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What do economists do?

Study human behavior in the economic sphere of affairs

I Private decisions
I Go to college or not?
I Work full or part time?
I Buy or rent a house?
I Become a drug dealer?
I Cheat on an exam?
I If, when and whom to marry? How many children to

have? When?

I Public decisions
I Join the Euro
I Raise taxes
I Default on public debt

Diverse questions, but the same, simple economic principles
apply (cost-benefit, opportunity cost)
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Why do we care about economic questions?

I Useful
I Practical usefulness: Helps to make better personal

decisions
I Examples
I How to sell your house: auction or post a sale price
I Flexible or fixed rate mortgage
I How, when and how much to save for retirement
I General usefulness: Helps to understand the world we

live in
I Judge politics and social issues better

I FUN - It is a lot of fun to know how things work!
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How do they do it ?

By building small replicas of the real world (models), and
using them as laboratories for experiments

Models that simplify the real world are necessary. The
world is too vast and complicated to be understood without
any abstraction!

Examples of models

Question: Why are tigers threatened with extinction while
cows are not?
Model: A world that consists only of tigers, cows and men

Another example: Road maps
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What are the key elements of economic models?

I The economic agents: Who is present in the model
(firms, workers, government, etc.)

I What they do: Pursue objectives (money, free time,
status, etc.) while facing constraints (financial, ethical,
etc.)

I How they do it (mode of behavior)?
Purposeful, rational pursuit of objectives subject to
constraints.

I Alternative assumptions are hard to defend!
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Economics is not easy! Einstein’s ignorance

Technological innovation as the source of unemployment

... The fundamental trouble seems to me to be the almost
unlimited freedom of the labor market combined with
extraordinary progress in the methods of production. To
satisfy the needs of the world today, nothing like all the
available labor is wanted. The result is unemployment...
[Einstein, 1934]

Productivity (and average income) is many times what it
was two hundred years ago (or, since the 30s), but
employment has increased manifold! (See Hazlit)
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Why: The higher incomes/profits from technological
progress generate demand for more/new goods/services,
boosting employment in other sectors
The types of jobs today are completely unimaginable as of
100 years ago. Relatedly, things that were available only to
kings in the past (holiday on the beach in another country)
are mass consumption items now

An example: Silicon valley. Restaurants, entertainment,
personal services,..in the area all being boosted by the
higher incomes of the silicon entrepreneurs, engineers,..

Higher productivity translates into higher income into
higher spending into new products ...
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Economics is not easy!

”..The obvious cure for the tragic shortcomings of human
intuition in a high tech world is education. And this offers
priorities for educational policy: to provide students with
the cognitive tools that are most important for grasping the
modern world and that are most unlike the cognitive tools
that they are born with. The perilous fallacies we have seen
in this chapter, for example, would give high priority to
economics, evolutionary biology, and probability and
statistics in any high school and college curriculum.
Unfortunately, most curricula have barely changed since
medieval times..” [”The Blank Slate”, by Steven Pinker,
Professor of Psychology, Harvard University]
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We have been around for millions of years but economic
activities are organized around institutions that are very
recent.

Walking is an extremely complicated physical process but
nobody needs to be taught how to do it. Millions of years
of evolution have made it possible.

Markets involve simpler processes but few manage to
understand and appreciate their role and significance. Did
primitive people use credit cards? Did they have stock
markets? Did they borrow from banks? Did they do the
work now and get paid later?

Very hard for non-economist to understand how things
work and their implications. To have a concept of fairness
in exchange, ...
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An example of a simple but quite useful macroeconomic
model: A Robinson Crusoe Economy

The economic environment: Who (Crusoe), doing what
(max. utility), how (through rational actions and subject
to constraints e.g. his fishing skills and equipment)

I Objectives U(Ct, Ht)

I Opportunities (Constraints)

Yt = F (Kt, Ht, At)

Yt = Ct + It

Kt+1 = (1 − d)Kt + It

U: Utility, C: Consumption, H: Employment (hours worked), Y:

GDP, K: Capital stock, A: Technology, I: Investment, d: Capital

Depreciation, t: Time
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Robinson Crusoe Economy (continued)

Behavior (Goal): Get the highest U(C,H) allowed by
production opportunities F(H,K,A)

Solving this problem determines GDP, employment,
investment and consumption in this simple economy. Their
properties are remarkably similar to those of their empirical
counterparts in market economies.

