of resources across managers with different
managerial abilities. In particular, high ability managers with low lobbying skills would
receive less resources than in the efficient allocation. Recent literature suggests that this
misallocation of resources has potentially large effects on TFP (see, for instance, Hsieh
and Klenow 2007, Restuccia and Rogerson 2007, and the studies cited there in). For
simplicity, we abstract from this type of inefficiency in the paper and we outline a more

general framework in the last part of the appendix.

3.2. Leadership’s decisions

We model the leadership as a planner whose objective is to choose a compensation
—_ =) . . . . . .
scheme {M,,7, }t: , in order to maximize a social welfare function where each person is

given equal weight, regardless of their level of ability. Furthermore, we assume that the
leadership does not internalize the effect of lobbying on the growth of managerial

knowledge. That is, the leadership takes 4 as exogenously given.

The leadership’s social welfare function is:
w=N[ [Zio ,B‘u(ct(a))}dG(a), 32)

where C,(a) is the consumption level of an individual with ability a in period t, This

welfare function reflects our assumption of leadership that behaves as if it was
egalitarian, since it equally weights all individuals in the economy, independently of their

ability.

' We thank an anonymous referee for pointing this out to us.
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As we mentioned above, the leadership chooses a compensation scheme ¢, (a) =M,
for individuals who work as laborers, and c,(a) =7,y,(a) for individuals with ability a

who work as managers. In our set-up the leadership, by solving the manager’s problem,
can infer a manager’s ability from the amount of resources that he receives during the
lobbying process. Therefore, given that a manager’s output is linear with respect to his
ability level, our compensation scheme is equivalent to one in which a manager’s
compensation is a linear function of his revealed ability. Due to the fact that individuals
do not have incentives to misrepresent their ability, a manager’s compensation is a linear
function of his own ability. Let us redefine the compensation scheme as follows. The

leadership assigns resources M, (@) to an individual of ability a such that:

m, ifa<a

. = (33)
ra ifa>a

mt(a):{

where @, is the threshold that separates managers from workers, m, = m,, and
7, =TA401-0)" 0" (KIH" [N’M(&)"). Using this simplification we can write the

leadership’s problem as:

max IsiﬂtNu(mt(a))dG(a)

me, 7, Ky
st
N[mG(@)+7M@)]+K,, ~(1-0)K, =Y, (34)
Y, =40~ 49)1’9 /7N M (@, )1’9 Kt"“gHt“"")g
H, =NG(aq)
a=m/z,.

Notice that in this set-up the leadership does not sort out people into workers and

managers. The leadership, though, takes into account that people’s occupational
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decisions are determined by the payoff scheme that it implements, as stated by the last

constraint. The objective function in the problem above can, then, be written as:

max » " AN [u(mt)G(a_t) + jg u(rta)dG(a)} : (35)

M7, Ke
Let ¢, be the Lagrange multiplier for the period-t resource constraint equation. The first

order conditions for the problem in (34) are:

plaums@)+ [ vraade |
Gt = J— —— ) (36)
aG@E) +M(3)

ﬁtNu%mt)G(a)—g{NG(a)—g(w[9(1‘“)—(1—9>Lﬂ=0, (37)

7y G@) M@&)
St stapteL (38)
Stsl t+1

which together with the leadership’s budget constraint in (34), the relationship
a, =M, / 7, and the equation for the evolution of the factor A, , characterize the solution
to the leadership’s problem.

The next proposition compares the equilibrium threshold levels of the decentralized
and the centrally planned economies, a and &, respectively. It states that at any point in
time the threshold level for the centrally planned economy is higher than the threshold
level in the decentralized economy, indicating that the centrally planned economy has
fewer managers than the decentralized economy.

Proposition 3: Let {El} denote the sequence of equilibrium threshold levels of the

centrally planned economy and & be the equilibrium threshold level of the decentralized

economy. Then & >4.
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The proof relies on the fact that the term in parentheses in equation (37) is decreasing and

it is equal to zero for & =4a. The combination of the first two terms in the equation is
positive for all @ <&. Therefore, if there is a solution to the equation, it has to satisfy

&, > a. The details of the proof are in the Appendix.

