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CHAPTER 12 Government

12.1 | Defining Government’s Proper Role
in the Economy

The question of government’s proper role in encouraging growth is one of the
oldest in economics. It was a primary concern of Adam Smith in The Wealth of
Nations. The proposed answers have ranged from a vision of minimal govern-
ment interference (laissez-faire) to complete government ownership of the
means of production.

The Case for Government Intervention in the Economy

The starting point for most analyses of government intervention in the econ-
omy is market failure, the idea that in some circumstances unfettered markets
will not produce an efficient outcome. Although market failure can take many
forms, we focus here on four types: public goods, externalities, monopoly, and
coordination failure.

The simplest form of market failure occurs when there are particular goods,
called public goods, that the private market cannot supply—most commonly
because there is no practical way to charge those who benefit from the use of such
goods. The classic example of a public good is national defense. Other public goods
that are relevant for determining economic growth include the rule of law (which
we consider in Section 12.2), infrastructure such as airports and highways, the
standardization of weights and measures, and a stable currency.

A second reason for government intervention in the economy is
externalities: the incidental results of some economic activity that affect people
who do not control the activity and are not intentionally served by it. In
Chapter 8, we already saw an example of government policy motivated by exter-
nalities: The creation of a new technology often involves large externality bene-
fits to people other than the inventor. Because the inventor does not take these
positive externalities into account—and instead compares only her private bene-
fit from making an invention to her cost in creating it—the amount of inven-
tion is naturally lower than the socially optimal amount. Such positive
externalities are the reason that governments play a role in supporting R&D
through both direct spending and patent protections that raise the fraction of
an invention’s social benefits received by the inventor. A second example of a
policy that is motivated by externalities is education. When a person chooses
how much education to pursue, he weighs the private costs of an education
against the benefits that he will receive. But it is often argued that education
provides benefits to society beyond those that the individual receives: An edu-
cated person helps improve the quality of life of those around him. Because
people ignore these external benefits, the quantity of education that individuals
will decide on for themselves will be lower than the socially optimal amount, so
the government has a role to play in encouraging education. Similarly, in the
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case of negative externalities, such as pollution, a private firm will tend to
produce more than the socially optimal quantities. Government regulation is
required to limit this externality. ‘
A third form of market failure that can motivate government economic
policy is the existence of monopolies, single firms that are the sok'e sgppl%ers ofa
particular commodity. An industry such as electricity transmission is often
viewed as a natural monopoly because it would be impractical for several compa-
nies to string electric wire to every house. In such a case, there is a ro%e for
government regulation to prevent the monopolist from charging an inefficiently
high price. ‘
The private market can also potentially fail in cases requiring the coordination
of activities by many firms or many people. Some potential coordination
failures—and the need for a government to correct them—are obvious. It is useful
for everyone to drive on the same side of the road, and even the most diehard free
marketer would have little objection to letting the government announce which
side it should be. But coordination failure may also be more subtle. Consider a case

where firms are reluctant to invest in one industry—say, a bicycle factory— -

because they fear there will be no raw materials for them to purchase, while firms
are reluctant to invest in a second industry—say, steel production—because they
fear there will be no market for their output. It is often argued that in such cases,
government planning can break the logjam and further the process of economic
development.

Despite its prominence in this discussion, market failure is not the only
reason that governments become involved in the economy. Another motivation
for government to take a hand in economic matters concerns not the total
quantity of output but rather the way that output is distributed among the
citizens of a country. Governments may view income redistribution—the
transfer of income from rich to poor, from working-age adults to the elderly, or
from the general populatlon to members of some favored group—as one
of their proper roles.

The Case Against Government Interventlon
in the Economy

Few economists would argue that there should be no government intervention in
the economy. Rather, it is a question of degree. For many economists, the reasons
for government intervention are not sufficient to justify the degree of interventlgn
that we observe. As a result, they argue, government intervention, at the margin,
reduces economic welfare.

