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Productivity = amount of goods and services produced for each hour of working


Determined by:
natural resources = land, minerals, etc.





human capital = knowledge and skills of workers





physical capital = stock of equipment and tools





technology = understanding of the best ways to   

                                                                        produce

Production Function:     General Form:         Y = AF(L,K,H,N)




         Example:               Y = 2L + 4K2 + 3H/2

In words:  production equals technology (A) times the transformation of labor (L),

physical capital (K), human capital (H), and natural resources (N) into finished

products. 


Returns to Scale:    

CRS (constant) = if double inputs, outputs will double

IRS (increasing)= if double inputs, outputs more than double

DRS (decreasing)= if double inputs, outputs less than double

If a production function is CRS, then GDP per capita depends only on the inputs per capita. The population size does not contribute to well being.

To find out if a production function is CRS, IRS, or DRS: 

· choose values for L, K, H, N

· plug them into your production function to solve for Y

· double your original values of L, K, H, N

· plug doubled values into your production function

· compare your results 

Example:          What returns to scale does the following production exhibit?


Y = 2K2 + 3L + H

                        Choose values for K, L, and H:    1 is often the easiest to choose.



Plug in the values:    Y = 2(1)2 + 3(1) + (1)        so Y = 6



Double the values for K, L, and H:   2



Plug in the doubled values:   Y = 2(2)2 + 3(2) + (2)    so Y = 16



Compare:  16 is more than two times 6 so there are IRS

We focus on K/L (per capita capital) for this class.


K is a produced factor. I is the component of GDP that influences K.


Savings influences I.  Savings is the amount of product that is not consumed.

Country’s with higher savings grow faster:


Catch up theory = countries with low capital to start with grow faster


with an additional unit of capital than countries that start with a high


level of capital. This is due to diminishing returns to capital.

Diminishing returns to capital= as you get more capital, each additional


unit is worth less and less to you

Rule of 72 (or Rule of 70) = if something grows at a rate of X% per year, 

          then it will take 72/X years for it to double (or 70/X years to double)