3.3. Balanced growth in the centrally planned economy

The balanced growth assumption implies that the technology level grows at a constant

rate A, = y(1-0)(M (@)— u. All other variables grow at the rate 7, = (1+ 4,)""™ —1."

The long run growth rate of the centrally planned economy differs from the growth rate
of the decentralized economy in two aspects: a new term, 1 -6, and a different threshold
level a. The former is linked to the fact that entrepreneurs need to spend a fraction of
their time lobbying for resources (the “lobbying effect), while the latter is driven by the
differences between compensation schemes in both economies (the “redistribution
effect”). Both differences produce a lower growth rate in the centrally planned economy.
In the next section we address the question of isolating these two effects. We construct a
“weighted centrally planned economy” that does not have a redistribution effect and,
therefore, all its differences from the decentralized economy are attributed to the
lobbying effect. The main intuition for this construction comes from the fact that the

occupational threshold a is directly linked to the weight that the leadership gives to

12 Given the constant elasticity of substitution assumption in utility, the conditions that characterize
equilibrium are consistent with the balanced growth assumptions.
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individuals of different ability. Therefore, the key is to find a suitable set of weights for

which in equilibrium m, /7, =4a.

3.4. A weighted centrally planned economy

Let us consider a version of the centrally planned economy where the leadership weights
individuals differently depending on their abilities. Let ¢(a) denote the weight that the
leadership gives to an individual with entrepreneurial ability a. The welfare function

that the leadership faces is now:
w=N[ [gp(a)zzo Al (ct(a))} dG(a).
Conditions (36) and (37) now become:

plavmf,  p@de(@+ |, pau(zaade() | N
" aG@)+M@) ’ )

N 9@, (00-a) 3
N dG(a)—-¢, | NG - —-(1-0 =0.40
ANV, p(2)dG(@) g{ @)= (G@ ( )M@ﬂ (40)

The two previous equations show that the thresholds @, are directly linked to the weights
given to each individual by the leadership. Intuitively, the higher the weight given to low
ability individuals, the higher the compensation level given to workers and, therefore, the
higher the threshold values &, . By changing the weights that the planner assigns to
people with different abilities, we can obtain different threshold values. The next
proposition derives a set of weights under which the threshold values of the centrally

planned economy coincide with the threshold value of the decentralized economy. Under

this specific set of weights, the leadership’s distribution scheme mimics the equilibrium
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distribution of income of a modified decentralized economy with efficiency
parameter?: (1-6)¢ . In this case, the only difference between the two economies

comes from the reversion of productive time towards lobbying that managers have to

incur in the centrally planned economy, thus isolating the lobbying effect.

Proposition 4: Consider a modified decentralized economy where one unit of
entrepreneurial time translates into 7= (1-6)¢ efficiency units of managerial effort. Let
v denote a generic variable from the balanced growth path equilibrium of such
economy. Let ¢, and M, be, respectively, the average consumption and the average
income per person in such equilibrium. Let 7 =w,¢,/aM, and m=w, and define the
weights (a) as:

/u(m=¢g, fora<a
1/u'(ra)  fora>a.

ﬂ@z{

Then the balanced growth path of the centrally planned economy with weights ¢(a)

coincides with the balanced growth path of the modified decentralized economy.

Notice that since u”" <0, ¢, <¢(a) forall a>a. That is, in such an environment the

planner has to give higher weights to managers with higher ability levels. Any set of

weights that is more redistributive implies a higher threshold level, &, .

4. Simulations
In this section we parameterize the economy and solve for its balanced growth path under

three scenarios: a decentralized economy, a centrally planned economy, and a weighted
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centrally planned economy where the planner uses the weights described in proposition 4.
The latter scenario is introduced in order to isolate the lobbying effect.

In order to parameterize the model, we need to choose a functional form for the
distribution of abilities across the population. We assume that ability levels follow a
Pareto distribution. We pick a Pareto distribution because it has the desirable property
that the income distribution for entrepreneurs implied by the model is also Pareto.
Furthermore, the existing literature reports that a Pareto distribution is a good
approximation for the upper tail of the distribution of income (see for instance Levy,
2003 and Steindl, 1965). Given that in our model all workers earn the same labor
income, we believe this is a reasonable distribution to consider. The Pareto distribution

has two parameters: a location parameter, a, , that determines the lowest value with a

positive probability of occurring and a shape parameter, S, that determines the thickness
of the tail of the distribution. The density function is given by:

0 ax<a,
g(a) = sal : (41)
>

S+1

a

We take the support of abilities to be S = [l,oo) , which implies that a, =1.