The case against government intervention starts with the observatif)n the?t,
although proper government policy can theoretically fix any market failure, in
practice it often fails to achieve its goals. When government trie§ to t.al.<e the
place of private firms, the resulting enterprises tend to operate inefficiently

343




344

CHAPTER 12 Government

because they lack the incentives (specifically, profit) that motivate private firms.
Similarly, in cases where industries are regulated as natural monopolies,
often such regulation effectively preserves the absence of competition. In
general, the success of any government intervention depends crucially on the
ability and the honesty of the officials entrusted to carry it out. When these
qualities are lacking, the resulting government failure can be worse than any
market failure that government policy was designed to correct. Recognizing the
difficulty that governments have when they try to intervene in the economy
suggests that, whenever possible, the role of government should be defined as
narrowly as possible. , .

Critics also argue that many fewer market failures exist than the proponents
of activist government policy believe. In the case of public goods, the debate cen-
ters on the question of whether some of the goods that governments supply could
have been supplied privately if government had not taken over.their provision. In
much of the world, functions previously performed by the government are being
privatized, that is, handed over to the private sector. In various countries, priva-
tized activities have included the building of roads and telephone networks and
the operation of jails. A parallel trend has been the deregulation of industries
(removing them from government supervision). In the United States, for exam-
Ple, the deregulation of telephones, airlines, and trucking led to steep declines in
the prices paid by consumers.

The issue of income redistribution presents some of the most difficult ques-
tions regarding the proper role of government. For other issues, the costs and
benefits of intervention can be measured in the same terms—for example, the
inefficiency of monopoly versus the inefficiency of government regulation. In
the case of income redistribution, however, the benefits of such a policy (a
greater degree of equality) are of a different nature than the costs of the policy (a
lower degree of efficiency). This so-called equity-efficiency trade-off will be at
the heart of our examination of income inequality in Chapter 13. However, crit-
ics of big government point out that much of the income that governments
redistribute does not flow from rich to poor. Rather, it is redistributed among
people in the same income groups, who are at different stages of their life cycles,
as when taxes are taken from working-age adults and transfers are paid to the
elderly. Critics argue that these redistributions have a large effect on the effi-
ciency with which the economy operates (for reasons that we consider below)
but do little or nothing to improve equity.

Swings of the Pendulum

While there has never been a consensus about government’s proper role in the
economy, either among economists or among those who govern, the 20th
century saw two broad swings of the pendulum in the intellectual analysis and
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the practice of government intervention. Beginning around World W'ar I, the
idea that the government could play a decisive, active role in furthering eco-
nomic development gained ground throughout the world. ’J?he most extreme
example is the Soviet Union, where a series of Five Year Plans, 1r.1clud1ng govern-
ment ownership of factories and forced collectivization of agriculture, sparkgd
impressive economic growth during the 1920s and }9305. The economic
collapse of the Great Depression, which seemed to be evidence of coc?rdll}atlon
failure on a massive scale, inspired forceful government interventhn in the
workings of the economy. The fascist states of Germany and Italy 1mpos§d
strong controls over the market, with the apparent result that these countries
were able to shake off the effects of the Depression more rapidly than their
neighbors. Even in the United States, where politicians had l.ong been h0§tile to
government interference in the economy, President Franklin Roosevelt’s New
Deal program to promote economic recovery represented' an un.precedented
degree of government meddling in the economy, includlpg price control§,
purchases of surplus agricultural output, and direct job creation through public

works. The Great Depression also inspired the theories of John Maynard :.

Keynes, which provided an intellectual foundation for activist monetary and
fiscal policies designed to maintain full employment.

Following World War II, governments in Western Europe developed elaborate
welfare states providing nationalized health care, public housing,. and generous
unemployment insurance and old-age pensions. In the developing WorI.d, ‘the
newly independent governments that emerged with the end gf colonialism
pursued a model of state-led industrialization and economic planning.

