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  Logistics 
  Problem Sets 
  Recapitulations 

What We Will Do 
  Accounting for 

divergence 
  Population 
  Savings 
  Efficiency of labor 
  Economic development 
  Growth at the leading 

edge 
  Introduction to 

“depression economics” 
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The Current Situation 



  Up at: <http://delong.typepad.com/20110126-ias-107-pset2.pdf> 
  Due on Th Feb 3 at the beginning of lecture... 
  Suggested answers will go up this afternoon... 
  I thought it was simple and easy to do... 

Problem Set 2 



  Will go out later on today 
  Not sure whether to make it a half problem set or 

not—depends on how far I get today 
  Mixed growth and depression economics 
  Due on Th Feb 10 at the beginning of lecture 
  Note: we are now working toward an early March 

first midterm... 

Problem Set 3 



  This course should spend a lot of time on the 
current situation... 

  Not enough time in lecture... 
  So we are going to start reading the best 

single book on the financial crisis I know of: 
  Bethany McLean and Joe Nocera (2010), All 

the Devils Are Here: The Hidden History of 
the Financial Crisis (New York: Portfolio: 
1591843634). 

We Are About to Start 
Depression Economics 



  Bethany McLean and Joe Nocera (2010), All the Devils Are Here: 
The Hidden History of the Financial Crisis (New York: Portfolio: 
1591843634): 

  "Bethany McLean and Joe Nocera methodically reconstruct the 30 
years that culminated in the Great Recession.... The depth of 
reporting is enormous. –Time  

  All the Devils Are Here is the best business book of 2010. -
Huffington Post  

  The authors succeed in pulling the jumbled pieces of the financial 
crisis together and showing how it flowed from human foibles. -
Bloomberg BusinessWeek  

  Two of our finest business journalists have written a thorough 
account of the origins of the financial crisis. More than offering just 
a backward look, it helps explain the most troubling business 
headlines of the moment, as well as those that are certain to come. -
The New York Times Book Review 

Reviews of All the Devils 
Are Here 
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Problem Set 2:  Problem 8 



Problem 8a: What Do We Know? 
8a. Suppose there had been no growth in the efficiency of labor in Botswana between 1960 and 
2011, what do you predict that the level of GDP per capita would be in Botswana today? 
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Problem 8a: How to Solve It 
8a. Suppose there had been no growth in the efficiency of labor in Botswana between 1960 and 
2011, what do you predict that the level of GDP per capita would be in Botswana today? 



Problem 8b: How to Solve It 
8b. How fast has the efficiency of labor grown in Botswana over the past 50 years? 

1. If the efficiency of labor had not grown at all, Botswanian GDP/capita would be $4500. 

2. Actual real GDP/capita is $15000 

3. That’s an extra growth factor of 3 1/3 

4. That factor has to come from a growing efficiency of labor—there is no place else that it can 
come from. 

5. So how fast does something grow if it grows to 3 1/3 times its initial value in 50 years? 



Problem 8c: How to Solve It 
8c. What was the value of the efficiency of labor in Botswana in 1960? 



Problem 8d: How to Solve It 
8c. What is the value of the efficiency of labor in Botswana today? 



Problem Set 2:  Problem 10 



  If France remains on its current steady-
state balanced-growth path, what will GDP 
per capita be in France in 2050? 

  French GDP per capita is growing at 2% per 
year. 

  Todayʼs level is $35000 per year 
  Growth at 2% per year for 39 more years will 

give it an annual level: 
  35000 x (1.02)39 = $75,766/year 

Problem 10a: How to Solve It 



  If France remains on its current steady-
state balanced-growth path, what will GDP 
per capita be in France in 2100? 

  French GDP per capita is growing at 2% per 
year. 

  Todayʼs level is $35000 per year 
  Growth at 2% per year for 89 more years will 

give it an annual level: 
  35000 x (1.02)89 = $203,931 

Problem 10b: How to Solve It 



  What would Franceʼs level of GDP per capita 
have been back in 1946 if it had then been on 
todayʼs steady-state balanced-growth path? 

  French GDP per capita is growing at 2% per year. 
  Todayʼs level is $35000 per year 
  If it had been growing at 2% per year for the last 

65 years, then 65 years ago its level would have 
been: 

  35000 x (1.02)-65 = $9855 

Problem 10c: How to Solve It 



  In fact, Franceʼs level of GDP per capita back in 
1946 was about $3,000 per year even though its 
efficiency of labor has grown at 2% per year 
since the end of World War II. Why do you 
think its level back then was so low? 

  Was it because the efficiency of labor in 1946 was 
lower than our projection? Perhaps a little bit—but 
France has been a relatively rich and relatively 
industrialized country for centuries. 

  Was it because France’s capital-output ratio was 
low in 1946? Probably... 