I The effects of bad weather

I An exceptional opportunity (a big flock of birds )

I Breaking an arm

I Feeling pessimistic about fruit available

I Training a monkey: Time/resources trade offs

Key insight: Business cycles arise from exogenous shocks
and people’s response to them
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Understanding economic growth and

relative incomes

For a long time, little growth

5.1 BEFORE MODERN ECONOMIC GROWTH

Before the Industrial Revolution
If we take the scattered and imperfect information we have about the global econ-
omy from the distant past to today, we see a pattern like that depicted in Table 5.1.

Until 1800 the growth rates of human populations were glacial. Population growth
between 5000 B.C. and 1800 averaged less than one-tenth of a percent per year. (Nev-
ertheless, the cumulative magnitude of population growth was impressive, carrying
the number of human beings alive on the planet from perhaps 5 million in 5000 B.C.
to 900 million in 1800 — 7000 years is a long time.) Until 1500, as best we can tell,
there had been next to no growth in output per worker for the average human for mil-
lennia. Even in 1800 the average human had a material standard of living (and an eco-
nomic productivity level) at best twice that of the average human in the year 1. The
problem was not that there was no technological progress. There was. Humans have
long been ingenious. Warrior, priestly, and bureaucratic elites in 1800 lived much bet-
ter than their counterparts in previous millennia had lived. But just because the rul-
ing elite lived better does not mean that other people lived any better.

Only after 1800 do we see large sustained increases in worldwide standards of liv-
ing. After 1800 human numbers grew as the population explosion took hold. It car-
ried the total population to 6 billion in October 1999. Population growth on a world
scale accelerated from a rate of 0.2 percent per year between 1500 and 1800 to 0.6
percent per year between 1800 and 1900, 0.9 percent per year between 1900 and
1950, and 1.9 percent per year between 1950 and 1975 before the first slowing of the
global rate of population growth — 1.6 percent per year from 1975 to 2000.

Average rates of material output per capita, which grew at perhaps 0.15 percent
per year between 1500 and 1800, grew at roughly 1 percent per year worldwide be-
tween 1800 and 1900 and at an average pace of about 2 percent per year worldwide
between 1900 and 2000, as Figure 5.1 shows.

120 Chapter 5 The Reality of Economic Growth: History and Prospect

TABLE 5.1
Economic Growth through Deep Time

Year Population* GDP per Capita†

–5000 5 $ 130
–1000 50 160

1 170 135
1000 265 165
1500 425 175
1800 900 250
1900 1625 850
1950 2515 2030
1975 4080 4640
2000 6120 8175

* Millions.

† In year-2000 international dollars.

Source: Joel Cohen, How Many People Can the Earth Support? (New York: Norton, 1995). 20 / 41



And when systematic growth arrived, it was uneven, both
across countries and over time

Ch. 4: From Stagnation to Growth: Unified Growth Theory 175

Figure 1. The evolution of regional income per capita over the years 1–2000. Source: Maddison (2003).2

empirical regularities that characterized the growth process over most of human ex-
istence. It has become evident that in the absence of a unified growth theory that is
consistent with the entire process of development, the understanding of the contempo-
rary growth process would be limited and distorted. As stated eloquently by Copernicus:
“It is as though an artist were to gather the hands, feet, head and other members for his
images from diverse models, each part perfectly drawn, but not related to a single body,
and since they in no way match each other, the result would be monster rather than
man.”3

The evolution of theories in older scientific disciplines suggests that theories that are
founded on the basis of a subset of the existing observations and their driving forces,
may be attractive in the short run, but non-robust and eventually non-durable in the long
run.4 The attempts to develop unified theories in physics have been based on the con-
viction that all physical phenomena should be explainable by some underlying unity.5

Similarly, the entire process of development and its foundamental forces ought to be
captured by a unified growth theory.