Detailed and accurate data on centrally planned economies are hard to obtain.
Therefore, we consider parameter values so that the balanced growth path of the
decentralized economy matches long-run trends for the U.S. economy. We normalize

¢ =1. We choose a discount factor £ =.95, intertemporal elasticity of substitution of

1.25, which implies o =.2, and a depreciation rate of 6 percent, all in line with existing
literature. The rest of the parameters are jointly chosen in order to match the following

long-run features of the U.S. economy: a growth rate of output per working-age person of
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2 percent (77 =.02), a capital share of income of 1/3, a share of employment in

entrepreneurial activities of 20 percent and a Gini coefficient for the distribution of
earnings of .35. 1 Table 2 presents the list of parameters and their corresponding values.
The Appendix shows in more detail the relationship between the data and the parameters.
Given the model’s parameterization, the distribution of abilities is plotted in Figure 1.
Table 3 presents the results of the simulations. The first two columns present the
balanced growth path values for the decentralized and centrally planned economies.
Values for the weighted centrally planned economy are in the third column. The
variables for the decentralized economy are listed only for informational purposes, since
we have parameterized the model so that the decentralized economy matched the data
perfectly in all the reported dimensions. From Table 3 we observe that the market
economy has higher TFP and GDP growth than the centrally planned economy, with
differences on the order of 4. The lower growth of the centrally planned economy comes
from two sources: first, the reduction in the time that each entrepreneur spends in
entrepreneurial activities, due to the need to spend time lobbying for resources; and,
second, the incentives from greater redistribution that result from treating all individuals
equally. We can derive the magnitude of the lobbying effect by comparing these
economies with the weighted centrally planned economy (column 3). We observe that the
reduction in the time spent in entrepreneurial abilities is responsible for 87 percent of the
difference in output growth between the decentralized and the centrally planned

economies. Only 13 percent of the difference is due to the change in the fraction of

1 We adjust the Gini coefficient for household labor earnings in Diaz-Giménez et al. (1997) to a model
where the first 80 percent of the population (workers) are identical. The resulting value is .46. We further
adjust this coefficient downwards in order to get an estimate of the Gini coefficient for individual labor
earnings.
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entrepreneurs in the economy caused by the fact that the centralized economy is a more
egalitarian regime. This implies that the inefficiencies associated with the time spent in
lobbying activities are responsible for most of the differences in TFP and GDP growth
between our decentralized and centrally planned economies. The lower time spent by
managers in productive activities reduces their contribution to the stock of managerial
knowledge and, therefore, it reduces growth rates. Regarding differences in labor
earnings’ inequality, the Gini coefficients for the decentralized and the weighted centrally
planned economies are the same. Therefore, all the reduction in inequality is driven by
the leadership’s allocation of income across ability levels. Lorenz curves representing
the distribution of labor earnings are depicted in Figure 2.

Income Gini coefficients for a large number of countries are reported by Deininger
and Squire (1996)." Our results are consistent with their observation of lower Gini
coefficients in Eastern European countries compared to the U.S. (.26 versus .35 in the
U.S.). Regarding magnitudes, the Gini coefficients in our simulations are smaller than
the ones reported by Deininger and Squire (1996). In the context of our framework, this
may be an indication that the leadership of actual centrally planned economies did not
behave according to a completely egalitarian welfare function.

Notice also that the capital-output ratio is higher in the centrally planned economy, as
the planner supplements the lower productivity with higher levels of capital. This result
is also consistent with evidence from socialist economies.

In this exercise we have parameterized the economy using US data and assuming that

there is no redistribution of earnings in the decentralized economy. In doing this we are

' Diaz-Giménea et al. (1997) report a high correlation between labor earnings and income, with the
distribution of labor earnings being more unequal than the distribution of income.
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underestimating the dispersion of the distribution of abilities, since redistribution
schemes reduce the Gini coefficient.”” In the next section we address this issue by
performing a sensitivity analysis exercise on the shape parameter s of the Pareto

distribution, which determines the dispersion of the distribution.