The last two decades of the 20th century witnessed a shift away from govern-
ment control of the economy. This shift has been most pronounced among the
communist and former communist countries, which have moved decisiv?ly
toward a market system. In the industrialized world, there has been a wave'of
deregulation and privatization of some functions of government, along Wli.’,h
reduction in the generosity of welfare-state benefits. In the developing world, in
response to the problems of economic planning that are discussed l?elow, the.re
has been a turning away from state-led industrialization. Whether this Fhange in
the direction of economic policy will produce the promised increase in growth
remains to be seen.

12.2 { How Government Affects Growth

Having traced some of the theoretical arguments about what role government
should play in the economy, we now look at how governments have affec.:ted
growth in practice. We focus on three particular aspects of government action:
the maintenance of the rule of law, the overall size of government, and the

practice of planning.
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Rule of Law

One of the most important public goods that governments provide is the rule
of law. Consider for a moment the myriad ways in which a developed econ-
omy relies on laws in order to function. Firms that sign contracts with each
other—for delivery of merchandise, for repayment of a loan, and so on—rely
on the existence of courts that will enforce those contracts. Inventors rely on
the enforcement of patent laws. Even more fundamentally, owners of private
property depend on courts and police to enforce their ownership. As we
saw in Chapter 10, a well functioning financial system, which is reliant on the
rule of law, contributes to economic efficiency through its role in optimally
allocating capital.

The rule of law cannot be taken for granted in most of the world. In many
countries, judicial systems are weak, and legal cases are as likely to be settled on the
basis of who has better political connections as on legitimate legal claims. Douglass
North, who won the Nobel Prize in economics.in 1993, concluded, “The inability
of societies to develop effective, low-cost enforcement of contracts is the most
important source of both historical stagnation and contemporary underdevelop-

_ment in the Third World.”3

The former Soviet Union provides one of the best examples of the importance of
rule of law. With the fall of communism, the legal structure surrounding basic eco-
nomic activity became highly uncertain. The line between legitimate business and
organized crime blurred, as assets formerly owned by the government in trust for the
citizenry as a whole rapidly found their way into the hands of a well-connected few.
(The Russian slang term biznesman carries the connotation of someone who engages
in semilegal, slimy transactions.) In this legally unstable environment, income per
capita in the Russian Federation fell by 12% in the decade following the 1991
breakup of the Soviet Union. ‘

In an environment where the rule of law is weak, we would expect that fac-
tors of production would not be accumulated and that economic activity would
be plagued by inefficiency. For both these reasons, output would decline. The
available data are consistent with these predictions. The data we use measure
rule of law as a composite of the enforceability of contracts, the effectiveness
and predictability of the judiciary, and the incidence of crime. Sources for this
information include surveys of businesspeople and citizens, as well as compila-
tions of opinions of experts at nongovernmental organizations, think tanks,
and risk-rating agencies. The data are scaled to have a mean of 0 and range
from —~1.63 (Zimbabwe) to 1.98 (Switzerland). Figure 12.1 shows the relation-
ship between the rule of law and the composite measure of accumulation of

3North (1990), p. 54.
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physical and human capital that we constructed in Chapter 7; Figure 12.2 shows
the relationship between the rule of law and the productivity measure that we
derived in Chapter 7. In both cases, there is a strong positive correlation, and
the figures show that the channels of factor accumulation and productivity are
of roughly equal importance in explaining the effect of the rule of law on
income per capita. The exceptions to the general trend in these data are also
interesting. For example, India has both low factor accumulation and low pro-
ductivity, considering its level of the rule of law, while Italy has higher factor
accumulation and higher productivity than would be expected, given its level of
the rule of law. '