  Why might France’s capital-output ratio have been 
low in 1946? 

Problem 10d: How to Solve It 



Problem 10d: The Answer 



#1: You Got This 



#2: You Got This... 



#3: You Got This... 
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  How do we know this? 

  Because if it had started earlier, the world before 1800 would have been much poorer than the world in 
1800. 

  And it could not have been: when you are spending 70% of your income on food and only getting 
2300kcal/day for it, you can’t get much poorer and still survive... 

Modern Economic Growth Started No 
Earlier than 1800 



The World in 1800 Was 
Pretty Equal 



The World Today Is Not 



Consolation: 
Convergence since 1980 



Why Did Things Get 
Worse I? Communism 



  But in a market economy nobody 
tells you to give them 1/3 of your 
stuff or they will stick you with a 
spear... 

  Karl Marx’s answer: the market 
economy is a cheat 

  The market economy pays workers 
the value of their labor power 

  Workers deserve the value of their 
labor 

  Hence we have to get rid of the 
market economy to get a fair 
distribution of the products of 
labor 

  Replace the government of men by 
the administration of things 

  Communism did not work very 
well 

Why Did the Communists Do 
What They Did? II 



Why Did Things Get 
Worse II: Demography 



Why Did Things Get 
Worse III: Investment 



  Communism 
  Differences in population growth rates/

demographic transition 
  Differences in savings rates/relative price 

structures and economic development 
  the big enchilada : differences in the efficiency 

of labor: technology and organization 

Sources of International 
Inequality 



  Most of the action is in the efficiency of labor 
E 

  We have a spread of 20 across the world 
today 

  And of this differences in investment rates 
and population growth rates can account for 
at most a factor of 4 

  Leaving a factor of 5 to be accounted for by 
differences in the efficiency of labor—in the 
application of technology and organization 

Even within Market 
Economies... 



  Infrastructure 
  Education 
  Honest government 
  Talent directed toward positive-sum 

rather than negative-sum 
“entrepreneurship” 

  How do you get that? 

To Get a High Efficiency 
of Labor, You Need... 



  Imperialism/colonialism 
  Central planning 
  Infrastructure and guided development 
  Import substitution 
  The Neoliberal bet 

The Five Bets of 
Development Economics 



Political unity... imposed by the British sword, will now 
be strengthened and perpetuated by the electric 
telegraph.... The free press, introduced for the first time 
into Asiatic society, and managed principally by the 
common offspring of Hindoos and Europeans, is a new 
and powerful agent of reconstruction.... From the Indian 
natives, reluctantly and sparingly educated at Calcutta, 
under English superintendence, a fresh class is springing 
up, endowed with the requirements for government and 
imbued with European science. Steam has brought India 
into regular and rapid communication with Europe, has 
connected its chief ports with those of the whole south-
eastern ocean....  

An Unexpected 
Advocate of Colonialism 



The ruling classes of Great Britain.... The aristocracy wanted to 
conquer it, the moneyocracy to plunder it, and the millocracy to 
undersell it. But now the ... millocracy have discovered that the 
transformation of India into a reproductive country has become of vital 
importance to them, and that, to that end, it is necessary, above all, to 
gift her with means of irrigation and of internal communication. They 
intend now drawing a net of railroads over India. And they will do it... 
with the exclusive view of extracting at diminished expenses the cotton 
and other raw materials for their manufactures. But when you have 
once introduced machinery into the locomotion of a country, which 
possesses iron and coals, you are unable to withhold it from its 
fabrication. You cannot maintain a net of railways over an immense 
country without introducing all those industrial processes necessary to 
meet the immediate and current wants of railway locomotion, and out 
of which there must grow the application of machinery to those 
branches of industry not immediately connected with railways...  

An Unexpected 
Advocate of Colonialism 

II 



The railway-system will therefore become, in India, truly 
the forerunner of modern industry. This is the more 
certain as the Hindoos are allowed by British authorities 
themselves to possess particular aptitude. for 
accommodating themselves to entirely new labor, and 
acquiring the requisite knowledge of machinery. Ample 
proof of this fact is afforded by the capacities and 
expertness of the native engineers in the Calcutta mint, 
where they have been for years employed in working the 
steam machinery.... Modern industry, resulting from the 
railway system, will dissolve the hereditary divisions of 
labor, upon which rest the Indian castes, those decisive 
impediments to Indian progress and Indian power. 

An Unexpected 
Advocate of Colonialism 

III 



  Karl Marx 
(1853),"The Future 
Results of British 
Rule in India," New 
York Daily Tribune 
(August 8) 

Who Is It? 