4.1. Sensitivity analysis

The most important free parameter in our parameterization exercise is the parameter u
that appears in the law of motion of the stock of managerial knowledge 4, and that
specifies the depreciation of managerial knowledge: 4., — 4, = 4, (ﬂ M(&)- ,u) .

Table 4 presents the TFP and GDP growth rates as well as the Gini coefficient for the
centrally planned economy under different values of the parameter 4. Since u is
calibrated jointly with other parameters, changing x implies a recalibration of the whole

set of parameters in order for the decentralized economy to match the long-run trends of
the U.S. economy. Given that the decentralized economy is calibrated to match U.S.

trends, the values of these variables will not change with a change in x, and are the same
as in Table 3. We observe that the TFP growth rate for the centrally planned economy
decreases as u increases, and it becomes negative for slightly positive values of x . In
particular, for slightly positive values of x long run TFP and GDP growth rates become
negative. Convergence to such growth rates is not sustainable, which is a possible
explanation of the reason why centrally planned regimes have been abandoned by most

countries.

!5 We thank an anonymous referee for making this suggestion to us.
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Another important parameter of the model is the shape parameter s, which determines
the dispersion of the distribution of abilities. A higher dispersion of abilities makes
redistribution more important, since it increases the difference between the ability
thresholds in both economies (& and & ). In order to understand the quantitative effects
of this parameter, we reparameterize the model using a shape parameter of 1.2 and 1.1
(compared to the 1.35 used in the original parameterization), which imply Gini
coefficients on labor earnings of .49 and .79 respectively (40 and 125 percent higher than
in the original parameterization). We obtain that the time spent in lobbying changes to
60 and 51 percent respectively, with the lobbying effect being responsible for 83 and 79
percent (respectively ) of the decrease in output. We observe that these numbers, even

though they are smaller than the original ones, are still in the 80 percent range.

5. Conclusion
In this paper we present a framework for comparing decentralized and centrally planned
economies and we use it to analyze the different long-run economic performance of the
two types of regimes. In our framework, the long-run growth rates of output and
productivity are determined by the growth of the stock of managerial knowledge, which
in turn depends on the share of the population involved in entrepreneurial activities and
on the time that they spend in those activities.

We analyze the effect of two characteristics of centrally planned economies on their
growth performance. First, in centrally planned economies factors of production are

distributed by the leadership to the firms’ managers through a contest that uses up some
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of the managers’ productive effort. Second, the leadership is egalitarian, in the sense that
it treats individuals with different abilities equally. We show that these two features
reduce the fraction of people becoming entrepreneurs/managers, as well as their
entrepreneurial effort which, in turn, reduces long-run output and TFP growth. Our
model also predicts that the centrally planned economies should have lower income
inequality and slightly higher capital-output ratios, both features consistent with the
experiences of these regimes.

We also analyze the effect on economic performance of each of these two
characteristics separately. We find that the reduction in entrepreneurial effort accounts
for about 85 percent of the decrease in long-run growth rates, whereas the egalitarian
leadership accounts for the difference in income inequality between both regimes.

In this paper we take the stand that entrepreneurial/managerial activity is essential for
long-run economic growth. By reducing entrepreneurial effort in their countries and
closing themselves off to new ideas and technologies developed in market-oriented
economies, centrally planned economies seriously impaired their ability to sustain long-
run growth, contributing perhaps to their regimes’ eventual collapse.

The framework developed in this paper is quite general and can be used to analyze
issues of economic growth other than those considered here. Our framework introduces a
channel through which entrepreneurial activity has long-run economic effects that could
be used, for example, to study the growth effects of policies that affect entrepreneurial
incentives, such as industrial regulation and taxation.

This paper is about long-run trends. Two important issues regarding transitions are not

analyzed there. First, we do not explain the transition from high growth rates of output
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and TFP in the 1960s to increasingly lower growth rates in the 1970s and 1980s
experienced by centrally planned economies. Inefficiencies built into the system that did
not allow for the implementation of new ideas that naturally come with free markets and
competition are probably crucial to this evolution. Papers like Atkeson and Kehoe (1995)
and Chu (2001) introduce such inefficiencies in decentralized economies. Similar
techniques could be used in this framework. Second, our paper does not address the issue
of transitioning from one economic regime to the other. This is the subject of further

research.
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APPENDIX

1. Characterization of equilibrium of the decentralized economy

In this section of the appendix we list the equations that characterize the equilibrium of a
decentralized economy where entrepreneurs spend a fraction x €[0,1] in productive

activities and with an initial distribution of capital stocks {k,(a)}, for a€S.