Taxation, Efficiency, and the Size of Government

One of the most important ways in which government affects the state of the econ-
omy is by its sheer size. Big government—that is, government that spends a lot of
money—requires big government revenue. With the exception of a few countries
including Saudi Arabia, where a natural resource (oil) is the primary source of rev-
enue, governments raise funds by taxing citizens and businesses. These taxes in
turn affect the efficiency of economic activity.
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In 1883 the German social scientist Adolph Wagner theorized that the size of
government would inevitably increase as countries became wealthier, because a
more developed economy requires more complex regulation and because many
public goods provided by the government are of the type where desired spending
rises more than proportionally with income. Wagner’s law has been borne out
over the last century, as revealed in Figure 12.3, which shows government spending
as a percentage of GDP in five of the richest countries in the world. In the United

- States, for example, government spending as a share of GDP grew from 3.9% in

1870 to 36.6% in 2005. In Sweden, government spending peaked at two-thirds of
GDP in 1996 but has declined since. Among the industrialized countries of the
OECD, the average share of government spending in GDP was 43% in 2005.
Examining the size of government in poorer countries reveals a second striking
fact: Although these countries tend to have smaller governments than do the richest
countries, their governments are much larger than were rich-country governments
at a comparable stage of economic development. For example, among the countries
in the World Bank’s Middle East and North Africa grouping, government employ-
ment over the period 1996-2000 averaged 25% of total employment. Average GDP
per capita in that group of countries in 1997 was $4,580. The United States had
reached the same level of GDP per capita in the first decade of the 20th century, but
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by 1929 (the earliest year for which data are available), total government employ-
ment in the United States was only 6.5% of total employment.

The increase in government spending has been funded by an equa.illy large
increase in the taxes that governments collect. Taxes are relevan.t for economic growth
because they directly affect the efficiency with which output is prqduced. .The rela-
tionship between efficiency and taxation can be illustrated using a simple dla}gram. of
supply and demand such as Figure 12.4. Consider the market fc?r some good, in Whl;h
there is an upward-sloping supply curve and a downward—slopu.lg demand curve. The
good in question could be anything that is taxed: for example, it could be labor if we
are thinking of an income tax, or it could be gasoline or some other cgmrnonly taxed
commodity. In the absence of taxes, the equilibrium price and quantity of the good
would be determined by the intersection of the supply and demgnd curves. Thg effect
of a tax is to place a wedge between the price that a supplier receives apd the price that
a demander pays. As the figure shows, the imposi_tiop of the tax will also lower th;[
quantity of the good that is purchased; this quantity is ca_]led the tax base: The tota
revenue collected by the tax is equal to the tax base mu1t1P11ed by the per-unit tax. This
total revenue is represented by the shaded rectangle in Figure 12.4.
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Effect of aTax
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The larger is the gap between the price received by suppliers and the price paid
- by demanders—that is, the larger is the tax imposed in a given market—the
§maller will be the number of transactions that will take place. In other words, rais-
ing the. tax rate will lower the tax base. This is the source of the inefficiency a;soci—
ated with taxes: When taxes are high, some of the potential transactions between
buyers and sellers will not take place, and these transactions would have made both
groups.better off. No tax will be collected on these forgone transactions, but by dis-
couraging transactions, the tax made the potential buyers and sellers worse off.4
Th? size of this inefficiency grows with the size of the tax. Because higher taxes
shrink the tax base, increases in revenue collected when tax rates rise are not pro-
Portional to increases in tax rates. Indeed, once tax rates are high enough, further
Increases in the tax rate will not raise any revenue at all, because they will be more
than offset by reductions in the tax base.
. ljh'e analysis of Figure 12.4 raises a question about the real world: How
1neff1c1ept are the taxes that are actually levied? There is no consensus among
economists about the exact size of tax distortions, but it is clear that they can
be significant. One recent estimate for the United States is that the marginal

4 . . . . . . :
Readers who have studied microeconomics will recognize the inefficiency discussed here as “deadweight loss.”
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dollar of government revenue is associated with one dollar’s worth of lost out-
ut. This means that the “cost” of one more dollar of government spending is
actually two dollars: one dollar of taxation and one dollar of lost output.’

