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Well-intended Policies

� A well-known quantitative literature emphasizes the importance of resource misallocation
across heterogeneous producers for explaining large di¤erences in TFP across crountries.

� They study the origins of these distortions, which are the macroeconomic unintended conse-
quences of well-intended, industrial policies.

� Broadly speaking, the basic mechanism they study is the following: market failure gives room
for policy intervention, but even if policies are well-intended (think of a benevolent planner),
their long-run consequences could be harmful because they are di¢ cult to alter once in place.

� Actually, even considering short-run bene�ts, the policy could be harmful for the economy
overall.

� So, one of the questions this paper leaves unanswered is how is this kind of policies adopted
in the �rst place!

� Japan and Korea are examples of this mechanism: in the 60 � 700s government launched
industrial policies targeted to big and productive conglomerates, but in the 80 � 900s these
places were still receiving support even if they had lost their big potential.

� The model
Dicrete time, in�nite-horizon, small open economy.

Populated by a measure�1 of heterogeneous agents. They di¤er in their entrepreneurial
ability or ideas, z:

In each period, each agents decides whether to be a worker or an entrepreneur.

Standard preferences:
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z � 1 is drawn from a Pareto distribution with tail parameter �; and ideas survive to the next
period with probability : A new z is in that case drawn.

Imperfect credit markets: entrepreneurs who borrow capital from �nancial intermediaries can
renege to pay back (R = r + �), and they can still keep a fraction 1 � � of undepreciated
borrowed capital and after-tax revenue net of labor payments.

� = 1 is perfect credit markets, an � = 0 is economy with no credit market.

This leads to a incentive compatibility constraint, that yields a maximum amount of capital
that the entrepreneur will be willing to pay back, k
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Resource misallocation: the imperfect enforceability of �nancial contracts leads to an
endogenous collateral constraint; so there will be very skilled but poor entrepreneurs who
cannot access capital markets, while some unproductive but rich entrepreneurs can.

Government intervention: The imperfection in credit markets leads to capital misallocation,
so there is room for policy intervention.

Government will subsidize capital to targeted entrepreneurs, and will tax the remaining en-
trepreneurs on their output.

In particular government provides �i units of capital to entrepreneur i at no cost (borrowing
from the �nancial intermediaries).

Policies are permanent, cannot be altered once in place.

Worker�s value function:
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Entrepreneur�s value function:
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� The Key Ingredients:
Producer�s productivity follows a mean-reverting stochastic process.

Financial frictions cause misallocation, providing rationale for intervention.

Policy intertia.

� Calibration

� Impact of industrial policies (unexpected shock)
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� Government targets a fraction � = 0:01 of the population for the subsidy. Those who can
boost output the most.

� �i = � and � i = � 8i: They �x � and calibrate r = 0:04 and make � satisfy the gov�s
intertemporal budget constraint. � = 17 (in the new steady state the subsidy is 7% of GDP).

� Describe e¤ect on GDP and TFP RELATIVE TO NON-INTERVENTION CASE.

� EMP FACT 1 : Helps explaining the fact that many developing countries experience tem-
porary growth miracles followed by failures at a frequency of about ten years.
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� Left panel: both normalized by av. entrep. ability in old SS.

� Describe correlation of subsidies and taxes with productivity in the long-run.
As time goes on, the productivity of the subsidized individuals gradually reverts to the mean.
In the new steady state, the majority of high-z individuals are not subsidized but taxed, and,
because of the revenue tax � they face �nancial constraints that are more stringent than in
the initial steady state. At the same time, the subsidies prop up those with low productivity,
who would have exited without the subsidy. The endogenous positive correlation between
idiosyncratic distortions and zi coming from the �nancial frictions is now further strengthened
by the presence of subsidized low-z entrepreneurs, who would exit without the subsidy.

� Policies cause idiosyncratic distortions:
Because of mean-reversion, in the stationary equilibrium, credit subsidies are negatively cor-
related with the productivity of individuals who choose to be active entrepreneurs, because
of distorted entry decisions. Similarly, taxes are positively correlated with the productivities
of active entrepreneurs.

� EMP FACT 2 : Idiosyncratic distortions a¤ect productive entrepreneurs disproportionately
more (Restuccia and Rogerson, 2008).
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� Stochatic expiration

� Conclusion: industrial policies should be carefully disigned in order to re-optimize.
Either government keeping ties with private sector and continually renegotiating policies and
updating information or

Make it contingent on productivity of entrepreneurs. E.g., export promotion policies, where
most productive �rms are naturally targeted by self-selection.
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