First order conditions for entrepreneurs:

K(a)=—2-" (42)
l-ar,
o g 1(1=6)
A, = {g(ﬁ] (1__“} ] (43)
I Wi
n(a)= éa%ﬂﬁ““”x{“m, aes, (44)
k.(a)=ral' "k A, ac§, (45)
y,(@)=rai’ " Af, aes, (46)
z(@)=(1-0)y,(a), aes, (47)

Individual with ability & is indifferent between being an entrepreneur and a worker:

aG() _6(1-a)

» (43)
M@E) (1-0)
First order conditions for the consumer:
Ct (a) _ [ﬂ(l N rb ):|1/(0'—1) a4 S (49)
CH] (a) t+1 >
R =r-6 (50)
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m,(a)= max{wt,ﬁt(a)} , aesS
Consumer’s budget constraint:
c.(a)+b, (@) =m(a)+(1+r’)b(a), aeS
Aggregate variables:

M (&)= [, adG(a)

K. =N k(2)dG(@) =Nk “AM (&)

L =N L n(a)dG(a) = %M”“-%;“Atm (&)

Y, =N, y(@)dG(@) =Nz AIM (&)

Feasibility conditions:
NG(&) =L,
N L b(2)dG(a) = K,

N L [c.(a)+b,,(a)-(1-5)b,(a)]dG(a) =Y,

Evolution of the stock of knowledge:
Ao~

T=7€M(<’i)—ﬂ

2. Characterization of equilibrium of the centrally planned economy

(1)

(52)

(53)

(54)

(55)

(56)

(57)

(58)

(59)

(60)

In this section of the appendix we list the equations that characterize the equilibrium of a

weighted centrally planned economy with an initial distribution of capital stocks {ko (a)} ,
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and individual weights ¢(a), for a€S. By setting ¢(a)=1 for ae S we obtain the

equations that characterize the centrally planned economy.

From the first order conditions for the planner’s problem:

Ny 9@, (00-a) 3
N _p(a)dG(a)—¢,| NG(a)- L _(1-6)—=2—||=0 (61
ANUM)] p(2)dG(a) g{ @)-=" (G(aT) ( )M(at)ﬂ (61)

paumf,  p@do@+ [, @ raade |

G = - = (62)
‘ aG(@)+M (@)
LIRS PR (63)
gt+1 t+1
Feasibility conditions:
N[th(a[)"‘TtM(a[)]"'Km_(1_5)K1:Yt (64)
Yt — /1[ (1 _ 9)179 gl*HN 170M ('avT )179 Ktaé’Ht(lfa)H (65)
H =NG@) (66)
Individuals of type &, are indifferent between being managers or workers
a=m/r, (67)
Evolution of the stock of knowledge:
//{‘(+1 — /’i‘t —_
S 7(1- H)EL adG(a)— u (68)
Individual variables:
B B K(ZG H (1-a)@
y, (@)= Aal-6)"’¢ gNt"M—Eat)H’ aes, (69)
m, ifa<a
m(a) = o > Q€S (70)
ra ifa>a
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c(@)=my(a), ae$S (71)

3. Proofs of the propositions
Proof of proposition 2. Assume that we have an equilibrium of the decentralized
economy. Define an equilibrium of the economy with a representative consumer in the

following way (here v represents a generic variable of the economy with a representative
consumer): €, = L c,(a)dG(a), m, =L m,(a)dG(a), b, = L b(a)dG(a), K, =K,, [, =L,,

s sb _ b N Ao 5
f=r, B =1 W=w, &=k, 4=4.

