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8 Appendix

8.1 Basics

Suppose that in a given developing country technology is given by
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where h,, is unskilled human capital, &, is skilled human capital, % physical
capital (all defined in per-capita terms), A is an index of technology and bars
denote economy-wide averages. If ¢, # and n are strictly between 0 and 1
there is an externality.

The problem of the firm is to maximize profits, given by
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where 7 is a tax on sales, w; is the return to human capital of type i, r is the
rental rate on physical capital, v, and ~, are the non-wage components of
human capital cost, p is the relative price of capital and « is the non-rental,
component of physical capital cost.>* Note in principle v,, v, and x could be
positive or negative. Given profit maximization, factor rewards are given by
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#(1 =) (1= 1)y (77 ) = 1+ 2w, (@)
agy (1 —7) =71 (1+ k) pik. (34)

8.2 Looking for distortions: within country compar-
isons

Rearrange 33, 32 and 34 to obtain
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34Note the factor returns, as defined, are after depreciation.
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where the superscript “m” denotes the market factor returns —that is to say,
those that would be paid in the market given the set of distortions in place.
Note that ¢, is small when 6 is small (so that the externality in the use of
skilled human capital is large), and is also decreasing in ~, and increasing in
v.- Therefore, if §;, is smaller than one we have that skilled human capital
is more heavily distorted or “taxed” than is unskilled human capital, and
viceversa.

Note also that ¢, is small when ¢ is small (so that the externality in the
use of physical capital is large) and is decreasing in 7 and «. Therefore, if
0, is smaller than one we have that physical capital is more is negatively
distorted or “taxed” in net terms.

Next define the “no distortion” factor returns as
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We can think of these as the social rates of return.
Then we can construct the ratios
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which are summaries of the distortions affecting the markets for physical and
human capital. These are the expressions shown in the text.
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