  Shrink the (corrupt) state 
  Encourage international trade 
  Provide entrepreneurs with access to 

credit 
  Build social capital—especially female 

education 
  Did not turn out to be the magic bullet 

The Neoliberal Bet 
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  Infrastructure 
  Education 
  Honest government 
  Talent directed toward positive-sum rather 

than negative-sum “entrepreneurship” 
  Not just adaptation, but invention as well... 
  How do you get that? 

To Get a Higher Efficiency of 
Labor, You Need... 



  Basic research 
  Applied research 
  User interfaces 
  Marketing 
  Free-riding 
  Standing-on-the-shoulders-of-giants 
  Stepping-on-toes 
  Patent and copyright 
  Antitrust and competition 
  Diversified institutional portfolio... 

Spurring Research and 
Development 
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#3: You Got This... 



  Treatise d’economie politique: 
  [T]o say that sales are dull, owing to the scarcity of money, is to 

mistake the means for the cause; an error that proceeds from the 
circumstance, that almost all produce is in the first instance 
exchanged for money, before it is ultimately converted into 
other produce: and the commodity, which recurs so repeatedly 
in use, appears to vulgar apprehensions the most important of 
commodities, and the end and object of all transactions, whereas 
it is only the medium. Sales cannot be said to be dull because 
money is scarce, but because other products are so. There is 
always money enough to conduct the circulation and mutual 
interchange of other values, when those values really exist. 
Should the increase of traffic require more money to facilitate it, 
the want is easily supplied, and is a strong indication of 
prosperity—a proof that a great abundance of values has been 
created, which it is wished to exchange for other values. In such 
cases, merchants know well enough how to find substitutes for 
the product serving as the medium of exchange or money... 

Jean-Baptiste Say in 1803: 



  Cours complet d’economie politique pratique: 
  The Bank [of England], legally obliged to redeem its banknotes in 

specie, regarded itself as obliged to buy gold back at any price, and to 
coin money at a loss and at considerable expense. To limit its losses, 
it forced the return of its banknotes, and ceased to put new notes into 
circulation. It was then obliged to cease to discount commercial bills. 
Provincial banks were in consequence obliged to follow the same 
course, and commerce found itself deprived at a stroke of the 
advances on which it had counted, be it to create new businesses, or 
to give a lease of life to the old. As the bills that businessmen had 
discounted came to maturity, they were obliged to meet them, and 
finding no more advances from the bankers, each was forced to use 
up all the resources at his disposal. They sold goods for half what 
they had cost. Business assets could not be sold at any price. As every 
type of merchandise had sunk below its costs of production, a 
multitude of workers were without work. Many bankruptcies were 
declared among merchants and among bankers, who having placed 
more bills in circulation than their personal wealth could cover, could 
no longer find guarantees to cover their issues beyond the 
undertakings of individuals, many of whom had themselves become 
bankrupt... 

Jean-Baptiste Say in 1829 



  A financial crisis 
  Financiers and firm get scared that the debts owed to 

them won’t be repaid 
  Financiers and firms get scared that the debts they 

owe will not get rolled over 
  Financiers and firms stop spending as they try to build 

up larger cash reserves 
  As people stop spending, inventories of unsold goods 

rise 
  Businesses start firing people so that inventories of 

unsold goods don’t rise any higher 
  But the people who are fired lose their jobs and their 

incomes, and they stop spending too... 

Jean-Baptiste Say in 1829 



  For some reason, people feel short of cash and stop 
spending as they try to build up larger cash reserves 

  Inventories of unsold goods rise, and businesses start 
firing people so that inventories don’t rise any higher 

  But the people who are fired lose their incomes and 
stop spending too 

  What are the cures? 
  #1: If the private sector won’t spend, have the 

government buy stuff directly... 
  #2: Have the government flood the zone with cash... 
  #3: Get “the confidence fairy” to get businesses eager 

to spend their cash yet again... 

Depression Economics 



  This is a very different model than the Solow 
growth model we have been doing 

  So wipe it from your minds (except for 
problem set 3, and for the midterm, and the 
final) 

  We are going to build up the Keynesian 
income-expenditure model 

We Are Going to Build a Model 



The Income-Expenditure Model in 
Stick Figures 



  Y = C + I + G + NX = C + I + G + (GX – IM) 
  C = c0 + cyY 
  IM = imyY 
  There is the “Y” that influences consumption 

spending and imports (i.e., the incomes of 
households)  

  There is the “Y” that determines the level of 
production (i.e., aggregate demand plus inventory 
adjustment) 

  By the circular flow principle, they are the same  

The Income-Expenditure Model in 
Algebra 



  Y = C + I + G + (GX – IM) 
  C = c0 + cy(1-t)Y 
  IM = imyY 
  Y = c0 + cy(1-t)Y + I + G + (GX – imyY) 
  (1-(1-t)cy+imy)Y = c0 + I + G  

The Income-Expenditure Model in 
a Little More Algebra 



The Magic Equation for 
Depression Economics 


