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Abstract
In this paper, I estimate the impact on aggregate labor productivity of having
government, rather than private industry, produce investment goods. This policy was
pursued to varying degrees by Egypt, India, and Turkey, among others. The policy has
a large impact because there is both a direct ewect (it lowers productivity in the
investment sector) and a secondary e!ect (it lowers the economy-wide capital stock per
worker). I estimate that this policy alone reduced Egypt's aggregate productivity by 30%
and accounted for 20% of Egypt's aggregate labor productivity gap with the United
States during the 1960s.  2001 Elsevier Science B.V. All rights reserved.
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1. Introduction
In this paper, I estimate the impact on aggregate labor productivity of having
government, rather than private industry, produce investment goods. More
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precisely, I examine the policy of government producing the vast majority of
investment goods purchased in a country (that is, a policy where government
severely restricts imports of investment goods and then produces domestic
investment goods). A number of countries have pursued this policy. For long
periods, the Egyptian government produced the vast majority of investment
goods purchased in that country. India and Turkey also pursued this
policy, though not as wholeheartedly as Egypt. I estimate that this single
policy, of government producing the vast majority of investment goods purchased in a country, reduced Egypt's aggregate productivity by 30% and
accounted for nearly 20% of Egypt's productivity gap with the United States
during the 1960s.
The intuition for why government production of investment goods can have
a large negative impact on aggregate productivity, even though the investment
sector accounts for only about 20% of gross domestic product (GDP), is simple.
If government production is less e$cient than private production, government
production in a sector directly reduces output and labor productivity. But for
the investment sector, this direct e!ect is only the beginning of the story. If the
economy produces investment goods less e$ciently, then, all else equal, capital
per worker will be smaller in all sectors of the economy. This secondary e!ect
reduces labor productivity in all sectors.
To estimate the impact of this policy, of government producing the vast
majority of investment goods purchased in a country, I use a standard twosector neoclassical growth model. My only departure from the standard model
is to assume that there are two technologies for producing investment goods:
a government technology and a private technology. Both technologies exhibit
constant returns to scale, but the government technology is less e$cient than the
private investment good technology (that is, the total factor productivity (TFP)
parameter associated with the government technology is smaller than the
private).
I "rst derive a benchmark estimate for the impact of this policy on aggregate
productivity by supposing the government produces all investment goods.
In particular, I derive the ratio of steady-state aggregate productivity under a
policy where government produces all investment goods to steady-state aggregate productivity under a policy where private industry produces all investment
goods. I show that this ratio of aggregate productivities, call it the overall-ratio,
can be expressed as a product of two ratios, one corresponding to the direct
e!ect mentioned above, call it the direct-e!ect ratio, and one corresponding to
the indirect e!ect, call it the indirect-e!ect ratio.
To compute the above ratios for the benchmark case, I use values of government and private TFP in the investment good industries in Egypt and Turkey
derived from Krueger and Tuncer (1982) and Handoussa (1991). If we normalize
private TFP at one, then these studies indicate a reasonable value of government
TFP is one-half. Using standard values for the model's other parameters (e.g.,

