The Wealth of Nations
in the Modern Era

Unpacking the Mechanics of Growth,
Innovation, and Creative Destruction

From Stagnation to Sustained Growth



The Trillion-Dollar Question

“Is there some action a government
1| of India could take that would lead

kL the Indian economy to grow like
Indonesia’s or Egypt’s? ... The
consequences for human welfare
involved in questions like these are
simply staggering: Once one starts to
think about them, it is hard to think
about anything else.”
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— Robert Lucas (1988)  prosper whitc others.
stagnate” This is not just

math; it is a matter of first-
order human welfare.
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Growth is Not Guaranteed: The Great Divergence
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There is no evidence of unconditional convergence. Poor countries do not automatically catch up to the rich.
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Accounting for the Gap

Decomposing the income difference between rich
(90th percentile) and poor (10th percentile) countries.

Total
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The majority of the wealth gap is
not explained by inputs (Capital or
Education), but by the efficiency
with which they are used (A).
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The Ghost in the Machine:
Total Factor Productivity (TFP)
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Institutions Rule of Law

Abramovitz (1956) called TFP a “measure of our ignorance.” In the Solow model, this term
Is exogenous—it falls from the sky. To understand growth, we must open this black box.

& NotebooklLM



The Price of Progress
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Technology often manifests as cheaper equipment. Rich
countries are highly efficient at turning output into
- iInvestment goods. In the poorest countries, investment
1970 1980 1990 2000 2010 2020 goods are twice as expensive relative to consumption.
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From Accumulation to Innovation

Rival Goods (Standard Economics) Non-Rival Goods (The Economics of Ideas)
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Rival Goods (Standard Economics) Non-Rival Goods (The Economics of Ideas)
If | use it, you cannot. If | use the formula, you can too.
Constant Returns to Scale. Increasing Returns to Scale.
Accumulation (More Stuff). Innovation (New Recipes).

Endogenous Growth Theory moves from technology that ‘happens’ to technology that is ‘created..
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Romer’s World: Growth via Expanding Varieties

Horizontal Innovation

Output (Y)

Output increases not just by
having more of the samej
tools, but by

iInventing NEW types of tools.

Growth is driven by the expansion of N.

N (Number of Varieties)
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The Incentive: Patents, Profits, and Monopolies
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Perfect competition cannot
support innovation.

~ N ~
R&D Funding | [ imperfect =| Patent Firms need the promise
Profits cover Competition _« Legal monopoly of monopoly profits to
sunk costs. & ¥ power granted. justify the sunk costs of
\ o J = research.

This creates a tension

~ N . g
M i between static efficiency
onopoiy (low prices) and dynamic
... Profit growth (innovation).
Price > Marginal Cost
\ v
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Standing on the Shoulders of Giants

Change in Ideas =1 - (Current Knowledge)® - (Researchers)

Spillovers: Existing dN =- ‘|‘I 0 NS o Ll‘ The Jones Critique:
Knowledge makes Ideas are getting harder
future researchers to find. We need more
more productive. researchers just to
maintain the same
More effort needed for the same result growth rate.

Number of

Researchers

TFP Growth
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The Quality Ladder: Creative Destruction

Vertical Innovation

D iPhone 15
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Schumpeterian Growth: Innovation isn't just adding varieties;
It Is replacing old ones with better versions.

The new renders the old obsolete.
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The Business Reality: Churn and Exit

Annual Firm Exit Rates Productivity Growth vs. Exit Rate
10%+

Productivity Growth

2%

Small Firms Large Firms Exit Rate

Growth is messy. The data shows a ‘cleansing effect’: industries with higher rates of firm exit
exhibit faster productivity growth. Inefficient firms must die for resources to be reallocated.
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The Incumbent’s Dilemma

The Arrow Replacement Effect

The Incumbent The Entrant
(e.g., Kodak, GM) (e.g., Tesla, Digital Camera Startup)
€
Current Zero

Profits Profits

Entire New
Market

Gain = New Profit - Old Profit. Gain = Entire New Market.
Cannibalization leads to hesitation. Strong incentive to innovate.

Incumbents replace themselves; Entrants have nothing to lose.
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The Planner vs. The Market

Market Reality Social Optimum

Knowledge
Spillovers

Monopoly ¥ Business
Markups Stealing

The Market rarely gets it right.

- Negative: Monopolies restrict output to keep prices high.
- Positive: Firms do not account for the benefit their ideas give to future researchers.

Because of spillovers, the Social Planner typically desires faster
growth than the market delivers. This justifies R&D subsidies.
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Conclusion: The Unfinished Agenda
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We solved the mystery of the ‘Residual.’ It is not magic; it is the result of
purposeful investments in non-rival ideas, driven by profit but fueled by

the shared stock of human knowledge.

Future prosperity depends on institutions that balance the incentive to

Innovate with the efficiency of competition.
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