The fact that taxes cause inefficiency in the economy does not mean that there
should be no taxes. As we have seen, government provides public goods without
which the economy could not function at all. These public goods are paid for by
taxation. Thus, even if the government were solely concerned with maximizing
GDP per capita, the optimal choice of public goods and taxation involves a trade-
off between the costs and benefits.

However, not all of the money that governments collect as tax revenue goes
toward supplying public goods. Increasingly one of the major functions of govern-
ment is to make transfers of income to people. The largest transfers are old-age
pensions; other transfers include unemployment benefits and welfare payments to
the poor. In the United States, such transfers now amount to 12.2% of GDP, and
their share of GDP has more than doubled since the 1960s.

Planning and Other industrial Policies

Economic planning occurs when the government takes responsibility for some or all
of the decision making in an economy. The heyday of economic planning came in the
decades after World War II, when governments in newly independent countries in the
developing world experimented with various policies to improve their backward con-
ditions. The motivations for government intervention in the economy, which we
explored in Section 12.1, were viewed by many economists as being especially salient
in the developing world. Several policy tools were common during this period:

# State enterprises—These were corporations owned by the government but
functioning somewhat like private companies. Policy-makers thought it was
particularly important that the government control the “commanding
heights” of the economy—areas such as banking and heavy industry. In many
countries, state enterprises produced more than half of manufactured output.

“ Marketing boards—Many countries compelled farmers to sell their crops to a
state marketing enterprise. Government planners thought that by pooling
the output of all the farmers, the marketing board could get better prices on
the international market.

% Trade restrictions—Governments imposed tariffs and quotas on imports,
justifying these actions with the so-called infant industry argument: that
local firms needed temporary protection from the vicissitudes of world
markets in order to develop into first-class competitors.

SFeldstein (1997).
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magine that you're an entrepreneur in Lima,

Peru. You'd like to start a small business: noth-
ing fancy, just a sewing shop. You rent a small
factory, buy a few sewing machines, and hire
workers. Are you all set to become a respectable
member of the Lima business community?

Not quite. If you want to operate your busi-
ness legally, you first must jump a few bureau-
cratic hurdles. Be prepared to deal with seven
separate government agencies, many of them
more than once. You'll have to get 11 different
permits, licenses, certificates, and so on. Expect
to be solicited by bureaucrats for bribes 10 times
to speed the process. Even if you try to avoid
paying up, you'll have to comply with at least
two of these extortions, or the whole process will
grind to a halt. To fulfill every regulation will

* take 289 days from start to finish, or about 10

months. Between the fees you will pay and the
potential wages you will forgo going from one
office to the next, the cost of your odyssey will be
$1,231, or 32 times the Peruvian monthly mini-
mum wage. These were the findings of the
Liberty and Democracy Institute, a Peruvian
research center, when it tried to open such a fac-
tory to demonstrate the difficulty of starting up
a legal business in Peru.

Discouraged in your entrepreneurial en-
deavor, what will you do? Most likely, you will
try to start your business informally, outside the
established legal framework. You might rent a
small room off an alley and put no sign out front
to advertise your business. You will probably

employ fewer than 10 people. You may parcel
out piecework for laborers to do at home.
Through these ploys, you will hope to avoid the
prying eyes of government inspectors and tax
authorities. And you won’t be alone in your
efforts. The Liberty and Democracy Institute
estimates that 42.6% of all housing in Lima has
been built informally. Likewise, 95% of the vehi-
cles used in public transit in Lima are informal.
In Peru as a whole, 61.2% of all hours worked
are devoted to informal activities, and the infor-
mal sector accounts for 38.9% of Peru’s GDP."

The situation in Peru is not unusual.
Worldwide, the underground economy is esti-
mated to be worth $9 trillion per year. In rich
countries, it is roughly 15% of GDP, while in the
developing world, it averages roughly one-third
of GDP. Some of the activity in the underground
economy is criminal (for example, drug deal-
ing), but much of it is legal activity that is simply
carried out “off the books” and out of sight of
government officials.”