It is easy to see that with these definitions the feasibility conditions and the first order
conditions for the consumer are satisfied. Define A = ZA.IEN "M (&)’ and H, = L. The

first order conditions for the single producer are:

If.\.t — aeA Ktaﬁ—lHt(l—a)H
W, = (1-a)AK@H 0,

which are satisfied, given (41), (42), and (54). =

Proof of proposition 3: The proof is by contradiction. Assume first that & <da. The

term in brackets in equation (60) is strictly decreasing and equal to zero at & . Therefore,

it is positive at &, . Therefore, since equation (60) is satisfied at @, , it has to be the case
that B'u’'(m,)—¢, <0. Using (61) this implies that
u'(m)M(T) < j§ u'(r,2)adG(a).

But:

39



[ v(zajpde(@) = |, u’(% a)adG(a) <u(MM @), ,

where the last inequality holds since U’ is strictly decreasing and a>a forall aeS,.
This contradicts the previous inequality.

Assume now that @ =a. The term in brackets in (60) is then zero. Therefore, it has to

be the case that u'(m,)M(a,) = L, u'(r,a)adG(a). Following the same argument above,

this is only true if S, = {5[} , that is, if the distribution of abilities among entrepreneurs is

degenerate. Given our assumptions on the distribution of abilities, this cannot be the

casc.m

Proof of proposition 4: The key of the proof'is to find a distribution of capital across
ability levels for which consumption is the same for all workers and is linear in ability for
all entrepreneurs. Let v be a generic equilibrium price or aggregate variable for a

balanced growth path of the representative version of the model economy with

7=(1-0)¢. Define a=4, and B =4aG(d)+M (d). Define:

=
Il

W |
()
(=)

and

7 =ma
It is easy to see that with these definitions all the conditions for the equilibrium of the
centrally planned economy are satisfied. Furthermore, the disaggregated consumption

levels:
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ra a=4a
G (@)= m a<a

are initial consumption levels corresponding to a balanced growth path of the

decentralized economy with distribution of capital:

QD
\Y]
Qn

k0 (@)=

w| o oo
QD
IA
n

4. Parameterization: relationship between data and parameter values

Parameters S, 0, a,, ¢, o, and u are exogenously given. In order to pin down the

other parameters of the model we use the following algorithm:

e Pick a value for s

e Get &8 by setting G(8) =.8, which is consistent with a 20 percent of the population
being entrepreneurs, in the Pareto distribution.

e QGet @ using equation (47)

aG(a)

- Compute B = —
M (@)

- Set n=ad, the capital share, to 1/3

- Solve for 8 in equation (47)

Get y from equation (59)

- Set the growth rate of output to 2 percent

- Solve for ¥ in equation (59)

Find the Gini coefficient implied by the decentralized economy, g
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e Adjust the parameter S until the Gini coefficient is equal to .35

5. General framework with distinct managerial and lobbying abilities

Consider a generalized version of the model where individuals are characterized by a pair
(a,a,) € S x§, representing, respectively, their managerial and lobbying abilities. Let
G(a,q,) be the joint distribution function of both types of abilities, with support S xS, .
The decentralized economy behaves in the same way as in the simple model, since there
is no value to lobbying.

In the centrally planned economy, the quantity of resources that an entrepreneur receives
from the leadership depends only on his lobbying ability (and not on his managerial
ability). Equation (25) becomes:

Z(a,al) :M

where v = NL S (1-x(a,a))a,dG(a,a,) is the total efficiency units of lobbying. As in
x|

the simple version of the model, all managers devote the same amount of time,

X(a,a,) =1-86, to productive activities.

An individual (a,a,) who chooses to be a manager produces output

B alfaae
Y (a,8)=—"——"

t

where I_S,t =207 (1-0)9°K“OH -7
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Notice that y,(a,a,)/y,(a’,a))=a'’a/ /((a')lf‘g a )H) is different from a/a’ as long as
a, /a #a/a'. Therefore, unless there is perfect correlation between both abilities, the

allocation of resources across managers in the centralized economy is not efficient.
An individual with abilities (a,a,) becomes a manager if 7,y,(a,a,) > m,, or:

0
Vi

_ mt
=——7>
7.Ba

which defines a threshold function a(a,) Assume that the distribution scheme given by

the leadership has the same structure as in the simple model:

m ifa<a(q)

mt(a’al)z{ t

7.y,(a,q) ifa>a()’

which can be written as:

m(a.a)= m, ifa<a(q)
ST | raa ifa>a(a)