2 According to Maddison’s classification, “Western Offshoots” consist of the United States, Canada, Aus-
tralia and New Zealand.
3 Quoted in Kuhn (1957).
4 For instance, Classical Thermodynamics that lacked micro-foundations was ultimately superseded by the

micro-based Statistical Mechanics.
5 Unified Field Theory, for instance, proposes to unify by a set of general laws the four distinct forces that are

known to control all the observed interactions in matter: electromagnetism, gravitation, the weak force, and
the strong force. The term ‘unified field theory’ was coined by Einstein, whose research on relativity led him
to the hypothesis that it should be possible to find a unifying theory for the electromagnetic and gravitational
forces.
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There has been some convergence within the developed
countries but differences remain large

136 Chapter 5 The Reality of Economic Growth: History and Prospect

FIGURE 5.8
Convergence among
the G-7 Economies:
Output per Capita as a
Share of U.S. Level
In 1950 GDP per capita
levels in the six nations
that now are America’s
partners in the G-7
varied from 20 percent
of the U.S. level
(Japan) to 70 percent
of the U.S. level
(Canada). Today
estimates of GDP per
capita place levels in all
six at more than 65
percent of the U.S.
level — and they
would be even closer
to the U.S. level if the
measurements took
account of the shorter
average work year
abroad.
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FIGURE 5.9
The Iron Curtain

Iron Curtain

Source: Author’s calculations.
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Relative country positions in the world have not changed
much

660 QUARTERLY JOURNAL OF ECONOMICS 
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FIGURE I 
Log of Income per Worker in 1990 and 1960 Relative to World Average from 

the Summers and Heston [1991] Data Set 
The thick line is the 45 degree line. 

Existing frameworks for analyzing these questions are 
built on two assumptions: (1) "shared technology" or techno- 
logical spillovers: all countries share advances in world tech- 
nology, albeit, in certain cases, with some delay; (2) diminish- 
ing returns in production: the rate of return to capital or other 
accumulable factors declines as they become more abundant. 
The most popular model incorporating these two assump- 
tions is the neoclassical (Solow-Ramsey) growth model. All 
countries have access to a common technology, which improves 
exogenously. Diminishing returns to capital in production pull 
all countries toward the growth rate of the world technology. 
Differences in economic policies, saving rates, and technology 
do not lead to differences in long-run growth rates, but in levels 
of capital per worker and income. The strength of diminishing 
returns determines how a given set of differences in these 

Pritchett [1997] for the widening of the world income distribution since 1870 and 
Acemoglu, Johnson, and Robinson [2001b] for the reversal in relative economic 
rankings over the past 500 years, and widening over the past 200 years. 
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The world income distribution remains quite unequal
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Why? Sometimes it is immediate to understand poor
growth, e.g. communism

138 Chapter 5 The Reality of Economic Growth: History and Prospect

TABLE 5.4
The Iron Curtain: GDP-per-Capita Levels of Matched Pairs of Countries 

East-Bloc GDP per Matched West- GDP per Relative
Country Capita Bloc Country Capita Gap (%)

North Korea $ 700 South Korea $13,590 94
China 3,130 Taiwan 14,170 78
Vietnam 1,630 Philippines 3,520 54
Cambodia 1,290 Thailand 6,690 81
FSR Georgia 1,960 Turkey 6,350 69
Russia 4,370 Finland 20,150 78
Bulgaria 4,010 Greece 12,769 69
Slovenia 11,800 Italy 20,290 42
Hungary 7,200 Austria 22,070 67
Czech Republic 10,510 Germany 21,260 51
Poland 6,520 Sweden 19,790 67
Cuba 3,100 Mexico 8,370 63

POSTCOMMUNISM: A POLICY 
The demolition of the Berlin Wall and the elimination of the Iron Curtain have not
significantly improved the situation in what are euphemistically and optimistically
called “economies in transition” (from socialism to capitalism, that is). Figuring out
how to move from a stagnant, ex-Communist economy to a dynamic, growing one
is very difficult, and no one has ever done it before. 

A few of the economies in transition appear to be on the path toward rapid conver-
gence with western Europe: Slovenia, Hungary, the Czech Republic, and Poland have
already successfully maneuvered through enough of the transition phase to have ad-
vanced their economies beyond the point reached before 1989. It seems clear that their
economic destiny is to become, effectively, part of western Europe. Slovakia, Lithuania,
Latvia, and Estonia appear to have good prospects of following their example. 

Elsewhere, however, the news is bad. Whether reforms have taken place step-by-
step or all at once, whether ex-communists have been excluded from or have domi-
nated the government, and whether governments have been nationalist or interna-
tionalist, the results have been similar. Output has fallen, corruption has been rife,
and growth has not resumed. Material standards of living in the Ukraine today are less
than half of what they were when General Secretary Gorbachev ruled from Moscow. 