While conducting business informally may
be the best option available to many entrepre-
neurs, it leads to several sorts of inefficiencies.
Informal firms cannot sign legally enforceable
contracts or receive financing from banks.
Informal firms must remain small in order to
avoid detection—so they cannot take advantage
of economies of scale.

*De Soto (1989). All of the figures cited are for 1984.
“The Shadow Economy,” The Economist, August 28, 1999.

_ PLANNING IS NOT ALWAYSA FAILURE

conomists with a free-market orientation

don’t like economic planning, so they are
intellectually satisfied when they see it fail.
Unfortunately for these economists, there are
several cases in which planning has functioned
spectacularly well.

The most successful economic planning
post—World War II has occurred among the Fast
Asian “Tigers,” most notably South Korea and
Taiwan. In both countries, government engaged
in heavy-handed industrial policies that seemed
to promote some of the fastest growth of output
ever observed.

The actual policies used in South Korea and
Taiwan were not very different from those dis-
cussed on pp. 351-354. The Korean government
created public enterprises in steel and petrochemi-
cals, for example, in order to launch new industries
in areas where private enterprises were reluctant to
undertake new ventures. South Korea also directed
investment into industries that government
bureaucrats thought appropriate. The Taiwanese
government allowed foreign firms to sell products
in Taiwan only if they promised to transfer tech-
nologies to Taiwanese firms. Both-countries liber-
ally used tariffs to protect infant industries.

The ways that Korea and Taiwan differed
from most of the rest of the world seem to have
been in the execution of these policies, rather than
in the policies themselves. The public enterprises
that the Korean government created operated as
autonomous, profit-seeking entities and in many

cases were quickly moved into the private sector.
And unlike many other countries, Korea and
Taiwan were efficient in weaning their infant
industries from protection. In Korea, the govern-
ment insisted that to maintain protection of their
domestic market, protected industries export a
growing share of their output. This requirement
forced protected industries to bring their level of
productivity up to the world level within a short
period of time. In Taiwan, the government simi-
larly eliminated tariff protection from industries
that failed to meet targets for productivity growth.
In one notable incident, a Taiwanese bureaucrat
not only threatened to remove tariff protection for
the domestic light bulb industry if the quality did
not improve, but also ordered the public destruc-
tion of 20,000 low-quality bulbs.”

Why did planning succeed in these cases when
it failed in so many others? One lesson of these suc-
cesses is that, not surprisingly, planning works best
when administered by an efficient, honest bureau-
cracy. Those who are skeptical about the value of
planning can also take comfort in the fact that
Korea and Taiwan had many advantages in addi-
tion to their industrial policies—high rates of sav-

"ing and human capital accumulation, and

relatively egalitarian income distributions, for
example—so it is not clear exactly how much plan-
ning contributed to their successes.

*Romer (1992).
TWestphal (1990).

In almost all cases, the policies failed. State enterprises, for example, were
woefully inefficient. The managers of these enterprises, facing neither competi-
tion from other firms nor pressure from shareholders to produce profits,
had little incentive to strive for efficiency in production. The hiring policies
of the enterprises were often dictated by the desire to provide jobs for the

I'%

well connected. The increase in efficiency that results when firms are no longer
owned by the government is the key motivation for privatization. A study of 170
firms that were privatized in Mexico in the 1980s and 1990s found that the cost
per unit of output fell by an average of 23% following privatization. Firms that
were privatized also went from making losses on average to being profitable.
Most strikingly, the average number of employees at firms that were privatized
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fell by half, while the volume of output produced rose—evidence of a good deal
of wasted employment.®

Marketing boards, which were initially supposed to raise farmers’ income,
ended up doing just the opposite as government officials could not resist the temp-
tation of the revenues that passed through their hands. In Ghana, for example, the
share of revenue farmers received from sales by the cocoa marketing board fell
from 77% in 1948 to 20% in 1979. In Zimbabwe in 2007, police were manning
roadblocks throughout the country and conducting raids on farms to enforce the
law that all grain be sold to the country’s Grain Marketing Board (GMB). Not only
did the GMB pay lower prices than the black market, but GMB payments were
often delayed by several months, during which time rampant inflation eroded their
value. There were also widespread accusations that officials of the GMB were
diverting official purchases of grain into the black market for their personal profit.