The leadership’s problem becomes:

max LXS i A'Nu(m,(a,a,))dG(a,a,)

M, %Ki

St.
N[mG, +7M, ]+ K., (1=K, =Y,
Y, = A0-0)"° GHEI*QLVIII—H KoOH (0

Vi

H, = NG,

- 1(1-6) _ —p/(1-0
at(al):(mt/rt) q =0

where
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G = LI IS\Q(a,)dG(a’ )

M, =L| J'gt(al)a“"a{’dG(a, a)
S(a)={aeSlaza(a)|
This problem is more complicated to solve than the one described in the paper, since it
involves solving for a managerial ability threshold function (each level of lobbying
ability has a different managerial threshold).
In order to illustrate how the solution to this more general problem may differ from
the case where we do not distinguish between managerial and lobbying ability, consider

an extreme example where all individuals have the same lobbying ability, a =1. In this

case all managers will receive the same share of endowments, z=6/v’. In this
example, the managers are still the individuals with the highest managerial ability. Table
5 compares the results of this new version of the model with the ones in table 3 (keeping
the parameter values unchanged). Notice that the centrally planned economy with
constant lobbying ability has higher TFP and output growth than the centrally planned
economy with proportional lobbying ability. This result is surprising at first glance, since
conventional wisdom would suggest that adding another distortion should further worsen
the economy. Two offsetting factors are at play here: first, resources are not distributed
efficiently across managers, having a negative effect on growth. Second, the egalitarian
distribution of resources increases the fraction of managers in the economy, increasing

managerial activity and having a positive effect on growth.'®

' Since resources are not tied to managerial ability, less able individuals are able to become managers
given that they receive a higher fraction of resources than they would if resources were linked to
managerial ability.
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The Gini coefficient is significantly lower than in the original economy, driven mainly
by the fact that income across managers is now more equal. Given that in the centrally
planned economy with identical lobbying ability the leadership does not distribute
resources efficiently among entrepreneurs, proposition 4 does not hold and it is not
straight forward to separate the effects of lobbying from the other inefficiencies in this
economy. The inefficiencies in this centralized economy have big growth effects: even
though the proportion of managers is closer to that of the decentralized economy
(managerial activity does not decrease a lot), its output and TFP growth rates are much
lower, and quite similar to the ones in the centrally-planned economy with proportional

lobbying ability.
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Table 1 — Growth Rates of Real per Capita Output

(percent)
1950-60 1960-70 1970-80 1980-88
USSR, GNP! 5.7 3.9 3.6 1.2
USSR, NMP 8.2 6.3 4.6 2.8
Czechoslovakia, Hungary,
Poland & Yugoslavia, NMP? 6.4 4.8 45 0.9
Cuba, GMP? 0.7 5.2 2.7
USA, GDP* 1.7 2.9 2.1 2.5

! GNP and NMP growth rates from Easterly and Fisher (1995), population growth rates

calculated from data in Mitchell (1992). Last period covers 1980-87.

2 Based on calculations from data in Mitchell (1992). Average growth rates are

unweighted.

® GMP is Gross Material Product. Madrid-Aris (1997).

* Bureau of Economic Analysis.

Table 2. Parameter values
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Table 3. Balanced growth path comparisons

Weighted
Decentralized | Centrally planned | Centrally planned
TFP growth (%) 1.3 31 44
output growth (%) 2 46 .66
Capital/output 2.55 2.83 2.79
Entrepreneurs (%) 20 5 20
Gini earnings .35 13 35
Lobbying time (%) 0 67 67
Table 4. Sensitivity analysis, parameter .
1=0 1=0.005 1=0.01

TFP growth (%) 31 -.08 -47

GDP growth (%) 46 -12 -7

entrepreneurs (%) 5 5 5

Gini 124 123 122




Table Al. Balanced growth path comparisons

Decentralized

Centrally planned
(proportional
lobbying ability)

Centrally planned
(constant lobbying ability)

TFP growth (%) 1.3 31 4
output growth (%) 2 46 .6
Capital/output 2.55 2.83 2.8
Entrepreneurs (%) 20 5 15
Gini earnings .35 13 .04
Lobbying time (%) 0 67 67
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