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Readings

• North, D. 1991. Institutions. JEP.

• Pseudoerasmus. 2015. Where do pro-social 
institutions come from? Blogpost.

• Turchin, P. Ultra Society. Beresta Books.

Question

• Why are some countries rich while others are poor?

• How did rich countries become rich?

• Can poor countries replicate this?

• If you worked at the IMF, World Bank, or UN, what 
sort of advice should be given?



Topics
• Long run vs short run

• Label the residual game

• Story telling

• Classes of AK models

• Cambridge capital controversies

• The grains of truth

–Douglas North. 1993. Nobel acceptance speech.

Neoclassical theory is simply an inappropriate 
tool to analyze and prescribe policies that will 

induce development. 



The long run
• Idea is that there is a long run engine driven by 

capital, technology and population, around which 
the economy fluctuates, for unknown reasons. 

• Is it possible to ‘look through’ the cycle to see what 
drives long run growth. 

• Given history, it must be something that was 
unachievable until mid 19th century in Britain.

• How long is a cycle? Don't they add up?
https://ftalphaville.ft.com/2017/02/07/2184043/the-imf-implies-

greece-should-have-the-left-the-euro-long-ago/ 

Washington consensus
• That markets deliver the optimal choices based on 

individual production and investment choices that 
alway align with overall national benefits.

• Which makes you wonder what has ever stopped 
countries from industrialising!

• Failed. Major institutions have rejected this 
internally for two decades, though political pressure 
remains. 

Theoretical baggage
• Economists have been transfixed by diminishing 

returns to production in aggregate  
Y = AKαL(1-α)         - where 0 < α < 1

• “A” has taken on various names.

• The first was “unexplained residual” - a measure 
of our ignorance.

• Implies growth only can happen in the long run 
due to “A”. Yet it does! (i.e. growth rate stays high)



Convergence 

• Y = AKαL(1-α) implies convergence

• Countries with low K grow faster than ones with 
high K. 

• Yet the data doesn’t show this. 

• So how to “rescue” the model?

https://qz.com/916236/regional-inequality-is-increasing-in-
india/ 



A problem?
• So most of the action is happening outside of K if 

you believe the model (i.e. in diminishing returns to 
capital)

• Since the only other factor is L, the residual (“A”) 
seems to be the main cause of the patterns of long 
run growth.

• But also, it seems to be the main cause of short run 
fluctuations too!

http://tmata.com/papers/hope09-blackbox_solow.pdf 

Explanatory buckets

A K L

?

Y = A Kα L(1-α)



Per capita view

A k

?

• Capital deepening  
 
 
 
 
 

y = A kα 

– Daron Acemoglu. Introduction to Modern Economic Growth.

“There are multiple ways of thinking of capital 
(and equally many ways of specifying how 
capital comes into existence). Since our 

objective here is to start out with a simple 
workable model, we make the rather sharp 
simplifying assumption that capital is the 
same as the final good of the economy. 

However, instead of being consumed, capital is 
used in the production process of more goods.” 

– Douglass North, 1990

The economist not only accepted tastes, 
technology, and population as given, but also he 
accepted equally the current basic ground rules 

within which both market and non-market decisions 
were made. For that matter, the theory did not 
recognize the possibility of making economic 

decisions via the political process. Information was 
assumed to be perfect and costless.

That is an awesome collection of deficiencies.



Joan Robinson
• Biggest critic of circular or meta-physical reasoning

• “applied to a use of language that conveys no 
factual information, describes no logical relations 
nor gives precise instructions and yet is 
calculated to affect conduct”

• “Utility is the characteristic of commodities which 
makes individuals want to buy them, and individuals 
buy commodities to enjoy utility consuming them.”

A test
• The Santa Claus Test for a concept is 

straightforward: can we replace the original phrase 
with "Santa Claus" without losing important 
information?

• Eg. “Because of their utility function they bought a 
scooter.”

• Or “Because of Santa Claus, they bought a 
scooter.”

- Douglas North

…the factors we have listed (innovation, 
economies of scale, education, capital 

accumulation, etc.) are not causes of growth; 
they are growth.

The main narratives
• Knowledge

• Institutions

• Human capital

• Others: 
Entrepreneurship, legal environment, banking 
systems, confidence, labour quality. 



Romer 1986
• “Knowledge is a capital good with increasing 

marginal product” 
 
 
 
 
 
 
 

Policy implications
• If knowledge needs protecting so that it grows. 

• Patents provide financial incentive to create 
knowledge.

• However, fails to distinguish between creating 
knowledge, and diffusion of current knowledge. 

• Patents stifle diffusion and application of 
knowledge.

North, Acemoglu
• Institutions cause growth. 

• “Institutions are the rules of the game in a society 
or, more formally, are the humanly devised 
constraints that shape human interaction”

• Formal and informal

• Avoid the hustle of individualism not generating 
public benefits.

Economic blindspot
• “If A raises cattle and B corn, both may improve 

their welfare by exchanging cattle for corn. . . . 
[However], the choices facing A and B are not 
merely to trade or not, as implicitly suggested. A can 
choose to steal B’s corn, rather than give up his 
cattle for it; B may do likewise. . . . In an anarchic 
environment, the independent choices of both 
individuals can be expected to lead both to adopt 
the dominant stealing strategy.” 
- Mueller, D. 1989. Public Choice II pp9-10



Formal
• Courts, police, prisons

• Political structure - senates, houses of parliament, 
elections

• Money, consumer laws, minimum standards etc.

• Company structures , bodies corporate

• Traffic rules. Mapping, weather forecasting etc.

• Clubs and societies

Informal

• Shake hands with the right

• Wear clothes (men wear pants)

• Standard weights and measures (feet and inches, 
pounds, metrication)

• Other?

