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Growth, productivity and the 
wealth of nations
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SUMMARY
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Define growth and relate it to living standards.

List five sources of growth.

Distinguish diminishing marginal productivity from 
decreasing returns to scale.

Explain the convergence hypothesis and list four 
reasons why it has not taken place.

Distinguish Classical growth theory from new 
growth theory.

After reading this chapter you should be able to…
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GENERAL OBSERVATIONS ABOUT 
GROWTH
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Growth and the economy’s potential output

Potential output: the highest amount of output an 
economy can produce from existing production processes 
and resources.

The analysis of growth focuses on forces that shift out 
the production possibility curve.

Say’s law: supply creates its own demand

General observations about growth
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The importance of growth for living standards

For many economists, growth, not distribution or 
business cycles, is the most important macroeconomic 
issue.

Growth in income improves lives by fulfilling basic needs 
and making more goods available to more people.

The Rule of 72 states: the number of years it takes for a 
certain amount to double in value is equal to 72 divided 
by its annual rate of increase.

General observations about growth

6



Th. Warin

Market, specialization, and growth

Specialization: the concentration of individuals on 
certain aspects of production.

Division of labor: the splitting up of a task to allow for 
specialization of production.

Specialization and the division of labor that accompany 
markets increase productivity and growth.

General observations about growth
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Economic growth, distribution and markets

Even though growth isn’t evenly distributed, it generally 
raises the incomes of the poor.

General observations about growth
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Per capita growth

If there is per capita growth, the country is producing 
more goods and services per person.

Per capita growth = % change in output - % change in population

General observations about growth
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THE SOURCES OF GROWTH
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5 important sources of growth:

Growth-compatible institutions.

Capital accumulation – investment in productive 
capicity.

Available resources.

Technological development.

Entrepreneurship.

The sources of growth
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Growth-compatible institutions

Growth-compatible institutions (institutions that foster 
growth) must have incentives built into them that lead 
people to put forth effort and discourage people from 
spending a lot of their time in leisure pursuits or creating 
impediments for others to gain income for themselves.

Many regualtions, even reasonable ones, also tend to 
inhibit economic growth because they inhibit 
entrepreneurship.

Informal property rights limit borrowing by the poor, and 
hence limit growth.

General observations about growth
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Investment and accumulated capital

Societies that can’t afford to save (forgo 
consumption) will not grow.

However, it’s not exactly savings that matters 
but rather investment. And for saving to be 
helpful, it has to be translated into investment.

The sources of growth
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Investment and accumulated capital

The sources of growth
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Investment and accumulated capital

There are 3 types of capital:

Physical capital: it includes both private capital 
(buildings and machines available for production) and 
public capital (infrastructure such as highways and 
water supply).

Social capital: the habitual way of doing things that 
guides people in how they approach production.

Human capital: the skills that are embodied in workers 
through experience, education, and on-the-job training, 
or, more simply, people’s knowledge.

The sources of growth
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Available resources

What is a resource depends on the production 
processes of an economy and technology.

Exemple: there was a time where oil was not of 
a big use, until the day men learned it could be 
burned as fuel, oil became a resource.

Exemple: if solar energy technology is ever 
perfected, oil will go back at being not of a big 
use.

The sources of growth
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Technological development

Growth is not just getting more of the same 
thing. It’s also getting some things that are 
different.

Technology: the way we make goods and 
supply services.

The sources of growth
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Entrepreneurship

It is the ability to get things done.

It involves creativity, vision, willingness to 
accept risk, and a talent for translating that 
vision into reality.

When a country’s population demonstrates 
entrepreneurship, it can overcome deficiences
in other ingredients that contribute to growth.

The sources of growth
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Empirical estimates of factor contribution to 
growth

The sources of growth
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THE PRODUCTION FUNCTION AND 
THEORIES OF GROWTH
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The production function and theories of growth

The production function shows the relationship 
between the quantity of inputs used in 
production and the quantity of output resulting 
from production.

Output = A * f(Labor, Capital, Land)…

…where A is an adjustment factor to capture 
the effect changes in technology.
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The production function and theories of growth

Describing production functions

Constant returns to scale: output will rise by the same 
proportionate increase as all inputs.

Increasing returns to scale: output rises by a greater 
proportionate increase than all inputs.

Decreasing returns to scale: output rises by a smaller 
proportionate increase than all inputs.

Law of diminishing marginal productivity: increasing 
one input, keeping all others constant, will lead to 
smaller and smaller gains in output.
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The production function and theories of growth

The standard theory of growth- the Classical 
growth model

The Classical growth model: it’s a model of growth that 
focuses on the role of capital accumulation in the 
growth process.

The Classical economists’ major policy conclusion was: 
the more capital an economy has, the faster it will grow.
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The production function and theories of growth

Focus on diminishing marginal productivity of 
labor
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The production function and theories of growth

The convergence debate

The convergence hypothesis states that per 
capita income in countries with similar 
institutional structures will gravitate toward the 
same level of income per person.
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The production function and theories of growth

The convergence debate

Lack of factor of mobility:

The speed of convergence depends on factor and 
technological mobility. It is the transfer of capital and 
technology that causes convergence.

Differing institutional structure:

The more similar the institutional structures, the 
more likely it is that convergence will take place 
because firms are likely to move production to 
countries whose institutions are well-suited for the 
businesses’ practices and culture.
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The production function and theories of growth

The convergence debate

Incomparable factors of production

The measure of labor needs to be adjusted to capture 
the skills, education, experience and effort that 
laborers bring to production.

These adjustements make it difficult to compare the 
measurements among different countries

Increases in human capital have allowed labor to 
keep pace with capital, allowing economies to avoid 
the diminishing productivity of capital.
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The production function and theories of growth

The convergence debate

Technological agglomeration effects:

Technological agglomeration is the geographic 
concentration of technological advances caused by the 
tendency of innovations to lead to further innovations in 
that industry and other countries.

Technological growth shifts the production function up 
and the production possibility curve out.
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The production function and theories of growth
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The production function and theories of growth

New growth theory

New growth emphasizes technology as the 
primary source of growth.

The common knowledge aspect of technology 
creates positive externalities, which new growth 
theory sees as the key to growth.

Patents turn innovations into private property.
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The production function and theories of growth

New growth theory

Learning by doing overcomes the law of diminishing 
marginal productivity because learning by doing 
increases the productivity of workers.
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The production function and theories of growth

New growth theory

Does the economy always use the “best” technology 
available? – technlogy lock-in.

Exemple: QWERTY/ AZERTY keyboards; VHS & Betamax 
record video.
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The production function and theories of growth

Growth policies

General policies that are good for growth:

Encouraging saving and investment.

Formalizing property rights and reducing bureaucracy and 
corruption.

Providing more of the right kind of education.

Promoting policies that encourage technological innovation.

Promoting policies that allow taking advantage of 
specialization.
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The production function and theories of growth
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