Economists debate ferociously the appropriate economic strategy for unwinding
the inefficient centrally planned Soviet-style economy. The fact that such transition
has never been undertaken before should make advice-givers cautious. And one
other observation should make advice givers depressed: The best predictor of
whether an eastern European country’s transition will be rapid and successful or not
appears to be its distance from western European political and financial capitals like
Vienna, Frankfurt, and Stockholm.

5.5
BOX

Source: Author’s calculations from Alan Heston’s and Robert Summer’s Penn World Table, www.nber.org.
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A framework for studying income (=

GDP) and its growth rate

I Production function Y = F (A,K,L ·H)

I or, in per capita terms: y = AF (K/L,H/L, ..)

I ′A′ contains not just types of computers and info
systems (tech), but rule of law (property rights),
degree of competition, country openness and trade
opportunities, taxes and regulations, etc..

I An economy becomes rich if it uses good technology,
has a lot of human capital and lots of capital per
worker. It will grow fast if all these variables grow fast.
They are all endogenous!
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Q. When and how did the world start becoming rich?

A. In the late 1700 with the industrial revolution (use of
machines, manufacturing, steam power, machine tools)

Q. Why did it happen in England?

A. A plausible theory: Institutions favorable to innovation
(A). Political competition (removal of monopoly of power)
allowed innovators to overcome entrenched interests.
Contrast England to France and China

This observation may hold the key to understanding world
poverty (low A and H (K = f(A,H..)). . Governments in
cahoots with entrenched interests preventing the adoption
of best technologies-best business practices. And not only
in Africa !!

A -not so funny- example: Automatic check outs in
Washington supermarkets.
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Q. Are all sources of output growth (labor, capital,
technology) equally good?

No

A is by far the best

The Soviet Union, Switzerland, Singapore
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Table 6.3 
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So while economists do not have definitive, consensus
answers to the question of high income and growth, they do
have some ideas about what is -quantitatively– important

A well functioning market system is key that allocates
resources in the best possible way (satisfies needs efficiently)
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Applying economic reasoning to public policy

The fundamental principle

Most of economics can be summarized in four words:
”People respond to incentives.” The rest is commentary

(Steve Landsburg, The armchair Economist)
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Some examples

I (a) Do mandatory seat belt laws save lives?

I Seat belts make accidents less costly because they
reduce the likelihood of injury or death.

I People feel safer and drive faster when they have
better protection

I Result of mandatory seat belt laws: More accidents,
fewer driver deaths per accident. The net result was no
change in the number of driver deaths and an increase
in the number of pedestrian deaths.
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(b) Crime as an occupation

I They say: Crime does not pay, but the real question is:
Does not pay whom and compared to what?

I Dangers (Gun ownership and burglary rates: 13% in
the US when the home is occupied vs. 40% in the UK,
Canada).

I Risk and terms of imprisonment: Legal reforms in the
US in the 70s contributed to a doubling of murder rate
between 1960 and 1975. The probability of becoming
the victim of a violent crime tripled
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(c) Why are tigers threatened by extinction but cows are
not?

Property rights!

(d) The implications of polygamy: Anti-polygamy laws as
mens cartel device. Women might be better off if polygamy
were allowed (with free choice)

(e) Bike helmets, smoking and insurance

Smoking as a revelation of risk attitudes

(f) School choice: How to make public schools better
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(h) Rent control (or other restrictions as in Geneva)

I Supply of housing declines

I Housing shortages

I Quality of housing declines as maintenance declines

I Rents of non-rent controlled units decreases

I A more efficient situation would involve directly
subsidizing low-income people and letting the market
do its job
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Sources:
F. Bastiat, 1998, The Law, NY: FEE
H. Hazlit, 1946, Economics in one lesson, SF: Laissez faire
Books.
S. Landsburg, 1993, The armchair economist, Free Press.
Levitt and S. Dubner, 2005, Freakonomics.
T. Sowell, 2004, Applied Economics, NY: Basic Books

Required readings for the EXAM
1. Class slides
2. F. Bastiat, A Petition (4 pages)
3. D. Barry, Farm security (2 pages)
4. H. Hazlitt, ”Economics in one lesson,” ch.i (4 pages), ch.
xix (6 pages)
5. Deirdre Nansen McCloskey, The myth of technological
unemployment, Reason, July 11, 2017 (4 pages)

The class material is available at
http://harrisdellas.net/teaching.html
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