Non-price rationing
• Coase would say that non-price allocation 

mechanisms can be cheaper than negotiation 
prices. 
 
 
 
 
 

Example
• Guides would hassle tourists around the entrance, making it 

an unattractive place to visit, reducing visitor numbers. 

• Accredited guide system set up. First 12 let inside gates 
each day at 7am. Hourly block fixed prices. No pressure to 
haggle.

• Dozens of guides begin lining up the night before and 
sleeping outside the gate, wasting their time, and creating a 
poor image of the area. 

• Lottery system started. 7am each morning, all in attendance 
get a ticket. First 12 drawn get access for the day.

Costly use of prices
Quality signals

Quotas

Queuing

Lottery



Example

• Think about your own life and work. What 
institutions do you employ to increase efficiency?

Metrication
• Common system of measurement and weights had 

been sought by publicly-minded scientists and 
officials in England and France through 17th 
century.

• “until 1841, the rail companies had all used 
different-sized screw threads, causing predictable 
frustration”

• Standardisation works as an economic institution 

United States

• Many companies have adopted metric systems 
because it pays off for them in their international 
trade with suppliers and customers. 

• But surely more gains if wider adoption and 
government support of transition.

• http://www.us-metric.org/going-metric-pays-off/ 

Example
• State money. Imagine trade without 

money that was trusted at a wide 
scale.

• Or protection from piracy in shipping.

• Bretton Woods system - international 
treaty on exchange rates, currency 
rules, and establishment of IMF. 

• Would NBN be an institution?



http://economics.mit.edu/files/4469 

But…
• Though I think institutions matter, all the evidence is 

quite meta-physical.

• Institutions lead to growth, and growth leads to 
institutions. 

• So how do you get from “bad” to “good” 
institutions”?

• Should countries just copy good institutions?

Path dependence
• The interests of the wealthy generally favour the 

status quo institutions. 

• The next stage of evolution in institutions depends 
on the last stage. Very difficult to jump from bad to 
great. 

• Nothing suggests change always goes in the 
direction of “better for growth”

Metric system

• So why hasn’t the US got the metric system?

• Is this path dependence, with political interests 
behind it?



Logical conclusion

• Paul Romer reckons that creating city-size new 
states that would compete to attract rich people 
based on their “good” institutions is the way to go. 

• Based on Hong Kong experience. 

https://paulromer.net/tag/charter-cities/ 

Arab Spring

https://arxiv.org/pdf/1212.3041.pdf 

Competition as evolution
• The success of markets at delivering efficient output 

is therefore the result of within-firm cooperation, 
and between-firm competition. 

• Without market level selection pressure, firms 
can become internally competitive, losing efficiency.

• Read Evonomics.com 

• Does Altruism Exist? by David Sloan Wilson

A / B Cooperate Defect

Cooperate 10 , 10 0 , 15

Defect 15 , 0 5 , 5



• “Unfortunately on most occasions, silos encourage 
behaviours that are beneficial to the occupants of 
the silo, but are often not in the best interest of 
the overall business or its customers. It also plays 
into the hands of corporate politics, since silos help 
to keep things private. And we all know that in office 
politics information is power. 
 
A recent survey from the American Management 
Association showed that 83% of executives said 
that silos existed in their companies and that 
97% think they have a negative effect.”

http://www.matchboard.com.au/MatchBoard/Forms/Article/
How%20silos%20damage%20Customer%20Experience.aspx

At Amazon, workers are encouraged to tear apart 
one another’s ideas in meetings, toil long and late 
(emails arrive past midnight, followed by text 
messages asking why they were not answered), and 
held to standards that the company boasts are 
“unreasonably high.” 

The internal phone directory instructs colleagues on 
how to send secret feedback to one another’s bosses. 
Employees say it is frequently used to sabotage 
others. 

http://www.nytimes.com/2015/08/16/technology/inside-
amazon-wrestling-big-ideas-in-a-bruising-workplace.html

Human capital

https://upload.wikimedia.org/wikipedia/commons/b/bb/
Clark%27s_Sector_model.png 



Becker 
• When people get smarter they can produce better -  a 

variation on knowledge, though subtle

• schooling ⇒ modernity ⇒  economic growth

• Schultz (1960: 571), talks about the “moral issue of 
treating education as an investment in man”

• More modern view is that skills plus technology = growth

• Y = f(K, L, h) where h = human capital http://www2.warwick.ac.uk/fac/soc/economics/research/
centres/cage/manage/publications/229.2015_depleijt.pdf 

https://
openresearch-

repository.anu.edu.a
u/bitstream/

1885/41563/3/
andreosso.pdf 

Policy implications
• Encourage skilled immigration

• Invest in education

• These aren’t bad things in general

• But serious measurement and identification issues

• Does the composition matters?



• “In order to correct for other determinants of human 
capital, we move beyond formal education and 
regress the natural logarithm of the wage rate, W, 
on HK1, fringe benefits per employee (FB5), the 
share of employees using computers (COM7), 
the share of full-time employment, the share of 
casual employment, the proportion of the wage 
bill dedicated to superannuation contributions, 
the employment share of management, total 
assets per employee and a measure of staff 
dispersion (i.e., the number of business locations 
per employee)”

https://editorialexpress.com/cgi-bin/conference/download.cgi?
db_name=ACE2004&paper_id=217

Technology

• Hard to separate technology from capital. More of a 
catch all term. 

• Richer countries do grow fast, and they have good 
technology. 

• But absent some measurement, what does it 
mean?

In sum

• Belief in diminishing returns to capital has led to a 
search for another factor to explain growth

• Best contenders are knowledge (and its human 
capital variation) and institutions.