Trade restrictions also were usually counterproductive. In theory, infant indus-
try protection should have been offered only to industries where a country had a
chance of someday being a competitive producer. In practice, governments pro-
tected any industry with enough political clout—and often all industries indiscrim-
inately. Further, most of the “infant” industries that were protected never managed
to grow up. Facing no pressure from foreign competition, they remained inefficient.

A final problem with industrial policies was that in an economic environment
dominated by state controls, private entrepreneurs found that the easiest way to
make profits was by securing the favor of government bureaucrats who decide on
the allocation of investment and imports.” Rent seeking is an unproductive activity
that reduces the efficiency of production.

12.3 | Why Governments Do Things
That Are Bad for Growth

As discussed in the introduction to this chapter, economic analyses of government
behavior proceed from two perspectives: the normative (asking what governments
should do) and the positive (asking why governments do the things they actually
do). The analysis in the previous section has been primarily normative: We consid-
ered what actions governments can take to affect the growth rate of output. We also
saw that governments often do not act in a fashion that maximizes growth.

In this section, we take a positive approach to government behavior.
Specifically, we ask why governments do things that are bad for growth and why
they fail to do things that are good for growth. '

6La Porta and Lopez-De Silanes (1999).
7Krueger (1990).

2.3 Why Governments Do Things That Are Bad for Growth

Some Other Goal

One reason that governments do things that are harmful for growth is that they are
pursuing some other goal. Spending taxpayer money on national defense, the arts,
or foreign aid, for example, may lower economic growth (because of the distor-
tionary effect of taxation) but can still be viewed as being in the national interest.
Another possible goal of government that can result in lower economic growth
is the reduction of pollution. Over the last several decades, governments through-
out the world have introduced regulations limiting the discharge of pollution into
the air and water by factories, automobiles, and so on. These regulations have
forced the installation of hundreds of billions of dollars’ worth of new equipment
such as catalytic converters on automobiles. Because anti-pollution regulations
raise the amount of input used without raising the quantity of output produced,
they reduce economic efficiency. However, governments view this reduction in
efficiency as a price worth paying for a cleaner environment. Indeed, as we will see
in Chapter 16, another way to view this issue is that reducing pollution only
appears to be inefficient because we do not measure output properly. If we explic-

itly take into account the costs of pollution, then a government policy that reduces

the production of goods but also reduces the amount of pollution produced may
no longer seem inefficient. f ‘

Finally, the most important example of a policy goal that may impede eco-
nomic growth is one that we already have touched on, and a subject to which we
will return in the next chapter: income equality. Governments that redistribute
income from rich to poor face an equity-efficiency trade-off. Reducing inequality
(raising equity) lowers economic efficiency and thus reduces economic growth.
This is a price that many governments are willing to pay.

Corruption and Kleptocracy

A second reason that governments do things that are bad for growth is that those
who staff the government are acting in their own self-interest rather than in the
interest of the country they are governing. Government corruption takes many
forms, from a tax inspector who accepts a bribe to overlook income on which he is
supposed to collect taxes, to a mayor who trades city contracts for cash payments,
all the way up to a president who grants a lucrative monopoly to his son. When
corruption reaches to the highest levels of government, it is labeled kleptocracy,
meaning “rule by thieves.”

Although corruption has existed as long as there have been governments,
economists have only recently focused on it as an important factor in economic
development. As evidence of this change in focus, the word corruption was men-
tioned in the abstracts of published economics articles three times as many times in
2000 as during the entire decade of the 1980s. Further, before 1990, some economists
argued that a certain amount of corruption could be beneficial. In their view, many
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